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Preface

You have entered the first of three volumes on the relatively new and rapidly growing field of social entrepreneurship. The purpose of this set of books is to expose the reader to the latest thinking on this subject, with an emphasis on how social entrepreneurship and the organizations that engage in it actually work. With this purpose in mind, the writings presented are assembled according to three major themes. Volume 1 explores the structure of social ventures. It examines the organizational forms available to social entrepreneurs as they build their social ventures, the strengths and limitations of these forms, and where organizational structure in social entrepreneurship might be headed in the future. Volume 2 looks at the financing of social ventures: the major issues surrounding this subject, sources of financing, and financing strategy. The third volume takes on the very “hot” and highly related topics in social entrepreneurship of accountability, performance measurement, and performance management. It makes the case for the importance of these topics, identifies the accountability and performance pitfalls that social entrepreneurs face, discusses best practices in performance measurement, and makes the link between measurement and management.

These subjects are brought to life through the writings of 38 diverse chapter authors. These authors include scholars and practitioners of entrepreneurship and social entrepreneurship. They provide a global perspective, representing Australia, New Zealand, Switzerland, the United Kingdom, and the United States, and offer examples and case studies from around the world and from both developed and developing economies.

There are many definitions of social entrepreneurship and no consensus as to what it actually is. For the purposes of this set, I offer a simple definition of the term: the application of the mind-set, processes, tools, and techniques of business entrepreneurship to the pursuit of a social and/or environmental mission. This definition will likely please some and disappoint others; however, it succinctly captures the approach to this subject taken in these volumes. It is based on the assumption that social entrepreneurship uses market-based approaches to solving society’s problems; that it fills a void left when the public and private sectors are either unwilling or unable to address these problems.1

Although substantial information is imparted in these pages, this set of books does not purport to provide complete coverage of the subject. There is a rich and growing literature on social entrepreneurship that explores its many facets, including its theoretical underpinnings, the reasons individuals undertake it, its many manifestations, and how social entrepreneurs identify the opportunities they pursue, to name a few. The volumes in this set begin after the social entrepreneur has identified a social or environmental problem she wishes to solve, has determined that the identified problem presents a viable and sustainable opportunity to add value to society, and has committed to pursuing that opportunity. At this point, the entrepreneur can begin to think about the aspects of the social entrepreneurship process discussed herein—selecting an appropriate structure for the social venture that will be used to pursue her opportunity, finding financing for the effort, and ensuring that the social venture is performance based.

Interwoven throughout these volumes are chapters that examine the role of marketing in social entrepreneurship. This is a new aspect of the field and an important one. Volume 1 contains chapters on strategic positioning and issues in social venture marketing that both reflect and impact structure. Volume 2 includes chapters on cause-related marketing and cobranding, which provide avenues to financing social ventures, and Volume 3 contains a chapter on market analysis—arguably a tool for performance measurement and management.

Thus, the orientation of these volumes is practical. They are intended to help social entrepreneurs, prospective social entrepreneurs, and students of the field to better understand some of the essential issues and “nuts and bolts” of practice.

—Thomas S. Lyons, Ph.D., Editor

Note

1. See Jill Kickul and Thomas S. Lyons, Understanding Social Entrepreneurship: The Relentless Pursuit of Mission in an Ever-Changing World (New York: Routledge, 2012).


CHAPTER ONE

An Overview of Structural Options and Issues

Michael J. Caslin III

Marco Sachet

Elissa Shevinsky


When starting a social enterprise, ask yourself: “What matters most to me, how will I make an impact, and what structure do I need to achieve it?”



Welcome to the world of social entrepreneurship. You are entering an incredibly exciting sector that combines the power of entrepreneurial ingenuity and innovation with purpose-driven passion to achieve social transformation. Social enterprises exist in between the public and private sectors, operating in the middle ground where governments can’t act and corporations either won’t act or have tried to and failed. Social enterprises are subject to a unique set of mores, biases, challenges, laws, and practices.

Social enterprises vary greatly in form and function. They can take the form of a for-profit corporation, a nonprofit corporation or a nonprofit with a for-profit subsidiary (think National Geographic), or hybrid companies such as a for-profit company with a nonprofit subsidiary (think Newman’s Own consumer food products and their Hole in the Wall Scholarship Camps for youth facing serious health challenges). For the organization to succeed, it must have a legal structure that supports appropriate cash flows to achieve sustainability. Revenue streams will likely include a combination of individual donations; foundation and corporate grants; impact investments/loans; federal, state, and city government grants or contracts; venture capital; venture philanthropy (seeking blended triple bottom line returns); and/or earned income. Although nonprofits have traditionally relied on donations, there is an increasing trend to diversify away from the exclusive reliance on grants to achieve a blended combination of philanthropic revenue and earned income. In so doing, more and more nonprofits are increasingly emulating for-profit companies—hence, the convergence of form and function, structure and systems. At the same time, another force has arisen known as the Corporate Social Responsibility movement that in turn has fostered an increase in social mission–oriented companies that are measured by a triple bottom line (TBL)—benchmarked for profit, people, and planet achievements. In the space in between strictly for-profit and strictly nonprofit companies lies that exciting realm increasingly referred to as social enterprise.

The field of social entrepreneurship is still fairly new, having become a subject of study and more formalized thinking and operations in only the past two decades. The question of what a social enterprise is still attracts much debate, both in academic and legal circles. However, there is a consensus that a social enterprise is a business-like entity that pursues financial sustainability along with mission achievement and has an objective to create good (aka “net gain”) for society through a TBL—making an impact on people, profit, and planet. As does any business, a successful enterprise involves the participation of multiple stakeholders: the founders, the employees, mission customers or direct beneficiaries, stakeholder customers, and society.


Some readers may feel that entrepreneurship isn’t for them—not because of lack of interest but because they are too young or too inexperienced. The lessons of social entrepreneurship are perhaps more valuable to new entrepreneurs. College and graduate students have the ideal mix of energy, idealism, and drive that characterizes the best social entrepreneurs. For example, today’s top companies—Facebook, Microsoft, Apple—were all founded by college students, graduate students, and people in their early 20s. Just as the leading companies of today have been founded by the previous generation of students—the most innovative and imaginative social enterprises of tomorrow are being dreamed up by students today. That means you!



Given the variety of organizations that fall under the umbrella heading of “social enterprise,” what do these ventures—and their leaders—all have in common? Professor Raymond Horton, of the Social Enterprise Program at Columbia Business School, defines social enterprise as “behaviors that add social value beyond what private enterprise normally provides. By behaviors I mean the acts of individuals, most of whom are embedded in organizations of one kind or another.”1 Social entrepreneurs are individuals with innovative solutions to society’s most pressing social problems. They are ambitious and persistent, tackling major social issues and offering new ideas for wide-scale change.2

No matter what your aspiration, the underlying concept is this: social entrepreneurs seek to create long-lasting and enduring change for the better—a net gain rather than a temporary remedy.

As with all formal organizations given the legal right to operate, social enterprises need to comply with the necessary laws and regulations for the right to do business. The legal structure of the enterprise plays a central role in this aspect: it determines how your organization deals with the varying levels of regulatory oversight—at the federal level, this includes the Internal Revenue Service (IRS; taxes), Social Security, the Department of Labor (unemployment responsibilities), Health and Human Services (health care)—as well as forms of ownership and organizational control issues. Considerations include issues as to what extent you will be liable for the business, how you can drive the growth of the firm, and how you can harvest the gain of the enterprise, if at all.

The selection of the legal structure is one of the most important decisions an entrepreneur must make when starting a new venture. It has a direct long-term effect on the existence of the business and its ability to survive. This decision becomes even more complex in the field of social entrepreneurship, as entrepreneurs can choose from:

• traditional for-profit structures, such as corporations or partnerships.

• nonprofit structures, such as the 501(c)(3) and the 501(c)(4) legal structures.

• special socially oriented structures, such as the L3C or the B corporation.

• hybrid structures, in which the organization is a mix of different structures.

The Legal Options for Social Entrepreneurs

Various legal structures are summarized in Table 1.1.

Traditional For-Profit Structures

Sole Proprietorship

A sole proprietorship is the most simple, inexpensive, and fast way to establish and operate a business. As the name implies, this legal form acknowledges a single owner who has complete control and ownership over the business and its assets as well as direct liability for all claims. No new legal entity is created under this structure, and the entrepreneur may conduct business either alone or with employees, but with no co-owners.

Table 1.1 Summary of Legal Structures for Social Entrepreneurs



	Traditional For-Profit

	Control

	Taxation

	Bureaucracy

	Personal Liability

	Distribution of Excess Funds




	Sole proprietorship

	Owner has total control

	Taxed as an individual

	Simple paperwork and small fees

	Unlimited

	All excess funds flow to owner




	Partnership

	Owners share control

	Taxed per individual share

	Simple paperwork and small fees

	Unlimited

	Distributed according to agreement




	Limited liability corporation or partnership

	Members have influence by electing the board and board appoints management team, has most influence

	Taxed per member interest

	More complex paperwork; operating agreement and filing fees

	No personal liability

	Distributed to members according to the operating agreement




	C corporation

	Distributed among shareholders, board members, and managers

	Taxed as a separate entity

	Specific accounting and legal reporting requirements and filing fees

	Limited to the assets of the corporation

	Distributed as dividends to shareholders as per board vote




	S corporation

	Distributed among shareholders, board members, and managers

	Taxed per individual distribution

	Specific accounting and legal reporting requirements and filing fees

	Limited to the assets of the corporation

	Distributed to shareholders




	Nonprofit— general

	Control by the board of directors, not the founder or executive team

	No taxation on mission-related activity; taxation on “unrelated business income”

	IRS approval required; application process could be 6–24 months

	Liability limited to the assets of the 501(c)(3) corporation; board is liable for unpaid payroll taxes and for malfeasance or failed governance

	No distribution of excess funds; nonprofit “surplus,” aka “profit,” stays inside the firm; board may approve a salary, performance bonus program; when liquidated, assets revert to a similar nonprofit




	501(c)(3)

	Board of directors controls

	Tax exempt on income; tax deductions for donors

	Same as nonprofit—general

	Same as nonprofit—general

	Same as nonprofit—general




	501(c)(4)

	Board of directors controls

	Tax exempt on income; no tax deductions

	Same as nonprofit—general

	Same as nonprofit—general

	Same as nonprofit—general




	Socially oriented new structures

	Control

	Taxation

	Bureaucracy

	Liability

	Distribution of excess funds




	L3C

	TBD

	TBD

	TBD

	TBD

	TBD




	B corporation

	TBD

	TBD

	TBD

	TBD

	TBD




	IRS = Internal Revenue Service; TBD = to be decided.





Advantages of the Sole Proprietorship

• Minimal bureaucracy: a sole proprietorship is relatively simple to establish. It requires a small amount of paperwork and filing fees. Although not subject to accounting and legal compliance standards imposed on other legal structures, keeping good records is a must to respond successfully to a likely tax audit at the federal or state level. Termination is also easier.

• Agility and flexibility in decisions: the owner has total control over the business and its assets.

Disadvantages of the Sole Proprietorship

• Unlimited liability: the owner is personally liable for all obligations of the enterprise.

• There is no ability to involve investors, which in turn limits access to capital and limits the enterprise to personal credit cards, lines of credit, and bank loans to finance the needs of the business.

Income taxes for sole proprietorships are calculated on the individual level, and the business may not carry losses from one period to another for tax-reporting purposes. The individual goes into business either alone or with employees, but with no co-owners. Because no new legal entity needs to be created, the sole proprietorship is an interesting option for an entrepreneur who wants the most simple legal structure. One significant drawback is that because there is no limit to the extent of the liabilities the owner may incur by operating the business, creditors may sue to collect from the owner’s personal assets if the business is not able to pay.

The advantages of using a sole proprietorship model are that the costs of conducting business are much lower because the company is not subject to the same levels of accounting and legal paperwork as corporations; the legal requirements and costs to establish or discontinue the business are less onerous; and management is facilitated by the fact that the owner is singly responsible for all the company’s actions.

Partnership

The natural next step from the sole proprietorship is the partnership. It occurs when two or more people legally agree to act as co-owners of the business and may be structured in different ways.

General Partnership

The general partnership is the closest form from the sole proprietorship. It functions in a very similar manner to the sole proprietorship, except this time ownership (and control) is divided among multiple owners according to their initial contract.

Limited Liability Partnership (LLP)

A more refined form of partnership is the LLP. In an LLP, one partner is not held liable for another partner’s negligence or misconduct. This makes the LLP an especially popular form of organization for certain professional fields, particularly among lawyers, accountants, and architects. As with a limited liability corporation, the profits of an LLP are allocated among the partners for tax purposes, and the LLP is normally not liable for tax payments. This avoids the “double taxation” issue associated with other corporate forms. LLP laws often vary from state to state, and between countries.3

Limited Liability Corporation (LLC)

The LLC is a flexible model existing between the sole proprietorship, partnership, and the corporation. It allows for the owners to separate their personal estate from the company, thus protecting against possible liabilities that may arise from the operations of the business. Tax wise, the LLC is subject to “pass through” taxation, which means it is taxed only when it distributes profits to its members, although this concept may vary from state to state. The LLC also incurs fewer legal and administrative costs than a corporation. However, investors often prefer to invest in companies with corporate structures that permit ownership of equity shares—something that the LLC does not permit—because an LLC has member interests versus equity shares. Normally, C corporations are the best structure to provide equity to investors, partners, or employees.

The L3C

Also known as the “low-profit, limited-liability corporation,” the L3C is a new hybrid between for-profit and nonprofit models. The L3C is based on the LLC model and developed at the state level, which ensures that L3C companies have the LLC’s flexible profit, loss, and taxation features.

An L3C organization must meet the following requirements:

1. The company significantly furthers the accomplishment of one or more charitable or educational purposes.

2. No significant purpose of the company is the production of income or the appreciation of property.

3. No purpose of the company is to accomplish one or more political or legislative purposes.

4. If a company that met the definition of this subdivision at its formation at any time ceases to satisfy any one of the requirements, it shall immediately cease to be a low-profit LLC but will continue to exist as a limited liability company.4

As of July 2011, Michigan, Vermont, Illinois, Wyoming, Utah, Louisiana, the Crow Indian Nation, the Oglala Sioux Tribe, North Carolina, and Maine have all authorized L3C status.5

Although the L3C does attempt to earn profit, it differs from a standard LLC. The L3C’s explicit primary mission is charitable, and profit is a secondary concern. Unlike a nonprofit, the L3C is free to distribute the after-tax profits to owners or investors.6

The L3C was designed to unburden social enterprises from the legal requirements of nonprofit models while allowing them to receive donations from institutional investors. The L3C format allows for the operating efficiencies and reduced regulatory structures associated with for-profit corporations. However, unlike other for-profit entities, the L3C is legally allowed to prioritize social objectives over shareholder profits. Usually, the L3C is treated as an LLC for tax purposes.7 “We’re trying to create an LLC whose very DNA insists that it has to put its beneficial activities in front of making money,” says Robert Lang, one of the original architects of the L3C concept.8

According to the Vermont secretary of state, “The basic purpose of the L3C is to signal to Foundations and donor directed funds that entities formed under this provision intend to conduct their activities in a way that would qualify as program related investments.”9

S Corporation and C Corporation

The “S” and “C” corporations constitute a separate entity—a unique “person” not identified with its founders, owners, or investors under the eyes of the law. These entities have transferable shares, meaning that the ownership structure can be changed more easily than in the previous models. They also provide protection to their shareholders from liabilities. The principal difference between S and C corporations is taxation: S corporations, much like LLCs, are taxed only when they distribute profits to their owners. C corporations, on the other hand, are double-taxed, meaning they are taxed upon the realization of profits and upon distribution to shareholders. S corporations are also limited in size; they may have no more than 100 shareholders, whereas C corporations have no such limitation.

B Corporation

The “B” corporation, or B Corp, is a relatively new legal form, instituted in 2006. The B Corp movement was founded in 2007 by 81 companies interested in creating an alternative to the traditional for-profit legal structures (see Figure 1.1).10

[image: image]

Figure 1.1 B Corp Declaration of Interdependence.

The B Corp is supported through a nonprofit called the B Lab. B Corps are considered for-profit corporations that also have social missions. To attain B corporation status, an organization must pass a certification procedure. One benefit of B corporation status is potential tax breaks. B corporations have been granted tax breaks in Philadelphia, and the benefits for B corporations continue to evolve as more states implement the B corporation legal option.11 As of July 1, 2011, B corporations were recognized in Maryland, Vermont, New Jersey, and Virginia.12

The B Lab Company of Berwyn, Pennsylvania, evaluates compliance with B corporation goals. The B Lab maintains an updated list of businesses with B corporation status. More well-known examples include Seventh Generation, Method, Greyston Bakery, Numi Organic Tea, and Better World Books.13

B Lab oversees B corporation process. The first step in becoming a B Corp is taking an impact assessment.14 Organizations with a minimal score (based on the impact of the company on all of its stakeholders) move on Corp to complete an assessment review with a B Lab staff member. When a company becomes certified, it must submit documentation for approximately 20 percent of its answers to the B Survey. B Lab audits 10 percent of B corporations each year. Additionally, all B corporations are required to submit a copy of their company’s governing documents amended with the B Corp Legal Framework. The next step is to begin adopting this framework. For most companies, this involves amending corporate governing documents to incorporate stakeholder interests. The final step is payment of a fee. Annual fees for B Corp status vary based on the annual net sales of the organization applying for B Corp status.

Virtual Corporations

The virtual corporation structure is especially useful because it enables one to form an L3C or a B corporation from anywhere in the United States. Vermont is a pioneer in the legalization of hybrid corporate structures, and its virtual corporation structure makes it easy to form an LLC in Vermont:


DIGITAL CORPS/LLC

(Title 11, Section 3001)

This Act allows the company and their participants to dictate almost all of the terms of their internal organizational and operational communications between them by means of a digital operating agreement—thus dispensing with the standard paper-based format. Participants are free to agree upon the terms of their relationship, and how the company is to be governed, the economic relationships between them, how meetings are to be conducted, and other internal matters.15



Choosing among Nonprofit Structures

The 501(c)

The 501(c) is a tax-exempt nonprofit corporation. Nonprofits are characterized by a nondistribution rule, forbidding the distribution of excess revenue to owners. Instead, 501(c) organizations operate in the public interest. Many forms of 501(c) structures exist, the most widely known being the 501(c)(3). These forms of business are not subject to income taxes and may receive tax-deductible donations from various sources. However, to receive such benefits, the company must undergo a long and complex application process with the IRS, and the owner must give away control of the company, being subject to the governance of a board of directors.

The following are the major 501(c) organization types of interest to aspiring social entrepreneurs.

• 501(c)(1) — Corporations Organized under Act of Congress

• 501(c)(2) — Title Holding Corporation for Exempt Organization

• 501(c)(3) — Religious, Educational, Charitable, Scientific, Literary, Testing for Public Safety, to Foster National or International Amateur Sports Competition, or Prevention of Cruelty to Children or Animals Organizations

• 501(c)(4) — Civic Leagues, Social Welfare Organizations, and Local Associations of Employees

• 501(c)(5) — Labor, Agricultural, and Horticultural Organizations

• 501(c)(6) — Business Leagues, Chambers of Commerce, Real Estate Boards, etc.

• 501(c)(7) — Social and Recreational Clubs

• 501(c)(8) — Fraternal Beneficiary Societies and Associations

• 501(c)(9) — Voluntary Employee Beneficiary Associations

• 501(c)(10) — Domestic Fraternal Societies and Associations16

The main differences between each legal structure lie in taxation, ownership of assets, control of management decisions, distribution of funds, and liquidation. The sole proprietorship and partnership models can be considered “testing” models, when the entrepreneur wants to test the business model before incurring any additional legal costs, accounting requirements, or liquidation issues. As soon as the business starts to develop, the entrepreneur must choose between each of the three main choices (for-profit, nonprofit, or hybrid) and then select which subcategory is more appropriate for his or her business.

On the for-profit side, the entrepreneur retains ownership and control over the business but is subject to income taxes and may not receive tax-deductible donations or grants from government or institutions (foundations). Other implications relate to the fact that impact investors tend to favor nonprofit corporations for their social investments. It is important to note that many donations are annual and variable because institutions usually seek to disperse funds among different initiatives, and thus entrepreneurs who seek to rely mainly on donations may find themselves in a difficult situation to raise more money once their organizations grow.

With the nonprofit options, the social entrepreneur receives the benefits of tax exemption and the ability to receive donations and grants, at the cost of loss of ownership of the business and reduced control of the business ceded to the board of directors. The presence of a board of directors may imply that not all actions sought by the entrepreneur may be approved. It also carries the risk that the board may terminate the entrepreneur—with or without cause at any time—unless an employment contract is in place. Answering to a board of directors has also been known to reduce the flexibility and agility of the organization as a whole. Many entrepreneurs, in the early stages of their social enterprises, often select family and friends to comprise their boards; however, once larger institutional donations have been received (from foundations, corporate foundations, or corporate social responsibility grants, for example), this practice may be perceived as a conflict of interest or generate a need for an independent audit of the financials. Institutions will reasonably question why the entrepreneur did not seek more unbiased persons to act as the founder/president/CEO.

Additional challenges facing the social entrepreneur include the following:

1. Regulatory compliance—the Internal Revenue Service nonprofit application procedure is a long and complex process that usually requires legal assistance, could cost many thousands of dollars, and take 6 to 24 months. The nonprofit will be subject annually to a high level of federal, state, and local public scrutiny and rigorous reporting requirements.

2. Lack of material benefit and personal gain from success of the enterprise—in the event that the nonprofit business becomes successful, the founding entrepreneurial team is not considered to be the legal owner; rather, “society” is the owner under the oversight of the respective states attorney general. Therefore, the social entrepreneur will not be able to take advantage of growth earnings as he or she would in a for-profit company that is purchased by a competitor or goes public. Reasonable annual compensation, if allowed, includes performance bonuses. However, because there is no stock or equity in the company, long-term increases in the value of the company will not result in any proceeds being distributed from its annual operations surplus, nor can the nonprofit easily be sold off or merged, nor can assets that accrue in the nonprofit venture result in private gain.

Types of Hybrids

Hybrid models, primarily the L3C corporation (L3CC), have emerged as a compelling alternative for startup social entrepreneurs. The L3CC has the benefits (and some of the disadvantages) of both the for-profit and nonprofit models. The primary drawback is that the L3CC and the B Corp are both relatively new, are available in only a limited number of states, and are not federally standardized or sanctioned. The L3CC is still an experimental organizational form. Many issues—legal ones being the most important—that may arise from the operation of such businesses in the future are still untested in the courts.

Another form of hybridization is for entrepreneurs to create a separate business entity that is owned by another. They may establish a for-profit corporation owned by a nonprofit one. The for-profit corporation may be responsible for the revenue-generating activities of the social business, aiming to be self-sufficient within itself in its operational and administrative costs, and share a predetermined or annually allocated percentage of excess revenue as donations to its parent nonprofit. It is extremely important to note that for this to have any chance of succeeding, a clear, fair, and formal agreement must be in place between the two entities and fully transparent for all staff to understand. All incentives and compensation plans must be carefully designed and aligned, so the productive energies of each team member on both the nonprofit parent and for-profit subsidiary are used for the benefit of the common good.

The structure suggested for the nonprofit, in turn, takes care of dealing with the mission customers (who often times cannot afford to pay for the specific goods or services). This way, the nonprofit may benefit from grants and donations to cover costs of serving its mission customer, and additional funding from the net income of the for-profit subsidiary can ideally be used in a strategic manner to generate maximum leverage of resources at a minimal level of risk. The for-profit, responsible for the income-generating activities and usually subject to market rules, retains its ability to act solely with a profit motive to maximize gain for its investors and owners.

Social entrepreneur and social enterprise challenges come from the mission side (infinite need) as well as the operational side (limited resources). As a social entrepreneur, you will need to spend adequate time reflecting on the current and future design of the organization to decide which organizational structure is most appropriate.

The question we started with was really a chance for you to reflect on what matters to you and what you are going to do about it. It has been said that the highest and best use of one’s talents occurs when we have the opportunity to use them to address the world’s greatest and most pressing needs.

Reflect on both your talents and what matters most to you. If you choose to become a social entrepreneur, then an important next step is a thorough exploration of which organizational structure will best serve your goals.

What Do You Want to Achieve?

Always remember, you get what you design.

The reality is that even the best intentions go awry. Over the years, value-driven social enterprises have devolved into a “monument” to the ego of the founder versus a movement of like-minded, passionate believers and achievers dedicated to the spirit of the founding mission. Organizations that are fueled by the energy and magnetism of one great leader are often short-lived unless the founder has the humility and vision to prepare for succession. Fatally flawed social enterprises are usually sustainable only so long as the charismatic founder is involved. Successful social entrepreneurs seek to build “movements” in which the vision is one of a better world that is bigger and more important than any individual within the enterprise. Such organizations are the most sustainable and able to adapt to changing conditions over time.

Before we proceed, let’s perform a “DO NOW” exercise.


DO NOW ACTIVITY

Please access the video “Social Entrepreneurs: Pioneering Social Change—Skoll Foundation”17 on the Internet: http://www.youtube.com/watch?v=jk5LI_WcosQ



To see more videos, visit the SEImpact YouTube channel at http://www.youtube.com/user/SEImpact.

Let’s assume you have done the requisite soul-searching, brainstorming, and ideating. Let’s assume you would like to change something about the status quo in your school, community, city, state, country, or world. Let’s assume you have identified key mission customers (nonpaying), key stakeholder customers (paying), and the problem (which as an entrepreneur, you see as an opportunity awaiting a solution). You have a great passion to make a difference, to fix it, to solve it—whatever it is to you.

You must now determine the best way to harness the energy, power, motivation, and passion. Dr. Austan Goolsbee of the University of Chicago Booth School of Business and past chair of President Obama’s Council of Economic Advisers recently said that over the years, economists have agreed on a few basic tenets when it comes to making society better. These forces are mainly the following: the power of human capital, physical capital, and innovation. You as a social entrepreneur, and we as citizens, must unleash new forces of human capital, leverage all physical capital obvious and subtle, and generate new levels of innovation in action. These three forces are the very ones you must consider as you think about how to focus a social enterprise, and structuring your enterprise is an important way to achieve this.

Selecting the Right Structure


What are the most important factors in selecting each model (paying customers, control, and size)?



In selecting one business structure over another, one faces both short- and long-term considerations. You can start with the entrepreneurs themselves, or you can start with the marketplace.

As an entrepreneur, you should take solace in knowing that every business starts with a problem/opportunity, a marketplace, and an idea to solve it accompanied by little or no sales or revenue or physical capital balanced by an abundance of human capital and innovation. The critical questions that entrepreneurs have to answer are these: What is the market? Who is the paying customer? What need is met through the entrepreneur’s product or service? The next steps require the entrepreneur to determine what type of team to build and how the economics of one sold unit of the firm will work, how sales will be generated, how the venture will be financed (debt, equity, retained earnings, or surplus), how cash flow will be managed, and eventually how big the venture can scale. Scale will also determine the final value of the enterprise; how it will be harvested and how big a team needs to be built, including internal employees, consultants, and leveraged business networks.

Concerning the team, there is an old story of an entrepreneur who said that the perfect business is one in which a post office box is a drop box for checks made payable to you, and the only costs you incur are those of the PO box rental and of the time and cost to deposit the checks into the bank. If you cannot figure out a business model like that, then most likely you will need to involve other people on your team. In the beginning, the successful entrepreneur will have a need or tendency to do things alone but eventually realizes that success is only possible with a team focused on a shared mission, vision, strategy, tactics, and annual plan.

A first step to test your own enterprise idea by yourself with limited physical capital exposure is through a sole proprietorship, Schedule C. It is clearly the cheapest, fastest, and least onerous application and business registration process. The Schedule C model is listed as a business structure option with the IRS.

The second option is a more structured model because it relates to formal business incorporation. It literally creates a second entity, a separate person in the business law world, a corporation. It enables you to bring in additional investors, partners who can come in through “sweat equity,” financial investment, or a combination of those two. Eventually, it enables you to bring more sources of human and physical capital into your organization, but make no mistake: the best form of financial capital is simply from the profit from the sale of a product or services, aka retained earnings.

The big limit to financial capital infusion in the form of equity from outside investors is that the entrepreneur must deal with the painful issue of ownership dilution and the power of the Golden Rule—they rule who have the gold. These are important factors as it relates to control of your own destiny and your corporation’s decisions. The more partners and capital you bring in, the more control of the future of the business you give up and the less influence you will have.

Examples of Social Structures in Social Enterprises

The field of social entrepreneurship encompasses a broad base of entities, and it is important to note that there is not yet a single legal definition of what a social enterprise is. As a social entrepreneur, you face a special selection of options because you can pursue for-profit or nonprofit structures. There are examples of successful companies on both ends.

For-Profit

Madécasse (Figure 1.2) epitomizes a social enterprise in which the mission-supportive activities and profit-generating activities are one and the same. It is an excellent example of a company that is creating social and environmental benefit precisely through its business activities. This distinguishes Madécasse from social enterprises that create triple bottom line benefits but either rely on donations to fund their activities or in which the revenue-generating activities and the mission-supportive activities are separated.

Madécasse’s mission is to create new opportunities for the local Malagasy population in Madagascar by creating chocolate there.18 Madécasse is an anomaly in the artisanal chocolate-making world: most companies use African cocoa beans but produce their chocolate elsewhere; Madécasse brings the entire chocolate-making process to Africa. For-profit is at the heart of the Madécasse enterprise. Its goal is to bring revenue to Madagascar and create jobs and income for the local population. The goal is definitively social in nature but the means are clearly for-profit. Madécasse is an excellent example of a firm with a social mission that is best pursued through for-profit means.19
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Figure 1.2

Hybrid

L3C: MooMilk

These days, family farming is a low-profit business and one that often inspires philanthropic interest. Preserving small family farms is considered a social good by citizens with interests ranging from historical preservation to ecological conservation. This made MooMilk, which was formed to promote farm preservation and economic development in Maine by marketing and distributing 100 percent Maine organic milk, an ideal candidate for L3C status. Because Maine has not yet adopted the L3C format, MooMilk incorporated in Vermont. As an L3C company—low-profit, limited-liability corporation—MooMilk is still eligible to receive grants and endowments in the same way as a cooperative or nonprofit can.

MooMilk’s mission “is to educate the consuming public on the value and intrinsic worth of preserving the local family farm while developing a line of premium quality milk products that support this mission.”20

Educational Nonprofit

Williams College

As an organization for which expenditures are not directly revenue generating but are always supposed to be mission related, Williams College is an excellent example of an educational nonprofit. Regarding financial aid, Williams College states on its website: “Williams admits U.S. students without regard to their ability to pay, and offers a generous financial aid program for international students. The College commits to meeting 100 percent of every admitted student’s demonstrated financial need for four years.”21

Williams College can implement such a generous financial aid policy specifically because it is a not-for-profit institution. By putting its educational mission ahead of profit-making activities, Williams College best fulfills its raison d’être and also better positions itself to receive donations from alumni and other supporters. Williams College devotes an entire page of its annual report to the elaboration of its mission and purpose. The first sentence of the Williams College “Mission and Purposes” refers to its educational versus profit-oriented mission: “Williams seeks to provide the finest possible liberal arts education by nurturing in students the academic and civic virtues, and their related traits of character.”22

The mission statement also includes efforts that are not necessarily cost-effective, including: “To serve well our students and the world, Williams embraces core values such as welcoming and supporting in the College community people from all segments of our increasingly diverse society and ensuring that College operations are environmentally sustainable.” Environmental sustainability and including diverse members of society (some of whom require financial aid) are choices that can be made because the sustainability of the college relies more on philanthropic support than on keeping costs low and tuition-related revenue high.23

Educational institutions most often follow a nonprofit model. This is essential for them to be able to put their educational mission as the top priority. Educational institutions following for-profit models often are criticized in the media for putting profits first. The nonprofit status of an educational institution is critical for its ability to engage in activities that are mission driven, which often creates a loss for the institution, such as admitting students according to academic ability rather than their respective ability to pay.

The History of Social Entrepreneurship

The history of social enterprise is rooted in visionary entrepreneurs who saw and met needs arising from the significant gaps between government and private enterprise responses and the level of impact and met needs. Often the development of social organizations occurs when members of a local community see a need and act on it. Most high impact social enterprises (HISE) build from the historical DNA of nonprofit corporations (aka the independent sector). In the United States, growth of such corporations was historically fueled by charitable donations stemming from donor desire to achieve social welfare gains. Benefits to the donors include HISE mission fulfillment, ego immortality, social legitimacy, and/or tax benefits.

The history of the nonprofit sector begins in 1601, when the British government passed the Statute of Charitable Uses, which regulated the use of private money destined to public good. In the United States, the nonprofit sector began with the First Amendment, which freed religious organizations from government control. The rights granted by the First Amendment to assembly, petition, publish, and act on one’s beliefs gave impetus to a number of religious organizations to act on social causes. After the institution of income tax in 1913, the Congress passed a bill in 1917 that allowed charitable organizations to receive donations, issuing tax write-offs for their donors. With the economic growth of the 1950s and 1960s, more and more people began donating to charity, and corporations started to create foundations allocating monies for the public good.24

Amid the economic downturns of the 1970s and 1980s, nonprofit and charitable organizations found themselves in a tough spot. These groups began to seek alternative ways to generate revenue and become economically sustainable beyond donations and grants.

Entrepreneurial thinking accelerated and came of age in the 1980s–2000s, and this became a conceptual force for a change in the evolution and thinking of social entrepreneurs as well as longtime funders who have increasingly looked at their financial support as a catalyst for a diversified revenue stream versus an annual blank check. More than ever before, leaders across the social enterprise community seek to achieve a greater sense of sustainability (e.g., multiple revenue streams—donations plus earned income) and mission customer impact. The field of social entrepreneurship, although only 20 years old, has innovatively evolved since the 1990s and continues to shift form and focus.

As of 2009, there were approximately 1.58 million nonprofits in the United States. According to the Urban Institute’s National Center for Charitable Statistics (NCCS),25 there were one million 501(c)(3) public charities.

It is interesting to note that 690,000 of these nonprofits had annual operating revenues of less than $25,000 per year. This is an important indicator that reinforces the point that most charities are being driven primarily by local community issues and consequent low-cost responses leveraged primarily by volunteer time. On a budget of $25,000, there is little capacity or institutional strength that can be built by any entrepreneur. Of these 1.58 million public charities, the top three concentrations are as follows: 111,000 civic league charities, 77,000 fraternal charities, and 72,000 business charities. In addition, there are 115,000 private foundations that provide grants to many of these nonprofit public charities at a government-mandated pace of 5 percent; of the annual assets of each foundation. This helps to ensure that these charities exist, but the low level of support also ensures that they will only be sustainable with an HISE approach.

Today, more than ever before, the nonprofit independent sector is going through a wrenching evolution. The 1980–2008 process of private foundation funding to seed nonprofits then after three years turn them over to secure federal and state earmark appropriations is gone forever. The new HISE approach is the only way forward. As charitable work evolves and converges with entrepreneurial thinking and practices, social enterprises are beginning to form in more innovative ways than ever before.

In today’s society, a social enterprise may start as a sole proprietorship and evolve into an S or C corporation during its growth phase or opt to launch as a 501(c)(3) charitable corporation. Currently there is no definitive structure for social enterprises established by the IRS. Social enterprises are primarily identified by how they get their work done and the vision and mission achieved, with a major emphasis on multiple revenue streams, including donations, sale of products or services, grants, contracted services, and, where possible, endowment income.

Again, factors such as funding sources, relevant beneficiaries, achievement of social mission, and how many people are involved in the operation (paid and volunteer) are all important to defining a social enterprise and its appropriate legal structure. To select which option works best, you must understand what options are available and how other social entrepreneurs are carrying out their work. Identifying an advisory board is a critical next step, and you should seek to recruit an attorney with a knowledge of nonprofit issues, a certified public accountant who has experience in fund accounting, an academic researcher who can provide cost-effective methods for evaluation of your impact, and a brand/marketing and communication specialist who can help position your HISE, protect it, and promote it to both mission customers (those who are served) as well as stakeholder customers (those who will support financially, either through grants or purchases of services, the effort to serve the mission customers).


DO NOW ACTIVITY

View the movie Amazing Grace

(See trailer at: http://www.youtube.com/watch?v=Q6Cv5P9H9qU&feature=related)

http://movies.netflix.com/Movie/Amazing-Grace/70061494

This movie provides an interesting snapshot of an entrepreneur, William Wilberforce of England, who hailed from a successful merchant family. As an entrepreneur, he senses needs and gaps in the marketplace—he established the first Society to Prevent Cruelty to Animals (forerunner of the ASPCA), he established free public schools, and, for his crowning achievement, he struggled and eventually succeeded in outlawing slavery in the British Empire. Wilberforce used a variety of legal structures to achieve his goals, just as the reader may in the future.



Social entrepreneurship carries the concept of enterprise—of utilizing a business structure to achieve a goal. Any enterprise pursues a bottom line of financial sustainability and self-perpetuation. Adding a social component to it means the pursuit of one or two additional bottom lines: social and/or environmental. Given the state of today’s planet and societies, it would be wise to start with the definition of your own triple bottom line—what financial bottom line metrics you hope to achieve, what social change you hope to accomplish during and after your HISE intervention period with your mission customer, and what environmental change you hope to realize.

Final Considerations for the Social Entrepreneur

Getting an HISE started is a daunting, complex, and often times lonely challenge, but social entrepreneurs embrace this challenge, for they know where their passion and purpose align with the possibilities of the marketplace. If you come up against issues you don’t understand, write down each one and contact me, Professor Michael J. Caslin III, via Linked-in. You should keep a list of all open items and constantly reprioritize that which is most urgent, necessary, leveraged, and strategic. Also, begin to build a local network of experts and resources to help them. There is a great learning curve as you form your first, fifth, or tenth business over your lifetime, and it is important to ask for help from as many business veterans as possible rather than suffer in silence.

A fast-track way to get started is to take your idea to an existing charitable organization or community foundation, explain your idea, and ask if yours can be an affiliated project, meaning you will pay a percentage of your grant revenue for administrative overhead to an organization for it to serve as a “fiscal agent” to your HISE while you are applying for various legal permissions.

On average, getting a for-profit or nonprofit status is costly ($500–$5,000 for state incorporation and IRS federal and state filings) and time-consuming, especially for attaining nonprofit status (6 to 24 months).

The following HISE checklist should help you consider a number of questions that you will have to consider in launching your venture as a for-profit, nonprofit, or hybrid (where you have a for-profit parent company with a nonprofit subsidiary or a nonprofit parent company with a for-profit subsidiary).

The High Impact Social Enterprise 10 Step Program (HISE)©

Some thoughts to consider before you file for your nonprofit public charity status:

Q1. Do you have a clear mission (enduring) and vision (5–20 years)?

Q2. Have you determined the legal name of your enterprise? Is it available, and can you register for it in your state?

Q3. Do you have any funding (self or external) to get launched, and will you be able to meet the test of public support over time through effective fundraising, marketing, and sales of goods or services?

Q4. Do you have any team that wants to help you pro bono during the startup phase? Do you have clear agreements of how to transition to salaried positions and leadership roles, and has each team member agreed to help over a defined period of time (6 months to 1 year—normally part-time)?

Q5. Do you have three experienced business- and mission-linked people who will serve on your founding board of directors, and are you able to recruit an advisory board consisting of a lawyer, CPA, impact researcher, and integrated marketing and communication specialist? Are the board members willing to meet monthly in the first year and quarterly afterward to conduct the business of the venture?

Q6. Do you have any market research on competitors already in the field and compelling statistics to back up the gap analysis and need for your enterprise? Do you have any letters of support?

Q7. Do you have a High Impact Social Enterprise Business Plan©?

Q8. Will you commit to the necessary paperwork, similar to establishing a corporation: secure a Federal Employer ID Number, open an independent bank account solely for the purposes of the venture, file for tax-exempt status with the IRS (IRS Booklets 1023 and 1026), and file for charitable status for each state in which you will be active?

Q9. Are you prepared to file articles of incorporation for your venture?

Q10. Have you prepared an operating agreement or bylaws to establish how you conduct the operations of the venture?26

Another key misconception among startup social enterprises is that it’s possible to work informally and keep everything off the books. The opposite is true. The sooner you formalize your business, the more quickly the calendar starts working to your advantage. Investors, donors, customers, vendors, and bankers will want to know when you formally launched your business. If you do not formalize your business and generate customer revenue, you really only have a very nice hobby (according to the IRS). To do business, you need a legal status. Just as you need a license to drive a car, you need registered approval for the right to do business in the community. Also, if you do not formalize your effort, it is harder to keep records and for others to get a sense of your track record. Informal businesses also create legal liabilities and make it very difficult to obtain funding from either public or private sources. As one HISE leader once said, “No Margin (net profit/surplus margin). No Mission.” Another HISE leader commented, “If you can’t make payroll, you are not sustainable.”

Welcome to the end of the beginning of your HISE journey. This chapter is meant to provide you with a perspective on what you need to do to actualize your vision and mission and to become a member of the HISE HERD (High Impact Social Enterprise driven by a group of High Energy Resilient Determinists). This is the first of many steps to build a venture that is worthy and sustainable. As the American proverb goes, there are only three types of people—those who make things happen, those who watch things happen, and those who wonder what just happened.

I hope you will choose to be among those who make things happen, and, in so choosing, you will make our world stronger, more peaceful, and more prosperous for all.
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CHAPTER TWO

The 501(c)(3) Nonprofit Social Enterprise

Janelle A. Kerlin

According to some observers, social enterprise has been a practice of American civil society since the founding of the country, although use of the actual term did not come until much later. Indeed, within the active civil society of the United States, there is a long tradition of religious and community groups holding bazaars and selling homemade goods to supplement voluntary donations.1 Later, the commercial activities of nonprofits were the first to become associated with the term “social enterprise” when at the end of the 1960s nonprofits created programs to generate employment.2 However, the term did not become widespread until the 1980s when the contemporary social enterprise movement began. Nonprofit social enterprise has now been cited as the most common form of social enterprise in the United States and is increasingly aligned with a definition of social enterprise that includes the generation of earned income in support of a social benefit.3

This chapter first reviews the rise of nonprofit social enterprise in the United States and its current organizational forms and legal issues. It then examines unique nonprofit social enterprise issues relating to the nonprofit mission and board, the mobilization of capital, and integrating a business culture into the nonprofit. A concluding section reviews the pros and cons of nonprofit social enterprise, drawing on critiques by scholars in the field.

History—The Expansion and Prevalence of Nonprofit Social Enterprise

The initial expansion of social enterprise in the United States can be linked to the nonprofit sector. Over the years, scholars have attempted to show that nonprofits relying on government funding turned to commercial activities, and thus social enterprise, as a way to fill a gap left by government cutbacks.4 Indeed, it would appear that historical events pushed nonprofits in that direction. Starting with The Great Society programs of the 1960s, the federal government invested billions of dollars in poverty programs, education, health care, community development, the environment, and the arts. Rather than create a large bureaucracy, many of these funds were channeled through nonprofit programs, spurring on the expansion and creation of these organizations in diverse arenas.5 However, a downturn in the economy in the 1970s led to government cuts in this funding for nonprofits in the late 1970s and 1980s. Thus, increases in public funding in earlier decades set the stage for the large impact of later government cuts on nonprofits. Indeed, Salamon estimated that social welfare cuts in the 1970s and 1980s resulted in the loss of $38 billion for nonprofits outside the healthcare field.6 Hopes that private contributions would fill the gap were not realized, as private contributions dropped from 26 percent of nonprofit revenue in 1977 to 18 percent in 1992.7

However, not all scholars agree that government cuts led to increases in nonprofit commercial revenue. Foster and Bradach cite Salamon’s research where he states, “Fees and charges accounted for nearly half of the growth in nonprofit revenue between 1977 and 1997—more than any other source.”8 However, they contend his statistics are taken out of context with their statement that “Fees and charges grew no faster in that 20-year period than other sources of revenue; they represented nearly half of the sector’s total revenue in 1997, just as they had in 1977.”9

To shed light on this dilemma, a new study by Kerlin and Pollak using 20 years of data from 501(c)(3) nonprofit organizations registered with the United States Internal Revenue Service (IRS) indicates there was and continues to be an increase in nonprofit commercial activity among larger nonprofits.10 These same findings also suggest, however, that social enterprise was not spurred on by declines in government grants or private contributions over the long term (see Figure 2.1). Findings showed that from 1982 to 2002, the commercial revenue of nonprofits increased by 219 percent, private revenue increased by 197 percent, and government grants increased by 169 percent.11 The increase in commercial revenue held true even as a percentage of total nonprofit revenue over time.12 In 1982, commercial income comprised 48.1 percent of nonprofit total revenue, but by 2002, it accounted for 57.6 percent. Meanwhile, private contributions only grew from 19.9 to 22.2 percent and government grants from 17.0 to 17.2 percent during this 20-year time period.13
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Figure 2.1 Selected Sources of Revenue for All Nonprofits.

Data from the Kerlin and Pollak study also showed there was little or no association between declines in government grants (or private contributions) and increases in commercial revenue.14 The aggregate data do not reveal trends in small categories of nonprofits nor account for the large number of small nonprofits (those with less than $25,000 in annual revenue), but the data suggest that a drop in government grants and private contributions did not spur the increase in commercial activity found in the nonprofit sector as a whole, although it may have provided an initial impetus. An alternative explanation may be that the large growth in the number of nonprofits and rising social needs may have increased the competition for government grants and private contributions, and although still rising, these revenue sources were not able to keep up with the new demand. Thus, nonprofits increasingly turned to commercial revenue as competition grew for government grants and private contributions.

Diverse Organizational Forms for Nonprofit Social Enterprise

Nonprofit social enterprise has recently expanded to include a number of organizational arrangements that in some way connect a nonprofit to commercial activity (see Table 2.1). These arrangements can either directly involve clients in a revenue-making activity as a part of client programming or exist solely as a revenue-generating vehicle with no client involvement. Sealey and colleagues identify several main nonprofit, earned-income strategies, including sales of mission-related or non-mission-related products, the formation of for-profit subsidiaries by nonprofits, partnerships with for-profit companies, and cause-related marketing (cobranding of for-profit products), among others.15

Table 2.1 Common Types of Nonprofit Social Enterprises and the Extent of Nonprofit Involvement in Commercial Activity



	 

	Location of Commercial Activity

	Extent of Nonprofit Involvement in Commercial Activity




	Social purpose organization

	Whole organization/internal program

	Full




	Trade intermediary

	Enveloping

	Partial




	Nonprofit/for-profit subsidiary

	External connected

	Partial




	Nonprofit-business partnerships

	External disconnected

	Partial/minor




	Source: Informed in part by Alter (2007) (see note 2); Young (2006) (see note 3); Dennis Young, ed., Financing Nonprofits: Putting Theory into Practice (Lanham, MD: AltaMira Press, 2007).





The first arrangement, the internal commercial venture or social purpose organization, involves the generation of earned income through the in-house sale of products or services.16 Examples include the Girl Scouts’ annual cookie sale and recreational services provided by the Young Men’s Christian Association (YMCA). Also included are sheltered workshops for those with disabilities and job-training initiatives in which the commercial activity provides both social programming and revenue for the nonprofit. Nonprofit-owned franchises are also included in this category. One example includes the Latin American Youth Center that owns and operates a Ben and Jerry’s ice cream franchise shop to provide on-the-job training for youth.

Sales of products or services can also be arranged through a nonprofit or for-profit subsidiary. Indeed, Yetman and Yetman find that taxable subsidiaries produce at least as much taxable revenue as unrelated business activities operated within the nonprofit.17 The creation of subsidiaries allows a nonprofit to engage in activities that may only be peripherally related to its mission or to reduce its risk as it experiments with new program or business ideas. In particular, nonprofits create nonprofit subsidiaries when a parent nonprofit seeks to establish a large-scale program that differs from its parent organization’s main operations. These subsidiaries are considered social enterprises when they include an earned-income component. For example, a comprehensive social service provider might establish an employment agency for hard-to-place inner-city residents as a separate nonprofit subsidiary. While the parent organization may provide start-up funding and administrative services, the subsidiary is able to adopt its own structure and create a business-like culture.18

The for-profit subsidiary is chosen most often when a nonprofit wants to protect its tax-exempt status while engaging in substantial business activity that is not related to its charitable exempt purpose. Profits from the for-profit subsidiary are taxed at normal corporate income tax rates even though they support the charitable activities of the nonprofit.19 Yetman and Yetman note that there are some costs associated with using a taxable subsidiary, including reduced tax-planning ability and the expense of establishing and maintaining a separate corporate structure. They find that “only when the amounts of taxable revenues grow relatively large do the benefits of the subsidiary form overcome these costs.”20 An example is the Sustainable Community Initiatives’ for-profit subsidiary called Community Forklift, which collects used building materials from homeowners. In a win-win situation, homeowners earn tax deductions on donated items instead of paying dumping fees, and the building materials are sold at reduced cost to low-income individuals and nonprofits.

At times, nonprofits may establish a network of nonprofit and for-profit subsidiaries, creating a nonprofit conglomerate. The loose and fluid organizational structure that results not only allows for resources to easily flow between affiliates, but also allows for centralized administrative components, creating a highly cost-effective structure. Keeping administrative costs in a separate organization also allows image-conscious organizations to “hide” the administrative overhead of their affiliates and divide high executive salaries across several organizations. An example of a large nonprofit conglomerate is Housing Works, which serves the homeless with HIV/AIDS in New York City in part through the operation of a number of ventures including a bookstore café, a catering service, and 10 thrift shops.21 Other examples include the New Community Corporation, a community development corporation, and the Manchester-Bidwell Corporation, which provides vocational and other educational services.22

There are also a number of joint venture or partnership arrangements that nonprofits may enter into with for-profit organizations. Legally, nonprofit corporations, business corporations, and limited liability corporations (LLCs) can be involved in ventures as long as each remains true to the rules by which it is legally bound even when operating in the context of a separate entity established to facilitate the venture. Many of the more well-known joint ventures or partnerships, in fact, do not involve a separate legal structure and are arranged by agreement.23 The following are among the more common nonprofit-business partnership arrangements.

Nonprofits in the United States form partnerships with for-profits acting as trade intermediaries between small, local producers and markets for their products. These organizations either sell the locally acquired goods themselves or link local producers directly with buyers in distant markets. One example is Ten Thousand Villages, a nonprofit that sells products from artisans in more than 30 countries in Asia, Africa, Latin America, and the Middle East in its 150 stores in North America and online. Another is Peoplink, Inc., an Internet-based service that connects artisan groups in developing countries directly with buyers in the United States. As a “trust broker,” they handle promotion, payment, and returns for a 7 percent commission and direct expenses.

On the periphery of nonprofit social enterprise are nonprofit-business partnerships exemplified most commonly by cause-related marketing. This marketing partnership is defined as “the public association of a for-profit company with a nonprofit organization, intended to promote the company’s product or service and to raise money for the nonprofit.”24 Also called cobranding, relationships commonly include a temporary collaboration in which a portion of a company’s product sales is returned to the nonprofit in exchange for the use of its name or cause in marketing. One of the first to use this strategy was American Express in 1983, which donated one cent to the restoration of the Statue of Liberty every time one of its cards was charged. Innovative variations of this strategy have multiplied over the years. In a more recent example, City of Hope, a cancer research and treatment nonprofit, teamed with the 3M Company to introduce Post-it Super Sticky Notes with a pink ribbon. The company gave the nonprofit 50 cents for every three-unit pack and 20 cents for every single-unit pack sold.

A few nonprofits have become what are called Quid Pro Quo organizations in which a large portion of their revenue is generated through cause-related marketing in close partnership with a corporation. For example, City Year provides a yearlong youth service experience for teenagers in 13 cities across the United States. In 2001, four corporate sponsors each contributed at least $1 million in cash or through in-kind contributions, providing almost 30 percent of the total revenue for City Year. In return, these corporations actively market their involvement with City Year as a way to boost sales through increased public awareness of their civic-mindedness.25

Other forms of nonprofit-business partnerships include supplier and distributor relationships. In a supplier relationship, either the nonprofit or the business provides products or services to the other. As an example, Ben and Jerry’s has a “values-led sourcing” initiative through which it purchases brownies from Greyston Bakery, a nonprofit that employs ex-prisoners. In a distributor relationship, either the nonprofit or the business directs the other’s products and services to its own customer network.26 The corporations involved in nonprofit-business partnerships can be viewed as practicing “business social enterprise.”

501(c)(3) Legal Issues

In the United States, virtually no new policy has been created to accommodate the business activities of the growing number of nonprofits involved in social enterprise. Since the 1950s, the federal government has used the loosely defined Unrelated Business Income Tax (UBIT) to tax nonprofit revenue that is not related to the organization’s exempt purposes.27 According to the IRS, an “activity is an unrelated business if it meets three requirements: 1) it is a trade or business, 2) it is regularly carried on, and 3) it is not substantially related to furthering the exempt purpose of the organization.”28 State governments that collect corporate income tax have created similar UBIT taxes for nonprofits. Although the different levels of government attempt to regulate the for-profit activities of nonprofits, critics point out that “in practice . . . it has proved administratively difficult for federal, state, and local taxing authorities to differentiate taxable and nontaxable commercial activities.”29 This situation has left nonprofits wary of engaging in certain types of revenue-generating activities for fear of compromising their charitable tax-exempt status. When nonprofits do engage in business activity, it at times has for-profit businesses claiming nonprofit enterprises have an unfair competitive edge because they do not always pay taxes on the same services and products that for-profits do.30

Over the past few years, social enterprise practitioners and lawyers have come together to explore new legal structures for social enterprise that would combine the access to capital that businesses enjoy with the tax advantages of a charitable organization. Since 2006, the Aspen Institute in Washington, D.C., and the Social Enterprise Alliance have hosted forums with leading social enterprise figures to explore concrete proposals for legal reform in this area as well as standards for performance and accountability.31

Mission and Board Challenges

As nonprofits have incorporated greater levels of earned income into their revenue-generating strategies, they have increasingly struggled with finding the right balance between their social mission and commercial goals. When nonprofits focus on their commercial goals at the expense of their social goals, they are said to be suffering from mission drift. Some scholars have commented that mission drift poses such a threat to a nonprofit engaged in unrelated business activities that they should avoid such activities altogether.32 Other authors are more circumspect in their criticism and note that “commercial ventures are only one among several paths to mission drift, and not the most threatening.”33

Practitioners and scholars alike provide insights into how to maintain social mission when faced with growing pressure from commercial goals. In a book published by the Social Enterprise Alliance, a social enterprise practitioners association, Artin offers criteria to help nonprofits better align their mission with business activities.34 These include consideration of the venture’s fit with the nonprofit’s mission, potential profitability, fit with competitive advantages, financial limitations, the constituency served, and the impact on the reputation of the organization. Social enterprise practitioners also suggest establishing a set of guiding principles for how the nonprofit social enterprise will act in specific areas such as employee and community relationships, the environment, governance accountability, decision making, and impact measurement.35 These can provide a clear direction for the social enterprise in the day-to-day operation of the organization that safeguards chosen social responsibilities.

On the academic side, in her exploratory study, Cooney outlines several strategies for achieving a balance between social mission and commercial goals.36 She suggests slow growth in the number of employees so that the number of workers matches the rate of growth of the business. She also finds that cross-subsidization of the venture with funding from the social side of the nonprofit does not always mean failure of the venture but rather an avenue to support higher wages and better working conditions for employees. She suggests diversification of the venture’s products and services as well as the number of ventures.

Another challenge for the nonprofit social enterprise may be the board, depending on whether it was the initiator of the social enterprise idea from the outset. If the board did not initiate the process, nonprofit managers are often put in the position of educating and encouraging the board to adopt the new direction. Baumann and Jatczak suggest first educating the governing body about why a social enterprise approach is desired before delving into what and how it would be done.37 They also suggest cultivating one or two board members to champion the cause with other members and even gradually phasing in board members who are more risk-tolerant. Ultimately, Pouyat outlines a successful board as one that is aligned behind both the nonprofit mission and the venture, executes its governance and oversight responsibilities in both spheres, adds value to the social enterprise, and works well with the CEO toward a new shared vision.38

Dees, Emerson, and Economy discuss alternatives to the traditional board structure that can help facilitate governance on the enterprise side of the nonprofit.39 Depending on how the social enterprise is structured in relation to the nonprofit, alternative board structures might include an advisory board or a business enterprise board. If the enterprise is located inside the nonprofit, an advisory board can be established to specifically provide support and counsel on the enterprise side. Such advisory boards typically have more representation from clients and the community and can be formal or informal. When the social enterprise is housed in a legally separate for-profit subsidiary, a business enterprise board can be established at its head with a focus on profit making.

Mobilizing Capital in the Nonprofit Context

When compared with business ventures, nonprofit ventures are at a considerable disadvantage because they are not able to offer shares to investors in exchange for a later return on investment. Much discussion on the nonprofit side of social enterprise has therefore focused on the difficulty nonprofits have raising capital to support a venture startup or on how to shore up a social enterprise initiative that, although not making a profit, provides a valuable social benefit to the community. Foundation funding has been a mainstay for nonprofit social enterprises, although contributions from individuals and government can also provide substantial resources. Where nonprofit social enterprises have turned profitable, loans become another source of revenue to help even out funding flows.

In the United States, most outside financial support for the strategic development of nonprofit social enterprise comes from private foundations as opposed to government.40 Private foundation support for the development of social enterprise began in the 1980s and 1990s with some foundations focused on basic information collection for social enterprise and the creation of networks (Kellogg Foundation, Kauffman Foundation, Surdna Foundation, and the Rockefeller Foundation). Others turned their support toward social enterprise startups (Roberts Enterprise Development Fund), social enterprise business competitions (Goldman Sachs Foundation, Pew Charitable Trusts), and increasingly toward individual social entrepreneurs through intensive education programs and/or grants (Draper Richards Foundation, Skoll Foundation, Echoing Green, Ashoka, and the Schwab Foundation).

A trend saw some foundations choosing to sponsor specifically nonprofit social enterprise projects. Such projects included the Venture Fund Initiative of the Rockefeller Foundation, the Powering Social Change report funded by Atlantic Philanthropies, initiatives by the David and Lucille Packard Foundation, projects of the Roberts Enterprise Development Fund (a philanthropic program of the Roberts Foundation), and the Enterprising Nonprofits report commissioned by the Pew Charitable Trusts, among others. Also largely backed by foundations are so-called social enterprise accelerators. Although few in number, they support the development of emerging nonprofit ventures through consulting, seed funding, business tools, and connections with key stakeholders in the community.41 For those nonprofits willing to pay, a number of consulting firms (some that are themselves nonprofits, like the National Executive Service Corps) have sprung up that assist social enterprises on the operational and business side.42

In terms of government funding, there is limited, mostly indirect government support for social enterprise at the local, state, and federal levels. For example, although community development programs sponsored by different levels of government are not directly aimed at the development of social enterprise, they can and do provide substantial support.43 One of the few examples of direct support on the local level was the Social Enterprise Initiative (1998–2001) undertaken by the City of Seattle, Washington. It sponsored, often jointly with various foundations, such events as entrepreneurial training for nonprofits and the Seattle Social Enterprise Expo, one of the first social venture fairs in the United States. The Expo led to the development of the Seattle Social Investor’s Forum, which the city subsidized for its first two years. It was later funded by corporate and philanthropic grants.44

There are also state and federal set-aside programs for social enterprise community rehabilitation programs that employ people with disabilities. Twenty-seven states set aside funds to buy state supplies and services from such rehabilitation programs. For example, Washington’s rehabilitation programs sell about $3 million in goods and services to the state.45 The Javits-Wagner-O’Day (JWOD) Act established a similar program called AbilityOne on the federal level. This mandatory federal purchasing program “provides employment opportunities for over 45,000 Americans who are blind or have other severe disabilities by orchestrating government purchases of products and services provided by nonprofit agencies employing such individuals throughout the country.”46

Recently, there has been a new effort to bring social enterprise and its need for support to the awareness of state and federal governments. In a 2008 report, Andrew Wolk identifies several new state and local government initiatives designed to promote and facilitate social enterprise. Most significantly, in February 2007, Louisiana’s Lieutenant Governor Mitch Landrieu launched the country’s first government-run Office of Social Entrepreneurship in response to social problems remaining in the wake of Hurricane Katrina in 2005. Wolk’s report encourages policy makers and government leaders to support social enterprise toward the goal of generating “transformative, cost-effective solutions” to social problems. His specific recommendations for government officials include: “(1) encourage social innovation; (2) create an enabling environment for social entrepreneurship; (3) develop standards and produce knowledge for understanding performance; (4) reward social-entrepreneurial initiatives for exceptional performance; and (5) scale successful approaches.”47

Practitioners offer general guidance on mobilizing the different sources of revenue available to social enterprises. The initial stage is one of the most critical because a substantial amount of outside funding must be raised to cover startup costs. As noted, Jacokes and Pryce state that equity capital is most often raised from foundations, government, and committed individual contributors including friends and family.48 They warn against the belief that all that is needed is one funder who has bought into the idea. If initial resources run low before a profit has been made, the nonprofit may need to do a second ask of funders. The nonprofit may also want to look into program-related investments (PRIs) at foundations where they are offered. PRIs are low-interest, often high-risk loans that foundations make to low-income individuals and organizations that are in keeping with the charitable purposes of the foundation. These might include low-interest loans to nonprofit organizations as well as small businesses that employ the economically disadvantaged.49

If and when the social enterprise starts turning a profit, it can begin to establish a credit history. With cash flow still likely limited at this stage, credit can become an important source of revenue and carries several advantages over equity: it is available in larger amounts, it can be raised more quickly, and it is often more flexible in terms of how it can be used. However, traditional financial institutions will treat it as any other business loan and will only make the loan where evidence can be provided that the social enterprise will be generating enough income after paying operating expenses to pay the monthly principal and interest on the loan. Also, sufficient collateral in the form of the nonprofit’s assets or a third-party stakeholder must be found to guarantee the loan. Community development financial institutions (CDFIs) that target those underserved by traditional banks may have more flexible terms and be able to create a better fit with the needs of the nonprofit.50 Examples include community development banks and credit unions as well as microenterprise loan funds that provide credit, technical help, and other financing assistance to low-income individuals and organizations.51

Dees, Emerson, and Economy suggest that social enterprises also capitalize on three intangible resources: their social capital, credibility, and the level of commitment potential resource providers have to the nonprofit mission. They suggest that these intangible resources can be cultivated and even borrowed by building networks and relationships, seeking out and borrowing the reputation of high-level board members and donors, and enhancing the performance of the nonprofit to establish a proven track record.52

Challenges and Benefits of Integrating a Business Culture into a Nonprofit

One of the challenges of operating a business venture in a nonprofit context is that it creates values and expectations that are at times in opposition to one another. Conflicts between nonprofit and for-profit cultures can include cause-driven versus profit-driven purposes, collaborative versus competitive relationships, loose versus clear boundaries with beneficiaries/consumers, and free versus full-cost products and services.53 Although much attention has been focused on the negative aspects of bringing a business culture into a nonprofit, including mission drift (discussed earlier), there can also be benefits if the shift is to a hybrid social enterprise culture.54

A case study involving the Visiting Nurse Health System, Inc., a nonprofit organization that added a for-profit subsidiary, found there were both pros and cons to the cultural change necessitated by the addition of commercial activities. While some staff left and it took many meetings and retreats over several years to bring lower-level staff on board, there were also some benefits to the cultural transition. In the end, the nonprofit’s CEO “believed that the entire restructuring effort and creation of a commercial venture ‘breathed new life’ into the organization because staff had to reconcile the mission of the nonprofit organization with the purpose of the commercial venture.”55 Among other outcomes, staff created a more customer-centered approach to services for consumers who expected greater efficiency and accountability.

Indeed, other authors have found that social enterprise can help create a more entrepreneurial spirit that extends to the entire nonprofit. Foster and Bradach note that such a shift in the culture of the organization can enhance the quality of programs by making them more consumer- or beneficiary-oriented as well as efficient and effective.56 Some nonprofits have also found that social enterprise activities help attract and retain staff as well as donors. Moreover, nonprofits with earned-income strategies project an image of self-sufficiency that can be attractive to foundations looking to avoid grantee dependence.57

Rendall notes that it is a tremendous challenge for a nonprofit to shift to a social enterprise culture and offers five steps to help achieve that change. These include identification of the current organizational culture, validation of important practices that should remain, vision development of the ideal culture, clear communication of the new culture and its benefits, and challenging the existing culture through deliberate changes to create a new image for the organization (these might include instituting a new name, mission, staff, board members, and compensation structure). Strategies that isolate the cultural change to a new division or subsidiary of the nonprofit are useful in cases in which changing a whole organization’s culture is unrealistic.58

Is Nonprofit Social Enterprise Good or Bad?

Although nonprofit social enterprise is experiencing healthy growth, scholars have identified some problems, including the exclusion of specific groups and the possible weakening of civil society. In terms of the first, specific types of social enterprise may have the unintended side effect of leading to the further exclusion of already marginalized groups. For example, revenue generated through a fee-for-service strategy is a popular type of social enterprise activity. However, when this strategy is applied in social service nonprofits, the concern is that low-income potential clients are automatically excluded from receiving services because they are unable to pay for them.59 Other ways vulnerable groups may become excluded are when profit-making activities encroach on the focus of a nonprofit’s mission or, worse, revenue-generating activities become preferred over mission-related programs because they are more profitable.60 Moreover, there is evidence that nonprofits engaged in market activities grow increasingly focused on meeting the needs of individual clients rather than on providing public goods to the neighborhoods or communities in which they work.61 Exacerbating the situation is the new competition nonprofit providers are feeling from for-profits that offer similar services.62 Edwards has even noted that the marketization of nonprofits “has the potential to endanger the most basic value of the nonprofit sector—the availability of ‘free space’ within society for people to invent solutions to social problems and serve the good.”63

Social enterprise also has some observers worried that the growing market orientation of nonprofits will put civil society at risk.64 One of the contributions of nonprofits to civil society is their ability to strengthen social capital (see note 10). However, a growing focus on a financial bottom line may lead organizations to abandon less efficient practices that strengthen social capital, such as running a volunteer program. Nonprofits engaged in social enterprise may also find that they have less need to rely on traditional stakeholders and networks such as private donors, members, community volunteers, and other community organizations, with the result that opportunities to promote social capital are lost.65 Indeed, nonprofit interest in market strategies may be leading to a shift in board members from those connected to the community to those connected to business.66 As addressed above, other challenges include the lack of clear legal definitions for nonprofits engaged in revenue-generating activities. Such ambiguities can lead to the loss of tax-exempt status for nonprofits.67 Indeed, in contrast to Western Europe, there is a comparative lack of US government involvement with social enterprise in many spheres.68

Notwithstanding these possible downsides, social enterprise in the United States provides some important benefits. In terms of the nonprofit field, commercial revenue has become the nonprofit sector’s main source of funding. As the Kerlin and Pollak study shows, since the 1980s, nonprofit commercial revenue has consistently provided about half of all revenue received by nonprofits.69 As the proportion continues to grow, it provides nonprofits with a replacement for increasingly competitive charitable and government funding. On the organizational level, increased commercial revenue provides nonprofits with the opportunity to move toward self-sufficiency due to their reduced reliance on outside funding streams.70

Cause-related marketing in particular has the potential to return large amounts of funds without the demands of running a commercial venture. These partnerships with business also offer nonprofits more control over funding as well as increased name recognition and access to new business knowledge, including marketing skills. The downside is cause-related marketing is often limited to nonprofits with existing name recognition that makes them attractive candidates for marketing partners.71 Others have noted that a nonprofit’s good name can be tainted if the for-profit they are endorsing engages in wrongdoing.72

Organizations involved in social enterprise also find they have a freedom in operating that is not found with restricted funds from private contributions and government grants. Such organizations have the flexibility to change a program that is not working, expand programs that are working, and experiment with new ideas. They also are not bound by funders’ reporting requirements, measurement tools, or definition of success—which nonprofits often find are not in line with the work they do. Some even find that with social enterprise, they can be more responsive to the needs of the people they serve than when they are tied to the funding restrictions of traditional charitable sources.73

A study by Guo of 67 human service nonprofits lends support to the idea that social enterprise can indeed be a mixed bag for nonprofits. He finds that “Higher levels of commercial income can significantly contribute to an organization’s self-sufficiency, ability to attract and retain staff, and reputation. However, commercial revenues do not make a significant contribution to the organization’s ability to attract donors and volunteers, mission, and service delivery.”74 His findings suggest that nonprofits should carefully consider their fit with any proposed social enterprise activity and have a full understanding of both the positive and negative consequences that may result.
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CHAPTER THREE

For-Profit Social Entrepreneurship

Edmund R. Gray

Social entrepreneurship is an important recent trend that, by all accounts, has accelerated over the past decade or so. David Bornstein’s popular 2007 book, How to Change the World: Social Entrepreneurs and the Power of New Ideas,1 caught people’s imagination and highlighted the phenomenon in the academic world as well as among the general public. Most schools with entrepreneurship programs now offer courses in social entrepreneurship, and interest among students appears to be high.

The term “social entrepreneurship” was perhaps first used in the 1960s and 1970s in the literature on social change.2 It has been defined in a variety of ways with many different shades. Dees views it as a combination of the passion of a social mission with the image of businesslike discipline, innovation, and determination.3 Bornstein sees it as an innovative and transformative force in solving social problems.4 London and Morfopolous consider it an umbrella term describing “social action initiatives that start in companies and communities”5 (in contrast to those that emanate from government). Almost all definitions embrace both not-for-profit and for-profit ventures. This, of course, is appropriate for properly categorizing the general phenomenon. Yet this broad-brush view tends to mask the considerable difference between the two parts. Clearly, the constraints on a business are different from those on a nonprofit venture. Profit-making entities are subject to the discipline of the marketplace, whereas nonprofit organizations have an alternative set of constraints.

This chapter examines what I like to call “values-centered” (V-C) entrepreneurs and the organizations they have built. Others prefer to call them “mission-driven.”6 Whatever appellation you prefer, such entrepreneurs have created organizations that lie in the relatively unexplored space between business and social ventures.

Typology of Enterprises

Before proceeding, and for perspective, it is useful to examine and categorize the various types of enterprises in society. Legally, there are two types of enterprises—profit-making ventures and non-for-profit organizations. In the first category, we normally think of a broad range of entities running from large corporations such as General Motors or Wal-Mart to small “mom and pop” proprietorships. In the not-for-profit category, we envision traditional charities, such as the March of Dimes or the Salvation Army, and also activist nongovernmental organizations (NGOs), such as Greenpeace or Amnesty International. More recently, social entrepreneurships, because of their differences from the two legally defined categories, have emerged as a new nonlegal but well-accepted classification; however, they, in turn, can logically be separated into not-for-profit and for-profit ventures. This taxonomy is shown in Table 3.1.

Table 3.1 Taxonomy of Enterprises



	 

	Traditional Charities and NGOs

	Not-for-Profit Social Entrepreneurships

	For-Profit Social Entrepreneurships

	Traditional Business Firms




	Source of income

	Donations, grants, etc.

	Donations and grantsSale of products and services

	Sale of products and services

	Sale of products and services




	Use of income

	Social and political purposes

	Social and environmental causes

	Social and environmental causes

	ExpensesReturn to owners




	 

	Expenses

	 

	Expenses

	 




	 

	 

	 

	Return to owners

	 




	Examples

	Salvation ArmyRed CrossAmnesty International

	Goodwill IndustriesHomeboy IndustriesEdun Apparel

	Grameen BankCalvert GroupBurt’s Bees

	General ElectricShell OilFord




	Source: Modified from David Y. Choi and Edmund R. Gray, Values-Centered Entrepreneurs and Their Companies (New York: Routledge, 2011), 15.





Even this taxonomy, however, does not capture the richness of the range and variety of organizations in society. Between each of the categories depicted in Table 3.1, there are hybrid organizations that do no fit neatly into one category or another. For instance, some traditional charities have become much more businesslike in their operation or are selling products and services to supplement their income. Consider Homeboy Industries, founded by Father Greg Boyle, with the mission to “assist at-risk and former gang-involved youth to become contributory members of our community.”7 Part of this charitable organization consists of a collection of businesslike ventures that hire at-risk individuals and equip them with the work habits and skills necessary to find gainful employment. These “industries,” for example, a bakery and a silk-screening operation, probably have never turned a profit but do bring in some income.

In the space between the not-for-profit and for-profit social ventures, organizations such as Newman’s Own can be found. This enterprise competes in a highly competitive market and is officially a for-profit organization. The company is decidedly different from other profit-making organizations, however, in that since its founding in 1982, it has donated all of its royalties and profits to “worthy causes”—originally directly from the owner and more recently through the newly formed Newman’s Own Foundation.

There is also a no-man’s-land between for-profit social entrepreneurships and traditional business corporations consisting of mainline companies that are emphasizing triple-bottom-line (economic, social, and environmental) goals. Timberland, the 90-year-old global manufacturer of outdoor clothing and accessories, and the retail giant Gap Inc. are good examples here. Both companies are renowned for their social and environmental programs. Still another type of organization in the hybrid sphere is the clean-tech start-up. These ventures have boomed, particularly in California, in recent years fed by abundant venture capital. At first glance, such firms may appear to fit the values-centered (for-profit, social) model, but most of them are focused primarily on the profit to be made in a fast-growing green market. I am not suggesting that all clean-tech entrepreneurs are driven strictly by the profit motive, but I would speculate that for most, this is the principal motivation.

The main point of the foregoing exposition is that there is amazing diversity today among organizational types. There are four relatively well-defined categories, including 1) traditional charities and NGOs, 2) not-for-profit social entrepreneurships, 3) for-profit social entrepreneurships, and 4) traditional business firms. Nonetheless, at the fringes one can find organizations that do not neatly fit into one category or another.

For-Profit Social Ventures

Clearly, what distinguishes values-centered (V-C) entrepreneurs and their companies from their not-for-profit brethren is that they have chosen to compete entirely in the marketplace and are subject to the discipline of the market as are all other competitors. But what makes them different from the more traditional for-profit entrepreneurs? Two recent books have examined this question: Michael V. Russo’s Companies on a Mission (2010) and David Y. Choi and Edmund R. Gray’s Values-Centered Entrepreneurs and Their Companies (2011). Russo’s book is more theory-oriented and attempts to explain both why so many mission-driven firms have emerged in recent years and why many of them have been successful. He sees these firms as an economic movement that is responding to a fast-developing market niche created by consciousness consumers who are concerned about companies’ social and environmental responsibilities and performance. He explains what strategies work for these companies by applying concepts from a variety of disciplines including economics, business strategy, marketing, and human resource management.

Choi and Gray’s book reports on a study of a sample of 40-plus V-C ventures. The authors grounded their research in the corporate social responsibility literature and distilled a set of 10 commonalities or principles (see Table 3.2) that seem to distinguish these companies (and their founders) from traditional entrepreneurial companies.

Table 3.2 Commonalities of Values-Centered Firms



	1. They commit to a meaningful purpose.




	2. They raise capital with the mission in mind.




	3. They hire talented employees with shared values.




	4. They promote their company’s values.




	5. They build a cohesive, dedicated team.




	6. They make money, but they also make exceptions.




	7. They minimize their environmental and social footprints.




	8. Their founders stay with it for the long haul.




	9. They make giving a priority.




	10. Their founders are willing role models for others.




	Source: Modified from David Y. Choi and Edmund R. Gray, Values-Centered Entrepreneurs and Their Companies (New York: Routledge, 2011), 7–8.





Although the two books started from different perspectives and took different approaches, they nevertheless found much common ground and agreed on many specific points. Let us now turn to Choi and Gray’s 10 commonalities because they, in summary fashion, describe the essence of successful for-profit social ventures.

1. Commit to a Meaningful Purpose. Most entrepreneurs start their businesses for honorable reasons. Typically, they have a business concept in mind. They want to be their own boss and make a good living for their families. In doing so, particularly if they are successful, they make a social and economic contribution to society. Specifically, they employ people, provide socially desirable products and/or services, and pay taxes.

V-C entrepreneurs are a somewhat different breed. They see their social contribution as more than simply the by-product of business achievement. Rather, they see it as a significant part of their mission. They perceive success as more than just making money. They want to give back to society by helping to alleviate social and environmental problems that they are especially passionate about. For example, Matt Green, Doug Browne, and Edmond Brown founded the cooperative Grenada Chocolate Company in 1999 on the Caribbean island of Grenada to help the people of this poor island nation. Furthermore, based on their convictions, the company endeavors to protect the environment. It uses only organically grown cocoa beans and sustainable manufacturing methods, including a solar-powered factory.

V-C entrepreneurs also tend to see business as the preferred vehicle for solving society’s problems. Consider Samuel Kayman, the founder of the organic yogurt maker Stonyfield Farm. He originally established a nonprofit organization to promote organic farming methods and provide support for small family dairy farmers in New England. Later, Kayman came to believe that he could have a much greater impact through a profit-making venture. In another example, superstar Magic Johnson, after his basketball career was over, wanted to improve the lives of people living in the inner cities. He discovered that the best way to accomplish this was through real estate development. In the process, he reportedly made more money than he did as a professional basketball player.

Perhaps the most striking characteristic of V-C entrepreneurs is their deep personal conviction and passion for their social/environmental causes. Timothy Haahs, after a near-death experience, founded the Philadelphia-based architectural firm bearing his name to serve others. The company’s mission statement begins with the words “We exist to help those in need.”8 The company implements this goal, in part, by donating at least 20 percent of its yearly profits to charities and churches serving the needy in the Philadelphia area.

Choi and Gray speculate that it was the V-C entrepreneurs’ passion and commitment to their mission that may well have been the critical factor, at least for some, in their persevering through the difficult early days of starting their businesses. Starbuck’s Howard Schultz, for instance, was not discouraged from building the kind of company his father would have been “proud to work for”9 even after being turned down by more than 200 potential investors. Because of his father’s experience, which he witnessed as a child, Schultz was determined to develop a company that treated its employees well.

2. Raise Capital with the Mission in Mind. Raising capital is a major hurdle for almost all entrepreneurs, but it is an especially daunting task for V-C entrepreneurs. The reason can be found in the attitudes of the entrepreneurs as well as in the perceptions of potential investors. The investment community tends to perceive V-C entrepreneurs as excessively idealistic and naïve, frequently fearing that they will focus on their social mission to the detriment of profit. Complicating the matter, V-C entrepreneurs tend to be circumspect in their choice of financing sources. They suspect, often correctly, that traditional investors would diminish their level of control, interfere with their management style, and even force them into an early exit decision (through an initial public offering [IPO] or acquisition).

The majority of the entrepreneurs studied did not start out by raising large amounts of capital. For example, Anita Roddick of The Body Shop fame set up her initial business with a £4,000 bank loan. Tim Haahs founded his now-prosperous architectural firm with a new computer donated by his brother but no invested money. Given the initial paucity of capital, most V-C entrepreneurs literally are forced to build their companies through “sweat equity” and “bootstrapping.” The founders of Ben & Jerry’s, the well-known premium ice cream maker, Clif Bar, the energy bar company, and Sweet Riot, the small chocolate firm, all lived with inadequate salaries for extended periods of time while building their organizations. Stonyfield Farm founders Samuel Kayman and Gary Hirschberg did all the firm’s jobs during its first year of operation, including milking cows, delivering yogurt, stocking shelves, and developing new products.

Some of the V-C entrepreneurs found “angel investors” (wealthy individuals who believed in them and their mission) who were willing to help bankroll their start-up. For example, the founders of the British company Innocent Drinks got a £250,000 loan from an American businessman who liked their concept. Explore Inc., the innovative after-school program venture, was successful in raising $5 million in equity financing from private investors who shared the company’s educational philosophy.

Only a few of the V-C entrepreneurs studied used IPOs to raise capital. For Howard Schultz, however, rapid growth was a critical part of Starbucks’ strategy. To accomplish this, he believed that he had two basic options: franchising or public financing. In choosing, he reasoned that only through a company-owned network could he offer his employees the health benefits, stock options, and career development opportunities that he saw as an important part of the company mission. Hence, to finance rapid growth, Schultz decided that his only viable option was to take the company public. To date, being a public company has not affected Starbucks’ mission.

The Body Shop’s experience with public financing was very different. In 1984, when the company already had 138 stores, Anita Roddick decided that to continue the firm’s rapid growth, it should raise additional capital by floating shares on London’s Unlisted Securities Market. The shares were a great success, and within two years, the company attained full listing on the London Stock Exchange. Over the next eight years, as the firm’s growth accelerated, its shares split five times, and the adjusted price increased more than 10,000 percent. They became known as “the shares that defy gravity.” During this period, Roddick had complete freedom to run the company as she wished and pursue whichever social causes she wanted. In the 1990s, however, when the company faced heightened competition and its stock price plummeted, her leadership came under excessive pressure, and she was forced to relinquish the managing directorship. Years later, in an interview, she admitted that her dream of “ethical capitalism” began to fade after the company went public.

To summarize succinctly, the sample of V-C entrepreneurs typically encountered even greater difficulty in raising capital than their more conventional counterparts. But, through dogged persistence, creativity, and focus on mission, they were able to establish their mission-driven businesses.

3. Hire Talented Employees with Shared Values. Like all managers, V-C entrepreneurs want talented employees but also insist that their recruits have personal values compatible with the firm’s mission. In some cases, this is the dominant hiring criterion. For example, Patagonia’s Yvon Chouinard has always preferred to hire what he calls “dirt bags” to “business types” because he believes that it is easier to teach business skills than alter someone’s values. Iggy’s Breads of the World hires workers with no previous baking experience so they can be trained the “Iggy way.”

In hiring employees with shared values, most of the V-C companies have found that they cannot simply accept at face value job candidates’ claims to be in tune with the company’s mission. Hence, Novica, the online marketplace for developing world artisans, always digs deeper by asking candidates to detail what they like most about the company’s mission. Working Assets, the wholesale phone service provider, tries to uncover candidates’ personal values indirectly by asking if they feel comfortable with the various organizations the company supports, such as Planned Parenthood.

To hire talented employees with shared values, V-C firms often stress their values and organizational culture in recruiting literature. For instance, the upscale bicycle components manufacturer Chris King Cycle Group’s employment web page begins with “If you are passionate about what you do and are interested in working hard for a progressive company that you can believe in, we might just have something for you.”10 In another example, Laura Scher of Working Assets suggests that her company’s chief recruiting tool is its social mission. She states, “Everybody who comes to join us does so because of our social mission.”11 Salesforce.com features its technological prowess and business success in the recruiting literature for obvious reasons but also emphasizes its “change the world” attitude and integrated approach to volunteerism.

Many of the V-C companies studied believe that their social/environmental mission and organizational culture play a big role in retaining employees. Grameen Bank’s Muhammed Yunus asserts that although other commercial banks pay higher wages than Grameen, his employees rarely leave for higher-paying jobs. The principal reason for this, he says, is because of the satisfaction they get in helping clients discover their strengths and explore their potential.

Although social missions and cultures tend to tie employees to their V-C employers, many of these companies, believing that their employees are a crucial resource, institute employee-friendly policies and offer attractive perks to further encourage their retention. To this end, the entertainment company Rhythm and Hues has established a policy that forbids the layoff or firing of an employee solely based on a single supervisor’s assessment. The company believes that this policy instills greater confidence in the employee evaluation system and thereby helps in retaining the talented people it needs to compete in a creative industry. Dancing Deer Bakery, a producer of all-natural cakes and cookies, offers stock options, health insurance, and even free lunches to bind its immigrant, inner-city workers to the company. Patricia Karter, one of the founders, stated that its workforce is a major reason for the company’s success and needs to be retained.

4. Promoting Company Values. The vast majority of V-C companies promote their values and sustainable business practices as an integral part of their marketing strategy. Although it certainly can be argued that the “virtuous man” is one who is humble about his good deeds, the V-C entrepreneurs studied, for the most part, see their social mission and values orientation as a valuable means of differentiating their products and their company in our hyper-competitive world. They view this as a pragmatic way to build a strong brand that has a powerful appeal to a growing segment of consumers who want to do business with ethical, socially responsible companies. Starbucks’ Howard Schultz suggests that today’s consumers have started conducting virtual “values audits” of the companies whose products they buy or are considering buying.

Interestingly, values orientation has not just differentiated these companies but in some cases has reduced significantly their promotion and advertising expenses. The preeminent example here is Anita Roddick and The Body Shop. Because of her antiestablishment philosophy and outspoken style, Roddick became a celebrity and the “darling of the press.” The Body Shop, as a consequence, received an astonishing amount of free media coverage throughout its formative and growth years while spending zero money on advertising. In perhaps a more representative example, New Belgium Brewery got an invaluable promotion opportunity in 2006 when NBC Nightly News produced a segment on sustainable business practices in which the company’s principal product, Fat Tire Beer, was featured. Sweet Riot, another example, has no advertising budget. It promotes its brand through an informative website, blogs on the Internet, and getting coverage in leading health, lifestyle, and business magazines.

V-C companies tend to emphasize straightforward informative promotion as opposed to marketing trickery. Seventh Generation is an innovative producer of natural, environmentally safe household products. The company’s promotional focus is to provide the consumer with educational information about the harmful effects of traditional household products as well as the advantages of using its natural alternatives. It delivers this message principally through its product packaging, corporate website, and e-newsletters. Similarly, Tom’s of Maine, maker of natural personal care items, features full disclosure of product information and open dialogue with customers. The company, through its Customer Dialogue Team, makes a sincere effort to answer every letter from customers with a personalized return letter (no small task with as many as 10,000 letters a year coming in).

Eric Henry, president of T.S. Designs, the niche screen-printing contractor, says, for his company as well as other V-C companies, that it is important to educate the consumers. He argues that well-informed consumers will make the “right” choices, that is, they will purchase environmentally benign products from sustainable companies. He further asserts that consumers need to understand that in making purchasing decisions, they are voting with their dollars for the kind of companies that will survive and thrive in the future.

Some of the V-C firms engage in advocacy campaigns that promote not only their cause but also elevate their brand image and enhance their customer base. Stonyfield Farm, for example has had a long-running advocacy program aimed at educating people on the value of small family farms and the importance of sustainable farming practices. The company believes this advocacy campaign has also attracted customers with shared beliefs to its products.

For Calvert, the large mutual fund group, social advocacy is central to its business strategy. The company’s investment criteria in regard to labor relations, corporate governance, product safety, community relations, human rights, and other social issues has attracted some $16 billion to its investment funds. Famously, in 1982, Calvert was the first US mutual fund to explicitly prohibit investment in South Africa. This initiative intensified world attention on the apartheid issue and helped bring down the oppressive regime.

The researchers also learned that some V-C companies promote their values to others in order to also challenge themselves. Tim Haahs asserted, “We do promote our values widely so that we can try to serve as a model for others. This helps not only our clients know what to expect when they have us serving them, but it also helps keep us accountable to ourselves.”12

5. Build a Cohesive, Dedicated Organization. V-C companies place great importance on building highly cohesive workplaces that are dedicated to accomplishing their missions. This is not to say that there are not more traditional companies that also focus on building employee motivation and organizational cohesiveness. But what is different is that the majority of V-C entrepreneurs tend to look at their employees as partners or even family. They view them not just as efficacious means of achieving their goals but also as an essential part of their triple-bottom-line mission. Clif Bar founder Gary Erickson stated it succinctly, “People are the company and not just a means to an end.”13

To this end, some of the V-C companies studied provided employee compensation packages well above industry standards. To illustrate, Eileen Fisher Clothing, in an industry notorious for exploiting workers, provides each of its 400 plus employees a $1,000 wellness benefit to be spent on rejuvenation products and services such as workout equipment, health club memberships, spa visits, and massages. Clif Bar, among other benefits, offers its employees three-month paid sabbatical leaves every seven years. To ease the burden of working parents, Patagonia provides a company sponsored on-site child-care center—one of the first in the country.

To better promote strong bonds, some V-C firms offer ownership shares to their employees. Dancing Deer, for instance, has enrolled its entire, largely immigrant workforce in its stock option plan. The much larger Starbucks offers stock options as well as comprehensive medical benefits to its part-time employees. The venture capital firm Pacific Community Ventures even requires that the companies in which it invests structure equity-sharing programs for their employees to ensure that they participate in the financial gains of these companies.

Many V-C firms also focus on building pleasant, cooperative, and productive work environments. Their programs typically are not extravagant or expensive, but they do evince thoughtfulness and often creativity. Timothy Haahs and Associates has developed a number of traditions that have helped promote and reinforce its close-knit family atmosphere. Every morning, for instance, a different employee provides breakfast for the entire staff. Because each person is only scheduled about once every two months, this practice is not individually burdensome, but it has the overall impact of helping to create a sense of community among the employees. Further supporting this goal, the company provides lunches for everybody on Mondays and Fridays. Another small firm, Small Dog Electronics, sponsors bocce ball and badminton tournaments, provides pet insurance, and allows employees to bring their pets to work.

Perhaps most important, many V-C entrepreneurial firms encourage and support employee volunteerism. The research suggests that volunteerism is an effective means of inducing employees to share in the company’s mission and bolster organizational unity. Tom’s of Maine is a prime example. Through formal policy, Tom’s employees are encouraged to spend 5 percent of their paid time (two hours per week or two and a half weeks a year) performing volunteer work for nonprofit organizations of their choice. This policy has been in effect for well over two decades and has proved to be popular with employees as well as salutary to the beneficiaries. The company, furthermore, irregularly organizes day-long volunteer projects that may include a large part of the workplace. In one instance, Tom Chappell and 13 employees drove to Rhode Island and spent the day assisting in the cleaning of an oil spill. Afterward, one of the participants commented that this adventure not only helped the people of Rhode Island but was also a strong bonding and team-building experience for the employees.

Calvert grants up to 12 days of paid leave each year to encourage employee participation in community service. Calvert sees its reaching out as not only a morally responsible policy but also as a means through which employees can get a sense of accomplishment that in turn translates into greater job satisfaction and ultimately more productive workers. At Tom’s Shoes, all employees are encouraged to participate in the company’s “shoe drops” in various developing countries where they go to hand out shoes to barefoot kids. The result, typically, is that they return to Los Angeles proud of their company and their jobs and more determined than ever to make a difference.

Salesforce.com is a Silicon Valley company that also fosters employee volunteerism. Under its 1/1/1 “Philanthropy Model,” the company encourages its employees to give 1 percent of their time to community engagement, while the company donates 1 percent of its equity and 1 percent of its product to nonprofit organizations. As of 2008, nearly 85 percent of its workforce had participated in the program, donating more than 77,000 hours to a broad range of community causes. Furthermore, the company donated more than $12 million and supplied Salesperson.com licenses to some 3,500 nonprofit organizations in 56 countries. Clearly, these charitable deeds have helped numerous worthy organizations. But Salesforce.com sees another beneficiary—the company itself—because as its employees become more involved, they also become more motivated and committed to the company’s bottom-line mission.

6. Maximize Profits—with Exceptions. It’s not easy being a V-C company. These firms have to make money in order to survive and grow; yet, a major part of their mission is to serve a cause. In considering this conundrum, the researchers examined three issues: 1) the policies the subject firm followed in regard to pricing, cost control, and growth; 2) how and where they sacrifice profits to accommodate their social/environmental mission; and 3) their proclivity to seek out and find win-win solutions.

It was found that the vast majority of V-C firms followed a strategy of targeting a high-end market and charging premium prices for high-quality products. For example, King Cycle Group set the highest price in the industry for its top-of-the-line bicycle components, and Berkeley Mills charged loftier prices for its sustainable wood furniture than other comparable furniture designers. Even Grameen Bank charged its customers a higher interest rate than other banks, albeit its rates were significantly lower than those charged by the moneylenders their indigent customers traditionally dealt with.

It was also learned that like all successful companies, V-C firms diligently control costs. Novica’s Robert Milk said in an interview that his company takes a hard-line stand with shippers and vendors to keep costs under control. Other companies such as Patagonia and Rhythm and Hues pay employees somewhat below industry standards while still maintaining low turnover (probably because of their employee-friendly work environments and inspirational missions). Others, such as Seventh Generation, stress careful outsourcing as a cost-control strategy.

Interestingly, the majority of V-C firms see growth as an important part of their business strategy for two reasons—first, because it increases revenues and hopefully profits. But additionally, they view it as a vehicle to better accomplish their social missions. Jeff Hollender, CEO of Seventh Generation, explained it this way: “We have tended to regard every unit of our products sold as a victory against the monolithic corporations that make the petroleum-derived, hyper-synthetic, chemical-ridden products that our products were created to displace.”14 Ben & Jerry’s founders Ben Cohen and Jerry Greenfield have said that growing bigger and expanding profits is necessary if you want to give away more money.

There are, of course, always exceptions to the rule. A few of the entrepreneurs studied opposed aggressive growth on philosophical grounds. White Dog’s Judy Wicks, for instance, sees growth as “reflecting greed and a systemic problem with business.”15

As suggested earlier, in staying true to their mission, there are times when V-C companies are willing to sacrifice profits. A significant number of these firms, as a matter of policy, pay above-market prices for certain inputs. Stonyfield Farm purchases higher priced milk from family farms in New England because supporting traditional family farms is an essential part of its mission. The Body Shop established an official policy of paying its third-world suppliers sufficiently fair prices that would allow them to feed, clothe, and educate their families. This policy further requires that the CEO take hands-on responsibility for its execution.

V-C firms also, on occasion, forgo profitable opportunities or take on noneconomic projects because they view it as living their mission. Dancing Deer, for instance, declined a deal to sell cookies to Williams-Sonoma that would have doubled revenues because it would have necessitated violating the firm’s commitment to using only all-natural ingredients. Tom’s of Maine made a significant financial sacrifice in obtaining the American Dental Association’s (ADA) seal of approval for several fluoride toothpaste flavors when it rejected using the standard testing protocol that required testing on animals. Because animal testing violated the company’s values, Tom’s worked with the ADA to develop a testing procedure that could be conducted safely with human subjects and eventually received the association’s coveted seal. The entire process took several years and ended up costing the company about 10 times as much as it would have otherwise.

Of course, the ideal is for there not to be a trade-off between social/environmental mission and profit. To this end, the research found that the V-C entrepreneurs are exceptionally resourceful in finding win-win opportunities. Examples abound. Consider T.S. Designs, the screen-printing contractor that has developed a unique win-win business strategy. The company was floundering in the 1990s as a result of the severe depression in the US apparel industry, most of which had migrated overseas. To survive, the company reinvented its business model, emphasizing a nontoxic sustainable production technology (conventional screen printing is very toxic), sustainably grown cotton T-shirts, along with superior quality and rapid customer response. Other V-C firms featuring “green” products, such as AgraQuest, Ecover, Green Mountain Energy, and EV Rental, represent more typical examples of win-win business models.

Magic Johnson Enterprises found win-win opportunities through investing in real estate projects in inner-city areas that more traditional investors had shunned. As a result of the Johnson-led revitalization of these areas, other firms are now more willing to locate there. Analogously, other V-C companies have developed win-win situations through doing business with impoverished communities around the world. The Body Shop’s purchasing of natural ingredients at a “fair” price from native communities (e.g., Brazil nut oil from the Kayapo Indians in the Amazon) is a prime illustration.

V-C firms have also been creative in finding ways to make pro-environmental investments pay off. Consider the case of the small, sustainable Napa Valley winery Frog’s Leap. In 2005, the firm installed 1,020 PV solar panels on its property. Normally, this would not have met its return on investment hurdle. Frog’s Leap, however, found a way to make it work. PG&E, the utility company, was willing to subsidize half of the $1.2 million bill—$600,000. To raise the remainder, the company negotiated a $600,000 loan at its bank with terms such that the monthly payment was less than its electricity bill. As a consequence, the investment was cash-flow positive from day one and should pay itself off in six and a half years. Considering that the PV panels and inverters are warranted for 25 and 30 years, respectively, the winery will get a minimum of 18 years of free electricity—and save some 1,600 tons of CO2 from entering the atmosphere.

7. Minimize the Environmental and Social Footprints. In recent years, many companies have pledged to reduce their environmental and social footprints. As a group, however, V-C firms clearly stand out in their commitment to reduce their environmental/social harm, and in many cases, their performance has been extraordinary.

Some V-C firms have built this commitment into their mission or guiding principles. Clif Bar, for example, has formulated what it calls its “Five Aspirations”: “sustaining our planet,” “sustaining our brands,” “sustaining our people,” “sustaining our community,” and “sustaining our business.” Before anyone at Clif Bar makes a business decision, he or she is expected to consider how it will affect the five aspirations. Moreover, employees’ annual bonuses are based on their contribution to these individual goals as well as their performance in balancing their responsibilities.

China’s Broad Air Conditioning (the nation’s leading manufacturer of nonelectric air conditioners) has an analogous set of principles, the “8 No Principles.” These are: no pollution, no technology infringement, no cheating of customers, no involvement in debt circles, no vicious competition, no tax violations, no bribery, and no activities that contradict organizational consciousness. These guidelines, which are widely promoted inside and outside the company, have established Broad as the gold standard for ethics and environmental protection in China.

Ray Anderson, the founder and CEO of Interface Carpets, the world’s largest commercial floor-covering manufacturer, has established an ambitious vision for the company, as one “that exists in harmony with the environment consuming no more resources that it restores.”16 Moreover, Anderson set 2010 as the date for attaining this vision. Today, some 10 years after establishing this deadline, Anderson’s company has made significant progress toward reaching his “impossible dream.”

Many of the V-C companies studied have been innovative and proactive in reducing the burden of their operations on the environment. Frog’s Leap Winery is a prime example. It uses a century-old, yet innovative, methodology called dry farming on its 200-acre certified organic vineyard. This technology employs natural micro-organisms, deep-rooted vines, and other natural agricultural techniques to increase the soil’s capacity to hold water and preserve moisture. Frog’s Leap consequently does not need an irrigation system in the water-scarce Napa Valley. In addition to saving water, Frog’s Leap, as discussed earlier, is also a leader in using “green energy.”

Colorado-based New Belgium Brewery is perhaps the most pro-environmental brewery in the world. Among other efforts, the company subscribed to 100 percent wind energy as early as 1999. It also has a space-age water treatment plant that uses bacteria to digest the leftover nutrients in the wastewater. Furthermore, the system creates methane gas, which is captured and piped to a methane-powered generator that produces 15 percent of the brewery’s electricity needs. Additionally, the company proudly boasts that only 2 percent of its solid waste goes to landfills; the rest is reused or recycled.

Several of the V-C firms that utilize third-world suppliers extensively focus on reducing any potential harm and improving the lives of their suppliers’ employees and communities. Eileen Fisher Clothing, for instance, is one of only three U.S. companies that complies with SA8000, a strict set of workplace standards administered by the NGO Societal Accountability International. Starbucks, The Body Shop, and Tom’s Shoes are the other V-C firms that also have exemplary third-world supplier policies.

Several of the V-C companies studied are leaders in developing social and environmental impact measuring systems. Consider Pacific Community Ventures (PCV), a venture capital firm with the social mission of improving the living standards of California workers. In addition to measuring its financial rate of return, PCV has created a unique social return on its income tracking system. Specifically, the system tracks 1) the number of jobs created in the low-income zip codes corresponding to its investee companies, 2) the number of jobs created with salaries above the living wage level and the extent of the benefits offered, and 3) career mobility data such as turnover and reasons for changing jobs.

In the environmental realm, Interface Carpets has developed a comprehensive measuring system that tracks and reports literally hundreds of metrics quarterly at each of the company’s plants. Patagonia’s Footprint Chronicles is an even more adventuresome and ambitious measurement program. This initiative is an effort to document and share with customers and the general public the environmental impacts at every link in the company’s production supply chain. Patagonia admits that currently it is merely scratching the surface. So far, it has only tracked some primary materials, and packaging has yet to be put under the microscope.

A good number of V-C firms, realizing the limitations of a single organization, have programs that engage their stakeholders to also help reduce environmental and social harm, thereby leveraging their scope. One salient example is the small, online, computer products store Small Dog Electronics. This firm has established an e-Waste Program that focuses on educating customers on how to properly discard their computers and other electronic waste. Aveda, a leading, sustainably oriented cosmetics company, has required that magazines, to qualify for carrying the company’s ads, use a minimum of 10 percent postconsumer recycled content in their issues. As an immediate result, Natural Health, one of Aveda’s advertising outlets went from 100 percent virgin paper to 40 percent recycled content in just five months.

Calvert Funds, another example, applies a broad range of social and environmental criteria in selecting shares for its portfolios. Although there is little hard evidence, it is clear that Calvert, through its selection process, is playing a part in raising social and environmental performance throughout the industries in which it invests.

8. Stay with It for the Long Haul. V-C entrepreneurs are not in it for the “quick flip.” They are in it for the long haul because a major reason they started their businesses was to serve a cause and make a difference, rather than simply to make money. To accomplish their mission, they need to be both patient and persistent. Most started with limited capital, as discussed earlier, and of necessity have had to rely heavily on “sweat equity.”

Craigslist is a good example of a firm that started slowly and took time to grow. The company began in early 1995 when Craig Newmark sent out an e-mail to 12 friends promoting a local technology and arts event. The e-mail was essentially an endeavor to spice up his social life. The concept caught on and grew slowly. By the end of the year, Newmark had developed a website. From there, Craigslist started offering free services that other sites were charging for, such as job listings and used products for sale. In January 2002, the site reached 768,000 visitors. By 2008, the company had more than nine billion page views per month, placing it in ninth place among U.S. websites. Craigslist had become the leading classified services provider in any medium. Newmark accomplished all of this by running an extremely lean operation, shunning both venture capital and traditional advertising media.

Because of their long-term perspective, V-C entrepreneurs are not preoccupied with exit plans as are so many traditional entrepreneurs. Working Assets’ Laura Sher explained her thinking: “We are a social change organization that happens to be inside a phone company and credit card company. How could we exit our cause for social change?”17 Craig Newmark has repeatedly been asked to sell his company but has exhibited little interest because he believes that he has to retain control of the company to ensure that his vision of helping the community will endure. In 1991, a consultant recommended that Yvon Chouinard sell Patagonia and use the proceeds to establish a foundation to fund environmental causes. After serious reflection, Chouinard rejected the idea saying that the money generated by the foundation would barely make a dent in the world’s environmental problems. He concluded that the best way to make a difference would be to maintain his ownership of the company and make it an example of how all businesses should be managed.

A few of the V-C companies studied eventually were acquired by large corporations and became subsidiaries maintaining their own unique identities. Aveda, for instance, was acquired by Estee Lauder because the cosmetics giant wanted to enhance its environmental reputation. Table 3.3 displays other prominent acquisitions of V-C firms.

The vast majority of V-C entrepreneurs studied have demonstrated little interest in becoming public corporations through the IPO route. The general consensus seems to be that they could exercise the desired balance between financial and social goals more effectively if their firms remained private entities. Even those firms that were acquired by larger corporations negotiated understandings that allowed them to maintain their separate identities and continue to pursue their separate missions.

Table 3.3 Acquisitions of Values-Centered Companies



	Company

	Buyer

	Factoid




	Aveda

	Estee Lauder

	Sold for $300 million in 1997




	Ben & Jerry’s

	Unilever

	Sold in 2000




	The Body Shop

	L’Oreal

	Sold for £652 million (€945 million) in 2006




	Honest Tea

	Coca-Cola

	Sold 40% for $43 million




	Tom’s of Maine

	Colgate-Palmolive

	Sold 80% in 2006




	Stonyfield Farm

	Danon

	Sold 40% in 2001 and 85% by 2003




	Source: David Y. Choi and Edmund R. Gray, Values-Centered Entrepreneurs and Their Companies (New York: Routledge, 2011), 112.





Gary Erickson stated his case for remaining private, saying that Clif Bar was dabbling in environmental innovations that its public company peers do not have the flexibility to touch, and for that reason, he had no intention of taking Clif Bar public. Jeffrey Hollender learned the hard way that being privately owned was best suited for his company, Seventh Generation. The firm completed an IPO in 1993 only to become private a year later. In hindsight, Hollender admitted that reverting to private status was a wise decision because there he only had 20 shareholders to communicate with and that “[t]hey are more sophisticated. They understand the business. They are long-term strategic investors. They aren’t really worried about what happens on a quarter-to-quarter basis. They are more worried about how the company is progressing toward its three-year and five-year goals.”18

Only five of the sample firms are independent public companies. As discussed earlier, Anita Roddick and The Body Shop found being a public corporation a disappointing experience. Starbucks’ and Whole Foods’ experiences with the public markets, however, appear to be more sanguine. Both firms have made their values and sustainable policies an integral part of their business identity. But The Body Shop did this too. The difference appears to be that Starbucks and Whole Foods are leaders in markets that are still growing, which, in turn, gives them the freedom to balance their social/environmental mission with their financial goals.

Interface Carpets’ experience has been more complicated. Since the early 1980s, Ray Anderson, the company’s founder and longtime CEO, has nurtured the vision of becoming the world’s first completely ecologically sustainable corporation and eventually a restorative enterprise (i.e., restoring environmental damage that has occurred in the past as opposed to not incurring any further damages). Fearing market backlash, in the early days, Anderson was publically silent about his intentions while persistently pursuing his goals. But finally in 1997, he publicly announced the company’s quest for sustainability. Shortly thereafter, the economy turned down, and Interface’s profits dropped significantly. Anderson nevertheless continued to push forward with his plans, investing heavily in environmentally efficient equipment and processes—a courageous stance for the CEO of a public company. At the beginning of the new century, the carpet industry made a modest comeback and Interface emerged from the slump with its sustainability mission as one of the strongest selling points; Dell, Microsoft, and Starbucks all purchased Interface carpeting for their corporate headquarters, in part, at least, because of Interface’s green image. Anderson believes that his company now has a significant competitive advantage because of its well-known commitment to sustainability.

9. Make Giving a Priority. Many successful entrepreneurs give money to charities or causes of their choosing. They typically do this after their company has become successful and in the form of personal donations, which often are structured as bequests in their wills. For most V-C entrepreneurs, however, giving is a high-priority issue and usually commences early in their firm’s development.

Many of the V-C firms have institutionalized their giving programs. Ben & Jerry’s, for example, endowed its foundation in 1985 with a one-time gift of $45 million and 50,000 shares of common stock. The firm also committed to an annual contribution to the foundation of 7.5 percent of pretax profits. White Dog Café has committed to donating 20 percent of its pretax profits to locally owned sustainable farms and businesses. Newman’s Own, as discussed earlier, gives 100 percent of its profits to a variety of charities, many of which are outside the mainstream of philanthropy. Table 3.4 provides an overview of the institutionalized giving programs of a number of the V-C firms studied.

Some of the V-C firms feature in-kind giving, rather than cash gifts. Salesforce.com, for instance, has donated its sales-force and customer-service software to numerous nonprofit organizations to help them increase their efficiency so they can focus more effectively on their social missions. Tom’s Shoes has made in-kind gifts the centerpiece of its business model. For every pair of shoes the company sells, it gives a pair for shoes to a needy child in a developing country.

Quite a few of the V-C companies, as discussed earlier, encourage their employees to contribute their time and talents on company time to worthy causes. Patagonia, for example, has a long-standing policy of offering its employees five days of paid leave each year for volunteer work at organizations such as their children’s schools. Moreover, the firm has an internship program in which employees can take one to two months of paid leave to work for an environmental organization. This program has been very popular. About 150 employees participated in it in just the first two years of its existence.

Table 3.4 Sample Institutionalized Giving Programs



	Company

	Giving Amount (Yearly)

	Recipients




	Ben & Jerry’s

	7.5% of yearly pretax profits

	Progressive social causes, including neighborhood development and the environment




	Clif Bar

	1% of revenues

	Community causes, including breast cancer, culture, and the environment




	Newman’s Own

	100% of profits

	Cystic Fibrosis Foundation, Harlem Restoration Project, and many small, obscure organizations




	Patagonia

	1% on sales or 10% of pretax profit, whichever is greater

	Grassroots environmental organizations and individuals




	Salesforce.com

	1% equity, 1% product, and 1% time

	Nonprofits working on various education- and poverty-related issues




	Stonyfield Farm

	10% of pretax profits

	Projects that serve to protect or restore the environment




	Timothy Haahs and Associates

	20% of pretax profits directly and through its foundation

	Charities and churches serving the needy in the Philadelphia area




	Tom’s of Maine

	10% of pretax profits

	Environmental and social organizations




	White Dog Café

	20% of pretax profits

	Locally owned sustainable farms and businesses




	Working Assets

	1% of revenues

	Organizations in the areas of civil rights, peace, environment, and social and economic justice




	Source: David Y. Choi and Edmund R. Gray, Values-Centered Entrepreneurs and Their Companies (New York: Routledge, 2011), 120.





As mentioned earlier, Salesforce.com employees are encouraged to donate 1 percent of their working time to community activities, and Tom’s of Maine encourages employees to donate as much as 5 percent of their working time for volunteer work at nonprofit organizations of their choice. At Timothy Haahs and Associates, both principles and employees are offered flexible work schedules to participate in philanthropic activities. Even Small Dog Electronics, perhaps the smallest firm in the sample, has encouraged its employees to donate hundreds of hours to local schools, libraries, and the Special Olympics.

Additionally, several of the V-C companies inspire and persuade their customers and business partners to participate in the company’s giving activities. Working Assets, to illustrate, heavily involves its customers in its philanthropic decision-making process, particularly the selection of donees. The firm also makes it convenient for customers to donate by encouraging them to “round up,” to the nearest dollar, their monthly long-distance bills, with the difference going to the company’s giving program. Novica, through its website, links up prospective lenders with promising artists in developing countries who need working capital. Through its business model, Calvert Funds empowers investors to make a social statement. By investing in any Calvert fund, investors are supporting socially responsible companies that have been carefully screened by Calvert.

10. Be a Role Model for Others. Most entrepreneurs enjoy sharing their business experience with others and typically feel a special bond with aspiring entrepreneurs; consequently, they are often willing to share their knowledge and provide thoughtful advice and recommendations. But for many of the V-C entrepreneurs, being a role model and encouraging others is more than just a vanity or source of satisfaction. It is an important part of who they are and what they stand for. T.S. Designs’ leaders, Tom Sineath and Eric Henry, have suggested on more than one occasion that they are not in the T-shirt business, but rather in the business of showing people the business model of the future—they hope to be an example of how to be greener, more sustainable, and also be profitable. Timothy Haahs believes that his architecture firm has a special destiny to prove that “the success of a for-profit company whose driving force is to serve others can be equal or greater than those companies whose driving force is to maximize profits.”19

A good number of the V-C entrepreneurs have written books to more broadly communicate their story and inspire others. Among those who have published books are Ben Cohen and Jerry Greenfield, Tom Chappell, Yvon Chouinard, Jeff Hollender, Howard Schultz, Magic Johnson, and Marc Beneioff. An engaging example of these books is Benioff’s 2004 book Compassionate Capitalism, which offers a model of how companies of all sizes can leverage their employees, products, equity, and relationships to the benefit of the community in which they operate as well as the company itself. In a second book, he expands on his ideas.

There are several concrete examples of V-C firms that have inspired others to follow in their footsteps. Consider New Belgium Brewery. At least two other breweries have emulated New Belgium’s example and committed to all-wind-powered electricity. Both Brooklyn Brewery and Utah’s Unita Brewing Company have switched to wind power and cited New Belgium as a source of inspiration. Also, it has been rumored that Google established and generously endowed its tax-exempt Google Foundation, at least in part, so as not to be outdone by Salesforce.com’s 1/1/1 commitment to giving. Calvert’s pioneering SRI business model, of course, has been an exemplar for the numerous SRI mutual funds that have followed.

Patagonia’s Yvon Chouinard has gone beyond promoting his company as a role model (albeit he has done this too). Chouinard, in 2002, cofounded (with Craig Matthews, owner of Blue Ribbon Flies) an alliance called 1 percent For the Planet. This alliance solicits firms to pledge 1 percent of their yearly sales to not-for-profit environmental groups. Membership grew rapidly—by the end of 2008, the alliance had well over 1,100 member businesses, in some 37 countries, that had contributed more than $42 million to environmental causes.

Perhaps the most inspirational and far-reaching role model of all is Muhammed Yunus. This selfless academic started out lending small amounts of his personal funds to poor women in his locality to help them escape from the clutches of the usurious moneylenders. He eventually founded Grameen Banks with the mission of lending to the poor people of Bangladesh. Yunus’s unconventional business model, popularly called microfinance, became a colossal success in reaching, by early 2009, some 7.5 million borrowers with an incredibly high loan recovery rate of more than 97 percent. Inspired by Yunus’s example, entrepreneurs and institutions around the world have pursued similar initiatives in their own communities. No other social venture, to my knowledge, has been replicated to the extent microfinance has, and no other V-C entrepreneur is so universally admired. Among numerous recognitions, Yunus and the Grameen Bank were awarded the 2006 Nobel Peace Prize.

Final Thoughts

In this chapter, I have tried to make the case that for-profit entrepreneurial companies represent a newly established, growing, and unique category of enterprise that deserves recognition. The 10 commonalities, presented here, furnish insight into the thinking and management practice of entrepreneurs who have founded such visionary ventures. These commonalities are essentially exceptions to traditional management practice. Although they may provide helpful guidelines, they should not be thought of as the formula for running a thriving V-C company. Sound business judgment, hard work, and perceptive management practice are still the key requisites for any successful business ventures, and V-C ventures are no exception.
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CHAPTER FOUR

Hybrid Discourses on Social Enterprise: Unpacking the Zeitgeist

John Casey

Social enterprises and entrepreneurs represent the zeitgeist of the early-21st-century approach to addressing societal challenges. Academic interest in their dynamics is dwarfed by popular media representations of social entrepreneurs as the “new heroes” who personify our best hope for addressing entrenched social ills. However, social enterprise and entrepreneurship remain fuzzy concepts, interpreted through the particular lens of those who invoke them.

This chapter examines how broader interest in social enterprise is driving a hybridity of discourses about the role of the nonprofit and private sectors in social action. It also examines the gap that appears to be widening between the heroization rhetoric of social entrepreneurs, particularly younger ones, and the reality of the challenges they face in creating sustainable enterprises and achieving their organizational and social goals.

To illustrate the complexities of this rhetoric and reality, the work of four young social entrepreneurs who were profiled in a high-circulation newspaper is examined to analyze how their projects developed. The chapter proposes a framework for understanding both the discourses that frame our understanding of social enterprise and the organizational forms that social entrepreneurs create.

Academic and Public Discourses on Social Enterprise

A number of chapters in this volume delve into the academic definitions of social enterprise. The general framework involves the creation of social value through the entrepreneurial activities of existing or newly created organizations. The definitions of social enterprise often highlight either, or both, the process of entrepreneurship and the characteristics of the entrepreneurs. Bornstein and Davis1 focus on the processes through which citizens build or transform organizations to advance solutions to social problems, whereas Dees, Emerson, and Economy2 note that social entrepreneurs are typically innovative, resourceful, value creating, and change oriented, and Martin and Osberg3 see them as inspired, creative, possessing fortitude, and prone to direct action.

What appears to be somewhat more equivocal is the relationship between social enterprise and the for-profit and nonprofit sectors. How does the market become part of the social enterprise discourse? The various academic definitions tend to avoid specifying organizational forms and mainly speak in general terms about the application of business practices in the social sector4 or about commercial imperatives.5 Although some authors seek to differentiate between a social business and a social enterprise,6 to most commentators, social enterprise has come to mean both commercial business activities with social purposes and the revenue-generating activities of nonprofits. Dees and Economy7 talk about a spectrum of options that range from purely philanthropic to purely commercial. Social enterprises may be for-profit commercial businesses, nonprofit organizations, or even public sector organizations. Existing corporate regulatory structures generally force social enterprises to decide between the creation of either nonprofit 501(c) or for-profit corporation structures such as a limited liability company (LLC).

A key concept is some form of blending, mixing, or hybridity of for-profit and nonprofit discourses and practices.8 A for-profit business renounces a purely monetary profit-only imperative and instead works on a “not-for-personal-profit” or “not-only-for-profit” basis, with greater priority given to the creation of social value; or, alternatively, a nonprofit organization operates in a more entrepreneurial “businesslike” fashion and pursues more earned income activities, without losing sight of its traditional mission. But hybridity is not only about these blended discourses, in which a single hybrid organization has a mixed personality or culture, but also refers to the combination of separate and different organizational forms. Social entrepreneurs often create multiple legal structures for their operations: they may establish both a for-profit company to raise capital and commercialize revenue-generating activities and a nonprofit to receive grants and donations and to provide service and educational activities. The exact organizational forms of the hybridity depend on the legal-regulatory environments for businesses and nonprofits in each jurisdiction. Some offer nonprofits more scope for earned income, whereas others have a hybrid form of incorporation, which allow for-profit entities to receive donations or compete for other funding normally only available to nonprofits, such as the UK Community Interest Company (CIC) or the US low-profit, limited-liability company (L3C, available only in 8 states). These reduce some of the imperatives for multiple legal identities.9 Some of the hybridity may even be manifested through corporate social responsibility structures and company foundations,10 particularly when they take a more active operation role instead of restricting themselves to grant making, or even through cause marketing if it is seen as using entrepreneurial approaches to fund social actions.

Also contested appears to be the novelty of social enterprise and the nature of what constitutes any “newness.” Various authors note the long history of entrepreneurial activities, even if they were not labeled such, pointing to the development of cooperatives in the mid-1800s and settlement houses in the late 1800s. At the same time, there is also consensus that the modern application of enterprise concepts to the social sector dates from the international work of entities such as Asohka in the 1980s and then moved into academia in the 1990s through the work of business school professors. There are, however, apparent differences in how novelty should be defined along the various gradations of the meaning: is it any new activity (i.e., new to the person or the organization); or does it have to be innovative (i.e., changing the way it has been done before) or unique (i.e., a whole new way of operating)? Nash calls social enterprise a potential field-creating concept,11 but most authors embrace a wider range of newness.

There are attempts to capture these various strands of meaning. Dees notes that “it means different things to different people,”12 and some authors see broad inclusive definitions as the best path. Wei-Skillern and colleagues,13 for example, define social entrepreneurship as “an innovative, social value-creating activity that can occur within or across the nonprofit, business, or government sector.” But others argue for a more rigorous definition. Martin and Osberg14 maintain that “the social entrepreneur should be understood as someone who targets an unfortunate but stable equilibrium . . . and . . . affects the establishment of a new stable equilibrium that secures permanent benefit for the targeted group and society at large.” Teasdale15 offers a two-dimensional plotting of discourses and organizational forms, which superimposes dimensions of hierarchy versus collectivity and social versus economic outcomes, to differentiate social enterprise into four categories: social business, earned income by nonprofits, community enterprises, and co-ops. Although this separation may be valid in the context of the jurisdiction where Teasdale writes—the United Kingdom—in most instances, the discourses and forms tend to blend more.

National-cultural difference is a dimension of the definitions that texts often ignore. Social enterprise has become a universal paradigm invoked in industrialized and nonindustrialized countries alike, but at the same time, there are significant national-cultural differences in how it is conceptualized.16 Following the more individualist ideological milieu of the United States, the emphasis there has been on the individual entrepreneur who creates a new organization or the “intrapeneur” who transforms an existing organization. In the UK and Continental European context, more rooted in social economy ideologies, there is a somewhat more collectivist discourse, with a greater emphasis on the strengthening of local participatory processes and on the creation of social value through the renewed economic activities of collectives and cooperatives. In the developing world, the focus is on creating small-scale businesses that have the potential to lift the entrepreneurs out of poverty or on establishing social services in previously underserved areas or working with underserved populations. Despite the differences, in a globalized world, the literature about social enterprise flashes around the world, and in the international dialogues on the Internet, the definitions meld and flow into the same variants discussed in the previous paragraphs.

It is also important to acknowledge that emerging social enterprise discourses must be analyzed in the wider context of the growing salience of the Third Sector in the delivery of public goods and services and in policy making. Even when the words “enterprise” or “entrepreneurship” are not invoked, there has been a significant trend in recent decades to promote more “managerialist” or “businesslike” approaches to the governance of nonprofits. Specific techniques for managing processes and for measuring and communicating outcomes abound, and businesses-speak, such as “return on investment” (often rebranded as SROI—social return on investment) and “transformational leadership,” is common currency. Moreover, until 2008, enterprise discourses also benefited from the economic bubble and a dominance of market ideologies. There was firm belief that the instruments that were creating economic wealth could also more efficiently and effectively generate social goods. Social enterprise was a perfect fit to the normative discourses of the boom and to a correlated shift from political patronage to economic entrepreneurship as a key to nonprofit organizational sustainability. The global financial crisis may have taken some of the gloss off social enterprise, but conversely, the crisis may reinforce the notion that the business world should be giving more priority to social outcomes.

This discussion of the definitions has so far focused on the academic realm, but social enterprise has also caught the imagination of the wider public through media articles and a genre of books that seeks a projection far beyond academia. Whether it is through popular literature such as Mortenson’s Three Cups of Tea,17 mass-market policy books such as Bornstein’s How to Change the World,18 or the numerous media articles dedicated to the subject, social enterprise has now become firmly entrenched in the popular vernacular. Social entrepreneurs have even been nominated by the Public Broadcasting Service as “The New Heroes.”19 The political activists of the past have been replaced by the new entrepreneurs as the perceived drivers of social change.

The popular discourses somewhat mirror academic definitions, and so demonstrate similar confusion and uncertainty. The focus is on the newness, on the use of business strategies, and on the contrast with traditional notions of the nonprofit sector and with the increasingly maligned notion of “charity”; but there are considerable variations. For want of more precise terms, I will designate two major tendencies in popular discourse as “hard” and “soft.”

“Hard” Discourse

In the hard version, the focus is both on the game-changing nature of social enterprise and on the businesslike imperative. The website for the Public Broadcasting Service series The New Heroes20 states, “Just as business entrepreneurs create and transform whole industries, social entrepreneurs act as the change agents for society, seizing opportunities others miss in order to improve systems, invent and disseminate new approaches and advance sustainable solutions that create social value.”

A more populist definition is expressed by Cheryl Kernot, a former senator in the Australian Parliament and later director of social business at the Centre for Social Impact at the University of New South Wales, who in a newspaper opinion article describes social enterprise in the following terms:


Some charities give people food. Some teach farmers to grow food. Social entrepreneurs teach the farmer to grow food, how to make money, turn it back over to the farm and hire 10 more people. They’re not satisfied until they have transformed the entire food industry. In essence, a social business is any business venture created for a social purpose—mitigating/reducing a social problem or a market failure and to generate social value while operating with the financial discipline, innovation and determination of a private sector business.21



The sudden switch in terminology from social entrepreneurs to social business may be an artifact of subediting by the newspaper, but the intent is clear. Kernot uses a food industry analogy that is more commonly used in a version that refers to fish, fishing, and transforming the fishing industry. This fish version is an extension, usually attributed to Ashoka founder Bill Drayton, of a Chinese proverb, and its use puts social enterprise in direct contrast with earlier generations of community development activists who used the original proverb, “give a person a fish and they will eat for a day, teach a person to fish and they will eat for a lifetime,” as a leitmotif for their work.

Other authors take an even more direct shot at “charity” and at more traditional nonprofits as they promote the virtues of the market-based social enterprise. On the back cover blurb for The End of Charity, it is noted that the author, Nic Frances, is a social entrepreneur who once worked for charity and that “this is the story of how he came to understand that charity can never deliver a just and sustainable world. It is only through a value-centered market economy that we will ever see real social change.”22

Even those who rise in defense of traditional nonprofits often reinforce the contrast with for-profits and between old and new. Writing on the Change.org website, a commentator notes:23


These days, nonprofits get far less airtime in the social innovation movement than their for-profit, social entrepreneur counterparts. Perhaps that’s because the for-profit form of social change is new, so it seems more interesting, sexier—more apt to create change. . . . There’s great danger in dismissing the [nonprofit] sector. Sure, it’s inefficient, dysfunctional and broken. Yet it has tremendous potential for innovation.



“Soft” Discourse

The soft version focuses only on the entrepreneurial spirit of those involved and on the creation of new organizations. A New York Times article on young social entrepreneurs expressed it in the following terms:24


[Y]ou will meet [people] who might broadly be defined as “social entrepreneurs”—[they] have sought to fill a societal need by starting their own organizations. These men and women have sought to remake the world around them. “Our generation is replacing signs and protests with individual actions,” says Kyle Taylor, 23, an advocate for the social-entrepreneur movement who started his own mentoring organization. “This is our civil rights movement and what will define our generation.”



In this soft version, entrepreneurship is often seen as a movement driven by generational change. Crain’s New York Business recently ran a front-page story about a new generation they dubbed “philanthro-teens” and quotes Nancy Lublin, chief executive of DoSomething.org, a New York–based nonprofit that helps young people to engage in philanthropy, who notes: “The number of kids creating their own organizations and taking action for causes they care about is skyrocketing.”25

The use of the term “social enterprise” can also be seen simply as an exercise in (re)branding. A prominent nonprofit leader in the United Kingdom recently declared that he would prefer that the organizations in the sector stop calling themselves charities and instead describe themselves as social enterprises, because the former term now carried connotations of amateurism.26 He went on to say, “We are not taken seriously. . . . We are called daft names like ‘not-for-profits,’ which tells you what we’re not, ‘third sector,’ which relegates us below the other two, ‘NGOs,’ which says we’re not government, and ‘civil society,’ whatever that means.”27

Perhaps even more than in academia, popular references to social enterprise and entrepreneurship can be confusing and contradictory. But two key dimensions emerge:

1. The nonprofit versus for-profit dimension: there is a marked tendency to view social enterprise as market driven, either through businesses that produce social value or new business ventures of nonprofits. When organizational forms are mentioned, they are rarely identified as nonprofit and readers are often left with the default supposition that social enterprise operates primarily in the for-profit business sector.

2. The “Old School” versus “New School” dimension: there is a marked tendency to present social enterprise as a new, more effective approach that is supplanting a staid, largely ineffective, traditional nonprofit charity sector. At times, such as in the attempt to sell The End of Charity: Time for Social Enterprise,28 this discourse is explicit; at other times, it is more of a subtext.

These dimensions can be combined to create a two-dimensional plot of the discourses of social enterprise, both academic and popular, and the organizational forms that fall under the different definitions (Figure 4.1). Unlike Teasdale’s plot,29 with which Figure 4.1 shares some similarities, it seeks to capture not the separation between different social enterprise discourses and organization forms but the hybridity between them. The axes don’t separate but serve instead to link the variations.
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Figure 4.1 Hybridization.

In the upper-right quadrant, we have one extreme: the game-changing, market-driven, social-mission business. The foundational stories told about such organizations usually involve a “go-getter” often schooled in business (perhaps a dot.com billionaire who has had a midlife epiphany) who parachutes in to apply her or his skills to solving social problems. At the other extreme, in the bottom-left quadrant, we have the traditional existing nonprofit, which usually have foundational stories about local activists or missionaries who seek to do good, even if they plod along because they do not have the know-how for managing organizations. The bottom of the plot is represented by the realm of the increasingly maligned concept of charity; the top represents the new heroes of social enterprise; and the middle represents hybridity. Between the extremes, we can attempt to plot the different manifestations of the two dimensions, which can be expressed both through discourses and by specific organizational forms. Based on whether they use nonprofit or for-profit organizational forms and whether they appeal to the “New School” paradigms or more traditional “Old School,” we can locate all of the academic and popular variants of social enterprise.

Comparing Rhetoric and Reality: Four Short Case Studies

To help unpack the reality behind the public rhetoric regarding social enterprise, I have begun a continuing project to follow the careers of entrepreneurs profiled in press articles, online, and social media coverage. The intention is to create longitudinal case studies for research and teaching that will allow an analysis of the organizational choices made by the entrepreneurs and an evaluation of the outcomes and impacts of their efforts. The sampling method is purposeful: various databases are used to locate articles that profile persons identified as social entrepreneurs or as having created a social enterprise. For inclusion in the bank of case studies, it is sufficient that the author of the original source uses the labels “social enterprise/entrepreneur” as descriptors for the person or activity being profiled. No assessment is made of whether the label conforms to academic definitions. A major driver of this longitudinal research is a response to the tendency of media coverage, and most academic papers, to use transversal snapshot case studies that show a person or organization at the moment of success or to focus on a small subset of well-known, successful social enterprises.

In March 2008, the Sunday magazine section of a large city newspaper profiled four people whom the authors identified as social entrepreneurs. Short biographies of the four and their work are the only information given, accompanied by full-page studio celebrity shots of the four entrepreneurs. This evidently was not a randomly selected group—on the contrary it was deliberate selection created by a high-circulation newspaper that identified these four young people as newsworthy “stars” of social enterprise who merited glossy photo spreads. These four entrepreneurs are the subjects of the “beta-testing” of this research project.

The published profiles provided full names, and they are on the public record, so full confidentiality cannot be given in the case studies. However, despite the lack of personal privacy in this age of social media, the young social entrepreneurs profiled do deserve to be accorded some anonymity, so their names and key details of their personal lives, careers, and organizations have been changed in the following narratives.30 The redacted biographies are as follows.

1. William Stedman, 34 years old, founder of ReClaim. Stedman lives in a midsized city that has struggled economically since the closing of the local mills. He started ReClaim to salvage materials from the 2,000 abandoned houses that the city will demolish. He has saved hundreds of tons of building waste and hired young adults to collect materials and sell them in the ReClaim store.

2. Frank Solis, 25 years old, founder of Opportunity Streets. Solis was 17 when he opened his family’s home as a makeshift drop-in center for drifting young people in his urban neighborhood. He mobilized a group of young neighbors to raise money to rent their own community center and started Opportunity Streets, which now operates numerous programs including workshops on financial basics and community mural painting. Opportunity Streets thrives as a youth-led after-school program aimed primarily at 13- to 23-year-olds and has had an impact on the lives of more than 500 participants since its inception, with no signs of slowing.

3. Rachel Washington, 16 years old, founder of Science Gurlz. Washington is the creator of Science Gurlz education camps for girls aged 4 to 10 years that stress science and engineering activities. Her camps have now expanded to 10 states. “They told me that science was a boy’s job, so I started Science Gurlz.”

4. Faith Massana, 27 years old, founder of Witnesses. Massana was born in a refugee camp to parents who had fled the genocide in their country. When Massana was eight years old, the family came to the United States under a refugee relocation program, and she attended high school and college in the Midwest. She has started Witnesses, a project in which refugee children from around Africa interview their parents about surviving war and genocide. She hopes to create a substantial archive of videotaped testimonials to serve as both a memorial to the victims and a tool for educating future generations.

In late 2010, some two and half years after these social entrepreneurs were profiled in the press, follow-up research was done to analyze what had happened to them and the organizations they had created. The research was based entirely on public records, including the documentation available on Guidestar, Charity Navigator, and other collections of nonprofit and corporate documents, as well as other random documentation found through Internet search engines and on social media sites. The redacted results are as follows.

1. Stedman and ReClaim. ReClaim was registered as a 501(c)(3) charity, and there is no evidence of it also operating as a for-profit business. In August 2009, Stedman was terminated from ReClaim. The organization was struggling financially, and a major foundation had withheld the last payment of a grant because of concerns about Stedman’s management. After his termination, he issued a public statement in which he acknowledged that it had been alleged that he poorly managed funds and that his leadership style strained relations with the staff and board. He wrote, “I would never contest those allegations as stated, but assure you that with the resources and support we had at the time, we did the best we could.” The turmoil in the organization continued when the original board stepped down after controversy erupted over its decision to remove Stedman. An entirely new board was appointed, and Stedman was reinstated later in 2009, but then terminated again by yet another new board in September 2010. Stedman recently launched a private consulting company and website called ReclaimMore.com. The original ReClaim organization continues to operate as a nonprofit with other leadership, and its 2009 tax return (Form 990) indicates it has revenue and expenditures of approximately $500,000.

2. Solis and Opportunity Streets. Opportunity Streets was registered as a 501(c)(3) charity. The last tax return (Form 990) on the public record is for 2007. It indicates that at that time the organization had revenues of $44,000 and negative assets (–$1,000). The website and domain name previously used by the organization, OpportunityStreets.org, is no longer active, and the storefront drop-in center that appeared in a number of articles about Opportunity Streets is now a FedEx outlet. Solis himself, however, continues to have an online presence, now describing himself on social media sites as the Opportunity Guru, a motivational speaker and team trainer, and he has recently established a for-profit consultancy. A blog he operates states that “my new company START NOW LLC is having a nationwide speaking tour.” The website has an online store that sells T-shirts and other collectibles that carry the START NOW logo.

3. Washington and ScienceGurlz. There is no public listing for Science Gurlz as a registered charity or private business, and it appears to have never operated as an independent organization. The website (www.sciencegurlz.org) is still live, but no camps are listed after mid-2008 (there is a reference on the site to “forthcoming camps” in summer 2009, but specific locations are not given, and the site seems to have not been updated since some time in late 2008). By all indications, the organization and camps are no longer operational. Recent articles posted on the website of Washington’s hometown newspaper indicate that she was a 2010 nominee for the mayor’s “Young Person of the Year” award. The biography that accompanies her nomination explains part of the story of the fate of the organization. Soon after her profile appeared, she was badly injured in an accident and spent a significant period in recovery. In the news report, she states that she is now enrolled in a local community college and after graduation intends to make a career of educating and empowering young women.

4. Massana and Witnesses. Witnesses is registered as a 501(c)(3) charity. According to the latest tax return (Form 990) for Witnesses available online, the organization had an income of $35,000 in 2009. Of this income, $32,000 was paid to Massana as the only employee of the organization. The source of the funds is not clear, but they appear to come from a grant or fellowship. In a mid-2010 listing on a social networking site, Massana describes herself as the founder and chief executive of Witnesses and indicates that she was a visiting fellow at the Peace and Reconciliation Center at a large state university, where she was also completing her MBA. Witnesses appears to be functioning as a funded research project of the Peace and Reconciliation Center.

The four entrepreneurs have not been interviewed for this research, although in future stages, it is envisaged that these and other young entrepreneurs will be approached for interviews as part of the development of more in-depth case studies.

Evaluating the Outcomes

It should be emphasized that it was never the intention of this research to be investigative journalism or an exposé. It was a genuine attempt to understand the organizational structures created by entrepreneurs to sustain their initiatives and to document the life cycles of the organizations they created. These are the star entrepreneurs identified by newspapers, social media, and mass-market authors, and I assumed there would be a range of outcomes and different manifestations of hybridity in organizational forms.

The first evaluative statement about the outcomes of the four case studies documented here is that they are, to quote the students in my nonprofit management classes, “disappointing.” At the time the profiles were published, the extent of their organizations were somewhat more modest than the accompanying texts suggested: it seems unlikely that Opportunity Streets ever operated “numerous programs” or that ScienceGurlz was at the point of expanding into 10 states, at least not at the scope of operations the press article would have suggested to the average readers. Two years later, two of the four organizations no longer exist; one is in the hands of other managers, and one continues to operate as a seemingly time-limited research project at a university. Two of the entrepreneurs have recast themselves as private consultants, and the other two have largely put their careers on hold while they complete their studies.

The question of “newness” is also intriguing; while each of these entrepreneurs did create his or her own new projects and organizations, they were not groundbreaking and at best could be said to have extended existing strategies and organizational forms into new areas—a new locality or a new target group. Or the entrepreneurs simply wanted to be their own bosses and decided to eschew existing organizations and set up their own shops.

These are not greatly positive outcomes, and certainly not when benchmarked against the rhetoric and hype of the original Sunday magazine profiles and of others who promote social enterprise. In the same year Frank Solis appeared in the profile used for this case study, he also won a number of local and national awards as a young entrepreneur who makes a difference and is changing the world, and on YouTube there are numerous videos of him as a featured speaker at training seminars for young social entrepreneurs and at product launches for companies seeking to establish their “street cred” with urban youth or to highlight their corporate social responsibility. These entrepreneurs have not, to use the language of the New York Times article quoted earlier, created sustainable change or remade the world around them. If this really is “our civil rights movement and what will define our generation,” there may be some cause for concern.

But before retreating completely into smug academic disparagement, there needs to be a more nuanced evaluation of the outcomes. Social enterprise should be characterized by a rigorous focus on results,31 but with these case studies, we do not have an evaluative framework or the data to assess properly whether program goals have been achieved, whether performance has been measured, whether there has been a return on any investment, whether they have been accountable to their stakeholders, or even whether the entrepreneurs have met any personal goals they set for themselves.32 Instead we rely on speculation about possible impact and outcomes and the factors that may have influenced them.

One important qualifying factor is that the events outlined in the case studies have taken place during the financial crisis, which may have had direct impact on the sustainability of the initiatives and broader impacts on the mind-sets of the various actors involved. Other unforeseen economic and political factors may also have created significant barriers to the success of the endeavors. But even apart from any impact of the financial crisis and other exogenous factors, positive outcomes can in fact be inferred in terms of possible agenda setting and through the creation of personal and social capital.

The four entrepreneurs have most likely shifted paradigms and reframed agendas in their areas of interest. Although Stedman did not have the management and leadership skills to maintain himself at the helm of ReClaim, he did create a new organization that appears to be sustainable, even if it is without him, and he has created important precedents for recycling and social businesses in his region. Solis did not create a viable organization and has moved on to personal business ventures but may have helped focus attention on the lack of services for young people in his neighborhood (indeed his organization may not have succeeded precisely because he may have been crowded out by more established entities after he brought attention to the problem). Washington contributed to rethinking expectations of young women, and Massana has helped generate eyewitness accounts of genocides that had previously received too little attention. These are all significant successes.

Moreover, these entrepreneurs are still relatively young, so it is probable that the lessons learned from these experiences will contribute to the growth of their personal capital through the strengthening of their management and leadership capacities. Although these ventures have not had the greatest success, chances are that their next ones will have more solid outcomes and that sometime in the future they will be experienced leaders who are aware of, and know how to, avoid organizational pitfalls. Equally, while working with others in these projects, they have most likely increased broader social capital by strengthening the capacities of those around them.

In addition to these attempts to parse the outcomes of the case studies, there are other areas of reflection on how we should evaluate social enterprises. First, we can speculate about the nature of the entrepreneurial spirit and the transformational leadership of entrepreneurs. Some scholars consider that entrepreneurs should have both the drive to create new organizations or projects and the skills to follow them through,33 and they should display an “inner locus of control.”34 However, others argue that trying and failing is what drives innovation. There is extensive literature on risk in entrepreneurship,35 on the high failure rate of new for-profit businesses,36 and on vulnerability and organizational demise;37 so it could be argued that a high failure rate in social enterprise is to be expected, and even encouraged. At a recent seminar, the CEO of a New York foundation that specializes in providing venture capital to social entrepreneurs lauded those who “fall and get up again” and noted that her foundation only funds start-up ventures and never existing organizations because its mission is to drive innovation in the social sector through new organizations that “break molds.”

Second, there is the field of research that examines the internal and external ecologies of organizations and their sustainability. The creation of sustainable organizations can be conceived as an ascending flight of steps that represent the key stages of creating, building, and sustaining an organization38 and as the skills required to manage the drivers of impact.39 The entrepreneurs in the case studies may have been successful in imagining and inventing their projects, but they seem to have had problems in launching and sustaining. The capacity to climb the staircase to sustainable organizations depends on the skills and knowledge of the entrepreneurs and on the external ecology of supporters and stakeholders. If funders are always moving on to the next big thing or entrepreneurs find that other essential external supports fail them, then it is no surprise that outcomes are disappointing.

Third, there is the historical and cyclical perspective. When analyzing these case studies in the classroom, one of my students related that she had discussed them with her mother who commented: “This is the 60s all over again—we all started new organizations that quickly went nowhere.” A common reflection on the past of social action is that many young activists “sold out” or “flamed out,” and the majority of organizations from the heydays of activism no longer exist. This generation of entrepreneurs may simply be the next cycle of a repeating history.

The fourth and final reflection is about the role of the media and the lure of fame. The hyperbole in the press articles may simply reflect the dynamics of a media industry hungry to sell new ideas, and the youthful subjects of the lavish praise being heaped on social entrepreneurs cannot be blamed for being carried away by their moments of fame. The subjects of the case studies perhaps may have simply been flattered by the attention or let hubris get the better of them and so allowed unsustainable claims be made about their careers and organizations.

Whatever interpretations we make, the case studies demonstrate that there is a tendency for the rhetoric of social enterprise and entrepreneurship to far outstrip the reality of what it can deliver. The rhetoric tends to be about new forms of organization creating novel strategies for addressing social problems, but the reality tends to be more prosaic. If we return to the two-dimensional plot in Figure 4.1, we can conjecture that although the rhetoric is pushing toward the top right quadrant, the reality tends back to the original forms. The business plans of the majority of social enterprises involve the creation of nonprofits that generally follow traditional forms and the re-creation of “tried and true” social and organizational responses. Perhaps it is simply the inescapable force of isomorphism that pushes initiatives that aspire to break the old rules back to existing routines and organizational structures. Figure 4.2 attempts to capture these tendencies.

The rhetoric pushes up into the top half and in particular to the top right quadrant, whereas the reality seems to be pushing toward the bottom and left. We may get the impression that social entrepreneurs are creating new forms of organizations, but more often, they seem to be recreating old forms, and perhaps just rebranding them with the newer, sexier packaging of enterprise.

Conclusion

The research in this chapter is modest. Four short case studies on projects that turn out to have disappointing outcomes do not constitute rigorous research. They neither fully clarify our understanding of the meaning of social enterprise and the hybridity of the discourses and organizational forms nor do they provide definitive evidence that the concepts are misused and abused by the popular media. They are at best significant stories that appear to tell a cautionary tale about the gap between rhetoric and reality. However, it is not at all clear who the messages of caution should be aimed at: the boosters who claim that social enterprise is the alchemy for solving social problems, the media who believes and perpetuates the hype, or potential social entrepreneurs who have not yet thought through the organizational challenges that await their attempts to implement their passion.
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Figure 4.2 Rhetoric and reality.

What the research does highlight is the need for greater reflection on not only the meaning of social enterprise but also of the rhetoric of the continuing discourses it has generated. These are stories that need to be told and dissected, and they can provide the basis for understanding the lessons learned from past experiences. If social enterprise is to be more than just a passing fad of the early 21st century, these lessons need to become part of our shared understanding of its dynamics and promises.
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CHAPTER FIVE

Growth Issues in Social Entrepreneurship

Sanjay Rupani

Laurel Ames Poolman

As observed throughout this volume, social entrepreneurship is an expanding and challenging field for any aspiring businessperson. Simply speaking, social enterprises are just what their names suggest; they are enterprises rooted in the social environments around them, trying to catalyze a broader change by working within a given social system. A social enterprise must shape itself to its own subjective business situation in order to most effectively implement this change.

A social enterprise focusing on producing a new form of technology in Palo Alto, California, is going to operate much differently and encounter much different growth challenges than an enterprise trying to provide health care in Bangalore, India. Therefore, to make the conclusions of this chapter more valid and true to life, we avoid making broad and inaccurate statements that would half-suit these diverse business situations. We discuss broader observed trends, while focusing on a case study of a company with which we have had a lot of contact over the past two years. Our hope is that logical extensions from the conclusions of growth issues of this case study can apply to other situations, while adapting the social context that will shape a business and the challenges it faces during growth.

The developing world has some of the greatest potential for the field of social entrepreneurship. Not only do those countries generally considered “developing” include the majority of the world’s population, but organizations such as the World Bank, the World Trade Organization, and other NGOs are looking to support healthy and positive business models in these regions as well. Furthermore, despite the lack of large per capita wealth, it is evident that some of these countries are beginning to form economic environments that can fund social businesses. For example, India’s gross domestic product (GDP) is the fifth largest in the world, and it has the tenth most rapidly growing economy in the world.1 It is hardly contested that India will continue to grow to become a major influence in the way that the business community runs on an international level. It is the second most populated country in the world with the second-largest workforce, yet approximately one-quarter of the population is living below the poverty line, with approximately 10 percent unemployed.2 These conditions provide both a supply of labor and a demand for a higher popular living standard. Social ventures are primed to thrive in such conditions, yet surprisingly little has been published to directly address the particular social business situation within such a promising prospective environment. There is much more to the developing world and its potential for supporting social business than we have yet to properly explore in the scholarly literature.

As is true in any business, however, social enterprises will face significant challenges as they move through different stages of business growth. Whether it is during the business’s inception, establishment, or expansion, the company must overcome significant hurdles caused by both the environment of a developing economy and the very nature of a social business. These challenges merit the study and observation that we hope to accord them in this chapter.

After a theoretical discussion on growth issues for social enterprises, we present the reader with the case study of NephroLife, a health care–focused social venture in Bangalore, India. As readers follow the company’s story from inception to scaling, they hopefully, through the examples in the story, will be able to appreciate the business’s context and gain practical understanding of exactly how challenges manifest themselves. Firsthand experience of one company’s growth is offered, which avoids making broad and inaccurate assumptions about social entrepreneurs and the generalized landscape of India and the developing world.

Many of the issues that NephroLife has dealt with are common growth issues for social ventures and can be extrapolated across industries and environments, yet they manifest themselves in ways specific to India, health care, and the individual dynamics of the NephroLife team. By observing exactly what this business is doing to sustain itself through periods of growth, readers gain an increased ability to recognize and critically assess various forms of social enterprise, greater understanding of the challenges of growing and sustaining a social enterprise, and even improved consulting skills, such as project planning, issue analysis, formulation of strategic and tactical recommendations, and client relationship management.

In this chapter, we come as close as possible to creating a firsthand learning experience for readers, one in which they feel personally involved with the story of NephroLife and its development from inception to expansion. It is only through intimate understanding that readers can gain the most applicable skills needed to understand, run, and sustain a social enterprise. This experiential premise is one that we have used to design and teach a course called International Social Impact Strategies at New York University’s Stern Business School, which has been quite effective since its introduction to the school’s course catalog. To begin, let us observe some of the common business growth issues associated with social ventures in developing countries.

Inception

Financing

The availability and reliability of funding for social ventures can be major challenges to an entrepreneur in a developing economy. Historically, approximately 80 percent of entrepreneurs have used personal saving to fund their upstarting business.3 This can be a risky investment for any entrepreneur, because the failure of the enterprise means the loss of personal funds and potentially personal financial security. Personal funds, however, are not usually enough to fully fund a business launch of any kind.

External financial sources will almost invariably provide the majority of funds for a young social venture, but it is also a largely recognized truth that “the financial capital markets are often not as available to social entrepreneurial organizations.”4 Bank loans are undoubtedly the traditional source of capital in the areas of the world in which they are available. In countries where banking systems are relatively weak and inaccessible to a majority of entrepreneurs, informal financing has been observed to constitute some 87–100 percent of external funding for new enterprises.5 This informal capital can come from donations from family members, businesses, friends, and a range of other supporters. But these singular sources do not often provide the sustained and reliable source of capital that will support the long-term growth of an enterprise. The most reliable source of capital for a start-up social business will usually come from venture capitalists (VCs).

The quest for these funds, however, is hardly a simple task. The search for good VCs requires vast research on the part of the entrepreneur, as mentioned earlier, and the entrepreneur must be sure that the VCs can provide for the business over a long period of time without compromising the goals of the business. Unfortunately, there has been anecdotal evidence to suggest that, within India and other developing countries, a number of organizations will make themselves appear to be well-financed, well-run, and well-meaning VCs but will then cheat entrepreneurs out of valuable parts of their enterprise. These companies will do this by demanding unfair terms on investing agreements and taking advantage of those entrepreneurs who have not had enough experience to understand what parts of their company they are signing away in a contract.

There is also a demographic of VCs that lack proper training, expertise, or experience, and they are particularly prone to making errors in investment that could lead to unnecessary draining of their resources because of their lack of ability to distinguish between a fruitful and a fruitless venture.6 If a serious social entrepreneur is looking to this kind of untrustworthy source for financial support, there is significant risk to them because their investors might not be able to stay financially resourced themselves.

Furthermore, inexperienced VCs typically will not have the same kind of business connections as those available to more experienced VCs.7 This will put the social business that associates with the inexperienced VC at a disadvantage because they will simply have one less way to connect with other businesses and organizations that could prove highly useful to the company as it progresses through later stages of business growth and development.

Untrustworthy sources of capital are not the only capital-raising problem presented to many social entrepreneurs who are growing their ventures. Even a legitimate investor may present challenges for growing a social business if it does not share the long-range vision of the growing enterprise. A fund that does not share this vision may be hesitant and less helpful in granting the enterprise the funds needed to advance the unique social goals of the social business. Therefore, the entrepreneur in question should be conscious in choosing an investor who will support business moves that may not prove entirely profitable but will increase the company’s desired social impact. If the investor is concerned with success as measured by social impact, it becomes easier for the entrepreneur to gain the financial backing required from the investor.

Social entrepreneurs in developing countries must be discriminating in selecting which organizations and VCs will be the sources of capital for their social business, if they seek to avoid crippling issues at later stages of growth. Securing financing is vital before opening a business, but one should secure it wisely and with careful consideration.

Infrastructural Support and Location

Once the formative business plans are made, the entrepreneur faces a challenge in finding a physical location from which to produce or provide the business’s product or service. It is difficult in many parts of the developing world to locate a spot that has enough government-related infrastructural support to make it a viable place for operations. Even the citizens of major cities have limited access to those infrastructural resources for daily life (land, roads, electricity, and water) that are easily available to entrepreneurs in more privileged contexts. In addition, there is often a significant lack of those corollary businesses that stimulate a business’s growth. Scholars and entrepreneurs alike acknowledge that “the environment [of a developing country] is less likely to have established infrastructures in place, such as retailers, brokers, or raw material suppliers to facilitate growth.”8 Research done by the World Bank in 2011 indicates that entrepreneurs in less developed economies have to pay relatively more for the basic necessities that it takes to run a business.9 In fact, poor technological and physical infrastructure in these countries caused entrepreneurial firms and individuals an estimated $55 billion per year during the early 1990s.10 This inadequate access to infrastructure can be a major problem to a growing social business because they will need to develop ways to cope with the inconsistency of basic government-provided resources. A study from Duke University of the development in international social enterprise has explicitly stated: “Without a strong infrastructure, including better access to resources for scaling, it is not surprising that widespread impact is relatively rare.”11 The lack of secure access to those things truly necessary to run a business can be a major challenge to the growth of a social venture.

Despite this lack of ideal infrastructure, entrepreneurs should also keep a healthy perspective on what will and will not be available in their country. Although the best suitable location should be sought, it is not uncommon for an entrepreneur to waste valuable time trying to find the “perfect” location. The entrepreneur must be willing to compromise and find other ways of externally securing or internally providing certain infrastructural needs. In this sense, a certain amount of flexibility can prove invaluable in securing a potentially successful area to begin the business.

Government Regulations

A growing social venture operating in a developing country also faces an extraordinary number of governmental regulations required in starting a business. These regulations can be major drains on a company’s time and money, both of which are scarce for a business that is attempting to catalyze social change. A social environment of any form is subject to dynamic and organic change within a region. A good business plan for a social venture should aim to work within the time frame that it targets to exact any of its own, lasting social improvement, and future plans should be flexible to best address unpredictable social settings.

Within many developing countries, the expediency of acquiring the necessary forms and permits to begin operations can take a period nearly 18 times as long as the period required to acquire the same permits in advanced economies. This period averages to more than three years and prevents budding entrepreneurs from putting their business plans into action.12 The market for social progress can change faster than the time it takes for government agencies to issue the necessary permissions. These bureaucratic restrictions can make it exorbitantly challenging for a social venture to open with enough expediency to remain relevant and thus effective as a social business; however, these bureaucracies can cost more than just time.

Associated government fees produce another major cost to an aspiring entrepreneur. Entrepreneurs in economically disadvantaged economies will often be required to pay far more than those in developed economies, relative to the country’s annual per capita income.13 It is relatively more expensive to start a venture in these underdeveloped countries than it is to open the same business in a more developed country. This excessive cost can be a major barrier to an emerging entrepreneur still trying to build a modest financial base. The personal financial drain to the entrepreneur can be significant and a seriously inhibiting factor to the opening of a social business. Even for a business that has allocated capital for dealing with government regulations, additional unanticipated costs (which are quite common) can be a hindrance before it starts.

Corruption within the government is also a major barrier to be overcome by a young social business. Although businesspeople in any sector are hesitant to explicitly point out instances of corruption, it is both widely known and examined within official studies that, within many developing countries, rates of government corruption are much higher than those in more developed economies.14 This corruption is fed by bribes and other kinds of payment that ultimately serve no bureaucratic purpose other than the incentivizing of otherwise unhelpful government agents. These informal fees due to corruption function as an extra tax on individual entrepreneurs, who are particularly susceptible to exploitation. The lone entrepreneur is dependent on the expediency and cooperation of government officials, but they often have few means through which to report abuse of power. These excessive payments can be both prohibitive and destructive to a developing business; thus, the cost of government corruption is a significant problem faced by social entrepreneurs in the developing world.

This trend has much larger implications for a country’s economy. Since 2004, India’s GDP has consistently grown at a rapid clip of approximately 9 percent per annum,15 but various leaders within the country question how long this growth can be sustained with the existing level of corruption and bureaucratic inefficiency. This kind of governmental malfeasance undermines entrepreneurship and new sources of competitive business and thus compromises economic advancement within a country’s economy.

Talent Attraction

The attraction of committed and talented individuals can be a difficult task for the aspiring entrepreneurial employer for two reasons. First, the entrepreneur must be able to attract educated employees to a business that has yet to establish a trusted name for itself. Second, those employees must be personally invested in the social goals of the company to establish a healthy and prospering business.

Despite the relatively large population of the developing world, the educated workforce is comparatively small. Given the lack of mass quality education, there is a relatively small population of educated and experienced workers who can do many of the top-level jobs required of employees within a social business. In 2006, studies showed that developing countries typically had a skilled labor force less than half the size of those in high-income economies.16 Because of their rarity and value, many of these individuals will have several open job offers at any one time.17 This limited pool of educated and diversely talented individuals is often attracted to work in a more prosperous economy or with well-established companies that can promise sizable salaries and compensation. “Brain drain,” or the emigration of a skilled workforce from a country, is a significant problem for developing countries. Although they have educated workforce populations less than half the size of those in more highly developed economies, they tend to have almost twice the amount of emigration of this workforce, because these employees are inclined to move to countries that provide higher salaries.18 A social business located within an underdeveloped country is less likely to be financially successful than a well-established foreign business. The employees believe that they are taking a greater risk in signing on with a start-up company, a risk that is often avoided and looked down on within the societies of developing countries.19 Growing social ventures, therefore, can have more trouble hiring these individuals with the proper education and experience necessary to grow the business. Employees will often insist on being compensated for the perceived risk associated with joining a start-up. Social businesses do not have the ability to pay higher wages and so must rely on their mission to attract talented employees.

The social entrepreneur must therefore be careful when choosing within this group of talented, educated, and experienced employees who will work for a start-up business. It is well known that “the external environment in which the social entrepreneurial organization operates is less likely to have economic or financial incentives available to motivate desired actions by funders/investors, employees, suppliers, distributors, and beneficiaries/consumers.”20 Thus, employees must not only be dedicated to the business for the sake of their own paychecks; they must be personally invested in the goals and mission of the business so that, as the business grows, their commitment is not compromised by financial instability. This narrows the pool of potential candidates substantially. The aspiring social entrepreneur in the developing world will face a substantial challenge in trying to find a group of employees who are well educated, trained, socially motivated, and loyal in socioeconomic environments that may not typically produce this kind of worker.

That being said, it is important for the aspiring social entrepreneur to be cognizant of the kinds of salaries offered to certain positions. Offering unrealistically low salaries will not attract any employee, let alone the best employees in their field. Fair-minded entrepreneurs do what is in their power to pay their employees reasonable salaries. As the head of any business, one must be realistic in knowing what one’s employees deserve in the way of compensation. A social entrepreneur could also attract employees by offering other kinds of benefits such as pensions, sabbaticals, health care, and professional training. These benefits are highly valuable and not often included in the compensation packages of most professionals in the developing world. They are, thus, incentives that could help attract employees who would otherwise not be willing to sign on with the company. The social entrepreneur must walk a fine line in attracting the skilled employee who will work for a reasonable salary yet will also be personally invested in the goals of the social company.

Building toward Success

Retention

As hinted at earlier, what will primarily decide the quality of a social venture’s product or service will be its producers: the employees of the company. It is vital that a young social enterprise hold on to the employees that it spends so much time and effort hiring and training. With social enterprises, it is often the case that the company spends a fair number of resources training these employees. The largest challenge for a social venture in the developing world is in retaining those employees once they are hired and trained. Some countries have recorded company attrition rates as high as 60 percent,21 indicating that, even outside of the social business sector, it is reasonably common to lose a good employee.

One of the primary reasons that social ventures tend to lose highly talented employees is their inability to offer wages as high as those offered by profit-focused businesses, as was addressed in the previous section. The primary focus on customer service, although complementary to the company’s social goals, can limit the company’s ability to provide competitive salaries. In those parts of the world that are rapidly developing, employees will sometimes see this general economic growth and tend to expect a commensurate level of prosperity in their own working lives. They are thus more likely to switch jobs in an effort to attract higher and higher pay. With limited ability to keep pace with industry pay scales, many social businesses experience problems retaining their employees. Although the employee may value the social goals of the company, anecdotal evidence from the developing world indicates that individual financial security is more valuable than the social goals of the business within local culture.22 Thus, it is not a rare occurrence that a promising employee, while interested and invested in the work of a social business, will leave the business in favor of another higher paying and more financially promising domestic or foreign position because the path to economic prosperity is one more encouraged by their surrounding culture.

The best way to combat this situation is through the creation of a positive and enjoyable work environment for each of the employees. This is an important thing to consider as soon as the entrepreneur begins to hire people into the company. If the employees of a company are invested in their work, they will foster a company culture of genuine concern and effort, which will only enhance the individual employee’s initial investment in the business’s goals. Furthermore, if employees are familiar and comfortable with their coworkers, they are more likely to enjoy being with the team that they are on and less likely to move on to companies that may have only higher wages to offer. An entrepreneur can significantly decrease his company’s attrition rate by providing its employees with intangibles that keep them committed to the company despite a lower guaranteed salary.23

Competition

Competition with large and established businesses can prove a major hurdle to a budding social venture. In many developing countries, larger companies will have lobbyists and officials who may encourage the government to slow the legal processes that encourage smaller enterprises.24 Occasionally, a large business will absorb a massive amount of funds from a local bank, establishing dominance and influential relationships within the bank, creating a financial monopoly in a given area.25 Furthermore, larger businesses that have both an established reputation and a financial base are better able to tailor their prices to block smaller companies out of the competitive market. Well-established businesses have enough familiarity and flexibility to be a threat to a new social venture.

This kind of challenge can be overcome with the social company’s focused effort on building itself a steady customer base with a reliable and trusted brand name. This may take time, but the social business that focuses itself on providing the best for its customers will usually build a much stronger local reputation. A small investment in advertising may also serve the company well in gaining customers who do not yet know about the new brand. The company that stays customer oriented, focusing on providing the best possible product or service, will build brand loyalty that can help it to both sustain itself and grow.

Expansion

Communication Infrastructure

Scaling a successful business is often one of the most complex undertakings in the life cycle of a business. For businesses that have great products, services, and outcomes, there are many factors that need to be considered for a successful expansion. Infrastructure, talented human capital, and market environments are just a few of the variables that the company must deal with when opening a new location for business. The amount of oversight required to successfully adapt to the new markets and environments poses a considerable challenge for a social entrepreneur.

For businesses looking to expand outside of their geographic region, there is a problem presented by limited communications technologies. Generally speaking, Internet access and reliable telephone communications are sparser in countries without reliable economic and energy infrastructure.26 This obstacle can make communication between business franchises difficult. In turn, this can cause discordance in practices within the same larger company. The satellite business may have trouble communicating with the flagship business and, therefore, have trouble receiving and reporting the information that is necessary to operate as a franchise in accord with the larger business protocol. This could potentially compromise the company’s quality control over its own products and services at the satellite locations. There is far greater potential for underperformance. A lack of excellent communication between centers may undermine quality for social entrepreneurs trying to build a business beyond their own region.

Local Environments

Another growth issue encountered in interregional scaling is in designing a business model to suit the new cultural and economic context of the target region. A venture that has built itself a proper mode of business in one community may not always be able to apply itself in the same way to the business environment of a new city. There are cases in which specialized regional economies will sustain one kind of business while failing to support another. A company may not be able to thrive in every kind of economic or cultural environment, and this would limit the number of location options for said company’s expansion. The entrepreneur will have to do careful research before deciding to establish a franchise in a specific area.

Diversification

Scaling, however, can refer to more than just expanding outside of a geographical region. By diversifying the services, products produced, or even the platform by which it distributes its products/services, a company can reach out to a much larger market. Some social businesses that produce a certain product for a local community may decide to start producing another product from their factories. Yet this diversification can present its own challenges.

First, the entrepreneur should be careful in selecting exactly what product has a demand within the local economy and can be sold at a reasonable price. For example, if a company is successfully producing a discounted healthy brand of wheat snack for underprivileged families in a Muslim community, this does not mean that the customers will buy the same company’s new brand of vitamin-fortified dried pork snack, given certain religious and dietary customs of the region. Simply speaking, social entrepreneurs must be thoughtful about what products they are looking to produce.

Furthermore, diversification often calls for the addition of specialization, machinery, and educated employees who have knowledge of the new mode of diversification. The addition of employees with specialized knowledge can be difficult because, as mentioned previously, such individuals are rare in the workforce of a developing economy and often are vigorously sought after by employers who may offer much more competitive wages.

Ultimately, entrepreneurs will have much to consider if they plan to open their business up to a larger market by means of diversification, geographic expansion, or otherwise. The social entrepreneur must be informed and realistic about how successful her business will be in the context of its new location, platform, market, and social environment to make the wisest choices about where her desired social change can be best implemented. She must use foresight in predicting the degree to which this expansion will affect not only success in these new arenas, but also success for the company as a whole. If growth is so rapid that little quality control can be placed on these legs of expansion, the company’s reputation will be at stake. If an unwise choice is made in terms of the targeted market, then a new expansion can result in an ineffective investment of valuable financial resources and time. A social venture’s expansion should, ideally, come slowly and organically with thought and preparation invested when deciding what new markets the expansion process will target.

NephroLife: A Case Study

We now recount the story of NephroLife, a kidney specialty clinic based in Bangalore, India, that has focused on creating meaningful change in the nephrological market in and around Bangalore for a year and a half of operation at the time of this writing. NephroLife is a social business that has focused on changing the field of nephrology and nephrological care in India’s expanding medical market since 2009.

Kidney failure (also known as renal failure) is a condition that disables the kidneys from properly filtering waste and toxins from the blood. The symptoms of kidney failure can be life altering, including severe fatigue, weakness, bleeding, anemia, high blood pressure, skin rashes, dizziness, trouble concentrating, swelling of the legs, fluid accumulation in the lungs, and other disabling conditions. The condition can be so taxing on individuals’ physical well-being that they may be unable to keep up with even the most basic daily activities. Nephrology aims to diagnose these problems and design treatment plans that care for those suffering from renal failure. Nephrological treatment plans for end-stage kidney failure patients involve either costly kidney transplants or lifelong treatment plans with regular visits to dialysis centers to filter waste from the blood during a process called dialysis. Because of the complexities of surgery, longevity of treatment, and the cost of using the associated technology, these treatment plans are often very expensive.

The landscape for patients dealing with some form of kidney failure in India circa 2009 was especially alarming. Almost 1 percent of people in India were living with some kind of chronic kidney disease. Three hundred of every one million people would reach end-stage renal disease, during which normal kidney function ceases completely and patients become entirely dependent on dialysis treatments or a kidney transplant to stay alive. The number of patients with kidney failure is increasing along with the number of those diseases associated with urban life such as diabetes and hypertension, because these are most often associated with kidney disease. On the other side of the equation, hospitals are woefully underequipped and underprepared to meet the demand that exists for kidney dialysis. On average, hospitals only dedicate 3 to 6 percent of their beds to dialysis patients because these patients generate less than a third of the revenue generated per bed by other in-patient procedures.

Beyond all of this, the opportunity cost associated with pursing dialysis is higher than a hospital’s return. These factors make it financially inefficient for hospitals to provide high-quality nephrological treatment. There is also a major issue associated with the mere number of nephrologists in the country. Per annum, only about 75 nephrologists graduate from medical school, so there is a vast shortage of trained staff to serve dialysis patients. In addition, the price of nephrological treatment has been on the rise. In the past, patients would choose to die rather than stay on dialysis for such an extended period of time at such cost to their families.

A rise in economic security, along with an increased number of people with medical insurance, contributed to the greater demand for long-term treatment plans such as renal dialysis, which, in turn, has also increased the price of the procedure. For those individuals with limited economic resources, nephrology will often be entirely beyond their means. With the limited resources given to nephrology patients, there is little assurance that a patient will receive the attention and care necessary to provide an effective course of medical treatment at an affordable price.

Shriram Vijayakamur witnessed this social problem while working at NU Hospitals, a group of nephrology centers located in Bangalore, India, for several years up to 2009. While working there, he encountered, firsthand, the difficulties involved in being a nephrology patient and receiving adequate care for one’s condition. He was struck by the relatively high rates of mortality among nephrology patients and, although these patients were paying premium rates for their care, the poor quality of nephrological treatment. As he worked with patients, he saw where inefficiencies existed and where solutions might be possible. Vijayakumar began to imagine a center in which top-notch kidney dialysis and the whole host of other medical and psychological treatments necessary to improve the lives of his patients were provided at a reasonable price.

In 2009, Shriram Vijayakumar founded NephroLife in an effort to change the landscape of nephrology practices in India. NephroLife is a for-profit social venture that provides patients with kidney problems the highest quality care available. His goal was to start with one nephrology center in Bangalore and perfect a model for offering first-rate care at an affordable price. Once the success of this first center was proven, he would seek to scale across India and provide a viable solution in supplying nephrology care to a market that continues to be drastically undersupplied.

Today, NephroLife offers a level of nephrological service that is virtually unrivaled within India. Along with dialysis and transplant services from a nearby partner hospital, NephroLife offers psychological counseling, nutrition advice, and even exercise services that all contribute to an overall improvement in the health of the company’s patients. Their key differentiator is that they offer “holistic care” for kidney patients, which is not often accessible to patients in regular hospitals. The flagship center in Bangalore has about 25 beds, which can cater to about 150 patients at full capacity, a small size relative to NephroLife’s 40-person health care team. This size ensures that the team can make a personal connection with each patient who comes into the center and keep a close eye on the individual patient’s progress. “Many hospitals track patient progress but not only do we track, we create a care plan around the results. We have meetings which involve everyone in the company: nephrologists, dietitians, psychologists, my dialysis therapists, doctors and even the management,” Vijayakumar tells us when speaking of their care system (personal communication, January 6, 2011). NephroLife’s methods are highly personalized, making the patients feel that they are cared about as individuals with individual problems and an individualized care program. With this support and care, patients can live not hindered by renal failure but instead supported enough to overcome it as they thrive as human beings.

NephroLife’s journey has hardly been simple. From idea to inception, from inception to building the first nephrology center in India to offer world-class service, and even now as NephroLife begins to look at scaling across the country, it has encountered significant growth issues throughout its existence.

Inception

Shriram and his management team had to handle a variety of challenges before they could even think of opening the doors of the fully operational nephrology center they had envisioned. The first challenge came in finding the funds for his emerging social venture. Bootstrapping was an integral part of the strategy as Shriram received funding from family, friends, and neighbors, but a majority of his capital came directly from an angel fund, ROI Capital Advisors. The selection process through which Shriram chose his investor was long and tedious. He wanted to ensure that the investor backing him shared his own far-ranging vision, international experience, and sense of integrity.

After a long process of reviewing as many as a dozen potential investors and communicating with a select handful of those, Shriram narrowed his search to three viable candidates and finally chose to partner with ROI Capital Advisors, headed by Dev Kumar Roy. Roy was appointed to the position of chairman within NephroLife’s board. Since that time, NephroLife has enjoyed a prosperous and communicative relationship with Roy and ROI Capital because of Shriram’s careful selection of trustworthy investors.

Before Shriram could open NephroLife’s doors, he needed to find actual doors to open. Site location was a major piece of starting the business because a variety of site-related factors could influence company success. Due diligence across many cities, patient populations, and other environmental factors led Shriram toward an analysis of the approximate amount of business that his new company could expect out of Bangalore’s community and allowed him to build his business model to account for these conditions. He was aware that Bangalore was also an urban environment with a sizable enough population suffering from kidney failure that could afford NephroLife’s kidney dialysis treatment plans. Furthermore, an in-depth competitive analysis assured Shriram that there was a substantial number of patients who would be willing to switch from the old hospital to NephroLife because of dissatisfaction with their current nephrology treatments. The study indicated that the customer base would only increase organically as NephroLife’s reputation grew as well. The new stand-alone model presented by NephroLife, in which all aspects of care were addressed in one business, would also attract a number of nephrology patients tired of having to involve themselves with so many steps for care. By the time that Shriram chose to open his business, he was confident that a center like NephroLife would flourish in the Bangalorean community.

After deciding on a city, Shriram had to analyze which areas of Bangalore could provide the infrastructural support necessary for a health clinic. This in itself was a challenge because, although no location would have been perfect, it was important to find a site and install the necessary backups. In India, businesses and their buildings are unable to depend on the government for even basic utilities such as water and electricity. Shriram and his team had to account for this lack of infrastructure by investing in tube wells and generators. He also wanted to choose a building with a partner hospital nearby because such a hospital would be able to supply the backup care necessary should any unforeseen complications arise with his patients. This resource has been invaluable, as ambulance response in India is slow and generally unreliable. The building that Shriram finally invested in also had to be accessible to both employees and customers. With all of these considerations in mind, Shriram and his team settled on a building in Shantinagar, Bangalore.

The next pre-inception issue is one that will serve as a recurring theme throughout the growth of NephroLife: environmental issues that relate to working in India. Before opening, NephroLife’s management had to secure the appropriate building code forms necessary to set up a medical center in Shantinagar. This process was, as Shriram described it, “frustrating, difficult, and slow” because the state’s bureaucracy is highly inattentive and slow in processing paperwork. Obtaining the company’s trade licensing and permission to build from the Pollution Control Board took months.

Establishment

NephroLife opened its doors in February 2010. From the start, Shriram knew that hiring an effective staff would be the key to NephroLife’s success. The recruitment of doctors provided its own challenges because not only did NephroLife want people with good educational backgrounds, it was also looking for individuals with nephrology experience and a passion for the organization’s goals. This selection process entailed much more than simply finding, observing, and interviewing potential candidates. Shriram often found himself working against a social paradigm that is common within India: many potential employees did not believe that NephroLife—or any start-up business for that matter—could provide a suitable lifestyle for them. A few potential doctor candidates were hesitant to sign on with the emerging social enterprise for fear that, if NephroLife failed within a year of its opening, their salary would not be guaranteed and their professional reputation would be marred by their involvement with a failed business. In time, however, Shriram gathered a solid team of technicians. A few days before the company’s launch, a key doctor attempted to renegotiate the terms of his contract. Instead of agreeing to the doctor’s renegotiation, however, NephroLife silently terminated the doctor’s contract and pushed the date of opening back. By doing this, Shriram and his associate, Dev Roy, were communicating to the staff and future customer base that NephroLife was to be a brand built around an excellent team and quality service instead of around a particular technician. At NephroLife, no individual is bigger than the team. The unity shown by the board in its decision making was indicative of a bright future for NephroLife’s management.

Once the company had begun operations, NephroLife became a target for legal complaints. Although NephroLife was built in a commercial zone, neighbors were unhappy with the idea of having a hospital nearby and filed bogus complaints against the hospital. When the Indian government receives a complaint, it will invariably investigate, regardless of the complainer’s legitimacy. When neighbors reported NephroLife to authorities, ensuing investigations proved a major hassle for the growing company. Even after the charges were cleared, the proceedings remained costly in terms of time and money.

Despite these issues, NephroLife had a steady flow of business, with more than 70 patients and more than enough inertia to sustain itself just 10 months after its launch. Its head nephrologist, Dr. Rani, soon became a well-known and respected name within Bangalore’s medical community. In hiring a high-quality yet previously lesser-known staff, NephroLife strengthened the name of the brand, allowing it greater recognition as a company. The brand was not about one single doctor but instead about the center and team of doctors. Doctors and the company have managed to build off of each other as Dr. Rani and NephroLife are about both established as highly respected brands within the field of nephrology. Dr. Rani and NephroLife share the glory of NephroLife’s success equally, setting a standard for the relationship with a team member and the management.

NephroLife has infrequently lost employees to competing businesses. In total, it has lost only approximately 20 percent of its team, primarily to companies abroad located in places such as Qatar, Kuwait, and Dubai, because these companies could typically guarantee much higher pay raises than similar companies in India. Although this kind of desertion is not commonplace, it is still an issue born of cultural context, which can severely affect the staff quality at NephroLife. Because India’s economy has expanded 8 to 9 percent in recent years, there has been a change in the average citizen’s attitude toward his or her work and compensation. There is a high level of optimism as people feel that they are finally able to achieve individual financial advancement. Accompanying this is an unrealistically high expectation for companies to provide higher and higher wages. On average, employees tend to expect a 15 to 20 percent increase in pay when entering a new job. Thus, to justify staying at one company, many employees expect a 20 percent salary increase from year to year. NephroLife, as a company, simply cannot afford to give all of its employees such sizable pay increases each year and therefore faces potentially losing employees to companies that can pay more. In the face of this challenge, NephroLife has adopted a unique tactic to ensure employee retention. Instead of guaranteeing higher wages, Shriram has done his best to guarantee a gratifying workplace.

NephroLife seeks out and attracts a special kind of employee. Shriram says, “We tell everyone that we hire about the vision of the company, why we are doing what we are doing, how we are patient-centric and how we are doing something good for society and patients. We try to attract people that are not merely interested in earning the most but in doing the best and in being the best. Our core values of the firm are excellence, compassion, integrity, teamwork—we try to ensure everyone believes in these” (personal communication, January 6, 2011). This attitude among a group of employees creates a positive culture in which they are personally invested in the excellence of their work. A common purpose among the staff has proved to be an organizational strength, cementing employee bonds to the company. Shriram has also gone to great lengths to establish a community within the company that is akin to a family rather than a business. There is a mixer day almost every month; staff birthdays are celebrated, as are major holidays; and the entire staff is occasionally invited to amusement park outings. By creating this “family effect” within NephroLife, the company has built an attractive work environment for its employees.

Meanwhile, NephroLife also provides employees a measure of opportunity for professional advancement that is almost unheard of within other institutions. The company is a nephrology researcher’s treasure trove, with dialysis data captured every 30 minutes in real-time during dialysis for tens of thousands of dialysis patients annually. All of this data is consolidated in NephroLife’s hospital information system, making it a valuable informational resource for any nephrologist wishing to conduct research as they treat patients. Doctors can publish scholarly research while remaining a key part of the medical team.

NephroLife also provides doctors with an opportunity for popular recognition. Doctors have been invited to appear on television programs and at international medical conferences, written papers and articles, gained patient-based fame, and worked with foreign universities such as New York University. NephroLife can offer its doctors strong benefits in professional advancement, making it an attractive employer.

Expansion

Today, after 11 months of operation, NephroLife has achieved break-even financial status and proved to be a successful provider of high-quality nephrology treatment within the Bangalore community. Now that the charter center has proven a successful venture, NephroLife is looking to expand across India into as many as 15 locations within the next two and a half years of operation. These new locations will serve as many as 1,200 new patients from a multitude of regional backgrounds. The successful opening of 15 new business locations will require a considerable amount of maneuvering.

One of the first issues that NephroLife must deal with before it begins to expand is funding. Shriram will have to make a call as to how much scaling NephroLife will do while still maintaining its high-quality service. There are a plethora of investors lining up to invest in NephroLife, but most are looking to invest a significantly larger amount than Shriram is looking for. Getting too much money can be just as problematic as not having enough. Investors are looking for a target return on investment and would expect Shriram to put all the capital to work. The kind of large-scale expansion that would be expected with a huge capital investment would make it exceedingly difficult for Shriram to ensure the quality found at the initial Bangalore center. Shriram has shied away from such large-scale expansion under the pressure of potential investors, claiming that the “small smart money” from companies that share his vision is far more valuable than the “big dumb money” that requires him to open centers that do not implement the change in medical care that he initially set out to achieve through NephroLife. “I would rather do that well with 14 centers running at 80 percent than have 42 centers running at 25 percent,” he tells us (personal communication, January 6, 2011). Vijayakumar has fewer issues with actually finding investors than he does with making investors understand and appreciate the operational challenges of operating a truly excellent nephrology center.

An operational concern with scaling of this magnitude is in the quality control of services. Shriram, as CEO at the current center, is a major source of the company’s quality control. Of course, he will not physically be able to be at every NephroLife center in India and oversee each center’s operations. Quality assurance could potentially be compromised as the business spreads to different locations simply because all centers cannot be monitored and made to provide the best quality service at all times. NephroLife will take several steps to ensure that this problem is minimized if not eliminated.

From the outset, Shriram has set up NephroLife as a process-driven organization. Two hundred detailed and intricate protocols, designed to handle almost any situation that a doctor or technician might encounter, have been written and produced for training. The processes and goals of the company are what will ideally guide the care provided by employees, instead of the variable ideas of the employees themselves. Another program that NephroLife will conduct to ensure care quality is a three-month on-the-job training program required for all incoming staff members. During this program, doctors and technicians will travel to Bangalore to see the founding center, attend three hours of training lectures each week, and shadow existing staff members to observe the environment and get a hands-on grasp of what kind of business NephroLife is before they begin working at their local center.

The use of the Internet and Internet technology will also play a vital role in quality assurance across the 15 future centers. Software tools, such as Zoho and Skype, can facilitate the effective communication of protocols, time sheets, inventories, daily reports, bills, and more, which can be observed from any computer screen. Training will be one of the biggest components to drive the success of Shriram’s growth plans.

Finally, Shriram will have to put careful consideration into those employees who he hires for leadership roles within each center. People such as the head nephrologist, the dialysis director, the marketing agent, and the administrative director will be the emissaries of Shriram’s initial vision for NephroLife and are thus the people who will ensure that the team members located at each center are providing the quality care that is at the core of NephroLife’s mission.

NephroLife will also need to take a number of cultural factors into account as it expands into cities beyond Bangalore. India is a highly heterogeneous country, with 15 languages spoken and dozens of subcultures living within its borders. Each region is very much its own community with its own lingual dialect, set of government dynamics, medical community, and ways of getting things done. To make each center as effective as possible, Shriram needs to adjust his centers to recognize these differences and accommodate the needs of the community.

Language differences present a significant difficulty. Across the 15 new NephroLife centers, patients and employees may speak 15 languages, yet all of the same information must be communicated back to Shriram and his associates. This requires translational services, so that information from the centers can be consolidated and sent back to the head of the company. These services are also needed as information is communicated in the opposite direction; protocols, announcements, and other information from the headquarters in Bangalore must be transmitted across language barriers to team members at the community levels of the organization. These team members will not always be particularly well versed in English, nor would the older demographic of their patients. On the patient level, doctors must be able to provide psychological counseling, nutritional guidance, explanations of test results, and much more while receiving adequate medical information from the patients. This information also needs to cross language barriers if NephroLife’s staff is to provide so many people with their signature quality care. Shriram must be sure that each staff member is equipped to deliver and understand information in several languages.

NephroLife has made a concerted effort to hire multilingual employees onto the core team who can train employees from a multitude of lingual backgrounds. One doctor at NephroLife can speak Bengali, Canada, Tamil, Telugu, Urdu, Hindi, English, and even some Malayalam, and most employees are proficient in at least three languages. All of the company’s protocols have been translated into English, which is broadly spoken in most Tier Two cities across the country, and NephroLife plans to translate them into local languages as the need arises. (Within a country, Tier Two cities rank below Tier One cities in terms of level of development. They are less populated and affluent than those cities ranked Tier One.)

Another major facet of culture that NephroLife must account for is in the governmental and employee culture of the areas of the target regions. Regional employee culture can have a major effect on group dynamics and interactions within a company. Some cities such as Kerala and West Bengal will have much higher rates of unionization than others, meaning that workers might have different labor expectations. In similar areas, there are also higher rates of employee corruption and theft, which is something new employees might well carry with them into their jobs at NephroLife. Each center must understand the culture of its employees to ensure that the clinic can run without major incidents and scandals among the staff.

Government dynamics shift in every city, making the ease in applying and gaining the appropriate permits and licenses easier in some places but much more difficult in others. In Tamil Nadu, for example, it is far simpler to apply for a building occupancy certificate than it is in Bangalore. Using this information, Shriram must judge how much manpower and effort he should expect to invest in the start-up of each center. This kind of information will be invaluable as the new centers begin to open.

Shriram learns more about these new areas and their business communities in two ways. First, he makes a concerted effort to establish valuable contacts that have a true sense of what the medical community is like in each region and what community-based challenges NephroLife might face. By contacting nephrologists and other officers from nearby hospitals, NephroLife can get a real sense of what it needs to do to be effective in this new environment. In Hosur, for example, Dr. Rajesh, a well-known physician from the area, went so far as to help Shriram identify a suitable opening location and talk to the landlord on behalf of NephroLife.

On top of this heavy networking, Shriram is set on having firsthand experience of every city by personally traveling to each location. As he tells us, “The idea of ‘feet on the street’ is actually very important. If I am going to enter a big city that is an unknown, I need to spend a week there, meeting the people of the city, understanding where they are coming from, what they want, and ultimately whether or not we are going to be successful there.” As NephroLife moves farther into the scaling process, Shriram will have to repeat many of the steps involved with opening the charter center 15 times over. He will have to find buildings, file for permits, hire his staff, and account for infrastructural inconsistencies all in a new cultural context. By acquiring this information, NephroLife gains a powerful edge in creating centers that will thrive in their particular cultural and environmental settings.

NephroLife has been a social venture faced with a number of challenges associated with its growth yet has used highly effective and innovative methods to overcome these challenges. From this case study, we can learn valuable lessons to apply to our own understanding of growth issues in social entrepreneurship.

NephroLife’s story, from inception to expansion, indicates just a few of the growth issues common to social enterprises in developing countries. In each stage of growth, a venture will encounter various growth issues relating to the environment that it has both grown inside of and created. Any analysis and the generalizations that come from that analysis will not explain all of the specific growth issues that all social ventures will encounter.

Conclusion

At this point, we hope the reader has gained a strong and realistic perspective on those issues confronting social entrepreneurs in developing economies. Shriram Vijayakumar’s story is just one of thousands, but we can take away a few major lessons from his experiences.

First, company financing must be reliable. As Shriram demonstrated in his careful selection of funding sources, this can only be achieved through research and discussion with potential capital investors. Next, finding a suitable location with the proper infrastructural support is obviously necessary, as a business simply needs certain physical and economic resources to function. Looking back at NephroLife’s experiences, proper roads, electricity, water, and potential emergency care were necessary to support the business’s functions. At the same time, the social entrepreneur cannot become hung up on trying to find a perfect location. Infrastructural shortcomings can be compensated for, as NephroLife showed us with its backup electricity generators and partnership with a nearby hospital to provide emergency response.

During the hiring stage, Shriram, Dev Roy, and NephroLife’s board members were committed to attracting and hiring employees invested in the social venture’s long-range goals to build a positive and committed company culture and reduce the chances of attrition as the company grows. They also offered their team members opportunities for professional and personal advancement outside the realm of salary increases. This, of course, is a precedent that could prove useful for any social business; an educated, strong, dedicated, and personally invested workforce is going to produce the best possible product or service. When a company is just starting out, it will more than likely be faced with more established competitive businesses; however, by staying customer focused, it can build a brand loyalty and customer base that is substantial enough to do far more than simply support the company. This has most certainly been the case with NephroLife, which, since its opening in 2009, has become well known and highly respected among both the medical community and the local population it serves.

When a social venture goes to scale, its business communication between sites can be potentially difficult in developing countries, given overcrowded roadways, faulty telephone communications, and unreliable electricity supplies. Again, however, NephroLife showed us another way to overcome this challenge. By using online resources that back up information and can be accessed remotely from any of the business’s locations, it becomes much easier for franchises to keep in contact with the company’s administration.

Local environments also pose highly individual challenges to each new location, and it is only through careful research about each of these new environments that a company can hope to adapt to the new social environments it is trying to change. As we observed, Shriram Vijayakumar was careful to investigate the influential characteristics of the social and medical communities in each area where he was looking to open a new center.

Ultimately, NephroLife provides a helpful case study regarding what challenges face growing social ventures in an international setting. Naturally, social entrepreneurs can, and most likely will, encounter issues and challenges during their company’s lifetime beyond those discussed here. This is, after all, one discussion and one case study. However, by gleaning the lessons afforded in this chapter, a potential entrepreneur is better prepared to deal with the common problems associated with business growth.
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It’s easier to say what the new new thing is not than to say what it is. It is not necessarily a new invention. It is not even necessarily a new idea—most everything has been considered by someone, at some point. The new new thing is a notion that is poised to be taken seriously in the marketplace. It’s the idea that is a tiny push away from general acceptance and, when it gets that push, will change the world. Michael Lewis1



For several years, the primary social innovation that has preoccupied the attention of many stakeholders in the field of social entrepreneurship has been microcredit. Criticisms of effectiveness and implementation notwithstanding, the innovation has resulted in access for tens of millions of borrowers to tens of billions of dollars of credit by the poor in developing countries, replication by more than a thousand organizations including several that have achieved significant scale, and a Nobel Peace Prize for one of its pioneers. The adoption of the idea has evolved from an experiment to alleviate poverty to a commercial opportunity for more traditional banks. Few social innovations can claim as much credit for adding to the legitimacy of the field of social entrepreneurship. But what’s next? What is the new new thing in social innovation?

A social innovation can be defined as “a novel solution to a social problem that is more effective, efficient, sustainable or just than existing solutions and for which the value created accrues primarily to society as a whole rather than to private individuals.”2 Predicting the future is fraught with difficulty, but an emerging model, the microconsignment model (MCM), offers encouraging prospects as a social innovation that may someday rival the scale and scope of microfinance while also addressing some of its shortcomings. The MCM is a sustainable, replicable means of delivering health-related and economically beneficial goods and services to underserved communities in developing countries while providing economic opportunities to their citizens. It develops a distribution channel and infrastructure for essential products and services that can be expanded and replicated. It uses entrepreneurship to empower prospective microentrepreneurs to help their fellow citizens and to help themselves, thereby creating social value on two levels—for the “bottom of the pyramid” (BOP)3 consumer and for the microentrepreneur.

First, social value is created through increased access to basic products and services to BOP consumers in remote villages who may not otherwise have access to “basic” products that fulfill high-priority needs ranging from lightbulbs to eyeglasses to solar lamps to wood-burning stoves. In developing countries, the access to “basic” products and services is complicated by inefficient and ineffective distribution channels, particularly to geographically dispersed populations.4 The MCM seeks to overcome these challenges by having microentrepreneurs bring a range of basic products and services to remote geographic regions, thereby serving as a “last mile” solution to distant markets. In this way, the MCM serves as an initial step in the development of a more effective distribution channel, especially in areas of low population densities and inefficient transportation, similar to the pack peddlers of the 1800s.5 In addition, the MCM offers a potential opportunity for multinational corporations to gain management experience and market research in BOP markets.6

Second, social value is created through the self-employment opportunities for villagers who market, sell, and distribute products to villagers in the developing world. Whereas other models in the developing world—such as microcredit and microfranchise—encourage self employment, the value of these models is often constrained to people who have an existing idea (microcredit), who have existing financial capital (microfranchise), or who have a relatively higher risk propensity (microcredit and microfranchise). As a result, many people in the developing world are excluded from effectively participating in self-employment activities. By comparison, the MCM offers a more inclusive opportunity for potential microentrepreneurs who may not have identified a business opportunity, raised the necessary financial capital, or desired to risk their families’ limited means. Instead, the MCM allows microentrepreneurs to pursue an opportunity using previously vetted products, learning necessary business skills, and eliminating the need for initial capital outlays. In this way, microentrepreneurs are able to leverage a proven model for self-employment without incurring significant personal financial risk. In addition, the MCM may serve as an important training ground for microentrepreneurs who leverage their entrepreneurial skills developed through the MCM and apply these skills to identify, evaluate, and exploit other entrepreneurial opportunities such as those facilitated by microfranchise or microcredit, thereby creating a potential opportunity for the evolution of self-employment in developing countries.

Although other social innovations provide microentrepreneurial opportunities, the MCM offers important differences compared with other models. First, the MCM lowers the barriers to microentrepreneurship by allowing microentrepreneurs to invest time rather than money into the development of their enterprise and by providing a proven model, training, and services. Second, the MCM reduces the potential negative outcomes of microentrepreneurship, particularly those associated with the failure of a new or existing venture, by eliminating the need for start-up capital, reducing commoditization, and avoiding systemic failure. In addition, the MCM offers not only significant opportunities for scaling of social value of the microconsignment model itself but also for integrating with other established (such as microfinance) and developing models (such as microfranchising) of social innovation. It just may be the new new thing—that with a tiny push—may change the world.

What Is the Microconsignment Model?

Rather than focusing on a specific product or service, microconsignment is a social innovation model that—like a business model—identifies how all of the elements of a system fit into a working whole.7 The MCM borrows from the tradition of consignment in the retailing industry, which has been described in this way:


Under a (consignment) arrangement, ownership of the goods is retained by the supplier. Price is usually determined by the resource supplier. For each item sold, the retailer will deduct an agreed percentage from the selling price and remit the balance to the supplier. No money changes hands until the item is sold.8



However, unlike a business model, the MCM is focused primarily on a social, rather than economic, value creation for BOP consumers and microentrepreneurs in the developing world. In this way, it repositions and leverages consignment as a social entrepreneurial development tool based to achieve its desired social impact of access to BOP consumers and self-employment for microentrepreneurs.

Underlying most social innovations is a theory of change about how the social entrepreneurial solution will deliver its intended impact.9 For the MCM, the theory of change is based on three basic premises. First, products and services that improve nutrition, economic, and health considerations can be identified, vetted, modified, and sold by local entrepreneurs in a push strategy that bridges “the last mile” of the BOP. In this way, the MCM is improving access of beneficial products and services for BOP consumers and providing a self-employment opportunity for microentrepreneurs that does not rely solely on the entrepreneurial skills of the microentrepreneurs. Second, each stakeholder should bear the level and the kind of risk commensurate with his or her respective competencies, limitations, and financial capacity. As such, the MCM allows the microentrepreneurs to risk their time rather than their limited financial resources as microentrepreneurs. Third, social impact should be measured in sales to BOP consumers not sales to microentrepreneurs. As a result, the success of the microentrepreneur and the success of the consignment organization are interlocked, with both parties sitting on the same side of the table.

Consistent with many social innovations, the theory of change of the MCM alters the roles and responsibilities of the key participants in the supply chain, especially the microentrepreneur and the consignment organization. First, the consignment organization, rather than the microentrepreneur, is responsible for identifying and evaluating the potential viability of goods and services most needed by rural communities to improve the physical health and economic welfare of its members. Although this process occurs in consultation with microentrepreneurs and end-use villagers, the responsibility of opportunity evaluation resides firmly with the consignment organization that possesses both the financial wherewithal and skill sets necessary to conduct a thorough feasibility analysis, which includes economic, social, and logistical considerations. As a result, the feasibility analysis is often time-consuming and employs screening criteria based on the following characteristics: portability of the goods, operability with a minimum amount of training, and affordability. The process is also aided by the tacit knowledge gained through prior experience of evaluating many products and services. As a result of this analysis, the consignment organization is able to provide highly vetted goods and services, as well as pricing information, to the microentrepreneur, which balances organizational, microentrepreneur, and end-use consumer considerations. In this way, the consignment organization acts as an intermediary to work with the microentrepreneur to evaluate and respond to market opportunities. At the same time, the microentrepreneur provides value to the consignment organization as the “eyes and ears” on the ground implementing products on the distant markets.

Second, the financial risk of starting a microenterprise is shifted from the microentrepreneur to the consignment organization. Rather than the microentrepreneur taking a loan to invest in a product or service, the consignment organization is responsible for bearing the financial risk associated with the start-up of microenterprises, similar to a consignment clothing store. Instead of investing financial capital, the microentrepreneur invests time and energy (or sweat capital) to build and develop a business by selling proven products and services to remote villagers. Upon the sale of products and services, the microentrepreneur receives a commission for the sale, which is earned without the microentrepreneur ever having to take ownership of the product or service. In this way, the financial risk of start-up capital and inventory is shifted from those who can least afford to bear the risk—the microentrepreneur—to those who can more readily afford to do so—the consignment organization.

Building on the consignment foundation, the MCM creates social value by providing access to basic products and services to villagers in remote regions of developing countries and by providing self-employment opportunities to microentrepreneurs while reducing their financial risk of participation in self-employment.

The Problem and Promise of Access

One of the major challenges facing the tiny, isolated rural communities targeted by the MCM is not only poverty and unemployment but also easily preventable health problems such as gastrointestinal and pulmonary diseases, vision problems, and malnutrition. Whereas urban populations are more likely to have access to the goods and services necessary for basic health care, clean water, and sanitation systems, the residents of satellite villages in remote geographic areas cannot obtain the items they need to ensure minimal welfare.

The fundamental problem is not that appropriate, reasonably priced health care–related goods and services do not exist, but rather that many rural communities lack the access to these goods and services. This lack of access not only affects villagers’ health but also has negative implications on the family economics in rural communities. For instance, because most poor rural families in Guatemala cook with indoor bonfires, villagers develop pulmonary diseases, children often suffer burns, and families spend a great deal of time and money collecting or purchasing firewood, thereby limiting their economic productivity. Various models of efficient, portable wood-burning stoves have been invented, but many of these satellite communities do not have access to them.

A lack of access to important health-related goods and services is largely due to the absence of distribution infrastructure in remote rural villages. Many villages are both far-flung and tiny, thus complicating the efforts of distributors to realize economies of scale in their services to these areas. Often the only roads leading to these communities are unpaved or in great disrepair. Moreover, many villagers speak a variety of indigenous dialects, which makes it more difficult for distributors to deliver goods and services on a large-scale.

To address the challenges of access, the MCM identifies, selects, and trains local microentrepreneurs to act as the primary distribution channel to deliver health and economic welfare products and services to remote villagers. The use of the local (often women) microentrepreneurs offers several important mechanisms through which access to products and services is improved. First, the use of local microentrepreneurs establishes a network of people in geographically dispersed regions to distribute previously vetted products and services. This network of microentrepreneurs is supported by the ongoing training of the consignment organization through its managers, provides extensive geographic reach into isolated villages, and offers the transfer of important local knowledge about the utility of products and services back to the consignment organization.

Second, the microentrepreneurs are generally residents in the local or nearby region. As a result, the microentrepreneurs are able to communicate effectively with the local villagers because they literally speak the same language. Often, the ability to speak the local language reduces the suspicion and increases the trust between the microentrepreneurs and the end-use villagers. This higher level of trust allows the villagers to simply evaluate the products or services that are offered rather than be preoccupied with the ulterior motives of an outsider. As a tangential benefit, the relative success of some local microentrepreneurs often generates interest from other villagers in becoming microentrepreneurs themselves.

Finally, the use of microentrepreneurs improves access to remote villagers by aligning their collective interests. Rural populations tend to struggle with severe underemployment because the countryside often fails to generate new jobs. Similarly, rural populations also suffer from limited access to products and services because the demand from an individual village is relatively small. The MCM offers a mutually rewarding solution. The pursuit of self-employment as a microentrepreneur has limited opportunity costs because there are simply few other options for employment or self-employment. Intentionally, the success of the microentrepreneur is directly tied to providing greater access of products and services to a growing number of remote villagers. Therefore, as the microentrepreneur expands either the distribution of additional products and services to one village or the distribution of current products to more villages, both the microentrepreneur and the villagers benefit simultaneously through increased access to advantageous products and services.

The Provision of Microentrepreneurship Opportunities: Comparing Social Innovation Approaches

Beyond the creation of increased access to products and services for remote villagers, the MCM also provides important opportunities for poverty alleviation of villagers through self-employment or microentrepreneurship. The self-employment of people in the developing world lies at the heart of both established (microcredit) and developing (microfranchise) social innovation approaches because self-employment provides an opportunity for people to pull themselves out of poverty through the creation of a microenterprise. For example, one of the primary goals of microcredit was to provide impoverished people with access to financial capital to launch or develop their own business.

Although microentrepreneurship is intuitively appealing as a development tool, not all forms of entrepreneurship in the developing world are considered equally effective for poverty alleviation. An important distinction has been made between necessity entrepreneurship, defined as becoming an entrepreneur because of a lack of other options, and opportunity entrepreneurship, defined as an active choice of becoming an entrepreneur to start a new business based on the perception that an unexploited or underexploited opportunity exists. In general, opportunity entrepreneurship is considered more effective at alleviating poverty than necessity entrepreneurship.10 The logic for the differential effect on poverty alleviation follows: “Lacking both employment opportunities and ideas for new businesses, necessity entrepreneurs often wind up copying other businesses. In so doing, they inadvertently create competition for other low-skilled business owners, reducing profits for everyone.”11 Now, we turn our attention to the different social innovations of microcredit, microfranchise, and microconsignment.

Microcredit

For many years, microcredit has been viewed as one of the primary means through which entrepreneurs in the developing world could alleviate poverty through self-employment. Although much has been written both in support and in critique of the effectiveness of microcredit, the primary mechanism through which microentrepreneurs can alleviate poverty is by participating in opportunity entrepreneurship in which a profitable opportunity is exploited. In these cases, microcredit has served as an effective means of growth capital to expand and develop a promising opportunity. However, in many cases, people in the developing world lack the education, business experience, and necessary skills to identify, develop, and exploit such an opportunity.12 Therefore, although microcredit may be an effective means of poverty alleviation for some microentrepreneurs, it is likely limited to those with prior skills, experience, or business, thereby limiting the potential scaling of social impact of the social innovation.

In the case of microcredit, one of three possible paths is taken but only one is likely to lead to poverty alleviation. First, a microentrepreneur may use microcredit, in the manner previously described, to further develop and grow an emerging enterprise whose growth has been constrained by a lack of financial capital. This approach may lead to poverty alleviation as predicted by advocates of microcredit. Second, a microentrepreneur, lacking the necessary skills or experience, may simply imitate another nearby business. Such an approach makes practical sense but may also have unintended consequences. Often, the imitation approach reduces the likelihood of complete enterprise failure, but it does increase the supply of similar goods (or services) into the local market and therefore reduces margins of all enterprises by creating competition for commodity-like goods. This type of margin reduction is often seen in markets for local handicrafts or garments in the developing world and generally does not lead to poverty alleviation. Finally, a microentrepreneur, lacking the necessary skills and experience, may launch an unproven venture. Although the possibility of financial success exists, the likelihood is quite small given the inexperience of the microentrepreneur. As a result, the venture may fail, and yet the microloan will still need to be repaid, thereby exacerbating the potential risk of a new venture. These latter two outcomes have led to the development of additional models of microentrepreneurship in BOP including microfranchise and microconsignment, to which we now turn our attention.

Microfranchise

More recently, the microfranchise approach, with roots in traditional franchising, has focused on creating self-employment opportunities for the world’s poor to build their own businesses.13 Similar to franchising in the developing world, microfranchising offers an opportunity to leverage a successful business by replicating it in another location. Microfranchises reduce the costs and risks of new business development by providing a previously developed business model, ongoing training, and centralized services such as procurement or marketing. In addition, microfranchising also reduces some risks of commoditization through the creation of exclusive territories. Examples of the microfranchise approach range from Fan Milk (delivering dairy products in Ghana) to Drishtee (selling medicines and insurance in India).

In some ways, the microfranchise approach increases the number of potential microentrepreneurs by eliminating the need of the entrepreneur to identify a promising new opportunity and instead provides a proven business model ready for implementation. As such, additional microentrepreneurs are able to participate in a lower-risk form of opportunity entrepreneurship. In other ways, the microfranchise opportunity is still limited to those people with either the financial capital (or risk propensity) to invest limited (or borrowed) resources in a new venture. Therefore, the number of microentrepreneurs is still limited, suggesting that a new approach to social innovation is needed.

Microconsignment

Although the MCM shares some commonalities with microcredit and microfranchise, there are also important differences that distinguish the MCM from other social innovation approaches (see Table 6.1). These differences focus on two critical issues: lowering the barriers to microentrepreneurship and reducing negative outcomes of microentrepreneurship.

Lowering the Barriers to Microentrepreneurship

If the provision of microentrepreneurship opportunities is a mechanism to alleviate poverty, then one of the most important issues to consider is how to maximize the number of successful microentrepreneurs. One way to increase the number of microentrepreneurs is to lower the real or perceived barriers that keep people in developing countries from pursuing self-employment. In the case of the MCM, four issues are embedded in the model to lower the barriers to microentrepreneurship: the ability to “test drive,” a proven business model, ongoing business training and assistance, and provision of centralized services.

Table 6.1 Comparison of Different Approaches to Social Innovation
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	Proposes tool for poverty alleviation
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	Lowering barriers to microentrepreneurship

	 

	 

	 




	Presents ability to “test drive”
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	Offers ongoing business training/assistance
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	Provides centralized services
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	Reducing negative outcomes

	 

	 

	 




	Eliminates need for start-up capital
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	Reduces commoditization of offerings
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	Avoids systemic financial failure by some
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The Ability to “Test Drive”

One of the distinguishing features of the MCM is the opportunity for prospective microentrepreneurs to step slowly into the role of being a microentrepreneur and to exit at any time. After individuals learn about the opportunity to become a microentrepreneur, they will be given several chances (during training, following an initial sales campaign, after being a microentrepreneur for any period of time) to opt out should they determine it is not appropriate for them. Although this opt-out feature may create some additional costs for the consignment organization, it also allows a greater number of people to be exposed to the possibility of becoming a microentrepreneur and provides a mechanism for microentrepreneurs to leave the system should they not be motivated to be a microentrepreneur. If a microentrepreneur chooses to exit the system, his or her only responsibility is to return any unsold inventory back to the consignment organization. Such a low cost of exit is not present in either microcredit (where the loan payments are still required) or microfranchise (where a financial investment has already been made). In this way, microentrepreneurs can pursue a real options approach in which they have the opportunity but not the obligation to continue in the role as a microentrepreneur.

A Proven Business Model

A second feature of the MCM that lowers the barriers to microentrepreneurship is a proven business model. In most cases, microentrepreneurs pursue self-employment by necessity not by choice. As a result, the microentrepreneur often lacks the skills necessary to identify and evaluate a successful enterprise opportunity much less build one from scratch. In the case of microcredit, it is often assumed that microentrepreneurs will be able to successfully navigate opportunity identification and evaluation. Yet as failure rates of traditional businesses in developed countries suggest, this is an unlikely scenario. Whereas microcredit tends to cater to business owners looking to expand their operations, the MCM gives individuals with no prior business experience the opportunity to develop entrepreneurial skills. The MCM, similar to a microfranchise, offers the opportunity for a microentrepreneur simply to step into a proven system in which products and services have already been thoroughly vetted. In most cases, there are already successful microentrepreneurs within the system to which the prospective microentrepreneur can turn to better understand the opportunity and the tools for success. The proven business model allows the microentrepreneur simply to focus on the sales and marketing efforts of proven products rather than the identification and evaluation of uncertain or unproven products and services, thereby lowering the barriers to entry for the microentrepreneur.

Ongoing Business Training and Assistance

Similar to a proven business model, the delivery of ongoing training and assistance is an important way to lower the barriers to microentrepreneurship. Recognizing that many microentrepreneurs have little training, education, or role models in business, the consignment organization builds ongoing business training and assistance into the program. Although some microcredit organizations provide initial training, the provision of ongoing business training and assistance is often beyond the scope of the services offered, especially by institution-centered microcredit organizations.14 In the MCM, the provision of ongoing business training and assistance is part and parcel of the system in part because of the need to replenish inventory. For example, at the end of each month, microentrepreneurs meet with a regional coordinator to discuss the work, talk about newly identified opportunities, learn best practices, account for sales, and restock their inventory. In this way, the ongoing business training and assistance is coupled with the organizational practice of restocking inventory to ensure continued professional development of the microentrepreneurs.

Provision of Centralized Services

Another mechanism that reduces the barriers to microentrepreneurship for the poor in developing countries is the provision of centralized services. The consignment organization provides a range of services such as procurement and marketing. The provision of these services is beneficial to the microentrepreneur because it provides goods and services at a lower cost than if the individual microentrepreneur had to purchase the services and because it eliminates the need for the microentrepreneur to deal with all of the issues and organizations that are involved in the provision of such services. As such, the microentrepreneur has access to these high-quality services without having to dedicate the time and effort to developing them. In addition, the consignment organization is able to share best practices from anywhere in the network of microentrepreneurs to all microentrepreneurs.

Reducing Negative Outcomes

The Latin phrase prinum non nocere is a familiar one to all medical students. The phrase, generally attributed to Hippocrates, is translated as “first, do no harm” and is a fundamental ethical precept when contemplating medical interventions. In the same way, the principle of doing no harm is an important principle for the foundation of an MCM. A lack of negative outcomes is also important to an increased likelihood of people wanting to pursue microentrepreneurship. In the MCM, the potential for negative outcomes is reduced through at least three mechanisms: no start-up capital, the reduction of product or service commoditization, and the avoidance of systemic failure of microentrepreneurs.

No Start-up Capital

One of the primary benefits of the MCM from the perspective of the microentrepreneur is that no start-up capital is required. The lack of start-up capital allows more prospective microentrepreneurs to test the waters without any fear of financial repercussions. This is an important distinguishing feature of microentrepreneurship in the MCM, because both microcredit and microfranchise require upfront financial obligations by the microentrepreneur. For example, in the case of microcredit, the microentrepreneur assumes a financial debt for the amount of money borrowed from the microfinance institution. Therefore, if the microentrepreneur’s entrepreneurial venture is not successful, the microentrepreneur will be responsible for repaying both the loan and the interest on the loan. Similarly, under a microfranchise arrangement, the microentrepreneur is required to invest a franchise fee ranging as high as $500, a fee that often needs to be financed through microcredit.15 Although the upfront capital offers great hope for a better future, the investment of financial capital also comes at a significant cost to the microentrepreneur, especially if the enterprise is not successful. By eliminating the need for start-up capital, the MCM avoids the potential harm of a failed microenterprise by limiting the investment to simply time and energy. Although the opportunity cost of time exists for a microentrepreneur who decides not to continue in the MCM, the financial ramifications of a failed venture—which may extend for multiple generations—do not follow the microentrepreneur, their family, or their friends. As a result, the negative outcomes of the microentrepreneur walking away from the venture at any point in time are dramatically reduced.

Reduction of Commoditization

By introducing new products and services into the marketplace in developing countries, the MCM allows microentrepreneurs to offer unique and beneficial products to remote villagers. Similar to microfranchises, the MCM provides the microentrepreneur with an exclusive territory where no other microentrepreneur from the same system will sell and market products. Sometimes, the provision of capital into the marketplace for existing microentrepreneurs, such as through microcredit, results in unintended consequences. As an increased number of microentrepreneurs with little product differentiation offer an increased quantity of their products into the marketplace,16 the net result is the commoditization of products such as agricultural products, textiles, or crafts. As similar products crowd the marketplace, the net result is a decrease in the price paid by end-use consumers. As a result, the microentrepreneurs realize reduced revenues and profits on a per unit basis. Although the provision of exclusive territories is not without its challenges, such as territory conflict, it does eliminate much of the harm to microentrepreneurs by reducing the potential for commoditized products.

Avoidance of Systemic Failure

A final mechanism related to reducing negative outcomes involves the nature and consequences of systemic failure. The term “systemic failure” means that if a certain number of microentrepreneurs start enterprises, some percentage of those people will fail. This level or percentage of failure within any given system is referred to as systemic failure. In the case of microcredit or microfranchise, the consequences of failure carry a much heavier burden than in the MCM, especially if failure occurs before the microloan or initial investment has been fully recovered.

If the enterprise in which the microentrepreneur engages is unsuccessful, then the microentrepreneur still retains the debt incurred to start the venture. Rather than being better off, the microentrepreneur has become more impoverished through engaging in microentrepreneurial activity. The high failure rates of start-up independent businesses even in the developed world indicate this may be a real problem. Likewise, even within successful franchises, some franchisees fail. However, in the MCM, the elimination of start-up costs not only reduces the negative consequences for any individual microentrepreneur but also avoids any systemic failure in the MCM system, thereby honoring the principle of prinum non nocere. That is, the elimination of start-up capital—and the ability for the microentrepreneur to walk away from the opportunity at any time without incurring any costs—provides a de facto elimination of failure.

MCM in Practice: Community Enterprise Solutions

After working together in the Peace Corps, Greg Van Kirk and Bucky Glickey remained in Guatemala to continue their work in international development by founding Community Enterprise Solutions (CES). To provide funding for their work and to complement the Peace Corps knowledge and experience, Van Kirk also consulted for several NGOs and development organizations in Senegal and Bosnia. In the process of interfacing with many different development approaches including microfinance, Van Kirk and Glickey developed the MCM to address the joint needs of employment and access to basic products and services and implemented it through CES. More recently, a locally owned, Guatemalan social enterprise, Soluciones Comunitarias (Sol Com), was created to advance the work of the MCM.

To date, the microentrepreneurs and partners of CES have successfully engaged in more than 2,000 village campaigns to provide access to basic products and services at affordable prices aimed at improving health and economic welfare to people in remote villages that are not served in any other way. Beginning with wood-burning stoves in 2003, CES has continued to respond to the needs of rural villagers through the addition of eyeglasses, water purifiers, seeds, and solar lights. Additional products and partners under consideration include solar flashlights, hearing aids, and water filtration buckets. To date, more than 200 microentrepreneurs have sold more than 50,000 products, resulting in a direct economic impact of more than $1.3 million.

One of the most profound impacts of the MCM is qualitative and less tangible. The MCM provides a mechanism through which the villagers and microentrepreneurs feel a sense of dignity and pride, and this cannot be easily measured. As microentrepreneurs gain confidence in their business skills, they are better able to care for their families. By creating easy access to basic health care–related goods and services, they improve the lives of their neighbors, generating revenue rather than providing handouts. The microentrepreneurs, many of whom are initially timid and semiliterate, become recognized as community leaders and develop a sense of purpose. Villagers are able to “vote” for what they truly need and want through payment with their limited resources and feel a sense of dignity by purchasing solutions, which has much greater significance than simply receiving a donation.

The work of the microentrepreneurs is aided by college students who join the villagers in the summer through a program called Social Entrepreneur Corps in which students gain firsthand knowledge and experience of social entrepreneurship and CES gains important operating capital. Current university partners include College of William & Mary, Columbia University, Miami University (Ohio), University of Connecticut, and University of Notre Dame.

Last year, the development of the MCM was recognized and supported by an Ashoka Fellowship. This year, CES is increasing the scale of the MCM to Ecuador and Nicaragua. Recently, Greg Van Kirk was selected as one of 25 inaugural Ashoka Globalizers, a program developed to identify the most effective international social entrepreneurs who are ready to expand their impact on a truly global scale. Feasibility assessments of expansion are now being conducted in Africa, Asia, and India. To assist in the global scaling of the MCM—including the creation and dissemination of knowledge, the fundraising for global expansion, and the development of coursework around MCM—the Center for Micro-Consignment has been created at Miami University (Ohio), the work of which was recently recognized by Ashoka’s university network as one of the leading innovations in social entrepreneurship education.

The Challenge of the New New Thing


I assumed that the best and most lasting motive for wanting to change the way things are is to be unhappy with the way things are. People who are unhappy with the way things are tend to remain unhappy even after they have changed them. The nature of the unhappiness is such that change does not slake it. The difference with [the entrepreneur] is that he continued to believe in the endless possibilities of change, even after he’d experienced its limitations.

Michael Lewis17



As the potential new new thing in social innovation, the MCM offers great hope as a comprehensive model that delivers necessary health-related goods and services to small rural communities at affordable prices while also providing sustainable, locally generated self-employment. Although the architecture and principles of the model have been set in motion, there are at least two important constraints that currently limit the MCM from realizing its full potential. First, the MCM requires a significant amount of funding in the form of operating and growth capital to scale its impact. Although the social entrepreneurship investment community has several sources of initial start-up funding, there is a dearth of growth capital funding needed to advance promising social innovations. Although the lack of growth capital limits many social innovations, its absence is felt more acutely by the MCM, which requires substantial capital investment in inventory and related infrastructure to scale the model. The MCM uses a rotating capital model to reuse or recycle the operating capital to invest in additional inventory, but it requires both start-up capital and significant growth capital to reach more villagers and more microentrepreneurs. As such, a greater understanding of the MCM and its limitations and possible solutions are required by the philanthropic and social capital investment community.

Shift from Consignment to Retail Model

One possible approach to reducing the financial capital required to scale the microconsignment organization is to use the MCM as an initial entry mode for microentrepreneurs and products and services. As new microentrepreneurs become interested in the MCM, they could be provided products on consignment to realize all the benefits of both lowering the barriers and risks of microentrepreneurship. After a reasonable period of time, it may be possible to begin transferring some of the products and services from a consignment to a retail model. After experiencing success with products and services, the microentrepreneur may be in a better position in terms of skill sets and financial capital to incur some of the additional risk of a retail model. Another possibility for a similar shift could be based on the timing of the life cycle of the product. For example, any new product introduction may first be approached through consignment. In this way, microentrepreneurs—even those with a relatively longer history as a microentrepreneur—could still test new products and services without incurring substantial risk of product failure. The shift from a consignment model to a retail model may allow the microconsignment organization to free up operating capital to invest additional dollars in inventory for novice microentrepreneurs and for new products and services and, therefore, facilitate scaling of the organization without major funding inflows.

A second potential limitation of the MCM is the identification of microentrepreneurs in developing countries. Although the concept of self-employment is gaining recognition through several social innovation approaches, there is still risk aversion on the part of potential microentrepreneurs who pursue self-employment generally out of necessity. However, the scaling of the impact of the MCM will require additional human capital.

To encourage more participation by a growing number of microentrepreneurs, the MCM lowers the barriers and reduces the negative outcomes of microentrepreneurship. More important, the MCM also serves as a low-risk starting point for possible microentrepreneurs, which may provide the first step in the evolution of a microentrepreneur. Specifically, by providing an ability to test drive microentrepreneurship through the MCM, some microentrepreneurs may acquire the necessary experience, skills, and capital to engage in microfranchising. After gaining additional experience and skills through microfranchising, microentrepreneurs may identify their own opportunities to pursue. In this way, the MCM serves as a first step on the ladder of microentrepreneurship that may evolve in a number of ways to alleviate poverty through microentrepreneurship.

Geographic Expansion

One possible path for the scaling of human capital is through the geographic expansion of the microconsignment organization. In the case of Sol Com, the primary geographic focus of the organization was Guatemala. After several years of successful work in Guatemala, the organization has begun expanding the geographic footprint of the organization to Ecuador and Nicaragua. This expansion has been facilitated through prior working relationships with other organizations such as the Peace Corps. As such, the expansion has been accelerated through leveraging existing relationships of organizations that already have deep roots in a certain geographic area rather than trying to develop all locations from the ground up. This expansion has also been facilitated through participation in networks of Ashoka and Lemelson Fellows where the identification of additional partnerships has been identified. Recently, the MCM was selected to become part of the Ashoka Globalizer program in which additional support is provided to Ashoka Fellows whose models have been identified as being ready and capable for scaling of the organization and its impact on a global basis.

Involving Students

Another possible path for the scaling of human capital is through the involvement of college students in the work of social entrepreneurship. Paralleling the growth in the practitioner side of social entrepreneurship is the growth in academic (faculty and student) interest in social entrepreneurship. As little as five years ago, relatively few colleges and universities offered courses or cocurricular activities in the area of social entrepreneurship. Today, literally hundreds of courses are offered around the country and around the world. As students take courses in social entrepreneurship, they often become more interested in the topic and search for opportunities to gain firsthand experience in the field.

Recognizing the trend of student interest in social entrepreneurship, Sol Com created a program entitled Social Entrepreneur Corps in 2006. After having some initial students volunteer their time in Guatemala, it was quickly understood that the students offer two benefits to the program: additional human capital and infusion of financial capital. Conversely, the program benefits student experiential learning, which, when coupled with online course content to develop a hybrid offering, creates better-educated students, providing more nuanced understanding of social entrepreneurship and different models.

The Promise of the New New Thing

Acknowledging its potential limitations, the MCM also offers great promise as a social innovation that can be scaled. The scaling of social entrepreneurial impact refers to the mechanisms through which social value of an innovation can be increased that are both broad in reach and deep in impact.18 The first opportunity to scale the social impact is through the addition of new products and services. In many ways, the MCM acts as an operating system to which other products and services can be easily attached. As additional products and services are identified and evaluated, the potential to distribute these products to remote villagers can be readily achieved by the existing network of microentrepreneurs. After the successful distribution of eyeglasses and water filters, both solar lamps and hearing aids are being tested as the next wave of potential products to increase the economic, social, and health opportunities for BOP consumers. Although additional products and services bring a broader range of items to consumers in developing countries, they also offer the microentrepreneurs an opportunity to earn even greater income.

The scaling of the MCM may also be achieved through its integration with other similar models.19 Although there are important distinctions among MCM, microcredit, and microfranchising, these approaches may also offer complementary opportunities to be implemented in combination to leverage existing infrastructures to increase the distribution of basic products and services to remote villagers in the developing world. For example, a microfranchise may adopt an MCM to limit the upfront investment by their microentrepreneurs. Alternatively, microcredit may be used by villagers to purchase products, such as wood-burning stoves, that offer an economic benefit to the villagers, which allows for the repayment of the microloan. Many combinations of alternatives are possible that leverage the relative strengths of several models for poverty alleviation.

Another opportunity for scaling of the impact of the MCM is through replication and extension of the model. While Grameen Bank has achieved substantial scale of its microcredit operation, it has also contributed significantly to the scaling of microcredit more broadly by offering its knowledge and expertise to other organizations that were interested in creating greater access to financial services for the poor around the world. In a similar fashion, the scaling of the MCM is likely to be accelerated by the sharing of knowledge between the pioneers and future adopters in the field of social innovation. Some initial examples of model replication are beginning to occur through learning networks. For example, the MCM has been presented to other recognized social entrepreneurs in part of both the Ashoka and Lemelson Fellows networks. In this way, the MCM is being offered as a mechanism to interface with current solutions in the developing world. In addition, initial work is underway to codify the key success drivers of the MCM and to disseminate these models in partnership with a university partner. The creation of a knowledge center will allow greater access to the fundamentals of MCM by a growing number of organizations.

A final way to scale the impact of the MCM is through the creation of a more robust distribution channel for BOP consumers. Given that the MCM is initially concerned with creating greater access to necessary products and services for BOP consumers, the use of the MCM as an initial testing ground that leads to a more developed distribution channel by multinational corporations would represent the epitome of scaling. In the short term, multinational corporations may be able to partner with organizations using the MCM to gain market research and knowledge. For example, Prahalad and Hammond20 suggested, “The most pressing need, then, is education. Perhaps MNCs should create the equivalent of the Peace Corps: Having young managers spend a couple of formative years in BOP markets would open their eyes to the promise and realities of doing business there. To date, few multinationals have developed a cadre of people who are comfortable with these markets.” One such readily available example is Social Entrepreneur Corps. Moving beyond market research, the development of effective distribution channels in BOP markets represents an important growth opportunity for both MNCs and BOP consumers in which goods and services could be made more accessible and more affordable. Such scaling efforts may also be made in concert with and through microentrepreneurs. The tradition of pack peddling helped initiate and carry forward not only development but also a training ground for retail entrepreneurs that led to the creation of Bloomingdale’s, Filene’s, Neiman-Marcus, Macy’s, Sears-Roebuck, and many others.21 In the same way, the MCM provides an important step in development and a potential entrepreneurial retail training ground for the individuals and organizations who gain on-the-ground experience.

According to Jacqueline Novogratz, founder of the Acumen Fund, “The only way to end poverty . . . is to build viable systems on-the-ground that deliver critical and affordable goods and services to the poor in ways that are financially sustainable and scalable.”22 The MCM is an important new way to alleviate poverty at the BOP. By scaling the MCM through these and other avenues, the MCM offers endless possibilities for change that, with a tiny push, may just change the world.
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CHAPTER SEVEN

Legal Issues in Social Enterprise Structure

Robert S. D’Intino

Social entrepreneurs actively change the world with the goal of helping the majority of people to live a better life.1 This statement leads to numerous questions: Who are these social entrepreneurs? What do they want to accomplish? Why are they so passionate when describing their dreams for change? What have they actually accomplished? How do they build, grow, and sustain their social benefit organizations? How do they manage and operate their social organizations? What parts of their organizations are primarily social? What parts are primarily business? How do they sensibly combine social and business goals? How do they design their organizational structure? How do they select a legal form that best fits their social change goals? Who owns, manages, and benefits from the good works of social benefit organizations that earn income? Essentially, social entrepreneurs are individuals, teams, and community groups who dream, plan, and engage in positive social change by designing and constructing new social enterprise organizations to create beneficial social change and increased social value.

Paul C. Light, in his 2008 book, The Search for Social Entrepreneurship, writes that social entrepreneurship represents the production of “pattern-breaking change.”2 The powerful action word that perhaps best describes social entrepreneurship is “change”—individual and organizational change that plans, designs, and actively constructs socially beneficial outcomes for individuals, families, neighborhoods, and the larger society in which they live. Social entrepreneurship represents a broad perspective on societal change that ranges from tiny isolated rural villages to ignored urban neighborhoods to specific target populations, geographic regions, nation-states, and eventually entire global social, political, economic, and ecological systems.3

Clearly, social entrepreneurial individuals and organizations possess the vision and mission to create new positive social value. Entrepreneurial individuals demonstrate their creativity, innovation, passion, and tenacity in their thoughts and actions at both the individual and organizational levels of analysis. The entire management design and process of creating and building new organizations or growing existing organizations is similar, if not identical, for individual business or corporate entrepreneurship or social enterprise ventures and organizations. Social enterprises comprise social benefit organizations designed and managed to create significant social value.4

Traditional charity and nonprofit organizations possess value, vision, and mission statements about their specific good works in terms of what problems will be solved and what target populations will be served. Charity is based on compassion and targeted to solve social problems. Usually, funding for charity and nonprofit start-up, operations, and capacity building for future growth is provided by private individual donors, foundations, or public grants.

Although charity and nonprofit earned-income business ventures have existed for centuries, new concepts of social entrepreneurship and social enterprise have placed the idea of earning business income to fund and achieve positive social value front and center in discussions about the future of social and environmental problem solving to help humanity. Drayton and other founders of social entrepreneurship suggest that the label “nonprofit” does not adequately describe the positive social benefits of organizations that through their mission statements and actions do not privilege “profit” above all other values.5 Social entrepreneurs are different because their motivations involve desires to improve the world and live a mission-driven life that includes utilizing various methods for accurately measuring social value outcomes.6

J. Gregory Dees proposes that social entrepreneurs can “bring to social problems the same kind of determination, creativity, and resourcefulness that we find among business entrepreneurs.”7 Outstanding examples of hugely successful social entrepreneurs include Muhammad Yunus, Fazie H. Abed, William Drayton, Fabio Rosa, Javed Abidi, and many hundreds of thousands of active social entrepreneurs—some with public recognition and others working in obscurity—all striving to create a better world for others to live in. (For examples of successful social entrepreneurs, see Ashoka.org and Bornstein 2004.)

Muhammad Yunus, in his 2007 book, Creating a World without Poverty, introduces the term “social business” to describe businesses designed “to pursue specific social goals.”8 He describes a compelling case for creating a new type of global business because traditional “profit-maximizing businesses . . . remain incapable of addressing many of our most pressing social problems.”9 Speaking in the language of his economics Ph.D. education, Professor Yunus proposes a new category of capitalism, one that replaces the standard focus on amassing personal wealth with a new focus on intelligently addressing and resolving major, global social and environmental issues. He proposes that this new social business form will be complementary rather than adversarial toward traditional for-profit capitalism, as he clearly sets out an inclusive worldview of business and social capitalism. Yunus writes quite specifically about his definition of a social business, stating that this new business type works toward a beneficial social goal while simultaneously covering its costs for performing its social business. This is a rigorous standard, one that provides a solid “business revenues equals expenses” position within a broad array of various opinions regarding the proper relationship of 1) fully earned-income social enterprise organizations versus 2) earning some business income to cover a percentage of social enterprise benefit expenses versus 3) traditional nonprofit dependence on charity, private philanthropy, and government grants. All of these various organizational funding strategies share similar goals for achieving social benefit objectives for deserving individuals, families, and communities and, with sufficient scaling, providing social benefits to entire geographic regions and nations.

A persuasive argument for creating social enterprise organizations that provide sufficient revenue to pay for all their business expenses is provided by Yunus10,11 and Tracey and Phillips,12 among many voices. Their case for self-sustaining and profitable social enterprises is logical and compelling. An impressive example of a successful social enterprise is the Noble Peace Prize–winning Grameen Bank (founded in 1976, Grameen became an official Bangladesh bank in 1983). The Grameen Bank provides microfinance services including loans, saving plans, and insurance. The Grameen family comprises more than 20 businesses, including a venture fund, telecom firm, Internet provider, energy producer, mobile phone service, education loans, knitwear, and a business services and consulting enterprise.13 The Grameen business group has been self-sustaining and profitable for decades. Another example of a long-term profitable social enterprise is Pioneer Human Services (founded in 1971) in Seattle, Washington. The Pioneer organization manages 11 businesses generating approximately $60 million in 2010 annual revenue. Pioneer’s 11 business units (self-labeled as “products with a mission”) include precision sheet-metal manufacturing (Boeing aircraft is a primary customer), construction, wholesale food distribution, catering and cafes, institutional food service, and contract packaging.14 Pioneer’s mission is to “improve the lives of people on the margins of society.”15 Grameen, Pioneer Human Services, and other highly successful social enterprises receive the vast majority of press stories, recognition, and awards. These successful social enterprises are often presented by media as the typical or “at the mean” organization rather than the extraordinary or “at the top” of the earned-income range of the social enterprise community. What is meant by this statement is that the most financially successful social enterprises receive the most press coverage, while many social enterprises struggle to cover even a portion of their operating expenses. They often remain invisible to the general public, only recognized by their members and those who benefit from their social mission. Again, the message expressed in these comments is to explain that there exists an array of social enterprises proving social benefits, some highly profitable and many struggling to survive. Future research on the broad range of social enterprises creating measurable social value will be necessary to more fully understand social enterprise success and failure.

Given that many of the world’s most intractable social and environmental problems that social entrepreneurs seek to solve are essentially neglected and ignored issues, achieving 100 percent complete enterprise expense self-sufficiency presents a difficult business model problem to solve. Often social entrepreneurs choose to enter a problem context to solve social problems that are the result of either 1) market disinterest or neglect or 2) government failure at either policy or agency implementation levels. Given the difficulties involved in addressing many pressing and important social problems, some advocate that social enterprises should at least strive for business earned-income revenue that represents some percentage of their enterprise expenses, in addition to traditional foundation and charity funding sources. Although social enterprise full self-sufficiency is a worthy goal and provides a dramatic narrative for media stories, a social enterprise organization earning revenue to pay for 10, 25, 50, or 75 percent of its expenses also represents a social enterprise working on an earned-income revenue strategy.

One well-known example of this “mixed income” business model is the Kenyan social enterprise KickStart (previously known as Appro-TEC).16 Established in 1991 by founders Nick Moon and Martin Fisher, “KickStart’s mission is to help millions of people out of poverty. We promote sustainable economic growth and employment creating in Kenya and other countries. We develop and promote technologies that can be used by dynamic entrepreneurs to establish and run profitable small scale enterprises.”17 Even after two decades of African agriculture product development and production of microirrigation technologies using foot-powered water pumps, construction bricks, and cooking oil–processing technology, KickStart continues to remain in part dependent on external donations and grants to cover its business expenses, including research and new product development, manufacturing, marketing, and sales, as well as monitoring customer economic and social progress using KickStart’s innovative agriculture technology. KickStart engages in expensive and time-consuming field monitoring and measuring of their customer’s economic and social progress after purchasing new technology. Without this monitoring and measurement, KickStart would not have the time series data to accurately measure the economic and social value of its social value outcomes. This fine point is a perfect particular for drawing the distinction between new social enterprises and traditional for-profit business enterprises. The broader point to be made here is that there currently exists a range of social enterprise earned-income strategies resulting in different social and financial outcomes. New global legal forms must be designed to recognize this diversity of social enterprise revenue strategies.

Along with generating economic development, social entrepreneurship is viewed as providing solutions to community development problems using business enterprise solutions working among various groups of people and organizations.18,19 A driving force for local initiative is the fact that in many neglected rural and urban communities, public services are declining and people must “take greater responsibility for their own socioeconomic development.”20 Dees states that for many different types of social entrepreneurs, “Mission-related impact becomes the central criterion, not wealth creation. Wealth is just a means to an end for social entrepreneurs.”21

In his influential book The Search for Social Entrepreneurship, Paul Light, describes four general topics for studying the social entrepreneurship field: “entrepreneurs, ideas, opportunities, and organizations.”22 This chapter focuses on social enterprise organizations, in particular 1) current organizational form problems, 2) current hybrid legal form solutions created by on-the-ground social entrepreneurs to solve specific problems in the field, and 3) new laws and proposed legislation to create and support viable social benefit organizations that can operate with additional operational efficiency and mission attainment effectiveness.

Social Enterprise Organizational Structures

The traditional perspective on organizational legal structure provides a now somewhat tattered narrative about two completely separate and unequal organizational forms and outcomes. On the one hand, there exist for-profit businesses created and operated to provide a profit for shareholder owners. On the other hand, nonprofit organizations perform good works providing charity, food, shelter, education, and gainful employment for deserving populations. The traditional choice for social entrepreneurs has been to select either a for-profit or a nonprofit legal form and proceed to work to make the best of their chosen legal form. Around the world today, multiple types of hybrid or special purpose organizational forms are designed and operated to provide social benefits to specific groups. Examples of additional organizational forms include cooperatives (including agriculture producers, purchase cooperatives, and worker production cooperatives), community development corporations (United States), mutual societies (United Kingdom), all types of civil society and nongovernmental organizations (NGOs) around the world, fair trade agriculture production and marketing organizations (creators of various Fair Trade Certification marks), a broad array of microcredit, microloan (and very recently micro-insurance) organizations (usually nonprofit and more recently for-profit variations), innovative varieties of social enterprise venture philanthropy, and many other types of organizations (some without formal names) dedicated to helping specific individuals, families, communities, and entire nations.

Social entrepreneurs have created a whole new set of possibilities for social enterprise organizations, creating hybrid for-profit and nonprofit ventures through trial and error, usually out of necessity to accomplish their specific social benefit mission objectives. Sutia Kim Alter designed an innovative six-component framework for thinking about the range of possibilities for hybrid organizational forms dedicated to changing the world for the better. Alter describes a “hybrid spectrum” as including six types “organized by degree of activity as it relates to 1) motive, 2) accountability, and 3) use of income.” The six types are as follows:

1. Traditional for-profit businesses focused on creating profits and shareholder wealth

2. For-profit firms with some concern for stakeholders

3. Socially responsible businesses with concern for both shareholder profit and stakeholder benefits

4. Social purpose enterprises with vision and mission combined with earned business income focused on producing social benefits

5. Nonprofits with earned-income business activities

6. Traditional nonprofits dependent on private donations and government grants to implement their social benefit vision and mission

An important contribution of Alter’s conceptual framework is contained in her provision of a more nuanced way to begin thinking about the various combinations and permutations available for hybrid social enterprise organizational forms. Alter also provides a way of thinking about balance and integration within a social enterprise by stating that “the level of integration between social programs and business activities” can be 1) well integrated between the social programs and business activities, 2) consisting of some overlap between the social programs and business activities, or 3) the two segments remain distinct with the social program operating independently, relying on the business enterprise to provide earned income to fund the primary social benefit programs.23

In the process of designing new social enterprise legal forms and structures, important questions start to emerge: What will be the organization’s primary goal? What are the priorities between economic value creation and social benefit value creation? Who will benefit from the organization’s work? Where will any profits go? Who will benefit from profits—the founding individuals or the populations being helped? How do the initial values, vision, and mission of the organization combine to accomplish the stated organizational social benefit mission and objectives? Building on Alter’s framework and the foregoing questions, a picture begins to emerge about potential new legal forms that will be needed by social entrepreneurs to start-up, grow, and successfully operate social benefit enterprises.

Ground Facts: Social Entrepreneur Demand for New Social Enterprise Legal Forms and Structures

For-profit legal forms and structures allow for freedom and flexibility and the ability to earn profits and pay taxes. Nonprofit organizations are tax exempt and have the ability to receive tax-deductible contributions and foundation funding, which comes with government reporting requirements and limitations on activities. Nonprofits also benefit from general perceptions of nonprofit worthy objectives and trustworthiness. Out in the field—on the ground—it is quite common for social entrepreneurs to establish two or more types of legal organizations to support their social value creation plans. Because the selection of a particular legal form helps frame questions of ownership, capital structure, governance and control, potential liability, operational management, tax liabilities, and questions of brand and legitimacy, the array of legal forms available to a social entrepreneur are important for the eventual success or failure of their new social ventures. Note that “form” refers to the legal organization aspects (traditionally for-profit or nonprofit) and “structure” refers to organizational division of labor functions and management and board of director control aspects. Both form and structure types are selected by social entrepreneurs to best fulfill their social benefit vision and mission.

Examples of existing hybrid social enterprise organizational forms include 1) a for-profit business organization with a nonprofit complementary organization (a traditional nonprofit or some form of philanthropic foundation), 2) a nonprofit organization with an earned-income, for-profit complementary organization to provide earned income for the social mission, or 3) multiple and various combinations using the basic building blocks of existing legal organizations. One example known to the author involves two medical doctors based in Cleveland, Ohio. These two social entrepreneurship physicians have established a hospital and medical skills program to teach basic medical diagnosis and treatment to village doctors in Belize. Their legal structure includes a nonprofit organization along with three separate for-profit organizations to manage the various educational and business aspects of their medical practice, medical training, and providing of medical equipment. This hybrid legal structure requires four sets of US federal and Ohio state tax returns. The medical doctors say they would be more effective at accomplishing their medical mission with one comprehensive organization that meets all their diverse needs to provide medical care and medical education to poor people in rural villages.

Corporate experiments to redefine the boundaries of social benefit initiatives include Google’s creation of a separate for-profit division called Google.org capitalized with an initial US $1 billion.24 Google selected three globally huge social issues: climate change, extreme poverty, and large-scale disease reduction. Google’s founders stated that a for-profit legal form was selected to avoid nonprofit restrictions, and thus they could engage in venture capital investing and government lobbying efforts. Individual social entrepreneur and corporate hybrid organizations can create unplanned legal problems. For example, nonprofits with earned-income business activities can endanger their nonprofit legal status. For-profit corporations can also endanger their organization’s mission and brand by confusing traditional rent-seeking (profit-capturing) investors with the addition of new corporate social benefit activities.

An Emerging Global Demand for New Legal Forms

Observations and reporting on the ground from the social entrepreneurship field suggest that one commonality that distinguishes social entrepreneurs from others is that they tend to think about expansive solutions and expect that their plans and actions will positively address and solve huge social problems. Janelle Kerlin’s 2009 book on global social enterprises provides a broad international perspective and foundation.25 As Drayton observes, social entrepreneurs use systematic change ideas to create organizations designed and built to rapidly move forward beneficial social change.26

Currently, there is a worldwide movement to design new legal organizational forms through national legislation to benefit social entrepreneurship ventures. These new legal forms move far beyond the old, tired discussions and choices of entrepreneurs selecting either for-profit or nonprofit organizational forms to achieve creation of social value. National and state legislation is beginning to respond with new laws to legitimize new blurred legal forms.27 A primary purpose of this chapter is to provide some additional steps forward to provide “ways to improve the odds that social entrepreneurship might succeed by helping entrepreneurs . . . creating organizations that provide the kind of high performance needed for sustainable change.”28 The focus is on describing new legal forms designed to increase a social entrepreneur’s choices in choosing a legal form and organizational structure that will maximize their social venture’s performance and ability to create beneficial social value and positive social change.

Legal form proposals and solutions for social enterprise organizations are moving forward at a rapid pace all around the globe. This section briefly describes and illustrates a selection of new legal forms and discusses proposed new legislation and recently established legislation. Observed patterns emerge with some countries creating new highly specific organizational form legislation, whereas other countries focus on broad categories of social benefits and change for certain target populations, such as economically disadvantaged or disabled populations, the long-term structurally unemployed, and job training for released prisoners. This pattern is essentially about the proper focus on means to social benefits (specific legal forms and structures) compared with the proper focus on the social benefit ends (specific types of populations targeted to be assisted).

United Kingdom and Ireland

In the United Kingdom, the concept of social enterprise traces back to Robert Owen and the cooperative movement in the first half of the 19th century.29 For England, Wales, and Scotland, social enterprises are defined by the UK government as businesses that pursue social goals and reinvest their profits (surpluses) in their social mission or their target benefit community. A new organization form called the Community Interest Company (CIC) became UK national law on July 1, 2005. Registering as a CIC requires a two-step process: 1) first register under the previous Companies Act (1985) that limited proscribed activities by guarantee or limited by number of outstanding shares and, in addition, 2) apply for CIC status to the Regulator of Community Interest Companies. A CIC legal form must meet a community interest test, operate for public benefit, and not have legal charitable status. The CIC legislation states that while a charity cannot become a CIC without giving up charitable legal status, a charity may legally register a CIC as a subsidiary organization of the main charity. This part of the regulation was established to allow the passing of earned-income profits or assets to a charity.

The primary innovation of the UK CIC is that this new organizational form is asset locked to reserve profits (surplus) exclusively for community purposes and benefits. As current and future social enterprise legislation is written and debated and new legislation is passed around the world, the requirement that social enterprises must be asset locked is critical for social entrepreneurs to draw a bright and sharp line between social benefit enterprises and for-profit business enterprises that provide for profits to be individually captured. Supervision of CIC enterprises is conducted by the Charity Tribunal (2006), which serves as an appeals remedy for government decisions about registration, monetary actions, and removal from the charity register.30 The Independent Charity Tribunal for England and Wales commenced March 18, 2008. This provided a way for social entrepreneurs to appeal Charity Commission legal rulings on an internal basis because High Court appeals are rarely granted. In Northern Ireland, the CIC form has been legal since April 6, 2007, following extension of the Companies (Audit, Investigations, and Community Enterprise) Act 2004 and follows UK legal formats.

The Republic of Ireland until recently lacked clear legislation for charity trustees and did not require NGO activity to benefit the public to be legally established.31 Nevertheless, NGOs must have a stated public benefit to become a nationally established charity. The Designated Activity Company (DAC) is the new legal form for the Republic of Ireland under the Charities Act 2009, which became national law on February 28, 2009. Charitable purpose is defined as including poverty prevention or relief, advancing education or religion, or any other community benefit. A DAC form is different from other types of limited companies because it will be able to designate a specific cause (not shareholders) as the beneficiary of profits. Similar to the UK CIC regulations, DACs are private companies with limitations that prevent them from transferring profits or assets to members, which thus allows Irish charitable tax-except status. Government supervision is conducted by the newly established Charities Regulatory Authority (2009).

Europe

In Europe, the third sector, sometimes called the social economy, is working to frame the social enterprise concept. The third sector concept combines various types of charities, nonprofits, cooperative organizations, social associations, mutual aid societies, and various social benefit foundations. At present, although European social enterprise organizations exist and their numbers are growing, the social enterprise concept remains undefined for many countries,32 and the European Union has not created a unifying definition.33 However, within Europe, the concept of social enterprise includes the following: specific social goals for specific populations, a variety of legal forms, nonprofit legal status, restrictions on profit capture, and, in some countries, possible government funding. In the 1970s, European charity organizations began to engage in commercial endeavors to help address widespread unemployment issues and thus opened the door for ongoing discussions of social enterprise definition and legality.34

Belgian legal policies for social enterprise define these organizations as providing benefits for specific populations as being more important than generating profits, with additional provisions to foster democratic voices in organizational decisions involving multiple stakeholders. Belgium passed legislation in 1995 creating a new legal form called the Societe a Finalite Sociale (SFS).35 Doeringer suggests that the SFS form provides a system of certification with specific provisions including limitations on profit distributions of no more than 6 percent annually, and upon the company dissolving, remaining profits must be invested in another charity or social benefit organization.36 Portugal created “social solidarity co-operative” legislation in 1997; Spain passed national legislation forming “social initiative cooperative” organizations in 1999; Greece passed a law creating “limited liability social cooperative” organizations in 1999; and France created legislation to create “collective interest cooperative society” organizations in 2002. All these laws are based on traditional European cooperative organizations and focus on directly helping disabled and vulnerable populations.

Germany has a new charitable stock company legal form called gemeinnuetzige Aktiengesellschaft (translated as “charitable stock company”) that fits within the German legal definition of “public benefit” as including 1) general public benefit, 2) charitable, benevolent, and 3) religious benefit. In 2007, there was tax revision legislation that provided a new single tax benefit rate instead of the previous various rates for different benefit purposes. This change in regulations helped German social entrepreneurs by simplifying their tax-deductible context for obtaining donations. However, some German social entrepreneurs want new social enterprise legal forms. Andreas Heinecke, founder of Dialogue in the Dark, is a well-known German advocate for new organizational legal forms.37 His organization provides innovative, gainful employment for the blind using the logo “moving beyond sight.” In comparing a for-profit enterprise with a social mission in contrast to the tax-deductible donation benefits of nonprofit organizations, Heinecke states: “What I’m looking for is a hybrid that would combine the best parts of both groups.”38

In 1991, Italian legislation created a new social cooperative organizational form to support social enterprise. The 2001 “l’impresa sociale” legislation combines a private legal form based on the established cooperative form with the stated objective of addressing social needs not met by either government agencies or private businesses. More recent social enterprise legislation was passed in Italy, effective March 2006. The philosophy of this legislation was significantly different from much of the other European national legislation because Italy created a “legal category in which all recognized eligible organizations may be included, regardless of their internal organizational structure.”39 Italian social enterprise legislation was created to craft an organizational legal “brand” based on three criteria: 1) a legal private organization, not an individual, 2) a focus on positive social outcomes, and 3) business activity that is directed toward the common good instead of individual profit.40 The Italian legislation supporting social enterprise was clearly designed to be broadly inclusive for all forms of cooperative, for-profit, and nonprofit organizations. Please note that this legislation focuses on social benefit objectives (ends) rather than organizational legal form or functional operating structure (means).

A contrasting example would be the French legislation for “common interest cooperatives,” which focuses more on the means for achieving social benefits. In a study of social enterprises in Poland, researchers found that trust between new social enterprises and public organizations was an important variable for social benefit performance.41 Another earlier study in Poland examined the corresponding relationships between new social enterprises and Polish business organizations.42 Poland passed new legislation in 2006 called the Act on Social Cooperatives with a focus on supporting organizations that provide employment opportunities to populations often left outside of traditional employment.43 Work integration is a unifying concept used throughout Europe to frame ways of employing disabled people and those populations often excluded from gainful employment.

In Finland, the Act on Social Enterprise became law in 2004 and requires a social enterprise to employ a minimum of 30 percent of workers who are disabled or listed as long-term unemployed.44 Note that the Finish regulations focus on specifying the target population to be helped through employment rather than specifying the exact type of social benefit. In Sweden, the role of civil society has been more to frame and express important social issues.45 Recent Swedish empirical research suggests that examining “sources of social innovation” with a focus on the receivers of social services may prove one source for solving seemly intractable employment problems.46 Kerlin describes an important distinction that European social enterprise resides in the “social economy” (focus on social benefit vs. profit) in contrast to the US view that both for-profit and nonprofit organizations engaging in social enterprise reside in the market economy.47 The recurring new social enterprise legislative theme appears to be one of multiple national perspectives on how best to provide social benefits and simultaneously pay the expenses to provide for social good.

Asia

Social enterprise is a relatively new concept in Japan, providing framing for a new business model for nonprofit organization earned income. Japanese traditionally discuss this topic using the terms “nonprofit” and “cooperative sector.”48 The Japanese 1998 Law to Promote Specified Nonprofit Activities created a new legal category for civic groups called NPO (specified nonprofit corporation) organizations. Within the concept of social enterprise are several standard legal forms, including the “specified nonprofit corporation,” cooperatives, and limited liability and joint-stock companies.49 Tsukamoto and Nishimura (2009) explain that the term “community business” is used rather than social enterprise to “describe nonprofit organizations or businesses with a hybrid character.”50 Social enterprise advocates in Japan have proposed legislation that may include variations on both the UK public-benefit test and the US public-support test. Field experiments are currently underway comparing nonprofit versus privately owned, long-term medical care hospitals and patient outcomes, results that may influence future Japanese legal form legislation. In 2008, additional Japanese laws were enacted for government committees (one national law and for all 50 prefectures) to help determine if “Associations” and “Foundations of Public Interest” were planning to operate for the public benefit and how should these organizations be supported. Two key issues for the future of Japanese social enterprise organizations are what new legal forms should be legislated and how these new forms will support social enterprise financial survival.51

South Korea was the first nation in Asia to pass specific social enterprise legal form legislation. The Social Enterprise Promotion Act of 2007 defines and legitimizes business organizations promoting social missions that provide social benefits or create employment for those traditionally without jobs. The Dasomi Foundation was founded as South Korea’s first social enterprise under the new legislation. It consists of a partnership between the nonprofit Work Together Foundation, the Kyobo Life Insurance Company, and the South Korean government.52 The purpose of this civic-private-public partnership is to support the training and employment of female caregivers in South Korea. Note the specific social benefit provided by this social enterprise is to solve female unemployment, with the private and public partners supporting the civic nonprofit business model. Research on the first 154 officially approved South Korean social enterprises found they had a business mission focus on immediate job creation, based on government approval policies that primarily measure the number of people placed in jobs.53 Another research study observes that various types of social enterprises exist in South Korea, some legally registered with official legitimacy, whereas some social entrepreneurs pursue their social benefit goals without official approval.54

In China, “public benefit nonprofit institutions” are registered to provide public benefit organizations with nonprofit legal status. For China, the social enterprise concept is new and does not fit well into traditional legal statutes. Thus there currently exists no clear government legislation for registering and supervising Chinese social enterprises. Some social enterprises are registered as legal nonprofits, some are registered for-profit companies, and some operating social enterprises are not formally registered. Preliminary research with Chinese social entrepreneurs suggests a social mission focus on helping the poor and disadvantaged, with the social mission primarily to building an economically sustainable organization. Similar to other nations previously discussed, Chinese social entrepreneurs expect that any social enterprise profits will be reinvested into their social mission, unlike traditional for-profit companies with profits benefiting private individuals. The institutional context for Chinese social enterprise is still unformed and awaiting new legislation.55

For the Philippines, interest in the social enterprise concept arises from the numerous failures of government poverty solutions over many decades. This context has motivated local citizens to create numerous types of organizational form solutions on the basic theme of combining community initiatives and market-based legal forms. Current Philippine law requires that an NGO or NPO be government accredited with no part of the organization’s income or assets to benefit any members or officers. Philippine cooperative and religious organizations are currently seeking new legal organizational form legislation that would create laws that better reflect the reality of the social activities that they already perform to provide social benefits. Two well-known social enterprises are the Philippine Business for Social Progress and Gawad Kalinga (to give care). Both focus their social mission on issues of housing, food, and sustainable living.56

North America

In Canada, there is currently no formal legal definition of a social enterprise or social venture.57 Social enterprise proponents are working to create new legislation to create new hybrid organizational forms similar to the UK CIC because current legal nonprofit and charity organization forms are not designed to support social enterprise activities. For example, Canadian charities cannot engage in unrelated business activities without endangering their charity status, in part because the concept of “unrelated business” is not well defined in Canadian law.58 The Muttart Foundation reported in a 2006 survey that 85 percent of Canadians thought charities should be allowed earned income, as long as the charity goals were supported. Former Canadian prime minister Paul Martin is a strong supporter of new organizational forms that fit within Canada Revenue Agency (CRA) charitable giving regulations and is providing a voice for future efforts to establish social enterprise organizations.59 The Canadian Policy Research Networks (a think tank) wrote a 2009 report on the status of Canadian efforts to encourage social enterprise saying that nonprofits should be allowed to use for-profit business practices in pursuit of social goals. In 2009, the Canadian Parliamentary Standing Committee on Finance presented a report, “A Prosperous and Sustainable Future for Canada: Needed Federal Actions,” with a recommendation to create new legislation to allow nonprofit organizations to raise capital by issuing shares.60 Once again, as seen in discussions of other nations, the issue of who will benefit from any social enterprise profits (economic surplus) must be clearly addressed and stated to maintain a bright line between social and for-profit business enterprises.

The United States has legislated two new social enterprise legal forms in the past few years: the low-profit limited liability company (L3C) and the Benefit Corporation (B-Corp). The new L3C legislation is designed to bridge the existing gap between for-profit and nonprofit organizational legal forms. L3C is a hybrid form, combining the standard business limited liability company (LLC) with a stated focus on achieving charitable or educational objectives to produce social benefits. An L3C company is legally a for-profit organizational form that must “significantly further the accomplishment of one or more charitable or educational purposes” and follow IRS Code Section 4944(c) regulations to receive program-related investments that qualify for charitable purpose tax treatment.61

Robert Lang is one of the founders of the L3C movement in the United States and notes that the L3C legal form has the potential to become a brand name for the social enterprise movement with several advantages compared with the traditional nonprofit legal form.62 These advantages include reduced government regulations and a more direct way to receive foundation Program Related Investments that allow foundations to invest in an L3C social enterprise and eventually recover their principal. The L3C legislation is constructed to allow multiple investment tranches with different investment membership classes and different risk structures over the early life cycle of the enterprise. Currently, an L3C can be formed in Vermont, Michigan, Wyoming, Utah, Illinois, Louisiana, North Carolina, the Crow Indian Nation, and the Oglala Sioux Tribe.63

The United States has a brand-new social enterprise legal form called the B-Corp. Until 2010, the nonprofit B Lab in Pennsylvania managed a “private certification” program with the stated goal to “use the power of business to solve social and environmental problems.”64 The main provisions of the B-Corp are (1) purpose with public benefit written into incorporation documents, (2) accountability with corporation directors and officers considering all stakeholders, and (3) transparency documented by an annual Benefit Report with third-party auditors.65

The new B-Corp legal form provides directors and executives with greater protection from shareholder lawsuits against the corporation as it engages in social or environmental benefit activities. Essentially, founders of a B-Corp can write their social and environmental values into the original corporate charter. The B-Corp became established law in Maryland and Vermont in 2010 and became legal in New Jersey and Virginia in spring 2011. It is currently under legislative consideration in the states of Colorado, Hawaii, New York, North Carolina, Pennsylvania, California, and Michigan.66

A recent US government initiative to support social entrepreneurship is the establishment of the Office of Social Innovation and Civic Participation in 2009. This new office based in the White House has the stated purpose of coordinating individuals, nonprofits, private businesses, and government agencies to address and support social problem solutions through broad community participation and cooperation.67 The State of Louisiana Office of Social Entrepreneurship is the first state office established to actively support and coordinate local nascent and established social entrepreneurs.68 Clearly, American government at both the federal executive level and state executive and legislative levels are beginning to take action to encourage the start-up and venture success of new social enterprises.

Framework for Global Implementation of Social Objectives

Social entrepreneurs are individuals and groups of people who design, build, and grow new social enterprise organizations. The new social enterprise legislation proposed and legislated in nations all around the globe is designed to provide superior organizational legal forms and operational structures to better accomplish social entrepreneurial values, visions, and missions. The next section provides the global framework for thinking about the specific goals and objectives for changing the world for the better and helping to understand the primary global objectives of social entrepreneurs who are creating new social enterprise legal forms to further their social benefit goals.

The United Nations Millennium Development Goals (UN MDG) are a logical global foundation for thinking about the social and environmental objectives of social entrepreneurs and the enterprises they found and operate. The eight expansive objectives of the UN MDG, formally agreed on by all member nations in September 2005, provide a social entrepreneurship framework for a rigorous understanding of how to eliminate extreme global poverty.69 From the perspective of goal-setting theory, MDG goals are written with the specific target completion date of 2015, a date that the member countries of the UN and the world’s development organizations all agreed on in 2000 was both a worthy and attainable goal. Many global social enterprise objectives work within the context of the UN MDG framework, and the annual progress report provides global level feedback metrics. The eight MDGs serve as an excellent frame for social entrepreneurship action because these are well-known international goals, specific and measurable, and annual progress reports are scheduled to be published by the UN every July until 2015. In 2006, UN secretary-general Kofi A. Annan expressed the MDG goals in the following words:


We will have time to reach the Millennium Development Goals—worldwide and in most, or even all, individual countries—but only if we break with business as usual. We cannot win overnight. Success will require a sustained action across the entire decade between now and the deadline. It takes time to train the teachers, nurses and engineers; to build the roads, schools and hospitals; to grow the small and large businesses able to create the jobs and income needed. So we must start now.70



The eight specific UN Millennium Development Goals are as follows:

1. Eradicate extreme poverty and hunger.

2. Achieve universal primary education.

3. Promote gender equality and empower women.

4. Reduce child mortality.

5. Improve maternal health.

6. Combat HIV/AIDS, malaria, and other diseases.

7. Ensure environmental sustainability.

8. Develop a global partnership for development.

In the context of the MDG global framework for framing worldwide social entrepreneurship objectives, note that the many ways that social entrepreneurs go about accomplishing these social benefit goals will reveal operating problems and thus influence legal form and organizational structure questions and the resulting innovative answers that social entrepreneurs create. One basic assumption of this chapter is that the realization of more efficient legal forms and organizational structures will foster more effective achievement of social enterprise missions and creation of enhanced social value. The new legal form proposals discussed and the newly established national and state legislation are expected to promote social enterprises around the world.

Understanding New Legal Forms with Institutional Theory

Social enterprises are created and operate within specific local or national social environments. Scholarly research projects designed to describe, analyze, and understand social enterprises must possess useful theoretical and analytical tools to understand field context. Theory is important for a clear understanding for situating how social enterprises are created and managed. One of the specific contributions organizational scholars can provide is research-based theoretical and practical advice.71,72 When a new research project to study social enterprises is first proposed, the researcher formulates an initial research-established theory that well fits empirical facts on the ground. This section recommends that employing organizational institutional theory as a research lens will provide value and insight in conducting social enterprise research.

The discussion closely tracks the path of Scott’s organizational institutional theory perspective within which he states institutions “provide stability and meaning to social life.”73 Scott’s conceptual framework consists of his three pillars of institutions that are defined with the following system components:

• Regulative systems: includes following rules and laws, sanctions, coercive enforcement, using practical logic. Legitimacy is based on legal sanctions.

• Normative systems: includes social obligation compliance, social expectations that limit individual and organizational behavior, normative enforcement, use of symbolic indicators—for example, certification and accreditation. Legitimacy is based on morality and expectations.

• Cultural-Cognitive systems: includes cultural understanding based on taken-for-granted behaviors, expectations that schema shapes actions, mimetic influence structures, indicators including shared beliefs, logics, and isomorphism. Legitimacy is based on culture with shared beliefs and comprehensible behaviors.74

These three pillars of institutions each construct different aspects of organizational legitimacy in their own unique way. This chapter on new global legal forms fits into Scott’s regulative legitimacy, which can be an important theory for analyzing and understanding social enterprise performance. The concluding comments of this chapter focus on the regulative pillar of organizational institutional theory to explore how and why social entrepreneurs around the world are experimenting with cobbling together different legal organizational forms in an attempt to create organizations that provide added legitimacy and more directly addresses their needs for creating and managing mission-focused, social value–creating enterprises.

Social entrepreneurs who construct new social ventures that conform to socially accepted rules and legal norms are more likely to succeed because they are better able to access volunteer human resources and needed financial resources. Multiple legitimacy problems can develop as social entrepreneurs navigate the unmapped spaces between traditional normative nonprofit organizations and standard for-profit businesses. Refer back to the enterprise space described in Alter’s innovative six-component organization-type framework that she developed to think through the range of possibilities that can be created with new hybrid social enterprise forms. Because social enterprises are creating new emerging organizational forms, obtaining or creating institutional legitimacy may be even more important for gaining various resources and sustaining the enterprise’s mission and social benefit objectives compared with more traditional nonprofit organizations or standard for-profit businesses. The logic here is that a nonprofit can be viewed as a success if it accomplishes its social benefit vision and mission for its target population. Furthermore, a for-profit business is successful if it makes a profit. However, what about a new hybrid social enterprise that occupies uncharted space within Alter’s conceptual framework? The logic for employing organizational institutional theory is that social enterprises must create their own unique way of measuring and achieving success in both creating social value and economic profit. Creating legitimacy in multiple ways can help new social enterprises access resources and contribute to creating an institutional name and brand. Proponents of new social enterprise legal forms have argued that these new forms can offer useful ways to create a new brand for adding perceived value to social enterprises. Five examples of new legal forms being used as brands include the United Kingdom’s CIC, Belgium’s SFS, South Korea’s new civic-private-public partnership legal form, and the United States’ L3C and B-Corp. Part of the legislative proposal discussion for these new legal forms was about the possibility of the form itself becoming a useful social enterprise brand to more effectively access needed resources through increased institutional legitimacy.

Concluding Comments on New Social Enterprise Legal Forms

Reflecting on the numerous new social enterprise legal forms described in this chapter, a pattern emerges suggesting that different nations and states prioritize organizational means or organizational ends. Some countries create new, highly specific organizational form legislation that specifies organizational internal structure and goals, and other countries focus on broad categories of social benefits and change for certain target populations—for example, economically disadvantaged or disabled populations, the long-term structurally unemployed, or job training for released prisoners. For example, UK and US new legal form legislation language tends to focus more on the internal rules for the new enterprise, whereas Asian nations tend to focus legislative language on the target populations who will be served by the new social enterprises. In contrast, European nations tend to write legislative language that includes various combinations of both specified internal/external rules and regulations and also specified served target populations. This broadly illustrated observed pattern is essentially about the proper focus on means to social benefits (specific legal forms and internal/external regulations) versus the proper focus on social benefit ends (specific types of populations targeted for benefits).

Given the global momentum since 2000 in the creation of new legislation, new and improved social enterprise legal forms will continue to be developed around the world because social entrepreneurs believe these new legal forms have the potential to be the answer to pressing problems encountered in the creation and growth of socially beneficial enterprises. New legal forms can help social entrepreneurs gain legitimacy and resources to accomplish their goals of creating beneficial social value for individuals, communities, nations, and eventually the entire planet.
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CHAPTER EIGHT

Strategic Positioning: Relevance and Challenges for Social Enterprises in the Voluntary Nonprofit Sector

Celine Chew

This chapter is about strategic positioning for social enterprises as part of the wider, voluntary, not-for-profit (or third) sector. It focuses specifically on strategic positioning at the organizational level in voluntary and charitable organizations (VCOs) that have embarked on social enterprise activities in the provision of public services, either in line with their core social mission or in partnership with public sector bodies.1

Positioning as a strategic management and marketing contrivance in private (commercial for-profit) sector organizations has been well researched and practiced. Strategic positioning is now being advocated by not-for-profit organizations as part of the plethora of management and marketing tools that help them differentiate in an increasingly competitive fund-raising environment. Interestingly, the concept of positioning has its roots in private sector marketing and can be traced back to the 1960s when the use of positioning was popularized as an advertising and promotional tool to help businesses increase the sale of their products.2 Since then, positioning has become a fundamental element of the corporate strategy development process in contemporary organizational management, both in theory development and in practice. Despite this evolution, there remains little literature on strategic positioning in the not-for-profit and nonmarket contexts. Importantly, there is a lack of case study experiences into whether VCOs that have embarked on social enterprise activities are positioning themselves in their changing environments, and, if so, the factors that have influenced their positioning decisions. Moreover, the scant existing literature advocating positioning for VCOs tends to describe the concept of positioning in a nonprofit context in similar ways as those ascribed in the strategy/marketing literature for commercial (for-profit) organizations. This not only hinders our appreciation of the differences between organizations in the private, public, and voluntary sectors but also between hybrid organizational forms such as social enterprises. It is also inappropriate to guide our understanding of the use of strategic positioning in organizations operating in nonmarket and nonprofit contexts. The context in which VCOs operate has several dissimilarities to that of private sector organizations. Several authors have suggested differentiating dimensions for marketing in voluntary nonprofit organizations.3 These include the following:

• the primacy of nonprofit-orientated mission/purpose;

• the constant tension between their social mission and the needs/interests of multiple stakeholders;

• a need to balance responsible resource attraction and efficient resource allocation;

• a greater degree of dependency on external parties such as government funders and private donors for financial and other organizational resources; and

• a heightened level of scrutiny from nonmarket pressures such as the media and community groups in influencing governance and managerial decision making.

Therefore, there is a need for managers of VCOs to recognize the unique context in which their organizations operate and to adapt appropriate management and marketing tools that can help improve the efficiency and effectiveness of their organizations’ endeavors.

In this chapter, the drivers for the strategic relevance of positioning in the voluntary and nonprofit organizational context are identified. Drawing on the contemporary strategic management and marketing literature, the definition of strategic positioning at the organizational level and the components of a positioning strategy are explained. However, the purpose of this chapter is not to contest the alternative perspectives on positioning advocated in the literature. The aim is to illustrate how VCOs that have embarked on social enterprise activities—for instance, by establishing trading subsidiaries—are positioning themselves in their changing operating landscape using empirical findings from my research. Implications and challenges for managers of VCOs that plan and implement strategic positioning, while embarking on social enterprise activities, are offered. Although this chapter is based on the experiences of VCOs and their social enterprise endeavors in the United Kingdom, it is equally applicable to social enterprises in third-sector organizations elsewhere that are operating in increasingly competitive environments.

The Competitive Operating Environment for Third-Sector Organizations

It has been well documented that the public policy context and wider external environment of VCOs in the United Kingdom, United States, and the developed economies of Europe and Asia Pacific have become increasingly competitive in the third millennium.4 The operating environment of VCOs now closely resembles the private sector environment: they compete for new and continuing revenue and scarce resources and operate within particular legal and regulatory boundaries; they are influenced by changes in the economic, technological, and political environments; and they interact with different groups of stakeholders in the process of providing and delivering their services.5 VCOs perceive the growing number of other charities and third-sector organizations as their greatest competition for financial and other resources. Moreover, VCOs are partnering with private sector organizations in social enterprise and trading activities to diversify their income sources and thus sustain their public service missions.6

Social enterprise activities have been increasingly driving the UK voluntary sector economy since the early 2000s. Earned income from trading and nonvoluntary sources of UK charities reached £17.4 billion in 2008, or a 76 percent increase from a decade ago.7 An impetus for the growth of social enterprise activities in the UK third sector has been attributed to the previous New Labour Government’s efforts in shaping the role of charities and the wider nonprofit sector in a mixed economy of public service provision.8 Since May 2010, the newly installed Conservative-Liberal Coalition Government’s administration in the United Kingdom has added calls for VCOs to be more commercially orientated and innovative and to be less reliant on government funding.9 In a similar vein, income from fees paid for services delivered by U.S. charities and nonprofit organizations have increased 145 percent since the late 1970s.10 VCOs in the United States are increasingly compelled to launch earned-income ventures “to appear to be more innovative and businesslike” as a way to meet the expectations of government funders and corporate donors in an increasingly competitive fund-raising environment.11 Social enterprises have also been hailed as a sustainable means through which VCOs could pursue their social purposes using business practices to effect social change. In the United Kingdom, VCOs are encouraged to undertake social enterprise activities, that is, “trading with the public body: undertaking specific activities in return for payment.”12 A nationwide governmental Social Enterprise Strategy was launched in 2002. It identified legal, regulatory, financial, and other supporting initiatives at national and local levels to increase the entrepreneurial potential of VCOs in the delivery of public services. The UK Department for Trade and Industry defines “social enterprise” as a business trading for a social purpose whose surpluses are principally reinvested for that purpose, or in the community, rather than established to maximize profits for shareholders and owners.13

A key milestone is the creation of a new legal organizational structure, the Community Interest Company (CIC), which is specially designed for those VCOs and private sector organizations wishing to undertake social enterprise activities in the United Kingdom. A CIC can be incorporated as one of three legal forms: a private company limited by shares, a private company limited by guarantee, or a public limited company. As a hybrid organization, a CIC does not have charitable status, but it can be a wholly owned subsidiary of a parent charity. Unlike a private sector organization, a CIC has special features (e.g., an “asset lock,”14 a limit on dividends payable to owners/shareholders, and the “community interest test”15) that ensure it uses its assets and revenue for social purposes only. At the same time, a CIC can gift-aid16 any profits that it generates back to the parent charity for favorable tax benefits. An independent CIC regulator registers and monitors the activities of the CICs and administers the community interest test on them. However, a diverse range of organizational forms has been grouped under the social enterprise tent in the United Kingdom such as cooperatives, credit unions, development trusts, social firms, community businesses, and trading subsidiaries of charities in the form of CICs—each having their particular environmental and organizational distinctiveness.17 The latter form of social enterprise is the focus of this present chapter.

A CIC therefore offers charities an alternative legal form to the conventional, private, limited company structure for formalized social enterprise activities. There were more than 2,300 organizations registered as CICs in England, Wales, and Scotland in December 2008, which meant there had been an increase of 92 percent since its inception in 2005.18 The CIC has been advocated to the third sector as the best way for communities to rediscover their heritage of self-sufficiency “by unifying commercial opportunities and social purpose.”19 However, there is a lack of empirical evidence on the extent to which charities in the United Kingdom have established formalized social enterprise subsidiaries in the form of CICs and the factors that have influenced their decision to do so.

Although undertaking trading activities for profits is legally permitted under current charity law in the United Kingdom, VCOs must ensure that the financial and business risks associated with “non-primary purpose trading”20 for profits do not adversely affect their “public benefit” worth.

The blurring of boundaries between organizations in the public, private, and voluntary sectors is likely to continue and will further increase competition for financial, human, and physical resources. These developments have put greater pressures on VCOs and have created new challenges for charities with social enterprise operations in resource attraction, resource allocation, and managing new patterns of relationships with public and private sector organizations.21 Tension is thus emerging in VCOs between the need to maintain a strong strategic position anchored in their social mission and charitable purpose, preserving their core values and traditions, and being able to respond effectively to the transient demands of their external environment.22

The Strategic Relevance of Positioning

Strategic positioning is based on the notion of differentiating the organization and its service offerings from those of the competition and could provide it with a framework for developing appropriate communication strategies to promote its value propositions to the target audiences in some distinctive way.23 VCOs have been advised to examine their strategic positions regularly to see how distinct they are in the eyes of their target audiences and to develop appropriate positioning strategies, especially to guide their fund-raising and communications activities.24 Four key drivers that have elevated the strategic relevance of positioning in VCOs over the past decade are depicted in Figure 8.1 and are explained in more detail in the following four sections.25

Impact of Changing External Environment on Competition

An important driver for the utilization of strategic positioning in VCOs is government policy developments and other external environmental changes on the competitive intensity among these organizations and with other organizations in the private and public sectors. The UK government policies that favored widening participation with citizens, and those giving them greater choice in public services, have led to an increase in competition between service providers and the various sectors in the country. Additionally, commercial (for-profit) organizations are increasingly forming partnerships with VCOs in marketing collaborations and cause-related marketing.26 Furthermore, indirect or generic competition can come from organizations that offer different products and services that provide similar benefits, therefore satisfying some basic needs of users/beneficiaries or donors/funders.27 However, strategic efforts and concerns have not been given due attention by VCOs, especially when they are forced to embark on increasing levels of commercial or trading activities. The challenge for them is to be more strategically oriented, particularly in the context of continued harsh economic, structural, and competitive environments in the future.

[image: image]

Figure 8.1 Key drivers for strategic positioning in voluntary and charitable organizations (VCOs).

Pressures to Search for New and Continuing Income Sources

The second driver is the increasing pressure on VCOs to search for new income and to maintain existing income sources. They face unique pressures in income generation because they are inherently dependent on external parties for funding. One of the top management priorities cited by UK charity managers in the third millennium is maintaining funding in an increasingly competitive environment.28

Moreover, the rapidly increasing number of registered charities each year that are vying for a slower growing pot of voluntary income in the marketplace has made raising and maintaining income more difficult and achieving long-term financial stability much harder. The number of UK registered charities has increased appreciably from 120,000 in 1994 to 190,000 by 2010, which is an increase of nearly 60 percent.29 This situation has resulted in an increasingly competitive environment for VCOs in their resource attraction and service delivery functions and has blurred the distinction between what is considered nonprofit and charitable, and what is not.30 Traditionally, registered charities derived their income from voluntary sources, such as legacies and donations from individuals and corporations. The increasingly competitive environment has forced many VCOs to either cut back the scope of their activities or to diversify their income sources—for instance, by embarking on social enterprise activities such as delivering fee-based services for government under contracts and trading/selling merchandise directly to clients or the general public for profits.

Impact of Resource Dependency

The third driver is the impact of resource dependency (other than funding) such as labor and skills dependency on the positional advantage of VCOs. VCOs, like other organizations, require physical labor and human resource expertise to create, deliver, and promote their services and programs. VCOs compete for employees who are working for wages and other employment benefits. In addition, many of them rely heavily on volunteers or nonpaid executives who range from the board of trustees/directors and management committee members to people who carry out the various operational activities. Although employees working in the voluntary sector may be concerned with matters beyond financial compensation, such as psychic fellowship, security, and flexible working conditions,31 there is increasing pressure on VCOs to attract and retain key personnel and skilled volunteers. VCOs in the United Kingdom face a shortage of skills in management, strategic use of information technology, and strategic planning, in particular.32 Moreover, they are at risk of losing their competitive advantage for their traditional flexible working practices, as private and public sector counterparts catch up by promoting a greater work-life balance in their organizations.

Differentiating to Stand Out from the Crowd

The competitive operating environment in the third sector has created a greater range of services and products offered by a variety of organizations, including VCOs. At the same time, uncertainty over the new contracting culture for public services on the relationships between VCOs and the government (central and local) has reinforced the view that notions of partnership and trust, embodied in funding through grants, appeared to have been lost.33 Maintaining voluntary income and diversifying into commercial activities through social enterprise/trading subsidiaries have become priority objectives for many VCOs going forward. These priorities have led to a growth in the utilization of advertisements and other forms of publicity in different types of media by VCOs to promote their cause/offerings to various target audiences. These instances are particularly prevalent in larger VCOs. For instance, the top 500 fund-raising British charities have increased their advertising expenditures in national broadcast and press media since the mid-1990s. Advertising expenditure by this echelon of charities grew nearly 50 percent from £31.6 million in 1996 to more than £60 million by 2005.34 The two most common promotional objectives were to generate awareness of their nonprofit missions and to raise funds from donors and funders.

However, VCOs face increasing pressure to identify which specific target audiences they can effectively reach and get a response from. Specifically, those charities with social enterprise activities may need to reevaluate their existing strategic positions in the light of structural, funding, and other strategic changes. Positioning is based on the notion of differentiating the organization and its offerings from other providers with similar offerings. Effective positioning could provide VCOs ties with a strategic base on which to develop clearer communication messages and other tactical marketing efforts to promote the charity’s distinctiveness to their target audiences.35

Demystifying Strategic Positioning in a Social Enterprise Context

Contemporary strategy and marketing literature suggests that there is a general confusion in the use of the term “positioning.” Several terms used by authors, such as product positioning, service positioning, benefit positioning, and competitive positioning have apparent definitional differences but are superficial.36 In other words, authors tend to refer to the same concept using various terminologies and from different perspectives. Crucially, there have been few attempts made to distinguish the different levels of positioning, namely, at the organizational level and at the product/brand level, and from the relationship between strategic positioning, strategic position, and positioning strategy. Moreover, much of the existing literature tends to describe the concept of positioning for nonprofit organizations in ways similar to those found in the commercial marketing literature. This section aims to provide a clearer conceptualization of, and differentiation between, these concepts adopted in this chapter.37

Strategic Positioning

I distinguish between strategic positioning at the organizational level and positioning at the product/operational level in a nonprofit/social enterprise context. Strategic positioning for VCOs and social enterprises can be defined as “a managerial decision-process to develop an organization level positioning strategy that aims to effectively differentiate the organization from other non-profits or service providers.”38 This is an adaptation of the definition of positioning used for private sector businesses. Strategic positioning, as suggested by Michael Porter, means performing different activities from rivals or performing similar activities in a different way, which could create some form of differential advantage that is valued by their target customers.39 Positioning at the organizational level requires managers to take deliberate and proactive actions to identify and develop the organization’s competitive position based on its operational and experiential dimensions, rather than on promotional efforts.

Additionally, the distinctiveness of services provided by nonprofit organizations, compared with physical goods, suggests that organizational-level positioning is more important for service organizations, such as VCOs and social enterprises, than product/operational-level positioning. This is because creating differentiation advantage based on physical product features is limited, even impractical, for service and mission-critical organizations.40 The aim of strategic positioning in nonprofit organizations is to identify its place (its strategic position) in its environment, which is shaped by its mission and distinctive or core competencies. The nonprofit organization’s perspective of its strategic position shapes the external audience’s perspective of its distinctiveness compared with other providers.41 Positioning at the product/brand or operational levels involves identifying how the organization’s offerings are perceived by its users/consumers relative to that of other competing products and then developing appropriate marketing mix strategies that support their positions in the marketplace. An organizational-level positioning is therefore distinct from and influences (directs or constrains) the product/brand-level positioning.

Strategic Position

The process of strategic positioning helps to create the strategic position of the organization and its offerings in the marketplace. The strategic position of an organization is the outcome of decisions made at the corporate level and is influenced by the external environment, availability of internal resources and core competencies, and the expectations of various internal and external stakeholders.42 The organization’s strategic position explicitly or implicitly identifies the key direction for its core positioning strategy and provides guidance in developing its positioning dimensions (its distinctiveness) based on key strengths and core competences to differentiate itself from other providers.43 A strategic position embodies the strategic intent or overriding ambition for positioning in an organization. The strategic intent for private sector businesses tends to focus on adversarial motives and to strive for a leadership position by winning over rival providers.44 However, the strategic intent for VCOs and social enterprises is less clear because of the lack of research on this topic.

Many voluntary nonprofit organizations fail to succeed because their target audiences do not really know who they are or how they are different from other nonprofits. Having a clear strategic position can help these organizations differentiate themselves from other nonprofits in the eyes of their target audiences on whom they depend for service users, volunteers, and financial support. Ian Bruce goes further to suggest that the strategic positions of UK VCOs should be defined in terms of both the organization’s purpose and its identity in any strategic plan.45 The strategic position and identity of nonprofits and social enterprises are inextricably linked, and these organizations would need to consider the basis on which they compete within a chosen subsector or segment for funding and public attention.

The literature also suggests that there are at least two parties’ views of an organization’s strategic position: that belonging to the organization and that of its external target audience. The process of strategic positioning within the organization creates its strategic position, which is communicated through a chosen positioning strategy to the various target audiences. The resulting strategic position refers to the organization’s place in the marketplace from its own perspective. The other view of the organization’s position is from the external audience’s perspective. This market perspective may or may not be similar to that of the organization. Strategic positioning can, however, take place without the deliberate efforts of the organization.46 In other words, the external audience, such as the consumer or even the competitor, could assign a position to the organization vis-à-vis other competitors’ positions in the marketplace. Although both views of an organization’s position are important, I argue that the organization’s perspective of its strategic position is an important starting point for shaping the external audience’s perspective of its distinctiveness compared with that of other providers. The strategic position of the organization is therefore relative. Regular monitoring of the external target audience’s perspective of the organization’s strategic position is necessary to ensure consistency between how the organization views itself and how the external audience views it.

[image: image]

Figure 8.2 Relationship between strategic positioning at the organizational level, strategic position, and positioning strategy for nonprofit organizations. Adapted from Chew (2003, Figure 1; 2009, Figure 2.1) (see note 1). Copyright © 2003 and © 2009 from Strategic Positioning in Voluntary and Charitable Organizations by Celine Chew. Reproduced by permission of Taylor and Francis Group, LLC, a division of Informa PLC.

Figure 8.2 depicts the relationship between strategic positioning, strategic position of the organization, and its positioning strategy in the nonprofit context. It highlights the importance of consistency between the strategic position developed by the organization and communicated to its target audiences through a positioning strategy and the strategic position of the organization as perceived by its target audience.47

Anatomy of a Positioning Strategy

There have been limited efforts in the existing nonprofit marketing literature to identify the components of a positioning strategy in the voluntary nonprofit context. Drawing on my research on VCOs and social enterprises, I argue that the positioning strategy decisions for VCOs and social enterprises are strategic ones that comprise three interrelated components:48

1. a choice of the generic or core positioning strategy,

2. a choice of their key target audiences (primary and secondary), and

3. a choice of positioning dimensions that are used to differentiate the organization from other providers and to support the core positioning strategy.

The generic or core positioning strategy provides the broad framework within which the organization decides more specific positioning activities. Three alternative core positioning strategies have been suggested for nonprofit organizations: differentiation, focus, and low-cost positioning.49 Differentiation positioning means establishing some positively distinctive ways in which the organization and its offerings meet the needs of its target audiences and are valued by them. Focus or niche positioning is focusing on serving a particular group of target users or beneficiaries, focusing on serving a particular geographic area, or providing a type of service better than other providers. Low-cost leadership is where the organization leads the market by setting low or lower prices.

There is a general consensus in the marketing management literature that the key target audience for positioning by commercial (for-profit) organizations is often the customer who pays for the product or service. 50 This simplistic notion of the “customer” is difficult to apply in nonprofit organizations. Other authors have suggested that the “customer” of nonprofits includes both external and internal target audiences that are involved in their resource allocation and resource attraction activities.51 My recent studies on strategic positioning at the organizational level in UK VCOs revealed that charities have begun to position themselves strategically in response to the evolving policy context and an increasingly competitive fund-raising environment.52 Strategic positioning in VCOs was found to be an emergent process, and the resultant strategic positions anchored in their nonprofit missions helped them avoid mission drift. Mission drift for VCOs means a loss of focus on their social/charitable purpose due to prioritizing their activities for dominant funders instead of serving their beneficiaries/users.53 Other studies on positioning in VCOs found that they have adopted either differentiation or focus (niche) positioning as their core positioning strategy,54 depending on their size, nature of services delivered, and degree of dependency on statutory funding compared with voluntary income. VCOs have also adapted to changes in their external environment by internally restructuring their positioning dimensions, which are the distinctive ways in which they differentiate from other nonprofits/providers of similar services.55 Restructuring positioning dimensions allows nonprofit organizations to realign their organizational resources and capabilities to support their core positioning strategy. For instance, developing and providing new or additional specialist services enabled a drug treatment charity to augment its existing portfolio of expertise and to serve emerging needs in the community; establishing stronger relationships with statutory bodies and private sector partners provided strategic alliances for a children’s charity on a new housing project for terminally ill children; and building a distinctive network of branches and volunteers helped a sea rescue charity to reinforce its distinctive volunteer ethos.56 However, positioning dimensions require appropriate supporting resources to sustain the core positioning strategy over time. Moreover, different positioning dimensions draw heavily on the availability of resources and capabilities in the organization. For instance, an emphasis on superior or high-quality service would require excellent service delivery and relationship management skills, whereas a lower cost positioning would require good cost control and cost-efficient supply chain and distribution capabilities.57 The decision of which positioning dimensions to develop implies making long-term strategic choices by senior management. Although the strategic position of an organization could evolve over time, the initial choice of the organization’s strategic position could constrain or limit future positioning choices.58

The type of core positioning strategies that organizations adopt and the way they adapt to their external environment depends on the interplay between strategic choices available to them and environmental determinism.59 Organizational adaption can be defined as the various ways in which organizations respond to environmental change, such as through proactive or reactive behaviors.60 It is the result of aligning organizational resources with environmental conditions that could be achieved through a carefully conceived strategic position. Environmental determinism refers to the degree to which organizations are able to respond to external changes. In other words, the reasons an organization adapts to its external environment influence the way it adapts to those influences. This perspective supports the evolutionary theory of organizational change, which argues that organizational change is brought about by the interaction of environmental factors and organismic adaptation. However, organizations that become too specialized in their “ecological niches” would find it difficult to adapt to more turbulent environmental changes.61 VCOs are increasingly “dynamic and hybridic” because many of them have adopted social enterprise forms that combine elements of market, state, and traditional nonprofit organizations.62 VCOs establish social enterprises as a coping strategy, which helps them to reconcile the tensions and contradictions that could arise during the process of hybridization.63 However, there is currently a lack of theoretical development and empirical studies on the effects that the new organizational forms, such as the CIC, have on the positioning and adaptation strategies of VCOs in the United Kingdom and elsewhere. This chapter aims to provide such empirical evidence.

Case Studies of Strategic Positioning in Social Enterprises of VCOs

Despite the developments in the social enterprise movement in the UK voluntary sector, there is a lack of empirical research into understanding how VCOs that have established social enterprise entities—for example, in the form of CICs—are positioning themselves in their changing external environment, as well as the challenges they face in undertaking increasing levels of commercial activities on their traditional core values, social/charitable mission, and strategic positioning. I explore three case studies to find answers to the following three key questions:

1. Why do VCOs establish formalized social enterprise activities (e.g., in the form of social enterprise subsidiaries—CICs) in the United Kingdom?

2. How is the strategic positioning of the charities’ social enterprise subsidiaries in the form of CICs similar to or different from that of their parent organizations?

3. What are the major challenges social enterprises with charitable origins face in developing their entities’ strategic positions?

Table 8.1 summarizes the profiles of the case study organizations, with pseudonyms used to ensure anonymity of their identities.

Young Enterprise delivers community services for young people aged 14 to 25 years in northeast England. It has been involved in social enterprise activities since its inception in 2000 by providing a coffee bar and alternative education programs exclusively for disadvantaged young people in the local area. A CIC was established in 2006 as the parent charity’s wholly owned social enterprise subsidiary to deliver the services of the charity, to recruit and manage its management and operational staff, and to expand the commercial activities on behalf of the parent charity. A number of enterprising projects have been initiated since the CIC was created, such as setting up a social franchising scheme to expand its coffee bar model to other neighboring communities in England, developing a rental service for the use of its conference rooms and facilities, and establishing a community scrap store and an online sales service.

Community Faith is a faith-based charitable trust set up in Wales in 1997. A social enterprise subsidiary in the form of a CIC was set up in 2006 to deliver and manage all aspects of the parent charity’s trading and community development activities. The CIC’s responsibilities involved managing the charity’s community center, coffee shop, nursery, rooms/facilities hire, and the employment contracts of management and operational staff.

Table 8.1 Profiles of the Three Case Study Organizations*



	 

	Young Enterprise

	Community Faith

	Culture Enterprise




	Parent charity’s core services

	Established in 2000 to provide community services and educational schemes to disadvantaged young people in England

	Established in 1997 to provide (faith-based) community services in Wales

	Established in 2006 by a local city council to deliver and promote cultural and sports activities in Scotland




	Annual income/ operating budget and main sources of income

	£486,000 (government and voluntary sector grants, donations, fees for services)

	£255,000 (individual and corporate donations, fees for services)

	£68 million (local government grants, public service contract fees, corporate/public donations)




	No. of paid staff members

	30

	21

	2,000




	Year CIC was established

	2006

	2006

	2007




	Social enterprise subsidiary (CIC)’s core services

	Manages community services under contracts with the parent charity, social franchising, facilities and vehicles hiring service, community scrap store, online sales services, and employment contracts for staff of the parent charity and CIC

	Manages the parent charity’s community center, coffee shop, children’s nursery, facilities hiring service, employment contracts for staff in the parent charity, and CIC

	Manages and expands the charity’s trading and commercial activities under contracts with the parent charity—retail shops, cafes and restaurants, art theatres and museums, venue hiring service, corporate sponsorships of major cultural and sports events




	CIC’s annual income in 2007†

	£400,000

	£250,000

	£600,000




	* Pseudonyms are used for the names of the case study organizations to ensure anonymity.




	† Approximate figures only. A follow-up interview in 2010 with the case study organizations indicated that annual income from social enterprise activities had increased from 2007.




	Source: organizational documents and company reports of the case study organizations; interviews with key decision makers in the parent charities and their CICs in 2008. Adapted from Chew (2010, Table 1) (see note 1).





Culture Enterprise was established in 2007 by a local city council in Scotland to deliver and promote the city’s cultural and sports activities through a number of contractual agreements. At the same time, a social enterprise entity was set up in the form of a CIC, which represented the charity’s wholly owned trading subsidiary. The CIC managed all commercial trading activities on behalf of its parent charity such as its retail shops, venue hires, cafes and restaurants, and the corporate sponsorships of major events.

All profits generated by the social enterprise subsidiaries at the time of the research were gift-aided to their parent charities.

Factors Influencing Formalized Social Enterprise Activities in VCOs

A combination of internal and external factors can influence VCOs in establishing social enterprise subsidiaries in the form of a CIC. The following three factors stand out.

1. Meshing of Social and Economic Objectives

A common assertion by researchers is that the motivation of VCOs undertaking social enterprise activities stems from two primary forces: social and economic.64 I found empirical evidence in the case studies to support this assertion. The parent charities had undertaken varying degrees of enterprising activities, albeit in a less formalized way, before establishing their social enterprise subsidiaries in the form of CICs. For instance, Young Enterprise was an award-winning charity based on its innovative work on alternative education projects for disadvantaged youths in the local communities, whereas Community Faith and Culture Enterprise had been involved in non-primary (for-profit) trading activities because of the current charity law in the United Kingdom limiting trading for profits. However, establishing a CIC for their social enterprise endeavors epitomized the charity leaders’ readiness to formally embrace social enterprise more purposefully to benefit their social missions in an economically sustainable way:


Our vision has been to run our activities sustainably so that the coffee shop pays for itself, the nursery pays for itself and hiring of the church centre pays for itself. The separation of the charity’s activities and its social enterprise trading activities in the CIC would enable the church trust to continue providing its services for the good of the community in a sustainable way. (Community Faith)



2. Timely Introduction

The CIC organizational model has provided a timely and alternative formal legal structure for UK charities to organize their social enterprise activities in specified ways. Its made-for-purpose features, such as its asset lock and the limits on dividends for investors, have enabled the parent charities to expand their revenue streams into noncharitable and commercial activities while ensuring that these activities benefitted the charitable mission/purpose directly:


The opportunity for us to restructure came because the social enterprise CIC structure was there. It was made for purpose and seems to fit with what we wanted to do, which was to trade more extensively in a legal and tax efficient manner, but at the same time make it entirely transparent that our commercial activities are for a social purpose and not for the benefit of an individual. (Young Enterprise)



3. Strengthening Strategic Position and Reputation

Interviewees in the case studies felt their CIC’s social enterprise work was crucial in strengthening the parent charity’s reputation and strategic position. This was particularly evident in the smaller entities (Young Enterprise and Community Faith), where their legitimacy and support from the communities in which they serve were dependent on them to make a real difference to their target audiences via innovative social enterprise solutions. However, establishing a formalized social enterprise entity does not imply that VCOs are not previously creative or innovative. This does suggest that the charity trustees in the case studies had made a conscious strategic decision to adapt to an increasingly competitive and challenging external fund-raising environment while taking advantage of a timely public policy development for social enterprise among VCOs:


We had looked at other legal options. We could have used a traditional private trading subsidiary company rather than a CIC. However, from a strategic point of view, we needed to demonstrate to the public the purpose of setting up this CIC, which supports the charitable objectives. It was about investing in community-based activities in more enterprising ways that had at its heart benefits for the public. It was very much about establishing and reinforcing public confidence in the cultural and sports activities that are delivered by us, thereby building our strategic position in the minds of our target audiences. (Culture Enterprise)



Strategic Positioning in Social Enterprises with Charitable Origins

The case study parent charities and their social enterprise subsidiaries have distinctive strategic positions. Some features in the strategic positioning were common, but there were other features that differentiated the positioning of the parent charities from that of the social enterprise subsidiaries. Table 8.2 summarizes the strategic positioning components of the parent charities.

The strategic positioning of the parent charities shared some common features. For instance, smaller entities (e.g., Young Enterprise and Community Faith) demonstrated focus or niche positioning. They were focused on serving a particular target audience (main beneficiary) in a particular geographic area. At the same time, they were able to distinguish themselves using positioning dimensions such as their quality of service, innovative projects/services, and reputation in their locale. Differentiation positioning was the dominant core positioning strategy of Culture Enterprise, which was much larger in terms of operating income and the number of staff compared with the other two case study organizations. It also had a wider range of key target audiences/beneficiaries compared with those charities that focus on positioning strategies. The positioning dimensions used by Culture Enterprise to distinguish itself included its leadership expertise in culture, arts, and sports, a wide range of enterprising services (including consultancy for fees), and its unique relationship with public sector agencies (local and national). Overall, the core aspects of the parent charities’ strategic positioning had remained relatively unchanged after the creation of their social enterprise subsidiaries. The charity mission provided the central direction for the organization’s core positioning strategy, determined their primary target audience (users/beneficiaries), and guided the development of the positioning dimensions. Moreover, the strategic positions that were anchored in the charitable missions helped the parent charities avoid mission drift, as they embarked on increasing levels of commercially oriented activities:


We now have a mechanism in place where we won’t have mission drift in the charity or the CIC. One of the reasons why we have adopted the CIC model was because of the legal linkage with the charity and its mission. The charity’s mission and what it does is unique. Any assets and surpluses in the CIC go back to the charity, as its parent organization. (Young Enterprise)



Similarly, the strategic positioning components of social enterprises were evident in the case study CICs, which are summarized in Table 8.3. Focus positioning was the dominant core positioning strategy in all three case study social enterprise subsidiaries. In contrast to their parent charities, the CICs had much difficulty in specifying their positioning dimensions. Two plausible reasons could explain this situation. First, the inherent resource dependency of the social enterprise subsidiaries on their parent charities during the early years of their development resulted in a symbiotic relationship between the two entities. Second, the CICs in this study were set up only a few years ago. Their strategic positions would require time to be affirmed.

Table 8.2 Strategic Positioning Components of the Case Study Parent Charities



	Positioning Components

	Young Enterprise

	Community Faith

	Culture Enterprise




	What is the core positioning strategy of the charity?

	Focus positioning: providing innovative and sustainable services to a particular group of users/clients in a particular geographic location in England

	Focus positioning: providing faith-based services in a particular geographic location in a sustainable way to a local community in Wales

	Differentiation positioning: providing a range of cultural, leisure, and sporting activities and services that are valued by the community in and visitors to Scotland




	Who are the key target audiences for the charity’s positioning?

	Primary audience: young and disadvantaged persons aged 14 to 25 years in northeast England Secondary audience: local statutory funders; voluntary donors; local schools

	Primary audience: users of charity services, including its church-goers in the local community Secondary audience: local statutory and other funders of its projects; voluntary donors

	Primary audience: a wide range of users in cultural and sporting services (community, children and their parents, schools, visitors to Scotland); local city council (major beneficiary of the charity) Secondary audience: voluntary donors; partner organizations for cultural and sporting activities




	What are the key positioning dimensions (based on key strengths and distinctiveness of the organization compared with other charities/providers of similar services)?

	Specialize in unique services to a targeted primary audience High-quality standards of service delivery to users Innovative and award-winning charity for its environmental and enterprising programs Strong working partnership with local authorities, businesses, and schools in the local community Charity mission

	Unique nature of its faith-based charity model for community services High-quality of services to users/beneficiaries and grant applicants Good relationships with local community/voluntary groups and private sector organizations Charity mission

	One of the largest social entities established by a public city council (size, budget, and staffing). Wide range of cultural and sporting services/activities in Scotland and north of England Unique operating model using networks of community-based teams and organizations to promote its range of services High-quality standards of service delivery to users Good track record of capabilities and capacity to effectively manage, coordinate, and deliver a high critical mass of services under one roof




	Source: Adapted from corporate planning and strategy documents of the case study organizations and interviews with key decision makers in the parent charities (2008). Reprinted with permission.





Table 8.3 Strategic Positioning Components of the Case Study Social Enterprise Subsidiaries



	Positioning Components

	CIC: of Young Enterprise

	CIC of Community Faith

	CIC of Culture Enterprise




	What is the core positioning strategy and main responsibilities of the CIC?

	Focus (niche) positioning—same as the parent charity: wholly owned trading subsidiary to deliver the services of the charity, recruit and manage its paid management and operational staff, and expand the commercial activities on behalf of the charity

	Focus (niche) positioning—same as the parent charity: wholly owned subsidiary to deliver and manage all aspects of the charity’s social enterprise activities, managing the charity’s community center, coffee shop, nursery, the hire of facilities, and the employment contracts of its paid management and operational staff on behalf of the charity

	Focus Positioning: wholly owned subsidiary to manage the charity’s trading activities, such as its retail shops, venue hires, cafes and restaurants, and the corporate sponsorships of major events




	Who are the key target audiences for the CIC’s positioning?

	Primary audience: parent charity; young disadvantaged people aged 14 to 25 Secondary audience: local government agencies; local businesses and individual donors

	Primary audience: parent charity; users of services Secondary audience: local council and other funders of its projects; voluntary donors

	Primary audience: parent charity; local city council (major beneficiary of the charity) Secondary audience: partner organizations for cultural and sporting activities; individual and corporate donors




	What are the key positioning dimensions that support the core positioning strategy of the CIC?

	Mostly similar to those of the parent charity

	Mostly similar to those of the parent charity

	Mostly similar to those of the parent charity




	CIC: Community Interest Company.




	Source: Adapted from corporate planning and strategy documents of the case study organizations and interviews with key decision makers in the parent charities (2008). Reprinted with permission.





Interestingly, there was a mixed response from the case study interviewees about the need for their social enterprise endeavors to develop unique strategic positions. On the one hand, half of the interviewees felt that establishing the identity and distinctive competencies of their CIC was important for it to enhance its revenue-generating role. The parent charities would need to continue pursuing social enterprise activities as a means to augment their resource mix in an increasingly competitive fund-raising environment. On the other hand, other interviewees felt that the parent charities should have an overarching control over the social enterprise (commercial) activities and the strategic positioning of the CICs. This situation reflects the corporate identity theory’s65 depiction of organizational identity as those characteristics of an organization that its members believe are “central, distinctive and enduring.”66 Moreover, organizations can possess multiple identities when individuals in the organization have different conceptualizations of what is fundamental, unique, and enduring about their organization.67 Although multiple conceptualizations of an organization’s identity may not be antithetic or universally held by organizational members (e.g., retained by specific groups), they could help an organization adapt or respond to the demands of external audiences/stakeholders in complex organizational environments. The complex situation is exemplified in the case studies in which interviewees believed that the CICs’ strategic positions should be subservient to that of the parent charities. They suggested that underplaying the legal relationship between the charity and its CIC in marketing communications to external audiences was crucial to ensuring that the CIC did not develop a more distinctive position than its parent charity.

Moreover, a tripartite relationship had emerged between the parent charity, its CIC, and the main beneficiary in one of the case studies (Culture Enterprise), where the parent charity was set up by a local city council (a public sector organization). The main beneficiary of the social enterprise subsidiary was thus a public sector entity who retained ownership of the parent charity’s and its social enterprise subsidiary’s physical assets, despite their legal independent status. Although this tripartite relationship may not always involve a public sector entity, I found that such a relationship had compounded the difficulty faced by social enterprises in establishing their distinctive position as independent entities. This phenomenon is illustrated in a comment from a case study interviewee:


Because the CIC was set up as a social enterprise trading arm of the parent, it is important that it doesn’t develop a unique external identity in terms of public or donors’ perceptions. It is important that the public perceive that when they are supporting the activities of the CIC, which is supporting the charity, that they are in actual fact supporting the public services that are delivered on behalf of the city council for the community. They don’t need to know the internal relationship between the CIC, the charity, and the council. People give to the charity or the CIC because they want better public services to be available and delivered. (Culture Enterprise)



Challenges for Strategic Positioning in Social Enterprises with Charitable Origins

The development of distinctive strategic positions in social enterprise subsidiaries of VCOs poses particular challenges. This section offers three key areas of potential risks and tensions with which managers of social enterprises, in particular those with charitable origins, could be faced.

Mission-based Positioning and the Risk of Mission Drift

Mission-based positioning, in which the VCO’s strategic position is anchored in its mission, was evident in the parent charities in my research. This form of strategic positioning had been found in other VCOs that were involved in public service delivery in previous studies.68 The parent charities in the case study organizations tended to be cautious in their decision making and relied on a careful evaluation of potential organizational changes that could divert them from their charitable missions. Hence, their core strategic positions and key target beneficiaries have remained relatively unchanged despite embarking on increased levels of commercial (noncharitable trading) activities via their social enterprise subsidiaries.

In contrast, the strategic positions of the social enterprise subsidiaries were weakly defined. The web of symbiotic and tripartite relationships between the parent charities and their social enterprise endeavors had made the process of establishing the distinctiveness of the social enterprise entities less explicit. The social enterprise subsidiaries in this study were heavily reliant on their parent charities for financial, human, and other resources during their developmental years. This condition reflected the transient nature of the organizational developmental process of these newly formed entities in which their missions, core values, and performance outcomes were still evolving and had yet to be crystallized. However, this resource dependency could hamper their strategic positioning developmental efforts. For instance, the interviewees in the case studies have stressed that the social enterprise subsidiaries’ distinctiveness should be subservient to those of the parent charities, and communicating the social enterprises’ strategic positions to external audiences should be curtailed.

Managers of social enterprises with charitable origins such as CICs therefore face a dilemma. On the one hand, a potential consequence arising from this situation is mission drift during their social enterprise entities’ developmental years. On the other hand, the tailored legal features of the CICs and their subservience to the parent charities’ missions could help them avoid mission drift during the formative years of their social enterprise endeavors. The social enterprises themselves would thus need to develop strategic positions that not only recognize their independence but also reflect the interdependency between them and their parent charities.

Tension between Social and Commercial Goals

Despite the contributions of the social enterprise model for VCOs, there could be potential risks and tensions arising from the process of marrying social and commercial goals in the pursuit of a social mission or charitable cause. J. Gregory Dees argues that the social enterprise activities of VCOs should be carried out as part of their wider range of mission-centric activities, instead of emphasizing the commercialization (profit-generating) aspect of these activities.69 The impact of heterogeneous (and often opposing) goals and accountability to a multiplicity of stakeholders in social enterprises could result in a clash of operating culture, inequality, and clientelism in these organizations.70

Corporate culture refers to a set of basic assumptions, which are invented, discovered, or developed within an organization; it is the result of shared experiences of, and learning by, members in the organization, during the process of external adaptation and internal integration.71 Culture also encompasses the philosophy, mission, core values, history, and subcultures of the organization, which could be different in a traditional VCO compared with an entrepreneurial one, regardless of how innovative the former is.72 These contrasting features are evident in the three case studies explored in this chapter. The parent charities were concerned primarily with achieving social returns, were mission driven, preferred collaboration to direct competition, and were generally risk averse in strategic decision making. The social enterprise subsidiaries tended to have a higher tolerance for risk taking in strategic decisions, possessed a greater appreciation of financial margins, and had a stronger competitive orientation. These differences created tensions in the relationship between key decision makers and other stakeholders in the parent charities and their CICs, thus providing rich grounds for a clash of culture during the process of developing the strategic positions of the CICs.73

Hybrid Operating Culture of Social Enterprises

Another tension that could arise is the unique symbiotic relationship between VCOs and their social enterprise subsidiaries. This tension was exacerbated by the hybrid operating cultures of the CICs, which were based partly on the legacy values and practices of their parent charities and partly on their newly established economic priorities. Moving away from a “charity culture” to become a “business” would require the charity trustees to reduce their firm custodial hold on the social enterprise subsidiaries by allowing their managers greater autonomy in building successful enterprise entities in their own right. CIC managers would also need to be aware of the tensions that could arise in the process of establishing the strategic positions and identities of their organizations that are distinct from those of the parent charities. These tensions are inevitable because of the plurality of an organization’s identity held by its members and the fluid nature of their interpretation of what is fundamental, distinctive, and enduring about the organization.74 A strategic concern of CIC managers is to manage and balance a flexible identity of the organization as it adapts to environmental changes over time.

Conclusion

I commenced this chapter with the premise that strategic positioning at the organizational level is crucial for voluntary nonprofit organizations and social enterprises to preserve their distinctiveness in an increasingly challenging external operating environment. My research has revealed that VCOs have begun to position themselves strategically within their complex operating environments. It has also highlighted that the positioning activities of VCOs and their social enterprise subsidiaries are in some ways similar to those described in the extant literature, such as the existence of three key components: a core or generic positioning strategy (e.g., focus and differentiation positionings), two target audiences (primary and secondary), and a number of distinctive positioning dimensions.

As observed by Patricia Rees and Malcolm Harper, the particular strategic and operational processes that are required in the delivery of services in a nonprofit services setting are not significantly dissimilar to those in many private sector, service-based organizations.75 What is fundamentally different is the motivation behind the mission of VCOs and social enterprises—that is, serving the social cause rather than seeking profits. In this regard, the preeminence of a charity’s mission is a significant finding from my research on positioning in a nonprofit context. A charity’s mission dictates the development of the strategic positioning of the organization and its social enterprise subsidiary. The parent charities explored in this chapter have benefitted from their strong strategic positions that were anchored in their missions. However, this apparent rigidity could constrain their repositioning efforts and also disable their social enterprise subsidiaries from establishing distinctive positions in the light of dynamic environmental changes.

At the theoretical level, this chapter emphasizes the need to develop strategic positioning strategies that can accommodate the symbiotic (and sometimes tripartite) relationships between VCOs and their social enterprise endeavors over time and to explain the degree to which these entities are adopting positioning as a means to respond to their changing environments. At the practice level, managers of VCOs and their social enterprise subsidiaries would need to be aware of the potential risks, tensions, and challenges that could arise when embarking on increased levels of commercial activities—in particular, adopting new legal structures for their social enterprise endeavors.

VCOs in the United Kingdom (and elsewhere) now find themselves in a changed operating landscape where their unique roles in promoting independence, equity, and strengthening civil society have been challenged. In their quest to be economically sustainable, VCOs have embarked on increasing levels of commercial/trading activities via setting up social enterprises as alternative means to fund their social/charitable missions. In doing so, they may have to adopt new ways of governance and management that mirror those of the commercial (for-profit) sector. These actions risk social mission drift, confused accountability, and erosion of charitable values. VCOs and their social enterprise entities therefore need to work to position themselves more clearly to retain public support for their causes, demonstrating accountability and good governance to the various stakeholders in a nonprofit-motivated context.
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CHAPTER NINE

Issues in the Marketing and Promotion of Social Enterprises

Mike Newton-Ward

Social entrepreneurship is about doing well by doing good. Although social entrepreneurs apply best practices from the business world, many utilize only a small portion of the best practices marketing has to offer—usually focusing on promotional tactics (advertising or communicating about their product, their cause, or their company) but ignoring other marketing strategies that would allow them to achieve their dual mission.

Social entrepreneurs have many resources available to help them set up their social business ventures, including books, websites, coaches, and incubators. Yet much of this guidance seems to ignore best-practice marketing. Although books convey other good business advice, many devote only a few pages to marketing, and when they do, it is about promotion. Many organizations that provide incubators or technical assistance to budding social entrepreneurs, such as universities and consultancies, tend to focus only on promotional strategies when they offer advice about marketing. This denies the budding social entrepreneur a powerful tool for making the world a better place and for generating profits.

The American Marketing Association defines marketing as “the activity, set of institutions, and processes for creating, communicating, delivering, and exchanging offerings that have value for customers, clients, partners, and society at large.”1 Several points in this definition are important for the entrepreneur. Marketing is more than just communication. If you are using marketing, you are actually creating value. You are doing this for multiple audiences, including the larger society. Marketing is not just a final tangible product or well-honed advertisement; it is a process. These points provide guidance on how social entrepreneurs should be approaching marketing. These points also should be congruent with the mind-set of social entrepreneurs.

J. Gregory Dees, founding director at Duke University’s Center for the Advancement of Social Entrepreneurship, writes that “Entrepreneurs create value.” They are also “change agents in the social sector,” and they show “a heightened sense of accountability to the constituencies served and for the outcomes created.” Their constituencies include “the people they tend to serve,” “the communities in which they operate,” and their “investors.”2

Social entrepreneurship is ultimately about social change. Social change requires different groups of people (e.g., funders, customers, people affected by an issue) to take action in some way, to exhibit a behavior, such as providing capital, making a purchase, or supplying merchandise. Although promotion and communication may be necessary to affect behavior and effect social change, these activities by themselves may not be sufficient to do so. Commercial marketers do not rely on advertising alone for success. They use an array of strategies to encourage consumers to engage in desired behaviors—purchasing their product, investing in their company, telling friends and family about their services. Think of Pepsi. It arguably has creative, well-done, enjoyable advertisements. Do you remember the “Pepsi Generation?” What about good-looking young men and women playing beach volleyball while drinking Pepsi? Or think of Coke and its computer-generated Polar Bears enjoying the drink at Christmas? However, well-executed commercials are not the only marketing tool Pepsi and Coke use. They offer a variety of tangible products that consumers want (e.g., Pepsi in a can; Pepsi in a two-liter bottle; Pepsi from a soda fountain; Pepsi that can be caffeine free, sugar free, and lime flavored.) Pepsi offers its products at competitive prices and may include incentive games to encourage purchase. It offers its products at convenient locations (e.g., restaurants, big box grocery stores and small convenience stores, sports venues, and in freestanding vending machines scattered across the country). And yes, they produce very good commercials.

But why should corporations like Coke and Pepsi be the only ones to benefit from the full array of strategies marketing provides? Shouldn’t social entrepreneurs, who want to improve the world, have access to the same commercial marketing tools that make for-profit businesses successful? They can—using the approach called “social marketing” (think commercial marketing meets health and social problems, such as decreasing childhood obesity or eradicating poverty). Social marketing brings together the full arsenal of commercial marketing principles and practices, strategic business planning, and the social entrepreneur’s desire to do both good and well.

This chapter reviews the marketing-related guidance that is currently available for social entrepreneurs in best-selling books and through technical assistance from universities and business incubators. It discusses why communication and promotion by themselves may not be enough to create the social change that social entrepreneurs want to accomplish. It presents social marketing as the best tool available for doing effective marketing that will “move the needle” on behavior change and ultimately on social change. Finally, it suggests resources for doing best-practice social marketing. Throughout the chapter, marketing concepts are illustrated with examples from current social entrepreneurs and from interviews with leaders in the field of social change and social marketing.

Social Entrepreneurs Primarily Rely On, and Are Taught, Promotion Only

To get a sense of what guidance is available to social entrepreneurs about marketing, I reviewed the 30 best-selling how-to books on social entrepreneurship on Amazon.com.3 I also talked with 10 individuals at entities that provide guidance to persons considering a social business or who are leaders in the area of marketing social change. These experts provided an understanding of why many social entrepreneurs use only the promotional aspects of marketing. They also provided examples of why social marketing is the best choice for social entrepreneurs. Finally, I interviewed 10 social entrepreneurs about their marketing activities, the resources they used, what had and had not worked, and what suggestions they would offer about marketing to new social entrepreneurs.

The majority of guidebooks for the social entrepreneur focus on the promotional aspects of marketing—messages, communication, and advertising. They miss the strategic aspects of marketing such as identifying the audiences, establishing the value or benefit being offered to these audiences, addressing barriers and facilitators to audience action, considering the competition—things that give commercial marketing its power. Some do not even mention marketing as something to consider in the business plan. All of the universities and consultancies represented by the leaders with whom I spoke teach or provide marketing support of some type. However, it may be only a small part of the overall support (e.g., one course) provided to budding social entrepreneurs. Again, the focus of most of these efforts was on marketing as promotion. The only entities to teach strategic social marketing were those that happened to have someone on staff who was a recognized social marketing expert.

Why Communication-Only Approaches Are Not Enough

Communication, messages, and education are strategies often utilized by business and social entrepreneurs to achieve their double bottom line. Well-done communications can be a powerful tool but by itself may not lead to desired outcomes. Why does one communicate? I contend that it is not only to raise awareness (e.g., “my social venture turns 98 percent of its profits into microloans”) or to increase knowledge (e.g., “mosquito nets are needed in central Africa to protect people from malaria”). The entrepreneur wants people to do something: provide start-up capital, purchase bracelets, set up a cooperative to make the bracelets, tell friends about the social business, sleep in the mosquito nets, wash their hands, assist in the entrepreneur’s work, donate printing. The social entrepreneur wants behavior change, whether from potential funders, from people affected by an issue, or from would-be customers.

Ryan Turner, with the social enterprise consultancy ChangeMatters, says social entrepreneurs have to ask: “Did I give people something to do? Did people act on it. Did it make a difference?”4 Communication may be necessary to support behavior change, but it may not be sufficient by itself. Leslie Snyder at the University of Connecticut’s Department of Communication Sciences did a meta-review of more than 400 communication campaigns around the world that aimed to change behavior.5 She found that behavior changed on average only about 5 percent from the beginning to the end of the campaigns.

However, we know from both theory and practice what communication strategies can do well and when we need something else. Communication alone is effective for increasing knowledge and awareness and for influencing attitudes and beliefs.6 However, communication does not provide a benefit or a reward for doing the behavior we want to see nor does it address barriers to action. Michael Rothschild, marketing professor emeritus at the University of Wisconsin, has provided a useful way to think about the place of communication and marketing in influencing behavior.7 He contends that communication alone works well when the audience is already inclined to do the behavior (e.g., a couple already buys “fair trade” items), when the benefits are clear and compelling (e.g., parents using a child car seat), or when the target audience has the ability to act (e.g., a web-enabled cell phone to text a pledge to Haitian earthquake relief). Marketing is required when there is not a clear sense of benefits or when the audience is experiencing barriers to doing a behavior. Marketing can create value for audiences as well as opportunities for them.

Table 9.1 Factors That Determine Behaviors



	External

	Internal




	Policies

	Knowledge and beliefs




	Access

	Attitudes




	Skills

	Perceived risk




	Actual consequences

	Perceived consequences




	Cultural beliefs and values

	Self-efficacy




	

	Intention




	Source: Martin Fishbein, Harry C. Triandis, Frederick H. Kanfer, Marshall Becker, Susan E. Middlestadt, and Anita Eichler, “Factors Influencing Behavior and Behavior Change,” in Handbook of Health Psychology, ed. Tracy A. Revenson, Jerome E. Singer, and Andrew Baum (Mahwah, NJ: Lawrence Erlbaum, 2001), 3–17.





There are many theories that attempt to explain why people do what they do. In 1997, the National Institutes of Mental Health brought together a group of leading behavior theorists for a consensus conference on what influences, in this case, health behaviors. They agreed on a list of both external and internal factors that influence behavior (Table 9.1).8

I, and other social marketing colleagues, have discussed that many of these factors also help us understand nonhealth behaviors. For social entrepreneurs—who want to have an impact on behavior to change the world—I think the list provides an invaluable cheat sheet of potential areas to address to make a difference. It also provides direction on which items to obtain more insight about from the target audience.

This list helps social entrepreneurs understand why communication alone is not always sufficient to bring about the behavior they want to see. Of the above determinants, promotion and messaging can potentially have an impact on skills, knowledge and beliefs, and attitudes. Affecting the other factors requires something else—social marketing.

Social Marketing and Commercial Marketing

Just as social entrepreneurship is the application of business skills to address social problems, social marketing is the application of commercial marketing principles and practices to the remediation of health, social, and environmental problems. If the bottom line of commercial marketing is increased profits, the bottom line of social marketing is improvement in personal and community well-being. Social marketing is the perfect complement to social entrepreneurship. Both are about social change. Both use best practices from the commercial sector to address pressing problems. Social marketing brings the power and success of commercial marketing to social change endeavors. Social marketing provides a planning logic model that can integrate the business principles and promotional activities that social entrepreneurs already use. Bill Novelli, the former head of the American Association of Retired Persons, was an early adopter of social marketing in the 1970s. He considers himself in the business of creating social impact. “Marketing,” says Novelli, “is one way to do that.”9

Furthermore, there is the need to be strategic in how one undertakes effecting social change. Paul Bloom is a professor at Duke University’s Center for the Advancement of Social Entrepreneurship. He noted that the approach social entrepreneurship uses to address problems is often “just get enough money to well-meaning organizations with bright people and good ideas and it will solve the problems.” Bloom continued, “They need to understand the causes of the problems and how to intervene to solve them.”10 Social marketing can provide this strategic understanding.

What Is Social Marketing?

Social marketing is defined as “a process that applies marketing principles and techniques to create, communicate, and deliver value in order to influence target audience behaviors that benefit society (public health, safety, the environment, and communities) as well as the target audience.”11 Because many people think of marketing only in terms of advertisement and messages, I like to define social marketing as the use of commercial marketing principles and processes to first understand the barriers and benefits an audience perceives to engaging in a behavior and to then lower the barriers and increase the benefits or facilitators for the behavior. Perhaps the best definition comes from William Smith of the Academy for Educational Development, a social change think tank. He defines social marketing as making a behavior “fun, easy and popular” to do.12 This definition takes us out of our usual planning paradigms. (Consider what needs to happen to make behavior fun, easy, and popular for the social entrepreneur’s target audience to do.) It is also shorthand for sound theory, explaining why people do the things they do. “Fun” refers to whether the audience receives benefits or consequences that are important to them from doing a behavior. “Easy” refers to issues of access, skill, knowledge, and favorable policies, regulation, or modes of operation. “Popular” acknowledges that we are all part of larger groups (family, ethnic, cultural, professional) whose norms affect our behavior.

Table 9.2 Sample Organizations and Governments Using Social Marketing



	AARP

	State governments




	American Red Cross

	The Bill and Melinda Gates Foundation




	Boys and Girls Clubs of America




	City of Seattle

	The Centers for Disease Control and Prevention




	Oregon Humane Society

	The Episcopal Church




	Planned Parenthood Federation of America

	The National Institutes of Health




	Produce for Better Health Foundation

	The World Wildlife Fund




	Rock the Vote

	United Way of Metropolitan Atlanta





In 1971, Philip Kotler (who has been called the “father of modern marketing”) and Gerald Zaltman, both marketing professors at Northwestern University, first conceptualized how commercial marketing principles could be applied to social problems.13 They were responding to a journal article from 1952 by a psychologist at CBS television who asked, “Why can’t we sell brotherhood like we sell soap?”14 It is interesting that just after the advent of broadcast television someone observed the success of mass marketing in influencing behavior and asked whether that power could be applied to beneficial social change. (This idea has evolved to the understanding that marketing has to be targeted to be effective.)

At the heart of commercial marketing is the idea of exchange—that people are willing to give up something of value to get something of value (e.g., I give you $1.50 and you give me an icy, refreshing soft drink in a cup). The idea of exchange states that, at some level, all of us weigh the costs and benefits of our actions. We are more likely to take action or to engage in a behavior if the benefits outweigh the costs (if that soft drink cost $5.00, would you still buy it?). Many people think of advertisements or public service announcements when they think of marketing. Marketing is much more about lowering the barriers to a behavior and increasing the benefits or the facilitators to that behavior than it is about promoting demand for or communicating information about a product or company.

Over the 40 years since social marketing’s inception, a variety of governmental agencies, nonprofit organizations, and faith communities around the world (Table 9.2) have utilized social marketing to address a variety of health, environmental, safety, and civil society issues (Table 9.3). Social marketing can be used “downstream” to influence individual behavior, “upstream” to affect policy and decision makers, as well as what I term “side stream,” with coworkers and internal and external partners.

Table 9.3 Sample Issues Addressed Using Social Marketing



	Agricultural productivity

	Hand washing




	Breast-feeding

	Insecticide-treated mosquito nets




	Composting

	Preventing topping off gas tanks




	Creating backyard wildlife areas

	Responsible drinking




	Domestic violence treatment

	Volunteer recruitment




	Encouraging savings accounts

	Water treatment





Social Marketing Is Not Messages, and It Is Not Social Media

Social marketing is often misconstrued as advertising, public service announcements, or messages, as is commercial marketing. All marketing is much more about creating something of value that an audience wants, and lowering barriers and increasing benefits associated to doing something, than it is about promoting demand. This misunderstanding arises from several factors. Promotional efforts are often the most visible part of the marketing mix. The commercial, the billboard, the product packaging is most available to our senses, and these tactics can be implemented with creativity and high production values. People do not see the strategy behind the creative materials. Customers do not notice how product, price, and place tactics are brought together to make something they want to buy or to do. (Consider this: if Pepsi had wonderful commercials, but tasted bad, cost $10.00 a bottle, and was hard to find, would you still drink it?) Many businesses and individuals who represent themselves as marketers have never had a marketing class. They have not learned about how to conduct audience research, create a strategic plan, nor manage the marketing mix to affect the balance of barriers and benefits. They have learned how to develop and place messages or how to create artistic materials. When the public hears this activity called “marketing,” that is how they come to define it.

Many people have begun referring to social networking mediums as social marketing, with the rise of these technologies over the past several years. This probably results from the tendency to shorten long titles—in this case, condensing the term “social media marketing” into social marketing, as well as from lack of awareness about social marketing outside of health, human service, environmental, and similar fields. As this chapter shows, the difference in what you get is large. Social marketing is a strategic planning approach for social change, informed by 40 years of experience, which utilizes a mix of strategies and activities. Social media are online technologies of a fairly recent origin that facilitate social networking. To clarify the difference (and what you get with each), think of social media as the hammer and social marketing as the blueprint. Or think of social media as lettuce and social marketing as the salad.

Why Should We Care about Social Marketing?

Scanning the social, cultural, economic, and political environments reveals a number of factors that can affect one’s ability to have an impact on social issues. On the negative side: decreased funding from many traditional sources due to the economic downturn; donor fatigue in giving, with an in-turning focus toward one’s family unit; continually emerging problems, diseases, and issues. Lastly, there is what I call the “marketization” of American society. We are accustomed to being catered to; we want clear benefits in return for actions; we expect, to paraphrase a slogan from one fast-food restaurant chain, to have it our way. Social entrepreneurs need a set of tools with a track record of understanding and responding to changing environments and with the ability to reshape those environments for good.

Social marketing is that tool. It provides a 360-degree view of the problem at hand, both its causes and potential solutions. This allows the social entrepreneur to focus where he will have the most impact on the issue. It involves those affected by a problem or those whom the entrepreneur wants to reach. This leads to more effective programs and culturally appropriate activities and products. All of these combine to yield a more efficient use of funds.

The BASECs of Social Marketing

A social marketing approach is defined by the following basics. (An easy way to remember these characteristics is with the mnemonic device “BASEC.”)

Behavior Is the Bottom Line

While the bottom line for commercial marketing is increased profits, the bottom line for social marketing is behavior change. Increasing knowledge and raising awareness about one’s business or about one’s issue is not enough. Social marketing wants to see people “behaving” in specific ways. Bringing about social change requires that people act: make a donation, pass new legislation or adopt policies, stop buying merchandise from sweatshops. The social entrepreneur wants someone to buy or use his product or service, to teach a villager how to write a community business plan, to talk to friends about the issue they are passionate about. Using all of the tools available in marketing (i.e., going beyond promotion) allows the social entrepreneur to achieve her dual bottom line.

Understanding Your Audiences Is Paramount

The audience is the group who ultimately makes or breaks the entrepreneur’s effort. If audience members do not like the entrepreneur’s product or are unable to perceive a value in funding her, she will not be successful. Beth Blatt is founder of Hope Sings, an L3C company that sells singer-songwriter music that tells the stories of women who have been helped by microfinance loans to create capital for additional loans. She states, “You have to offer value to people. In order to figure that out, you have to be in conversation with them. To do that, you have to listen to them.”15 Social entrepreneurs have multiple audiences, which have been mentioned before: investors, incubators and mentors, potential customers, people affected by a problem, makers and suppliers of merchandise, offices of secretaries of state that approve the business form of the venture, among others. Each of these audiences is different from the others. Each has its own interests, values, and motivations. Each may provide the entrepreneur with different perspectives or different information. For example, the Christian Haitian Entrepreneurial Society, Inc., which works to create job opportunities in Haiti, has engaged older Haitian expatriates in the United States because of the knowledge they have of Haiti and the ins and outs of doing business there. It has also engaged younger Haitian Americans because of their energy and because they have contacts in both countries.16 The more social entrepreneurs understand their audiences and what is important to them, the more successful they will be.

Audience Segmentation Is Needed

Segmentation is the idea that individuals and groups are not all the same, so a one-size program or message does not fit all. If you have children, you likely already understand segmentation. What works to get one to do his or her homework does not necessarily work with the other. It is the same with a social entrepreneur’s audiences. One customer is different from another. Marketing encourages one to look for ways to break large audiences into small groups, or segments, around important characteristics (e.g., how they like to receive information; whether they want to buy online or in person; whether they want to know about the person who weaved the clothing being sold) and customize one’s offerings to match these preferences, as much as possible. (Remember all the ways and places Pepsi offers its drink to its customers.) Also, if it is understood who is most open to the offer or who is most ready to change, one can focus one’s energies on those people who will provide the most return on investment, rather than squandering limited resources on those who are not ready to act. Carolina for Amani is a social business venture started by a student at the University of North Carolina at Chapel Hill. The organization sells hand-painted Kenyan jewelry on campus. Proceeds support the New Life Home Orphanages in Kenya. Carolina for Amani has identified various audiences for different purposes. Founder Morgan Abbott notes, “For the internship program, our audience would be funders and students at UNC. For our bead sales, our audience would be students and community members at UNC. Our overall audience is the New Life Homes—since our purpose is to support them, we always need to make sure that we are seeking to do whatever will produce the best results for them.”17

Exchange Is at the Heart of Marketing

Exchange is the name for that balance of barriers and benefits that determines whether the target audiences are more likely to act in the manner desired. The idea of exchange is that people at some level do a cost-benefit analysis when they consider different courses of action. They will tend to act in the way that they perceive has the least barriers and the most benefits for them—the most value for them. The option that is fun, easy, and popular to do. After one understands the exchange balance for one’s behavior, marketing activities become those things that lower the barriers and increase the benefits the audience perceives.

Table 9.4 Exchange Table with Commercial Example



	Cost, Barriers

	Benefits, Facilitators




	$1.50

	A Pepsi




	Dieting concerns

	Thirst-quenching experience




	Desire for additional tastes

	Fun




	Convenience

	Youthful feeling




	 

	Boyfriend or girlfriend





One way to understand this balance is to create an exchange table (Table 9.4). This is as simple as taking a piece of paper, drawing a line down the middle, and listing on the left side all of the barriers the audience has identified and on the right, all the benefits they have identified. Then, look at each barrier, and consider what can be done to minimize that barrier. Look at the benefits and consider what can be done to emphasize or create the benefits that are important to the audience. Remember to think fun, easy, and popular.

Audience perception (or experience) is of overriding importance here. It does not matter what the social entrepreneur thinks is a barrier or a benefit. What the audience thinks must be of paramount importance.

Consider the Competition

Every social business venture has competition. It may be the older, established nonprofit addressing the same issue. It may be another entrepreneur seeking capital. It may be the status quo of doing nothing. Understanding what the audience likes about the competition can provide clues about how to be successful with them—by doing something similar, but doing it better. When one understands one’s competition, one can also determine ways to differentiate one’s venture from theirs. (This is called the “unique selling proposition,” or USP.) For example, the competition may sell “world music.” The entrepreneur in question does also, but offers a free MP3 download with the CD, or reduced shipping.

To support behavior change and achieve social change, social marketing uses the same intervention strategies as commercial marketing: product, price, place, promotion (known as the 4 Ps). The 4 Ps together are referred to as the “marketing mix.” Think of them like the ingredients of a salad. Different amounts of ingredients can be used to get different tastes, and for different occasions and guests. When alone, one might eat a salad with anchovies and sharp blue cheese. However, when company comes, one may leave out the anchovies. Likewise, the salad that is prepared for Thanksgiving dinner may be different from the one fixed for Super Bowl Sunday. In the same way, the marketing mix can be manipulated to achieve the results hoped for, depending on the audience or on differing factors in two environments (e.g., selling to college students on campus versus selling to other businesses).

Product

The product is what is being offered to the audiences and the “bundle of benefits”18 that go with it. It can be a tangible item or a service. It is easy to identify the product in commercial marketing: hand soap, a hotel room, that can of Pepsi, tax preparation, or roadside assistance for a flat tire. A social entrepreneur may have separate products for both an audience of customers (artisan chocolates) and the group she is trying to help (microfinance loans). In social marketing, the product can be something tangible that directly remedies a problem, like oral rehydration salts for infants with severe diarrhea from a cholera outbreak due to unclean water, or something intangible that helps an audience engage in a behavior, like offering cooking classes to demonstrate how to fix tasty foods without fatback.

All products bring benefits, both tangible and intangible. A bar of soap makes the customer feel clean. Its scent may also make him more attractive to his spouse. Buying fair trade coffee may taste good to the consumer. It may also give her a sense that she is doing something right for the planet. The coffee growers receive a living wage. They may also feel a greater sense of control over their lives and pride that they can provide for the wants of their children. The tangible and intangible offerings become the bundle of benefits the social entrepreneur wants to promote.

Price

The price variable gets back to the heart of marketing: exchange; barriers and facilitators; costs and benefits. It is what people have to give up to engage in a behavior or to receive something of value. In commercial marketing, we often think of the monetary price. There can be other costs to pay, such as convenience. For example, I may not like to go to shopping mall A because of the traffic and the lack of parking. I would usually prefer to drive a bit farther to mall B because parking is plentiful and close to the entrance. (However, if mall A is the only place that sells an item I need for a hobby, the benefits may outweigh the costs and I will drive there.) For actions related to social change, there can also be intangible costs, which may be more important to whether people act, such as convenience, embarrassment, force of habit, time, effort, or disapproval. Social entrepreneurs identify the barriers and benefits their audience perceives by asking them. Price strategies then become anything that can be done to lower the identified barriers and increase the benefits (Table 9.5).

The entrepreneur will want to ensure that the benefits outweigh the barriers.

Place

Place is about making the behavior convenient and about reaching people at locations and times that they are more apt to be thinking about the social entrepreneur’s issue. Place is an often overlooked way to make “doing good” easy, but it is an easy part of the marketing mix to manipulate that can have powerful effects. There are a number of ways in which place can be used: 1) go where the audiences are more likely to gather, rather than asking them to come to you; 2) go where they are already likely to think about your issue; 3) be there at the point where people act; 4) match the days and hours of your operation with your customers’ schedules; 5) make your location more pleasant, if you have a bricks-and-mortar presence (or make it more pleasant than your competition’s); 6) take advantage of current events in the news cycle that pertain to your issue; and 7) piggyback on events already on the calendar that are related to your issue (e.g., Earth Day, World Food Day) or when your audience will be gathering (e.g., NCAA basketball finals). In commercial marketing, place often refers to the distribution channel for a product. How does one get a product to the customer once the customer has paid for it? How can purchasing and receiving the product be made easier and more enjoyable for them?

Table 9.5 Exchange Table with Health Example, Including Social Marketing Activities to Lower Barriers and Increase Benefits



	Cost, Barriers

	Benefits, Facilitators




	Time

	For parents




	Lack of access to affordable toothpaste and toothbrush

	Healthier, happier children Lower dental bills




	Lack of brushing skills

	Feeling like a good parent




	Bad taste of toothpaste

	Others perceive me as a good parent




	Not fun

	For children




	

	Fewer unpleasant dental visits




	 

	Yummy-tasting toothpaste




	

	Toothbrush with cool color and shape




	Activities




	Provide bubblegum-flavored toothpaste




	Provide toothbrush




	Mrs. Tooth character teaches proper brushing with fun games for children and parents




	Held in schools and recreation centers where children attend




	Letter to parents about classes




	Teaching materials for parents and children





Promotion

This is what people often think of when they think of marketing. It is the conveying of information, knowledge, or awareness about an issue or about one’s business and products. Promotion involves both the message and media channels used to get out the message. There are many resources and guides for creating good communications. Indeed, as I found, most of the guidance on marketing available to social entrepreneurs focuses on promotion and communication. Therefore, in this chapter, I want to point out best practices and tactics based in sound communication theory that will increase the likelihood that the social entrepreneur’s promotional efforts will be successful.

1. Content is always king. It does not matter how flashy or cutting edge the chosen medium is, if what is said does not have value for the members of ones’ audience, they will soon stop paying attention. Beth Blatt of Hope Sings points out that it is “less than the medium, it’s the message. That is important. Figuring out who the message is for. Where it lands.”19

2. Remember the goals of the social venture. What is its mission and its entrepreneur’s passion? What is it that one wants the audience to do when they see or hear the message? Make sure the messages are always in the service of the social venture’s goals. If they are not, do not use them with the audience.

3. Be where the audience already is. Use media channels that the audience prefers. Place the message in locations where the audience gathers (either geographically or virtually).

4. Repeat, repeat, repeat. One mistake I see organizations making again and again is putting their message out once or twice and stopping—and waiting for their customers to act. They seem to think, “We’ve sent out our letter (brochure, Facebook posting, phone call), people should know about us now.” People are exposed to thousands of messages per day. Social entrepreneurs have much information clutter to break through. People need to be exposed to a new message between 8 and 11 times before they realize they have been exposed to it once and can begin to process it. Repeat your message multiple times using a variety of media—but always media the audience attends to. (This is referred to as “wrapping” or “fogging in” the audience.) Beth Blatt reinforces this: “It takes repetition, repetition, repetition to get noticed.”20

5. Make it personal. Write as if you were talking to one individual. Even if you need to use a more professional tone, compose the message with one person in mind.

6. Include a simple action for the audience to perform. People are more likely to remember information if they have to do something with it. Ask the audience to do something: visit the social venture’s website; send back a response card; tell a friend; send a text message on their mobile phone.

7. Clearly state the benefits of acting. What is in it for them? What will they receive in exchange for acting? (Remember, it can be a tangible or an intangible benefit.)

Although the promotion P is important, it is only one part of the marketing mix needed for a successful social business venture. To return to the metaphor of a salad, if one is focusing only on promotion, it is like having a wedge of lettuce and thinking it will be a nutritious, filling dinner. Lettuce may be one ingredient, but it does not provide all of the nutrition one needs. Likewise, promotion may be important but insufficient by itself to achieve one’s business and social change goals.

Some Other Marketing Tools

Two other marketing tools that social entrepreneurs can use are positioning and branding.

Positioning

This defines where the business venture stands in relationship to the competition, how the audiences should think about the business: it is friendlier, provides quick customer service, employs members of the affected population, and has worked in the affected area and knows what it is doing. One does not want one’s venture known for “not having its act together” to process payments, not reinvesting in the community, or never seeming welcoming when one comes to the office. A positioning statement provides a guide for running a business, in a way that the social entrepreneur wants it to be seen. It provides a yardstick to ensure that everything that is done—from the work on one’s mission, to interactions with customers, to promotional materials—reflects this. When a business does this, it provides excellent credibility. When it falls short, the results can be ruinous.

La Collectiva, a worker-owned and -operated domestic cleaning service in San Francisco positions itself as the “green,” environmentally friendly cleaning service for home or office.21 They ask, “Are your cleaning products making your house sick?” Everything they do illustrates that if this is a concern of yours, they are the cleaning service for you.22 They use environmentally friendly products. They highlight how they work with the San Francisco Department of Public Health and the University of California at Berkeley’s Labor Occupational Health Program “to provide training to our members, and learn about better working conditions, effective and safe cleaning techniques, and worker rights.” They also provide a guidebook on green cleaning that customers can download.

Branding

This is the personality of one’s business. Many people think of branding simply as a logo or a slogan. Although having a well-designed logo and a well-written slogan contribute to the brand, branding is much more than this. Branding is more about the relationship between the entrepreneur and his or her audience, how they perceive the business, and the emotions the business generates when they think of the business. It is about intangibles. The positioning contributes to the brand. However, the brand develops over time as the audiences interact with the venture. Think of it as a child. She can be taught correct manners and can be dressed well. People may first look at her and think, “Oh what a lovely child!” But when she goes to school, how she interacts with her teachers and with other children will determine how she is thought of the next day. At the end of the day, her parents may praise the child, or they may have to correct her. It is the same with a brand. It is a living thing. It can be given a good start, but ultimately, it must be nurtured every day.

One way to give a brand a good start is to recognize the emotional/relational quality it carries. This can be intentionally established by asking a set of questions such as the following:

1. If X (e.g., the business, the social issue, what is being offered) were a car, what kind of car would it be, and why?

2. If X were a type of music, what would it be, and why?

3. If X were an animal, what would it be and, why?

These questions should be asked of the social entrepreneur’s planning team or partners. They should definitely be asked of prospective audiences. What themes emerge? These themes can then become the featured attributes of the brand. Although these questions may seem frivolous at first glance, they are designed to get those intangibles—thoughts, feelings, symbols—that can drive audience interactions with the brand and the social business.

The Social Marketing Planning Process

Just as writing a business plan has a process, so does writing a social marketing plan. The steps in the process are as follows: 1) describe the social problem or issue, 2) gather additional insight about the audience and the problem, 3) select the audiences and what behaviors are expected of them, 4) decide how to address barriers and benefits (the market strategy using the 4 Ps), 5) decide on the specific activities and messages to be used, 6) decide how activities will be monitored and success will be measured, and 7) decide how the plan will be rolled out. The following is a list of questions to ask to get started on the marketing plan. Some of these questions may have already been considered during the writing of the business plan.

I. Describing the Problem or Social Issue

1. What is the problem of interest?

2. What is known about its causes?

3. What are potential solutions? What have others tried?

4. Who is affected by the problem?

5. Who needs to act to address the problem? Those affected? Influencers? Policymakers? Customers?

6. What is going on in the social, political, and cultural environments that might have an impact on the problem or on one’s ability to address it?

This step helps to determine what is known and what is not known. Items for which additional information is needed can become the basis of questions in the next step, gathering additional insight. Describing the problem or issue well can have another benefit—helping the social entrepreneur and her audiences better understand the issue. Micah Gilmer, Entrepreneur in Residence at the University of North Carolina at Chapel Hill, notes that social entrepreneurs and those with whom they work need to “understand the nuances and complexities [of social problems] . . . break them down for people to understand . . . to bring about a certain behavior to promote their goals and outcomes.”23

II. Gathering Additional Insight

Besides addressing questions arising from the first step, an important function here is to find out as much as possible about the barriers and benefits the audience perceives related to the behaviors of interest to the social entrepreneur. (Remember, the desired behaviors can be as diverse as providing start-up capital, selecting the entrepreneur’s cleaning or printing service, or using the water filters he provides.) The best tool to obtain this information that I have found is called “A Simplified Elicitation Methodology.”24 To make this tool fun, easy, and popular to use, I refer to it as “Six Easy Questions.” This method of gaining audience insight was developed to get at the determinants of behavior I mentioned earlier in this chapter in the discussion about why communication alone may not bring about behavior change. This tool is easy to use successfully as part of an interview, in a survey, or during focus groups. I am always amazed at the amount of insight these questions generate. If I were limited in the number of questions I could use, I would always ask these:

1. What makes doing behavior X easier? What makes doing it harder?

2. What are the good things that happen when you do behavior X? What are the bad things that happen?

3. Who would approve of your doing behavior X? Who would not approve?

One can use the information gleaned from these questions to create an exchange table of barriers and benefits. Select the barriers and benefits that are cited the most often.

Other questions to consider:

1. How do you like to receive information? (To get at which media channels to use.)

2. What are the three most important things in your life? (To get at personal motivations and values to which the social entrepreneur can appeal.)

It is important to remember that the entrepreneur does not have to ask all of these questions herself. Existing information—such as that derived from organizational reports or audience research others have conducted or from asking others who have worked with similar issues or audiences—can be used. There are e-mail list serves (such as the Georgetown University Social Marketing Listserv) and interest groups (such as those on the LinkedIn professional networking site) that can be utilized. Reference librarians are aware of amazingly diverse resources. Other service organizations and even government agencies can be sources of information. Makesportfun, a British company that provides social marketing consultant services for agencies and organizations promoting sports and physical activity, found that national government offices had information they could use for audience segmentation.25

III. Selecting Audiences and Actions

1. Who does the entrepreneur want to do something?

2. What are the important differences between these audiences?

3. What action does the entrepreneur want them to take? (Be specific. There is a difference between, say, wanting the audience to go to the social venture’s website and wanting them to go to the website and place an order.)

IV. Addressing Barriers and Benefits (the 4 Ps)

Review the information in the exchange table. Note the barriers and benefits for the action desired of the audience. Brainstorm what can be done to lower the barriers and increase the benefits, using the 4 Ps—product, price, place, and promotion. It can be helpful to record ideas in a table like Table 9.6.

Table 9.6 Matching 4 Ps Marketing Mix to Barriers and Facilitators



	 

	Product

	Price

	Place

	Promotion




	Barrier/Facilitator

	 

	 

	 

	 




	1. Lack of time

	 

	 

	 

	 




	2. Inconvenient location

	 

	 

	 

	 




	3. Person wants to make a difference

	 

	 

	 

	 





Product

1. What tangible item or service is being offered?

2. What benefits are in it for them?

3. What tangible items can be offered to facilitate their engaging in the desired action?

Price

1. What is important to the people to whom the social venture’s goals can be tied? What motivates them?

2. What barriers exist to the behavior? How can these be minimized?

3. What additional value can be added for the audience?

4. How can the behavior be made fun, easy, and popular?

The social entrepreneur must remember that people can have all sorts of motivations to do the thing he wants them to do, and these can be different from his motivations. For example, the social business venture wants people to buy their salmon from the sustainable source that it offers. The motivations of the customers to do so could include enjoying the taste of salmon and not wanting resources to be depleted, living out personal values of being a good steward of the environment, a sense of “keeping up with the Jones” and their last dinner party, or wanting to support the Tlingit peoples of Alaska after visiting there last summer. The customers could be segmented around any of these motivations, and different appeals could be made to each group.

Place

1. Where are the people to be reached located geographically? How can they be reached there?

2. Is the social venture’s location convenient for them?

3. Is the social venture’s schedule convenient to them?

4. When and where are they already likely to be thinking about the venture’s issue?

5. Is something happening in the social environment onto which the social venture can piggyback?

Promotion

1. How does the audience like to receive information?

2. If mass media is used, when is the audience watching, listening, reading?

3. What do you want them to know about the social business, its cause, its services?

4. What do they want to know to do what is being asked of them?

5. How can they be engaged in a two-way conversation?

V. Deciding on the Specific Activities and Messages to Be Used

Look at the list of activities.

1. Which are most feasible to do, given available time, talents, and resources?

2. Will additional materials or capital be needed?

3. Which can the social entrepreneur do, and which would have to be done by someone else?

4. Which would have the most impact on the audience?

5. What is the social entrepreneur’s time line for doing these activities?

VI. Deciding How to Monitor Activities and Measure Success

1. What needs to be measured (e.g., amount of sales, website hits, number of inquiries, amount of funds reinvested in the community, fidelity to time lines, decrease in the number of children with malaria)?

2. How will it be measured (e.g., sales receipts, online surveys with customers, Twitter comments, log books, reports from another organization)?

3. Who needs to be reported to (e.g., investors, customers, the community in which the social entrepreneur is trying to make a difference)?

4. In what form do the results need to be reported (e.g., using a formal report structure provided to you, on your website, in a letter to customers, face-to-face with community members)?

5. Will stories, facts and figures, or a combination be used?

VII. Deciding How to Roll Out the Plan

1. Will there be a formal, high-profile launch, or a quieter launch, with little fanfare?

2. Who will be contacted with the start-up announcement?

3. Are materials needed for informing the press or samples for giving to potential customers available?

4. Is the social venture adequately prepared to meet the demand for its project or service?

5. Think about the possible glitches that can occur (e.g., few members of the press show up, the Internet connection goes down, the entrepreneur has the flu on the big day, or the merchandise does not arrive). How will these situations be handled?

The social entrepreneur should remember that social marketing is as much a mind-set as it is a set of plans and activities. Think behaviors, barriers, and benefits, and apply this to the decision making. The entrepreneur will be doing marketing! (I advise clients to print “behavior, barriers, and benefits” on a card and put it above their desk to refer to at every step of the planning process.)

Social Marketing Applied to Social Entrepreneurship

What does it look like when social entrepreneurs utilize social marketing? A good example is Road Crew.26 Road Crew brought together the principles of social entrepreneurship and social marketing to address the social problem of drinking and driving, and the resulting wrecks, injuries, and fatalities, in rural Wisconsin communities. The business solution was to set up ride programs in rural communities for young adult men who would spend weekend evenings driving from tavern to tavern drinking for recreation. A social marketing perspective helped with understanding what the men viewed as the right bundle of benefits to make this program attractive and successful where other ride programs (e.g., a designated driver, a taxi service from the tavern to the home) had not been. Local coalitions of community members and small business owners set up Road Crew franchises to provide limousine rides to the men from their houses to the taverns, and back home again, for a fee. Start-up capital came in the form of grants from state government.

The “bottom lines” of all groups involved benefited. Franchise owners generated enough revenue to pay for purchase and upkeep of the vehicles. Tavern owners were able to maintain their usual business levels. The target audience continued a long-standing, highly valued social custom—one that had proved impervious to change through other methods by government agencies concerned with injury prevention and public health—while decreasing their chance of injury and death. The state benefited from an estimated 17.6 percent reduction in alcohol-related crashes.27

In rural Wisconsin, it is common for single young men, aged 21 to 34, to spend weekend evenings driving between taverns to drink alcoholic beverages and enjoy fellowship with friends. This contributed to high rates of driving while drinking and motor vehicle crashes resulting in injuries and deaths. The state department of transportation had tried using message campaigns to discourage drinking and driving, but to no effect. They turned to Michael Rothschild, a professor in the marketing department at the University of Wisconsin–Madison and a recognized expert in social marketing, for help. Dr. Rothschild guided the social marketing planning process, implementation, and evaluation. Ms. Beth Mastin worked with the communities to establish local coalitions and set up the Road Crew franchises.

The planners gained additional insight into the target audience by conducting focus groups with the men themselves, their families and friends, and staff in the taverns. They also talked with local governmental representatives, including law enforcement, public health, and counseling professionals. They discovered that gathering in taverns is a deeply ingrained custom that meets many social and emotional needs. Men valued the current “product” of driving themselves between taverns and would not give it up. Even though they were concerned about their safety and their vehicles, to accept a ride in a taxi or from a designated driver risked ridicule for not being able to handle one’s drinks. Also, there would be a problem of getting one’s car back the next day. However, they indicated they would consider some kind of “mass transit” option that would allow them, along with their friends, to safely go from home to the taverns, between taverns, and back home again. Based on this input, the coalitions decided to set up businesses to offer such ride services.

The main audience or customer was 21- to 34-year-old single men in rural areas who hang out in bars and drive after drinking. The desired action was for them to use the ride service.

Road Crew had the following marketing mix.

Product: The tangible product was a round-trip ride service for the evening. The bundle of benefits included protection of one’s macho image, ability to participate in a valued tradition, and being cool by being chauffeured.

Price: Each franchise set the monetary price for the service, on average $20 per evening. Being chauffeured in a limousine was perceived as cool. This offset the barrier of being viewed as unable to drive after drinking. It offered the added benefit of being able to ride with one’s friends and continuing to socialize.

Place: The service was offered from the men’s homes and the taverns. Time-wise, it featured an early pickup at home and a late pickup from the tavern. Each community franchise decided on the geographic area it would serve and the hours of operation.

Promotion: The taverns prominently displayed Road Crew signs and posters, including over urinals in the restrooms. Patrons could take magnets home to put on their refrigerators or by the phone. Limousines carried the Road Crew logo on their sides. According to Rothschild, the materials and messages “were designed to remind the target of Road Crew when the timing was appropriate (when they were in bars; when they took their car keys out of their pockets; when they opened the frig to get a beer; or when they were drinking a can of beer).”

Road Crew showed the following outcomes and impacts on the social problem.28

• Almost 20,000 rides provided in the project communities in the first year

• A savings in the demonstration communities of approximately $615,000 in implementing the program over dealing with automobile accidents

• 70 percent awareness of the program in the communities

• 80 percent positive feelings about the program among those who are aware

Suggestions from Other Social Entrepreneurs

I asked each person I interviewed what marketing suggestions they would have for other social entrepreneurs. Here is a compilation of their collective wisdom.

• Spend the time upfront to understand your issue.

• Be very clear on your issue and your business concept, and how to relate them.

• Acknowledge and honor all of your audiences.

• Attendees at your events can provide great quotes.

• Have a strong call to action.

• Use existing customers to get referrals.

• Use the phone to have more personalized conversations for networking.

• Using social media is powerful. Learn how to maximize it.

• Word of mouth is helpful—network at events.

• Use your social mission statement to get your foot in the door with receptive audiences.

• Don’t be afraid to hire someone to assist you with marketing.

• Find someone who understands both the business side and the social cause, and who can help you link those two strategically.

• Use social marketing. It works. It’s case- and issue-specific.

Summary

Social entrepreneurship has become a major force for bringing about social change for good in the world. Its power comes both from the passion of those drawn to it and from their use of best-practice business principles. Although social entrepreneurs are making use of best business practices, they are neglecting to use best-practice marketing principles, relying primarily on promotional message strategies. Social marketing can bring the full power of the success of commercial marketing to entrepreneurs. Social marketing offers a strategic planning model that provides a 360-degree view of the causes of, and potential solutions for, social issues; yields insight about the multiple audiences social entrepreneurs must address; and generates a mix of tactics and activities that are most likely to create value for the customer and move the needle on the behavior and social change social entrepreneurs seek. Social marketing is the best marketing approach available to help social entrepreneurs achieve their dual bottom line.
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CHAPTER TEN

Concluding Thoughts on Social Enterprise Structure

Thomas S. Lyons

Once a social entrepreneur identifies a social problem that she wants to address, she creates an idea, or a theory, for how she believes the problem can be solved. She then assesses that theory as to how robust it is in its projected ability to create social and market value and in its sustainability over time.1 If it passes this acid test, it represents a true opportunity to add value to society, and the social entrepreneur will likely pursue it.

This brings the entrepreneur to a crucial juncture in the social entrepreneurship process. It is here that she must develop the vehicle that will allow her to most successfully pursue her opportunity—the social enterprise or venture, itself. As is the case with any vehicle, a major contributor to its ability to succeed is its structure, or design. As Caslin points out in Chapter One of this volume, “you get what you design.”

Several factors guide the design of a social venture. First, and arguably most important, it must be based on the mission of the social entrepreneur and her team. As the late, great Chicago architect Louis Sullivan once asserted, “Form ever follows function.” Translated into the parlance of social entrepreneurship, organizational structure follows organizational purpose (a further reflection of the social opportunity being pursued). Second, structural design is based on the environment in which the organization operates. As Rupani and Poolman observe in Chapter Five, context creates variation in social ventures. This may encompass culture, regulations, physical space, talent pool, and so forth. The most common manifestation of the influence of context on the organizational structure of a social enterprise is its legal structure. Third, social ventures assume forms that are reflective of their commercial activities, as noted by Kerlin in Chapter Two. Put another way, the way(s) in which a social venture is financed will influence its organizational structure and vice versa. In sum, structural forms may be categorized as opportunity based, legally based, and financially based.

Hockerts offers a useful frame for thinking about the impact of the opportunity being pursued on structure. He identifies three major categories of opportunities: activism, self-help, and philanthropy.2 Activist opportunities are embedded in a movement, such as fair trade, global climate change, literacy, and so forth. The activists are the providers of resources to the social venture. Most often, this type of opportunity is pursued by an organization that adopts a traditional nonprofit form.

Self-help opportunities are those that engage target beneficiaries in activities that seek to ameliorate the problem(s) they face. Examples of self-help opportunities include microfinance and employment for the homeless, former prisoners, and disadvantaged youth, among others. The ventures that follow this type of opportunity tend to take different forms, depending on the specific opportunity in question. Some social enterprises employ economically disadvantaged youth and teach them about business by owning and operating retail franchises. Microlending organizations were traditionally small nonprofits, but this is changing rapidly with the rise of large, publically traded for-profit funds. Greyston Bakery in Yonkers, New York, is a for-profit bakery that employs “the unemployable” (the formerly drug and alcohol addicted, former prisoners, etc.).

Philanthropic opportunities are those that are identified or defined by the philanthropist. Corporate and community foundations and social venture philanthropists pursue these opportunities. For example, the Acumen Fund, headquartered in New York City, backs social enterprises that address infrastructure problems in developing countries and have strong business models and a goal of scaling up. These enterprises can include for-profit companies with a strong social mission. The Ford Foundation has identified the pursuit of the triple bottom line (social, economic, and environmental) as one of its major initiatives. Foundations such as Ford most often seek to encourage the relevant activities of nonprofit organizations.

As both Caslin (Chapter One) and D’Intino (Chapter Seven) observe, legal structures of social ventures tend to fall into one of three categories: nonprofit, for-profit, and hybrids of the first two. D’Intino makes it clear that although there are many similarities in these forms across contexts, the way in which each legal structure presents itself varies from country to country. Nonprofits are the original form taken by social ventures and are still the most common legal structure. However, as Kerlin notes, economic pressures have forced many of these nonprofits to undertake earned-income activities, making them hybrids. For-profit structures are becoming increasingly common, but, as Gray (Chapter Three) observes, they struggle with finding the right balance between their social mission and the pressure to generate profits. Hybrids take a variety of legal forms. In most cases, these include combinations of nonprofit and for-profit models, like Newman’s Own, the food company that gives 100 percent of its after-tax profits to charity. Newman’s Own operates both a for-profit company that generates revenue and a nonprofit foundation that gives that revenue away to worthy causes.3

As is evident from the preceding discussion of legal structure, it is closely tied to financial structure. Social ventures may rely totally on philanthropic sources (individual donations, grants from foundations or government agencies, corporate gifts), on earned income (the sales of goods/services, including fees for service), or on a combination of the two. Traditional nonprofits are the legal structure that is most often fully dependent on philanthropic financing. However, with dwindling philanthropic support and increased competition for financial resources among nonprofits, these organizations have been pushed to pursue earned-income strategies, as discussed at length by Kerlin in Chapter Two. This hybridization of financing sources has challenged nonprofits’ efforts to stay focused on their missions and in many cases introduced mission drift. Correspondingly, for-profit social ventures, which rely solely on generating earned income, have not always been successful in balancing social and profit motives, causing a similar kind of drift away from the social opportunity. Financial hybridization is difficult but not impossible. In many instances, the most sustainable hybrids are those that create clear organizational separation between their various financing strategies, as in the case of Newman’s Own. Not only does Newman’s Own’s nonprofit arm distribute the for-profit’s profits to charity, it also receives philanthropic donations and grants. Similar structures have been employed by Greyston Bakery (mentioned previously), which has its own nonprofit foundation, and Pura Vida, a nonprofit that assists low-income individuals in coffee-producing countries in Central America and Africa,which operates a for-profit venture that sells coffee produced in these countries and plows its profits back into the work of the nonprofit.

All of this would seem to suggest that in the realm of organizational structure, social ventures are moving in the direction of hybrid forms, for reasons of opportunity, legal considerations, and financing. This has caused some scholars to begin to think of all social ventures as being hybrids. Hockerts, for example, talks about structure in social entrepreneurship in terms of nonprofits that seek to manage themselves like businesses, nonprofits that generate earned income, and ventures that are blended for-profit/nonprofit (which he calls “social purpose business ventures”).4 Arguably, all three of these structures represent a hybridization of for-profit and nonprofit characteristics, differing only by the degree of integration.

The question at this point is whether current structural approaches to social entrepreneurship are working—are they effective? Casey’s preliminary research, reported in Chapter Four, suggests that they may not be. He argues that there is a rhetoric surrounding social entrepreneurship that is based on the assumptions that it is successful because it is market based and market driven and that, because of this, it is superior to more traditional approaches to charity. Through his case studies, however, Casey demonstrates that social ventures are not always successful; some suffer from “disappointing” results that are often not reported in either the scholarly or popular literature.

I, too, have noticed some reticence on the part of many social entrepreneurship practitioners, educators, and even some researchers to acknowledge failures and the vicissitudes of the field. I believe that this is natural for a new field and born of the notion that any admission of weakness might derail the movement. Thus, practitioners and sympathetic observers tend to err on the side of cheerleading, as opposed to fostering a learning environment in which challenges are openly identified and acknowledged and new solutions are created and experimented with. Clearly, Casey recognizes this as well in his call for a more lucid definition of social entrepreneurship and improved understanding of its impacts. This is not to say that no one else in the field recognizes this or is attempting to address it; it is only to suggest that more can and should be done.

This begs the question of what are the structure-based challenges to social entrepreneurs and their ventures. One answer to this question is implied by Casey: the limited data currently available on how well various organizational structures work, why they do or do not work, and what impacts they generate and why. Until we have answers to these questions, it is difficult to know, with any confidence, what organizational structures are best for social ventures and under what circumstances.

It would appear from the observations of the authors of the chapters in this volume that structure-based challenges to social ventures will vary by the three major types of structure: nonprofit, for-profit, and hybrid. In her examination of the nonprofit structure, Kerlin notes that this type of social enterprise is challenged by mission drift, taxation of “unrelated” earned income, and accusations of unfair competition made by for-profit companies. All of this has come about because nonprofits can no longer afford to be simple charities funded solely by philanthropy. They must generate earned income. They must engage with the market.

This is not something that traditional nonprofits are used to doing, much less know how to do. This explains the rise of consulting companies, both for-profit and nonprofit, whose business is to help these organizations create and execute earned-income strategies. These new activities are disruptive to the staff and to their focus on accomplishing the organization’s mission. It is easy for the staff to take its new income-generating role so seriously that it becomes the organization’s principal activity in lieu of mission achievement—so-called mission drift. Finding the balance between social mission and economic mission is much more difficult than it might seem on its surface.

Nonprofits enjoy certain privileges regarding not paying taxes. When they engage in earned-income activities, their nonprofit status comes into question. In what kinds of earned-income activities can they legally engage? How much profit is too much profit for a nonprofit organization? When would it make sense for a nonprofit to become a for-profit, and how difficult and expensive would that transition be? Unfortunately, the answers to these questions are not clear. Governments establish some general rules but often enforce them irregularly. In the United States, nonprofits that engage in earned-income activities that are not directly related to their mission must pay the Unrelated Business Income Tax (UBIT) on the profits of those activities. Yet even this is vague—exactly when is an earned-income activity unrelated to the mission? Some nonprofits have skirted this issue by rewriting their mission to accommodate the activity in question. The uncertainty inherent in all of this still scares many nonprofits away from generating earned income. This puts them in a painful dilemma: they desperately need the revenue earned-income activity provides, but they are afraid to risk their nonprofit status to pursue it.

When nonprofits venture into the arena of selling goods and services, they become like for-profit businesses, except that they have an unfair advantage. They don’t have to pay taxes on their profits, and they don’t have to rely exclusively on profit generation for their survival; they usually have philanthropy to fall back on. Many for-profit companies that sell the same or similar products or services to those of the nonprofit see the latter as engaging in unfair, even subsidized, competition. This is a very real problem that is yet to be properly addressed.

The structure-based challenges to for-profit social ventures seem to emanate from the dissonance created when a single organization tries to pursue a double or triple bottom line. For-profit companies are naturally dedicated to generating a profit. In fact, many of them are required by law to act in the best interests of their shareholders. Yet if they are truly social ventures, their stakeholders and their social and/or environmental missions must drive their plans and profit-making decisions. This situation can lead to two types of mission drift: 1) a drifting toward the profit-making mission, which will ultimately take the venture out of the realm of social entrepreneurship, similar to mission drift in the nonprofit environment, or 2) a movement away from profit making and toward the social or environmental mission, which will eventually make the venture financially unsustainable. This ongoing tension is arguably the greatest challenge to social entrepreneurs who use the for-profit structure.

Even hybrid structures are not necessarily foolproof when it comes to ensuring what Casey refers to as the proper blend between culture and legal structure. Some of the evidence of this comes from the previous discussion of the challenges of nonprofit social ventures that seek to generate earned income. Still more evidence is provided by the hybrid experiments in Casey’s four case studies and their limited impact and their sustainability struggles. As Casey, Gray, Kerlin, and Rupani and Poolman all observe, if there is not an internal culture, clear guiding principles, and a workable structure in place to support a social venture’s economic and social goals, that venture will likely not succeed.

Hybrid structures that pursue earned-income strategies carry with them another challenge that is neither legal nor cultural. This is the challenge of having to operate as a business and compete in the marketplace. Both Chew (Chapter Eight) and Newton-Ward (Chapter Nine) emphasize the importance of marketing to the successful operation of a hybrid social enterprise. Whereas, as Chew notes, for-profit commercial and hybrid social ventures are different in important ways, they both must differentiate themselves in their markets if they are to attract resources and customers/clients. Social entrepreneurs are often poorly equipped to do this because they lack the necessary skills. This causes them to overemphasize promotion and simple communication over other valuable marketing strategies, as Newton-Ward asserts.

Given these challenges, what, then, can social entrepreneurs, policymakers, and scholars of the field do to improve the situation? Casey calls for a better understanding of social entrepreneurship, social ventures, and the impacts of those ventures. He asserts that this kind of baseline information can be used to build more effective social enterprises. D’Intino notes that policy makers in countries around the world are beginning to respond to some of the challenges enumerated herein by creating new legal structures that help to mitigate the problems that traditional structures present. As an example, he discusses the Benefit Corporation (B-Corp), a structure that takes the pressure off for-profit social ventures to put their shareholders ahead of their stakeholders. He also cites the new, low-profit, limited liability corporation model (L3C), which makes it easier to make the transition from a nonprofit structure to a for-profit structure and which opens the door to accessing newer funding mechanisms, like the program-related investments that Kerlin mentions in her chapter. In fact, Kerlin argues that advances in the mobilization of new funding sources for nonprofits (e.g., program-related investments and community development financial institutions) help to continue to make that legal structure viable without hybridization. The emergence of social venture philanthropy—the work of organizations such as the Acumen Fund, Ashoka, and Echoing Green—is another example to Kerlin’s point.

Gray’s discussion of for-profit social enterprises offers another approach to ensuring harmony between economic and social goals—the “values-centered company.” He asserts that values-based companies put social or environmental mission ahead of profit, yet they do this without weakening their ability to generate a profit. His study of 40 values-centered companies identifies characteristics these businesses share that Gray argues contribute to their successful pursuit of a double or triple bottom line. Among these characteristics are an organization-wide commitment to the social and/or environmental mission, the maximization of profits within limits, and the minimization of the company’s social and environmental footprints. Just as Kerlin has done for the nonprofit structure, Gray is offering a way to make the for-profit structure a viable one for social entrepreneurs without having to resort to a hybrid structure. Smith, Van Kirk, and Kayne (Chapter 6) detail the emergence of a promising new structural model, the microconsignment model (MCM), which lends itself particularly well to underdeveloped economies and actually lowers the barriers to microentrepreneurship. The MCM permits the successful mixing of the pursuit of profit and community economic development.

Chew and Newton-Ward make the case for a better understanding of marketing on the part of social entrepreneurs as a way of enhancing both mission achievement and economic sustainability. Chew champions strategic positioning as a fundamental organizational strategy that can help hybrid social ventures to differentiate themselves from their competitors in their earned-income efforts. Newton-Ward looks more broadly at social marketing, which incorporates positioning and branding into a complete package of marketing strategies. He provides a helpful list of best practices for social marketing.

Finally, it has already been noted in this chapter that the challenges of using a hybrid structure can be ameliorated by creating separate entities, each designed to pursue its own purpose, within the same umbrella organization. This mitigates the problems of mixed missions, boards that lack clear direction and transparency, and the financial limitations inherent in either an exclusively nonprofit or exclusively for-profit structure. The nonprofit arm can pursue the social mission and accept philanthropic support. The for-profit arm can pursue profit. The boards of each can be separate. The work of the for-profit can generate revenue for the nonprofit, and the work of the nonprofit can enhance that of the for-profit. An ideal example of this latter concept is found in the organizational structure of Greyston Bakery. Greyston began as a for-profit bakery that existed to hire “unemployable” individuals in its Yonkers, New York, neighborhood as part of the process of mainstreaming them back into productive society. It became clear, however, that merely providing these individuals a job was not enough. They needed drug and alcohol rehabilitation, housing, and a variety of social services. To accommodate these needs, Greyston created the nonprofit Greyston Foundation. The foundation focuses on the mission of providing assistance to former prisoners, the homeless, and those with drug and alcohol addictions. It is funded by a combination of philanthropy and the profits generated by the for-profit bakery. The bakery focuses on employing these individuals and being profitable. The symbiotic relationship between the two works well.5

Conclusion

Organizational structure is an important element of social entrepreneurship. The structure that a social entrepreneur chooses for his venture can either facilitate or impede his ability to accomplish his mission, produce revenue, and leave a lasting impact. Yet structure does not operate in a vacuum. As is evident from the discussions in this volume, it is closely linked to context. It is also closely tied to the financing of the venture, a fact that will become even more apparent when the reader examines the second volume of this set, Approaches to Financing Social Entrepreneurship.

Structure is also linked to the marketing of the social venture, as the chapters by Chew and Newton-Ward suggest. Kerlin even includes cause-related marketing among the variety of organizational forms that nonprofit social ventures can take. In cause-related marketing, a nonprofit social enterprise with a strong brand enters into a partnership with a for-profit company that permits the for-profit to trade on that brand. The nonprofit is compensated through the fee it charges for the use of its name and/or donation opportunities created by the activities of the for-profit. This example also connects structure and marketing with financing.

In this volume, Casey has made the connection between organizational structure and accountability and performance measurement and management, discussed in Volume 3. He argues that we can’t know the best structure to use until we know more about the impacts of each structural type. Accountability and performance are also linked to financing and marketing, which ties all of these aspects of social entrepreneurship together. With this in mind, and despite the fact that these elements are isolated from each other for purposes of permitting a deeper examination of each, readers are urged to think holistically as they explore the remaining volumes of this set.
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CHAPTER ONE

Current Issues in Social Entrepreneurship Funding and Finance

Cleveland T. Justis

The sheer quantity of capital moving to help solve social problems is staggering. In 2009, the worldwide capital flowing from wealthy to developing countries topped $476 billion. Of these funds, approximately 75 percent came from philanthropy, remittances, and private capital investment, and governments contributed the rest.1 The United States is clearly the largest player, with its foundations donating $4.3 billion annually, its corporations $7.7 billion, its nonprofits nearly $14 billion, and its religious institutions more than $8 billion.2

A much broader opportunity exists if one also considers the market for socially responsible products, social change work, and socially responsible investing. The relatively new term “social capital” has emerged to describe this market. Even with increased attention focused on this sector, determining the actual size of the social capital market is challenging. Renowned former Goldman Sachs executive David Blood notes that asset owners and managers representing more than $8 trillion are recognizing that environmental, social, and governance factors drive value creation.3 Hope Consulting estimated the opportunity at a more modest $120 billion.4 Regardless of the exact size, we know it is massive.

Historically, funds from individual donors, personal relationships, and large foundations provided the means to fund social ventures. Now, a much more nimble system is evolving—a system based on impact, technology, transparency, and metrics. The age-old challenges and limitations posed by traditional capital flows and markets still exist. Yet microfinance models, Internet-based funding, and innovative partnership approaches are providing new solutions to these problems. Although these are not a panacea for solving the challenges of funding, they are giving a tremendous boost to the capital available to this market and, more important, providing much-needed innovation in the field.

When taken in their entirety, the funding and financing opportunities are larger than ever before. Capital is moving in new ways and organizations are responding with remarkable innovation. While setting the stage for the chapters that follow, this chapter highlights the history of financing for social ventures, discusses the current situation, and then examines some of the emergent trends. The chapters that follow take a deeper look at some of these topics.

Traditional Mechanisms for Funding Social Ventures

Government Funding

Internationally, the largest source of capital for funding social ventures is the government sector. In many countries, the entrepreneurial opportunities for making social impact are greatly affected by the practice of the government itself providing most social services. This is true in many European countries, as well as China and Russia. In the United States, much funding comes from the government, but nonprofits often provide social services paid for by government contracts.

Even in central-government-controlled countries such as China, the government is providing capital to social entrepreneurs. In fact, in countries such as these, it is hard to separate the role of government from the role of the entrepreneur. For many in the West, this may provoke unease, but it is a fact of life in China, where entrepreneurs usually work within the public-private partnership context. The opportunity is enormous; in China alone, the number of private companies increased 15-fold from 1991 to 1999.5

Government funding for social impact usually comes in one of three forms: government contracts to provide services, direct grants to fund a particular activity, and government programs to help promote entrepreneurs and lower the barriers to success for potential business owners.

In fiscal year 2010, U.S. government contracts to small business totaled almost $96 billion. Much of these funds are Defense Department related, which may not be relevant to social entrepreneurs. Yet many other agencies granted hundreds of millions of dollars in government contracts that provided robust funding for social entrepreneurs, including more than $3 billion in Department of Health and Human Services contracts.6 In terms of direct grants, in 2011 in the United States, there were more than 1,000 federal grant programs administered by 57 federal agencies as well as 24,000 state programs.7 The government also provides venture capital–type funding. Fast Company magazine recently reported $2.3 billion of government venture funding in the last quarter of 2009.8 This funding was spread across 12 sectors, with the energy and health care sectors accounting for almost 50 percent of the venture deals. A full 68 percent of this funding was in the form of direct grants that will not need to be repaid by the entrepreneur.

The U.S. government also provides hundreds of millions of dollars in funding and technical assistance through Small Business Administration programs and community development financial institutions. These programs were established explicitly to help entrepreneurs harness the power of business to generate wealth and social improvement throughout the country.

Although navigating through the maze of websites to obtain government funding can be puzzling and frustrating to entrepreneurs, for many enterprises, government funding is by far the most reliable source of funding. Entrepreneurs are strongly advised to work closely with mentors and others who understand the complexities of government funding mechanisms.

Traditional Philanthropy

Historically, large, powerful institutions provided most philanthropic funds. The history of philanthropy in America goes back at least as far as 1638 when John Harvard bequeathed his library and half of his estate to a newly founded university in Cambridge, Massachusetts.9 Since then, we have seen the growth of the American philanthropic sector take on massive proportions, with over $250 billion contributed annually in charitable donations.10

The early-stage entrepreneur traditionally has had difficulty accessing philanthropic capital because of the well-worn paths to traditional institutions having long histories with their donors (primarily universities and churches). The situation has changed greatly over the past 30 years, with a robust capital marketplace coming into focus for social sector entrepreneurs.

Typically, nongovernmental philanthropic capital comes from one of four primary sources:

1. Foundations

2. Religious institutions

3. Individuals

4. Corporate donations

Many people think of philanthropy only as money from foundations. Although foundations do account for a sizable piece of the total pie, they typically account for less than 15 percent of the total philanthropic capital flow in the United States. The largest source of charitable giving comes from individuals—$227.41 billion in 2009, or 75 percent of total giving, followed by bequests ($23.8 billion/8 percent) and corporations ($14.1 billion/4 percent). A full 33 percent of this money goes to religious institutions, but an equal amount goes to fund the combined sectors of education, human service, health, and related causes.11

Foundations are in an ideal position to front early-stage capital to create innovative breakthroughs to solve social problems. Typically, foundations want to invest for a limited duration (often 2–3 years) and have significant reporting and paperwork requirements that can be daunting to entrepreneurs. Obtaining money from foundations has historically been challenging for entrepreneurs because foundations operate according to a series of practices that are best understood by someone with extensive experience in their inner workings. Early-stage entrepreneurs are well served to secure the services of such a person if attempting to fund the venture with foundation capital.

Religions institutions fund a large number of international aid programs that serve humanitarian rather than simply faith-based ends. Among the largest are the Catholic Relief Services, American Jewish World Service, and the Salvation Army. With total worldwide giving of more than $8 billion to religious institutions, entrepreneurs may find viable funding for important projects from religious institutions. However, this varies greatly by country and region. For example, although the vast majority of philanthropic giving in India is to religious institutions, these institutions account for a small percentage of giving in China.12

Individuals provide by far the most funds in the United States (about $227 billion annually). Most entrepreneurs should understand that while it is wise to court individual donations, it is difficult to secure high-level funding unless the entrepreneur or the venture has achieved demonstrable success previously. Typically, significant individual gifts are received only after many years of building trust and achieving success. This means that social entrepreneurs must develop core competencies in measuring progress and regularly communicating this progress to their stakeholders and potential funders. Most individual philanthropy is directed through family foundations or donor-advised funds at larger community foundations or financial institutions. Because these institutions and instruments are usually controlled by the family and their close allies, decision making typically is based on the relationship with the family and their understanding of the work rather than a rigorous impartial assessment of the impact of the work that is more the norm with large, traditional foundations.

Corporations can also be a robust source of funding, but the total dollars available are much smaller than those in the other categories discussed (approximately 4 percent of the total philanthropic funds available). Corporations typically are interested in making investments in ventures that align with their brands and their corporate culture, and they tend to change their philanthropic interests more often than foundations. For the right venture, this can be an ideal marriage; for others, it just does not fit and can become a distraction for both parties. By far the biggest opportunity for the entrepreneur in working with corporations is the visibility and brand alignment opportunity. In addition, many corporations are willing to leverage internal assets such as employees and marketing resources as well as employee volunteer teams to help support social sector organizations.

Bootstrapping, Loans, Friends, and Family

The bootstrapping approach is relatively simple: keep expenses and overhead low; cobble together whatever money can be amassed through a mix of savings, credit-card debt, and money from friends and family; and then keep the venture alive long enough for the organization’s idea to begin generating cash flow. The cash can then be used for the further development of the organization as it becomes financially viable or attracts the attention of significant large capital investors. In bootstrapping models, because the entrepreneur’s own money is on the line, the venture typically makes prudent decisions involving little waste.

Greenlight Apparel, founded in 2007 by five MBA students at the University of California–Davis is a powerful example of a bootstrapped social venture. The company manufactures and sells athletic apparel, donating 10 percent of each sale to organizations working to end childhood slavery. In less than three years, the for-profit company helped rescue and support an estimated 673 children around the world and helped avoid more than 37,000 child labor hours. The entrepreneurs self-funded the company, keeping expenses extremely low. They kept their full-time jobs so none of them needed to draw a salary initially and maintained a nimble organizational structure. The result is that they became profitable almost immediately, generating more than $1 million in revenue by year two. During a historic recession, they effectively carved out a niche in the notoriously competitive garment industry.

Bootstrapping, small credit card–type loans, and money from friends and family are probably as common in the social sector as they are in traditional businesses. This type of funding can be enormously powerful and flexible for the entrepreneur and may involve fewer risks and a shorter start-up time. If some reasonable expectation of profitability is in the cards, this may be an enormously effective route for the social sector entrepreneur, especially during lean economic times.

Fee-for-Service and Earned Revenue

Organizations whose budgets are funded primarily by fee-for-service and earned revenue have a more predictable source of funding. For entrepreneurs, this is an ideal situation, leading them to stable funding and a clear alignment of their work with market needs. This often works best in fields with a clear market, such as private schools and hospitals. Some organizations (usually called “social ventures”) have found ways to embed their social mission into revenue-generating activities. A powerful example of this is PRIDE Industries, a large nonprofit that exists to create meaningful jobs for people with disabilities. PRIDE Industries delivers first-rate manufacturing and service solutions to businesses and government agencies nationwide. Most of their revenue comes from the services they provide. PRIDE employs thousands of people with disabilities—people many employers would not hire. Because PRIDE charges market rate for all its services, these employees have good jobs and good training, and the organization is financially stable and thriving.

However, much of the work in the social sector does not lend itself to this type of funding model. Clearly a private school is likely to derive a higher percentage of its revenue by providing services to clients paying a fee than a homeless shelter would. It is most crucial for the entrepreneur to understand the business model and key revenue drivers. Fee-for-service and earned revenue can play a vital role within the right business model where the organization’s competencies and mission align well with a fee-for-service model.

While social sector organizations face enormous pressure to be financially sustainable, fee-for-service revenue is not a panacea. The field is filled with organizations that are strong in one area and then try starting a for-profit business completely outside of the organization’s area of competence. For example, a battered women’s shelter recently wanted to increase its earned revenue by starting a tea company, the profits of which would benefit the abused women. Fortunately, they abandoned this plan because the organization knows little about the tea business, despite its great success in providing services to abused women.

Having said this, there is clearly an important opportunity for social sector ventures to have strong fee-for-service approaches as long as there is critical alignment between the fee-for-service venture and the underlying purpose of the nonprofit. One important caveat, however, is that the entrepreneur must price the product/service appropriately. Many social sector entrepreneurs have deep knowledge of their service/product but know little about pricing, and as a result, they overprice or, more commonly, grossly undercharge for the services provided. This is often seen in the human service provider field because of the concentrated buying power that the government (often the primary entity paying the bills) yields over small organizations providing essential services.

This underpricing of services can lead to what Ann Gregory and Don Howard call the “nonprofit starvation cycle,” a vicious cycle leaving nonprofits so hungry for decent infrastructure that they can barely function as organizations—let alone serve their beneficiaries.13 Often government contracts and foundations vastly underpay organizations for critical services they provide. This feeds a cycle that begins with unrealistic expectations about the true costs of running an organization and results in nonprofits’ misrepresenting their costs while skimping on vital systems—acts that feed funders’ and customers’ unrealistic beliefs.

Recent Innovations for Funding Social Ventures

Microfinance

The Bangladeshi economist and founder of the Grameen Bank, Muhammad Yunus, is largely credited with catalyzing a worldwide marketplace of microcredit. Starting in 1976 by making tiny (usually less that $10) uncollateralized loans, the bank now serves every village in Bangladesh, lending more than $100 million per month in collateral-free loans averaging less than $200 each.14 Today, the worldwide size of the microcredit marketplace is estimated to be more than $33 billion and growing at 25 percent annually, with more than 1,200 microfinance institutions with 53 million borrowers.15

Over the past 10 years, a number of successful nonprofits have harnessed the power of technology to advance microcredit. Among the most prominent is Kiva, which had, by 2011, loaned almost $200 million in funds in increments of approximately $225.16 The real innovation of Kiva is the directness with which the donor can connect with the project. All of the lending takes place online with the lender directly choosing a project of interest from those highlighted on Kiva’s website. Much of Kiva’s success has resulted from the donor being able to see so readily the impact of a donation. Decentralized giving models will likely continue to grow remarkably because the donor/investor feels a connection to the work in a way that is not otherwise seen for donor/investors giving comparably small amounts to a large organization.

Increasingly, large lending and aid institutions are replacing traditional large-scale capital approaches with microcredit as a way of helping entrepreneurs. Recently, the World Bank committed more than $4.5 billion to small and medium enterprises in more than 50 countries.17 World Bank funding of microloans is probably greatly augmented by the other various multilateral financing institutions. Even the U.S. government established a $75 million domestic microloan program to distribute in increments as small as $200. The loans charge an interest rate of approximately 10 percent, a huge opportunity for many social entrepreneurs who would typically have to pay interest as high as 29 percent if borrowing from a credit card (the likely source of loans because banks will not normally lend to social entrepreneurs).18

Because the field of microfinance has generated an enormous impact on the social sector, it is now large enough to be a major force. With major banks getting into the business, we are seeing an important migration from smaller microfinance institutions to larger banks and traditional financial institutions that see microfinance’s tremendous opportunity. Clearly, small loans are now a booming business.

Microfinance has been in the press lately in some unflattering ways. Much of this is inevitable as the field grows, matures, and is subject to increasing scrutiny. As the sector grows, just by its size alone, mistakes will surface and may hit the media and draw attention. In addition, as with any social innovation that was designed to solve a social challenge, there are those who will use it for their own ends. This is certainly true in the microfinance field in which, under the cover of seemingly good intentions to help the poor, some greedy lenders are charging the same high rates of interest that the field of microfinance was designed to avoid. Furthermore, governments and political forces may intervene and make the microfinance process less entrepreneurial or, even worse, make it a target for wide-scale corruption. Regardless, the growth of microfunding opportunities is a remarkable opportunity for social entrepreneurs.

Impact Investing

Although the approach is not new, “impact investing” is a term coined by a group of investors convened by the Rockefeller Foundation in 2007 to refer to a broad array of profit-seeking investment strategies that generate social and environmental good as well as a strong financial return (“social capitalism” and “philanthrocapitalism” are terms also used to describe nearly the same activities.). The Monitor Institute estimates that the total size of the global impact investing market could be as big as $500 billion within the next decade.19 According to Monitor, impact investors actively seek to place capital in businesses and funds that can provide solutions at a scale that philanthropy or government usually cannot reach. This capital may be in a range of forms including equity, debt, working capital lines of credit, and loan guarantees. The term is intended to be inclusive of microfinance and other profit-seeking approaches. This “positive investing” approach is a much deeper approach than socially responsible investment approaches that focus primarily on avoiding investments in “harmful” companies or encouraging improved corporate practices related to environmental and social goals.

Given the sheer size of the $500 billion opportunity, much attention is being paid to make an impact on investing approaches. Many large banks, financial institutions, and foundations are interested in the success of this emerging approach. The Social Capital Conference Series convenes leaders and practitioners in the field at numerous conferences on the topic around the world, and numerous experts have written about it. The Monitor Institute report cited earlier is one of the best compilations of the state of the field. The field is evolving quickly, but the trend is clear. Massive amounts of previously unavailable capital are accessible to entrepreneurs who are blending for-profit financial models with positive social impact goals.

Because impact investing is relatively new, its fundamental structures are still forming, and the entrepreneur will face some challenges in accessing capital. For example, the Monitor Institute cites a significant lack of “enabling infrastructure” and “intermediation” in the field. For the entrepreneur, this means that although the capital exists in large institutions and high net worth individuals, the societal institutions may have not yet been developed to distribute and administer this capital effectively.

Venture Philanthropy

Arising in the late 1990s, venture philanthropy refers to a broad approach in which philanthropy takes on a venture capital model. Philanthropy is viewed more as an “investment” than a traditional donation, and in some cases, the philanthropist is expecting to be repaid the investment. The social sector entrepreneur often forms a more hands-on relationship with the philanthropist. This can be particularly helpful if the social venture’s team needs a particular skill set that is lacking on its present board or staff.

Many of the pioneers in the venture philanthropy field (e.g., Draper Richards Foundation, New School Venture Fund, and Social Venture Partners) trace their roots to Silicon Valley or the Seattle area. These organizations offer a leveraged donation to the ventures they fund. Because they perform extra due diligence before investing, they also provide a stamp of approval that paves the way for other foundations and individuals to also provide funding.

The arrival of this new approach generated considerable attention. Although many thought venture philanthropy would reinvent the field of philanthropy, this has not materialized. Several scholars have noted that the attention given to the venture philanthropic field is out of proportion to the impact and scale of the engagement.20 Estimates of the scale of venture philanthropic giving vary, but the amount is small relative to total giving. For example, in 2001, arguably the heyday of venture philanthropy, it accounted for less than 0.2 percent of total foundation giving.21 Regardless, social sector entrepreneurs are advised to understand venture philanthropy because many potential donors appreciate venture philanthropy’s approach to impact, even if is not the exact model that their giving follows. Furthermore, for the right entrepreneur, an investment from a venture philanthropist can make a huge difference. For example, the founders of many successful nonprofits, including Kiva and Room to Read, credit their success to the early mentorship and financial support they received from venture philanthropy.

Hybrid Models

Hybrid models attempt to synthesize for-profit and nonprofit structures that allow the best of both models to emerge. Typically, the hybrid model allows the entrepreneur to own the for-profit enterprise yet generate the primary social impact through the nonprofit and/or foundation. Sometimes the activities of a for-profit business are quite different from those of generating social impact. Hybrid models attempt to resolve this challenge.

For the entrepreneur, hybrid models also can be effective in keeping ownership control and allowing the enterprise to flourish as a for-profit. At the same time, the nonprofit can receive philanthropic funds and many of the tax advantages and public-perception benefits afforded to nonprofits. One of the better-known hybrid models is World of Good Inc., founded by the Prija Haji. World of Good was incorporated to sell small, artisan-made products from around the world through distribution channels with major retailers such as Whole Foods. World of Good Development, its nonprofit partner, was charged with developing a free online tool to help calculate a fair wage and improve negotiating power with buyers.22 The for-profit was venture capital funded with investors expecting a market-level return; the nonprofit owned 5 percent of the for-profit and held claims on 5 percent of the profits of World of Good.

Hybrid models can come with some significant downsides. First, they can be expensive and complex to establish. Often the organization needs to invest in proper legal advice to ensure that all details are handled properly. Second, many traditional donors do not understand hybrid models, and the entrepreneur may need to invest significant time and energy in explaining the structure. Finally, sometimes the cultures of the for-profit and nonprofit can be quite different, and this can be difficult to manage. In the case of World of Good, all three of these factors may have been at play when it decided to dissolve the hybrid in 2010. World of Good’s commercial unit was bought by eBay, and the nonprofit now operates independently.

Major Current Trends Affecting the Funding of Social Ventures

Social Media and the Role of Technology

One cannot possibly overestimate the impact of social media and technology on funding social ventures. The rise of connectivity across the globe is fueling unparalleled access to entrepreneurial capital. With nearly one billion users across the globe, Facebook has been credited with helping activists topple oppressive governments, catalyzing donors, and building social connectivity among those never previously connected. Combined with the nearly omnipresent cell phone technology worldwide, social media will forever change the relationship of social entrepreneurs to their work.

One of the first examples of this is President Obama’s 2008 election campaign. Obama hired the best and brightest young professionals to launch an unprecedented social media campaign that interplayed social media with a robust network of microdonations. Over the course of fewer than 18 months, Barack Obama raised a record-setting $600 million. Most remarkable to many is that Obama’s campaign raised the money, often in $25 increments, from millions of donors. Traditionally, candidates raise the bulk of funds from a relatively small number of high-net-worth individuals. By building a large army of supporters through social media, Obama, a junior senator from Illinois, was able to topple the Clinton political dynasty and easily overtake his Republican challenger. Perhaps most impressive to many is the deftness with which the Obama team used social technology to parlay millions of tweets, Facebook posts, and YouTube videos into a clear social mandate and financial machine. Because of the skill with which Obama used social media, he was able to continually alert supporters to new campaign threats and to encourage supporters to open their wallets repeatedly to support the cause.

The potential for technology and social media to play a critical role in financing social ventures is enormous. Fundamentally, social media allow entrepreneurs to deeply connect with supporters in ways never before possible. Worldwide, Twitter users send 65 million tweets each day, YouTube exceeds two billion views per day, and the Internet contains more than 150 million blogs.23 All of this can and should be leveraged into funding. A good example of success is with the small nonprofit Mobile Loaves and Fishes (MLF), which developed a campaign that would not only launch its new text-to-give option but also raise awareness about the issue of homelessness and the mission of the organization. Using an integrated social media strategy, MLF garnered 230 news stories in 31 media markets, received 1.3 million social media impressions, and raised more than $12,000 in 48 hours.

Rise of Decentralized Microgiving Opportunities

As a result of advances in technology, a wave of new giving opportunities has emerged, thus changing and decentralizing the capital market for social ventures.

As mentioned earlier, Kiva sparked a revolution in decentralized microlending that has now reached over $9.5 billion in loans spread among 13 million borrowers, according to World Bank estimates. Kiva’s website features a directory of 400,000 entrepreneurs around the world seeking microloans; less than 1 percent is based in the United States. Loan amounts typically fall well under $35,000, and as little as hundreds of dollars in some developing nations.24 This is likely only the beginning. Social science trends show that donors increasingly want a connection to the work. Donors now have a dizzying array of decentralized giving opportunities from cell phone giving to texting to websites like Kiva’s. This contrasts with a decade ago when online and electronic giving were nearly nonexistent.

A related trend is “crowdfunding,” in which individual entrepreneurs post a project or company idea on one of several sites in the hope of finding investors. Entrepreneurs typically include details on monetary goals, an explanation of how the funds will be used, and an end date for the campaign. Crowdfunding works more like a traditional equity investment; investors are expecting to be paid a cut of future profits, rather than to be paid back with interest, as with microlending. The crowdfunding concept originated in 2008 as a way for photographers, filmmakers, musicians, and other artists to cobble together funding—usually from their fan base—to complete their creative works. By 2010, a few leaders had emerged, including ProFounder.com, Peerbackers.com, Kickstarter.com, and IndieGoGo.com.25 Reliable data on the size of the crowdfunding market are not available because the field is evolving so quickly. If the opportunities evolve anywhere near the scale of microlending, entrepreneurs will have a robust set of funding opportunities never realized previously.

The number of charities and entrepreneurs finding great success with receiving online donations is growing rapidly. Recent industry surveys show that online fund-raising is growing at a rate of 35 to 40 percent annually.26 This means that entrepreneurs have an ever-increasing ability to connect directly with donors and show them the impact of their funding investments. Perhaps a far greater opportunity exists with mobile phone giving. Mobile phone penetration in the United States is approaching 90 percent, and most consumers are demanding more and more advanced phones, thus providing nearly constant opportunities for entrepreneurs to reach funders with messages, images, and stories of impact. This can result in small donations and funds from donors who give via cell phone and other ubiquitous handheld electronic devices.

Reliable data on the opportunity for a “donation by cell” market are still hard to obtain because it is such a new phenomenon. However, if the Red Cross’s success with text message fund-raising for the 2010 Haitian earthquake is any indication, the opportunity is enormous. For example, in a partnership with the National Football League, the Red Cross saw text-message donations coming in at a rate of $500,000 per hour. For Haiti, the Red Cross collected pledges of $103 million, about $22 million of which came through the text-messaging program.27 The technology is still evolving, but the trends are clear. Donors are increasingly carrying mobile devices, and they are willing to make robust investments using these devices. Social entrepreneurs would be well advised to make sure they understand these trends and capitalize on them to fund their ventures.

Transparency

With these changes in technology, organizations now face new requirements for transparency in the work they do. Although the full implications of this are unknown, it is clear that donors will have new visibility into the work of organizations. One might expect that this will favor organizations making the greatest impact.

However, with new access to information can come a host of unexpected challenges. For example, given the new availability of information, more and more charity rating services are coming into existence. Organizations such as Charity Navigator, Guidstar, and American Institute of Philanthropy provide unprecedented access to information about a nonprofit organization’s activity. Although this may lead to better accountability of the organizations doing work, it may also further exacerbate a well-documented incentive system in which social sector leaders distort their reporting activities and report more work as programmatic and less work as administrative.28 Although perfectly legal, this work of managing to the metric of charity rating services may obfuscate rather than highlight the efficacy or impact of an organization.

What will remain true is that organizations face a world in which information flows quickly through a global network of citizens, governments, donors, and stakeholders. This can be a wonderful opportunity for organizations, but the door definitely swings both ways. Rumors, uncertainty, and questionable activity also spread like wildfire throughout social networks.

Cross-Sector Partnerships

Although not necessarily new, cross-sector partnerships are blossoming. Corporations, nonprofits, and governmental entities are collaborating to a degree never seen before. In fact, this has become the new norm of business. Ninety percent of more than 600 business leaders surveyed by the Pew Partnership for Civic Change reported that partnerships with civic, community, and nonprofit organizations were becoming increasingly important instruments for solving social problems.29

Innovative partnerships are emerging between heretofore unlikely partners. For example, environmental nongovernmental organizations (NGOs) such as Conservation International are working with established corporate giants such as Starbucks, the Nature Conservancy is working with timber giant Georgia Pacific, and the Environmental Defense Fund is working with McDonalds. The reasons for these partnerships vary, but generally, the nonprofit values the brand recognition and financial (and volunteer force) of the corporate partner and/or the nonprofit sees the power of the corporate partner to bring to scale certain social or environmental innovations compatible with the work of the nonprofit. The corporate partner typically sees some strong goodwill opportunities by partnering with the nonprofit community. For example, James Austin notes in his important work on collaboration that a Visa spokesperson stated, “In the rating for best overall card, which is a key measure, we jumped seven share points after partnering with Reading Is Fundamental.”30

We are also seeing a significant trend toward a partnership model with corporations and the NGO community in which companies want an integrated relationship with the NGO. In addition to financial support, the corporation is also willing to harness the volunteer power of its workforce, including some of its core assets such as marketing, public relations, and printing. These assets can be extremely valuable to the social sector entrepreneur and in many cases far more valuable than monetary contributions.

Strategic collaborations are also happening in the governmental arena in unprecedented ways. Governments are increasingly working with private sector organizations and nonprofits to accomplish work that would be impossible without the flexibility and resources of the other sectors. For example, the U.S. National Park Service (NPS) has a long history of working outside of the government to accomplish important work. At NPS’s parks in the San Francisco Bay Area, the service has teamed up with a high-performing nonprofit partner to convert 10 former military bases into national parks. The most stunning example of the partnership is Alcatraz Island, which is comanaged by the NPS, a nonprofit, and a private sector partner. The site went from being nearly closed to becoming San Francisco’s number one tourist destination. At another location in the park, the government partnered with a private developer to bring in $100 million of capital to restore a long-neglected historic site. Now housing a four-star, environmentally themed lodge alongside an environmental think tank, the site has become well known for a remarkable partnership in which the entities benefit greatly from the partnership.

This blossoming of partnership presents some incredible opportunities for social sector entrepreneurs and for the funding of social ventures. Corporations have resources beyond the imagination of many nonprofits. Nonprofits have brand credibility and flexibility that are the envy of many corporations, including their high level of regard in the eyes of the public. Governments typically have neither vast resources nor flexibility, but they do have immense regulatory power that can be harnessed by nonprofits and corporations to contribute to society’s betterment.

Although partnerships usually sound wonderful, most leaders and organizations that engage in cross-sector partnerships note their difficulty. Particularly noteworthy is a recent article that observed that nine out of ten mergers or joint ventures within the business sector that fail do so because their organizational cultures clash too much.31

Ben Jupp, in his compilation paper on partnerships, noted four key elements present in successful partnerships:32

• Clear objectives are present.

• All parties benefit from the partnership.

• Evaluation and success metrics are present.

• Partners understand one another’s organizational cultures, and trust is built.

Management literature is filled with detailed accounts of what makes partnerships work. Leaders engaged in cross-sector partnerships are well advised to study best practices and case studies in advance of partnership work.

Alternative Corporate Structures

Over the past 20 years, there has been a growing realization that traditional structures are no longer sufficient for managing the wave of innovation that is shaking the corporate sector. Traditionally, entrepreneurs need to decide if they were going to structure themselves as a nonprofit, public-benefit corporation or as a for-profit corporation in one of its many legal forms, such as the limited liability corporation (LLC), sole proprietorship, or partnership.

Each of these structures has advantages and drawbacks. Entrepreneurs choosing a nonprofit structure are afforded a number of legal and tax-related benefits but also face a dilemma because they do not own the enterprise and may lose ownership control because the board of directors is the legal entity responsible for the organization. In general, a nonprofit organization is a corporation organized to achieve a charitable purpose rather than generating profit. Nothing precludes a nonprofit from making a profit or engaging in profit-making activities. Nor does the law prevent a nonprofit from paying reasonable salaries to officers and employees, or from retaining profits generated. However, a nonprofit may not pay profits to retained owners or others associated with the entity. For entrepreneurs who have undertaken significant financial risks and sacrifices, this structure may be undesirable because they may want to retain control and profits for all of their work.

The entrepreneur who uses a more traditional for-profit corporate structure retains significantly greater ownership control, but the ability to maintain the social values (as opposed to profit maximization) may be at risk because existing corporate law prioritizes profit maximization in the case of for-profit corporate structures. Entrepreneurs Ben Cohen and Jerry Greenfield faced this situation with their iconic Ben & Jerry’s homemade ice cream company. As the company grew, the founders needed to bring on shareholders to finance their growing socially responsible enterprise. Yet when faced with a high-priced takeover offer, the financial needs of the shareholders trumped the social values of the company, and Ben and Jerry were forced to sell to the entity offering the highest price.

This situation also manifests itself for privately held for-profit corporations like Patagonia (a high-end apparel company) and Give Something Back (an office supply company). These companies have explicit social goals beyond profit maximization. Yet maintaining these social goals may be impossible upon sale or transfer of the companies because traditional corporate law does not recognize social value beyond profit maximization.

To remedy this situation, a number of innovative corporate and legal structures are emerging. One such corporate structure is the Benefit Corporation (B-Corp), which is taking hold in a number of states, including New Jersey, Maryland, California, and Vermont. The B-Corp structure makes it possible for companies to legally consider the interests of other stakeholders when making decisions and protects the company’s owners from shareholder lawsuits for making decisions based on stakeholder interests rather than simply on profit maximization.

Another emerging corporate structure is the low-profit, limited-liability corporation, or L3C, a new structure for for-profit ventures that have a primary goal of achieving a socially beneficial purpose. Although many L3Cs have purposes similar to nonprofits, they can distribute their profits to shareholders. By law, L3Cs are called “low-profit” companies because profit is a secondary goal. L3Cs pay taxes on income as all LLCs do, and contributions to L3Cs are not tax deductible as they would be for a charity.33 L3Cs also have a major advantage over LLCs in that that they can easily receive foundation funds. L3Cs can be formed in Michigan, Vermont, Illinois, Wyoming, Utah, North Carolina, Maine, and Louisiana. Once formed in any of these states, the L3C can operate legally in all 50 states.

Increased Oversight from Regulators

During 2000–2002, major corporate and accounting scandals at Enron, Tyco International, Adelphia, WorldCom, and other companies shook the public’s confidence in the quality of information provided by major corporations. A significant piece of new legislation, the Sarbanes-Oxley Act, established major new rules relating to disclosure, governance, auditing, and other key information. While applying only to publicly traded corporations, the Sarbanes-Oxley Act fueled a growing interest in similar disclosure requirements for nonprofit organizations. A wave of regulations followed for the nonprofit and social sector, culminating in the California Nonprofit Integrity Act, the revision of the forms filed by nonprofits with the Internal Revenue Service (IRS), and calls for increased IRS oversight of nonprofits.

The result of these regulations may be greater transparency and increased professionalism in the sector. However, for many in the sector, the new rules and disclosures are an added level of complexity that they are ill equipped to handle. As a result, many in the sector are turning to outsourced financial service firms and other consultants to help advise them on an increasingly complex regulatory structure. In addition, more and more nonprofits are choosing to undergo audits. This may further professionalization, but it is also an additional level of detail and complexity that the social sector entrepreneur will need to manage.

Although the exact future of governmental oversight of nonprofits is not yet clear, it is obvious that more oversight and scrutiny are on the way. The social sector entrepreneur is well advised to stay abreast of the trends in this area.

A Note about Earned Revenue and Fee-for-Service

Nonprofits and other social sector organizations are clearly interested in achieving a stable revenue situation. Understandably, many are seeking to do this through fee-for-service and earned-revenue streams. Early in the chapter, we explored some of the mission-related challenges of reliance on earned revenue.

Additional concerns revolve around competition, regulation, and taxes. When nonprofits attempt to compete with traditional for-profit businesses, the results can be mixed. Sometimes the nonprofits simply cannot be competitive; at other times when they fare too well, for-profit companies claim unfair advantage because of the nonprofit’s tax-preferred status.

Social sector entrepreneurs need to have a solid understanding of tax law, especially an understanding of the Unrelated Business Income Tax (UBIT). The UBIT concerns arise when a nonprofit enters business activity that is unrelated to the exempt purpose of the nonprofit. Like much tax law, UBIT-related issues are evolving and depend on decisions of the tax court. With this in mind, wise social sector leaders maintain expertise on the tax and regulator implications of earned revenue and the UBIT. Given the sheer volume of funds flowing through the social sector, one should expect further regulation and taxation of certain types of nonprofit income.

Resurgence of the Mega-foundation

Much of the history of philanthropy is dominated by mega-foundations such as Kresge, Ford, and Rockefeller. Over the past 200 years, these foundations have poured billions of dollars into improving society, building libraries, enhancing universities, forging advances in health care, and many other worthwhile causes. Today, the assets of the United States’ 100 largest foundations combined total about $232 billion.34

Although this chapter has emphasized the power of emerging capital sources, it is worth noting that large foundations will continue to be a critical and enduring source of financing for social sector entrepreneurs. In fact, 40 percent of the larger foundations were formed after 2000. With the recent commitment of some of the world’s wealthiest people to give half of their fortunes to charity, the amount of money pouring into foundations will likely accelerate. For example, Fortune magazine estimates that if the people on the Forbes 400 list of the wealthiest Americans all made the pledge, an additional $600 billion could flow into nonprofit groups.

This type of capital will fund remarkable new opportunities for social entrepreneurs. Although foundations control billions of dollars, these funds are still small relative to the overall need. Much of the foundation money will spur innovations in the field, which will allow many new opportunities for entrepreneurs, and the virtuous cycle will begin again.

Conclusion

Fundamentally, business strategy is about defining and communicating an organization’s unique position, making trade-offs, and finding a fit among activities. The famed business strategist Michael Porter’s focus on organizational strategy should serve as a constant reminder to the entrepreneur seeking funding to create ventures with a social impact. Nowhere is this more important than in the funding decisions made by social entrepreneurs. As this chapter has highlighted, financing structures and opportunities are evolving quickly, and entrepreneurs face increasing opportunities to find a structure that meets their needs. Although these changes and opportunities can be daunting to entrepreneurs, hardworking, ethical leaders can make an enormous impact on people’s lives.

It is an exciting time to be in the field of social entrepreneurship. Never before have we had such an incredible coalescence of forces in which impact, profitability, funding sources, and public interest align so seamlessly. The field has billions of dollars flowing into it, and clearly, investors have a growing need for impact and impatience with rigid institutional giving structures. For today’s entrepreneur, it may be the case that leadership and strategy, rather than funding sources, are the primary limitations. Funding appears to be becoming infinitely more flexible and responsive to the needs of the entrepreneur. This presents a remarkable opportunity to change the world in ways never before possible.

A Note about Terminology

Because it is young and quickly evolving, the field of social entrepreneurship has not yet established clear conventions for naming core activities. For this chapter, I’ve used the term “entrepreneurship” to mean the discovery, evaluation, and exploitation of opportunities to introduce new goods and services, ways of organizing markets, processes, and raw materials through organizing efforts that previously had not existed. A social entrepreneur recognizes a problem and uses entrepreneurial principles to solve the problem, often using innovative nonprofit, profit, or hybrid corporate models. I consider many nonprofit leaders to be social entrepreneurs and use the term to describe them when their work is entrepreneurial in approach. In addition, I use the term not-for-profit businesses for which social impact is at least as important as the profit motive. The term “social venture” refers to the enterprises (both for-profit and nonprofit) managed by social entrepreneurs.35
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CHAPTER TWO

Philanthropy and the Social Enterprise Spectrum

Peter Dobkin Hall

Philanthropy, like social enterprise, is a highly elastic term. Both mean different things to different people; both mean different things at different times.

Before the middle of the nineteenth century, “philanthropy”―more commonly denominated as “charity”―embraced a wide range of activities, from personal almsgiving and friendly visiting through bequests, eleemosynary trusts, and institutions for charitable, educational, and religious purposes. By the second half of the nineteenth century, charity, which had specifically religious associations, came to occupy its own domain of activity, distinguished from philanthropy, which was institutionalized, corporate, increasingly grounded in conceptions of social and economic efficiency (so-called scientific philanthropy), and specifically associated with private wealth.

With the growth in the number and centrality of voluntary associations, organized charities, and foundations in the first half of the twentieth century, the term “philanthropy” came to be a catchall term for virtually any kind of secular benevolent activity or organization. After the Tax Reform Act of 1969, which dealt extensively with tax-exempt entities, philanthropy came to be limited to large-scale charitable giving and foundations as subsets within a newly designated “nonprofit sector.”1

The term “social enterprise” has undergone a similar, although significantly less protracted evolution. Many of the practices associated with what we today call social enterprise preexisted the term itself: welfare capitalism, corporate philanthropy and contributions programs, ethical investing, corporate social responsibility, and other efforts to combine “doing well” financially with “doing good” socially: conducting businesses for which the primary purposes were to effect social, political, or economic changes. Some of these practices emerged as early as the 1780s, although the term “social enterprise” did not come into common use until the 1990s, riding the wave of huge new fortunes created by the telecommunications revolution and economic globalization.

Its currency, however, did not bring clarity. Social enterprise continues to mean different things to different people. Perhaps the closest anyone has come to framing a comprehensive definition is Greg Dees, whose insightful papers of the mid-1990s suggested that social enterprises were located on a spectrum of activities that spanned a range of undertakings from the purely philanthropic to the purely commercial and involved both for-profit businesses and nonprofit organizations as well as various hybrid entities.2

Dees’s model makes a good deal of sense because it permits us to map out a variety of actual enterprises in terms of the ways in which they mixed―or did not mix―philanthropic, mission-driven, and commercial elements. Rather than classifying organizations in terms of their self-representations, he maps out key stakeholder relationships: primary beneficiaries, capital sources, workforce, supplier, and governance within each of which an organization’s activities can be placed according to whether its characteristics are philanthropic, commercial, or hybrid.3 Conceptually, Dees scheme is particularly satisfying because it bypasses the ideal typology of sectoral classification, enabling us to examine and understand the actual interrelationships and mixtures of commercial and noncommercial motives and behaviors found in real-world organizations.

This chapter proposes to trace the evolution of philanthropy as an aspect of social enterprise and to examine the changing mix of commercial and philanthropic characteristics as they have emerged since the eighteenth century.

The Social Enterprise Spectrum in Historical Perspective

Before the end of the eighteenth century, virtually all enterprises were social enterprises to the extent that they served not only economic purposes, enabling subsistence and/or generating profits and capital, but also as mechanisms for educating and training craftsmen, merchants, and professionals, as guarantors of social and political order, and as venues for religious education and worship.4

The Vision: Alexander Hamilton and the Birth of the Modern American Economy

The framework for the modernization of the American economy, a major feature of which was the differentiation of the domestic from the market economy, came from Alexander Hamilton’s economic policy manifestos of the early 1790s, particularly his “Report on the Public Credit” and the “Report on Manufactures,” in which he called attention to the relationship between economic and political independence and advocated government activism in subsidizing industrial development and protecting industry from foreign competition.5

A prototype for what he had in mind was the Society for the Promotion of Useful Manufactures (S.U.M.), a public-private complex of water-powered factories located on the Great Falls of New Jersey’s Passaic River.6 Although Hamilton and his associate Tench Coxe hoped that the enterprise would yield profits for investors, they enumerated noneconomic outcomes among their chief aims. “It is now proper to proceed a step further,” Hamilton wrote, “and to enumerate the principal circumstances, from which it may be inferred―That manufacturing establishments not only occasion a positive augmentation of the Produce and Revenue of the Society, but that they contribute essentially to rendering them greater than they could possibly be, without such establishments. These circumstances are―

1. The division of Labour.

2. An extension of the use of Machinery.

3. Additional employment to classes of the community not ordinarily engaged in the business.

4. The promoting of emigration from foreign Countries.

5. The furnishing greater scope for the diversity of talents and dispositions which discriminate men from each other.

6. The affording a more ample and various field for enterprise.

7. The creating in some instances a new, and securing in all, a more certain and steady demand for the surplus produce of the soil.

“Each of these circumstances has a considerable influence upon the total mass of industrious effort in a community. Together, they add to it a degree of energy and effect, which are not easily conceived. Some comments upon each of them, in the order in which they have been stated, may serve to explain their importance.”7

“Not only the wealth; but the independence and security of a Country,” he continued, “appear to be materially connected with the prosperity of manufactures. Every nation, with a view to those great objects, ought to endeavour to possess within itself all the essentials of national supply.”8

Hamilton’s policies and the example of the S.U.M. helped to stimulate the first stirrings of an industrial revolution in which productive processes, capitalization of enterprises, and ownership were based on far different premises than traditional enterprise: the use of water-powered machinery, division of labor, and the housing and grouping of a variety of productive activities in close proximity to one another owned and operated by joint stock corporations financed by investors―for the purpose not only of generating profits, but also as the basis for a national economy based on industry rather than agriculture. The S.U.M. was a social enterprise to the extent that its primary objectives involved social and political objectives: the creation of a capitalist economy and the achievement of national economic independence.

Social Entrepreneurship: Eli Whitney and the American System of Manufacturing

Inventor and entrepreneur Eli Whitney was one of many young Americans who shared Hamilton’s goals and was inspired by his example. His cotton gin, invented in 1793, was intended to help Americans to break their dependence on British textiles by producing a cheap domestic source of cotton.9 Later, when he undertook gun manufacturing in 1798―in part to make good his losses in gins―he knew from the beginning that he would have to engage social and technological issues, as well as financial ones.

Whitney proposed to manufacture muskets using revolutionary new techniques: “I am persuaded,” he wrote, “that Machinery moved by water adopted to this Business would greatly diminish the labor and facilitate the Manufacture of the Article. Machines for forging, rolling, floating, boreing, Grinding, Polishing, etc. may all be made use of to advantage.”10 To use these technologies―special purpose, power-driven tools, division of labor based on specialization of task, and interchangeable parts―he knew that his most important task would be to educate and train his workforce. “The fact is,” he wrote Secretary of War Oliver Wolcott, “I have not only the Arms, but a large proportion of the Armorers to make.”11 To this end, Whitney built a factory village that included separate dwellings for families, as well as a boardinghouse containing a schoolroom for sheltering and educating his youthful laborers.

What was the objective of Whitney’s operation―profit or social change? He was clearly concerned with generating a return on his investment, evidenced by his developing cost-accounting methods that enabled him to calculate the actual production cost of muskets by including fixed costs such as insurance and machinery.12 At the same time, his ongoing commitment to his employees’ education, training, and welfare, suggested by his creation of what amounted to an industrial plantation in the Connecticut countryside, pointed to purposes that went beyond mere moneymaking. Whitney’s armory was as much a social enterprise as it was a manufacturing venture.

Among Whitney’s greatest challenges was holding on to his workers.13 Once they had learned his techniques, other manufacturers avidly sought to hire them. Whitney’s greatest contribution may well have been the training of an influential cohort of industrial pioneers, who spread out throughout the Northeast, carrying with them the elements of what came to be known as the “American System of Manufacturing.”

Enterprising Elite: The Boston Associates and the Culture of Capitalism

The rise of the textile industry in Massachusetts realized on a large scale―and went well beyond―the technological and social vision embodied in Hamilton’s “Report on Manufactures.” Beginning with a single mill outside of Boston in 1813, the small group of interrelated families built an industrial empire that controlled a fifth of the total capacity of the American textile industry as well as banks comprising nearly half of Boston’s banking capital and insurance companies carrying nearly 80 percent of the state’s fire and marine.14 Based on their control of the water power of the Merrimack and other New England rivers, the “Boston Associates” built huge factory complexes at Lawrence and Lowell that were marvels of the age. “The Boston Associates,” writes Winifred Barr Rothenberg in Engines of Enterprise: An Economic History of New England,


pioneered lasting innovations and fundamental change in area after area of business enterprise. The Cartwright power loom was not only “an important cost-saving innovation[;] it was in fact a virtually life-saving innovation. With it in place, the vertical integration of the entire production process was possible. Water Power (the Associates owned the Locks and Canal Company), the machine shop (they pioneered the machine tool industry in New England), carding, flubbing, roving, spinning, weaving, bleaching, dyeing, calico printing, and finishing were brought under one roof, and the sale of the final product was commissioned through their own marketing house.”15



Their achievements were not just technological; they were organizational. According to Rothenberg, the Associates revived the corporation, an all-but-moribund institution in late-eighteenth-century New England and exploited its almost limitless possibilities. They renegotiated the balance between the public interest (which state-chartered corporations had been required, before 1800, to serve) and private interests (which, after 1900, they were permitted to serve). And they pioneered the separation of ownership and management that is characteristic of the modern corporation.16

Organizational integration was not only an internal feature of the Associates’ enterprises. Externally, their manufacturing firms were integrated into a larger structure of financial, social, and cultural institutions. One nexus of integration in this system was the Massachusetts Hospital Life Insurance Company.17 Nominally established to generate revenues for the Massachusetts General Hospital, in addition to issuing insurance policies, it was empowered to hold and invest personal and charitable trusts. Through it, the endowments of Boston’s growing eleemosynary institutions were placed under centralized control, making the city the nursery of American investment banking, while also giving its financial elite privileged access to capital and a modicum of control in the turbulent antebellum economy.18

Not content merely to revolutionize the instruments and relations of production, the Boston Associates set out to transform “the whole relations of society”―starting in their uniquely organized workforce. To attract workers, the Associates built planned towns with housing and amenities for their largely female employees. In American Notes for General Circulation (1842), Charles Dickens wrote a striking description of the lives of the Associates’ mill hands. “The rooms in which they worked,” he wrote,


were as well-ordered as themselves. In the windows of some, there were green plants, which were trained to shade the glass; in all, there was as much fresh air, cleanliness, and comfort, as the nature of the occupation would possibly admit of. . . . I solemnly declare, that from all the crowd I saw in the different factories that day, I cannot recall or separate one young face that gave me a painful impression. Not one young girl whom, assuming it to be a matter of necessity that she should gain her daily bread by the labour of her hands, I would have removed from those works if I had had the power.19



Dickens described the hospital built and maintained by the Associates, located on “the highest and pleasantest ground in the neighborhood” and was “divided in to convenient chambers, each of which has all the comforts of a very comfortable home.” Although the hospital levied a nominal charge for its services, “no girl employed by the corporations is ever excluded for want of the means of payment.”20 Dickens noted that many of the girls had accounts in the Lowell Savings Bank, that many of the boardinghouses had “joint-stock pianos,” purchased by the girls with their pooled savings, and contributed to a monthly publication, The Lowell Offering, “a repository of original articles, written exclusively by females actively employed in the mills.”21

Dickens was struck by the contrast between Lowell and the “dark Satanic mills” of his own land. “I earnestly adjure all those whose eyes may rest on these pages, to pause and reflect upon the difference between this town and those great haunts of desperate misery; to call to mind, if they can in the midst of party strife and squabble, the efforts that must be made to purge them of their suffering and danger.”22

More than creating a humane work place, according to Rothenberg, the Boston Associates established “the model for a labor force that was paid, not in truck or in credit, but in cash wages,” which rendered them free to contract for work, and free to quit. In all these respects, the Boston Associates “played a critical role in . . . the invention of free labor.”23

Because of intensifying competition and the abundance of cheap labor resulting from the mass influx of impoverished Irish immigrants in the late 1840s, these nearly utopian conditions did not last. As Robert Dalzell put it in Enterprising Elite: The Boston Associates and the World They Made (1987), “as an experiment in developing a distinctive kind of industrialization―one that combined modern factory production with the familiar patterns of traditional society―the Waltham-Lowell system was dead, the victim of a process of change the relentless logic of which the Associates chose, finally, not to resist.”24 Within a decade of Dickens’s visit, the chipper mill girls had been replaced by “degraded brutes of burden” laboring under exploitative conditions and living in noisome slums. Nonetheless, the Associates’ social experiment set the pattern for a system of “welfare capitalism” that would be widely emulated until the Great Depression of the 1930s.

Were Boston Associates’ operations “social enterprises” in the sense that they unintentionally produced social returns rather than merely economic ones? There is abundant evidence that the Boston elite in the Federal and Jacksonian eras had a distinctive vision. As Dalzell notes, “in its day, the Waltham-Lowell system represented the greatest single concentration of industrial resources in the United States, yet more than size separated it―even from most early American attempts at industrialization. In many ways the system was unique, and precisely for that reason it seems imperative to cast the interpretive net as broadly as possible, to move beyond models that rely on economic factors alone.”25 “Any analysis of the Waltham-Lowell system must recognize,” Dalzell concludes, “that it grew out of a deliberate attempt at change. . . . If the founders of the Boston Company had been content with the world as it was, they would never have bothered with textile manufacturing at all.”26

To grasp what the Associates were seeking to achieve, we must appreciate the instability of the post-Revolutionary decades. Independence from England had freed Americans from a traditional system of deference, in which, as Brooks Adams facetiously put it, “the wealthy, learned, and respectable united to crush the ignorant and vicious.” By 1800, barely 1 in 10 Americans belonged to any church.27 Religion and tradition had lost their authority. Looking abroad, conservative Americans saw alarming trends: society was “moving perilously near a state of critical disorganization. As the rich became richer, the poor seemed to be growing poorer and . . . more jealous. If that continued, it could only be a matter of time before a major upheaval occurred.”28 Stability in the context of a turbulent market democracy was their ultimate objective, which they sought to achieve by creating a complex of interlocked economic, social, and cultural institutions that gave them the power and authority to counterbalance the rise of the Common Man as a political and economic force.29

Andrew Carnegie and the Emergence of Modern Management and Philanthropy

In the decades following the Civil War, a fully national economy replaced regional ones: large manufacturers produced for national markets, distributing their goods through national networks of railroads and waterways. Enterprises increased vastly in size, increasingly financed by centralized capital markets that allocated domestic savings and the resources of overseas investors into the American economy. The growth of industry made fortunes for a few while displacing and often impoverishing many. The latter responded by organizing unions that fought, often violently, over wages and working conditions.

Although most economic leaders advocated the violent suppression of organized labor, some were deeply disturbed by the tensions between their democratic political ideals and growing economic inequality. Certainly the most articulate of these was steel-maker Andrew Carnegie, who, in 1886, published two essays analyzing the increasingly violent struggle between labor and capital: “An Employer’s View of the Labor Question” and “The Results of the Labor Struggle.” While commending the value of arbitration and labor unions, Carnegie saw the most important elements of industrial peace within the corporations themselves. Accepting as a given the fact that industrial establishments were growing larger and were increasingly being administered “not by their owners, but by salaried officers, who cannot possibly have any permanent interest in the welfare of the working men” and who were “chiefly anxious to present a satisfactory balance sheet at the end of the year.”30 Nonetheless, he wrote,


I can picture in my mind a state of civilization in which the most talented business men shall find their most cherished work in carrying on immense concerns, not primarily for their own personal aggrandizement, but for the good of the masses of workers engaged therein, and their families. . . . When a class of such men has evolved, the problem of labor and capital will be permanently solved to the entire satisfaction of both.31



Carnegie urged business managers to maintain communication with their workers by “having a committee of his best men to present their suggestions” on a regular basis.32 He urged that executives be flexible about worker demands, pointing out “how small a sacrifice upon the part of the employer will sometimes greatly benefit the men.”33 Such sacrifices cost little or nothing, but paid abundant dividends not only in improved relations, but also in increasing productivity through constructive ideas about the manufacturing processes. He concluded his essay with an incentive scheme that linked wages to the market for industrial products: “A plan by which the men will receive high wages when their employers are receiving high prices for their product, and hence are making large profits; and per contra, when the employers are receiving low prices for their product, and therefore, small if any profits, the men will receive low wages.34 Lofty as this idea might sound, Carnegie cited several examples of its operation in the iron and steel industry at plants in Chicago and Pittsburgh.

Between the publication of “An Employer’s View of the Labor Question” in April of 1886 and the appearance of his second article, “The Results of the Labor Struggle,” in August of that year, the United States had undergone the greatest labor convulsion since the great railroad strike of 1877. Nearly half a million workers struck nationwide for an eight-hour day. In Chicago, in the midst of the excitement, a bomb was thrown in Haymarket Square, killing seven police officers and sparking harsh repression of anarchist, Marxist, and other radical groups. The public response, both in Chicago and nationally, verged on hysteria, viewing this isolated incident of relatively minor violence as a major revolutionary outbreak. Carnegie stood aloof from the panic of the intellectuals and the editorialists, holding firm to his convictions about the necessity of labor organization and the need for consensual, rather than coercive, relations between employers and employees.35

In the wake of these events, Carnegie began his second essay, “The Results of the Labor Struggle,” with a condemnation―not of the laborers―but of journalists, academics, politicians, and the business community:


Many leaders of public opinion seemed to lose self-command. Among the number were not a few of our foremost political economists. The writers of the closet, a small but important class in the country, removed from personal contact with every-day affairs, and uninformed of the solid basis of virtue in the wage-receiving class upon which American society rests, necessarily regarded such phenomena from a purely speculative standpoint. Some of them apparently thought that the fundamental institutions upon which peaceful development depends had been if not completely overthrown, at least gravely endangered, and that civilization itself had received a rude shock from the disturbance.36



Carnegie took pains to point out that the reality of industrial relations was far different from that perceived by those “removed from personal contact with every-day affairs.” In his opinion, longer-term trends leading toward more harmonious relations between labor and capital were the more dominant and important ones.

The main focus of Carnegie’s second essay was the relation between working conditions and productivity, in particular the length of the workday, which had been the major issue in the current tumult. Citing the 1886 strike of the New York streetcar workers, he asserted that “if ever a strike was justifiable, this one was. It is simply disgraceful for a corporation to compel its men to work fifteen or sixteen hours a day.”37 He proceeded to discuss the eight-hour movement in relation to his own industrial empire. “Works that run night and day,” he wrote, “should be operated with three sets of men, each working eight hours.”38 The additional cost of labor, he believed would pay for itself in increased productivity.

The importance of this insight into the connection between working conditions and productivity cannot be exaggerated. It anticipated an entirely new approach to the organization of production and to the relations of production, one that was based first on the concept that efficiency (cost-effectiveness) and social morality (just relations between employer and employee) were entirely consistent with one another and, second, that employers could devise profit-sharing schemes to motivate their workers to be more productive. These, taken together with Carnegie’s condoning labor organization, managerial flexibility, profit and loss sharing, and his conception of the labor-management relation as a partnership within a single economic organism was the kernel of welfare capitalism, the effort to solve the “social problem” not only within the boundaries of the private sector but, more specifically, within the business corporation itself. They constituted the kind of market-based approach to social and political problems that we today associate with social enterprise.

By 1889, Carnegie had extended the logic of his arguments about labor to the larger realm of social relations, giving particular attention to the role of private wealth in a democratic society. In “The Gospel of Wealth,” he began by rejecting the palliative goals of conventional charity:


It were better for mankind that the millions of the rich were thrown into the sea than so spent as to encourage the slothful, the drunken, the unworthy. Of every thousand dollars spent in so-called charity to-day, it is probable that nine hundred and fifty dollars is unwisely spent―so spent, indeed, as to produce the very evils which it hopes to mitigate or cure.39



Genuinely helpful philanthropy, in Carnegie’s view, depended less on carefully discriminating between worthy and unworthy recipients than on attacking the root causes of inequality. “Our wonderful material development,” he argued, “rests on competition,” which, “while sometimes hard for the individual, . . . is best for the race, because it ensures survival of the fittest in every department.”40 The inevitable result of competition was inequality, “the concentration of business, industrial and commercial, in the hands of a few.” This inequality, a by-product of the division of labor, was essential to “the future progress of the race,” because it permitted the “great scope” necessary for the conduct of affairs on a large-scale, producing material and social progress.41

But inequality was, in Carnegie’s view, not an end in itself. Progress required that the dynamic processes of competition, achievement, and acquisition be ongoing: that to be an engine of progress, capitalism had to be self-renewing. A major obstacle to this was the accumulation and inheritance of great fortunes. Not only did he harshly criticize hereditary wealth, he also advocated confiscatory income and estate taxes to ensure that such wealth was not passed on to future generations. The duty of “men of affairs,” he believed, was to devote their wealth to furthering those processes central to the progress of the human race by placing within the reach of the community “the ladders upon which the aspiring can rise”: institutions to intellectually and economically empower individuals and to equip them for the competitive struggle.42 Carnegie proposed that industrial wealth should be used to eradicate the root causes of poverty and dependency by fueling the processes of social and economic growth. This was perhaps the most radical idea of its time; it was the cornerstone of modern “scientific” philanthropy.

Before the late 1880s, when Carnegie wrote his essays, efforts to reconcile democratic values with the intrinsic inequalities of capitalism had involved political attempts to restore equality of economic condition. The socialisms, utopian and socialist, all proposed common ownership as a solution. The Populists promoted a mixed economy, with large centralized industries such as railroads under public ownership and a high degree of decentralization for other activities. The Knights of Labor proposed cooperative worker ownership of enterprises. The followers of Henry George looked to the redistributional effect of taxes on unearned increases in the value of property. One way or another, the common goal of these various schemes was, by essentially political means, to level the economic playing field.

Carnegie believed this to be a hopeless task. Advanced industrial life, because of the necessary division of labor, was inherently unequal. Inequality, although regrettable, was also essential as an incentive to achievement, to competition, and to progress.43 Rather than seeking the impossible goal of economic equality, Carnegie proposed what he regarded as the attainable objective of promoting equality of opportunity. Each individual should be allowed to find his place―and his just rewards―in the industrial hierarchy, each according to his ability. But the attainment of that place imparted neither advantages nor handicaps to his children. On the one hand, the income and inheritance tax should prevent the wealthy from having undue advantages; on the other, public and private institutions should educationally empower the masses. Every generation would have to start anew with equal opportunities. Their struggle to achieve would, generation after generation, bring the best and the brightest to the top.

Carnegie looked to business leaders and firms as the basic sources of social harmony. He believed that good management practices could align the interests of employers and employees and, by doing so, bring about a larger social realignment. At the same time, he addressed the problem of surplus wealth and how it should be used to further both economic and social progress.

Carnegie was sharply critical of conventional charity, which he viewed a “sentimental” and “indiscriminate.” Essentially, for Carnegie, philanthropy was rightly understood as an investment in the progress of the human race, the primary driver of which was capitalism. It was not enough that the rich should give generously. Rather, they needed to understand the essentially social nature of their surplus wealth. “The millionaire,” he wrote, was “but a trustee for the poor, intrusted for a season with a great part of the increased wealth of the community, but administering it for the community far better than it could or would have done for itself.”44 “The day is not far distant,” he predicted, “when the man who dies leaving behind him millions of available wealth, which was free for him to administer during life, will pass away ‘unwept, unhonored, and unsung,’ no matter to what uses he leaves the dross which he cannot take with him. Of such as these the public verdict will then be: ‘The man who dies thus rich dies disgraced’.”45

By the 1890s, Carnegie’s company was the largest and most profitable industrial enterprise in the world. At this point, he began to place less emphasis on the workplace as an arena for reform and more on distributing his surplus wealth. Leaving active management in the hands of less progressively minded associates, the company’s labor relations deteriorated, ultimately resulting in the bitter and bloody Homestead strike of 1891. Undeterred by the damage to his reputation, Carnegie forged ahead as a philanthropist, founding the Carnegie Corporation of New York, Carnegie Endowment for International Peace, Carnegie Institution of Washington, Carnegie Mellon University, and the Carnegie Museums of Pittsburgh.46

Carnegie did more than advocate for philanthropy. He pioneered new philanthropic vehicles, the grant-making foundation (Carnegie Corporation), and the policy think tank (Carnegie Endowment for Peace). In 1918, he established the Teachers Insurance and Annuity Association (predecessor of TIAA-CREF), an investment vehicle for academic pensions, which used the nonprofit form managed by business methods to maximize returns for its beneficiaries. By his death in 1920, he had distributed all of his enormous fortune to these and other eleemosynary institutions.

Carnegie’s ultimate legacy diverged from the social enterprise models he had initially advocated. After 1890, as he turned more of the active management of his company over to his associates, he shifted from using the workplace as an arena for social change to focusing on philanthropy―the distribution of his surplus wealth. After the sale of the company to United States Steel in 1901, he devoted himself entirely to philanthropy. This model, in which the business of business was business and philanthropy became merely a conduit for redistribution, became the paradigm for American philanthropy until the late twentieth century, when new social enterprise models began to emerge.

Scientific Management as Social Enterprise

Carnegie was hardly alone in his concerns about the future of capitalism and democracy or in his understanding of the role of the firm furthering social change. A cohort of contemporaries in the business world was developing complementary ideas. Beginning in the 1840s, railroad journalist Henry Varnum Poor had begun to gather statistical data about railroad operations for the benefit of investors.47 In the 1860s, he began publishing Poor’s Manual of Railroads, the first of the securities manuals. Although he saw the immediate financial utility of statistical analysis, their ultimate value, according to Alfred D. Chandler, was framed in the language and concepts of social reform:


Men by creatively applying their minds to the labor-saving machine were making strides towards the physical perfection that was the first and necessary step towards intellectual and spiritual perfection. Of all the new technical instruments that were furthering the progress of mankind, the railroad was having the most profound effect. By lowering the cost of transportation and by making possible widespread commercial agriculture and large-scale industry, the railroad was making food, clothing, and other necessities of life plentiful to all classes of people. By breaking down the barriers of place and time, by permitting the interchange of ideas and beliefs as well as goods, the railroad was allying petty regional antagonisms and narrow provincialism. In time it would even bring an end to the more traditional national boundaries and usher in the millennium of universal peace and prosperity. For Henry Poor, then, the efficient construction and operation of the American railroad system was even more a moral than an economic necessity.48



Poor’s work enabled investors to make investment decisions based on rationalized accounting statements rather than tips or rumors. As statistical reports like Poor’s influenced investor decisions, railroad managers began to view their operations as systems. The definition of profitability, once a simple calculation of gross income less labor and materials, became more complex, including such factors as depreciation, repairs, and employee productivity. With the increase in the scale and scope of railroad operations and other industrial enterprises, such quantitative data and analysis became essential to monitoring and controlling employees whose activities could not be directly overseen.

The quantitative analysis of the means of production led inevitably to a recognition of the importance and calculability of human factors, which led corporations to concern themselves with the welfare of their workers. This happened first on the railroads, where it was recognized that “tired workers who had a better than nodding acquaintance with demon rum were not an attractive prospect in an industry where expensive goods and many lives depended on close control of large and powerful high-speed engines.”49 As an antidote to this, railroads began underwriting special branches of the YMCA that not only provided food and shelter, but housed baths, libraries, athletic facilities, classes on railroad work, and Bible classes. By 1900, railroad companies would be spending more than a million dollars a year on such facilities.

The spread of statistical approaches to management, along with their concern for human factors in production, spread to other large industries, thanks in part to men like Carnegie, who had learned the new techniques as a Pennsylvania Railroad executive and carried them into his iron and steel business. During the economic turbulence of the 1880s, increasing attention was given to quantifying worker productivity and to finding ways of making employees more efficient. This led to examination not only of the physical arrangements of production, but also ways of shaping employee motivation. This, in turn, led to a growing awareness of the connections between the economic issues of productive efficiency and larger social concerns about education and working conditions.

That Carnegie had made this connection by the late 1870s is evident from his comments on the introduction of the eight-hour day in his plants, which he justified not in moral terms but in economic ones. As he pointed out, three 8-hour shifts costs the company no more than two 12-hour shifts and more than paid for themselves in increased productivity: between 1877, when the 8-hour day was introduced, and 1888, Carnegie’s plants consistently broke industry records.50 (In 1888, the plants returned to a 12-hour, two-shift day in return for a sliding wage scale based on profit sharing. The workers made this decision, not Carnegie.)

By the mid-1880s, the analytical approach to management had become widespread enough to begin to move beyond the shop floor, not only making claims for management as a science but also asserting connections between business management and solutions to larger social problems. This became evident at the 1886 annual meeting of the American Society of Mechanical Engineers (ASME), which convened in Chicago just three weeks after the Haymarket riot. The session that attracted the most interest and generated the most discussion addressed the problems of plant management. It was a significant departure from the usual narrow technical concerns of mechanical engineers. The opening presentation, Connecticut manufacturer Henry R. Towne’s “The Engineer as Economist,” proposed a major expansion in the role of engineers from managing of machines to managing the social relations of production.

“The mechanical engineer,” Towne declared, “for the reason that his functions, more frequently than in the case of others, include the executive duties of organizing and superintending the operations of industrial establishments, and of directing the labor of artisans whose organized efforts yield the fruition of his work.”51 “To insure the best results,” he continued,


the organization of productive labor must be directed and controlled by persons having not only good executive ability, and possessing the practical familiarity of a mechanic or engineer with the goods produced and the processes employed, but having also, and equally, a practical knowledge of how to observe, record, analyze, and compare essential facts in relation to wages, supplies expense accounts, and all else that enters into or affects the economy of production and the cost of the product. There are many good mechanical engineers;―there are also many good “business men”;―but the two are rarely combined in one person. But this combination of qualities, together with at least some skill as an accountant, either in one person or more, is essential to the successful management of industrial works, and has its highest effectiveness if united in one person, who is thus qualified to supervise, either personally or through assistants, the operations of all departments of a business, and to subordinate each to the harmonious development of the whole.52



Towne went on to propose that the mechanical engineers promote the systematic study of administrative issues, under the headings of shop management and shop accounting. Shop management would include such concerns as “questions of organization, responsibility, reports, systems of contract and piece work, and all that relates to the management of works, mills, and factories.”53 Shop accounting would concern itself with “questions of time and wages systems, determination of costs, whether by piece or day work, the distribution of the various expense accounts, the ascertainment of profits, methods of book keeping, and all that enters into the system of accounts, which relates to the manufacturing departments of a business, and to the determination and record of its results.”54 He further proposed that the society create a special section devoted to “economic issues.”

Towne’s keynote was followed by two papers, one by Oberlin Smith, president of the Ferrachute Machine Company, on the problem of inventory valuation in machine plants (which introduced methods of calculating depreciation on machinery), the other by Henry Metcalfe, superintendent of the federal arsenal at Troy, New York, on the shop order system of accounts (which spelled out a system for the centralization of information and authority within plants―a vital component of cost control).55 The session was well attended by engineers and engineer-managers from all over the country, who were quick to grasp the implications of the papers, especially with regard to the connection between administrative technique, plant economics, and “the social question.” As W. E. Partridge, the New York engineer who had made the opening comments on the papers, stated:


I wish to direct attention to a point in Mr. Towne’s paper which is usually overlooked by manufacturers. He says that in the establishment he mentions, the cost of labor has in certain instances been greatly reduced, while the earning of the men have not been encroached upon. This is a vital point. The almost universal tendency of manufacturers is towards a reduction of wages as an easy and obvious method of reducing the cost of production. In this, as in most mechanical work, the easy and obvious method is the wrong one. Both manufacturer and workman have a common commercial interest in seeing the earnings of the employee very large.56



Partridge went on to note that management schemes like the ones proposed in the papers encouraged every employee to become “a most efficient co-laborer with the manufacturer.”57 Such a cooperative relationship, he suggested, would lead to increased earnings, which would in turn yield distinctively positive social benefits, both within the industrial enterprise and in society itself. “Very material advantages accrue from the employment of high price workmen,” Partridge declared.


Large earnings employ valuable men with large producing powers. They become property owners. They are conservative and respectable members of society, and invariably throw their influence on the side of law and order. Such men feel an intelligent interest in the success of the establishment. . . . Every man becomes an overseer with powers to act, which he does not fail to exercise, and he does not omit to keep up both standards and quantity and quality. He is a most vitally interested party, becoming virtually a silent partner upon whose cooperation implicit confidence may be placed.58



The other respondents to the papers―among them, Frederick W. Taylor, later to be known as the “Father of Scientific Management”―were uniformly favorable in their comments. And, although the mechanical engineers as a society would resist Towne’s efforts to create a special economic section, scientific management, as an organized initiative that combined statistical and motivational research into industrial production processes, the organization of production, and the social relations of production, can be dated from this meeting. As a token of the society’s endorsement of Towne’s ideas, its membership elected Towne president in 1888.

In 1889, the year in which Carnegie’s “The Gospel of Wealth” was published, Towne presented another paper to the society. Titled “Gain-Sharing,” it gave a detailed account of methods through which he sought to stimulate worker productivity by redistributing a portion of his company’s annual profits to his workforce.59 This paper is of particular interest because of the clarity with which it links accounting-based management systems for mechanical operations with the systematic analysis of the relations of production.

Towne began his paper with a rough breakdown of the factors affecting “the profit fund.” The first factor, “capital, plant character of buildings, machinery, and organization,” was the products of the “skill, experience, industry, and ability” of the owner. The second factor, involving purchases of raw materials and sales of finished products, was influenced by the “mercantile staff.” The third involved “causes beyond the control of the principal and his agents,” including market fluctuations, interest rates, and bad debts. The fourth, “influenced by the workmen and operatives,” included “care of property, economy in the use of materials and supplies, and, chiefly, efficiency in the use of machinery and employment of labor.”60

Because he viewed “gain-sharing” as a pragmatic and not a charitable technique, Towne took pains to ensure that his employees profited only from those areas of the production process over which they had immediate responsibility. Accordingly, the baseline of the system had to be “an accurate knowledge of the present cost of the product . . . stated in terms which include the factors which can be influenced or controlled by the employees who participate in the result.”61 (This meant that implementing such a profit-sharing system required the kind of detailed accounting of production costs suggested in Towne’s 1886 paper.) The effect of implementing such a system was to “enlist the self-interest of employees to augment the profits of the business” by using raw materials less wastefully, machinery more carefully, and time more efficiently.62 Moreover, such a system, as Carnegie noted in 1886, gave employees who had an intimate acquaintance with manufacturing processes, incentives for improving both technical and organizational aspects of production.

Henry Towne’s papers were based on practice, not theory. His industrial complex in Stamford, Connecticut, built between 1869 and 1928, exemplified Towne’s conception of the interrelationships between mechanical, organizational, and behavioral processes. Yale & Towne manufactured a diversified line of metal products, including post office and safe deposit boxes, locks, pulley blocks, winches, builder’s hardware, and electric hoists. Towne decentralized the plant, grouping operations according to the product. Thus, for example, all the activities connected with lock manufacture and assembly were located in the same building. Within such a cluster, the tasks of production―casting, machining, plating, and assembling―were divided into the smallest and simplest jobs, which were rigorously monitored through shop accounting techniques that Towne himself had pioneered.63 To tie remuneration to productivity, Towne’s workers were paid on a piece-work basis and, beginning in the early 1880s, participated in the gain-sharing plans he reported on in 1889. Although piecework rates were gradually reduced as productivity climbed, the company maintained the loyalty of its workforce through extensive investments in workplace safety, welfare, and benefits programs.


Shops were ventilated and well-lit. . . . Washrooms and lavatories were convenient to all departments and their use was required; this requirement prompted a strike in 1890, when the molders demanded to use their traditional washing buckets. At least two buildings were constructed exclusively for washrooms. . . . Group health, accident, and life insurance, as well as pensions, were available to all workers. Yale & Towne also sponsored dances, clubs, card parties, an employee newspaper, photo and hobby contests. The firm socialized foreign-born workers into U.S. industrial society through the “Americanization” programs at the plant. All these programs were run from offices in the 1881 Welfare Department building.64



Along with other members of the ASME, Frederick W. Taylor had listened appreciatively to the papers delivered by Towne and other industrial experimenters.65 Like them, he had been tinkering with administrative and accounting processes in the iron and steel industry since the early 1880s. Finally, in 1895, in the wake of the violent and protracted Pullman Strike, Taylor was ready to report on his work.66

Taylor’s paper, “A Piece-Rate System, Being a Step toward Partial Solution of the Labor Problem,” built on the ideas of Towne and others, but carried them further, both in the minuteness with which productive processes were analyzed and in their social impact. “The ordinary piece-work system,” Taylor began, “involves a permanent antagonism between employers and men, and a certainty of punishment for each workman who reaches a high rate of production.”67 Because systems like Towne’s and Carnegie’s were predicated on a series of contracts between employers and employees, with the terms of remuneration (including gain-sharing) predicated on efficiency under previous contracts, workers were, in the long run, rewarded for their productivity by a continual decline in wages―for as the previously established record of productivity became the baseline on which new efficiencies were to be calculated, the workers lost and, as Taylor observed, were ultimately penalized for whatever productivity gains had been achieved. Rather than being an incentive for efficiency, such a system, once in place, encouraged “soldiering,” the tendency to work less efficiently as a group to maintain a high wage scale.

Taylor’s solution to this problem was based on two improvements to the piece-rate system. The first involved implementing what he called a “differential piece-rate system,” which offered two rates for the same job: “a high price per piece, in case the work is finished in the shortest possible time,” and “a low price, if it takes longer to do the job or if there are any imperfections in the work.”68 The second innovation involved the basis on which the differential was established. Under Towne’s system,


the ordinary rate-fixing (even the best of it), like the old-style engineering, is done by a foreman or superintendent, who, with the aid of a clerk, looks over the record of the time in which the whole job was done as nearly like the new one as can be found, and then guesses at the time required to do the new job. No attempt is made to analyze and time each of the classes of work, or the elements of which a job is composed.69



Taylor proposed breaking jobs into their component parts, each of which would be studied to ascertain the actual costs and time involved in each component. These figures would serve as the basis for establishing the differential rate of remuneration. Because they were based on long-term observation of both men and machines, they did not rely on guesswork and were less subject to manipulation by soldiering workers. Furthermore, because of their reliance on quantified measurements of the efficiency of machines being operated by different men under different conditions rather than the estimated efficiency of men working in a group to complete an entire job, they would not lead to progressive rate reductions, as had been the case under Towne’s system, but to a system of individual rewards to employees according to each one’s productivity.

Taylor began this effort retrospectively by looking at earlier jobs done by his company. To obtain further refinements, however, he began “making and recording time observations of work done by the men, as well as . . . determining the maximum capacity of each of the machines in the place, and. . . . making work-tables and time-tables.”70 The impact of these observations was not confined to labor costs. Because they focused not only on getting the most out of labor but also on getting the most out of machines, they eventually involved “a long and expensive series of experiments” to determine, formulate, and practically apply to each machine guidelines for ascertaining the proper cutting speed of tools:


namely, the effect on the cutting speed of altering any one of the following variables: the shape of the tool (i.e., lip angle, clearance angle, and the line of the cutting edge), the duration of the cut, the quality or hardness of the metal being cut, the depth of the cut, and the thickness of the feed or shaving.71



These experiments dramatically affected both the arrangement of shops and the design of the tools used in them. By the end of eight years, Taylor noted, his company had come to demand “alterations from standard in almost every machine which they have bought as well as being obliged to superintend the design of many special tools which would not have been thought of” had it not been for the introduction of the new rate-fixing system.72 Even more dramatic, however, were the productivity increases Taylor reported―reforms that cost his company a dollar more per day in wages resulted in doubled productivity. This was far in excess of the production rates maintained by neighboring plants that had not adopted Taylor’s system. Furthermore, Taylor noted, although his company had never prevented its workers from joining unions, it had never―in 12 years―suffered a strike by men working under differential rates. Nor, until “the beginning of the recent fall in the scale of wages throughout the country,” had it been required to reduce the piece rate.73

Beyond its contributions to increased mechanical and labor efficiency, Taylor’s system had an additional attraction. Because rates of remuneration were based on the work performance of individuals, the company began to keep systematic records “of each man’s good points as well as his shortcomings.”74 This not only enabled managers to accurately appraise the quality of their workforces but also served as a basis for specifying the skills and kinds of training needed for the performance of particular jobs. Such records were essential to managing human resources―a corporate function that would become increasingly important in the twentieth century.

Taylor’s paper was greeted with tremendous enthusiasm. Some ASME members responded to the technical points Taylor raised. Others, like William Kent of the Springer Torsion Balance Company, responded to the broader implications of the report. “I regard this whole question . . . as one of the most important, not only before this Society, but before the world today―the harmonizing of labor and capital; and this question is not to be settled by the opinion of the old time mechanics,” Kent declared.75


It is to be settled, after a profound study, by men capable of logical analysis, and by students of political economy, and I do not expect that we are going to introduce any of these systems, in any great degree, by the men who are now over fifty years of age, who have all their old-time prejudices; but I think it will be from such men as the one who presented those opening remarks . . . a technical graduate, who has given some attention not only to workshop matters, but to political economy, and that such men will be the ones who will introduce this system in the long run. I hope to see the subject of workshop economics taught as an inductive science from actual statistics―statistics of tool cutting, of wages, of rates, in the modern method of studying political economy; that this science must be taught in our technical schools, and that our graduates will graduate, not with the knowledge of how to apply the system, but with minds trained to begin studying the system in practice, and gradually the proper system for our shops will be evolved.76



William Kent’s ardent hope that “the proper system for our shops” and the harmonizing of labor and capital would evolve in an academic setting and in the context of an inductive approach to political economy proved prophetic. Within 20 years, reformers like Louis Brandeis would be urging college graduates to embrace the profession of business, calling it “a field rich in opportunity for the exercise of man’s finest and most varied mental faculties and moral qualities.”77 Within another decade, businessman-engineer-humanitarian Herbert Hoover would be running for the presidency of the United States preaching social efficiency and promising the abolition of poverty.

In his later work, notably The Principles of Scientific Management (1911), published at the flood tide of the progressive movement, Taylor expanded his claims about the revolutionary potential of his system. He began by evoking Theodore Roosevelt: “The conservation of our national resources is only preliminary to the larger question of national efficiency.”

“We can see our forests vanishing,” Taylor wrote,


our water-powers going to waste, our soil being carried by floods to the sea; and the end of our coal and our iron is in sight. But our larger wastes of human effort, which go on every day through such of our acts as are blundering, ill-directed, or inefficient, and which Mr. Roosevelt refers to as a lack of “national efficiency,” are less visible, less tangible, and are but vaguely appreciated.78



While conceding that his ideas would be of primary interest to “managers in industrial and manufacturing establishments,” he hoped


that it will be clear to other readers that the same principles can be applied with equal force to all social activities: to the management of our homes; the management of our farms; the management of the business of our tradesmen, large and small; of our churches, our philanthropic institutions, our universities, and our government departments.79



“The principal object of management,” Taylor opined, should be to secure the maximum prosperity for the employer, coupled with maximum prosperity for each employee.”80 “The words ‘maximum prosperity’ are used, in their broad sense, to mean not only large dividends for the company or owner, but the development of every branch of the business to its highest state of excellence.”81 This meant not only higher wages, but, more important, “the development of each man to his state of maximum efficiency, so that he may be able to do, generally speaking, the highest grade of work for which his natural abilities fit him.”82 The majority believes “that the fundamental interests of employees and employers are necessarily antagonistic.”83 To the contrary, Taylor argued, “the two interests of the two are one and the same”: “prosperity for the employers cannot exist through a long term of years unless it is accompanied by prosperity for the employee, as visa versa.”84 “It is possible to give the worker what he most wants (high wages) and the employer what he wants (a low labor cost) for his manufactures.”85

Taylor looked forward to the consumer-driven economy that would bloom in the 1920s, pointing out that the “cheapening of any article in common use almost immediately results in a largely increased demand for that article.”86 “Take the case of shoes,” he proclaimed.


The introduction of machinery for doing every element of the work which was formally done by hand has resulted in making shoes at a fraction of their former labor cost, and in selling them so cheap that now almost every man, woman, and child in the working classes buys one or two pairs of shoes per year, and wears shoes all the time, whereas formerly each workman bought perhaps one pair of shoes every five years, and went barefoot most of the time, wearing shoes only as a luxury or as a matter of the sternest necessity. In spite of the enormously increased output of shoes per workman, which has come with shoe machinery, the demand for shoes has so increased that there are relatively more men working in the shoe industry now than ever before.87



Taylor saw the benefits of his system not merely in industrial terms but social ones. “It is to the greater productivity of each individual that the whole country owes its greater prosperity,” he averred.


The general adoption of scientific management would readily in the future double the productivity of the average man engaged in industrial work. Think of what this means to the whole country. Think of the increase, both in the necessities and luxuries of life, which becomes available for the whole country, of the possibility of shortening the hours of labor when this is desirable, and of the increased opportunities for education, culture, and recreation which this implies. . . . The great increase in wages which accompanies this type of management will largely eliminate the wage question as a source of dispute. But more than all other causes, the close, intimate cooperation, the constant personal contact between the two sides, will tend to diminish friction and discontent. It is difficult for two people whose interests are the same, and who work side by side in accomplishing the same object, all day long, to keep up a quarrel.88



“Is not the realization of results such as these,” he wrote in the last paragraph of Principles, “of far more importance than the solution of most of the problems which are now agitating both the English and the American peoples? And is it not the duty of those who are acquainted with these facts, to exert themselves to make the whole community realize this importance?”89

Scientific management clearly envisaged itself as a method for transforming mere enterprise into social enterprise. It sought not only to transform the ways in which work and management were done but to change every aspect of society. Profit was not a secondary consideration for Towne, Taylor, and others who shared their vision. But, as they saw it, the profitability of the firm, the well-being of employees, economic prosperity, and the social and economic harmony and efficiency of the nation were inseparable. What made scientifically managed companies social enterprises was the belief that fundamental social problems―in this case, class warfare―could be addressed through market rather than political solutions.

Progressive Business: Product as Catalyst for Social Change

Through the nineteenth century, the basic mechanisms for market-based social change initiatives had been transformation of the workplace and manufacturing processes and the philanthropic uses of “surplus wealth.” In the early twentieth century, entrepreneurs began to envision the product itself as a means of social change.

Pioneer automobile manufacturer Henry Ford was not only an innovator in manufacturing technique, developing the assembly line to reduce manufacturing costs, he was also a social innovator, raising his employees’ wages to the outrageous sum of five dollars a day to enable them to purchase the products they produced. “Fordism” expanded the reach of the ideal of efficiency beyond the internal arrangements of the industrial plant into society itself: low-priced automobiles, credit purchasing, aggressive advertising, and a national distribution system based on dealer-owned franchises offered a paradigm for a self-sustaining economy based on consumer purchasing power. Interestingly, the primary motive for manufacturing automobiles that would be within the reach of the masses was not a desire to make a great fortune but a concern with the financial and cultural impoverishment of rural Americans.90

The Ford Motor Company was noted not only for its liberal wage and personnel policies, but also for its proprietor’s radical political ideas. Ford was among the first to understand the possibilities of a mass consumer market, both as a source of profits and as a force for social reform. For him, the affordable automobile was more than a means of transportation: it was a means of socially, economically, and culturally empowering the average American. In implementing this agenda, Ford followed a policy of reinvesting a substantial proportion of the company’s earnings in creating new product lines, marketing, and the welfare of his workforce.

Had the company been privately held, Ford could have proceeded with a free hand. Unfortunately, this was not the case. Among his shareholders were John and Horace Dodge, who were, in 1919, launching an automobile company of their own. Although their motive in taking Ford to court was self-interested―they wanted to prevent him from further lowering the price of his cars―the grounds on which the case was argued had to do with the use of corporate funds for philanthropic purposes. Citing an 1883 British case, Hutton v. West Cork Railway, the Michigan court affirmed the doctrine that “charity has no business to sit at the boards of directors qua charity”:


The difference between an incidental humanitarian expenditure of corporate funds for the benefit of employees, like the building of a hospital for their use, and the employment of agencies for the betterment of their condition, and a general purpose to benefit mankind at the expense of others is obvious. . . . A business corporation is organized and carried on primarily for the profit of the stockholders. The powers of the directors are to be used to that end. The discretion of directors is to be exercised in the choice of means to attain that end, and does not extend to a change in that end itself, to the reduction of profits, or to the nondistribution of profits among the stockholders, in order to donate them to other purposes.91



Although Ford sneered at traditional kinds of philanthropy, his investments in product development and the welfare of his workers were sufficiently large to prompt a stockholder lawsuit in 1915, in which he was accused of diverting profits for humanitarian purposes instead of distributing them as dividends.92 Though Ford declared as his ambition a desire to “employ still more men, to spread the benefits of this industrial system to the greatest possible number, to help them build up their lives and their homes,” the court, in a decision that would restrict corporate philanthropy for decades to come, ruled that because “a business corporation is organized and carried on primarily for the profit of the stockholders,” companies could not legally divert profits to devote them to philanthropic purposes unrelated to the business.93

With his populist and working-class background, Ford was something of an outlier. More commonly, the avatars of progressive management were college-educated scions of privilege.94 These were the young men whom corporation lawyer (and later Supreme Court Justice) Louis D. Brandeis addressed when he spoke to the graduating senior class at Brown University in 1912, declaring that “business should be, and to some extent already is, one of the professions.”95 “The peculiar characteristics of a profession as distinguished from other occupations,” he went on, “I take to be these:


First. A Profession is an occupation for which the necessary preliminary training is intellectual in character, involving knowledge and to some extent learning, as distinguished from mere skill.

Second. It is an occupation which is pursued largely for others and not merely for one’s self.

Third. It is an occupation in which the amount of financial return is not the accepted measure of success.

Is not each of these characteristics found today in business worthily pursued?

The field of knowledge requisite to the more successful conduct of business has been greatly widened by the application of industry not only of chemical, mechanical, and electrical science, but also the new science of management; by the increasing difficulties involved in adjusting the relations of labor to capital; by the necessary intertwining of social with industrial problems; by the ever extending scope of state and federal regulation of business. Indeed, mere size and territorial expansion have compelled the businessman to enter upon new and broader fields of knowledge in order to match his achievements with his opportunities.96



Brandeis went on to identify business leaders who he felt embodied the professional spirit. “The career of the Filenes of Boston,” he wrote, “applied minds of a high order and a fine ethical sense to the prosaic and seemingly uninteresting business of selling women’s garments.”97 Having “accepted and applied the principles of industrial democracy and of social justice” in their dealings with their employees and their customers, Brandeis declared, the Filenes demonstrated that the “profession of business” could play a central role in the solution of “the great industrial and social problems expressed in the present social unrest.”98

In envisioning the professionally trained business manager as a kind of industrial statesman, Brandeis was both looking back to an era when companies concerned themselves primarily with the welfare of employees (a movement that reached its apogee in the 1920s under the banner of welfare capitalism) and looking forward to a human relations movement in which academic specialists―anthropologists, economists, psychologists, and sociologists―would shift their focus to the impact of social relations in the workplace, motivation, and employee satisfaction on productivity as well as to mass production of consumer goods as a way of addressing the problem of class conflict.99

The cohort of young men graduating from elite universities after 1890 suggest that many had chosen to engage the central dilemmas of society in the realm of deeds, rather than in the realm of words. A remarkable number built careers that brought together the administration of large corporate enterprises with active involvement in progressive organizational activities on both national and local levels.

Typical of these was Walter S. Gifford, who graduated from Harvard College in 1905. He took his first job at Western Electric, the manufacturing arm of AT&T, in Chicago. While there, he was a resident of Hull House, Jane Addams’s famous social settlement. His work and social interests were not casually related, however, for his particular area of expertise at Western Electric was statistics, a field that had deep roots in and remained closely connected to social reform.100

Gifford’s outstanding work brought him to the attention of Theodore Vail, AT&T’s president, who moved him to the company’s New York headquarters, where he was set the task of organizing its statistical department. During the war, he was sent to Washington, D.C., where he served as head of the Council of National Defense. In 1925, he was named president of the company, which he transformed into a model of welfare capitalist enterprise. The basis for reorganizing the company was financial: to enlarge its responsibilities to its workers and to the communities it served, production costs had to be lowered and the volume of business increased. Analyzing AT&T’s finances, Gifford realized that more profits could be made by tapping the mass consumer market than by focusing on commercial users. Accordingly, he targeted domestic telephony as the company’s primary market, subsidizing domestic telephony with profits from “long lines” services that were primarily used by business customers.

An important part of this campaign to sell the telephone to a mass consumer market was the reshaping of AT&T’s corporate image from that of a mere profit-seeking corporation to that of a private company in the public service. Also significant was a focus on technological innovation―necessary for lowering operating costs. To this end, Gifford established a research arm, Bell Labs, which developed pioneering technologies not only in telephony but in radio, motion pictures, and communications theory as well. Naturally, Gifford was attentive to his workforce. Realizing the value of employee loyalty, as well as the fact that employees were also consumers, AT&T under Gifford steadily increased wages and salaries through the 1920s while introducing a full range of benefits, including a pension plan.

Gifford created a remarkably reflective management culture at AT&T. His director of public relations, Arthur Page, came to the company after a career as a progressive journalist, editor (of Outlook), and publisher (Doubleday & Page was a major publisher of progressively oriented books, including Herbert Hoover’s influential American Individualism). When Gifford became president of AT&T, he recruited Page into the company to take charge of its public relations activities. More than anyone else, Page was responsible for reshaping the company’s image. Both Gifford and Page served on the boards of major foundations, Gifford with the Rockefeller Foundation, Page on the Carnegie Corporation. Gifford also served on the boards of the National Bureau of Economic Research and the National Research Fund.

Another Gifford protégé was Chester I. Barnard, the father of modern organizations theory, author of the classic The Functions of the Executive (1938), and ultimately president of the Rockefeller Foundation. The firm’s director of management training and research was Robert K. Greenleaf, who wrote the influential Servant Leadership: A Journey into the Nature of Legitimate Power and Greatness (1977) after retiring from the company.101

Gifford’s near contemporary, Gerard Swope, followed a similar path. After graduating from MIT (where he was a classmate of Alfred P. Sloan), he went to work for Western Electric in Chicago. He too lived at Hull House, where he was an active teacher and community organizer. Like Gifford, Swope’s forte was statistical analysis. As Swope worked his way up through the ranks in the sales department at Western Electric, he maintained his commitment to social reform. When he was transferred from Chicago to St. Louis in 1903, Swope and his wife purchased two adjoining houses in the city’s most run-down district. Living in one, they established the city’s first settlement house in the other.102

Swope, like Gifford, came early to the conclusion that his company’s future lay in mass marketing:


He applied the new mathematic equations of cost accounting to sales and learned from them some things about overhead and profits that had not been suspected. One was that Western Electric’s high-profit but low-volume items, which had been credited with much of the company’s success, actually lost money. The company made all of its money from the low-profit orders. The fact was discovered because Swope’s formula analyzed the distribution of costs accurately for the first time.103



Swope’s analysis suggested that Western Electric should diversify its product line and direct its energies to mass marketing. But, tied to the agenda of its corporate parent, which was also the chief customer for its products, his suggestions were ignored. He ultimately turned his energies to developing Western Electric’s international operations then, in 1917, left the company to join the War Industries Board. In 1919, he became president of General Electric. This gave him the opportunity to implement the ideas he had developed at Western Electric. In short order, GE was transformed from a firm primarily selling heavy equipment to other corporations to one of the most aggressive and enlightened mass marketers in the world. It promoted not only the electrification of homes but also the development, manufacture, and distribution of home appliances―refrigerators, stoves, toasters, irons, vacuum cleaners, and so on―light electrical equipment that not only soon became the mainstay of the company’s business but also of American domestic life.104 Significantly, Swope did not implement this shift carelessly. It was based on rigorous market research and statistical analysis undertaken within a framework of long-range planning.

In 1926, Swope summed up his ideas in a speech titled “The Responsibilities of Modern Industry.”105 Industry’s first obligation, he stated, was “to provide more things at lower cost” through high-volume production that lowered costs and made products available to more consumers. Its second most important obligation was to its employees: well-paid workers were not only more loyal and productive, they also consumed more―which benefited industry. Industry’s third obligation was to itself. Exchanges of information and ideas would lead to standardization of equipment, which not only lowered production costs, but also made products safer and more dependable. Last, Swope listed obligations to stockholders “who want a fair and uniform return.” Management could place them last on the list because profits could only be earned if the public was served, workers were well paid, and industry itself was in sound condition. Swope took these ideas beyond mere rhetoric. In addition to expanding GE’s product line and sales, he introduced innovative benefits packages, including unemployment insurance pensions and company-underwritten home mortgages. He welcomed the unionization of GE’s plants. And, in 1924, he created one of the nation’s first corporate philanthropies, the C. A. Coffin Foundation, which underwrote graduate study in fields related to the electric industry.

At GE and AT&T, technical and managerial innovation was accompanied by substantial investments in education. As Mark H. Rose notes in Cities of Light and Heat: Domesticating Gas and Electricity in Urban America:


During the first two decades of the century, educators turned to gas and electric equipment to help teach older subjects, such as health and hygiene, and to foster newer forms of learning in such areas as cooking and the maintenance of power plants. As part of teaching students about power plants or cooking . . . educators taught skills and fixed standards for the consumption of light and heat that extended into the next decade and beyond.106



The fields of home economics and industrial arts, heavily subsidized by the appliance makers and food processors, became a staple of secondary school education.


Students and faculty who participated in trade shows, cooked with gas on a school stove (and visited appliance dealers and department stores), and read about healthful living under bright lights were participating in a longer-term process described . . . as one of learning a “way of seeing.” During the next few decades, whether as sales representatives for the gas and electric companies or as educators and students who were also consumers, they would make “countless contemplated purchases” in preparation “for every actual purchase.” Following World War II, those students and educators could begin to put into practice in their private lives the skills and outlooks acquired years before in the nation’s public schools.107



The social impact of these technologies was transformational. The democratization of consumption all but eradicated the divide between labor and capital that had so troubled Carnegie and his generation. Most important, this impact was not an accident. From Henry Towne in the 1880s, through Taylor at the turn of the century, to Gifford and Swope in the 1920s, progressive industrialists had made their intentions to run their businesses as social enterprises, balancing commercial and philanthropic purposes, perfectly clear.

The Eclipse of Social Enterprise and the Emergence of Corporate Philanthropy and Social Responsibility

Companies such as GE, AT&T, Ford, U.S. Steel, and others that had demonstrated serious social concerns during the teens and twenties attempted to sustain their commitments during the Depression. Corporate contributions to the Community Chest (ancestor of today’s United Way) reached record levels in 1932. However, it became increasingly clear, as Charles Schwab of Bethlehem Steel admitted in the spring of 1932, that “none of us can escape the inexorable law of the balance sheet.”108 As the economic crisis deepened, corporate resources could no longer be devoted to purposes other than survival.

Initially, President Roosevelt’s first efforts to promote recovery were attempts to devise market solutions to unemployment and poverty by efforts to salvage Herbert Hoover’s “associative state” partnerships of government and business.109 The National Recovery Act (NRA) was less a departure from the business thinking of the 1920s than a fulfillment of it. Although many proponents of the associative state, including Hoover himself, disavowed Roosevelt’s scheme of government-fostered cooperation, many, including Swope, were enthusiastic proponents of the plan.

The most important aspect of the NRA as a manifestation of social enterprise was its emphasis on the role of the private sector in the provision of welfare services. The rationale for the NRA codes was the desire to avoid the dole by keeping people at work. This could only be done by ensuring the maintenance of wages and working conditions through voluntary agreements between firms and organized labor. The NRA codes were not concerned with charity as such, although it was assumed that code provisions would enable socially responsible firms to continue to support the programs they had in place before the Depression.

Until the Supreme Court declared the NRA unconstitutional in 1935, it was generally believed that corporations would continue to play a central role in the provision of social welfare. The Court’s decision, combined with the failure of economic recovery, prompted the Roosevelt administration to turn sharply to the left. The federal government became more directly involved with addressing the needs of the unemployed. The radicalization and growing strength of organized labor encouraged Roosevelt to mount a rhetorical offensive against business and the rich―accompanied by sharp hikes in income and estate taxes and the institution of a national system of social insurance (social security and unemployment insurance).

During the thirties, a combination of economic and political factors marginalized business as a major source of social change. Financially, business no longer had the resources to mount bold social initiatives. Firms might, usually under pressure from unions, improve benefits packages for their employees, but they no longer saw themselves as change agents.110 In an increasingly hostile political climate, they sought ways of managing their political and social environments through trade association activity, campaign contributions, advertising, and lobbying.111

Throughout the 1920s, charitable fund-raisers, particularly from the Community Chest movement, had been lobbying for changes in the Internal Revenue Code to make corporation contributions eligible for the charitable deduction, but the effort had never gotten far. Legal strictures, such as the Dodge v. Ford decision stood in the way, as did decisions like Old Mission Portland Cement v. Helvering (1934), which had barred contributions that did not directly benefit the corporate donor.112 Congressional hostility to big business, although politically in the minority during the 1920s, was sufficiently vocal to block the proposed deduction. Even had the provision been enacted, the Revenue Act of 1926, which sharply reduced tax rates, would have reduced tax incentives for large-scale giving. But FDR’s shift toward redistributional policies after 1935 gave the corporate charitable deduction a new lease on life. The Community Chest, aided by the energies of some of the nation’s most influential business leaders, put unremitting pressure on the White House and on Congress to include a 5 percent corporate charitable deduction in the 1935 Tax Act. After prolonged debate, the provision was passed “in conjunction with some of the most sweeping and fundamental New Deal reform legislation.”113

The deductibility of corporate contributions led neither to dramatically increased levels of corporate giving nor to a revival of welfare capitalist doctrines and practices, primarily because of the context in which the deduction was enacted. Sharply increased corporate and individual tax rates, the growing scope and scale of federal social responsibilities, the rise of a powerful labor movement, and public and legislative hostility to business, all added up to a set of disincentives for corporate social activism. Why should business voluntarily undertake costly social initiatives when the government and unions were coercing firms into supporting generous benefits programs? And why, given the 5 percent limit on the corporate charitable deduction, should corporations give any more than that? Further, in the hostile political climate, why shouldn’t business shift its commitments away from spending that provided benefits to society at large to programs that promised more direct and calculable returns?

No major efforts to change the legal framework of corporate giving and social investment were made until the late 1940s, although, thanks to unusually heavy taxation during the war years, both the level of giving and the mechanisms for giving began to shift. Corporate contributions increased from 0.38 percent of net corporate income in 1936 to 1.45 percent in 1945, and the number of corporate foundations increased from 19 in 1938 to 208 by 1945.114

If industrial managers found their philanthropic energies increasingly absorbed in the task of corporate survival during the 1930s, another factor came into play to transform the character of business giving. During the thirties, the founders of many of the great turn-of-the-century industrial fortunes began to die off. In increasing numbers, these “founding fathers” turned to charitable foundations, which―under the lax laws of the time―enabled them to perpetuate family control of their firms while avoiding increasingly onerous estate taxes. Unlike corporations, foundations were minimally regulated: they held their assets tax-free, donations and bequest to them were deductible, and they were not required to make public reports.

Typical of these was the Ford Foundation, established in 1936.115 Although its charter purpose was purely philanthropic, its immediate aims had more to do with the Ford family’s desire to maintain control of the company. Ford was a privately held company. The family’s estate planners decided to take it public. To this end, they divided ownership between a class of stock with voting rights, all of which would be held by the family, and a class of stock without such rights, which would be given to the Ford Foundation. The value of the donated stock was sufficient to cancel out the family’s estate tax liability, while assuring it of continuing control of the company. The foundation sold its stock in the open market and quickly realized gains that made it the wealthiest foundation in the world.

Tax avoidance and corporate control were not the only issues of concern to America’s corporate leaders. World events, in particular the descent of the Iron Curtain and the election of socialist governments in Europe, as well as the strength of the American left, alarmed these men.116 Led by Arthur W. Page of AT&T and Frank Abrams of Standard Oil, they set out to design a comprehensive postwar strategy for business philanthropy. One component was the aggressive promotion of efforts to educate Americans to the virtues of free enterprise and the “American Way of Life.” Another involved coordinating corporate support for private universities, including funding for such fields as American Studies, which highlighted the uniqueness of American values and institutions. By the late 1940s, ideas about the philanthropic role of business were becoming institutionalized through such groups as the Council for Financial Aid to Education (CFAE) and the National Planning Association.117

But there were significant obstacles to large-scale corporate philanthropy. The most formidable of these were legal doctrines requiring that corporate giving demonstrate direct benefit to the profits of donor firms. Led by Frank Abrams, the corporate philanthropists initiated a test case to broaden the definition of what constituted “direct benefit.” Prompted by this group, the New Jersey legislature amended its corporation law to permit businesses chartered in the state to make contributions to educational institutions. In 1951, the board of the A. P. Smith Manufacturing Company, a New Jersey manufacturer, voted to donate $1,500 to Princeton University. A group of the company’s stockholders, “in what may have been a maneuver planned by the New Jersey corporations themselves to provoke a test case,” challenged the legality of the donation.118 The New Jersey courts ruled in favor of the corporate donors, acknowledging the importance to business of a “friendly reservoir of trained men and women from which industry might draw” and declaring that there was no “greater benefit to corporations in this country than to build and continue to build, respect for and adherence to the system of free enterprise and democratic government, the serious impairment of either of which may well spell the destruction of all corporate enterprise.”119

The Smith case was to corporate philanthropy what the Citizens United case was to political contributions in our own time. IRS figures show that corporate contributions increased from 0.95 percent of pretax net income ($252 million) to 1.2 percent ($495 million) between 1951 and 1953. During the same period, the rate of establishment of corporate foundations tripled, from 172 in 1946–1949 to 620 in 1950–1953.120

By the late 1960s, companies were giving more than a billion dollars annually to charity. Responding to rising public concern about the environment, poverty, and race, some firms went beyond contributions programs with affirmative action hiring programs and permitting social considerations to influence plant location and marketing decisions. In most cases, these were responses to public demand or expressions of the desire of well-intentioned executives to “do good.” They were, in essence, exercises in community relations that lacked any clear connection to productivity, profitability, or the other core purposes of business firms.121

The loose-coupling of philanthropy and commerce evident in the postwar years was consistent with federal tax and regulatory policies of the period, which sought to exercise what legal scholar John G. Simon has called “border patrol” functions.122 These included efforts to differentiate philanthropy from business by limiting unrelated business income and excess business holdings, as well as efforts to limit the political activities of charitable, tax-exempt entities through strictures on lobbying and advocacy. Although they originated in the tax reforms of the late 1940s and early 1950s, they were reenacted in a stronger form in the Tax Reform Act of 1969.123

Social Enterprise and the Convergence of Philanthropy and Business

For more than a century, American businessmen had experimented with ways of combining social and financial outcomes, including Hamilton’s visionary attempt to use manufacturing and public policy to create a national market economy, Eli Whitney’s transformation of manufacturing techniques and workplace organization, the Boston Associates’ industrial utopia, Carnegie’s labor relations policies and ideas about the proper use of surplus wealth, Towne and Taylor’s scientific management schemes, Fordism, and Gifford and Swope’s use of market techniques to address the problem of class conflict through the democratization of consumption and the use of products and social change catalysts. Looking backward from the 1930s, American business had a rich tradition of social enterprise precedents. And yet, because of the peculiar political climate of the post-Depression years, it was a legacy on which they were unable or unwilling to draw.

There were intimations of change, however, by the 1950s, when an increasingly tax-sensitive public began to question whether the tax privileges enjoyed by organized philanthropy, particularly the foundations, were justified by the public services they rendered. Why, critics asked, should taxpayers be subsidizing activities already being carried out by government? Why should the greatest beneficiaries of these subsidies be the wealthy?124 Prodded by a series of congressional investigations, hearings, and reports, the more progressive elements in organized philanthropy began a series of efforts to understand the scope, scale, and role of foundations in American life. Led by the Russell Sage Foundation and joined by the Carnegie, Ford, and the Rockefeller philanthropies, serious academic research on charities began; at the same time, these grant makers supported the publication of a comprehensive directory of foundations and a monthly trade publication (Foundation News) as well as the establishment of a research and information facility (the Foundation Center Library).125

Among the more important initiatives was a Sage-led effort to evaluate the performance of foundations. Sage had a deep interest in assessing the efficacy of programs and organizations and had sponsored one of the seminal works in the field, Edward Suchman’s Evaluative Research (1967).126 This interest in promoting performance and program evaluation was an effort to import a set of techniques familiar to business and public agencies to the nonprofit domain. It was the beginning of a wave of efforts to make philanthropy more businesslike.127

At the same time, some foundations were looking for new and more effective ways to deal with pressing problems such as urban poverty and racial inequality. In 1968, the Ford Foundation announced that it would “use parts of its investment portfolio directly for social and economic programs now supported through outright grants,” investing “in such areas as Negro and other minority businesses, low-income housing, and the purchase of land for scientific or conservation value.”128 Initial investments included working capital for a black-owned, South Carolina steel-fabricating company, an investment in a black-owned, shopping centers in 12 cities, and shares in a real estate investment trust specializing in racially integrated apartment housing. Explaining the new strategy, foundation president McGeorge Bundy said,


There are highly worthwhile ventures that can be helped by such . . . means as a low-interest loan, a guarantee to encourage commercial lenders, or a letter of credit. . . . Program-related investments will be undertaken on broader grounds than their conventional market promise of income or growth. They should carry a potential for high social yield and a clear relation to the objectives for which we make grants. But we hope that many of them will prove to be financially successful as well.129



“Whatever principal, interest, or dividends we recover,” he continued, “will of course be plowed back into other Foundation work. We do not have nearly enough cash to meet all the demands on our agenda, so the Program-related Investments should be a way to stretch our limited funds, as well as to attract the funds of others to good projects.”130

Another major shift in how foundations managed their investments came in the early 1950s, when the College Retirement Equities Fund (CREF) introduced total return and market value accounting to the fiduciary community. In the late 1960s, the Ford Foundation published an important report by New York attorneys William L. Cary and Craig B. Bright reconsidering the Prudent Person Rule, which had been used as the guideline for trustees since the 1830s.131 Although the rule was intended to free trustees from liability for losses, in effect and in practice, it made them more conservative, evaluating investments individually rather than as parts of portfolios.132 The result, as Ford Foundation president Bundy realized, was financial underperformance in universities and other endowed institutions. “We believe there may be room for great improvement here,” Bundy wrote in the foundation’s 1967 annual report.


It is far from clear that trustees have reason to be proud of their performance in making money for their colleges. We recognize the risks of unconventional investing, but the true test of performance in the handling of money is the record of achievement, not the opinion of the respectable. We have the impression that long-run caution has cost our colleges and universities much more than imprudence or excessive risk taking.133



The Law and Lore of Endowment Funds “released trustees from their self-imposed investment prisons and cleared the path for permanent changes” in the management of endowments. It’s conclusions included the following: that institutional endowments were not subject to the laws governing personal trusts; that trustees have responsibility for establishing institutional spending and investment policies; that trustees could delegate endowment management to qualified outside advisors; that new uniform state laws should “allow trustees to consider the total realized and unrealized gains along with dividends and interest when determining spending policies,” allowing trustees to treat capital gains as income.134

The American Law Institute’s Third Restatement of Trusts operationalized these suggestions in 1990, “liberating expert trustees to pursue challenging, rewarding, non-traditional strategies.”135 It went on to summarize what the compilers regarded as fundamental principles of prudent investing, including diversification, a portfolio approach to investing, balance between current income and protecting future purchasing power from inflation, and the delegation of investment powers.

This shift in philanthropic investment management from an emphasis on safety to an emphasis on performance was a harbinger of a broader reorientation of the nonprofit sector toward a market focus. The population of charitable, tax-exempt nonprofit organizations had grown rapidly after the war, from 32,000 IRS registered organizations in 1950, to 138,000 by 1969, to 260,000 by 1976, to 410,000 by 1986, to 573,000 by 1996.136 This extraordinary proliferation in number and purposes of charitable nonprofits intensified competition for funding.137 Although by the 1970s, the federal government had become the largest single source of income for nonprofits, competition for public grants and contacts increased with the number of organizations, and government record keeping and evaluation requirements strained the managerial capacities of nonprofits. Under the circumstances, nonprofits were forced to embrace professional management standards and methods, including a strategic orientation that led them to become increasingly reliant on earned income. By 2010, only 12 percent of nonprofit income was donated―the rest came from fee-based activity.138 In a very real sense, nonprofits were becoming social enterprises, engaging in market activity to address social problems.

Two other events helped to reconnect doing well with doing good. The first was the conservative revolution, which began effectively with the election of Ronald Reagan to the presidency. The other was the accumulation of huge new fortunes, most of them originating in the communications and information technology (IT) industries.

A fundamental tenet of the conservative revolution was a rejection of governmental solutions to social problems and an unwavering belief in the ameliorative capacity of markets. This led to the widespread privatization of activities and services that had been the domain of government and the replacement of “supply-side subsidies” (payments by government to service providers) by “demand-side subsidies” (payments to consumers of services).139 Both nonprofit and for-profit firms benefited from these changes. In some industries, such as hospitals and nursing homes, conversion of ownership from nonprofit and public to private for-profit became common. In others, like higher and vocational-technical education, for-profits attained unprecedented importance. For-profit correctional institutions took over from government-run prisons in many states. Furthermore, the shift to demand-side subsidies notched up competition between service providers, both within and between the sectors. This reinforced the already burgeoning market orientation of nonprofit actors.140

At the same time, the entrepreneurs who drove the IT revolution not only saw their products and their ways of doing business as socially transformative, they also shared convictions about the deployment of their surplus wealth that departed significantly from conventional philanthropy.141 Changes in tax laws, particularly declining estate tax rates, gave the new tycoons incentives for large-scale giving during their lifetimes.142 Lifetime giving encouraged donors to take a personal interest in their philanthropies, rather than turning them over to professional managers. Naturally, this kind of hands-on management brought both an entrepreneurial ethos and entrepreneurial methods into philanthropy and nonprofits generally. Some, like the founders of Google, went beyond traditional forms of philanthropic organization.143 Desiring to avoid the limits on advocacy and commerciality that constrained charitable foundations, they established a for-profit, grant-making entity. At the same time, recognizing the enormous growth of charitable assets, for-profit investment companies became major forces in the management of charitable funds.

Other innovative ideas, most notably microfinance, originated outside the United States, as entrepreneurs like Bangladeshi economist Mohammad Yunis saw opportunities in the failure of conventional financial institutions and international programs to recognize the market potential of the poor in developing countries. His Grameen Bank, established in 1983, has served as a model for similar economic empowerment enterprises around the world.144

Challenges Ahead: Philanthropy, Social Enterprise, and the Law

Despite the long history of mixed commercial and philanthropic motives in American capitalism, current social enterprise practices pose challenges to law and public policy. The increasing commerciality of nonprofits has troubled the public, lawmakers, and scholars for nearly two decades, primarily because of the pervasive belief that a market orientation is contrary to the altruism that is supposed to underlie charity―and constitutes one of the major justifications for its privileged treatment under the tax code.

Writing in the New York Times in May of 2008, Stephanie Strom took note of rising challenges to the exempt status of nonprofits in states throughout the country. One major factor in this trend was “whether nonprofit hospitals are really all that different from their for-profit―and tax-paying―competitors.”145 “We’re all seeing the growth of revenue in this area we call earned income,” Strom quoted Audrey R. Alvarado, executive director of the National Council of Nonprofit Associations, who called attention to the general public belief that “charities are supposed to give things away for free.”146 Although neither federal law nor those of most states actually require nonprofits to behave charitably (in the sense of giving away goods and services), public pressure is already changing the criteria for tax exemption in a number of jurisdictions.147 Because nonprofits do not enjoy tax exemption as a matter of right in most states, nonprofit social enterprises are particularly vulnerable to rising public hostility to nonprofit commerciality.

In a more recent article, Strom called attention to the inherent problems of organizations that tried to mix philanthropic and market approaches. “Like Dr. Dolittle’s pushmi-pullyu, the animal that had trouble moving because its two heads could not agree on a single direction,” the hybrid model adopted by many social enterprises “is inherently problematic.”148 “On occasion, the need to generate returns for investors overwhelms the social mission. In other cases, the business falters altogether and cannot support the nonprofit.” Strom notes that investors have increasingly voiced concerns about hybrid groups: “This conjoined structure really has problems,” she quoted a partner at one investment firm. “Embedded in it is an inherent risk that individuals are profiting from donations that were made for public benefit.” These entities, he cautioned, should avoid engaging in “private inurement,” or providing excessive benefit to a person who is close to or has a controlling interest in a nonprofit―although tax law says nothing about how much is too much.149 Strom’s story went on to mention the recent unraveling of a number of well-known social enterprises and the difficulties involved in identifying and separating private from charitable assets within them.

It may be that the tax, regulatory, and statutory mechanisms framing nonprofit activity are based on antiquated assumptions about the donative, voluntary, and altruistic character of nonprofit and philanthropic enterprise. “The life of the law,” as Justice Oliver Wendell Holmes wrote a century and a half ago, “is experience,” not logic.150 Given the enormous changes in the nonprofit domain over the past century, it may be high time to bring charities law into line with emerging practices. Should this happen, we can only hope that the process will be informed by a recognition of the complex interplay of commercial and philanthropic motives in both philanthropy and business.
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CHAPTER THREE

Social Venture Earned-Income Strategies

Moriah Meyskens

Social ventures are nonprofit, for-profit, or hybrid organizations with the primary purpose of addressing unmet social needs and creating social value.1 Many types of organizations can be classified as social ventures. Health and educational institutions create social value for communities. Hospitals provide needed health services, and universities and schools offer classes and programs to teach communities. More recently, charter schools have been growing as a means to improve the quality of education. Microfinance ventures provide entrepreneurs access to financial services that they need but otherwise would not have. Another social venture might provide business training to the homeless or to convicts who create products that are later sold. This chapter assesses one means through which nonprofit and hybrid social ventures fund their operations. Although traditionally social ventures fund operations primarily through donations and grants, increasingly many social ventures are also developing earned-income financing strategies. This chapter provides insight into various types of earned-income strategies and some of the benefits and challenges of earning revenue in this way.

Earned-income strategies generally include initiatives through which nonprofit or hybrid social ventures develop a product or service that contributes to their revenue or funding base.2 Hybrid social ventures have both nonprofit and for-profit legal entities and often fund their nonprofit initiatives through products or services offered by their for-profit entity. These products and services include Girl Scout cookies, museum gift shops, hospital parking lots, microfinance loans, cause-related marketing, and renting land.3 The Girl Scouts is a nonprofit organization that has sold cookies for generations as a means to earn revenue to fund their programs. Many nonprofit museums have gift shops through which they sell museum-themed products, the sales of which help support the day-to-day operations and programs of the museum. Microfinance ventures offer financial services and loans to clients who pay interest and fees for these services. A hybrid social venture might develop a for-profit coffee shop where earnings support a nonprofit entity that funds programs that benefit the homeless.

There are many benefits and challenges of earned-income strategies. These strategies help social ventures reduce dependency on outside entities for revenue, increase self-sufficiency, and provide opportunities for innovation. Developing earned-income strategies can potentially provide an alternative source of funding and increase an organization’s chances for survival.4 At the same time, these strategies provide a way to create more social value by developing a means to integrate beneficiaries into overall operations. For example, Pioneer Human Services is a nonprofit organization that trains and employs ex-convicts and substance abusers who develop processes such as metal bending that are sold to companies such as Boeing. In the process, these individuals learn valuable skills that they might not learn elsewhere, and Pioneer Human Services gains revenue. However, these earned-income strategies can also decrease social performance by leading to mission drift and a bifurcation of services.5 A social venture developing a particular earned-income strategy might begin to focus more on developing a product or service than on its fundamental mission to benefit society. In the process, a venture might develop different products for distinct segments of society—one that earns money and one that benefits their target population. Earned-income strategies might also fail if employees do not have the appropriate business acumen or if the social venture is not structured in the appropriate way to sell products and services.

Social Ventures and Earned Income

Social Venture Financing Strategies

The primary purpose of social ventures is to address unmet social needs and create social value. To fulfill their mission and implement programs or services for a given population, social ventures must garner sufficient income or funding so as to support their operating costs. Social ventures generate revenue through many means. Traditionally, social ventures’ primary source of revenue is donations and grants.6 Individuals in the United States are incentivized through the tax system to give money to entities legally structured as nonprofit organizations. In addition, many foundations have procedures through which social ventures can apply for funding from grants. In the United States, foundations are required to give out 5 percent of their endowment every year. Nevertheless, social ventures are increasingly turning to alternative financing strategies such as debt, equity, and earned income because of a decline in foundation growth,7 an increase in nonprofits seeking funding,8 and changes in economic policy.9 Many philanthropic venture capital entities have risen up to provide loans and equity to social ventures.10 However, raising equity capital and servicing debt is often difficult and impractical for nonprofit social ventures.11

Any activity or initiative that generates revenue for a social venture structured as a nonprofit entity is considered earned income. Earned income has exceeded donations as a source of funds for public charities in the United States for many years.12 These revenues are generated through products or services, contracts with governments, and fee-based work for corporations. For generations, nonprofits have been earning revenue through initiatives such as bake sales or through selling used items. Both the Goodwill and Salvation Army sell used clothing and furniture to fund nonprofit initiatives. Hospitals and other nonprofits have government contracts to provide health care or other services to a particular sector of the population. Many hybrid social ventures such as Newman’s Own develop and sell products (in this case, salad dressings, sauces, and numerous other food items) through their for-profit entity to distribute profits to their nonprofit entity for a social purpose.

Earned-Income Prevalence

Certain types of social ventures are more likely to develop earned-income ventures. In a survey of U.S. nonprofit organizations, Massarsky and Beinhacker13 find that 60 percent of arts and culture nonprofits are likely to operate earned-income ventures compared to 47 percent of health organizations, 43 percent of health service organizations and public society organizations, 42 percent of environmental groups, 33 percent of educational institutions, and 26 percent of religious organizations.

In a sample of 105 social ventures participating in social venture business plan competitions, Meyskens14 finds that 81 percent of nonprofit ventures and 94 percent of hybrid ventures had some type of earned-income strategy. Of these ventures, 17 percent had no earned-income strategy, 45 percent had at least one type of earned income, 24 percent had two types, and 14 percent had three to five types. In regard to the sector in which earned-income strategies were seen, 94 percent of social ventures related to poverty alleviation had earned-income strategies, 79 percent of those with educational impacts, 71 percent of social ventures with environmental effects, and 70 percent of social ventures in the health sector. Thus, earned-income strategies were quite prevalent among nascent social ventures, in the process of development, that participated in business plan competitions.

Social Venture Value Chain

The primary goal of social ventures is to fulfill their mission. To meet this mission, they operate programs and services that produce economic and social value that benefit the targeted segment of society. However, to operate these programs, social ventures must generate sufficient revenue through various financing mechanisms. Earned-income strategies assist social ventures in sustaining themselves so that they can provide more services and create more social and economic value. This social venture value chain is shown in Figure 3.1. For example, a microfinance social venture generally seeks to improve the livelihood of the poor by offering financial services. Generally, a microfinance venture charges interest and fees for the financial products offered to clients. Thus, a microfinance venture earns income and in the process provides a needed service to the poor and improves their livelihood. This creates economic and social value.

[image: image]

Figure 3.1 Social venture value chain.

An earned-income strategy also often serves as a means to train, teach, and provide services to an intended beneficiary or client of a social venture.15 Thus, in some cases, these earned-income financial acquisition and program-related strategies become interrelated. The beneficiaries of a social venture are often integrated into the value chain, as seen in the case of the Greyston Bakery (http://www.greystonbakery.com). Greyston Bakery is a for-profit social venture that hires local residents as employees, regardless of their work history. Many of their employees are the former homeless or ex-offenders who are not able to get a job elsewhere. The Greyston Bakery specializes in making brownies, some of which are sold to Ben & Jerry’s Ice Cream. Consequently, the bakery internally funds operations without relying primarily on donors and at the same time helps less employable individuals improve their lives by teaching them business and life skills in a working environment. The profits of the for-profit venture support nonprofit programs that help the homeless.

As an outcome of these efforts, a social venture creates economic and social value.16 Social value manifests itself as benefits to society in the form of work, employment, and community and personal development.17 Social ventures enable their beneficiaries or clients to enhance their own wealth and improve their standard of living.18 At the same time, social ventures create economic value for themselves, their beneficiaries, and their partners. Social and economic value is measured by assessing the extent to which social ventures develop products or services that lead to greater impact. In the case of a microfinance social venture, providing financial services to a population who otherwise would not have access creates social value. Economic value is simultaneously generated for both the microfinance venture through the fees paid by clients and for clients who are able to generate their own income and increase the wealth of their employees, families, and communities by leveraging the influx of capital from a loan.

The social value chain provides a simple framework to better understand the process by which social ventures achieve their mission and financial goals in a sustainable manner and at the same time produce economic and social value. As Austin, Stevenson, and Wei-Skillern state, “It is critical for social entrepreneurs to have a clearer understanding of their enterprise’s theory of change, or the process by which the social innovation is going to have a social impact, and moreover to be able to make a compelling case to participants and contributors so that the enterprise’s social-value production chain can generate superior social returns.”19 In this value chain, an earned-income stream complements other sources of income and potentially reduces dependency on other donors. This reasoning would suggest that social ventures with more earned-income streams should show evidence of social value creation.

Benefits and Challenges

Benefits

Earned-income strategies have many benefits. They help social ventures diversify their funding base,20 reduce dependency, and improve a venture’s reputation for innovative services among potential donors and stakeholders.21 In the process, these benefits potentially help a social venture create more social value that more fully benefits society.

Social ventures rely on critical, scarce resources that are controlled by other environmental actors.22 Traditionally, social ventures have turned to foundations and other donors to fund operations. However, with the growth in the number of social ventures and the decrease in the number of donors, social ventures have had to develop their own sources of revenue.23 Earned-income strategies decrease grant dependency and help social ventures survive in these resource-constrained environments.24 When a venture has multiple means to earn revenue, such as through government contracts to hire the less employable workers and by selling products developed by beneficiaries, dependency can be further reduced. As a result, the more successful the earned-income strategies an entity has, the less dependent it will potentially be on other organizations for resources.

Earned-income strategies reduce dependency and increase self-sufficiency. When social ventures generate their own income, they are not pressured to shape their activities to meet the needs of their donors or partners on which they are dependent for resources. For example, Pioneer Human Services earns 99 percent of its revenue through the sale of products or services. Since its founding in 1963, Pioneer has served more than 100,000 people through various housing, employment-training, treatment, and counseling services. Many social ventures tie what they do to whatever funding is available. If a social venture produces more of its own income through its own initiative, then it is not changing or developing programs to meet whatever funders happen to be interested in at that point in time. In addition, if a social venture has earned income, its employees can spend less time filling out reports for donors or foundations.

At the same time, some earned-income strategies increase the innovativeness of a social venture. These innovative products or services can improve a venture’s reputation among donors and stakeholders.25 The microfinance venture Grameen Bank developed a service to sell telephones to women who offered telecommunication services to their village. This innovative service improved communication among villages and enabled individuals to make telephone calls instead of take often expensive, time-consuming trips to relay certain messages. As a result, Grameen Bank has gained the reputation of being an innovative organization and has had an easier time at finding funders.

Challenges

Earned-income strategies have many challenges associated with them as well, however. Commercial, financial revenue streams can impact the nonprofit status of a social venture.26 Nonprofit social ventures often lack the business acumen required to start and grow an earned-income initiative.27 Finally, social ventures focusing too much on their earned-income strategy can lead to organizational identity tensions, a decrease in social performance, and mission drift.28

Some social ventures have had problems with their earned-income strategy affecting their nonprofit legal status. In the United States, 501(c)(3) nonprofit legal status requires that an organization not earn a profit. Thus, a nonprofit developing an earned-income stream can easily have this legal status questioned. Many nonprofit social ventures have dealt with this issue by developing a hybrid entity with both nonprofit and for-profit legal components. Earlier in the chapter, the company Newman’s Own was mentioned; it has a for-profit entity that sells products such as salad dressings and then distributes profits through a nonprofit entity. In addition, nonprofit social ventures are generally led by managers and employees who have philanthropic intentions and goals. Fundamentally, these individuals seek to make a difference. Thus, until recently, many nonprofit employees lacked the business acumen required to develop and grow an earned-income initiative. Although these social ventures were full of good intentions, basic business knowledge was lacking.29 Thus, earned-income initiatives driven by employees without the proper business acumen could be doomed from the start.

Finally, earned-income strategies can consist of any type of product or service that is not necessarily related to a venture’s mission.30 Although revenue-generating activities might enhance a social venture’s mission by integrating beneficiaries, these initiatives can lead to mission drift when a social venture focuses more on generating revenue then on addressing its primary mission.31 This can lead to organizational identity tensions and sometimes a bifurcation of services.32 This can happen in the case of a social service agency operating a coffee shop. However, even a microfinance venture must balance charging high interest rates with helping the poor and intended beneficiaries. Many microfinance ventures have financial products with high interest rates that might lead an organization to question their identity or purpose. Although these interest rates might help the microfinance venture earn adequate revenue necessary for survival, in the process, a microfinance client might be struggling to make interest payments. At the same time, a microfinance venture might end up focusing on a more secure client that has a greater chance of repaying than a client that more likely needs the money. Some microfinance ventures offer different products for clients with distinct levels of risk. Social ventures operating earned-income strategies are often faced with the challenge of balancing social service and business identities.33 Thus, although a nonprofit social venture fundamentally seeks to address its mission as presented in the social venture value chain, it must also acquire sufficient resources and make the earned-income venture a success. This can take away energy, time, and other resources from the fundamental mission of the social venture. This mission creep can have a negative impact on the social venture.

Conclusion

This chapter provides an overview of earned-income financing strategies for social ventures. Earned-income strategies provide an alternative means for social ventures to gain revenue by offering a product or service. Although these strategies are extremely important for social venture survival, growth, independence, and value creation, they can also lead to mission drift, organizational identity tensions, and ultimately failure. Nevertheless, the goal is that, overall, these earned-income strategies result in the creation of more social value that has a positive impact on society.

Notes

1. James Austin, Howard Stevenson, and Jane Wei-Skillern, “Social and Commercial Entrepreneurship: Same, Different, or Both?” Entrepreneurship Theory and Practice 30 (2006): 1–22; Moriah Meyskens, “How Do Partnerships Lead to a Competitive Advantage? Applying the Resource Based View to Nascent Social Ventures,” Ph.D. dissertation (Miami: Florida International University, 2010); Johanna Mair and Ignacio Marti, “Social Entrepreneurship Research: A Source of Explanation, Prediction, and Delight,” Journal of World Business 41 (2006): 36–44.

2. J. Gregory Dees and Beth Battle Anderson, “Framing a Theory of Social Entrepreneurship: Building on Two Schools of Practice and Thought,” in Research on Social Entrepreneurship: Understanding and Contributing to an Emerging Field, ed. Rachael Mosher-Williams (ARNOVA Occasional Paper Series, 2006), 39–66.

3. Raymond Dart, “Being ‘Business-like’ in a Nonprofit Organization: A Grounded and Inductive Typology,” Nonprofit and Volunteer Sector Quarterly 33 (2004): 290–310.

4. Jeffrey Pfeffer and Gerald Salancik, The External Control of Organizations: A Resource Dependence Perspective (New York: Harper and Row, 1978).

5. J. Gregory Dees, Social Entrepreneurship Is about Innovation and Impact, Not Income, 2003, http://www.caseatduke.org/articles/1004/corner.htm, accessed November 2008; J. Gregory Dees and Beth Battle Anderson, “Sector-bending: Blurring Lines between Nonprofit and For-Profit,” Society 40 (2003): 16–27.

6. Karen A. Froelich, “Diversification of Revenue Strategies: Evolving Resource Dependence in Nonprofit Organizations,” Nonprofit and Voluntary Sector Quarterly 28 (1999): 246–268; John T. Zietlow, “Social Entrepreneurship: Managerial, Finance and Marketing Aspects,” Journal of Nonprofit & Public Sector Marketing 9 (2001): 19–27.

7. Jed E. Emerson, “The 21st Century Foundation: Building upon the Past, Creating for the Future,” working paper, 2004, http://www.blendedvalue.org/media/pdf-21st-century-foundation.pdf, accessed March 2011; Charles Leadbeater, The Rise of the Social Entrepreneur (London: Demos, 1997).

8. Thomas J. Tierney, “The Nonprofit Sector’s Leadership Deficit,” Bridgespan Group, 2006, http://www.cornerstoneondemand.org/assets/resources/LeadershipDeficit
WhitePaper.pdf. Accessed March 2011.

9. Edward Skloot, The Nonprofit Entrepreneur (New York: Foundation Center, 1988).

10. Jed Emerson, Tim Freundlich, and Jim Fruchterman, “Nothing Ventured, Nothing Gained,” Skoll Center for Social Entrepreneurship Working Paper (Oxford: Said Business School, Oxford University, 2007); Brett R. Smith, Christopher E. Stevens, and Terri F. Barr, “Social Entrepreneurs and Earned Income Opportunities: The Dilemma of Earned Income Pursuit,” in Handbook of Research in Social Entrepreneurship, ed. Alain Fayolle and Harry Matlay (Cheltenham, UK: Edward Elgar, 2010), 286–305.

11. Dennis R. Young, “Executive Leadership in Nonprofit Organizations,” in The Nonprofit Sector: A Research Handbook, ed. Walter W. Powell (New Haven, CT: Yale University Press, 1987), 167–179.

12. Dees, Social Entrepreneurship Is about Innovation and Impact.

13. Cynthia W. Massarsky and Samantha L. Beinhacker, “Enterprising Nonprofits: Revenue Generation in the Nonprofit Sector,” Yale School of Management–The Goldman Sachs Foundation: Partnership on Nonprofit Ventures, 2002, 4, http://ventures.yale.edu/docs/Enterprising_nonprofits.pdf. Accessed November 2008.

14. Meyskens, “How Do Partnerships Lead to a Competitive Advantage?”

15. Dees, Social Entrepreneurship Is about Innovation and Impact; Dees and Anderson, “Sector-bending.”

16. Austin, Stevenson, and Wei-Skillern, “Social and Commercial Entrepreneurship”; Meyskens, “How Do Partnerships Lead to a Competitive Advantage?”; Heidi Neck, Candida Brush, and Elaine Allen, “The Landscape of Social Entrepreneurship,” Business Horizons 52 (2009): 13–19.

17. Alex Nicholls, “Social Entrepreneurship,” in Enterprise and Small Business: Principles, Practice and Policy, ed. Sarah Carter and Dylan Evans-Jones (London: FT Prentice Hall, 2006); A. Southern, “What Matters Is What Works? The Management of Regeneration,” Local Economy 16 (2001): 265.

18. Nicholls, “Social Entrepreneurship.”

19. Austin, Stevenson, and Wei-Skillern, “Social and Commercial Entrepreneurship,” 15.

20. Skloot, The Nonprofit Entrepreneur.

21. Baorong Guo, “Charity for Profit? Exploring Factors Associated with the Commercialization of Human Service Nonprofits,” Nonprofit and Voluntary Sector Quarterly 35 (2006): 123–138.

22. Pfeffer and Salancik, The External Control of Organizations.

23. J. Gregory Dees, “Enterprising Nonprofits,” Harvard Business Review 76 (1998): 55–67; Dennis R. Young, “Commercialization in Nonprofit Social Service Associations: Its Character, Significance, and Rationale,” Journal of Policy Analysis and Management 17 (1998): 278–297.

24. Charles Leadbeater, The Rise of the Social Entrepreneur (London: Demos, 1997); Nicholls, “Social Entrepreneurship.”

25. Guo, “Charity for Profit?”

26. B. R. Hopkins and E. J. Beckwith, “The Revenue Act of 1987 and Nonprofit Organizations,” Journal of the National Association of Hospital Development (Spring 1988): 23–26.

27. Dart, “Being ‘Business-like’ in a Nonprofit Organization”; Jerr Boschee, Merging Mission and Money: A Board Member’s Guide to Social Entrepreneurship, 1998, http://www.socialent.org/pdfs/MergingMissions.pdf;, accessed March 2011; John L. Thompson, “The World of the Social Entrepreneur,” International Journal of Public Sector Management 15 (2002): 412–431.

28. Thompson, “The World of the Social Entrepreneur”; Lester M. Salamon, Partners in Public Service: Government-Nonprofit Relations in the Modern Welfare State (Baltimore, MD: Johns Hopkins University Press, 1995); Brett R. Smith, Joshua Knapp, Terri F. Barr, Christopher E. Stevens, and Benedetto L. Cannatelli, “Social Enterprises and the Timing of Conception: Organizational Identity Tension, Management, and Marketing,” Journal of Nonprofit & Public Sector Marketing 22 (2010): 108–134.

29. Dart, “Being ‘Business-like’ in a Nonprofit Organization.”

30. Young, “Commercialization in Nonprofit Social Service Associations.”

31. Dees, “Enterprising Nonprofits.”

32. Smith, Stevens, and Barr, “Social Entrepreneurs and Earned Income Opportunities”; Dees and Anderson, “Sector-bending.”

33. Smith, Knapp, Barr, Stevens, and Cannatelli, “Social Enterprises and the Timing of Conception.”


CHAPTER FOUR

Understanding the True Potential of Hybrid Financing Strategies for Social Entrepreneurs

Maximilian Martin

Over the past thirty years, a number of social entrepreneurs have managed to create fairly large social enterprises, such as Aravind Eye Care System or the Grameen Bank. They are financially sustainable and profitable, although they tend to redistribute a large part of their profits through subsidized pricing to poorer client segments who cannot otherwise afford the good or service. This has led social entrepreneurs to take steps to further scale and replicate such initiatives. Properly run and scaled, many social enterprises can generate sufficient cash flow to support debt financing at manageable levels of risk and, depending on their business model and legal form, also equity and mezzanine financing.

Although the social sector is large and growing, it continues to be highly fragmented—for social entrepreneurs and more classical nonprofits alike. This holds back investment by raising costs and complexity. Fragmentation may lower the entry barrier for innovation, but it imposes higher transaction costs and renders expansion more difficult.

Although nonprofit and philanthropic leaders across a broad front have now incorporated the social entrepreneurship label into their work as social entrepreneurship has been mainstreamed and integrated into global consciousness, a key question remains: how to fund social entrepreneurs efficiently? There is great enthusiasm for impact investing and social finance, as evidenced by numerous market entrants and large market estimates of up to one trillion US dollars in impact investing potential unfolding over the 2010s. However, this compares to a practical difficulty of sourcing enough quality transactions to render a large number of social investment vehicles viable on a nonsubsidy basis today. Additional steps are required to translate potential into intended outcomes.

To get a practical sense of the true potential of hybrid financing strategies for social entrepreneurs, this chapter develops an evidence-based framework that is based on the empirical analysis of the financing approach of a number of widely recognized social entrepreneurs. I argue that the potential is significant but varies according to the subset of social entrepreneurs; moreover, social entrepreneurs in general are well advised to derive the appropriate financing strategies for the expansion of their ventures from the first principles inherent in their business models rather than market enthusiasm. The true potential of hybrid financing strategies is significant; to fulfill the great expectations raised in the impact investing community, we need to pay close attention to the proper calibration of financing tools.

Introduction

Traditionally, philanthropic donations were the primary source of funding for social entrepreneurship. This can be regarded as paradoxical given the social entrepreneurs’ promotion of market mechanisms. As the field grows and matures, its sources of funding have become more diverse as well. Social entrepreneurs increasingly access different types of funding over the life cycle of their work, beginning typically with seed grants and later adding layers of risk capital through equity and debt. In pursuing such hybrid financing strategies, social entrepreneurs mirror long-term trends that are reshaping the economy and society—for example, through public-private partnerships. We can expect hybrid financing strategies to gain market share over the 2010s at the expense of traditional grant-only philanthropy. This chapter develops a hybrid financing framework for social entrepreneurs to help understand which financing instruments should be applied and when.

In May 2011, an interesting controversy arose on the website www.nextbillion.net, a platform for business leaders, social entrepreneurs, NGOs, policy makers, and academics to explore the connection between development and enterprise through online discussion. Felix Oldenburg, the director of Ashoka Europe, published a contribution titled “The Dangerous Promise of Impact Investing.”1 He argued that “the promise of channeling vast funds to social causes through impact investing actually does more damage than good. . . . Great social entrepreneurs look for the fastest way to change the system with the cheapest form of funding available—not for the safest way to produce surpluses to pay back expensive loans or mezzanine capital.” In his view, business models that can create profit surpluses will not become the mainstream of social change work. Denouncing impact investing as “hype” sparked a lot of controversial discussion in the social entrepreneurship and impact investing fields. In his reply, Miguel Granier, founder of a US impact investment firm, argued that philanthropic and investment funding are fully complementary; in his view, “for-profit social enterprise and impact investing do not limit social impact by taking away dollars from the ‘idea.’ Rather, impact investing is a new asset class with conservative estimates predicting US $400 to US $500 billion worth of new impact investments over the next ten years.”

Social entrepreneurship is an important driver of global change and the transformation of social capital markets. Defined as finding ways to combine existing resources in novel ways that yield added social value, social entrepreneurship is a perennial phenomenon: throughout human history, there have always been individuals who have found innovative ways to fulfill social needs. As understood today, however, social entrepreneurs typically use market mechanisms to deliver a good or a service in a highly effective fashion to a marginalized or poor population that otherwise would not have the same level of access to the good or service or provide access to opportunities and income to a disadvantaged community. The concept of social value is key: rather than maximizing profit, social entrepreneurs maximize social impact. Social entrepreneurial ideas are now present in many areas, including companies that look for not just marketable corporate social responsibility but real engagement with communities, philanthropists who want catalytic philanthropy, or governments that promote social entrepreneurship directly to achieve cheaper or more effective provision of public goods.

I define hybrid models of financing for social entrepreneurship as providing funding via a variety of financial instruments. This includes, but is not limited to, grant funding for the social entrepreneur’s use of market mechanisms and entrepreneurial methods in providing goods and services to the poor or to otherwise excluded communities.

In the aggregate, the use of hybrid funding strategies at the level of individual social enterprises is also reshaping social capital markets. Globalization, long-term demographic trends, changing consumer preferences, and the state of public finances together drive the emergence of an integrated social capital market for the first time in human history. Compared with the mainstream capital market, much of its funding is combining grant funding with a variety of debt and equity instruments.2 In 2009, strategy consultancy Monitor estimated the for-profit segment of this so-called impact investing market alone to grow to US $500 billion over the next 5 to 10 years.3 A research report published by JP Morgan in 2010 even estimated a potential of up to US $1 trillion for impact investments.4

Given that there are already several market quantification studies, this chapter takes a complementary perspective: we want to understand the true potential of hybrid financing strategies (grants, equity, debt, mezzanine) for different types of social entrepreneurs. The chapter develops a comprehensive, evidence-based, dynamic, hybrid financing framework for social entrepreneurs. In the absence of benchmarking data, and even of a shared definition of what the boundaries of social entrepreneurship are, we proceed on the basis of case studies, first principles and ideal types.5

So what kinds of activities do social entrepreneurs conduct, and what mix of funding instruments do they require to pursue them effectively? In developing countries and emerging markets alike, social entrepreneurs target the economically active poor and disadvantaged who suffer from pent-up demand and market structures that cause and perpetuate disadvantaged access to affordable goods and services, or the productive use of the poor’s capabilities. Key factors include entry barriers, lack of information, imperfect competition, insufficient vesting of property rights, as well as high search, transaction, and switching costs. This has caused a neglect of needs and potentials of the poor and disadvantaged by commercial market leaders.

As far as the poor are concerned, these neglected markets have been referred to as the “Base of the Pyramid” (also “bottom of the pyramid” or “BoP”).6 Serving the BoP, social entrepreneurs engage in a large span of activities that provide access to goods and services meeting fundamental human needs, ranging from basic goods (agriculture, housing, water, and sanitation) to services (education, energy, health, and financial services). Such grants and investments facilitate job creation, energy efficiency, and asset accumulation, as well as the inclusion of base-of-the-pyramid or disadvantaged suppliers in global value chains. The resulting economic and social empowerment of the end clients means that, in principle, many of these goods and services could be provided at a profit while still achieving social transformation goals.

Thus, investors increasingly see the BoP representing a significant debt and equity investment potential, combining considerable social impact with positive financial returns. Whether this is a general phenomenon or an exception still awaits proof. Because of their double (or triple) bottom line (people-planet-profit), social enterprises represent a more complex business model than ordinary commercial businesses. Their lead times until capital stage, when they achieve sufficient scale to cover their cost, grow to full scale, and become replicable, are generally longer.7 Because unit margins on products destined for the BoP are generally lower, profitability will kick in only once strong volume growth has been achieved. Moreover, from a venture investment perspective, the fact that social enterprises are generally expected to be less profitable than commercial enterprises calls into question the classical venture capital model in which a few highly profitable ventures de facto cross-subsidize the risk-taking inherent in funding a portfolio of ventures, of which many will never take off and will not return risk capital to shareholders.

The experience of microfinance, however, in which some institutions provided their early promoters and shareholders with investment yields comparable to or better than commercial businesses of a similar risk profile, demonstrates the sector’s impressive potential to be profitable, at least in select cases. It has led investment funds such as the Mexico-based Ignia Fund to declare its commitment to achieving financial returns at least as high as those of mainstream businesses of the same risk class.8

In the industrialized world, the constraint-opportunity space is structured differently, but there is room for hybrid funding models for social entrepreneurs as well. They make sense for social entrepreneurs addressing the growing need for creative private initiatives to supplement traditional government programs in a variety of social services. The first area comprises impact business models in which the provision of social goods and services generates an income from their sale on market terms. Examples are found in health and education and in services to facilitate the integration of disadvantaged individuals into the labor market. Second, many social services are delivered by private service providers against payment of a fee by a government agency. In most cases, fees are based on input volumes, for example, the number of participants enrolled in an education program. A recent phenomenon, so-called social impact bonds (SIBs), puts payments to an efficacy test.9 SIBs are financial instruments that tie social service payments by government agencies to the achievement of predefined performance targets by a social agent in select social areas. The bonds issued to prefund the buildup and growth of social programs pay a yield to investors based on the size of performance payments that the relevant government agency makes to the social service provider. SIBs help to increase the efficacy of social programs and allow governments to do more with less. They create win-win situations for state agencies and private investors and have the potential to revolutionize how social programs are funded and carried out.

In this general context of a wave of innovation in the social sector that also extends to funding mechanisms and strategies, this chapter analyzes hybrid financing models for social entrepreneurship and proposes a general framework. The argument unfolds as follows.

On the basis of the assumption that finance is a means to resource a specific approach to social problem solving rather than an end in itself, in the next section, I classify social enterprises, distinguishing between public and private good social entrepreneurs and also discussing microfinance institutions and small and medium enterprises (SMEs).

Subsequent sections examine in some detail the hybrid financing models and experiences of four representative social enterprises, reviewing how their use of grants, debt, equity, and mezzanine funding serves their mission.

The chapter concludes with general observations regarding the use and prospects of hybrid financing models for social entrepreneurship.

A Classification of Social Entrepreneurs: Public versus Private Goods

There is a conceptual lack of clarity regarding the term “social entrepreneurship,” and this has implications for the understanding of financing strategies for social entrepreneurs. As “social enterprise” and “social entrepreneur” serve as umbrella terms that are used in many ways, we need to sub-segment based on the fundamental viability of their business models into public good and private good social entrepreneurs.

Financing (or funding, used here interchangeably) is a means to an end. In assessing the use of financial instruments, one must first understand what kinds of problems social entrepreneurs are trying to solve, gain clarity about the inherent sustainability of the underlying solution delivery model, and then infer how to best draw on and sequence different forms of capital to resource the endeavor.

Given the conceptual lack of clarity of the term social entrepreneurship, this is not easy. “Social enterprise” and “social entrepreneur” serve as umbrella terms that are used in many ways.10 To provide a practically useful orientation in a heterogeneous field, we need to start with two considerations.

The first has to do with the boundaries and definition of the unit of analysis. Social entrepreneurship is a dynamic phenomenon. Given the recent emergence of the social entrepreneurship field since the 1980s, most commentators and analysts adopt an essentialist view: “once a social entrepreneur, always a social entrepreneur.” This may be true for the founding individuals who set up social enterprises out of a personal motivation, but it is almost certainly false with respect to the social enterprises as independent legal vehicles that they set up. Just as ventures typically enter the social entrepreneurship space coming from classical grant-based project funding, highly successful social enterprises can at some point in their business development exit the social enterprise space by becoming de facto large-scale commercial enterprises. For example, this can happen after conducting an initial public offering that creates a commercial straightjacket, if not mitigated through special measures that encode the social mission in the DNA of the enterprise, for example, through a shareholding pattern where a nonprofit actor owns a significant portion of the company. To illustrate the unit-of-analysis challenge, take the example of SKS Microfinance in India (Case 1).11

Case 1: SKS Microfinance Ltd.

Founded by Indian-American social entrepreneur Vikram Akula, SKS Microfinance Limited (SKSM: Natl India; hereinafter SKS) is the first listed microfinance institution (MFI) in Asia. It has inspired both admiration for its ability to rapidly scale its microfinance offering and skepticism and downright criticism surrounding the firm’s initial public offering (IPO) and its role in the recent Indian microfinance crisis, in which some of SKS’s clients committed suicide (which they were reported to have seen as the only way out of their own over-indebtedness). SKS recently posted a loss of US $15.6 million for the first quarter of 2011, and its share price dropped from a high of 1,491.50 rupees in September 2010 to 350 rupees on June 13, 2011. SKS is also an instructive case with respect to the prospects of hybrid funding strategies because it got started with grant funding and later moved into other forms of financing.

Originally formed as an NGO in 1997, SKS delivers microfinance products to poor women in India through a group-lending model. SKS became a for-profit in 2005. Three strategic choices helped to build scale rapidly. First, SKS developed a for-profit model to be able to access commercial capital; second, to scale up, it modeled its processes on best practices from the business world to displace capacity constraints; finally, SKS relied heavily on technology to achieve process automation and lower cost. SKS was incorporated as a nonbanking finance company (NBFC) that converted to a public limited company in May 2009 and launched an initial public offering on July 28, 2010, on the Indian stock exchange. The IPO raised US $358 million and valued the company at US $1.5 billion; it is regulated by the Reserve Bank of India. According to 2010 data from the Microfinance Information Exchange (MIX), which serves as the microfinance industry’s information clearinghouse, SKS reported total assets of US $1.2 billion, a gross loan portfolio of US $1.2 billion, return on assets (ROA) of 6.3 percent, and return on equity (ROE) of 22.4 percent. By March 2011, it had 22,000 employees, 7.3 million clients, and was operating across 378 districts in India with total loans of US $4.99 billion disbursed. Equity investors include Quantum Hedge Fund, Sequoia Capital, Vinod Khosla, Small Industries Development Bank of India, Bajaj Allianz, Yatish Trading, Kismet Capital, Sandstone Capital, Silicon Valley Bank, and Unitus. The company charges an interest rate of 24.55 percent per annum across India, which is considered to be a relatively low amount for microfinance interest and has usually reported a 99 percent repayment rate, although significant provisions for nonperforming loans have been made recently.

SKS is an interesting case for the discussion about the shifting boundaries of social entrepreneurship for three reasons: the recognition of the founder as a social entrepreneur, the company’s scale, and its profitability. First, setting up SKS as a mission-oriented social enterprise, its founder won the Echoing Green Public Service Entrepreneur Fellowship (1998–2002), the Social Entrepreneur of the Year award in India (2006), and the World Economic Forum’s Young Global Leader award (2008). This focus on the individual is a representative example of the social entrepreneurship field, which typically celebrates pioneers and leaders. Second, when SKS went public, controversy arose as it was not immediately clear how the upside that accrued to grant-funded organizations that had taken an equity stake in SKS would be used. As we shall see subsequently, social entrepreneurs almost always start out with grant funding—and this raises questions as to how upside should be distributed if it ever materializes. In the SKS case, the spotlight turned on two charitable microfinance groups that had helped SKS in an earlier development stage—namely, five Indian trusts that held the assets of the original nonprofit version of SKS, as well as Seattle-based Unitus, which held a stake in SKS worth millions post-IPO. Unitus’s communicated stance at the time of the IPO was to lay off the organization’s 40 staff members and exit microfinance activities. This surprised donors of Unitus, who had funded the organization for a decade specifically to support microfinance. At the time, Muhammad Yunus, the founder of the Grameen Bank, argued, “If Unitus is closing down, that shows what is the real result of this I.P.O. . . . You are now encouraging the profit-maximizing part, and the non-profits are closing down.” Interestingly, the unwinding of Unitus contrasted with the strategy adopted by Acción, another nonprofit, microfinance, field-building organization, which used a US $140 million windfall from the 2007 public offering of the Mexican microlender Compartamos to expand its microfinance operations; moreover, at Acción, executives and directors had no investments in Compartamos. Third, perhaps even more fascinating than the questions surrounding the personality of the social entrepreneur and what happens in terms of profit taking from an IPO exit of an originally grant-funded operation, is the question related to how to safeguard the social enterprise DNA of a large company on a public market. SKS continues to aspire “to serve 50 million households across India and other parts of the world and also to create a commercial microfinance model that delivers high value to our customers,” using standardized processes of delivering and recovering loans to be able to reach out to customers at the BoP effectively. Whether this is possible on a public market in the long run or whether under certain conditions social enterprises de facto exit the social entrepreneurship space is still an unresolved question. In 2011, the social entrepreneurship field had merely started to conceptualize the conditions under which a social entrepreneur would lose that status. We can expect SKS to serve as an interesting test case in this respect.

In addition to considering the shifting boundaries of the social enterprise field, a second point to clarify is how to actually classify social entrepreneurs, given the considerable heterogeneity of their business models. Building on previous work, this chapter argues that some classification is possible.12 A grantor or investor can divide potential funding targets into two broad categories (see Concept 1).

Social Entrepreneurs Who Provide Public Goods

These are typically mission-driven, not-for-profit organizations that mainly create social benefits or economic benefits that cannot be monetized on markets for goods and services. In their core activity, they depend on grant funding. This dependency on grants may decline in the medium term to the extent that economic benefits such as government expenditures become monetized through payments linked to performance that feeds into monetary returns via social impact bonds.

Social Entrepreneurs Who Provide Private Goods

These are typically mission-driven, for-profit or not-for-profit organizations that create both social and economic benefits, so that their business models are financially sustainable or even profitable. They typically begin with grant funding but can also source forms of capital that require repayment and/or a financial return.

The group of private good social entrepreneurs is generally more prone to benefit from hybrid funding. There are two interesting subcategories at the commercial margin of the public-private good social entrepreneurship continuum:

Microfinance Institutions

As illustrated earlier through the case of SKS, microfinance institutions (MFIs) are the most advanced and controversial subfield of social enterprise. Operating in the financial sector, they can create both economic and social value. MFIs range from very small nonprofit associations that can be classified as social enterprises without much controversy to large commercial banks that cannot automatically be referred to as social enterprises. In their genesis, they share a mission to serve the poor by extending small loans and other products to the unemployed, poor entrepreneurs, or others living in poverty who are not bankable. MFIs can be incorporated under a variety of legal statuses, including foundations, cooperatives, credit unions, nonbank financial institutions, or full-fledged banks. In this discussion, we treat MFIs as a sector in itself because of its size; methodologically, however, they are part of the previous group of social entrepreneurs who provide private goods/services.

Small and Medium Enterprises (SMEs) with a Demonstrated Social Impact

SMEs are another group of ventures at the margins of private good social entrepreneurship. SMEs are typically for-profit companies that create both social and economic benefits13—for example, by offering jobs in particularly depressed areas or producing goods and services that carry positive externalities. Whether such SMEs are in fact social entrepreneurs or mainstream commercial SMEs depends on their choices in handling eventual trade-offs between the creation of social value and economic value, and the degree to which profits are reinvested in the venture to enlarge its circle of clients and their organizations. Clients may become small entrepreneurs rather than employees, creating economic empowerment and a growing pool of capabilities for further innovation and replication.

Concept 1: Distinction between Public and Private Good Social Entrepreneurs

The public good–private good taxonomy suggests that grants are the most effective form of financing for social entrepreneurs who conduct activities that cannot reasonably be expected to ever become financially self-sustainable, because they provide social benefits rather than economic benefits. Applying economic theory, we can refer to them as “public good social entrepreneurs.”

By contrast, some SMEs, microfinance institutions, and small-scale social entrepreneurs provide “private goods.” They create a substantive economic benefit for their constituents. These organizations should be able to monetize a part of the benefits created to cover costs. This is the original idea behind for-profit microfinance, which is now being applied to goods and services at the BoP at large. Indeed, some microfinance institutions have returns on equity equivalent to or higher than some of the most successful large banks; moreover, many small and medium enterprises provide jobs, but this does not automatically make them a social enterprise. In each specific case, one needs to assess to what extent they can be classified as “social” enterprises. MFIs or SMEs may have started out as social enterprises but become commercial ventures over time—and vice versa, depending on the venture’s focus on social value creation.

Experience shows that hybrid funding models—that is, a mix of capacity-building grants and for-profit investments—are the most effective way to support and scale private good social entrepreneurs.

A further dimension to consider is time. Hybrid funding models can be synchronic—combining grant and nongrant sources of capital simultaneously to fund the joint expansion of profitable and unprofitable elements of the value chain—or they can be diachronic—with hybrid funding unfolding over time, typically beginning with grant funding and then graduating to equity and debt funding as the venture achieves critical mass. This is the typical transition path for most private good social entrepreneurs in microfinance, BoP social enterprises, and beyond.

Social Entrepreneurs and Hybrid Funding Instruments

In pursuing their external financing strategies, social entrepreneurs can in principle combine the following financing instruments: grants, debt capital, equity capital, and mezzanine capital. Which instruments are applicable in practice depends on the social enterprise’s legal form, business model, and state of maturity.

In the previous section, we classified social entrepreneurs along a continuum ranging from public good provision to private good provision. Let us now turn to hybrid financing proper. This section analyzes specific experiences of social entrepreneurs in resourcing the common denominator of all social entrepreneurial activity: the need for capital, an essential ingredient in enabling a social entrepreneur to execute his or her vision. The focus is on external financing. Whenever social entrepreneurs generate earned income, they can finance some of the capital needs through internal sources—namely, operating cash flows stemming from fee-for-service from the target clients, third-party beneficiaries, or the public sector. However, internal financing is often insufficient to fund long-term business development and long-term investments such as buildings, equipment, or other infrastructure. If free cash flows are too small to sustain such investments, the resulting negative operating cash flows therefore need to be funded through external financing.

In pursuing a diachronic or synchronic, hybrid external funding strategy, social entrepreneurs can combine several financing instruments, which are the building blocks of any external financing mix: 1) grants, 2) debt capital, 3) equity capital, and 4) mezzanine capital. All entail specific advantages and disadvantages. The instruments are introduced here in the context of specific examples. Note that in addition to a hybrid combination of these instruments, the different instruments themselves can have a hybrid character based on jointly agreed contingencies. For example, loans can become forgivable if preagreed success conditions are met and investors wish to reward success by forgiving the loan. Similarly, if success is not reached, recoverable grants are converted into a grant based on milestone criteria.

This section analyzes funding models based on four examples of accomplished social entrepreneurs that are representative of specific points in the public good–private good social entrepreneurship continuum (see Figure 4.1): streetfootballworld, the World Toilet Organization, Ciudad Saludable and its recycling arm Peru Waste Innovation, and Husk Power Systems. Let us now look at the prospects of hybrid funding strategies one by one.
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Figure 4.1 The social entrepreneurship continuum.

Growth Funding Strategies in Sports for Development: streetfootballworld

Football for development is a powerful social change technology. The passion for football enables reaching out to young people to prevent the intergenerational transmission of poverty, reduce socio-economic disparities, and overcome the constraints of gender discrimination. With an estimated latent demand at 45.1 million potential clients, the leading football-for-development umbrella organization would have to grow 113-fold to meet demand. This section examines the role of hybrid financing strategies in facilitating growth.

Let us first look at the prospects for hybrid financing strategies of an example of a recognized social entrepreneur without an earned-income model. streetfootballworld (SFW) is a global network organization that links and supports grassroots organizations that use football to reach young people in the pursuit of development and empowerment objectives.14 SFW has no significant revenues other than grants, its founder Jürgen Griesbeck has been recognized as a social entrepreneur by Ashoka and the Schwab Foundation, and SFW can thus be classified as a public good social entrepreneur.

SFW seeks to address the following problem: around the world, adolescence encompasses a challenging time in life when young people reach sexual maturity, face peer pressure, and take on the responsibilities of adulthood, including contributing to the household income and caring for family members. Adolescents who lack access to quality education, health care, and active participation in society can easily find themselves without opportunities to succeed in the mainstream of society. Inequities typically become more manifest during adolescence with at-risk children more likely to develop into potentially high-risk teenagers, who may be less likely to continue with school and be more vulnerable to health problems, risky behavior, or exploitation. By reaching out to young people, SFW seeks to prevent the intergenerational transmission of poverty, reduce socioeconomic disparities, and overcome the constraints of gender discrimination. These are all extremely ambitious and far-reaching goals. Concretely, and drawing on the adolescents’ widespread passion for football, SFW brings individuals and organizations together behind a common goal: empowering young people by providing informal opportunities to fill the gap in educating and guiding young people in contexts where formal school systems fail. Through legal entities in several countries around the world, with 45 full-time equivalent staff and a mainly grant-funded budget of US $9.5 million in 2010, the SFW network serves as an umbrella to 84 organizations in 57 countries that use football to tackle social challenges such as HIV/AIDS, crime, and homelessness. SFW has also built a group of corporate and international partners to support these grassroots organizations, including FIFA, the FIFA World Cup, UEFA, Adidas, Sony, Ashoka, Avina Foundation, BMW Foundation, Comic Relief, the Inter-American Development Bank, Jacobs Foundation, LGT Venture Philanthropy, Open Society Foundations, the Schwab Foundation, and several ministries and governmental institutions as well as various pro bono partners.

How does SFW drive social change, and which type of funding is best suited to move the agenda forward? SFW’s core value driver is using the universal language of football as an entry point to social problem solving, thus building activities and networks around a common topic. As an intermediary organization, SFW sees the trust and the knowledge of its network members as a second value driver as well as its access to resources from global partners. Over time, SFW has managed to obtain centrality in the fragmented football-for-development space.15 Given its umbrella strategy, SFW’s explicit policy is to engage other global networks regarding best practices. Recipient of numerous awards, SFW adopted what it refers to as a “pro-collaboration” strategy in which anybody who offers effective capacity development at scale to local grassroots organizations is a possible cooperation partner.16 Rather than seeing other institutions trying to gather and steer resources for social change through football as a competitor for funding, SFW’s senior management stresses its positioning at the meta-level as a resource mobilizer, with a focus on “increasing the cake” collectively and tapping into “unconverted capital” (e.g., the football industry).17 In 2010 alone, the SFW network worked with more than 400,000 young people around the world.

All of this may seem rather abstract. However, there is value in providing more efficient access to resources and good practices to grassroots organizations that often struggle with basic challenges such as critical mass or branding. To understand SFW’s value proposition and social impact, it helps to look at the background of its founder, Jürgen Griesbeck. He first started in 1995 with a field project and then set up SFW as an umbrella organization, so that grassroots organizations could gain critical mass by shared access to expertise, branding, and funding. His first project, “Football for Peace,” set up in Medellin, Colombia, then a violent city with more than 5,000 homicides per year, is illustrative of the work of many SFW network member organizations today. It used football as an instrument for building social capital. Adolescents committed to establishing a new set of rules, such as no drugs, no violence, girls actively included, no weapons, no referees in the field, and so on. Mediators encouraged the teams to resolve their differences through peaceful dialogue, and girls and boys played together to begin changing the stereotypical mind-set of young males. Within two years, Football for Peace had reached out to 10,000 adolescents to model nonviolent behavior and solutions to gang conflicts.

Later, Jürgen Griesbeck brought the same concept back to Germany. He set up “Football for Tolerance” in 2000, at a time when Germany was facing a wave of xenophobic, right-wing violence after reunification. The initiative was another example of public good social entrepreneurship. Rather than building an earned-income model, the initiative focused on integration. It sought to integrate disadvantaged youth and those prone to violence and to use football to mitigate right-wing extremism. After establishing the model, he handed it over to the local leadership, as he had done previously in Medellin. Having built two successful organizations using football as a tool for social change, he moved to the umbrella level to tackle the need for global visibility and recognition for the field of football as an instrument for social change and set up the global network streetfootballworld in 2002. The theory of change was that effective links between organizations and supporting institutions would allow joint efforts to tackle common challenges and to overcome what were structural barriers to growth, thus enabling greater impact for the individual organizations in the network.

From a funding perspective, any umbrella strategy is most effective when it encompasses all relevant grassroots actors. What is the potential for hybrid funding strategies to help achieve this?

Mobilizing grants of more than US $9.5 million in donations a year is impressive. Notwithstanding, there is still substantial potential for growth. In fact, with latent demand estimated at 45.1 million potential clients and 400,000 served currently, SFW or its equivalents would have to grow 113-fold to meet current estimated demand18 (see Figure 4.2).
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Figure 4.2 Estimation of the global potential for a development through football approach.

Source: SFW.
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Figure 4.3 The SFW delivery model.

Source: SFW.

At first sight, SFW is an unlikely candidate for hybrid funding strategies. The organization focuses on capacity building and aggregation for attainment of critical mass, focusing on four work streams, none of which are obvious earned-income generators: 1) capacity development, to help local grassroots organizations have a greater impact on young people; 2) network development, to strengthen organizations and regions, which in turn strengthen the football for development movement as a whole; 3) partnership development, to match funding organizations with appropriate work on the ground and on a global level; and 4) advocacy, to legitimize football in general as an instrument for social change. A look at the generic SFW education and delivery model also quickly shows that it is hard to monetize the relevant but intangible benefits of the activities of the network and its member organizations (see Figure 4.3). SFW operates in the paradigm of public good social entrepreneurship, and this has implications for its ability to engage in hybrid funding strategies.

Table 4.1 SFW Profit and Loss 2008–2011.








	PROFIT AND LOSS STATEMENT streetfootballworld gGmbH

	2008

	2009

	2010 Preliminary

	2011 Planned




	(in k€)

	 

	 

	 

	 




	Sport/football confederations

	2.155

	3.255

	5.3

	2.986




	Governments

	290

	389

	467

	668




	Corporations/foundations

	411

	1.028

	1.142

	2.484




	Income

	2.856

	4.672

	6.909

	6.138




	Personnel costs

	–851

	–1.029

	–1.019

	–1.253




	Nonpersonnel/project costs

	–2.002

	–3.642

	–5.887

	–4.881




	Profit/loss

	3

	1

	3

	4




	Note: does not include other streetfootballworld entities.Source: SFW Annual Report 2010.





Experience and research show that raising annual grant funding beyond a certain level is extremely challenging, even for organizations with an excellent value proposition, brand, and loyal donors and partners. So how can the latent demand be funded in the public good social entrepreneurship model, and how is SFW currently funded? In 2011, SFW had several long-term contracts with core partners that allowed for a stable operational budget of EUR 6.9 million (for a breakdown of funding sources, see Table 4.1).

In the 2010 budget, a vast majority of SFW funding was program restricted, not allowing for discretionary funding of areas deemed to be of strategic importance. The vast majority of funding was in grants; debt was almost negligible (see Figure 4.4 and Concept 2). As a nonprofit, SFW did not receive equity or mezzanine capital investments. In Figure 4.4, grants are represented in light gray and earned income from corporate responsibility consultancy work in dark gray.
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Figure 4.4 SFW, consolidated income growth, 2005–2011.

Source: SFW.

Concept 2: Grants and Debt Capital

Grants are defined as funds disbursed by one party to another party without any expectation of repayment. Grant makers typically are government agencies, charitable foundations and trusts, or private sector entities. Recipients are often nonprofit entities and educational institutions but also individuals and businesses. Grants can be provided either through money or in-kind via volunteering or contributions. To obtain a grant, some kind of grant application or grant proposal is typically required, and most grants are made to fund a specific activity or project, requiring some level of reporting to the funder. If the grant seeker has a charitable or tax-exempt status, the funder may be able to deduct the grant or a portion of it from his or her tax obligations. Today, grants remain the most widely practiced model of financing social entrepreneurs. Despite the advantage of providing capital at zero cost, there are important limitations to grant funding. First, grants are typically project specific; they exclude overhead and business development costs and do not provide full internal allocation flexibility. Second, grants typically face a limited three- to five-year time horizon, are costly to raise—estimates range from 22 to 43 percent of the amount raised—and are project related. They cannot typically accompany a social entrepreneur’s rising capital needs as the enterprise goes to scale.19

Debt capital is defined as capital raised by taking out a loan. The loan is made to the social enterprise typically to be repaid at some future date. The repayment schedule may be structured depending on repayment ability. For example, a balloon payment loan does not fully amortize over the term of the loan and leaves a large final payment, the so-called balloon payment. Unlike in the case of equity capital, subscribers to debt capital do not become part owners of the social enterprise but remain creditors; debt capital is therefore an especially important source of external financing when social enterprises are structured as nonprofits. Suppliers of debt capital usually receive a contractually fixed annual, or in some cases floating, percentage return on their loan and provide capital on a temporary basis, with repayment due after a few years. The interest on debt capital must be repaid in full before any dividends are paid to any suppliers of equity. From a business development perspective, debt capital is an attractive option whenever 1) long-term investments with stable and predictable cash flows need to be funded, 2) if the social enterprise is fundamentally creditworthy, and 3) able to make an annual interest payment. Seeing that risk capital is typically required to take on debt and provide layers of risk, nonprofits that cannot take on equity may need to raise grants that perform the layered risk function of equity. Moreover, in the event of bankruptcy, debt capital providers may have far-reaching rights on the organization’s assets.

From a funding perspective, a public good social entrepreneur such as SFW that relies mainly on grant funding must have one core goal: long-term diversification of income sources to avoid overreliance on any one source of income or category of funder. Although such a strategy is critical to ensure baseline sustainability of the organization, in the current case, with massive latent demand, it is unlikely to close the funding gap to address the latent demand.

This is likely to require alternative approaches to creating new income streams, which create a space for hybrid funding strategies. It is interesting to note SFW’s first steps in this direction. In 2010, SFW received a loan from LGT Venture Philanthropy of EUR 300,000 for the development of a new donation platform (www.justunited.com) next to a EUR 300,000 grant from Avina Foundation.20 The donation platform is expected to become self-sustainable. Just United is a single-theme fund-raising platform that will allow fans to donate directly to organizations working in the field of development through football. By linking fans directly to SFW network members in the field, it is expected to create a new income channel. As social responsibility considerations advance in all industries including football, segments other than fans could also be converted over time—namely, clubs, leagues, and players, creating profits from services and products to be channeled strategically into the core business of SFW, development through football.

To close the latent demand gap, it makes sense to leverage the huge potential of the football industry to donate to social change, paired with the SFW bottom-up approach to international development. Cooperation and orchestration are essential to achieve this. Let us look at this via a back-of-the-envelope calculation. Around the world, FIFA has 205 member associations with more than 300,000 clubs and more than 240 million players. The total annual turnover of the global football industry is on the order of US $300 billion. If we base serving latent demand for football for development on the current cost of serving demand at linear cost, 113 times the current budget of SFW would be required. What about channeling a percentage of the turnover of US $300 billion to social change, analogous to funding commitments in government development aid? Total funding of demand would cost US $1.07 billion a year, or 0.36 percent of the annual turnover of the global football industry.21

As concepts of branding, merchandising, and large-scale commitments expand into a professionalizing social sector, hybrid funding strategies are likely to play a more important role going forward: funders may be willing to provide upfront risk capital in return for a share of revenues stemming from mobilization in the future, and financial engineering can monetize future grant commitments from reputable counterparts ahead of the actual payment. Given the fundamental model of public good social entrepreneurship, such hybrid funding strategies will ultimately always relate to developing and redistributing some grant revenue stream. A mix of grants and some debt funding can be expected to play an important role in financing income-generating activities as described earlier, for which donation funding cannot be obtained at the outset.

Growth Funding Strategies in Sanitation: World Toilet Organization

Next to football for development, sanitation is another underfunded field for public good social entrepreneurship and relevant for hybrid financing solutions. With about half the population in the developing world without access to sanitation in 2011, UN Millennium Development Goal (MDG) 7.C (“Halve, by 2015, the proportion of the population without sustainable access to safe drinking water and basic sanitation”) appears to be out of reach—unlike the MDG drinking water target, although in some regions much remains to be done there as well, in particular with respect to drinking water for rural households and safe water supply.22 This section examines the role of hybrid financing strategies in facilitating growth of the delivery capacity of the leading social entrepreneurship voice in the sanitation space, the World Toilet Organization (WTO).

In sanitation, the overall picture is bleak. Improvements in sanitation typically do not reach the poor, and there are enormous disparities in urban and rural sanitation coverage. It is crucial to find solutions and money for the market of 2.6 billion people who do not have a toilet. Every year 1.5 million children die from diarrhea caused by poor sanitation and lack of hygiene. Sanitation is a classical social entrepreneurship topic: important for public health but in desperate need of pattern change to provide access for all.23 Sanitation is also generally considered to be an embarrassing topic, and this has numerous adverse consequences. It is not uncommon for adolescent girls to drop out of schools that do not have toilets once they menstruate, for fear of embarrassment when they bleed and lack of places to change sanitary pads. Even in the developed world, public toilets are far from predictable in terms of cleanliness. Diseases, dignity, and inconvenience plague citizens in urban spaces, home to half of the world’s population. Many governments continue to use archaic building codes, written before women’s liberation, which imply that women have to queue up to public toilets when men do not have to. In many countries, it is not uncommon for older women to have been socialized into learned suppression of urination; generations of women have learned to drink less water when going out, leading to dehydration. Architects are often not “toilet trained” and tend to design solutions that are nonergonomic and suboptimal in terms of the user experience. Finally, toilet janitors are typically badly paid and often not properly trained.

In a nutshell, there is gigantic latent demand for affordable sanitation solutions: 2.6 billion people without proper sanitation implies demand for perhaps 500 million home toilets and another 500 million toilets in schools, religious places, marketplaces, workplaces, and transport/recreational places. This could mean that one billion affordable toilets need to be supplied, rendering this a significant work stream in the overall context of getting affordable products and services to the base of the pyramid.

Despite the magnitude of demand, the sanitation market still needs to be structured to make it inclusive. A social entrepreneurship organization that seeks to play a role similar to that of SFW in football for development is the WTO, which focuses on structuring and advancing the field of sanitation.24 WTO sees itself as responsible for all toilet issues and solutions, acting as a movement together with all other stakeholders. Headquartered in Singapore, the WTO has become the de facto global social entrepreneurship voice of sanitation. Realizing the need for a global body on the subject, its founder, social entrepreneur Jack Sim, created the WTO in 2001 as a global network and service platform for toilet associations, academia, government, UN agencies, and toilet stakeholders. The goal is to learn from one another and leverage media and corporate support that in turn would influence governments to promote sound sanitation and public health policies. “WTO” was intended as a pun to more effectively market a message that has been a long-standing taboo. Since its inception, WTO organized 10 World Toilet Summits and 2 World Toilet Expos and Forums in Bangkok, Beijing, Belfast, Hainan, Macau, Moscow, New Delhi, Philadelphia, Seoul, Shanghai, Singapore, and Taipei. Today, WTO is a growing network of 235 organizations in 58 countries. It has declared its founding day—November 19, 2001—as World Toilet Day. The day is now observed around the world every year and is increasingly recognized as a point of reflection toward improving the state of toilets and sanitation globally. In 2011, WTO had 14 full-time employees, 100 volunteers, and a fully grant-funded budget of US $600,000 (up from US $500,000 in 2010, US $400,000 in 2009, and US $200,000 in 2008). WTO has received numerous recognitions.25

Given massive unmet demand, what role can hybrid financing strategies play in scaling up WTO and sanitation solution provision more generally? Where SFW is developing a specific convening solution through Just United, WTO is working on a specific product solution. With the support of Index Award, the Rockefeller Foundation, and the Singapore Economic Development Board, it has created the SaniShop franchise model, intended to enable the poor to produce and sell small, affordable sanitation systems at a cost below US $40 per family.26 Clients become SaniShop entrepreneurs and commission-based sales agents with a flexible payment mechanism and supported with simple yet effective marketing tools.

The model is designed to be profitable and sustainable and to create jobs while delivering public health and dignity. Conceptually, the role of hybrid financing is straightforward. Seeing that the humanitarian aid community focuses to a greater extent on water, there is a funding gap in sanitation. Although the donor model cannot be expected to mobilize enough resources, the market mechanism is not (yet?) working. Similar to the case of SKS discussed earlier in which grant funding was critical to get an earned-income model off the ground, the WTO SaniShop, market-based model initially needs technical assistance grants to eventually become self-sustainable. Jack Sim estimates this phase to take perhaps another five to eight years to reach sufficient economies of scale for self-sustainability. For example, since its inception, SaniShop has sold 5,400 toilets in Cambodia under Credit Lyonnais Securities Asia sponsorship. In 2011, SaniShop will start sales in India under various sponsorships. So far, 120 sales agents have been trained and 5,400 toilets sold until the second quarter of 2011 under a commissions-based scheme with flexible payments, enabling 26,000 clients to access proper sanitation through the SaniShop program. There is still ground to cover to deliver on WTO’s vision of 10 million toilets sold around the world by 2016 and 50 million toilets sold by 2020.

To highlight the pace of change given the enormity of challenges that social entrepreneurs target, after a decade of operations, WTO still sees itself in a seed phase, looking for grants. As its founder points out:


We need grants and sponsorship in the initial phase. We will only need venture capital after we go to massive scale in 2015. While we build profitability at our franchisee level, we are not going to operate at a profit providing the training, designing, and productization. We need to build up a very strong distribution branding before we can turn in a profit exploiting manufacturing at large-scale volume. WTO has already built a major brand itself in the world and so extending the WTO brand transfer into the BOP distribution marketplace is a natural flow for us. Our model is to open source and bring in Master franchisees that already have large distribution networks and piggy-back on them while bundling our franchise with other related products, supplies and emptying services. The training program will be the key piece followed by monitoring, adaptation, and mentoring. We also design appropriate technologies into mass-produced products for grand economies of scale for mass distribution. Our next immediate countries are Indonesia, Vietnam, China, Nigeria, South Africa, and Bangladesh.27



With respect to the field of commercial business, this stance would seem surprising. In the field of public good social entrepreneurship, it is standard. As the WTO founder points out: “We’ve been 11 years in existence without any borrowings or equity injections. WTO is a nonprofit organization. We are registered as a company limited by guarantee, which allows us to do business as well as be a charity. We started the SaniShop model at the end of 2010, and to date, we sold 5,000 toilets in Cambodia at US $33 each. We see the SaniShop model as rapidly scalable.” So far, cumulative grants to WTO since inception amount to US $1.2 million; WTO has never taken on debt, equity, and mezzanine capital. Regarding hybrid funding strategies, Jack Sim points out that WTO has never strategically mixed elements of grants, debt, and equity to attain organizational funding and development objectives: “Never before. We’d need very good hand-holding to do that.”28

To build a market for sanitation products and services, matching demand and supply and ensuring that essential public funding is optimally used to support innovation through a streamlined capital flow, hybrid funding will at some point become necessary. To help achieve this, WTO has become a member of the World Sanitation Financing Facility (WSFF), itself positioned as a convener and agenda setter, but focused on the finance dimension of sanitation, bringing together people to realize the opportunities of the sanitation market, develop infrastructure, and provide access to finance for entrepreneurs and customers in need.29 To render insights actionable and fundable, the WSFF has defined three work streams. First, it provides a platform for participants to brainstorm and pool expertise to generate practical solutions for financing sanitation at scale. Second, it identifies the sanitation market and various business lines and models for commercial investment. This work stream seeks to uncover and understand the best ideas across geographies and market segments so that financial products can be designed to support these businesses, both locally and at scale. Finally, the WSFF aims to assist in financial innovation and a streamlined capital flow from public funders or banks and corporations to entrepreneurs and 2.6 billion potential customers. As of October 2009, approximately 30 organizations were represented in the WSFF, each committed to the objectives of the WSFF and recognizing that new thinking is required to contribute to the MDG target of halving the proportion of people without access to basic sanitation by 2015, and to achieving universal sanitation coverage. WSFF estimates the total sanitation market to be more than US $80 billion over 10 years, unlocking an additional US $685 billion of positive externalities such as additional earned income due to fewer days of sanitation-related illness. These are big figures, and an intelligent combination of grant, debt, and equity funding will be essential to deliver on the potential.

Developing an SME Activity: The Case of Healthy City Group

The disposal of solid waste is an important public management and health challenge for global society. Inadequacies of public sector solid waste disposal services result in accumulation of masses of garbage and other forms of refuse in urban areas, posing serious public health threats. In a shared value chain with public and private good elements, social entrepreneurs can help to address the challenge by building inclusive market places for waste pickers and community-need-centric waste infrastructure. The SME components of their value chain offer significant equity and debt financing potential. This section examines the experience of a leading group in Latin America, Cuidad Saludable (“Healthy City”), headquartered in Peru.

The previous examples looked at hybrid funding strategies for development through football, with a latent demand of 45 million youth around the world, and sanitation, with a latent demand of one billion toilets for 2.6 billion people without access in 2011. Previous sections of this chapter analyzed the examples of leading public good social entrepreneurs—namely, streetfootballworld (SFW) and the World Toilet Organization (WTO). In both cases, it was clear that hybrid funding will play a role in mobilizing the resources required to go to scale; however, it also became clear that key elements of the value chain will have to continue to be subsidy funded, either from private sources (philanthropy) or via public funding, and that the leading umbrella organizations in these fields still have little experience with hybrid financing strategies. The case of WTO suggests that whenever there are products that can be monetized in case of success, hybrid funding with grants in the seed phase and debt and equity instruments in the venture and capital phase make sense. Overall market building, however, can be expected to continue to be a subsidies-based activity.

Let us now move across the social entrepreneurship continuum toward private good social entrepreneurship and turn to the role of hybrid funding strategies in another important theater of social entrepreneurship: waste management. This section looks at an advanced example in terms of the combination of advocacy and product solutions.

The disposal of solid waste is one of the world’s most critical public management and health challenges. Where public sector solid waste disposal services are inadequate, masses of garbage and other forms of refuse accumulate in urban areas, posing serious public health threats. However, currently only 30 percent of the solid waste in Latin America and 20 percent in the world are treated in a sustainable manner. Public and private initiatives to address the problem are typically slow-tracked by the high entry barriers to a solution statement; preparing professionals in solid waste management, including technical knowledge and social awareness, is required. In many developing countries, the inadequate waste management systems thus give rise to a full-fledged informal industry of waste pickers. However, rather than acknowledging the existence of these informal sector waste pickers and integrating them in a comprehensive affordable waste management system for the country, policy makers typically marginalize them. This is not only a lost opportunity for the greater public good, it also has direct, negative, public health consequences, having an adverse impact on the health of waste pickers as well as creating significant adverse effects on the environment.

Healthy City Group (HCG; in Spanish, “Grupo Ciudad Saludable”) is a leading social enterprise in Latin America.30 It seeks to move from inadequate waste management systems that marginalize waste pickers to integrated and inclusive solid waste management systems that recognize the important contributions of waste pickers to the value chain and the recycling of waste. To this effect, HCG works alongside the public and private sectors in Latin America and South Asia to implement an inclusive model of integrated solid waste management. It incorporates informal waste collectors into municipal waste management systems. This model significantly improves the livelihood of waste collectors and living conditions in their communities. It can in principle be applied in many contexts around the globe. HCG’s founder, Albina Ruiz, has been working in the paradigm of local enterprises to collect and process garbage since the 1980s. She started worrying about health and environmental problems caused by garbage in Peru 35 years ago, when she moved from the interior to Lima to study industrial engineering. After her thesis, she came up with a community-managed system of waste collection for urban and rural communities. Over 15 years, she promoted and refined her model while working as a consultant to cities, industrial firms, and various international development projects, setting up the nonprofit organization Healthy City in 2002 in Peru. Headquartered in Lima, Peru, HCG employed 102 full-time and 32 part-time employees in 2011 and operated with a budget of US $1.8 million in 2010 (US $2 million in 2009 and US $1 million in 2008). HCG had assets of US $1.5 million in 2010 and liabilities of US $550,000.

In its first decade, Healthy City organized more than 6,000 waste collectors, creating employment and improving health and living conditions. HCG’s projects cover more than 100 cities across Peru, affecting 5.6 million residents. Moreover, HCG has implemented a master’s program in Peru to educate a cohort of professionals who can apply the community-based waste collection model. In addition to HCG’s direct work with waste pickers and education, the organization also engages in policy advocacy and agenda setting, seeking to replicate the model to other countries. In 2011, Albina Ruiz worked with more than 100 professionals on a national solid waste management plan for Peru, while replicating the HCG waste management model in Bolivia, Brazil, Chile, Ecuador, and India. To implement an inclusive model of integrated solid waste management that incorporates informal waste collectors into municipal waste management systems in Latin America and South Asia, HCG operates a mixed business model. HCG fosters local enterprises run by waste pickers to collect and process garbage, charging affordable fees, reducing waste volume in municipal landfills, and generating greater income by separating recyclables, spinning off additional microenterprises to produce compost and other marketable by-products.

The HCG business model is itself hybrid, with elements of public good and private good social entrepreneurship. It focuses on three key areas: (1) organizing and formalizing recyclers and promoting their inclusion in municipal waste plans, (2) influencing public policy, and (3) engaging public and private entities in waste management to obtain scalability of the model. The HCG input-output-outcome model is summarized in Figure 4.5.

[image: image]

Figure 4.5 The Healthy City Group (HCG) input-output-outcome model.

Source: HCG.

To achieve its mission, in 2011 HCG comprised three organizations: Healthy City, a nonprofit organization, organizes waste collectors; Peru Waste Innovation (PWI), a for-profit social business, provides consulting services in solid waste management; and, finally, Healthy Cities International (HCI), a foundation, is in charge of replicating Ciudad Saludable’s model around the world.

Similar to the previous examples, the key question is how hybrid funding strategies could help HCG to scale its work. HCG’s growth strategy centers on consolidating the model and expanding it to other countries and regions. Although the core of HCG’s funding is still from grants (US $1 million in 2008, US $1.6 million in 2009, and US $1.1 million in 2010), HCG has raised an equity investment for the for-profit Peru Waste Innovation company (see Concept 3). PWI is a leading solid waste management consulting company in Peru and managed to attract US $600,000 in equity from Liechtenstein-based LGT Venture Philanthropy as risk capital to fund its entry into the electronic waste recycling business.31 In 2010, PWI turned a small operating profit.

Concept 3: Equity Capital

Shareholder equity, also referred to as risk capital, is the residual claim or interest of the most junior class of investors in assets, after payment of all liabilities. This means that if valuations on assets exceed liabilities, equity is positive. Equity capital is an attractive external financing option for social enterprises structured as for-profit entities (thus able to accommodate shareholders) to fund activities that are necessary to scale the venture, but have an uncertain payoff or income-generation schedule. Unlike the case of debt, equity does not have to be repaid. Shareholders bear the full risk of the operation in exchange for certain control rights. In the event of bankruptcy of the social enterprise, all secured creditors are first paid against proceeds from assets. Subsequently, creditors ranked in priority sequence can exercise the next claim on the residual proceeds. Shareholders equity is then the residual claim against assets, which is paid only after the demands of all other creditors have been satisfied. Access to such risk capital is essential to scale most social enterprises. In exchange for a certain share of the company, an investor receives a share of the future profits generated by the social enterprise, rather than regular annual payments. Given the inherent riskiness of equity, investors also receive certain control and voting rights, depending upon the share held in the social enterprise and the legal framework in the country where it is registered. This means that social entrepreneurs need to carefully consider whether the “DNA” of an equity investor is compatible with the values and philosophy of the social enterprise.

Table 4.2 Building Blocks of HCG Hybrid Financing Strategy



	Type of Investor

	Contribution




	LGT Venture Philanthropy

	Strong network, strategic partner, patient capital, dedicated to mission




	New investor

	Potential strategic investor; access to capital, markets, and expertise




	Letter of credit

	To support working capital needs




	Loan

	Increased leverage; expand the business and move into new lines of business





Looking at scaling and business model, we can conclude that a hybrid funding strategy is a must for HCG to achieve its mission. Although HCG needs to influence public policy in the countries in which it operates to create a legitimate marketplace for informal sector waste pickers, it is hard to see how advocacy for this model of social and economic inclusion could be resourced in ways other than through grants. On the other hand, some aspects of the HCG value chain are commonplace in any small and medium enterprise and can be profitable, such as operating waste recycling itself. On the basis of the organization’s know-how, influence, and reputation, one can see how entering such business segments can be funded through venture capital. In fact, with the help of pro bono partners McKinsey & Company and Siemens In-house Consulting, HCG has already developed funding scenarios, anticipating the strategic interplay of debt and equity via venture capital, a strategic investor, as well as letters of credit and loans (see Table 4.2).32

Hybrid Funding for SME Expansion: The Case of Husk Power Systems

Currently, people at the base of the pyramid spend US $500 billion on energy each year to meet their cooking, lighting, communications, and income-generating needs. This section examines the case of a fast-growing SME that produces, installs, and operates 25 to 100 KVA plants in rural India, with its own mini-grid, at no fee for the village and the potential of scaling the venture via hybrid financing strategies.

The previous sections looked at three examples of social entrepreneurs working on global challenges in the fields of football for development, sanitation, and solid waste management and their use of and potential for hybrid financing strategies. Generalizing across the cases of SFW, WTO, and HCG, it is interesting to note that in the face of large-scale social challenges, even very well-known social enterprises that have achieved widespread endorsement in the Ashoka, Schwab, and Skoll networks can nevertheless be fairly small organizations, operating on a US $500,000 to US $10 million annual budget. The three cases analyzed are all mainly grant funded and are now all experimenting with hybrid financial models to reach a scale where they can be expected to make a significant impact on the issues they are tackling.

Let us now look at a fourth example of a social entrepreneur, this time operating at the extreme end of the public good–private good social entrepreneurship continuum. Operating like an SME, Husk Power Systems (HPS) is active in the field of access to renewable energy for all. This is a key theater of social entrepreneurship. The transition to a low-carbon economy will have an impact on all industries either directly or indirectly. Investments in energy saving, energy efficiency, and clean energy can be financially attractive and make an important contribution to carbon dioxide–reduction objectives. It is estimated that 1.5 billion people have no access to electricity around the world and 85 percent of them live in rural areas; the United Nations estimates that on average US$ 35–40 billion needs to be invested every year, until 2030, for everyone to have access to reliable electricity.33 Considering that 1.5 billion people still do not have access to electricity at all, and almost 3.9 billion people have no regular access to an electricity grid, there is also considerable scope for renewable energies to target both climate change and economic empowerment.34

Access to energy provides a direct benefit in terms of poverty reduction and improved health. For example, the UN Millennium Project estimates the impact of providing electricity to a rural Philippine household at US $81–150 per month due to “improved returns on education and wage income.” For the poorest four billion people on the planet, access to modern, clean, and safe energy is equivalent to entering a new life. In 2011, energy meant mostly batteries, kerosene or paraffin lamps, or cooking with firewood or waste. Urban households may perhaps have a link to the grid, but it is notoriously unreliable, dangerous, and informal. Women and girls in particular spend hours collecting firewood or inhaling smoke over a dirty stove. A staggering 1.6 million people die every year because of the toxic effects of indoor air pollution from cooking fires. Lack of energy may be an inconvenience in the developed world, but it is a barrier to development of the most basic kind for low-income populations.35 Moreover, there is a market: despite being poorly served or even put at risk, the poor are paying for energy. People at the base of the pyramid spend US $500 billion on energy each year to meet their cooking, lighting, communications, and income-generating needs.36 As per the recent “Power to the People” report, the decentralized rural electrification market in India alone is worth US $2.1 billion per year.37 The International Energy Agency 2008 survey indicated that the electrification rate in India stood at 65 percent for the country as a whole. The condition was worse for rural areas, with only a 50 percent electrification rate. Furthermore, the KPMG 2010 India power report indicated that power consumption across India will double by 2020;38 extrapolating this estimate for rural energy needs means the demand for power will grow by over 10 percent annually for the next 10 years. This is likely to be an underestimate because the power use divide between rural and urban areas is wide, and 18,000 off-grid villages do not have access to power at all and are considered to be uneconomic to serve.

This means that providing adequate energy solutions makes a big difference, and this is the focus of HPS.39 Founded in 2007 by Ratnesh Kumar, Gyanesh Pandey, Charles Ransler, and Manoj Sinha, employing 350 full-time equivalents in 2011 with estimated 2011 revenues of US $2 million (up from US $500,000 in 2010, US $100,000 in 2009, and US $7,450 in 2008), HPS is budget-wise within the range of the case study peer group considered in this chapter. However, the growth prospects and corresponding use of hybrid financing models are different. HPS provides off-grid power to rural Indian villages of approximately 500 households or around 200 shops and other small businesses through a standardized solution. The firm produces, installs, and operates 25 to 100 KVA plants with its own mini-grid at no fee to the village. HPS then enters into contracts with farmers and local rice mills to procure rice husks and other biomass waste at fixed rates. The firm generates electricity using this feedstock and distributes power using a point-to-point system that connects each household and business directly to the HPS power station. Households prepay US $2/month and commercial enterprises prepay US $2.50/month for customized packages of electricity uses.

Additionally, HPS has devised a process to utilize its waste product of the gasification process, rice husk char. Approximately two tons of rice husk char at each plant are rolled into unscented incense sticks every month and sold to channel partners in the local market. HPS is also expanding its sales model by partnering with electrical appliance and fast-moving consumer goods (FMCG) manufacturers to channel its quality products directly to BoP customers in a cost-effective manner. HPS sees a large opportunity to provide locally based (decentralized), low-cost mini–power plants to electrify Indian villages. In 2011–2013, HPS plans to primarily target its mini–power plant technology to villages in India’s Rice Belt, which consists of more than 25,000 rural villages without power.40 Although electricity consumption in India is increasing by more than 10 percent a year, the low electricity penetration rate in rural areas indicates that HPS’s growth is limited for now by its own scaling rate and not yet constrained by electricity demand.

The company’s total landed cost of installation (including wiring, poles, and construction) is around US $750 per kilowatt, which is approximately half the cost of solar panels of similar scale. HPS has been operating for four years, maintains power plant reliability of more than 93 percent, and has successfully implemented 75 power plants that power more than 300 villages or hamlets. HPS is currently scaling at a rate of three power plants per week and plans to accelerate to five plants per week in 2012. In 2011, HPS expected to generate positive cash flow from operations that would further boost its expansion plans.

HPS generates revenue from four sources: selling power to households, farmers, and commercial enterprises within villages; productizing by-product, rice husk char, into incense sticks and selling to channel partners; selling Certified Emission Reductions (CER); and channeling electrical appliances and FMCG products from corporate partners to rural customers. HPS is currently being validated for 125 CERs per plant and has signed a Letter of Intent with a European buyer for a blended price of EUR 10 per CER. Each power plant becomes operationally profitable within 90 to 150 days of its installation and breaks even in 3.25 years (without subsidies), with an estimated life of 12 years. HPS has identified and is targeting 25,000 villages in India itself as feasible implementation sites. Typically, one plant serves four adjoining villages, and HPS plans to expand to 700 villages in 2011, 1,600 in 2012, and 3,500 in 2013.

How did HPS become a fast-growing SME, and how is its growth funded? One of the founders, Ratnesh Kumar, explains how HPS got started—and that getting to the fast-scaling model today was an iterative process, requiring initial de facto grant funding (angel funding, which was basically lost experimenting to find the right business model):


I returned to Bihar in 2003, to take care of family and business. While travelling through different parts of Bihar, I noticed that there is acute shortage/lack of electricity. After sunset, life ceases to exist, everything would come to stand still. About 80 percent of the state population was dependent on kerosene or DG sets, which are costly, polluting, dangerous, and unhealthy. Then it came to my mind, why don’t I do something in the energy sector. I immediately shared this idea with my childhood friend Gyanesh, and we decided to explore possibilities in this sector. First, we tried Jatropha plantation for biodiesel, but it didn’t work because we couldn’t find wasteland in Bihar and 20,000 saplings that we had grown were wasted. Later, we tried other options like wind and solar, before finally landing at biomass gasification in 2007. Since we already had a lot of failed projects and the money was going from our pocket, we were very cautious and tried to do everything as low cost as possible. The first plant went on the 15th of August 2007 (India’s Independence Day) in a village named Tamkuha, which means “Fog of Darkness.” After successfully running the Tamkuha Plant for 6 to 8 months, we decided and set up another plant at a nearby village, Dhanaha, in April 2008.



After personal angel funding, HPS developed a low-cost “killer application” in renewable energy solutions and operates today under a sophisticated hybrid financing model. In 2008, HPS formed a strategic partnership with the Shell Foundation and received grant funding of US $2.2 million, which has primarily been deployed towards R&D activities, recruitment of seven senior managers, and formation of Husk Power University for training 2,000 operators and mechanics by 2013. HPS has also received a total of US $750,000 of subsidies from India’s Ministry of New and Renewable Energy. This grant-funded research and development and business-building work provided the basis for other forms of funding, including mezzanine capital (see Concept 4). In January 2010, HPS raised a convertible note of US $1.7 million from a pool of investors that include Acumen Fund, Bamboo Finance (Oasis Capital), Cisco, Draper Fisher Jurvetson, LGT Venture Philanthropy, and the International Finance Corporation (IFC). HPS also entered into a long-term loan agreement with OPIC for US $750,000.

Concept 4: Mezzanine Capital (Convertible Debt)

Mezzanine capital, or convertible debt, is a combination of debt and equity capital. It can be a useful alternative or complement to other funding sources or if pure equity or debt capital cannot be accessed. Mezzanine instruments refer to either a subordinated debt or a preferred equity instrument that represents a claim on a social enterprise’s assets. This means that repayment is required and ownership goes undiluted. The interest payment can be linked to the profits of the company, whereas the total amount is repaid after a certain time period. Mezzanine financing is senior only to common shares and can be structured as unsecured debt or preferred stock. Given its higher risk, it is typically a more expensive financing source.

For its Series A share offering,41 in 2011, HPS was seeking equity capital of US $5 million and debt capital of US $7 million to fund the execution of its ambitious expansion plans to meet the 2013 target. Equity capital is scheduled to be used primarily to recruit and train senior and midlevel managers for operations, roll out a franchisee model, and support R&D activities geared toward streamlining operations. Debt capital is earmarked for purchasing equipment. Management also envisioned a Series B equity round of US $15 to $20 million and around US $30 million in debt, to enable the firm to expand to 12,500 villages by 2016. Alternatively, HPS may pursue strategic buyers or financial sponsors (private equity) and aim for a liquidity event for its investors in 2015.

Conclusion: Seizing the True Potential—Toward a Hybrid Financing Framework

The development of the field of impact investments (or social finance, social investments, mission-related investments, depending on the reader’s preferred wording) is accelerating. In the next decades, a more effective and efficiency-minded approach to social change and social entrepreneurship will become the norm rather than the exception. Over the course of the decade, inspiring examples of transformational social entrepreneurs and social businesses will move from the creative frontier of the social sector to its core. This will also influence practice in the for-profit and public sectors. Understanding the true potential of hybrid financing strategies plays an important role in accelerating this development. Overall, market studies are important to set investor expectations; it is similarly relevant to apply the different financing tools—grants, equity, debt, and mezzanine—with great diligence and in ways that are fundamentally compatible with the underlying business model of the social entrepreneur in question. This section articulates a simple framework to help social entrepreneurs and investors alike to navigate as they express through market mechanisms the first principles that render our existence on this planet human: caring for others, sharing resources, and the desire to be recognized in historical time and make a difference.

Social enterprises face multiple challenges in building the scale required to make a significant impact on the large-scale issues that social entrepreneurs like to tackle. Access to capital is typically the binding constraint. This was also the conclusion of a meeting held at the Aspen Institute in September 2006, which examined social enterprises’ difficulty under present laws to attract investment capital, whether from bank loans, venture capital, or in some other form.42

Two primary sources of capital are in principle conceivable: commercial and philanthropic. However, commercial capital often avoids social enterprises, partly because of lower target returns and the greater difficulty of conceptualizing business models that generate both social and financial returns in the language of the capital markets.

On the basis of the experiences reviewed, we can conclude that almost all successful social enterprises use diachronic hybrid financing, either opportunistically or in a preplanned, strategic fashion. Grants remain the best way to seed fund a social enterprise but later tend to become insufficient in providing the capital required when the venture scales.

Whether synchronic hybrid financing makes sense or not depends on the specific problem the social entrepreneur is trying to solve, as well as the ability to distinguish and delimit the different elements of the organization’s value chain. The confidence of providers of risk capital is won more easily whenever some kind of “killer application” can be easily implemented in scale, perhaps even technology based. Used intelligently, hybrid funding models can also leverage scarce resources, for example, first-loss tranches or guarantees that serve as a catalyst to bringing additional commercial capital to the table. In the BoP and the industrialized world alike, the specific combinations differ depending on the type of social venture considered.

Public good social entrepreneurs require grant and technical assistance funds but typically little debt and equity for the core business, if any. As the cases of SFW and WTO showed, a successful public good social entrepreneur can develop private good–type initiatives that justify hybrid funding. Consider raising risk capital for the funding of a specific product to be developed, such as a low-cost toilet meeting pent-up demand for one billion affordable toilets around the world, or, where a specific product is not an option, consider raising capital to develop additional revenue-gathering channels, as in the case of SFW.

On the other hand, private good social entrepreneurs typically benefit from a combination of debt and equity capital, paired with technical assistance and capacity-building grant funds. This is most obvious where social entrepreneurship borders on commercial entrepreneurship, as in the case of microfinance and SMEs. In the field of microfinance, the great challenge is to seed fund the next generation of early-stage microfinance institutions, taking them to sustainability/profitability. This requires some additional risk appetite, given that current mainstream debt and equity capital inflows into microfinance tend to be mainly allocated to top-tier microfinance institutions, whereas second-tier institutions often face growth constraints because of a lack of risk capital. The second tier benefits from hybrid combinations of grant funding with increasing debt and equity funding as the venture scales and achieves critical mass and maturity. Small and medium enterprises can also benefit from hybrid funding, in particular to grant fund market studies and capacity building for expansion paired with debt and equity. This is particularly promising in the event of a “killer application” that needs to be rolled out, such as HPS’s low-cost renewable energy solution referred to earlier. In India alone, the total target market for HPS’s mini–power plants consists of 125,000 unelectrified villages.43 In 2011, the country’s total rural energy market was valued at US $102 billion, of which the de-centralized rural energy (DRE) market spending was estimated at US $2.11 billion per year.44 Given that over 90 percent of rural energy usage comes from fossil fuels, and the Indian government has deemed 18,000 villages to be “economically impossible” to service, the impact as well as business opportunity is enormous for HPS as a well-recognized leader in providing affordable and reliable energy in rural parts of India, especially because its management assumes it to be at least three years ahead of any competitor.

This chapter focused mostly on the use of hybrid financing models to unlock the full potential of a social enterprise to serve pent-up demand. Fulfilling the estimated trillion-dollar potential of the impact investment field will require some intelligent combination of grant and for-profit funding, as well as other measures to source social entrepreneurs and then enable them to grow their impact. The specifics vary according to case and industry, but being systematic is key.

Moreover, hybrid funding strategies in social entrepreneurship also play an important role at the level of the investment vehicle. Many challenges remain concerning the design of specialized financial products to finance public and private good social entrepreneurs. They include cost-effective, due-diligence processes, the identification of a critical mass of reliable deal flow, as well as technical challenges regarding product design. The experience of microfinance shows that to operate at a reasonable scale and risk characteristics, most for-profit social investment opportunities require philanthropic capital somewhere in the background, be it in the form of technical assistance and capacity-building grants or of first-loss commitments or loan guarantees that transform junk paper into investment grade. In the field of microfinance, international financial institutions such as the International Finance Corporation (IFC) as well as private philanthropists had to provide such philanthropic capital for years, before a market for microfinance capital on commercial terms could emerge, as mentioned in the case of SKS discussed earlier.

In the industrialized world, with a significant presence of the state in public good provision, one key question for hybrid funding of social entrepreneurs will be how to engage the public sector. There is a case for hybrid models involving public sector funding whenever social entrepreneurs have provided proof of a concept of a more efficient solution but there are barriers to scale and replication, and when capital markets can be used to raise risk capital for scaling and replication and to monetize grant commitments. There are three cases: 1) whenever addressing a problem now is cheaper than addressing it in the future when the grant commitment is actually paid out, 2) when new market places need to be constructed, or 3) when the most efficient solution provider is not a government agency. The social impact bond referred to earlier consists of a case-based combination of private risk funding to unlock government resources upon the achievement of a social metric.

In a top-down industry view, seeking optimal use of hybrid funding models, one must furthermore look beyond how individual social ventures can benefit from hybrid funding models to scale. An important development in the creation of a more funding-friendly environment for social enterprises in general is taking their blended social and financial returns into explicit consideration in the design of legal vehicles, thus providing standardized funding solutions that reduce transaction costs. Institutionalizing the concept of a for-profit social enterprise recognizes that organizations can reconcile the twin goals of social impact and financial return. Historically, charitable foundations seeking to invest in social enterprises with such blended returns faced a specific set of challenges, which were to a significant extent regulatory. For example, under US tax laws, nonprofit foundations can make program-related investments (PRIs) into such profitable organizations that further the charitable cause of the foundation. PRIs are beneficial to a foundation because they count as part of the required 5 percent payout and are not booked as part of the endowment. This means they do not count toward calculation of the next year’s 5 percent payout requirement and any capital gain is not included in the excise tax. So PRIs, unlike regular endowment investments, are a kind of off-the-books investment—to be dealt with only when they earn income or are sold. Even then, rules are simple: any income or gains must be given away or reinvested in another PRI within the same year in addition to the 5 percent already allocated for that year. Despite these many benefits, PRIs have not been widely adopted in the United States. Recently, several initiatives have begun to address this challenge. The most well-known today are the low-profit, limited liability companies (L3Cs) in the United States and the community interest companies (CICs) in the United Kingdom; together with other initiatives, such as a newly proposed UK business structure called the social enterprise limited liability partnership (SELLP) or the B corporation,45 they will eventually contribute to greater standardization of hybrid funding solutions.

On the European continent, there have been legislative framework changes as well. For example, in Italy, with the mounting pressure on the welfare state, an increase in the development of social entrepreneurship can be expected, as is already the case in other countries.46 The Libro bianco sul futuro del modello sociale (“white book on the future of the social model”), published by the government in 2009, highlights the possible role of the third sector in Italy’s social system and points out the need to push for impact, innovation, and efficiency in the nonprofit sector. Associations and cooperatives remain the preferred option, but social entrepreneurship organizations are becoming increasingly important. This imprese sociali sector includes all those organizations, including the social cooperatives already discussed, with economic activities that are stable and aimed at producing and exchanging goods and services targeting the public good and public interest. Legislation concerning social entrepreneurs is contained in law 118/05 and was later refined and made organic with the legislative decree 155/06 and via four decrees in 2008. An Italian social enterprise must operate in one or more of the following fields: social care, health care, education, training, preservation of the environment, preservation of the cultural heritage, university education, extracurricular education, or social tourism. Although this is a broad classification, there are some structural requirements that make the impresa sociale more specific: involvement of workers and stakeholders, profits reinvested in company development, and financial and social return. Hybrid financing models are thus key. In 2009, there were approximately 517 organizations that adhered to the principles set by the new legislation on social entrepreneurship and could therefore be classified as imprese sociali (although many of those were private schools that found it practical to use this structure).

Jointly, the different innovations in hybrid financing models and enabling environments can be expected to overcome the deep inefficiency of the social capital market over time, resulting in greater opportunities for social impact paired with financial returns. There is some way to go. The transaction cost of allocating capital in the nonprofit sector has been estimated at 22 to 43 percent (compared with 2–5 percent on the stock market) and up to 85 percent in development aid. Diachronic and synchronic hybrid funding models for social entrepreneurs can allocate capital more efficiently, by applying basic techniques and concepts that have been commonplace in capital markets and investment banking for many years. To make proper use of them, it is essential to grasp the underlying ability of a social enterprise to absorb different forms of capital to thrive.

The trillion-dollar question is not whether the impact investment field will ultimately materialize, but how fast and which steps can be undertaken to accelerate the process. Capital is key, but so are research and strategy, technology to manage information efficiently, and partnerships that enable social entrepreneurs to access the deep industry and local knowledge of the business sector. Seizing the true potential of hybrid financing for social entrepreneurs is a key theater of impact investing. To deliver, we need a combination of well-calibrated application of financing instruments, greater investibility of social entrepreneurs, and legal structure innovation.
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CHAPTER FIVE

Social Entrepreneurship as Recombination: Seeing the Space In-between

Deborah Shepherd

Christine Woods

Lloyd Jones, in a fictionalized account of the 1905 All Black rugby tour of Great Britain, describes the innovative style of play of the All Blacks (New Zealand’s national rugby team) as follows:


how we think

The [opposition] saw a thing

we saw the space in-between

The [opposition] saw a tackler

we saw space either side

The [opposition] saw an obstacle

we saw an opportunity1



Both teams were playing rugby: same rules, same number of players, same oval-shaped ball. Each team could pass, kick, and tackle, but the All Blacks combined their skills and resources in such a way that opportunities, rather than obstacles, were recognized. In this chapter, we suggest that social entrepreneurship, much like the rugby of the 1905 team, is about “the space in-between”; it is about the unique way that resources can be combined and recombined to create social innovation. However, unlike the clear rules and structure that surround a well-established and recognized sport like rugby, theoretical foundations for social entrepreneurship are still developing. To date, no sustained theoretical understanding of social entrepreneurship has emerged from within the field of entrepreneurship theory.2 Rather, academic research has generally been “richer on inspiring examples and anecdotes than it [has been] on theoretical insight and analytical power.”3 Recent work by Swedberg, Ziegler, and Tapsell and Woods, among others, suggest that the work of Joseph Schumpeter has left a valuable legacy that can be applied to the field of social entrepreneurship.4 By working with Schumpeter’s ideas and thinking, we can “get a better theoretical handle on social entrepreneurship.”5

Swedberg applies Schumpeter’s model of entrepreneurship to the social realm, stating that “social entrepreneurship can be defined as the pushing through or the successful introduction of social change through a new combination.”6 Moreover, he suggests that five key elements are worth exploring further: motivation, innovation, resistance, profit, and macro-level change. These are the central components of a Schumpeterian-inspired model of social entrepreneurship.7 He concludes suggesting that one fruitful line of research might rest in the notion of the entrepreneur as recombinateur. “[T]he spirit in which Schumpeter conceived the entrepreneur and entrepreneurship invites us to play around with his ideas, to seize them, hold them and recombine them.” Indeed, the theoretical entrepreneur must also be “a bit of a recombinateur.”8

In the spirit of “recombining,” we suggest that by taking a Schumpeterian understanding of entrepreneurship and innovation and combining this with a complexity perspective on emergence and recombination, we can strengthen our theoretical understanding of social entrepreneurship. Tapsell and Woods draw on Schumpeterian- and complexity-inspired notions of social entrepreneurship, specifically exploring social innovation within an indigenous context.9

In this chapter, we begin by considering several strands of thinking from Swedberg and Tapsell and Woods to develop a Schumpeterian-inspired framework of social entrepreneurship with a set of guiding propositions.10 We outline Schumpeter’s understanding of innovation and consider Swedberg’s suggestion that financing innovation can be added as a new combination or innovation. Following this, we describe one illustrative case example of a social enterprise and entrepreneur: Medicine Mondiale, a social enterprise founded by Sir Ray Avery, provides innovative health care products for the developing world. In the final section, we bring together our theoretical framework and case illustration and describe how Medicine Mondiale is able to pursue its social mission by combining and recombining existing resources.

Theoretical Foundations

Schumpeter’s theory of entrepreneurship centers on the notion of combinations. Entrepreneurship is “the carrying out of new combinations” whereby existing elements or resources in the economy are combined and recombined.11 Schumpeter calls these new combinations innovations, and in the now famous passage from The Theory of Economic Development, five types of innovation or new combinations are described:

1. introducing a new good,

2. introducing a new method of production,

3. opening a new market,

4. conquest of a new source of raw materials, and

5. carrying out a new organisation of any industry (establishment or breaking up of a monopoly).12

Schumpeter states: “the carrying out of [these] new combinations we call ‘enterprise’; the individuals whose function it is to carry them out we call ‘entrepreneurs’.”13 He argues that new resources need not be obtained for innovation to occur; rather “as a rule the new combinations must draw the necessary means . . . from some old combinations.”14 The entrepreneurial act puts existing means “at the service of new ends.”15 In summary, Endres and Woods argue that “all acts with an entrepreneurial dimension must involve a process of conceiving new relationships (‘combinations’) between resources (means) either given or changing, and ends either given or created anew.”16 Further to this, an entrepreneurial profit is required; making a profit indicates that a “correct combination” has occurred.17

Following Swedberg’s suggestion, we would therefore add a sixth innovation to Schumpeter’s original five: the method of financing an innovation.18 Financing can be understood as involving a new relationship; new combinations are found that enable a social enterprise to emerge and be successful—that is, for a profit to be achieved. However, the profit for a social venture cannot be measured solely in terms of financial gain. Rather, we would suggest that resources, both financial and otherwise, are combined and recombined to enable an enterprise to be financially sustainable and achieve the social mission. Swedberg describes this as achieving a “social profit.”19 Drawing these themes together leads us to our first two guiding propositions as follows:20

Guiding Proposition One: Social entrepreneurship can be understood as dynamic change resulting from innovation through the introduction of new combinations: the combining and recombining of existing resources.

Guiding Proposition Two: Financing a social enterprise involves the recombination of existing resources. Resources, both financial and otherwise, are combined and recombined so that an enterprise is financially sustainable and able to achieve its social mission (social profit).

Schumpeter understood that entrepreneurial activity takes place in historical time. The entrepreneur has “the capability for seeing things in a way which afterwards proves to be true, even though it cannot be established at the moment.”21 Entrepreneurship is socially situated; it is historically contingent and works with tacit knowledge.22 From within this social and historical context, we would argue that the social mission of the entrepreneur emerges, which underpins our third guiding proposition.23

Guiding Proposition Three: Social entrepreneurship is socially and historically situated. The social mission emerges from this context.

However, the social context of entrepreneurial activity also brings with it tradition, routines, social habits, and conventions, and these can lead to challenges and difficulties in bringing an innovation to fruition.24 Returning to our understanding of social entrepreneurship as “the pushing through or the successful introduction of a social innovation,” we again take Swedberg’s lead and acknowledge that implementing social change will be met with some form of resistance. This resistance arises because of the socially situated nature of the social mission. Swedberg argues that although the concept of resistance is a key element in Schumpeterian thought, it is often overlooked in general discussions on entrepreneurship because of its social nature.25 Moreover, Schumpeter does not discuss the microlevel detail of what constitutes resistance; the concept “needs some reworking and updating.”26

We suggest that the notions of heritage and regimentation as suggested by Tapsell and Woods27 may allow for a delineation of meanings for resistance. These authors draw on a complexity-inspired understanding of innovation that builds on modern developments in neo-Schumpeterian economics. Here the emphasis is on the self-organizing aspects of entrepreneurial behaviour.28 From a complexity perspective, self-organization is premised on an understanding that enterprises are complex networks of independent, interacting actors situated in particular contexts. As a result of the interactions between actors in a system, novel and unpredictable patterns emerge.29

Goldstein, Hazy, and Silberstang in their detailed discussion of complexity and social innovation note that “a major stream of research within complexity science is directly concerned with the novelty generating potency of recombinatory operations: emergence in complex systems.”30 This stream builds on earlier work in the field of organizational studies. For example, Chiles, Meyer, and Hench explain the emergence of a new organizational collective: the Branson Musical Theatre.31 They suggest that “a system’s existing elements must be reused, rearranged, reconstructured, re-leveraged and recreated through a key dynamic known as recombination. Recombination represents one important way of how self-organizing systems evolve and how novelty and variety are generated.”32 Entrepreneurs are therefore adept at recombining existing elements.33 The emergence of social innovation can therefore be understood as a search for better combinations of existing components.34 These components include technologies, funding streams, social networks, knowledge management resources, government bodies, businesses, and so forth.35

From a complexity perspective, new combinations or innovations emerge between the regions of stability and chaos.36 Enterprises can be placed along a spectrum. Tapsell and Woods argue that innovation occurs as the result of the interaction between opportunity and heritage.37 Opportunity-seeking entrepreneurs engage with established practice (as it occurs in a specific social context), and social innovation emerges. They use the specific illustration of Maori entrepreneurial activity and demonstrate examples of opportunity-seeking entrepreneurs challenging the established order (customary practice) as upheld by the leaders of a tribal community.38 The entrepreneur and tribal leader represent two parts of the system—in this case, the tribal community. Both autonomy and connectivity are essential for the continuation of the community. If there is too much autonomy, the community loses its ability to coordinate resources and disintegration occurs; if stability or connectivity dominates, then systems are resistant to change and ossification occurs.


The [entrepreneur] operates at the edge of chaos and autonomy and the [tribal leader] at the edge of stability and connectivity. Self organisation occurs in the Spiral of Innovation where [they] interact within the tribal setting. . . . The formation and reformation of cooperating sectors of society allow tradition and heritage to frame the path to innovation in which the opportunity-seeking adventurers can find the freedom to test boundaries and assist the [tribe to] take the necessary steps along the path of innovation.39



Returning to Foster:


[The] entrepreneurial desire to discover new and profitable organisational combinations provides what we can now label as a self-organisational impetus within the economic system creating organised complexity. “Combination” implies, not competition, but the deliberate formation and re-formation of cooperating groups engaged in production.40 [emphasis added]



In summary, we suggest Guiding Propositions Four and Five as follows:

Guiding Proposition Four: Social entrepreneurship encounters resistance; this resistance is part of a continuum that explores the notion of stability and chaos.

Guiding Proposition Five: Social innovation emerges from the novelty-creating, self-organizing acts of entrepreneurs who are part of cooperating groups.

Returning to the five components of the Schumpeterian-inspired framework of social entrepreneurship, we suggest that the motivational force for the social entrepreneurship is based on “a sense of mission to create social change.”41 Social innovation emerges as a means of achieving this social change despite, and/or because of, resistance. As a result, “old types of behaviour get pushed to the side,” leading to macro-level change either locally, nationally, or internationally.42 Table 5.1 summarizes our discussion thus far.

In the next part of the chapter, we follow Schumpeter’s suggestion that the development of case histories, biographies, and profiles of entrepreneurs in social and historical contexts provides a useful and relevant method of studying entrepreneurship.43 We do this by discussing the illustrative case Medicine Mondiale.

Sir Ray Avery and Medicine Mondiale: Impossible Is Just the Starting Place

Sir Ray Avery, a self-made serial entrepreneur, is applying the principles of science and business to achieve a social mission: to ensure that “those in need in the developing world have access to first world healthcare solutions at an affordable price.”44 In this section, we briefly describe Sir Ray’s background and the current activities of Medicine Mondiale, the virtual organization he founded to provide affordable health care solutions to the developing world.

Sir Ray started early on a pathway of enterprise, experimentation, and self-sufficiency.45 Raised in a dysfunctional family and forced to spend time in foster homes and orphanages, Sir Ray ran away at age 12 to live for eight months under a railway bridge in North London. In his autobiography, Rebel with a Cause, he writes that living rough under a bridge was “the first time in my life I had found a piece of magic—a home, a place that I felt safe.”46 A naturally curious learner, he continued to attend school periodically during this time. While he was learning English and algebra at school, “the knowledge I was acquiring under the bridge was applied science. . . . [These] early explorations in science led me down more adventurous, imaginative pathways.”47 This “adventure” came to an abrupt end when the young boy become ill from blood poisoning and ended up in the hospital. Fortunately, a sympathetic teacher from the school was notified. He arranged a safe place for Sir Ray to live and nurtured his love of applied science before arranging a job for him as a science technician at an agricultural research college in southern England. Sir Ray then worked at a privately owned laboratory while attending tertiary education, eventually completing a master’s degree in chemistry and biochemistry.

Table 5.1 Schumpeterian-Inspired Framework of Social Entrepreneurship



	Components

	Definition

	Guiding Proposition




	Social entrepreneurship

	The successful introduction of social change through a new combination of existing resources

	One: Social entrepreneurship can be understood as dynamic change resulting from innovation through the introduction of new combinations: the combining and recombining of existing resources.




	Motivation

	Pursuit of the social mission

	Three: Social entrepreneurship is socially and historically situated. The social mission emerges from this context.




	Innovation

	New combinations of existing resources

	Two: Financing a social enterprise involves the recombination of existing resources. Resources, both financial and otherwise, are combined and recombined so that an enterprise is financially sustainable and able to achieve its social mission (social profit).




	 

	 

	Five: Social innovation emerges from the novelty-creating, self-organizing acts of entrepreneurs who are part of cooperating groups.




	Resistance

	Social in nature; tradition, routines, social habits, and conventions

	Four: Social entrepreneurship encounters resistance; this resistance is part of a continuum that explores the notion of stability and chaos.




	Profit

	Financial sustainability;social profit

	Two: Financing a social enterprise involves the recombination of existing resources. Resources, both financial and otherwise, are combined and recombined so that an enterprise is financially sustainable and able to achieve its social mission (social profit).




	Link to macro-level change

	Achieving the social mission that results in dynamic change at a local, national, and/or international level

	One: Social entrepreneurship can be understood as dynamic change resulting from innovation through the introduction of new combinations: the combining and recombining of existing resources.





Growing up, Sir Ray also engaged in several entrepreneurial ventures. Earning money from a paper round, he would organize, for a small fee, the piles of publications for other boys as well as renting bikes he made from pieces found at the rubbish tip. Other ventures included landscape gardening, grocery delivery, leasing petrol stations, owning car repair businesses, and buying and selling cars. Sir Ray recounts the following entrepreneurial example from his time as a teenager working in a local fish-and-chip shop:


[M]y first proper business was a combination of gardening that depended on applied science and technology. . . . [W]e grew all the potatoes at school, so I came up with the idea of chopping lots of them into chips in advance . . . and I took them to the shop where I worked. . . . Then I got ambitious and decided to scale things up. I went to other chip shops and offered them our pre-prepared chips. We delivered bags and bags of them. It worked for about ten days, until the potatoes started to go brown, which was making the chips go brown.48



Undeterred, the young teenager went to the library to learn about oxidation, found a nitrogen cylinder from the physics lab at school, and then treated the potatoes with nitrogen so that they would keep for months in the fridge. “Every wrong answer was really just something directing me to the right answer.”49

In his mid-20s, Sir Ray decided it was time to travel and see the world. Arriving in New Zealand in 1973, a country that he now calls home, he began work at the Auckland University medical school where he eventually became head technical officer at the newly established Department of Clinical Pharmacology.50 After seven years at the university, he then worked for Sir Graeme Douglas, a New Zealand entrepreneur who had built a multimillion-dollar international pharmaceutical business. Sir Ray was asked to join as the technical director and to set up the pharmaceutical manufacturing division, where he worked for seven years developing 165 generic drugs.51 He then went on to found the Kaizen Group, a company formed to assist in setting up best-practice pharmaceutical plants around the developed and developing worlds.

The work that was the forerunner to Sir Ray establishing Medicine Mondiale began when he met Sir Fred Hollows in 1992. Sir Fred was an ophthalmologist who wanted to bring intraocular lens technology to the developing world.52 At this time, the World Health Organization (WHO) recommended that surgery carried out in the developing world remove and discard the lens; this left the patient with no focusing mechanism. In developed countries, an artificial intraocular lens was inserted, and WHO did not believe that the conditions existed in the developing world for this type of surgery.53 Sir Ray accepted the challenge to establish a lens-manufacturing plant in Eritrea, just as the thirty-year war was coming to an end. Conditions were extremely challenging, but Sir Ray and a team he brought together achieved the seemingly impossible: to manufacture world-class intraocular lenses in one of the poorest, most technically compromised countries in the world.54 One consequence of this was that the price of these lenses fell globally; with a price of less than $10, they became accessible to the poorest of the poor. Sir Ray then went on to build the next intraocular lens manufacturing plant in Nepal, which is now owned by a private trust, and all the profits are reinvested in the plant or programs to benefit local people. The lenses are now exported to about 80 counties around the work, and by 2020, 30 million people will have had their sight restored due to the innovative lens-manufacturing technologies. Currently, Eritrea and Nepal fulfill 13 percent of Intraocular Lens’s worldwide demand for its product.55

As a result of this work and of experiencing life in the developing world, Sir Ray has turned his attention to addressing other health care issues. After a comprehensive analysis of development agencies, he decided to create the virtual organization Medicine Mondiale. This organization “manages a global network of experts donating their knowledge and time to help develop medical solutions with the reward of helping change the world.”56

Three significant projects are currently underway, detailed in the following sections.

Proteinforte

In developing countries, acute diarrhea is a major problem. It is one of the leading causes of death of infants under the age of two: “protein energy malnutrition accounts for over half of all child deaths in developing countries.”57 In the developed world, children receive an intravenous drip of amino acids; however, a cheaper version of this treatment is needed for developing countries. Sir Ray and his team have uncovered a method of breaking down proteins to get a product called Proteinforte. This is “manufactured from low cost by-products from the meat and fruit industries, utilizing innovative technology to hydrolyse meat and fish protein into a mixture of free amino acids, peptides, and solubilied proteins which are readily absorbed by sick children.”58 Currently, Medicine Mondiale is building a plant in Nepal to produce the product.

The Aucset Syringe

Intravenous infusion is one of the most common medical procedures in the world. It is regulated by microprocessor-controlled syringe pumps in the developed world, but a 50-cent plastic roller clamp is used in developing countries. These clamps are difficult to use and make maintaining accurate dosages a challenge. The Medicine Mondiale solution is the Aucset device, which involves a simple dial to set the right dose—at about the same cost as the clamp.59

Infant Incubator

Millions of infant children die each year; many could be saved if they had access to an infant incubator. Unfortunately, incubators are expensive to acquire and service. Medicine Mondiale is developing the Liferaft Infant Incubator based on technology used in NASA long-haul space flights; this incubator will cost one-tenth the price of current incubators and will last 10 years compared with the typical life span of two years for an incubator in a developing country. Given the completion of successful trials, production is due to commence in 2012.60

Returning to our opening quote, Sir Ray and his team at Medicine Mondiale “see the space in-between.” Although they encounter obstacles, it is the opportunity to change the way people experience the world—to make a difference—that gives them purpose. We suggest that Medicine Mondiale provides an excellent example of social entrepreneurship “as the pushing through or the successful introduction of social change through a new combination.” In the following section, we endeavor to support this assertion by considering each of the guiding propositions outlined in the first part of the chapter in light of the illustrative example of Sir Ray Avery and Medicine Mondiale.

Discussion

Guiding Proposition One states that social entrepreneurship can be understood as dynamic change resulting from innovation through the introduction of new combinations: the combining and recombining of existing resources.

According to Sir Ray, his achievements have only been possible because of his experience in applied science:


A good definition of applied science is taking everything that is known currently and applying it to a new paradigm. Another useful definition was given in the TV show Blackadder when one character had written a book and another accused him of plagiarism because he had just rearranged words that were already in the dictionary. Science is the same, a matter of rearranging fundamental bits of information.61 [emphasis added]



The products that Medicine Mondiale are researching and producing are the result of rearranging or recombining existing resources. For example, Proteinforte combines waste protein and waste fruit/vegetable pulp to produce a lifesaving product. Furthermore, these resources are recombined so that the final product has a flavor that will appeal to the palate of children in specific countries: for example, banana in Ethiopia and pineapple in Nepal. Sir Ray states:


I like that we can take products that we throw away and create something new. In Nepal, we’re building a factory, and one side of the road is the biggest chicken factory and on the other is a pineapple plantation. Put it together and you’ve got a real deal. This technology is reasonably simple—it’s just that nobody’s thought of applying it to this end use.62



Although this particular application of waste product and technology will be saving lives, it will also be financially sustainable. Not only are the raw materials relatively cheap, the end product can also be sold into other markets. Which brings us to Guiding Proposition Two: Financing a social enterprise involves the recombination of existing resources. Resources, both financial and otherwise, are combined and recombined so that an enterprise is financially sustainable and able to achieve its social mission (social profit).

It is common for social enterprises to start with the social mission and then turn to find ways to finance their social mission, but Medicine Mondiale has a social mission with business discipline at its center. Sir Ray states, “for me, a project has to be based on business DNA, otherwise it doesn’t work.”63 A key component of this DNA is the Medicine Mondiale business model, developed as a result of Sir Ray’s experience with the intraocular lens. Sir Ray summarizes this as follows:


Another principle of the Medicine Mondiale approach that has been carried over from the lens work is “McDonaldising” our products. Basically: do you want fries with that? . . . The lens came in two kinds—the extremely cheap developing world version that could be put in at eye camps where thousands of patients went through in a day, and the more expensive foldable version for sale to the high-end customers.64



Medicine Mondiale has developed an approach to the business model that requires the same products to reach different markets with different needs. As a result, differential value is assigned to the products with respect to what people are willing (or indeed able) to pay. “It’s also a nice paradigm to make money out of a good idea that has a use in both worlds. If you don’t have that mix, I don’t think you’d be able to make a sustainable business out of the Third World environment.”65

Each of the three projects discussed here have the same underpinning DNA of dual-income streams. The protein supplement that addresses a malnutrition problem in developing countries meets the needs of athletes in developed countries. Deriving a business model in which the profit generated from selling protein to athletes with a healthy margin can be diverted to manufacturing and supplying the malnourished children in developing countries ensures that both market needs can be addressed. The incubator will have a basic version that will be inexpensive; the more expensive version, sold to higher-end customers, will have a microprocessor connected to a computer that records data about the baby and then sends this to a remote nursing station. As for the Aucset syringe, Sir Ray notes that “vets can use it as a low-cost alternative to a syringe pump, and Californian mansion owners are now using it to deliver chlorine to their spa pools.”66

The success of Medicine Mondiale rests in the business DNA underpinning its initiatives. Resources that include raw materials, people, and technology are combined and recombined to build both innovative products as well as a sustainable financial business model designed to achieve a social profit.


I think it’s much more productive to look at your core technology and see how you can make multiple uses of it in a range of different disciplines. And then if you’re clever, what you do is you think about how you can license that technology to different industries for different purposes, and for different markets. That’s our model for a sustainable business . . . we need to work on both product streams simultaneously—for the First World and the developing world market. If we can address some of the major issues in healthcare in developing countries and have a product that has an equal fit in the First World, that’s fabulous, because it’s the way I think we evolved as a community—to try to look after each other.67



Guiding Proposition Three: Social entrepreneurship is socially and historically situated. The social mission emerges from this context.

The Medicine Mondiale case illustration highlights the opportunities that arise when people know and understand the social, cultural, and historical context within which they operate: they see the space in-between. All of the initiatives described here illustrate Sir Ray’s ability to recognize social anomalies, problems, or challenges and see opportunities that are congruent with the context within which these challenges exist. Medicine Mondiale is then able to locate other contexts where the same products are able to be sold.

The team at Medicine Mondiale also recognize the importance of technology transfer: the need for local people to be able to produce and operate the product in their specific situation. This imperative underpins both the technology used to develop the product (e.g., manufacturing plants) and the design of the product itself (e.g., syringe, incubator). For example, a lathe used to manufacture intraocular lenses would typically be designed with relatively complicated circuit boards that are difficult to diagnose when something goes wrong. Sir Ray and his team designed circuit boards that were broken down into smaller units with small lights. If the light is not on, then this relatively small circuit board is broken and needs to be replaced—a practical solution given the context. At the same time, the manufacturing plants and products are still built to international standards to meet the quality assessments and audits that are conducted by international regulatory agencies.

To achieve this, Sir Ray relied on the scientific discipline of standard operating procedures (SOPs): an SOP is “the simplest, most effective way of doing something broken down into simple individual steps.”68 Every activity that Sir Ray and Medicine Mondiale are involved in adheres to the essential need to have SOPs that can be used in any context. For example, for the lens factory in Nepal, more than 400 SOPs were developed so that international accreditation could be achieved. These SOPs also provide guidance for those who continue to run the plant in specific cultural contexts.

Guiding Proposition Four: Social entrepreneurship encounters resistance; this resistance is part of a continuum that explores the notion of stability and chaos.

In Table 5.2, we outline one understanding of resistance as it occurs within our case illustration. We suggest that the resistance that Schumpeter alluded to can be found in the Regimented column. Here actors are controlled by fixed and prescribed ways of doing things. For example, the World Health Organization had established practices for cataract surgery that did not allow for the insertion of a new lens. The development of the intraocular lens was an innovation that improved the outcome for the patient at an affordable price. However, this was not achieved without some degree of routine or disciplined practice in the form of SOPs. Schumpeter saw resistance in the form of routine and traditions as something to be overcome, but Sir Ray actively seeks to develop routines and conventions in the form of SOPs so that social innovations are successful. These SOPs ensure that technology transfer can occur and that international accreditation can be achieved. The virtual organization, Medicine Mondiale, uses these SOPs to formally guide both the individuals coming together to work on an opportunity and those who remain to continue the operations.

Table 5.2 Social Entrepreneurship and Resistance: Systems and System Properties



	Edge of Chaos: Autonomy

	 

	Edge of Stability: Connectivity




	Highly Unstable

	[image: image]

	Highly Stable




	 

	Chaos

	Opportunity

	Spiral of Social Entrepreneurship and Innovation

	Order

	Regimented




	Nature of relationships between actors

	No detectable relationships

	Some connection between actors

	Networked and highly connected

	Formally guided by the rules and principles of the group, e.g., standard operating procedures

	Fixed and prescribed; unchanging




	Actors

	Independent actors: lone-wolf entrepreneur

	Opportunity-seeking entrepreneur, e.g., Sir Ray Avery

	Interaction of opportunity-seeking behavior and disciplined practise, e.g., Medicine Mondiale

	Knowledge experts, e.g., science, health care, construction

	Established bureaucracies, e.g., World Health Organization




	Nature of interactions

	Random and totally irregular

	Some detectable regularities and patterning

	Fluid and interdependent

	Mostly dependent

	Fully dependent




	Outcome

	Random changes and outcomes; disintegration certain

	Instability—unpredictable changes and outcomes;disintegration possible

	Flexible new order involving radical and/or incremental changes

	Stability—incremental changes; ossification possible

	Systems resistant to change; ossification certain




	Adapted from Tapsell and Woods, “Social Entrepreneurship and Innovation” (see note 2).





Both autonomy and connectivity are essential for the continuation of Medicine Mondiale. If there is too much autonomy, this virtual social enterprise will lose its ability to coordinate resources, and disintegration could occur; if stability or connectivity dominate, then the enterprise will become resistant to change and social innovations will no longer emerge. We suggest that opportunity and order come together in Medicine Mondiale so that social innovation can be sustained over a period of time. As a result, both incremental and radical change can be achieved.

Guiding Proposition Five: Social innovation emerges from the novelty-creating, self-organizing acts of entrepreneurs who are part of cooperating groups.

Medicine Mondiale is a virtual organization. Working collaboratively with a global network of experts who donate their knowledge and time, Medicine Mondiale is able to develop health care products for those most in need.69 Sir Ray is able to engage scientists, technologists, business experts, health care professionals, and others, on a volunteer basis, to come together when needed to work on a project. These people form and reform, recombining when needed to bring their expertise to work on the opportunity at hand.


As far as our team goes, it’s fantastic that if there is a job that needs doing, I know I can call them anywhere in the world and they will drop what they are doing and give it 100 per cent. . . . they give the communities we work in the benefit of their specialties—whether it’s electronics, vinyl-laying or microbiology.70



For example:


The Liferaft infant incubator we are producing probably has twenty people across the globe working on it, and they’re all working for nothing. I’m the link for the work, throwing in a few ideas from time to time. My real skill is in acquiring other people’s expertise. Nobody is as clever as all of us.71



All those engaged have a shared vision of being employed in meaningful work to help change the world. Table 5.3 summarizes our theoretical discussion and provides illustrative examples from the case study.

Table 5.3 Schumpeterian-Inspired Framework of Social Innovation: Medicine Mondiale



	Components

	Medicine Mondiale

	Guiding Propositions




	Social entrepreneurship: the successful introduction of social change through a new combination of existing resources

	 

	One: Social entrepreneurship can be understood as dynamic change resulting from innovation through the introduction of new combinations: the combining and recombining of existing resources.




	Motivation: Social mission

	To ensure that those in need in the developing world have access to First World health care solutions at an affordable price

	Three: Social entrepreneurship is socially and historically situated. The social mission emerges from this context.




	Innovation: New combinations of existing resources

	Products: Proteinforte, Aucset, syringe, Liferaft incubator

	Two: Financing a social enterprise involves the recombination of existing resources. Resources, both financial and otherwise, are combined and recombined so that an enterprise is financially sustainable and able to achieve its social mission (social profit).




	 

	Dual-income-stream financing model




	 

	Virtual organization

	Five: Social innovation emerges from the novelty-creating, self-organizing acts of entrepreneurs who are part of cooperating groups.




	Resistance: Social in nature, tradition, routines, social habits, and conventions

	World Health Organization and intraocular lens

	Four: Social entrepreneurship encounters resistance; this resistance is part of a continuum that explores the notion of stability and chaos.




	Standard way of dealing with malnutrition

	 




	Profit: Financial sustainability;social profit

	Dual-income-stream financing model

	Two: Financing a social enterprise involves the recombination of existing resources. Resources, both financial and otherwise, are combined and recombined so that an enterprise is financially sustainable and able to achieve its social mission (social profit).




	Link to macro-level change: Achieving the social mission

	Dynamic change; changing the lives of those in need of health care solutions

	One: Social entrepreneurship can be understood as dynamic change resulting from innovation through the introduction of new combinations: the combining and recombining of existing resources.





Concluding Comments

We began this chapter discussing the need to develop stronger theoretical insights to assist the study of social entrepreneurship and the opportunities that emerge from the “space in-between.” We suggested that a Schumpeterian-inspired understanding of the entrepreneur as recombinateur offers one theoretical handle to explore social innovation. In the Schumpeterian-inspired framework of social entrepreneurship that we have developed in this chapter, we have explored five key elements. The motivational force for social entrepreneurship is the social mission. Social innovation, understood as the combining and recombining of existing resources, is how the social mission is achieved. Resistance is overcome as regimented forms of behaviour are pushed aside to achieve macro-level change in local, national, and/or international contexts. The method of financing can be significant in the success of a social innovation; financial innovation can emerge when new combinations of resources lead to financial and social profit.

For Medicine Mondiale, the social mission and the opportunities that lie in the “space in-between” are achieved through recombination: combining and recombining people, resources, and technology to provide affordable First World health care to people in developing countries. Critical in the success of the enterprise is the business DNA of dual-income streams. Medicine Mondiale is built on an underpinning of financial innovation in which the same product that is sold in the developing world is recombined to reach markets in the developed world, thereby funding the enterprise. To develop these products, people in this virtual enterprise combine and recombine to produce world-changing technology and products.

Returning to The Book of Fame:


afterthought

There are moral advantages from combination apart from actual ones, as, for instance, when a player is making a great and difficult individual effort and is closely attended during this risky period by a trusted colleague ready to take the ball from him at the moment that his own possession becomes untenable.72 [emphasis added]



Combination for Medicine Mondiale is about closely attending those most in need, offering an affordable pathway before their lives become untenable.
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CHAPTER SIX

501(c)(3) Nonprofits and Earned-Income Generation: Where Is the Line?

Bonnie McEwan

When we ask, “Where is the line on nonprofit earned income?” we are actually attempting to mark that elusive point at which a charitable nonprofit organization crosses the line into for-profit territory. We are trying to make a value judgment: how much earned income is appropriate in a nonprofit, and how much is not? Perhaps the tipping point that moves a nonprofit to the wrong side of the line is based not on volume but on the type of activity. Which earned-income projects are seemly, and which are not? What activities should a charitable nonprofit engage in, and how much income should those activities generate? There are also questions of time spent. How much time should a nonprofit dedicate to earning income, and does that time come at the cost of less time spent on its mission? Clearly, it is not only about where the line is but the terms in which we define the line.

These questions are most often asked about charitable nonprofit organizations, those that have been granted 501(c)(3) status by the US Internal Revenue Service and are thus exempt from federal and state income tax. This tax exemption is given for a specific reason, usually because the nonprofit in question is making some sort of social contribution in the fields of education, religion, science, or several other areas. This is referred to as the organization’s “exempt purpose” and is defined by the IRS as follows:


The exempt purposes set forth in section 501(c)(3) are charitable, religious, educational, scientific, literary, testing for public safety, fostering national or international amateur sports competition, and preventing cruelty to children or animals. The term charitable is used in its generally accepted legal sense and includes relief of the poor, the distressed, or the underprivileged; advancement of religion; advancement of education or science; erecting or maintaining public buildings, monuments, or works; lessening the burdens of government; lessening neighborhood tensions; eliminating prejudice and discrimination; defending human and civil rights secured by law; and combating community deterioration and juvenile delinquency.1



The short answer to all questions about the location of the earned-income line is, “It depends.” It depends on the type of nonprofit and its mission, the nature of the earned-income activities, the organization culture, and a host of practical issues, such as who carries out the earned-income activities. Volunteer labor is viewed differently from the labor of paid staff, for example.

When attempting to determine appropriate limits around earned-income activities, considerations can be grouped into three main areas: 1) legal, 2) practical, and 3) philosophical. This chapter looks at each of these areas in turn and suggests some “yellow lights,” or characteristics of an earned-income venture that signal caution to those assessing its overall value to a given nonprofit organization. This chapter also presents some examples of earned-income ventures that are both appropriate and profitable for their host nonprofits, as well as some that are not.

But first the definition and the nature of earned income must be addressed.

What Is Earned Income?

Earned income may be defined broadly as any revenue in a nonprofit organization that does not come from donations. Examples include program fees, such as the cost of a week at a youth camp or tuition for a first aid course, and charges for goods and services, such as revenue from ticket sales at a symphony or income from the sale of calendars by an environmental group. Some nonprofits generate earned income by selling advertising in their magazines or renting out space in their buildings for private events such as weddings. Still others rent their mailing lists to similar organizations seeking to raise money, and others sell data and information gleaned from their research activities.

Some organizations rely heavily on earned income to fund their activities. One growing source of earned income comes from finding other uses for a nonprofit’s excess capacity, both physical and human. Examples include a charity with a commercial kitchen that caters private events when its kitchen facilities are not in use and a museum that rents out its galleries for corporate events. Many arts organizations generate most of their budgets from the sale of tickets, as well as from the sale of merchandise related to their performances, including T-shirts and compact discs. In these cases, earned income may far exceed grants and donations, the traditional methods of funding charities.

Other groups integrate earned-income activities so tightly with their missions that the two are virtually indistinguishable. Rob Mitchell, a member of the board of the San Antonio Lighthouse for the Blind, says that most of his organization’s revenue is from earned income. “That’s okay,” he continues, “because we are meeting our stated charitable mission of providing the blind with employment and also providing rehab services. We currently have more than 300 blind employees who would otherwise be unemployed or underemployed. They work in our manufacturing and retail operations. Our profitable earned income work allows us to operate free of debt, have a small reserve for emergencies, and not rely on contributions. Our employees enjoy good pay, full benefits, and even participate in a nice retirement plan. We are the best run and most successful [nonprofit] in our area because we are achieving our mission—with earned income. It’s a beautiful thing!”2

It is indeed a beautiful thing when a charitable nonprofit is able to operate free of debt and even maintain a prudent reserve for emergencies. This kind of financial stability is increasingly elusive for many nonprofits, particularly those that rely on donations, which tend to dry up during tough economic times of the sort the United States is now experiencing. Increasingly, nonprofit organizations are encouraged—even required by some funders—to adopt business practices in their operations, and one way to do this is through the creative financing offered by earned-income ventures.

No longer viewed skeptically by philanthropic institutions and informed donors, earned income may now be used as a measuring stick of effective nonprofit performance. As Dan Beaudoin, a program officer at Columbia University, points out, “Among certain nonprofit categories, such as arts organizations and education organizations, funders may perceive low earned income levels as a sign of limited quality, effectiveness and demand for services offered. In such cases, prospective funders are often concerned that earned income levels are too low.”3

In any case, most nonprofit executives believe that it is important to diversify funding sources and to strike a balance among the various revenue streams available, including earned-income ventures. When developing an earned-income project and assessing its viability for a particular 501(c)(3) organization, considerations generally fall into three basic areas. The first things to consider are legal questions.

Legal Issues

The US Internal Revenue Service allows charitable nonprofit organizations to earn revenue, although it separates that revenue into two categories: earned income that is tax exempt and earned income that is subject to the Unrelated Business Income Tax, or UBIT. In the same way that for-profit companies must pay tax on their income, charitable nonprofits must pay tax on income that is not “substantially related” to the organization’s exempt purpose. The IRS defines unrelated business income for most organizations as “income from a trade or business, regularly carried on, that is not substantially related to the charitable, educational, or other purpose that is the basis of the organization’s exemption.”4

The National Audubon Society is an example of a charitable nonprofit that pays UBIT. As recorded on the organization’s IRS Form 990, available on the society’s website, in 2008, the society generated $2.9 million in unrelated business income. An important source of that revenue comes from selling advertising in its bimonthly magazine. Advertising is taxed because the IRS does not consider ad revenue to be substantially related to the organization’s exempt purpose, stated on the 990 as “to conserve and restore natural ecosystems through education and conservation action.”5

Another good example of a charitable nonprofit that pays unrelated business income tax is the National Geographic Society, which owns several taxable subsidiaries. The subsidiary structure helps the organization separate its exempt, nontaxable activities from its taxable business ventures. The organization’s website explains: “The Society maintains taxable subsidiaries for the purposes of entering into business ventures that support the organization’s mission. These ventures include our domestic and international television channels. Any profit realized from these taxable subsidiaries is directed back to the Society to help support its nonprofit activities.”6

Determining the types of earned income that are taxable is a tricky business. The IRS has issued many rulings on this point, some of which exempt specific income-generating vehicles from UBIT. Among others, these include investment income and royalties paid to a nonprofit by other organizations for the use of its name, trademarks, or logos. Sesame Street Workshop, the nonprofit that produces the children’s television program Sesame Street, has a substantial licensing program, including a deal with mega-retailer Sears, which sells a wide range of products bearing the images of various Sesame Street characters.7 In fiscal year 2008, Sesame Street Workshop reported on its Form 990 just over $52 million in unrelated business income from product licensing, on which it paid UBIT.

Religious organizations are almost always exempt from income tax, so the weekly bingo game at a neighborhood church, although not directly related to saving souls, is probably not taxable.

So too are “passive” activities exempt. This means that if a charitable nonprofit is not active in generating the income (in other words, the income is passive), it is not subject to tax. An example is a cause-related marketing project in which a nonprofit is the beneficiary of a small portion of the sale of a for-profit company’s goods or services, but it is not actively involved in the sales process.

American Express is generally credited with coining the term “cause-related marketing” in conjunction with its 1983 campaign to benefit the Statue of Liberty Restoration Project.8 For every new card that was issued during a specific time period, American Express gave $1 to the project, and for every credit card transaction, it gave one cent. This was not considered a donation because the money was raised as part of marketing the services of American Express. The funds were not subject to UBIT because the Statue of Liberty Restoration Project took no part in generating the income. It was merely the passive recipient of a portion of the benefits.

A good example of an organization that has a robust earned-income operation, including a licensing program and several cause-related marketing ventures, is Susan G. Komen for the Cure.9 The term “licensing” refers to the process through which a nonprofit allows a for-profit company to use its name, service marks, or logo in return for a fee. One of Komen’s licensing agreements is for a campaign called Pick Pink, done in partnership with eBags.com. eBags donates 10 percent of the retail sales price of any pink product purchased on its site to Komen’s Denver affiliate.10 Komen also has cobranded credit cards, debit cards, and gift cards with Bank of America and American Airlines. There is also a separate website devoted to selling Komen merchandise at ShopKomen.com, where a huge array of products is offered, including jewelry, watches, books, sports equipment, clothing, pet products, and even automotive-related goods.11

The 2007–2008 Form 990 Group Return for Susan G. Komen for the Cure indicates that the organization did not pay UBIT on proceeds earned from merchandise sales and licensing programs. The reason given is, “Sales of pink ribbon adorned merchandise are related to the organization’s exempt purpose in that it promotes awareness about Susan G. Komen for the Cure, raises awareness about breast cancer and promotes positive breast health practices.”12

As long as a 501(c)(3) organization can reasonably argue that its earned income is mission related, it is quite likely safe from legal problems insofar as tax questions go. There are, however, additional legal issues to consider.

Once a nonprofit engages in earned-income activity, it opens itself up to many of the usual legal hazards that for-profit companies encounter. These include lawsuits over such things as patents and trademarks and regulatory issues if the venture involves, for instance, food products, which are overseen by the Food and Drug Administration. There are also general business questions that require additional expenses for attorney fees, accountants, and other types of professional support.

According to the Huffington Post, the Susan G. Komen Foundation spends almost a million dollars a year on attorney’s fees for the purpose of taking legal action against small, mom-and-pop charities that use the phrase “for the cure” in their name or that use the color pink in their fund-raising. Mary Ann Tighe, who operates a family kite-flying event to benefit lung cancer research, complained to the Huffington Post, “We have partners running these kite events around the country. What if one of them uses, say, magenta? Is that pink? I mean, where are we going with this? We just want to raise money for cancer. What we don’t want is to have our energy misplaced by having our charity partners trying to police the good work that we’re doing.”13

This story is doubtless a public relations problem for Komen. In the organization’s defense, it should be noted that Komen’s brand is clearly valuable, and it is in the interest of consumers and donors for Komen to avoid confusion between it and other organizations in the marketplace. Failure to defend one’s copyrights and trademarks could result in their loss. It may well be that Komen is not eager to police other groups, but it must do so to protect its rights against bigger, more threatening challenges that could arise in the future. It dares not risk setting a precedent of non-enforcement. In any case, this situation illustrates very well how a nonprofit can end up spending limited resources, both fiscal and human, on legal problems that go with the earned-income territory.

Practical Issues

There are plenty of practical issues to consider when starting or evaluating an earned-income venture. Many focus on business planning and execution, and those are the purview of other chapters in this book and other volumes in this series. Here we concern ourselves only with those practices that either clarify or obfuscate the boundaries of appropriate nonprofit business activity.

One of the most important is how to determine the real financial value of an earned-income venture. When evaluating the worth of a particular commercial activity, it is essential to calculate its costs accurately so that its true net profit can be determined. Some nonprofits fail to account accurately for the costs of operating an activity and thus believe that the activity is profitable when in fact it is not.

Let’s say, for example, that a nonprofit, neighborhood health clinic decides to sell vitamins to its patients, an activity that is directly related to the clinic’s exempt purpose. The clinic manager decides that the receptionist can handle the sales processes because she greets the patients and collects insurance co-payments as part of her regular job. The receptionist will also be assigned to monitor the clinic’s stock of vitamins and order more as needed.

To keep prices modest for her low-income patients, the clinic manager adds only a 10 percent markup to the cost of the vitamins. Even so, she believes that the clinic is making a profit because at the end of the month, after deducting the clinic’s cost of the vitamins from the proceeds, she has just over $100 left. The fact is, however, that the clinic sold vitamins at a loss, because the manager has failed to deduct other costs from the gross revenue. These costs include a portion of the receptionist’s wages and the portion of the clinic’s rent that covers the square footage allocated to storing and displaying the vitamins. Just as it is inappropriate for a charitable nonprofit to fully engage in outright business activities, it is not acceptable for one to engage in an earned-income venture that does not in fact generate income.

Mistakes like this point us in the direction of other practical questions that must be asked about nonprofit, earned-income projects, particularly when starting one is under consideration. These questions include the following:

• Does the organization have the know-how to plan and operate an earned-income venture? If not, does it have the funds to hire a person who does? If someone is to be hired, the nonprofit organization should take care to ensure that the venture has enough income potential to justify the expense of adding staff.

• Is there a market for the service or product the organization hopes to sell? Jed Emerson, founding executive director of the Roberts Enterprise Development Fund, a venture philanthropy organization located in San Francisco, once published his Top 10 List of Reasons for Failed Social Enterprises. Number 8 reads, “But there was such a NEED for an organic produce grocery! Nonprofits are used to responding to social need, not market demand. Be sure you know the difference.”14

• Does the organization have, or can it easily obtain, adequate physical facilities necessary to operating the venture? This includes things such as a secure warehouse space to store merchandise and a work area for staff and volunteers that meets health and safety regulations.

• What about quality control? If a nonprofit is going to sell a service or product, particularly to people outside of the organization, it is important to have systems in place that ensure a consistent level of quality across shipments and, if applicable, among individual service providers.

• Will the earned-income activity have an impact on charitable donations to the organization? Research indicates that in some instances revenue from earned-income activities may “crowd out” revenue from other sources, such as charitable gifts, grants, and bequests. Some observers speculate that donors view commercially successful nonprofits as “not needing the money” and so choose to give elsewhere. Several studies have examined this issue, with mixed results. Researcher Bruce Kingma found that donations to a local chapter of the American Red Cross decreased as profits from program fees and the sale of goods increased.15 On the other hand, Cagla Okten and Burton A. Weisbrod found no crowding-out effect when they studied a much larger sample comprising organizations across seven nonprofit fields.16 The jury remains out on the impact, or even the existence, of the crowding-out effect, but nonprofits considering an earned-income project will want to take this possibility into account.

• What are the public relations implications of earned-income activities? An organization must take care to ensure that an earned-income activity does not jeopardize its reputation with constituents or the public. Although a particular project may be both legal and practical, there can be problems if the public or the media view it as overly commercial. The American Medical Association (AMA) found this out the hard way some years ago when it licensed its logo to appear on certain health-oriented appliances manufactured by the Sunbeam Corporation. When questioned by journalists, AMA representatives admitted that they did not evaluate the products themselves nor could they attest to the products’ claimed benefits. This caused a public outcry because people felt that the presence of the AMA logo on an appliance implied an endorsement and, by association, inferred that the product would confer health benefits on users. In response to the negative publicity, the AMA abandoned the project and was then forced to pay $9.9 million to the Sunbeam Corporation to settle a breach-of-contract lawsuit.17

Philosophical Issues

Questions about reputation and public image are philosophical issues as well as practical ones. In fact, views about what is appropriate behavior for a nonprofit organization are often based on matters of philosophy and taste rather than more objective legal, financial, and practical concerns. It comes down to this question: What is and is not right for a nonprofit to do? And the answer to that question is, as with so many others around the topic of earned income, “It depends.”

As discussed in the case of the AMA, earned-income ventures that are improperly structured or managed can have a negative impact on an organization’s reputation, public image, and, if you will, brand. Licensing programs wherein a nonprofit allows its name and logo to be imprinted on a for-profit company’s product can backfire if that product is not perceived by the public to have value or if its nature is thought to be incompatible with the nonprofit’s brand.

These inconsistencies are seldom obvious, and nonprofit executives will do well to think about worst-case scenarios when considering with whom to collaborate. When I worked for the national Girl Scout organization, for instance, Mattel approached us about marketing a Girl Scout Barbie doll. The income potential was significant, and the doll could have been an effective recruiting device, but the messages that would be sent to young girls about body image made the arrangement unacceptable to the Girl Scouts.

The Girl Scouts is one of the more savvy, yet cautious, organizations when it comes to licensing its name and service marks. No discussion of earned income would be complete without mentioning that iconic social enterprise, the Girl Scout cookie sale. Actually, the organization refers to it as a program rather than a sale to emphasize the learning opportunities it provides to the girls who participate—and not incidentally to reinforce the link between cookies and the Girl Scout mission “to build girls of courage, confidence, and character, who make the world a better place.”18

The Girl Scouts say that selling cookies teaches girls business skills and exposes them to a range of possible careers. They are careful to ensure that the sale is seasonal, rather than regularly carried on, and that it is a voluntary activity. They are hyper-aware of all the concerns that could jeopardize the reputation of the organization and the welfare of its members, including issues of product quality, the security of the distribution chain, and the personal safety of members. All of this takes time, and the organization must ensure that it has adequate personnel in place to manage the operation so that its other program activities aren’t shortchanged.

Smaller nonprofits and those new to commercial activities may underestimate the time and effort required to implement an earned-income project and manage the ongoing business. The enterprise may pull personnel away from core program responsibilities, and if that happens, mission drift may occur. This is possibly the biggest hazard posed by nonprofit, earned-income activity.

Mission drift refers to a perceived side effect of commercial activity in a nonprofit in which the organization becomes overinvolved in the pursuit of profits, neglecting its original charitable purpose. Although the stated mission is not altered, a de facto change takes place because the organization and its resources shift over time to focus on earning income rather than fulfilling the mission. The reasons for this shift go beyond the obvious profit motive. One concern, for example, is that to operate an earned-income venture successfully, a nonprofit hires individuals who are business oriented. Not surprisingly, the focus of these professionals is on the management of commerce rather than the leadership of program.

Although a great deal is said about mission drift, the phenomenon is difficult to measure, often because nonprofit mission statements are written in general terms to allow flexibility in the spectrum of activities the nonprofit may undertake over time. No organization wants the burden of rewriting its mission statement every time a new service is warranted. Thus, the mission of the Metropolitan Museum of Art is “to stimulate appreciation for and advance knowledge of works of art representing the breadth of human artistic achievement.”19 The mission of the Children’s Defense Fund (CDF) “is to ensure every child a healthy start, a head start, a fair start, a safe start and a moral start in life and successful passage to adulthood with the help of caring families and communities.”20

Clearly, the Met and the CDF are quite unlike one another, yet both mission statements have some things in common. They are broad in scope and vague in terminology. One might wonder what stimulating appreciation for works of art encompasses. A visit to the Met reveals that it apparently includes operating a substantial retail business, selling everything from books to jewelry, to umbrellas and scarves, to statues and board games. The online store of the CDF is far more modest, although similar to the Met in spirit. Among the products sold in CDF’s store are T-shirts, books on poverty and violence prevention, and greeting cards featuring drawings by children. What the two earned-income ventures have in common is that both are justified by the organizations’ mission statements and as such presumably comply with IRS regulations.

Weisbrod has pointed out that mission drift is not assessed by looking at a nonprofit’s commercial activity but by evaluating its goal achievement.21 If a nonprofit organization is fulfilling its purpose, then its commercial activities must not constitute a distraction. As we’ve seen in the examples given, however, it can be challenging to identify the boundaries of a mission when it is expressed in the broad terms typically employed.

In analyzing mission drift, some researchers describe an additional dimension to the problem, and it is not associated with commercial activities.22 Because they are overreliant on government funding or on large donations from a single individual, certain nonprofit groups, particularly those that are smaller or newer, may be vulnerable to mission drift. In these cases, revenues from noncommercial sources can place just as much pressure on mission as does earned income. In fact, some nonprofit leaders prefer to rely on earned income because it affords a degree of independence from the whims of donors and burdensome government paperwork.

Jonathan Sherwood, Director of Housing at Victory Programs in Boston, makes this point when he says,


I’m not sure there should be any limit on earned income, regulatory or strategic. Cash flow of any sort is usually essential to mission objectives and if 100% of it comes from enterprise sources I don’t see any necessary prospect of clouding mission. Chasing public funding (following the money) can just as likely cloud mission and purpose as can chasing enterprise income. We run an urban farm and community supported agriculture (CSA) program, along with our housing and treatment programs, and pursuing that income stream can break either way. It can truly fulfill our neighborhood engagement mission or just as easily [encourage us to] lose sight of it in an effort to break even.23



Susan Stathoplos, executive director at Pathways to Wellness, also in Boston, agrees. “We are a public health oriented acupuncture clinic that started out 100% funded by state, federal and private grants. Now about 55% of our budget comes from fees for service, and I’m trying to get it up to 75% to make us more sustainable. We call it ‘share the care’—people who can afford to pay full price help subsidize free or low cost services to people who can’t afford to pay.”24

Organizations like Stathoplos’s, the fees of which are based on an individual’s ability to pay, may encounter resistance from people who are asked to subsidize others. Once people pay for a service, the exchange between provider and consumer begins to look more like a business transaction and less like a relationship between a nonprofit and a committed stakeholder. Suddenly, the nonprofit has customers rather than constituents, and there is usually more psychological distance between a business and its customers than between a nonprofit and its supporters. Customers are not necessarily committed to the nonprofit’s mission and may be disinclined to underwrite the organization’s work with others who are charged less for the same services.

In addition, customers feel entitled to complain, and a nonprofit must have mechanisms in place to address that. The organization’s reputation can be damaged by unhappy customers who have no involvement with the nonprofit beyond a cut-and-dried market exchange. Rather than quietly airing a grievance with organization leaders, as a supporter might do, a dissatisfied customer may go to the press or disparage the nonprofit in an online forum. Negative online comments are especially damaging because they have an exceedingly long life on the Internet and can pop up in a Google search years after the original remarks were made.

Other areas of concern arise when a nonprofit organization enters into partnership with a for-profit entity. Partnerships and collaborations generally involve a closer, more active relationship between parties than do cause-related marketing campaigns or licensing agreements. Corporate-nonprofit partnerships take many forms. Some are vast and complex, such as (Red), an international group of major brands that donates a portion of the sales from (Red) products to the Global Fund to Fight AIDS, tuberculosis, and malaria.25 Another outsized example is Planetary Skin, an international nonprofit initiative composed of governments, corporations, universities, and nongovernmental organizations (NGOs) that seeks to address the challenges of global resource scarcity through effective use of information technologies.26

One group of nonprofits that have deep expertise in forging and managing corporate partnerships are the so-called disease organizations. These are groups whose missions are to fund research on a particular disease and provide services to those affected. As we have already seen, the Susan G. Komen Foundation provides a good example. The Leukemia and Lymphoma Society (LLS) also has an excellent track record in forming productive corporate partnerships. It works with a number of corporations, particularly pharmaceutical companies, that sponsor a series of sports-related fund-raising programs, including the well-known Team-in-Training, which provides individualized training and support to people who participate in LLS sporting events. In 2010, just one LLS sports program, Light the Night, raised more than $45 million for cancer research.27

Partnerships between disease organizations and pharmaceutical corporations seem natural because there is a good deal of overlap in the goals of each group. This has obvious benefits and some drawbacks as well. “Big Pharma,” a collective term referring to the pharmaceutical lobby, takes strong positions on public policy issues, some of which are controversial. A nonprofit may be perceived to share political views with its corporate partner, and this could put the organization on the wrong side of some supporters. Similarly, a corporate sponsor may not appreciate certain advocacy positions taken by its nonprofit partner. The time to investigate and assess any possible conflicts is well before a partnership agreement is signed.

It is worth noting that a nonprofit organization’s advocacy activities may be less threatened by a corporate, earned-income partnership than by more traditional sources of funding—government grants and contracts. Nonprofit law firms that receive funding from the federal Legal Services Corporation, for example, are prohibited from mounting class action suits, an important form of legal advocacy. Much of the historic civil rights legislation in the United States came about because of class action litigation, so legal defense organizations and similar groups may well look to earned income as a way to remain free from government interference with their missions.

Some nonprofits that rely heavily on earned income are highly sensitive to market variations. Hospitals are engaged in one of the most competitive industries around, where nonprofit institutions must compete for business right alongside the for-profits. These organizations are not only subject to market pressures, but they are in the vanguard of the entire nonprofit sector, which is increasingly encouraged to adopt business practices and look to corporations as models of effectiveness. Nonprofits that find themselves in these circumstances must take care to present themselves as the charities they are, regardless of the businesslike way they operate, or else they lose something distinctive—and important—in their organizational cultures and in the eyes of the public.

The emergence of for-profit models in the health care industry is symptomatic of the increased blurring of boundaries between the for-profit and nonprofit sectors. Most, if not all, nonprofit hospitals assert that there is a difference in service quality between them and their for-profit competitors, citing intangible qualities such as their caring staff and the commitment of the institution to charity work. Some knowledgeable observers disagree, however, and point out that efficiency should carry the day in an industry in which costs are ballooning. Both sides make valid points, and the argument will not be decided anytime soon, if ever. One size does not fit all, and there should be room for multiple players.

Sadly, however, that may not be the case, as illustrated by the recent closure of St. Vincent’s Hospital in New York City. The 160-year-old Roman Catholic institution was an anchor of the city’s Greenwich Village community, with an emergency room (ER) that remained packed right up until the day it closed its doors. The facility struggled to remain open, but in the end went bankrupt with $700 million worth of debt. The hospital was caught between unforgiving market forces and city policy makers, who insisted that any plan to save the hospital include the preservation of inpatient services, something that potential investors viewed as a deal breaker. St. Vincent’s board of directors defended the hospital’s management practices by pointing out that it served far more than its fair share of charity patients. As an ER physician at neighboring Bellevue Hospital lamented, “Losing St. Vincent’s leaves a gaping hole in the community. [It] was a safety net hospital.”28 For-profit facilities are unlikely to pick up the slack on charity cases, so it is probable that New York’s other nonprofit hospitals will be forced to do so, putting more strain on institutions that are already stressed. The St. Vincent’s story is ironic in that a nonprofit failed because it did not behave enough like a for-profit. Where is the line here, and what should other nonprofits do in similar circumstances?

This debate goes well beyond hospitals. In fact, it goes to the heart of the rationale for creating nonprofit status in the first place. Theoretically, nonprofit organizations are allowed a tax exemption because they step in to provide goods and services that government and for-profits fail to provide. One cannot make money by sheltering the homeless, for example, by preventing cruelty to animals, or delivering hot meals to elderly shut-ins. Government, at least in the United States, is neither designed nor expected to provide such services, so it is left to charitable organizations to fill the gap. But what happens when times change and a new market demand emerges?

This was the case in the 1970s, when a few fitness enthusiasts on the West Coast found that they could make a living by running private, for-profit health clubs.29 Until that time, there had been a small handful of for-profit gyms, but nonprofit organizations overwhelmingly dominated the provision of services related to health and fitness. One major player was the YMCA, which has operated gyms and fitness clubs in the United States since the 1860s,30 well before there was money to be made by encouraging fitness among the general public. Over the years, demand has grown, and in response so has the number of for-profit health clubs.

In the 1980s, operators of the for-profit clubs began to complain that competition from the YMCA was unfair because the Y received preferential treatment from the government in the form of a tax exemption. Not only was the Y exempt from paying income tax on its revenues, some branches were also running fund-raising campaigns to raise free capital to expand existing facilities or construct new ones. Furthermore, the for-profit club operators claimed, some Ys were actually scouting high-income neighborhoods for sites on which to build new facilities. It was one thing, they said, for the Y to serve poor people, yet another thing altogether for them to serve higher-income individuals.

The Y responded by arguing that health promotion was a charitable activity in which it had been engaged for more than 100 years. YMCAs were chartered with the understanding that they would provide services to all, without respect to income. Indeed, there had even been a string of legal decisions, also in the 1980s, that required nonprofit organizations to comply with public accommodation statutes. Not only were their activities well within the boundaries of their exempt purpose, claimed YMCA leaders, but they were required by law to accept all comers, without regard to socioeconomic status.

This wrangling over what constitutes unfair competition has gone on for years, with various nonprofit groups coming under fire at different times from the US Chamber of Commerce, the Small Business Administration, and sundry trade associations. On occasion, Congress becomes involved and the issue is debated in a subcommittee. The pendulum swings back and forth a bit, but overall, the status quo continues, reinforcing the idea that the line between too much and too little earned income is both mobile and elusive.

Conclusion

During the past several years, the earned-income discussion, including how much and what kind is appropriate for a nonprofit, has moved from opposite ends of the spectrum toward the middle. Scholars, practitioners, and policy makers are investigating new ways of financing the provision of social goods that acknowledge the changes that have taken place in society and the economy since the 501(c)(3) was created. These include an innovative form of incorporation known as an L3C, which stands for low-profit, limited-liability company. The L3C is a hybrid form designed to facilitate investments in organizations that provide socially beneficial products and services.


As of September 6, 2010 an L3C can be formed in the states of Michigan, Vermont, Illinois, Wyoming, Utah, Louisiana, the Crow Indian Nation and the Oglala Sioux Tribe. North Carolina passed L3C legislation with Senate Bill 308, signed by the governor on August 3, 2010. Maine has passed L3C legislation that will become effective on July 1, 2011. Once formed in any of these states, the L3C can operate legally in all 50 states.31



Social enterprise has emerged as the collective term for all of the organizations that seek to achieve a social purpose through the generation of revenue by market techniques. Various other terms are also used, from the inelegant “philanthro-capitalism” to the somewhat more palatable “venture philanthropy.” There is no firm bottom line to this story, except perhaps to observe that the best nonprofits have always taken note of social change and embraced the innovations necessary to meet it. But innovation manifests unsteadily, in fits and starts over time, and that’s what is happening today. In a very real sense, we must make things up as we go along.

Summary

This chapter has examined the paradox of nonprofit organizations generating revenue from for-profit activities. We’ve looked at how and why 501(c)(3) nonprofit organizations are motivated to engage in earned-income ventures and, using mission as the primary reference point, assessed the pros and cons of commercial activity in a varied selection of charitable organizations.

Areas of concern around nonprofit, earned-income initiatives fall into three main areas: legal, practical, and philosophical. Generally, it is philosophical issues that are the most perplexing because identifying the line between too much or too little earned income is dependent on many subjective factors. These include the nature of a nonprofit’s mission and structure, the types of services it provides and to whom, and the relationship of a nonprofit to other actors in its field of endeavor, including government and for-profit entities.

Major concerns relative to earned income in a 501(c)(3) nonprofit are the hazards of mission drift, inept business management, and possible damage to the public perception of the charity, indeed to the entire nonprofit sector. Nevertheless, it has come about that most charities are not able to function if they rely solely on donations and other forms of traditional fund-raising. For many nonprofit charities, earned income presents a sensible supplement to philanthropy as a means to fund the provision of vital services to their communities.

Therefore, this chapter has attempted to provide guidance in assessing the qualities of appropriate earned-income ventures. We have identified and discussed the signals that are often present when an earned-income venture is ill-advised. Referred to here as “yellow lights,” these signals are grouped into seven general principles.

Question an earned-income initiative if:

1. The earned-income activity has a tenuous relationship to the organization’s exempt purpose as stated in the documents it has filed with the US Internal Revenue Service.

2. There is no reliable data to demonstrate an existing market demand for the goods or services the organization expects to sell.

3. Organization personnel lack business experience in the area of the earned-income initiative.

4. There are conflicting goals or values among partner organizations in the earned-income venture.

5. The nonprofit has not rigorously assessed the possibility that earned income will crowd out charitable gifts, grants, and bequests.

6. The earned-income activity has negative public relations implications.

7. The earned-income activity competes with neighboring small businesses, which may level charges of unfair competition.
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Since its inception in the early 1980s, cause-related marketing (CRM) has become an established area of socially responsible business practice. CRM is expected to continue to grow in importance and value as the budgets of both nonprofit and commercial organizations come under pressure, governments reduce funding for not-for-profits and social ventures, and financial structures within the world economy react to changing economic conditions.1

This chapter reviews the definition of CRM, explaining where and how it fits into corporate social activity. It examines the underpinning theories that explain how consumers respond to CRM, in addition to discussing the benefits of CRM for companies, causes, and consumers. It also reviews key ethical issues in CRM and outlines the critical issues that must be addressed for the effective implementation of CRM in practice.

The growth of CRM has been outstanding over the past 25 years. As an indication, cause-based sponsorship in the United States grew from $120 million in 1990 to $816 million in 2002 and $1.17 billion in 2005, and it is expected to reach $1.7 billion in 2011. In 2010, CRM made up 9 percent of North American sponsorship, while sports accounted for nearly 70 percent of sponsorship spending.2 Currently, CRM offers a great deal of potential to those who understand how to integrate it into an overall marketing and business strategy. Research shows that 85 percent of Americans have a more positive image of a product or company when it supports a cause that they care about, and 79 percent were more likely to switch from one brand to another brand if the latter brand is associated with a good cause.3 In fact, 83 percent of Americans wish more of the products, services, and retailers they use supported causes.4

Like all marketing tools, CRM is not a panacea; however, understanding its scope and perspectives will help managers of both companies and causes to evaluate its potential to meet objectives that traditional elements of marketing activity may struggle to reach.

Definition and Scope of CRM

Before a discussion of the use of CRM by social enterprises or of the impact of such marketing strategies, it is important to first clearly articulate what is meant by the term “CRM.” Like many terms used in business research and practice, the definition of what constitutes CRM varies widely; however, consistent themes run through all definitions.

CRM differs from other marketing and business practices with a social impact, although scholars and businesspeople use these terms interchangeably. CRM is not the same as social marketing, although it may have a social marketing component. Social marketing specifically refers to the adaptation of commercial marketing tools to programs “designed to influence the voluntary behavior of target audiences in order to improve their personal welfare and that of their society.”5 Consequently, a CRM campaign in which a corporation partners with a health institution to fund programs to increase physical activity contributes to a social marketing campaign, but it is not social marketing per se. Similarly, CRM is not the same as corporate social responsibility. Corporate social responsibility refers to an organization’s commitment to “improve community wellbeing through discretionary business practices and contributions of corporate resources.”6 Although CRM may fit under the umbrella of a firm’s corporate social responsibility activities, there are many other activities that also fit under that same umbrella, such as engaging in environmentally responsible manufacturing practices. Finally, CRM is not corporate philanthropy. Corporate philanthropy is defined by the US Accounting Standards Board as “an unconditional transfer of cash or other assets to an entity or a settlement or cancellation of its liabilities in a voluntary, nonreciprocal transfer by another entity acting other than as an owner.”7 Again, CRM may form part of an overall strategy of corporate philanthropy, in the unconditional transfer of expertise to assist the marketing of a social cause, for example. However, corporate philanthropy does not itself equate to CRM.

If CRM is not social marketing, corporate social responsibility, or corporate philanthropy, then what is it? CRM has been often characterized by the classic definition provided by Varadarajan and Menon:


Cause related marketing is the process of formulating and implementing marketing activities that are characterized by an offer from the firm to contribute a specified amount to a designated cause when customers engage in revenue-providing exchanges that satisfy organizational and individual objectives.8



This definition clearly ties the notion of CRM to the fundamental purpose of marketing activity, which is to ensure an exchange or sale.9 CRM campaigns are based on the concept that for each unit that is purchased of a brand’s targeted product, the company will make a specified donation to a named cause or social enterprise. CRM lacks the altruistic element of other aspects of corporate philanthropy, as companies enter CRM arrangements for the express purpose of increasing sales and improving brand value by leveraging their association with a particular social cause and social enterprise. It is this direct link between the support of a social objective or outcome and commercial benefit for the organization that separates CRM from other types of corporate social behavior. In essence, CRM is a strategy for selling, not a strategy for giving. CRM encompasses a range of marketing promotional activities including sales promotion, advertising, and publicity. One way of conceptualizing CRM is as a form of sponsorship.10 CRM stands out from other forms of sponsorship, however, in that there is a direct link between the success of the CRM program and sales of a targeted product. Most sponsorship activities have an indirect impact on sales and are used predominantly to raise awareness about a brand and to enhance the image of the brand through association with a particular cause, event, sport, or person. CRM, however, directly links action with success.11

The success of a CRM campaign depends not only on consumers’ awareness of the partnership and positive opinion of the brand, but also on consumer purchase of the targeted product. It is, therefore, in the best interests of the cause to encourage the commercial success of the company; the more of the target product that is sold, the greater the donation to the cause. In effect, CRM can be thought of as a performance-based sponsorship arrangement.

Companies engage in CRM at different levels and with differing degrees of commitment. The following are examples of companies that have made CRM an integral part of their marketing activity with the aim of developing long-term strategic alliances with specific causes:

Pepsi   Pepsi caused some debate when it decided in 2010 to launch Pepsi Refresh, forgoing its traditional Super Bowl ads in favor of a digital CRM campaign driven by social media and consumer voting. The goal was to provide at least $20 million to local organizations and causes nominated by the public in health, arts and culture, the environment, and education.

Target   Under Target Take Charge of Education, Target donates 1 percent of purchases made using specially branded Target credit and debit cards to schools. Established in 1997, the program has donated more than $298 million to more than 125,000 schools across the United States. This is part of Target’s commitment to donate 5 percent of its income to supporting communities.

Macy’s   Under its Macy’s Believe program, Macy donates $1 for each letter to Santa (up to $1 million) to support the Make-a-Wish Foundation in granting the wishes of children with life-threatening medical conditions.

Lee   Lee National Denim Day was created in 1996. This single-day fund-raiser supporting women’s cancer programs raises money when employees pay $5 to wear jeans to work on a designated Friday. The National Denim Day is one of the largest, single-day fund-raisers for breast cancer annually.

Some 2011 campaigns include:

Lowe’s   Lowe’s Community Giving Campaign will aid American Forests, Keep America Beautiful, the National Park Foundation, and Water.org with up to $1 million.

Betty Crocker Fruit Flavored Snacks   Win One Give One campaign to aid One Laptop Per Child. Up to a total of 442 laptops to be provided.

Penfolds   (Product) RED/Penfolds campaign will help the Global Fund to Fight AIDS, Tuberculosis, and Malaria, donating 15 percent of sales of two varieties of wine during the promotional period.

P&G   P&G’s Venus Brand, via the Venus Goddess Fund for Education, was designed to help the Step Up Women’s Network and the Maribel Foundation with $70,000.

Perspectives on CRM

The sustained rise in CRM worldwide indicates that this is a fundamental trend in business practice, providing perceived mutual benefits for both parties involved (that is, the commercial partner and the partnering social enterprise).

Corporation Perspective of CRM

CRM is a marketing technique designed to achieve financial and commercial objectives. Firms become involved in CRM (as opposed to other socially beneficial practices) because they believe that they will gain a competitive advantage in the marketplace. The benefits of CRM for commercial entities can be summarized under four key headings: sales and revenue benefits, brand benefits, market development benefits, and internal marketing benefits.

As Lachowetz and colleagues state, at its most basic level, CRM is expected to increase sales.12 When CRM is used as a sales promotion tactic, it is expected that the breakthrough achieved by the association with a cause or social enterprise will trigger short-term brand switching and increased sales, as expected in any other sales promotion campaign. This contention is backed up by Meyer, who reports that with all else being equal, consumers are more likely to purchase from a company with a CRM element than from one without.13 It is important to note that the positive benefits of CRM do not overcome the problems presented by a poor quality or overpriced product. Although there is some reported leeway in pricing for products and brands involved in CRM, this price flexibility is limited. Although Lachowetz and colleagues found that 68 percent of consumers were willing to pay more for products or services from a firm that supports a cause they believe in, Meyer reports that consumers indicate that they are only willing to pay a price premium of around 5 percent for an equivalent product if it is associated with a cause.14 When considering the impact of CRM compared with other sales promotion techniques, Endacott claims that CRM provides better sales results when compared with either discounting prices or increasing promotional spending by up to 20 percent.15

The fact that consumers are willing to pay a small premium for CRM-connected products can be attributed to one of two options. It may be to provide support for the specified cause or it may be due to the improved brand health of companies that engage in appropriate CRM. Brand loyal customers traditionally are less price sensitive and are more willing to bear price increases than customers who are not loyal to the brand.16 The longer the association between the commercial entity and a continuing social enterprise’s cause, the stronger this effect.

Boosting sales through the use of CRM as a sales promotional tool is a short-term tactic. As a long-term strategy, the key benefits of CRM for commercial enterprises are the brand benefits that typically accrue. Brand benefits of CRM have been found at three levels: brand differentiation, increased brand loyalty, and improved brand image.

CRM can help a commercial enterprise “break through the clutter” in a crowded market. By providing a point of differentiation from similar products, CRM can capture the attention of potential buyers. This, in turn, can encourage consumers to try a new brand that they might not otherwise consider and, as a result, may even change the consumer’s preferred brand. For example, a consumer may always buy Toothpaste X out of habit or familiarity. If Toothpaste Y engages in a CRM campaign with a cause close to the consumer’s heart, the customer may buy Toothpaste Y for that occasion. Having tested the new brand, the consumer may find he or she actually prefers Toothpaste Y and may switch brands from Toothpaste X to Toothpaste Y. Without the cause-related incentive to buy Toothpaste Y, however, the consumer may have continued to use only Toothpaste X indefinitely.

There is consistent evidence that improved brand image flows from a credible CRM campaign. CRM helps to build brands by “hijacking” the values and reputation of the social enterprises with which companies partner.17 Firms can pacify consumers that have negative attitudes toward a firm and its actions by partnering with a suitable social enterprise to overcome the perceived damage the firm has caused in the past.18 These types of partnership are common between environment-focused social enterprises and firms that are seen as causing significant environmental damage.

For those consumers already using the brand on a regular or semiregular basis, association with a cause can lead to deeper bonding and brand commitment if customers share the espoused values of the social enterprise, and, by association, the values of the firm. Increased brand loyalty leads to greater customer retention. Given that it is cheaper to keep an existing customer than to attract a new one, the increased brand loyalty that flows from a successful and sustained CRM relationship provides long-term commercial benefits for the firm.19

Commercial entities can also use their association with cause-based social ventures as leverage to enter new markets or new market segments. These segments can be geographic, as when a state- or regionally based brand decides to enter the national market. By partnering with a national cause, coordinated under the auspices of a national social enterprise, the firm is able to generate awareness and interest by leveraging the existing national market of the social enterprise. Firms can also use this strategy of social enterprise membership or support leverage to enter new demographic or behavioral segments. By partnering with the appropriate social enterprise, firms can gain access to, and more importantly gain credibility in, new markets.20

Finally, research has consistently shown that CRM projects can improve productivity within the sponsoring firm. The link between increased firm productivity and CRM is indirect and is dependent on the degree to which management involves staff in the decision-making processes around the choice and style of the CRM campaign and also the level of engagement of staff in the campaign itself. Effective internal marketing of a CRM campaign increases the legitimacy of the partnership internally and can change the way that employees respond to, and represent, the firm. If employees are engaged in the program, they will put in more effort to increase sales of targeted products or brands. Effectiveness is increased where both the commercial and social venture partners’ staffs are involved in creating and selling the campaign.21

Social Enterprise Perspective of CRM

The benefits for social ventures in becoming involved in a CRM campaign are similar to those accrued by the commercial partner. In particular, social enterprises focus on three key objectives: raising awareness of the cause, improving the credibility of the organization behind the cause, and increasing the income flowing to the enterprise, whether through sales from the campaign or direct donations from new and existing donor markets.

Overall, social enterprises view the main benefit of engaging in CRM activities as raising awareness. Awareness raising through increased publicity is a common objective for the organizations and brands on both sides of the CRM equation. By partnering with a significant national brand, a cause can gain national exposure and exposure to new market segments, as well as reach more people directly than might otherwise be possible. Interestingly, in a survey conducted by Gwin, not-for-profit organizations that were either engaged in or hoped to be engaged in CRM saw linking with a well-known brand as a way of increasing the credibility of the cause.22 The logic behind this thinking is that if people believe in the commercial brand, and the company behind the commercial brand believes in the cause, customers are more likely to be swayed to believe in the cause themselves. Social ventures need to take care, however, that the credibility of the cause does not suffer if for some reason the commercial brand falls into disfavor.23 Overall, the combined evidence of research supports the finding that key brand benefits for social enterprises engaged in CRM are increased public awareness of the cause and increased social brand credibility.

The other key benefit that social ventures seek when engaging in CRM is an increase in income. CRM provides a new income stream for social ventures outside their traditional donation and philanthropic base. Increased income often also accrues as a result of the increased public awareness of and knowledge about the cause due to the partnership; thus, revenue from donations often also increases as a flow-on effect from the initial CRM campaign. However, social ventures must be aware that the campaign may result in increased income, but this is not guaranteed, and the level of revenue is dependent on the overall success of the campaign.24

Finally, unexpected additional benefit can accrue for both the commercial and the social enterprise as a result of the cross-fertilization of ideas and practices that occurs when two organizations work closely together. Not-for-profits and social enterprises benefit from developing a deeper understanding of contemporary business practices, particularly in marketing and financial fields, whereas a reciprocal benefit is usually gained by the commercial partner with respect to management practices in the areas of recruitment and staff retention.25

Consumer Perspective of CRM

Ultimately, the aim of all marketing activities is to create an exchange that satisfies both organizational and customer needs. The benefits for the organizations involved are reasonably clear. What also needs to be understood is what is in the exchange relationship for the consumer. Research into benefits consumers receive from participating in CRM is fairly limited, with most consumer-oriented research focusing on the attitudes and intended and actual behaviors of consumers toward the idea of CRM campaigns rather than the benefits that customers believe accrue to them personally as a result of participating.

Overall, consumers view CRM positively. Multiple empirical studies have found that consumers view companies that engage in CRM positively and that they are prepared to engage in a degree of brand switching to support brands based on their CRM activities.26 The extent to which consumers will support a campaign, however, varies based on any one of a number of factors. First, research has consistently demonstrated a gender effect, with women significantly more responsive to CRM campaigns than men, despite the lack of significant attitudinal differences toward the idea of CRM.27 Second, those most likely to be positively disposed toward CRM tend to be socially and politically active opinion leaders, also known as “influentials.” If influentials decide to support a program, they are able to convince others in their social networks to do likewise, thus exponentially increasing the benefits of the campaign.28 Third, perceptions of corporate motivation behind campaign support highly influence people’s attitudes and behaviors toward specific campaigns. Consumers tend to be cynical about the campaign if there is not a strong, relevant match between the cause and company.29 Fourth, consumers like companies to commit to a single cause rather than engage in multiple campaigns.30 Fifth, although consumers like to purchase ethically, they are not prepared to sacrifice product quality or attributes to do so.31 Finally, consumers are more likely to support causes that are familiar rather than focus on the brand.32

Key Concepts in CRM

Empirical studies into the impact and effectiveness of CRM generally point to the fact that the approach does work to achieve mutual organizational goals for commercial entities and cause-focused social enterprises. To use CRM effectively, however, it is important not only to accept that it does work but to try to understand why it works and when it is most effective. There are three underpinning concepts that help explain the relative success of different CRM programs: fit, involvement, and response hierarchies, as expressed through the Aware, Interest, Desire, Action (AIDA) model, which will be discussed further.

The Concept of Fit

A good fit between the cause and the company sponsoring the CRM initiative is an important consideration in choosing and accepting a business partner. The main reason for this is that the behavioral response of consumers—whether they support the project by buying the product—may be dependent on whether they are positive about the business that is sponsoring the CRM program. Fit can be defined as the degree to which the product and the cause are aligned such that customer perception of the brand and the cause is positively influenced.

However, there are two opposing approaches in the academic literature as to the way in which customers perceive a good fit. One approach assumes that the consumer is a rational evaluator of whether the business partner is an appropriate match for the social venture; the other sees fit as a decision heuristic or a shortcut allowing the consumer to decide whether to support the social venture or not.33 Whether consumers engage in detailed processing of the fit is questioned by Hoek and Gendall, who found that although a strong fit enhances consumer attitudes, it does not necessarily “affect consumers’ choice behavior.”34 The explanation for this may be that the products supporting the CRM program are often low-involvement purchases, which consumers do not process in great detail under normal conditions.

Therefore, it appears that although a good fit is desirable, it may not be necessary to achieve a successful outcome, because the way in which consumers process information about the brand–social venture relationship is complex and multifaceted. Young and Kim used a US national quota sample of consumers to understand the characteristics of consumers who were favorably disposed to CRM.35 Overall, the results supported the view that psychographic factors and prosocial lifestyles were related to consumers’ attitudes toward supporting such programs. Specifically, consumers who had a sense of responsibility and who “care about creating positive images about themselves” were more likely to make an effort to buy a product associated with a CRM initiative.36 Also found to be related to support of CRM programs was that individuals with higher levels of interpersonal trust, religious beliefs associated with giving back to others, and, surprisingly, individuals with an external locus of control (that is, individuals who believe that outside forces control their fate) supported CRM. Some individuals were unlikely to support CRM because they are highly skeptical of company intentions. This suggests that effective communication of the CRM initiative is key to achieving success, as is discussed in the following sections. Such communication, however, should be sensitive to the attitudes of consumers and not be too blatant.37

The relative strengths of the social venture brand and the product brand also have an impact on the effectiveness of CRM. If the social venture brand is strong and understood by consumers to be important, then many business partners will want to support the social venture. An example of this is breast cancer: business partners who do not have a high degree of fit with the social venture are still interested in supporting the cause. However, for social ventures that are less well known, such as the Aussie Hands Foundation (a foundation set up to support children and teenagers with a hand difference), finding a business partner that fits is more important, because consumers will need to understand in more detail how the brand and social venture fit to support the CRM program. In this case, a business partner with a strong reputation is the best choice.

From the perspective of the social venture, it is also important that the company sponsoring the initiative has a good or neutral reputation with respect to corporate social responsibility (CSR). Although many companies believe that aligning themselves with a social venture can improve customer perceptions of their CSR, it was also found that “consumers tend to perceive higher credibility for a CRM ad when the firm has been known to be socially responsible”; therefore, “firms with high CSR are more likely to succeed in their CRM programs.”38

Although fit is clearly an important strategic consideration in partnering for both the commercial and social partner in the CRM venture, Liu, Liston-Heyes, and Ko note that objective decision making and the strategic matching of cause to organizational objectives takes the choice of cause away from the personal preferences of management and staff and objectifies the process.39 However, the problem that can arise as a result of this strategic approach is that the lack of emotional connection with the cause on the part of management and staff is likely to reduce the overall effectiveness of the campaign because the productivity benefits gained as a result of staff engagement are likely to be lost.

The Concept of Involvement

From the consumer perspective, the decision-making process that precedes purchase is influenced by a number of factors. One of these, of particular importance in the CRM context, is involvement. Products are said to be “high involvement” when consumers require considerable pre-purchase information before making a decision between alternatives. Typically, high-involvement products are ones that the consumer has relatively little knowledge about or experience with, are relatively expensive, and are relatively high-risk from either a financial or social perspective. “Low-involvement” products are ones that require little or no information search before purchase, are familiar to the consumer, and involve very little risk. An example of a high-involvement product may be a mobile phone or new fashion item, and a low-involvement product would be most products found in a grocery or convenience store.

Several studies have addressed the issue of consumer involvement when making the decision to purchase from a CRM campaign. The findings of these studies show that CRM activities are more effective in motivating shifts in consumption when linked with low-involvement products and, in particular, frivolous products. Frivolous products are nonessential and tend to be mini-luxuries like chocolate or jewelry or, more recently, silicone “cause” bracelets.40 One explanation for this might be that people who will be strict with themselves under normal circumstances allow themselves an indulgence if it is linked with “doing good.” In other words, the cause may give them the excuse they need to purchase frivolous items without guilt. CRM here is used as an incentive to buy. The other possible explanation is that the cause provides consumers with a postpurchase justification for an impulse purchase. The popularity of CRM among low-cost, low-involvement goods may also be linked to the overall popularity of sales promotions for low-involvement and, in particular, fast-moving consumer goods (FMCG).41 Because of the low investments involved and the lack of clear product differentiation among most FMCGs, sales promotion is a common tool to break through the clutter and motivate brand switching and experimentation. CRM is an additional method by which this can be achieved in a crowded and competitive marketplace.

Involvement with the cause is a more important form of involvement. Studies have shown that the more involved someone is with a cause, often due to personal experience, the more likely he or she is to respond to CRM appeals.42 The exception is in the case of silicon cause bracelets, where the opposite seems true. Those highly involved in the cause were less likely to buy the bracelets. Bracelet purchasers tended to be influenced not only by the cause but also by other social pressures, such as peer purchase of bracelets and by celebrity endorsement.43

Response Hierarchies and AIDA

Consumers respond to marketing campaigns through a set, or hierarchy, of steps or stages. In broad terms, these are the cognitive (or thinking) stage, the affective (or feeling) stage, and the behavior (or doing) stage.44 One of the most commonly used models to explain this process is the AIDA model.

The AIDA model was first developed to demonstrate how a salesperson takes the consumer through a personal selling experience.45 However, it can be applied more generally. AIDA is an acronym for attention, interest, desire, and action. In relation to a CRM program, it can be applied in the following way: first, it is important to get the attention of consumers through marketing communications, to stimulate their interest in the cause and product, and then convert this interest into a desire to take action to support the program. Understanding this process is important, because unless the CRM program attracts attention and stimulates interest, it is unlikely to result in any positive gains for the social venture. Targeting activities at the different stages of the model to achieve specific outcomes is also helpful. Many organizations assume a lack of success in a campaign is due to a lack of awareness. Often people are aware of the option but have not developed a desire to take part in the program. Alternatively, they may want to be involved but may be unaware of the next step of taking action. For example, they may know that there is a campaign running in which a firm is donating $1 per specially marked pack of goods to a cause and want to purchase the product but may not be aware of the retail outlets that stock the CRM merchandise.

Implementation Issues

Understanding consumer attitudes and current consumer behavior through market research is an important precursor to embarking on a CRM initiative with a company. Researching what consumers currently know about the social venture (awareness) and what impressions they have of its effectiveness is essential to the development of an effective campaign. Are consumers interested in supporting the social venture, or do they believe that there are other social ventures that are more deserving of their attention?

A study of the expectations of managers of not-for-profit organizations in Canada in relation to CRM programs is relevant here. Focus groups and an online survey of not-for-profit managers were conducted by Runté, Basil, and Deshpande to examine the underresearched area of CRM experiences of managers.46 Their research suggests that first-order expected benefits were more likely to be accrued by transactionally oriented partnerships (that is, donations to the social venture for purchase of the product), and second-order benefits, such as networking and awareness, are an outcome of “more relationally oriented partnerships.”47 Therefore, social venture managers need to clarify their expectations of the program before undertaking it, realizing that the way in which the program is implemented will affect the outcomes for the social venture. Any CRM relationship should also be based on a clear understanding of CRM as a marketing strategy designed first and foremost to benefit the commercial partner. The fact that CRM has definable benefits for the cause should not overshadow the fact that this is not a philanthropic approach to fund-raising.48 Gaps between partnering goals, experiences, and outcomes are not uncommon when partners approach the campaign from different perspectives.

Differing objectives on the part of the commercial and social venture partners of the CRM campaign can also lead to different perceptions of success and impact, whether or not the program is retained as a long-term relationship. First of all, it is critical that both members of the partnership clearly articulate whether the relationship is intended to be a long-term strategic alliance aimed at boosting brand loyalty or a short-term tactical campaign focused on sales and revenue raising.49 Evaluation should then be linked with objectives. In particular, when judging the success of CRM, the question needs to be asked: from whose perspective is the effectiveness being assessed?50 Social ventures tend to prioritize the objective of creating awareness, whereas commercial ventures usually prioritize revenue raising. Consequently, it is not uncommon for a campaign to be a success as far as one partner is concerned but a failure as far as the other is concerned.

The structure of the CRM program is also important in producing a measurable success. The majority of CRM campaigns are vague in the communication of their objectives and outcomes. Pracejus, Olsen, and Brown found that, on average, seven out of ten CRM offers are abstractly promising a percentage donation without specifying the basis of the percentage, that is, whether the percentage is based on retail sales, wholesale sales, or profits.51 A study of consumer attitudes toward CRM donation structure was conducted by Grau, Garretson, and Pirsch.52 Among the findings were that exact donations (say, 10-cent donation to the cause) were the preferred donation quantifier, a finding confirmed by Pracejus, Olsen, and Brown.53 This enables consumers to know exactly how much is being donated. Respondents in this study also felt that the size of the donation should be comparable with the price of the product. Consumers generally did not have negative opinions about deadlines on the CRM campaign or caps on the amount the company was giving, but they believed that these should be disclosed upfront. As stated by the authors of the study, “consumers want ‘details, detail, details,’ presumably to protect their own interests and to make intelligent judgments on how their contributions are directed.”54 The authors also note that further research is needed on the relationship between donations and caps and how much consumer effort is required to redeem the CRM donation, as most consumers did not want this burden.

In summary, a CRM initiative can succeed or fail on the basis of the way in which it is implemented; therefore, planning the program carefully, bearing in mind what the research tells us, is important. Specifically, disclosure of the elements of the CRM initiative such as amount, cap, deadline, and easy redemption from the consumer perspective are all significant considerations.

Ethical Issues

In its infancy, CRM was viewed with suspicion. The concept of a commercial organization leveraging the good will established by a not-for-profit social venture led to questions as to the ethics of the approach. Although CRM has become common business practice, ethical questions remain, and a number of researchers and practitioners remain critical of the practice.

The first and most fundamental criticism of CRM stems from a basic ideological clash between those who subscribe to philanthropic ideals and those who take a utilitarian approach to ethical conduct. Philanthropists operate from altruistic motives, where giving is unconditional and the main outcome of the giving is an intangible sense of “feeling good.” CRM, however, is based on the notion of conditional giving, in which commercial partners only enter the relationship if they believe they will receive a direct positive financial benefit. The pragmatic response from commercial ventures to such criticism focuses on the overall net benefit of CRM programs. In other words, commercial partners resolve the ethics of the situation by highlighting the additional revenue to the social venture accruing as a result of the campaign, which in turn can be used to provide more and better social outcomes that could not otherwise have been achieved. This argument is insufficient for some social ventures that choose not to participate in any CRM campaigns as a matter of organizational policy for fear of damaging their credibility.55 CRM’s focus on self-interest rather than altruism is not only perceived by some as inappropriate, there are also real fears that the widespread shift of the motivation for engagement will ultimately threaten the culture of not only the social ventures directly involved in CRM but also the whole of the not-for-profit sector.56

In addition to ideology-based concerns, there are a number of behavioral issues that raise ethical questions in the development and implementation of CRM campaigns. CRM programs are often capped. In other words, a commercial partner may promise to donate a percentage of revenue up to a specified limit. Ethical concerns are raised when this limit is not communicated to the buying public or firms do not communicate when the limit has been reached. In the absence of such communications, consumers will continue to purchase the targeted product in the mistaken belief that they are contributing to the cause.57 A related concern is that by boosting sales, tactical CRM encourages excess and unnecessary consumption.58 This concern is exacerbated by the research findings highlighting the fact that frivolous products are the ones most likely to form the basis of a successful tactical CRM program. A final consumer-focused concern is that CRM, with its focus on conditional giving, is changing consumer donation behavior. The shift to CRM may lead to a decline in altruistic donations as consumers increasingly expect something in return for giving, combined with an attitude that by buying a targeted CRM product, they have already done their bit for the cause. This tendency is intensified by the vague definition and flawed consumer understanding of CRM outcomes, with research indicating that consumers substantially overestimate the actual contributions of commercial entities to social venture causes.59

Other ethical concerns revolve around the behavior of the commercial partner and the differential benefits that accrue to that commercial partner. In CRM partnerships, the risk to the commercial partner is relatively low, and potential benefits are high. CRM reinforces existing consumer behavior and sales patterns with the result that a CRM-based sales promotion is unlikely to deliver less revenue to the commercial partner but very likely to deliver a significant increase. The social venture and cause, however, have much more uncertain outcomes. Unlike an unconditional donation in which the social venture is guaranteed an outcome, CRM delivers inconsistent results.60

A related concern focuses on the role that the cause plays in the firm’s overall marketing strategy. Commercial partners will often use the CRM relationship to leverage a range of other activities not linked to donations. There have been numerous cases in which the commercial entity spends more on advertising the relationship with the credible cause than it actually donates to the cause. The perceived unfairness in the different financial benefits accruing to the commercial partner is exacerbated in those jurisdictions in which donations made through CRM attract tax concessions. In such circumstances, commercial entities in effect have their promotional budgets subsidized via the public purse.61

Linking with a well-known and -liked cause implies to consumers that the social venture at the center of the cause endorses the products and behaviors of the commercial entity.62 This leads to two ethical issues. First, consumers may be encouraged to purchase nontargeted items, thus increasing firm revenues in the mistaken belief that they are endorsed by the cause. This is especially a concern for prevention products, such as sunscreens and skin cancer, in which a misinterpretation of endorsement may lead the consumer to believe that one particular firm’s sunscreen offers more benefits than another. Second, the cause and social venture become vulnerable to the flow-on effects of unrelated inappropriate behavior by the commercial venture, if the relationship is perceived as more than a short-term sales and donation-focused campaign.63

A final ethical concern relates to the choice of cause to support via CRM. Like any commercial-marketing activity, CRM decisions are driven in large part by market research on consumer preferences. Consequently, it is the better-known, higher-profile causes that benefit most from CRM relationships. Smaller, less organized causes have fewer benefits to offer the commercial partner and so tend to be ignored. The result is a difficult situation in which those in most need may not benefit because their cause is less socially appealing.64 An example of this is the popularity of breast cancer–related causes even though breast cancer kills substantially fewer people each year than some less “glamorous” diseases, such as intestinal cancer.

Given that the prime objective behind most social ventures becoming involved in CRM is to raise awareness of their cause, this tendency to support popular, well-known causes can lead to a cycle of increasing profile for already high-profile causes and a declining silhouette for lesser-known ones. This is particularly evident in the marked lack of focus on male-oriented causes. From a market research and commercial point of view, this finding appears logical because women have been consistently shown to respond more positively to campaigns than men. However, the reason for this may well be that the products endorsed and campaigns being run are more female friendly. This self-reinforcing notion means that the ability for men to relevantly contribute to CRM is diminished when there is a lack of fit between endorsed products and male needs. Research into male attitudes toward CRM demonstrates a negligible difference between the sexes, with 91 percent of women indicating that they view CRM positively and would support CRM efforts compared to 88 percent of men. Despite the potential to better engage with men’s health and other issues of specific interest to men, 68 percent of companies surveyed have no current intentions of developing male-friendly CRM campaigns.65

Potential Pitfalls

As is the case with any innovative approach to business or fund-raising, although CRM offers many benefits, there are a number of potential pitfalls that prospective partners need to be aware of and address before embarking on a campaign. When a commercial entity enters into a partnership with a social venture to promote a cause through CRM, that firm is consciously or unconsciously making a public statement of its perceived values and orientation. Although many causes that form the basis of CRM are health related and relatively uncontroversial, when CRM extends to broader social issues such as specific approaches to environmentalism and social campaigns, such as refugee resettlement, homelessness, and so on, it takes on a political dimension. The simple choice of cause, therefore, has the potential to alienate stakeholders and staff where the cause is controversial or unpopular.66

The greatest sources of potential problems, however, are goal conflict and differing expectations on the part of the key participants: social ventures, commercial partners, and consumers. The success of CRM in substantially increasing revenue in particular cases can lead to inflated expectations of income on the part of the social venture. If these expectations are not met, feelings of frustration can set in on the part of the social venture. Staff working for both the social and commercial partners may become disillusioned and disengaged when the reality of CRM does not live up to expectations.67 Furthermore, even if the expectations of the social venture are met in terms of increasing awareness of the cause, financial expectations of the commercial partner may not be met, resulting in the termination of the campaign.

Contemporary consumers are sophisticated when it comes to recognizing the use of different sales promotion techniques. CRM will not help shift poor-quality products, and consumers will be cynical about company motivations where there is no synergy between the firm and its values and the cause it is espousing. Although CRM can do much to improve a company’s image, if consumers believe that the cause is being used simply to improve sales, there is the potential for brand damage and lost sales as a result of consumer backlash.68 Similarly, if a social venture partners with a commercial entity that has engaged in past behaviors that clearly conflict with the values of the cause and organization, the credibility of the cause is damaged. In extreme cases, this may lead to compromised integrity and loss of supporters, including membership resignations.69

Designing an Effective CRM Strategy

In developing a CRM strategy, both parties (company and cause) need to consider, “What’s in it for us? Why are we getting involved in this?” Therefore, a clear understanding of the objectives of the exercise is critical to developing an effective CRM strategy. From the company perspective, how does the proposed activity fit into the overall marketing and business strategy? What objectives will be accomplished by CRM, and could these be more effectively accomplished through other elements of the promotional mix? From the cause perspective, why would we become involved with this particular company? How will this relationship help us to fulfill our mission? What objectives will this relationship accomplish for us? As with any project, the planning needs to have a sound set of objectives to provide direction and a sound basis so that the resulting relationship provides positive outcomes for both parties. However, CRM is, ultimately, a marketing activity in which a company can do well by doing good and benefit the cause in some way. CRM is an integral part of the company’s marketing strategy and is a strategy for selling rather than making charitable donations because monies or benefits received by the cause are contingent on sales.70

It is therefore crucial for causes to consider the resources they will be committing in a CRM relationship that will be contributing to a commercial activity to ensure that the relationship effectively contributes to the cause’s objectives. In fact, before entering into a relationship, causes need to identify the risks of project failure to meet objectives resulting from, for example:

• Potential cannibalization of existing donations (donors may feel donations are now superfluous because of the campaign)

• Loss of flexibility because of the corporate link (partnership may limit alternatives)

• Overreliance on corporate funding (level of funding may create dependence with risks if partnership ends)

• Partnering with an unethical organization (reputation of company may reflect on the cause)

Social ventures should also consider the motivation of the company seeking to partner with them. It has been suggested that most corporations look to partner with a cause in hopes that the cause’s positive image will transfer to the brand or firm, in addition to the obvious objective of increasing sales and/or profits.71 There may be corporate charitable objectives, but any relationship should ultimately be viewed in the context that the relationship will usually only continue on the basis of meeting company objectives. However, one of the drawbacks of CRM is being able to quantify and measure the objectives being set.72 For example, when the company suggests that profits will be donated to a cause for a certain period, how are these profits to be determined, and, as a result, how does this affect the social venture’s expectations versus the reality of the final donation?

As in any relationship, there is a period of courting and deciding if there is sufficient compatibility to formalize the relationship. Compatibility crucially affects working relationships, but more important, it influences the perceptions of consumers, who buy the products that will ultimately provide funding to the cause. The fit between the company and the cause is essential to success.73 One of the decisions to be made is how close the relationship between the company and the cause will be—arms length or close interaction.

For the company, choosing the cause can be a challenge. One challenge is the impact on staff of the exercise. Research shows that allowing employee involvement and designing employee-focused CRM can help realign employee social values to those of the firm and enhance job satisfaction.74 However, expectations must be managed carefully to avoid employee disappointment and negative impact on morale.75 Choosing a cause that resonates with employees can be leveraged in line with corporate objectives, but care needs to be taken that there is not a mismatch between corporate objectives and the cause.

Greater employee involvement is usually more effective for short-run and highly focused campaigns, such as disaster relief and Christmas appeals. For example, following the 2011 flood disaster in Brisbane, Australia, a local General Motors dealership advertised that it and its 700 staff had donated $100,000 to the disaster relief fund and that in the month of February 2011, it would donate a further $100 for every new or used vehicle sold. For most companies, the level at which the decision to invest in CRM tends to be made is in proportion to the investment involved; larger CRM campaigns tend to be managed and organized centrally, whereas smaller ones involve lower levels of the organization.76 That is, CRM campaigns are treated as business investments: the larger the sums, the more senior the managers in charge.

Evaluating causes often gives rise to situations in which there is potential for a number of entities to participate. This may mean other organizations will join the effort, which may dilute the recognition that the company gains from participating. Sometimes the cause is such that nonparticipation may be a greater risk than being lumped in with other organizations. However, one of the more pressing decisions for the company is determining how many of its brands will be involved, which is a complicated decision for large multibrand companies. Do you have a single brand with a single cause, a single brand with multiple causes, multiple brands with a single cause, or multiple causes with a single brand, and so on?

Another challenge is ensuring that the link is credible in the mind of the consumer. Consumer cynicism can doom attempts at CRM when consumers perceive a mismatch between the company and the cause, but more telling are attitudes that the company is out to make money and that the amount given to the cause is disproportionate to benefits derived by the company.77 The amount of money or benefits provided to the cause plays a major role in consumer perceptions when large donations are seen as more authentic than small ones. Therefore, disclosing the monetary amount being donated helps allay consumer fears.78 To allow transparency, companies need to be clear in their own minds about the value of the donation being made and how it will be calculated and communicated to consumers.

The time frame of the CRM program also needs to be considered. This is often driven by an end date for the project, such as restoring a public monument or building, disaster relief funding, or the Special Olympics. Short-term programs have a place in CRM, but there is evidence that medium- to long-term CRM activities are more likely to provide greater benefits for the company.79 Longer-term involvement shows a commitment by the company to the cause and helps diminish consumer perceptions of the company’s opportunism. Perhaps a more telling reason: the longer the relationship, the more likely the company is to build on commercial objectives that may underpin the CRM. Companies also need to consider CRM as a long-term, strategic perspective, rather than a short-term tactic, and consider that effective CRM takes substantial time, effort, and money to develop before rewards are seen.80

Developing a CRM program is not a spontaneous process. Careful evaluation and planning are essential for success. The following questions will help stimulate consideration of essential elements of CRM:

1. How will CRM achieve the company’s strategic business objectives and help the cause?

2. How committed is senior management to CRM? Will interest wane, especially during the inevitable ebb and flow of business activity? How are employees involved in the project? How does the organization show its commitment to the cause?

3. What resources are to be committed? Are there sufficient resources to achieve the objectives of the CRM activity? This includes budgets for advertising, communications, in-kind donations, or employee volunteers, as well as the donations to be made to the cause.

4. Is this a one-off, or is there a sustained commitment for a multiyear program? What are the benefits of a multiyear commitment? Are there sufficient resources to sustain the campaign?

5. Is there an open and mutually beneficial relationship with CRM partners? How close is the relationship to be? How will this relationship be managed?

6. How is the CRM activity to be communicated both internally and externally? What is the fit with other communication programs? Is there a need for additional funds or can CRM be integrated into existing budgets?

7. How do you know what you have achieved? If there are no measureable results, then maybe a donation is more efficient than using CRM.

8. How do you keep the cause fresh in the mind of consumers, staff, and partners to ensure maximum benefits and ongoing support?

Conclusion

Although there may be ongoing debate about the relative self-interest or altruism of the business sector, CRM is a recognized marketing activity that has become more prominent as companies and causes realize its potential. In recognizing that CRM is not social marketing, CSR, or corporate philanthropy, managers in both the corporate sector and social ventures have found a means of relieving pressure on budgets through sales as a means of making contributions to a cause. In lending its image to the company, the cause receives funds or contributions in kind, allowing it to better accomplish its objectives while the company meets its sales objectives. The fact that the company seeks to increase sales should not be lost on cause managers because this forms the basis of the arrangement. If both parties understand this, then the nature of the relationship can be better established.

For some companies, CRM provides a means to meet company social objectives and a means to put something back into society. For others, it is really an exercise in increasing return on investment, and involvement with CRM continues as long as the numbers stack up. This is one reason social venture managers need to evaluate offers to engage in CRM activities carefully, despite the allure of donations. For companies, the fit and likely success of any CRM means that causes need to also be evaluated to determine the risk of undertaking a particular CRM activity.

A company may extol its virtue for supporting a particular cause, but ultimately, it is the consumers who purchase the relevant products and who make or break the campaign. Understanding donor motivation is essential, because misreading the public will lead to unacceptable results. Therefore, it is important for companies to undertake steps to reduce consumer skepticism by ensuring that the link between the company and the cause is credible, consumers clearly understand what is being donated, and the commitment of the company is communicated. In promoting the product and the link, the company needs to convince consumers that buying the product as opposed to purchasing a competitor’s product will benefit them, as well as benefiting the cause.

As CRM is successfully implemented, both companies and social ventures will continue to embrace it. Although each partner may have different objectives, CRM provides a means through which each organization can benefit. Successful CRM comes through recognition of its role as a strategic marketing tool.
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What Is Cobranding?

The American Marketing Association defines branding as “a name, term, design, symbol, or any other feature that identifies one seller’s good or service as distinct from those of other sellers.”1 Phillip Kotler, professor at the Kellogg School of Management, is often quoted among marketers for his definition of branding as “a seller’s promise to deliver a specific set of features, benefits and services consistent to the buyers.”2 Brand awareness is the customer’s ability to recognize and remember a brand and link the brand name with a logo, jingles, or other positive associations.

Cobranding is when two separate entities join forces to create a sustainable competitive advantage in promoting each other’s brand to the marketplace in a unique way. Increasing positive brand awareness is one of the primary goals of cobranding, for all parties involved.

We see a distinct early example of cobranding beginning with old aristocracies in which young royals from different countries would have arranged marriages between each other to ensure trade and to keep peace between nations. Today, we see cobranding in a variety of different industries because cobranding is an effective way to leverage resources and maximize impact on consumers.

The Keys to Cobranding

The first step is to partner with companies that are a good fit for your company’s products, values, and image. A large and powerful corporate partner is not helpful if its stated values conflict with those of your social organization. For example, the Sierra Club should not necessarily partner with a large oil company because their respective values appear to be in conflict. Partnerships should reinforce rather than dilute the value of one’s brand in the eyes of consumers. Also, one’s partners should share your organization’s standards for quality. Potential risks should be assessed. Partnering with a company that delivers late, damaged, or otherwise inferior products or services carries potential reputational damage for your organization.3

After filtering for companies that match yours in terms of values and quality, work toward partnering with the largest and most powerful organizations. In other words, your cobranding strategy should be to “brand up.” Link to the largest and most powerful organization that may be interested in your cause.

An exceptional example of successfully branding up is the now legendary “Intel Inside” campaign. Intel partnered with established companies such as IBM and Compaq to successfully legitimize their offering.4 Although this is a purely corporate example, the principle of gaining reputational benefits via powerful partnerships applies equally to social enterprises.

By purposefully matching your venture’s brand with a more established brand, a number of purposes are met:

1. The larger and more established the cobranding partner, the greater the resources you can leverage.

2. More brand exposure through cobranding leads to greater visibility.

3. More established partners carry greater legitimacy in the public eye. Partnering with well-loved or at the least highly recognized brands legitimizes your brand in the eyes of the consumer.

Remember to generate (positive) media exposure for your cobranding sponsor. The more media exposure you generate, the more attractive you will be as a partner for future cobranding efforts—with both your current partner and with potential future partners.

1. Greater visibility raises your level of credibility.

2. The more credibility you have, the easier it is to obtain other high-level sponsorships and resources—financial, political, and nonfinancial—which ensures your venture’s continued viability.

3. The more visible, credible, and viable your organization is, the greater your chance of establishing longer-term sponsorships and multisector sponsorships in the future.

Cobranding—Why Isn’t Everyone Doing It?

If cobranding with a stronger sponsor organization is a good strategy for achieving visibility for your organization, why isn’t everyone doing it? Many social enterprises do not focus on branding at all. The values of the social sector do not promote an active approach to branding.

Most values of the social sector promote the concept of deeds, not words—doing good while operating on a razor-thin budget. Most social enterprises massively underinvest in brand promotion, marketing, and sales. The use of resources beyond the core mission is all too often looked at as a subpar use of funds. Most social enterprise leaders and their executive teams rarely spend time discussing branding in their operating committee or board meetings, and so little focus is placed on cobranding early on.

As a result, these social entrepreneurs’ percentage expenditure of their ventures’ marketing budgets relative to other industries is considerably smaller. This, in turn, results in low media awareness and visibility, which leads to correspondingly negligible annual media impressions (total viewers of your venture’s work in print, radio, television, and web media) compared with other colleagues and competitors in the field. This situation alone is enough to make such social ventures unattractive to corporate sponsors who are engaged in a fierce, daily battle for visibility and supremacy of their brand.

As a social entrepreneur, one must ensure that one’s annual plan includes a commitment to integrated marketing and communication. Why? Because cobranding sponsors want to know what markets they will be getting access to if they do decide to partner with your organization. Given two similar social enterprises from the same sector, a wise corporate marketing department will choose an organization that makes strategic use of media. There is a trend in marketing toward increasingly targeted ads, both in traditional media (print and television) and in online advertising campaigns. It’s important to be aware of best practices for both traditional and digital marketing, or to hire a staff member or consultant who is well versed in these fields. Online marketing can be more affordable than one would imagine. Google Grants, to cite just one example, offers free online advertising for qualifying nonprofits.5 A proper understanding of the marketing landscape (including target-marketing demographics desired, how to leverage social media, positive effects of partnerships on search engine optimization, how to effectively cross-promote with partner brands) will give the social entrepreneur a powerful position when negotiating with a prospective corporate sponsor.

Stop Begging, Start Trading

Often times, the mind-set of the social entrepreneur is one of begging for funding and resources (“Please, sir, I want some more”). This coupled with a fear of rejection by someone more powerful and with more resources can be a powerful force to battle when trying to advance the venture’s mission. This outdated, debilitating, “Oliver Twist” mind-set must be traded in, pun intended, for that of “ask and get.” “Ask” identifies what you are requesting and “get” identifies what the cobranding sponsor is getting in return for a voluntary exchange of value. This trading of value mentality is essential if one is to succeed in developing, pitching, and closing cobranding sponsor partnerships.


Nine-year-old Oliver is a resident in the parish workhouse where the boys are “issued three meals of thin gruel a day, with an onion twice a week, and half a roll on Sundays.” The workhouse is run by Bumble “the Beadle” Limbkins, who is Chairman of the Board of Guardians for the workhouse.

The room, in which the boys were fed was a large stone hall, with a copper at one end, out of which the master, dressed in an apron for the purpose, and assisted by one or two women, ladled the gruel at mealtimes. Of this festive composition each boy had one porringer, and no more—except on occasions of great public rejoicing, when he had two ounces and a quarter of bread besides.

The bowls never wanted washing. The boys polished them with their spoons till they shone again; and when they had performed this operation (which never took very long, the spoons being nearly as large as the bowls), they would sit staring at the copper, with such eager eyes, as if they could have devoured the very bricks of which it was composed; employing themselves, meanwhile, in sucking their fingers most assiduously, with the view of catching up any stray splashes of gruel that might have been cast thereon. Boys have generally excellent appetites. Oliver Twist and his companions suffered the tortures of slow starvation for three months: at last they got so voracious and wild with hunger, that one boy, who was tall for his age, and hadn’t been used to that sort of thing (for his father had kept a small cook-shop), hinted darkly to his companions, that unless he had another basin of gruel per diem, he was afraid he might some night happen to eat the boy who slept next him, who happened to be a weakly youth of tender age. He had a wild, hungry eye; and they implicitly believed him. A council was held; lots were cast who should walk up to the master after supper that evening, and ask for more; and it fell to Oliver Twist.

The evening arrived; the boys took their places. The master, in his cook’s uniform, stationed himself at the copper; his pauper assistants ranged themselves behind him; the gruel was served out; and a long grace was said over the short commons. The gruel disappeared; the boys whispered each other, and winked at Oliver; while his next neighbors nudged him. Child as he was, he was desperate with hunger, and reckless with misery. He rose from the table; and advancing to the master, basin and spoon in hand, said: somewhat alarmed at his own temerity:

“Please, sir, I want some more.”

The master was a fat, healthy man; but he turned very pale. He gazed in stupefied astonishment on the small rebel for some seconds, and then clung for support to the copper. The assistants were paralyzed with wonder; the boys with fear.

“What!” said the master at length, in a faint voice. “Please, sir,” replied Oliver, “I want some more.”6



The concept of “Stop Begging, Start Trading” can be quite simple: there is an “ask” from your social enterprise and there is a “get” in benefits for the cobranding sponsor. It is important to leave behind the flawed “social enterprise begging for resources” concept of the Oliver Twist story. One can leave this “begging” mentality behind forever when one realizes that the social venture has value in the marketplace, too. Most social entrepreneurs are so driven by their mission and overwhelmed by their immediate lack of resources and organizational and customer needs that they often do not hear what their sponsors need, and they often do not consider what value they can generate for their sponsor.

It is important to measure the value the social venture organization has to offer in terms of viewership or “media impressions” to a corporate sponsor long before entering negotiations with them. Social entrepreneurs can start with their development staff and have one of their team members begin to think about this subject and track media hits for the organization. If a social entrepreneur is the one-person “superstar” running the organization, raising the money, and driving the programming, it is time to get a media intern from a local university to begin to build a base of publicity. As in all sectors and walks of life, media is driven by relationships.

As social entrepreneurs start to shift their thinking from begging to trading, more time should be spent on determining what a corporate sponsor wants to get from a trade with the social enterprise and begin to shape the social venture’s pitch accordingly. Time should be invested upfront to get into the details regarding the demographics on which the target cosponsor spends money and why the prospective sponsor is trying to reach that target market. The obvious benefit of gaining media awareness and positive brand reputation for the sponsor is an essential element of the trade. Why do they need you? Because you are credible. That is your value.

As the social entrepreneur starts to get into “trade” mode, he should attempt to look deeper into what the prospective cobranding partner is seeking to get out of that exposure and what economic benefits they will accrue. Hence, their new economic benefits begin to reveal an arbitrage trading opportunity. The social entrepreneur can help the would-be partner get what they want, and they can help you with their dollars and with corporate volunteers to achieve your goals as well.

Is the social venture’s future target cobrand partner looking to polish its good citizen brand? Following the 2010 Gulf Oil Spill disaster, BP realized it could lose customers for its products and commenced a multimedia ad campaign to demonstrate its ongoing corporate citizenship. This could make BP a potential cobrand sponsor for some social ventures. As you explore cobranding efforts with potential “bad citizens,” keep in mind compatibility between your mission and the missions (explicitly stated or otherwise) of your partner organizations. This is important for maintaining credibility among your organization’s donors and other stakeholders. For example, if you are an organization dedicated to preserving wilderness, then partnering with an organization with negative environmental impact (such as a major oil drilling company) is a questionable move. Be sure to partner with companies that share your organization’s values—or at the least don’t present a conflict—rather than partners that suggest that you have sold out.

In some cases, sponsors looking to undo a wrong and polish their image, like BP, can try to use corporate social responsibility (CSR) to gain back brand reputation. Improving a damaged image requires consistent and credible efforts and results. Thus, it makes sense for social entrepreneurs to think about how their venture can help the corporation to achieve its CSR goals and use those points in negotiations surrounding a cobranding relationship.

Do Now!

Now it is time for you as the social entrepreneur to get to work. The following is a multistep program to help you to begin.

Step 1: List the top five key themes, values, or areas of interest that you share with your potential cobranding corporate sponsor:

1. ______________________________________________

2. ______________________________________________

3. ______________________________________________

4. ______________________________________________

5. ______________________________________________

Step 2: Identify what you want the sponsor to deliver. Normally, the “ask” from your side relates to the Three Ts: Time, Talent, and Treasure:

a. TIME


Time is how many volunteer hours you will get from your corporate sponsor and/or activity hours you will generate for the credit of the sponsor depending on events and program plans.



b. TALENT


This is the talent of the team—be very clear who the team is (members from the sponsor as well as your organization). You will need a range of talented people to determine the logistics of the partnership in various capacities (e.g., coordinating events, social PR, corporate PR, multimedia promotion, preevent buzz, post-event spin).



c. TREASURE


Treasure generally refers to money the cobranding sponsor provides, but it can also be other materials provided by the corporate sponsor.



Next, list what you want from your sponsor:

1. Time ______________________________________________

2. Talent ______________________________________________

3. Treasure ______________________________________________

Step 3: As part of your planning, you should plan each of your cobranding media outreach efforts along a PAM4© Framework, which one of the authors developed over his years as CEO of NFTE—Network for Teaching Entrepreneurship (www.nfte.com)—in developing cobranding sponsor campaigns that generated millions of dollars for the mission of our organization.

Do Now: Fill in the Blanks

Purpose

What is your specific mission for this cobranding effort? What are your specific goals?

______________________________________________

Audience

Who are you targeting? What are the demographics?

______________________________________________

Message

What clear, compelling, call-to-action message are you conveying to your audience?

______________________________________________

Method of Delivery of the Message

Via what channels are you distributing your message?

______________________________________________

Metrics of Success

What specific result(s) is your call-to-action designed to yield?

______________________________________________

Why is this action essential to the mission of your organization and that of your cobranding sponsor?

______________________________________________

Money Required

What are your costs in undertaking the mission?

______________________________________________

Making It Happen: Cobranding through Cause-Related Marketing

What Is Cause-Related Marketing?

Cause-related marketing (CRM) can be understood narrowly as “the process of formulating and implementing marketing activities that are characterized by an offer from the firm to contribute a specified amount to a designated cause when customers engage in revenue-producing exchanges that satisfy organizational and individual objectives.”7 A broader definition comes to us from the Foundation Center, which defines CRM as “the public association of a for-profit company with a nonprofit organization, intended to promote the company’s product or service and to raise money for the nonprofit.”8

CRM has grown tremendously in recent years even though it is a relatively new idea. The American Express partnership with a nonprofit organization, the Restoration Fund, to restore the Statue of Liberty in the early 1980s brought CRM to the attention of a national audience. In addition to launching a $4 million ad campaign, American Express pledged both a percentage of each of its customers’ credit card purchases and an additional sum for every new credit card application that yielded a new customer to this cause.9

As a result, American Express’s card usage climbed 27 percent, and the Restoration Fund raised more than $1.7 million. In addition, new credit card applications rose by 45 percent over the previous year. This was achieved in three months and resulted in a win-win situation: the Restoration Fund increased its donations dramatically, and American Express generated sales and enhanced its reputation as a socially responsible company.10

“Doing well while doing good” is being widely adopted as a corporate social responsibility (CSR) strategy. In 1990, it was estimated that total CRM spending was approximately $125 million. In 2005, this figure was estimated to have climbed to $1.08 billion.11

How Does CRM Work?

As described by Joanne Fritz, in an About.com guide in the field of nonprofit organizations, CRM “is an agreement between a business entity and a nonprofit to raise money for a particular cause. The business entity expects to profit from this arrangement by selling more products and by enjoying the ‘halo’ effect of being associated with a respected nonprofit or cause.”12

A CRM program does not take the shape of an anonymous donation to a nonprofit organization but rather functions as a public indication of a corporation’s social responsibility and interest in the same causes as its customer base. The CRM also benefits the nonprofit—not only financially but also in terms of gained public exposure as a result of its partner’s marketing efforts.

CRM campaigns have blossomed over the past few years and can appear in a variety of interesting forms. Jocelyne Daw, in her book Cause Marketing for Nonprofits, lists some of the more popular ones:

• Product sales. Exemplified by the (Red) campaign, which involved multiple companies selling specially branded products and giving a portion of the proceeds to the Global Fund for HIV/AIDS prevention.

• Purchase plus. A program that gathers contributions at the checkout line. Retail store customers are given the option of adding a specific donation to their total bill when paying for purchases. The requested donation is typically quite low, which appeals to customers and often elicits a positive response. The store then passes the donation on to their selected nonprofit.

• Licensing of the nonprofit’s logo, brand, and assets. Licensing includes placing a nonprofit’s logo on promotional T-shirts, tote bags, mugs, pens, and other products as well as having a charity certify or praise specific products sold by corporate partners. For example, the American Heart Association lends its seal of approval to products that promote optimal heart health.

• Cobranded events and programs. Events or programming created, promoted, and run by a company and related nonprofit organization. The Susan G. Komen Race for the Cure is the most widely publicized example of this type of program.

• Social or public service marketing programs. These programs utilize marketing campaigns to encourage a behavioral shift in a target audience. For example, the Cancer Society and Novartis partnered to encourage smokers to quit by a specific date in their Great American Smokeout.13

How Is Cause-Related Marketing Different from Corporate Philanthropy and Corporate Sponsorships?

Corporate philanthropy involves the donation of monetary gifts to a nonprofit organization, usually implemented through a corporation’s own private foundation. The donations are normally gifted for a specific program being run by the nonprofit.

Similar to a cause-marketing approach, corporate sponsorship involves the corporation donating money to the nonprofit to hold an event, run an art exhibit, or offer another time-limited activity. The funds often come from the corporation’s community relations or marketing budget. As a result, the corporation expects a certain amount of publicity in the way of signage, public service announcements, promotional materials, and the like.14

What Are the Advantages of CRM?

For private businesses, CRM publically conveys that a company is socially responsible and ready and willing to support a worthy cause. For the nonprofit, CRM provides significant and often unrestricted contributions, meaning that overhead costs may be offset. The nonprofit also benefits from the increased public profile that often results from the publicity and advertising utilized in CRM programs, which is often paid for by the partnered corporation.

What Are the Negatives of CRM?

In addition to the potential for negative publicity (at the hands of either the nonprofit or the corporation) and the possible fallout for nonprofits who lend their good names to for-profit activities, potential problems could also arise from crowding in the marketplace for CRM programs. The Chronicle of Philanthropy offers the following reservations:

• Merchandising deals are not appropriate for just any charity. The ones that do well have significant name recognition or expertise in a particular topic.

• It can take up to two years of research, negotiation, and product development before a nonprofit realizes any surplus.

• Too many charities pursuing high-profile deals can result in “cause clutter.” Consumers may grow tired of the constant appeals to buy things to support good causes.15

According to Joanne Fritz, “A recent survey by the leading cause marketing firm, Cone Communications, found that although 30 percent of surveyed consumers in 2004 said they would pay more for a product if it supports a good cause, a follow-up survey in 2009 showed that only 14 percent of consumers say they would do so.”16

Recognition and Renewing the Trade

For a nonprofit, it is important to determine the length of one’s partnership agreement with the corporate sponsor. Are you working with them for the year? The quarter? Or just on a sponsored event?

Social entrepreneurs should think about when the corporation is creating its budget so they know when to act. In addition to determining this, they should figure out who is making the budget so they can be contacted directly.

OODA

A key to all aspects of social enterprises is OODA. OODA (Observe, Orient, Decide, Act) is an engagement and maneuver method developed by the late, great strategist Colonel William Boyd, US Air Force. OODA applied to business helps social entrepreneurs connect with the forces within their environment and then accelerate achievement of goals.

The OODA four-step method asks one to first Observe the environment. Step 2 is to Orient oneself to matching which aspect of the environment one wishes to serve. Step 3 is to Decide the best action plan by using analytic methods. Step 4, the most important, is to Act immediately on one’s decision.

Material and Movement Benefits of Cobranding

There are clear benefits to both parties involved in the cobrand. The corporate sponsor is able to give materials to the nonprofit organization either in the form of a revenue stream or, as in the case of Home Depot, materials can be given in the form of company resources such as wood to organizations such as KaBOOM!, which builds playgrounds for children in areas of need. Home Depot also mobilizes its employees as volunteers for the organization. This gives the employees a sense that they are giving back to the community and provides strong community–brand awareness and brand loyalty.

Realistic Expectations

It is vital that social entrepreneurs have reasonable expectations as to how their income statement will be affected now and in the future by corporate sponsorships. In addition to a 6- to 24-month lag time until completion and receipt of sponsor funds, it is important to have a realistic ratio of forecasted revenue streams from sponsors as a necessary component to a healthy income statement and balance sheet. The nonprofit organization should always leave room for changes in the sponsorship ecosystem due to a potential economic downturn or changes in values on the part of the sponsor.

Smaller Charity Corporate Sponsorship

An economic downturn may seem like a challenging time to seek corporate sponsorships. However, in poor economic times, businesses are desperate to increase sales, while customers are more attentive than ever to their spending. This is a win-win for CRM. Consumers like businesses that care. How better to demonstrate good values than helping to sponsor your event?

What Are the Forces Involved in a Corporate Sponsorship?

Sponsorship represents a give-and-take between a nonprofit and a business. The business donates money toward costs associated with a charity event, and in return, the charity event affords the business low-cost public exposure and marketing. A charity’s sponsorship success rate is strongly dependent on the perks that it can offer potential business partners.

Competing for Corporate Sponsorships

National charities either employ staff members specifically assigned to CRM or hire qualified sponsorship consultants.

Even small charity organizations comprising volunteers have the potential to attract sponsors for an event. Start the plan locally, focusing on the small business sector of the immediate neighborhood. Think of concentric circles of influence in one’s city or town. Social entrepreneurs should start with the people they know well, network out into the neighborhood where they have physical proximity to businesses, and then over time build on their initial cobranding micro-successes; this way, they can begin to reach out to the large, national, big-box chains and corporations that service their region. Using an innovative approach to attract larger chains is key!

Plan the Event Budget

When coming up with a budget for a charity event, it is important to consider the following: “How much will the venue cost? What are the total costs for items such as advertising, physical setup, lights, microphones, entertainment, giveaways such as T-shirts, security, printing, food, and food service? What will be the income from the event? Will there be a per person fee? Is there money already in the budget devoted to the event? Have some donors already pledged support? How many business sponsors from last year have signed on again? How much of the income will help support the event and how much will go to the cause?”17

Once social entrepreneurs determine how much money must be raised for the event, they can create tiered sponsorship levels for desired businesses. To meet overall sponsorship goals, nonprofits should mindfully create low-level, midrange, and large sponsorships to attract the greatest variety of small to large companies,

Sponsorships should be tiered in such a way that there are more small, base-level options available than large, lead options. This way, if a nonprofit fails to obtain a large sponsor, all is not lost. In addition, the charity should have a list of gifts-in-kind on hand for businesses that prefer not to give cash. For example, a restaurant chain may want to donate its facility for the event.

To provide clear incentives to sponsors, each tier of sponsorship should be tied to a specific level of promotion and exposure for contracted businesses, both before and during the event. This marketing can take the shape of company logos appearing in event programs and signage, as well as press releases that list the charity sponsors. Leave room for potential sponsors to make specific requests regarding their contributions and marketing needs. Finally, as Joanne Fritz suggests, “have a thoughtful media and brand promotion plan in place” and “use the PAM4 structure.”18

Prepare Your Audience/Sponsor Matching Matrix

Before asking businesses to sponsor an event, the social entrepreneur must think through the audiences that the event will target. Make a detailed list of what type of consumers will be reached: families, young children, new mothers, retirees, high-income people, grandparents, high school–age kids, senior citizens?

Social entrepreneurs should take a broad view in relation to their audiences. When planning a core event aimed at elementary school children, it is also important to consider the parents, grandparents, siblings, neighbors, and teachers, as well as food vendors, who might also be in attendance.

After compiling a list of potential audience members, social entrepreneurs can make a matching list of potential businesses that might cater to those audiences. Using the earlier example, this would include family-oriented vendors (such as restaurants, children’s clothing stores, family entertainment companies) and businesses associated with education (such as stores that will be running back-to-school sales, educational toy stores, private schools, and department stores). Entrepreneurs should use the audience/sponsor matrix to identify interested sponsors and then pitch ideas to those companies.

Making Contact

Despite what some charities suspect, securing sponsors takes more than a well-worded letter detailing their cause and related event. Sponsorships are built on relationships. Just think about the piles of mail businesses get each day. A mass letter from a local nonprofit could easily get lost in the shuffle. When sending information and calls for sponsors through the mail, nonprofits should focus on specific businesses and always follow up with a phone call or in-person appointment.

Although mass mailings are sometimes ineffective, IEG, a company that connects organizations and potential sponsors, reports that 55 percent of sponsorships result from cold calling. Social entrepreneurs should therefore view cold calling as an acceptable and often successful method of finding sponsors.19

Social entrepreneurs should rely on multiple forms of contact, such as phone calls, visits, mail, and e-mail, when soliciting sponsors. A diligently executed, persistent, integrated approach is best.

Joanne Fritz also suggests the following strategies for finding corporate sponsors:

1. “Use your inner circle to find the best leads to potential sponsors.” Ask your volunteers (especially board members) if they have a connection with a local business and see if they would consider making a pitch for sponsorship.

2. “Work the geographic circle that you can physically reach. Walk around the immediate area where your charity is located and where you plan to hold your event. Write down the names of all the businesses, look up their contact information, and then call them about your upcoming event.” In today’s overloaded information world, remember: 18 strikes and you’re out. But seriously, at least nine tries should be attempted before you give up on that lead.

3. “Work your outer circles. Make a list of all the medium and large corporations in your area. Think of large employers, grocery store chains, and retail outlets that are part of a larger corporation. Call those businesses and ask who handles their marketing, their charitable contributions, or their sponsorships and how you should contact them. Ask for any guidelines the corporation has for charitable donations . . . then contact the appropriate person or department in the manner they prefer.” Submit your proposal exactly as instructed by the corporation and, at each point of contact, try to get an in-person meeting so that you can make your pitch face-to-face with the appropriate representative.

The outer circle is hardest to reach, but again, persistence is key. Many sponsorships are lost each year when nonprofits fail to follow up after making their initial request. Be sure to keep detailed records of all communications, bearing in mind that even if you do not secure a sponsorship the first time around, you are building toward a future relationship with the corporation.

4. “Formalize sponsorship agreements and cultivate the relationship.” When sponsorships are secured, send a thank you letter that, once again, lays out the terms of the sponsorship. Keep your sponsors informed as you plan your event, and assign a point person to handle all potential queries. If questions are asked, follow up promptly.

To further the working relationship, get sponsors involved by putting them on the guest list for pre-event activities. This opens the door for greater publicity, for both the nonprofit and the sponsors.

Even if a company choses not to become a sponsor, invite them to the event and thank them for reviewing your proposal. This can build toward future sponsorships.

5. “After the event, provide sponsors with plenty of documentation.” This includes photographs depicting sponsor logos, happy participants, and activities supported by the sponsors’ contribution. Also provide a detailed report showing attendance, funds raised, and fund allocation. Create and send a certificate confirming the sponsors’ involvement, and send thank you letters.20

Although seeking and securing high-profile sponsors is difficult work, it has the potential of leading to fruitful partnerships with successful corporations. With motivation, preparation, and a strong sense of possibility, even the most cash-poor social enterprise can, using cobranding principles, leverage tremendous corporate resources to achieve its goals.
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CHAPTER NINE

The Challenges of Financing Economic Transformations

Gregg A. Lichtenstein

Led by social entrepreneurs and innovative community economic developers in this arena, a new class of economic development activities is beginning to emerge—something known as transformations.1 Transformations are defined as offerings that produce a fundamental change in the client or customer. This chapter describes these offerings more fully and raises, as well as begins to address, a serious obstacle to their commercialization—how to finance them—because there is a clear gap in the marketplace for which new financial mechanisms or products must be developed. It then explores what an innovative investment instrument to fund human capital development for individual entrepreneurs would look like, as well as a system of investments to create and transform communities of entrepreneurs.

Defining Transformational Offerings

Transformational offerings involve producing a substantial change in the customer or client’s abilities—for example, the change that results in a student’s knowledge and skills over the course of a college education or the shift in one’s health from a complete change in lifestyle and living regime (i.e., eating, exercising, thinking, etc.). Transformations do not involve incremental changes and, as these examples illustrate, are activities that take place over a significant period of time.
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Figure 9.1 Hierarchy of economic offerings.

Source: B. Joseph Pine II and James H. Gilmore, The Experience Economy (Boston: Harvard Business School Press, 1999).

Transformations lie at the top of the hierarchy of economic offerings described by Pine and Gilmore.2 These management thinkers argue that there are five types of offerings—commodities, goods, services, experiences, and transformations—that increase in value as one moves up the pyramid (see Figure 9.1). At the base are commodities that can only be distinguished from one another by price. At the next level are physical goods that provide greater value by offering different features or benefits. Services are found at the third level; their intangible nature makes their value more difficult to assess and compare.

Two new offerings have recently emerged that cannot be explained by these first three categories: experiences and transformations. Experiences “occur when a company intentionally uses goods as props and services as the stage for engaging the customer in such a way that creates a memorable event.”3 The offering is “no longer the goods or services themselves, but the experiences they create.”4 Examples such as Universal Studios Resort in Orlando, Florida, and eating establishments such as Rainforest Cafe serve to illustrate this point.

However, experiences do not exhaust the range of possible economic offerings. “Just as customizing a good automatically turns it into a service, so customizing an experience turns it into something distinct. If you design an experience so in tune with what an individual needs at an exact juncture in time, you cannot help but change that individual—guiding him to (and through) a life-transforming experience.”5 Transformations are the ultimate in the hierarchy of economic offerings.

Experiences and transformations are not simply variations on service offerings. “Both goods and services exist completely outside the recipient . . . the new economic offerings . . . are inherently personal. . . . Experiences only occur within the individual, while transformations go even further and actually change the individual buyer . . . experiences unfold over a duration of time and transformations must be sustained through time.”6

The evolution of business incubation illustrates the differences among these five types of offerings. Originally, an incubator’s principal offering was below-market space, a commodity whose only value was its low price. Then, in addition to space, incubators offered customizable terms such as shared resources, flexible leasing terms, and work areas. Next, incubators began to provide services such as business planning, marketing, and operations assistance, which added intangible value. Some incubators have begun to recognize the benefits of the experiences they provide by bringing entrepreneurs together in one place, including information sharing, moral support, and opportunities for creating business partnerships.7

The highest-level incubation offering would be to transform entrepreneurs or enterprises, or, in other words, to help entrepreneurs develop skills in building successful companies.8

Operationalizing the Concept of a Transformational Offering

To make the concept of a transformational offering in economic development practical, a new way to map the business assets in a community or region must be introduced. This approach is called the Pipeline of Entrepreneurs and Enterprises (see Figures 9.2 and 9.3). The image of a pipeline calls to mind the idea of a conduit or the concept of deal flow in the sense used by venture capitalists, bankers, and even salespeople. It is used here to represent the quantity and quality of the entrepreneurs and enterprises in a particular geographic area.

The Pipeline is a map that effectively segments the marketplace of entrepreneurs and enterprises by capturing the crucial differences among entrepreneurs. Developed by Gregg A. Lichtenstein, Ph.D., and Thomas S. Lyons, Ph.D., this approach is described in the book Investing in Entrepreneurs: A Strategic Approach for Strengthening Your Regional and Community Economy.9 The Pipeline utilizes three dimensions to map the community’s entrepreneurs and enterprises:

1. The vertical dimension represents the hierarchy of skills and sorts entrepreneurs into five levels according to their ability to start and grow a new business: Rookies, Single As, Double As, Triple As, and Major Leaguers.

2. The horizontal dimension represents the six life-cycle stages of the business: Pre-Venture, Existence, Early Growth, Expansion, Maturity, and Decline.

3. The depth dimension (i.e., the number within the cells in the two-dimensional graphic above or the height of the bar in the three-dimensional graphic) represents the quantity of entrepreneurs and enterprises in a community or region that occupies a particular segment of the Pipeline.
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Figure 9.2 Two-dimensional representation of the Pipeline of Entrepreneurs and Enterprises. Note: The individual cells in this example represent the number of entrepreneurs and enterprises in the community in that segment of the Pipeline. © Collaborative Strategies, LLC.

The goals in managing the Pipeline are to increase the quantity (the volume) of the supply of entrepreneurs and enterprises in the community and to improve their quality (increase their flow through the Pipeline); in other words, to help the Pipeline grow and flow.

Two variables describe the quality of the entrepreneurs and enterprises. Skill level represents the quality of the entrepreneurs. Stage in the life cycle of the business captures the quality of the business. Although higher skill levels (representing the vertical dimension of the pipeline) are obviously better than lower skill levels, and later stage, more mature companies are obviously more valuable than early stage companies, it is a fundamental fact of nature, like the law of gravity in physics, that all entrepreneurs start off as Rookies (the lowest skill level) and all businesses start off as ideas in the mind of an entrepreneur or a team of entrepreneurs (the Pre-Venture life-cycle stage). This means that the ideal flow of the Pipeline is always from the lower left (lower skill levels and earlier life-cycle stages) to the upper right (higher skill levels and later life-cycle stages in the business).
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Figure 9.3 Three-dimensional representation of the Pipeline of Entrepreneurs and Enterprises. © Collaborative Strategies, LLC.

Flow in the Pipeline is not smooth and linear; there are graduated, discontinuous intervals that the entrepreneur and the enterprise must traverse, represented by the various skill levels and life-cycle stages. It is crucial to understand that movement from one segment of the Pipeline to another requires a transformation—either the development of new skills by the entrepreneur or a change in the structure of the business that permits movement to the next stage in the life cycle.

This statement captures the fundamental difference between growth and development. Growth is a scalar concept that describes linear changes within a particular structure, such as increase in sales. Development represents a fundamental change in structure—either in the thinking and skills of the entrepreneur or in the organization of a business. Growth cannot continue indefinitely without a change in structure, as this description illustrates. “Another example in which physical limits are set by the laws of nature is found in scaling. Although a few economists believe that a machine can be built twice as big without changing production functions, according to the laws of nature, you can neither scale up nor down at will. To build a bigger machine than has been built to date you know beforehand that limits will have to be overcome by the discovery of stronger materials. This discovery was made by Galileo, who, in his Two Sciences, showed why it was impossible to imagine one dog exactly twice as large as another without it having stronger bones.”10 These changes are not gradual or smooth.

Growth occurs within a segment of the Pipeline. Development occurs when an entrepreneur or enterprise moves from one segment in the Pipeline to another—in other words, when there is a fundamental change in structure.

Such structural changes are easier to understand when it comes to the life-cycle stages of a business (e.g., the transformation from shoe box financial record keeping at the Pre-Venture phase to the sophisticated systems required by publicly held companies at the maturity phase) but exist as well for entrepreneurs as they move up the five levels of skill from novice, or Rookie, to master, or Major Leaguer. These are explained in much greater detail elsewhere, but a simple example will suffice to illustrate the structural differences by skill level.11

In terms of management, the basic challenge for entrepreneurs at the Rookie level is to learn how to manage themselves—their own time and energy. (Rookie entrepreneurs are often characterized as “firefighters” who run from crisis to crisis with little ability to plan and prioritize to gain control of the process.) The challenge facing entrepreneurs at the Single A level is to learn how to manage others. The challenge for Double A entrepreneurs is to learn how to manage managers, and the challenge for Triple A entrepreneurs is to learn how to manage entrepreneurs within their organization.

The nature of the management challenge is different at each skill level, fundamentally so. This is reflected by their span of control—the number of individuals that an entrepreneur at each skill level can manage. Rookies can barely manage themselves and perhaps 1 or 2 other individuals, usually poorly. Single As can learn to manage from 7 to 10 other individuals. Double As, by virtue of their ability to manage managers, each of whom in turn can manage 7 to 10 individuals, could have a span of control of up to 100 people. Triple A entrepreneurs, depending on the skill level of the individual entrepreneurs under their control, could manage significantly more. These differences in span of control by skill level of the entrepreneur, from 1 to 10 to 100 and higher, are clearly nonlinear.
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Figure 9.4 Stress points in the Pipeline.

No matter what the potential size of the market opportunity an entrepreneur is pursuing, he will be limited in what he can capture by his level of management skills. A Rookie pursuing a billion-dollar opportunity is likely to have a company that has no more than two or three employees. If the business grows larger in size—that is, beyond the entrepreneur’s capacity to manage it—failure inevitably results, no matter how promising the opportunity.

This is an example of places in the Pipeline in which the flow or movement of entrepreneurs and enterprises tends to slow, stop, or terminate: they are known as weak points, stuck points, and crash points (see Figure 9.4 above). By avoiding these stress points and successfully increasing the flow, the quality of the entrepreneurs and enterprises in a community’s portfolio of business assets can be improved.

To achieve flow in the Pipeline, entrepreneurs must be able to move from one segment to another; this means they must be able to negotiate the changes required to transform both themselves (their level of skills) and their business (from one life-cycle stage to another). These transformational changes are difficult for all but the most driven and self-motivated entrepreneurs to achieve on their own. Most average human beings require help from others, in various forms. In fact, some would argue that no one achieves successful transformational changes without support.

However, the needs of entrepreneurs and enterprises in each segment of the Pipeline are different, as are the services and the infrastructure necessary to support them. To be effective, economic development strategies must be targeted to a specific part of the Pipeline. In other words, generic business development services will not be effective beyond a particular segment because one size does not fit all. This suggests that we are not talking about a single “transformational offering” that will work for all entrepreneurs but rather an extensive menu of offerings that reflect the conditions and particular needs of entrepreneurs in each of the individual segments of the pipeline. Although this complexity might prove to be frustrating to organizations and individuals who work with entrepreneurs, it is simply reflective of the customization or personalization that is occurring in many fields.

For example, no one would be surprised to learn that one diet plan will not work for everyone—it must be customized to an individual’s body type or metabolism, among other significant variables. The realization that one size does not fit all is reflective of the drive toward “empirical” and “precision” medicine in health care—which involves more precise diagnoses of disease states and a greater understanding of the exact consequences of specific treatment for various kinds of individuals.12 The implications of this realization are only beginning to dawn on practitioners in economic development.

Two Categories of Transformational Offerings

This discussion of the Pipeline of Entrepreneurs and Enterprises suggests that there are two categories of transformational offerings. The first is focused on the individual entrepreneurs and enterprises within the Pipeline. These are referred to as “micro-transformations.” There are two kinds of micro-transformation: one has to do with the entrepreneur and reflects the movement from one skill level to another; the second has to do with the enterprise and represents the movement from one life-cycle stage to the next.

The second category of transformational offerings is focused on the Pipeline as a whole and is known as “macro-transformation.” Although both categories of transformation produce significant increases in the capacity to deal with new circumstances and achieve goals, micro-transformations apply to the individual entities and macro-transformations apply to larger wholes, such as entire communities of entrepreneurs within a particular area.

The clearest examples of macro-transformation come from the field of ecology. The process through which whole communities or biological ecosystems evolve over time is known as “community succession.” These changes are not minor; they represent huge shifts in the mix of species that each ecosystem contains, as well as the relationships among them. For example, habitats can evolve over time from lifeless areas (due to the effects of a volcanic eruption or the retreat of a glacier) to grasslands to various types of forested areas. Although these changes can have many, frequently external stimuli or causes, what is important to note is the major transformation that results in the composition of species within that ecosystem.

Such macro-transformations also occur in economies as well. Many economists and regional scientists have observed the changes in a community’s structure of production as its economy evolves from agriculture or commodity extraction to value-added manufacturing, from low-tech to high-tech, from supplier-oriented to end user–focused market opportunities, or from being product oriented to service oriented. When these shifts extend beyond just a few individual firms to a critical mass of entrepreneurs and enterprises in an area, community succession, or a macro-transformation, can be said to have occurred. These transformations represent a major change in an economy’s capabilities. Economies with more advanced and sophisticated capabilities are able to be more innovative and globally competitive and create more wealth.

The two goals of economic development, then, should be to encourage and support the transformation of the economy as a whole and the transformation of individual entrepreneurs and enterprises. These goals can be accomplished by the way in which the quantity and quality of the entrepreneurs and enterprises in the Pipeline are managed.

The Unique Nature of Transformational Offerings

Transformations and transformational offerings have a number of characteristics that make them unique. Unlike a category of economic development activities known as performance enhancement strategies,13 transformations (specifically micro-transformations) are designed to produce a change in structure—either in the skill level of the entrepreneur or in the life-cycle stage of the business. Performance enhancement strategies, in contrast, are designed to improve the quality of the assets within a particular segment of the Pipeline—that is, to increase or accelerate revenue growth or profitability, but without producing a change in structure.

Transformations, unlike transactions, tend to produce changes that are more intangible in nature and therefore harder to quantify and measure. Changes in structure, such as movement from one skill level to another or one life-cycle stage to the next, are subtle and more difficult to measure than discrete projects or engagements that result in cost reductions and specific productivity improvements.14

Because they are more organic and less mechanistic than performance enhancement activities, transformations are less predictable in terms of how, when, and even if they will occur. The time period required cannot always be clearly specified nor the result guaranteed. Because of the need for customization to meet the unique needs of each individual entrepreneur or business, what works for one person or venture will not necessarily work for another.

For example, the development of a new skill, particularly a higher-order skill such as managing, is a process that has many phases and is conceptual as well as iterative in nature. This means that to master the skill of managing others, one has to have a conceptual understanding of the skill to perform it effectively, but a conceptual understanding alone is insufficient; one must have a sufficient foundation of experience in practicing or executing the skill before competency can be achieved. And yet, conceptual understanding usually arises from distinctions learned by actually executing the skill. As entrepreneurs actually try to manage others, both successfully and unsuccessfully, they learn about the adjustments that need to be made in their performance to close the gap between the outcome intended and the outcome actually achieved. It is in this sense that thinking and practice are linked and mutually reinforcing.

The time it takes for an individual to go through this process cannot be predicted precisely. For one thing, the obstacles that each individual may encounter in the skill-development process are usually different. For example, one individual may have difficulty in articulating his or her expectations of employees because that individual has little experience planning ahead and therefore identifying the tasks that need to be done. Another individual may have no difficulty with that activity but, instead, have problems accepting his or her role as an employer with the relationship and authority to tell another individual what to do.15 The latter issue is usually reflective of an underlying emotional obstacle and can sometimes, although not always, take more time to identify as a problem and to overcome.

The fact that each individual is unique makes the process of educating, coaching, and other approaches required to facilitate these changes quite difficult and transformational offerings very challenging to design and implement. Yet, as a deep base of experience is acquired, certain patterns have begun to emerge that have the potential to make the process, if not predictable (which I do not believe will ever be possible in the case of transformations because they are not linear and deterministic), at least more probabilistic in nature.

For example, in my organization’s coaching work with entrepreneurs,16 we have found that in 80 percent of the cases, entrepreneurs at the Rookie skill level typically encounter one of five obstacles when attempting to develop their skill in managing others, and 20 percent do not follow any of these patterns. This is of course an empirical generalization drawn from a sample of 200 Rookie entrepreneurs (which may change over time as the sample size gets larger and more diverse), and yet this knowledge has begun to inform the process, speed, and rate of success of our coaches in dealing with entrepreneurs who reflect these particular patterns. In other words, even given the requirements for customization, we have begun to become more efficient and effective in helping entrepreneurs make the transformation from someone who can only manage themselves to someone who now has the necessary skills to successfully manage others and operate a business of a larger size. As this knowledge accumulates, an understanding of the conditions and the time necessary for such transformations to occur is growing. The time required to master the skill of managing others can range from a minimum of 6 to a maximum of 18 months. This period is influenced to a great extent by the degree of intention, focus, and amount of practice brought to bear on learning this skill.

The Affordability Problem

Transformational offerings such as coaching entrepreneurs to develop new skills with experienced entrepreneurs as coaches are highly customized, high-touch processes that are obviously more expensive than commodity-oriented offerings such as business-planning courses or instructional DVDs. Although the results from an implementation of such a coaching approach by my organization in central Louisiana, for example, have demonstrated their value from a cost-benefit point of view (that the benefits and impacts in both absolute and relative terms exceed the costs of alternative investment options),17 the driving question at this point is whether entrepreneurs can afford to pay for them.

Clearly, there are entrepreneurs and firms that can afford to pay the cost of such transformational offerings out of the revenue and earnings from their businesses. These represent entrepreneurs from those segments of the Pipeline at the Double A skill level and higher, whose firms are at the Expansion and Maturity stages in the life cycle (see Figure 9.5 for what is referred to as the Zone of Maximization).

The problem is that the population of entrepreneurs and enterprises within the Pipeline most in need of transformation are the ones that are in the least position to pay for that help—those located in the lower left-hand corner of the Pipeline known as the Zone of Potential. The majority of entrepreneurs and enterprises, by some estimates up to 90 percent in many communities, fall into this area. How do these entrepreneurs, Rookies and Single A entrepreneurs, whose firms are at the Pre-Venture, Existence, and Early Growth stages in the life cycle, pay for transformational offerings?
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Figure 9.5 Zones within the Pipeline.

If they cannot afford to pay, is it in the interest of society as a whole to assist these entrepreneurs by making transformational offerings affordable for those currently without the financial resources to pay for this help themselves? I believe that there is a case to be made for this. If so, how can society accomplish this?

Although the entrepreneurs in the upper right-hand corner of the Pipeline can afford the cost of transformational offerings, there is no assurance that they will necessarily engage in these activities (which admittedly require a lot of work). How can society encourage or incentivize this kind of behavior? Are there financial means for doing so?18 If so, how would they function?

Certainly, there are unusual individuals whose sheer willpower and persistence give them the strength of character to overcome whatever obstacles stand in the way of their success. These individuals are often capable of achieving transformations without external support. Such individuals should be lauded, but to build a system in which only such individuals succeed is far from ideal.19 This strategy will result in outcomes that are clearly suboptimal and undesirable from society’s point of view.20

With respect to macro-transformations, how does society ensure the transformation of the entire economy to a more advanced level of complexity and sophistication? What transformational offerings are necessary to achieve this goal, and what must our society do to finance this activity?

Without some form of support, the level of investment in both micro- and macro-transformations will be below what is optimal from the perspective of society as a whole. This then leads to the question of how to best achieve that support. How do we finance transformations? What kind of financial tools or mechanisms can effectively and efficiently encourage the utilization of micro- and macro-transformational offerings?

Financing transformations represents an investment in people or human capital, not the business. We do not currently have well-developed markets, tools, and business models for investing in human capital. This reflects the fact that transformational offerings themselves are in a very early stage of development. We are in need of new financial instruments and social innovations to support their implementation. We are also in need of social entrepreneurs to lead the way in creating ventures to bring these innovations to market.

Design Specifications for New Financial Instruments

What would an innovative investment instrument to fund human capital development for individual entrepreneurs and a system of investments to create and transform communities of entrepreneurs look like? These are two complicated issues, but at this stage in the discussion, we can stipulate some of the requirements that such financial instruments would have to meet to be effective.

1. Any financial instrument must be designed to support the transformation process. Addressing the affordability issue must be done in a way that does not create dependency on the part of the entrepreneur but, instead, increases the likelihood of achieving the goal, which is transformation or skill development. The instrument must actually be, as well as be seen as, an investment and not a grant, subsidy, or transfer payment (which often creates difficulty for philanthropic organizations as well as government agencies). For example, if debt is used as a financial instrument, fiscal discipline demands not only repayment of the loan amount plus interest but requires that the entrepreneur utilize this resource to produce a result that exceeds the value of the resource (this is known as leveraging resources). In this case, the entrepreneur must generate an increase in the value of his or her human resources as an entrepreneur—in other words, an increase in skill level. Without this discipline (even if the cost of the transformational offering is offset or reduced to some extent by an external investor), the incentive to create benefit from this resource is reduced. Financing must be designed to be an enabling tool.

2. The benefits produced by the investment must be clear and measurable in terms of the outcomes they create. In other words, it is not the change in skill levels themselves that we are most interested in; these are merely a means to an end, which is the differential benefits they produce—financial returns such as significantly higher sales revenue, quality jobs created (salary levels and benefits paid), wealth generated, local investments or improvements made, taxes paid, and local suppliers utilized and social returns on investment (SROI) such as entrepreneurial role models created and unemployment or welfare rate reductions.21 There must be a return from the investment, and the return must be capable of being captured or credited to the financing entity.

The probabilities of success or the rate at which such investments will produce these financial returns must be known, at least within a reasonable range. In other words, not all investments will produce these results. What rate of success or failure can an investment instrument sustain to maintain its financial and operational viability? If, over a 4-year period, for example, only 60 percent of the financial investments are successful in terms of generating transformations, is that a positive return and one that is sufficient to continue the program of offerings?

3. There must be a sufficient base of experience (even if collected from experimental pilots) to value and price both the transformational offering and any financial instrument and to set or assign other terms, such as payback period or risk factor.

4. Consistent sources of long-term, patient capital are needed, who are willing and motivated to work in all segments of the Pipeline in the best interests of the community as a whole, not just a particular part of it.

Possible Sources of Funds

There are a number of potential funding sources for such investments.

Bond financing through public or nonprofit agencies, authorities, or trusts. Bonds are used to raise money for public goods or infrastructure such as bridges, highways, the construction of hospitals, and even educational institutions that are difficult to pay for on the basis of usage alone. Although bond financing has not traditionally been used to pay for soft costs such as investments in human capital, there is theoretically no reason why a region or community could not issue bonds that would be paid back from the increase in tax revenues generated by the businesses of successful entrepreneurs. Political leaders have tended to avoid these types of projects because of their intangible nature and the financial skills required by local agencies. However, there is great potential in this approach if new energy and vision is brought to bear.

This is essentially the concept behind social impact bonds (SIB), which are being explored in the United Kingdom. Initial discussions are focusing on their application to such areas as economic development, job training, and even the problem of prisoner recidivism by funding intensive counseling, employment, housing, and other support services for recently released prisoners.22 Much work remains to make this approach practical including the exercise of entrepreneurial behavior on the part of public officials.

Foundations or philanthropic sources. This category includes foundation support in the form of grants or contracts for operating expenses (from national, regional, or community foundations), program-related investments (low- or no-interest loans or high-risk investments made without concern for profitability or return on investment), and gifts, endowments, or wealth transfers from wealthy individuals or community “alumni” to support local economic development activities. The Home Town Competitiveness initiative operated by the Nebraska Community Foundation is an example of the latter kind of initiative.23

The rules for program-related investments vary by institution. They are viewed as a creative way to use resources to support risky activities that are new, innovative, and too complex for conventional support.

Social venture capitalists or investors in social ventures. A class of funds is emerging that focus on investing in nonprofit or for-profit ventures with explicitly social missions that, in the case of the latter, produce both financial and social returns on investment. There is as yet no consistency in the investment approaches being taken by these funds with regard to their expectations about payback and return. The field is ripe with experimentation and such investment could be directed to transformational offerings.

Redirecting economic development funding or expenditures to other uses. For the past three decades, people have been challenging the value of industrial recruiting as a tool for economic development, arguing that the return on investment is not justified when compared to alternative uses of those funds, such as supporting entrepreneurship. The time is now right to challenge this strategy and allocate funds differently. This thinking could also be applied in the private sector to the use by banks, for instance, of their community reinvestment dollars.

Sponsorship/advertising model. Many economic development programs already utilize this approach to support their initiatives. Many corporations are also willing to champion ventures in exchange for naming rights, something which is commonly done with sports arenas and other facilities. Utilizing this thinking, venture capitalists, for example, might be willing to pay for the right of first refusal—the opportunity to see promising entrepreneurs and enterprises first and to decide whether to make an investment.

Build the funding for coaching into the cost of business loans. A number of economic development organizations have begun to do this in their packaging of business loans for early growth companies (for working capital or capital acquisition costs), realizing that it is the entrepreneur’s skill in managing these kinds of projects that will determine their success. The technical assistance that is provided alongside the financial resources helps ensure success for the entrepreneur and payback of those funds to the lending organization. This use of this approach could be expanded and also applied in the private sector, for example, by a bank or, on the equity side, by venture capitalists or angel investors.

Private sector lending or investment. There have been a number of experiments since the early 1990s to develop new mechanisms for investing in education, particularly in the private sector. Known as human capital contracts (HCCs), they are mechanisms by “which an individual commits part of her future income for a specified period of time in exchange for capital for financing her education.”24 These experiments have been described in some detail by Miguel Palacios Lleras in his book Investing in Human Capital. There is no reason that these approaches to developing human capital investment instruments, either through debt or equity, could not be applied to transformational offerings such as coaching for entrepreneurs, which are structurally similar in nature to funding for education.

Creating an Investment System

The fact is that it will require a combination of approaches and sources of funds to support a full range of micro-transformational offerings across the entire Pipeline of Entrepreneurs and Enterprises and to achieve sufficient scale of operation. What is needed is an investment system to support micro- and macro-transformations in the economy. Only an investment system with complete coverage will be able to produce macro-transformations.

Such a system could be produced by encouraging individual stakeholders to provide financing for those segments of the Pipeline that are of particular interest. For example, foundations and government agencies are focused on providing economic opportunity to individuals at the lowest level in the Pipeline—individuals who are on welfare or who are operating subsistence or below-subsistence businesses (commonly referred to as “necessity entrepreneurs”). Venture capitalists, on the other hand, are working with entrepreneurs and firms at higher levels in the Pipeline. Community banks and smaller financial institutions work somewhere in the middle. By having each stakeholder play a particular role and by connecting them together, a larger, more integrated system can be created.

Where there are gaps—and there will be gaps—the existing stakeholders should collaborate to figure out how to close them because it is in all of their individual interests to see that there is a system of support for entrepreneurs, no matter where the latter are located in the Pipeline. Collectively, stakeholders could create syndicate funds to fill these gaps, much like venture capitalists syndicate their investments in start-ups with multiple partners.

The creation of such investment systems will require sophisticated public and private partnerships, as well as partnerships among stakeholders within each sector. These partnerships will have to move beyond the simplistic historical notions of the respective roles of the public and private sector that all too frequently characterize current thinking in economic development.

For example, there is a strong belief by many in both the public and private sectors that the public sector has or should take responsibility for the lower left-hand corner of the pipeline (what we referred to as the Zone of Potential—covering the Rookie and Single A skill levels and the Existence and Early Growth stages) and that the private sector has the responsibility for the upper right-hand corner (what we have referred to as the Zone of Maximization—the Double and Triple A skill levels and the later stages in the business life cycle). This thinking has resulted in a de facto division of labor, as well as a break or bifurcation in the Pipeline (sometimes referred to as the “missing middle”)—a chasm through which it is difficult for entrepreneurs to cross. This is seen in the differences between the public sector and private sector in terms of what customers they serve. The public sector serves the little guys, and the private sector works with the larger companies.

This understanding of the respective roles of the public and private sectors creates major problems, the most significant of which is that it produces barriers to the successful movement of entrepreneurs from one zone to another. It also inappropriately and inefficiently segments service providers from both sectors and unnecessarily limits them. There are public sector service providers that can and should work with entrepreneurs whose businesses are located in the upper right-hand corner of the Pipeline; there are also private sector service providers who can and should work with entrepreneurs in the lower left-hand corner (the Zone of Potential), notwithstanding the lesser ability of clients in that zone to pay the market rates usually (but not necessarily) charged.

Instead, an allocation of roles and a coordination of responsibilities are suggested that is based on where in the Pipeline an individual stakeholder is best able to perform, strategically and operationally. This must be determined by an actual analysis of the strengths and weaknesses of particular players, not based on an ideological determination using organizational names and labels. Such a division of labor could go a long way toward eliminating the unproductive bifurcation that exists in the Pipeline of many communities and creating a system in which the whole is truly greater than the sum of the parts.

Determining Where to Invest for Transformation

To operate such an investment system successfully, its representatives will need to determine how to make investment decisions (i.e., to allocate scarce financial resources to the particular investment opportunities) in the interest of the whole community or region and not just on behalf of a selective part of it at the expense of everyone else. In other words, this investment system should be explicitly responsible for the whole, not just the parts. These representatives must figure out how everyone in their community will benefit from certain investment decisions, not just assume that this result will happen without accepting any responsibility for making that outcome occur.

The investments made possible by new instruments for financing transformational offerings will help increase the flow of entrepreneurs through the Pipeline (increase the quality of the supply) by helping them overcome or bypass the stuck, weak, and crash points in the Pipeline.25 Such investments do not involve picking winners (entrepreneurs who have already made it through the obstacle course of success and no longer need outside help, which is the point at which most people are ready to offer help and claim credit for the results). It involves supporting entrepreneurs with potential—those with the motivation to be successful (or be more successful) and the willingness to work hard but who lack the skills and direction to take themselves and their business to the next level. These criteria can apply to individuals at any skill level.26

The question of where in the Pipeline to invest resources in developing entrepreneurs cannot be answered in the abstract. It must be answered in the particular, based on knowledge of the dynamics of the Pipelines within specific communities or regions. There are several strategies to consider:

1. Focus investments on moving entrepreneurs out of stuck points, particularly if a large percentage of the Pipeline’s entrepreneurs are located there. This increases the flow in the Pipeline and leads to increases in sales, profitability, wealth, jobs, and tax receipts (our data indicate that performance in each of these measures increases by a factor of 2 to 10 times, for each skill level that an entrepreneur moves up).27 For example, moving Single As at the Early Growth stage to the Double A Early Growth stage, will enable them to continue to grow their business to the Expansion stage.

2. Look for break points in the Pipeline—points at which there simply is no flow or movement from one segment to another over a long period of time. This often occurs between the Single A and Double A skill levels (sometimes referred to as the “Missing Middle”).

3. Focus on entrepreneurs and enterprises in areas of strategic importance. In some cases, an area might want to target certain types of businesses for support because of their importance to the economy and to other firms.

4. Focus on particular entrepreneurs of strategic importance as role models for others. When entrepreneurs in a community observe that someone has made the transformation from Double A to Triple A (something that in many cases they have never seen), what was before just an idea now becomes possible because they have an actual example of that outcome. They can see the observable differences in thinking and behavior and in the state of the business (more employees, larger facility, new cars and bigger houses for the owners, etc.). The strategic importance of the entrepreneur as role model can be defined by who will have the highest developmental multiplier effect—whose success will influence the most people in the community. Those individuals with higher multiplier effects will produce a greater return on investment in their coaching or development. This does not always mean that actual dollars must be invested; again, at the higher skill levels, these entrepreneurs can afford to pay for coaching on their own, but they may need to be inspired by a new goal and encouraged to take that next step. Those few entrepreneurs who make it all the way up to the top of the Skill Ladder demonstrate conclusively that it is possible and that it can be done by others right there in that community. That is a powerful dynamic.

The system should find ways to encourage and incentivize entrepreneurs within the Zone of Maximization to continue their development up the skill ladder and ensuring that the necessary transformational offerings exist for meeting their needs to do so.

5. Invest to create leverage through a vacuum or pull. If a small but well-defined group of entrepreneurs is moving through the Pipeline, it will motivate others through a healthy sense of competition. In marketing terms, it is much easier to sell a new offering if entrepreneurs see others being successful using it.

6. Focus on the entrepreneur and not just the business. There is an understandable bias in the public sector against support for retail businesses. However, Single A entrepreneurs with a retail business may deserve support because they are capable of starting another business that might not be in the retail industry. Entrepreneurs and their businesses are not identical, and successful entrepreneurs tend to start multiple businesses over the course of their lifetime. Options are enhanced and expanded by focusing on the entrepreneur as opposed to the business.

An explicit set of criteria must be developed to make these investment decisions about who to help and who not to help, but they must be customized to the needs of that particular community or region. There must be an explicit process that is transparent, easy to understand, and fair (e.g., application, rules of participation, etc.).

An example might be useful to explain how such criteria might be applied. In the segment of my organization’s coaching work that is supported by foundations or government agencies, we require entrepreneurs who want to participate to sign a social agreement, a formal document that requires that they make three commitments in exchange for the investment being made in them:

a. They do their best to become as successful as possible in building a profitable business venture.

b. They help their fellow entrepreneurs in the program become as successful as possible.

c. They give back to the community when they have become successful (the method through which they do this is unspecified).

If entrepreneurs do not make a sufficient level of effort, if they miss their meetings with coaches, if they frequently come unprepared, if they do not perform the tasks that they themselves have agreed are crucial to their success, if they do not help others at peer group meetings, then they are released from the program so that these scarce resources can be utilized with others who are so motivated.28 The key criterion in this process is not progress but work ethic. Although many say they want such resources to be invested in themselves, often it is few who are motivated to use these resources to improve their skills and better themselves (this criterion necessarily limits the size of the pool of prospects). It is not the winners we are looking for, but the ones who are motivated to succeed and will make whatever level of effort is necessary. The selection criteria should consider the fact that is it not always possible to know who these people are upfront (people frequently say one thing and do another) until after they have been given a chance to participate. If the upfront investment is partial and continued investment is contingent on demonstrated participation, then scarce resources will be preserved and fairly allocated.

Finally, resources must be invested in individual entrepreneurs and enterprises to help produce macro-transformations. To accomplish this, current business opportunities must be leveraged in such a way as to help shift the economy to the next level of globally competitive sophistication. Community leaders must encourage entrepreneurs to do the following:

• Aggressively utilize technology in various applications, industries, and markets.

• Explore and pursue value-added business opportunities.

• Develop the capability to exploit and commercialize locally developed technology.

• Focus on innovation. The difference between entrepreneurs and business people is their focus on new offerings and markets in which they can gain a competitive advantage in the global marketplace.

The success of all of these strategies depends on having a supply of highly skilled entrepreneurs capable of building successful businesses that transform the economy.

Final Thoughts

There is a great need for investment instruments necessary to finance economic transformations; without them, the level of micro- and macro-transformation may continue to be below that which is necessary for the optimal functioning of our economies. The open-ended and unpredictable nature of transformation makes it difficult to determine the operating parameters for such instruments, but this is the work that needs to be done if a market is to be developed.

This work will require entrepreneurial effort and experimentation, by individuals in both the private and public sectors, all of whom will be engaging in social entrepreneurship. It will also require the utilization of all of the tools and sources of funding at their disposal to create a system of investment that will operate in the best interests of the community as a whole.
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CHAPTER TEN

Concluding Thoughts on Social Entrepreneurship Financing

Thomas S. Lyons

Once a social entrepreneur has identified a viable social and/or environmental opportunity with which to work and has selected an organizational structure for his or her venture, the next major consideration is financial capital. Financing is necessary at all the major stages in the life cycle of a venture. Start-up capital is required to develop the offering and build the vehicle that will bring that offering to its market(s). Working capital is needed to ensure healthy cash flow and meet the daily needs of the enterprise. As the entrepreneur scales (grows) his or her venture, growth capital is essential for financing the innovation behind that growth and for covering the costs of expansion. Knowing what type of financing to pursue is, in part, a function of the stage in the life cycle at which the venture is operating and its specific needs at that stage.

With this in mind, the types of financing available to entrepreneurs can be categorized according to a hierarchy that is reflective of the business life cycle.1 As the business grows, its financial needs change, and new types of financing become appropriate. Figure 10.1 depicts this hierarchy for commercial enterprises.

The lowest level in this hierarchy is family, friends, and founder. This involves small gifts, loans, and investments by the lead entrepreneur and his or her supporters that can be used to ready the product or service to be offered and establish the company that will carry this offering to market. These activities might include product or service research and development (R&D); proof of concept; acquisition of patents, copyrights, and trademarks as intellectual property; incorporation; licensing and permitting; and preparation of a bricks-and-mortar space and/or a website—the start-up stage. Also at this level, the entrepreneur may engage in “bootstrapping”—using other people’s resources to accomplish these activities and compensating them by promising a future equity stake, or other consideration, in the thriving enterprise.
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Figure 10.1 Hierarchy of financial capital for entrepreneurship.

As the venture moves ahead into its early existence and initial growth stages, the entrepreneur looks for sources of debt capital to help with working capital and cash flow. Initially, these might be microloans (small loans with favorable interest and collateral requirements). As the entrepreneur proves he or she can handle microlending but is not yet attractive to commercial bankers, it might be time to look for gap financing. This form of debt capital is often provided through government lending programs and community revolving loan funds. As the business shows a consistent ability to generate profits, commercial bankers are willing to make fixed-term loans or open lines of credit.

Now that the venture is poised for growth, other forms of financing become available and appropriate. Mezzanine capital is a form of growth capital that mixes debt and equity. Hall discusses mezzanine capital, as it applies to social entrepreneurship, in Chapter 2 of this volume. Angel capital is a form of equity financing in which a wealthy individual(s) invests in a growing venture in exchange for a share of the profits. Angel capitalists tend to require a smaller share and less say in the daily activities of the venture than do their equity-investing cousins, venture capitalists (VCs). Increasingly, receiving angel capital has become a prerequisite for obtaining venture capital—a proving ground of sorts. VCs invest in only a tiny portion of ventures. They seek high rates of return and want considerable control over how the enterprise is managed; in return, they make larger investments.

The Hierarchy as Applied to Social Entrepreneurship

The hierarchy of financial capital for entrepreneurship may pertain most directly to commercial enterprises, but, with a few modifications, it can be effectively applied to the financing of social ventures as well. Social ventures have life cycles that are the same or very similar to commercial ventures. Thus, a hierarchy of financial capital for social entrepreneurship will also progress according to the varying needs of the social venture in each life-cycle stage (see Figure 10.2).
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Figure 10.2 Hierarchy of financial capital for social entrepreneurship.

Just as in the case of commercial enterprises, the start-up stage of social ventures is commonly financed by the contributions of the entrepreneur herself and her family and friends. Bootstrapping activities are also customary, as evidenced by Justis (Chapter 1), who includes it in his list of traditional funding mechanics. Bootstrapping activities for social ventures, particularly nonprofits, will include such things as finding a fiscal agent to accept philanthropic dollars until formal nonprofit status is received, bartering staff expertise with another nonprofit rather than hiring additional staff, and so forth.

Many social ventures also acquire start-up capital from traditional sources of philanthropy: donations, foundation grants, government grants, and corporate giving.2 As Justis (Chapter 1) observes, donations account for the largest percentage of philanthropic dollars, foundations typically provide the largest single grant amounts, and government grants have been the most reliable source of philanthropy. Corporate grants are particularly appreciated because they are most often made in cash.3

Yet, as Justis, Meyskens (Chapter 3), and Martin (Chapter 4) all note, in the past few years, there have been fewer philanthropic dollars to be had and greater competition among nonprofit social ventures for those dollars. Hall (Chapter 2) reports that in 2010, only 12 percent of the income generated by nonprofits was donated. Furthermore, philanthropy has traditionally focused on start-up and not on providing working or growth capital. These realities have increasingly forced nonprofits to pursue earned-income strategies.

Meyskens defines earned income as the sale of goods and services, fee-based work done for corporations, and contract work executed for governments. She includes microloans, land or space rental, museum gift shops, parking lots, and cause-related marketing in this realm. McEwan (Chapter 6) offers several examples of earned-income activities, including cookie sales by the Girl Scouts of America and the cobranding and cause-related marketing activities of the Susan G. Komen Fund for the Cure. The National Executive Service Corps (NESC), which provides consultation to nonprofit organizations on managing themselves in a more businesslike manner, emphasizes that earned-income generation is often made possible by the nonprofit’s excess human and physical capacity.4 An example of this might be a university-based program in entrepreneurship that makes its expertise on building such programs available for a fee to other universities wanting to do the same. Another example is a nonprofit organization that supports visual artists that has a kitchen and gallery space on its premises that it rents to other groups for catered meetings.

As the NESC argues, earned income is a means of ensuring reliable cash flow in a social venture.5 It is a source of working capital and may even be used toward the growth of the venture. Meyskens identifies the benefits of earned income as reducing dependency on outside (particularly philanthropic) funding sources that bring with them control issues and substantial time-consuming red tape, as permitting additional mission accomplishment through expansion, as enhancing the probability of survival, and as fostering innovation. However, both Meyskens and McEwan caution that earned-income strategies have their limitations. Both authors emphasize that social ventures that pursue earned income face an increased chance of mission drift because management can become more focused on generating economic value than social value. This is a concern that Hall echoes as well. McEwan adds that there are legal considerations that must be accounted for, such as paying the Unrelated Business Income Tax (UBIT) when earned-income efforts are not in line with the venture’s mission and lawsuits surrounding intellectual property issues. Both McEwan and Meyskens note practical challenges as well, including whether the venture has the required business acumen and appropriate organizational structure to effectively pursue earned income. Thus, although promising in its potential, earned income is not a social entrepreneurship panacea.

As a social venture moves into its growth stages, earned income may be a financing type of choice, as noted earlier. The venture might also look to various forms of debt and equity capital. Program-related investments (PRIs) are larger, longer-term loans provided by foundations in recognition of the fact that the traditionally smaller, shorter-term grants they provide were not conducive to nonprofit growth. As noted by McEwan, the positive impact of PRIs has been enhanced by the creation of the low-profit, limited liability corporation (L3C), which provides a legal structure that facilitates their effective use. Another new debt instrument available to social ventures is the social impact bond, which Martin observes is tied to the venture’s efficacy—the social return on investment (SROI) it produces.

Equity capital for growth is made available to social entrepreneurs in a variety of ways. Social venture capital and social venture philanthropy utilize the commercial venture capital model in slightly different ways. The former follows the commercial model most closely in that social venture capitalists are looking for a financial as well as a social return on their investment. Social venture philanthropists, on the other hand, are only concerned with SROI. Before going further with this discussion, however, it might be useful to look at how commercial VCs operate to establish a conceptual baseline for understanding the work of equity investors in the social sector.

A commercial VC typically begins by building an investment fund. That fund may be made up of investments by a variety of individual and organizational investors: the VC, other wealthy individuals, pension funds, insurance companies, and so forth. The VC may assemble these investments himself or herself or work through a so-called gatekeeper—a party with ready access to such investors that charges a fee for making the connection. Once the investment fund is in place, the VC entertains business proposals from entrepreneurs seeking venture capital. The VC does considerable due diligence on these entrepreneurs and their business proposals because they must be able to produce a financial return on the investment that will permit the VC to pay the investors, the gatekeeper (if one is involved), and himself. The economic risk is high, so the financial return must be of commensurate proportions. The due diligence may involve several cuts, with the VC ultimately selecting few entrepreneurs/enterprises in which to invest. Although these chosen ventures receive large sums of equity capital, their entrepreneurs trade this for a loss of control. The VC may place a trusted colleague on a venture’s board of directors, provide considerable oversight of day-to-day management, or even replace the lead entrepreneur as chief executive officer. The goal is to make the venture pay off by a preestablished deadline.

Social venture capitalists follow this commercial model closely, the chief exception being that they seek social and/or environmental impact as well as profits. Justis tells us that this strategy is being called “impact investing.” Social venture philanthropists use a modified commercial VC model. They, too, build an investment fund. The investors include foundations, wealthy individuals, corporations, and others. These investors are seeking only a social return on their investment. Social venture philanthropists, like commercial VCs, invite proposals for social ventures from entrepreneurs. They do extensive due diligence before selecting those entrepreneurs/enterprises in which to invest during a given investment cycle. Like commercial VCs, they typically choose to invest in only about 1 percent of the ventures that make proposals. When an investment in a social venture is made, it consists of some money, time in the form of mentoring/coaching of the social entrepreneur by the social venture philanthropy, and access to a wide network of fellow social entrepreneurs who provide knowledge, feedback, and moral support to the entrepreneur in question.

Some of the better-known social venture philanthropies in the United States are Ashoka, Echoing Green, and the Acumen Fund. Ashoka and Echoing Green make their investments in nonprofit social ventures. They refer to their investees as “fellows.” The Acumen Fund invests in nonprofits also but will invest in for-profit ventures as well. Ashoka and Echoing Green tend to invest in ventures working to solve a wide variety of social and environmental problems. The Acumen Fund is inclined to focus on social enterprises that address infrastructure deficiencies in developing countries. All of these social venture philanthropies look for investees with a strong prospect for scaling, thereby maximizing mission achievement. Thus, they are providing growth capital.

This discussion of the hierarchy of financial capital for social entrepreneurship has emphasized the relationship between the financing needs of social ventures, their stage in the social business life cycle, and the type of financing that can best meet those needs at that stage. As is the case with all models, it does not capture all eventualities. What of situations in which the venture needs start-up and working capital or working capital and growth capital at the same time? What of instances when a mature social enterprise spins off an additional line of business offering an innovation in its social or environmental field, thereby requiring start-up capital for the new enterprise in addition to the working capital required for ongoing operations?

Recombination and Hybrid Financing Models

In Chapter 5, Shepherd and Woods invoke Schumpeter on innovation in discussing an additional innovative combination (beyond Schumpeter’s five original combinations of innovation)—venture financing. They argue that this innovation involves finding new ways to combine and recombine existing resources. They point out that this innovation is what permits social ventures to be both economically sustainable and able to achieve their social missions.

In essence, Shepherd and Woods provide an answer to the questions posed at the end of the previous section. They are telling us that social entrepreneurs require many financial resources to successfully launch, grow, and sustain a social venture. They are able to find different combinations of these resources to meet their needs. This is a dynamic process that takes place throughout the life of the venture.

The chapters by Dann, Hollis, and Stuart (Chapter 7) and Caslin (Chapter 8) offer one innovative strategy for social ventures to meet their diverse financing needs—emphasizing marketing. Dann, Hollis, and Stuart discuss cause-related marketing (CRM) as a means to achieve greater awareness of a social venture’s cause, improving the venture’s credibility, and generating more income. Essentially, CRM involves a for-profit corporation giving to a cause when customers buy its products or services. As Dann, Hollis, and Stuart emphasize, it is “a strategy for selling, not a strategy for giving,” yet it can generate considerable revenue to the social venture involved. It can also make that venture more visible to other donors, further increasing income.

Cobranding involves two organizations (in this case a for-profit corporation and a social venture) joining forces to promote their respective brands in the marketplace. As in the case of CRM, cobranding enhances a social venture’s visibility to donors, and as Caslin notes, it improves the venture’s chances of attracting long-term sponsorships.

Caslin makes the important observation that cobranding usually generates individual donations, which are unrestricted in the sense that the donors do not specify how the money must be used. The same could be argued for the revenue generated by CRM. This means that this revenue is available for both cash flow and growth needs.

Martin (Chapter 4) offers an additional perspective on the combining of financial resources in his discussion of hybrid financing models in social entrepreneurship. He asserts that, in some cases, financing is systematic and builds on itself (e.g., starting with grants, then moving to debt capital, and from there to equity capital). He calls this a “synchronic funding model.” The hierarchy, described earlier in this chapter, is such a model. In other cases, social entrepreneurs are employing multiple types of financing at the same time. Martin calls this “diachronic funding.” Both synchronic and diachronic financing are considered hybrid models of social venture funding, which are prevalent in current practice. It is increasingly less common in social entrepreneurship to find a venture that relies on only one type of financing. It is interesting to note, however, that Martin’s research finds that the most successful social enterprises follow a diachronic model. This suggests that hybrid social entrepreneurship financing that results in flourishing enterprises is not just about combining resources; it is about combining them in the right order.

The Big Picture View of Social Entrepreneurship Financing

Ultimately, social entrepreneurship seeks to transform—to create deep and lasting societal change. Although Lichtenstein (Chapter 9) is narrowly focused on community economic development through fostering commercial entrepreneurship, his insights are useful to thinking about the financing of social entrepreneurship in a strategic way—one that will permit transformation.

Lichtenstein observes that transformations themselves are a form of economic offering. Most transformational efforts comprise not one transformation but many. In keeping with the thinking of Shepherd and Woods, the social entrepreneur can innovate by choosing from among a variety of transformative offerings and combine her choices to achieve her mission. This can be expensive because, as Lichtenstein notes, transformative offerings involve “highly customized, high-touch processes” and benefactors who may not be able to pay. This makes the approach to financing crucial.

Lichtenstein argues, as does Martin, that this complexity and its long-term nature require multiple funding sources taken together—a hybrid approach. These two authors also seem to agree that the best approach to hybrid financing of social ventures is systematic and strategic. For Martin, this means using the right funding sources at the right time in the development of a given social venture. Lichtenstein takes this further. He makes an appeal for thinking in terms of what he calls “micro-transformations” and “macro-transformations” and their relationship to each other. Essentially, he is urging society to invest in both the transformation of the individual social entrepreneur and her social venture and in the social transformation of the entire community through the work of its collective social entrepreneurs. This implies a community-wide level of planning and management of social entrepreneurship activities that ensures their complementarity and a sufficient scale of impact to actually transform the community socially. It also implies the coordination of the funding of these activities in a way that is both efficient and effective.

Conclusion

As the chapters in this volume illustrate, the financing of social ventures can be thought of in terms of both individual funding mechanisms and combinations of these funding types. It can be thought of in its relation to the structure of the venture (nonprofit, for-profit, and hybrid). Financing can also be considered relative to its relationship to the life-cycle stage of the social enterprise. It can be contemplated at both the micro- and macro-levels as well.

No matter which lens is used to observe it, social entrepreneurship financing remains crucial, complex, and dynamic. The latest developments in this arena, as enumerated by Justis (Chapter 1), are illustrative of this complexity and dynamism:

• the extensive use of social media and technology,

• the prevalence of cross-sectoral (public, private, and nonprofit) partnerships,

• increased transparency and performance reporting,

• increased regulatory oversight,

• decentralized giving opportunities (e.g., crowd funding and Kiva),

• new corporate structures (e.g., L3C, B-Corp), and

• the reemergence of mega-foundations.

Some of these developments facilitate fund-raising and others impede it. It is vitally important that the social entrepreneur is aware of all of them. Launching, managing, and growing a social venture today is virtually impossible otherwise.

Notes

1. Steven G. Koven and Thomas S. Lyons, Economic Development: Strategies for State and Local Practice (Washington, DC: International City/County Management Association, 2010), 157–159.

2. Jane Wei-Skillern, James E. Austin, Herman Leonard, and Howard Stevenson, Entrepreneurship in the Social Sector (Thousand Oaks, CA: Sage, 2007), 64–65.

3. Ibid., 65.

4. Thomas S. Lyons, Joseph Townsend, Ann Marie Sullivan, and Tanya Drago, Social Enterprise’s Expanding Position in the Nonprofit Landscape (New York: National Executive Service Corps, 2010).

5. Ibid.


About the Contributors

Michael J. Caslin III has three decades of experience in corporate turnaround, corporate social responsibility (CSR), and venture development through building and leading successful teams. He is the former CEO/Senior Vice President of Public Policy for the Network for Teaching Entrepreneurship (NFTE) in New York City and is currently the Founder/Chairman/CEO of URGENT VC, a venture capital/private equity investment management and venture development company specializing in sustainable infrastructure: energy conservation and generation, waste to energy, and water and carbon asset management.

Susan Dann, Ph.D., is Professor of Marketing at the Australian Catholic University. She specializes in the application of marketing principles to noncommercial environments with a particular emphasis on social marketing. Susan has published extensively, is coauthor of eight books on marketing, and is on the editorial board of the Journal of Social Marketing. As well as working in academia, Susan has a wide range of experience as a consultant and board director. She is currently Chair of the Quality Improvement Council, a director of General Practice Queensland and a member of the St. Vincent’s Health Australia Community Advisory Council. Susan is a former state president and national president of the Australian Marketing Institute.

Peter Dobkin Hall, Ph.D., is Professor of History and Theory in the School of Public Affairs at Baruch College, City University of New York, and Senior Research Fellow at the Hauser Center for Nonprofit Organizations, Harvard University. Before coming to Baruch, Hall was Hauser Lecturer on Nonprofit Organizations at the Kennedy School of Government. Between 1973 and 1999, Hall served on the research faculty at Yale, where he helped to start the Program on Non-Profit Organizations (PONPO), the first concerted scholarly effort to study the nonprofit sector. Hall’s published work includes The Organization of American Culture,1700–1900: Private Institutions, Elites, and the Origins of American Nationality (1982), The Lehigh Valley: An Illustrated History (1982), Lives in Trust: The Fortunes of Dynastic Families in Late Twentieth Century America (1992), and Inventing the Nonprofit Sector: Essays on Philanthropy, Voluntarism, and Nonprofit Organizations (1992). He is coeditor of Sacred Companies: Organizational Aspects of Religion and Religious Aspects of Organizations (1998). Hall also coedited the chapter on nonprofit, voluntary, and religious entities and activities in the millennial edition of Historical Statistics of the United States (2006).

Charles Hollis, Ph.D., is a senior lecturer in marketing at the Australian Catholic University. Charles is the coordinator of undergraduate business programs and formerly served as head of the school of business. Charles’s research interests are in the fields of services marketing with a focus on health care and educational design. Before joining academia, Charles worked extensively in services industries including retail and insurance. He also serves on the Brisbane North Chamber of Commerce board and the Unisuper Advisory Committee.

Cleveland T. Justis has been an accomplished organizational leader in the environmental and entrepreneurial arenas for the past 20 years. He is the director and cofounder of the Institute at the Golden Gate, an environmental organization working as part of an innovative $150 million public-private-governmental partnership. Before this position, Cleve served as the executive director of the award-winning Headlands Institute. He currently serves on the board of directors of Net Impact, an organization with a global network of more than 15,000 leaders who are changing the world through business. He is also on the board of the Marin Community Foundation, one of the largest community foundations in the nation with more than $1 billion under management. Cleve is currently an adjunct professor at the University of California–Davis Graduate School of Management’s MBA program, where he teaches a popular course on social entrepreneurship.

Gregg A. Lichtenstein, Ph.D., is the president of Collaborative Strategies, LLC, a 20-year-old firm that specializes in working with entrepreneurs, intrapreneurs, and strategic alliances. In addition to having received a Ph.D. from the Wharton School in entrepreneurship and social systems sciences, he continues to be an entrepreneur, having started and led several technology ventures. Dr. Lichtenstein has published widely on entrepreneurship in academic and popular business outlets. His most recent book, which he coauthored with his colleague Dr. Thomas S. Lyons, is titled Investing in Entrepreneurs (published by ABC-CLIO). The book examines the crucial differences among entrepreneurs and how to work with them.

Thomas S. Lyons, Ph.D., holds the Lawrence N. Field Family Chair in Entrepreneurship and is Professor of Management in the Zicklin School of Business at Baruch College of the City University of New York. His research specialization is the relationship between entrepreneurship and community development. He is the coauthor of nine books and numerous articles and papers on this subject and has two new books in progress. He teaches courses in social entrepreneurship and entrepreneurship and community development. Dr. Lyons has served on the board of directors or the advisory board to three nonprofit economic development organizations: an empowerment incubation program, a microenterprise program, and a university-based technology business incubation program. He currently sits on the board of the Center for Rural Entrepreneurship. He is the 2011 recipient of the Ted K. Bradshaw Outstanding Research Award from the International Community Development Society.

Maximilian Martin, Ph.D., is the founder and Managing Director of Impact Economy SA. He also serves as Founding Faculty in Residence at Ashoka University and Lecturer in Social Entrepreneurship at the University of St. Gallen. He previously served as founding global head of UBS Philanthropy Services, head of research at the Schwab Foundation, senior consultant with McKinsey & Company, instructor at Harvard’s Economics Department, and fellow at the Center for Public Leadership, Harvard Kennedy School. He holds an MA in anthropology from Indiana University, an MBA from Harvard University, and a Ph.D. in economic anthropology from the University of Hamburg.

Bonnie McEwan has taught at the Milano New School for Management and Policy for the past 16 years. She currently teaches courses in leadership, media advocacy, and social marketing. She led the communications divisions of two national, iconic nonprofit organizations—Girl Scouts of the USA and the Planned Parenthood Federation of America—and served on the board of the Empire State Pride Agenda, the largest statewide gay rights group in the United States. She is the owner of Make Waves, a boutique marketing consultancy in New York City that works with organizations serving the social sector. Her awards include a national Silver Anvil from the Public Relations Society of America.

Moriah Meyskens, Ph.D., is an adjunct professor at the University of San Diego and a visiting scholar at Babson College. She recently completed postdoctoral research at Babson, where she worked with the United States Global Entrepreneurship Monitor team. Moriah holds a Ph.D. from the Department of Management and International Business at Florida International University. Her areas of interest lie in entrepreneurship, strategy and international business with a particular focus on social entrepreneurship, bottom of the pyramid, corporate social responsibility (CSR), green-techs, business planning, and partnership research. She has published several peer-reviewed articles in Entrepreneurship Theory & Practice, Entrepreneurship & Regional Development, International Journal of Human Resource Management, and the Journal of Business Ethics. Moriah has taught both management and entrepreneurship courses for two years and also has more than eight years’ professional research experience in finance and microfinance. She holds a bachelor’s degree in economics and Latin American studies from the University of California at Los Angeles and an MBA in management and entrepreneurship from New York University.

Deborah Shepherd, Ph.D., is a senior lecturer in management and international business at the University of Auckland Business School. She is also a founding faculty member of The ICEHOUSE Growth Programmes and has facilitated business growth programs since 2001. Her research and teaching focus on strategy, leadership, senior team development, change management, and family business. She is coauthor of the business growth book Changing Gears: How to Take Your Kiwi Business from the Kitchen Table to the Board Room (Auckland University Press, 2009). She holds a BA (Otago) in psychology, an MA (Hons) in psychology and management, and a Ph.D. in management from the University of Auckland.

Elissa Shevinsky has been creating innovations in social entrepreneurship since 2000 as a researcher for Geekcorps’ pilot program to Ghana. A graduate of Williams College, she is midway through the master of science in entrepreneurship program at the City University of New York Baruch Zicklin School of Business. Elissa is founder and CEO of Menagerie Networks, a technology start-up building the world’s best niche dating sites. She writes on entrepreneurship at khalutzim.com.

Helen Stuart, Ph.D., is a senior lecturer in marketing at the Australian Catholic University. Helen is an experienced lecturer, having worked at three Australian universities over a career spanning four decades. She has published a number of journal articles in the area of corporate identity and corporate branding over the past 18 years and completed her Ph.D. on this topic. Her research continues to focus on corporate identity and branding and includes an interest in sustainability and employee identification in organizations. She is on the editorial board of Corporate Reputation Review and a member of the review panel of the Journal of Business Ethics. Her work has been published in California Management Review, Journal of Brand Management, Corporate Communications: An International Journal, and Corporate Reputation Review.

Marc Vainrib graduated from Baruch College, City University of New York, in spring 2011 with a BBA in entrepreneurship and minors in law and theater. Marc is currently working for ElderServe health as the head of the information technology department. He attended the Entrepelliance conference in 2011.

Christine Woods, Ph.D., Kiwi born and bred, is interested in entrepreneurship and the small to medium business sector; these interests were sparked after working in Malawi as a small business advisor. Instead of catching malaria, she caught the “entrepreneur bug,” becoming hooked on the passion and energy that entrepreneurs bring to what they do. She currently teaches entrepreneurship and innovation in the Faculty of Business & Economics at the University of Auckland. Since 2003, she has been part of a team that established and runs the University of Auckland Spark Entrepreneurship Challenge. Chris has been involved with The ICEHOUSE Business Growth Programmes since its inception in 2001 and is coauthor of the business growth book Changing Gears: How to Take Your Kiwi Business from the Kitchen Table to the Board Room (Auckland University Press, 2009).


Index

The index that appeared in the print version of this title was intentionally removed from the eBook. Please use the search function on your eReading device for terms of interest. For your reference, the terms that appear in the print index are listed below

501(c)(3) nonprofits, earned income and

Abrams, Frank

Academic research, on charities

Acumen Fund

Adams, Brooks

AIDA model

Alvarado, Audrey R.

American economy, birth of modern

American Express

American Medical Association (AMA)

American Society of Mechanical Engineers (ASME)

American Studies

American system of manufacturing

Angel investors

A. P. Smith Manufacturing

Aravind Eye Care System

Ashoka

AT&T

Aucset syringe

Austin, James

Avery, Sir Ray

Barnard, Chester I.

Base of the Pyramid (BoP)

Bell Labs

Ben & Jerry’s

Benefit Corporation (B-Corp)

Blood, David

Bond financing

Bootstrapping

Boston Associates

Brandeis, Louis

Branding

cobranding

defined

Bundy, McGeorge

Business

convergence of philanthropy and

partnerships between nonprofits and

Business loans

Business strategy

C. A. Coffin Foundation

California Nonprofit Integrity Act

Capital

access to

angel

debt

equity

financial

human

mezzanine

philanthropic

private

social

sources of

start-up

struggle between labor and

venture

Capital flows

Capitalism

culture of

welfare

Carnegie, Andrew

Carnegie Corporation

Carnegie Endowment for Peace

Cause-related marketing (CRM)

advantages of

cobranding and

concept of

consumer perspective on

corporate perspective of

vs. corporate philanthropy and sponsorship

definition and scope

effective strategy design for

ethical issues

growth of

implementation issues

key concepts in

negatives of

popular forms of

potential pitfalls of

social enterprise perspective on

Chandler, Alfred D.

Change, product as catalyst for

Charitable deductions

Charitable donations

mobile phone

online

Charitable organizations, academic research on

Charity rating services

Charter schools

Children’s Defense Fund (CDF)

China

Cobranding

benefits of

keys to

mindset for

multistep program for

realistic expectations about

reasons for non-adoption of

through cause-related marketing

Cohen, Ben

College Retirement Equities Fund (CREF)

Community Chest

Community interest companies (CICs)

Community succession

Conservative revolution

Consumer perspective, on cause-related marketing

Consumers, response to marketing campaigns by

Consumption, democratization of

Convertible debt

Corporate philanthropy

Corporate scandals

Corporate social responsibility (CSR)

Corporate sponsorship

Corporations

alternative structures for

Benefit Corporation (B-Corp)

cause-related marketing and

as funding source

L3C

partnerships between NGOs and

partnerships with

philanthropy by

Council for Financial Aid to Education (CFAE)

Credibility

CRM. See Cause-related marketing (CRM)

Cross-sector partnerships

Crowdfunding

Culture, of capitalism

Dalzell, Robert

Debt, convertible

Debt capital

Decentralized microgiving opportunities

Dees, Greg

Defense Department contracts

Demand-side subsidies

Developing countries

Development

economic

enterprise and

through football

Dickens, Charles

Disease organizations

Dodge v. Ford

Earned income

501(c)(3) nonprofits and

benefits of

challenges of

defined

legal issues

philosophical issues

practical issues

prevalence

strategies

Earned revenue

Echoing Green

Economic development funding

Economic offerings, hierarchy of

Economic transformations

Economic value

Education

Electrification, rural

Emerging markets

Employee benefits

Employee loyalty

Employees, volunteering by

Entrepreneurship

Entrepreneurship theory

Environmental NGOs

Equality of opportunity

Equity capital

Estate taxes

Ethical issues, in cause-related marketing

Europe

External financing

Facebook

Family, as funding source

Fee-for-service

Filenes

Financial capital, hierarchy of

Financial instruments, innovative

Financing. See Social entrepreneurship funding and finance

Fit, cause-related marketing and

Ford, Henry

Ford Foundation

Fordism

Ford Motor Company

For-profit structure

Foundations

performance of

program-related investments by

Fragmentation, in social sector

Friends, as source of funding

Funding. See also Social entrepreneurship funding and finance

alternate corporate structures and

competition for

cross-sector partnerships and

impact investing and

innovations in

loans and

regulatory oversight and

social media and

Funding sources

bootstrapping

earned revenue

fee-for-service

friends and family

government

philanthropy

traditional

for transformational offerings

Gap financing

George, Henry

Gifford, Walter S.

Girl Scouts

Give Something Back

Giving opportunities, decentralized

Globalization

Goodwill

Google

Government

private sector partnerships

regulatory oversight by

Government contracts

Government funding

Government grants

Grameen Bank

Granier, Miguel

Grants

Greenfield, Jerry

Greenleaf, Robert K.

Greenlight Apparel, as source of funding

Greyston Bakery

Griesbeck, Jürgen

Growth funding strategies

Hamilton, Alexander

Harvard, John

Haymarket Square

Health care industry

Health clubs

Healthy City Group (HCG)

Holmes, Oliver Wendell

Homestead strike

Hoover, Herbert

Hospitals

Human capital contracts (HCCs)

Husk Power Systems (HPS)

Hutton v. West Cork Railway

Hybrid financing strategies

case examples

debt capital

equity capital

framework for

grants

introduction to

mezzanine capital

social entrepreneurs and

Hybrid models

Hybrid social ventures

Ignia Fund

Impact Economy SA

Impact investing

Impresa sociale

India

Individuals, philanthropy by

Industrial relations

Inequality

Infant incubator

Information technology (IT) industry

Innovation

Intel Inside campaign

International Finance Corporation (IFC)

Internet-based funding

Investing

angel

impact

Investment management

Investment system, for transformational offerings

Involvement, cause-related marketing and

Italy

Jones, Lloyd

Jupp, Ben

Kent, William

Kiva

Knight of Labor

Kotler, Phillip

Kumar, Ratnesh

Labor movement

Legal challenges

Legal issues, with earned income

Legal Service Corporation

Legal status

Legal structures

Leukemia and Lymphoma Society (LLS)

Limited liability corporation (LLC)

Loans

business

as funding source

microloans

Low-carbon economy

Low-profit, limited-liability corporation (L3C)

Macro-transformations

Management

modern

scientific

Manufacturing, American system of

Market-based social change

Marketing. See Cause-related marketing (CRM)

Market pressures

Massachusetts Hospital Life Insurance Company

Mechanical engineers

Medicine Mondiale

Mega-foundations

Merchandising

Metcalfe, Henry

Mezzanine capital

Microfinance

Microfinance institutions (MFIs)

Microgiving, decentralized

Microloans

Micro-transformations

Millennium Development goals (MDGs)

Mission

Mission drift

Mobile Loaves and Fishes (MLF)

Mobile phone giving

Monitor Institute

National Audubon Society

National Executive Service Corps (NESC)

National Geographic Society

National Planning Association

National Recovery Act (NRA)

Newman’s Own

Nextbillion.net

Nonprofit organizations

competition among, for funding

earned income and

growth of

legal status of

market pressures on

partnerships between business and

transparency of

Nonprofit starvation cycle

Obama, Barack

Oldenburg, Felix

Old Mission Portland Cement v. Helvering

Online donations

OODA (Observe, Orient, Decide, Act)

Organizational structures

Organized labor

Oversight, regulatory

Page, Arthur

Partnerships

cross-sector

with for-profit entity

Partridge, W. E.

Patagonia

Pathways to Wellness

Peru Waste Innovation (PWO)

Pharmaceutical corporations

Philanthrocapitalism

Philanthropy

convergence of business and

corporate, =56

defined

emergence of modern

as funding source

historical view of

investment management in

law and

mega-foundations

social enterprise spectrum and

venture

Piece-rate system

Pioneer Human Services

Pipeline of Entrepreneurs and Enterprises

Policy think tanks

Poor, Henry Varnum

Porter, Michael

PRIDE Industyries

Private capital

Private goods

Private sector lending

Privatization

Product, as catalyst for social change

Productivity, worker

Profitability

Profit maximization

Profit-sharing

Program-related investments (PRIs)

Progressive business

Proteinforte

Prudent Person Rule

Public goods

Public image

Public policy

Public-private partnerships

Public sector

Railroad strike (1877)

Reagan, Ronald

Recombination

(Red)

Red Cross

Regulatory oversight

Religious institutions

Remittances

Renewable energy

Reputation

Resistance

Revenue, earned

Revenue Act (1926)

Roosevelt, Franklin D.

Rose, Mark H.

Ruiz, Albina

Rural electrification

Russell Sage Foundation

Russia

Salvation Army

SaniShop program

Sanitation

Sarbanes-Oxley Act

Schumpeter’s theory of entrepreneurship

Schwab, Charles

Scientific management

Sesame Street Workshop

Sherwood, Jonathan

Sierra Club

Sim, Jack

Simon, John F.

SKS Microfinance

Small and medium enterprises (SMEs)

Small Business Administration (SBA)

Smith, Oberlin

Social capital

Social Capital Conference Series

Social capitalism

Social capital markets

Social change, product as catalyst for

Social enterprise limited liability partnership (SELLP)

Social enterprises/ventures

cause-related marketing and

challenges of

cobranding and

convergence of philanthropy and business and

defined

earned-income strategies for

eclipse of

funding sources for

in historical perspective

hybrid models for

scientific management as

Social entrepreneurs

activities of

classification of

hybrid funding instruments and

public good-private good

Social entrepreneurship

concept of

as recombination

resistance to

social and historical context for

theoretical foundations for

Social entrepreneurship funding and finance

big picture view of

current issues in

earned-income strategies

hierarchy of

hybrid strategies

innovations in

of transformations

trends affecting

Social finance

Social goals

Social impact bonds (SIBs)

Social innovation

Social media

Social return on investment (SROI)

Social sector, fragmentation in

Social services

Social value

concept of

creation of

Social values

Social venture capitalists

Social venture value chain

Society for the Promotion of Useful Manufacturers (S.U.M.)

Solid waste management

“Space in-between”

Standard Oil

Start-up capital

Stathoplos, Susan

“Stop Begging, Start Trading”

Streetfootballworld (SFW)

Strom, Stephanie

St. Vincent’s Hospital

Suchman, Edward

Supply-side subsidies

Susan G. Komen for the Cure

Swope, Gerard

Tax-exempt status. See also 501(c)(3) nonprofits

Tax laws

Tax Reform Act of 1969

Taylor, Frederick W.

Teachers Insurance and Annuity Association

Technology, role of

Textile industry

Third Restatement of Trusts

Towne, Henry R.

Transformational offerings

affordability problem of

categories of

defined

financial instruments for

funding sources for

investment system for

operationalizing concept of

unique nature of

Transparency

Triple bottom line

Trustees

Twitter

United Kingdom

United States

Universities

Unrelated Business Income tax (UBIT)

U.S. economy, birth of modern

U.S. government, funding provided by

Vail, Theodore

Venture capital

Venture philanthropy

Volunteerism

Waste management

Welfare capitalism

Western Electric

Whitney, Eli

Work day

Workers

productivity of

welfare of

World Bank

World of Good Inc.

World Sanitation Financing Facility (WSFF)

World Toilet Organization (WTO)

YMCA

YouTube

Yunus, Muhammad


Volume 3: Accountability, Performance Measurement, and Performance Management in Social Entrepreneurship

Thomas S. Lyons, Editor

[image: image]


Copyright 2013 by ABC-CLIO, LLC

All rights reserved. No part of this publication may be reproduced, stored in a retrieval system, or transmitted, in any form or by any means, electronic, mechanical, photocopying, recording, or otherwise, except for the inclusion of brief quotations in a review, without prior permission in writing from the publisher.

Library of Congress Cataloging-in-Publication Data

Social entrepreneurship : how businesses can transform society / Thomas S. Lyons, editor.

      v. cm.

Includes bibliographical references and index.

ISBN 978-0-313-39341-9 (hardcover : alk. paper) — ISBN 978-0-313-39342-6 (ebook)

1. Social entrepreneurship. I. Lyons, Thomas S.

HD60.S5925 2013

658.4′08-dc23       2012031632

ISBN: 978-0-313-39341-9
EISBN: 978-0-313-39342-6

17 16 15 14 13 1 2 3 4 5

This book is also available on the World Wide Web as an eBook.

Visit www.abc-clio.com for details.

Praeger
An Imprint of ABC-CLIO, LLC

ABC-CLIO, LLC
130 Cremona Drive, P.O. Box 1911
Santa Barbara, California 93116-1911

This book is printed on acid-free paper [image: image]

Manufactured in the United States of America


Contents

Chapter One   Why Accountability in Social Entrepreneurship Is Crucial

Bart Victor and Matthew Grimes

Chapter Two   Common Pitfalls in Accountability in Social Enterprises

Andrew Papadimos, Jennifer Grant, and Prasada Vajjhala

Chapter Three   Issues of Measuring the Performance of Social Enterprises

John Thompson and Jonathan M. Scott

Chapter Four   Measuring Performance in Social Entrepreneurship: Are Mission, Strategy, and Measurement Aligned?

Jarrod Ormiston and Richard Seymour

Chapter Five   In Search of the Elusive Impact: The Difficulty of Maximizing, Identifying, and Measuring the Impact of Social Enterprises

Vicki Whiting, Emmeline dePillis, and Kevin Townsend

Chapter Six   Linking Measurement to Management and Compensation

Michael J. Caslin III with Joseph Maller and Elissa Shevinsky

Chapter Seven   Performance Management Models for Social Ventures

Nasir Butrous and Ellen McBarron

Chapter Eight   Conducting a Market Analysis for a Social Venture

Kathleen Liang

Chapter Nine   Concluding Thoughts on Accountability and Performance Measurement and Management

Thomas S. Lyons

About the Contributors

Index


CHAPTER ONE

Why Accountability in Social Entrepreneurship Is Crucial

Bart Victor

Matthew Grimes

Social entrepreneurs are distinguished by their efforts to address social problems through entrepreneurial or market-based methods. In their effort to address social problems, they also shoulder a set of unique responsibilities that are increasingly tied to a particularly important determinant of our shared destiny. In real effect, the market-based interventions proposed by social entrepreneurs ripple far and deep into human life. The stake and hope that the world places in their entrepreneurial endeavors is their special trust. Given the increasing importance of social entrepreneurs and their responsibilities to society, there would appear to be more than ample motive to critically consider the corresponding accountability of these individuals’ decisions and actions.

Untangling the complexities and complications of accountability in social entrepreneurship is no small task. A number of articles have attempted to do so, examining the configuration of accountability for social entrepreneurs as well as for other organizations within the social sector broadly.1 With few exceptions, however, the existing literature narrowly conceptualizes the scope of a social entrepreneur’s accountability. In these studies, we are left dealing largely with a one-dimensional agreement between the social entrepreneurs and their funding partners. The social entrepreneurs’ accountabilities, then, are understood to be derived from this one-dimensional agreement. Alternatively, in this chapter, we are primarily concerned with discussing the critical role of accountability between social entrepreneurs and the communities they attempt to serve. This is a crucial distinction because we are attempting to highlight how a social entrepreneur’s accountability can be conceptualized in a bottom-up rather than top-down manner. In so doing, we are also advancing the claim that accountability in social entrepreneurship is particularly crucial, precisely because the very well-being and dignity of those in need are tied to social entrepreneurs’ activities. This chapter therefore contributes to the growing research on social entrepreneurship, expounding on the accountability of social entrepreneurs toward their beneficiaries. We focus specifically on how social entrepreneurship requires accountability from entrepreneurs to generate new capabilities among the communities they serve and to do so through partnership with those communities.

The Charge of Social Entrepreneurship

Traditionally businesspeople have been criticized as uninterested in or ill-suited for opportunities to address and redress social problems.2 The charge of social entrepreneurship, however, is novel in that it calls for businesspeople to take a more direct hand in redressing these social problems.3 Yet it is more poignantly a charge for greater accountability on the part of the entrepreneur. As the social entrepreneur is increasingly entrusted by society as a primary figure in the development of new products and services to solve social problems, accountability follows.

First, accountability is crucial to social entrepreneurship in that it motivates adherents to generate critical capabilities for those in need, thereby addressing the root of the social problem and not merely its symptoms. Ultimately, it is the ambition of all concerned about social problems to eliminate those problems entirely and permanently. To accomplish such a goal, however, the underlying conditions that create and perpetuate the suffering must be transformed. Sen, for example, describes the underlying conditions of the world’s impoverished majority by pointing to their diminished capabilities.4 Critical capabilities that can constitute substantive freedoms include political and economic participation, social opportunities, security, and liberties of voice, faith, and movement. For the suffering, social entrepreneurship intends to generate those critical capabilities. It can bring needed resources and services within their reach, provide a means for them to create value for themselves, and bring them into equal relationships with others in society. The social entrepreneur therefore should be concerned with transforming how markets both constrain and enable, generally, the capability of an individual to lead one type of life versus another. The objective then—and, indeed, the accountability—of social entrepreneurship is to increase the capabilities of others (the substantive ability of individuals to choose to live as they desire) through entrepreneurship.

Second, accountability is crucial to social entrepreneurship in that it motivates adherents to partner with the communities they serve. Accountable social entrepreneurs must seek to identify with and understand the concerns and desired capabilities of the communities they serve rather than pursuing their own agendas. Capabilities, for instance, are subjective in that they are often appropriately defined within context and based on cultural and historical factors. They can and should differ from person to person and from community to community. Thus, social entrepreneurs are accountable for purposively engaging with the communities they serve, interpreting subjective capability demands and capability constraints, and working to create solutions that increase or improve those capabilities. An appropriately accountable social entrepreneur should, therefore, pursue deliberative partnership, seeking mutuality in interest and reliance.

Thus, the charge of social entrepreneurship is that entrepreneurs seek to be accountable to the communities they serve. This accountability requires that social entrepreneurs look to generate new capabilities for these communities and to engage these communities in partnership so as to most appropriately configure their accountability standards. We use the remainder of this chapter to develop these points.

Accountability for the Generation of New Capabilities

A central feature of the criticisms of traditional charity-based approaches to solving social problems has been the evidence that their effects are not only inefficient but also ephemeral.5 Traditional approaches may work well to temporarily ameliorate the conditions of suffering by providing food, shelter, and security. They may also function well to restore what those who are suffering may have lost due to crisis or catastrophe. However, traditional charity efforts have been criticized for failing to transform the conditions that create and maintain suffering.6 In fact, both public and private aid has been associated with not only failing to change the conditions of suffering but in some cases even deepening them.

The lives of those with economic and social needs are often precarious and disadvantaged. They are also often isolated. Chronic suffering is generally characterized by a preponderance of strong relational ties among those in need and a dearth of relational ties between those who are suffering and those with the resources that might alleviate the suffering.7 Such isolated networks can account for the vulnerability, resource scarcity, and persistence of the problems observed in communities of suffering.8 As the sociologist Granovetter notes, “the heavy concentration of social energy in strong ties has the impact of fragmenting communities of the poor into encapsulated networks with poor connections between these units; individuals so encapsulated may then lose some of the advantages associated with the outreach of weak ties. This may be one more reason why suffering can be self-perpetuating.”9 That is, those with needs are isolated in their shared scarcity. The criticism of traditional approaches to social problems and the claims for the advantages of social entrepreneurship can be seen as the potential of the entrepreneur to transform the institutional environments that trap those in need.10

Social entrepreneurship consists of actively connecting people into interdependent, transaction-, information-, and resource-rich networks, thereby serving to grow the capabilities of these people. Through these networks, value is marshaled, transformed, and traded, and the net new value created is distributed, invested, and consumed. These networks, whether formally organized as businesses or not, can be long-lived and dynamically linked to other networks.11 The networks equally generate and sustain meaning, status, and expectations.12 That is, the work of social entrepreneurship is, importantly, a process of not just production but also of social creation and integration.

Social entrepreneurs can therefore alleviate the suffering of the communities they serve by addressing their isolation. Social entrepreneurs occupy a privileged relational position within and between networks and stores of social capital. As such, social entrepreneurs have the potential to bring marginalized groups back into the market through, for example, novel product or service offerings designed to enhance the capabilities of a traditionally overlooked market or even through the act of job creation.13 In a sense, social entrepreneurship can build on the ancient Chinese wisdom that giving a man a fish only feeds him for a day, but teaching him to fish feeds him for a lifetime. An appropriately accountable social entrepreneur would add that teaching a man to fish could feed him and many more for a lifetime if, in addition, the new fisherman was effectively integrated into networks of other fishermen, bait-and-tackle suppliers, fishmongers, boat salesmen, bankers, dock workers, experts on fish markets and ecology, and others who can use the labor or products of an experienced fisherman, even out of season or when the demand for fish wanes.

This development of new capabilities is possible for not only the direct beneficiary of social entrepreneurship. The impact of the economic and social ties created can benefit the close network of those in relation to the poor. “Due to the network effects, improving the status of a given agent also improves the outlook for that agent’s connections.”14 The common practice of group-based lending by microfinance institutions, for example, has been shown to promote the benefits of this ripple effect.15 In their announcement of the award of the Nobel Peace Prize to Mohammed Yunus, a self-described “Banker to the Poor,” the committee detailed the positive network effect of this particular kind of social entrepreneurship:


The poor people organize themselves into groups, often of five women. It is the group that is granted the loan and is responsible for repayment. The group meets regularly to sharpen each other’s perceptions of borrowing, work, repayment and saving. The members undertake to work for food production, pure drinking water, hygiene, health, family planning, economy, discipline, community and motivation in the group and in their families. The groups form networks with other groups. At the grass-roots level the groups thus help to build up communities.16



Thus, an appropriately accountable social enterprise must not only alleviate the suffering associated with a particular social problem, it must effectively and persistently transform the conditions that create and perpetuate that social problem. Programs that simply redistribute economic or social resources or build human capital (e.g., through education or providing health care) without transforming the preconditions of the suffering are not fully responsible.17 Programs that further isolate those in need by saddling them with unpayable debts, crippling them through dangerous or toxic work, or attempting to encourage irrational or socially irresponsible consumption behavior demonstrate an utter lack of accountability.

Take, for example, the context of international entrepreneurship. There is an important difference between entrepreneurs who actively transfer knowledge, technology, and ownership to local economies versus entrepreneurs who rely on emerging economies as sites of cheap labor from which to extract additional profit. In many emerging economies, the informal sector (the labor market outside the reach of labor codes) represents a significant proportion of the labor force for corporations.18 Unfortunately, it is usually the most vulnerable in the society—children, migrants, and women—that comprise the majority of the informal sector. Entrepreneurs who employ members of this informal sector can do so callously and without regard for their position of power or they can do so respecting the need for accountability.

Similar to the challenges associated with the informal sector, a number of countries have sponsored export processing zones (EPZs), which provide entrepreneurs with low-rent land and cheap, unorganized labor. In many cases, these EPZs intentionally minimize accountability standards to attract entrepreneurs searching for cheap sources of labor. Although not all EPZs and entrepreneurs configure labor relations to minimize accountability to either the state or to their employees and beneficiaries, it is easy to see the vulnerabilities of such an approach to development. Thus, the distinction between accountable social entrepreneurship and a dependency-creating entrepreneurship is all the more obvious. Those who rely on such minimal accountability standards to drive down the cost of production, while simultaneously constraining worker rights, do so in ways that further a state of dependency among those in need. In contrast, entrepreneurs can deliberately institute programs that attempt to transfer capital, knowledge, and technologies to ensure small business growth. The Construrama program at CEMEX, for example, provides capital to small retailers for new storefronts, consulting support for scaling their small ventures, and access to CEMEX products and services at competitive prices.19 Such practices illustrate how entrepreneurial practices can be accountable for providing not only a distribution of wealth but capabilities and freedoms for those who are brought into such market arrangements.

Another good example of an entrepreneurial effort that has been criticized by scholars and social activists for serving to disempower communities is Unilever’s Fair and Lovely skin-whitening cream. In 2007, the product held a majority share of the skin-whitening market in India and was growing at a rate of 21.5 percent per year.20 Unilever received vehement criticism from women’s groups, which claimed that Fair and Lovely not only perpetuates racist tensions in countries where fair skin is more highly valued but also is destructive to the women’s movement in East Asia. Indeed, legal bans have been enacted on several of these advertisements. Karnani summarizes the criticism of this effort as follows: “This is not empowerment; at best, it is a mirage; at worst, it serves to entrench a woman’s disempowerment. The way to truly empower a woman is to make her less poor, financially independent, and better educated; social and cultural changes also need to occur that eliminate the prejudices that are the cause of her deprivations.”21

In short, accountable social entrepreneurs look to diminish the suffering of the communities they serve. To the extent that this is the case, these communities are increasingly capable of participating in economic and social life on the same terms as those without need. The promise of social entrepreneurship is that the poor can “climb up the ladder” of economic and social development for themselves and be integrated into the larger society and economy.22 Thus, to summarize: Accountable social entrepreneurship requires that entrepreneurs seek to generate new capabilities within the communities they serve by developing the networks of and increasing the transfer of knowledge, skills, and ownership to those communities.

Accountability for Partnerships

One of the critical factors maintaining the isolation and lacking capabilities of those in need is the indignity of their suffering.23 This indignity is felt by those in need and inherent in their relative position to those with resources and capabilities. This inequality is maintained, and perhaps even deepened, through the traditional process of charity and aid. For those with resources and capabilities, it is the potential to eliminate specific suffering that brings them into the relationship with those in need.24 But such aid is often at the discretion of those with resources, and only those in need receive such charity. As such, traditional aid is embedded in the differential status identities of the giver and receiver.25 Accepting aid reconfirms the social status of the receiver as “needy.”26

By giving traditional aid, the givers do not join in partnership, they do not share a mutual interest, and they do not see the receivers as equals. These are precisely the factors that leave the suffering communities isolated and lacking capabilities. So it is perhaps not surprising that contrary to popular belief, suffering communities are often loath to accept such aid.27

Earlier we cited the Nobel Peace Prize awarded to Mohammed Yunus and the Grameen Bank. This widely lauded award selection represents the growing acceptance of social entrepreneurship. However, not all entrepreneurial efforts within communities of suffering receive or are deserving of such recognition. There is another class of bankers whose business is structurally quite similar to the work of the Grameen Bank: payday lenders and pawn brokers. Such providers of loans also do business in impoverished areas and claim to offer a source of needed resources for those outside the traditional banking system. These loans are generally of short maturity and interest bearing. In this way, the payday and pawnshop loans are structurally identical to the loans of the microlenders. However, the impact of payday and pawnshop loans on the social problem of poverty is far different.

The payday lender does not seek to develop a partnership or mutuality of interest with the poor borrower. Instead, such fringe bankers build a business model that capitalizes on the vulnerability of the poor. Unlike the microlenders, they sell loans primarily for consumption rather than commercial use. They charge rates of interest and fees that secure the banks’ profits even if the borrower defaults. In fact, in many cases, a borrower’s inability to repay a loan is an opportunity for the fringe banker to make even more money. “Payday borrowers tend to be repeat customers, with 48 percent taking out seven or more total advances in a year, and 22 percent taking 14 or more. Borrowers also tend to roll over or renew the same loan, postponing final payment and accruing significant interest charges; about 40 percent had renewed loans five times or more.”28 For pawnbrokers, the prior possession and a high collateral value to loan value ratio creates an interest for the lender in default.29 In the case of “fringe” banking, often the fees, prepaid interest, and high interest rates encourage the lender to roll over the debt. A study by the State of Indiana estimated that “77 percent of payday loans are rollovers, with the average payday customer averaging more than ten loans per year.”30 With such rollovers, effective annual percentage interest rates can readily exceed 400 percent. The combination of the consumption use and high default rates deepens the conditions of poverty. The debt not repaid to the lender becomes a visible stain on the reputation of the borrower. This further isolates the poor from the nonpoor by reinforcing the identity of being a bad risk, unable or unwilling to repay a debt.

In contrast, social entrepreneurship such as that practiced by responsible microlenders can level the relationship between those with and without resources. The microlenders’ business model is rooted in a shared destiny with the poor. It is only through successful completion of a borrower’s debt cycle that microlenders can claim their own success. Microlenders routinely report repayment rates that rival and often exceed comparable rates among the nonpoor.31 And experience is proving that the opportunities for developing mutually beneficial business relationships between those with and without resources are potentially extensive. The recent experience of microlenders, for example, has demonstrated that it is possible to grow a microlending institution to significant size and that even a secondary market for the loans can be developed and operated profitably.

How a social entrepreneur initiates the relationships that bring those in need into the network, how the networks develop their value-creating potential and poverty-alleviating meaning, and how the networks progress or fail all redound to the accountability of the social entrepreneur. To avoid perpetuating systems of inequality, social entrepreneurs must seek to develop their means of accountability through deliberative partnerships with communities. This accountability between the entrepreneur and the community implicates much more than any particular agreement or contract and requires attention to far more than the specifics of any particular contract. As further example of this type of accountability, a number of participatory methods have been developed to assist organizations to move beyond traditional means of consulting with communities.32 Examples of these deliberative and inclusive methods have included scenario workshops and consensus conferences on urban planning in Denmark, a citizens’ jury on genetically modified organisms in Karnataka, and consensus conferences and deliberative polling on toxic waste locations in Switzerland neighborhood forums.33 Consensus conferences and scenario workshops are conducted as public meetings and workshops to discuss, debate, and decide on technology policy within Denmark. The citizens’ jury in Karnataka was organized by ActionAid India and allowed small-scale and marginalized farmers to deliberate and present a verdict on the future of local agriculture systems in their region. Finally, deliberative polling methods, such as those used in Switzerland, move beyond conventional polls that purely capture surface impressions. The random yet representative sample of the population is polled and then subsequently invited to gather and discuss the issues. After a week of informed discussion and debate, the group is polled once again using the same questions. The change in response is believed to represent the adjusted conclusions of the wider population, assuming that they were also exposed to a similar process of informed deliberation. Inclusive efforts such as these have a number of potential benefits that include allowing the values and views of nonspecialists to be voiced about different possible visions of the future as well as surfacing new knowledge from local residents and groups to inform policy and action.

Moreover, partnerships help to enable social entrepreneurs to achieve a depth of insight that might allow for improved governance around the accountability objectives. Social entrepreneurs can begin to partially measure, evaluate, and advance the relative capabilities present in these communities according to standards that are informed by the communities they serve.34 This is, of course, no easy practical task. Such a governance and measurement approach is likely to be challenged by the diversity of subjective value claims, which might define appropriate capabilities.35 Greater partnerships and cultural sensitivity, however, further the possibility of effective action. These evaluations will often be “assertively incomplete” or in need of consistent on-the-ground revisions. Yet for the social entrepreneur—one committed to accountability, integrity, and participatory methods for generating capabilities among those in need—such a task of evaluating and responding to the need for increased capabilities within these communities becomes more feasible.

Again, we summarize as follows: Accountable social entrepreneurship requires that the entrepreneurs seek partnership and act with integrity, encouraging participation and mutuality throughout their involvement in the production, distribution, and consumption of goods and services.

Conclusion

Entrepreneurship and the creation of new markets is a source of great power and possibility in our society. Indeed, society has accorded the realm of business with a power that exceeds that of the state. When Robert Reich refers to “supercapitalism,” we are reminded of global financial markets, multinationals, and CEOs that wield this power—sometimes cautiously, other times carelessly.36 However, we are rarely reminded of those who work within this system, tirelessly creating, re-creating, and sustaining new businesses. This chapter has refocused attention on those entrepreneurs. More specifically, it draws attention to those entrepreneurs interested in creating both social and financial value simultaneously. Scholars increasingly refer to these individuals as “social entrepreneurs,” a group of individuals in which the public increasingly places their trust. We have also attempted to refocus away from a view of social entrepreneurs’ accountabilities as merely derived from their funding sources and toward a view of those accountabilities as derived from the communities they serve and the importance of their work within those communities.

An accountability framework for social entrepreneurs requires a powerful motivating force. Funding organizations, for example, clearly have an interest in motivating and enforcing certain aspects of accountability on the entrepreneurs they seek to fund. Yet the relationships between social entrepreneurs and their funders are hardly inclusive of all the impacts and objects of social entrepreneurs’ concerns, choices, and actions. Thus, to advance an accountability framework that pays no heed to the depth and breadth of these concerns, choices, and actions is reductive at best.

By examining the role of the social entrepreneur in introducing new products, services, and even markets to address social challenges, we have highlighted that the responsibility of a social entrepreneur includes the potential, but not the guarantee, to have profoundly positive impacts on the world. We delineated two important dimensions of the accountability of social entrepreneurs that emerged from the examination of this responsibility: the generation of capabilities and the demand for partnership between social entrepreneurs and the communities they serve. These dimensions were described as having particular importance in the course of a social entrepreneur’s work with those in need. Indeed, these dimensions are particularly relevant to the special position of the social entrepreneur in such work.

We believe that future research on accountability in the social sector will remain relevant to the extent that it is able to move past issues of interorganizational governance toward issues of on-the-ground efficacy and capability development. In other words, if the social entrepreneur’s accountability is not merely derived from the organizational contracts related to funding support, then we as researchers must continue to show which additional relationships matter, why they matter, and to what extent they matter. The stakes could hardly be higher.
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Common Pitfalls in Accountability in Social Enterprises
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Accountability affects all organizations whether they are commercial or not-for-profit organizations including nongovernmental organizations (NGOs) and social enterprises. Social enterprises often focus on causes, with the consequence that individuals working in and for the enterprise are attracted by the social outcomes the enterprise seeks to achieve. The resultant focus on outcomes rather than process leaves many social enterprises vulnerable to accountability gaps.

Much of the research on accountability focuses on the for-profit sector and commercial enterprises. Although similarities exist between commercial and social enterprises, care needs to be taken in those areas where major differences occur. These areas of difference often lead to greater governance and managerial complexity in the not-for-profit sector. For example, social enterprises usually have a greater number and variety of stakeholders than commercial enterprises, and stakeholders tend to be less willing to communicate openly. Community stakeholders may be reluctant to be seen as overly critical of social enterprises because they fear that assistance may be withdrawn as “punishment.”1 It should also be noted that although research often makes broad distinctions when categorizing organizations, often-times the distinctions between for-profit and not-for-profit organizations may not be so clear-cut.2

Kearns’s strategic management framework of accountability for nonprofit organizations provides a useful structure for analyzing the accountabilities of social enterprises.3 This model identifies the accountability structures already in place internally within the enterprise and those that are required by external stakeholders. The model can also be used to proactively identify future requirements by stakeholders and underpins the following discussion of potential pitfalls of accountability in social enterprises.

The two dimensions of the model are the internal response system and the mandate for external control. Social enterprises tend to focus on the legal and financial accountabilities that they owe their stakeholders and often fall into the trap of meeting compliance accountability that only addresses explicit financial outcomes.4 This focus on predominantly financial outcomes is often due to funding sources that require reports that only address financial resources and do not consider whether this is the most important and effective form of accountability.

In practice, however, accountabilities are broader based and can be conceptualized along a continuum of implicit obligations to explicit obligations. Explicit obligations refer to the requirements expected by a stakeholder that are external to the enterprise and hold the enterprise to be accountable. Examples include requirements that may be explicit and stated in law or under the terms of funding or implicit, such as donors’ beliefs in how their money should be spent. Implicit standards are “defined by societal values, beliefs, and assumptions”5 and are therefore open to interpretation. The internal response system of the enterprise may be reactive or proactive in addressing these requirements. Internal pressures such as professional requirements may also dictate that an enterprise be proactive in meeting its accountability requirements.

It should be remembered that social entrepreneurship by its very nature involves risk, and ventures will fail.6 Organizations that report failure are not always allowed to learn from genuine errors. Consequently, the risk involved in reporting may deter social enterprises from openly reporting problems.7 Stakeholders need to be prepared to hear bad news as an integral part of the social enterprise’s accountability reporting. It can then be hoped that social enterprises with strong accountability will learn, and allow others to learn, from both those failures as well as from successes.

On the basis of the experiences of social enterprises, the most common pitfalls of accountability for social entrepreneurs have been identified as not understanding the following:

1. what accountability is,

2. how the enterprise is accountable,

3. to whom it is accountable, and

4. what it is accountable for.

Pitfall 1: Not Understanding Accountability

There are numerous definitions of the term “accountability.”8 Traditional definitions relate to accounting and external reporting. Romzek and Dubnick define accountability as involving “the means by which public agencies and their workers manage the diverse expectations generated within and outside the organization.”9 Recently, however, definitions of accountability are expanding to social and environmental outcomes or impacts. Mulgan states that “ ‘accountability’ now commonly refers to the sense of individual responsibility and concern for the public interest expected from public servants (‘professional’ and ‘personal’ accountability), an ‘internal’ sense which goes beyond the core external focus of the term.”10

Social entrepreneurship ultimately aims to build a social enterprise that is self-sustaining; in other words, profits are reinvested into the enterprise so that dependence on external funding sources is minimized. However, unlike commercial organizations, the creation of profits, although important, is secondary to the social issue(s) that the entrepreneur recognized as a need to be addressed.11 This secondary role that the financial element of the business plays may account for social entrepreneurs’ tendency to treat accountability as a mere reporting issue12 rather than seeing its strategic importance for building capacity and sustainability.13

Ritchie and Richardson developed a matrix that defines “ideal-typical forms of accountability” (see Figure 2.1).14 The vertical axis represents the extent to which the accountability to the stakeholder is rule based, and the horizontal axis represents the extent to which the accountability is relationally based.

By applying this model, stakeholders are divided into four categories based on the type and style of accountability. These are as follows:

Type 1 stakeholders focus on accountabilities that are mandatory and/or codified. These stakeholders demand strict reporting requirements from the social enterprise and have a weak relational focus. Type 1 organizations usually require codified reporting structures and include funding bodies such as government departments, large organizations making recurring funding, donations, or providing sponsorships, professional associations, and industry bodies.

Type 2 stakeholders, on the other hand, still focus on strong rule-based accountabilities, but the basis of the accountability is more relationally focused. A good example of Type 2 stakeholders are the founding religious bodies that established facilities such hospitals, schools, or universities and no longer have a role in the day-to-day administration and management of the organization. However, these organizations usually still provide the facilities, funding from endowments, and so on. Consequently, while the relationship with the governing bodies of the specific institutions has a strong relational basis that is usually based on shared values and vision, the actual reporting structures for the use of funds and facilities are still strongly rule based.
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Figure 2.1 Ideal-typical forms of accountability.

Type 3 and 4 stakeholders are less focused on formalized, rules-based accountability reporting. The expectations of reporting and accountability from social enterprises to Type 3 organizations does not normally include a formal report, and the relationship is normally short term rather than ongoing. Type 3 stakeholders tend to be such groups as small private donors and community groups. This type of relationship and accountability is appropriate when the enterprise does not intend to request additional donations or the donors do not wish to know how their donations were used. If a formal donor program with explicit reporting requirements were to be introduced by the social enterprise, the donors’ position on the matrix may change to a Type 1 or Type 2 relationship depending on the program’s objectives and implementation success.

Finally, accountability for Type 4 stakeholders is based on strong relationship ties with the social enterprise. A Type 4 stakeholder may be the community in which the social enterprise is operating or the direct beneficiaries. A cohesive community can sanction the social enterprise’s work or destroy attempts by a social enterprise to enter the community if a solid, accountable relationship is not established. Type 4 stakeholders may move toward Type 2 as more formal reporting is required.

All stakeholders that have been identified as important to the success of a social enterprise need to be placed in the matrix based on how they are currently treated. The question then needs to be asked, “Is this the correct position for that stakeholder?” If it is not, then the enterprise will need to determine how to shift the stakeholder to the correct position. Another question that should be considered is whether there are any people or organizations that the enterprise currently acts accountable toward that are not stakeholders of the enterprise. These should be reviewed by either adding them to the stakeholder list or taking steps to remove this accountability.

One of the major challenges for social enterprises, therefore, is that even though much of their work and mission may be carried out on a contractual basis, it is all too often that noncontractual obligations take priority. This is a key contributor to the pitfall in accountability encountered by social ventures.

Pitfall 2: Not Understanding How the Enterprise Is Accountable

Once the social enterprise has developed a good understanding as to what its accountabilities are, it needs to address the issue of how it is accountable. Unerman and O’Dwyer divide accountability into four types: identity, upward, downward, and holistic.15

Identity Accountability

Those NGOs that can be considered to engage in “identity accountability” do not see themselves as being formally accountable to stakeholders because they believe what they are doing accounts for itself. Such enterprises and their employees believe in the “correctness of what they are doing.”16 Further, Austin, Stevenson, and Wei-Skillern believe that by focusing on the mission of the enterprise, social entrepreneurs are often permitted greater leniency and forgiveness for a lack of accountability or errors arising from this lack of accountability that would not be tolerated by the stakeholders of commercial organizations.17 In practice, this approach is dangerous because social enterprises are legally accountable in the same way as other enterprises even if stakeholders at any given time do not put them under the same level of scrutiny.

Upward Accountability

Upward accountability, also known as functional or hierarchal accountability, refers to social enterprises that report “upward” to the organizations that provide funding. Upward accountability is a difficult and resource-intensive activity for organizations that have multiple funding sources.18 The root cause is that the funding organizations will often have different reporting requirements. Ideally, there would be standardized reporting for nonprofits supported by a less complex legal environment as proposed by O’Donoghue, McGregor-Lowndes, and Lyons;19 however, in reality, this is unlikely to occur because of the private nature of much of the funding that flows to social enterprises.

Downward Accountability

Downward accountability refers to the accountability that a social enterprise has to those people and organizations that are beneficiaries of its activities, making it a rights-based approach to accountability as opposed to the more common obligations-based approach present in the upward accountability to funders. This approach is based on the notion that those who receive support and intended benefits are better placed to understand their own requirements and have more local expertise and knowledge than those who work within the social enterprises that provide them.20 The main groups of beneficiaries are the clients who represent the direct beneficiaries and the community that may be directly or indirectly affected by the client receiving the support. This rights-based approach to accountability is most effective when beneficiaries feel empowered to assert their rights. However, it is more common for beneficiaries to be reluctant to demand accountability and be critical of the support and information that they receive for fear that this will result in a reduction of benefits. As Unerman and O’Dwyer point out, this situation leads to an imbalance of power that is not conducive to healthy working relationships.21

Holistic Accountability

Holistic accountability combines upward and downward accountability and is inclusive of both those who provide the funds and the beneficiaries.22 It also takes into consideration other stakeholders such as sector regulators. Ebrahim identified the three main stakeholder groups as funders, sector regulators, and clients and communities.23 A fourth group is proposed by Gurd and Palmer,24 which separates donors and the public as stakeholders even when the public provides funds. The logic behind this classification is that although the public may provide funding, as a group, it may have less power in the relationship than the more direct group of stakeholders. Furthermore, it may be that different accountability requirements are in place for both the public and the donors. The key to holistic accountability is the correct identification of the key stakeholders and establishing balanced relationships.

How the governing body of the social enterprise perceives accountability will impact on what measures are taken to ensure accountable practices.

Pitfall Area 3: Not Knowing to Whom You Are Accountable, or “The Correct Identification of Our Stakeholders”

This pitfall occurs when an organization fails to correctly identify their stakeholders. As Wicks, Freeman, Werhane, and Martin assert, there is much debate as to the definition of a “stakeholder.”25 What is important is that managers should answer the following questions: “Who are those groups that can affect us or our business in a tangible way? Which groups either stand to benefit from our actions or bear the brunt of them?”26 Fassin reworked Freeman’s stakeholder model to divide the stakeholders into three groups: “the stakeholder who holds a stake, the stakeholder who watches the stake and the stakeholder who keeps the stake.”27 For a social enterprise, this may assist in identifying legitimate stakeholders, stakewatchers who are pressure groups who have an interest in watching the stake, and stakekeepers who are regulators who act like gatekeepers.

An example of confusion around stakeholders is the situation faced by the Australian Red Cross and the funds it raised for the victims of terrorist bombings in Bali in 2002. The Red Cross used these funds as it saw fit and did not consider the possibility that the Australian victims would ask questions about how the money raised was being spent nor that the media would support the donors in their quest for answers. The public’s reaction was fierce to being informed that 46 percent ($6.6 million) of their donations had been diverted to other projects or the future rather than being used exclusively for the victims of the bombing. As Cruz points out, the problem was in the discrepancy between the perception of “how the public thinks charities spend their money” and the reality of how the money is spent.28 Not identifying that they may be called to account and who would ask for the account was a pitfall for the Red Cross. In this example, the legitimate stakeholders were the victims and the donors. The public and the media acted as the stakekeepers. NGOs and social enterprises are accustomed to being stakewatchers, in that they look after society’s interests but are less used to the notion that there are alternative stakewatchers following their actions. It is not enough to simply identify the stakeholders. It is also critical to determine in what ways the enterprise is accountable to different stakeholder groups.

The CETZAM Opportunity Microfinance Limited (CETZAM) case assessed by Dixon, Ritchie, and Siwale provides a good illustrative example of falling into the trap of incorrectly matching the accountability requirements to the enterprise and its stakeholders.29 CETZAM is a Zambian microfinance institution funded by the British Department of International Development (DFID), which uses a group-lending methodology. The borrower joins a self-selected, “joint-liability” credit group in which the group is liable for all debts. If one member of the group does not pay, the others must. Relationships with the community need to be strong for this model to be effective. Dixon examined CETZAM’s accountability issues using Ritchie and Richardson’s ideal types and viewed the issues from the loans officers’ perspective.30

Applying this model, the major external stakeholder groups were classified as follows:

• Type 1 stakeholders demanding mandatory and/or codified accountability including donors and government

• Type 2 stakeholders with rules and relations represented by internal management

• Type 3 stakeholders whose accountability requirements were based on the relationship with CETZAM and members of the community

• Type 4 stakeholders, with non-rule-based reciprocal relationships, identified as the clients whom the loan officers tried to place31

Internal management placed increasing pressures on loan officers to meet increased demand from the donors for more formal accountability. This meant that internal management took on a stakewatcher role for the donors by increasing vertical accountabilities and losing sight of their responsibilities to the clients. The stakewatcher role under Fassin’s framework should be external to the organization.32 NGOs take on the stakewatcher role when they lobby for society’s rights when examining a for-profit organization’s stakeholders. However, in this case, management seemed to forget, in its quest to fulfill the donors’ requirements, that they were part of the enterprise. Relationships between the loan officers and their management deteriorated with the result that loan officers felt there was no trust. Consequently, loan officers felt they had to make a choice between their jobs and serving the client as a stakewatcher for the interests of the client. As Dixon, Ritchie and Siwale point out, “large scale fraud may have been prevented but not necessarily in ways that were beneficial to the microfinance process.”33

Pitfall 4: Not Understanding What Social Enterprises Are Accountable For

Social enterprises need to account not only for economic outcomes but also for social and environmental outcomes or impacts. Austin, Stevenson, and Wei-Skillern state that accountability for commercial entrepreneurs differs from that of social entrepreneurs because the measures they mainly use are quantitative in nature (due to financial disclosure obligations to various stakeholders and regulatory authorities).34 Social entrepreneurs need to be able to measure social performance, which is more qualitative in nature. These qualitative measures can be open to interpretation by the stakeholders.

Funding sources are a major source of complexity for social enterprises. Martin and Thompson state that “[s]ocial enterprises need to create both social and financial value through obtaining their funding from a mixture of:

1. Charitable contributions

2. Public sector subsidies

3. Earned income.”35

Within each of these funding categories, there are different types that create different accountability issues. There may be explicitly stated limitations or idiosyncratic reporting requirements.36 For example, public sector subsidies may be one-off grants, fixed-term grants with renewals, or a government loan. Public sector subsidies are also subject to political pressures rather than being performance based.37 This creates complex accountability requirements that take precious resources away from the main objectives of the enterprise. Enterprises may not have a complete inventory of all of the accountability requirements nor have integrated processes to try to streamline these requirements. Nevertheless, even if different funders have dissimilar reporting requirements, there are still overarching expectations of accounting standards and good practice. Pitfalls therefore occur when the differing standards are used in place of best-practice industry or accounting standards.

Implementation and Maintenance of Effective Accountability Structures

Having highlighted key areas in which social enterprises can fall down when it comes to accountability, this section of the chapter focuses on how social enterprises can implement and maintain effective processes to minimize accountability gaps. There are broadly eight areas where pitfalls are most likely to occur:

1. Legal issues

2. The role of the board of directors

3. The independence of the board

4. Donations and tax-exempt status

5. Conflicts of interest

6. Liability and risk mitigation

7. Illegal activities

8. Internal control and financial disclosure

Although these concerns are not related solely to the not-for-profit sector, the ramifications of falling into such traps are every bit as severe as those in the for-profit sector. This is the point that is often missed by the boards and executives of social enterprises, particularly those who are heavily focused on identity accountability.

The first generic accountability gap is that related to legal pitfalls.

Legal Pitfalls

Before discussing legal pitfalls in accountability of social enterprises in detail, it is worth examining some of the legal forms that social enterprises can take. This is important because not only can the legal form of the organization protect it from insolvency, it can also ultimately safeguard the mission of the organization.

Defourny and Nyssens suggest that most social enterprises are established as associations in countries that allow a significant degree of freedom in selling goods and services.38 However, in countries where such freedom does not exist, social enterprises are usually set up under the legal form of co-operatives. Some social enterprises may adopt traditional business legal forms.39

The most important issue in choosing a legal form for the social enterprise is that of limited liability. This means that if the social enterprise becomes insolvent or bankrupt, the people involved in the business will not be implicated. Limited liability occurs in all business forms (with the exceptions of sole proprietors and partnerships), no matter in which country the social enterprise may reside. Obviously, therefore, any social enterprise or commercial business that is planning to take on financially risky activities is well advised to choose a legal form that at the very least addresses limited liability.

However, if registering as a charity or association, the organization must also accept strict regulations, and all assets of the organization must be used for the greater public interest. A registered charity may still be a business. In fact, many charities are social enterprises earning their income by providing services rather than relying on donations.

Charities can only trade in pursuance of their objective (termed “primary purpose trading”). This means that if the enterprise is set up to advance health awareness, it can only sell services connected to health awareness. Even though there are specific exemptions under most tax regimes, such as de minimis, in which a minimal amount of other sorts of trading is permitted, the social enterprise must adhere to its primary purpose.40

To get around trading restrictions, to ensure pursuance of their social purpose, and to take advantage of charity tax breaks, many social enterprises and larger corporations also have a charity arm.

For the most part, the legal form is important because it enables the social enterprise to get on with accomplishing its mission, rather than hindering it. Once it is known what the main purpose of the social enterprise is and how this is going to be achieved, choosing the correct legal form should be easy from the wide selection available.

The legal form of a social enterprise lays the foundation in determining its accountability and governance arrangements. Adopting the most appropriate legal form and governance arrangements that suit the functions and activities of the social enterprise is crucial for maintaining a high level of performance. The appropriate legal form will enable efficient and effective governance and management of social enterprises and lead to greater standards of accountability, responsibility, and credibility. An ill-suited legal form, however, will act as a barrier to high performance and may lead to increased costs or, even worse, inhibit the enterprise from accomplishing its mission and lead to lapses in accountability and transparency.

Role of the Board of Directors

There are great variations in the quality of performance of boards of directors, but generally speaking, the board of directors should act as a conduit between management and shareholders or owners.41 Basically, the board of directors plays the following roles:

• Providing continuity for the organization by establishing the legal existence of the enterprise that represents the organization’s point of view through interpretation of its products and services, and establishing advocacy for them

• Selecting, appointing, and evaluating a chief executive officer who is responsible for the administration of the organization

• Governing the organization with broad policies and objectives, including assigning priorities and ensuring the organization’s capacity to carry out programs by continually reviewing its work

• Acquiring sufficient resources for the organization’s operations, including ensuring sufficient personnel, expertise, facilities, and other assets

• Accounting to the public for the products and services of the organization, including

• providing for fiscal accountability, approving the budget, and formulating policies related to contracts from public or private resources

• accepting responsibility for all conditions and policies attached to new, innovative, or experimental programs42

It is therefore the primary responsibility of the board of directors to ensure that the accountability gaps mentioned so far in this chapter are minimized within the organization, and it is with the board of directors that responsibility lies when accountability problems arise. The board of directors must ensure that the organization is complying with all relevant federal laws and regulations as well as obeying all applicable laws and regulations of the states and the local jurisdictions in which it is based or operates. If the organization operates internationally, it must also abide by applicable international laws, regulations, and conventions that are legally binding on the home country. Even though board members do not require specialized legal knowledge, each member should be familiar with the rules and requirements with which their organization must comply and ensure that appropriate mechanisms exist to oversee and monitor daily operations.

Social organizations are keenly aware of the value in having people with a business background on their boards. However, differing time, action, and risk orientations can make the recruitment and retention of business people difficult. According to Diochon, the greater the mix of people’s backgrounds on the board, the more diverse will be the networks and opinions brought to bear on management decisions.43 As such, there is also a greater likelihood of entrepreneurial opportunities being identified and capitalized on. Also, feasible business opportunities are identified by people with knowledge and experience in the industry.44 Moreover, it would seem logical that business founders with a managerial, technical, or professional background would be in the best position to establish a more commercial focus to the social enterprise.45 Indeed, Chell refers to the commercial success of businesses run by social organizations and indicates that this can be attributed to a business-led board and the recruitment of managers with business experience.46

Most social enterprises rely heavily on volunteers. Indeed, those directly involved in an initiative also may include staff, board members, or clients, whose collective backgrounds may be similar (homogenous) or quite varied (heterogeneous). It is therefore important that key characteristics of individuals who have an impact on effectiveness are identified, and these characteristics should take into account: knowledge and skills, needs and preferences, perceptions and expectancies, contacts and background factors.47

The wider the pool of people that can be drawn from, both internally and externally, the more knowledge and skill an organization has at its disposal to identify opportunities to create social value. It is also important to recognize that even though some or even most members of the board of a social enterprise may be conducting their duties in an unpaid or voluntary capacity, they have the same legal obligations as paid members of boards of for-profit organizations. Consequently, any violations of the law by social not-for-profit enterprises are subject to the same sanctions as for-profit organizations, including imprisonment. With this in mind, the board should put in place a process that educates its members about their legal and ethical responsibilities so that they may effectively fulfill those responsibilities.

Independence of the Board

An independent board of directors is important because it helps avoid conflicts of interest and potential accountability gaps, and usually consists of members who have no material interests in the company. If this is not the case, they may be unable to make unbiased decisions related to the daily operation of the organization. Most companies with such boards are publicly listed, but it is also important that social enterprises have independent boards. The purpose of an independent board is to make sure members are not influenced by interests in the company. They are there specifically to help a company run honestly and efficiently.48

Donations and Tax-Exempt Status

One of the main areas of potential accountability gaps is in regard to donations and tax-exempt status and when the privilege of such status is abused. According to US taxation law, the Internal Revenue Service states that every tax-exempt charitable organization is classified as either a public charity or a private foundation. Organizations that may be classified as public charities are those that


(i) are churches, hospitals, qualified medical research organizations affiliated with hospitals, schools, colleges and universities, (ii) have an active program of fundraising and receive contributions from many sources, including the general public, governmental agencies, corporations, private foundations or other public charities, (iii) receive income from the conduct of activities in furtherance of the organization’s exempt purposes, or (iv) actively function in a supporting relationship to one or more existing public charities. Private foundations, in contrast, typically have a single major source of funding (usually gifts from one family or corporation rather than funding from many sources) and most have as their primary activity the making of grants to other charitable organizations and to individuals, rather than the direct operation of charitable programs.49



To avoid such abuses, social enterprises must ensure that all publically available materials identifying the organization are accurate when presenting the mission of the organization. If the organization does not have tax-exempt status, then this must be disclosed at the time of fund-raising. Equally, if the enterprise is recognized by tax authorities as eligible to receive tax-deductible donations, it must provide information proving such status to donors.

Also, the organization should ensure that donations and contributions are always spent as advised at the time of solicitation, whether written or verbally. If, for example, insufficient funds are collected for a specific program or activity, the organization should advise the donor and seek permission to use the gift for another purpose or return the contribution in full. In the cases of substantial contributions (such as in the Australian Red Cross case previously mentioned), a contract should be drafted that stipulates any rights the organization may have to modify the terms of the donation if circumstances change. When excess funds are raised, such funds should either be returned in full to the donors or directed elsewhere with the explicit approval of those who donated the funds originally.

To alleviate this problem, the boards of many social enterprises now include provisions in their charters that indicate to potential donors their right to modify the conditions on the use of donations in certain circumstances. Obviously, potential donors should be made aware of such “variance powers” if they exist in the organization’s governing documents, and they should be included in the contract in the case of large donations.50

Conflicts of Interest

Another serious concern in accountability can occur when there is a conflict of interest between a member of the enterprise and a competing financial or personal interest. Such transactions may be unethical or even illegal. To ensure legality in all financial transactions between the social enterprise and external parties, it is vital that certain procedures be formulated.51

With this in mind, it is vital that the social enterprise creates and enforces a policy that deals with conflicts of interest to protect the organization from illegal practices. The policy should be consistent with the laws of the jurisdiction in which the social enterprise is headquartered and should be tailored to meet the needs and characteristics of the specific organization. Importantly, it must apply to each individual in the organization who can influence decisions (including at least the board, staff members, and relatives).

In particular, a policy of full disclosure should be encouraged, especially when board or staff members have any interest in a transaction or matter and where that interest could be viewed as affecting the objectivity or independence of the decision maker. Any conflict, and action taken in response, should also be recorded in the minutes. It is important that any conflict-of-interest policies distinguish between material conflict (in which a member of the enterprise has direct or indirect financial interest) and those situations that merely give the appearance of a conflict.

Examples of activities that are prohibited in a conflict-of-interest policy may include bestowing grants to organizations in which staff or board members are paid or unpaid directors or trustees, requires full disclosure of the relationship and withdrawal from the grant-making process.

Liability and Risk Mitigation

Another potential accountability gap relates to legal liability of the board and other members of the organization. It is the board’s responsibility, therefore, to understand the major legal risks to which the social enterprise is exposed, depending on the size, location, and complexity of the organization’s operations. Risk management processes are needed to protect the enterprise’s assets, such as property, reputation, and programs and activities.52

Depending on the legal form of the social enterprise, board members may in some instances find themselves personally liable for fines and other penalties as a result of legal violations, such as failure to pay appropriate taxes. With this in mind, it is important for the organization to protect itself in such a situation. Apart from establishing policies and procedures designed to reduce the risk of various occurrences or limit the exposure of the organization to certain identified risks, the board also needs to include indemnification provisions in its governance structure so as to protect its assets in the event of legal action. Popular risk management strategies includes insurance, establishing reserve funds to absorb minor losses, borrowing from lenders, and negotiating with third parties to assume certain losses.

Illegal Activities

According to Keith Howson, philanthropic organizations should be staffed by “high minded and trustworthy” employees, thereby diminishing the need for “controls.” But sometimes this is simply not the case.53 Unfortunately, although there may indeed be an ethical spirit that drives the nonprofit sector, this does not eliminate either the potential for unwitting error or the deliberate fraud and misappropriation of resources that internal control might avoid.54 As previously mentioned, this lies within the realm of identity accountability, in which the danger exists for social enterprises that believe the “correctness” of what they are doing enables them to be forgiven for gaps in accountability. In other words, the socially beneficial ends are justified by unethical means.

With this being the case, it is important that every social enterprise have written policies empowering stakeholders to report suspected violations without fear of retribution and that these policies are well publicized. Such policies may help the organization address problems in their initial stages and before serious harm is done and also assist in complying with federal and state laws that protect whistle-blowers in the workplace.

These whistle-blower policies usually cover theft, misleading financial reporting, improper financial transactions or destruction of records, improper use of assets, conflicts of interest, or any other unethical or illegal activity. When drafting a whistle-blower policy, the organization should keep in mind its size, structure, and capacity and should also be aware of the applicable laws of the jurisdiction in which the enterprise resides or operates. All parties internal and external to the organization to which such information can be reported should be identified. For small organizations, an external advisor may be appointed. Ways of reporting anonymously to either a board member or external body should also be provided in the policy.

Equally important are the procedures the organization uses to investigate reports and the appropriate actions to be taken. It should be clear in the policy that no retaliation will be made against the individual lodging the claim (except when a deliberate attempt has been made to harm either the organization or an individual associated with the organization through false reporting).

A key example of illegal activities occurring within a social enterprise and the need for a whistle-blower policy occurred with the Salvation Army, when, in late 1992, it misappropriated nearly $6.34 million.55 On this occasion, the Salvation Army was offered a deal in which it could invest in a scheme promising returns of 50 to 100 percent. The scheme required that the organization should invest millions in standby letters of credit, which it was anticipated could be traded at a profit.

The United Kingdom Territorial Commander of the Salvation Army transferred funds of 10 million pounds into a bank account in Antwerp, even though independent financial officers warned against such activity. These funds were then to be pooled together with other funds for investment. By September 1992, most of the money had disappeared. The funds were eventually tracked down by the charity’s accountants, and further investigations found that the funds had been used to pay brokers of the scheme and for trips and related expenses to various destinations, and unsecured loans were made on properties, paying off mortgages. The balance of the funds simply disappeared into a company linked to the organizers of the scheme. According to the financial director, the Salvation Army had breached virtually every guideline governing charity investment.

It must be remembered, though, that 1992 was a time of severe recession, and during such periods of tight finances, temptation to engage in unethical activities may be at its highest. Also, as a lesson for all social enterprises, most of the Salvation Army’s income comes in the form of cash or checks, and such forms of income are easily stolen. Also, most of the Salvation Army’s staff are volunteers, making it impossible to constantly monitor the organization’s operations.

The major lesson to be learned from the Salvation Army case, however, is the need for safeguarding against fraud within the organization, which would at least be partially met by a whistle-blower policy that would allow for the reporting of misdemeanors without fear of reprisal.

Disclosure

One of the primary gaps in accountability relates to full disclosure of all the organization’s activities and operations, including its governance structures, finances, programs, and activities, making this information widely available to the public.

In many instances, social enterprises and other similar not-for-profit organizations are legally bound to maintain complete, current, and accurate financial records. Accordingly, an independent financial advisor should regularly audit the organization’s financial statements. To aid this process, the organization should establish an audit committee that is composed of board members who have sufficient expertise in the area. This will ensure that the audit has been conducted appropriately and legally.

Board members of social enterprises are expected to fulfill their responsibilities without compensation, except when they receive reimbursement for genuine expenses. If board members are to be paid compensation, it is essential that they be paid an amount that is comparable to similar positions external to the organization and that full disclosure is provided to anyone on request. Importantly, when boards decide their own compensation, they can no longer be considered independent, and any legal protections that may be accorded such enterprises will disappear.

Accountability will vary from organization to organization based on the number of stakeholders. There are organizations that are accountable to multiple external stakeholders—ranging from clients to private donors, foundations, government agencies, volunteers, advocacy groups, etc.—some of whom have conflicting needs and expectations. The greater the number and type of stakeholders, therefore, the greater is the complexity in managing these relationships.56

As stakeholder numbers increase, it is more likely that the organization will have more rules, regulations, and controls, thereby decreasing its flexibility to respond to identified needs. Moreover, under such circumstances, performance measurement will be more difficult57 as consensus on goals, priorities, and time scales will be unlikely. This therefore limits the ability to make valuable strategic decisions.

Internal Control and Financial Management

According to the Committee of Sponsoring Organizations (COSO), internal control is defined as a process affected by an entity’s board of directors, management, and other personnel, designed to provide reasonable assurance regarding the achievement of objectives in the following categories: effectiveness and efficiency of operations, reliability of financial reporting, compliance with applicable laws, and regulations.58

Specifically, it is important that within social entrepreneurial organizations, staff members are responsible for internal controls. Although having procedural manuals is a must, they are not sufficient if staff members do not have the commitment to follow procedures. Internal control therefore seeks to achieve goals in the overlapping categories of financial reporting, compliance, and operations.

Prudent financial management of the organization’s resources is one of the most important duties the board must fulfill; thus, it needs to establish clear policies that protect the organization’s assets. These policies should ensure that no one person has the sole responsibility for receiving, spending, and depositing funds. Board members should also distance themselves from daily accounting and financial work, which should be managed by staff or volunteers who have the necessary skill set. Nevertheless, it is still incumbent on the board to ensure that such staff members are carrying out their duties according to board-approved policies.

A social enterprise should spend most of its annual budget on programs and activities that pursue its overarching mission, from both ethical and legal standpoints. As is also the case for profit-making enterprises, operations and activities require effective management and administration (including financial and investment management, personnel services, record keeping, contracts, legal services, etc.). This is not only a legal requirement, it also helps provide complete and accurate information to all key stakeholders.

The board is responsible for the organization’s annual budget, which needs to document programs and activities, and resources required, for the coming year. The budget also needs to document the amount of funds that must be raised to support such programs. Therefore, a detailed review of financial reports (showing both budgeted and actual expenditures and revenues) is vital to aid the board in determining adjustments that need to be made in spending should the case arise.

Financial reports are also important for legal compliance because they reflect spending and revenue for the organization. If the organization has sufficient financial resources to enable investments outside the organization, the board should establish policies on how such funds will be invested and what portion will be used to fund the organization’s operations and activities. Usually, larger organizations use the services of independent investment managers while keeping a constant watch on how their funds are appropriated.

Conclusion

It can be seen throughout this chapter that there are myriad potential pitfalls in accountability within social enterprises. Although it is important to be aware of such pitfalls, it is also important that the organization arm itself with the proper policies and procedures to minimize the potential for serious pitfalls to arise and negatively affect the overarching mission. With this in mind, managers of social enterprises should refer to the checklist in Table 2.1 to ensure that their organization is fully prepared to combat accountability problems as they arise. If you answer “no” to any of these questions, then your organization needs to remedy the situation before serious problems arise.

Table 2.1 Does Your Social Enterprise Have:



	 

	Yes

	No




	1. a clear knowledge regarding its purpose, mission, and direction?

	 

	 




	2. a clearly identifiable board of directors that possesses the right balance of skills and experience necessary for the effective management of all its activities?

	 

	 




	3. appropriate structures, procedures, and policies (including for conflicts of interest, whistle-blowing, and full disclosure) that enable it to achieve its stated purpose and mission?

	 

	 




	4. regular assessments and evaluations of its performance and efficiency?

	 

	 




	5. the necessary financial and nonfinancial resources to successfully deliver its mission?

	 

	 




	6. annual reporting mechanisms that are in accordance with best-practice and legal requirements?

	 

	 




	7. policies and practices that ensure accountability and transparency to its stakeholders and the general public?

	 

	 




	8. indemnification provisions in its governance structure so as to protect its assets in the event of legal action?

	 

	 




	Source: Table collated from the combined literature on accountability and social enterprises.
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CHAPTER THREE

Issues of Measuring the Performance of Social Enterprises

John Thompson

Jonathan M. Scott

This chapter discusses various issues related to measuring the performance of social enterprises and builds on previous research by the lead author.1 At the simplest level, any social “organization” is successful if it is “doing good” and is perceived to be doing so; after all, it will have been started with a basic paradigm of doing good things. Thus, successful social organizations need to be good at doing good.

We can take this a step further and factor in elements of sustainability.2 Where there is a belief that if the organization was to disappear, with its work and contribution lost, it would be missed, and then its ability to survive, thrive, and continue is important. Sustainability can be achieved in a number of ways, which are not mutually exclusive: the organization can continue to trade as an enterprise, make a surplus, and invest this in doing good; it can continue to enjoy a reputation for high achievement and good value and receive continued funding in the form of grants and philanthropic gifts; or it can secure continued volunteer support to allow its work to continue. However, one highly contested element of social enterprise research concerns the tension between the “social” values and “enterprise” (by implication, management and the business model of social enterprises, i.e., increasing commercialism in the sector), which has been critiqued by Bull and others.3 The external perception of achievement is clearly important, and so, in this context, it is also useful to contrast social enterprise with more commercial forms of enterprise in terms of causal variables such as marketing approaches.4

The reason “organization” was used in the first paragraph should be increasingly clear. If we are talking about social enterprises (quite possibly with a trading element), then the requirements for continued success are going to be different from those requirements that are needed to sustain a community venture or charitable activity that raises funds and perhaps relies on volunteers. Both of these can be entrepreneurial in the way they behave—but their success does not rely on them being entrepreneurial. They may well be doing something valuable in a non-entrepreneurial way—what they do is not necessarily creative, innovative, or different. Much will depend on the person or people in charge, and they can be set up and run by anyone. The central person may not meet our definition of an entrepreneur—a person who habitually creates and innovates to build something of perceived value around opportunities they spot.5 Someone we believe to be a social entrepreneur may or may not be involved; so, again, it is not a criterion for success.

Cause-Driven Entrepreneurs

Bolton and Thompson argue that successful entrepreneurs possess a number of natural behavioral characteristics that help define a person and also work together to help them to find and pursue opportunities—and deal with the inherent risks.6 These key entrepreneurial characteristics are focus (which directs and enables delivery against targets and expectations), advantage (which is the key opportunity characteristic and which, in the context of the strategy literature, encapsulates the theme of competitive advantage), creativity (the ideas-generating aspect), ego (people’s temperament relating to their motivation and capacity to deal with their hopes and ambitions), and team (required to fulfill the building element and grow something that is truly valuable). The acronym FACET is adopted—and, for some people, the better summary would be FACETS. They also have a social characteristic. There are similar (but different) characteristic profiles for the (natural) leader and manager. There are people who would more closely fit the leader or manager profile that possess the social characteristic.

Each of the FACETS has three, four, or five subcharacteristics, a level of detail that is not required in this chapter, except for the case of the social characteristic, which we explain later. Social can affect a person’s temperament, and it manifests itself as a hierarchy of four stages; the same four stages apply to the environmental entrepreneur and any other who is driven by an identified cause.7

The first (lowest) level relates to beliefs, which affect and influence the way we look at the world. At a simple level, our beliefs affect the charities we are most likely to support. Some businesspeople and entrepreneurs will acknowledge social and environmental issues and, say, fund-raise for a local charity, encourage staff to do pro bono work, and use energy-saving lightbulbs. They may buy hybrid company cars, go “fair trade” in the company restaurant, reuse recyclable and disposable packaging, and so on. They might apply for community and environmental categories in their local business awards. Yet neither the social nor the environmental issues are core to their business model in any meaningful way. It is also not unusual for business people to hold beliefs that they could, but do not, take to work.

One step up is values, in which the beliefs have become core to the business. Anita Roddick did not found the Body Shop for the purpose of conservation, but she quickly realized that she could blend commerce and causes she felt passionate about. It was a win-win for her, but things changed when competition intensified (from companies such as Bath & Body Works) and certainly when the French cosmetics giant L’Oreal bought the Body Shop. Natural ingredients sourced in the developing world and no animal testing define the Body Shop product to this day. Although L’Oreal may not have the same passion as Anita Roddick, it realizes the benefits of the association with the environment and sustainability.

Step three, mission, is evident when the social or environmental/ecological cause is the reason for the business being there in the first place. It is a channel through which someone pursues his or her beliefs and values. An interesting example of a cause-driven business is the One Foundation. This organization was started by a small group of successful businesspeople with the central purpose of selling products in a competitive industry to create a revenue stream to fund important projects in the developing world. The first product was bottled water, and although this industry is dominated by two European businesses, both Coca-Cola and PepsiCo have successful brands in the market. The profits from the sale of One Water fund Play Pumps in Africa, which use children playing on conventional merry-go-rounds to power pumps that bring fresh water from wells to storage tanks above the ground. We would define the founder, Duncan Goose, as a social entrepreneur.

Service (to others) is where the true social entrepreneur has given his or her life’s work to the cause. Muhammad Yunus, academic, Nobel Peace Prize winner, and champion of microfinance for enterprising women in Bangladesh, is someone we would easily see as a social entrepreneur. Similarly, Bill Drayton (an ex-McKinsey consultant and senior manager at the US Environmental Protection Agency) created the Ashoka Foundation to celebrate (other) leading social entrepreneurs. We can also debate whether we use the term to describe Bill Gates in the 21st century. Earlier, he was an outstandingly successful business entrepreneur with Microsoft, but since he stepped aside to concentrate on the Bill and Melinda Gates Foundation, he has devoted his life to supporting good causes with both funding and campaigning. It is worth pointing out that, when would-be entrepreneurs start successful profit-seeking businesses, the assumption that most of us would make is that they will, over time, be the main beneficiaries. Certainly, customers and employees are likely to be looked after or the business would not be sustainable, but for many entrepreneurs, the desired outcome is the ultimate sale of the business for a handsome return. The main beneficiaries of the work of social entrepreneurs are not the entrepreneurs themselves; instead, it is the good causes they target. If we take the example of the One Foundation, the real success is reflected in the number of new Play Pumps that are created. This can only happen if there is a surplus generated from the sales of the bottled water, which in turn demands a well-run business.

Doing Good and Social Organizations

What, then, do we mean by “doing good”? The social organizations we have described are in some way involved in economic and social regeneration; and so, their ability to contribute to these agendas is a key performance variable. They may address quite specific social needs; how well do they do this? In order to meet social needs, they may need to trade profitably. They might provide important services and try to keep the price affordable, which in turn demands controlled costs if the venture is not to lose money. They may need to fund raise and they may need to recruit both skilled employees and volunteers. These are all important criteria for success.

A wide range of literature provides various critical perspectives on social enterprise theory and conceptualization.8 In the United Kingdom, for example, there has been at least one attempt to categorize social enterprises, which provided a largely descriptive account of a sample of the social enterprise population, and yet this did not engage with issues of performance.9 In addition, one of the most prominent, pump-priming initiatives of social enterprises, the Phoenix Development Fund, has been evaluated and found to have been successful,10 notably commenting that “there is no true sustainability for most of these projects,”11 yet indicating that “savings to welfare” might finance social enterprises, especially if a “social return on investment” can be established. Alternatively, social enterprises might have to adopt different approaches to raising financing and move away from grant dependency to ensure their future sustainability. Similarly, there is an unquestioned assumption that government business support contributes to social enterprise performance.12

It is our belief that there is a lack of common agreement on certain terms and definitions, and consequently, there will be a lack of agreement on what we mean by effective performance. Indeed, it has been suggested that definitions and terminology are “ambiguous,”13 with significant “confusion” being evident, with “frequent theoretical and empirical slippage between concepts and terms such as the social economy, social enterprise, and social entrepreneurship.”14 In the literature’s synthesized and integrated view, social enterprises are part of the social economy, which itself is part of the third sector (also including households and informal enterprises), distinct from voluntary organizations, and with particular linkages (e.g., through funding, etc.) with the public sector, at least in the UK context.15 Inevitably, there will be international differences in definitions and understanding, because of varied societies and economies globally.16

Interestingly, there is also a literature gap on the topic of effective performance in this sector, particularly in terms of social impact,17 although there have been some attempts.18 It is also argued that it is useful to understand the process of social enterprise start-up to improve their performance.19 Before we explore and debate a number of important performance themes, we explain the terminology that we are using, and we cover both the organizations and the desired outcomes. There have been various articles looking comparatively at, for example, social versus commercial enterprises20 and examining their business practices.21 It is also important to understand the reasons for the failure of previous social enterprises to evaluate performance. An example is Aspire, whose franchising business model and thus the enterprise itself failed.22

We see social enterprises as organizations that fundamentally seek business solutions to social problems.23 They operate as would any other business: they source products and/or create services that they sell. Their pricing strategy might have something of a social element and offer a subsidy when set alongside certain competitors, but although this is an option, it is not essential. It is essential, however, that a surplus is generated, which can be invested in doing good. It is quite normal for social enterprises not to pay dividends to shareholders, and it is also quite normal for them to pay competitive wages and salaries. Basically, we can argue that a social enterprise is successful if it generates a surplus and if it uses this effectively to support communities and/or environmental causes. Moreover, we would argue that the distribution of surpluses and a desire to support needy causes are more important than issues of governance or structure, although other authors have in the past suggested that these are the defining criteria for a social enterprise.24

Social enterprises will sometimes be found competing alongside “normal” businesses. There is market potential. A social enterprise is the chosen vehicle because of the beliefs and values of the people involved. On other occasions, a social enterprise will look to survive and grow in areas where profit-seeking businesses are noticeably absent. This may be because the social motive is dominant and there is a belief that, with a different approach to resource management and employee rewards, there is an opportunity to succeed. Social enterprises are also popular where they provide services that many would expect to categorize as public sector services. These have been outsourced if the public sector chooses to contract and pay a social enterprise (with more flexibility and lower overheads) to deliver on its behalf. There are some valuable opportunities here, but always a danger that the social enterprise involved relies wholly on a single customer for its income.

A social firm is slightly different. It may well operate as a social enterprise, but one criterion in its establishment will have been a desire to create job opportunities for people for whom finding a job is troublesome—perhaps through either a physical or a learning disability, mental illness, or a lack of education; because they have a criminal record; or because they cope with an addiction. Obviously, they will have to be successful enterprises and again make a trading surplus if they are to succeed, but because of their mission, any evaluation of their success will also need to factor in the numbers of jobs created, for whom, and the extent to which the people they seek to support and help are empowered in their lives. Their surplus will typically be reinvested in the business itself.

Similar is an urban enterprise—located where there is real economic need, few jobs, and surplus labor. Quite typically, the skill level of the local workforce will be relatively low. Relocated elsewhere, the business might be more profitable, but the importance of regeneration outweighs this. The desired intention, which may not always be met, is that the economic regeneration from these new firms attracts other organizations, and over time, both the skill level of the workforce and the general social conditions will improve. These would be important performance issues.

It is not unusual that grants are available for relocating in such less desirable areas. It is a similar case with social firms if they tap an important social agenda for either governments or philanthropists.25 However, we should not be deluded into thinking that grants are entirely positive. Clearly, they matter and they help. But first, the availability of grants and gifts can drive the direction of behavior in favor of certain causes and needs, ones chosen by governments or benefactors. They are targeted at doing good, but there will always be other people who believe there are more needy causes. Second, they can encourage underperformance. Many social enterprises are heavily reliant on grant revenue rather than on finance from commercial sources.26 If the people in the organization are grant dependent, then there is a danger that their major focus will be on securing additional grants and not on how the money is used. Their entrepreneurial skills are directed at fund-raising, not the underlying need or cause. The outcome in some charities is a dual culture: a commercial fund-raising culture operating alongside a caring culture among the frontline workers. When we find examples of this “mission distortion” happening, there is a further risk of deteriorating morale among those for whom the (original) cause is truly important. This will start a downward spiral as the reduced morale leads to lower performance against other measures and indicators.

A social venture—what we might also call a community initiative—will often start as a project dealing with an identified social (or environmental) problem or need. Volunteers are likely to be involved, as are grants and gifts to support the endeavor. It is again quite typical that such ventures have uncertain outcomes, and their strategy is emergent as resource constraints and new opportunities kick in. Those involved believe they can make a difference in some way. If they do, they will see themselves as being successful. One key question: do others share their perception and enthusiasm?

All of these organizations can be small and localized or capable of growth and replication. It is sometimes the case that without particular social firms, urban enterprises, and social ventures, there would be no other provision to deal with an identified problem or need. But in every case, there is always a need to balance social and economic objectives. Figure 3.1 pulls this section together and illustrates how the financial revenue generation switches from (trading) activities that generate a surplus to a dependency on grants and donations as we move from the true social enterprise (which we here term a business with a social edge or purpose) to community initiatives. They are all important in their own way and are all capable of doing valuable work in communities and contributing to both economic and social regeneration, but sustainability is dependent on quite different issues, largely driven by finance.

Economic and Social Outcomes

The economic objective clearly relates to surplus generation. For example, a charity can only do charitable work if it has the funds required. Its objectives can be driven principally by need and opportunity or by resource constraints. Funds can be raised, generated through trading, or both. There is always, then, an interesting tension concerning the percentage of the funds generated that are allocated to the basic charitable work, the doing good, and the percentage used for administration and marketing. Administration keeps it going; marketing is required to sustain the fund-raising. Both are essential, and although doing things on a shoestring might be commendable, it is often shortsighted. That said, maybe the approach does not have to be the “best available.”
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Figure 3.1 Financial requirements.

Anecdotal evidence suggests that some large charities would not see a reinvestment of up to 40 percent of income into administration and marketing as exceptional, but our own research with smaller charitable organizations suggests that many see 25 percent as a maximum target, with this being a target they would like to beat.

This surplus might be described as financial wealth, financial capital, or economic wealth. So what is social capital? We might be tempted to think of it as any outcomes that are socially beneficial, but this is not the common meaning. Most writers on the subject would describe social capital as the capacity that any group of people has—through trust, relationships, and networking—to organize themselves and make something happen—in this context, to transform the lives of others.27 They may mobilize volunteers, whose time is a social resource. Where the impact of their endeavor is a healthier or more prosperous community, we would perhaps term this achievement as social wealth.

Environmental capital is a similarly tricky term. It is debatable whether one can truly create environmental capital (although the first law of thermodynamics, though referring to energy, would suggest not), but where important elements of the natural environment are harmed—say, rain forests through the lumber trade or green open spaces through mining or building industrial plants that can only be described as eyesores—then we can definitely destroy environmental capital (i.e., entropy, as in the second law of thermodynamics). We believe that it is incumbent on every organization not to destroy the natural environment, and if, for any reason, their operations cause some harm, then they must seek to restore or at least balance this in some way. Again, these are important issues in performance evaluation.

Some organizations deliberately target environmental causes and needs, and the entrepreneurs behind them enjoy being called ecopreneurs or environmental entrepreneurs. But as Thompson and Scott have argued, there is a case to be made that outcomes are more important than motives, and government legislation and standards can drive the agenda. We might also mention that all social organizations need resources—what is debatable is whether or not they need to be the “best available.”28 Recycling and making use of what otherwise is a waste or used resource can be very relevant.

It is now common practice to think of positive achievements with financial capital, social wealth, and the environment as a “triple bottom line.” Figure 3.2 captures this theme and indicates that we can think of measuring the performance of social (and environmental) organizations by examining their achievement on four dimensions:

1. The economic wealth created

2. The social capital created, which helps generate the economic wealth and in part dictates how this is spent (the “doing good” element)

3. The social outcomes from the economic wealth

4. The environmental impact, which we hope would be positive

Although this is an important concept, it immediately raises the issue of how one measures against each dimension. With proper auditing in place, it is straightforward to evaluate financial returns. We might turn to social auditing, which is inherently more subjective, to assess social outcomes, but how do we measure social capital? We can observe and form opinions but this is hardly precise measurement. Environmental issues similarly involve subjectivity.

It is important at this point to stress that some performance targets and expectations can be measured properly and objectively, but evaluation of other important issues must inevitably rely more on observation, subjectivity, and anecdotal evidence. They simply cannot be measured with any degree of accuracy. This does not make them any less important, but it does mean we should be using the term “performance indicators” rather than “performance measures.” This in part helps explain the popularity of the term “KPIs,” or key performance indicators. We return to this point later in the chapter.
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Figure 3.2 Multiple outcomes from social enterprises.

We might also expect a need to trade off between these various outcomes, and this can lead to some tension between various interested parties and stakeholders. There might, for example, be an expectation by some that social enterprises would charge prices below the market rate, but, and depending on the elasticity of demand, this might imply less surplus to invest in good causes than might be available with higher prices. Others might assume that people who work for charities and social enterprises would expect to be paid less than they might earn in a comparable job in a profit-seeking business. But there is always the danger that this can be a disincentive to attracting and keeping the best people. The United Kingdom is home to a number of hospices that operate outside the main health care system and provide free palliative care for terminally ill people. “Armies” of volunteers help raise funds to keep the hospices open, but there is no expectation that the medical staff members are not paid the salaries they would receive in mainstream hospitals. There is a desire to employ the best people.

Similarly, some people make the assumption that any products endorsed as “fair trade” might be priced at a premium level to increase the returns to the farmers in developing countries whose work and products are involved. Some customers will pay more because of the ethical approach, recognizing that guaranteeing good returns to the farmers can increase costs, but others may be deterred. They would buy fair trade if the products were priced more competitively.

Another interesting trade-off can be seen with palm oil, the world’s most popular vegetable oil, which is used to improve many food products we consume. Its popularity helps economic development in developing countries such as Indonesia. But producing palm oil in Southeast Asia implies rain forest destruction, with a consequent impact on wildlife such as orangutans. Influencing consumer opinion on this critical issue is difficult as, although the palm oil is used in a wide range of products, it is typically described as vegetable oil. The critical association is not easily made.

One final possible tension relates to the expectations held by beneficiaries of these various types of social organization. There may be an expectation that because of the social element and the desire to do good, the quality of the product or service will be inferior to that provided by a profit-seeking organization. This might seem to offer something of a cushion, but it could lead to a paradigm of inefficiency or even ineffectiveness.
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Figure 3.3 Economic and social outcomes.

The result of the potential challenge between economic and social outcomes might be illustrated in Figure 3.3, where we suggest that as one moves from social enterprises to community initiatives, the perceived significance of generating financial wealth diminishes and the perceived significance of social wealth increases. As always, with conceptual diagrams such as this, we use straight lines for illustrative purposes; the straightness and the slope could well be different from the illustration.

The implication from this figure could well be that many organizations in the voluntary sector could benefit from being more businesslike, and, similarly, many profit-driven businesses could benefit from being more socially aware. Our personal experiences over many years would confirm this to be the case.

A Series of Relevant Frameworks

We now continue this chapter with a number of frameworks that help us deal with the relevant issues in measuring performance in this sector. We begin with general (strategic) frameworks and then move to look at more specific issues. The strategy frameworks have all been summarized from Thompson and Martin.29

The Business Model

Strategy writers contend that, to be sustainable, any business has to have a robust business model that demonstrates clear and persuasive thinking and answers a number of fundamental questions:

1. What is the product or service? It needs to be clearly and readily understandable.

2. For whom is it relevant? Who are the target customers or clients?

3. Why do they have a compelling reason to buy or use the product or service? The assumption being that there is always a choice and an opportunity to use an alternative. Understanding innovation in social enterprises is here rather important.30

4. How can the product or service be sourced or produced and delivered efficiently and effectively?

We might add a fifth question:

5. When does it make sense to make changes to stay relevant in a changing environment?

Running parallel to the business model is the need for a similarly clear and robust financial (or revenue) model that demonstrates how the activity can be funded. This we have dealt with already. The following two frameworks develop key questions in the business model.

We would argue that a clear and robust business model (and a revenue model) is just as important for a social enterprise, a charity, and a community initiative as it is for a profit-driven business. Their modus operandi may be different, but they are still competing. There are often other service providers and people who give to charity, so people who donate are never short of alternatives.

Efficiency and Effectiveness

There are basically three important measures of performance:

• Economy, which means doing things cost-effectively. Resources should be managed at the lowest possible cost consistent with achieving quantity and quality targets.

• Efficiency, which implies doing things right. Resources should be deployed and utilized to maximize the returns from them.

• Effectiveness, or doing the right things. Resources should be allocated to those activities that satisfy the needs, expectations, and priorities of the various stakeholders in the business.

Economy and efficiency measures are essentially quantitative and objective. Effectiveness relates to outcomes and need satisfaction, and consequently, the measures are often qualitative and subjective. Although it is rarely used, there is a relevant fourth “E”—efficacy. Is the organization doing “what it says on the tin?” In effect, is it practicing and demonstrating its declared mission or purpose?

As we mentioned earlier, where efficiency and effectiveness can be measured accurately and unambiguously, it is appropriate to use the expression “performance measures.” However, if, as is frequently the case with effectiveness, precise measures are not possible, it can be more useful to use the term “performance indicators.”

Table 3.1 Efficiency and Effectiveness



	 

	Inefficient

	Efficient




	Effective

	Gradual decline

	Growth and prosperity




	Ineffective

	Corporate collapse

	Survival





As the following grid (Table 3.1) indicates, only efficient and effective organizations will grow and prosper and be sustainable over time. Effective but inefficient businesses will survive—for at least a time—but underachieve because they are not using minimum resources; if they are perceived to be a poor value to whomever is funding them, they could come under threat. Efficient but ineffective companies will inevitably decline as they cease to meet the expectations of their stakeholders—simply, the things they are doing are wrong, however well they might be doing them.
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Figure 3.4 Social enterprise activity.

It will be appreciated that effectiveness relates directly to the “doing good” theme we introduced at the start of this chapter. For many, the extent of this will be the most important outcome to be evaluated, but that does not mean there can be a good excuse for not being efficient and well managed as well.

Charles Handy stressed that although many voluntary and charitable organizations do not see themselves as businesses, they must not overlook the need to be business-like and efficient.31

Figure 3.4 has been derived from this commentary. We argue that an ideal outcome would be high financial and social returns. Obviously, a positive environmental impact would be a clear bonus, but this would not always be a defining priority for social enterprises and community initiatives. Such an organization would be efficient and effective. Other organizations would be financially sustainable (efficient) but ineffective in the context of social outcomes. We might anticipate that those organizations that deliver high social outcomes but struggle with the financial aspects would be seen as having a paradigm of doing good, but their sustainability would become an issue. Social return on investment (SRIT) is another important measure of the performance of social enterprises based on their social impact.32

E–V–R Congruence

If one wished to claim that any organization was being managed effectively from a strategic point of view, one would have to show, first, that its managers appreciated fully the dynamics, opportunities, and threats present in their (competitive) environment and that they were paying due regard to wider societal issues; and, second, one must show that the organization’s resources (inputs) were being managed strategically, taking into account its strengths and weaknesses, and that the organization was taking advantage of its opportunities. So-called key success factors and strategic competencies would be matched.

The factors behind these matching issues are ubiquitously listed in the form of a SWOT analysis, a simple framework that most readers will already be familiar with. SWOT stands for:

Strengths

Weaknesses—the (internal) resource themes

Opportunities

Threats—the (external) environmental themes

Effective matching will not just happen, however. It needs to be managed. Moreover, potential new opportunities need to be sought and resources developed. It is also important, therefore, that the values of the organization match the needs of the environment and the key success factors. It is the values and culture that determine whether the environment and resources are currently matched and whether they stay congruent in changing circumstances. In turn, these values are dependent on the beliefs and values of the person behind the organization—the strategic leader. Where this person has a strong social characteristic, regardless of the sector we are looking at, this will materially affect the organization.

Values are traditionally subsumed as a resource in a SWOT (strengths, weaknesses, opportunities, threats) analysis, but it is useful to separate them out. The notion of E–V–R (environment–values–resources) congruence is an integration of these issues. Basically, there is an overlap between the environment (key success factors) and resources (competencies and capabilities), and the organization is committed to sustaining this overlap with effective strategic change initiatives. The concept is illustrated in Figure 3.5.

The value of E–V–R analysis is that it provides a straightforward framework for assessing the organization’s existing strategies and strategic needs. It is crystal clear at a conceptual level what organizations have to achieve and sustain strategically; the challenge then is to use the logic to explore and create opportunities and ways for achieving and sustaining congruence by dealing with the various, but different, risks that organizations have to manage if they are to avoid crises in the face of uncertainty.

If we conclude that an organization does enjoy E–V–R congruence, it is important to test its robustness. Conceptually, the three circles can merely overlay each other and be easily pulled apart. Alternatively, like the old magician’s trick, they can seem like interlocking circles that seem difficult to separate. Table 3.2 explores the alternative states, and we argue that organizations evaluate which best describes them and consider the implications for creating or restoring congruence.
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Figure 3.5 E–V–R congruence.

It is now appropriate to link E–V–R with performance assessment. The basic premise must be that a competitive and strategically successful organization—whatever the sector it operates in—will achieve and, with changes, sustain a congruency among its environment (key success factors), resources (competencies and capabilities), and values (the ability to manage appropriate and timely continuous and discontinuous change).

Although corporate strategic success is really concerned with the mission and purpose of the organization, it would not be unusual for the performance of an organization to be assessed by financial measures of some form. Long-term strategic success requires that the interests of stakeholders are met, and are seen to be met, that this is accomplished efficiently with capable resources, and that there is a commitment to the mission reflected in organizational values. The implication is that, in addition to resource efficiency (which can often be measured against clear targets) and stakeholder satisfaction (basically effectiveness and evaluated with customer satisfaction surveys and the like), organizations should also attempt to measure values to ensure that the culture is appropriate. However, the true complexity of this task is realized when we question whether we really know what the culture of an organization in an era of continuous change should be. We have already pointed out that many charities have a dual culture to accommodate the fund-raising and “doing good” elements, for example.

Research can capture a snapshot of currently held values and the extent to which particular behaviors are being manifested. Some organizations will prefer to use volunteers from among the workforce rather than select a sample, however. The findings should be evaluated against a set of expectancies, and follow-up research can track both positive and negative developments. The organization must then decide what action to take if there is any deterioration or the initial absence of a critical value or behavior pattern.

Table 3.2



	Nature of Incongruency

	Features

	Requirements




	The consciously incompetent organization

	Resources are adrift from E and V—which are congruent

	People in the organization understand the environment and “know” what needs to be done. The question is: are the resources strong enough and capable of development or are fresh resources required?




	The unconsciously competent organization

	Values are adrift from E and R—which are congruent

	This can reflect an organization that is successful but takes its success for granted. Managers and others have failed to understand why it is successful and when the business model needs to change. It is now important to do this analysis.




	Strategic drift

	Resources and values are congruent but adrift from E

	The “world has changed” and the organization has not kept pace; maybe it has failed to track competition or customer expectations. It now needs to look at how it might reinvent itself and become relevant again.




	The lost organization

	All three elements—E, V, and R—are adrift from each other

	This is clearly a nonsustainable state and future strategy will depend on how the organization has ended up here. Obviously, a number of steps need to be taken—but in which order?





In summary, this implies a series of both hard and soft measures and indicators. Some will be straightforward, others far more difficult and subjective. Arguably, the real key to understanding success lies in those issues that are most difficult to assess. This is no excuse for not attempting a robust assessment of some form, even though it is sometimes easy to argue a case based on unsubstantiated opinion, which, when rigorously probed, turns out to be a delusion. It is all too easy for senior managers to argue for what they would like to believe is a reality: that their company is competitive, that it is committed to quality and service, and that their employees are committed and supportive. They need to check these things out!

The Balanced Scorecard

The foregoing arguments are in accord with the ideas behind the “balanced scorecard” approach of Kaplan and Norton,33 who suggest that organizations should focus their efforts on a limited number of specific, critical performance measures that reflect stakeholders’ key success factors. In this way, managers can readily concentrate on those issues that are essential for corporate and competitive success.

Kaplan and Norton use the popular term “balanced scorecard” to describe a framework of four groups of variables and argue that organizations should select critical measures for each one of these areas. The four groups, and examples of possible measures, are as follows:

1. Financial—return on capital employed; cash flow

2. Customers—perceived value for money; competitive prices

3. Internal processes—enquiry response time; enquiry-to-order conversion rate

4. Growth and improvement—number of new products/services; extent of employee empowerment

It will be seen that these measures encapsulate both efficiency and effectiveness. The balanced scorecard approach has also been applied to social enterprises.34

Inputs and Outputs

E–V–R embraces resources and customers/clients. We might think of these in terms of inputs and outputs, and this section considers what we need to include if we intend to assess the relative strength, robustness, and sustainability of inputs and outputs. Securing and managing the necessary resources is, therefore, a major performance issue.

All social organizations need the following inputs, but their significance will vary with different types of organization:

• A cause—a driving purpose that can mobilize support

• An opportunity—to do good toward the cause

• Premises—or at least access to premises, which might be humble or much more elaborate

• Revenue from either trading or funding or both

• People—including paid employees and volunteers—who, together, create the important social capital. It is important to look at the team of people, much as one might look at a senior corporate team in any organization, and check that between them they have the requisite skills and capabilities. These can be considered as functional specializations: sales, marketing, finance, information technology, and so on. They can also be considered in respect of key needs—the organization needs creative ideas and managed and controlled activities. For the latter, it needs project champions or at least project managers who can make sure the organization delivers what it has pledged to do.

People utilize the funds available to organize the other resources and use them to create and deliver products and services. Their activities need to be championed, and so we see the need for clear leadership. They also need to be controlled and monitored to make sure they are both efficient and effective. The outcomes of their endeavors need to be seen as valuable—but how might we consider this value? Here we draw on points introduced earlier in the chapter.

For some community organizations, finance will essentially be an input. It might be cultivated through fund-raising activities; it might result from people in the organization being successful in applying for grants—and, ironically, in some organizations, this is where they are most entrepreneurial! It might simply be given to them by a benefactor. The money is raised to spend on good causes.

Although this latter statement also applies to social enterprises, for social firms and urban enterprises, their circumstances are not quite as straightforward. Here revenue is an outcome of their creative and trading activities. Unless these are successful, there is not going to be monies available to spend on targeted causes.

In addition, in evaluating performance, we need to look at other important motives (and therefore targeted outcomes) that will be central to the purpose of many organizations. We can see that these would all be relevant in a social audit, but they may not all be relevant for every organization we evaluate.

• First, the contribution to the relevant cause—the numbers of people assisted or supported; the extent will relate to the amount of revenue generated. Here we are back to our argument that economic wealth supports social outcomes. Sometimes the enterprise in question will be the only one supporting a particular cause, but this is not always the case. Simply, the cause may not be totally dependent on one social enterprise, but it could be.

• Second, the number of jobs created. This is especially significant when economic and social regeneration are core.

• Third, the opportunities created for volunteers. Many people, both young and old, want to do something to help others. They might provide time, money, or expertise, or all of these. It is not at all unusual to find successful businesspeople and entrepreneurs who feel “life has been kind to them,” and they want to give something back. The social organizations we are considering are important vehicles or mechanisms through which volunteers can achieve satisfaction and meet their personal needs.

• Finally—and this can seem unusual—the utilization of buildings in disrepair. How many buildings blot our landscapes, look empty and neglected (which they are), and attract vandals? Arguably, too many. When social enterprises and other community activities can find a new use for such properties, they are “doing us all a favor” and in turn contributing to economic and social regeneration.

In simple terms, and in summary, our evaluation of any social organization or activity requires us to evaluate the significance of the need (cause) being addressed, the ability of those involved to harness resources and do something, and the quality of their work. It is this that we measure as efficiency and effectiveness. Together, these determine whether we have something that is sustainable.

Concluding Thoughts

Building on previous research,35 this chapter has explored performance evaluation in social organizations, be they social enterprises or something different but related. We have highlighted a number of potential conflicts or tensions that require trade-offs. It would be rare for any organization to succeed against all the possible indicators we have discussed.

There may be a tension between economic wealth and social good, that is, management or commercialism (enterprise) versus social values.36 Similarly, tensions exist between revenue generation through trading activity and grant dependency. It might seem ironic, but the real entrepreneurship in many organizations in this sector lies in securing funds rather than helping deliver valuable outcomes. As we have said, there is always a risk that the input demands take precedence over outcomes and lead to inefficiency and ineffectiveness.

Job creation and volunteering is a tension. We have shown how some organizations exist to create jobs for people with real social and economic needs. We have also highlighted how community-based organizations and ventures provide opportunities for volunteers who are keen to give their time to particular causes. Both groups have needs, albeit they are very different in nature. But they have to be balanced. Volunteers do not have to be paid; normal employees do, whether this is at the market rate or not. Not having to pay saves costs; lower costs imply more money to spend on the targeted good cause.

Once we involve volunteers as an alternative to well-remunerated and well-qualified employees—although there are clearly cases in which the volunteers are high-caliber people—we enter the debate that is often linked to what is sometimes called the third sector. Because the organization in question is community based, because it has social motives, because it relies on free volunteer support, we might assume its performance will not be as high and sharp as it would need to be in a competitive, profit-driven environment. It never follows that such organizations will underperform and underachieve, and with effective leadership, they will not. But it is important to stay vigilant and try to avoid slack practice becoming a reality. In other contexts, it might be appropriate to have specifically tailored social enterprise education at universities or elsewhere.37 In addition, it is important to consider the qualities of social entrepreneurs themselves and their impact on the performance of the enterprise. In addition, the impact of entrepreneurship enablers, those who make it possible for individual would-be entrepreneurs to prosper, and who affect the culture and infrastructure of an area in need of economic and/or social regeneration,38 are critical to social enterprise start-up and performance.

Good people should never be allowed to create bad work, whatever the sector. Good leadership, good management, and sound stewardship of resources are important for sustainability. Proper resources and equipment should be used when they are needed; sometimes, second-best or “anything that will do” can work in the short term but rarely will they deliver sustainability. That said, this does not imply the “best that money can buy!”
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CHAPTER FOUR

Measuring Performance in Social Entrepreneurship: Are Mission, Strategy, and Measurement Aligned?

Jarrod Ormiston

Richard Seymour

This chapter explores and clarifies the importance of aligning mission, strategy, and performance measurement. We present an illustrative case study in Latin America, and we then detail specific issues confronting social entrepreneurs in their attempts to gauge and improve the social impact. We draw on a framework for understanding the value created by social enterprises, presenting theoretical and practical insights into performance measurement. In the context of social entrepreneurship, we highlight the inherent biases resulting from the use of traditional management approaches and inappropriate performance measurement.

Through the generation of new, disruptive models for organizing human activity, social entrepreneurs are emerging as increasingly common actors solving extant social and economic disadvantage.1 Social entrepreneurs are filling a void previously (partly) met by governments and nonprofit organizations and are implementing entrepreneurial initiatives that integrate a focus on the efficient use of economic resources with an emphasis on social impact.2 Despite growing empirical contributions to academic inquiry into social entrepreneurship, a gap exists with respect to understanding and measuring social impact.3

This is not the case for commercial entrepreneurs, who work with well-established methods for understanding value creation: financial profit and the traditional bottom line are widely accepted as the main measure of value.4 Business leaders and researchers alike focus on financial flows (with measures such as profit and loss and cash flows) as well as financial stocks (typically presented in the form of a balance sheet or statement of assets and liabilities).

To the extent that social entrepreneurs aim to create economic value, they use these widely accepted methods to evaluate their performance. They may also borrow broader measures of performance from their commercial cousins, with triple bottom line, corporate social responsibility, and other initiatives increasingly evident. However, once the (dominating) consideration of noneconomic or nonpecuniary value is considered, practitioners and researchers alike are stumped. This is partly because the social entrepreneurial actions that improve lives typically do not arise through market exchange.5 It is also because the social entrepreneur’s mission is generally an abstract notion, with inherent difficulties in measurement: impact may be primarily qualitatively rather than quantitatively understood, the visible effects of the impact may take significant time to manifest, and the social impacts may be a result of multiple inputs, not just those of the social entrepreneur.6

It is widely recognized that the measures we choose to calibrate our performance also impact it, whether this be at the personal, business, or national level. For example, at the national level, Stiglitz, Sen, and Fitoussi note: “In an increasingly performance-oriented society, metrics matter. What we measure affects what we do. If we have the wrong metrics, we will strive for the wrong things. In the quest to increase GDP, we may end up with a society in which citizens are worse off. Too often we confuse ends with means. . . . Our economy is supposed to increase our wellbeing. It too is not an end in itself.”7 Similarly, at the firm level, social entrepreneurship literature widely recognizes that the assessment of performance is one of the most important challenges for the field.8 Researchers understand that there is more to performance than expansion and profit, yet they simultaneously concede the inherent difficulties in quantifying socioeconomic, environmental, and social effects of socially entrepreneurial endeavor.9 In addition to these more subjective indicators of performance, the literature recognizes the need to consider the indirect effects of action and the varying term benefits to society.10 In summary, the literature lacks insight into the pragmatic issues of performance measurement.

This chapter seeks to address this gap and is organized as follows. We introduce an illustrative case study that we use in combination with literature to illuminate the broad issues associated with performance measurement in social entrepreneurship. First, we consider how performance measurement is often simplified in social entrepreneurship. We then introduce a framework for understanding value creation based on Hambrick and Fredrickson’s view of good strategy11 and frame impact measurement within the holistic context of social entrepreneurship. We review findings of a previous study that highlights the propensity for social entrepreneurship to slip into a “mission measurement paradox,” suggesting that at the stage of impact measurement social entrepreneurs are failing to evaluate their performance with reference to their mission, and we offer the possible implications of this paradox. We conclude by offering suggestions for how this phenomenon arises, how to avoid it, and the possible implications of ignoring it.

Measuring Performance in the Context of Social Entrepreneurship

We review literature that considers aspects of performance and measurement in the context of social entrepreneurship in three related sections: 1) the simplified nature of social metrics, 2) the need for a broad framework, and 3) the importance of alignment. As we do this, we draw on an illustrative case to demonstrate the significance of these matters. Finance Venture is a US-based multinational social enterprise that aims to alleviate poverty through the delivery of microfinance to microenterprises in developing regions. The case is drawn from a qualitative, multiple case study we conducted in Latin America to explore how social entrepreneurs understand the value created by their ventures.12

The case illustrates that although entrepreneurs can develop a social mission, in some cases, they are unable to articulate a social mission that is explicitly aligned with the measurement of social impact. Although an innovative social mission was developed at Finance Venture, there was no clear indication of how value would be measured or what would constitute success.

Finance Venture: An Illustrative Case

Microenterprises account for around half of all employment in both Mexico and Argentina.13 Despite this size and importance, microenterprises lack access to credit and other financial services from banks and financial institutions; local moneylenders are often the only available source of capital. Moneylenders can provide loans to smooth incomes during rough times or to help individuals improve their small businesses, but they do so at exorbitant annual interest rates, often from 300 to 3,000 percent.

On a global scale, microfinance has been one possible solution employed to remove this barrier after being successfully employed in Bangladesh by Muhammad Yunus and Grameen Bank.14 Although these microfinance institutions (MFIs) are acting as major financial providers in some Latin American countries, they are playing a relatively insignificant role in Mexico and Argentina. Previous attempts to implement microfinance in Mexico and Argentina have been symptomatic of smaller MFIs that have operated at a substantial financial loss due to a lack of scale.15 Given the geographic spread and labor-intensive nature of rural banking in these two countries, microfinance has historically been characterized by high cost, limited products, and operational inefficiencies.16

It was within this context that a group of friends met in 2000 to discuss how they could contribute to the alleviation of poverty. The group was made up of retired executives from leading companies in the commercial world who wanted to invest their time and money into philanthropic pursuits and explore the most efficient approaches to poverty alleviation. They decided that microfinance was the key to achieving large-scale poverty alleviation.

Finance Venture began in 2001 with the mission to alleviate poverty through the delivery of microfinance to developing regions of the world. We focused our investigation in particular on the venture’s Latin American efforts in Mexico and Argentina.

Finance Venture had developed a strong social mission articulated as follows:


We believe we can transform the future for millions of the world’s least fortunate by scaling up highly leveraged, market-based approaches to fighting poverty using the power of microfinance. Once the working poor are no longer excluded from the resources and opportunities of the world’s financial markets, they are empowered to realize their full potential, building stronger families, communities, and lives.

Finance Venture website



The entrepreneurs clearly articulated what the venture would do: “scale up highly leveraged, market-based approaches to microfinance”; what was unique about their innovation: “we focus on innovative capital sources and structures, and financial infrastructure for emerging economies”; and what value meant to them: “transform the future for millions by fighting poverty” (Finance Venture website).

In executing their mission, Finance Venture’s approach was two pronged. One side was capacity building and the other was the provision of funding. From a capacity-building point of view, Finance Venture provided technical and managerial assistance to develop and build the capacity of the MFIs to use their capital effectively. On the provision-of-funding side, Finance Venture collaborated with MFIs and as part of that agreement provided grants for coordinating operating expenses or helped the MFIs access loans by acting as a broker between the MFIs and lenders. Within Latin America, the venture had collaborated with two Mexican MFIs and one from Argentina.

Finance Venture adopted an “embedded social venture” model, as had the three MFIs that they collaborated with in Latin America. Within this model, the enterprise activities and social programs are one and the same. The venture charges interest on loans and fees for transaction consulting. The profits from these market-based funding mechanisms are retained within the venture. In their first eight years, this economic model was yet to support itself. In addition to the embedded model, external donors who were not involved in the running of the venture funded the organization. Finance Venture employed 120 paid employees in total, all of whom came from a tertiary or practical background in finance.

We turn now to the major issues highlighted in the literature and insights from the case.

Social Metrics Are Simplified

Numerous qualitative and quantitative “social metrics” have been developed within academia in recent years to measure social value.17 Qualitative social metrics include the “triple bottom line,”18 “the balanced scorecard for not-for-profits,”19 “the family of measures,”20 and “social reporting.”21 The value of qualitative social metrics has been recognized in achieving mission alignment, yet they are argued to be of limited use in attracting donor funding or establishing comparability and benchmarks.22 In response to this criticism, quantitative social metrics including social return on investment (SROI)23 and “blended value”24 have been developed. These quantitative social metrics have been criticized for imposing an “inappropriate consistency onto what is inevitably a complex picture made up of data of very uneven reliability.”25 A detailed explanation of these social metrics is beyond the scope of this chapter, especially considering their limited uptake in practice.

These social metric frameworks have emerged within academia and are being used by some firms in the private sector, but they have not been taken up within the nonprofit and social entrepreneurship sectors.26 Given that there is no generally accepted framework for measuring social value creation by social entrepreneurs, it is of great interest to try to understand how social entrepreneurs measure the impact of their activities.27 It is posited that despite the limited uptake of sophisticated qualitative and quantitative social metrics, the individual measures that form a part of these should be utilized in practice as informal, mission-based measures for social value creation.28 This proposition informs our research question: How do social entrepreneurs measure the impact of their venture?

The Difficulties of Measurement

In Finance Venture, it was expected that measures such as “access to shelter,” “access to education,” and “ability to feed family” would be used to measure performance. An NGO representative indicated, however, that two more simple, business model–based measures such as “number of people reached” and “number of loans made” were being used:


One simple metric, perhaps misguided metric, was number of clients reached.

NGO representative, Finance Venture



Although this approach to performance measurement provides strong evidence for the mission measurement paradox, perhaps the use of these convenient numerical measures is unsurprising and is simply a response to the time constraints elemental to the running of a venture.

It was clear that the social entrepreneurs were aware of available social metrics; however, they were perceived as being problematic to implement. The space that these social metrics occupied in the minds of the social entrepreneurs was future oriented, as one participant explained:


In this new project, I think they will really look at more in-depth social metrics to be able to ascertain whether impact has been created.

NGO representative, Finance Venture



Through contrasting social metrics with financial metrics, Finance Venture explained why social metrics were not currently used:


There is also an issue with social metrics. . . . In late 2007, there was an agreement about the social metrics that can be utilized. Most institutions are still at the implementation phase of starting to measure those in a problematic way. . . . There are still a lot of pilots. There isn’t the same program that in the same way that you measure financial metrics every month no matter what will be able to tell you how your institution is doing.

Employee, Finance Venture



These quotations demonstrate that the possible contributions of social metrics are valued in the abstract, yet ventures feel that they are not yet equipped to effectuate them. This possibly suggests that these measures are impractical, difficult to implement, and lack a level of comparability, which is achieved by financial metrics. If this is the case, a redesign of these tools may be necessary. However, the limitations of social metrics are well understood, with many critiques offered.29 What is of greater interest is that this explanation fails to justify why the measures that underpin these social metrics are ignored, with preference given to economic measures. Maybe this explanation simply becomes the “too difficult” response, rather than a “too difficult now” response, if the dominance of numerical economic measures continues to be preferred.

A Broader Framework Is Required

A second issue highlighted in the literature is the narrowness of existing considerations of value measurement. If we are to understand how social entrepreneurs measure their social impact, we need to consider performance measurement within the more cyclical processes of social entrepreneurship. To this end, we utilize a value creation framework developed by the authors.30 The framework extends on Hambrick and Fredrickson’s view on strategy31 and considers the multifaceted process of value creation. This organizing framework (see Figure 4.1) is strongly underpinned by dominant perspectives on strategy32 that emphasize the role of “mission” and “objectives” as the starting point for value creation.

[image: image]

Figure 4.1 Organizing framework.

As illustrated, the mission (and how it is formulated and communicated) defines the social value that the social entrepreneur sets out to create. This mission is then executed through the social entrepreneur’s strategy and evaluated and regulated through performance measurement. In representing value creation as a cyclical process, recalibrating the mission and strategy through entrepreneurial adjustment becomes the final aspect, which feeds back into a continuous process.

The framework highlights the elements of activities that are involved with performance, whether those are intentions (mission and objectives), operations (strategy), performance measurement (measuring impact), or adjusting to reflect changes in the environment or activity (entrepreneurial adjustment). Such elements would not individually be considered a part of performance measurement; however, we demonstrate with our illustrative case study how each element, and, more important, the interdependencies of these elements, should be understood.

Complexity Inherent in a Broader Organizing Framework

Entrepreneurial adjustment at Finance Venture was characterized by minor changes to their strategy to focus on reaching more beneficiaries. This changed, however, when a new senior manager entered in 2009, eight years after Finance Venture began, and a decision was made to hold a conference with all of the venture’s MFI partners. The new senior manager believed that the performance measures being used by the venture were inappropriate and searched for qualitative information about how much social impact the venture had made.


There was a gathering with all of the partners and there was a survey. . . . They were asked “do you think that [Finance Venture] has had an impact in your success?” The answer in many respects was “well, no, there hasn’t been much of an impact.” The issue was that most of the partners needed deeper, more specialized services than the Finance Venture was providing.

NGO representative, Finance Venture



This qualitative questioning facilitated Finance Venture’s realizations that while they had been growing their business model, the impact from their social mission had been minimal. The following quote describes the entrepreneurial adjustment process in response to this mission-based measure:


We have now decided that we only want to work in institutions that are in regions of the world that are dramatically underserved by microfinance. We want to have a lot more presence in the market so that we could be more responsive to the needs of our clients. Commercial funding is still not reaching some parts of the world, hence we have selected Africa.

Employee, Finance Venture



While maintaining their mission to an extent, their method of executing this mission changed dramatically as they gained greater insight into their delivery mode and the limited success their previous business model had in creating social value. This only came through a slightly more effective measure than growth. The execution of the business model changed to such an extent that Finance Venture has decided to leave the Latin American market entirely to enter the African market. Furthermore, they are modifying their approach from oversight to grassroots.

The fact that this new, relatively simplistic method of performance measurement in Finance Venture was sparked internally by a new senior manager emphasizes the importance of social entrepreneurs searching for and designing their own performance measures as signals to guide adjustment.

The Importance of Alignment

Our earlier study of social value creation in social entrepreneurship33 revealed the importance of alignment between all elements of the framework, and we discovered a tendency for social entrepreneurs to drift away from what the literature and the model would logically suggest. The literature on performance measurement suggests that in evaluating and regulating social impact (i.e., performance measurement), various mission-based measures should be used that are aligned with the social entrepreneur’s mission. Our research suggested, however, that at the stage of performance measurement, there was a failure to evaluate performance with sufficient regard to social impact or the mission fulfillment. Measures related to the growth of the business model, as opposed to measures of how successful that business model had been in achieving the formal social mission, were preferred by the social entrepreneurs.

The social entrepreneurs in our study were formulating and communicating a social mission and then executing it with an appropriately aligned strategy. A disconnect appeared at the performance measurement stage, however, as the achievement of the social mission was not explicitly evaluated. We refer to this as the “mission measurement paradox.” The occurrence of this paradox has other implications in that it may lead to mission drift rather than encouraging realignment with the social mission.

It May Be Easier to Drift Than Align

In adopting an extended view of social entrepreneurship, the social mission is required to dominate the possibly supplementary economic mission. The importance of this relative positioning is exemplified in economic models in which market-based funding mechanisms are utilized. In these instances, it is vital to ensure that the social mission does not weaken and become dominated by the economic mission. The occurrence of this phenomenon is known as mission drift. This is an area discussed within the microfinance literature, given that microfinance institutions almost exclusively follow an embedded social venture model.34

In investigating the economic model employed by Finance Venture, the entrepreneurs had maintained their dominant social mission throughout the life of their venture. However, the employee that we interviewed at Finance Venture had recently started a spin-off venture that was strategically aligned with the main venture. For ethical purposes, the spin-off venture is referred to here as “Capital Finance Venture.” The founding of this venture and the employee’s self-characterization as a social entrepreneur provides an interesting empirical insight into how mission drift can eventuate.

Capital Finance Venture was founded as a strategic partner to Finance Venture. Capital Finance Venture claims to have the same social mission as Finance Venture—“to alleviate poverty through microfinance”—and has adopted a pure “embedded social venture” model. The venture is funded solely through market-based funding mechanisms such as fees for service and equity capital. The contextual knowledge gained through the historical questioning approach taken within the interviews allowed for a longitudinal understanding of how mission drift occurred. The following key insights show how this process transpired.

Similar to many employees entering the field of social entrepreneurship, the main impetus for this employee was to depart the corporate world and give something back to society. After working in investment banking for 11 years prior, she described her initial motives for entering the field of social entrepreneurship as follows:


It was a realization that I had a lot of skills from my work in the finance sector that could be applied to driving capital towards more proactive social investment . . . so that’s really what drove the change. . . . I didn’t want to stay an investment banker all my life.

Employee, Finance Venture



After four years of working for Finance Venture, the employee founded the spin-off venture to operate under a financially sustainable, embedded social venture model. When communicating the mission of the new spin-off venture relative to Finance Venture, she described it as follows:


Our mission has gotten broader. As [Capital Finance Venture] we want to drive a change in the mainstream capital markets to allow people to recognize that you can get simultaneous delivery of social and financial capital.

Employee, Finance Venture



It’s clear through the new broader mission that Capital Finance Venture was aiming to create both social and economic value. This dual mission, and pursuit of the double bottom line, is part and parcel of social entrepreneurship. In defense of the new venture’s mission, the employee justified the broader mission and thus maintenance of a socially entrepreneurial mission as follows:


We definitely need to do transactions that are profitable for us, which allow us to run our team, but I think we do go through a process when we look at these transactions to say, “How will they impact socially and environmentally?”

Employee, Finance Venture



As was discussed in the literature on economic missions, profitable transactions need not imply mission drift, because mission drift only occurs when the economic mission moves from a secondary concern to the dominant one. However, in asking the employee about how value is measured in the new venture, the following response was elicited, which provides evidence of mission drift:


To our board, we may report the types of clients that we are working with, but generally speaking, we are only reporting on our transaction revenue and our profits.

Employee, Finance Venture



This limited focus on economic value creation in measuring the performance of Capital Finance Venture confirms the positioning of the economic mission as dominant. Despite the mission drift that has occurred, proponents of the “limited view of social entrepreneurship,” who see the social mission as a secondary consideration, may view the creation of a for-profit enterprise that operates in the area of poverty alleviation as a positive outcome. However, the foundations upon which this new for-profit business gains its competitive advantage are strongly linked to the superseded social mission of Finance Venture. The ethical implications of the goodwill transferred to the new venture are beyond the scope of this chapter, yet an elementary analysis would consider the incident as unethical. This further points to the need for strong alignment between social mission, strategy (in particular the economic model), and how performance is measured.

Insights from Literature and Case

Given the diversity of social missions in social entrepreneurship, it was expected that there would an equivalent diversity in both the simple and complex measures used in evaluating a mission. However, in practice, our illustrative case used simple measures that were not explicitly related to their social mission. Measures used such as “number of people reached” and “products/services distributed” were used by the entrepreneurs, but these are merely indicative of venture growth and thus fail to assess the social impact for the people reached. None of the measures adopted were supported by qualitative measures of how the lives or situations of beneficiaries have changed. The social entrepreneurs appeared to be assuming that their social value–creating mission was achieved through simply expanding a mission-directed strategy.

We observed a drift toward the economic measures of success and a desire to express results in easily accessible numerical values. This suggests that although mission is utilized in informing strategy, it is paradoxically ignored when it comes to performance measurement. This should serve as a warning for practitioners about the propensity to ignore mission in performance measurement. We realize this discussion may seem slightly esoteric, and thus we now utilize our extreme case of the mission measurement paradox to ground the discussion of performance measurement within practice.

Even if we assume that the formal social metrics are inadequately developed, we need to look at why the mission-based social measures that underpin them are not being used. One possible explanation is due to economic imperialism.35 The influence of economics is not isolated to the business literature and it has been asserted that academia can be characterized as an “intellectual scene in which economics imperialism is rampaging across other disciplines.”36 An issue with this phenomenon is the inherent process of mathematical reduction in which anything that cannot be easily formalized as numerical is excluded from analysis (or incorporated into, or ignored through, an assumption).37 This desire to assess human nature in numerical terms has a spill-over to the tangible information used by social entrepreneurs and their reliance on traditional economic concepts for measuring performance. In many respects, this reduction is justifiable because the cognitive load of humans requires complex problems to be simplified to be managed.38 The issue is that the assumptions need to be corrected to ensure that the numerical reductions have a focus on social mission fulfillment. If a sophisticated understanding of these assumptions is not developed and economic imperialism continues, then the mission measurement paradox of social entrepreneurship will be maintained by dominant discourse and continue to obfuscate the social value these ventures aim to create.

Alternatively, we argued that Finance Venture had formulated an incomplete mission because it did not specifically address how social value would be measured or what would constitute success. This may suggest that the social mission may have remained an abstract thought; therefore, the desire to reduce the real world into numerical representations was compounded by the inherently abstract nature of the social mission. The use of quantitative, business model–based measures is then possibly explained by the inability of the social entrepreneur to express their social mission in concrete terms. If the social mission remains abstract, the social entrepreneur may continue to resort to evaluating their activities with the tangible, easily measurable, business model measures.

Academic psychological discourse offers some other explanations. Furthermore, some fecund avenues for future research are presented. One explanation of the mission measurement paradox can be viewed as how social entrepreneurs are framing their success, and thus what information they are using to objectively evaluate their ventures. The “framing effect” in psychology offers an explanation of the mission measurement paradox as it looks at how people objectively evaluate processes, based on the information that they receive.39 The information that social entrepreneurs are receiving are the business model measures, and because they are not searching for mission-based measures, they frame their success on the former. This is related to the notion of “information salience,” in which extra weight is given to this easier-to-understand available information.40 Another psychological explanation forwarded is the “endowment effect.” This is when the subjective value of a good increases when people feel possession over it, resulting in people overvaluing what is “theirs” relative to its objective value.41 With respect to the mission measurement paradox, the innovative business model is part of the social entrepreneur’s endowment, and thus the ability of the business model in creating social value becomes overvalued by the social entrepreneur.

One final explanation evident in the case is that the expectations of donors and the mobilization of networks focus strongly on the expansion of the business model. Donors’ philanthropic intentions are appeased if they feel that their contributions are reaching an increasing number of people. Networks are mobilized by further expanding the reach of the business model. The use of simplistic measures of growth to quantify the success of the venture to donors and to describe the success of network mobilization may result in a narrow focus on these measures.

These possible explanations give insight into how the mission measurement paradox arose.

Conclusion

The illustrative case has demonstrated that because inappropriate measures of performance were utilized, the social entrepreneurs were not receiving accurate signals about their performance. Instead, the business model–based measures were being viewed as signals of performance. The mission measurement paradox therefore had flow on implications for entrepreneurial adjustment. It would appear that the social entrepreneurs were encircling through a different flow, rather than following what academia would suggest. The practitioners were not framing performance measurement in accord with this intellectual discourse. As the mission measurement paradox suggests, rather than measuring whether the social mission was fulfilled, the measurement of product or service growth or clients/beneficiaries reached was dominating how the entrepreneurs adjusted. Instead of altering the mission or objectives to better achieve social impact, the strategy (which is assumed to be social value creating) was adjusted as it achieved higher growth.

The dominance of business model–based measures as signals, and the respective minor business model adjustments that were being exhibited, is in line with what has been found in studying entrepreneurial adjustment in corporate entrepreneurship. In Parker’s study of corporate entrepreneurial adjustment, he found that much greater weight is given to prior beliefs when forming expectations.42 In social entrepreneurship, it is the entrepreneur’s prior beliefs about the most effective way to create social value that inform the design of their strategy. This could explain why business model–based measures were used, as opposed to devising mission-based measures that provided more appropriate information and signals. As social entrepreneurs give extra weight to the prior beliefs that informed the strategy, they perceive the continuation and expansion of their business model as a valid signal and thus do not search for other social metrics or mission-based measures.

This can be viewed as a trap, however, because social entrepreneurs reinforce a misguided strategy. Although responses were made to the business model signals, adjustments were simply through minor alterations and tweaks to the business model. These business model adjustments had the effect of growing the scale of the ventures but did not result in any recalibrations of the mission. Without the intervention of the new manager in 2009, Finance Venture would have been trapped within this continual cycle of misguided adjustment. This example should serve as a warning for practitioners of the dangers of inappropriate performance measurement.

This chapter and the illustrative case indicate that social entrepreneurs may not know how to manage the performance measurement process. An interesting avenue for future research is to ascertain whether this understanding significantly affects the value created by the venture, as was posited in the Finance Venture case, or whether the venture creates social value regardless. Researchers should therefore look into the relationship between the entrepreneur’s understanding of value creation and the objective output of the venture. For practitioners, this chapter has delivered a pragmatic perspective on measuring performance and highlighted the potential pitfalls and negative biases to which social entrepreneurs may succumb.
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CHAPTER FIVE

In Search of the Elusive Impact: The Difficulty of Maximizing, Identifying, and Measuring the Impact of Social Enterprises

Vicki Whiting

Emmeline dePillis

Kevin Townsend

As the world confronts challenges of poverty, disease, and climate change, it is incumbent on myriad organizations—nonprofit, for-profit, and limited profit alike—to play a role in the resolution of these problems. Effectively contributing to the overall improvement of global conditions not only fulfills the social responsibility role historically deemed critical to global sustainability but also provides organizational benefits at the same time. A critical issue facing social enterprises is ensuring that they are maximizing the impact they are contributing to their chosen cause, which requires an ability to regularly and accurately measure an organization’s success in achieving its vision.

The importance of identifying and measuring the impact of social enterprises cannot be understated. Social entrepreneurs must identify ways to maximize their social value and ensure their financial viability if they are to be successful in raising funds, creating awareness, and attracting resources to their enterprises. To understand how to measure and track these global and organizational outcomes requires first understanding what constitutes a social enterprise.

Over the past 40 years, millions of newly formed social enterprises have made it their mission to address social problems including environmental protection, consumer rights, economic development, and human rights.1 With so much attention turned to the creation of social enterprises, it is critical to understand how the impact of these millions of organizations can be identified and should be measured.

The field of social entrepreneurship became widely known with the awarding of the 2006 Nobel Prize to Mohammed Yunus and his highly successful and influential social entrepreneurial organization, the Grameen Bank. Founded in 1976, the Grameen Bank began with the mission of providing small “microloans” to impoverished villagers in an effort to create sustainable poverty relief.2 Since its inception more than 30 years ago, the Grameen Bank has succeeded in impacting impoverished villagers throughout the world through the organization’s own lending and also by establishing a template for thousands of other microlending organizations throughout the world. In awarding Yunus the Peace Prize, the Nobel committee noted that “Yunus’s long-term vision is to eliminate poverty in the world . . . in the continuing effort to achieve that, microcredit must play a major part.”3

Social entrepreneurship encompasses three main components: first, social problems and needs that are unmet through private markets and/or governments are addressed. Second, social benefit is a core driving force behind the establishment of the social enterprise. Finally, social entrepreneurs work with market forces when establishing their organizations, thus they balance market needs and profit motives together with moral imperatives in an effort to create sustainable revenue generation.4

To illustrate both the importance and challenge of identifying and measuring organizational impact, we examine three social enterprises. Each enterprise illustrates unique social impact objectives along with vastly different approaches to their respective missions. We explore the goals of each organization, the strategies they use to achieve those goals, the metrics and methods they use to measure impact, and the potential threats to accomplishing their goals.

TOMS Shoes, Inc. TOMS Shoes is a for-profit company with social contribution at its core. The company designs and manufactures casual shoes sold in the United States and other industrialized nations. For every pair of shoes sold, the company donates one pair of shoes to a child in need in a developing country. One of the primary objectives of the company is to address health challenges created in impoverished communities. When footwear is not readily available or affordable to the poor, health challenges such as soil-transmitted diseases, injuries caused by walking long distances barefoot, and exposure-induced medical conditions result. Additionally, a lack of shoes can be a major inhibitor to child education. Since the company’s founding in 2006, its uniquely styled shoes have become iconic in American culture and at the time of this writing are offered by high-end clothing retailers across the country. After four years of operations, TOMS has gifted more than one million pairs of shoes to children in need in 23 countries.

The Paradigm Project, L3C. More than one-third of the world’s population cooks over open fires in the home, resulting in 1.6 million annual smoke inhalation–related deaths,5 massive global deforestation and resultant CO2 emissions, and up to 30 hours each week spent gathering wood or 35 percent of a family’s annual income spent on purchasing wood.6 The Paradigm Project has the threefold objective of reducing greenhouse gas emissions responsible for global climate change, improving in-home air quality thereby reducing disease and mortality caused by smoke inhalation, and improving the economic conditions of individual families among the world’s poor. It combats these problems through the provision of efficient cook stoves. Organized under the relatively uncommon low-profit, limited-liability company (L3C) structure, The Paradigm Project and its affiliated Paradigm Foundation facilitate financial contributions from donors, grants, and investors, forming a company with the heart and mission of a nonprofit and the flexibility and access to capital of a for-profit business.7

Kiva. By using its website to connect microfinance candidates with potential individual lenders around the globe, Kiva allows people in all parts of the world to become microlenders. The organization links individuals looking to provide small sums of money directly to microentrepreneurs in developing nations, allowing for direct investment in business venture concepts with loans as small as $25. Investors are usually repaid in 6–9 months, and Kiva’s loan repayment rate is approximately 98.9 percent. Since its founding as a nonprofit in 2005, Kiva has made more than $185 million in loans, providing fast and efficient access to capital thereby spurring economic growth through microenterprise in 57 countries.8

Each of these organizations, along with countless other social enterprises, seek to address major social issues including health, education, climate change, and economic development. No single formula for addressing the world’s social needs exists, and the approaches taken can vary greatly. Some may have a formalized hierarchical approach, and others maintain a more organic reporting structure. Financial structure might take on a for-profit, low-profit, or nonprofit model. The companies’ business strategies, as well as the way they approach the measurement of impact, are equally variable. Although strategy and structure might vary among these organizations, they share a common thread based on free market theory in which competition and the objective to achieve a return on investment drive efficiencies to create a viable, sustainable enterprise. Organizational sustainability with regard to social enterprises is often defined as achievement of a double or triple bottom line, that is, success in more than mere financial metrics (for example, social and environmental performance). Assuming that by its nature a social enterprise’s mission is based on a social contribution, and with the hope that the environmental impacts of the organization are taken into account, it is then financial performance that enables a social enterprise to maintain long-term viability.

Exemplary Social Enterprises and Their Respective Approaches to Impact

TOMS Shoes, Inc.

In much of the developing world, many children grow up barefoot without shoes to protect their feet, exposing them to the threat of soil-transmitted diseases, parasites, and injuries from rugged terrain. In 2006, TOMS Shoes founder, Blake Mycoskie, developed a passion for addressing these problems and formed a company dedicated to giving one pair of shoes to a child in need for every pair of shoes sold to customers in the developed world. By September 2010, after merely four years of operations, TOMS had given more than one million pairs of shoes to children in need. By structuring TOMS Shoes as a for-profit entity, Mycoskie has been able to turn his customers into benefactors, creating a financially sustainable yet mission-driven company that is not dependent on grants or donor funding for support.

The provision of shoes to the needy solves many health-related problems, many of which are chief among the company’s objectives. In fulfilling its mission, TOMS hopes not only to eradicate preventable barefoot-related diseases and prevent unnecessary injuries but also to increase child education and fundamentally affect a culture shift in the business world through its One for One Movement.

Soil-transmitted diseases afflict large populations where the absence of shoes allows harmful minerals or parasites to enter the body. In southern Ethiopia, for example, podoconiosis, or “Podo” for short, is a debilitating disease caused by being barefoot amid soils containing high concentrations of volcanic ash. Podo has a crippling effect on the human body but is completely preventable simply by wearing shoes. The complete eradication of Podo has become a major focus for TOMS in recent years. Shoes also prevent certain parasites from entering the body, such as hookworms and jiggers, which can cause impairments to physical and mental development as well as constant pain and irritation.

Shoes not only address the physical health needs of children, they can also increase the likelihood that a child will receive an education. There are several reasons why this is the case, the simplest being that it is difficult to walk for miles over rugged terrain every day while barefoot. The presence of shoes makes the journey physically possible for millions of children. Second, shoes are often a necessary part of the school uniforms required in many countries, so even if the journey is possible for a child, the absence of shoes may preclude attendance. In this way, child education has become a major focus for TOMS.9

Lastly, the company does not limit its objectives to the developing world; a major goal is to change consumer and business habits in the developed world. Through its One for One Movement, TOMS hopes to shift buying habits of consumers toward socially conscious enterprises. Company leaders also hope that the passion and integrity of the company will be contagious, causing businesses to reevaluate how to succeed both financially and socially.

Strategies for Maximizing Impact

TOMS’s shoe giving is directly tied to the number of shoes it sells, so its impact is dependent to a large degree on the success of the business. As a result, the shoe itself is central to maximizing impact. The shoe industry, however, is competitive, and TOMS must position itself effectively against manufacturers much more well established than itself. Additionally, the design of the shoe must cater to a variety of different user groups—not only the fashion-, comfort-, and cost-conscious, but also various NGO partners. Although this variety of stakeholders creates some challenges, it also presents an opportunity to maximize impact. The more consumer groups to which the company can successfully market, the more sales can be generated. More sales equals more impact. TOMS has also leveraged an “impact multiplier” by partnering with other social-purpose organizations to create limited edition shoes that multiply the impact of selling each pair. For example, the Charity Water Shoe not only provided the usual one-for-one donation, it also generated proceeds for the development of sanitary water resources in developing nations. The moustache-themed Movember Shoe multiplied the one-for-one impact by also generating funds to raise awareness for cancers affecting men.

Although many TOMS shoes sold to customers are purely designed around fashion, the shoes given to impoverished children are much more functional in nature. Just as the retail shoes are responsible for increasing impact, so are the gift shoes. The company makes design considerations for the gift shoes based on local climates, terrain, school dress codes, and social stigma; rubber shoes are given in Ethiopia to accommodate both warm and rainy seasons and to represent traditional styles so as not to subject the receiving children to a social stigma. Insulated shoes are currently being developed for children in Mongolia and other cold climates. Shoes with more aggressive tread patterns are provided to children living in more rugged, mountainous terrain, and black shoes are often given when local school uniforms include such a requirement. By designing the gift shoes around the needs of each community being served, the company maximizes the impact of each pair.

Although the shoes’ designs, both for the retail and gifting sides of the business, are of paramount importance, how the shoes are actually given has a meaningful effect on impact as well. To gain an accurate understanding of local cultures and to streamline distribution efficiencies, the company relies heavily on its strategic partners in each of the 23 countries it serves. By working with NGOs, charities, and nonprofits already established in the target countries and with specialization in children’s health, education, and holistic services, TOMS is able to give responsibly, minimizing adverse socioeconomic impacts. The company’s “Do No Harm” principle explains the attention that is put into ensuring that local shoemakers are not negatively affected by shoe giving in the area and that shoes are designed not to create a negative social stigma. TOMS also requires that giving partners be able to make multiyear commitments to repeat giving. The company has learned that children outgrow a pair of shoes every six months on average. If a child’s feet grow accustomed to wearing shoes, ceasing to do so can be more harmful than if no shoes had been provided in the first place. As such, it is a major company objective to ensure that once shoes have been given, those same children can continue to receive new shoes every six months or as needed. Giving partners must be able to execute this plan over multiyear periods.10

Approaches to Measuring Impact

Perhaps the clearest demonstration of impact for TOMS is the simple quantity of shoes given to children who would not otherwise have them. Although a simple operational metric, it is undoubtedly a powerful figure. Having gifted more than one million pairs by the end of its fourth year of operations does demonstrate TOMS’s meaningful impact in terms of the company’s most basic goal.

The number of gifted shoes is not the sole measure of TOMS’s impact, however. The company also employs certain tactics to measure impact against several of its core objectives. For example, because eradication of preventable soil-transmitted diseases is a key goal, the company supports research in the field of Podo. Support of this research, combined with support of treatment efforts, not only serves to increase impact but also provides a valuable source of feedback from actual affected communities regarding the effectiveness of shoe design in prevention. In a similar way, the fact that giving partners are imbedded in communities for multiple years can facilitate the monitoring of children’s education in served locales.

Because TOMS is actively engaged with the communities it serves over a period of several years at the very least, the potential exists to monitor impact in sophisticated ways that could generate an increasingly meaningful feedback loop for the company. By surveying users of the shoes every six months and collecting anecdotal and statistical data, TOMS could leverage this information into better practices, both from a product and distribution standpoint. Other company objectives such as the spreading of the One for One Movement may be more difficult to quantify. Although there is evidence of other companies employing the principle, in the absence of a study specifically seeking out such companies, only time will tell whether that specific impact is being achieved.

Threats to Achieving Mission

Since TOMS operates as a for-profit entity, it must compete accordingly. Competition in the shoe industry is actually one of the greatest potential inhibitors to the company’s impact. If shoe sales suffer, so will impact, and TOMS’s widespread success has already brought competition from imitators. Perhaps the most blatant example is the Skechers BOBS shoe, launched in 2010 as a virtual replica of TOMS’s original product and with the same one-for-one guarantee. Although Skechers has since been widely accused of acting with disingenuous social motives,11 the fact remains that success begets competition. The very expansion of TOMS’s One for One Movement brings to light an inherent conflict between the company’s business and social purposes. If the movement spreads, it may generate direct competition for similar products, or it may provide indirect substitutes for consumers looking to allocate a portion of their purchases to socially responsible causes. In this way, TOMS will have succeeded by expanding the impact of the movement but possibly at the expense of its own business.

Looking forward, TOMS must continue to innovate its product line, expanding it to a new cadre of customers to maintain its relevance.

The Paradigm Project, L3C

Women in rural Kenya commonly walk more than 10 miles and spend more than 30 hours each week searching for wood to be used as cooking fuel. This backbreaking labor not only stresses the women’s bodies, it also subjects them to the risks of attacks and sexual assault as they cover the barren expanses around their villages unescorted.12 The reward for these efforts is to cook a few meals in a smoke-filled hut, thereby exposing mother and child to harmful chemicals equivalent to smoking 40 cigarettes per day.

More than 2.5 billion people around the world use open fires to prepare meals,13 and more than 1.6 million women and children die each year from lower respiratory diseases related to indoor cooking smoke.14 Not only is wood gathering a social welfare issue related to health and safety, it also perpetuates the cycle of poverty because these families can spend 35 percent or more of their income on cooking fuel (wood or charcoal). On top of this, the environmental impact is enormous and exists on multiple fronts. In Kenya alone, each household will consume an average of 13 trees per year, a practice that depletes the limited resources the forests offer.15 This mass consumption of wood also generates substantial emissions of CO2, a contributor to global climate change.

The Paradigm Project is a social enterprise founded to address the health, safety, economic, and environmental issues created through the demand for cooking fuel. The company has developed an efficient cook stove, costing approximately $30, which doubles fuel efficiency and vents smoke outside the home. In Kenya, the fuel-efficient stoves save $280 in annual household income, 1,300 hours of labor, and 64 trees per family over a five-year period.16

Strategies for Maximizing Impact

Paradigm’s social goals are for the most part consistent with the social issues the company addresses. Its leaders seek sustainable, positive change in the quality of life and economic well-being of the communities they serve as well as improved respiratory health and environmental conditions on a local and global scale. Additionally, Greg Spencer, cofounder and chairman, has a personal desire for Paradigm to fundamentally change the model for how philanthropy is done, referring to the ineffectiveness of many traditional aid models that proliferate cycles of dependency rather than create long-term sustainability and societal independence. Paradigm’s definition of sustainability, notwithstanding its drive to achieve triple-bottom-line success in the areas of social, environmental, and financial performance, is simply “the ability to successfully maintain a course of action without the need for outside support. Once projects are initially funded, they are expected to generate a revenue stream that covers the ongoing costs of implementation.”17 One of the strategies Paradigm has employed to maximize its impact is to organize as a low-profit, limited-liability company (L3C), a structure chosen because the nonprofit model was believed to be incapable of generating sufficient funds to achieve the kind of scale Paradigm wants to reach. The L3C structure, which is most similar to an LLC but with a formal, stated social purpose, allows investors to provide capital to the company with the expectation of a return while also allowing nonprofits to issue both grant and program-related investment (PRI) funds to Paradigm, something they cannot do for traditional for-profit entities. At the time of this writing, 75 percent of Paradigm’s funding has come from investors and 25 percent from donors.

Another strategy Paradigm has employed to maximize its impact pertains to its selection and treatment of strategic partners. By partnering with leading NGOs who are already well established in Paradigm’s target communities, the company has tapped into existing cultural expertise and enters markets alongside preexisting brand strength and established distribution channels. On the technical side, Paradigm has engaged four engineering firms to constantly drive efficiencies through technology, manufacturing, and performance. Paradigm’s philosophy when it comes to partners is that each should do what it does best and nothing more. There is no need to expect a single partner to thrive in all areas of the operation, and selecting disparate, best-in-class partners for specialization only in their areas of expertise can dramatically increase the effectiveness of the organization.

Approaches to Measuring Impact

Although Paradigm’s projected returns as well as its ability to manage its finances have been attractors for investors, the projected social impacts of the organization have played an undeniable role in its fund-raising efforts. All of Paradigm’s investors are keenly interested in the project’s social return, and to quantify this, Paradigm leaders are exploring tools to evaluate the organization as a whole as well as each of the mission-specific objectives. Under consideration is the Global Impact Investing Network’s Impact Reporting and Investment Standards (IRIS) tool, which seeks to provide a consistent, independent, and credible set of metrics for organizations to use when reporting their impact.18 Regardless of whether IRIS is ultimately used to ascertain Paradigm’s impact, the company’s leaders recognize the importance of being able to demonstrate organization-wide social impact to its investors on a periodic basis.

With regard to measuring mission-specific impacts, Paradigm’s primary revenue stream, certified carbon offsets, actually necessitates a certain amount of periodic social monitoring. The Voluntary Gold Standard, the certifying body without whose periodic approval Paradigm cannot sell offsets, mandates that certain socioeconomic and environmental attributes of the project be monitored on a quarterly basis.19 For example, periodic assessments of forest stocks surrounding communities play a key role in proving the environmental impacts of the project while also facilitating a calculation of the economic benefit provided to the communities. This is accomplished by multiplying the amount of wood saved by the market value of fuel and/or the associated gathering time.

Calculating the impact of the project on respiratory health presents the greatest challenge of the mission-specific goals. Respiratory conditions are influenced by a number of factors, only one of which is smoke inhalation due to cooking over open fires. Moreover, few people living in remote villages have regular enough contact with a physician to diagnose health ailments accurately, let alone determine what might be causing them. Because of these challenges, Paradigm may have to wait for long-term indicators of population respiratory health before being able to assign quantitative metrics to this objective. In the meantime, however, it will have plenty of anecdotal evidence as to its impact in this area that it can share with its investors.

Threats to Achieving Mission

Paradigm believes that one of the greatest threats to achieving impact is engrained social behaviors that could slow or prevent long-term behavioral change; changing the way people have cooked for hundreds if not thousands of years will be a difficult task. In addition to overcoming behavioral inertia, Paradigm must also reconcile its for-profit and nonprofit motivations. For example, when designing a new stove, at what point do cost-saving features begin to negatively affect product quality or stove efficiency?

One of the greatest challenges facing organizations when it comes to measuring impact is appropriating funds and designing procedures to undertake the necessary monitoring practices on a regular basis. Paradigm is in the unique position of already having to do this because its primary revenue stream depends on it. Because regular monitoring is required to be undertaken anyway, Paradigm needs to consider how it can maximize the results it gets from these processes, perhaps by collecting data and establishing new metrics that will better measure each area of desired impact.

Kiva

In impoverished countries, a lack of access to start-up capital is a prevalent inhibitor to economic growth and development, contributing to recurring cycles of poverty. In response to this problem, thousands of microfinance institutions (MFIs) have sprung up with the purpose of making small loans to entrepreneurs among the world’s poor. As these MFIs seek to scale up and increase their loan volume, access to growth capital can be a great challenge as only 2 percent of MFIs are commercial grade, meaning they have access to favorable debt financing.

Matthew Flannery and Jessica Jackley founded Kiva with a vision to bring a new source of capital to the microfinance arena. Kiva facilitates relationships between individuals in the developed world and individuals seeking start-up loans in the developing world.20 As of the end of 2010, after five years of operation, Kiva’s more than 500,000 lenders have funded approximately 250,000 loans totaling more than $185 million.21 This unique source of scaled individual lending has provided capital to MFIs that would otherwise not have access to such funds. Kiva is able to fund such MFIs primarily because its source of capital is risk tolerant, and it uses the Internet platform as a way for these MFIs to build their own reputations.22 To connect individual borrowers and lenders, Kiva first enrolls partner MFIs who post profiles of entrepreneurs (loan candidates) on Kiva’s website. Kiva users in the developed world are then able to select entrepreneurs they wish to fund. The user is then repaid his or her loan amount with no interest as the entrepreneur is able, usually in less than 12 months.

Strategies for Maximizing Impact

Kiva’s mission is to “connect people, through lending, for the sake of alleviating poverty.”23 Kiva founders knew it would be crucial for the organization to achieve scale to maximize impact. In addition to scale, designing the right structure and focusing on partnerships and transparency has allowed Kiva to accomplish its mission.

Kiva’s original structure was designed as a for-profit LLC with an NGO arm for donor fund-raising.24 This approach was consistent with the belief that microfinance as an industry needed to move toward commercialization to maximize growth. Although the access to capital provided by a for-profit model would be beneficial, Kiva founders knew that the success and ultimate impact of their model would depend on creating awareness of their vision to a mass market audience interested in a personal, connected experience. As such, the choice was made to organize as a nonprofit, a decision that was later supported by a survey showing that 50 percent of Kiva’s users would not lend on the site if the for-profit model were adopted. Although Kiva itself is a nonprofit, its partner MFIs can be either nonprofit or for-profit. Kiva does not profit from interest rates charged to borrowers, rather funding comes through optional user contributions, bank account float, expired gift certificates, donations, and grants.25

Kiva’s field partners (the MFIs) are also critical to the organization’s success. Because of this, Kiva seeks MFIs with a strong social mission that also excel in client protection, measuring outcomes, and customer targeting that ensures vital services reach the poor.26 Additionally, each MFI must undergo a rigorous due-diligence process conducted by Kiva and its financial partners. The field partner relationship is not without its risks for either party, however. The field partner borrows in US currency and must repay in US currency, but it lends and is repaid in local currencies. This places the MFI in a position of risk due to currency fluctuation. To address this risk, Kiva established a currency fluctuation policy that limits field partners’ currency exposure to fluctuations of 20 percent or less. In addition to currency risk, loans that are posted on Kiva’s website have 30 days to be fully funded before they expire. If an MFI is not conservative in its portfolio planning, these expirations could theoretically cause it to have a liquidity crisis. Because of these risks, Kiva requires that its loans not represent more than 30 percent of any MFI’s total portfolio.27

Although the overwhelming majority of field partners have yielded mutually beneficial relationships, Kiva has had to address fraud, defined internally as knowingly failing to deliver 100 percent of funds to the borrowers listed on the Kiva site, a handful of times. In 2007, when the first instance of fraud was discovered, Kiva leaders made the critical choice of being fully transparent with its users by openly addressing the issue and showing all of the MFI’s loans as defaulted. The response from the user base was overwhelmingly positive, and Kiva has continued its policy of communicating bad news as openly as it does good news. This culture of transparency has supported the organization’s growth in otherwise trying times.

Kiva’s leaders are now looking at ways to expand the organization beyond the lending industry. Ideas include the funding of crop insurance, scholarships, immunizations, and other products and services not currently available to the poor.28

Approaches to Measuring Impact

Before establishing Kiva, cofounder Jessica Jackley worked for the Village Enterprise Fund performing impact assessments on microloans given to rural East African entrepreneurs. This field experience emphasized for Jackley the importance of measuring the impact of the organization and helped to identify the different types of contributions the organization wanted to track.29 Loan volume in terms of total value and total loans is one of the most direct ways that Kiva measures its impact, but several organization-specific metrics are also used to paint a picture of its financial sustainability and social impact.

One of Kiva’s key metrics is operational self-sufficiency (OSS), which monitors what percentage of operations are funded through the core business and what percentage must rely on grants or other forms of donations. Measuring OSS creates an incentive to increase loan volume, encouraging personnel to focus on the mission of the organization rather than on fund-raising efforts. Although OSS has been as high as 100 percent, Kiva’s management strives to ascertain and strike a balance between self-sufficiency and outside donor contributions.30

Another key metric for Kiva is its leverage ratio, which measures how effectively Kiva advances toward its mission through utilization of funds. Although many nonprofits measure efficiency as the percentage of donor funds applied to overhead rather than mission activities, the leverage ratio measures the amount of money sent to low-income entrepreneurs as a factor of organizational expenses. At the end of 2008, Kiva sent an average of $8 in loans for every $1 spent on expenses.31

Threats to Achieving Mission

Kiva believes that user lending is the dominant barrier to growth and therefore the greatest inhibitor to the organization’s impact. At times, all loans posted on the website have been funded, but although borrowing activity does show a slight lag in response to a spike in user lending, it inevitably follows. Kiva’s revenues also increase in proportion to the amount of loans being funded, which in turn provides additional funds for Kiva to expand its efforts and provide additional support to existing field partners.32 More lending creates more borrowing, which enables greater impact.

Currency risk has historically been a barrier to growth, but by limiting MFI exposure to currency fluctuations to 20 percent, a portion of this risk has been shifted to the lenders. This change in loan structure is an example of Kiva’s attention to innovation and willingness to adjust operational procedures to current market conditions. Responsiveness to the enterprises’ global environment is necessary for Kiva to achieve its organizational mission.

Fraud and irresponsible microfinance are additional threats to Kiva’s ability to achieve its mission. The actions of fraudulent and/or irresponsible MFIs reduce or completely negate the positive impact lenders wish to have in their borrowers’ lives, while also tarnishing the reputation of Kiva and the microfinance industry at large. Kiva has addressed the threat of fraud through transparency and by openly communicating news of fraudulent activities to its users in a timely fashion and refunding defaulted loans when possible. Kiva also joins with other microcredit lenders in combating irresponsible microlending through participation in industry-level discussions and forums.33

Creating Sustainable Impact for Enterprises

If an organization is to effectively create sustainable impact in an effort to address a critical need, several crucial components must be addressed, including establishing a well-defined mission statement, gaining access to capital, forming strategic partnerships, developing dedicated talent, creating financial stability, leveraging academic connections, and generating awareness for both the organization and the problem it has chosen to address. When considering each of these components, organization leaders must put in place planning, organizational, leadership, and control functions related to each.34

Establishing a Well-Defined Mission

Establishing a mission statement begins with an articulated vision of what it is the organization is striving to achieve. Vision statements are by definition inspirational and enduring.35 As such, vision statements for social enterprises should naturally tap into the founder’s desire to make a difference.

With a vision statement in place, the mission statement will provide a more specific goal that serves to unify the organization’s efforts. Whereas a vision statement will establish broadly the social enterprise’s purpose, the mission statement expands on this to distinguish time frames and end results that serve to drive stakeholder efforts on behalf of the vision.36

An examination of the mission statements from the mini-cases introduced earlier provides examples of the role of well-defined, social enterprise mission statements. The Paradigm Project identifies its mission as “identifying, funding and developing projects that significantly improve the lives of the world’s poor by meeting immediate needs while at the same time creating a foundation for the community to serve its own long term needs without outside assistance.” As is evident in this mission statement, The Paradigm Project is poised to look beyond cook stoves in the future. Broader than merely cook stoves, the mission statement derives from the organization’s vision statement: “Innovating social, economic and environmental change to bring an end to poverty in the world one community at a time.”37 So, with this mission statement driving efforts, The Paradigm Project plans to extend its principles to other products, services, and solutions (e.g., coordinating various organizations to bring cotton farming back to Uganda and reforestation to Kenya until poverty no longer exists).

TOMS Shoes has a different approach to its mission and vision. The vision of TOMS is “Making everyday decisions to improve the lives of children.” The mission that develops out of this vision is to alleviate the disease, injuries, and infections that afflict poor children who do not have shoes. Shoes provided by the company also carry the additional benefit of complying with many school uniform requirements, allowing children to attend school and receive an education. Thus, TOMS Shoes’ mission contains both health and education. Their mission is much more specific when compared with that of The Paradigm Project, focusing stakeholder efforts on specific tasks that will carry out the vision: making shoes that will sell and creating distribution channels to get shoes to children who would otherwise have none.

“Kiva’s mission is to connect people, through lending, for the sake of alleviating poverty.”38 Like TOMS Shoes, the organization’s mission statement points to a specific execution of the vision statement.

Each of these well-defined mission statements enables the individuals associated with the social enterprise to direct their actions in such a way as to support the social enterprise’s vision. The advantage of being focused and specific can be weighed against the advantage of being broad so as not to limit the enterprise’s potential.

Gaining Access to Capital

If a social enterprise is to fulfill its mission, capital funding is a necessity. Social enterprises offer an opportunity for organizations to combine social and financial drivers into a single strategy by building in a cash flow stream of revenues into their financial models. By linking financial results to social purpose, social enterprises could conceivably accomplish more than either initiative could apart. Financial revenue streams can be a powerful motivator and can increase an organization’s effectiveness. In the examples herein, an organization might link one shoe sale to the donation of another pair of shoes, build end-user purchasing of cook stoves into its marketing plan, or create a lending model based on modest loan repayment guidelines. What these three enterprise models share is attention to a financial model that does not rely solely on donations or grants. Linking the social enterprise model to recurring cash flows makes both the organization and the social impact more sustainable. Social enterprises, when structured as for-profit entities, are able to capitalize on financial incentives and their associated benefits, including access to upfront and growth capital, recruitment, and retention of talent and financial independence. Nonprofits can hunt down donations and grants in lieu of providing an opportunity for investors to make a return, but the for-profit model arguably allows greater opportunity to raise funds necessary to achieve organizational outcomes. By establishing social enterprises in a way that provides self-sustaining revenue streams, the alternatives through which these organizations can connect into initial funding expands beyond donations and grants. Private equity, venture capital, angel investment, and traditional bank loans are available sources of capital for profit-based social enterprises.

Although grants can provide excellent upfront funding for social enterprises, they are often short term, of modest size, and restricted to specific uses. As such, many available grants are unsuitable for social enterprise growth-stage financing. Currently, several organizations are attempting to make grant funding more suitable for growing social enterprise firms by providing multiyear grants with flexible usage provisions and performance-based renewal criteria. Examples of organizations who have adjusted their grants to this model include Venture Philanthropy Partners, NewProfit Inc., Atlantic Philanthropies, the Robin Hood Foundation, and the New Schools Venture Fund.39

Raising funds to address social issues is a labor-intensive, often expensive (in terms of salaries and associated overhead costs), ongoing process of maintaining relationships with existing donors while constantly seeking out new donor pools. Existing donors may withdraw their funding with little notice, and it is often unclear whether the enterprise is adequately meeting donor objectives, which may or may not align with the enterprise’s vision and mission. In light of this challenge, social enterprises with a sustainable revenue-generation component built into their organizational structure are more likely to have greater social impact.

Forming Strategic Partnerships

Without exception, each of the social enterprises addressed in this chapter have emphasized the importance of strategic partnerships with on-the-ground organizations in the areas of desired impact. For TOMS Shoes, strategic partners help ensure that shoe giving is not having negative impacts on the local business environment. Moreover, they provide valuable product-design feedback while helping to ensure that kids continue to receive new shoes after they outgrow each pair. For The Paradigm Project, on-the-ground partners assist with stove distribution and help identify communities that could benefit most from the company’s product. Kiva could not function without its field partners, the MFIs who actually post loan candidate information to Kiva and who facilitate the loans themselves.

In all cases, strategic partners help ensure that the company’s mission is being effectively carried out; therefore, the selection of such is of critical importance. On-the-ground partners should demonstrate local expertise on how to work effectively in specific regions. They should also serve to speed up the pace of implementation or to enable more effective implementation strategies. Ultimately, as is the case with all good partnerships, the impact created by the joint activities should benefit both partners’ missions. Thus, the enterprise’s desired impact should align with the mission of the partner organization as well.

Developing Dedicated Talent

If a social enterprise is to create sustainable impact, it must consider the level and dedication of the talent it is able to recruit. By providing employees with the opportunity to do meaningful work, social enterprises can attract talent while offering below-competitive wages—to an extent. There is a limit at which talented individuals are willing to accept below-market wages in exchange for helping a cause about which they are passionate.40 Financial incentives, when present in the strategy and structure of an organization, can be a valuable recruiting tool. Social enterprises can consider offering competitive wages, benefits, profit sharing, and equity ownership to recruit and develop a talented and dedicated labor force.

Additionally, what draws people to an organization may not be enough to retain them in the long run; retaining talent is especially hard in the social sector because of the financial inhibitors to growth. Organizations need to grow so they can offer progressively interesting and challenging work. Rational financing and talent recruitment therefore go hand in hand.41

Creating Financial Stability

In social enterprise circles, financial performance can be conceptualized as the ability of a firm to continue to accomplish its mission without ongoing outside financial assistance. In other words, establishing the social enterprise on a relatively secure market mechanism should provide a sufficient stream of cash to the organization that will allow it to meet its budgetary obligations without relying solely on charitable donations or grant funding.

This principle is by no means meant to suggest that nonprofits cannot be financially sustainable, or even profitable. Microcredit institutions such as the Grameen Bank and Kiva were born out of the recognition that financial sustainability and independence for the individual is one of the most powerful ways to combat poverty. These nonprofit organizations exist for the purpose of incorporating principles of financial sustainability downstream of their organizations, and because they have figured out how to generate a steady stream of operating revenue, they have also created a market mechanism to sustainably fund their own operations. Organizations such as The Paradigm Project utilize an L3C designation, which allows them to procure capital through market mechanisms historically assigned to for-profit organizations, while also seeking charitable donations and grants traditionally limited to nonprofit organizations.

Historically, philanthropic and profit-driven organizations have played different roles in society. The former existed due to the charitable nature of individuals who had made money in a for-profit world. Recently, however, for-profit companies have experienced increasing pressure to engage in socially responsible behavior.42 C. K. Prahalad, in his best-seller The Fortune at the Bottom of the Pyramid: Eradicating Poverty through Profits, discusses the meeting of profit and social motive and asks, “How do we bring to bear the entrepreneurial and innovative energy of private enterprise to solve the critical problems facing humanity?”43 Organizations such as Kiva, TOMS Shoes, and The Paradigm Project provide clear examples of how Prahalad’s question is to be answered: their organizational visions address both financial and social sustainability. Regardless of the express purpose of a firm, whether to make financial return on investment (ROI) or a social return on investment (SROI), financial incentives can work as a means to increase the social impact.

Leveraging Academic Connections

When assessing means for creating and maximizing impact, it is important to consider organization-level strategies and the ways in which social entrepreneurs can develop and measure contribution. At the same time, it is important to understand mechanisms that exist within society to spur the creation of an ongoing cadre of social entrepreneurs and to provide opportunities for social entrepreneurs to come together to learn from and support each other. Business schools have taken a leading role in discussions of social entrepreneurship and attempts to develop and connect with social entrepreneurs. The social entrepreneurship–based connections developed on college campuses can benefit social entrepreneurs interested in incubator opportunities and technology transfer. College campuses also play a role in creating awareness around the topic of social entrepreneurship. Finally, by offering classes in social entrepreneurship and degrees in community leadership, business schools are contributing to a growing number of students choosing to pursue a social entrepreneurially based future.

High-profile corporate scandals as well as concerns about the personal ethics of graduates have been driving forces for colleges and universities to create curriculum and research focusing on sustainable, ethical sources of innovation.44 In addition, the Association to Advance Collegiate Schools of Business, the leading accreditor of academic business schools, is among the conveners of the Principles for Responsible Management Education project. This project has 130 participating organizations, mostly business schools, with stated principles including references to global social responsibility, responsible leadership, and an inclusive and sustainable global economy.45

Connecting students and educators to social enterprises allows future leaders to more closely align entrepreneurial endeavors with social impact. Founders of social enterprises can serve as examples of leaders who were introduced to global consciousness through academic programs. Social entrepreneurs often participated in early forms of service learning programs long before these programs had been formally integrated into modern curricula. The seeds of social entrepreneurship can form in academic institutions.46 Universities offer internships, social entrepreneurship idea competitions with funding provided to the best ideas, and research to support successful implementation of social enterprises. If a social entrepreneur hopes to create a sustainable impact, a connection to an academic institution can provide numerous benefits.

Academic institutions can contribute to the impact of social enterprises by creating global awareness through research, curriculum, and extracurricular activities such as service learning. Service learning curricula can engage students in global issues in a personally meaningful way, developing future social entrepreneur talent.47 Through global awareness and raising social consciousness, social entrepreneurs will not only improve their own ability to create sustainable impact, they will be part of a globally aware environment that seeks to contribute to sustainable, equitable, and ethical global prosperity.48

Approaches to Measuring Impact

Financial indicators have long been the standard means by which to measure an organization’s performance. Hundreds of metrics exist to accurately measure both short- and long-term financial performance regardless of the particular profit structure of an organization. Fund-raising revenues, budgetary oversight, capital outlays, and loan repayment rates are but a few financial indicators of nonprofit performance, whereas internal rate of return (IRR), return on asset (ROA) and profit margin routinely characterize the for-profit sector. If a social enterprise’s primary reason for existence, however, is a stated social purpose, then achieving impact must take into account more than purely financial measures.

Financial indicators provide a feedback loop to organization leaders, allowing them to constantly measure progress, see what is working and what is not and shape strategy on the fly to increase the likelihood of both short-term and long-term success. Without the ability to measure impact on a regular and reliable basis, leaders of social enterprises are unable to steer their organizations in the right direction relative to their true social mission. The problem is compounded by the notion that long-term impact is often the real determinant of an organization’s success, and long-term societal changes are much more difficult to attribute to certain events, policies, or influences because of the sheer number of factors at play.

Regrettably, the difficulty of measuring impact has often resulted in ignoring the pursuit of accurate measurements entirely. Instead, meaningful metrics are replaced with anecdotal evidence, personal preference, or political exigency. Without these measurements of impact, however, an organization could continue employing an ineffective or even harmful strategy for years without even knowing it. Take the Nature Conservancy in the mid-1990s, for example, as described by David Bornstein and Susan Davis in their book, Social Entrepreneurship: What Everyone Needs to Know:


For years, the Nature Conservancy had measured its success based on dollars raised and land area protected (“bucks and acres”). But in the 1990’s, as these figures rose so did species extinction rates—even in protected areas. The recognition forced the organization to reappraise its performance evaluation. It spent years developing dozens of new metrics to evaluate biodiversity health and the abatement of extinction threats. The process revolutionized the way decisions were made at all levels of the organization. The lesson was that what you count determines what you do. So it’s important to count the right things.49



In this section, many ways to measure impact are explored in hopes of providing a blueprint for analyzing an organization’s contribution to society. Addressed are transparency, education, benchmarking, and certain best practices employed by the organizations already discussed in this chapter.

If social enterprises are to be successful in their mission of creating positive social change, it is imperative that they do more than attend to the factors that create social impact; these organizations must measure and track the impact they are creating as well. To do this, they must allow for a common set of measurable indicators focused on outcomes relevant to ongoing sustainable deliverables on the part of all social enterprises, and they must determine ways of measuring results against both subjective and objective considerations.

Subjective Measurement Considerations

The importance of subjective measurements cannot be understated. “It is only by combining data and storytelling, and by appealing to reason and emotion, that social entrepreneurs convey the true impact of their work.”50 A variety of subjective measurements of impact are available to social entrepreneurs. Among these are the significance of the social need the organizational mission addresses and what segment of this need the organization intends to address. For instance, it could be argued that the mission of TOMS Shoes addresses abject poverty, and within abject poverty, the company is focused on children whose lives are harmed because of a lack of footwear. The more specifically a social enterprise understands the social need it is addressing and what segment within that need demands its attention, the better the enterprise will be able to measure its success. Although it may be impossible to know exactly how much of an impact a specific organization has on an underlying social need, it is at least possible to identify the significance of the social need on a relative scale based upon the number of lives affected by the need. Similarly, because of multiplier effects and unintended benefits related to health and educational benefits, for instance, there may not be a precise measurement of the size of the segment served through the organization, but estimates can and should be made nevertheless.

A good example of the complex issues involved in measuring social need and segment impact is offered by The Paradigm Project. Placing energy-efficient cook stoves into the homes of one village addresses numerous social needs. At the same time, it affords multiplier affects for the village. Stoves are distributed through local suppliers, thus contributing to the economic development of the village as well as its surrounding areas. Trees that would otherwise be cut down are saved, adding to the preservation of forested areas. Women are healthier thanks to the decreased risk of violence and illness avoided when they do not need to travel to gather firewood. The health of the entire family is benefited through the lack of breathing smoke-related pollutants. The various impacts created by one cook stove are variable and difficult to measure, and yet it is important that these effects are tracked, even if in a subjective manner.

Additional subjective considerations that social enterprises can measure include the ability for other social entrepreneurs to adopt and replicate the organizational idea. Much like in traditional businesses, imitation is often an indicator of success; however, because social enterprises seek to address a social need, having other organizations adopt their approach serves to speed up the overall desired social impact rather than simply provide undesirable competition. Likewise, the scalability of the idea should be measured as well. Social enterprises that find a way of scaling their business model, such as Kiva, are better positioned to increase the impact they make on a variety of social needs.

Additional subjective considerations for measuring impact might also include such intangibles as the innovativeness of an approach to addressing a social need, the caliber of leadership at the helm of the organization, the level of talent committed to addressing the need, and the quality and magnitude of strategic and academic partners who have joined with the organization to accomplish its mission.

Objective Measurements of Impact

Social enterprises should also apply diligence to the measurement of outcomes identifiable through quantitative metrics. These measurements should include traditional financial reporting methods as well as outcomes unique to social organizations such as number of people served and lives changed through the efforts of the organization. The Paradigm Project tracks the number of cook stoves distributed, and TOMS Shoes inventories the number of shoes donated around the world. Kiva enumerates the number of lenders, loans, and repayment figures. Beyond these simple yardsticks, however, social enterprises must track broader financial measures in an effort to measure their overall impact.

Measuring impact in objective terms can include items such as how broad an organization’s access to capital is—in other words, the level to which others are motivated by the organization’s impact such that they are willing to commit capital to the vision. Tuckman and Chang summarize key financial indicators social enterprises should track to confirm the validity and efficacy of the enterprise.51 The four primary objective financial measures they identify include equity balance, revenue concentration, administrative costs, and operating margin.

Equity balance measures the vulnerability of the social enterprise to running out of money. Equity is total assets minus liabilities. In the equity balance measure, the difference between the organization’s assets and financial commitments they are responsible for, is divided by total annual revenues; the higher the equity balance, the better. Total annual revenues should be analyzed as well. Revenue sources should be examined from two aspects. First, sustainable revenues should be measured. For instance, revenues that are generated through ongoing interest payments to an organization such as the Grameen Bank are more secure than one-time charitable donations made to Kiva. Still, both sources of revenue should be tracked.

A key financial measure to be tracked is the percentage of overall costs allocated to administrative purposes. Although we noted earlier that social enterprises should pay fair market wages if they desire to attract talent, administrative costs should not make up an onerous portion of the organization’s total operating costs. Websites such as CharityNavigator.org use this type of financial indicator to determine the effectiveness of a specific social enterprise. Administrative expenses should be low compared with the amount of money spent on mission-based programs. The final financial indicator social enterprises should monitor in an effort to gauge the efficacy of their impact is the operating margin. Operating margin looks at the amount of money remaining once all organizational costs are subtracted from all revenues. Because many social enterprises are nonprofits, it is not necessary that the organization maximizes this number; however, every organization must bring in enough money to cover its costs if it hopes to remain viable as an entity.

Blending Subjective and Objective Criteria: SROI

The Roberts Enterprise Development Fund was a pioneer in establishing a framework with which to examine subjective impacts with quantifiable financial data, the SROI.52 The SROI is designed to blend social enterprise financial returns with the socioeconomic value of the enterprise. In calculating an organization’s SROI, the enterprise’s revenues from sales, less the cost of goods and services, operating expenses, and debt, are combined with a subjective valuation of the economic benefit the organization contributes to society in an effort to quantify the organization’s SROI.53 The SROI is beneficial in that it encourages social enterprises to review financial viability of benefits versus cost. However, the SROI does not accurately account for the subjective outcomes previously identified. In fact, it is possible that when a social enterprise places a numeric value on their social purpose, it might over- or understate their impact as a way of forcing a balance between costs and benefits.

Tracking Impact over Time

As discussed, there are numerous techniques through which social enterprises can track subjective and objective measures of impact. Standards, benchmarks, and scorecards have been explored such that social enterprises might effectively demonstrate the affect their organization is having on their stated missions and visions. Social enterprises must realize that tracking the impact they are creating is a necessary and crucial component of their organization. It is desirable for social enterprises to develop a comprehensive spreadsheet that will allow the organization to track subjective as well as objective impacts. Figure 5.1 illustrates one way in which social organizations might capture the various criteria to be tracked. Each enterprise must design the areas of impact relevant to its social purpose. Once identified, these organizations must consistently and honestly track their performance to track organizational effectiveness and gauge the overall impact the organization is making.

[image: image]

Figure 5.1 Sample impact assessment spreadsheet. Note: The authors would like to thank the students of Westminster College's fall 2010 social entrepreneurship class for their assistance in creating this spreadsheet.

Threats to Social Impact

This chapter has argued that social entrepreneurs should be cognizant of methods through which they might increase their impact on a social need. Ways to measure both subjective and objective organizational impact have also been considered. Yet even with the most careful planning, organizing, leading, and controlling, it is possible for social enterprises to fail. Financial viability is a key threat to social enterprises. An overreliance on donations or charitable giving can leave social enterprises without operating capital. Even the best-intentioned organizational visions might create unintended consequences in which vulnerable individuals are marginalized at the expense of others who are assisted. Unstable or corrupt political environments can threaten the best intentions of social entrepreneurs. Thus, social enterprises must avoid the risk of assuming that their good intentions of contributing to a social need will guarantee them success.

Financial Threat

Financial self-sufficiency, when attained, frees a social enterprise from reliance on donations or grants. Social enterprises, when structured as for-profit entities, are able to capitalize on financial incentives and their associated benefits, including access to upfront and growth capital, recruitment and retention of talent, and financial independence.

Researchers have studied the relationship between financial and social performance with varying and contradictory results.54 The relationship between the two is neither simple nor linear. Various aspects of social responsibility such as employee/labor relations, product quality, community relations, environmental issues, and diversity issues can have different effects on financial performance.55 Moreover, recent research indicates that the relationship between social responsibility and financial performance appears to be curvilinear, with the best financial performance found at the lowest and the highest levels of social responsibility.56 Even so, social responsibility is by no means a guarantee of financial stability or success.

Such findings may call into question the tactic taken by certain profit-only-focused companies that merely dabble in social initiatives for the sake of public relations. Different social enterprises have taken diverse approaches to financial independence, however, regardless of company structure. In the cases of TOMS Shoes, The Paradigm Project, and Kiva, each of these organizations has developed sources of operational revenue independent of donor financing. By relying wholly or in part on market mechanisms to fund operations, these enterprises have de-risked themselves relative to those based entirely on donor support.

Unintended Consequences

Even the most noble causes and good intentions can have myriad unintended consequences given the sheer complexity of many social problems. For example, microlending efforts modeled after the celebrated Grameen programs that garnered founder Mohammed Yunus the 2006 Nobel Peace Prize can have the adverse effect of trapping poverty-stricken individuals into a life of credit and usury. India’s Society for Elimination of Rural Poverty is tracking suicides related to microloan debt, and economics professor K. Venkat Narayana observes that “microfinance was supposed to empower women . . . these women ended up becoming slaves.”57 Lending money to married women can create a hostile home environment in which husbands abuse women to gain access to the loan money.58 These examples are not raised here in a desire to steer organizations away from addressing the needs of the poverty stricken but rather to encourage social enterprises to take a comprehensive approach when addressing a social need, proactively considering and counteracting potential negative unintended consequences.

Government Corruption

If social enterprises are to be successful, they must somehow escape the threat imposed by corrupt governments. Wealth in developing nations is taken by corrupt governments and redirected to the military and to lavish lifestyles for the country’s leaders.59 Prahalad, in his book The Fortune at the Bottom of the Pyramid, explains that it is necessary that a system of laws exist such that ownership and transfer of property is enforced if economic growth is to be fueled. Social enterprises have an opportunity to play a key role in communities that lack a system of laws, if these organizations are designed to offset this risk. As in the case of Kiva, matching lenders directly to entrepreneurs creates a democratization of commerce in which corrupt governments are removed as potential threats.60 The basic principle, then, is to utilize advancements in technology such that end users act in direct ways such that undesirable government intervention is avoided in cases where a government has been determined to be deleterious to the best interests of those being served. Social entrepreneurs must also be cognizant of environmental threats that might undermine the organization’s vision of addressing a social need. Although it might be impossible to avoid all exigent threats, it is wise for social enterprises to avoid taking a blissfully ignorant approach to business.

Conclusion

It is reasonable to expect improvement in the world’s most challenging social problems if we can learn to maximize and measure the impact of social enterprises such that each might achieve a mission that contributes to the well-being of our world. Certain global forces work against sustained, concerted efforts to address the underlying causes of global strife (poverty, disease, climate change), but others can be leveraged to work in favor of such causes. Measurement of the efficacy of social contribution is absolutely necessary if we are to develop best practices that will create sustainable, positive impact.
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CHAPTER SIX

Linking Measurement to Management and Compensation
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“Entrepreneurs are innovative, opportunity-oriented, resourceful, value-creating change agents. . . . Social entrepreneurs are different from business entrepreneurs in many ways. The key difference is that social entrepreneurs set out with an explicit social mission in mind. Their main objective is to make the world a better place. This vision affects how they measure their success and how they structure their enterprises.” So say Dees, Emerson, and Economy in their canonical text Enterprising Nonprofits: A Toolkit for Social Entrepreneurs.

Most social enterprises are not-for-profit organizations, but the one thing they have in common is that they are all businesses. A business is a unique legal entity established by rights and licenses of the state and federal governments to produce one or more goods and/or services.

In a review of basic business tax terms and definitions established by the Internal Revenue Service, author William Perez states


A business entity is an entity that is a group of people organized for some profitable or charitable purpose. Business entities include organizations such as corporations, partnerships, charities, trusts, and other forms of organization. Business entities, just like individual persons, are subject to taxation and must file a tax return. Some business entities are exempt from federal income tax. These include nonprofit charities, S-corporations, and partnerships. Business entities may be subject to state income tax, depending on the laws of the state or states where they conduct business.2



What is a not-for-profit business organization? A not-for-profit (“nonprofit”) organization is a legally approved business entity that chooses to apply its annual surpluses toward advancing its defined charitable cause as there are no shareholders to receive allocated gains and society is the ultimate beneficiary and conceptual owner. The charitable cause must be approved by the Internal Revenue Service (IRS) and a respective state’s attorney general depending on where the business organization is registered to do business. In return for this good will service to society, the US Congress has authorized nonprofit corporations to be exempt from federal income tax related to the stated charitable purposes.

What is an annual surplus? An annual surplus is the remaining amount of money or difference between an organization’s annual revenue/income and their annual spending or budget. For example, the 2012 budget submitted by the president of the United States to the US Congress, although a nonprofit in structure, will generate a deficit via a forecasted $2.67 billion in revenue to the federal government and $3.729 billion in expenses, which builds on the fiscal year 2009, 2010, and 2011 budgets, which were also in deficit for an accumulated $3 trillion deficit over three years.

Managing your team or business to an annual surplus is an achievement to be proud of regardless of the organization’s legal structure. A surplus is the social enterprise’s way of describing their excess of revenue over expenses, also known as profits. Sadly, the title of being a “not-for-profit” can be a misnomer. All too often, this “nonprofit” label is the major cause of board, staff, and customer confusion in the sector when it comes to embracing and practicing essential business practices. These best practices are all too often ignored on account of organizations considering such practices as for-profit. Nonprofits must in fact strive for profits (named surpluses) just like their for-profit counterparts.

This societal misperception that social enterprises are not to be concerned with profits or surpluses is a particularly damaging one, especially when it comes to linking the need for high-impact performance and measurement with management and compensation. This misperception creates many flawed practices. These include, but are not limited to, board and staff ignorance of the balance sheet, income statement, and general ledger details; failed management oversight; failed internal controls; lack of a full understanding of the business mode; lack of clear authority and accountability for each operating unit (aka “profit center”), program area, or entire team; lack of clear segregation of duties; lack of relevant risk management and growth management; and lack of ability to identify and act on strategic weaknesses or opportunities with speed to create efficient and effective outcomes. These poor practices have a negative effect on the organization’s sustainability. A sustainable social enterprise must have a management philosophy and practice that uses best business management practices irrespective of its status as a for-profit or nonprofit. “No (profit/surplus) margin, no mission” is another way to state this simply.

Those in the social enterprise sector are often totally clear in their mission and their dedication to it, but there is an oft-repeated phrase, which although well meaning works insidiously across the organization. Most who enter the social enterprise sector want to help people or impact the triple bottom line (TBL)—people, planet, and profit. Many often state they love what they do and are so energized by their cause that they are “not in it for the money.” This indicates a fundamental lack of understanding that money is an essential tool to leverage productive efforts and good works. As a result, the venture’s focus is increasingly self-viewed within the paradigm of begging for charity versus an exchange-of-value model involving trading cash for products or services. A fusion of the charitable philanthropic appeal effort focused on raising money to transform society through voluntary wealth transfers via social enterprises is only one stream of cash flow sustainability for the social enterprise and must be complemented by what is referred to as “earned revenue.” In addition to receiving donations, the social enterprise must sell a good or service.

The challenging reality facing social enterprises today is that they are operating in the same world as all other profit-producing entities and are in fact competing in a massively overloaded, overstimulated, overchoiced marketplace for consumers and even foundation and government dollars.

A democratic capitalistic society is built on private property rights, voluntary trade, and the rule of law (for starters) and a promotion of the concept that competition among enterprises provides the best value for consumers. This is in contrast to the more inefficient government-sanctioned practices of communism, socialism, fascism, or monopolistic or oligopolistic practices. Can anyone argue today that the cartel of OPEC is functioning in the best interests of the consumer?

For socially conscious investors and consumers, the measurement of a business is increasingly focused on its relationship to the TBL and corporate social responsibility (CSR). High-impact social enterprises (HISEs) often are the most enduring, dynamic, profitable, and best able to satisfy their customers. Ironically, it is these diversified revenue stream–oriented social enterprises that become stronger and faster and are more attractive to both donors as well as paying customers. These businesses are often the most sustainable businesses by generating the most surplus and having the best resources, especially human capital.

Most people do not realize how essential human capital is to a business. Many business leaders assume a team will just perform at 100 to 110 percent without any investment of time, training, and financial incentives. Actually, it is the opposite. Peak performance by team members is only possible when an investment is made in the development of best practices, which involves teaching the business of the business weekly and increasing learning rates of staff and board through practice and multiple efforts toward achieving and exceeding quarterly goals, constructive versus destructive coaching, designing in a proper review process, and creating a constant learning and action and adaptation culture for the business as it seeks to thrive in the constantly changing marketplace.

A business is initially nothing more than an artificial legal concept. The business structure—its official designation as a corporation—is a vessel. It becomes an enterprise only through the infusion of effort, energy, visibility, and, ultimately, credibility and fundability/revenue. It becomes an HISE—a social enterprise—when its energy and efforts are directed toward a meaningful and measurable impact on the triple bottom line, affecting people, planet, and profit. The development of an HISE is a daring adventure, requiring caring, content- and knowledge-empowered, competent, business-literate, and passionate people to power the enterprise. The development of high-performance human capital is the major driving force behind business success and requires intention and purpose to be achieved.

The historical theories and practices of human capital development have taken a multitude of forms over the past three centuries, linked with the evolution of capitalism itself. Today, it is increasingly evident that one of the most accountable, compounding, fair, balanced (quantitative and qualitative), practical, team-oriented, transparent, fast, commonsense, and implementable methods is the business management practice of open-book management (OBM). To understand why OBM is so effective and what it is, we must first understand the economy in which we live today and how it evolved.

Let us first take a look at a variety of old-school approaches to management, often summarized as “mushroom management”: keep your hired people in the dark and pile work on top of them. This practice is no longer possible because of the need for instantaneous and dispersed information and the generationally heightened expectations of the workforce to “be in the know.” This evolution is evident when you compare the World War II generation with the Baby Boomers and compare them both with today’s information-obsessed Twitter generation. In addition, consider the forces of globalization. Global activity that is localized contributes to the increased need for speed in business and, most important of all, the need for every team member to contribute to and understand the profit- and value-generation forces within the venture and those areas where they themselves can and must significantly contribute to team success. The shift from an agrarian economy to a manufacturing/services-based economy and ultimately to our current knowledge-based economy is shifting the way management interacts with employees. The old-school method of “command and control” (CC) is being replaced by the more effective “matrix team” management.

In the CC method, team members were regarded simply as corporate assets waiting to be told what to do, when, and how. Employees were never told why they should do something, only instructed with the details for their specific, highly specialized task. Today’s generation of employees often demand the “why” first. An appreciation of why one is doing a task is an essential precursor toward ensuring meaning and satisfaction in one’s job before committing to actually do the work.

In the rare air of CC and the junkyard of failed management lies a total lack of faith—along with a lack of perception of—the dignity, capacity, creativity, and innovation of the individual worker. Hence the adage, “I didn’t hire you to think. I hired you to do. You do what I tell you to do.” This is just one reason for the catastrophic decline of the American business engine that we are experiencing today. CC caused massive diffusion of energies between managers and workers and resulted in the creation of increasingly disastrous union contracts in which workers took no responsibility for the performance or profitability of the products or services they worked on, oftentimes written into the language of the contract itself. This failed management style of CC is an artifact of the tragic rise and fall of American business since the mid-20th century, as it destroyed the corporate team while failing to ensure quality and achieve profitability.

The transformation of many Western economies from an agrarian-based economy, to a manufacturing- and service-based economy, and ultimately to a knowledge-based economy, means that businesses must embrace OBM practices to remain competitive.

OBM is a management philosophy and practice. It is a commitment on the part of executives, managers, and staff to be holistic—to be teachers, learners, coaches, and players. OBM is a combination of “know-how” (how the business actually makes money every day) plus “know-who” (who should be doing which tasks, which are linked to the actual lines of the income statement, balance sheet, and general ledger) plus “know what to do” this quarter, year, and next year within your team to contribute to the business and generate revenue, create profits, and develop assets while constantly, intensely, and relentlessly attacking cost of goods (COGS), operating expenses, and related liabilities. OBM must be part of the survival and success strategy of each and every 21st-century business to survive.

Beyond survival, why make the balance sheet and asset investment to use OBM versus viewing it as an income statement expense and possible time sink? Today, more than ever, each person in your HISE on payroll and volunteering is part of the essential lever of success. They must and should be highly valued for what they know and how that in turn can serve the company, the community, and the economy. As a leader or team member, your ability to have each person viscerally know where he or she fits on the income statement and balance sheet (which should include the TBL measures of profitability, sustainability of jobs, and responsibility for stewarding the environment) and where he or she fits on your business/go forward plan—market customers, product/services, team roles, and financials—will be the ultimate force for achieving results.

Clearly, 200 years ago, even 100 years ago, things were very different. Global competition didn’t exist as it does today, spread of news and capital flows didn’t exist as they do today, and today’s economies present challenges that have never before been seen.

There was a time when there were no unions. Business managers created working conditions that were so intolerable, eventually individuals united and revolted. Conditions were not boring or difficult as in many corporate settings today. They were life-threatening. The health and safety of employees was rarely taken into account, as hired staff was viewed as “hands and backs” rather than as “brains.” At that time, the only thing that mattered was a rate of production at a rate of profit, without concerns for human costs. Also disregarded was the sense of principles and honor inherent in ethical entrepreneurship and business leadership.

As a result, there were frequent strikes, and management would spend its time, money, and creativity figuring out how to further beat its own staff (now in a union) into submission. Meanwhile, the competition abroad grew stronger. In old-school management, the best employees were not those who could create value out of leveraging resources but were merely bodies. As such, even the best employees could be easily replaced. Management was easy in some ways. Managers stuck by two main principles: a job must be defined as narrowly as possible, and workers need to be constantly and closely supervised. Workers were considered ignorant, lazy, and untrustworthy.

Sadly, it seems that the lead author’s field experiences lead him to believe Thoreau was an optimist in saying, “the mass of men and women lead lives of quiet desperation”; it exist even at this writing in 2011. Thoreau was warning of the powerful alienation of American citizens during early US industrialization. In reality, in workplace polls in 2011, horrifying and disastrous data points were found: nearly 8 out of 10 workers hate their jobs3 (those who still have them in the present period of nearly 17 million [19 percent] unemployed adults using the US Department of Labor’s U1–U6 categories), and employee theft is causing tens of billions of dollars of annual losses.4 It is obvious that the lack of meaning, understanding, passion, and ethical performance is a sign of workplace alienation (a place where most adults now spend nearly 50 hours per week).

So many failed management theories and practices of the past have resulted in broken trust among the board of directors, executives, managers, and line staff. Because staff members were never trusted to think on their own, management would narrowly define jobs in the simplest way possible. Simplifying tasks enabled managers to replace workers more easily; today, this is known as outsourcing and consulting. Although they believed that workers needed direct supervision at all times, it was joined with the belief that discipline should be handed out if workers were not performing up to par.5 This old approach to management was developed mainly through three stages: scientific business management, creation of the owner and shareholder management class, and the creation of worker unions.

What gave rise to scientific business management? In the early 20th century, companies were growing faster than ever. Top management had little control over who was actually hired, how employees were performing, how they were being used, and even how they were being paid. Information systems were practically nonexistent. For example, Henry Ford in the early 1900s used to weigh sacks of invoices and payments on a scale to try to estimate if he made or lost money! Hence the need for systems thinking created the rise of the first stage: scientific business management.

As systems developed, those who were able to develop the systems—engineers, for example—were able to understand a structural thought process but unable to build in a human capital development system. These scientists and engineers became de facto operational leaders of companies because they were the ones “in the know.” They were engaged, aggressive, and passionate because they were “in the know.” This could have been an early signal that knowledge should be pushed across the company, if anyone in business management or academic research could have seen it developing and documented and promoted its power.

These engineers collected detailed information about the different costs of a company as well as developed standard forms to monitor different orders or work in process. An engineer by the name of Frederick W. Taylor coined the term “scientific (business) management” and helped spread the approach as a national workplace movement. One component of scientific management was to analyze a worker’s every movement—every movement—with a stopwatch and record his or her times as well as outputs. Efficiency estimates and actual productivity rates were calculated. In some factories, lights were turned on; in some factories, lights were turned on and off in alternating patterns to boost productivity. Oftentimes human workers were treated no better than lab rats, resulting in increasing worker alienation. Through the scientific management process, all jobs were reduced to their smallest tasks or components. Owners and shareholders were led to believe that there was a justified need not for more informed floor workers to increase efficiency, effectiveness, and quality but for more managers and planning departments to oversee operations. Some positive results of scientific management were more standardized production methods, job descriptions, and pay rates. The negative results included a massive increase in the gap between the worker and the management class—notably executives, owners, and boards of directors.

By the mid-1900s, layer upon layer of management was created. Along with this was a massive increase in “confidential” information that was never to be shared with the workers. Workers operated in an atmosphere in which they did not have to “think,” just “do.” Hindsight offers perfect vision of the past. What we know now is that a much simpler way forward for businesses, including social enterprises, would have been to have every individual on payroll educated on the business at hand and how to build the business. This is at the heart of OBM. In scientific management, workers, in a sense, were afforded no trust and transformed into automatons.6

The second stage that this old-school approach to management developed was the creation of a separate managerial class. Managers became more and more specialized and layered. A company could have branch managers, district superintendents, sales managers, accounting managers, and so on. Slowly, management jobs shifted to create white-collar professional jobs, which required more training and knowledge of the business. Meanwhile workers continued to be treated on a “need to know” basis: you do what I tell you and you don’t need to know.

Managers were supervising managers who were supervising other specialists and so on, and at the bottom of this pyramid were the low-wage workers. Often these workers were the only ones close to the product going to the consumer. This led, to cite only one example, to the devastation of the US auto industry because of a lack of market understanding, poor quality, and arrogant management. Out-of-control cost structures were created in part by the failed approach of scientific management. It became so bizarre that autoworkers were paid simply for time spent on the line, and the products they produced and wages they were paid were rarely if ever linked to the satisfaction of the customer or the profitability and sustainability of the company. Blue-collar workers basically did what they were told to do and nothing more; they were paid an hourly wage irrespective of the outcome of their efforts. White collar workers, in contrast, often had responsibility for ensuring the performance of the company without being connected to the human beings responsible in large part for customer satisfaction. Managers were rewarded for their internal management system performance as opposed to external customer value perception and satisfaction. To this day, senior management often reaps outrageous multiples of salary over the baseline team member’s wage level without being held accountable for performance. It is clear from the failures of global automakers that old ways must be modified—quickly.

Through scientific management, the most important and productive human capital was not united but divided into three groups: workers, managers, and senior managers. These three groups were segregated, and all were treated differently.

In 1935, unions gained legal standing in this third stage of scientific management evolution. The development of unions rose to a powerful height by the early 1980s, although their influence has since diminished. One of the major benefits to this unionization effort was the expansion of the middle class in America. One drawback was the practice and philosophy that labor does all of the physical labor and receives few of the rewards, while management performs little value-added work and receives all of the rewards.7

As a result, these groups became entrenched enemies instead of teammates. In many cases, there was greater enmity among members of the same company than against the competition. Another result was the development of the ideology that it is solely management’s responsibility to run the company; employees simply follow orders without taking responsibility for the health of the company. It is therefore no surprise to see unions and employees constantly push for expanded rights and benefits without linkages to company performance. Before unionization, this idea of a separate managerial class certainly existed. Once unions grew in power—appropriately so, given management and ownership failures of governance and leadership—it became even clearer that the goal of most employees was to strive to improve their daily working conditions, whereas the goal of management was focused on improving the company’s success. The success of the company was not clearly linked to the success of the employee. Hence, an even more divided team culture and practice than ever before.

Eventually, after decades of confrontation between unions and companies, a new idea began to emerge that captures this difficult dialectic process at work. In essence, the following has occurred over nearly 10 decades of American economic development:

Thesis: more systems and knowledge for management.

Antithesis: workers need to be controlled and minimized, and workers need to be protected and rewarded.

Synthesis: management and workers must know more about their business, must understand better what they can act on to build the business by understanding and acting on the findings from the financials of the business and then be fairly rewarded as a team.

During the recession of 1980, in the middle of America’s heartland (or flyover country depending on your point of view), from the muck, mire, oil, and grease and amid the graveyard of broken-down tractor engines at a failing remanufacturing plant in Springfield, Missouri, the synthesis of these forces was born. In this crucible of a failing unit of an ailing Fortune 500 company at the time—International Harvester—the synthesis was innovatively developed out of necessity and against crushing odds of survival by Jack Stack, CEO of Springfield Remanufacturing Company (SRC), and 100 brave factory workers. From their efforts, SRC was saved and more than 75 new companies were spawned. A transcendence of old-school and failed management practices occurred and came to be know as “The Great Game of Business through Open-Book Management.”

OBM clearly represents a practical, commonsense, and improved way of managing a company that fits the current “business at the speed of light” economy we live in today. OBM is one of the few truly competitive advantages that the United States has in the face of global competition.8 “In the new global economy, the marketplace is more competitive (fast, flexible)—sometimes by orders of magnitude—than it used to be.”9 A few reasons why the marketplace has become increasingly competitive are three powerful trends: globalization and the rise of state capitalism, the information revolution, and the entrepreneurialization of growing markets.

Considering that international business has nearly tripled since 1960 for US businesses, it is fair to say that globalization has raised the bar of competition for all. Evidence of the information revolution can be viewed anywhere you go. It’s streaming through your computer and your phone. The world has become immensely connected through the Internet and social media tools, sparking both business and social revolutions. Communication channels are now open 24/7, and Tweets have the power to create history.

The trend of entrepreneurialization is another significant reason why the market has become increasingly competitive. Every day around the world, established businesses are embracing a more entrepreneurial culture. Technology-enabled small businesses are growing around the globe at exponential rates. New ventures are being started, offering new combinations of goods and services and cheaper, faster, and more effective ways to deliver them. It is estimated that through 2050, nearly three billion new consumers will be entering the marketplace as well. When new businesses enter the market, the consumer will have more choices, and old businesses and old ways will have to adjust and become more competitive.10

Another long-term trend that shows how our economy and how HISE business leaders of the future must adapt and innovate against extraordinary and ferocious market forces can be seen in the continued emergence and evolution of the world’s developed and developing economies. National wealth creation, just as the value proposition and performance of an HISE, is a complex process that ultimately is founded on value creation from a number of sources. These include citizens/staff, exploitation of natural resources, and the ability to produce leveraged goods and services in a manner that is profitable relative to the amount of labor and supply of credit/capital invested to create it. The rise of the Chinese state capitalism model has created significant internal progress for its nation. This wealth was produced by an intricately—and unfairly—unregulated, corrupt, anti-environmental, false currency practice, and state-based matrix of rules and practices powered by elitist decision makers. In 2011, huge trade imbalances between the United States and China resulted in massive increases in IOUs from the United States. This is an intentional move on the part of the Chinese leadership. Rapidly growing world economies continue to rest on modern-day “colonial capitalism” in Africa and Latin America.

Although many think the time of cheap, dumb, exploited labor is forgone as a relic of old-school management, it is precisely the massive pricing gap in wages, benefits, and ethical and environmental regulations that create a competitive advantage within many countries, most notably China. This advantage likely will endure for many more decades. So a developed nation HISE will not be able to assume it can compete on labor cost alone.

As a note, the colonial capitalism model is dependent on the practice of a low-GDP nation exporting its natural resources to more highly developed countries. Because of their lack of import production replacement capacity, low-GDP nations must pay for high-cost finished goods, especially sophisticated manufactured goods including the machinery needed to exploit the natural resources for export in the first place.11

Significant macroeconomic thought leaders have weighed in on labor cost/performance and its relationship to wealth creation. From a pre-OBM perspective, Adam Smith, in 1776, proposed that economic expansion was a result of expanding production and trade. True wealth was simply to be traced to labor, which produces wealth. He stated that wealth comes from toil and trouble, the sheer work that goes into producing a thing; thus labor being the cost of everything is the real price, the real measure of exchangeable value of commodities.

John Stuart Mill, in 1844, opined that wealth was created by expansion or contraction of credit advanced by lenders to producers and resultant demand for labor. Karl Marx later declared that producers don’t need money to keep economic life expanding, the populace does, and a lack of money in consumers’ and those would-be consumers’ hands (not in producers’ hands) is the force that constricts and undermines human life. John Maynard Keynes, as a demand-side economist, believed in government spending, even deficit spending and debt financing, to meet the nation’s needs.

The debate between supply-side and demand-side solutions go on today as they have over the past 300 years. This can be seen in recent demand-side White House and congressional efforts—the TARP bank bailout program, the Stimulus Act, and the Federal Reserve quantitative easing rounds 1 and 2—which in three years had created a combined $3 trillion in debt for the federal government, adding to the already existing $11 trillion. In the end, however, economic life develops by the grace of innovating, and it expands by the grace of import replacing, powered through large symbiotic collections of little enterprises specializing in virtually every phase of production. Thus it redefines markets, technologies, and industrial hierarchies, and any vibrant city can be powered through the huge collections of little firms and their flexibility, the economies of scale, and the efficiency and adaptiveness of them all—so finds Charles F. Sabel, social scientist at the Massachusetts Institute of Technology. Economist Jane Jacobs declares that wealth and growth occur from demand for new and different rural goods and innovations from other regions (again requiring innovation), increased kinds of jobs (requiring learning and adaptation), a shift of urban workers to more nonurban areas, new uses of technology to increase, in particular, rural production and productivity, and, finally, the growth of city credit capital, which in turn is able to fuel the generation of locally developed products. Conversely, a city/regional economy that does not or cannot replace domestic imports (products or services ordered from outside its borders) with its own production is feeble at best, and helpless at worst.
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Figure 6.1

So while major economic forces show us a large flux between theories and practices, cheap labor as we know it as the primary competitive advantage has already passed by Japan in the 1950s and 1960s, Hong Kong in the 1980s, Mexico in early 2000s, and today in certain regions/cities of China with production centers ever shifting to newer, low-wage labor centers such as India and Vietnam. Labor costs do vary from place to place and country to country. Labor cost is high in some countries compared with other countries that have lower labor cost. If a person in the United States earns $15,000 (minimum wage over one year), a similar person in China would earn the same amount of money in more than eight years and in India in 24 years.12

Around the world, “automaton” manual labor assembly lines, using the Fredrick Taylor scientific management practices, many in inhumane and slavelike working conditions, are churning out commoditized products for consumption in developed countries. In developed and some developing countries, however, manual labor manufacturing is no longer the most common job. It is the prevailing opinion that the majority of jobs worldwide are produced via a lower-wage, reduced quality-of-life, service-oriented economy. One thing is for sure: to compete globally, properly reward employees and executives, provide the best possible quality at the least possible costs, and perform loyal customer–building services, an HISE needs lifelong learners and financially literate, talented, and committed people.

In essence, in a ferociously competitive local, regional, national, and global economy, a business’s most valuable asset is increasingly the workers that achieve consistently high levels of performance, incentivized by fair compensation, especially in the HISE sector. The best way to develop business today is to develop people. OBM is the clearest and most direct way to link performance to management to compensation.13

In its simplest from, OBM is a management practice in which everyone is aware of the state of the business performance represented on the income statement and balance sheet and, while having individual duties and responsibilities, collectively focuses on the same goals. In a traditional business, this goal is to make a profit or increase the bottom line. In a social enterprise, this goal is not only to make a profit (aka surplus) but also to improve all parts of the triple bottom line within the operating year. This includes the following:

People: Providing livable wages and fair bonus plans for staff and providing the societal benefit that transforms ordinary entrepreneurship into social entrepreneurship.

Planet: A constant effort to achieve grid-free, environmental waste pollution reduction, energy conservation, and/or carbon reduction and consistently increasing profit generation.

Profit: Generation of surplus to reward shareholders, owners, and employees and provide for future investments.

OBM rejects the outdated approach to traditional and failed management practices that promote the fatally flawed concept that only senior management knows best how to steer the company and that employees or subordinates should simply wait for commands and do what they are told.

Instead, OBM presumes that success comes from organization-wide individual initiatives. These individual initiatives are flat, fast, self-organizing, self-sustaining, and clearly linked to team goals that are in turn tied to specific line items in the income statement and balance sheets. OBM instills new practices, such as a belief in the power of dispersed knowledge of the business across the team, a focus on team members acting on transparent financial information of the firm, true delegation and authority to manage resources of the firm as an intentional form of empowerment through personal responsibility, accountability, and reward, resulting in true quality assurance and team/player rewards.

OBM enables employees to understand how they fit into the “scorecard.” A scorecard is an internal tool that is relatively easy to develop, working off of financial statements of one’s enterprise, which has both clear annual and quarterly goals of the firm tied specifically to a bonus program, value building, and risk mitigation items selected from the income statement and balance sheet. This can be developed and distributed to employees to help guide and measure their own performance.
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Figure 6.2

The OBM scorecard provides a common chart for steering the company. OBM creates a broad and deep understanding for the entire team. Through OBM, teams and team members can have a quarterly and then annual focus on key goals of the HISE, which links to profitability and sustainability and integrity for the company. OBM is able to be broken down into more and more specific levels, where every team member can participate in OBM to promote company-wide efforts by each person to proactively act according to his or her duties and skills to solve challenges. This results in a significant decrease in workplace alienation and indifference, along with an increase in productivity. OBM-educated and -activated team members are aggressively on offense in support of the team rather than blindly going through the motions and waiting for the next paycheck or sick day in blissful ignorance of the financial state of the venture. In today’s economy, this is not only one of the most valuable practices to implement; it may be the single management practice that can save an HISE.
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Figure 6.3 Planning Pyramid Organizer.

One of the essential principles of OBM is that each and every team member must learn to understand the company’s financial statements, also referred to as “the numbers,” the “bottom line,” the “COGS,” and the “gross margins and/or net margins.” The reason for this OBM approach is the firm belief by the founder of the method, Jack Stack, CEO of Springfield Remanufacturing, that learning the financial numbers (which are highly informative, four-dimensional representations of data—because a simple financial number has height, width, and depth over a period of time) is essential in measuring the 30-plus dimensions of human behavior in the daily workplace relevant to business performance through each individual’s contribution.14

This OBM approach helps employees know whether they are meeting their customer needs, if the HISE effort is generating revenue and creating positive cash flow, how much needs to be produced or created, and what needs to be improved. It also helps empower staff members because they can begin to know that whatever tasks they are doing are helping the “numbers” move in the “right” direction, known as a stake in the outcome.

Another key principle of OBM is providing employees with a direct financial stake in the company’s success through a simple and fair compensation and quarterly bonus system. This system helps connect, motivate, and reward all who are truly dedicated to making the mission happen. It also helps distinguish between the three key types of HISE team members who the lead author, in his three decades of HISE venture development work, has worked with. OBM can be used to distinguish between HISE “movement members” and “mischief makers”—people who generally support the mission but really don’t know or don’t care about actually doing something specific to increase the financial performance of the HISE—and “web weavers,” who are into building a monument to themselves by constantly churning gossip, half-truths, and outright lies for the expressed purpose of creating for themselves their own power base not aligned with OBM. In the end, if an enterprise is profitable at the end of the year, all employees, staff, managers, and executives, get a cut, and if not, then no one does. For those selfish executive leaders and owners, in particular, who have grown up with guaranteed bonuses—an oxymoron if ever there was one—this may be the single practice that ends the desire to implement OBM. Many fatally flawed businesspeople simply do not believe that everyone should stand to share financial rewards through a joint success.15

Timely, accurate, and consistent systems of records that are able to provide financial information is a key component of OBM. Employees need to possess enough information to be able to measure their own related contributions to the teamwide HISE financial performance, ideally on a daily, weekly, or monthly basis, and have the ability to forecast the future of the performance for 18 months. By comparison, most firms share financials that are outdated by months or even years. This is similar to attempting to drive forward while looking in the rear-view mirror.

Providing team members with such information can actually help them manage themselves by adjusting to the present and creating the future. Workers who are empowered with information gain a sense of responsibility. As the workplace has indeed changed over the past few decades and information is now almost instantaneous, it is important for management to understand that team members need to have access to as much simplified and relevant financial information as possible, excluding the right to privacy concerning individual compensation levels. The point of OBM is that information translates into power, so why not share it?

What information in OBM is relevant, and what is not? Regardless of the industry, there are always some key operational numbers. In OBM speak, these are your HISE “magic number(s).” Your magic numbers have a visible, direct, and significant link and impact on mission fulfillment and profitability. You first determine the magic number for your venture (e.g., for an airline company, it is “load factor”—the number of filled seats on a single flight, which in turn translates into revenue and then is offset by related expenses for the flight; for the hotel industry, it is “rack factor”—the number of beds booked for the evening; for movie theater owners, it is the number of tickets sold per movie showing and the popcorn and soda combinations sold per session). A magic number is a key number identifying where all the profit is generated. For an educational institution looking at its current operations, the magic number is the number of current students enrolled and revenue-related sources linked to them versus maximum available capacity; for windmill farm owners, it is the number of hours per day per windmills operating at peak generation capacity; for a basketball coach trying to get his players to a winning performance level, the magic number might be the team’s total points versus the opponent’s total points, perhaps further broken down into categories such as layups made versus those attempted, the number of three-point shots taken and made, the number of made foul shots, rebounds, and steals achieved versus the other team’s statistics.

For HISE organizations, the magic number could be the actual beds filled in hospitals versus those available or the number of healthy and successful treatments versus those that failed. In education, it could be student achievement in standardized testing, attendance, and classroom participation. The 1.5 million social enterprises in the United States today each have a magic number that will ensure their success and sustainability when achieved. It would be conservative to predict that 0.01 percent of social enterprises actually manage to the optimization of this magic number in a systemic and team-wide manner, but the concept is built on the simple concept that what you track, improves.

Once a magic number is determined, how can this information be benchmarked, distributed, acted on, and verified? A few options include a weekly or monthly handout called a “team scorecard,” often placed in a centrally located posting area in the form of large laminated scorecards for everyone to see and know the magic numbers. The numbers should be easily adjusted to be daily, weekly, or monthly. Scorecards can be further broken down to be relevant for each employee through a personal performance plan that is linked back to the team scorecard.

Another method is to relay the company numbers to employees at a planned weekly or biweekly OBM meeting (OBM refers to it as a team “huddle”). The advantage of the huddle method is that you can discuss in person what the numbers really mean, which reinforces continual learning across the team and strengthens the performance-management-compensation continuum.16 Another low-cost, low-impact, relatively ineffective learning method would be to send out an e-mail to everyone with your own interpretation of the financial numbers and how you think the HISE is doing. Even if you get a “Read Receipt” back, there is no assurance of the level of an individual’s or team’s rate of learning or knowledge exchange unless a web-based survey tool such as “Survey Monkey” is used.

An often mentioned and greatly exaggerated concern by owners and executives who don’t feel comfortable using OBM is the flawed belief that the widespread use of information might harm the HISE by getting into the hands of the competition. In a majority of OMB practitioner experiences, your team (as the originator of the numbers) is always going to be faster and more adaptive than a copycat effort in the marketplace. By focusing on shifting and adjusting the HISE, OBM-driven venture as opposed to worrying about the competition, your HISE team can innovate at an ever better and faster rate. The competition is assured to always be one step behind the pace, because it is copying rather than innovating and evolving its own plan. Often enough, competitors spend too much time and too many resources seeking to copy that which is already either outdated or on its way to becoming unprofitable.

As in most ventures, daily performance of the team is where gains are made, and this can only be possible if management and employees are on the same team and same page of the scorecard. OBM users have found that the sharing of information actually builds trust, team cohesion, and team performance. These factors are so valuable in assuring success that it is worth the risk of the remotely possible event of an external competitor successfully acting on your information.

OBM also helps employees set goals for themselves, which is an extremely powerful force when it comes to performance-based management compensation. Jack Stack states, “The heart of the Great Game of Business is the annual game plan (summarized in the scorecard). By that, I mean a set of financial statements spelling out what you expect to do month by month for the entire year. Without a plan, people have nothing to which they can compare their performance, no means of recognizing problems, and no targets they can use to organize, motivate, and challenge themselves.”17 Because this practice is used so modestly by US business management today, it is no wonder that most working adults in the United States hate their job and the businesses they work for—a job that has no perceived value to the worker because of a lack of understanding, because no business leader or board member had the wisdom or insight to enable them to understand and act on and for the business.

Another false premise and unfounded concern is that the average worker does not possess the capability to understand the numbers. With OBM, basic math is primarily all that is required. A CPA or MBA level of training is not required for the average staff member to be able to achieve vastly increased rates of business literacy. This effort to work on the business of the business and the commitment to do so is especially important in terms of the leaders of social enterprises and their approach to building the OBM human capital base of the firm. As previously stated, social enterprises should be just as concerned with producing a profit (surplus) as any other enterprise legal structure, so it is crucial for the employees of a social enterprise to learn the magic numbers and attempt to find out how their individual performance can improve those numbers.

One example that comes to mind of the “employees know what’s best for the customer when given the authority to decide and act” model, is that of an Asian-wide, consumer-oriented company that had a unit it was scheduling to shut down, resulting in the layoff of thousands of staff because of declining sales. The cause of this decline was a fatally flawed centralized buying system with buyers from one country given the duty to determine product mixes for another country without true local insights, which resulted in the wrong product mix for the local customer market. In the final days, a radical decision was made by senior management to trust the local staff on the ground closest to the customer. Each store was allowed to stock what it felt its clients wanted, what would make the best profit, and what would move the most inventory in the shortest amount of time. Guess what happened? Sales skyrocketed. Tragically, however, the company closed its field stores the month it had also generated record-breaking sales.

As a social entrepreneur, you must understand that any minutes, hours, or days dedicated to training your team in the financials is an investment. Spending time with your team to help every member learn about the business and how each revenue and expense line works results in a balance sheet, asset-building impact, rather than an income statement, expense-line item. What this simply means is that your “costs” for committing to staff training in OBM is a balance sheet builder and an intangible asset value creator, creating goodwill, minimizing reputational risk, and generating measurable profitability impact over time. Again, this is an important shift in mind-set. Rather than viewing team meetings and training as an income statement “costly” item, appreciate that there is no better use of your time than building the capacity of your team to understand and act on the business. You must come to accept that if team members are able to better understand the business and then begin individually and collectively thinking about the specific actions they can take to generate more revenue, or what actions will generate greater cost reduction and what they can specifically do about it, positive impact will be felt across the HISE venture—immediately and in the long run as well.

Many OBM enterprises institute mini-training programs to share the basics of the financials. This is a powerful investment, because the majority of adult workers know little about the fiscal strength of their company and what they can contribute to it. Tragically, most only know the number of vacation days and sick days they have for the year.

A social enterprise leader can help HISE team members learn quickly by explaining the financial effects of daily activities. A clever manager might simply inform workers of how much output they are producing, how much it costs to produce, and then explore together what is possible to maximize efficiency on the individual’s performance. Once you figure out how to provide your employees with the essential information they need, you can also begin to empower them by engaging them in discussions on how to generate more revenue and how to decrease costs. Another OBM maxim is that least-cost producers can always compete, and because employees account for at least 70 percent of service businesses alone and manage most of the costs of any company, it is wise to include them in this OBM process.

OBM ventures will exhibit an increased ability on the part of team members to manage themselves without having to be supervised at all times. Empowered employees ideally will strive for the overall success of the company and possess the motivation and skills necessary to creatively solve problems and make changes on their own. If employees can make more decisions on their own, the company will run faster and more efficiently.

So how can you empower team members/employees? First, give them the opportunity to be empowered. In The Great Game of Business, Jack Stack talks about grouping together in “huddles.” These meetings are built around the concept of instilling accountability. Employees can voice their opinions about how they think their game of business should be played and what goals should be set. When people are constructively making their own objectives, they are more likely to follow through on them. This creates an interactive environment and keeps workers engaged and empowered. Employees can then put the plan into action and use numbers to measure whether they are operating according to the plan.18

Another way to empower employees is to turn the company or enterprise into a collection of smaller units, reflecting the concept of “managing by an income statement and operating unit,” championed by retired Goldman Sachs icon John Whitehead. Often too many stages are required to complete a unit of service within companies. Orders are secured, they are processed by various departments (often operating in silos), and they are then passed forward while other departments are just sitting there waiting their turn. The answer to this problem is to take employees from each area and create matrix teams, made famous by IBM. In this way, many orders can be worked on at the same time by different teams leveraging various and essential skills. People must work together to complete critical tasks more efficiently. Each of these teams, in a way, represents its own smaller version of the enterprise or company, and this is where financial information then needs to be made more useful to these matrix teams in the form of team income statements.

The power of a team working together in business is truly remarkable. OBM champions say, “It is easy to stop one person. But it is really hard to stop a dozen or a hundred united and around and dedicated to the same goal.” OBM teams operate as self-sustaining entities with a modest level of ongoing guidance from managers because they are primarily self-managing. Through that culture and operational paradigm, there is a desire to take on more responsibility. The value of a team as a whole is certainly greater than the sum of its individual parts.19

Another key action is to consider redesigning departments into “OBM business centers.” This method involves taking a Koch Industries’ market-based management approach and trying to make each department a “company within a company.” The premise is that each department should be held accountable for satisfying its internal and external customers. Each department should also be responsible for its own finances. This idea is exercised regularly in big companies, but the difference with OBM workers is that they are empowered with decision-making and budget authority, and they are clearly incentivized through a fair and understandable performance bonus program.20

The more you can reduce the number of silos, disconnected departments, the more you can increase overall accountability. Jack Stack states, “The big picture is all about motivation. It’s giving people the reason for doing the job, the purpose of working. If you’re going to play the game of business (where there are clear winners and losers and a scoreboard made up of your financial statements), you have to all be able to understand what it means to win. When you show people the Big Picture, you define winning.”21

Although empowering your workers is extremely important, you have to give them some incentives, or that empowerment can quickly dissolve. Praise without a salary increase or bonus eventually becomes inauthentic, stale, ineffective, and eventually deflating to the team. The most sustainable businesses in the world have learned this. The social enterprise sector must embrace this practice as well if it is to attract the best and brightest to make lifelong, career commitments to face the toughest societal challenges. Currently, the social enterprise sector loses talent to the private sector because of issues such as burnout and personal cash-flow challenges.

The solution lies in trying to align your employees’ attitudes with the attitudes of the company and vice versa. The path to achieving this alignment of attitudes is to ensure that workers’ efforts are directly and clearly tied to the success of the company and to a system of reward sharing. The objective of OBM is to enable people to see and accept that if they help the company do well, they will do well personally, and the company can then do more good for customers and the communities it serves. Likewise, when the company is losing and the financial scoreboard shows it clearly and concisely, they are losing as well and need to adapt and act. OBM certainly asks a lot of the average employee, so it is fair that their actions be justly compensated with rewards tied to the company’s success.

Hundreds of forms of compensation exist in the business world today. Most social enterprises focus on salary, retirement, and sick and vacation days. There can be innovative forms of stock ownership, profit sharing, or even an annual salary bonus (e.g., in an HISE environment, setting a bonus pool of 30 percent of organization-wide salaries as a fixed line item in the next annual budget tied to a target that, if hit, is paid as a percentage of salary to each and every team member). There are many times when traditional businesses will give out a bonus, and employees will be truly surprised and wonder what they did differently from previous years. Other times, they will truly perform to the best of their ability but surprisingly have no awareness of how the venture is doing throughout the year. The difference between the way other companies use compensation and how OBM companies use compensation is that employees know exactly how much compensation they have an opportunity to get and exactly what they have to do to get it. OBM employees have a clear idea at all times whether it will be a month-by-month or week-by-week game and how they are going to be eligible for some additional compensation.

A good first step to implementing an effective bonus or profit-sharing system is to establish some team goals. Team financial goals can differ from company to company. One thing that all companies care about is the bottom line, or, in the case of social enterprises, the double or triple bottom line. Setting some operational goals can help ensure that the bottom line or even triple bottom line gets to where it needs to be quarter to quarter or for the full year. As we reviewed earlier, every industry has two or three key figures or a magic number(s) that the team can focus on to indicate the health of the company. When setting these goals, it is crucial to make sure that people understand why they are important to the company. Also, the goal should be monitored by an existing reporting or system of record in a way that everyone can understand. Goals should be SMART—relating to improving your magic number(s) by quarter of the fiscal year: “Specific,” what and by whom; “Measurable,” starting and ending measurement; “Actionable and Attainable,” what can be done today and this week; “Realistic,” visually conceivable, emotionally believable, and practically achievable; and “Time Driven,” achieved within a certain length of time. Through this process, staff members should be able to have a clear effect on the outcome of these goals. It is more effective to set reasonable, smaller goals rather than unrealistic ones. Beware that a common inclination is to have multiple goals. My recommendation is to have four goals for one quarter: one goal to improve a revenue customer–related number; one goal to improve an expense—COGS or operating number; one goal to address the assets of the balance sheet; and one goal to address the liabilities of the balance sheet.22

Jack Stack teaches that “People have to see the effects of what they do, or they won’t care. It doesn’t matter if the effects are good or bad. If you go out every day, and nobody notices whether your work is good, bad, or indifferent, you’ll stop caring.”23

After you establish some reasonable goals, the next step is to decide how the team should be rewarded. Rewards don’t need to be complicated or lavish. You can start with small team or company-wide recognition events and rewards (e.g., sponsor a once-per-quarter pizza or bowling party with small trophies presented along with financial rewards—$10 to $50 gift certificates or checks (with appropriate payroll taxes withheld). You can then evolve to set aside bonus pools of anywhere from 30 to 100 percent of annual salaries to be paid out if all goals are achieved and the firm is, as a result, on strong financial footing. This plan must have the total buy-in of the board and executive staff if it is to be implemented successfully. It also needs to be allocated as a fixed line item on the annual budget to ensure that the financial compensation rewards are being budgeted for and are available to pay out. Please note that one of the greatest forces for destroying team morale is a failed, half-hearted performance bonus program.

As a social enterprise leader, you must begin by asking yourself a few key questions. The first is, “Exactly what is the financial condition of my enterprise, and what do I want to change for the better?” This clarifies goal setting for financial benchmarks. Then you can determine how much of a budgeted line item team members can be able to earn through bonuses or profit sharing. For payroll, start at 25 percent of salary and work your way up to 100 percent over the next two to four years. The resulting motivation and effort will be quite noticeable.

Know that all change is challenging and new systems take time to work, to be understood, and to be trusted and believed in. As an HISE leader, discussing a performance bonus program tied to salary will likely come as a bit of a shock to the system and culture of your organization. If your organization’s culture emphasizes selflessly changing the world and not being in it for the money, then you will need to explain how OBM helps you do good and do well. OBM helps you recruit and retain great team members that you need to overcome great societal challenges. If the challenges you face were easy, wouldn’t the government or corporate America have figured it out and either licensed it or turned it into some type of commoditized/arbitrage/derivative product? You as an HISE leader are indeed gifted and burdened with the vision of seeing what is possible while others see what is impossible. OMB makes your mission Mission Possible. As a HISE leader to be, in waiting or in action, you are a prisoner of a higher calling. This higher calling is powerfully reflected in a line from Robert F. Kennedy’s diary reported by his son and editor Max Kennedy in the acclaimed Make Gentle the Life of This World—The Vision of Robert F. Kennedy.


None can usurp the height (of heaven) but those to whom the miseries of this world are their misery that will not let them rest.

Author unknown, recorded in RFK’s daybook



OBM also goes both ways: if there is growth, there is shared gain; if there is no growth in the company, then there is shared pain. Compensation and performance bonuses are directly linked to the company’s overall improvement.

Do you want to establish a bonus pool for the tracking and improvement of a particular magic number? How should your payout be structured? Some ideas: a quarterly bonus pool tied to the annual pool as a percentage of net revenue; a bonus pool established as a percentage of total compensation (e.g., 25 percent) payable based on quarterly goal progress in increments of 10 percent payout for Q1, 20 percent for Q2, 30 percent for Q3, and 40 percent for Q4 based on quarterly and cumulative annual goal achievements; or an annual salary increase equal to the rate of growth of the company plus a quarterly paid bonus pool; or a combination thereof. The bonus pool can be divided equally across all employees of the company, or it can be distributed proportionally taking the total bonus pool and adjusting it to the percentage of goals achieved with prorated payouts based as a percentage of each employee’s total compensation. Basing it on a percentage of total compensation might make more sense because people with higher salaries usually are taking on more responsibility.

For example, if the HISE chief executive officer is compensated at $200,000 annual compensation and the most junior/lowest salaried line staff member is compensated at $20,000, each could be awarded up to 25 percent of salary if 100 percent of the goals for the year are achieved. The CEO would get a $50,000 performance bonus (less payroll taxes that must be paid personally), and the line staff member would get a $5,000 performance bonus (less payroll taxes). When implementing this program, be prepared for team members to be shocked within a typical nonprofit culture as you are shifting to an HISE culture. They might say that they are at the HISE for the mission not the money. You can simply reply, “I understand. Although we are trying to reward high performance and enable our staff to build careers in this sector, some may choose not to accept financial rewards. You as a staffer can choose not to receive a financial reward, and we can then allocate the post-tax equivalent either back into the bonus pool for others to share or allocate it to our Team Member Annual College Scholarship Fund” (which should be established anyway as college tuition costs are a major burden to HISE team members with young families). I have never to this date in my management duties experienced, in the end, a single staff member choosing to reject a cash bonus based on performance.

Please know that the gap of compensation noted above is actually a modest “assets under accountability” gap ratio spread of 10× for annual compensation reflecting differences between line and executive levels duties, responsibilities, and performance demands. Some corporations use up to 50× for allocating salaries across the gap, and many others have obscene ratios in the 100× range or more. This divides rather than unites the team and creates structural disharmony through cozy, self-serving, ludicrous board compensation committee decisions.

As your system evolves, you might want to have one teamwide financial goal and then one goal per unit. It should be possible to max out both, win on one or the other, or, with no progress, receive no reward.

When should bonuses be distributed? Although the details depend on the situation, successful OBM strives to make the “game” relevant each quarter, as opposed to waiting for year-end (which essentially could be up to 60 days or the 14th month of the year after fiscal year-end). Waiting 14 months for a reward that you have been chasing throughout the operating year does not give the timely feedback and incentive that is necessary for most employees to stay focused and driving forward. Commonly, a bonus is distributed annually; however, the “game” could be structured to have payouts quarterly, based on a sliding scale building toward year-end goal achievement and paid on progress in the quarter.

Another example of OBM in action follows: an HISE team member has an annual compensation of $60,000 and the potential to earn a 25 percent annual bonus based on success of the teamwide and unit goals. The team member could be paid quarterly (Q1, $2K; Q2, $3K; Q3, $4K; Q4, $6K), and the goals that generate the payment could be tied accordingly to the payout. As a percentage allocation, this 25 percent of salary cash payout is meaningful, and it is again important to note that the team members agree to pay all relevant payroll taxes. The social enterprise must budget for these payouts and for the payroll tax employer share as well. This option is quite different from the end-of-year bonus payout, where workers might have trouble looking so far down the line to find their motivation. The goal is to keep team members supportive of their unit and the team across the board throughout the year.24

Another alternative for compensation that should be discussed is stock ownership, either in fact or what is referred to as “gray shares/virtual stock.” More and more companies have been instituting these plans, largely because Congress has granted certain tax breaks for these plans. Although tax breaks are beneficial to companies, an even better reason for implementing stock options is that these plans actually enable employees to become owners of the company. When combined with the core principles of OBM, this unleashes a powerful force that encourages all employees to act as owners.

Lastly, you can start to create an atmosphere in the company that asks all workers how they are contributing to making or saving the company money. A typical worker is usually evaluated on what he or she did for the company—specific tasks, reports, labor, and so on. This approach forces employees to review their personal performance plan (PPP), manage to objective and key results (MOKR), and their every move as to whether it is cost-effective or not and what they can do to change it or maximize profits. You can even evaluate each worker specifically by how much profit they are individually producing for the company.25

Although some companies may not be capable of providing this option, it can be a good tool for helping employees think and act like owners. A virtual stock ownership system can be designed, but it should be noted that this option is not necessary to execute OBM; the forms of compensation mentioned earlier provide a good start toward getting your employees thinking like owners. Stock ownership mirrors all the ideas of OBM. In short, success for the company equals success for the individual. Interestingly enough, stock ownership alone does not always lead to improved performance. But ownership attitude paired with empowered workers provides a reasonable likelihood that improved venture performance will result.

When workers receive the ownership of stock, it tends to help them focus on the long term as well. They can work to achieve their short-term goals, which contribute toward accomplishing their long-term goals, which in turn benefits their stock ownership. Enterprises that have the ability to share some equity should take advantage of such an opportunity because it gives employees a mind-set that says the sky is the limit.26

So now that we have explored the basic elements of OBM, what are the key steps toward implementing OBM in your company? There are numerous ways of making this happen, and the most realistic is to ramp up to read as much as possible about OBM practices, invest in attending a workshop sponsored by SRC, and start small but start today. This is the most realistic, because it will take a learning curve and organization—and director-wide support of the effort.

A good first step could be to gradually get your vital numbers out there to employees in the form of a poll. Why not ask your team what your magic numbers are from a triple-bottom-line point of view? Another approach might be to take just one metric for a week and build a game plan around it to improve it. Some companies use trivia-like games on Fridays and provide employees with the same numbers being used by top management on daily sales or the highest gross margin product line—anything tied to the income statement. Whoever provides the most accurate guess wins a prize collectively purchased by senior management. This is a good way of introducing employees to the numbers gradually. As a basic educational effort, all team members need to be able to read and understand the income statement and balance sheet. Another way of gradually introducing the numbers is to start holding top managers responsible for knowing the numbers (they already should) and then work your way through the organization through 15-minute daily training sessions.

A manager’s job by definition is to know what is going on in his or her company; yet even managers can be isolated, alienated, goal conflicted, and disempowered and only know or focus on the information specific to their own department. If you want to really grab people’s attention, a good way to start implementing OBM is to announce the termination of yearly bonuses. All team members will want to know what is going on. And when you tell them you want to work with them to achieve bonuses year-round, they will likely devote all of their attention to understanding what new rules of the game are being implemented. You should have the new alternate profit-sharing or bonus program that is tied to success ready to go. It is essential to have a simple set of metrics to explain and track from the front lines to the back office to the board level.

Case Studies

So let’s take a look at successful applications of OBM in practice: one for-profit company—Manco, Inc.—and one HISE nonprofit company—NFTE.

Manco, Inc.

The implementation of OBM by CEO Jack Kahl at a company called Manco helps illustrate the steps that can be taken to integrate OBM and grow a company. Manco, Inc., is a medium-sized supplier to the retail industry. They are a privately owned company located in Akron, Ohio, and manufacturer of a vast line of branded consumer products for the retail market and office products channels, including adhesive tapes, do-it-yourself (DIY) products, mailing supplies, office products, and children’s craft supplies. Since Jack Kahl took control of the company, Manco has increased its revenues impressively from $800,000 in 1971 to $167 million in 1997. Their number of employees also exhibited incredible growth, increasing from a single employee to more than 300. This was no coincidence. Kahl cites OBM as one of the company’s keys to success. Much of this growth can be attributed to Manco’s focus on customer service. By 1997, Manco held 53.4 percent of the market share for DIY products by gaining a reputation for its speed of product introduction and for rapidly penetrating the market with new products.

Manco demonstrates one of the first core principles of OBM in a few unique ways. Rather than take window offices like most high-level executives, Manco’s vice presidents arranged their offices to be centered in the middle of the room. They have dubbed this part of the office “action alley” due to its frequent visitation from employees and its easy access to whatever information they seek. Another good example is Manco’s cafeteria. Sales growth over the past three years is shown in different colored duct tape on one of the walls. Daily sales are compared to the previous year on another wall using a chalkboard. A third wall illustrates Manco’s estimated share price since 1985, which also represents their dedication to employee stock ownership plans (ESOPs), thus translating company success into partners’ (they are not called employees) personal wealth. Finally, LED displays are strategically placed throughout the company to instantly share company news.

Manco exhibits another core principle of OBM by teaching the basics of finance and business. As opposed to traditional businesses, Manco holds its CFO accountable for demonstrating complete openness of all information as well as communicating, motivating, and coaching employees. They also use various techniques to help teach employees the basics of business. Training sessions are set up for up to 30 employees at a time, using classrooms in which they learn the basics, such as learning income statements and balance sheets. More complex classes might teach employees about inventory costs, labor costs, and so forth, and how they all affect the bottom line. Even more important, all of these lessons are reinforced on a daily basis at the workplace. As Manco expanded, it even named a part of a new building they built “Manco University.” In addition, Manco has instituted beneficial programs that promote self-education by employees at area colleges and universities.

Empowerment has proved to be essential to Manco’s implementation of OBM. As previously stated, people who work at Manco are not considered employees; they are considered partners. This is not just a ploy to make them feel better. They are also treated like partners and given complete access to all financial statements. The transformation of departments into business centers is a great tool that can be used to empower workers. In Manco’s case, it made each product line and department accountable for reaching specific financial and performance goals. An example of this is how all partners who work in the shipping and distribution department are given permission to stop any shipment of an order that does not meet corporate quality guidelines.

Finally, Manco is dedicated to ensuring that every partner directly shares a stake in the company’s success as well as the risk of a possible failure. It connects employees’ performances to the numbers by setting annual targets for net earnings and return on operating assets. If partners manage to hit both of these targets, then Manco pays bonuses ranging from 10 percent up to about half of their total compensation. In addition to these great bonuses, they have instituted ESOPs. Partners at Manco own about 30 percent of the company, which has also implemented a profit-sharing program.

OBM has so evidently revamped Manco that it can even be seen in its mission statement: “Manco’s mission is to build a consumer products company that offers products and services to our customers that will bring quality and care to their lives. Our backyard, the United States, is our foundation for growth, and we will strive always to build new buying and selling partnerships globally. Quality products and caring personal relationships will always be the formula used for delivering extraordinary value to our only boss, the Customer.” As can be seen, the practice of OBM has totally transformed Manco from an idea with one employee into a growing vibrant company with many employees who have fun every day striving for the success of the company and in turn for their own personal success.

NFTE—Network for Teaching Entrepreneurship

NFTE (www.nfte.com) is a 501(c)(3) organization dedicated to helping youth create their own pathway to prosperity through entrepreneurship education. NFTE achieves this mission through an ever-expanding high school and middle school teacher and youth worker network trained in a constantly updated experiential entrepreneurship curriculum. NFTE started with a belief that youth born in challenging circumstances and communities of need are gifted in the field of business. NFTE’s first programs were in two locations: South Bronx, New York, in a public school (Jane Addams Vocational High School) and Newark, New Jersey, at the Boys and Girls Clubs of Newark. NFTE had mission customers (youth who had no money to pay for goods or services), stakeholder customer-donors (foundations, corporations, family offices, and individuals), and education contractors (city, state, federal, foreign country, and global agencies). NFTE grew from an annual start of 200 students and two teachers in two states and a staff of four on an annual budget of $200,000 to a true global movement of 50,000 students annually (1.5 million historically) educated by more than 4,000 Certified Entrepreneurship Teachers in 31 US states and 14 countries with a systemwide staff and consultant team count of nearly 100 and a budget of $20 million ($150 million historically). OBM was pivotal in guiding our behavior and driving our success.

At NFTE, where I served as CEO for 14 years, we implemented OBM across our (30 plus) operating units. It was a struggle. Even something simple like forecasting for 12 months into the future for a social enterprise was an initial challenge. I went to Springfield, Missouri, three times and recruited Jack Stack to join the board of NFTE; he and his team helped us immensely and share credit for any good we have achieved to date and any young entrepreneurial lives who are living their “E” (Entrepreneurial) Dream.

We had to revisit our key customer and cash flow and operations assumptions to find our magic numbers. We struggled with the simple question of who our key customer was: was it the student, classroom teacher, or principal of a single high school? Was it the superintendent of the citywide school system, a leading foundation executive director, a leading CEO, a state board of education chair, a state governor, a city council, or a state legislator? Was it members of the US Congress, the US secretary of education, the president of the United States? Was it a combination of all these people? We struggled with the questions of what were the magic numbers to our revenue, to our expenses, and to our program areas of operations and activities. We struggled and we made some decisions—not perfect, but we started and we went for OBM all the way. We started with 16 measurement indicators across finance, program, operations, and impact evaluation; this was after initial enthusiastic efforts came to be seen as too much to track and manage. At the time, we were among fewer than a dozen social enterprises in the United States working to embrace OBM. We had to eventually simplify to six indicator areas related to the financial and programmatic strength of our organization aligned to our mission just to be able to work with our accounting, operations, program, and evaluation teams to get reasonable data feeds from systems of record already in existence and operating on a current basis. You do not and should not set up a separate management information system to implement OBM. Use the data and reports already being generated or fuse them, but don’t create more administrative work; strive to simplify the information available and make it come to life for the entire team.

We set up an annual salary bonus pool, set up team goals and systemwide goals, and played the game. Some staff did achieve 25 percent maximum payout; in a good kind of way, the executive staff was never able to achieve the 25 percent score because we were never able to get the entire team to 100 percent of all goals. We came to understand that there are forces that can grow you and forces than can slow or close you down, and as managers, we need to focus on both areas. We came to see that across our system, the “Pareto Optimality See-Saw” was always at work—namely, 20 percent of the teams/profit centers generated 80 percent of the net profit teamwide, and 20 percent of the teams/profit centers generated 80 percent of the challenges. Over the years, we averaged anywhere from 0 percent payouts up toward 15 percent of annual compensation payouts. As always, there were quantitative and qualitative considerations, but we tried to stick as close to the OBM formula as we could. There was always fine-tuning of the OBM/Great Game of Business to make it work better for our business model.

We did periodic OBM-NFTE reports, quarterly and semiannual reviews, and weekly and quarterly team huddles. We tried different ways to communicate OBM, and we used it to guide our decision making. Also, when we took our eyes off OBM, we slipped in learning, focus, and performance as well. Over the years of implementing OBM, various teams adapted and led the way and NFTE, and a team was always the better for it. In the end, as an HISE leader, you don’t need to struggle alone. On this coming July 4 holiday, do you really want to be the only one worried about making cash flow and performance great? If you want to suffer alone, good luck. If you want to succeed with the team, OBM is the way forward.

Other communication options include ways that you can strategically distribute monthly or quarterly income statements in team meetings (so people can learn through interaction) and link it with a bonus program tied to the bottom line. There are many ways to go about this, as previously discussed. At inception, an OBM strategy should be treated like a fun and mission-critical game that has clear rules and clear ability to achieve a difference in the outcome.

As simple as it sounds, some of the best OBM companies create value in their companies by working across the team and building in a fun approach to building the business. Jack Stack pioneered this notion that business can be like a game, and just like any game, you have to know the rules to be able to play, and winning at it is fun. Every game has its goals and objectives, and usually the players who practice the most or put in the most effort have the most success.

When you think of the word “work,” it does not usually bring the idea of fun into one’s mind. OBM enables you to reposition the workplace and allow a level of passion and fun and intensity to be released in building the business, and as a result, staff usually end up achieving better results. Jack Stack believes business simply comes down to educating your employees as to how to play the game. “Our real business is education. We teach people about business. We give them the knowledge that allows them to go out and play the game (of business).”27

The Patronus Is the Bonus!

In the magical world of Harry Potter, a Patronus Charm is a powerful force for good and is generated by good wizards seeking to protect others against dark forces, including Dementors, who seek to suck the joy and life out of people and, in Harry’s case, young wizards. For any young wizard like Harry to defeat the Dementors, he had to focus on genuinely powerfully happy memories. As an HISE leader, your challenge is to use the OBM to create more work place Patronus Charms—aka bonuses. Many workers around the world today would be hard-pressed to list happy workplace memories. Why? Because leaders and systems have failed to create the environment that creates them. Wouldn’t it be great to have the workplace be a source of happy and powerful memories from winning at the Great Game of Business to further drive the business forward?

In social enterprises, performance, management, and compensation can be united in the performance bonus. The bonus, in essence, is the HISE Patronus. It should and must serve as the empowering force for positive action within the team. OBM can be the management and practice that can activate and actualize your HISE triple-bottom-line scorecard (profit/surplus measure, team staff measure, environmental measure). Board, executive, and staff commitment to the practice of OBM is a must have. And a 25 to 100 percent salary bonus program for all staff, based on successful achievement of team goals is a must do.

This type of systemic thinking would enable social enterprises to begin to build essential financial reserves by growing their revenue base based on effective action, while attracting and retaining top human capital talent for the cause. Many of the top performing industries in the world economy pay base salaries and link those base salaries with significant upside bonuses when the company profit is secured. If social enterprises could develop a compelling compensation program, I predict there would be a stampede of the best and brightest from the current high-paying, soul-numbing sectors of our economy to the extraordinarily soul-filling sectors of social entrepreneurship.

For social enterprises in particular, the most important resources are clearly having the best people on the team, doing the right things in the right positions and empowered to move decisively and make the best decisions in the best interests of the HISE. Surely the challenges you face as an HISE leader are enduring and daunting; so why not attract the best and brightest and enable them to have careers and raise families and reject the oft-cited more of the sector of taking a vow of poverty? The key to empowering the team is to give its members the appropriate knowledge they need to contribute to the attainment of the vision and mission and triple-bottom-line scorecard annual measures. Equally important as a second step is the clear ability for each team member to share in the rewards in a fair, transparent, and commonsense way. This idea is central to the success of the future of the social enterprise sector and is at the heart of the practice of OBM.

Social enterprises face the most daunting challenges of our time and usually, as part of the territory, have the least amount of resources. Are you doomed to muddle along seeking just to survive by repeating the failed and outdated practices of the past? Can you change the future of your HISE through OBM? I say yes. I say why not have the best team working on the most intractable challenges of the day. Why not take this team and motivate them in the most fair and effective way possible—using OBM.
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CHAPTER SEVEN

Performance Management Models for Social Ventures

Nasir Butrous

Ellen McBarron

There are few differences in the way that organizations do business or in the products and services that organizations produce or provide. Similar products and identical services are offered by banks, airlines, and hairdressers around the world. What differentiates one organization from another? What contributes to the success of one and not another? The answer is employees who make the difference. Talent management ensures that the right people are recruited, selected, and retained to provide true competitive advantage. Employees who are motivated and aligned with corporate goals achieve success. Their performance is vital to the organizational performance equation. How do we ensure that task force offers a competitive advantage for social ventures? To do so, good performance management is needed at all organizational levels.

Before the 20th century, businesses had difficulty properly collecting and analyzing data. In 1970, decision support systems were introduced in business; Riverside says this allowed for departmental measurement. In 1980, executive information systems were introduced.1 The executive information system could effectively summarize ongoing processes within an organization. By 1990, business intelligence improved with the introduction of computer technologies. Customer relationship management also improved. Advanced management techniques, combined with new technology, improved the planning, reporting, and analysis in business. The models developed over the subsequent years were based on the scrutiny of input, process, and output. Input, according to Hartel and Fujimoto, refers to the source materials of the output, such as labor hours, raw materials, land, and capital.


Also engrained in the notion of input are the elements of contextual performance, which include employees’ motivation and engagement and their discretionary behaviors to apply the full potential of their cognitive, affective and behavioral qualities to accomplishing organizational goals. Output refers to the accomplishment of target levels of productivity e.g. number of units sold, customer satisfaction and profit margin.2



The development of personnel and human resource departments paralleled the development of the performance management concepts. Initially, from the 1900s to the 1940s, personnel departments were concerned with the welfare and administration of organizational staffing requirements, pay, and so forth, with a focus on the legal obligations between employees and employers.3 From the 1940s to the 1970s, organizations focused more on the staffing and training of staff. Until this time, performance management was not considered.

The decades of the 1970s through the 1990s, however, saw a huge transition from a personal personnel concept to the concept of human resources management (HRM) and the formation of human resource departments. The HRM role is defined as an integrated set of personnel activities, linked strategically with organizational objectives. This focus was on the productivity and motivation of staff. The logical belief that higher productivity would follow if employees had their needs met was behind this focus. Companies ventured offshore and began to think competitively. There was now a demand for performance management, because the need for feedback and information was vital. The notion of profits as the focus of mainstream organizations was enhanced, and the marked difference between mainstream and social enterprises became more apparent. Social enterprises were more firmly focused on the common good, mission-driven objectives, and the needs of stakeholders than thoughts of profit and efficiency. Many did not set strategic goals, so the effectiveness or efficiency of the organization was not discussed, let alone measured.

Today, the focus is on strategic and global HRM, and with that, all enterprises, profit and not-for-profit, are focused on the best use of resources at all stages of input, process, and output. The concepts of devolution of power and authority through empowerment, outsourcing, and automation and more generally acceptable goals in all spheres of business are taking place in many organizations, regardless of their focus. The need for performance management was never more evident. Strategic HRM drives all organizations to focus on increased productivity and less waste; collaborative problem solving; increased employee participation, commitment, and loyalty; fewer accidents and improved health and safety climate; lower turnover, stress, and absenteeism; increased innovation and improvement processes; talent attraction and retention; and the management of diverse task forces.4

Definitions and Scope of Performance Management

Organizational performance management does not have a definitive definition. It is difficult to find a definition for performance management that suits all concerned. Keung, Meier, and Wettstein believe that performance management has a significant role within the organization.5 First, start by tracking the performance of the organization. This seems self-evident, but the support systems required make this a good place to start. Solid support for internal and external communication regarding performance is important and helps managers provide support for tactical and strategic decision making and enables the capturing of knowledge in an organization, which facilitates organizational learning.

Employees are at work for approximately eight hours per day. They come with baggage because they have lives outside of an organization. It is essential that when they are at work, they are focused on achieving the organization’s goals. Everything they do should be contributing to the success of the organization, regardless of the choice of performance management model, discussed later in the chapter.

The literature presents a variety of definitions of performance management. Hartel and Fujimoto state that performance management is a collective range of activities conducted by an organization aimed at enhancing individual-, group-, or unit-level performance with the overarching purpose of improving organizational performance in the long term.6 Millmore and colleagues refer to performance management as a strategic and integrated approach to delivering sustained success to organizations by improving the performance of people who work in them and by developing the capacities of teams and individual contributors.7 On the other hand, Schermerhorn and colleagues argue that performance management deals with organizational resources and customers. Resources must be put to good use, and customers must be served well. Social ventures must add value and wealth to the society by providing services that are worth more than their cost.8 This ensures that whether the organization has a for-profit or not-for-profit focus, inputs should be used efficiently to achieve organizational effectiveness.

Performance management should include both task performance and contextual performance. Hartel and Fujimoto define task performance as the cognitive and behavioral qualities needed to produce the goods and services that constitute the organization’s output.9 The contextual performance reflects the qualities that value adds to performance. This is the added value that an individual brings to the workplace (such as communication skills, teamwork, leadership, exceptional customer service skills). Only with this understanding can we begin to consider how we manage the performance of our employees. Software companies such as PeopleStreme.com perceive employee performance management as “a process for establishing a shared workforce understanding about what is to be achieved at organizational, departmental, team and individual levels.”10 This means that managers, regardless of their level, can determine what they want measured and base their performance management around these needs and concerns. The employee perspective comes with aligning measured outcomes with employee performance to achieve these objectives at all levels. This, in turn, leads to the necessary next step of improvement, greater achievement, and the requisite learning and development.

In goal theory, all activities in the workplace should be building toward the achievement of organizational goals. If the strategic goal is to reduce costs by 10 percent, then every activity and task should be contributing to the success of this cascading goal. If the goal is market penetration, then the effort of each individual should be focused on this achievement. For a social enterprise, the organizational goal may be the societal impact, such as number of jobs created for the marginalized, number of people no longer relying on the social safety net, increase in number of contributing taxpayers, waste saved from landfills, and so forth, and every level of the organization will be focused on the achievement of these outcomes.11 This has an impact on daily decision making and the communication of every member of the organization, which gives rise to the issue of communication of corporate goals, open-book management, and the salary/pay link to performance, all of which will be discussed later in the chapter. If the focus is on the open system model, then interaction with the community is the focus and the process in the exploitation of environmental resources.

The need for performance management is equally relevant to for-profit and not-for-profit organizations. The best way to ensure efficiency and global responsibility for the inputs that we use is to ensure that understanding and skill are applied to their use. The best way to ensure outputs are what the organization needs is to ensure application and skill in their delivery. Performance management can support and fulfill both scenarios in the organization when applied correctly with the model of choice and developed to ensure the success of the employees and the organization as a whole.

Benefits of Performance Management

From an organizational perspective, all workers should be contributing to the outputs of the organization. This is in the interests of the organization, employees, and the society at large. It is also in the interests of organizations to identify poor performance and provide intervention strategies to turn a situation around. Often, the human factor can have a negative impact on performance, and support can be provided to ensure this is corrected. Other times, the selection criterion has not been successful, and individuals are better suited to other areas or industries. This is often handled badly in organizations and left too long for an intervention to be successful, resulting in a negative outcome for the organization, the individual, and the wider community.

Organizational Benefits

Performance management is an umbrella term. It describes a range of activities that when connected can enhance organizational performance. Although some organizations break this down to performance indicators, doing so is a narrow and restrictive view of performance management. The links to an organization are not restricted to linear objectives and can in fact be integrated into an organization in both horizontal and vertical ways. Performance management can change cultures and working practices and often drives change if integrated in a strategic way. It can assess individuals, identify promotional opportunities, overcome negative behaviors, and enhance organizational effectiveness. The organizational benefits are self-evident in the success of effective and efficient inputs, processes, and outputs. Millmore and colleagues assert that for performance management to be truly effective, there are other aspects that must be considered.12 An example would be regular feedback and communication in general. Allowing employee “buy-in” to the organizational goals is more proactive and beneficial than viewing performance management as a management control process, fixated on one model to ensure employee compliance. Overall organizational strategy is the key input to the performance management system.

Social enterprises are mission focused and, as such, are value-driven and community-based organizations working for the common good, focused on becoming more self-sustaining by generating income through the sale of services and/or products in the marketplace. This is particularly important because increasing numbers of organizations compete for shrinking dollars in the form of donations and grants. Self-reliance through social enterprise presents these organizations with freedom and control to fulfill their mission and mandates, and reduces time spent fund-raising and reporting to funders. For these organizations, the need for performance management to help achieve these outcomes is essential. Benefits to the organization are measurable and manageable.

Social enterprises must first ensure that employees and volunteers know what they are expected to achieve. How do organizational goals affect their work? What milestones of achievement are necessary for promotion? This information establishes the performance required and the standards expected and must be part of the organization’s strategic planning, in that the responsibilities for achieving the goals and outcomes of the organization are part of the devolution of authority and control. Performance management feedback is required on a regular basis, and support and coaching should be available for those not succeeding.

These steps allow managers to gain insights into the motivations of the people working with them. At the same time, organizations can retain motivated employees who understand and contribute to the overall success of the organization through regular discussions. It is important for managers of all organizations to be aware when objectives are achieved and, more importantly, when objectives are in jeopardy. Management needs to be measured by the same outcomes and to give full support to the process. If the discussions lapse into one conversation per year, then the process fails, opportunities for correction are lost or come too late, and staff motivation could be jeopardized. Lack of management commitment to the process of performance management sends a clear signal to staff that it is not important. Strong, motivated performers need continuous feedback, and its lack will haven an impact on costs through higher turnover rates. Strong community evidence to this effect is available. Chief executive officers (CEOs) obtaining large bonus payments when the organization has not performed is considered scandalous. Within organizations, nonachievement of outputs should be an unacceptable practice that drives a strong culture of achievement and success. The Society for Human Resource Management identifies the need to recognize that human behavior is fundamentally goal driven and that we use goals to direct attention, increase persistence, and motivate the development of strategies and plans to achieve those goals.13 Discussing in person the performance goals for the coming year is a good use of a manager’s time and will ensure no miscommunication. The same topic can be misunderstood when discussed in circulars, e-mails, and notice board announcements.

Goals change throughout the year, and these changes must be comunicated to staff. It is neither possible nor fair to hold employees and volunteers accountable for achievement of goals that have changed in direction or intensity through the review period without alerting them to these changes in a timely manner. Managers must also ensure that there is consistent communication across the organization. Differing interpretations of the performance management model the organization chooses to use can be destructive to the process. Training of managers to ensure an equitable and consistent message is vital to success.

Highly motivated and engaged staff means that turnover costs are reduced, and retention of top talent can be seen as a strong asset to the organization. The companies that will successfully survive downturns in the economy are those with a strong talent management process in place. Performance management allows for the development of corporate cultures that unite people behind the singular goal of value creation.14 People and the value they create are the lifeblood of organizations. Beer argued that “leaders at the most successful organizations have a vision that looks beyond the bottom line . . . they build an institution and a corporate culture that allows people to excel and perform at the highest levels.”15 This culture is further supported if the feedback goes two ways (that is, feedback to and from the staff).

Regardless of the model chosen by the organization to monitor performance, a Behaviorally Anchored Rating Scale (BARS) should be part of the mix. BARS is a link between the task of the job and the behavior of the incumbent performing the job. Most organizations measure the outputs of the job, but few measure the skills required to do the job. BARS offers that link. Generally, organizations reduce measureable areas to key responsibility areas (KRAs) or identify key performance indicators (KPIs). These are the key responsibilities of the employee, and the outcomes are measured to determine success. If this is the only measure, then the organization can find itself in a situation in which the employee is doing a great job when considered on KRAs or KPIs but failing miserably in teamwork, attitude, or customer service. Without a BARS component to the KPI or KRA measurement, organizations could find it difficult to replace an employee who does not meet the behavioral demands of the job and is destructive in its execution. BARS also gives organizations the opportunity to find excellence in execution, employees who bring exceptional behavioral skill to the job, and contextual performance.

Individual Benefits

Employees need information about their performance. Purcell and colleagues make the assertion that for people to perform effectively, they must have ability, motivation, and opportunity.16 They have to have the ability to perform effectively by possessing the required skills and knowledge, they must be motivated to do the work and do it well, and they must be given the opportunity to know that their skills are playing a part in achieving team and organizational success. Feedback provided via performance management is the foundation for the development program that builds on employee’s skills. Choosing where you work or volunteer is often dependent on the reputation of the organization. A well-run organization attracts and retains talent.

From an individual perspective, everyone needs feedback and honesty in that feedback. If we are not performing effectively and efficiently, we need to know. If an employee is underperforming, then the line manager should investigate. According to Millmore and colleagues, once a nonperforming factor is identified and the facts are gathered, there are usually three options: 1) drop the matter if there is no case to answer, 2) arrange counseling to give support without using the formal process, or 3) arrange a formal interview if the case is serious enough.17 The first two stages are designed to identify if there is an intervention process to ensure successful outcomes. The coaching and mentoring should include clear directions about what is required and what is occurring. The gap goal should be clearly stated and all assistance should go to achieving this outcome. An understanding must exist that if this process is not successful, if the gap in performance is not bridged, then a formal process would commence within a certain time frame. The formal process depends on the type of industry and existing protocols. There should always be a formal interview identifying the problem and the required change and including a time frame. Training must be provided and progressive interviews conducted. If change occurs, then an employee has been saved. If change does not occur, then the employee must be terminated in accordance with due process.

Community Benefits

Social ventures apply a sustainable business approach to addressing social issues and creating positive community change. Because the business profits are used to fund the organization’s social mission, there is an obvious benefit for society if organizations actively pursue performance management goals. Efficient and effective use of input resources; a healthy, motivated workforce; service delivery; satisfied stakeholders; economic prosperity; consideration of mission and vision; and attraction of a positive workforce are a few of the obvious outcomes for society. Society needs and demands ethical behavior from organizations. Attitudes toward role models in sports, finance, and politics are good examples of the change in societal expectations of enterprises. Intolerance of unethical practice and an expectation of a governance approach to stakeholders have given rise to internal democracy practices further supported by good performance management practices. McBarron and Butrous identify an expectation that triple-bottom-line issues will be reported in annual reports and that quadruple-bottom-line issues of internal democracy and ethics will be supported in the mission and vision.18 This is evident in the growth of ethical investment funds and the growth of community involvement. Where one chooses to volunteer is linked to the values one shares with the organization. More and more, talent retention is about engagement and the linking of values within the workforce.

Complexities of Performance Management

Performance management has been the focus of increasing interest in an era of growing dependence on organizations. Social scientists, entrepreneurs, as well as corporate managers and leaders, government officials, employee associations, and other stakeholders have become intent on the challenge of how to measure performance. There is an overall agreement that organizational performance “comprises the actual output or results of an organization as measured against its intended outputs: goals and objectives.”19 However, measuring the performance of social ventures is much more complicated, given that their primary objective goes beyond financial benefits created for the organization itself, funders and donors, employees, or customers. In the following pages, issues associated with assessing social ventures’ performance will be discussed.

Social ventures blend social, commercial, and philanthropic methods in their operations and processes. Because of the lack of monetary feedback on their performance, social venture organizations use their ability to tap into the goodwill of their stakeholders. However, these stakeholders, although they support the overall objectives of the social ventures, have different interests and intentions that affect performance assessment of the social ventures. In addition, the missions of social venture organizations attract employees who are highly committed to their mission. Hence, both attitudes of staff and the mission of venture organizations bring sets of values that have to do with quality, excellence, and performance.

Differences in the stakeholders’ perspectives related to performance management of social ventures could be due to the complexities related to the measurement processes, as discussed in the following section.

Perspective

Performance management must be defined and assessed from the viewpoint of some constituency. However, there is no agreement upon whose perspective should be used to judge performance. Some theorists have suggested top-level management, whereas others have suggested prospective donors as the key constituent, or generally, “interested groups” or “primary stakeholders” could be used in assessing performance of social ventures.20 In addition, other scholars recommended the perspective of members of the organization or dominant coalitions. However, it is clear that different stakeholders (entrepreneurs, managers, workers, customers, government officials, and communities) may in many cases vary in their perspectives toward performance management.

Goals Used

There is some agreement in the literature that the organization’s ability to achieve its mission should be the ultimate focus of performance management. However, the stakeholders and theorists differed on the various aspects of the mission used when assessing performance management of social ventures. Some used the “official goals or mission statement,” whereas others used the “operative goals as identified in the planning cycle.” Additionally, this goal has been deemed arbitrary (depending on one’s perspective), too vast, and too complex in its nature and logically infinite, which does not allow exact specification of performance management.21

Domains and Goals

Social ventures as organizations pursue multiple goals. Because there is no agreement on what domain of activities performance management judgment should focus, no organization can be entirely effective in all its goals.22 For instance, Meyer pointed out that organizational domains or goals are circumscribed by the constituencies served, the technologies employed, and the services or output produced.23 Cameron and Whetten and Miles found that domains arise from activities or primary tasks, the competencies of the organization, and demands from external forces.24 Not only is there no agreement on the domains, but achieving in one domain in a public service agency militates against achieving in another domain.25 As a consequence, social ventures may be seen as effective organizations based on one domain, but they could be seen as ineffective in achieving in another domain. Finally, major goals change over organizational life cycles.

Level of the Analysis

Another reason for disagreement among theorists is the level of the analysis used, as judgments of performance management can be made at different levels. The level used ranges from the individual to departmental to organizational to the social level. Organizations may be performing well at one level but not so well at another level.26

Evaluating Purposes

The purposes behind evaluating performance management affect the measurement itself. The purposes of the evaluation help to determine the appropriate constituencies, domains, and levels of analysis. It has been found that changing the purpose of the evaluation has consequences both for the evaluator and for the unit being evaluated.27

Time Frame

Lack of clarity about time frame is another issue of disagreement among theorists when dealing with performance management. Social ventures have short-, medium-, and long-term objectives, which are used as the basis for evaluating performance management. Some organizations may sacrifice short-term performance to obtain long-term performance, or vice versa. The short-term objectives may be, in some cases, incompatible with the long-term objectives, resulting in incompatibility between the short- and long-term performances. Thus, an organization may be seen as effective in the short term but ineffective in the long term, or vice versa.

Data Used

Performance management may be evaluated based on objective or subjective data. Some theorists use objective or official data collected by the organization, whereas others prefer relying on subjective data or perceptions obtained from members of various constituencies and stakeholders. Deciding which kind of data to use is very important in assessing performance management. An organization may be judged as performing highly on the basis of subjective perceptions, while when using objective data, it may be seen as low performing, or vice versa.28

Referents Used

Finally, disagreements among the theorist’s referents or standards against which performance management can be judged form another issue of disagreement. Theorists use different approaches in judging performance. Thus, a social venture organization may be seen as high performing according to a specific referent, whereas it may be seen as low performing according to another referent.

Variations in the definition of performance management are an impediment to the development of knowledge about complex organizations. The disagreement over the meaning of performance management is reflected by the variety and selectivity of models and criteria frequently used to measure the concept.29 The function of an ideal performance management model would be to identify the kinds of variables that should be measured and to specify how these variables or components of performance are interrelated.

Models of Performance Management

Reviewing the relevant literature shows differences among the theorists in terms of the models used to assess performance management. Each of the major schools of management thought has its own view of the nature of organizations, its own definition of performance management, and its own preferred set of assessment criteria.30

Organizations use a variety of performance measures at different levels and from different perspectives: customers, employees, groups, units, and overall organizational performance. Productivity, with its dual indicators of effectiveness and efficiency, has been used as a common criterion to measure performance at the individual, group, and organizational levels.31 Effectiveness deals with the extent of achieving objectives through individual, group, and organizational levels, and efficiency deals with the way resources are used or the wastage of resources. High-performance individual, group, and organizational levels necessitate high effectiveness and efficiency. With the increased pressures from global competition, organizational performance measurement has become increasingly necessary for the sustainability of organizations, regardless of their orientation and focus and irrespective of whether the organization is business, government, not-for profit, nongovernmental, or community based. Throughout the literature, there have been many attempts to measure performance using a variety of models based on quantitative financial measures, qualitative performance measures, or a combination of both. In the pages that follow, various performance management models are presented, with the focus on major components of the model, implementation, and its suitability and limitations in relation to social venture organizations.32

The Goal Model

This model assumes that organizations are in the hands of a rational set of decision makers who have in mind a set of goals that they wish to pursue. The goal model consists of identifying an organization’s output goals and assessing how well it has attained these goals.33 Thus, performance management measures the progress toward attainment of goals because organizations (for-profit and not-for-profit alike) are seen as purposive collectivities.34 Hence, performance management will assist organizations to measure the progress toward goal attainment.

Focusing on the goals pursued in assessing performance raises the issue of which goals should be used. Some theorists have used “official goals,” whereas “operational goals” have been seen as “more productive” by others as they reflect “behavioral intentions.”35 Because organizations pursue multiple operational goals, no single indicator is sufficient in assessing organizational performance. Multiple indicators are needed in evaluating performance management. This model raises the issue of using objective or subjective indicators in assessing performance management. Organizational goals are seen as the subject of the top management coalition.36 Thus, subjective perceptions of the top managers, in addition to the objective indicators, are needed to measure goal attainment.37

The goal approach to performance management ignores the impact of environmental or contextual effects on performance. Measuring differences in external factors could be helpful in explaining performance differences among social venture organizations having similar goals but working in different niches. The goal model tells only a part of the story.

The System Model

The open system theory of organizations argues that the demands placed on an organization are so dynamic and complex that it is impossible to define a finite number of organizational goals in any meaningful way. This model views commercial organizations and social venture organizations as open systems having exchange relationships with their environment and subsystems that render a contribution to the whole and to each other. The subsystems show some degree of interdependence and display some structural arrangements that attune them to each other and to the environment.38

Within this orientation, performance management is seen as the organization’s ability to exploit its environment by acquiring scarce and valued resources. Survival and obtaining resources are the major criteria in assessing performance. The operationalization of the above criteria involves investigating the internal consistency and maintenance of internal organizational activities in assessing performance management. The bargaining position of the organization in obtaining the scarce resources and the organizational response to an interpretation of the environmental changes are among the indicators this model uses.

This model provides a unique basis for comparison of different social venture organizational performances in different niches, based on survival and resources criterion. Nevertheless, it provides a limited perspective on organizations if it is considered alone.39 It emphasizes acquisition of the resources but pays less attention to the utilization of these resources. It tells only another part of the story.

Internal Processes Model

The human relations theory of organizations forms the basis of the internal processes model. It arises from the notion that organizations develop distinctive ways for employing information resources in the service of systemic integrity and goal attainment. It concentrates on what the organization does with the resources it has, which is reflected in internal health and efficiency. Integration of different parts, participation, communication, decision making, information sharing, and internal efficiency are among the indicators used by this model. Its importance arises from its concentration on the internal functioning and efficient use of the resources. It takes the subjective indicators into consideration, which is one way of measuring performance management.40 Nonetheless, the model does not consider the external relationships with the environment and the organizational output, leaving room for other models.

Integrative Models

The previous models of performance management goals, system, and internal process were criticized because each focuses on one dimension of organizational performance and ignores the other dimensions. The goal model considers the output of the organization but neglects its relationship to the environment. The systems model emphasizes resources acquisition; however, less attention is given to the utilization of the resources. Internal functioning and efficient use of the resources are considered the important themes in the internal processes model. Nevertheless, the latter model ignores the organizational relationships with the external environment. Performance management has to do with all three parts of the story: achieving primary goals, achieving survival capability, and institutionalizing of processes that promote growth.41 Achieving high performance in one domain is a necessary precondition for achieving effectiveness in another, which results in integrative models of performance management.

Contingency Model

Structural contingency theories suggest that organizational environment and structure can influence performance management. Work done by the authors Katz and Kahn, Thompson, and Hickson, Pugh, and Pheysey is regarded as the basis for contingency theory.42 What constitutes a “good” social venture arrangement will depend on what the organization is attempting to do and on the conditions under which it is attempting to do it. Thus, the contingency approach presumes that highly performance-effective social venture organizations are those that better fit their technological or environmental situations.

This model tries to incorporate the technical and environmental cores in explaining organizational performance. However, positive fit between environmental and structural variables fail to explain variance in performance. They show a weak and inconsistent relationship with indicators of performance.43

These limitations do not falsify the contingency model of performance. Problems associated with operationalization of contingency theory and performance may explain some of the above limitations.

Multiple-Constituency Model

This model was developed by Connolly, Conlon, and Deutsch and is based on the notion that each organization has different interests or “constituencies” that contribute to its performance.44 Owners, managers, employees, customers, suppliers, government, communities, and so forth are regarded as constituencies of the organization. According to this model, performance could be assessed by determining how satisfied each constituent is with the organization’s performance. Therefore, each constituent has to be surveyed in order to judge organizational performance.45

The advantages of this model arise from the fact that performance management is a complex, multidimensional concept with no single theory or criterion. This model considers internal as well as external criteria for performance. It handles inputs, internal processes, and output measures simultaneously. Its validation comes from evaluating organizations across several criteria of relevant interests. Therefore, if a model performs poorly according to several constituents, it is probably not meeting its major objectives and may then struggle to survive.46 However, trade-offs among constituencies may be possible but will create more problems in assessing performance. This represents the major shortcoming of this approach to performance management. The quadruple bottom line, introduced by Butrous and McBarron in 2004, adds a new dimension to the multiple-constituency model and management of any organization, quite separate from the bottom, dual, and triple bottom lines.47 The idea of ethical leadership fosters the internal democracy and enables open management. The quadruple bottom line—in which ethical responsibility is the focus in terms of fostering and nurturing employees, stewardship, and leadership—responds to community demand for a change to organizational goals and objectives, requiring a new corporate culture to ensure ethical treatment of all stakeholders. This has been prevalent in the literature since the collapse of dot-com organizations and previously perceived organizational giants such as Enron.

Competing Values Model

This model of performance management was developed by Quinn and Rohrbaugh and Quinn and Cameron.48 The aim was to integrate the diverse indicators used by different organizational schools of thought. By analyzing the previous indicators, they produced underlying dimensions of performance criteria that represent competing values.

The first value dimension refers to organizational focus or mission. This consists of internal focus (which represents internal health and efficiency) and external focus (which considers the organizational relationship with the environment). The second value dimension refers to the organizational structure, consisting of stability of structure (which reflects the management top-down control value) and the flexibility structure (which represents adaptation, innovation, and change to environmental values). The third value dimension is concern for ends-efficient production of output versus a concern for means planning and goal meeting. Thus, the combination of the three value dimensions consists of the elements of performance. This resulted in four models, each giving a different emphasis according to the basic value.

The first model refers to the combination of external focus and flexible structure. The dominant value of this model is to establish a good relationship with the environment, facilitating resource acquisition and organizational growth through flexibility and readiness. This model is consistent with the open systems model mentioned earlier. The second model represents the combination of external focus and structural control. Productivity, efficiency, and profit are the primary goals of this model, which could be achieved through planning, goal setting, and evaluation. This model is consistent with the goal model discussed earlier.

Internal focus and structural control are the combinations of the third model. Stability and control represent the primary objectives of this model, which could be achieved through information, management, and communication. It is consistent with the internal processes model mentioned earlier. The fourth model combines the internal focus with flexible structure. Its major concern is with the development of human resources through group cohesion and morale, making it consistent with the human relations model.

The advantages of this model arise from its attempts to integrate diverse concepts of performance management. Its major themes are the incorporation of output, resource acquisition, and the development of human resources and social ventures. The appropriateness of the various models of performance changes in different organizational life-cycle stages. Thus, they will receive different degrees of emphasis in each of the different life stages. However, trade-offs among values may be possible. Deciding which value the organization wishes to pursue could lead to the exclusion of other values, a major shortcoming of this approach to performance.49

Balanced Scorecard Model

The balanced scorecard was developed in 1992 by Professors Robert Kaplan and David Norton from the Harvard Business School. It has been refined continually and adopted by many researchers and CEOs of many for-profit and not-for-profit organizations globally and in various industries such as information technology (IT), hotels, hospitals, public service, and social enterprises.50 The balanced scorecard combines financial measures that have been historically used by business organizations with nonfinancial measures. It also takes a strategic stakeholder’s perspective toward performance management by balancing internal and external objectives to satisfy various organizational constituencies. Thus, it links an organization’s long-term objectives and strategies with its short-term actions.

According to Kaplan and Norton, the balanced scorecard supplements traditional financial measures with criteria that measure performance from three additional perspectives: those of customers, internal business process, and learning and growth. Hence, it empowers companies and organizations in general to “track financial results while simultaneously monitoring progress in building the capacities and acquiring the intangible assets they would need for future growth.”51 The four perspectives of the balanced scorecard are as follows: financial, internal business process, learning and growth, and customers.

By integrating these perspectives with organizational vision and strategy, the balanced scorecard has been seen by many researchers and adopted by many leaders as one of the cornerstones of a new strategic management system. The linking between long-term strategy and short-term actions makes it the most suitable performance measure for social enterprises. The focus on vision and strategy makes it flexible and strategically adequate in addressing the unique performance of each of the social enterprises.52

Sureshchandar and Leisten argued for a more holistic scorecard customized to the software industry by proposing that two more perspectives be added to the original balanced scorecard’s four perspectives.53 Accordingly, their holistic scorecard encompasses the following perspectives: financial, customer, business process, intellectual capital, employee, and social. They further advocated that the six perspectives must be fragmented into some micro-level dimensions, called the critical success factors and further micro-level measures, called the KPIs. Both the macro and the micro dimensions should be linked to the strategic intent of the organization. It could be argued that Sureshchandar and Leisten maintained Kaplan and Norton’s original three perspectives and elaborated on the fourth “learning and growth perspective” by breaking it down into intellectual capital and employee perspective. Their social perspective is similar to the corporate vision that is the focus of organizational strategy in any enterprise.

Although the balanced scorecard provided a new framework for measuring organizational performance, organizations and leaders adopting it face many challenges. These challenges are related to translating organizational vision into meaningful actions at different organizational levels and for each individual employee within the organization. Organizational leaders need not only to agree on the vision, they also need to clarify it and reach consensus on organizational priorities, goal congruence, and organizational alignment at all levels.54 To do so, organizational leaders need to communicate the vision and educate employees about the new framework. Involving various organizational levels in setting goals and objectives, suggesting improvements to various processes, and agreeing on criteria to measure performance at different levels can accompany the linking of the vision, making it relevant in guiding individual actions at all levels. On the other hand, organizational leaders need to link reward systems to performance measures to shape employee perceptions and attitudes and to gain support and commitment to organizational vision. These steps will align departmental and individual objectives with organizational long-term strategy and provide organizational leaders with an additional nonfinancial tool to evaluate departmental and individual performance. Kaplan and Norton advocate that the implementation of the balanced scorecard becomes a critical component of feedback to the strategic planning process.55 This continuous and regular loop from the performance indicators will facilitate strategy review and learning in the organization.

According to Kaplan and Norton, one of the barriers to applying the balanced scorecard to not-for-profit and government organizations (NPGOs) is the considerable difficulty NPGOs have in clearly defining their strategy. When they reviewed strategy documents of NPGOs in 2001, most of the documents, once the mission and vision is articulated, consisted of lists of programs and initiatives, not outcomes. NPGOs take their current mission as a given and try to do their work more efficiently, and most of their quality initiatives emphasize process improvements. Hence, it is unusual to find not-for-profit organizations focusing on strategy that can be thought of as product leadership or customer intimacy. As a consequence, their scorecards tend to be closer to the KPI scorecards than true strategy scorecards.56

Although the balanced scorecard provides a valuable template that can be used to evaluate organizational performance of for-profit and not-for-profit organizations, the need for customization is paramount. Without such customization, the balanced scorecard is unlikely to be effective as an evaluation mechanism.57 Given that financial success is not the primary objective for most social enterprises, placing customers or constituents at the top of the balanced scorecards is a way of adapting the template to their needs. However, social enterprises face the extra challenge of identifying their customer. Is it the donor (the one who pays for the service) or the constituent (the one who is the recipient of the service)? Social venture enterprises need to develop two sets of objectives, one for the donors and one for the recipients, and then identify the desired value propositions for both groups of customers. In addition, social enterprises should consider placing an overarching mission at the top of their balanced scorecards, representing their long-term aspirations and high-level objectives, such as working for the common good in areas like poverty reduction, illiteracy, or improving environmental stewardship.58

Table 7.1 Balanced Scorecard Tailored to Social Enterprises



	 

	Measure/Target

	Expectation

	Impact

	Action/Response




	 

	Measuring what matters to you and your organization To do this, you need to ask the difficult questions: who are we and what impact do we make? Why is it important? How do we know?

	To account more precisely the use of resources by identifying the results and the way to measure these results, e.g., time, quality, feedback, survey. Who do these timelines suit?

	Here you identify the indicators that will show whether you have made a difference. What do the funding bodies require? What is the social impact of what we do?

	What are the results? Have we achieved what we wanted to achieve? Have we achieved what we needed to achieve? Have we achieved what our funders needed us to achieve?




	Mission

	What do we do? What business are we in?

	 

	 

	Do we do what we say we do?




	Customers/Clients/Recipients

	Who are they?What do they need from us?

	When do they need us? What is the service agreement?

	How will we know how we are doing?How will we know if they are satisfied?

	Did we deliver what the clients needed?




	Community

	How do we want to make an impact in the community? How do we source volunteers?

	 

	Do we make a difference?What would the difference look like?

	Did we deliver what the community expects of us?




	Managers

	Training, empowering, aligning, achieving goals.

	 

	Do they understand sound economic principles?

	Are our managers delivering the value message to staff and volunteers? Are they well trained in management functions?




	Employees

	How do we meet their value expectation? How do they meet the client expectation?

	How do we recruit and retain employees engaged with the organization?

	How do we recruit?

	Do we meet their expectations? Do we support their values? Do we behave responsibility?




	Volunteers

	How do we recruit and live up to the values and needs of the volunteers?

	What motivates volunteers?

	Do they make a difference? How do we retain them?

	 




	Environment

	What are our responsibilities with regard to environmental stability?

	 

	 

	 




	Financial

	If we are to be sustainable, we need to make a profit that can be invested to improve our services, our staffing needs, our technology requirements.

	Do we have sufficient funding to support all of our programs? Is this funding sustainable?

	 

	Do we fully understand the need for profit to be made and reinvested in the organization and the need for sustainability?




	Donors/Grants

	What are the expectations of the donors?

	What do the donors expect in return for their investment in the organization?

	What would happen if these funds were withdrawn?

	Are there other areas that we could source for grant money? How do we ensure donations are ongoing?




	Processes

	How do we do things? How can we save money and time in more efficient and effective practices without compromising our mission?

	 

	 

	How can we do things better?




	Operations

	How effectively are we monitoring our progress? Do we know day to day how our business is running?

	 

	 

	How can we improve the operation of the organization?




	Source: Constructed by the authors.





The example of the balanced scorecard in Table 7.1 is constructed by the authors and inspired by Kaplan and Norton’s Balanced Scorecard 1992 model to allow social enterprise organizations to break down the crucial elements that contribute to the outcomes required. Although it is difficult to measure impact, provided the mission is driving the goals and the desired impact and outcomes are measured, leaders of social enterprises can manage their organizations and achieve sustainability.

Balanced Scorecard in Action

The Australian Catholic University (ACU) is a public university funded by the Australian government and open to students and staff of all beliefs. Teaching and researching within the great Catholic intellectual tradition, the university is national in its reach, public in its relevance, and committed to the common good. The basic nature of the ACU is expressed in its name. It is inextricably both Catholic and a university, searching for, discovering, and communicating truth in every field of knowledge. ACU has a primary responsibility to provide excellent higher education for its entire diversified and dispersed student body.59

ACU adopted the balanced scorecard template as part of its strategic planning cycle 2009–2011. In doing so, the university has customized the balanced scorecard to meet its unique needs as illustrated in Table 7.2.

It is clear from Table 7.2 that the ACU has tailored the balanced scorecard for its own use, taking a strategic stakeholder’s perspective toward its performance management. In doing so, ACU has balanced its internal and external constituencies. The university has focused on “student experience” as their customers and has developed ways to appeal to present and potential students by enhancing the quality of their learning experience. The university has highlighted its Catholic identity and mission as one of the ways to appear to its various shareholders. Excelling in business processes of research and knowledge transfer spotlights the university’s attempt to satisfy its shareholders and customers while focusing on service delivery and enablers to sustain its ability to change and improve its operations. For each of these areas, strategic objectives, key results, and performance indicators have been identified with three-year operational goals clearly specified. This is how ACU links its long-term objectives and strategies with its short-term actions. Due to “commercial in confidence,” 2009–2011, specific performance targets have been omitted from the ACU balanced scorecard.

European Federation for Quality Management Excellence Model

The European Federation for Quality Management (EFQM) introduced the EFQM model as the framework for assessing organizations for the European Quality Award. It is now the most widely used organizational framework in Europe and is being implemented by more than 30,000 organizations, according to the EFQM website; it has become the basis for the majority of national, regional, and international quality awards. Examples EFQM use as a framework to measure performance management can be found in health services and higher education.60

Table 7.2 Australian Catholic University (ACU): Strategic Planning Framework 2009–2011



	Element

	Strategic Objective

	Key Result Areas

	Performance Indicators




	Student Experience

	ACU provides its students with a high-quality learning experience.

	• Portfolio of course offerings

	• Student demand




	• Access and equity

	• Student equity




	• Teaching quality

	• Student satisfaction




	• Student life and support

	• Graduate outcomes




	• Graduate employability




	Catholic Identity and Mission

	ACU sustains a strong and visible commitment to the Catholic intellectual tradition.

	• Leading Catholic institution

	• Church value




	• Catholic university experience

	• Community satisfaction




	• Social justice and community engagement

	• Societal impact




	Research and Knowledge Transfer

	ACU has a specialized, growing, and well-regarded research environment.

	• Research focus

	• Research income




	• Research culture and infrastructure

	• Scholarly research




	• Research productivity

	• Output and impact




	• Research training

	• Research graduates




	• Intellectual engagement




	Service Delivery and Enablers

	ACU is a well-managedorganization.

	• Strategic approach

	• Staff capacity




	• Staff profile, productivity, and satisfaction

	• Financial aid




	• Financial sustainability

	• Infrastructure sustainability




	• Infrastructure

	• Service orientation and quality




	• Service delivery




	• External relations




	• Internationalization




	Source: Reprinted by permission of Australian Catholic University. From http://www.acu.edu.au.





EFQM is a nonperspective assessment framework that can be used to gain a holistic overview of any organization, regardless of size, sector, or maturity. EFQM incorporates strategic frameworks into business strategy by showing an explicit connection between quality principles and performance measures to sustain long-term objectives.61 At the heart of the EFQM is the “Excellence” concept, defined as “outstanding practice in managing the organization and achieving results.”62

The EFQM way to sustainable excellence consists of three integrated components:

1. The fundamental concepts of excellence

2. The EFQM Excellence model

3. The RADAR logic

The Fundamental Concepts of Excellence

These fundamental concepts are the underlying principles of the EFQM Excellence Model, which is the foundation for achieving “Sustainable excellence” for any organization. These concepts, as outlined in the EFQM Excellence Model 2010, include the following:

• Achieving balanced results

• Adding value for customers

• Leading with vision, inspiration, and integrity

• Managing by processes

• Succeeding through people

• Nurturing creativity and innovation

• Building partnerships

• Taking responsibility for a sustainable future

The dynamic nature of the EFQM Excellence Model 2010 and the interrelation among its various fundamental concepts components is presented in Figure 7.1.

The EFQM Excellence Model 2010

There have been several versions of the model since its inception in 1992, and the latest as of this writing is the 2010 model, which represents a major shift from its predecessor, the 2003 model, while retaining its core elements. According to the 2011 National Guidance Research Forum, EFQM is a nonperspective framework of continuous improvement, the overriding premise of which is that “organizational performance is achieved through leadership driving policy and strategy and employee teams delivering processes,” based on nine components. Five of these are “Enablers,” covering what organizational activities are undertaken in areas of leadership, people, policy and strategy, and partnerships and resources, in addition to processes, products, and services. The other four components are “Results,” comprising what organizational results are achieved in terms of people, customer, society, and key performance results. A process of continuous self-assessment, learning, creativity, innovation, and feedback from the “Results” helps an organization to improve the “Enablers,” which in turn influences and improves the “Results.”63 The EFQM model is presented in a diagram form, as in Figure 7.2.
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Figure 7.1 The Fundamental concepts of excellence (EFQM Excellence model 2010).

Source: Reprinted by permission of the European Federation for Quality Management. From http://www.efqm.org/en/Home/aboutEFQM/TheEFQMExcellenceModel/
tabid/132/Default.aspx.

Calvo-Mora, Leal, and Roldan, in their study of using enablers of the EFQM model to manage institutions of higher education, have affirmed the following:

1. Leadership and commitment of the senior management is the driving force of the whole of the quality management and quality improvement process. The senior management must create and disseminate the values of this management philosophy, set goals and objectives that are consistent with these values, and create an appropriate organization and system to achieve them.

2. The policy and strategy must act as a reference for the setting of staff policy and the management of resources and processes.

3. Appropriate management of people is key to the management of processes.64
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Figure 7.2 The EFQM Excellence model 2010.

Source: Reprinted by permission of the European Federation for Quality Management. From http://www.efqm.org/en/Home/aboutEFQM/TheEFQMExcellenceModel/
tabid/132/Default.aspx.

The RADAR Logic

The RADAR logic is a dynamic assessment framework and powerful management tool that provides a structured approach to questioning the performance of an organization. At the highest level, RADAR logic states that an organization needs to

• determine the results it is aiming to achieve as part of its strategy;

• plan and develop an integrated set of sound approaches to deliver the required results both now and in the future;

• Deploy the approaches in a systematic way to ensure implementation; and

• Assess and refine the deployed approaches based on monitoring and analysis of the results achieved and ongoing learning activities.

EFQM recognizes that there are many approaches to achieving sustainable excellence in all aspects of performance, based on the premise that “Excellence results with respect to Performance, Customers, People and Society are achieved through Leadership driving Policy and Strategy, that is delivered through People, Partnerships and Resources, and Processes.”65 The RADAR logic of the EFQM Excellence model 2010 is presented in a diagram form, as illustrated in Figure 7.3.

Benefits using the EFQM Excellence Model 2010 include the following:

• Satisfied and loyal customers

• Successful leaders

• A common sense of purpose throughout the organization

• Constant, well-managed change

• Engaged and motivated people and other stakeholders

• An upward flow of ideas

• Efficient and effective use of data

• Efficient and effective operation

• Pride and the desire that drives further improvement

• Minimal firefighting and recurring problems

• Innovation is the norm

• Excellent results, including good financial performance66
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Figure 7.3 The RADAR logic—EFQM Excellence model 2010.

Source: Reprinted by permission of the European Federation for Quality Management. From http://www.efqm.org/en/Home/aboutEFQM/TheEFQMExcellenceModel/
tabid/132/Default.aspx.

Challenges related to the implementation of the EFQM model at the strategic stage highlight the importance of choosing the appropriate framework with dimensions that reflect an organization’s motivation and objectives for implementing performance management. Leadership and resources, communicating mechanisms, performance measures, and barriers need to be addressed at the operationalization stage and, similarly, at the assessment and review stage. Measurement process, data collection, and knowledge management are issues crucial to the development of an improvement plan.67

EFQM Excellence Model 2010 in Action

Measuring an organization against the fundamental concepts of excellence will depend on the organizational life cycle, containing the steps of Start-Up, On the Way, and Mature, as illustrated in Table 7.3.

Performance Prism Model

This model was coauthored by Andy Neely and Chris Adams in 1998 as a second-generation performance management framework. According to the Performance Prism model, one must think about why one measures performance in organizations. What are we trying to achieve through our performance measurement systems, and how might it best be achieved?68 Performance Prism is structured to throw light on the complexity of an organization’s relationships with its multiple stakeholders within the context of its particular operating environment. The prism provides an innovative and holistic framework that directs management attention to what is important for long-term success and viability and helps organizations to design, build, operate, and refresh their performance measurement systems in a way that is relevant to the specific conditions of their operating environment.69

In an interview with Neely and Adams, published on the website of the Cranfield Centre for Business Performance, they highlight that the Performance Prism framework was created because stakeholders’ interests were a significant driver of business performance during the last decade of the 20th century. Although investors are always important, “the organization’s relationship with its customers and employees gained greater emphasis when several pieces of research have strived to prove the link between employee satisfaction, customer satisfaction, and financial results.”70 These developments raised the profile of nonfinancial measurements. With its comprehensive stakeholder orientation, the prism model encourages executives to consider the wants and needs of all the organization’s stakeholders, rather than a subset, and to consider the associated strategies, processes, and capabilities.71

The Performance Prism model consists of five interrelated facets of performance, which pose specific vital and critical questions and encourage managers to think through the links between measures in a way that other frameworks do not intuitively suggest:72

Table 7.3 Measuring an Organization against the Fundamental Concepts of Excellence



	 

	Start-Up

	On the Way

	Mature




	Achieving Balanced Results

	All relevant stakeholders are identified; some related performance measures exist.

	Stakeholder needs are assessed in a structured way. The degree to which needs are met is measured and the data is used to some extent.

	Transparent mechanisms exist to balance stakeholder needs and expectations. Stakeholder-focused performance measures drive improvement.




	Adding Value for Customers

	Customer satisfaction is assessed.

	Customer’s needs and expectations are linked to the organization’s goals and are understood to be business drivers. Loyalty and brand value issues are researched.

	Business drivers of customer satisfaction, needs, loyalty, and brand value are understood, measured, and auctioned.




	Leading with Vision, Inspiration, and Integrity

	Vision and mission are defined, communicated, and generally understood.

	The organization is aligned to, and believes in, the vision and mission.

	Shared values, role model behavior, and a common purpose are shared throughout the organization, and people are inspired.




	Managing by Processes

	Processes to achieve desired results are defined.

	Comparative data and information are used to drive process improvement.

	Process capability is fully understood and used to drive performance improvements.




	Succeeding through People

	Approaches are in place to involve people and recognize their talents.

	The full potential of people is increasingly enabled, to the benefit of the people and the organization.

	A culture of trust and empowerment exists, and the full potential of people is released.




	Nurturing Creativity and Innovation

	Although new ideas and innovations are sometimes encouraged, the approach to acting on them is ad hoc.

	Innovation is seen as essential to creating distinctive value and is increasingly evident in some aspects of the organization.

	There is a systematic approach to innovation, throughout the organization, creating distinctive value for stakeholders.




	Building Partnerships

	A process exists for selecting and working with partners.

	The relationships with partners are based on shared goals and more effective ways of working.

	The organization and its key partners are interdependent. A trusting relationship exists. Plans and policies are co-developed on the basis of shared knowledge.




	Taking Responsibility for a Sustainable Future

	Legal and regulatory requirements are understood and met.

	The organization’s approaches positively support the aims of economic, social, and ecological sustainability.

	Sustainable corporate behavior is an integral part of the organization’s purpose. Societal expectations are measured and auctioned.




	Source: Reprinted by permission of EFQM. From the European Federation for Quality Management, Introducing the EFQM Excellence Model 2010, http://www.efqm.org/en/PdfResources/EFQM%20Model%20Benefits.pdf.





1. Stakeholder satisfaction: Who are our key and important stakeholders, and what do they want and need? This facet is broader than shareholders and customers and includes all parties that can have a substantial impact on the performance and success of an enterprise. This would include investors, employees, customers, suppliers, alliance partners or intermediaries, regulators, local community, and pressure groups.

2. Strategies: What strategies do we need to put in place to satisfy the wants and needs of our stakeholders while satisfying our own requirements? These strategies are in place to fulfill organizational mission, values, and priorities that in turn satisfy wants and needs of various stakeholders.

3. Processes: What processes do we need to put in place to enable us to execute our strategies? These cross-functional processes, which underpin the vast majority of organizations, include developing new products and services, generating demand, fulfilling demand, and planning and managing the enterprise. Organizations should identify specific measures to allow management to address particular questions associated with each process.

4. Capabilities: What capabilities do we need to put in place to allow us to operate our processes? Capabilities are the combination of people, practices, technology, and infrastructure, which together enable execution of the organization’s business processes, both now and in the future.

5. Stakeholder contribution: What do we want and need from our stakeholders on a reciprocal basis? This facet recognizes the fact that not only do organizations have to deliver value to their stakeholders, organizations must also enter into a relationship with their key stakeholders that should involve the stakeholders contributing to the organization. This symbiotic and reciprocal relationship between the organization and the stakeholders applies to all stakeholders, whether they are suppliers, customers, employees, partners, investors, or the local and the wider community.

According to Neely and Adams, together these five facets provide a comprehensive and integrated framework for thinking about organizational performance in today’s operating environment, addressing key business issues to which a wide variety of organizations, profit and not-for-profit, will be able to relate. Figure 7.4 illustrates the five interrelated facets of the Performance Prism model.

When Neely and Adams were asked how to go about the implementation of the model, they emphasized that organizations have not organized themselves to manage their performance measures properly. In addition, organizations are faced with inappropriate measures selected with a random collection of unconnected financial and nonfinancial measures. Consequently, “management meetings tend to be a bit of a shambles—rambling all over the place without any coherent or invigorating purpose.” Neely and Adams contend that what is needed is someone in the organization with “some teeth and a budget” who can take charge of the organization-wide performance measurement and management systems. Some of the best insights often come from analyzing data from different sources and getting these data sources talking to each other through an integrated IT system. Best-practice companies ensure that their performance measures are linked to each other, to strategies, and to stakeholders and are drivers of superior performance and good reputation.
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Figure 7.4 Performance Prism model.

Source: Reprinted by permission of Cranfield School of Management. From A. Neely and C. Adams, “Performance Prism,” in Encyclopedia of Social Measurement, vol. 3 (London: Elsevier, 2005), 42.

The Performance Prism model has now been applied in numerous organizations, for-profit and not-for-profit, private and public, and real-life situations. The Performance Prism model is not a cure-all tool. It will not solve all performance measurement problems, and it needs to be used intelligently to optimize its potential. However, it does provide a robust and comprehensive framework through which the real problems and practical challenges of managerial performance can be viewed and attended.73

Performance Management Appraisal

Performance management is the means through which employees’ performance can be aligned with organizational mission. Mwita advocated that performance management will also enable the improvement of performance by “ensuring appropriate recognition and reward for employee’s efforts, and by improving communication, learning and working arrangements.”74

There should not be any confusion about the differences between performance management and performance appraisal. Unfortunately, many confuse the process and believe the appraisal is the only important aspect. Performance management is related to overarching organizational vision, mission, and directions, whereas performance appraisal is related to planning and evaluating an employee’s performance. It is through performance appraisal that an individual employee’s activities and tasks are channeled through unit/department performance, which is in turn integrated into organizational performance. Hence, performance appraisal is part of performance management and is a tool that integrates performance management at the lowest employee level with organizational performance. Using systems theory and a strategic approach to performance management, effective performance appraisal is an essential ingredient of effective performance management.

If this is the case, then invariably the process diminishes to a once-a-year discussion between manager and worker and defeats the whole purpose of performance management. Performance appraisal is a tool used to identify and fill performance gaps in organizational performance. It is defined by Hartel and Fujimoto “as a formally and mutually agreed upon system of planning and reviewing employee performance, e.g., skills, abilities, knowledge and attitudes.”75 In practice, the performance appraisal is a determination of a level of performance within an accepted organizational model. Where performance management is a yearlong process, performance appraisal is often a once- or twice-a-year formal discussion between manager and employee. If the feedback during the year is continuous, then there will be no surprises when the formal interview is conducted. If performance management is left to a once-a-year formal meeting, the employee and the manager will find the process onerous, frustrating, and unpleasant. The employee will be frustrated with the lack of feedback and the delay in the opportunity to bridge the performance gap; the manager will find the conflict a good reason not to support the process, and the organization will risk increased turnover of managers and/or employees. Lack of management training in the processes of performance management is usually the reason performance appraisal is the only evidence within the organization of its existence.

Many organizations fail to utilize this exceptional tool fully because they misunderstand the meaning of performance management and confuse it with performance appraisal. Many see the yearly review of individual performance as the only aspect of the tool. The review is the record-keeping part of performance appraisal. It is the official feedback to individuals about their performance: their success, future development, and areas in need of improvement. It should never be a surprise, nor should it be stressful. Management takes place throughout the year and not as a once-a-year incident. Feedback and discussion, target achievement, room for improvement, opportunities, praise, and discipline should be part of the daily relationship between manager and employee. The annual opportunity is to document achievement, identify future needs, consider individual needs, and discuss the future organizational needs. Open communication allows manager and employee to build a relationship so that employees are secure in their jobs and fully understand what the organization’s needs are and what they have to do to achieve them. Performance management is a continual process in which individuals and groups can identify organizational needs and focus on achieving those needs with the full support of management through ongoing communication.

It makes perfect sense that a business cannot wait until the financial results are in place for the year to ensure that the organization is on track to achieve its strategic plan. We measure operational performance to the weekly and monthly outcomes and ensure that inputs are achieving the required outputs. What we sometimes fail to realize is that the employees need this information too, whether they work in a business or social enterprise. If they can see the goal and know when they are achieving the results required, they become more engaged, according to Hewitt’s survey on engagement.76 Regardless of the model chosen of the many discussed in this chapter, performance management for the organization enables managers to achieve their outputs with and through their teams. Managers can use this tool to build morale on the back of achievements, communicate needs or changes in strategic direction, share the success, and work harder in the face of failure. This enables the organization to achieve strategic outcomes. Performance management links the extent to which interpretation of organizational purpose is aligned with functional and individual objectives, on the one hand, and the achievement of organizational goals, on the other.77

Individually, whether your team has ambition to achieve at work or work to achieve in their personal lives, everyone needs to be committed to this process. Staff members want to know that they are doing a good job. Even though the targets can sometimes be overwhelming, most want to know what they need to achieve, what a good day’s work means, and that their manager values their contribution or tells them what they need to do to improve. This is especially true if the target achievements are team based and performance management is used to ensure that employees’ activities and outcomes are congruent with the organization’s objectives and entails specifying those activities and outcomes that will result in the firm successfully implementing the strategy.78

Organizational stability and sustainability are crucial concerns for every organization. History has taught us that a focus on bottom-line results alone does not produce sustainable outcomes. The experiences of Enron and dot-com companies offer a few lessons to be learned. Organizations are best served with a strong focus on fiscal performance, brand quality of goods and services, and incorporation of triple-bottom-line reporting that incorporates environmental and social performance. McBarron and Butrous found that the incorporation of a quadruple bottom line of internal democracy and ethics contributed strongly to sustainability.79 Organizational performance needs to be measured. To improve the measurements, goals need to be determined and performance management implemented. This will then measure the achievement per individual, per team, and per department to ensure achievement of overall organizational performance. Goals must be cascaded, communicated, resourced, and measured through continual feedback and development of those who are underachieving.

Performance Management Criteria

Performance management is a complex, multidimensional concept that has no single theory or criterion. Each model has its own definition and measures as mentioned earlier. From surveys of the relevant literature and the previously described performance management models, it is clear that multiple measures have been used, and in many instances, the same criteria has been used across models. More than 50 criteria were used in these investigations, ranging from global measures of performance to individual-level criteria such as absenteeism, accident rates, motivation, and job satisfaction. The lack of consensus over the criteria used in various performance management models was also presented earlier. However, adaptability-flexibility and stakeholders were mentioned most often, followed by productivity and satisfaction.

The theorists typically emphasized only a piece of performance, whereas an integrative approach is needed. Table 7.4 summarizes criteria used in assessing performance management that has been discussed earlier in this chapter.

Integrating Individual, Departmental, and Organizational Performance

Organizations use a variety of performance measures at different levels and from different perspectives: customers, employees, groups, units, and departmental levels, in addition to the overall organizational performance. The challenge that managers and leaders face is how to integrate between these different perspectives and levels without losing the focus on the organizational vision and mission. This is more critical for social ventures given that they blend social, commercial, and philanthropic methods in their operations and processes. As a result of lacking monetary feedback on their performance, social venture organizations use their ability to tap into the goodwill of their stakeholders.

Table 7.4 Examples of Performance Management Criteria



	Performance Model

	Theorist Sample

	Performance Management Criteria




	The Goal Model

	Price 1972Hannan and Freeman 1977

	Productivity, conformity, morale, adaptiveness, and institutionalizationManager and employee perceived adaptability, absenteeism, intent to quit, separation rate, tardiness, efficiency measuresGoals, organizational systems, metaphors, and processes




	The System Model

	Seashore and Yuchtman 1967Seashore 1977Georgopoulos 1986Ryder 1988

	Business volume, production cost, youthfulness of members, business mix, manpower growth, devotion to management, maintenance cost, member productivity, and market penetrationConstraints, jointly optimize a set of goalsClinical, economic, and social efficiencyOutput and quality, internal management process, additional external resources




	Internal Processes Model

	Argyris and Schon 1978Seashore 1983

	Organizational learningTriangulation of goals, decision process, and maintenance systems




	Contingency Model

	Pennings 1975Kahn 1977Bresser and Dunbar 1986

	Morale, anxiety, total production, and decline in productionProfitability and growthMeeting the constraints and the goals specified by dominant coalitionUniversal criterion outcomes, process, and structureParadigm development, student emphasis, and resource availability




	Multiple-Constituency Model

	Cameron 1978Cameron and Whetten 1981Miles 1980

	Students’ educational satisfaction, academic, career and personal development, faculty and administration employment satisfaction, professional development and quality of faculty, system openness and community interaction, ability to acquire resources, and organizational healthInput, internal processes, and outputAbility to satisfy the expectations of its strategic constituencies




	Competing Values Model

	Quinn and Cameron 1983Quinn and Rohrbaugh 1983

	Internal versus external focus and flexible versus control structureEnds versus means values




	Balanced Scorecard Model

	Kaplan and Norton 1992, 1996

	FinancialCustomersLearning and growthInternal business process




	EFQM Model

	European Federation for Quality Management 2010

	Enablers: Leadership, people, policy and strategy, partnerships and resources, and processesResults: People results, customer results, society results, and key performance results




	Performance Prism Model

	Neely and Adams 2001, 2005

	Stakeholder satisfaction




	• Strategies




	• Processes




	• Capabilities




	• Stakeholder contribution




	Source: Constructed by the authors from the relevant literature that has been discussed.





Regardless of the performance management model adopted for the organization, a strategic approach to performance management will provide organizational leaders with a tool that focuses on building reciprocal relationships with various stakeholders while achieving organizational vision and mission. The Pyramid of Goals is an integral component of the strategic approach, in which organizational goals at various levels are interwoven and individuals are able to view their activity performance in light of the holistic organizational performance. Objectives should be consistent across hierarchical levels with the aim of achieving vertical and horizontal consistency of objectives.

Identifying organizational long-term objectives using qualitative and quantitative measures and how to achieve strategies for accomplishing these objectives are the first step in the implementation of the Pyramid of Goals. Various organizational divisions, regions, and outlets, depending on organization-specific conditions, use the organization’s long-term goals when designing their annual objectives to identify their own contributions to the organizational goals. At this level, divisional circumstances need to be considered when deciding each divisional contribution, which may not be the same for all divisions or for every year. These annual objectives will be the basis for selecting the various strategies by various divisions. Departments and units within each division then will consider their contribution to the divisional yearly objectives. This process will continue throughout the organizational hierarchy until individual employees in each unit are reached. Within this context, individual performance management appraisal will be integrated with the departmental performance and divisional performance, based on the organizational hierarchy, until organizational annual and long-term goals are reached.

Figure 7.5, constructed by the authors and inspired by Fred David’s Hierarchy of Aims, illustrates the Pyramid of Goals for a hypothetical university. The pyramid integrates university objectives among its various campuses, faculties, schools, and departments. It shows how to increase the percentage of low socioeconomic students (LSES) in their student population by 5 percent in two years through market penetration and market development strategies that shared among various hierarchical levels.
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Figure 7.5 Pyramid of Goals for a hypothetical university. LSES: low socioeconomic students. Source: Constructed by the authors.

Performance Management and Benchmarking Process

Evaluating and monitoring organizational performance is a way of ensuring that organizational objectives and priorities are met. This evaluation process requires measuring the performance and comparing it to a set of targets and standards identified as part of the strategic approach to performance management. Changes in performance at various organizational, departmental, and individual levels could be viewed from a historical perspective by comparing them with past performance. Although identifying changes in performance over time is important, it is also critical to compare one’s own performance with similar organizations within the same sector or industry. This comparative process is best achieved via a benchmarking process using specific indicators relevant to the sector or industry. The aim of the benchmarking is to “compare the performance of the companies against each other to identify which company operates the most efficiently and give a ranking of the remaining companies’ efficiency. This benchmarking performance measures can be employed to evaluate efficiency and effectiveness of the organization.”80 Benchmarking can also be used internally by comparing various departments, units, and activities as a means of making self-improvements. Benchmarking then informs the organizational planning process when setting new goals to make improvements or adapt specific practices. It is often treated as a continuous process, but it may be a one-off event, in which organizations seek continuous improvements to their operations and practices.

A product-positioning map is a simple and very useful way of benchmarking. It involves schematic representations that reflect how an organization’s products/services compare with those of competitors on dimensions most important to success in the industry.81 Once key criteria are selected, perceptions of stakeholders on their ranking of products/services on each of the criteria are obtained through market research. Stakeholders’ perceptions are then used to prepare a diagram map, and then competitors’ products/services are plotted. Product-positioning maps are a useful tool for developing plans to improve the position of the organization’s products/services compared to the competitor’s. Several product-positioning maps are prepared to capture dimensions that are most important to the success in a particular industry. Product-positioning maps are used to compare the overall organization or its divisions and departments with its competitors. They are also useful as a tool for self-improvement in comparing various divisions, regions, and departments within one organization.

Figure 7.6 illustrates a product-positioning map constructed by the authors and inspired by Fred David’s Product Positioning Map. It shows the position for hypothetical universities based on two criteria, academic reputation and student facilities, that students consider when selecting a university.

Social ventures have unique missions and circumstances that make them perceive benchmarking processes as not suitable for their enterprises. While accepting that there is a good basis for these objectives, social ventures can self-identify with subgroups of enterprises that can claim merit by association. Hence, benchmarking can be perceived as a way to counter poorly informed assessment of quality by identifying measures that will give a valid and balanced picture of the parameters that distinguish good social ventures.82 Two types of distinguishing benchmarks have been identified by McKinnon, Walker, and Davis.83 Criterion-referenced benchmarks define the attributes of good practice in a functional area. An organization wishing to benchmark its operation in that area will assess whether it has achieved the criteria. In this case, the benchmark could be a checklist of essential attributes constituting good practice. Quantitative benchmarks distinguish normative and competitive levels of achievement. These benchmarks distinguish where practices are quantifiably different in some organizations. Both criterion and quantitative measures are important to the formulation of benchmarks.
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Figure 7.6 University (Uni) positioning map (hypothetical scenario).

Source: Constructed by the authors.

For social ventures to be relevant, they need to respond successfully to massive changes in their environments. Therefore, benchmarking needs not only to identify successes to date but also provide vital signs of adaptation to the future. In doing so, the best social ventures are those that combine high achievement with extensive evidence of dynamism and rapid rates of adaptation to new challenges. To make sure that social ventures are changing in a particular dimension, it is crucial to be able to measure that change and identify appropriate performance measurement metrics. McKinnon, Walker, and Davis identified three types of performance measurement indicators when introducing benchmarking for Australian universities.84 Lagging indicators provide useful information on past performance, leading indicators provide measures of the diversity of future performance, and the learning indicators measure the rate of change performance. Because change needs to be in a particular direction, if it is to be effective, there must be direct links between all performance measures and the strategic plan of the organization. The fully developed matrix of benchmarks lagging, leading, and learning is intended to provide organizational leaders with comparative data of past success, the information needed for improvement, and a realistic appreciation of how well the organization is moving toward its goals and objectives.

When adapting benchmarking for social ventures, a choice must be made between adopting “good” or “best” practices. Given the challenges of identify best practices, especially for social ventures, it is highly recommended that “good practices” be formulated with a commitment to continuous improvement and calibration over time. The advancement of technology has made some traditional benchmarks meaningless; hence, the challenge is to identify and formulate benchmarks that measure functional effectiveness rather than simple accountability. The validity of benchmarks needs to be tested; it is critical to make sure that they capture important matters for organizational success and how they are measured. The rationale for each benchmark and the objectivity required of ratings should be validated. Social venture leaders also need to decide the number of benchmarks that can be monitored regularly, while accounting for their complexities and resources.85

Factors Affecting the Design and Implementation of Performance Management Models

Organizational internal and external factors need to be considered when designing and implementing performance management models. These factors do vary from one organization to another (depending on organizational contextual factors) and on the organization’s internal processes, resources, and capabilities. Performance management models need to be designed in such a way as to “achieve high performance and effectiveness” and facilitate continuous learning and development.86 According to Daft, leaders adjust structural and contextual dimensions and organizational subsystems to most efficiently and effectively transform inputs into outputs and provide value to various stakeholders.

Corporate Governance

Corporate governance plays a major role in the design and selection of performance management models that meet organizational needs. Mallin argues that corporate governance with its concern for both the internal aspects of organizations, such as internal control and board structure, and the external aspects, such as the organizational relationship with its stakeholders, plays a critical role in achieving corporate objectives and monitoring performance.87 Garengo and Bititci, in their studies of factors that influence performance management practices in small and medium-size enterprises (SMEs), found that corporate governance structure is one of the main factors influencing performance measurement adoption and use.88 Accordingly, corporate governance is fundamental to well-managed organizations and to ensuring that they operate at optimum efficiency and effectiveness. The role of the social venture governance board is equally important in overseeing the achievement of the vision and the mission of the social venture. The design of a suitable performance management model to fit a social venture’s unique circumstances is an essential part of the board fulfilling its legal and moral responsibilities.

Organizational Culture

For social ventures to be effective in transforming society in this current socioeconomic environment, they will need to be willing to transform themselves by adopting a corporate culture that embeds performance management systems. Doing so involves adopting a social enterprise process that encourages entrepreneurship, and only when innovative and entrepreneurial ways of responding to situations prove effective will an enterprising culture be demonstrated.89 For an organization that has adopted an enterprising strategy, effectiveness will be contingent on all its process components having some degree of congruence with what Diochon and Anderson call a “differactuating” configuration.90

Bititci and colleagues explored the dynamic relationships between performance management and organizational culture and found that organizational culture and management style seem to be interdependent throughout the life cycle of the performance measurement system.91 Achieving a strong alignment between the desired corporate culture and the proposed performance management system deserves special consideration when designing and implementing such performance management models. Internal and external environmental pressures and changes, as well as the capacity to identify and deal with these pressures, must also be considered when designing a performance management model.92

Communication

Communication plays a major role in organizational performance at all levels. From the strategic perspective, two-way communication is critical to conveying the leaders’ vision to all internal and external stakeholders and making sense of changes taking place in the external environment. It is also important in obtaining feedback from stakeholders in relation to organizational performance that will feed back into the strategic management process. Congruent vertical and horizontal communication in any organization is vital for its successful performance and adaptation to environmental changes. The frequency of communication and level of participation by stakeholders also plays an important role in the design and implementation of performance management models. Advancement of technology and organizational investment in such advancements will affect organizational decisions related to performance management and the criteria used to measure it. Communication is also important in achieving continuous learning and development, which is an integral part of any performance management effort. Facilitating changes to organizational directions, adapting to the environment, and motivating employees and gaining their enthusiasm toward organizational performance and its strategic directions are also affected by the organizational communication system.

Management and Leadership Styles

The quality of encouragement, guidance, and support provided by the managers and leaders affects the choosing and implementation of a performance management model.93 Leaders who are more outcome oriented will focus more on quantitative performance measures, compared with leaders who are more people oriented, with a focus on employee’s welfare and qualitative criteria. Leadership process is critical to any alignment between organizational needs and goals and individual employees’ needs that would result in creating common goals and strategies to implement them. Samson and Daft argue that high-level communication is needed regarding the imperative to improve organizational performance.94 Organizational culture and management style are found by Bititci and colleagues to be interdependent throughout the life cycle of the performance measurement system.95 Leadership preferences and styles do play an important factor in the designing and the implementation of a type of performance management system. Garengo and Bititci, in their studies of factors that influence performance management practices in SMEs, found that the successful implementation of a performance management system needs to be driven by an authoritative management style.96 Usman confirms this finding and also states that good leadership affects performance management, good governance, and internal and external satisfaction significantly.97

Measurements

Identifying the why measure, who, what, when, how often, as well as the criteria of measurement, are starting points in any decision related to the design and/or selection of performance management models.98 Results of any measurements should lead to improving operations and performance. The capacity of the model to measure what needs to be measured plays a major role in the selection process. On the other hand, measurements will be a major force and a driver for employees’ behavior, given that what is measured will become the focus of employees’ attention. One of the pitfalls in designing and implementing performance management models is “indicators becoming the end results rather than a tool.”99 Straub, Koopman, and Mossel, in their intent to ascertain a general guideline for performance management and management by social enterprises, found that the identification of KPIs, as well as the input, throughput, output, and outcome indicators, ensures the effectiveness and efficiency of the internal business and also covers the accountability to stakeholders.100 Hence, managers and leaders of social ventures need to be careful in deciding what is measured, taking into account the organization’s vision and mission in addition to its internal needs. Stakeholders’ requirements and needs, including social venture obligations to the legal requirements and socially responsible reporting, must also be considered when designing and implementing performance management systems. Amaratunga and Daldry argue that the measurement framework should represent the core organization’s position and therefore progress toward organization-wide integration.101 De Lima, de Costa, and Angelis, in their study of the roles of strategic performance management systems, emphasized how they should be designed, implemented, and managed as part of a strategic management system.102 The measures should be derived from strategy and should provide consistency for decision making and actions.

Vertical and Horizontal Integration

Integration capacity refers to the ability of the performance management system to promote linkages, interdependence, and interdepartmental relations across various areas of organizations and social ventures. Vertical linkages refer to communication and coordination activities connecting the top and bottom of an organization.103 Horizontal linkage refers to communication and coordination horizontally across organizational departments. The capacity of a performance management model to accomplish vertical and horizontal integration is an important factor in the evaluation process of a suitable performance model that also meets the uniqueness of the social venture and its needs for transparency and accountability to various stakeholders. The systems approach perspective, the interdependency between social ventures’ internal sections, and the capacity to sense environmental changes are also important factors when designing and implementing a performance management model.104

Organizational Structure

Organizational structures range from being bureaucratic—characterized by vertical communication; influence based on the authority inherent in the position; rigid job definitions; many rules, regulations, and controls; and an emphasis on giving directions—to being organic—characterized by lateral communication; influence based on knowledge and expertise; loosely defined responsibilities; few rules, regulations, and controls; and an emphasis on exchanging information.105 The type of structure a social venture adopts will have a significant impact on its capacity to grow. This is especially important when there are volunteers involved because the management task becomes quite challenging, owing to a lack of authority over volunteers.106

A dynamic environment normally triggers internal adaptation, in which a more organic structure and more informal control mechanisms are adopted providing more flexibility for action and responsiveness to circumstances and events. However, not all organizations can make this adaptation. When autonomy and flexibility are constrained by externally imposed criteria, control over what is done is limited. The combination of limited control and external accountability limits responsiveness and experimentation, because any action must first be justified and approved elsewhere.107

Considering that a strategic approach to performance management requires reviewing organizational structure following the adaptation of new strategy. Hence, structure does follow strategy, and any changes to the corporate strategy trigger a review of the structure to make sure that structure does support the newly adopted strategy.108

Information and Knowledge Management and the Role of IT

Performance management models must facilitate information sharing and knowledge transfer within the social ventures and with their stakeholders. Information technologies associated with such performance management models are a fundamental facilitator of information sharing. Starns and Odom found that in practice, the installation of a viable knowledge management capability must be integrated into an organization’s management structure and business strategy to achieve good organizational health and effect organization-wide change.109 It is also essential to assess the compatibility of the performance management model IT requirements with the organization’s present systems used in accounting and finance, human resources, and stakeholder relationships. In contrast, the capacity of the performance management model in providing quality and quantity reports to match various departments’ needs and stakeholder segmentations is also an important factor in the selection process.

Employees’ Involvement, Participation, and Motivation

Identifying the key characteristics of individuals who have an impact on social venture effectiveness requires consideration of knowledge and skills, needs and preferences, perceptions and expectancies, contacts, and background factors.110 The vast majority of social ventures rely heavily on volunteers. Their involvement, participation, and motivation, together with employees, board members, and clients, significantly influence goals, strategy, and activities of an organization.111 Employee’s involvement and commitment to social ventures is critical in ensuring the implementation of social venture vision and mission. The design and selection of a performance management model must consider the impact of such a model on employee involvement, participation, feedback, and motivation.112 The quality of team support provided by colleagues within the social venture is also an important factor in the selection and design process.113

Conclusion

Throughout this chapter, we have discussed performance management from the perspective of the organization, the individual, and society at large. Complexities of performance management, various models that have been utilized in various organizations, and criteria used in measurements have been presented and analyzed in this chapter. Performance management involves the consideration of the strategic objectives in terms of individual and departmental objectives and the alignment of these objectives through the whole organization, vertically and horizontally, to ensure the vision, mission, and long-term direction of the organization are achieved. This vertical and horizontal integration is an essential aspect of performance management and ensures a structure in place to produce the feedback desired on a regular basis to guarantee goal achievement through continuous learning and development.

A holistic management approach ensures an effective performance management process that amalgamates every aspect of the organization into achieving short- and long-term goals. A holistic approach ensures that performance levels of individuals make a substantial contribution to departmental and in turn to overall effort. This is achieved with open communication and regular feedback on all aspects of performance. Employees seek honest and accurate information that can provide them with guidance to enable them to perform to the best of their ability and enable them to reach their full potential. Performance management not only allows a strategic intent but allows managers to elicit peak employee performance; to reinforce corporate culture, values, and attitudes; and to achieve the best outcome for every organization and its various stakeholders.

Social ventures are mission focused and as such are value-driven and community-based organizations working for the common good. This is particularly important when we consider the increased numbers of social venture organizations competing for shrinking dollars from philanthropists and grants. Self-reliance gained through performance management systems presents these organizations with an additional competitive advantage. Organizations gain freedom and control to fulfill their mission and mandate through reduced time spent fund-raising and reporting to funders and general efficiencies gained through performance management. For these organizations, the need for performance management at organizational, departmental, and individual levels is essential to achieve the mission of the organization.
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CHAPTER EIGHT

Conducting a Market Analysis for a Social Venture

Kathleen Liang

There has been a growing trend for organizations worldwide to seek innovative approaches to addressing persistent social issues. These social issues represent a complex system of environmental quality, education, employment, quality of life, health care, culture, art, and a variety of social services. Given the broad definition of a social venture, any organization (for-profit, nonprofit, or government) may craft a mission that includes social responsibility.

Just like any business or organization, many factors influence the process of value creation and venture performance in the market. These factors often represent how a social venture interacts with different agents from both the micro and macro perspectives. In the micro environment, the organization needs to consider internal structure, management team, decision-making processes, competition, alliances, funding sources, operation expenses, and buyers’ ability and willingness to pay. In the macro environment, many factors such as the global economy, financial instruments, and government policies will influence the long-term sustainability of the social venture.

The market analysis is a continuous work in progress as the venture evolves and grows over time. Most of the time, a venture conducts a market analysis at the new venture creation stage to explore opportunities, when it is necessary to grow and expand into new market segments or before a new concept/product/service is introduced to the customers. There are several reasons to conduct a market analysis:

• to determine the information needed to construct a marketing plan;

• to reduce or avoid market risks;

• to formulate a logical model for management teams to understand how market behaviors impact on internal decision making; and

• to improve the efficiency and effectiveness in sales and operations.

For a social venture, given the diverse nature of the social concepts, a thorough market analysis will be the first step in determining 1) how many potential customers there are to serve, including individuals and organizations, and where they are located; 2) if people would accept or reject the social venture’s mission to provide specific services that support social objectives; 3) if there is a need or audience for the social orientation to be included in marketing the venture’s products and/or services; and 4) if there exists conflicts of interest within the venture or among customers and other organizations associated with the venture’s idea.

Common Procedures in Conducting a Market Analysis

A very basic market analysis involves the assessment of both “demand” and “supply” of goods and services. There are certain procedures to be followed in conducting a market analysis; however, given the differing nature and characteristics of ventures, there is really no fixed formula for carrying out such an analysis. Nevertheless, there are several key elements that are common to all market analyses. Each element introduced in the following sections covers either internal evaluation with respect to the micro aspects of the enterprise’s development or external assessment with respect to the macro environment afforded by the society:

1. To identify the orientation of the social issues a venture or an organization wants to work with, beyond the normal profit-seeking behavior (internal, micro)

2. To gather information and learn about industry size with respect to the social venture (external, macro)

3. To identify target customers, including buyers, clients, funding agencies, and community (internal and external, micro and macro)

4. To identify the market opportunity, to incorporate the social aspects, and to establish a substantial and sustainable market (internal and external, micro and macro)

To Know What It Is

The first step in performing a market analysis is to identify the orientation of the social issues a venture or an organization wants to work with beyond the normal profit-seeking behavior. This step begins with an internal review with respect to institutional practice, financial sustainability, human resource involvement, and public relationships with customers, investors, community, and government. From a traditional business operations and management perspective, the objectives of any enterprise are aimed at profit maximization and cost-effectiveness. More and more companies have realized, however, that paying attention to social issues is not optional; instead, it must be a part of their way of doing business. Consumers and investors have become increasingly aware of the mission of an enterprise, and they are no longer passive shoppers for just any goods and services. Given more exposure, to massive information about social issues, consumers and investors are requesting/demanding that companies and organizations be actively involved in some social issue such as improving the quality of life for people and wildlife.

Some fundamental questions should be considered, however, before introducing or modifying the scope of the organization/program to include a social aspect:

• Why is it important for us to consider the social issues beyond providing the traditional products and services?

• What are some potential risks or gains for our organization to considering social issues?

• Do we know what type of social issues that we would like to focus on?

• Can we assemble enough resources to include value added or benefits with respect to social issues in our regular operations?

Gather Information and Learn about Industry Conditions

The market is a place where buyers and sellers interact and exchange information, goods, and services. The market can be a physical or a virtual location, considering the rapid growth in technology and communication. Any business or organization can be identified as a social enterprise as long as the mission statement incorporates social issues.

The second step in conducting a market analysis is to determine the industry situation, depending on the type of industries with which a social venture is associated. An overview of the industry usually reveals historical and current situations with respect to sales or income, employment, consumer preference, financial outlook, upstream and downstream industries, and projected growth.

The most common practice in gathering industry information is to begin by finding the relevant industry code, and then to conduct secondary and primary research using that code. There are generally three types of organizations that can develop social missions: nonprofit, for-profit, and government. Businesses and organizations have been classified using several systems, including the North American Industry Classification System (NAICS), which is the standard used by federal statistical agencies in classifying business establishments for the purpose of collecting, analyzing, and publishing statistical data related to the US business economy.1 The NAICS was developed under the auspices of the Office of Management and Budget (OMB) and adopted in 1997 to replace the Standard Industrial Classification (SIC) system. It was developed jointly by the US Economic Classification Policy Committee, Statistics Canada, and Mexico’s Instituto Nacional de Estadistica y Geografia to allow for a high level of comparability in business statistics among the North American countries.

For example, using the keyword search “social” in the NAICS, multiple categories provide direct services with respect to social issues, and most of these enterprises are nonprofit or government organizations:

541990   Mediation products and services (except by lawyer, attorney, paralegal offices, family and social services)

621330   Social workers, mental health, offices (centers, clinics)

624190   Family social service agencies; individual and family social services, multi-purpose; mediation, social service, family, agencies; referral services for personal and social problems; social service agencies, family; social service centers, multipurpose; community meals, social services

813319   Social change advocacy organizations; social service advocacy organizations

923130   Community social service program administration; social assistance cost sharing, government

928120   Foreign economic and social development services, government

After an industry code has been identified, we can use many secondary data sets to examine the industry trends and situation.2 For example, according to IBISWorld, the need for personal or family consultation has increased dramatically due to economic recession and personal and family trauma. Uncertainty in the economy related to employment and income raises the levels of personal conflicts and family discord. There will be a positive correlation between the incidence of substance abuse, problem gambling, and the demand for family counseling and career services. As a result, the social service industry in the United States has experienced steady revenue growth over the past five years, estimated at 3.1 percent per year to 2010.

There is not one single data source to categorize the socially responsible, for-profit operations in the United States. Socially responsible corporations follow a new movement to create positive impacts or to reduce or eliminate negative impacts on environment or well-being. In 2008, Fortune magazine published a list of the most admired companies in the United States that had engaged in some level of socially responsible action,3 including International Paper, United Parcel Service, Starbucks, Walt Disney, McDonald’s, and Medco Health Solutions. Another list of the top 100 socially responsible companies was introduced by Business and Company Info in 2010, including Vodafone Group Plc (mobile network operator, United Kingdom), General Electric, HSBC (banking group, United Kingdom and Hong Kong), France Telecom, HBOS (banking and insurance group, United Kingdom), and Hewlett-Packard.4 These companies adopt innovative approaches to encourage their employees to “make a difference” in the community. Put simply, companies believe “it is the right thing to do,” and the actions of creating positive impacts on the society will improve their relationship with customers, clients, funding agencies, and other organizations.

For example, Chevrolet is investing in greenhouse gas–reducing projects in local communities in the United States, such as wind farms, solar, and energy-efficiency practices.5 Specific projects include weatherization and retrofitting buildings, adopting wind and solar power, and planting trees.

Many university and community libraries maintain good data sources of industry information. Following is a sample list of the most popular sources of information regarding the background and history of an industry, current issues affecting the industry, employment in the industry (number of employees, payroll, wages, trends, etc.), industry financial norms and ratios, industry forecasts and outlook (expected growth and trends), size of the industry, and trade and professional associations.

Free Access Database

1. US Census Bureau (www.census.gov)

The Census Bureau collects various data in different time frames. It conducts a population and housing census every 10 years, and the most recent population and housing census was conducted in 2010. Besides a population and housing census, the Census Bureau also collects information for businesses and organizations (economic census every five years), government (census of governments every five years), communities (American Community Survey annually), and a variety of economic indicators for different industries. Several groups of subset databases are also available on the Census website, such as County Business Patterns (www.census.gov/econ/cbp/index.html), Business Expense Survey (www.census.gov/econ/bes/), and American Factfinder (factfinder.census.gov). These subgroups contain useful, updated information about population demographics, business profiles by industries in various geographical locations, and income and earnings of different types of businesses with respect to different products and services.

2. US Department of Labor (www.dol.gov) and Bureau of Labor Statistics (www.bls.gov)

The Department of Labor releases information periodically about labor issues, employment and job opportunities, employment training and compensation, unemployment reports, and answers to questions regarding employment and unemployment policies. The Bureau of Labor Statistics maintains facts and data associated with economic indicators (e.g., productivity indicators measured by output and earnings), labor distributions (e.g., regional distribution and discrepancies of unemployment rates), and critical statistics for many industries (e.g. consumer price indices, labor force by gender and industries, and average wage rates).

Printed Materials

1. Industry Norms and Key Business Ratios: This book is published by Dun & Bradstreet Credit Services annually to report key financial data and ratios for different industries. ISSN 8755-2396.

2. RMA Annual Statement Studies: This book is published by Robert Morris Associates annually and contains financial information associated with manufacturing, wholesaling, retailing, service, and contracting businesses. All information is arranged to facilitate comparisons between companies in the same line using financial performance indicators. ISSN 1545-7699.

3. Encyclopedia of American Industries: Published by the Grey House Publishing company, this book provides a rich database describing the profile and key economic variables for all US industries included in the US Standard Industry Classification System. ISSN 9781592372447.

4. Encyclopedia of Associations: Gale Research Company publishes trade association data periodically (irregular periods) to include names and contact information of the trade associations in the United States. The purpose is to facilitate industry research by giving some information only published by trade associations and not found in Census and other standard business resources. ISSN 0071-0202.

5. Hoover’s Handbook of American Business: This is an annual report published by Reference Press, Inc. This book provides summarized information, based on inputs of some of the most influential business leaders, regarding how these people became successful and what strategies they have implemented. ISSN 1055-7202.

Identify Target Customers

For a social enterprise, there are several groups of customers to be considered: consumers or buyers of the goods and services, funding sources or philanthropists, cause-related associations, and communities. The third step in conducting a market analysis is to understand what the customers want and find an approach that will attract customers’ attention.

Buyers (Clients) of Goods and Services

This group covers a wide range of people including buyers who pay a market price in exchange for traditional goods and services, people who are seeking individual or family consultation services, low-income individuals or families who are seeking shelter and food, senior citizens who need assistance to pay for heating costs in winter, young people who need mentors for personal and skill development, and so forth.

Traditional consumers, who pay the market price for goods and services, become more educated about social issues and are willing to support social enterprises that make a difference in the community. Sometimes consumers are also willing to pay a premium in addition to the market price to support the social enterprise’s mission. The literature has shown several reasons that consumers are willing to support or purchase from social enterprises:6

1. To fulfill their own moral duty

2. To recognize the perceived importance of the social problem

3. To support the perceived effectiveness of the social venture’s idea to alleviate the social problem

4. To follow the social norm

For example, the innovative eBay Giving Works program offers millions of people an easy way to give back to society. Buyers and sellers on eBay donated $54.8 million to US and UK nonprofit organizations in 2010. According to eBay’s records, a donation was made every 24 seconds through eBay Giving Works, the company’s nonprofit fund-raising program in the United States, raising more than $91 every minute for nonprofits. Overall, donations were up 7 percent in 2010, compared with 2009. Nearly nine million items were listed for sale, with all or a portion of the sale price donated to a nonprofit, more than double the items listed in 2009.

Funding Source

Philanthropic organizations are key supporters of social enterprises. Many private foundations provide strong financial support to social enterprises for various causes and functions. To apply for funding from private foundations, the social enterprise must demonstrate 1) its ability to match the funding requested, 2) how the purpose of the funding request fits into the foundation’s priority areas, and 3) its ability to sustain itself beyond the period of foundation support. There are many philanthropic organizations in the world.7 The most famous ones include the Bill and Melinda Gates Foundation, the Ford Foundation, the Rockefeller Foundation, the Goldman Philanthropic Partnerships, and the John D. and Catherine T. MacArthur Foundation. Each foundation has its own guiding principles, mission statement, purposes of the funding, funding priorities, program guidelines, geographical areas covered by funding and programs, matching resource requirements, and specific types of work the foundation will support.

The “2010 Report on Socially Responsible Investing Trends in the United States” revealed $3.07 trillion in total assets under professional management in the United States that use at least one of three socially responsible strategies: the incorporation of environmental, social, and governance (ESG) factors into investment analysis and portfolio construction; the filing or cofiling of shareholder resolutions on ESG issues; and deposits or investments in financial institutions that have a specific mission of community investing.8 As institutional and individual investors become more interested in the opportunities to invest in socially responsible organizations, they push the investment management teams to incorporate ESG factors into their investment analysis, decision making, and portfolio construction. Government policies and regulatory structures have also encouraged organizations to focus on environmental issues, economic sustainability of developing countries, regulations on production of nonrenewable resources, community development, and social problem–related investment. This trend will continue to grow, according to the Social Investment Forum Foundation, which will result in strong financial support to public and private institutions that strive to make a difference in our society.

A great deal of recent US government stimulus money is being dedicated to infrastructure projects designed to encourage economic growth and family/personal care, and some focus on disaster relief and self-help organizations. There are many categories of socially and environmentally oriented grants listed on the Grant.gov website, for example:

Agriculture—climate change, conservation innovation, invasive species, food safety and security, foreign aid, and agricultural education

Arts—save America’s treasures, literature, history, culture, libraries, museums, and exchanges

Business and Commerce—labor management, renewable energy, business education, small business development, rural enterprise development

Community Development—human/social/civic rights, youth employment, technology and innovation, solid waste management, women and minorities, capacity building, and environmental issues

Education—leadership development, conferences for educators, mentoring, health care, and personal skills

Employment, Labor, and Training—infrastructure, vocational training and education, rural technology, innovative food safety, special crop and organic food development

Energy—clean energy, alternative energy, industrial technology assistance, biomass, innovative ecosystem development

Environmental Quality—conferences, cooperative programs, conservation incentive programs, development of methodology for determining preferred landscape designs, and sustainable development

Food and Nutrition—food safety, food quality, obesity research, brain and behavior science, and training programs

Health—medicine, at-risk populations, education, and training programs

Housing—housing stability, affordable housing, housing development, capacity building, assisted living, and economic development

Cause-Related Associations

Many associations work with companies and other social ventures to create alliances in promoting social benefits. For example, Big Brothers Big Sisters International promotes the development of one-to-one mentoring programs for children and youth by establishing member organizations around the world. CARE is an international network of relief and development organizations that provide emergency relief and development assistance to people in need throughout the developing world. Habitat for Humanity International is a nonprofit, ecumenical Christian housing organization building simple, decent, affordable housing in partnership with volunteering organizations. The United Way International is an organization whose purpose worldwide is to mobilize local leaders and their communities to identify and address local human needs. These organizations and many others have dedicated their resources to supporting and providing assistance to a variety of smaller social ventures. Many companies work with the American Heart Association, the Make A Wish Foundation, the American Cancer Society, the Ronald McDonald Foundation, and others to further promote humanity and quality of life by establishing many programs around the world. Sometimes it is not clear if social ventures are competing against each other for resources or if they can combine their efforts to build alliances. In any case, understanding the organization’s strength and capacity will be critical.

Communities

Many social ventures have been involved in community services by participating in volunteering programs, donations, and sponsorships. There is a wide range of goods and services that a social venture could provide to community partners related to social services, health, education, culture, art, sports, religion, youth and family, local clubs and associations, and city and county governments.9 Each community faces different challenges, and each community organization has unique issues to deal with. Before forming a partnership with any community organizations, the people working for the social ventures need to create a plan to

1. understand the issues in the community

2. engage community people—share knowledge and concerns, identify leaders and stakeholders for different issues, organize meetings and discussion groups, develop a working group

3. develop an action plan with a vision to be

• broad and inclusive

• inspiring and uplifting for the community

• easy to communicate with

• understood by the community

Identify the Market Opportunity to Incorporate Social Issues

More research evidence has shown irreversible negative impacts that we have created in our environment and society. Whether it is the debate surrounding global warming or the argument against the commercial trade of endangered species, people start asking questions: “Are we really imposing more harm to our lives and other beings?” “What should we do (or not do, in some cases) to make a change?” The emerging social issues present great opportunities for an organization to become involved in a community project, and there are different ways to design and deliver innovative programs at the community level. The last step in conducting a market analysis is to identify market opportunities based on the assessment of supply and demand from both micro and macro situations.

Many corporations have added administrators to coordinate their community involvement efforts, and they have partnered with other social ventures to encourage employees to participate in community service. For example, VolunteerMatch is an Internet-based nonprofit dedicated to connecting volunteers to community outreach organizations nationwide. Nike and Dell Computer Corporation have both worked with VolunteerMatch to support community involvement efforts.10

Many social ventures identify priority areas based on emerging social issues. There are several questions for a social venture to consider along these lines, for example:

1. How can we identify a social issue that aligns with our organization’s mission?

2. Are we interested in a long-term or short-term relationship with a cause?

3. Are we looking for any particular cause-related opportunity to work with a community partner?

4. Are we willing to make a commitment to donate our time or a percentage of sales or profits to the cause?

5. Do our employees and leaders have the time to devote to the cause-related services, as volunteers and advocates?

6. What is the most efficient and effective way to motivate our employees to participate in cause-related services and to have the passion to make a commitment?

Summary and Conclusion

A successful market study often leads to the success of the venture. There are many factors influencing the market analysis, due to constant changes and shifts in demand and supply of goods and services as well as exogenous factors such as government policies and foreign exchange. Market analysis is still one of the most critical components in the business planning process for any venture to examine what the industry situation is, who the key players are, how consumers make decisions, where resources come from, and where the opportunities are. A social venture faces the same issues that profit-seeking enterprises in the market have, with regard to resource limitations, competition, and organizational barriers. Once a social venture introduces social aspects to internal management and external audiences, there may be more challenges to balancing operations, marketing, and finance in the long term in a way that will meet the goals to maximize profit and service utility related to the social issues. A solid market analysis should involve assessing the micro and macro aspects of the social venture. The management team of the social venture needs to determine if and to what extent there is a substantial and sustainable opportunity, and if there are sufficient resources available or potentially available to take advantage of that opportunity. The outcome of the market analysis will allow a go–no go decision for the social entrepreneur. Once the decision is made, and if the outcome of the market analysis is in favor of the market development, then a marketing plan should be drafted given the information from the market analysis.
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CHAPTER NINE

Concluding Thoughts on Accountability and Performance Measurement and Management

Thomas S. Lyons

Accountability is arguably the most crucial issue in social entrepreneurship. In Chapter 1, Victor and Grimes assert that social entrepreneurship, by its very nature, carries with it a “charge for greater accountability on the part of the entrepreneur.” A social entrepreneur operates on a moral imperative, seeking to right a societal “wrong.” To accomplish this, transformation—deep and lasting change—is necessary. That is to say, the problem must be solved, which is more than merely treating its symptoms. By assuming this burden, the social entrepreneur accepts the mantle of responsibility for solving the problem. If she does not succeed, her quest is abruptly ended.

The accountability here, as Victor and Grimes note, is not solely to the donors or investors who finance the social venture but to the entire community with which that venture works. The expectations of these community stakeholders represent an “informal mandate” that the social entrepreneur cannot afford to violate.1 According to Victor and Grimes, it is the responsibility of the social entrepreneur to solve the problem by enhancing the community’s capabilities to address the problem now and in the future.

Yet what is it, exactly, that the social entrepreneur is accountable for? Is it the actual solution of the problem? Social problems are typically of a scale that no one individual can solve them alone. Victor and Grimes argue that social entrepreneurs should be held accountable for mobilizing the community to solve the problem by transforming local institutions, ending community isolation through the creation of networks, and building skills, knowledge, and ownership. Along the way, these entrepreneurs facilitate participation by community stakeholders and mutuality of purpose. Papadimos, Grant, and Vajjhala, in Chapter 2, frame this as a responsibility for the public interest, manifested in building capacity and sustainability.

If we accept these assertions about to whom social entrepreneurs are accountable and for what, then the challenge centers on verifying that this responsibility has been met and that the social venture is capable of continuing to meet the responsibility. These are performance measurement and management, respectively. Performance measurement seeks to ascertain that the social entrepreneur/social venture is accountable for achieving the stated mission, building community, and sustaining the venture itself. Performance management is about learning from the results of this measurement and using this knowledge to improve the venture’s ability to pursue its mission—a so-called learning organization.

The Logic Model Framework

Numerous variables are available to social entrepreneurs for tracking and measuring performance. As Thompson and Scott point out in Chapter 3, some of these are subjective in nature and are more appropriately labeled “performance indicators,” and others are objective and represent true “performance measurements.” In Chapter 4, Ormiston and Seymour remind us that what social entrepreneurs measure has an impact on what they do. These authors contend that to maximize effectiveness, social entrepreneurs must align mission, strategy, and measurement.

Both Ormiston and Seymour and Whiting, dePillis, and Townsend (Chapter 5) note the competing goals faced by social entrepreneurs of ensuring financial viability and of maximizing social value. This both causes considerable variation in the ways social ventures measure their social impact and a tendency to overemphasize measures of economic performance at the expense of social performance.

As a result, a variety of frameworks have been advocated for thinking about performance measurement. These include the IRIS (Impact Reporting and Investment Standards) tool, the Balanced Scorecard, and the business model, among others discussed herein. One framework that has not yet appeared on the pages of this volume is the Logic Model.

There are several variations of the Logic Model dating back more than 30 years. One version has four parts: conditions (the social problem to be solved), activities (undertaken by the social venture addressing the problem), outcomes (short-term results of the intervention), and impacts (long-term results of the intervention).2 Wholey describes the Logic Model as consisting of resources, activities, outputs, customers, short-term outcomes, intermediate outcomes, long-term outcomes, and influential factors in the external context.3 This latter model is distinguished by its attention to the environment in which the program in question is operating. No matter whose model is used, Julian captures the concept succinctly: “the logic model provides a simple means of presenting a program and establishing process and outcome goals.”4 At essence, it is a basic program evaluation technique.

A logic model that is straightforward and easily understood is the version described by Wei-Skillern and colleagues.5 It is constituted of five stages—inputs, activities, outputs, outcomes, and impacts—that make a direct connection between what a social venture does and its impact on the community in which it operates. Like the ripple effect that results when a stone is tossed into a pond, the social venture’s actions should positively influence the quality of life in its community in a way that radiates out over space and time. It is likely impossible to account for all the variables that may influence a social venture’s impact, but the Logic Model does provide a framework for making the case in a systematic way.

This model is driven by the social value proposition (SVP) of the social venture.6 The SVP is the value that the venture brings to its clients that makes its efforts unique. It represents the impact that the venture would ultimately like to have on its clients and its community. In many respects, the SVP reflects the venture’s vision for the future. In Chapter 5, Whiting, dePillis, and Townsend assert that a well-defined mission and vision are among the crucial contributors to sustainable impact. The Logic Model tries to answer the questions, “Does what we are doing matter? Does it change anything?” The answers begin with the venture’s understanding of its purpose and its future.

The first stage accounts for all the various inputs to the social venture’s activities. These include forms of human, financial, physical, and social capital. Inputs might also be argued to include contextual elements, such as economics, demographics, legal considerations, culture, and so on, that influence the venture’s activities. Several of the important contributors to the sustainable impact of a social venture identified by Whiting, dePillis, and Townsend are introduced at this stage. These include capital access, strategic partnership formation, talent development, financial self-sufficiency, and academic access/connections. Papadimos, Grant, and Vajjhala in Chapter 2, adds relevant policies and procedures to this list. Thompson and Scott (Chapter 3) point out that it is useful to determine the performance indicators and measures to be employed early on, and Caslin (Chapter 6) and Butrous and McBarron (Chapter 7) add determining the performance management model to the list of essential inputs. Liang (Chapter 8) suggests that a market analysis can contribute at this point as well. Taken together, these represent the crucial inputs to a social venture that seeks to maximize its impact and sustain that impact over time.

These inputs are the stuff of which the activities of the social venture are made. These activities represent what the social venture does and are driven by its mission. They will vary from organization to organization, but Caslin (Chapter 6) asserts that they should be carried out with a team focus, that the staff that implements them should be rewarded for doing so in an accountable way, and that all of these efforts should be undertaken in an environment of financial transparency, in keeping with the principles of open-book management.

The key to successful performance measurement lies in making the link between the social venture’s activities and its impact.7 There are two measures that establish this link, according to the Logic Model: outputs and outcomes. The direct results of the venture’s activities are its outputs, which can be further characterized as being internal and external.8

An example might help to make this distinction. A social entrepreneur starts a venture with the mission of helping young people living in economically disadvantaged neighborhoods in New York City to be admitted to and have success at top-tier colleges and universities. She envisions that these college graduates will have financially successful careers and will give back in a variety of ways to their home communities. She assembles a board of directors made up of influential individuals in business, secondary education, and higher education. She garners the cooperation of the local school board. She engages high school student advisors, people with knowledge regarding college entrance examination preparation, and college admissions officers. She helps selected students create competitive high school course schedules, learn the skills necessary to successful take entrance exams, tour elite colleges, and prepare for admissions interviews. She obtains the cooperation of current college students and alumni to serve as mentors to her disadvantaged students.

The internal outputs of these activities (those achieved within the venture) include the number of students engaged in the program, the number of college entrance exam preparatory courses offered, the number of college visits arranged, and so forth. External outputs (those generally beyond the direct control of the venture) might include the number of students who apply to elite colleges, the number who go on admissions interviews, and the number who score well on entrance examinations, and so on.

Although this social venture can be justifiably proud of its outputs, these in no way reflect impact. Just because students apply to a college does not mean they will be admitted, and it certainly does not guarantee that they will graduate, find a job, and become financially successful. These outputs reflect first steps in a process. They provide a measurable way of assessing how effectively the program is being rolled out.

A step further away from the social venture’s activities lie its outcomes. They are more difficult to measure than outputs and, were it not for the link provided by the outputs, more problematic in the defensibility of their relationship to the venture’s activities.9 Yet outcomes represent the second major step on the path toward true impact. In the example of the social venture that helps disadvantaged students to attend elite colleges, outcomes might include the number of students from the program who are admitted to upper-tier colleges, the number of students who graduate from these colleges, and the number of students who get well-paying jobs upon graduation.

Notice the relationship between outputs and outcomes in this example. Program clients must avail themselves of the venture’s activities and apply to college before they can be admitted, earn a degree, and use that degree to get a job. There is a direct flow from activities to outputs to outcomes. The ripples are emanating from the program’s initial intervention, increasingly removed from its “splash” by space and time, yet arguably related. It is tempting to stop the measurement of performance at this point, and many social ventures do. However, the connection between the venture’s activities and its SVP has yet to be made.

The final step to social impact is more accurately a leap. At this point, measurement is taking place at least 5 to 10 years out from program activities, if not more. Variables of impact are fuzzier, and measuring them is difficult. The connection between impact and activities is so tenuous that Wei-Skillern and colleagues point out that the impacts claimed are often referred to as the “Domain of Cherished Theory.”10 As a result, Whiting, dePillis, and Townsend (in Chapter 5) urge the use of techniques of subjective measurement, such as storytelling, the replicability of impact, and innovativeness, in place of the usual financial measures.

Despite this, the Logic Model does afford the social entrepreneur with a defensible series of connections: activities to outputs (internal and external) to outcomes to impact. In our example, the gainfully employed graduates of elite colleges are now capable of generating wealth for themselves and their families. They are now in a position to give back to their communities through philanthropy, role modeling, and mentoring. They are the elite college alumni who will help shepherd the next generation of disadvantaged youth into and through their alma maters. The virtuous cycle has been kick-started and continues.

Although the Logic Model is not perfect, and quantitative measurement purists can surely find much to complain about, it does help social entrepreneurs manage their ventures in a way that stays focused on the desired end result. Whether thinking through the model from inputs to impact or working backward from impact to inputs, the entrepreneur has a useful management tool that increases the likelihood that true impact can and will be achieved.

Challenges to Accountability and the Role of Failure

In Chapter 2, Papadimos, Grant, and Vajjhala tell us that merely measuring and reporting performance does not make social entrepreneurs accountable. They emphasize that accountability is more accurately a sense of responsibility to the interests of the public. The exact nature of accountability may vary from stakeholder to stakeholder. Accountability’s amorphous nature makes it vulnerable to numerous challenges.

Papadimos, Grant, and Vajjhala identify several of these challenges, which they call pitfalls. They are largely legal and financial in nature and include general legal issues, the role of the board of directors, board indepen-dence, donations and tax-exempt status, conflicts of interest, liability and risk mitigation, illegal activities, and internal control and financial disclosure.

If not properly managed by the social entrepreneur, these pitfalls can result in the failure of the social venture to fulfill its mission and achieve its vision. Yet as both Papadimos, Grant, and Vajjhala and Thompson and Scott remind us, failure is not without its benefits. It is a natural part of entrepreneurship; when you innovate and take on risk, there is always a chance of failure. True entrepreneurs understand this and embrace it. They view failure as a step along the learning curve—as an opportunity for personal growth.

This suggests that if a social venture’s stakeholders want the social issue in question solved in the best way possible, they, too, must accept failure as necessary experimentation. That is, holding the social entrepreneur accountable must include both accountability for success and accountability for learning from failure. This is the only way that transformation relative to the social issue can be achieved.

Performance Measurement, Performance Management, and Accountability

Papadimos, Grant, and Vajjhala conclude Chapter 2 by asserting that the best way to overcome the challenges to accountability is to put the proper policies and procedures in place within social ventures. This is suggestive of having a system for managing accountability and performance.

Caslin (Chapter 6) advocates the open-book management (OBM) model of performance management for this purpose. He touts the way OBM engages the staff of the social venture in quality assurance. In particular, he notes the model’s team focus, the way it financially rewards employees for accountability, and its financial transparency.

Butrous and McBarron, in Chapter 7, discuss 10 models for performance management that might be employed by social ventures. They emphasize that performance management, to be effective, must be connected to the venture’s goals, use measurement to inform the management process, and build the capacity of the organization.

Liang (Chapter 8) notes that among the many factors that influence a social venture’s performance is its market. Consequently, she advocates market analysis as a tool for performance management. As Liang notes, not only does market analysis gather useful information on the venture’s market and the industry, it also helps the organization manage risk, model internal decision-making processes, and improve the efficiency and effectiveness of operations. These all contribute to a high-performing venture.

No matter what model of performance management is chosen, the ultimate goal is to build an organization that thinks and acts in a way that establishes and maintains accountability to stakeholders. Performance measurement and management are tools for achieving this accountability that is so crucial to social ventures.

Notes
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