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Introduction

n recent years, the traditional
approach to foundation prac-
tice has undergone significant
changes. The response of the
philanthropic community to
“Virtuous Capital: What Foundations Can
Learn from Venture Capitalists,” a Harvard
Business Review article published in early
1997, reflects the extent of these changes. The
article contrasts venture capital investment
practice with that of mainstream foundations,
many of which refer to themselves as “the ven-
ture capitalists” of the nonprofit sector. In the
foundation community, there has been a
growing interest in applying some of the ven-
ture capital approaches described in the arti-
cle to the field of philanthropy. And indeed,
the term “venture philanthropy”is increasing-
ly used to describe the work of various foun-
dations across the country.

In 1998, based on the evolution of its
work since 1990, The Roberts Enterprise
Development Fund (REDF), a philanthropic
venture of The Roberts Foundation, released
a case study through the Stanford Graduate
School of Business. The case, “The Roberts
Enterprise Development Fund: Implementing a
Social Venture Capital Approach to

Philanthropy,” details the foundation’s experi-
ence of applying venture capital practices in
its philanthropic support of a portfolio of
nonprofit organizations running social pur-
pose enterprises in the San Francisco Bay
Area. In this case, the authors Emerson and
Tuan described the changing nonprofit and
philanthropic marketplaces, the evolution
and application of a social venture capital
approach to philanthropy at REDF, and the
limitations, challenges, and general applica-
bility of social venture capital practice in the
field of philanthropy.!

While many aspects of implementing a
social venture capital approach to philan-
thropy remain relevant since the case was
published, REDF’s approach to venture phil-
anthropy and understanding of the challenges
and lessons learned have continued to expand
and evolve.REDF is committed to an ongoing
process of evaluating and assessing its
approach and to sharing these learnings with
the broader community. This document
details these further reflections and references
recent REDF papers that discuss, in a more
comprehensive manner, aspects of REDF’s
lessons learned.2

Background on The Roberts Foundation

he Roberts Foundation is a private

family foundation located in San
Francisco, CA. George Roberts, a founding
partner of the leveraged buyout firm
Kohlberg Kravis Roberts & Company,
established the foundation in 1986. The
Roberts Foundation pursued its initial
philanthropic strategy from 1990 to 1996
through its first grantmaking vehicle—The
Homeless Economic Development Fund
(HEDF). The HEDF’s goal was to support
a variety of efforts by nonprofit organiza-
tions to expand economic opportunity for
homeless individuals. The strategy funded
programs in three areas: increased accessi-
bility of traditional job training programs
for homeless people, self-employment for
homeless women, and the practice of non-
profit-run enterprise. Foundation staff and
trustees, after evaluating the HEDF’s expe-

rience in these areas, decided the greatest
program impacts were in the area of social
purpose enterprise. Over the years, the
Foundation increasingly focused on the
strategy of social purpose enterprise while
it decreased and eventually eliminated its
funding of other approaches to homeless
economic development.

By the time the HEDF was dissolved at
the close of 1996, the Foundation had made
grants in excess of $6 million to over 40
nonprofit organizations in the greater San
Francisco Bay Area. In September of 1996,
the Foundation published a report on its
work entitled New Social Entrepreneurs:
The Success, Challenge and Lessons of Non-
profit Baterprise Creation, a 400-page docu-
ment which presented an open, compre-
hensive discussion of the Foundation’s
work and an assessment of its outcomes.?
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The Creation of The Roberts Enterprise Development Fund:

Rationale and Strategy

he first major finding of the HEDF ini-

tiative was that, contrary to mainstream
opinion,nonprofit organizations could suc-
cessfully plan, launch and manage prof-
itable, market-based enterprises while
simultaneously providing employment and
training opportunities for formerly unem-
ployed individuals. This was an important
finding in light of the history of failure
experienced by many practitioners in the
field of job creation and business develop-
ment over the past 30 years. While there
have been individual success stories of non-
profit-run enterprises across the country
(Pioneer Human Services in Seattle, New
Community Corporation in Newark, NJ
among several), there has been little evi-
dence that a group of nonprofits in a single
geographic area can achieve success. The
Roberts Foundation is committed to build-
ing the capacity of not one but a portfolio
of nonprofits within a limited geographic
region with the goal of producing success-
fully run social purpose enterprises.

The second major learning from HEDF
was that the success of these social purpose
enterprises rested largely on the provision
of extensive support in addition to financial
assistance in order to pursue both financial
profitability and a social mission.4
Foundations have traditionally shied away
from funding the organizational capacity of

nonprofit organizations and have operated
at arm’s length from the nonprofits. In con-
trast, The Roberts Foundation is committed
to providing a portfolio of nonprofits with
the necessary resources and building their
capabilities to successfully execute social
purpose enterprise business strategies.

Based on these two significant learnings
from HEDFE The Roberts Enterprise
Development Fund was launched in January
1997 as a social venture capital fund with a
small portfolio of nonprofit organizations,
each of which was running businesses to
employ individuals who exist at the margin of
society. A detailed description of The Roberts
Foundation’s evolution from a more tradi-
tional ap proach to philanthropy, in the early
years of HEDF from 1990-1993, to HEDF
from 1994-1996, to REDF in 1997 and beyond
can be found in REDF’s “The Challenge of
Change” paper released in February 1999 and
also included in this book.5

Whereas HEDF’s mission was more nar-
rowly defined to assisting social purpose
enterprises, the mission of REDF is to:

Raise the standards of excellence and
integrity in the nonprofit and philan-
thropic community nationwide
through the development and dissemi-
nation of innovative approaches to
address critical social issues.
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The Roberts Enterprise Development Fund: Implementing a
Social Venture Capital Approach to Philanthropy

he REDF approach to a social venture

capital practice involves investments in a
portfolio of seven San Francisco Bay Area
nonprofit organizations. These “investee”
organizations benefit from a number of core
financial investments by REDF in human cap-
ital as well as a number of additional compo-
nents. These components include:

9 Capital grants for the business,
€ Targeted business analysis and assistance,

9 Involvement and partnership with REDF
through Venture Committees,

9 Organizational capacity-building through
Farber Interns and Farber Fellows
Programs for MBA students and graduates,

9 Business networking through the

Partners-for-Profit, and

@ Access to and training in the use of tech-
nology and outcome measurement. 6

Core Investments

The core financial support received by each
organization in the portfolio comes in the
form of an annual capacity-building grant
ranging between $100,000 and $125,000.

This grant enables the nonprofit to hire an
enterprise manager and invest in the
human capital required to develop and
oversee the execution of a business strategy
as articulated in their 3-5 year business
plan.

Capital Investments

The Fund provides additional financing as
dictated by each enterprise’s business plan
and augments that financing with other
charitable investments provided by individu-
als, corporations and foundations interested
in supporting the enterprise development
goals of the Fund. The Fund also makes
available a range of other capital resources
through a mix of grants, recoverable grants
and networking opportunities to secure low-
interest loans from both commercial and
nonprofit lending institutions.

Business Analyst

REDF has partnered with Keystone
Community Ventures, a local technical assis-
tance organization specializing in nonprofit
business development, to assist the manager
and Venture Committee in running the

Core Investments

Capital Investments

Business Analyst

Venture Committees

The Roberts Enterprise Development Fund Portfolio of Investments?

CVE, Inc.

Juma Ventures

Youth Industry

Asian Neighborhood Design

Golden Gate Community, Inc.

Goodwill Industries

Rubicon Programs

‘l" | Farber Interns/Fellows
Partners-for-Profit

Access to Technology

Outcome Measurement

X [
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enterprise(s). Keystone Community Ventures
was launched in 1993 with planning grants
from The Roberts Foundation and has had
a long history of collaborative work in this
area. The business analyst is involved in
analyzing the strategic position of the busi-
ness, critiquing the venture’s business plan,
evaluating the business’ financial state-
ments (both actual and pro forma), and
providing an objective evaluation of the
business. The business analyst directly
assists management in conducting the
analysis and assists the managers in devel-
oping their own skill set in order to assure
that knowledge transfer occurs and the
future capacity of the organization to effec-
tively manage the venture is developed.

Venture Committees

The Venture Committee consists of repre-
sentatives from REDF, the nonprofit execu-
tive director, the enterprise manager, and, as
appropriate, a Board member from the
investee organization. This group is some-
times joined by an individual with direct
expertise in the industry sector of the enter-
prise.  Together, the committee meets
monthly to review financial and operational
performance, identify areas of concern, and
help ensure that these concerns are
addressed in accordance with the enterprise’s
business plan.

Farber Interns and
Farber Fellows

REDE, in partnership with The Phalarope
Foundation and Students for Responsible
Business, established the Farber Interns and
Farber Fellows programs to leverage the talent
of business school students in support of
investee organizations. The Farber Interns
and Fellows are named to honor Michael E.
Farber, who passed away in 1996. During his
tenure at Rubicon Programs from 1989 to
1996, Mike helped chart out the growth and
expansion of two of Rubicon’s enterprises,
Rubicon Buildings & Grounds and Rubicon
Bakery. The presence of a summer Farber
Intern or year long Farber Fellow rounds out
the Fund’s efforts to enhance the capacity of

its portfolio organizations in the effective
management of their ventures.

Partners-for-Profit

Partners-for-Profit (PFP) was created to
address the enterprises’ need for direct mar-
ket access. The initiative is a focused working
group of Bay Area business leaders repre-
senting a variety of industries. PFP provides
REDF investees with one more level of analy-
sis and assistance. In addition to providing
advice and guidance to investees, PFP mem-
bers assist in connecting enterprise managers
to professional networks within their indus-
tries and target markets. Finally, PFP pro-
vides opportunities for the hands-on
involvement of business people interested in
making a meaningful and direct contribu-
tion to the process of social purpose enter-
prise creation and expansion.

Access to Technology

REDF has equipped each enterprise, on a lim-
ited basis, with the basic hardware and software
necessary to gain access to the web and com-
municate via e-mail. REDF partnered with
CompuMentor, a San Francisco-based non-
profit computer consulting organization, to
build a private web site for the REDF Portfolio
and organizations and to train all the nonprof-
it managers in accessing the web and using e-
mail. Additionally, REDF has contracted with
Dayspring Technologies to develop custom
databases for each organization to track social
indicators and provide managers with training
on how to use and build upon them

Outcome Measurement

Rather than implementing traditional evalua-
tion methods, REDEF, in partnership with its
investees, developed and launched a web-
based information system called “WebTrack”
which was custom designed using standard
business MIS tools. REDF contracted with
BTW Consultants to work with the enterprise
managers in developing indices of operational
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and social outcome success against which
future p erformance can be measured. Over
time, BTW Consultants will be building each
organization’s capacity to conduct its own
social outcome studies. “WebTrack” will
enable enterprise managers and REDF to
track monthly performance on both econom-
ic and social terms® for the duration of the
five-year initiative. This work will result in a
system through which each organization can
assess and adjust its social impacts in a mean-
ingful and timely manner. It also creates the
framework for analyzing the Social Return on
Investment (SROI) on each enterprise and the
REDF portfolio as a whole.?

Each of these components of the REDF
venture philanthropy practice has evolved
over time—and REDF is continually seeking
to improve the support it provides to its
portfolio of nonprofit organizations. There
are many ways in which each of these com-
ponents relates to standard venture capital
practice.

The chart on the following page from the
Stanford case on REDF summarizes the dif-
ferences between venture capital and tradi-
tional foundation approaches across seven
relevant areas of practice.l® The fourth col-
umn provides examples of how REDF is
applying a venture capital approach in each of
these areas.!!

While there are clearly many similarities
between venture capital practice and REDF’s
venture philanthropy approach, there are also
significant differences that should be high-
lighted in several of the categories.

Risk Management

Most venture capitalists look to build a
portfolio to minimize their risk and maxi-
mize their total return on investment. While
venture capitalists certainly end up backing
many risky investments, they are clearly not
looking to fund businesses that have a high
likelihood of failure. By contrast, REDF’s
approach is risky by design and limits finan-
cial returns. The purpose of the REDF port-
folio enterprises is to employ individuals
that private sector companies have already
fired or would never hire. And often, busi-

nesses with jobs appropriate for people with
little or problematic work experience are in
industries with low profit margins. REDF
expects that at any given time, 70% of the
enterprises in the portfolio will be profitable
(or if losing money, doing so according to
plan), while 30% will be losing money at
greater rates than planned. REDF is willing
to tolerate more business performance risk
as a necessary tradeoff of employing its tar-
get populations.

REDF’s approach to social venture cap-
ital is also different in that REDF invests in
nonprofit organizations with the capacity
and capability to run social purpose enter-
prises that may be at different stages of
development across a variety of industry
sectors. By contrast, the typical venture cap-
ital firm invests in a portfolio of companies
at similar stages of development in a single
industry. For example, in 1999 the REDF
portfolio consists of 23 different businesses
in a range of industries from furniture
manufacturing to retail to food services.
These businesses are at various stages of
development, ranging from start-ups to
more mature businesses of 10 years plus.
This necessarily increases the complexity of
managing such a portfolio and requires a
different skill set on the part of REDF’s
management.

Amount of Funding

Many venture capital firms fund start-up
businesses in their entirety or have a major-
ity stake in the investment with other, lesser
investment partners. REDF does support a
majority of the social purpose enterprises’
financial needs for start-up and ongoing
operations; however, the social purpose
enterprise is usually just one program of an
entire agency whose funding needs far
exceed that of the enterprise. This makes for
an interesting tension in REDF’s work—
similar to what would happen if a venture
capitalist only funded one division of an
existing company, to the exclusion of the
other divisions. A further discussion of this
can be found in the “Lessons Learned” sec-
tion that follows.
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Relevant Practice

Risk Management

Amount of Funding

Duration/Length of Relationship

Terms of Engagement

Organizational Capacity Building

Performance Measures

Exit Strategy

Results

Venture Capital

High degree of shared
risk

Funds are lost when
projects fail

Substantial commitment
to provide significant
capital and to help raise
additional current and
follow-on capital

5-7 years
Linked to success

Joined at the hip
Small portfolios
Partnership

Funding to build
capacity to successfully
execute business plan

Clearly defined rewards
and risks for all

2 stars, 2 failures, 6
walking dead or
wounded

1% of capital for all
start-ups but 30% of
companies that reach
IPO stage

Foundations

Low risk for foundation
High risk for nonprofit
organization (NPO)
Funds themselves not at
risk (must be spent)

Partial commitment —
will provide small part
of total needed capital.
NPO management must
continue fundraising
independently.

1-3 years
Arbitrary

Arm’s length
Large portfolios
Oversight

Funding primarily for
programs not personnel,
infrastructure, overhead

Funder: reward is in
grant-making

NPO: reward is in out-
come

“Myth” of government
take-out.
Burden on nonprofits.

Harder to know.

Not quantified.

Same potential to sup-
port organizations to
scale?

REDF Approach

High Managerial risk man-
agement through Business
Analyst, Farber
Interns/Fellows.

Enterprise and
Organizational risk
management through
portfolio diversification

Significant Core and
Capital Investments
Support in fundraising
efforts through networking
on enterprises’ behalf

Minimum five-year
horizon for Initiative

Input into management of
enterprises through venture
committee structure

Small portfolio (7 organi-
zations)

Funding for organizational
capacity: human capital,
overhead, capital require-
ments, technology, etc.

Social Return on
Investment analysis (SROI)

Portfolio decreased from 10
to 7 between 1997 and 1999.
Philanthropic, market, and

commercial exits

Social Return on
Investment Reports,
Agency and Enterprise
Specific and Portfolio-
Wide (SROI)
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Exit Strategies

As described in the Stanford REDF case, the
investment philosophy of REDF identifies
several levels at which an exit strategy may
be executed. The first is within the organi-
zation itself. REDF funds may be initially
applied to a planning process and later
transferred to support the capitalization of a
venture. This transfer represents a gradu-
ation of funds to progressing stages of busi-
ness development. Second, as the venture is
increasingly successful, other foundations or
sources of funds may be brought into the
capital structure. This effectively decreases
the percentage of REDF funds present,
which in turn limits REDF’s exposure.
Third, as the enterprise continues to esta-
blish itself in the market, REDF funds may
be replaced by market-based capital in the
form of commercial lending and other
resources. And finally, some businesses are
now able to support all of their expenses
internally, through sales revenues. Each of
these levels represents a different exit strate-
gy as REDF’s funds are moved to increasing-
ly “higher” purposes and eventually out of
the capital structure all together.

A key issue in assessing exit strategies is
how to determine the return on investment in
the social purpose enterprise. A detailed dis-
cussion of REDF’s approach to quantifying a
social return on investment (SROI) can be
found in a companion chapter in this book.12
However, it should be acknowledged that for
the philanthropic investor, exit strategies will
most likely not look like more typical “take-
out” strategies in the for-profit sector. Rather,
exits may occur as a result of funding by other
investors or commercial lending institutions,
resulting from the achievement of operational
goals and social impacts.

As the nonprofit sector achieves greater
capacity to document these social impacts,
public and other types of funding may be put
in place to reward nonprofits for their social
outcomes. This shift to outcome funding may
lay the foundation for creating actual revenue
streams to support the work of the nonprofit
sector, providing further opportunities for
initial “investors” to exit their capital and
apply it in other areas of interest.

Other Differences Between
Typical Venture Capital Practice
and REDF’s Approach to
Venture Philanthropy

In addition to the areas listed above, there
is one other significant area in which
REDF’s practice differs from traditional
venture capital practice. REDF staff allo-
cate their time quite differently than the
typical venture capitalist. Many venture
capitalists spend much of their time look-
ing for “deal flow” and less of their time on
actual management of the businesses they
are invested in. In contrast, REDF staff
spends over 90% of their time managing
the portfolio enterprises and virtually no
time looking for new investments outside
the current portfolio. REDF focuses its
efforts on expanding the existing enterpris-
es and identifying and exploring business
development opportunities for the seven
nonprofit agencies in the existing portfolio.
The result has been that although the REDF
portfolio decreased from ten to seven non-
profit agencies from 1997 to 1999, the
number of social purpose enterprises in the
portfolio actually grew from 22 to 23 dur-
ing the same time period.
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REDF’s Lessons Learned as of 1999

EDF staff continues to learn from their
anistakes and successes. “The Challenge
of Change: Implementation of a Venture
Philanthropy Strategy,” a presentation of the
Fund’s lessons learned from 1997-1998,
included the following learnings:13

< The central importance of a donor’s com-
mitment to supporting an honest grant-
making process grounded in integrity

€ The challenge of building genuine trust in
philanthropic relationships is more diffi-
cult than many would like to believe

D It takes time to create a meaningful ven-
ture philanthropy practice

€ There is a fundamental power imbalance
present in funding relationships. Rather
than attempting to deny or gloss over that
fact, it is better to simply acknowledge it
up front and find ways to work more
effectively together with respect for the
power each player brings to the partner-
ship

€ Both investee and funder must be open to
learning new lessons and understanding
how they must transform themselves to
maximize the benefits of evolving rela-
tionships in a new market place. This
responsibility rests equally upon both par-
ties and is not simply the responsibility of
the grantmaker

Since the “Challenge of Change” paper
was written, REDF has reflected on several
other significant lessons and feels these are
important for the philanthropic community
to understand and consider applying in their
own explorations of venture philanthropy.
Key areas include issues such as:

Whether to Take a Seat on the
Nonprofit Organization’s Board
of Directors

Several newer foundation initiatives have pre-
sented a venture philanthropy strategy in
which the foundation officer would take a seat

on the nonprofit’s Board. Proponents of tak-
ing a Board seat have argued that doing so will
enable them to participate directly in the
organization’s decision-making process and
possibly exert authority over the nonprofit’s
activities specifically as it relates to oversight
of management. REDF has intentionally
decided against such a strategy for a number
of reasons.

First, REDF views all its work as a form of
investment in the capacity building of the
nonprofit sector. REDF believes nonprofit
organizations should be “owned” by the com-
munities of which they are a part. When
Foundation trustees originally began pursu-
ing a more engaged approach to grantmaking,
they discussed whether the foundation should
create a development corporation to pursue
its goals or, perhaps,create an operating foun-
dation to protect its vision over the years. The
conclusion was made that while those were
certainly viable options,the primary intent of
the Foundation was to enhance a communi-
ty’s own capacity to pursue its vision of social
purpose enterprise creation. If the
Foundation were to take a direct seat on the
board of its funded nonprofits, it was feared
the presence of the foundation might in some
ways threaten or distort the community
authority of the board of directors.

Second, while nonprofit boards play a
critical role in steering the course of an orga-
nization, most boards are significantly
removed from the key operational and day-
to-day decision making which makes for suc-
cess or failure in social purpose enterprise
development. As opposed to being in a board
role to receive reports from staff, REDF want-
ed to be directly engaged in the internal
debates and discussions of practitioners.
While an organization’s board and staff must
retain decision-making authority, REDF has
found that greater input and perspective are
leveraged at the operational as opposed to
policy level of an organization. Accordingly,
REDF has opted to play its role at that level.

Finally, while many foundations may feel
their authority is best exercised at the board
level,a board seat with its single vote does not
really provide the venture philanthropist with
the degree of control many might hope for. In
the REDF experience, it is not through the
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ability to vote that an investor really exerts
authority, but rather through guidance and
influence as options are discussed and deci-
sions made. In sum, REDF believes partner-
ing with the nonprofit and the managers of its
social purpose enterprises can best be accom-
plished through developing a relationship built
on mutual trust created over time. The exist-
ing power dynamic between foundations and
grantees is already largely distorted by virtue of
the investor/investee relationship. This power
dynamic could be further distorted by taking a
Board seat. Having influence over the direc-
tion of the enterprise as opposed to exerting
authority is where REDF believes a more sig-
nificant contribution may be made.

The Importance of Nurturing the
Communication Process By
Creating Different Levels of
Communication Between the
Investor and Investee

REDF’s management team is made up of
REDPF’s Executive Director, Associate Director,
the Business Analyst, Social Outcomes
Consultant, Technology Consultant and SROI
Analyst. The diversity of the personalities,
communication styles, and expertise of each
individual represents opportunities for com-
municating with portfolio members with even
greater diversity. In REDF’s monthly manage-
ment team meetings,sensitive issues regarding
relationships with portfolio members and
individual enterprise managers or nonprofit
executive directors are discussed. A diverse
management team allows REDF to communi-
cate with and engage investees in a coordinated
yet individualized manner.

Over time, REDF has learned that cer-
tain members of the management team are
more effective at communicating certain
types of decisions, asking tough questions,
or providing the necessary verbal support
and encouragement to the many different
individuals responsible for the evolving suc-
cess of the portfolio’s social enterprises.
Time and again, REDF has observed that
nurturing relationships through constant
and consistent communication is key to the
success of the Initiative. Managing REDF’s
overall communication with investees has
been and continues to be both more difficult

and more important than REDF staff had
initially appreciated.

The Value of Creating Flexible
Funding Instruments

REDF has increasingly found that flexible
funding instruments are necessary to engage
in this type of venture philanthropy. Over
time, the needs of the social purpose enter-
prises in the portfolio have pushed REDF to
engage in different types of funding and use
various financial instruments to provide the
necessary support for the enterprises. While
The Roberts Foundation began its funding
with traditional program grants, REDF now
provides an array of financial support,includ-
ing enterprise grants, capital grants, recover-
able grants, credit lines and loan guarantees.
REDF continues to investigate other means of
providing financial backing for portfolio
enterprises. A description of this progression
toward more varied financial instruments is
discussed in “The Challenge of Change” men-
tioned earlier.

The Incredible Complexity of
True Venture Philanthropy
Implementation

When The Roberts Foundation first launched
its Fund, staff and trustees were both aware
that the Foundation was embarking on a new,
largely untried path. Existing relations
between “classical” foundations and their
grantees have evolved over decades; on the
whole, most of the players understand and
fulfill their various roles. To a greater or less-
er degree, the traditional “system” works. At
the beginning, neither the foundation staff
nor the investees fully anticipated the com-
plexity involved in pursuing a venture philan-
thropy practice. An overarching learning has
been that this is complicated, difficult work.
Like the proverbial “pulling a thread on a
sweater,” the REDF experience has shown that
venture philanthropy is not to be undertaken
lightly. This new approach cannot be based
on the old, traditional relationships and
assumptions. Venture philanthropy rapidly
moves the foundation from simply funding
the work of others to being a participant
observer, advisor, advocate and investor. As
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the REDF experience has evolved, staff has

become involved in

@ recruiting candidates and helping retain
individuals for positions within the port-
folio,

@ negotiating conflicts and relationships
between agency and enterprise staff,

© brokering relations between portfolio
organizations and interested others,

@ engaging in discussions about and com-
plete re-design of organizations’ account-
ing systems,

@ developing management information sys-
tems with portfolio organizations in
order to more effectively track social and
financial information,

9 managing relations with other funders
interested in participating in investees’

work,

€ and countless other areas of support.

This has required REDF staff to develop
new skills, shift roles from meeting to meet-
ing (depending upon the needs of a particu-
lar organization), and continually be open
to a process of change not commonly expe-
rienced by those involved in classical foun-
dation practice. While this growth of skills
and flexibility is a value-added outcome of a
venture philanthropy practice, it has also

Conclusion

ike any good relationship, the relation-
Lship between REDF and its investee
organizations has evolved. The venture
philanthropy approach has made it possi-
ble for the organizations in the portfolio to
receive support and investments not previ-
ously available in the nonprofit sector. And

placed significant demands upon the
Foundation and its staff.

Are Smaller/Younger Nonprofit
Organizations in Better Posi-
tions to Benefit from a Venture
Philanthropy Partnership than
Larger/ Older Organizations?

From the beginning, REDF’s focus has been
on the creation and support of viable, mar-
ket-based social purpose enterprises. Over
the years, however, it has become clear that
beyond assisting in specific venture devel-
opment, REDF has also come to be involved
in areas of core organizational development
with the nonprofits in its portfolio. The
nature of REDF’s working relationship dif-
fers depending upon the size and age of any
given nonprofit organization.

An area of future exploration for the
Fund will be the question of whether small-
er, perhaps earlier stage organizations gain
greater benefit from a venture philanthropy
approach than those organizations that
enter the venture relationship with a more
established (or perhaps entrenched) cul-
ture, organizational structure and history.
The younger organizations’ flexibility and
openness to experimentation may hold the
key to a successful relationship, while the
established nonprofit may find greater ben-
efit from a philanthropic approach more
like that of an investment banker than a
venture capitalist.

the patience of REDF investees has allowed
the Foundation to grow in its understand-
ing of how best to support the work of the
practitioner community. We have learned a
great deal from this process and look for-
ward to expanding upon our learnings over
coming years.
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Footnotes

1 A comprehensive description and analysis of
REDF can be found in the Stanford Graduate
School of Business case study entitled “The
Roberts Enterprise Development Fund:
Implementing a Social Venture Capital Approach
to Philanthropy,” October, 1998. This case is
available through the REDF office or by contact-
ing the Stanford Graduate School of Business.

2 A complete listing of REDF publications may be

found on the publications page of REDF’s web-
site at www.redf.org.

3 Copies of the book can be downloaded from

our website and hard copies may be ordered
from the REDF office. Please visit our web site
at www.redf.org or email book@redf.org.

4 See the Stanford Graduate School of Business

case study entitled “The Roberts Enterprise
Development Fund: Implementing a Social
Venture Capital Approach to Philanthropy,”
October, 1998, pages 6 - 7 for a more in-depth
discussion of the lessons learned from HEDF.

5 “The Challenge of Change: Implementation of a

Venture Philanthropy Strategy,” can be found in
Chapter 2 of this book and is also available at
www.redf.org.

6 Please see the Stanford Graduate School of
Business case study entitled “The Roberts
Enterprise Development Fund: Implementing a
Social  Venture Capital Approach to
Philanthropy,” October, 1998.

7 REDF began in January 1997 with a portfolio of
ten nonprofit organizations. As of Fall 1999,
three organizations had been excused from the
portfolio. See “Enterprises Gone But Not
Forgotten,” Chapter 3 of this book for a more
detailed account of the lessons learned with these
organizations.

8 See “WebTrack and Beyond: Documenting the
Impact of Social Purpose Enterprises” in
Chapter 6 of this book.

9 For a more detailed discussion of SROI,please
see “Social Return on Investment: Exploring
Aspects of Value Creation in the Nonprofit
Sector” in Chapter 8 of this book.

10 Chart adapted from Stanford Graduate School of
Business case “The Roberts Enterprise
Development Fund: Implementing a Social
Venture Capital Approach to Philanthropy,”
October, 1998, p. 5.

11 Please see the Stanford Graduate School of
Business case on REDE pages 11 - 19 for a more
detailed discussion of REDF’s venture capital
approach in each of these practice areas.

12 Please see “Social Return on Investment:
Exploring Aspects of Value Creation in the
Nonprofit Sector” in Chapter 8 in this book.

13 Please see “The Challenge of Change:
Implementation of a Venture Philanthropy
Strategy,” in Chapter 2 of this book.
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The Roberts Enterprise Development Fund
and BTW Consultants—informing change

Introduction

he Roberts Enterprise Develop-
ment Fund (REDF) is a venture
philanthropy approach to sup-
porting social purpose enterprise
development. REDF maintains a
portfolio of seven nonprofit organizations,
which collectively operate 23 revenue-generat-
ing enterprises. The goal of social purpose
enterprises is to provide transitional and perma-

nent employment opportunities to those
deemed “unemployable” by the mainstream
labor market.

REDF is all about innovation and
change:

€ REDF funds new strategies for job creation
and the development of community assets.
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Navigating

< REDF provides an array of ancillary sup-
port to nonprofit organizations through
the innovative application of techniques
borrowed from the for-profit, venture
capital field.

€ REDF assists nonprofits in being as effec-
tive in the pursuit of their business mis-
sion as they seek to be in their social mis-
sion.

9 REDF seeks to overcome the limitations of
traditional, classical approaches to philan-
thropy through the creation of a meaning-
ful, significantly more engaged partner-
ship between funder and investee.

However, change is challenging—even
for those who seek it out and understand its
value. This chapter presents a discussion of
the challenges REDF experienced during the
initial months of launching its initiative and
the steps taken to date to respond to these
challenges.

The following pages begin with a pre-
sentation of a basic framework for under-
standing organizational change. This is fol-
lowed by a brief description of the transfor-
mation The Roberts Foundation has under-
gone over the past decade. During that peri-
od, the Foundation moved from implemen-
tation of a classical foundation strategy to
the creation of the Homeless Economic

Development Fund (1990), which then led to
The Roberts Enterprise Development Fund
(1997). Now REDEF, in 1999 and beyond,
pursues a continuation of its venture philan-
thropy strategy which has been greatly
informed by the feedback received over the
first 18 months of its operation.

After this background discussion, the
document presents the findings of a process
appraisal conducted in 1998 to assess how this
transformation from classical to venture phil-
anthropy was experienced by the Foundation
and its investee! organizations. The process
appraisal findings are followed by a discussion
of the steps taken by Foundation staff to
address the issues raised in the appraisal.

Presently the concept of venture philan-
thropy is receiving a great deal of attention.
This interest in a new approach to funding
has very real implications for the traditional
relationship between grantee and grantor.
Therefore, this chapter concludes with a dis-
cussion of lessons learned from The Roberts
Foundation’s experience that may be of inter-
est to foundations and nonprofit organiza-
tions in the early stages of formation, as well
as those considering a transformation of
existing funding strategies and relationships.

Before presenting the outcomes from this
process appraisal, it is first helpful to have
some understanding of how change is experi-
enced within organizations and what factors
may influence the change process.

the Stages of Change: A Theoretical Framework

here are a variety of ways to understand,

describe and analyze a process of organi-
zational change, particularly as reflected in
such a creative and complex collaboration as
The Roberts Enterprise Development Fund
(REDF). There are other frameworks that are
more specific to nonprofit organizations, such
as Drucker’s seven stages of effective and sus-
tainable innovation.2 And there are frame-
works that are psychologically based, such as
Lewin’s well known three-phase approach to
change—unfreezing, changing and refreez-
ing—or change cycles that reflect more of the
emotional aspects of organizational change.?

We chose a framework presented by
Michael Heifetz because it seemed the most

relevant and useful model for understanding
the stages of change experienced in The
Roberts Foundation’s initiatives, which in
many ways are a hybrid of for-profit and non-
profit philosophies. Regardless of which the-
oretical framework one chooses, the most
important point is that the REDF initiative,
and The Roberts Foundation generally,
engage in processes grounded in a commit-
ment to ongoing organizational reflection
and learning. REDF is creating innovative
systems for supporting social purpose enter-
prise development, reflecting on those sys-
tems, refining its approach based on evidence
gathered both informally and formally, and
disseminating its learnings in order to inform
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a growing field of interest in venture philan-
thropic practice.

Peter Drucker has observed that in order
to be a successful innovator it is first essential
to learn from the process of change. This
means having the courage to critically exam-
ine what needs to change and then managing
that change in a manner that reflects where
one wants to go. In commissioning its process
appraisal, REDF took an essential and coura-
geous step in asking questions of its nonprof-
it partners and itself as a foundation program
initiative. As it has been said, “You cannot get
to where you want to be by remaining where
you are.”

Michael Heifetz, a specialist in organiza-
tional development, has presented a seven-
stage process for effectively creating change in
organizations. His framework for change and
the seven stages he enunciates are derived
from extensive research and experience in
analyzing organizational development in both
business and government. Heifetz’s seven
stages include:

Stage One: Choosing the Target
Stage Two: Setting Goals
Stage Three: Initiating Action

Stage Four: Making Connections

Stage Five: Re-Balancing to Accommodate

the Change

Stage Six: Consolidating the Learning

Stage Seven: Moving to the Next Cycle

Associated with each stage is a desired set
of outcomes, actions initiated to accomplish
those outcomes, and common issues or barri-
ers to overcome. The Roberts Foundation
experienced each of these seven stages of
change during HEDF; when it reached Stage
Seven—Moving to the Next Cycdle—HEDF
transitioned to REDE In 1997, The Roberts
Foundation chose its next target (Stage
One)—REDF—by focusing on social purpose
enterprise development specifically and by

choosing to deliberately implement a venture
philanthropy approach to its funding.

In establishing its investee portfolio,
REDF set explicit goals for itself and worked
with each group to set its own business-sp e-
cific goals (Stage Two). During the first year
of REDF implementation, action was initiated
(Stage Three). This action reflected many of
the major components of a venture capital
practice—i.e., core financial investments were
made in each organization, regular venture
committee meetings were held, business assis-
tance was provided, additional capital and
business networking opportunities were
made available, and a management informa-
tion system was established.

The REDF process appraisal was under-
taken during the fourth stage of Heifetz’s
seven-stage process, “Making Connections.”
According to Heifetz, the fourth stage is when
“people wrestle with change as it plays out in
their daily work.” For the REDF portfolio this
was the time when conflicts over control and
direction emerged between organizations and
The Roberts Foundation and
within the organizations
themselves. The terrain was
shifting and the players were
trying to establish firm foot-
ing to manage both their
organizations and the new
funding relationship.

Examples of actions that
are typically part of the
fourth stage of change
include ensuring everyone
understands how the new
approach affects them and
scrutinizing the results of the
initial change process to
determine if the benefits of
the change are real. The
REDF process appraisal,
conducted 14 months into
the REDF initiative, was such an action. It
was intended to provide formal feedback to
all REDF stakeholders regarding the effective-
ness of a venture philanthropy ap proach and
offer possible guidance to make refinements
in any and all components of the initiative.
The process appraisal was also intended to
and, in fact, did lead to Heifetz’s Stages Five
and Six, “Re-Balancing to Accommodate
Change” and “Consolidating the Learning,”
which are happening currently.
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1990 through 1996: Evolving From a Classical to Venture
Philanthropy Strategy

he Roberts Foundation was founded in

1986 as the family foundation of George
and Leanne Roberts. Located in the San
Francisco Bay Area, from 1986 to 1989 the
Foundation funded a variety of youth, educa-
tion, animal welfare and arts organizations
through a classical approach which included:

€ publication of an annual report with giv-
ing guidelines,

@ submission of grant proposals by prospec-
tive grantees,

@ review of those proposals by staff* and

€ presentation of those proposals to The
Foundation’s board of directors in the
form of “dockets” consisting of a summa-
ry of the proposal and recommended giv-
ing levels.

In 1989, the Roberts decided they were
interested in funding a “strategic effort which
would not normally receive support were it not
without the assistance of The Roberts
Foundation”> Furthermore, George Roberts
began conversations with the Foundation’s
executive director regarding strategies by
which The Foundation could identify and fund
a “free enterprise approach to homelessness.”
To that end, a staff person was hired to investi-
gate the potential of such an approach and cre-
ate a strategy The Foundation could pursue.

In January of 1990, The Roberts
Foundation launched the Homeless
Economic Development Fund (HEDF).¢ The
goal of the Fund was to support efforts to
expand economic opportunity for homeless
individuals through three strategies:

@ expanding the accessibility of the main-
stream job training and placement system;

@ creating a self-employment program tai-
lored to meeting the needs of homeless
women; and

@ assisting nonprofit organizations in the

planning, launch and management of
nonprofit, social purpose enterprises.

The HEDPF’s experience in the first two
areas and the lessons learned regarding the
third are described at length in other docu-
ments. The reader is encouraged to review
that material for a full discussion of The
Foundation’s experience in social purpose
enterprise development.”? The focus of this
paper, however, is less upon what was being
funded between 1990 and 1998, and more
upon how that funding was provided.

The following chart illustrates how The
Foundation’s approach to investing in non-
profit organizations evolved from a classical
to a venture philanthropy strategy.
Accordingly, the fundamental elements of the
Foundation’s work shifted over time in the
following areas:

€ Amount of Initiative Budget and Average
Grant Size

@ Type/Form of Investment

© Number of Investees Supported by the
Foundation

€ Number of Social Purpose Enterprises
Operated by Investees

€9 Fundamentals of the Investment
Relationship

€ Target Population

£ Range of Supports Provided to Investee
Organizations

© Professional Development of
HEDF/REDF staff

€@ Form of Primary Donor Involvement

The specifics of this shift are presented in
the accompanying chart and other documents
provide detailed information concerning The
Foundation’s strategy. By the end of 1996 it
became clear that The Foundation’s goals
could be best achieved through shifting from
its prior structure to a new, focused initiative
that could take the lessons of the past and
apply them to future efforts. To that end, at
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the close of 1996, HEDF was dissolved and
The Roberts Enterprise Development Fund
launched.

The reader should keep in mind that the
following chart, while reflecting the general
stages The Foundation moved through over

time, should itself be viewed as an evolving
continuum. Within each stage lessons were
learned and internalized, while across the
decade described, the process moved forward
in a somewhat fluid motion not easily reflect-
ed in linear charts and diagrams.

Evolution of A Philanthropic Strategy

Category

Annual Budget

Average Grant

Type/Form of Investment

# of Funded Organizations

1990-1993

‘ $1 million per year
‘ (average: $25,000)

Grants

40-50

# of Social Purpose Enterprises

Investment Relationship

Targeted Population Served

8

High funder discretionary
authority

Some multi-year grants

Engaged funder

Shared learnings

Commitment to honesty
in relationship

Homeless individuals
(both youth and adults)

1994-1996

‘ $1.5 million per year
‘ (average: $60,000)

Grants
Cash Guarantees
Cash Flow Advances

20

12

High funder discretionary
authority

Some multi-year grants

Engaged funder

Shared learnings

Commitment to honesty
in relationship and gen-
eral steps to achievement

Homeless individuals
(both youth and adults)

1997-

‘ $3.5 million per year
‘ (average: $125,000)

Grants

Cash Guarantees

Cash Flow Advances
Recoverable Grants
Leveraging other resources
around investment

10 (7 as of 1999)

25+

High funder discretionary
authority

All multi-year grants

Engaged funder

Shared learnings

Commitment to honesty
in relationship and specif-
ic steps to achieving and
maintaining same

Individuals in recovery
from homelessness, drug
and alcohol addiction

Very low-income

Disabled physically and
psychiatrically

Continued...
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Evolution of A Philanthropic Strategy cContinued...

1990-1993

1994-1996

Range of Support

Professional Development of

Program grants

Isolated/individual grants

Process/qualitative evaluation

Evaluation by outside
consultant

Ad hoc business assistance
provided by individual
outside consultants

Foundation Staff

Individual Executive
Director with MSW

Form of Primary Donor Involvement

Traditional reporting
relationship

Met 2 times per year
for briefings

Periodic meetings
and input

Program grants

Individual grants/group
meetings

Greater outcome-focused
evaluation

Collaborative evaluation

Targeted business
assistance

Individual ED with MSW
and MBA earned while
working on HEDF

Interactive relationship

Met 6 times per year

Regular meetings and
communication

Program grants, capital

grants, based on business

plans

Portfolio approach

Social Return on
Investment Analysis8

Shift from evaluation to
MIS with emphasis on
capacity-building for
portfolio organizations to
manage internal MIS and
evaluation

Focused business assistance
by REDF team: Venture
Committees, Partners-for-
Profit, Farber Interns/
Fellows, Computer/other
Technology Assistance

Management Team
Approach:

@ Executive Director with
MSW and MBA

@ Associate Director with
MBA

€ Business Analyst with
MBA

" MIS,“Evaluation” and
Computer Technology
Consultants

Fully engaged relationship

Met minimum of 12 times
per year

Ongoing communication
and shared decision-
making
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1997: The Roberts Enterprise Development Fund

he strategy created by the Foundation to

support the work of its investees is part
venture capital, part organizational devel-
opment and part small business develop-
ment. To this end, REDF has the following
components:

Core Investments

The core financial support received by each
organization in the portfolio comes in the
form of an annual capacity-building grant
ranging between $100,000 and $125,000.
Among other things, this grant enables the
nonprofit to hire an enterprise manager and
invest in the human capital required to devel-
op and oversee the execution of a business
strategy as articulated in their 3-5 year busi-
ness plan.

Capital Investments

In order to build upon REDF’s Core
Investments, the Fund provides additional
financing as dictated by each enterprise’s
business plan and augments that financing
with efforts to solicit other charitable invest-
ments from individuals, corporations and
foundations interested in supporting the
enterprise development goals of the Fund and
its investees. The Fund also provides addi-
tional access to capital resources through a
mix of grants, recoverable grants and net-
working opportunities to secure low-interest
loans from both commercial and nonprofit
lending institutions.

Business Analyst

REDF partners with Keystone Community
Ventures, a local technical assistance organi-
zation specializing in nonprofit business
development, providing a business analyst to
assist the manager and Venture Committee in
analyzing the strategic position of the busi-
ness, critique the venture’s business plan,
evaluate the business’s financial statements
(both actual and pro forma), and provide an
objective evaluation of the business. The
business analyst directly assists management
in conducting the analysis and assists the
managers in developing their own skill sets in
order to assure that knowledge transfer occurs
and the future capacity of the organization to
effectively manage the venture is developed.

Venture Committees

The Venture Committee consists of representa-
tives from REDF, the nonprofit executive direc-
tor, the enterprise manager, and as appropriate,
a Board member from the nonprofit organiza-
tion and an individual with direct expertise in
the industry sector of the enterprise. Together,
the committee meets monthly to review finan-
cial and operational performance, identify
areas of concern, and help ensure these con-
cerns are addressed in accordance with the
enterprise’s business plan.

Farber Interns and Farber Fellows
REDE in partnership with The Phalarope
Foundation and Students for Responsible

The Roberts Enterprise Development Fund Portfolio of Investments?®

Core Investments Asian Neighborhood Design
Barrios Unidos

BOSS
Capital Investments CVE, Inc.

Golden Gate Community, Inc.
Goodwill Industries
Jobs Consortium
Juma Ventures
Rubicon Programs
Youth Industry

Business Analyst

Venture Committees

‘l" | Farber Interns/Fellows

*"l | Partner-for-Profit
*l" | Access to Technology

‘l" |  Outcome Measurement
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Business, established the Farber Interns and
Farber Fellows program to leverage the tal-
ent of business school students in support of
investee organizations. The Farber Interns
and Fellows are named to honor Michael E.
Farber, who passed away in 1996. During
his tenure at Rubicon Programs from 1989
to 1996, Mike helped guide the expansion of
two of Rubicon’s enterprises, Rubicon
Buildings & Grounds and Rubicon Bakery.
The presence of a summer Farber Intern or
year-long Farber Fellow rounds out the
Fund’s efforts to enhance the capacity of its
portfolio organizations in the effective man-
agement the venture.

Partners-for-Profit

Partners-for-Profit (PFP) was created to
address the enterprises’ need for direct market
access. The initiative is a focused working
group of Bay Area business leaders represent-
ing a variety of industries. PFP provides
REDF investees with one more level of analy-
sis and assistance. In addition to providing
advice and guidance to investees, PFP mem-
bers assist in connecting enterprise managers
to professional networks within their indus-
tries and areas of interest. Finally, PFP pro-
vides opportunities for the hands-on involve-
ment of business people interested in making
a more meaningful and direct contribution to
the process of social purpose enterprise cre-
ation and expansion.

Access to Technology

REDF has, on a limited basis, equipped each
enterprise with the basic hardware and soft-
ware necessary to gain access to the web and
communicate via e-mail. REDF partnered
with CompuMentor, a San Francisco-based
nonprofit computer consulting organization,

to build a private web site for the REDF port-
folio and organizations and to train all the
nonprofit managers in accessing the web and
using e-mail. Additionally, REDF has con-
tracted with Dayspring Technologies to devel-
op custom databases for each organization to
track social indicators and to provide training
to managers on how to use and build upon
them. This management information system
is described at length in a companion chapter,
“WebTrack and Beyond: Documenting the
Impact of Social Purpose Enterprises.”

Outcome Measurement

Rather than implementing traditional evalua-
tion methods, REDEF, in partnership with its
investees, developed and launched a web-
based information system called WebTrack
which was custom-designed through the use
of standard business MIS tools. REDF con-
tracted with BTW Consultants to work with
the enterprise managers on developing
indices of operational and social outcome
success against which future performance can
be measured. Over time, BTW Consultants
will be building each organization’s capacity
to conduct its own social outcome studies.
WebTrack will enable enterprise managers
and REDF to track monthly performance on
both economic and social terms for the dura-
tion of the five-year initiative. This will allow
each organization to assess and modify its
program in order to maximize its social
impacts in a meaningful and timely manner.
In this way, evaluation is re-invented to pro-
vide meaningful data to managers, allowing
them to continually improve practice instead
of awaiting an external assessment of the
effectiveness of their programs. Such a man-
agement information system also allows each
enterprise and the portfolio as a whole to ana-
lyze Social Return on Investment (SROI).10
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Year-End 1997: Assessment of First Year’s Experience—
Beginning to Articulate the Successes and Challenges of

the REDF Approach

ver the course of its first year of opera-
Otion, the REDF approach appeared to
be largely successful. Investments (in the
form of grants) were made by REDF in a
portfolio of 10 nonprofit organizations.
Groups were formalizing and refining their
strategies. Venture Committee meetings
were held; operating decisions were made in
partnership with investee organizations.
Increasing numbers of formerly homeless
and very low-income individuals were
being provided access to the transitional
employment opportunities necessary for
them to gain stability and long-term inde-
pendence. On the surface, it appeared that
the transition was going smoothly and
operating as planned.

However, over a period of months,
REDF’s staff became aware that several
REDF investees were dissatisfied with some
aspects of the strategy and its management.
The executive and associate directors began
receiving, in bits and pieces, feedback that
several of the executive directors and busi-
ness managers were frustrated with the
process. This feedback came in a variety of
forms:

9 The outside consultant hired by REDF to
manage the design and implementation of
the social outcome indicators system (by
which the impact of the programs and
businesses would be measured), began
hearing comments from various managers
that the process was “top down” and did
not allow for enough input by participants.

€ The business analyst, working closely with
business managers examining the opera-
tions of the social purpose enterprises,
also detected dissatisfaction with how the
transition from HEDF to REDF was being
executed. Questions were raised regarding
whether her contributions were in sup-
port of the nonprofits or as a “monitor”
on behalf of REDF—a critical concern in
light of REDF’s commitment to partner
with the organizations in the development
of their ventures.

© REDF’s executive and associate directors,in
individual meetings with investee executive
directors and business managers, were also
receiving feedback that while parts of the
REDF approach were going smoothly,
other components were viewed as intru-
sive, overly demanding or (of perhaps the
greatest horror to REDF staff) not con-
tributing to the ability of the nonprofit to
manage its venture more effectively.

At the same time that some REDF
investees began voicing concern regarding the
process,the REDF staff itself was also not fully
satisfied with how the initiative was evolving.
REDF staft discussed the situation with the
evaluation consultant and considered the
option of bringing in an independent third
party to interview the players and assess
opportunities for improvement. While REDF
staff immediately endorsed this option as a
logical possible next step, the REDF executive
director wanted first to discuss the issues with
the executive directors of the funded organi-
zations. These were all individuals with
whom the REDF executive director had long,
multi-year professional and, in some cases,
personal relationships. The initial, perhaps
naive, belief was that with a few well-managed
conversations, REDF would be able to solicit
input, modify its approach as needed, and
move ahead into the new year.

With this thought in mind, a meeting was
held with the executive directors and REDF
staff to discuss the experience of 1997 and
assess how to improve the process and contin-
ue moving forward. The meeting began with a
review of how the strategy had been developed
and an overview of the basic components of
the REDF approach, with REDF’s executive
director presenting areas of concern. These
“concerns” were framed in terms of REDF
expectations that funded organizations would:

@ Be fully committed to managing their
ventures and organizations effectively

9 Include REDF in all relevant decision-
making
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< Honestly assess their own strengths and
weaknesses

© Make full use of the resources REDF
offered

@ Provide accurate information in both
their reporting and meeting contributions

€ Build strong businesses and organizations

@ Provide the businesses with the necessary
resources required for growth

The document presented to the executive
directors included a basic review of the evolu-
tion of REDE as well as an outline of issues the
REDF executive director felt were important
for both REDF and the participating organiza-
tions. These included such challenges as:

€ How do we make this process work more
effectively for us all?

© How do we not have this be simply one
more foundation funding opportunity?
(Oris it?)

@ Are REDF expectations realistic?

€ What is the actual and perceived value
added by REDF’s participation in your
business development process?

9 How do we deal with the tension between
training/supported employment goals
and the need for permanent employment
to maintain business viability?

49 Once REDF funds are invested, without

“real” equity position,how is REDF role to
be defined?

© How do we balance executive director,
business manager and REDF perspectives
on the status of the business venture?

9 How do we address the attitude of “we
managed this as a small business, we can
manage this as a large business”?

9 How do we manage the tension of REDF
allegiance to business versus the executive
director’s larger commitment to the orga-
nization?

9 How do we address the “spin” factor (e.g.,
the tendency on the part of executive
directors and staff to attempt to always
put the nonprofit in the “best” light possi-
ble when interacting with funders)?

As the REDF executive director was
presenting the section on REDF’s Expec-
tations, many of the other executive direc-
tors had begun flipping through the next
pages of the presentation and could see
where the discussion was heading. Having
presented the basic issues as viewed from
the REDF perspective, the executive direc-
tor then paused halfway through his presen-
tation to ask for comments and opened the
discussion for each organization’s director
to respond and raise his or her own ques-
tions or concerns.A, shall we say, lively con-
versation ensued...

The executive directors raised a num-
ber of their own questions regarding the
transition process, the interaction between
REDF and each organization, and the
degree to which the organizations felt
allowed to provide input regarding the
process itself. The conversation, and subse-
quent process appraisal, were highly com-
plicated by the fact that some executive
directors, while having suggestions for
improving the process, were largely satisfied
with how REDF had been designed and
implemented. These directors expressed
frustration about spending their limited
time addressing process issues they did not
view as significant or of central importance
to the overall effectiveness of the REDF
process. Others took the meeting as an
opportunity to share a variety of concerns
and firmly voiced an interest in having a
significantly greater role in doing so.

At the next REDF executive directors
meeting, there was a follow-up discussion
about these issues. The REDF executive
director also invited REDF’s outside evalua-
tion consultant to this meeting and togeth-
er the group discussed options for identify-
ing and addressing concerns about the
process. The REDF executive director
offered and the group agreed that in the
interest of all individuals having a full and
fair exchange of ideas, the evaluation con-
sultant should bring in outside interviewers
to conduct confidential interviews with
each executive director and a representative
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number of business managers. This came
to be known as the process appraisal and
would be used to frame a four-month re-
assessment of how REDF was pursuing its

goals and how participating organizations
could be more effectively supported in
their efforts, while maintaining the integri-
ty of the REDF vision and strategy.

1998: The REDF Process Appraisal

|. Methodology

he REDF process appraisal relied on key

informant interviews with 10 executive
directors and 12 business managers partici-
pating in the REDF initiative. As part of the
appraisal, interviews were also conducted
with REDF staff and the business analyst.

The methodology reflects two overriding
goals:

1. to gather REDF participants’ detailed
assessments on the initiative’s strengths,
challenges, and opportunities to
improve; and

2. to support the creation of an operating
environment that encourages frank
feedback.

REDF engaged a consultant, Fay Twersky
of BTW Consultants, with evaluation exp er-
tise to conduct the process appraisal. This
consultant has a longstanding history with
The Roberts Foundation, as well as signifi-
cant expertise in providing evaluation and
management information assistance to both
nonprofits and the foundations that support
their work. The consultant had oversight of
the entire process; however, in order to assure
open discussion, she contracted with two
independent interviewers with no prior con-
tact with either The Roberts Foundation or its
funded organizations. All interviews were
conducted in person and kept strictly confi-
dential, lasting between 60 and 90 min utes.

The protocols used in the key interviews
contained several questions focused on orga-
nizational issues and participants’ interest in
and support of the REDF approach. Others
focused on the key components of REDF sup-

port. For each component, interviewees were
asked to comment on:

© the concept (is this type of assistance
useful?);

Q the process (is the way the support is made
available useful to the businesses?); and

€ the interpersonal dynamics (do the busi-
nesses work well with the people provid-
ing the support?).

The protocol was designed to be open-
ended in order to elicit detailed responses from
REDF participants. Copies of the protocols are
included as an appendix to this chapter.

Il. Assessing the Key Compon-
ents of the REDF Approach to
Venture Philanthropy
fter conducting key informant interviews,
the consulting team consolidated com-

mon responses with regard to perceived ben-

efits and challenges associated with partici-
pating in REDEF. The responses, summarized
by each of the major initiative components,
fall into two categories: What’s Working and

Areas to Address.

At the outset, it should be underscored
that the overall sentiment of those participat-
ing in the REDF initiative was positive. By
and large, the businesses felt privileged to be
included in the initiative and, in virtually all
cases, felt the benefits outweighed any diffi-
culties or frustrations. The participants
expressed appreciation for the process
appraisal itself and the opportunity it provid-
ed to comment on how things were going
from their perspective. The following is a




24

Investor Perspectives

summary of the feedback given in each of
REDF’s strategy areas.

lll.  Core Financial Investments

he intention of providing an annual grant

to the nonprofit enterprises is to enable
the businesses to hire an enterprise manager
and to support general overhead expenses.
These funds—paid in quarterly installments
throughout the year—are intended to be flex-
ible and accommodate the range of needs
identified by each organization.

What’s Working

The organizations were extremely positive
about the core financial investments. These
core investments were seen as invaluable in
terms of the level of support, the length of
the financial commitment, and the flexibility
of the funds. Both the executive directors
and business managers of the organizations
saw the overall flexibility of the core financial
investments as distinguishing REDF from
traditional grant making where grants tend
to be more restrictive both in terms of the
size, length of commitment and the possible
use of funds.

Areas to Address
Organizations expressed concern regarding
several elements of the core investment prac-
tice. First and foremost, executive directors
and business managers said they were unclear
about the terms of the multi-year commit-
ment,and what would render them either eli-
gible or ineligible for continued funding. The
possibility that the core investment could be
taken away if performance did not meet
expectations added a level of stress and ambi-
guity to some relationships with REDF and
the business analyst from Keystone
Community Ventures. The businesses indi-
cated the need for a more clearly defined set
of conditions under which the investment
would not be renewed. The businesses also
requested the establishment of a “warning
system” that would enable them to restruc-
ture, seek alternative (replacement) funding,
or prepare for the loss of financial support in
some other manner.

REDF staff members agreed that greater
clarity was needed—for example, better

defining what it means to be “under plan”—
but the REDF staff emphasized that the busi-
ness plan and pro forma financials had been
and continued to be the benchmark for busi-
ness performance.

As this issue was discussed, it became
clear that there were inherent trade-offs in
setting policies: while they add clarity and
structure,they can diminish flexibility. This is
especially important since the Fund is itself
pursuing an evolving form of grant making,
venture philanthropy, and is still creating the
process by which it will relate to its investee
organizations. This issue became especially
important later as REDF began responding to
the findings of the process appraisal and
refining its own approach.

Several executive directors and busi-
ness managers indicated that because of the
relatively large size of the investment in the
businesses, REDF sometimes adopted a
proprietary relationship with the business-
es. This manifested itself in several ways.
First, sometimes businesses perceived
REDF’s “advice” as more directive than
consultative. Second, some businesses
resented the level of credit assumed by
REDF for the evolution and growth of the
businesses in its portfolio. Finally, REDF
positioned itself as “senior equity partner”
because of the size and longevity of its
investment, a position seen by some
investees as helpful in attracting new
investors, but by others as harmful to their
efforts to bring in new funders.

These comments reflect a difference in
perspective between REDF and some of the
businesses. In REDF’s view, since many of the
ventures were not initially meeting their stat-
ed targets it was essential to provide advice
and critical feedback. In many ways, that was
the central intention of the initiative. If the
businesses were performing well enough to
simply receive funding and no additional
assistance, they would not have been asked,
nor would they have agreed, to participate in
the initiative from the outset. Furthermore,
due to the size of its grants, REDF believed it
had a philanthropic investment to protect;
and with three MBAs on staff or consultancy
and a number of years of experience to offer,
REDF felt it had something significant to con-
tribute. More importantly, REDF had clearly
articulated the role it intended to play in the
initial commitment letter that was accepted
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and signed by all the organizations. From
REDF’s perspective, it was simply doing what
it had said it would do in the context of the
new relationship.

The value of the process appraisal lay in
the opportunity to make these varying per-
spectives conscious, to validate the different
expectations held by each player and reach
some new and common understanding that
would allow change to occur.

IV. Capital Investments

n addition to the Core Financial

Investments made available through the
REDF initiative, each enterprise has access to
additional funds for capital improvements or
other needs as dictated by the business plans.
Businesses may augment these funds by solic-
iting other charitable investments from indi-
viduals, corporations and foundations. The
access to additional capital from REDF is ana-
lyzed on a “deal-driven” model, with individ-
ual enterprise needs recognized and assessed
on a case-by-case basis.

What’s Working
REDF has provided several businesses with
additional funding to support their expan-
sion plans, purchase needed equipment or
meet other enterprise needs. This access to
additional funding is a significant benefit to
participating businesses. In general, the
businesses see REDF as highly flexible and
responsive to requests for additional fund-
ing. One business noted that funding for a
new piece of “cutting-edge” equipment has
helped compensate for the additional labor
expenses associated with employing an at-
risk population with costly training needs.
The relative advantage afforded by this
equipment helps the group achieve its social
goals while attempting to break even.
Many of the organizations noted that
their participation in REDF makes it easier
to solicit funds from other sources. By par-
ticipating in the REDF effort, the credibility
of the business can be enhanced, both by
virtue of their selection by REDF, and
because of the extent of long-term support
committed to those enterprises. They also
benefit from REDF’s ongoing efforts to
raise the visibility of the initiative and
inform a growing field of interest in this
area nationally.

Areas to Address

Nonprofit organizations seek out and rely on
multiple sources of funding to support their
enterprise development efforts. As men-
tioned earlier, REDF’s position as “senior
equity partner” was problematic for several
organizations. These organizations feared
other funders might be reluctant to support
their efforts because they would not want
their support to be overshadowed by REDE.

The consulting team identified that a key
challenge for REDF is to work with the
investees to develop a process that enables the
enterprises to bring in other funders without
compromising one of REDF’s primary objec-
tives: putting the venture philanthropy strate-
gy into practice. The process appraisal sug-
gested that at this point in its development,
REDF would benefit from clarifying the spe-
cific nature of The Roberts Foundation’s part-
nership with the social purpose enterprises
and working with its investees to more effec-
tively communicate that partnership to other
potential investors/funders.

As a result of this discussion, REDF also
decided to drop the use of the term “senior
equity partner” to describe its relationship to
investee organizations and adopted the term
“senior funding partner.” This was due to the
fact that some program officers voiced dis-
comfort with what they felt was the propri-
etary role of The Foundation in its work with
portfolio organizations.

V. Business Analyst/Targeted
Business Assistance (Keystone
Community Ventures)

he business assistance offered as part of

the REDF initiative provides businesses

with ongoing technical sup port for assessing
the strategic position of the businesses, cri-
tiquing the business plans, evaluating the
financial statements and accounting systems,
and other general assistance in evaluating the
health of the businesses. The purpose of the
support is to help the businesses operate more
effectively and profitably. Keystone
Community Ventures was hired to oversee
this technical support, either by providing the
assistance directly or bringing in the needed
expertise. This support is further augmented
by the active participation of the REDF asso-
ciate director and executive director in
monthly Venture Committee meetings.
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What’s Working

All the groups embrace the concept of being
provided with some form of business consult-
ing services aimed at increasing their gener-
al business savvy and at growing the busi-
ness to scale. For many organizations, the
technical assistance provided by Keystone
Community Ventures is extremely valuable.
Those with “under-developed” in-house
financial expertise are particularly apprecia-
tive of the direction provided so they can
proceed with preparing business plans and
establishing business-oriented financial and
accounting systems.

Areas to Address

Investees most in need of general business
support indicated that they would like
increased access and time with the business
analyst. Because she provides consulting to all
of the businesses,her time with any one group
is perceived as limited. A subset of businesses
would prefer having the business analyst
available to work collaboratively at their
offices for a few hours every week,particular-
ly until their improved financial and account-
ing systems are in place.

The process appraisal surfaced confusion
and concern about the role of the business
analyst. The nonprofit organizations were
not clear as to whom the business analyst
viewed as the client—the social purpose
enterprise itself or The Roberts Foundation.
She was supposed to be helping the organiza-
tions, yet—at the same time—alerting REDF
if individual businesses were not meeting tar-
gets. This consultant was also in the position
of monitoring the timely submission of finan-
cial reports and requesting those reports if
and when they did not arrive when expected.
This placed her in a difficult position between
the investees and the funder.

Identifying this concern was enormously
helpful to REDF in its response to the process
appraisal findings. REDF staff was able
to address much of this confusion by better
defining roles and responsibilities for all
staff and consultants working with The
Foundation.

VI. Venture Committees
he Venture Committees were established
as a capacity-building forum for enhanc-

ing the ability of the businesses to successful-
ly execute their business plans. As originally
conceived, the Venture Committee represen-
tatives were to consist of REDF staff and busi-
ness analyst, the nonprofit executive director,
the business manager, and, as appropriate, a
board member. The committee was to meet
monthly to review financial and operational
performance and identify strategies for
addressing concerns.

What’s Working

The majority of the organizations found it
helpful to have monthly meetings to review
and discuss financial and operational business
performance issues. Some of the business
managers appreciated the opportunity to go
over business issues with both REDF staff and
the executive directors so that everyone was
“on the same page” regarding the status of the
business and its direction. (In some cases,the
monthly meetings provide the business man-
ager with an ally—REDF—when he or she
needs to convince the executive director and
nonprofit parent to take a particular action.)

Areas to Address

The process appraisal found that the composi-
tion and dynamics within the Venture
Committee meetings sometimes resulted in
tensions regarding who sets the direction for
the business. In some cases, in particular
when board members were present, the execu-
tive directors and other nonprofit staff did not
feel free to be completely candid in the meet-
ings. In other cases, executive directors were
concerned about the extent of REDF involve-
ment in internal organizational issues such as
the performance, hiring and firing of employ-
ees, or the relationship between the businesses
and nonprofit parent organizations.

These dynamics were compounded by
the fact that the Venture Committees were
bringing together a whole new set of players
with no prior history of working together.
These individuals required time to sort out
role relationships as well as basic personal
operating styles in order to function effective-
ly as a group charged with overseeing the
activities of the venture.

Furthermore, at some Venture
Committee meetings, selected groups felt
there was an insufficient recognition for the
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hard work undertaken over the previous
month(s) as compared with the businesses’
shortcomings. While the businesses recog-
nized the need to identify and resolve prob-
lems,they felt that feedback from REDF often
created an urgency or pressure to focus on
“problem areas” and get on with it—to move
faster, get all systems in place, and grow to
scale more rapidly.

From REDF’s perspective, the Venture
Committees were not designed to be comfort-
able meetings. Rather, they are structured to
bring all the key decision-makers around the
table and tackle tough questions. In this view,
tensions are inevitable, particularly since the
meetings can highlight internal strains and
differing opinions among the nonprofit’s
business manager, executive director and
board. Good news is valued, but not empha-
sized, REDF staff members say, because there
is limited time and the group needs to focus
its attention on the trouble spots. Just as the
executive directors must oversee all elements
of their nonprofits, REDF staff members say,
REDF too, has a responsibility and right to
aggressively manage its portfolio of social
purpose enterprises—even when issues arise
relating to the nonprofit parent. REDF staff
feels this does not mean REDF and the non-
profits cannot work as partners. In fact, staff
members stress and regularly act upon their
commitment to working in partnership with
other players. But it does, according to REDE,
mean there needs to be recognition that, in
any partnership, each partner has different
roles,authority and influence.

The differences in perspective that
emerged from the process appraisal led the
consulting team to suggest specific policies to
clarify who attends Venture Committee meet-
ings, how they are run and what substantive
areas are within and outside the purview of
each partner. Further, as in most dynamic
work environments, there is often pressure to
perform and the ideal is to control the pressure
level so it remains constructive rather than
destructive. Regardless, the process appraisal
suggested that the pressure level within the ini-
tiative might need to be readjusted.

VII. The Farber Interns/Fellows
Program
he Farber Intern or year-long Farber
Fellow provides the social purpose enter-

prises with targeted management and/or
business support. The intern/fellow’s specific
responsibilities are tailored to the needs of the
individual group and have ranged from
undertaking industry market research pro-
jects, to assisting in the preparation of the
business plan, to carrying out other projects
designed by the business manager. This flexi-
bility regarding the use of interns is intended
to help the business managers develop or
expand their business acumen and capacity,
thus increasing the venture’s potential for
long-term success.

What’s Working

A majority of the businesses have used a
Farber Intern. By providing the businesses
with assistance tied to overall operations—
from putting together a business plan to
tackling day-to-day operational issues—the
interns are key allies in helping the business-
es expand overall capacity. Perhaps the
greatest value of the interns is their ability to
pitch in on a daily basis for a period of
months. The presence of another person
with technical business expertise has been a
great resource to the nonprofit staffs, most
of whom work long hours. Some of the
interns have been so successful that the busi-
nesses now use them for other consulting
assignments, or are seeking ways of using
them again in the future.

Areas to Address

The value of the interns varies somewhat,
based on the knowledge of the intern and
ability level of the individual working with the
business,as well as the overall fit of the intern
with the venture and nonprofit culture.
While a few of the businesses are not pleased
with the outcome of the Farber Intern pro-
gram—an almost inevitable result, given the
vagaries of hiring—most generally indicate an
interest in hiring another intern in the future.
The consulting team suggested that perhaps
the screening and placement process could be
refined to increase the likelihood of a good fit
between an intern and a business.

VIII. Partners-For-Profit (PFP)
Partners-for-Proﬁt is a working group
comprised of business leaders in the Bay
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Area business community. PFP was estab-
lished to provide business contacts to those
REDF investees that have developed the
expertise and maturity to go to scale. The
stature and scale associated with potential
PFP contacts can have a significant impact on
the opportunities available to the businesses.

What’s Working

The businesses appreciated the significant
role the PFP can potentially play in launching
their operations into a much larger milieu.
Several businesses have had preliminary dis-
cussions with the PFP and were impressed by
the potential contacts and business opportu-
nities they may afford. Several of the busi-
nesses indicated the PFP is potentially the
most valuable asset provided by the REDF ini-
tiative in that one successful phone contact
has the potential to lead to a major contract or
increase in business.

Areas to Address

Executive directors and business managers
were hopeful that the PFP would materialize
as a source of future business opportunities.
There is an interest in gaining increased
understanding of the prerequisites and timing
of possible meetings with the PFP. Two of the
groups indicated some frustration by the lack
of direct access to the PFP or PFP contacts,
indicating that it would be helpful if they
could pursue the relationship more directly
themselves,instead of using REDF as an inter-
mediary. This suggestion may prove difficult
to implement, however, as PFP members
specifically asked that REDF—in this case,the
associate director—act as liaison, managing
the contacts and workflow between PFP
members and REDF investees.

IX. CROSSCUTTING THEMES
EMERGING FROM THE
PROCESS APPRAISAL

Strengths

The process appraisal highlighted widespread
support for the REDF initiative. For the most
part, REDF participants demonstrated a
strong understanding and appreciation for
REDF’s evolving approach. As one partici-

pant says:“I'm passionate about it. It’s a great
vehicle for making change in lives.” The exec-
utive directors and business managers saw
significant advantages from their association
with and participation in REDFE.

REDPF’s specific strengths include:

£ Supporting investees’ efforts to pursue a
double bottom-line strategy. REDF’s
funding, approach and philosophy enable
the nonprofits to pursue their dual goals
of operating a successful business and
helping hard-to-employ individuals gain
skills, work experience and access to the
general market place of employment.

£ Developing support systems and pro-
grams that strengthen an organization’s
viability in the marketplace. REDF’s
wide-ranging support—from targeted
business assistance to Farber Interns and
Partners-for-Profit—layers in expertise,
advice and connections that increase the
businesses’ ability to be profitable. By and
large, business managers and executive
directors believe REDF has pieced togeth-
er a package of truly beneficial support.

€ Raising the nonprofits’ visibility and
credibility among businesses, funders
and others. REDF’s approach and con-
nections heighten the businesses’ profile
and credibility, increasing their exposure
in business and funding circles.

€@ Providing the nonprofits access to
other funders and hard-to-attain
resources. By and large, the investees
say their connections with REDF open
doors to potential business deals, busi-
ness advisors and funders.

Most of those interviewed also praised
the expertise and enthusiasm, as well as the
mix of resources, advice and perspectives
available through REDF staff and consultants.
Many were aware of and appreciated REDF’s
increasing willingness to reshape program
components to meet individual nonprofits’
needs and characteristics.

Challenges
The process appraisal also demonstrated that
the REDF initiative, though widely supported
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by the investees, faces several important chal-
lenges that potentially undermine its overall
effectiveness.

€ Ambiguity. Many of the concerns identi-
fied are rooted in ambiguity. Though
REDF staff has repeatedly attempted to
define the initiative in meetings and corre-
spondence with participants, from the
perspective of participating organizations
some components still appear to suffer
from a lack of clarity. Specific examples
include: the conditions and process for
not renewing core investment; the
requirements needed to appear before the
Partners-for-Profit;and the role played by
the business analyst. This lack of clarity
has contributed to uneasiness among the
managers and was beginning to under-
mine REDF efforts to build a collaborative
spirit among portfolio organizations.

€9 Power Dynamic. REDF has been striving
to break the power dynamic found in tra-
ditional funder-grantee relationships.
REDF staff do believe, however, that they
have the right and the responsibility as
social venture capitalists to ensure that
both the investees and the REDF approach
itself are as successful as possible. While
the investees generally appreciate and
value this involvement, REDF’s hands-on
approach can also be perceived as under-
mining the enterprises’ autonomy and
authority. For example, suggestions from
REDF staff can be perceived as ultimatums
by the businesses. Core investments,
though designed to be annual and part of a
long-term relationship, are seen by at least
a few participants as a “potential stick” to
be wielded by REDF in order to keep the
nonprofits in line. And REDF staff com-
ments at Venture Committee meetings can
be perceived as challenging, though REDF
sees them as an important way to help
maintain accountability for outcomes to
which the investee has committed.

€ Pressure. The businesses felt they were
operating under immense pressure. While
REDF had attributed this tension to the
pressures inherent in running any small
start-up business, many business man-
agers and executive directors said REDF
adds another layer of stress:from the push
to grow to scale, to REDF’s reporting

expectations. While most said they
understand and agree with REDF’s aims
and approaches, a number of executive
directors and business managers felt the
pressure was unproductive. Moreover,
they said the emphasis on business o pera-
tions has resulted in a pressure to demon-
strate financial results that undermines
their ability to achieve a balanced double
bottom-line, with the push for business
performance taking a toll on the investees’
social agendas.

€@ One-Size-Fits-All. Though a number of
executive directors and business managers
noted REDF’s increasing willingness to
tailor programs to meet each organiza-
tion’s particular needs—for example,
recent changes in the composition and
timing of some businesses’ Venture
Committee meetings—a number of the
weaknesses identified seem to stem from a
one-size-fits-all approach.  Examples
include:
A business analyst who is not able to
provide all the expertise needed to all
businesses;

Executive director meetings where
time is spent on issues that are not
always relevant to all organizations;
and

Partners-for-Profit being dominated
by individuals from larger corpora-
tions who have little to offer some of
the smaller investees partnering with
REDE

REDF Process Appraisal
Conclusion

At the time of the process appraisal, REDF was
already aware of and concerned about many of
these challenges. However, solutions had been
difficult to craft. For example, it was not easy
to balance flexibility with clarity. Flexibility
can be perceived as vague, but it allows for
important and timely adjustments in process
and support. On the other hand, clarity can be
perceived as controlling and inflexible, but it
can also provide some comfort to investees
unsure of all of the rules and expectations of
the new social venture capital approach. There
is often a trade-off between the two. REDF
wants to be seen as a helping hand, a well-con-
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nected and well-intentioned partner that is just
a phone call away. While many of the busi-
nesses welcomed the offer and benefited from
the additional partnering, others saw REDF as
meddling and were reluctant to talk openly
with REDF staff about their challenges. The
differences between the two relationships—
one that spirals up into an increasingly collab-
orative approach, one that spirals down into
decreasing contact and mistrust—are embed-
ded in a complex web of personality, relation-
ship and communication challenges.

At the time of the appraisal, the REDF
initiative faced obstacles in its present and
future. The process appraisal demonstrated,
however, that as REDF moves forward,it does
so with a group of nonprofit organizations
that supports its overall effort, shares a com-
mon understanding of the obstacles ahead,
brings suggestions for addressing key issues
and appreciates the opportunity to work
together to strengthen the initiative.

Does REDF have the potential to be a
great initiative? Yes. But whether it can man-
ifest that greatness in part depends on how it
meets the challenges that will continue to pre-
sent themselves along this path of innovation.
REDF is currently facing—and will probably
continue to face—the challenge of change.
That is inherent in its nature as a dynamic col-
laboration assuming the risk of innovation
and doing things differently—in both philan-
thropy and the development of social purpose
enterprises.

Recommendations Emerging from
the Process Appraisal

A number of specific recommendations
emerged out of the process appraisal regard-
ing ways to improve various aspects of the ini-
tiative, and as described in the following sec-
tion, REDF responded directly to most of

those recommendations. It is important to
note several guiding principles that cut across
the recommendations. These guiding princi-
ples were designed to help REDF staff and
participants build a more productive relation-
ship. They were:

€@ Clarity. REDF staff and participating
investees need to ensure they have a
shared understanding of the initiative’s
aims and approach. Nonprofit and REDF
staff should work together to better define
areas that are unclear, with a particular
emphasis placed on clarifying specific
program components, the definition of
successful collaboration, and the expected
roles and responsibilities of nonprofits,
enterprises, REDF staff and consultants to
the REDF initiative.

© Communication. Both the investees
and REDF staff must redouble efforts to
communicate clearly and frequently.
REDF staff will need to be particularly
attuned to actions and comments that
negatively feed the historic funder-
grantee power dynamic. The investees—
or at least some of them—will also have
to affirm their commitment to honesty
about the challenges facing their enter-
prises and not attempt to “spin” REDF in
the traditional way funders are treated by
grantees.

9 Collaboration. The REDF initiative is
built on partnering. Investees and REDF
staff must work collaboratively to identify
and address challenges within both indi-
vidual businesses and the overall initia-
tive. This places a burden on both partic-
ipants and REDF staff to invest the time
necessary to ensure they are forging true
partnerships.
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1998/1999: Responding to Opportunities for Change

n June 1998 a final report on the process
Iappraisal was presented to REDF staff. At
that point, the Foundation had a choice: it
could simply receive the report and not share
it with participants in the Fund, or it could
use the report as an organizing tool to move
the work of the Fund to a new level of effec-
tiveness. In retrospect, the correct decision
was obvious and it may seem overly self-con-
gratulatory to now applaud that decision.

However, it must be acknowledged that
the decision was not an easy one. In general,
the foundation community is not known for
its bold steps to engage grantees in critiquing
or modifying foundation operating practices.
More specifically, in this particular case
REDF’s executive director leans toward per-
fectionism. It was not easy to accept that the
initiative he had conceived and led might
need to be refined or that REDF’s overall
management approach developed over the
prior 10 years might benefit from different
operating procedures.

At this point, it is important to acknowl-
edge the critical role played by George
Roberts in affirming a process whereby
change could be pursued not only in the tra-
ditional foundation approach, but also in how
REDF staff sought to execute the strategy he
had provided resources to underwrite.
Instead of creating an environment where any
outcome that departed from plan was viewed
as a mistake, he encouraged REDF staff to
understand that the initial process and actual
achievements of the Fund would evolve over
time. Just as the investees were learning how
to successfully operate a social purpose enter-
prise, REDF had to learn how to manage sup-
port of their efforts. Indeed, as REDF staff
moved through the process of releasing the
report to the portfolio’s executive directors,
Roberts continually reassured REDF staff that
“healthy criticism was positive” and that it
should be accepted in the spirit offered.

To that end, REDF staff began a three-
month process of regular meetings with port-
folio executive directors that included:

 reviewing the report with portfolio execu-
tive directors,

@ responding to each of the issues raised in
the report,

© exploring with the executive directors

what areas were negotiable and which
were not, and

< integrating those changes into the overall
operation of the Fund.

In addition to this process and the steps
presented below, this chapter, “The
Challenge of Change,” was itself reviewed
and commented upon by members of the
REDF Investee Portfolio prior to its release.
The purpose of this unique step was to help
assure that the various stakeholders in the
REDF initiative would have an opportunity
to read the report and provide input to the
final public document.

In response to the general issues raised by
the report with regard to clarity, communica-
tion and collaboration, the following steps
were taken by REDF in concert with investee
organizations:

© Individual letters were provided to each
organization re-stating REDF’s expecta-
tions of funded organizations and provid-
ing each executive director with specific
feedback concerning performance in five
areas: commitment to the goal of market-
based sustainability, commitment to
achieving an appropriate level of scale,
commitment to the creation of venture
commiittees, financial accountability, and
commitment to business and program
accountability. Organizations were pro-
vided with both positive feedback and
areas for improvement.

@ REDF staff met individually with each
executive director to review these letters.
Executive directors were specifically
informed as to whether REDF felt their
organization was: 1) in good shape,2) had
some areas of concern that if addressed
wouldn’t be a problem, and 3) had signif-
icant/serious areas of concern which, if
not addressed in dramatic ways, could
mean the organization would be
“excused”from the portfolio in 1999.

@ Staff from REDF and the organizations
then jointly agreed upon and set specific
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performance targets to be pursued over
the next six-month period.

4 Discussions were held within the REDF

Information Management Team regarding
the role of the business analyst. It was
decided that the analyst’s role would be
strictly that of support and facilitation,and
would not include any reporting. Those
reporting responsibilities were transferred
to REDF’s associate director.

© The executive directors agreed to meet on a

monthly basis with REDF staff to discuss
crosscutting issues of concern to the groups.

€ The REDF executive director committed

to meet with each organization’s executive
director on a regular basis to discuss spe-
cific issues of mutual concern and track
overall interactions between REDF and
investee organizations.

©QREDF established a portfolio-wide list-

serve (an Internet-based e-mail system
with the ability to track “threads” of con-
versations between list-serve members)
as a tool for engaging REDF, executive
directors and business managers in gen-
eral discussions regarding any aspect of
their work.

‘}Overall, through this process REDF

became much more aware of the need to
reflect on its communication with organi-
zations and individuals in its portfolio and
which member of the REDF team is most
appropriate to pursue issues of concern.

® Collectively, the executive directors and

REDF staff agreed that a new document,
tentatively titled “Practitioner
Perspectives,” would be developed to
provide REDF practitioners the oppor-
tunity to reflect upon and write articles
regarding the challenges of their work.
The papers comprising this document
would also serve as a platform to pro-
mote the efforts of individual organiza-
tions and professionals involved in the
REDF initiative.

In addition to REDF’s responses to these

general areas of concern, REDF and its port-
folio organizations also took the following

steps, a number of which were already under-
way at the time of the process appraisal:

Core Investments:

€@ REDF modified its disbursement schedule
to better accommodate the cash flow
needs of individual organizations by coor-
dinating specific amounts of grants with
the projected cash flow requirements pre-
sented in business plans of each organiza-
tion. Prior to embracing this as an oper-
ating policy, this had been done on a case-
by-case basis.

@ REDF dropped the language “senior equi-
ty partner” in favor of “senior funding
partner” to better reflect both its history of
investing in portfolio organizations and
interest in working with other possible
investors/funders.

Business Analyst:

£ Reporting responsibilities of the business
analyst were transferred to REDF’s associ-
ate director. This shift also eliminated
previous time constraints of the business
analyst, freeing up more time for direct
work with investees.

€ The REDF associate director and business
analyst are working together to identify
industry/field-specific consultants for
those organizations in need of more spe-
cialized consulting.

QREDF dlarified the expectation that as
issues arise in the course of providing
business assistance or other support from
REDE, portfolio organizations must take
responsibility for informing REDF’s staff
of the need for change. The REDF execu-
tive director articulated the Fund’s com-
mitment to providing the most meaning-
ful and constructive support to investee
organizations.

Venture Committee Structure:

QREDF staff affirmed for the portfolio
that the decision to include an organi-
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zation’s board members in Venture
Committee meetings was the responsi-
bility of the investee organization.
REDF’s concern was simply that the
board be fully involved and aware of
issues affecting the social purpose
enterprise.

©REDF clarified that the primary contact
with Venture Committees would be
through both the associate director and
business analyst, with REDF’s executive
director attending at regular intervals, as
deemed appropriate by the investee and
REDF jointly.

© REDF affirmed ongoing assessment with
each investee regarding whether the
Venture Committee process was effective
and how to make it more so.

©REDF committed to regularly affirming
the good work and efforts of portfolio
organizations before focusing on areas
needing improvement.

Farber Interns/Fellows Program:

© REDF’s associate director will work more
closely with enterprise managers to assist

Lessons for the Field of Philanthropy: Transitioning

in screening and interviewing potential
candidates.

@ Both REDF and organizations affirmed
the challenge of bringing in new staff and
recognize there is no way to guarantee a
“good fit” between any individual and an
organization—but that all involved would
work to identify any problems early on
and address them promptly.

Partners-for-Profit:

€ REDF committed to work with PEP to clar-
ify their expectations of investees interested
in presenting to the larger group.

O REDF committed to communicating
these expectations more effectively to
portfolio organizations and working
with them to help them meet those
expectations.

QO REDF will aggressively recruit individual
business mentors for those organizations
requesting such support.

@ REDF will work to recruit additional PFP
members who reflect the diversity of
industries represented in the p ortfolio.

Through the Change Process

t the close of 1998, REDF was well posi-
Ationed to continue building both strong
partnerships and viable social purpose
enterprises. The experience of opening itself
up to criticism by its investees was in some
ways a difficult one. However, the power
unleashed by the opportunity for key players
in the initiative to re-connect with their
basic vision for both individual organiza-
tions and REDF as a whole has been an
unmitigated success, creating new potential
for building even more significant partner-
ships in the future. The following lessons
from this experience are applicable to other
funders attempting to become more respon-
sive to the needs of their grantees:

It is critically important that a donor
be fully committed to supporting an
honest  grantmaking process
grounded in integrity.

Beginning with the creation of the HEDF in
1990, George Roberts continually expressed
to his staff the importance of being open to
understanding the true learnings of both the
grantees and staff efforts. The 1996 report
produced by the Foundation, New Sodal
Entrepreneurs, is distinct from many founda-
tion reports in that it went well beyond the
traditional documentation of “grants award-
ed, programs launched” to describe the spe-
cific experiences of those involved in the ini-
tiative and the challenges they confronted. As
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the REDF experience evolved over its first
year, George Roberts continually supported
staff efforts to “get to the core” of the issues
and attempt to engage investee organizations
in breaking through old roles and assump-
tions regarding the appropriate relationship
between funder and grantee.

This backing allowed REDF staff to exe-
cute the four-month long process of self-
assessment and discussion with its investee
organizations.REDF staff, led by an executive
director already known for his personal
directness and desire to build an organization
with true integrity, was in essence “given per-
mission” to push the envelope. The process
engaged REDF investees in an open debate
regarding the Foundation’s approach not
often seen in the field of philanthropy. While
many foundations fund evaluations of
grantees,seldom do they ask their grantees to
evaluate the quality of the foundation’s efforts
and even more seldom do they publish their
experience in the form of a document such as
this one.

While the staff of REDF is fully commit-
ted to a process of honesty and integrity, it is
only with the backing and support of the
donor that they can act on that commitment.
Foundation boards should understand that if
they seek to fund innovation and experimen-
tation in the nonprofit sector, they must not
simply voice openness to the variety of out-
comes such innovation might bring, but must
continually affirm staff efforts to honestly
reflect on their work and engage grantees in
that process. Otherwise, a drive to “succeed”
may undermine the full possibility of learning
from that potential evolving success.

In many ways, the Foundation has
learned more from what it has not executed
effectively than it has from those efforts which
have been viewed by all as a success.

The challenge of building genuine
trust in philanthropic relationships is
more difficult than many would like
to believe.

The Roberts Foundation has a funding rela-
tionship with many of its investees that has
spanned many years. In some cases, the rela-
tionship has been built over the full nine years
of the Foundation’s experience in this area of
grant making. REDF’s executive director
came to the Foundation with significant expe-

rience in the management of nonprofit orga-
nizations. The associate director of REDF
also had experience in the nonprofit sector
and both directors felt they had made mean-
ingful efforts to engage in a true “partnership”
with its investee organizations.

Even with this background, developing
truly honest, open relationships between
REDF and the organizations’ management has
been extremely challenging. While some may
find the thought offensive, the fact of the mat-
ter is the funding relationship is in many ways
founded upon deceit. The need of nonprofits
to secure the funding for the programs they
wish to operate continually forces them to re-
design, re-position and re-present their core
programs in response to an often shifting and
difficult to negotiate funding marketplace. In
this marketplace, the successful nonprofit
leader, in addition to being an effective manag-
er of programs targeting society’s most chal-
lenging problems, must also be able to “spin”
the funder. Executive directors and program
managers alike must be able to play the game
effectively if they hope to secure the funding
they need to keep their doors open. Whether
government, foundation or individual donor
support, they must have the skills of a politi-
cian—continually stroking, affirming and cul-
tivating the funding relationship. Grants and
grant decisions are often predicated with
greater reference to politics, persuasion and
perception than to any objective assessment of
the value that they create in our communities.

This spin effect is supported to some
degree by the realities of the power imbalance
present in the funding relationship. While
foundations need good nonprofit organiza-
tions to which they can give their support,
those with the capital tend to set the terms of
the relationship. As such, foundations need to
be especially aware of how the realities of this
power dynamic effect their communications
with grantee organizations. It may seem self-
evident, but communication takes place on
many different levels and through a variety of
media, as well as personal avenues. And under-
standing how foundations and the organiza-
tions they fund communicate is a much more
challenging task to understand than might first
appear. Executive directors, business managers
and program directors all have different per-
spectives and communicate with foundation
staff in various ways. Furthermore, the
“Greenspan Effect” (whereby a foundation
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staff’s word may carry far more weight than
intended) can also distort the effort to com-
municate openly. Staff must use spoken words,
e-mail and letters appropriately and be consis-
tent in their communications.

These elements,along with a host of oth-
ers, work to keep funders and grantees in sep-
arate camps, each circling the other at
appointed times of the year, when grant
reports come due and new funding initiatives
are launched. Working to break through such
camps is a major challenge for professionals
on both sides of the checkbook. Whether
funder or grantee, investor or investee,simply
because you have a “good working relation-
ship” doesn’t mean you will tell each other the
truth. And just because you ask someone to
give you feedback on your work, doesn’t mean
he will tell you what’s truly on his mind.

Finally, developing a funding relationship
based on trust and open communication
takes more work and time than most players
may want to invest. While there can be great
rewards in doing so, the challenge cannot be
underestimated. Simply because one founda-
tion announces a commitment to changing
the rules of the game doesn’t mean that the
rules themselves have actually changed—only
that there is perhaps an o pportunity to move
in a different direction. If other foundations
continue in a classical approach while one
funder shifts to a venture approach, the
potential tensions between both approaches
must be managed in some way by all involved.
One should never underestimate the energy
required to create the type of changed rela-
tionships described in this document.

It takes time to create a meaningful
venture philanthropy practice.
Effective venture philanthropy grantmaking is
not like buying a share of stock or even fund-
ing an effective program—it is like building an
organization and challenging an effective pro-
gram to have even greater impact. This effort
takes a great amount of time in order to work
through a process of organizational, cultural
and individual transformation.

A commitment to such an investment
horizon is not for everyone. There is a place
for “one-shot” grants targeting short-term
needs of both nonprofit organizations and
society. If one is going to talk about long-
term venture philanthropy, it must first be

understood that both foundation staff and
investees must have enough time to work
through this process appropriately. It cannot
be rushed or it will run the risk of simply
repeating the mistakes of the past, without
benefiting from the many worthy and impor-
tant lessons to be gathered in the process.

If you can’t take the time to do it right,
you probably shouldn’t do it at all.

There is a fundamental power
imbalance present in funding rela-
tionships. Rather than attempting
to deny that fact, it is better to
acknowledge it and find ways to
work more effectively together with
respect for the power each player
brings to the partnership.

Perhaps one of the most important things to
come out of the REDF process appraisal was
an honest discussion with the executive
directors and business managers regarding
the power dynamics of the funding relation-
ship. Talking about power imbalances is
hard. We all like to have a pretense of equal-
ity and are committed to the idea that all
people, regardless of any number of social
status factors, are equal.

Certainly, nonprofit managers have a
degree of power. After all, foundations and
government players need them in order to
realize their own objectives. However, those
with access to financial resources realistically
do have greater power than those without. If
a foundation doesn’t like how a certain pro-
gram is being managed, it can withdraw its
support at the next funding cycle. If a foun-
dation really doesn’t like how a certain issue is
being addressed, it can simply create a new
initiative or, in some cases, convert to an oper-
ating foundation and engage in the work
directly itself. Most nonprofit organizations
don’t have those options.

The most powerful aspect of the REDF
experience has been the degree to which we
have been able to address the issue of power
directly and move ahead. This conversation is
in various stages of process with each of the
investee organizations and continues to be a
dynamic topic within the REDF management
team as well. For the most part the organiza-
tions participating in the REDF initiative are
approaching the partnership from a position
of confidence and strength while allowing
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Conclusion

REDF to also maximize the strength it brings
to the relationship.

Both investee and funder must be
open to learning new lessons and
understanding how they must
transform themselves to maximize
the benefits of evolving relation-
ships in a new market place. This
responsibility rests equally upon
both parties and is not simply the
responsibility of the grantmaker.

The true challenge of engaging in a process of
honest self-assessment and change should not
be underestimated. The venture philanthropy
process requires openness to admitting short-
comings in oneself, one’s own organization
and those of others. It necessitates a commit-
ment to working through those issues and a

his chapter began with a presentation of

Michael Heifetz’s seven stages of organi-
zational change. And we have now seen how
The Roberts Foundation progressively
moved through each level in its process of
executing a venture philanthropy approach
to its grantmaking:

Stage One: Choosing the Target

Our first step was choosing the target of sup-
porting the creation of social purpose enter-
prises that would provide transitional and per-
manent employment to those on the margins.

Stage Two: Setting Goals

We set the goal of designing and applying a
venture philanthropy approach to our
grantmaking and created a conceptual
framework/grantmaking strategy to guide
our efforts.

Stage Three: Initiating Action

We took the step of organizing a portfolio of
nonprofit organizations committed to pursu-
ing that goal and making significant invest-
ments in their work.

belief that the overall goal is worth the time
and effort necessary to achieve it
Organizations and individuals tend to suc-
cumb to the inertia of the status quo.

That said,the potential benefits of pursu-
ing improvement, increased effectiveness and
enhanced quality are well worth the effort.
With the first phase of REDF’s implementa-
tion of a venture philanthropy approach
behind us (for one must continually embrace
the challenge of change) we are well posi-
tioned to take on new challenges and docu-
ment future achievements. The responsibility
for pursuing this positive change rests equally
upon both parties. With partners willing to
openly assess our mutual areas for growth, as
we move through future learnings we can
continue to build valuable community assets
and sustainable avenues out of poverty for
those on the margins of society.

Stage Four: Making Connections
As we began to execute our strategy and take
action, we found a need to connect more
deeply with those involved—seeking out their
input and together building greater owner-
ship of our process.

Stage Five: Re-Balancing to
Accommodate the Change

Stage Six: Consolidating the
Learning

As a result of the feedback received through
the process appraisal, we re-adjusted our rela-
tionships and communicated a renewed
vision for our efforts, before evolving into

Stage Seven: Moving to the Next
Cycle

As we prepare for the next phase of our
work, we have re-confirmed our targets and
the strategy in which we are engaged to
attain our goals. Challenges remain to be
addressed and success is not guaranteed by
any means. Regardless, we faced a crossroads
of sorts: we could have maintained the
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defense of a foundation process that
“worked” but was not achieving its full
potential or we could open up the process
itself to examination and transformation.

Having done so we are all stronger, more
effective members of our partnership and
are re-committed to moving forward to
engage the future that awaits us all.

The staff of The Roberts Enterprise Development Fund and BTW Consultants-informing chang
jointly authored this paper, with significant input from the REDF Potfolio. If the reader is interest-
ed in discussing any aspect ¢ our experience at greater length, the individuals contributing to this
report may be reached though the REDF Web Site at www.redf.org.

Footnotes

1 While The Roberts Foundation is a private foun-
dation that makes grants to nonprofit commu-
nity-based organizations, it views all its financial
support of those organizations as a form of
investment. Therefore, “grantees” are referred to
throughout this document as “investees.”

2 The stages identified by Drucker are similar to
Heifetz’s and include: Stage 1: Exploring the
Environment; Stage 2: Synthesizing the
Learning; Stage 3: Integrating the Learning;
Stage 4: Internalizing the Learning and Creating
Ownership; Stage 5: Applying the New
Learning; Stage 6: Reflecting and Checking;
Stage 7: Disseminating.

3 An example of this is the Change Cycle devel-
oped by Interchange International which
includes Stage 1: Loss; Stage 2: Doubt; Stage 3:
Discomfort; Stage 4: Discovery; Stage 5:
Understanding;and Stage 6: Integration.

4 From 1986 through 1997 the staffing for The
Roberts Foundation was provided under con-
tract by Pacific Foundation Services, a manage-
ment firm with expertise in philanthropy. It
was not until 1998 that The Roberts Foundation
itself employed staff to manage The Roberts
Enterprise Development Fund.

5 George R. Roberts, public comments, Stanford
University, Graduate School of Business,
November 1997.

6 While the creation of the HEDF represented a
major commitment on the part of the
Foundation, it is important to note that the
Foundation continued to be active in funding a
variety of organizations involved in areas of his-
toric interest to the board of directors. While
the Foundation increased its annual support for
the HEDF/REDF initiatives,it continues to fund
other areas of interest based upon a classical
philanthropy framework.

7 Please see New Social Entrepreneurs: The Sucess,
Challenge and Lessons  Non-profit Enterprise
Creation, and other documents available
through the REDF web site:www.redf.org.

8 For a more detailed discussion of SROI, please
see Chapter 8.

9 The ten organizations listed here were the orig-
inal process appraisal participants;however this
list does not reflect the cur rent REDF p ortfolio
of organizations.

10 For a more detailed discussion of SROI, please
see Chapter 8.

11 The ten organizations listed here were the orig-
inal process appraisal participants;however this
list does not reflect the current REDF portfolio
of organizations.
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REDF Process Appraisal
Business Manager Protocol

Background:

1. Please tell me a little about your profes-
sional background. What is your current
position and responsibilities? When did
you start working with [enterprise name]?
What was your background prior to join-
ing [enterprise name]?

2. What do you see as [enterprise name]
overall strengths/weaknesses? What are
your goals for [enterprise name] over the
next year?

REDF:

3. What first comes to mind when you think
about REDF? [Probe: strengths, chal-
lenges, successes, frustrations]

4. Was [enterprise name] involved in the

Roberts Foundation’s earlier work on the
Homeless Economic Development Fund?
If so, what are your impressions of the
transition from the Homeless Economic
Development Fund to REDF? [Probe:
your level of involvement in decision-
making, strengths/weaknesses of change,
value to your organization]

5. REDF is committed to the Social Venture
Capital approach. What is your under-
standing of the Social Venture Capital
model? What is your opinion of this
approach? What is your definition of a
New Social Entrepreneur? Do you consid-
er yourself a New Social Entrepreneur?
Why/why not?

6. Asyou know, REDF offers six major forms

of support to nonprofit enterprises—

core investments (the $xxx grant you
receive from REDF)

access to other capital

targeted business assistance

the venture committee

the Farber Interns/Fellows program
Partners-for-Profit; and

It also includes an information manage-
ment component. We’'d like to look a bit
more closely at each of these elements. In
each case, we’d like to explore three areas: the
concept (is this type of assistance useful to
your enterprise); the process (is the way the
support is made available useful to your
enterprise); and the interpersonal dynamics
(do you work well with the people providing
the support).

First let’s look at the core investments.
[Probe: What works well/poorly? Level of
contact with/support from REDF staff? Who?
Opportunity to offer feedback?
Relevance/value to your enterprise? Limits to
value? REDF staff responsiveness to your
needs?] Follow with questions on tageted
business assistance, the Farber Interns/Fellows,
access to aher capital, Partners-for-Profit,
information management, and the venture
committee.

Organizational Issues:

7. Let’s now look at some organizational
issues. What are relations like between the
three main participants in this effort: the
social purpose enterprise, REDF and the
nonprofit organization? [Probe: Do the
three entities share common goals and
priorities? Are there tensions?]

8. Who do you turn to for guidance/assis-
tance when making business decisions
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about the social purpose enterprise?
REDF or your nonprofit organization’s
executive director or other? Why? Is this
a source of tension for you?

9. Are there any other organizational
issues/concerns youd like to raise? [Probe:
Value of meetings, reports, REDF as source
of future funding, other REDF require-

REDF Process Appraisal

ments (WebTrack, e-mail, web site usage,
social cost accounting, special event?)]

Recommendations:

10. Do you have any overall recommenda-
tions for strengthening the REDF’s work
with your organization? Any additional
comments/concerns you'd like to make?

Executive Director Protocol

Background:

1. Please tell me a little about your profes-
sional background. What is your current
position and responsibilities? When did
you start working with [nonprofit organi-
zation name]? What was your back-
ground prior to joining [nonprofit orga-
nization name]?

2. What do you see as [nonprofit enter-
prise’s] overall strengths/weaknesses?
What are your goals for [nonprofit enter-
prise] over the next year?

REDF:

3. What first comes to mind when you think
about REDF? [Probe: strengths, chal-
lenges, successes, frustrations]

4. Was [enterprise name] involved in the
Roberts Foundation’s earlier work on the
Homeless Economic Development Fund?
If so, what are your impressions of the
transition from the Homeless Economic
Development Fund to REDF? [Probe:
your level of involvement in decision-
making, strengths/weaknesses of change,
value to your organization]

5. REDF is committed to the Social Venture
Capital approach. What is your under-
standing of the Social Venture Capital
model? What is your opinion of this
approach? What is your definition of a
New Social Entrepreneur? Do you consid-
er your business manager to be a New

Social Entrepreneur? Why/why not?

6. Asyou know, REDF offers six major forms
of support to nonprofit enterprises—

core investments (the $xxx grant you
receive from REDF)

access to other capital

targeted business assistance

the venture committee

the Farber Interns/Fellows program
Partners-for-Profit; and

It also includes an information manage-
ment component. We'd like to look a bit
more closely at each of these elements. In
each case, we'd like to explore three areas: the
concept (is this type of assistance useful to
your enterprise); the process (is the way the
support is made available useful to your
enterprise); and the interpersonal dynamics
(do you work well with the people providing
the support).

First let’s look at the core investments.
[Probe: What works well/poorly? Level of
contact with/support from REDF staff? Who?
Opportunity to offer feedback? Relevance/
value to your enterprise? Limits to value?
REDF staff responsiveness to your needs?]
Follow with questions on targeted business
assistance, the Farber Fellows, access to other
capital, Partners for Profit, information man-
agement, and the venture committee.
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Organizational Issues:

7. Lets now look at some organizational

8.

issues. What are relations like between the
three main participants in this effort: the
social purpose enterprise, REDF and the
nonprofit organization? [Probe: Do the
three entities share common goals and
priorities? Are there tensions?]

Who does your business manager look to
for advice? You? REDF staff¢ Others? Is
this a source of tension?

9. Are there any other organizational

issues/concerns youd like to raise? [Probe:
Value of meetings, reports, REDF as source
of future funding, other REDF require-
ments (WebTrack, e-mail, web site usage,
social cost accounting, special event?)]

Recommendations:

10. Do you have any overall recommenda-

tions for strengthening the REDF’s work
with your organization? Any additional
comments/concerns you'd like to make?
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1) Asian Neighborhood Design, Inc. San Francisco/Oakland, CA

Asian Neighborhood Design is a nonprofit community development organization providing low-
income communities with housing and employment services. A.N.D.s mission is to advance com-
munity development programs and policies that empower, transform,and improve the lives of low-
income and disenfranchised individuals and communities.

(415) 593-0423 www.andnet.org

Programs: Housing and community development, architecture and planning, family and youth
resources, employment training, business development

Business:  Specialty Mill Products furniture and cabinet manufacturing

2) Barrios Unidos Santa Cruz, CA

Barrios Unidos is a nonprofit community based organization located in downtown Santa Cruz.
The strategy of Barrios Unidos is to reduce violence among Latino youth by providing them with
alternatives to violence. Barrios Unidos has been working in violence prevention for 17 years and
has a solid reputation for providing youth with support and alternatives from the “madness.”

(831) 457-8208
Programs: General youth programs, computer lab

Business:  BU Productions screen printing

3) Building Opportunities for Self-Sufficiency (BOSS) Berkeley, CA

For over a quarter of a century, Building O pportunities for Self Sufficiency (BOSS, Inc., formerly
known as Berkeley Oakland Support Services) has worked to elevate people out of poverty and
homelessness. BOSS is one of the largest players,innovators,and collaborators in the field of home-
lessness and poverty in the state.

(510) 649-1931

Programs: A comprehensive array of housing services and approaches,unique employment pro-
grams and opportunities

Business:  BOSS Enterprises Property Improvement

4) CVE, Inc. San Francisco, CA

CVE, Inc. (Community Vocational Enterprises), since 1986, has been the main employer in San
Francisco of people with psychiatric disabilities. CVE combines vocational rehabilitation with its
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role as an employer in a model program that emphasizes getting people back to work and helping
them stay there.

(415) 544-0424 www.cve.org

Programs: Assessment, vocational planning, extensive training, and job placement

Businesses: Industrial Maintenance Engineers (Janitorial), CVE Cafes, Clerical Services,
Driver/Messenger

5) Golden Gate Community, Inc. San Francisco, CA

Golden Gate Community, Inc. (GGCI) was founded in 1981 by a group of individuals, churches,
and organizations that were concerned about the growing homeless population in the Haight-
Ashbury/Golden Gate Park area of San Francisco. During the past 15 years the agency has grown
to provide services across San Francisco addressing the needs of the poor and the sick of the city.

(415) 552-1700 www.ggci.org

Programs: The Bridge for Kids and Camp Bridge (in-home respite child care and summer day
camp for children in families affected by HIV/AIDS), community service projects,
Oak Street House transitional residence for women and children

Businesses: Ashbury Images screen printing, San Francisco City Stores — Pier 39 and Beach Chalet

6) Goodwill Industries San Francisco/Greater East Bay, CA

Goodwill’s mission is to help people with disabilities of disadvantaging conditions become more
employable by providing work, skill training, and job placement in the community.

(415) 575-2100
Programs: Retail stores, vocational school, job training, job placement

Business:  Goodwill Staffing Services

7) Jobs Consortium Oakland, CA

The Jobs for the Homeless Consortium is a nonprofit organization providing employment services
to the homeless and low income populations.

(510) 251-6241

Programs: Vocational counseling, addiction and recovery counseling, disability peer counseling,
job preparation workshop, Homeless Learning Center, job development system

Business:  RelyAble Choices Employment Services

8) Juma Ventures San Francisco, CA

Juma Ventures is a nonprofit organization that owns and operates small businesses employing at-
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risk youth. The core work of their organization focuses on economic development,job creation and
training, geared specifically toward high-risk youth from low-income Bay Area communities. Juma
Ventures’ goal is to use business as a vehicle for social change and to help young people from mar-
ginalized backgrounds develop the skills, both practical and emotional, to take hold of their lives
and succeed.

(415) 247-6580 www.jumaventures.org

Programs: Business/work skill development training, emotional intelligence/life skills

Businesses: Ben & Jerry’s Ice Cream on Wheels (ICOW), Ben & Jerry’s Ice Cream Concession at
3Com Park, Ben & Jerry’s Scoop Shops on Castro and Chestnut

9) Rubicon Programs Richmond, CA

Rubicon Programs mission is to provide a comprehensive and integrated continuum of social and
rehabilitative services for people who have barriers preventing them from functioning indepen-
dently and fully participating in the economic and social life of our community.

(510) 235-1516 www.rubiconpgms.org

Programs: Independent living program, vocational program, mental health services, housing
development

Businesses: Rubicon Buildings & Grounds, Rubicon Bakery, Rubicon HomeCare Consortium

10) Youth Industry San Francisco, CA

Youth Industry is a nonprofit organization providing vocational training and job placement for San
Francisco homeless, transitional, and at-risk youth, ages 15-22. Youth Industry was founded in
1993 and o perates out of three warehouses in the Mission District, furnishing a safe and support-
ive environment, teaching youth marketable skills through the creation, development and operation
of small businesses.

(415) 206-9945 www.youthindustry.org

Programs: Life skills classes, Artists Mentorship Program in ceramics, multi-media, music, pho-
tography, and furniture painting

Businesses: YI Recycled Merchandise, Nu2u thrift store, Pedal Revolution bicycle repair shop,
Einstein’s Cafe

©2000 The Roberts Foundation www.redf.org
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Overview

n order to keep up with emerg-
ing community needs as well as
changes in philanthropy and the
nonprofit capital marketplace in
general, nonprofits of all sizes
and types are seeking innovative strategies to
achieve greater self-sufficiency. Motivated to
broaden their funding base as well as find new
ways to pursue their social mission,nonprofits
are increasingly aiming to apply market-based
principles of accountability and revenue gener-
ation to support programs and services.
Various market-oriented strategies have
emerged as part of this shifting landscape,
strategies that have been designed to benefit
nonprofit organizations and the people they
serve. Terminology in this field has not yet
been codified, but some of the strategies often
referred to include: corporate partnership,
cause-related marketing, income generation
and social purpose enterprise. It can be a chal-
lenging and complex undertaking for a non-
profit organization to sift through these and
other options and select the best approach to
suit its organizational culture and capacity.

This chapter tells the story of three orga-
nizations that elected to pursue a particular
strategy — social purpose enterprise — in order
to employ low-skilled and/or formerly home-
less individuals and generate a profit. After
several years,it became clear, both to the orga-
nizations and the investor, that they were not
ideally suited or ready to operate businesses
that were compatible with the investor’s
expectations.

These are three organizations that in
January of 1997 were invited to be part of The
Roberts Enterprise Development Fund's
(REDF) portfolio of 10 nonprofit organiza-
tions collectively operating 23 social purpose
enterprises. The enterprises run by these
three organizations respectively include:

@ "Agency A" - a silk screen printing busi-
ness employing young people at risk for
gang involvement;

€ "BOSS- Building Opportunities for Self-
Sufficiency" - BOSS Enterprises, a proper-
ty maintenance services business employ-
ing and training homeless and/or former-
ly homeless people in the basic skills of the
construction trade; and

© "Agency C" - a temporary staffing business
employing formerly homeless people in
temporary staffing positions.

After two years, Agency A and Agency C
were excused from the REDF portfolio. Both
organizations have requested that their iden-
tities be anonymous for purposes of this pub-
lication. During its third year, BOSS’s
Executive Director felt it was in the best inter-
ests of both BOSS and REDF to close down
BOSS Enterprises and asked to be excused
from the REDF portfolio. BOSS explicitly did
not want its case study to be "blinded," as the
organization felt it was essential to be as open
and honest as possible about the experience in
order to learn from what happened and to
share that learning with others. This chapter
attempts to do just that — document that
learning in order to share it with others.

The chapter presents case studies for
Agency A Silkscreening Enterprise and BOSS
Enterprises, detailing their experiences in the
REDF portfolio and in operating their respec-
tive enterprises. It concludes with crosscut-
ting lessons learned. These are lessons that
have applicability both to nonprofits seeking
to pursue social purpose enterprise or other
market-oriented approaches, as well as to
philanthropic investors wanting to effectively
support these types of ventures.

Agency C requested that the case pre-
pared regarding its temporary services enter-
prise not be published despite being "blinded"
to preserve anonymity. Agency C reviewed
the case numerous times, offering input and
suggestions, many of which were incorporat-
ed in the case. But Agency C was still not sat-
isfied with the multiple perspectives reflected
in the final version and declined REDF’s invi-
tation to prepare a companion piece that sole-
ly reflected that agency’s point of view. Out of
respect for the agency’s wishes, the case is not
being published as part of this paper, but the
lessons learned from Agency C’s experience
are integrated into the paper’s final section on
cross-cutting lessons learned.

It is important that the reader under-
stand that this chapter and the case studies
herein do not provide an assessment of the
two organizations in general or the services
they provide. These organizations are both
highly respected in their communities and are
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known to be effective nonprofit service
providers. They are making important contri-
butions to the communities they serve. They
have leaders who are committed to making a
difference and who have spent most of their
adult lives in pursuit of social justice. This
chapter should therefore in no way be inter-
preted as an evaluation of the organizations,
their capacity or their overall performance.

The case studies are specifically focused
on these two groups' efforts and experiences
in operating a social purpose enterprise while
part of the REDF portfolio. It includes
detailed descriptions of the organizations'
experiences in this regard as well as the expe-
riences of REDF, the investor.

As is often the case in science and in life,
the more useful learnings are gleaned from cir-

cumstances that did not work out as expected.
When experimenting with new and different
models of social purpose enterprise operation,
it is important that unexpected results are
examined not as failures but as learning oppor-
tunities. This chapter attempts to present the
case studies and lessons learned in that spirit —
telling the stories with honesty and due respect
for all involved. Itis from this sort of recount-
ing that others may learn from those who have
gone before them and make choices that are
more informed as a result.

The Roberts Enterprise Development Fund
would like to publicly thank both organizations
for allowing their story to be shared with others
in the field who are exploring social purpose
enterprise creation and seeking to understand
the complexities involved in such work.

Background on The Roberts Enterprise Development Fund

n January of 1997, The Roberts Enterprise
Development Fund (REDF) invited ten
northern California nonprofit organizations
to become part of its social purpose enterprise
portfolio. By REDF's definition, social pur-
pose enterprises are those ventures that are
managed against a double bottom line: a
social mission to employ low-skilled and/or
formerly homeless individuals and a business
mission to operate on a profitable basis.
REDF is recognized as one of the pioneers
of an approach to charitable giving known as
"venture philanthropy." This practice involves
the application of fundamental for-profit ven-
ture capital principles to philanthropy. As such,
REDF makes a variety of investments in each of
the organizations in the portfolio. The organi-
zations receive core financial investments from
REDF in addition to a full complement of other
support,including:

@ capital grants for the business,

€ targeted business analysis and assistance,
€@ involvement and partnership with REDF
through Venture Committees,

© enterprise capacity-building through the
Farber Interns and Farber Fellows
Program,

© business networking through the
Partners-for-Profit, and

€ access to and training in the use of tech-

nology and outcome measurement.

Central to REDF's approach is the notion
of a partnership with the enterprises in the
portfolio. It sees itself as both investor and
business partner/advisor. This way of working
with nonprofit organizations represents a par-
adigm shift in the traditional funding relation-
ship between philanthropy and nonprofits.
Through its venture philanthropy practice,
REDF is trying to transform the traditional
grantor-grantee relationship with an eye
toward both sectors becoming more effective.
The expectation in this shift is that funders
will become more effective investors in social
programs and that nonprofits will be better
positioned to draw on philanthropic resources
to become more effective practitioners.

Thus, the lessons learned from these case
studies do not just concern nonprofit organi-
zational decisions and enterprise operation.
The lessons also apply to a philanthropic
investor, particularly to this new type of ven-
ture philanthropy that is trying to establish a
different relationship with the organizations
and programs they seek to support.
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In preparing the cases, five critical
themes emerged across all of the groups’
experiences. These are expanded upon in
the final section: Cross-Cutting Lessons
Learned, but it may be helpful for the read-
er to note five issue areas illustrated in
great detail in the case studies themselves.
They are:

1. Organizational commitment to the enter-
prise's business mission;

Methodology

he case studies were prepared based on in-
depth key informant interviews with all of
those who were centrally involved in the man-
agement of the two businesses as well as a
review of written background materials.

2. Adequate financial accounting systems;

3. Role distinction between the nonprofit,
the enterprise,and the investor as it relates
to authority and decision making;

4. Capacity to produce or deliver on business
product or service at the level needed; and

5. Consistency and clarity in the investor’s
approach to the partnership.

Twenty individuals were interviewed for the
two case studies.! The list of key informants
was developed and agreed to by both REDF
and the organizations. Each face-to-face inter-
view took approximately one to two hours.

Individuals Interviewed for Case Studies

AgencyA/Silkscreen

Printing Enterprise

Executive Director

BOSS Enterprises

Executive Director

BOSS/

Executive Director

Assistant Director

Economic Development Director

Associate Director

Financial Manager

Fiscal Manager and Fiscal Assistant

Business Analyst

First Business Manager

Board Member

Second Business Manager

Organizational Development
Consultant

Current General Manager

First General Manager

Second General Manager

Training Supervisor

Office Manager

Enterprise Employee
(BOSS Participant)

REDF staff
and consultant
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All interviews were conducted with an
interview guide that was designed to gather
key informants' perspectives on a uniform
set of issues related to the business opera-
tion. The interview protocol included ques-

REDF engaged BTW Consultants to over-
see the case study process. Staff at BTW
Consultants have a long history of working with
The Roberts Foundation and in providing man-
agement information assistance to REDF and

tions related to

> organizational background and history,

@ the decision to launch a social purpose

enterprise,

@ the enterprise's management with regard
to finances, personnel and other opera-

the groups it supports. BTW's familiarity with
REDF provided important contextual informa-
tion for the case studies. In order to assure
objectivity and open discussion for the first two
cases — Agency A and Agency C — BTW con-
tracted with an independent contractor who
had no prior contact with either The Roberts
Foundation or its funded organizations. This
contractor was responsible for conducting all

tions, and interviews for those cases, including all addi-
tional fact-checking and follow-up conversa-
@ communications and  relationship tions. For the BOSS Enterprises case study,

between and among the nonprofit, the
enterprise and REDF staff and consul-

tants.

BOSS welcomed BTW staff to conduct the
interviews as well as prepare the written case.
No independent contractors were used.

Agency A: Silkscreen Printing Enterprise

Summary of Social Accomplishments

@ Utilized community artists to produce cultural art
with violence prevention messages.

@ Provided the vehicle for cultural art to become a
viable commercial product to advance the cause of
ending barrio warfare. These are not Nike or Fila
shirts so commonly seen on youth today, but peace
warrior shirts with a cultural message.

€ Built community capacity to advocate for commu-
nity causes utilizing a commercial vehicle.

€ Built the business capacity within the larger
nonprofit, including strengthening systems,
improving skills and efficiency, and expanding
economic development strategies beyond the T-
shirt business.

@ Positively influenced people and communities:
100% of all permanent staff transitioned from
Welfare to work. Provided training and/or employ-
ment opportunities to youth who were on proba-
tion, in group homes or out of school.

@ Conducted trainings and workshops on the busi-
ness model and the associated successes and chal-
lenges with community groups, schools and other

community based organizations from state,nation-
al and international regions.

< Purchased local land, facility and business. The agency
leveraged and purchased a 2 acre site which includes a
6,500 sq ft. production facility which will permanent-
ly house the Silkscreen Printing Enterprise. This is
expected to eliminate enterprise overhead costs by
over $400,000.

€ Shared information with other chapters nationally
and other community organizations about a “Long-
Term Sustainability Concept” The concept includes
using land acquisition and the creation of small busi-
nesses to begin the process of job creation and busi-
ness ownership through their own ingenuity and
resources.

@ Leveraged collective experiences, challenges and suc-
cesses to continue to build a larger economic develop-
ment strategy for the agency and the Silkscreen
Printing Enterprise. As a community-based organiza-
tion focusing on youth development, the organization
is creating community assets through economic devel-
opment. The enterprise is completing a consolidation
process and is taking a major step towards a stable path
both financially and programmatically.

(The above information is provided by the staff of Agency A)
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Agency A: Silkscreen Printing Enterprise

Background

Agency A is an organization passionately com-
mitted to supporting peace and nonviolence in
a Chicano community torn apart by crime and
drugs. The visionary and charismatic man who
runs Agency A has personally overcome obsta-
cles in his own life. He lost two of his brothers to
violence and counts 25 relatives in prison.

Now he spends his days visiting prisons
to talk about peace, hugging young gang
members whom society has given up on, and
shepherding a six-year-old nonprofit into
ever new stages of development. Agency A
provides a variety of violence prevention pro-
grams and services in the community and has
spawned many other chapters nationwide. As
Agency A’s Assistant Director says: "We start-
ed out to build an organization and wound up
building a movement." It was not always that
way. For years, the organization was com-
prised of an informal group of friends and
relatives who attended anti-violence conven-
tions, trying to have their voices heard there
and in their own community.

To finance their work, the group decided
to sell t-shirts they made themselves. In the
beginning, they silk-screened t-shirts the hard
way. They worked in a living room,laying the
shirts out on planks, inking them, and drying
them with hair dryers. Then the man who
would later become Agency A's Executive
Director would pile the shirts in his car and
drive off to conventions to sell them. Agency
A’s leaders say their movement was born in
the trunk of that car. Selling t-shirts was a
portable activity that allowed them access to
and visibility in these convention sites.

While this small group of activists began
organizing and spreading the message of
peace in the early 70's, they did not actually
incorporate as a nonprofit until 1993. During
all those years, the group never stopped mak-
ing t-shirts. In 1994, one year after the orga-
nization itself incorporated, Agency A’s
Executive Director thought it was time for the
t-shirt operation to grow along with the non-
profit. He decided a silkscreen printing busi-
ness would work well with the organization's
mission in three distinct ways:

1) Inspirational t-shirts and other silkscreen
products could carry Agency A's message
of nonviolence;

2) The money earned could finance non-
profit programs and services; and

3) The business could employ young people
and adults trying to change their lives for
the better.

They soon set about looking for someone
to run the silkscreen printing enterprise.
They knew it might be difficult to find the
right person for the job, because, as the
Assistant Director explains,"There's a conflict
between business and social values, and the
challenge is getting someone to create a bal-
ance." The person they hired for the Business
Manager position was a woman from outside
the Chicano community who had worked in a
private sector, for-profit company that did
screen-printing and had achieved significant
growth to become a major player in the
industry. The Assistant Director says he knew
within 15 minutes that she was right for the
job because she "shared the consciousness of
the people.”

Agency A's Silkscreen Printing
Enterprise Joins the REDF
Portfolio

In 1996, the Agency A Business Manager
heard about what seemed to be a perfect
opportunity for the fledgling company. The
Roberts Foundation, building upon six years
of funding in this issue area, was embarking
on an exciting experiment — The Roberts
Enterprise Development Fund (REDF) -
investing in nonprofits' efforts to run social
purpose enterprises. Agency A would have to
adopt some formal business practices in
exchange for the investment. The manager
met with REDF's Executive Director and then
applied for inclusion in the portfolio.

In late 1996, REDF selected Agency A as
one of 10 portfolio members and agreed to
provide a $100,000 enterprise grant in 1997 to
support Agency A's Silkscreen Printing
Enterprise. The funds were to be expended
according to the needs and priorities of the
business. In addition, REDF also gave the
enterprise a $15,250 capital grant.

Even at the time of the initial investment,
REDF had some concern based on its experi-
ence with another silkscreen business about
what appeared to be inflated financial projec-
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tions for Agency A's Silkscreen Printing
Enterprise. ~ However, REDF’s Executive
Director was led to believe that the enterprise
had significant commitments for purchases
from many of their national chapters. REDF
was also interested in portfolio businesses
going to scale quickly, so the Executive Director
was willing to take a chance that Agency A —
with a Business Manager he respected — could
accomplish their ambitious goals.

The Business Manager in charge of
Agency A's Silkscreen Printing Enterprise had
strong sales experience and skills but did not
possess business finance or accounting skills.
At the same time, Agency A’s Executive
Director did not fully appreciate the implica-
tions of REDF's expectation that the
silkscreening operation would have to achieve
business outcomes while attending to its
social mission. They did not realize, for exam-
ple, that they might ultimately have to fire
staff from their target population if they
could not perform their jobs well.

Early Successes

Over the first six months of its participation
in the REDF portfolio, Agency A's Silkscreen
Printing Enterprise blossomed in many ways.
The Business Manager had won loyalty from
her workers, and they bonded as a team. She
says she could always count on her staff to do
whatever was necessary to complete an order,
including working long hours. Her strong
marketing skills paid off for the company: she
brought in work, partly because of her back-
ground in marketing and partly because the
mission "sells well." People wanted to help a
nonprofit that was doing good work.

Things were going so well, in fact, that the
progress began to reveal other organizational
challenges. Agency A's Silkscreen Printing
Enterprise was getting so many contracts that the
demand exceeded its capacity and the Business
Manager had to subcontract some of the work
out to other businesses. It became clear that the
business would not be able to handle big jobs
until it upgraded its equipment and moved from
a slow manual press to an automated one.

From the nonprofit’s perspective, Agency
A's Silkscreen Printing Enterprise was already
a success with respect to its social mission.
The business employed several people who
had been on welfare before they were hired.
Their full-time employment with the enter-
prise enabled them to achieve self-sufficiency

by getting off welfare. The enterprise also
employed many young people, especially in
the summer. Most of these young people
were former gang members — and at risk of
ending up in the juvenile justice system if they
had not been there already. These jobs not
only put money in their pockets, but also kept
them off the street and out of trouble.

Early Warning Signs

After a few months,REDF began to have con-
cerns that the Silkscreen Printing Enterprise
was in trouble; it did not appear to be gener-
ating enough revenue to cover its cost of oper-
ation. REDF’s staff and business analyst
doubted the enterprise was generating as
much revenue as it needed to cover the fixed
costs of the operation. The problem was they
could not tell for sure because Agency A was
not able to produce the financial reports nec-
essary for assessing the health of the
Silkscreen Printing Enterprise.

Two essential elements REDF built into
its venture philanthropy initiative were not
working effectively with Agency A's Silkscreen
Printing Enterprise: 1) monthly venture com-
mittee meetings and 2) the preparation of
financial reports.

The Venture Committee meetings were
established as a capacity-building forum for
enhancing the ability of the businesses to suc-
cessfully execute their business plans. As orig-
inally conceived, the Venture Committee rep-
resentatives were to consist of REDF staff and
business analyst, the nonprofit Executive
Director, the Business Manager, and, as
appropriate, a Board Member. The
Committee was to meet monthly to review
financial and operational performance and
identify strategies for addressing concerns.

The REDF business analyst was having
one-to-one monthly meetings with Agency
A's Business Manager to review the enter-
prise’s progress and help get the enterprise's
accounting system on line. During the first
six months of Agency A’s involvement in the
portfolio, however, no formal Venture
Committee meetings were held. There were
multiple factors contributing to this: REDF
staff and Agency A had busy and often con-
flicting schedules, there was significant travel
time required between their two office loca-
tions, and perhaps most importantly, com-
munications between the two groups were
bad. REDEF staff said they would leave tele-
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phone and e-mail messages and never hear
back. Messages were left with the receptionist
because no one at Agency A had voice mail or
an individual e-mail account. For REDF, e-
mail was a primary mode of communication
with groups in its p ortfolio. It was so impor-
tant, that early on, REDF provided financial
and technical support to all of the enterprises
in the portfolio to "come online." Over the
course of their relationship, not having per-
sonal e-mail accounts would be a tremendous
obstacle to communication between the two
organizations.

In preparation for Venture Committee
discussions, Agency A's Silkscreen Printing
Enterprise was sup posed to prepare and send
income statements and balance sheets month-
ly so REDF and the business management
team could assess the enterprise's health and
make necessary adjustments. However, no
income statements or balance sheets were sent
to REDF during the first six months that
Agency A was in the REDF portfolio. Agency
A could and did produce reports for the
agency as a whole, but not for the enterprise
specifically.  Agency A's first Business
Manager says a big part of the problem was
that she had no background in financial man-
agement and did not know how to compile
the reports. She hoped sales were covering
expenses, but had no way of knowing because
no one was calculating cost-of-sales.

The Business Manager did recognize the
need for the data and purchased a software
program to make compiling financial reports
relatively easy. The REDF business analyst
worked with her to select a consultant who
would set up the software program. But
installing the program and training staff on it
took time, and that time lapse proved critical.
Because the Business Manager did not know
how much money Agency A's Silkscreen
Printing Enterprise was losing, she mistakenly
thought she had the luxury to manage gently.

She says she recognized there were peri-
ods when she had more workers than there
was work to be done. She was marketing the
enterprise's products but as is common in the
industry, sales levels fluctuated. The commit-
ments from Agency A's other chapters did not
materialize at the volume expected. She also
realized that the enterprise's workers were
often performing their jobs inefficiently. In
general, they did not take the initiative to find
work if there were no t-shirts to be screened

and at least some were late to work on a regu-
lar basis. The Business Manager says she was
preparing herself to get tougher with her
workers soon — as soon as she could see her
cost-of-sales figures. But she left before she
could make the change.

Management Transitions

In May, just five months after Agency A joined
the REDF portfolio, the Business Manager
gave notice. Although she retains fond mem-
ories of her days with Agency A — she still car-
ries around a photo of the group’s leaders —
she says she decided to leave because of an
organizational culture clash, in this case
between the for-profit and nonprofit.

For one thing, the business manager had
taken a substantial pay cut when she left the
private sector and was interested in earning a
higher salary. Agency A paid her according to
existing organizational standards given her
job responsibilities within the agency. As a
nonprofit, Agency A could not afford high
salaries for its workers, and the Executive
Director felt the enterprise staff should not
make substantially more than the nonprofit
staff. Still,at the time the organization was in
the process of increasing the pay for that posi-
tion, but the manager left before that
occurred. The next manager did receive the
new level of compensation.

This issue of compensation has come up
in many of the REDF portfolio organizations.
It has become clear that in order to attract and
retain qualified managers with sound busi-
ness skills, it is often necessary to offer higher
salaries than is typical in a nonprofit agency.
Agency A wanted to retain its Business
Manager, but was not willing to compromise
equity in the organization's pay scale to do so.
This may have been the first time that it
became clear to REDF that Agency A’s leaders
had not committed to a market mentality.

Beyond that, the Business Manager says
some decisions were being made above her
that accomplished Agency A’s social mis-
sion, but hurt the business. As an example,
Agency A’s Executive Director sometimes
gave away t-shirts to promote the organiza-
tion’s social mission, leaving the business to
absorb the production costs. For the
Executive Director, this is easily defensible
because there is a line item in the organiza-
tion's budget for promotional items.
However, that line item in the organization's
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budget was not accounted for in the enter-
prise's business plan.

However, most troubling for the Business
Manager, was the difficulty accessing ear-
marked REDF money and enterprise financial
information from the agency. Agency A’s
Business Manager tried to solve the dilemma
by suggesting that Agency A allow her to con-
trol the business’s cash. REDF’s business ana-
lyst strongly agreed with this approach. For a
few months, Agency A went along with this
plan. When the Agency A Financial Manager
was also not able to get the financial informa-
tion she needed from the Silkscreen Printing
Enterprise, however, the nonprofit resumed
its control over the business’ finances.

The Business Manager’s decision to leave
Agency A Silkscreen Printing Enterprise dis-
turbed REDF’s Executive Director. He already
sensed that Agency A was having trouble bal-
ancing its business and social missions. He
felt the nonprofit hired some managers and
essential personnel for Agency A's Silkscreen
Printing Enterprise more for their need than
for the need of the enterprise. For example,
the production supervisor and bookkeeper
were from Agency A’s target population but
neither had backgrounds in business. REDF’s
Executive Director was concerned that
Agency A would hire another such person as
its next Business Manager; he was afraid that
such a decision would seriously undermine
the business.

REDF’s Executive Director sent a frank let-
ter to Agency A's Executive Director stating that
the Silkscreen Printing Enterprise needed a
high caliber Business Manager to ensure its suc-
cess and to secure continued REDF funding.

Such warnings are not unusual in the busi-
ness world; venture capitalists fund people as
much as ideas and they often stop investing if
an important person leaves a start-up business.
However, Agency A’s Executive Director did not
receive the letter in that spirit. He began to feel
that these modern capitalists were not wholly
unlike the patrones who mistreated his
migrant-worker parents.

"T read that letter and it was kind of like,
'T've got the purse and you're going to dance,"
he said. "It doesn't work that way here. It's
again THE MAN telling us, ‘You've got to
dance for me.”" The letter also began to con-
vince him that he and REDF spoke very dif-
ferent languages. In a sense, the Business
Manager had served as a translator between

the nonprofit and for-profit cultures. After
she left, communications between REDF and
Agency A steadily eroded.

The Second Business Manager
Agency A chose a new Business Manager in
July 1997 and REDF’s Executive and Associate
Directors were relieved. The new manager
was from outside Agency A's close-knit staff.
His business background seemed right — he
had screen-printing and management experi-
ence. His personal background also suggested
he might be more successful in persuading the
organization to make changes than his prede-
cessor. He was a Chicano man who grew up
in a rough California neighborhood.

REDF’s hopefulness did not last long.
The weaknesses of the Silkscreen Printing
Enterprise continued to manifest. Agency A's
leaders blame the second Business Manager
for many of the problems — he was considered
an especially bad team leader.

But he could not have joined the compa-
ny at a worse time. The summer is peak sea-
son for t-shirt sales. Agency A's Silkscreen
Printing Enterprise should have been in a
major sales push, but the new manager had to
learn the business before he could market it.

Worse yet, the new Business Manager no
longer had the luxury of ignoring personnel
problems; it became clear several months into
his tenure that the enterprise was losing
money. Making workplace changes is hard
enough, but competing with a popular ghost
makes it even more difficult. His workers
questioned his stricter approach partly
because their first manager never made such
demands on them.

Still, it might have been possible to insti-
tute change if the new Business Manager had
more effectively garnered support for his
plans. Instead, workers say he treated them
disrespectfully and ordered them to do things
differently without always explaining why.
They allege he made many personal telephone
calls at work. He alienated the Production
Supervisor almost immediately, which soured
his relations with the shop’s youth, who were
fiercely loyal to the Production Supervisor.

At one point, the Business Manager tried
to have a time clock installed because,he says,
his workers were consistently late. Agency A's
leaders were adamantly opposed to the sug-
gested change. As a businessman,the manag-
er saw the clock as a standard tool. As com-
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passionate people who side with the
oppressed, Agency As leaders worried the
clock would rob workers of their dignity.
Once again, it was clear that Agency A’s lead-
ers did not share the management mentality
of the business people they hired to run
Agency A's Silkscreen Printing Enterprise.

At another point, the Business Manager
tried to discourage visits by small children,
the relatives of workers. He said he took the
action after the Production Supervisor
brought in a box of toys so young visitors
would have something to play with. The
Business Manager felt that children are not
only distractions in the workplace, but also
could be endangered by the shop's heavy
equipment if they wandered into the back
room. He says the leaders of Agency A were
shocked. They pointed out that their mission
is about helping youth and building strong
families. They were speaking of their social
mission, not their business one.

At the same time he was struggling with
his workers and superiors, the Business
Manager was also having trouble with finan-
cial accounting. Like his predecessor, the
REDF business analyst says, the Business
Manager lacked financial accounting skills.
The accounting software program ordered
by the first manager had been installed and
should have made reporting easier, but the
second Business Manager did not under-
stand how to use it and, the REDF business
analyst says, he did not seem to want to
learn it from her.

It was at this point that Agency A
resumed responsibility for the enterprise’s
finances and the Agency A Financial Manager
began preparing the enterprise's financial
statements. The Financial Manager took over
the financial reporting and attended her first
venture committee meeting in October 1997,
ten months after joining the REDF portfolio.
At the next venture committee meeting,
Agency A's Silkscreen Printing Enterprise pre-
sented its first standard financial statement,
for November. That should have been the
11th monthly statement.

According to the REDF business analyst,
however, it soon became clear that it was
impossible to have confidence in any of the
company’s past data presented at that point.
The information presented showed that by
the end of 1997, sales were mounting. Much
later it became clear that sales for the calendar

year were approximately 40% less than what
Agency A had estimated, and the business
posted a loss of approximately $100,000.
Despite that, REDF fulfilled its commitment
to help groups through their "learning curve"
and awarded a second $100,000 for the ven-
ture. As part of a venture philanthropy
approach, portfolio members were to receive
more than just one year of funding, and
REDF staff still hoped the second manager
could turn the enterprise around once he was
more established in the business. They were
at least encouraged that the accounting prob-
lems appeared to be solved.

The Corporate Incident

By March 1998, the new Business Manager
was unable to move the Silkscreen Printing
Enterprise anywhere close to its original pro-
jections. That was the month when the busi-
ness’s production problems became acute.
This production low-point is significant
enough that everyone involved still refers to it
with a slight sense of horror as "The
Corporate Incident."

A large Silicon Valley corporation — just
the type of customer Agency A's enterprise
wanted to attract — ordered nearly 1,000 shirts
that winter. Agency A’s Business Manager was
ecstatic. The Business Manager says he asked
his staff if they could do the job, and they said
they could. He did not realize that orders of
this magnitude had been contracted out
under his predecessor.

It was only as the t-shirts started rolling
off the press that the Business Manager real-
ized just how ill-equipped his staff was to
handle a large job. The shirts looked awful.
Eventually he figured out the workers had
used the wrong type of ink.

The manager, a true believer in pleasing
the customer, tried to give the Corporation a
discount on the job in the hopes of retaining
a relationship. Agency A refused to let him,
saying they needed all the money they could
get to run their programs. The Corporation
never took his calls again, the manager says.

The production failure convinced the
Business Manager he needed to make major
changes — the most important of which was
the removal of the Production Supervisor.
REDE, who also heard about "The Corporate
Incident," agreed that staffing changes were
necessary, and began questioning Agency A’s
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leaders about whether they were satisfied with
the Production Supervisor’s work.

Agency A's Executive and Assistant
Directors both resisted firing the Production
Supervisor or even transferring him to the
nonprofit. The man in question is loyal to
their cause and had been with them for sever-
al years. They felt that even transferring him
into a position within the parent agency
would be a betrayal of sorts. First, they sug-
gested moving him to sales and marketing,
although he had no previous sales experience.
REDF staff countered that perhaps he could
work for the nonprofit. The business, after
all, was not doing well enough that it could
afford to have a salesperson that was not up to
the job.

Agency A leadership resisted making any
change and the Production Supervisor
remained in his position for several more
months. Problems with production grew,
weakening other parts of the business.
Perhaps the greatest effect it had was to tie up
the Business Manager's time. After the
Corporate incident,the Business Manager felt
he needed to oversee production for every
job. But that consumed hours he should have
been spending on sales and marketing.
Eventually, the Production Supervisor was re-
assigned out of the enterprise, and according
to Agency A leaders, has achieved success in
another position within the nonprofit.

Trying To Achieve Balance in the
Venture Partner Relationship
Throughout this period, REDF was trying to
find the right balance in working with the
organization. REDF wanted to create a new
type of relationship between philanthropic
investor and investee; one built more on part-
nership and trust than "fear-of-the-funder."
The foundation was initially unwilling, for
instance, to withhold new investment until
Agency A produced financial reports because
they were repeatedly told that such reports
would be forthcoming. REDF believed in
Agency A's potential and wanted to provide
the opportunity to realize that potential.

In other ways, REDF became more aggres-
sive, trying to safeguard its investment in this
high-risk start-up venture. At one point, for
instance, so few contracts were coming in that
the REDF business analyst began acting as a
kind of daily coach. She would call the Business
Manager several days in a row, first to remind

him of his plans to make sales calls, then to
prod him to actually leave the office to make
those calls when he said he would.

Difficulty in Producing and
Using Financial Reports

More than a year into Agency A’s inclusion in
the portfolio, the enterprise was still strug-
gling in its attempts to produce accurate
financial reports for the Silkscreen Printing
Enterprise. It was obvious to REDF that the
enterprise was floundering, but without accu-
rate financial statements,managers and REDF
could not work to create solutions to solving
the company’s woes.

The accounting problems were different
from before; now Agency A was at least pro-
ducing income statements for the enterprise.
But the data were often inaccurate and some-
times painted a rosier picture than REDF
thought possible.

REDF’s business analyst says these prob-
lems resulted from a communications break-
down between the nonprofit and its for-prof-
it enterprise. She recalled how Agency A's
Business and Financial Managers would
spend their time at venture committee meet-
ings disagreeing about whether the financial
statements were accurate. That made it diffi-
cult for the group to assess the Silkscreen
Printing Enterprise's performance.

In at least some cases,the consultant stat-
ed, the Business Manager was changing the
Financial Manager’s data before presenting it
to REDF, and was masking losses. The consul-
tant says the Business Manager later explained
that he thought REDF would not want to hear
the bad news, despite REDF’s stated commit-
ment to working with its organizations as
they dealt with whatever problems were of
concern to them. In addition, the consultant
says, the Business Manager did not under-
stand financial data well and had difficulty
interpreting the reports that the Financial
Manager produced. As a result, the consul-
tant says, he would sometimes input the
wrong numbers into the financial reports.

The Business Manager remembers the
difficulties differently. He says he often told
REDF how badly business was going,
although he says Agency A's Assistant
Director wanted him to present a positive pic-
ture. He also says the Financial Manager was
overworked,and she would often get him data
too late for him to review it adequately before
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a venture committee meeting. As a result, he
said, the days leading up to the meetings were
"a frenzy," and disagreements over the data
could not be worked out calmly.

Complicating matters,the two managers
were locked in a struggle over the bookkeeper,
who provided the raw data used to compile
the financial reports. The bookkeeper worked
at the Silkscreen Printing Enterprise and the
Business Manager believed she should take his
direction. But the Financial Manager wanted
the bookkeeper to give her information
directly in order for her to produce the most
accurate financial picture of the enterprise's
revenue and expenses.

Frustrated that no one was taking action
to stop the enterprise's losses, the Financial
Manager says she began regularly going into
the Executive Director's office to show him
data that proved the company was losing
frightening amounts of money. She repeated-
ly said they needed a sales person because cur-
rent sales could not support the business'
expenses; later, she began advocating for the
Business Manager to be fired.

The Financial Manager says she does not
know why the Executive Director and the
Assistant Director did not heed her warnings.
She suspects they are simply more patient
than she, unwilling for instance to fire some-
one until they were absolutely convinced
problems could not be worked out.

For their part,the Executive Director and
Assistant Director say, they did not really
understand the import of the financial data.
They also are used to succeeding in their non-
profit work,and tend to believe they can over-
come even the worst of obstacles. Without
that belief, they might not have created their
anti-violence movement.

As a result, Agency A’s leaders continued
to talk to REDF staff in the same upbeat inspi-
rational language they use in preaching their
message; they talked about their mission and
about being on the "mountaintop.”" Their
words seemed to indicate they did not grasp
the magnitude of the enterprise's losses, and
REDF's Executive and Associate Directors
began having a sinking feeling every time they
attended a venture committee meeting.

Agency A's Executive Director was also
increasingly anxious at the venture committee
meetings, but for different reasons. In the
first place, he had never intended to regularly
participate in venture committee meetings

and had asked his Assistant Director to
assume that responsibility. The few times he
did attend, he was frustrated that REDF's
Executive Director was increasingly focusing
on the bottom line and seemed disinterested
in the good works the nonprofit was doing.

Often, the head of Agency A says, the
meetings were simply surreal for him. He says
he attended one the morning after a shooting
in his neighborhood and he just could not put
his heart into a discussion of financial data —
although he never discussed this situation
with REDF staff or requested to re-schedule
the meeting.

The Final Months

The last months of Agency A's participation
in the REDF portfolio were nothing short of
tumultuous at the Silkscreen Printing
Enterprise. Relations between Agency A and
the Business Manager continued to sour. The
Business Manager asked to reorganize his
staff. He wanted to shift youth to trainee
positions and hire a few more highly trained
people to oversee production jobs. The orga-
nization refused.

The Business Manager and Agency A
leaders were also engaged in a longstanding
tug-of-war over REDF’s money. In February
1998,REDF had made a $48,000 capital grant
so the business could buy computers and a
van. The Business Manager wanted the van to
make deliveries;his idea was to use the service
as a selling point. Agency A's Financial
Manager did receive the money from REDF
and had passed on money for computers, but
refused to release the money for the van.

At that point, the Financial Manager says,
the Business Manager was overspending his
budget. In addition, the Silkscreen Printing
Enterprise losses had grown so large that REDF's
funding no longer covered them. The enterprise
was drawing money out of all the nonprofit pro-
grams, and she thought the money earmarked
for the van should instead be used to replenish
those funds, at least temporarily.

Besides, she says, the Silkscreen Printing
Enterprise was in so much trouble, a van was
not going to help. She may have been right
but what this situation clearly demonstrated
was that Agency A, the enterprise, and REDF
could not agree on a direction for the enter-
prise. REDF had, after all, earmarked its
money for a van so presumably the investor
thought buying it was a good idea.
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In May 1998, REDF weighed in on the side
of the Business Manager, writing a letter that
said Agency A staff should not be able to over-
rule him, particularly on how he spent REDF’s
money and on staffing decisions. REDF staff
wrote: "The ... Manager of the Silkscreen
Printing Enterprise needs to have authority to
make personnel decisions that will further the
growth of the business. This may include let-
ting go certain youth trainees or staff from the
target population that are not performing up
to the standards of the business."

The Business Manager says Agency A
promised to make some changes, but never
did. In July 1998, the Business Manager was
fired and the enterprise's graphic designer
took over, becoming the enterprise's third
Business Manager in less than two years.

At about the same time, REDF decided it
needed to inform Agency A that it was in danger
of being excused from the portfolio. (REDF had
recently received feedback from a study it com-
missioned that investees wanted greater clarity
about what merited inclusion or exclusion from
the portfolio and so was in the process of "tight-
ening up" its own operating procedures and
work with "investee" organizations.)

In a letter dated July 30, 1998 REDF told
Agency A's Executive Director that Agency A's
Silkscreen Printing Enterprise would not
qualify for the portfolio in 1999 unless major
changes were made. REDF affirmed the posi-
tive developments; REDF specifically noted
that financial reporting had improved once
Agency A's Financial Manager began partici-
pating in venture committee meetings.

But REDF remained convinced that
Agency A’s leaders were not truly concerned
with the "double bottom-line," and were pur-
suing social goals at the direct expense of the
venture, without making adequate provisions
for doing so. And they stated this clearly in
their letter: "While we share your commit-
ment to achieving both social and business
objectives, if the business does not first have
the opportunity to build adequate operating
systems and sound practices, the effort to
blend program clients and staff into the ven-
ture will have the end result of sabotaging
both goals."

That letter, along with financial necessi-
ties, catalyzed a collaborative decision to
reduce costs and re-organize operations.
The new Business Manager was allowed to
replace the Production Supervisor, who was

transferred to the nonprofit. He also was
allowed to lay people off, reducing the busi-
ness to a skeleton staff until he could gener-
ate sales. That at least staunched the hemor-
rhaging of money. However, neither the
enterprise nor the nonprofit had the
resources necessary for hiring a salesperson
and rebuilding the business.

Despite those changes, REDF still felt
Agency A was unable to commit to market
principles — or to REDF — fully enough. The
new manager of Agency A's Silkscreen
Printing Enterprise was still making financial
promises the enterprise could not possibly
keep. The enterprise still could not produce
reliably accurate financial reports.

During the meeting to discuss Agency A’s
turnaround plan, the Business Manager pre-
sented data to REDF that showed the compa-
ny would break even for the remainder of
1998. REDF staff felt the business plan was
vague and incomplete even though the busi-
ness analyst had provided the enterprise with
a complete outline of what should be part of a
turnaround plan. When REDF challenged the
numbers,the Business Manager said the busi-
ness would not, in fact, be able to cover its
costs. The manager explained that he provid-
ed the break-even scenario because he did not
think REDF would want to hear that losses
would continue. In addition, REDF says the
turnaround plan developed by Agency A’s
Assistant Director was vague — with little of
the essential information found in a standard
business plan.

REDF invested (in the form of operating
grants) nearly $400,000 in Agency A's
Silkscreen Printing Enterprise over two years,
including capital grants, but the business was
not even nearing its break-even point of
$600,000 in annual sales. For the first eight
months of 1998, the company posted sales of
just $100,000.

Finally, in November of 1998, REDF sent
a letter to Agency A saying that after a great
deal of discussion,REDF felt it could not con-
tinue to keep the group in its portfolio. They
extended a grant of $50,000 to support the
transition.

Although it was clear by then that Agency
A's Silkscreen Printing Enterprise had so far
failed as a business, there was also no question
that the business had made at least some social
impact. During 1998, the enterprise employed
13 people from its "target population," eight of
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whom were youth between the ages of 16 and
22. The company also provided training and
workplace experience for an additional 25
young people from the community.

Looking back, Agency A's Executive
Director takes pride in the enterprise's social
accomplishments, but is saddened that the
Silkscreen Printing Enterprise has not yet suc-
ceeded as a business. He assumes his share of the
responsibility for the failure. He says he was not
ready for the hard choices the market demands.
He is unsure he will ever be ready for that.

"Capitalism has done us wrong — it has not
been our greatest friend," he says. "We have to
see how we can use it on our path." Then he
pointed to a picture of the Mexican revolution-
ary leader Zapata and added: "We don't make
money off the backs of our people."

Epilogue
As of April 1999, the Silkscreen Printing
Enterprise was still ailing. The Business
Manager said sales were dribbling in, and he
still did not have a sales manager. He is spend-
ing his time, he says, trying to get systems in
place that will allow the Silkscreen Printing
Enterprise to function well as a business when
it gears up again.

Among other things, the manager says
he rearranged the physical shop so that

work flows more efficiently. He also began
locking up inventory because he said it was
disappearing.

Agency A’s leaders still count the enter-
prise as a success, and not just because of the
number of people they employed during the
two years in the REDF portfolio. Beyond that,
they say, they learned important lessons about
the marketplace. They now know that run-
ning a for-profit venture sometimes requires
making painful decisions — like firing employ-
ees — that not only may hurt people, but also
run counter to their social mission.

Agency A's Executive Director says he is
continuing to mull over those lessons to decide
how the silkscreen operation will be run in the
future. He might try to keep the business run-
ning as a for-profit, but he also might decide to
convert it to a funded program of the nonprof-
it. As a training program, the T-shirt shop can
provide young people with skills development
and experience without worries about over-
head and breaking even.

If the Silkscreen Printing Enterprise
becomes a program instead of an enter-
prise, the Executive Director says, it will be
because he carefully considered the
demands of the market and turned away
from them. REDF’s legacy, he says, may
have been teaching him what he needed to
know to make that decision.
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BOSS Enterprises: Property Improvement & Light Construction

Summary of Social Accomplishments

9 Trained 39 homeless/low-income individuals in the
construction and property maintenance trades — 24
unskilled, 2 semi-skilled, 13 skilled/journey level.

€ Partnered with Rubicon Programs Inc. and Juma
Ventures in HUD-funded Bay Area-wide Training
and Enterprise Collaborative for the Homeless
(TECH) which placed 318 individuals in jobs and
trainings.

€@ Through TECH, conducted workshops on enter-
prise development attended by 36 people repre-
senting community-based organizations from
Alameda, San Francisco, Contra Costa, Santa Clara,
Marin and Sonoma counties; at the close of TECH
(October 1998), 6 agencies were engaged in busi-
ness planning for enterprise development.

@ Received 2 merit awards for commercial remodel
from the National Association of the Remodeling
Industry — enhancing BOSS's image as not just
providing food and shelter, but able to deliver qual-
ity services to the larger community.

9 Increased agency focus on economic development
activities during period of enterprise operation:(1)
addition/refinement of Job Training Institute —
paid training internships in six tracks: clerical,culi-
nary, janitorial, community organizing, urban gar-
dening, adult education; (2) expansion of Clean
City street cleaning program; and (3) engagement
in new CalWORKS job placement efforts in part-
nership with Alameda County.

@ Attracted other enterprise or economic develop-
ment funding opportunities: $64,000 from HUD,
$20,000 annually from the City of Berkeley,

$40,000 (2 years) from San Francisco Foundation,
and $7,500 from the East Bay Community
Foundation.

< Improvement of agency training approaches — addi-
tion of soft skills training and workplace culture edu-
cation to better facilitate the transition from home-
lessness and joblessness into daily work routine.

< Educated and positively influenced members of the
business community who utilized the services of
BOSS Enterprises — 64 separate property
improvement contracts were successfully executed
by the enterprise.

@ Learned from and used experience dealing with
enterprise financials to initiate a comprehensive
systems analysis and conversion in BOSS's fiscal
office.

€ Increased interaction with business and individuals
in the for-profit community: Berkeley and Oakland
chambers of commerce, business associations, busi-
ness showcases and job fairs — this provided the
opportunity to build relationships with businesses
that continue to this day which have increased
employment opportunities for participants.

€ Increased interaction with nonprofits engaged in
enterprise — this provided the opportunity to
share BOSS's mission and programs and become
part of ongoing long-term economic development
discussions and planning in the community.

< Built capacity in business selection, operation, and
analysis that is currently guiding BOSS in develop-
ing a future enterprise.

(The above information is provided by the staff of BOSS)
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Building Opportunities for Self-Sufficiency:

BOSS Enterprises

Background

Since 1971, Building Opportunities for Self-
Sufficiency (BOSS) has provided housing and
services to homeless people living in Alameda
County. The organization began as a network
of street counselors providing assistance to
homeless mentally ill and disabled people in
Berkeley. Today BOSS is a multifaceted orga-
nization that works to end poverty and home-
lessness using four strategies: economic devel-
opment, community building, housing and
support services. It serves people at 29 sites in
Berkeley, Oakland, and Hayward.

BOSS’s Executive Director is nationally rec-
ognized for the innovative organization she has
led for over 21 years. She joined the organiza-
tion in 1971, after BOSS provided her with the
emergency services she needed upon arrival to
the United States. She is the tireless force behind
BOSS’s transformation from a small, obscure
organization with a budget of $268,000 to a $7
million agency, recognized as one of California’s
foremost organizations engaged in the fight
against poverty and homelessness.

BOSS is an entrepreneurial organization
that has grown according to new needs and
opportunities. The seed that grew into BOSS
Enterprises was planted when BOSS estab-
lished a program to help BOSS participants
obtain employment. The program helped
participants clarify their goals, build self-
esteem, prepare resumes, and search for jobs.
After 1991, it also included two on-the-job
training programs — Clean Streets and Graffiti
Masters. Under contract to the City of
Berkeley and local businesses, BOSS partici-
pants removed litter and graffiti while
engaged in the six-month training program.

Over several years, the on-the-job train-
ing programs secured larger and larger con-
tracts. While their first contract in 1991 was
for less than $5,000, four years later they out-
competed several other bidders to get a con-
tract from the City of Berkeley worth nearly
$200,000. Both the Executive Director and
the Employment Program Coordinator saw
that BOSS had the opportunity to secure
more public and private contracts and create
even more paid training for BOSS program
participants. They began exploring addition-
al ways to create training and employment

programs that would bring more revenue to
the organization.

The Planning Stage

One way to move beyond solely providing paid
training opportunities for participants was to
start a business that could employ BOSS partic-
ipants and generate income for the organiza-
tion. In 1995, BOSS sought and obtained a
planning grant from the San Francisco
Foundation to learn about enterprise develop-
ment. A working group comprised of the orga-
nization’s Executive Director, Employment
Program Coordinator, and an Organizational
Consultant began in-depth research to investi-
gate other nonprofits engaged in enterprise
development and to determine what BOSS
needed to do to start a business.

In 1995, BOSS’s Executive Director also
approached the Director of The Roberts
Foundation’s Homeless Economic
Development Fund (HEDF) to talk about
BOSS’s interest in launching a business.
HEDF’s goal was to help nonprofit organiza-
tions implement economic development pro-
jects that would enable homeless individuals
become more fully involved and contributing
members of society.

The Director of HEDF was interested in
BOSS. BOSS had a strong reputation and cred-
ibility among homeless people. The Director
recognized BOSS as an experimental, grass-
roots organization, committed to hiring partic-
ipants as staff, and "big on client self-determi-
nation." These qualities fit with HEDF’s inter-
est in innovative nonprofit organizations that
were interested in more than simply providing
services to homeless people.

The Executive Director of BOSS and the
Director of HEDF already had a working rela-
tionship. They had both been active on a region-
al level advocating for policies that met the needs
of homeless people.  Although they had this
connection, the Director of HEDF had to be
convinced that BOSS was ready to run a busi-
ness. For example, he was concerned that the
organization might not be comfortable with "fir-
ing people who weren’t performing, holding
themselves accountable for financials, making a
profit." Were they ready to enter the competitive
world of business? Although he had some con-
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cerns, he was interested in helping BOSS deter-
mine if they were.

HEDF provided BOSS with $25,000 to
begin a planning process. The conversation at
BOSS shifted from "Should we attempt a busi-
ness venture?" to, "If we launch a business, what
type of business venture should it be?" The first
goal of the planning process was to conduct a
feasibility study that would narrow the possibil-
ities for the type of business to pursue.

Under the guidance of BOSS’s Executive
Director and board, a Venture Team was created.
The team was comprised of six members —
BOSS’s Board Chair, Employment Program
Coordinator, and Planning and Marketing
Associate, as well as an intern from UC Berkeley,
Organizational Consultant, and Enterprise
Development Consultant. Over the course of
five months, the Venture Team met regularly,
performed market research, and completed a
document that presented their recommenda-
tions. From over 90 different types of business
ideas considered, the feasibility study pointed to
just one — Property Maintenance Services.

Property Maintenance Services seemed
like a natural extension of the types of services
— street cleaning and graffiti removal — that
BOSS already provided. It also met the criteria
against which the Venture Team was measuring
each business idea:

1. Low capitalization;

2. Relatively simple equipment needs;

3. Relatively high use of labor;

4. Generates transferable skills;

5. Easy training;

6. Relatively easy entry into marketplace;

7. Relatively innocuous regulatory environ-
ment; and

8. Is profitable and expandable.

A Property Maintenance
Services business seemed like
the most feasible business idea.
At various points in the process and then again
at the end, BOSS’s Executive Director invited
HEDF’s Director to attend a board meeting.
This was, in part, to help convince her Board of

Directors that starting a business was a good
idea. It was also to convince the Director of
HEDF that BOSS was ready to launch a busi-
ness. At that meeting, she articulated two dis-
tinct reasons for BOSS to start a business:

1. A business would generate revenue that
would support BOSS in its mission of
ending poverty and homelessness.

2. The business would create long-term, liv-
ing wage jobs for BOSS participants.

While some board members were more
interested in starting a business to generate
profits for the agency, others were more
attracted to the possibility of creating jobs.
Within the HEDF framework these two
objectives were inextricably linked and of
equal importance. Therefore, BOSS’s board
was not forced to choose which goal the orga-
nization should pursue. After this meeting,
both the board and the Director of HEDF
were persuaded that BOSS’s Executive
Director and staff were committed to taking
on this new challenge.

The next step for BOSS was to develop a
business plan. Supported by money from
HEDFE, the Venture Team built upon the work
they had begun in conducting the feasibility
study. They continued their work together to
research and prepare a plan for the Property
Maintenance Service business. Their
thoughtful planning process produced a busi-
ness plan at the end of 1995.

The plan focused on three core market
segments:

1. Residential cleaning (interior and exterior),

2. Commercial cleaning (interior and exteri-
or) and

3. Vacant space preparation.

The business plan explained how the ser-
vices that BOSS currently offered, specifically
graffiti removal and exterior clean up, would
be expanded and how a new service, the
preparation of residential and commercial
units for new tenants, would be added.

BOSS participants would be employed in
the business from the beginning. The busi-
ness plan outlined a start-up team for the
business that included a "supervisor," a
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"skilled worker," and a "helper." This helper
would be drawn from BOSS’s participant
population. As part of its contract with the
City of Berkeley to provide street cleaning ser-
vices, BOSS was already running a six-month
on-the-job training program. Enterprise
workers could be drawn from this training
program. Further on-the-job training would
be offered in the enterprise as needed.

The business plan outlined a further goal
of creating a separate subsidiary corporation
to develop and manage for-profit enterprises.
The Property Maintenance Services business
was to be BOSS’s first, but not last, leap into
the for-profit arena.

BOSS’s Venture Team prepared the busi-
ness plan in dialogue with HEDE The origi-
nal plan showed the business breaking even
after five years. HEDF wanted a more aggres-
sive plan that could demonstrate break-even
in three years. After this and other final revi-
sions were made, the plan was completed.
The Director of HEDF was interested in the
business that was proposed. He suggested
that additional funding might be available to
BOSS in the near future.

On the eve of the organization’s 25th
anniversary, BOSS launched its first for-profit
venture — BOSS Enterprises.

Launching the Business
It was critical that BOSS locate the right per-
son to lead the new venture. In a document
prepared by BOSS’s organizational consul-
tant, the ideal candidate was described as:
someone who knows the trade, and knows
the science of quick and accurate bidding,
and is experienced in the details of cost con-
trol, and computerized tracking and under-
standing the dynamics and practice of busi-
ness development, and can successfully
apply the social dimension of BOSS’s enter-
prise (training low-income people for mar-
ketable jobs).

In short, BOSS was looking for someone
with a unique set of qualities and skills.

Remarkably, before even finalizing the
business plan and fully securing funding,
BOSS found someone who seemed to have
just the right mix of experience and exper-
tise. The candidate would be coming to
BOSS from his position as General Manager
of a painting and residential remodeling
business that had formerly been supported
by HEDE.

Reporting on the interview that she and
two other members of the Venture Team had
held with the candidate, BOSS’s organization-
al consultant commented that the candidate
had the "rare combination of skills" they
sought. He had run a business that employed
people similar to those served by BOSS — the
business he was managing had employed 10
people,seven or eight of whom were unskilled
workers. From his account,he had run a busi-
ness that had a strong reputation and high
customer satisfaction. The company had a
number of repeat customers; most of the
company’s marketing was through referrals.
The candidate was able to demonstrate his
ability to bid on projects and track revenue;
he showed his interviewers financial state-
ments that demonstrated accurate bidding
and high productivity.

The candidate also described challenges he
faced in his previous employment. During the
interviewing process, he specifically spoke
about problems that surfaced as a result of the
nonprofit organization’s management of the
business’s finances. He thought it was critical
that a business’s finances be separated from the
nonprofit’s. In the consultant’s assessment,the
candidate’s primary reason for leaving the busi-
ness was that "he [was] tired of working with a
non-supportive nonprofit." Despite the frus-
trations that had come with his work, the can-
didate had shown strong commitment to run-
ning a social purpose enterprise.

The candidate seemed ready to try again
with a new social purpose enterprise.
Furthermore, because the business he had man-
aged was shutting down, he could bring relevant
business contacts and referrals to BOSS’s ven-
ture. From all angles, it seemed like he was the
right person to launch BOSS Enterprises.

With hindsight, staff at BOSS now talk
about the hiring process with regret. The
Executive Director admits that she did not
fully investigate the candidate’s background.
She realized later what a mistake that had
been; "He was coming from a business that
had been in bankruptcy. BOSS was not aware
of that at the time."

The reason why the Executive Director
did not check his qualifications was because,
as she saw it, "he came highly recommended
from HEDE"  HEDF had already been
involved in helping BOSS find individuals
who could help them start a business. For
example, HEDF had recommended the
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Planning Consultant who worked with the
Venture Team to develop their business plan.
BOSS’s Executive Director may have assumed
that HEDF had more expertise in identifying
appropriate candidates than she did and there-
fore trusted the Director’s recommendations.

HEDF’s Director did not intend to have
such an impact when he gave BOSS’s
Executive Director the candidate’s name. He
suggested the candidate be interviewed and
while he thought he would be a good candi-
date,did not intend his suggestion to be taken
as such a strong endorsement.

These two different interpretations of the
same set of events suggest an inherent diffi-
culty in the relationship between a funder, like
HEDE, and a nonprofit organization, like
BOSS. HEDF’s Director thought he had made
it clear that he did not want to have a tradi-
tional funder-grantee relationship with port-
folio organizations. He wanted to forge a
strong partnership where there could be hon-
est communication from both sides without
fear of repercussion. Therefore, he was not
aware that BOSS’s Executive Director felt a
strong power imbalance remained between
them and that she felt somewhat obligated to
heed his recommendations. Neither HEDF
nor BOSS had the foresight to see that they
had different understandings of the terms of
their relationship and that this might be a
barrier to honest and equal communication
between the two organizations.

Start-Up Phase
BOSS Enterprises opened its doors in July
1996. As was stated in the business plan, the
General Manager (GM) determined the busi-
ness needed a reliable vehicle. He began to
look into buying a truck. Given that funds
were available to support the business, the
GM wanted to purchase a new Toyota truck.
This precipitated the first conflict
between BOSS Enterprises and BOSS’s fiscal
office. The GM remembers being surprised
by this resistance. The head of the fiscal office
indicated to him that the purchase would not
be approved. Both the executive director and
fiscal manager felt the GM was moving too
fast. BOSS was concerned with keeping start-
up costs low and they did not want to buy an
expensive truck before getting a sense of what
type of jobs were coming in. BOSS’s board
wanted the GM to buy a used vehicle rather
than the new vehicle he wanted.

Although the GM ultimately bought
the new truck, he recalls that incident as a
pivotal one. He was perplexed and frus-
trated by how much influence the head of
the fiscal office and the board had over the
business.  Although he had worked for
another social purpose enterprise, he still
thought like a sole proprietor. He felt
"unprepared for working in a large organi-
zation like BOSS."

The incident could have served as a cata-
lyst for clarifying the relationship between
BOSS and BOSS Enterprises, particularly as it
related to decision-making processes and
lines of authority. The GM had become aware
of the fact that he did not have final decision-
making authority on business matters. Still,
he did nothing to get explicit direction on the
types of issues for which he needed input, the
process for regular communication between
BOSS Enterprises and BOSS about such
issues, and ultimately how different types of
business decisions would be made. No one,
not the GM, the Executive Director, nor the
Employment Program Coordinator, estab-
lished the groundwork for the multiple deci-
sion-points that lay ahead.

Joining the REDF Portfolio
Within a few months after BOSS Enterprises
opened its doors, The Roberts Foundation
launched a new initiative, The Roberts
Enterprise Development Fund (REDF).
Under the direction of the former HEDF
Director, the new initiative would invest in a
portfolio of nonprofit organizations that were
already or were planning to operate enterpris-
es that employed very low income and for-
merly homeless individuals. The goal of
REDF was to assist these social purpose enter-
prises in achieving both increased scale and
full sustainability in the marketplace.

In January 1997, REDF invited BOSS to
participate in its portfolio of social purpose
enterprises. REDF awarded BOSS an enterprise
grant of $75,000 for the first year of the business.

REDF was poised not only to provide the
organization with necessary funds but also
the technical assistance BOSS needed. One of
REDF’s explicit goals in supporting a portfo-
lio of social purpose enterprises was to be a
different kind of funder, one that was a part-
ner in the venture. This was an opportunity
for BOSS Enterprises to get the funds and
support that it needed.
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Operations

BOSS Enterprises was a new, small business
operation, but it was already facing significant
challenges. For one thing, BOSS Enterprises
had tremendous overhead and expenses.
Unlike other businesses of its kind that might
start out of someone’s garage, BOSS
Enterprises had rented a warehouse. While
someone working alone might fill their
toolbox and purchase equipment as gradu-
ally as possible and as jobs required, the GM
of BOSS Enterprises made purchases imme-
diately. He saw that the business had
money available and saw no reason not to
ramp up quickly. Someone working alone
might build the business slowly, working
solo and only hiring day laborers as
required for particular jobs. In contrast,
BOSS Enterprises had a full time GM as
well as a Training Manager, a carpenter, and
a helper to keep busy. These people were on
the payroll regardless of how many jobs the
GM could bring in to the business.

Unlike its competitors, BOSS Enterprises
also had expensive liability insurance and
workers compensation costs. The GM under-
stood that property owners "get unlicensed
and uninsured people to do cleaning and
painting." But BOSS Enterprises had to "pro-
tect the entire BOSS organization with insur-
ance,license,and liability. [Wewere] compet-
ing with people who don’t have that over-
head." Insuring BOSS Enterprises was neces-
sary, but very expensive.

BOSS Enterprises was also earning only a
small profit on the jobs it was completing.
The GM was finding that,in general,the prof-
it margin in property maintenance services
was miniscule. It was no wonder, therefore,
that most of BOSS Enterprise’s competitors
were one-person, one-truck type of opera-
tions. These single operators were willing and
able to work for less money than BOSS
Enterprises could afford.

Furthermore, as it turned out, mainte-
nance services was not a type of work in
which the GM had particular interest or
expertise. He had skills as a carpenter and
project manager. He had a General
Contractor’s license. While these qualifica-
tions were not necessary for the types of jobs
BOSS Enterprises was doing, they could be
useful if the business changed its focus slight-
ly. In particular, vacant space preparation
jobs might require "light construction" work.

This type of job would fit with the GM’s par-
ticular expertise.

After several months of operating BOSS
Enterprises, the GM shifted the focus of the
business away from property maintenance.
According to him, he "gravitated toward
places where [BOSS Enterprises] could make
money." Multiple reasons justified this shift.
He thought he had enough evidence to
demonstrate that it would be impossible to
compete in the property maintenance services
industry. Furthermore, he was receiving
referrals for more profitable jobs in which he
could utilize his skills more fully. The GM
acknowledged that he was deviating from the
business plan and brought this to the atten-
tion of the Executive Director, board mem-
bers,and REDF’s Business Analyst.

The board had concerns, but did not
intercede except to note that BOSS would be
incurring a greater risk of liability. Already,
the worker’s compensation and other insur-
ance cost more than had been projected in the
original plan. The board also did not formal-
ly approve or support this change of direc-
tion. Despite the fact that on other, smaller
decisions such as the purchase of the truck,
the board had intervened, board members did
not become significantly involved in this
major issue.

During these first critical months of
BOSS Enterprises’s operations, REDF did not
play a strong advisory role. REDF was more
responsive with its advice than it was proac-
tive. As a start-up business, BOSS Enterprises
required more hands-on, expert assistance.
Nearly all of the other businesses were already
well-established at the time that they joined
the REDF portfolio, and REDF may not have
had the foresight to see that start-up business-
es like BOSS Enterprises needed more inten-
sive support. On the other hand,if REDF had
been more involved during this early stage,
BOSS Enterprises may have felt that constant
supervision from its major investor put too
much pressure on a business that was still try-
ing to find its own feet to stand on. In hind-
sight, however, BOSS staff feels that they
would have benefited from getting more sup-
port from REDF during this early stage of
development.

REDF’s Business Analyst was aware that
the GM was deviating from the business plan,
and, to her, it made sense. He was acting like
a "seat of the pants entrepreneur" — taking
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advantage of contacts and his talents in the
interest of making the business successful.
The Business Analyst could see that the GM
was being opportunistic, acknowledging that
"the jobs that were coming in, were not what
the business plan outlined." She appreciated
the shift given that profit margins in con-
struction were higher than in property main-
tenance services.

What had happened was that the GM had
found a critical flaw in the original business
plan. The business plan had identified the
fact that, of the 285 businesses in the area
offering building maintenance services, very
few had more than 4 employees. Rather than
seeing this as an indication that the market
did not readily support larger businesses, the
business plan pointed to this as an opportuni-
ty for BOSS Enterprises. By the third year of
the business, the plan projected that "our
capacity and revenues will be significantly
larger than the high percentage of ‘mom and
pop’ operations in the industry." Just a few
months into the business, this already seemed
like it would be difficult to achieve in the
property maintenance services industry.

This was a critical moment for the busi-
ness. The planning process that resulted in the
first business plan involved a large number of
people, time, and expense. After only the first
few months of the business,however, the orig-
inal plan was describing a different kind of
business than was now evolving and being
implemented. Rather than immediately revis-
iting the planning process and considering
how the change in business focus would affect
income generation and job creation, the GM
moved forward without a clear plan. In reflect-
ing back, the GM said, "in some ways [moving
forward without a plan] was my fault.
[Someone should have said] if this is the plan,
let’s follow it. And if not, let’s change it."

BOSS’s Executive Director strongly dis-
agrees with the GM’s sense that he was not
given clear direction about this. She recalls
numerous conversations in which she and the
Employment Program Coordinator empha-
sized the importance of either following the
plan or changing it. They grew more frustrat-
ed as he blatantly ignored them.

REDF’s Business Analyst commented on
this, "what became critical was to move on,
look at what the market was telling us, rather
than the old business plan’s analysis." She did
not think the agency’s business plan, created

prior to REDF’s formation, accurately ana-
lyzed the market and each market segment’s
job skill requirements. Only a few months
after REDF got involved with BOSS
Enterprises, REDF’s Business Analyst, as well
as everyone involved in the enterprise, began
encouraging the organization to revise its
business plan.

Looking back, those at BOSS who were
involved in the start-up of BOSS Enterprises
wonder why BOSS received funds from REDF
if their business plan was so inadequate.
However, BOSS Enterprises was not so differ-
ent from other businesses in the REDF port-
folio in this respect;other businesses were also
reworking the business plans they originally
submitted to REDE. If they did not already
have sound plans, it was important to REDF
that the businesses revise them before more
time passed. Particularly in the case of BOSS
Enterprises, REDF’s Business Analyst saw that
the GM was not following a plan and needed
stronger direction and oversight.

Venture Committee

The venture committee was the group that
should have provided oversight to the busi-
ness. As a member of the REDF portfolio,
BOSS Enterprises was obliged to convene
monthly meetings of this committee,as previ-
ously stated, a group composed of the REDF
Executive Director, Associate Director and
Business Analyst, the business’s general man-
ager, the nonprofit’s Executive Director, and,
initially, two board members.

As REDF staff recall, BOSS’s Executive
Director invited a large number of people to
participate on BOSS Enterprise’s venture com-
mittee. To REDE, the venture committee
almost seemed to be a sub-committee of
BOSS’s Board of Directors. It was something
that REDF’s staff recall as somewhat unusual.
But REDF was hesitant to challenge BOSS’s
Executive Director’s authority with respect to
who should participate since they wanted orga-
nizations in the portfolio to "own" the process.

BOSS’s Executive Director thought she
was just inviting the people who she had been
instructed to invite by REDE It was only later,
she said,that REDF staff changed their minds
and said the venture committee should be a
smaller group composed only of BOSS and
BOSS Enterprises staff and REDF staff and
consultants. Further, she was frustrated that
REDF’s Executive Director, who was original-
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ly supposed to attend,came to only one meet-
ing of BOSS’s venture committee.

These two recollections demonstrate one
of the challenges of engaging in two develop-
ment processes at once. While BOSS was
starting its business, REDF was still refining
its process of venture philanthropy. Perhaps if
REDF had foreseen the trouble that lay ahead,
REDF staff may have given different instruc-
tions on whom to involve on the venture
committee. Regardless of the reasons,the fact
that REDF did not help BOSS design an effec-
tive venture committee had a negative impact
on the business. Rather than providing the
enterprise with clear vision and direction, the
venture committee itself became mired in
tension and dissent.

The issue that absorbed the venture com-
mittee’s focus and time was finances. REDF’s
staff and Business Analyst wanted the business
to be able to produce basic reports on a month-
ly basis: profit and loss statements, balance
sheets, and the actual to budgeted cost of jobs.
This was more than the fiscal office could pro-
duce using their accounting system, which was
tailored to meet the needs of a nonprofit,social
service organization. Additionally, the president
of BOSS’s board was even more demanding. He
thought the business should have a particular
type of job cost accounting that showed "com-
pleted operations reporting."

From the very first venture committee
meeting, conflict brewed between REDF staff
and Business Analyst and BOSS’s fiscal office
and between REDF staff and Business Analyst
and BOSS board members. The venture com-
mittee members could not fully agree on what
they wanted or how they wanted it.
According to BOSS’s Executive Director,
"there were as many opinions about how this
should be done, as there were people
involved." Because the venture committee
could not agree, it could not give clear direc-
tion to the GM.

Despite the strong differences of opinion
that were aired during the venture committee
meetings, all committee members agreed that
the enterprise would need to begin tracking
its financial information in a new way and on
a consistent basis.

Internal Finances

As each month passed,the venture committee
members grew more frustrated with the inad-
equate and conflicting information BOSS and

BOSS Enterprises were providing. Behind the
scenes, in trying to generate this information,
there was even more trouble.

According to the head of the fiscal office,
in the beginning, she received no written
instructions on how she would be involved in
the enterprise. She therefore considered it to
be no different from all of the other programs
at BOSS. She received bills and timesheets;
she issued the paychecks and handled the
overhead expenses. The head of the fiscal
office had developed a unique financial
accounting system for BOSS that tracks 125
different public and private sources of funds
for the $7 million operation. Although this
fund accounting system provided adequate
information for BOSS prior to the creation of
the enterprise, this system could not provide
the kind of specific information a business
manager needed. While she could create
reports that showed expenses and revenue, for
example, she could not generate a profit and
loss statement or balance sheet.

The GM also did not know how to keep
track of the business’s finances in the way
REDF and the board wanted. Reflecting back,
he recognizes that he did not have adequate
experience or courage to be able to say what
he should have said: "We can do this, but it
will cost you money." In fact, when he
explored different options for accounting
software,he identified the package that would
later be successfully implemented by his suc-
cessor. That software cost $5,000, and, early
in the process, BOSS was not willing to make
the investment. As a result, he implemented
the system he knew how to use — QuickBooks.
According to the Employment Program
Coordinator, "he [the GM] wanted to use
QuickBooks, but the President of the Board
did not want him to. He implemented it any-
way." The GM still had trouble producing
accurate reports, because he did not have a
background in financial accounting.

Creating duplicate sets of books, one at
the fiscal office and one at the enterprise, was
an inefficient solution to the different
accounting needs and requirements of the
business. The fact that the two sets of books
did not match produced even more problems.
The head of the fiscal office was concerned.
She was not getting adequate and timely
information from the GM - for example, she
never knew when jobs had been completed, or
invoices submitted. This particularly trou-
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bled her, because she doubted his financial
management ability.  According to the
Employment Program Coordinator, "she
checked and double checked everything.
There wasn’t any trust there." Based on the
information she did receive, for example, she
could see that the GM allowed receivables to
remain on the books far too long and invoiced
far too slowly.

What is surprising here is that the GM
supposedly understood the value of financial
accounting. He had previous experience
working for a social purpose enterprise that
did not receive adequate support from its
nonprofit parent,specifically in connection to
financial accounting, but he seemed to be
making the same mistake again. In reflection,
the GM admits to being "blatantly negligent
about setting up an accounting system." His
focus was elsewhere. At the time, he felt like
"it wasn’t that imp ortant. Trying to keep cus-
tomers happy was the priority." The GM
avoided tasks that he did not know how to do
and focused his energy where he had the most
capability. Rather than asking for help, there-
fore, he either tried to hide or ignore difficul-
ties he faced in terms of managing the busi-
ness’s finances.

The fiscal office could see that the GM
lacked skills in financial management. Even
though BOSS Enterprises hired a part-time
bookkeeper to help the GM track the
finances, the head of the fiscal office still felt
like she was not receiving information in a
timely or accurate fashion. As a result, a
member of the fiscal office started working
part-time at the enterprise. The head of the
fiscal office hoped she "would be able to get
more of an idea about what was going on
there." The assistant from the fiscal office
reported that things were in complete disarray
at the enterprise. The bookkeeper was already
"on the verge of quitting." The fiscal office and
enterprise had to reconcile their books at the
end of the first year of the business. After along
and tedious effort,they finally did so. This was
a fruitless investment of time, however, as the
same problems continued through the second
year of the business. According to the head of
the fiscal office,"they did not even try to recon-
cile the books" at the end of the second year.

Ultimately, it would take until March
1999, nearly three years after the business had
started operating, before a functional
accounting system was established. Those

who were involved in the venture committee,
in the fiscal office, and in the enterprise still
talk about this issue with bewilderment and a
sense of defeat.

Why did it take so long to establish a
standard system for tracking the enterprise’s
finances? There are several distinct reasons.
Those at BOSS question the type and amount
of assistance that REDF provided to them in
this area. BOSS’s staff now say that they would
have appreciated more direct advice or specif-
ic help in how to set up their system. The
head of the fiscal office reflected,"REDF must
have had experience with others and known
about software that would work, but they left
it up to [the GM]. I wish they had given more
guidance about this."

It also felt to BOSS staff that REDF’s
demands kept changing. BOSS’s Executive
Director remembered, "REDF was also going
through a process to figure out how the finan-
cials should be done. The rules changed
almost every time we met."

BOSS’s Executive Director was concerned
that the information that REDF’s Business
Analyst wanted on their financial statements
was not appropriate for BOSS Enterprises.
She felt like REDF was inflexible about
"diverse ways of presenting financial informa-
tion." They "wanted standardization. This
was a burden." She wishes that she had just
gone to a construction company to find out
how they kept their books, and then copied
them. In her mind, the problem was, she
trusted REDF to be the "experts," when in
reality, they had just as steep of a learning
curve to go through as BOSS did, especially
about the construction industry.

The REDF Business Analyst had a differ-
ent recollection about this aspect of events.
While it is true that REDF’s Business Analyst
did not have specific industry expertise, she
focused her guidance in the area of overall
business financial reporting, something with
which she does have in-depth experience. She
felt it was her goal to assist BOSS staff in
pulling out the basic financial performance
information that would help them make
informed decisions.

She spent a lot of time at BOSS, training
different staff in the general rules of financial
accounting. Part of the problem she encoun-
tered was that she was not sure whom to work
with at BOSS. She tried to work with the
Employment Program Coordinator, since he
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was the GM’s supervisor. She worked with the
GM. She spent time with the head of the fiscal
office and then another person within the fiscal
office to try to reconcile the differences
between the two sets of books. What she found
was that there was no one who had particular
aptitude or time to manage this part of the
business. It also seemed like they lacked inter-
est. According to REDF’s Business Analyst,"no
one with the right information was champi-
oning the need" for a new system of financial
reporting. She remembers showing BOSS and
BOSS Enterprises’ staff the same tracking and
financial report templates numerous times.
Each time she felt that she had to start from the
beginning and re-instruct them on how to cre-
ate the reports. She sensed resistance from
BOSS staff, as if they did not understand that
what REDF requested was standard informa-
tion that every business manager, owner, and
investor needs.

REDF’s Business Analyst readily admits
she made mistakes in working with BOSS on
their financials. At first, she said, she tried to
be flexible. When changes did not happen,
she "got definitive." Throughout her relation-
ship with BOSS Enterprises, she found it dif-
ficult to strike the right balance between being
adaptable and giving direction. Her early
conflict with the president of the board,about
the proper way to present the business’s finan-
cial information,had also made her more ten-
tative about advising the business.

In the end, missteps by both BOSS and
REDF created a financial accounting night-
mare for BOSS Enterprises. First, BOSS failed
to establish who was ultimately responsible
and accountable for this task. On a very basic
level, there was a problem with keeping the
enterprise’s financial accounting under the
auspices of the agency’s fiscal office if the fis-
cal office could not produce the standard
information the business needed to operate
effectively.  Secondly, BOSS did not heed
REDF’s Business Analyst’s recommendation
that BOSS should invest in different, more
appropriate software to track the business’
accounting. Third, the GM did not have the
necessary skills to develop and manage the
enterprise’s financial accounting system.
Furthermore, because the fiscal office and
enterprise were in different locations, this
added an additional barrier to communica-
tion. Although BOSS Enterprises had the
capacity to communicate via email, the tech-

nology did not facilitate communication
because the GM did not make communica-
tion with BOSS’s fiscal office a priority.

Further, REDF’s Business Analyst did not
provide BOSS Enterprises with the type of
assistance they wanted and needed. While
BOSS hoped for expert advice regarding the
construction trade from her, REDF’s Business
Analyst was more capable of providing gener-
al support, identifying issues, and raising
questions  that would clarify BOSS
Enterprises’ specific needs. In addition, the
style in which REDF’s Business Analyst
approached her work often conflicted with
the work styles of BOSS staff. REDF’s
Business Analyst’s sensed that BOSS resisted
her suggestions and help, but rather than try-
ing to find out why or confronting this issue
directly, she retreated. As a result, BOSS
Enterprises did not develop the internal sys-
tems it needed to track financial information
that the business needed and that REDF was
demanding.

Training and Employment

The GM focused on "establishing a business
and getting going," which meant doing jobs,
rather than focusing on refining the financial
management system. It also meant he focused
on doing jobs rather than training and hiring
BOSS participants.

The GM’s sense was that "as many partic-
ipants as they could employ was great," and
everyone "thought the people part would
come." Although from his perspective "there
was some pressure from the board to hire
[participants]," at this point,he was not aware
of any clear mandate about how many to
employ and in what time frame.

When the GM shifted the business focus
from property maintenance services wholly
toward vacant space preparation and light
construction, he created the need for more
skilled workers. The GM recruited and
retained several journey level carpenters and
painters to complete the work he solicited.
Not only did this mean that the business was
employing a higher ratio of skilled workers to
unskilled workers but also that BOSS
Enterprises had to pay higher salaries to its
workers than had been anticipated. Initially,
the GM and the Executive Director got into a
conflict over how much to pay BOSS
Enterprise employees. To keep expenses
down, the Executive Director initially did not
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want to pay workers in the business more
than $13 per hour. When it became clear that
BOSS Enterprises would never be able to hire
workers at that rate, she agreed to raise the
wage to $20 per hour. This was still a lower
rate than what most carpenters and painters
could command. The GM had to find skilled
workers who were willing to work for less
than the market could bear in order to work
for BOSS Enterprises. According to the
Training Manager, "the jobs were there but
[we did not have] enough journey level peo-
ple to work the jobs."

One of the consistent workers in the
business was the Training Manager. The
Training Manager was a member of the origi-
nal Venture Team that worked on the feasibil-
ity study and first business plan (at that time
his position was "Planning and Marketing
Associate"). Prior to working at BOSS,he had
lived in Hawaii where he helped organize and
train volunteers to rebuild homes after a hur-
ricane devastated the island. Once BOSS
Enterprises opened, he joined the staff as the
Training Manager. He was so committed to
BOSS’s mission that he commuted to Berkeley
from Santa Cruz, a two-hour drive in good
traffic, to work for BOSS Enterprises.

His job title, Training Manager, did not
accurately describe the work he was doing for
BOSS Enterprises. The Training Manager
worked alongside the GM on jobs while "wait-
ing for direction on how to do the training
piece." The Training Manager recalled that
"we were trying to get jobs so that there would
be a training program." The work of the GM
and the Training Manager became increasing-
ly interconnected. According to the Training
Manager, "he and I pretty much teamed up.
We needed each other...I needed the business
to run the training. He needed trainees to run
the business. We did things together."

BOSS Enterprises did not have a clear
plan for how to conduct training. As the GM
saw it, we "slid back and forth between on-
the-job training and a sheltered workshop."
What BOSS discovered was that it was expen-
sive to run a sheltered workshop, and on-the-
job training required finding carpenters and
painters who were willing to spend a signifi-
cant amount of their time working alongside
and training BOSS participants. Either way
they approached it — sheltered workshop or
on-the-job training, providing training in
construction was going to be costly for the

business to support. In reality, until the busi-
ness got bigger, it wasn’t apparent how BOSS
Enterprises would be able to run any sizeable
training program.

Many of the BOSS participants who were
hired by the enterprise did not stay for very
long. The high turnover in BOSS participants
might have occurred for a number of reasons.
There were numerous, inherent challenges in
bringing people who had not been able to
work in the past, for any of a number of rea-
sons — mental illness, substance use, home-
lessness, physical disabilities, or family obliga-
tions — and employing them in the type of
work that BOSS Enterprises was doing.
Turnover among unskilled workers in other
construction companies where the GM had
worked was high as well. Trainees weren’t
paid that well and the work was demanding.
Job sites changed from day to day, workflow
was inconsistent, and work schedules were
irregular. Workers were expected to learn new
skills and perform tasks according to dead-
lines. It seemed like the only BOSS partici-
pants who could work for BOSS Enterprises
would be, according to the Training Manager
and the GM, "the cream of the crop."

This is not to say that BOSS Enterprises
did not have a positive effect on any of BOSS’s
program participants. One trainee found
BOSS at just the right time — he was strug-
gling with a drinking problem and his father’s
health was deteriorating. After his mother
suggested he contact BOSS, he was hired into
BOSS’s Clean Streets program. From there,
he moved to the Graffiti Masters program.
When he learned of BOSS Enterprises,he was
immediately interested. He wanted to work
there, but he was told they did not have any
room at that time. Several months after he
first contacted the Training Manager, he was
hired at BOSS Enterprises.

He was enormously satisfied with the
work and the environment at BOSS. He con-
tinued to work at the business for almost a
year, until he was injured moving furniture in
BOSS Enterprise’s office. Although he will
not be able to do construction work in the
future, he continues to have strong positive
feelings for BOSS. His father recently died,
and left him some land in Texas. When he is
able to sell it, he plans to donate money to
BOSS. He wants to help others get the kind of
training and work opportunities he received
from BOSS Enterprises.
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Despite the injury he sustained, this
trainee’s experience at BOSS Enterprises is a
success story. It is important to note, however,
he was coming to the business from a unique
position. While the trainee came to BOSS
Enterprises through BOSS’s on-the-job train-
ing programs, as had been envisioned in the
original business plan, it is not likely that he
developed the skills necessary to succeed at
BOSS Enterprises from that experience. He had
actually worked in the construction industry
for 30 years prior to coming to BOSS
Enterprises. He was accustomed to the
demands and irregularity of construction work
and had more skills and resources than the vast
majority of BOSS’s participant population. He
earned less money at BOSS Enterprises than he
had previously. His ability to succeed at BOSS
Enterprises did not prove that the business
could be successful with the majority of BOSS’s
participant population.

The majority of BOSS’s participant popu-
lation needed more training and assistance
before they could succeed at BOSS Enterprises.
Like the financial reports, questions about how
to do job training lingered for a long time. In
reflecting on what happened, BOSS’s Executive
Director noted that she should have raised
money to run the training piece separately from
the business rather than trying to do it under
the same roof.

The distinction between training,
trainees, apprentices, and employees in the
business was not clear. The terms were used
interchangeably. In the absence of the busi-
ness’s capacity to create long-term employ-
ment for BOSS participants, the business was
hiring only a few BOSS par ticipants, employ-
ing them for a short period of time,and refer-
ring to them as trainees.

BOSS had over 25 years of experience
working with poor and homeless people. The
organization provided emergency and sup-
port services to countless people who came to
them from a range of circumstances and for a
variety of needs. It should not have been a
surprise to BOSS staff that it would be diffi-
cult to retain participants as employees in a
business like BOSS Enterprises had become.
Although the original business concept was
that BOSS Enterprises would do work similar
to what participants were already performing
in the graffiti removal and street cleaning pro-
grams, by this point, the work was more chal-
lenging. The Executive Director realized later

that it was a mistake to think that the popula-
tion BOSS serves had these "high level skills."
And she says, "We should have created a dif-
ferent business."

It took BOSS and REDF a long time to rec-
ognize that the training component of BOSS
Enterprises was not working. The Executive
Director of BOSS reflects, "We were depending
on [REDF] to pick up on that stuff. It should-
n't have taken so long to determine that the
projections were wrong." But REDF had never
planned to get involved in helping BOSS devel-
op the job training component. From the
beginning, REDF limited the scope of its work
by separating enterprise development from job
training and working only with the business,
assuming, perhaps wrongly, that the organiza-
tions knew more about operating job training
programs than it did.

From the perspective of BOSS’s Executive
Director, the fact that the venture committee
meetings continued to focus on financials
"kept us from talking about strategies to train
people to give them skills. We needed deep
discussions of training, of marketing.... I
don’t think the business would have failed if
we’d put the same amount of energy and
arguing and thought and creativity into other
parts of the business."

Marketing

Without clear financial statements and "with-
out a clear plan," according to REDF’s Business
Analyst, "every venture committee meeting the
question was raised of, where did sales come
from?" BOSS Enterprises was not sure what
their current market looked like. BOSS
Enterprises had gotten and completed a num-
ber of jobs that had come its way through per-
sonal contacts and professional contacts, but to
this point had done little explicit marketing.

The Employment Program Coordinator
was in charge of marketing and sales for the
enterprise, but it was just one of his many
responsibilities. He assisted the business by
cultivating relationships and making presen-
tations to the business community. In addi-
tion to this networking, BOSS did a mailing of
3,000 brochures and placed an advertisement
in the Yellow Pages.

The GM never understood the emphasis
REDF’s Business Analyst placed on market-
ing. He remembered that REDF was "after us
to do marketing." And this was the type of
"suggestion and mandate" he got from REDF
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that "didn’t jive with how you run a small
construction company." In construction, he
thought, you "market by doing the work."
This led him to believe that REDF really did
not understand the construction industry.

From REDF’s Business Analyst’s perspec-
tive,marketing means far more than deciding
what type of brochures to print and where to
distribute them. Creating a marketing plan
would force BOSS Enterprises to identify a
strategy — given that they wanted to both cre-
ate profit and jobs, where could they make the
sales and how would they make the sales in
order to achieve this dual mission? She
thought a marketing plan would help BOSS
Enterprises focus on these critical issues.

In order to produce the marketing plan that
REDF demanded, BOSS Enterprises hired a
Farber Intern for the summer in 1997. The
Farber Internship program is jointly funded by
REDF and The Phalarope Foundation; the pro-
gram provides summer internship opportunities
for MBA students within the REDF portfolio.

Within a short period of time, the intern
at BOSS became very frustrated. She felt like
the GM was not clear on her role and purpose
for being at BOSS Enterprises. Furthermore,
she felt that she was not being given sufficient
guidance and information about the business.

The intern did not think she would be
able to provide BOSS Enterprises with a use-
ful plan until she got answers to fundamental
questions.  Specifically, she saw conflict
between BOSS’s dual goal of generating
income and providing employment opportu-
nities within the type of business BOSS
Enterprises was operating. = The intern
strongly believed that BOSS would have to
make a decision about its main priority. Was
the main goal of the business to provide
income for BOSS? In that case, profit maxi-
mization would dictate the market segment
they would go after. Or, was the main goal to
create employment for BOSS participants? In
that case, BOSS Enterprises would have to
approach market segments that were more
appropriate for the skill level of the enterprise
participants. The intern was raising a com-
mon issue; all of the enterprises in the REDF
portfolio were striving to balance what REDF
describes as "the double bottom line" — prof-
itability and social impact.

The issues did not get resolved in the course
of the intern’s time at BOSS Enterprises. She
quit the internship before producing a market-

ing plan. The concerns she brought forward
sparked a new round of conversation between
REDF and BOSS. This episode ultimately con-
firmed to all that BOSS Enterprises needed a
new business plan.

A New Business Plan

At the end of 1997, with the experience of the
previous year behind them, a new team creat-
ed a business plan that focused on new mar-
ket segments. REDF’s Business Analyst was
heavily involved in the business plan research
and writing as were others from the original
Venture Team — the Organizational Consul-
tant, Employment Program Coordinator,
Training Director, BOSS Executive Director
and the GM.

This was an important opportunity for
REDF’s Business Analyst to work closely with
BOSS staff. This time the team focused much
more attention on segmenting the market into
types of work that could generate profit and
those that would create more employment.
For each market segment, the plan identified
the ratio of skilled workers to unskilled work-
ers. For each segment — janitorial/ construc-
tion site clean-up, deconstruction,interior and
exterior painting, vacant space preparation,
door and window replacement, and light con-
struction — the plan also described marketing
targets, gross margin,methods of bidding/esti-
mating, and its relationship to other services
BOSS Enterprises provided.

REDF’s Business Analyst remembers the
process of revising the business plan as a very
positive, collaborative one. At the time, she
felt renewed hope for a more productive
REDF-BOSS relationship. In the period that
immediately followed,however, this hope was
not realized. To this day, she is unsure the GM
used this plan as a road map for the business.

Frustration Builds
Just after the completion of the second busi-
ness plan, communication between BOSS and
REDF stopped. Although the business finally
had a clear plan, more fundamental issues at
BOSS occupied the time and attention of
BOSS’s Executive Director. She did not feel
like REDF could be helpful in addressing the
most critical issue BOSS Enterprises and
BOSS were facing: Should she terminate the
GM’s employment?

The fact that BOSS’s Executive Director
withdrew from REDF at this time provides
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some crucial insight into her perception of
REDPF’s role in the business partnership.
From the perspective of BOSS’s Executive
Director, "the communications broke down.
[BOSS Enterprises] was so crazy and out of
control.... I decided we needed to take care of
our own stuff. We didn’t meet with REDF for
six months." She saw the break in communi-
cation as an opportunity for BOSS
Enterprises to regroup, rebuild morale, and
address  pressing  personnel  issues.
Conversations she held with other Executive
Directors in the REDF portfolio led her to
believe that when things went wrong, BOSS
should "watch out." She was afraid of what
might happen if REDF found out the extent
to which things were going downbhill with the
business and business personnel. She did not
trust that REDF was the kind of partner they
said they were — through thick and thin.
Because,as she saw it, REDF did not reach out
and ask her what was going on, she felt safer
keeping the funder at arm’s length while sig-
nificant changes loomed.

From the perspective of REDF’s staff,
they were confused about why communica-
tion had stopped. They contacted BOSS’s
Employment Program Coordinator to ask
him to arrange the monthly venture commit-
tee meeting. When the meetings were not
scheduled or were canceled, they assumed
that it was due to scheduling conflicts. As a
result,they were frustrated when they realized
there were other reasons that prevented BOSS
from scheduling the meeting.

REDF’s staff and Business Analyst were
not sure how to handle the gap in communi-
cation with BOSS. They were reluctant to
place a direct demand on BOSS’s Executive
Director. When REDF’s staff did contact
BOSS’s Executive Director, she informed
them that "BOSS was going through a crisis
and needed REDF to back off for a time."

Meanwhile, a private conversation between
BOSS’s  Executive Director and REDF’s
Associate Director began. It was in that forum
that REDF staff first realized the extent to which
the Executive Director had grown frustrated
with the quality of the GM’s work.

In March of 1998, BOSS’s Executive
Director sent a letter to the GM that outlined
the areas in which he needed to make
changes. It included a number of complaints
about his work performance ranging from his
weaknesses in managing people to setting up

systems, keeping records, and accounting. It
also touched on the need for systematic train-
ing at BOSS Enterprises. The letter indicated
that the GM was insubordinate — resistant to
suggestions from BOSS’s Executive Director
and Employment Program Coordinator.

BOSS’s Executive Director hired a manage-
ment consultant to help turn the business
around. After the fact, the Executive Director
informed REDF that she had been looking for
someone for some time "from the construction
trades with a history of running a successful
construction company who has also worked in
the nonprofit arena." The consultant she found
ran his own business for 15 years and served as
the Executive Director of a nonprofit organiza-
tion prior to coming to BOSS. He was hired for
ten hours per week for a trial period of three
months to pinpoint problems and find solu-
tions for BOSS Enterprises.

The consultant diagnosed a number of
problems with BOSS Enterprises:

1. There was no financial accounting system
that identified the cost of jobs.

2. Jobs took longer than expected and were
more expensive than budgeted because they
were being done haphazardly. Tasks had to
be redone that were not done properly the
first time. The business did not have the
skilled workers that jobs required.

3. The GM was underbidding projects.
While most construction companies get
10-20% of the contracts they bid on,
BOSS Enterprises was getting nearly 50%.
This was a clear indication that the GM
was not bidding correctly and was under-
estimating the administrative cost of
doing jobs.

4. The GM was not a good team-builder, and
there was a lot of tension among staff at
the enterprise that made them an ineffec-
tive group.

The consultant confirmed that it was
costing BOSS Enterprises more money to
work on projects than it would if the employ-
ees had stayed home.

The Ramada Mistake
In the spring of 1998, BOSS Enterprises
secured a $62,500 contract to remodel parts of
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the Ramada Hotel in San Francisco. The
problems that arose during this project forced
BOSS to look even more critically at the GM’s
capacity for running the business. The GM
underestimated the level of skill needed to
complete the job. He needed to remove
trainees who had been working on the project
to bring in more skilled workers. According
to the Training Director, the project was mis-
managed. "The job became bigger and more
complex than we realized and we were under-
manned." The project was going over budget
and going slower than expected. Then the
GM got hurt on the job, and had to call in a
friend to take over the management of the
project. In the end, the $62,500 project cost
BOSS Enterprises $75,000 to complete.

The GM did not communicate with any-
one at BOSS about the problems that were
surfacing. He felt like "it was better just to fin-
ish the job. It’s in my nature to just finish it
and get out." Looking back, he still does not
understand why others would see this project
as a turning point — a mistake that accelerated
his departure from BOSS Enterprises.

The fiscal office staff was alarmed by
what happened with the Ramada project. Not
only was the project 20% over budget, but the
GM had not issued invoices in a timely fash-
ion. The agency’s cash flow was adversely
affected by having to advance such a large
amount of money to the business.

After the problems with the Ramada pro-
ject, BOSS’s Executive Director dove into the
management of the business. She mandated
that she would approve all contracts over
$5,000. Because of continued discrepancies
between the enterprise’s accounting system and
the fiscal office, the Executive Director decided
that all accounting for the business would be
removed from the enterprise and brought
under the responsibility of the fiscal office.

In July 1998 the Executive Director termi-
nated the GM’s employment. Half a year had
passed since the Executive Director identified
major problems with his management abilities.
The business had been floundering for some
time. When he left BOSS Enterprises, the few
skilled workers — a carpenter and painter who
had been employed by BOSS Enterprises — left
the business with him.

Reconnecting with REDF
Formal contact between BOSS and REDF
resumed at about the same time that the GM’s

employment was terminated. The venture
committee meeting in May 1998 marked the
first public conversation between BOSS and
REDF for nearly half a year.

The relationship between BOSS and
REDF was beginning to change. One major
factor that caused this relationship to change
was the "process appraisal” that REDF com-
missioned to assess the effectiveness of the
REDF model. The process appraisal involved
confidential in-depth interviews with
Executive Directors and Business Managers of
all the groups in the REDF portfolio.2 BOSS’s
Executive Director was finally able to express
her frustration with REDF as a funder. In
particular, she expressed frustration with the
dynamic between REDF and her organiza-
tion. Rather than a partnership, she felt like
REDF held all the power. Further, she did not
feel that REDF had provided BOSS
Enterprises with the assistance it needed. The
business was struggling, and she felt that some
of the responsibility for the troubles lay with
REDF since REDF was developing its
approach as it went along while BOSS
Enterprises was "left to flounder."

In the process appraisal, REDF had
exposed itself to critique and shown that it
was willing to learn from its mistakes. REDF
openly discussed the process appraisal find-
ings with the Executive Directors as a group
and talked about ways REDF could improve.
One recommendation from the ap praisal was
that REDF communicate more clearly with
the groups about the venture partnership and
about REDF’s perception of the enterprises’
performance. This led REDF to compose
individual "State of the Union" letters to each
Executive Director.

In the letter to BOSS, REDF’s Executive
Director and Associate Director praised the
business plan and the strategies outlined in
the plan for achieving BOSS Enterprise’s goals
of generating profit and creating jobs. The
major concerns REDF identified were:

1. The venture committee had met only spo-
radically and was ineffective in its role as
an oversight body for the business.

2. The current financial reporting system
was inadequate. It was not allowing the
business to track performance by month,
year-to-date or by job on a consistent
basis.
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In short, REDF expressed to BOSS that
while its business plan was strong, the imple-
mentation of that plan had not been effective.
REDF recognized that BOSS was going
through a critical stage in trying to hire a new
GM. Once that manager was in place, REDF
urged that this person,

be given the authority to make decisions
about enterprise operations, including
staffing, bids, and overseeing the day-to-day
work.... We expect that this new GM wil
have timely and accurate financial reports,
including monthly budgt to actual income
statements, year-to-date budget to actual
income statements,and teports on profitabili-
ty by job.

The letter also indicated that after the
next GM was hired, REDF wanted to be
involved in helping BOSS Enterprises create a
"turnaround plan."

BOSS’s Executive Director appreciated
this direct communication from REDE From
then on, BOSS and REDF communicated in a
more honest and equal manner.

In retrospect, BOSS’s staff wonders how
REDF could state that the business plan was
sound, given that there were still two critical
issues that had not been solved 1) how to bal-
ance profit and job creation and 2) how to
grow the training program. These issues
would continue to plague the business into its
next phase of development.

Rebuilding the Business
BOSS Enterprises needed to be built anew.
With more than two years of hard work
behind them, however, BOSS’s staff and
board, as well as REDF, were less optimistic
that the business would be successful.

BOSS Enterprises began to look for a new
GM in July 1998. Despite some lingering con-
cerns shared by REDF’s Associate Director
and Business Analyst, BOSS’s Executive
Director decided that the consultant who had
been working with BOSS Enterprises was
their best candidate. BOSS’s Executive
Director recognized the skills that this person
brought to the business. He seemed to be
good at systems planning and organizational
development. As a consultant, he had been a
good staff facilitator. He pinpointed some
crucial business mistakes that the previous
GM had made. BOSS’s Executive Director

was hopeful that he would avoid making the
same ones.

BOSS’s Executive Director offered the sec-
ond GM a salary that was commensurate with
industry standards and his experience. She
also gave him the mandate to, as he remem-
bers, "do what you see fit" to get the business
going. He started work in September 1998.

The Final Phase

The new GM saw significant challenges facing
BOSS Enterprises. The first challenge was
clarifying the business finances. The new GM
had a license for proprietary software that
enabled the business to track financial informa-
tion in the manner that REDF asked and in a
way that accurately described job costs. Soon
after beginning work, he hired an office manag-
er who had experience working for private
industry as a controller. She audited the num-
bers that had been generated in the past.
Although this was an arduous process, at the
end of several long weeks, she was able to show
the venture committee that there was not as
much disagreement between the two sets of
books as had been thought. She could not
understand what had caused BOSS and REDF
so much concern. She also thought QuickBooks
would have been fine software to use to manage
the business’s financials. The real problem, as
she saw it, was that the first GM did not have an
office manager to help him keep track of the
financials while he was out working on jobs.
Within a short amount of time, she was able to
do what had not been done in the past — pro-
duce standard financial reports.

The new GM obtained some financial
autonomy for the business. At the GM’s sug-
gestion, the Executive Director agreed to sep-
arate BOSS Enterprise’s financial accounting
from the fiscal office. The Enterprise estab-
lished a separate bank account, and was
empowered to deposit revenue and write
checks for business expenses. The Executive
Director and the Board of Directors began to
talk about spinning off BOSS Enterprises as
an independent entity as soon as it was more
financially stable.

The relationship between REDF and
BOSS Enterprises began to change again
when the new GM was hired. Although
REDF’s Business Analyst continued to meet
with the enterprise staff to give her input to
plans and decisions they were making, she
sensed that the new GM resisted her sugges-
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tions. While she offered more assistance, no
one at the enterprise followed up to draw upon
her skills or involve her more directly in the
business. At REDF, the decision was made to
focus her time and efforts on businesses in the
portfolio that wanted and responded to her rec-
ommendations. Because BOSS had been unre-
ceptive to her help in the past, REDF assumed
that this assistance would not be missed.

The new GM prepared a revised business
plan in December 1998 and submitted it to
REDF with the request for another $100,000
grant. Like the plan created in 1997, it delin-
eated the dual mission of BOSS Enterprises.
More clearly than in previous plans, this plan
described the relationship between BOSS and
BOSS Enterprises, defined the roles of the dif-
ferent staff of BOSS Enterprises, and clarified
financial management systems. The plan
focused on three market segments: construc-
tion, deconstruction, and door and window
replacement. In addition to addressing profit
generation and job creation,the business plan
described 90-day training cycles. Three
trainees would work in the business for that
period of time. If there were room to absorb
them into the business, successful trainees
would become employees at the end of their
training period. Otherwise, they would be
assisted with job placement outside of BOSS.

While ‘things looked good on paper,"
according to the office manager, the training
and employment goals proved difficult to real-
ize. "It was hard to have three unskilled people
all the time. The business could not have sur-
vived." Part of the problem, as she saw it, was
that the jobs the GM brought in were too small,
lasting only one or two days, and they offered
little opportunity for trainees to learn new
skills. As the office manager saw it, the business
needed to have steady work in order to do
training. "We needed to make a commitment
to trainees as much as the business expected a
commitment from them." The office manager
watched in frustration as the GM and Training
Manager made "fake" work to occupy the time
of one trainee they retained.

The GM did not think it was possible to
create employment for unskilled workers on
the scale that BOSS’s Executive Director was
now demanding. He thought of the business
as a training ground for BOSS participants
but not for sustained employment. At the
first venture committee,he was shocked at the
news that one of the explicit goals for BOSS

Enterprises was to create jobs for BOSS par-
ticipants. The office manager remembered
this meeting well. According to her, "I don’t
think he ever quite recovered,” from this
news. How could the GM not have known
that this was an objective? It is not clear, espe-
cially given the fact that he had been involved
with BOSS Enterprises for several months and
did go through a rigorous interview before he
was hired as General Manager.

The GM was fairly sure that BOSS
Enterprises could not work as a job creation
business. According to the GM, "For me, the
bottom line was the number of skilled to
unskilled workers in construction. Generally
you need 4 journey-level tradespeople to
every 1 trainee. [BOSS] was looking for 1
skilled worker to every 5 trainees." He
thought these expectations would not be met
—"You just can’t do that in construction. The
quality of the work would go down. The cost
would go up." In addition, the GM did not
think construction was appropriate work for
the population that comes through BOSS for
the reasons that had already been proven true.
"It’s stressful work where people are learning
new skills. There’s a deadline. They need to
get to the job sites. They spend time getting to
new places all the time.... They had personal
issues. Some were injured. One had care-tak-
ing responsibilities. Out of four hired, only
one was able to hang onto their job."

A new issue began to plague the business.
The enterprise staff was frustrated with the
GM’s communication and work style. Unlike
when things went awry with the first GM, this
time, the Executive Director moved proactively
to address conflicts that were brewing. She
brought in an outside facilitator to help resume
discussion among the enterprise staff. In facili-
tated meetings, staff raised serious concerns
about the GM’s ability to manage people.

Enterprise staff began to resign,sending a
clear signal that things were not improving.
The Training Manager, who had been with
BOSS Enterprises since the beginning,
resigned over a personal conflict with the GM.
The office manager and a carpenter also chose
to leave the business. BOSS Enterprises again
was stripped down to a skeleton operation —
with only a GM, a painter, and one trainee.

The Decision to Close Down
By this point, BOSS and REDF had invested
over three years of effort into BOSS
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Enterprises. For three or four months, the
focus of the few conversations between BOSS
and REDF was the question: Should we close
the business? In May of 1999, with the assis-
tance of REDF’s Associate Director, BOSS’s
Executive Director composed a formal letter
to her Board of Directors that outlined the
reasons why she recommended closing the
business.

First, from a financial perspective, it
looked like BOSS Enterprises would not
break even for another two years. Although
the original projections BOSS had made for
their very first business plan did suggest that
the business would not break even for five
years, actually working on the business for
this long before seeing any positive return
was too disheartening for the organization.

Secondly, in terms of creating employ-
ment for BOSS participants, the picture
looked worse. Between 1998 and the first
half of 1999, ten individuals worked in the
business who came through BOSS or who
were from BOSS’s participant population.
There were generally two or three of these
workers at the business at a given time. But
turnover was rapid as the jobs became more
physically and technically demanding. Even
if the business had grown substantially
enough to create long-term employment, it
was unclear that it would be an appropriate
kind of employment for the vast majority of
BOSS’s participants. At the end of five years,
if the business was able to bring in sales of
$500,000 annually, it seemed likely that the
business would create no more than five per-
manent jobs for BOSS participants. In con-
trast, in its third fiscal year, BOSS Enterprises
was projecting revenues of $200,000 and was
not retaining any trainees or BOSS partici-
pant employees for longer than a few months
at a time.

Overall, it looked as though BOSS had
chosen the wrong industry to pursue.
Construction was not a feasible business for
BOSS to run if it was trying to both create
profit and provide employment. From the
GM’s perspective, the business could have
either "generated a revenue stream or creat-
ed jobs for the target population, but doing
both was a challenge."

Reflecting on why REDF had not "pulled
the plug earlier,” REDF’s Executive Director
recalls that there were so many other issues —
accounting, business operations, personnel —

which masked the most fundamental prob-
lem with BOSS Enterprises — the market
focus. REDF would not have invested in the
business if the business plan had said this
business can create profit or it can employ
people from BOSS’s participant population,
but it can not do both.

BOSS staff also may not have invested
their time and energy into this business idea
if they had known it would create so few
jobs. BOSS Enterprises required a lot of the
Executive Director, Employment Program
Coordinator, and head of the fiscal office,
and distracted them from other responsibili-
ties. Meanwhile, the enterprise had done lit-
tle to advance BOSS’s mission of ending
poverty and homelessness — it was far from
generating a profit to support BOSS pro-
grams, and it had not created sustained
employment for BOSS participants. BOSS’s
board agreed that it was in the best interest
of the agency to close BOSS Enterprises.

Ultimately, BOSS did benefit from this
experience of operating BOSS Enterprises.
The business created jobs and training
opportunities for those who participated.
The experience was helpful in pointing out
some of the limitations of the agency’s finan-
cial systems, which are currently being
addressed. BOSS developed new relation-
ships with individuals, businesses, business
associations and other entities that are inter-
ested in working together to create more job
training and permanent job opportunities.
Furthermore, the organization gained valu-
able knowledge to guide them in future
enterprises.

Having gone through this experience
with REDF, BOSS is ready to try a different
business approach in the future. As the
Executive Director explains it, she is interest-
ed in focusing more on creating a value-
based, employee-involved, and profit-shar-
ing business venture. Business ideas, ranging
from printing to food services, are percolat-
ing at BOSS now. Everyone involved in
BOSS Enterprises — BOSS staff, board mem-
bers, and REDF — learned and grew a great
deal from their efforts. Reflecting on BOSS’s
potential to start a business in the future,
REDF’s Executive Director remarked that,
like other entrepreneurs who have tried to
start one business and failed, BOSS should
have a much greater chance of success the
second time around.
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Cross-cutting Lessons Learned

n reviewing the cases of Agency A’s
Silkscreening Enterprise, BOSS Enterprises
as well as the unpublished Agency C business
case for an understanding of the cross-cutting
lessons, it is important to place them in the
larger REDF context. While these three
groups did not continue with the REDF port-
folio for a variety of reasons, seven other
organizations, which by 1999 were collective-
ly running 23 enterprises, have continued
their participation in the portfolio. For these
other seven groups, REDF's approach to ven-
ture philanthropy has generally worked.
There are certainly areas for improvement
and those have been documented in another
chapter.? Generally, however, the REDF ini-
tiative has been instrumental in helping these
social purpose enterprises accomplish both
their business and social missions. During the
1998 calendar year, 73% of the groups in the
portfolio were making a profit or reducing
their losses according to plan. Approximately
600 individuals were employed from the
groups' respective target populations. More
than half of these individuals were either
homeless or at risk of homelessness before
becoming employed in a portfolio enterprise.
Where did these three groups differ from

the rest of the groups in the portfolio? Did all
of the others have stellar business plans and
accurate financial reporting systems? No.
Did all other portfolio enterprises have per-
fect production or customer service systems
in place? No. Did all others comfortably shift

Pre-selection Process

1. Foundations should go beyond
traditional foundation due dili-
gence when screening nonprofit
organizations for participation in a
venture philanthropy portfolio.

When REDF was deciding to invite organiza-
tions into its portfolio, it did what most foun-
dations do: met with the managers, looked at
general operations and strategies,and made a
decision to fund based on its belief in the
management team and process — not the spe-
cific viability of the enterprise. With respect to

into a new venture partnership relationship
with a philanthropic funder? No. There were
two key differences that served to differentiate
the experience of these groups from that of
the others.

First, all three of the groups who have
left the REDF portfolio were young busi-
nesses—they were not yet in full operation
when they joined the portfolio. In that sense
they were the riskiest investments for REDF
because the enterprises were untested. The
second factor differentiating these groups is
that they experienced a critical mass of
obstacles in their attempts to operate social
purpose enterprises. The combination of
these factors differentiated their experience
from that of others in the portfolio and con-
tributed greatly toward making continued
business operation untenable.# Finally, the
stakes were high for these groups because
they had received a significant investment in
their young businesses and they felt like they
were under a spotlight to perform. Most of
their missteps were quickly noticed by a
social investor (REDF) trying a new invest-
ment strategy and admittedly making some
missteps of its own.

For others who are thinking about
becoming involved with social purpose enter-
prises, either from an investor or from a prac-
titioner perspective, these case studies offer
eight take-away lessons to keep in mind. They
fall into two categories: 1) Pre-Selection
Process, and 2) Business Operations.

each of the cases, REDF did not conduct a
complete assessment and independent analy-
sis of the businesses in which it was investing.
REDF relied considerably on relationships
and understandings with the organizations
that developed during the earlier HEDF ini-
tiative when HEDF provided planning grants
to these groups. In particular, REDF relied on
the expertise that the enterprises themselves
brought to the table. All three agencies pre-
sented REDF with business planning docu-
ments, but as it turned out,none offered real-
istic performance goals or financial projec-
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tions. Had REDF originally brought in con-
sultants with specific industry expertise to
independently assess the businesses’ projec-
tions, everyone involved would have had a
clearer picture of the true possibilities for the
enterprises in their respective industries. Not
only would REDF have benefited as the
investor, but also the enterprises themselves
would have learned a great deal. Had REDF
helped BOSS more clearly understand the
trade-offs for what it was undertaking in the
construction industry, for instance, it may
have made different decisions from the start.

As mentioned above, one of the charac-
teristics that made these three cases risky
investments for REDF is that their enterprises
were in start-up modes. In retrospect, it may
have been more prudent for REDF to make its
long-term investment explicitly conditional
upon performance after two years. This kind
of "evolving" due diligence would have clari-
fied the investment relationship from the
beginning and may have helped all parties
more rapidly and openly identify and address
problems as they arose.

2. The nonprofit must perform its
own due diligence, in particular
asking whether the organiza-
tion is fully committed to con-
tinuously balancing the tension
of the "double bottom line."

In order for the enterprise to be sustained in
the long-term, the organization must be as
committed to its business mission as it is to its
social mission. This means it must be able to
make the hard business choices when neces-
sary, even if it conflicts with deep-rooted
social service instincts. It means shedding
traditional dualities of social good versus
business profitability. It means embracing a
process of moving toward a higher unity of
opposites. When assessing their capacity for
pursuing a double bottom line, the nonprofit
should also recognize that every aspect of
their organizational culture may be affected:
management, programs, documentation of
social impact, financial accountability, and
relationship to investors. Agency A and
Agency C were both passionately committed
to their social missions, but they were never
able to treat their business mission with the
same level of commitment. Ultimately, they

both viewed their respective businesses as
another program in their organization.
Neither ever became comfortable with busi-
ness necessities and neither was ever able to
make the commitments necessary to achieve
small business development success.

BOSS had a different experience in trying
to manage its double bottom line. In the end,
it seemed more likely that BOSS Enterprises
could be a profitable construction company
than a social enterprise that employed a large
number of participants on a sustained basis.
This tipped the balance of the double bottom
line too far from BOSS’s social mission — so
they closed the business.

For BOSS, closing the business was a
direct result of the due diligence process. In the
words of BOSS’s Executive Director, some-
times a ""best practice’ is to know when to fold
‘em," when to close down an operation that is
not succeeding in its goals and redirecting
organizational efforts based on lessons learned.

3. The desire for revenue gener-
ation plus the desire to help
vulnerable community mem-
bers become employed does
not equal social purpose
enterprise.

All of the agencies had an interest in generat-
ing alternative revenue streams for their agen-
cies. Moreover, all had an interest in helping
low-skilled or high-risk people gain access to
training and employment. However, those
two interests do not necessarily mean the
organizations were ready to support a social
purpose enterprise, particularly in partner-
ship with an enterprise investor like REDE
The organizations profiled are human service
organizations and they are largely comfort-
able in that role. Two of the organizations—
Agency A and C see the for-profit marketplace
as their adversary and oppressor. If those feel-
ings are so strong, REDF's motto of
"Capitalism for a Cause" is not a theme song
they will ultimately want to sing.

Effectively running an enterprise requires
a complex mix of skills and capacities — in the
areas of finance, accounting, marketing, pro-
duction, business connection,and so forth. It
may be that developing a more modest
approach to income generation separate and
apart from a more programmatic approach to
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job training and placement is what these
groups needed to pursue. Part of a nonprof-
it’s due diligence process needs to include a
serious questioning of what is really the right
strategy to suit that organization.

Business Operations

4. For a venture philanthropy
approach to be effective there
must be full engagement in the
venture partnership.

This lesson relates both to the investees and
the investor. With respect to these three
investees, none of the agencies were comfort-
able with or fully committed to the kind of
venture partner relationship REDF was seek-
ing. Agency C was fearful of funders. Agency
A was distrustful of the power imbalance and
of having outsiders participating with them in
discussing strategic decisions. BOSS said that
it was eager to have expert advice in the devel-
opment of its enterprise but could not find a
compatible way to communicate with REDE
Each of these organizations had difficulty
making the transition to a new kind of fund-
ing relationship — and in communicating that
difficulty back to their funding partner.

For its part as an investor launching a
new and untested strategy, REDF was also
unclear about its role as a venture partner
given the fact that it was evolving an approach
to philanthropy that is still very new and for
which there is no "training manual." While
the strategy was based on its prior experience,
REDF was quite literally writing the book as it
went along. REDF staff and Business Analyst
vacillated between an aggressive and then
more tentative approach. Sometimes they
challenged the businesses and closely moni-
tored their activities and other times, REDF
stood back, not wanting to appear as meddle-
some in internal affairs. The problem was the
groups often experienced REDF’s "evolving
strategy," as inconsistency or lack of clarity in
information requests. As an investor, REDF
could have been more clear and consistent
about roles and responsibilities, particularly
with respect to these enterprises where there
were early warning signs of trouble. As men-
tioned above, REDF could have considered
instituting a system of investment that was
conditional upon performance. Had it done
$0, it is possible that the process of determin-

ing those performance measures would have
improved the clarity of expectations all the
way around. The underlying point here is
that REDF allowed a lot of time to go by while
the groups were unable to meet basic expecta-
tions of financial reporting and/or venture
commiittee participation and did not link per-
formance to financial support. That time lag
ultimately was to the detriment of the busi-
nesses.

5. It is essential to establish and
maintain  ongoing effective
communications and relation-
ships between and among all
of the different partners: non-
profit, enterprise and investor.

The constellation of relationships and commu-
nication systems required for this partnership
is complex. A breakdown in one area affects all
other areas. For both Agency C’s Temporary
Services Enterprise and Agency A’
Silkscreening Enterprise, the relationship
between investor and investee never reached a
sustainable level of trust and candor. After
REDF engaged in its own self-assessment and
self-critique, BOSS and REDF did achieve a
high level of honesty and candor with one
another, but that was already two years into the
process with a lot of water under the bridge.

There was also significant tension
between the enterprise and the nonprofit in
all of the cases. The lines of supervisory
responsibilities and decision-making authori-
ty were unclear. The enterprise wanted more
autonomy to operate like a business while
attending to its social mission and in at least
two of the cases,the nonprofit did not want to
relinquish any significant control of the busi-
ness,especially if it meant any compromise to
its social mission.

Communication between REDF and
these agencies was challenging on a practical
level, because REDF relies upon a technology
that the organizations were not accustomed
to using. Much of REDF’s communication
within the portfolio occurs via e-mail, which
allows for frequent,direct,and efficient inter-
action. At the time of their involvement in the
portfolio, however, none of the three agencies’
Executive Directors used e-mail on any regu-
lar basis. Because REDF and these organiza-
tions did not develop an alternate system for
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maintaining communication, they simply did
not have an effective way to stay in touch as
issues and problems arose.

The other principal way REDF communi-
cates with investees is through Venture
Committee meetings. These meetings tend to
be business-like; there is some socializing, but
the meetings are intended to focus on the busi-
ness' bottom lines. For someone like Agency A's
Executive Director, personal encounters are just
that: personal. He likes to look people in the
eyes when he communicates with them, or at
least be able to hear their voices. He considers
getting right down to business impolite. In
these situations, REDF’s communication style
sometimes came across to the organizations as
disrespectful or arrogant.

Communication that did take place
between REDF and the agencies did not
always deal with content in a way that would
have been most helpful to both parties. When
REDF staff ask questions or offer suggestions,
they hope to be taken at face value and to be
challenged when appropriate. Staff from
these agencies did not always feel comfortable
challenging REDE. They were more indirect
and guarded in communicating with them,in
part, because they were concerned that open-
ly discussing problems might lead to the loss
of a major investor. That discomfort is a
reflection of the perceived power imbalance
between the investor and investee, a challenge
that is intrinsic to this kind of partnership.

Further exacerbating the perceived power
imbalance between REDF and the groups
who exited the portfolio, is the fact that all of
the excused organizations are headed by peo-
ple of color. These directors resisted "stan-
dard business practices" which they often
associated with the "white world of business"
and instead wanted to pursue alternative ways
of doing business. BOSS, for instance, is now
looking for ways to incorporate its core values
of equality and social justice into its next busi-
ness model, perhaps in the form of a cooper-
ative or another way of profit sharing.

6. A business’s management team
must include people who pos-
sess a range of critical business
skills.

This is especially true for the business manag-
er but it is also true for other staff in manage-

ment positions, such as salespeople or pro-
duction supervisors. In order to attract and
retain staff with strong business skills, it may
be necessary to offer more competitive
salaries than is typical for a nonprofit. It is
also unlikely to be the case that a single busi-
ness manager will possess all of the skills
needed for operating a business. Finance,
marketing, and personnel management are
examples of different skill sets that are not
likely found in one individual, but they are all
essential for running a business. If the busi-
ness cannot afford to hire multiple managers,
it is important to make sure that either out-
side experts or other people in the organiza-
tion can help fulfill those essential functions.
None of the groups who have left the REDF
portfolio had business managers with strong
finance backgrounds, for instance, but they
could have drawn more seriously on financial
accounting support from the nonprofit much
earlier in their process. Also, when entire skill
sets are missing, an organization must be able
to seek and accept help from outside experts.

7. The business must maintain
adequate financial information
systems for credibly assessing
and supporting the health of
the business.

This lesson has been learned every time a
social purpose enterprise is examined, but it is
a lesson that has obviously not yet been effec-
tively heeded because it keeps re-emerging!
In order to make sound business decisions, it
is essential to have accurate financial informa-
tion. Credible financial statements, particu-
larly those that show trends over time,should
be used to inform decisions about a range of
business concerns — hiring, expansion, pro-
duction, inventory — whether or not there is
an investor who is requesting to see the infor-
mation. The fact that there is an investor will-
ing to provide problem-solving assistance,
however, makes the need for financial data
only more compelling. The absence of accu-
rate financial reports and accurate projections
for these three businesses made it almost
impossible to understand the extent of the
problems until the problems became acute.

It may be that the groups required a dif-
ferent type or intensity of technical support in
this area than REDF was able to provide. As
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Footnotes

part of the upfront due diligence process, it is
important to recognize the financial systems
gaps and identify the right match to meet
those gaps.

8. For social purpose enterprises,
seriously pursuing the business
mission will ultimately provide
more opportunity to pursue the
social mission, not less.

All of the organizations resisted "standard
business practices" when they went against
their basic social service or social justice
instincts. But, in the end, if they had been
able to produce more accurate reports, plan
for problems like cash flow and production
capacity, and effectively draw on the advice of
business consultants, they would have been
much more likely to grow their business over
time. For BOSS, seriously pursuing their
social mission might have meant seriously
pursuing a different business in order to
employ larger numbers of their participants.
Which is what they are now exploring. Still,

1 An additional five people were interviewed
for the case study for Agency C that is not
published here.

2 See “Challenge of Change: Implementation
of a Venture Philanthropy Strategy” in
Chapter 2 of this book.

in all cases, a healthy and financially sound
business would have better positioned each of
the groups to create greater numbers of
employment and training opportunities for
their target populations.

All three of the organizations that have
left the REDF portfolio have reflected on the
lessons of their first enterprise experience and
are incorporating those lessons in ways that
make sense for their respective organizations.
REDF too has learned lessons along the way
and is seeking to incorporate those lessons in
its partnerships with other social purpose
enterprises. This process of reflection leading
to a process of correction is a key ingredient
of successful social entrepreneurship. The
REDF initiative was meant to be new, bold
and experimental. By definition, an experi-
ment means some strategies are bound to
turn out differently than expected. From that
perspective, these cases do not profile failure,
they profile learning — and learning that is
incorporated into practice advances organiza-
tions, communities and a new field of social
investment.

3 See “Challenge of Change: Implementation
of a Venture Philanthropy Strategy” in
Chapter 2 of this book.

4 For examples of how other enterprises in
the portfolio successfully addressed some
of the issues faced by groups who exited the
portfolio, see Volume 1 of the REDF Box
Set, Practitioner Perspectives.
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By Cynthia Gair

Business Analyst

Keystone Community Ventures

Il small businesses encounter
challenges when they attempt
to perform accounting and
financial reporting according
to Generally Accepted Ac-

Background

ne of the central issues raised in New

Social Entrepreneurs is financial perfor-
mance tracking and reporting. How have
nonprofit enterprises reported on financial
performance in the past, and how should
their accounting and reporting change to pro-
vide more useful information, as well as con-
form to GAAP? This book’s chapter on True
Cost Accounting points out that in the past,
most evaluations of nonprofit-run enterprises
around the country employed traditional pro-
gram evaluation techniques such as case stud-

counting Principles (GAAP). Businesses
owned and operated by nonprofit agencies
exist in a hybrid world of commercial and
nonprofit needs, and as a result, they
encounter unique obstacles.

ies and organizational summaries, but lacked
standard business financial reports.

Our work with nonprofit agencies start-
ing businesses supports this finding: most
businesses started by nonprofit agencies do
not have appropriate accounting systems in
place when they launch their venture.
Furthermore, business and agency managers
encounter complex challenges in establishing
such systems once a business has started. As a
result, financial reports for these businesses
generally are either nonexistent, or are not

Chapter 4
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useful to the businesses managers, boards,
funders or employees.

The words “appropriate” and “useful”are
important here. Most reputable nonprofit
agencies are careful to account for the
finances of all their programs, including their
businesses. However, the information
required by nonprofit managers, boards and
funders to assess the success of a nonprofit
organization is different from the information
needed to track a business’ performance.
Nonprofit service organizations, for example,
have traditionally measured the demand for
their services by assessing program usage via
client counts or hours of service provided,
measures that are not reflected directly in the
organization’s financial statements. In busi-
nesses, such “demand” would show itself as
revenue totals in the business’ income state-
ment.“Revenue” on a business’ income state-
ment has different implications than it does
on a nonprofit agency’s statement. The sys-
tems nonprofit agencies use to account for,
report on and interpret their organizational

Underlying Issues

Il organizations, whether for-profit or
nonprofit, encounter common account-

ing system questions:

© Which system?

© Who sets it up?

@ How is it structured?

© Who maintains it?

€ What information should reports show?

€ Who receives which reports?

Some of the issues underlying these ques-
tions, however, are unique in nonprofit-run
businesses. These challenges fall into the fol-
lowing interrelated areas:

€ Should accounting systems be integrated
within the agency system, or autonomous
to the business?

performance are not appropriate or useful for
assessing business performance.

Nonprofit-run businesses in the Roberts
Enterprise Development Fund (REDF) have
met numerous challenges in bridging this
nonprofit versus business accounting differ-
ence. In 1996, REDF began working closely
with agency and business managers to ensure
that each business in the portfolio had
accounting systems and reports that met
GAAP and provided the information needed
by both agency and business managers. Each
of the original REDF portfolio agencies’
accounting systems have been particular to
that agency’s structure, history, board and
staff capabilities,mission target population,as
well as to the nature of the business in which
the nonprofit was engaged. Nevertheless,
there have been underlying issues common to
all or most of the organizations and business-
es. In the course of two years of intensive
work with the portfolio’s businesses, the
issues and roadblocks have become clear and
some solutions have emerged.

© Fund accounting or business accounting?

9 How do we account for social costs and
subsidies?

© How do we track ownership, assets and
liabilities?

© Who are these reports for?

Underlying issue #1:

Integrated within agency system,
or autonomous to the business?

REDF portfolio businesses were all started
and remain as programs of their parent non-
profit agency. This structure, similar to a cor-
porate divisional profit center approach,helps
assure that the venture remains directly relat-
ed to the mission of the organization and
makes it easy for the parent agency to provide
assistance and resources to its emerging enter-
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prises. In addition, by structuring an enter-
prise as one of its programs,agency can main-
tain close fiscal control over the business.
REDF portfolio agencies operate businesses in
order to create jobs and training opportunities
that carry out the organization’s nonprofit
mission. Appropriately, agency directors want
to ensure that businesses under their purview
accomplish their mission-driven goals.

All REDF portfolio businesses were
started utilizing whatever accounting soft-
ware the parent agency had in place for over-
all agency accounting, probably as a matter
of convenience. However, issues of control
surfaced when (during REDF’s first few
months of “venture financing” involvement)
REDF requested that all businesses in the
portfolio maintain standardized accounting
systems and financial statements. Meeting
strong resistance to this from agency direc-
tors, REDF modified its position and agreed
that it would not concern itself with which
system, staff and procedures were used to
generate financial reports, as long as separate
income statements and balance sheets could
be produced for each business. The result
was that all agencies continued using agency
software and staff to generate monthly
financial information for their businesses. In
several cases, businesses used separate
accounting packages or spread sheets to gen-
erate preliminary or parallel accounting
information, but in all cases, comprehensive
business financials came from the agencies’
central accounting department.

While this integration of business
accounting with agency accounting main-
tained some efficiencies and provided agency
management with a sense of control, it also
resulted in complex problems for most of the
portfolio businesses. Two exceptions were
Juma Ventures and Youth Industry, the two
agencies whose primary activity is running
mission-driven businesses as opposed to a
number of other programs in addition to the
ventures. We speculate that these two agencies
avoided the complexities and conflicts
encountered by other older, less specialized
agencies because both of these agencies were
relatively young, and their accounting soft-
ware and procedures were set up using busi-
ness accounting mo dels geared to meet their
businesses’ information needs.

In the other eight agencies,! traditional
non-business programs commanded a larger

portion of total agency budgets than did the
business(es). Perhaps more importantly,
accounting staff appeared to regard the
agency’s traditional programs and funders as
“the main show”around which the organiza-
tion revolved. Understandably, as far as the
accounting staff were concerned, the needs of
these “central” elements took precedence over
the needs of the agency’s business(es) when
tasks were being prioritized.

These factors all contributed to business
managers’ frustrated attempts to get timely,
accurate, appropriate information about the
performance of their businesses. Some felt
that their ventures had a “problem step-
child”identity within the accounting depart-
ment on which they depended. This situa-
tion also contributed to tensions between
REDF and some of the organization’” execu-
tive directors. The differing needs of the
business managers included:

© Timing: Business managers needed
reports more often and on more of an
“on-demand” basis than did their parent
agencies’ managers. It was critical for most
of the businesses to see financial perfor-
mance updates monthly; many needed
specific updates weekly or even daily.
Nonprofit agencies’ accounting depart-
ment systems and procedures had been set
up to accommodate the agencies’ original
needs and generally could not (or would
not) generate reports on the schedule
needed by business managers (and by
REDF).

@ Ways of categorizing information: Business
managers needed financial performance
data grouped into detail categories differ-
ent from the categories nonprofit man-
agers’ accounting staff had set up. Thus
the agencies’ chart of accounts (which
defines the categories in which data will be
tracked) were inappropriate for business
tracking needs. See Fund Accounting ver-
sus Business Accounting, below.

© Types of reports: Business managers need-
ed reports that differed from those that
nonprofit agency or department managers
needed. For example, business managers
in product manufacturing businesses
needed detailed product or job cost
reports in order to analyze progress in
containing costs; agency managers had no
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need for such reports, but wanted detailed
accounting of grant expenditures.

Underlying issue #2:

Fund Accounting or Business
Accounting?

Nonprofit agencies must disclose which of
their funds received and spent are restricted
by donors to specific uses. They utilize fund
accounting to do this. Fund accounting is an
approach to organizing financial data into
periodic reports. In fund accounting, each
expenditure is allocated to a restricted project
(“fund”).One can imagine every expenditure,
under fund accounting, carrying a little tag
that names its donor or funder. Those expen-
ditures with no “tag” or funding source, are
pooled and must be covered by funding that is
“unrestricted” (such as earned income, unre-
stricted grants, event revenue, etc.).
Unrestricted funds are difficult to raise, and
therefore pairing up funding sources with
expenditures is central to financial manage-
ment in nonprofit agencies.

By contrast, businesses receive income in
return for goods or services. Once payment is
received, business owners and managers
decide how it will be spent. The source of the
money does not determine its use. Pairing up
sources of revenue with accompanying
expenditures is not a focus of business finan-
cial management. What is of pivotal interest,
however, is an expenditure’s functional cate-
gory (rent? utilities? direct labor? advertis-
ing?), and its monthly and year-to-date totals
(both in absolute terms and as a percentage of
total expenses or sales). These are measures
that can be used to compare a business’ per-
formance to its past performance, to competi-
tors and to industry benchmarks. While func-
tional categories are generally budgeted and
tracked by nonprofit managers, their imp or-
tance is often overshadowed by a concern with
funding sources.

Thus,a matter of paramount importance
to nonprofit accounting staff is not particu-
larly relevant to business managers and staff.
And at the same time, information of para-
mount importance to business staff is of less-
er or no importance to nonprofit oriented
staff. Nonprofit agency accountants and man-
agers ask “which funder/which fund will pay

for this?” Business accountants and managers
ask “which category does this fit in, and is the
total for that category an appropriate propor-
tion of the whole?” For eight of the REDF
portfolio nonprofits, this difference in per-
spective created a continual disconnect
between business managers and their parent
agency’s accounting staff.

This difference in perspective not only
reflects two different ways of thinking about
financial information; it is the basis for signif-
icant differences in the design of each account-
ing system’s chart of accounts. To accommo-
date both needs, a chart of accounts must be
designed with both in mind. The chart of
accounts is an outline, a numbering system for
all the categories into which financial transac-
tions might fall. Most traditional nonprofit
chart of accounts designate digits for labeling
each expense by its funding source, but do not
designate digits for labeling each expense by
product category or by business location.
Providing a numbering scheme that can do
both requires design planning and an account-
ing system with room for the total digits need-
ed. Some accountants articulate the need for
this expanded capability as the need for a
“three tier” chart of accounts, rather than the
more limited “two tier” design.

Underlying issue #3:

How do we account for social
costs and subsidies?

The challenge of tracking social costs and
subsidies has been a major focus of REDF’s
work. Nonprofit-run businesses have costs
not borne by “regular” for-profit businesses,
and often receive revenue (subsidies) not
received by “regular” businesses. All REDF
portfolio businesses, for example, want to
both create jobs and training opportunities
for specific disadvantaged populations and to
become profitable. Employing and training
disadvantaged populations involves costs that
businesses focused only on profit do not have.
Subsidy revenue helps to offset these addi-
tional costs.

Both social costs and subsidy revenue
need to be accounted for in looking at the
overall finances of these businesses. Social
costs (the premium each business pays to
accomplish its social goals) should be differ-
entiated from standard business costs and
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subsidy revenue should be differentiated from
standard business revenue. Such differentia-
tion enables business and agency managers,
staff and investors to compare each business’
performance to industry standards and allows
us to quantify the cost of the extra support
needed to bring disadvantaged populations
into mainstream job markets.

Most REDF portfolio agency and busi-
ness managers have agreed upon the need to
differentiate and track social costs and subsi-
dies. Initially, some found it challenging to
report on social costs/subsidies within busi-
ness income statements, as well as to satisfy
traditional funders’ reporting requirements
without confusion and double counting.
While identifying subsidies is generally not
complicated, determining and allocating
social costs can be very complex. Great varia-
tions exist, from one agency to another, in
what types of social costs are incurred and
how these costs are tracked if at all. Other
chapters in this book review these issues in
greater detail.

REDF has worked with portfolio busi-
ness/agency staff to better codify the thinking
and process of accounting for social costs. all
REDF portfolio businesses are tracking social
costs and subsidies and 17 of 23 business
include them in a portfolio-wide income
statement format which differentiates social
costs and subsidies (providing the “second
bottom line”). While this effort clearly distin-
guishes REDF’s work from the field, the chal-
lenges of identifying, quantifying, tracking
and codifying social costs need further
thought and discussion.

Underlying issue #4:

How do we track ownership,
assets and liabilities?

A balance sheet is one of two reports needed to
understand a business’ financial performance
and position. It shows what the business owns
and what it owes. At the time the REDF initia-
tive began, no REDF portfolio business had a
balance sheet separate from the overall agency
balance sheet. In a manner comparable to cor-
porate accounting for subsidiary businesses,?
the parent agencies showed their businesses’
balance sheet accounts as part of a consolidat-
ed agency balance sheet.

If set up appropriately, a business’

account totals can be shown both separately
and as part of the parent agency’s overall bal-
ance sheet. However, agency management and
accounting staff were resistant to separating
their business’ balance sheet accounts from
the pooled agency accounts. Reasons for this
resistance included:

9 the staff time and cost it would take to do
S0,

@ fear of decreased flexibility in managing
cash flows if cash accounts were more
clearly delineated, and

€@ a general lack of motivation to change.

With many other more immediate chal-
lenges at hand, REDF agreed to delay its
requirement that each business generate a
separate balance sheet. In the two years since
its initial request, REDF has supported sever-
al portfolio businesses’ efforts to produce and
maintain individual company balance sheets.
The effort has been undertaken on a business-
by-business basis. In some cases, the lack of
easily accessible asset and liability informa-
tion became an untenable barrier to under-
standing a business’ performance. In others,
expansion financing has required it. Most of
the REDF portfolio agencies are now moving
toward changing their accounting procedures
to enable creation of separate distinct busi-
ness balance sheets for each enterprise.

The lack of individual balance sheets has
hampered day-to-day financial management,
strategic business analyses and projections for
the social purpose enterprises. It has also
made it difficult to determine a return on
investment (ROI) or social return on invest-
ment (SROI) for each business and for the
portfolio as a whole. This issue is discussed in
other chapters of this book.3

Underlying issue #5:
Who are these reports for?

Assumptions about who the customers for
financial reports are strongly influence the
reports’ form, content and timing. Business
owners and managers use internal financial
reports to help them in their day-to-day,
week-to-week decisionmaking.4 Financial
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performance is their key measure of success,
the clearest way to get an “instant read” on the
effectiveness of business activities. Financial
reports are of primary interest to the business
manager who knows how to use them.

In nonprofit agencies, financial perfor-
mance is not the key measure of success
(though it may be key to survival),nor is it the
best way to determine whether an agency’s
mission is being accomplished. Thus non-
profit agency managers do not look to finan-
cial reports for timely feedback on the effec-
tiveness of their efforts. Rather, agency finan-
cial reports (the timing of their issuance,their
form and content) are designed to satisfy fun-
ders’ requirements.

The difference between these two per-
spectives, each appropriate to the arena from
which it emerges, can create friction between
businesses run by nonprofits (their managers,
staff and investors) and the agency managers
and accounting departments to which they
are intricately connected. Business reports
may be issued on the same schedule and in
the same format as agency reports adequate
for management of a nonprofit agency, but
severely inadequate for use in operating a
growing business. At various points in the
evolution of these agency-business systems,
portfolio business managers have expressed
extreme frustration with their agency
accounting staff’s inability to generate useful,
accurate, timely financial reports. Operating
without useful financial information has
forced some managers to “fly blind.”

Accounting Solutions That Work
As the previous narrative indicates, REDF
portfolio agencies have tried several ap-
proaches to meeting nonprofit and business
accounting needs that have not worked. These
failed approaches can be summarized as:

€ Bad Idea #1: Use two accounting systems
(one run by the agency, one run by the
business) that both track the business’
performance but are not linked per GAAP.
This description could be finished with
“and spend hours and hours each month
trying to reconcile the differences between
the two.” Agency and business managers
will need to take advantage of their own
social support services after subjecting
themselves to this approach!

€ Bad Idea #2: Track the business’ perfor-
mance with just one accounting system
that is separate from the agency’s system
and not linked to it per GAAP. This
description could be finished with “and
hope for the best.” Agency management
will probably not have the correct per-
spective on business activity, or the assur-
ance of financial system integrity that they
would get from a linked system.

€ Bad Idea #3: Use the agency’s accounting
system software, staff and procedures to
track business performance even though it
does not generate adequate business
information. This description could be
finished with “but it’ll just be a matter of
time.” It will just be a matter of time
before agency management gets some sort
of surprise vis-a-vis the business—a sur-
prise from which the nonprofit may never
recover! Business managers may “have the
sense” that costs are up, or that sales are
down, or that a new market niche has
promise. But because the business’ finan-
cial reporting is inadequate, no one may
know the extent of these trends until it is
too late to do anything about them.

Accounting Solutions That Work

Is there any way to address the significant dif-
ferences in accounting and financial reporting
needs and perspectives between nonprofit
agencies and the businesses they are spawn-
ing? What ap proaches can meet the needs of
both nonprofit agency and market-based
business? Here are a few that can work:

© Good Idea #1: Creation of a nonprofit
agency solely dedicated to social purpose
enterprise venture creation

As noted previously, those agencies
whose primary programs are businesses
employing disadvantaged individuals have
oriented the set-up and maintenance of their
accounting systems around their businesses’
needs and thus have encountered few differ-
ences in agency and business requirements.
Social cost accounting however, not a concept
found in standard business accounting sys-
tems, is still uncharted water.
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© Good Idea #2: Organization-wide
accounting system/procedures that serve
both agency and business needs

Several important changes have been
instituted by agency-business duos, using the
parent agency’s accounting system, proce-
dures and staff for generating the
business(es)’ financial reports. These changes
include:

@ Accounting software that has features
needed by for-profit businesses (for exam-
ple, the ability to issue reports prior to
month-end closing). Modules required for
the particular business (for example,man-
ufacturing businesses will need an inven-
tory module) must be provided. If the
agency’s accounting software cannot ade-
quately support the business’ needs, it
must be replaced or this organization-
wide approach will not work

9 Augmentation or complete re-design of
original chart of accounts to allow for cat-
egories needed by the business; a “three-tier”
chart of accounts, rather than “two-tier”
will provide the best, least cumbersome,
long-term solution to meeting both
agency and business needs.

@ Hiring or appointing a dedicated
accounting staff person(s) for the busi-
ness’ accounting processes. This person
should not have to juggle other priorities
and should be responsible for meeting
the business’ ongoing reporting schedule
needs. This individual must report (at
least partially) to the business
manager(s).

9 Clear delineation of policies, procedures,
timing and responsibilities for all the
agency accounting department tasks that
involve business data.

9 Good Idea #3: Business-specific account-

ing system/procedures, separate from but
linked to the parent organization

In this approach, the business(es)’
accounting transactions are tracked sepa-
rately from its parent agency’s. The business’
accounting software may be industry-specif-
ic, and therefore require less customization.
It is linked, via automatic export/import or
via manual procedures, to the parent
agency’s software. Thus, period-end totals
are entered in the parent agency’s system and
are subject to that system’s double entry
“checking” (these checks are built into both
systems). This linking of two separate sys-
tems is being implemented by several REDF
portfolio agencies.

Important steps in implementing such a
system, and key system features are:

@ A view of long-range agency and business
plans should be available to accounting
system designers

@ Step-by-step planning of systems’ linkage
procedures prior to implementation;care-
ful testing of demo software if the linkage
is to be automatic

© Parallel operation of new (linked) system
with old system until correct operation is
assured

@ Set-up and review of the system to ensure
it meets GAAP (and review, in particular,
of journal entries or other links between
the business and the parent agency) by a
CPA experienced in both nonprofit and
private business accounting

© Education of business and nonprofit
managers in reading and using financial
reports

€ Monthly review of business financials by
appropriate agency staff (i.e. separation of
systems does not need to limit agency
managers’ involvement and oversight)




90

Investor Perspectives

Conclusion

usiness accounting is an integral part of
Brunning a business responsibly. A business’
financial reports are management’s window
onto what the business is doing and how it is
performing. Without these reports, intelligent,
proactive guidance of the business is impossi-

ble. Businesses have financial reporting needs
that differ in some significant ways from those
of nonprofit organizations. Therefore, any
nonprofit agency planning to run a successful
business must take special steps to ensure that
these very specific reporting needs are met.
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Footnotes

1 Asian Neighborhood Design, Barrios Unidos, 3 Please see Chapters 8 and 9 for a more detailed

BOSS, CVE, Golden Gate Community,
Goodwill Industries, Jobs Consortium, Rubicon
Programs.

Note that while corporations commonly use
consolidation of financial statements across
subsidiary businesses, they are not required to
do so if consolidation does not provide
improved disclosure. Consolidation is often not
practiced when the asset and liability structure
of a subsidiary is substantially different from
that of its parent because doing so would make
it difficult to understand the financial position
of either.

discussion of these points.

It is true that many small privately owned busi-
nesses do not generate regular financial reports
at all: often the only financial report a business
owner has is a year-end income statement and
balance sheet created as part of the business’
annual tax statement. It is also true that many
small businesses fail each year. Nonprofit run
businesses, as part of organizations that receive
public monies, must conduct more sophisticat-
ed financial reporting than typical small busi-
nesses. In addition, REDF and its portfolio busi-
nesses attempt to apply accepted business man-
agement and analysis techniques to increase the
chances of success for each business.

©2000 The Roberts Foundation www.redf.org
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s a result of their commitment
to pursuing both e conomic and
social goals, social purpose
enterprises will inevitably face
social costs. Social costs are the
additional costs, above and beyond regular

siness

business costs,that are incurred in pursuing a
social mission. For instance, in providing
training opportunities to its target popula-
tion, Rubicon Programs’ buildings and
grounds maintenance business faces two
major social costs:

Chapter 5

©2000 The Roberts Foundation www.redf.org
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@ First, its employees are less productive
than those in private sector firms, making
labor costs higher.

® And, second, Rubicon’s unique workforce
requires extra supervision, making super-
visory costs higher.

If the enterprise uses traditional pri-
vate sector financial reporting, these addi-
tional social costs are not differentiated
from ordinary business costs, distorting
our view of the enterprise’s performance:
social costs remain buried in line items for
standard business costs. For example, sup-
pose that 30% of a manager’s time is devot-
ed to “extra” tasks necessitated by the chal-
lenges faced by the social purpose enter-
prise’s labor force. Under traditional finan-
cial reporting, all of the manager’s salary
might be included in the “administrative
expense” line item. Doing so, however,
would overstate administrative expenses,
and thus result in lower net income.
Because social costs are the additional costs

resulting from a social mission, they need
to be differentiated from businessoperating
costs in order to allow the business man-
agers to understand what component of
business activity is related to the core oper-
ation and what component reflects the pur-
suit of the social mission.

Therefore, a more useful approach to
financial reporting for social purpose enter-
prises is to distinguish social costs from ordi-
nary business costs. This goal can be achieved
by calculating social costs and listing them
separately. Thus, in the above example, 30%
of the supervisor’s wages and benefits would
be placed into a separate line item called
social costs. Social purpose enterprises within
the REDF Portfolio do this with an income
statement that has two “bottom lines:” the
first net income line (“net income before
social subsidies and costs”) provides an accu-
rate picture of how the social purpose enter-
prise is doing as a business. Social costs are
shown beneath it. “Net income after social
subsidies and costs” can then shed light on
how the enterprise is performing as a social
purpose enterprise.!

The Advantages of Accounting for Social Costs

istinguishing social costs from ordinary

business costs is advantageous for sever-
al reasons. First, “net income before social
costs” reflects true business costs, thereby
enabling managers of a social purpose enter-
prise to compare their performance with
other players in the industry and make
informed business decisions. Knowledge of
the extent to which a social purpose enter-
prise is profitable as a business should shape
every strategic and operational decision made
by management. In addition, the ability to
assess a social purpose enterprise as a stand-
alone business can facilitate the development
of a social purpose enterprise’s competitive
strategy. By making the social purpose enter-
prise’s financials directly comparable to those
of other similar businesses, managers will
have a benchmark against which to measure
business performance. Benchmarking is
important because it can inform management

about where cost reduction efforts may be
possible and necessary in order for a social
purpose enterprise to be competitive.
Moreover, understanding a social purpose
enterprise’s financial performance vis-a-vis
for-profit colleagues can help shape strategic
decisions on issues such as pricing, expansion,
market entry and exit, etc.

In addition to facilitating informed deci-
sion making on business issues, accounting
for social costs facilitates informed decision
making regarding the social mission. Each
month, managers can weigh social costs
against estimates of social impact. Moreover,
managers can track social costs over time to
ensure that social costs are increasing only to
the extent that estimated social impact is also
increasing. In some instances it may be possi-
ble to decrease social costs without detracting
from the social mission. For example,in some
social purpose enterprises, materials wastage
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is high because employees have little experi-
ence and low skill levels. To the extent that
this inefficiency is a result of the enterprise’s
social mission, it may be categorized as a
social cost. Ongoing efforts to improve work
habits can be enhanced by quantifying and
tracking their effects.

How to Quantify Social Costs

While in future years the field will develop
more accurate systems for identifying and
charging social costs, at the present time
quantifying social costs can be a subjective
and ambiguous process specific to each ven-
ture. Sometimes,it is unclear what constitutes
a social cost. Once social costs facing a par-
ticular business have been pinpointed, subjec-
tive decisions must be made when addressing
the methodological challenges that arise in
quantifying them.

It is important to involve a number of
different people at all stages of the process of
calculating social costs. This will remove per-
sonal bias from the process and will ensure
greater accuracy. At the same time, however,
one individual should be ultimately account-
able for the work. That individual should
oversee the process of involving a number of
outsiders (funders, consultants, etc.) and
insiders from within the social purpose enter-
prise. Collectively, these individuals can help
with brainstorming and “thinking out of the
box” while providing a useful reality check.

In the effort to accurately represent social
costs in a social purpose enterprise’s income
statement, the degree of precision is a func-
tion of the amount of time invested. Given
this relationship, it is important to clarify
objectives in advance based on the individual
circumstances of an organization and man-
agerial goals. There are several key questions
to consider, such as:

9 Do you want a quick, back-of-the enve-
lope estimate?

9 Or is your organization willing to invest
the time necessary to obtain a more accu-
rate representation of social costs?

However an organization decides to
weigh the importance of social cost account-
ing, it should consider using the four steps
delineated below to determine what social
costs to track and how to represent them.2

Step 1) Brainstorm the types of social costs
that are significant for your business
and assess the likely magnitude of
each.

If the social costs facing your business are
not immediately clear to you, it might be use-
ful to begin your analysis by thinking about
the nature of your business as reflected in the
components of its cost base. For example, if
you have a large number of trainees and labor
is the largest component of your enterprise’s
cost base,then it is likely your most significant
social costs are related to employee inefficien-
cy or additional supervisory time. On the
other hand, if you employ trainees and are
manufacturing a product made with expen-
sive materials, then wastage might be your
most significant social cost.

To ensure you list all of the social costs
relevant to your business, request input from
as many of the business staff as possible.
These individuals can alert you to any dimen-
sions you have missed or to instances where
you have defined a social cost too broadly.
Supervisors and other individuals who are
involved in the day-to-day operations of the
business can be especially helpful in analyzing
the additional costs incurred by a social pur-
pose enterprise carrying out a social mission.

Once you have made a comprehensive list
of pertinent social costs, make a preliminary
assessment of the likely magnitude of each
social cost category. While these assessments
need not be quantitative, they should at least
rank social cost categories (e.g., “high”, “medi-
um’, “low”) in order of perceived importance.
This could also be expressed as an estimated
percentage of time or expense.

Step 2) Outline the methodology that could
be used to quantify each type of
social cost and pinpoint method-
ological challenges.

The next step is to outline the methodol-
ogy that could be used to quantify each type
of social cost. Most methodologies will
encounter inherent challenges that should be
noted and addressed where possible.
Furthermore, it is also useful to outline alter-
native methods of quantifying each type of
social cost.

Social cost accounting is more of an art
than a science.A decision about how to quan-
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tify additional supervisory costs, for example,
might be made by balancing which approach
will be most accurate with which approach will
be most likely to be completed on a monthly
basis. It is important the organization docu-
ment the approach it will use; then, when man-
agement analyzes past performance and revises
budgets, or when outsiders challenge method-
ologies, the organization’s clearly enunciated
assumptions will make it possible to under-
stand and explain the resulting numbers.

Step 3) Decide which social costs to include
in the analysis by weighing method-
ological challenges and the estimated
magnitude of each social cost.

You probably will not end up quantifying
all of the social costs that are relevant to your
business. Some social costs are likely to be
eliminated from your analysis because they
pose methodological challenges that are too
great or because they are extremely small.
Most decisions about whether to include or
eliminate a social cost from the analysis
should be made on a case-by-case basis. The
need to gather and track social cost data is oft-
set by the challenge of doing so successfully. A
decision to gather and track particular data
makes sense when the costs being tracked are
large in dollar impact and the methodological
challenges are small. This dynamic is illustrat-
ed in the decision-making matrix [Exhibit 1].

On the other hand, it doesn’t make sense
to track a particular social cost ifit has a small
dollar impact and will entail large method-
ological challenges. All other circumstances
require case-by-case decision making.

Step4) Carry out planned methodology;
represent social costs in income
statement.

After deciding which social costs to include
in the analysis, the business should carry out its
planned methodology. Where time and capaci-
ty permit, it can also be useful to actually carry
out two or three different methodologies for
quantifying the same social cost. In this way, a
social cost is assessed from a number of per-
spectives in order to ascertain the most accurate
figures. If the figures obtained from each of the
methodologies are similar, you can be more
confident in your analysis.

You must work with your organiza-
tion’s accounting department to capture the
total social costs in the income statement.
In this endeavor, be careful to avoid double
counting. In order to place social costs in a
separate line item, one must subtract each
social cost from the standard expense line
item. In other words, the effort to capture
social costs is not an exercise in discovering
new costs but rather is a clarification of
costs already represented in the income
statement.

Exhibit 1

How to Decide Which Social Costs to Include in the Analysis

Expected Magnitude of

Social Costs

£ Include in

I Analysis

2 Eliminate from

S Analysis
Low High

Magnitude of Methodological Challenges Posed by Social Costs

|:| Case by Case Decision-making Required
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A Case Example from Rubicon Programs’ Buildings &

Grounds Business

ubicon’s Buildings & Grounds business

was established in 1987 to provide janito-
rial and landscape maintenance training
opportunities for mentally disabled people in
Contra Costa County. Between 1994 and
1999,the business acquired several large land-
scape maintenance contracts that enabled it
to create a substantial number of stable jobs
and generate net revenues that have con-
tributed significantly to the support and
expansion of Rubicon’s social programs.
The business currently has 70 employees
throughout the San Francisco Bay Area,
45 of whom are disabled or economically
disadvantaged. During the 1998-1999 fis-
cal year, the business is expected to gener-
ate $3.5 million in revenues and $750,000
in net income that will be used to expand

the field, and the consultant to brainstorm a
list of the types of relevant social costs that
would be useful in our analysis. Because
Buildings & Grounds is a service business in
which labor is the largest component of the
cost base, the most obvious social costs
involved labor and supervisory time. We list-
ed the following social costs:

Type of

Social Cost

Allowance for
Employee Inefficiency

Definition

The additional time needed
to complete a job due to

the disadvantaged nature
of labor

Expected
Magnitude of
Social Cost

High

the business and support agency pro-
grams. In August of 1998, the director of
Rubicon Buildings & Grounds decided
that I, as the financial manager for all
three of Rubicon’s enterprises, would
spearhead the effort to quantify Buildings
& Grounds’ social costs. In each step of

Extra Supervisory
Time Incurred

The additional time super-
visors must devote to recruit-
ing, supervising, counseling
and paperwork due to the
disadvantaged nature of labor

High

the process I sought the guidance and
perspectives of others, such as supervi-
sors from the field, the director of the
business, a consultant from Keystone
Community Ventures, and the executive
and associate directors of The Roberts

Wage Rate Premium

The difference between
Rubicon’s wage rate and the
industry standard, due to
Rubicon’s mission

Medium

Enterprise Development Fund.

My first priority was clarifying, at the
outset,how much time we were willing to
invest in order to be precise. The consen-
sus was that we should choose a middle
path in this tradeoff: while we wanted our
accounting for costs to be reasonably

Wastage

Wasted materials (e.g., spill-
ed fertilizers, pesticide, etc.)
due to employment of a
workforce that is still in
training

Medium

accurate, I had limited time in which to
complete the project. We agreed that,
where necessary, I would use estimates. I
approached each of the steps with this
middle path in mind.

Time devoted to
funder activities

Time devoted by manage-
ment to those funder events
which does not add direct
value to the social purpose
enterprise

Low

Step 1) Brainstorm the types of social
costs that are significant for
your business and assess the
likely magnitude of each.

I worked with the director of
Buildings & Grounds, supervisors from

Time devoted to non-
profit-related activities

Time devoted by manage-
ment to nonprofit-related
activities (e.g., giving tours
to other nonprofits, etc.)

Low
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Step 2) Outline the methodology that could
be used to quantify each type of
social cost; pinpoint methodological
challenges.

After listing the types of possible social
costs, I outlined the methodology needed to
calculate each type of social cost, and pin-
pointed the challenges of each.

Step 3) Decide which social costs to include
in the analysis by weighing method-

ological challenges and the estimated
magnitude of each social cost.

I then assessed each type of social cost in
light of its likely magnitude (dollar impact)
and the methodological challenges of measur-
ing it, in order to decide which social costs to
include in the analysis and which to eliminate.

A large expected magnitude (dollar impact)
and small methodological challenges pointed
toward inclusion of two of the social costs: extra
supervisory time and allowance for employee

Type of

Social Cost

Methodology
for Calculating

Challenges of
Methodology

Magnitude of
Methodological

Allowance for Employee
Inefficiency

Director of Buildings &
Grounds estimates efficiency
of each job

Estimates will be based on
viewpoint of one person;
time studies too time-
consuming to perform

Challenges

Medium

Extra Supervisory Time
Incurred

Each supervisor interviewed
and asked to estimate num-
ber of hours per week spent
on activities related to dis-
advantaged nature of
workforce

Based on compilations of
opinions/surveys of super-
visors; time studies too
time-consuming to perform

Medium to Low

necessitated by nonprofit
status (e.g., giving tours to
managers of other
nonprofits)

nonprofit-related activities

Wage Rate Premium Research industry wage rate Low
and compare with Rubicon’s
wage rate to determine
whether Rubicon’s pay rate
policies lead to higher-than-
market rates
Wastage Compare amount of mater- | Difficult to discern whether| High
ials purchased with estimate | wastage due to disadvant-
of amount needed; conduct | aged nature of workforce
surveys, interviews of work-
ers and supervisors
Time devoted to funder Track time devoted by dir- Social costs of funder act- | High
activities ector of Buildings & ivities likely outweighed
Grounds to funder activities | by benefits
Time devoted to activities | Track time devoted to Social costs of nonprofit High

related activities likely out-
weighed by advantages of
nonprofit status
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Time Incurred

[Extra Supervisionj Allowance for

Employee

Hig

Expected Magnitude of Social Costs
Low

Wage Rate
Premium

Inefficiency

Time Devoted to
Funder Activities

Time Devoted to

[Nonprofit Activitiesj

Low

Magnitude of Methodological Challenges Posed by Social Costs

High

inefficiency. Similarly, a small expected dollar
impact and large methodological challenges
pointed toward omission of two of the social
costs: time devoted to funder activities and time
devoted to activities related to the nonprofit sta-
tus. By contrast, medium expected magnitude
pointed toward case-by-case decision making for
the remaining two types of social costs:wage rate
premium and wastage. I decided to include wage
rate premium because of its small methodologi-
cal challenges. I omitted wastage because of its
high methodological challenges.

Step4) Carry out planned methodology;
represent social costs in income
statement.

Rubicon Buildings & Grounds is a con-
tract business comprised of 12 total contracts.
Because costs vary from contract to contract,
I calculated social cost on a contract-by-con-
tract basis. I placed each job on a separate
spreadsheet that can be utilized and changed
as pay rates or other contract circumstances
change.
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Methodology Used in Each Category Where Extra
Supervisory Time Incurred

Activity

1) Recruiting

n order to calculate extra supervisory time
Iincurred, I conducted interviews with
supervisors. First I asked each supervisor to
estimate the total number of hours per week
that he or she worked. Then I asked each
supervisor to estimate the number of hours
per week he or she spent on the following
activities:

Definition

Time spent advertising, finding, interview-
ing and hiring disadvantaged workers (time
that is not necessary for recruiting workers
from the mainstream labor market)

2) Supervising

Time spent supervising and training disad-
vantaged workers (time that is not necessary
for supervising other workers)

3) Counseling

Time spent counseling and correcting disad-
vantaged/disabled workers (counseling that
would not be necessary if the workers were

not disadvantaged or disabled)

4) Paperwork

Time spent filling out forms, reports and
evaluations of disadvantaged workers
(paperwork that would not be necessary
if the workers were not disadvantaged or
disabled)

5) Other

All other tasks and activities

I wanted to ensure as much accuracy in
these estimates as possible. Sometimes super-
visors’ estimates of their hours spent on the
five types of activities was higher or lower
than their weekly total hours worked. In each
case I checked for discrepancies; when I found
one, I helped the supervisor adjust his or her
estimates. Once each supervisor and I both
felt that the various estimates were as accurate
and consistent as possible, I summed the
hours spent on the first four categories
(recruiting, supervising, counseling and
paperwork) in order to obtain the total extra

supervisory time incurred by each supervisor.
I then divided the total extra supervisory time
incurred by the total hours worked per week
in order to express this social cost as a per-
centage of each supervisor’s time.

Allowance for Employee Inefficiency
The allowance for employee inefficiency was
calculated based on the director of Buildings
& Grounds’ estimates of the additional time
needed to complete each job due to the dis-
advantaged nature of labor force. The direc-
tor made these estimates according to an
industry standard developed based on his
past work experience in private sector build-
ings and grounds businesses. After the direc-
tor had completed his job-by-job estimates
of employee inefficiency, I met with the
supervisors for each job. Without disclosing
the estimates that the director had made, I
asked each of the supervisors to make their
own estimates of how long it would take
their employees to finish a job, versus the
time it would take employees in the private
sector. For the most part, the estimates of the
director and the supervisors were very simi-
lar. In instances where there were substantial
discrepancies, 1 facilitated discussions to
reach a consensus.

Wage Rate Premium

The wage rate premium was determined by
calculating the difference between Rubicon’s
wage rate and an industry wage rate. We could
have used any of a number of different
sources to determine the industry wage rate,
such as Department of Labor statistics, news-
paper want ads, and listings of California
state-wide wage rates. We ultimately decided
that the wage rate information published in
the San Francisco Occupational Outlook
Report was sufficient for our purposes. This
report provided high, low and median hourly
wages for gardeners and groundskeepers in
the Bay Area, with segmentations based on
levels of experience. We found that Rubicon’s
hourly wages were not significantly different
from the industry wage rate and therefore
concluded this social cost was minimal, and
not worth tracking.
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Capturing Social Costs in the
Income Statement

After completing my analysis of each of the
three social costs we selected to track, I
worked with Rubicon’s controller to sort them
out from the (regular) business costs and
show them in the income statement. In this
endeavor, we had to be careful to avoid double
counting: in order to place social costs in a
separate line item underneath net income, I
had to subtract each social cost from the stan-
dard expense line item above net income. For
example, because I determined that 18% of a
crew leader’s time was “extra supervisory time
incurred,” 1 subtracted 18% of that crew
leader’s wages and benefits from the standard
labor expense line item (above net income)
and then added the 18% into social costs,
underneath net income. If I had not first sub-
tracted the 18%, then a total of 118% of the

Conclusion

he case example from Rubicon’s Buildings

& Grounds shows how a business can be
systematic, carefully enunciate assumptions,
and document methodologies and calcula-
tions while quantifying social costs. At times
this process may be difficult, but the benefits
of quantifying social costs make it worth-
while. Distinguishing social costs from ordi-
nary business costs enables managers to
understand the extent to which a social pur-
pose enterprise is profitable as a stand-alone
business and in turn shapes imp ortant strate-
gic and operational decisions.

In addition to facilitating informed
decision making on business issues,

crew leader’s wages and benefits would have
been charged overall. While the total amount
spent on the crew leader remained the same,
our new report shows us what net income for
the business is, without the cost of extra time
needed because of Rubicon’s employee base. It
also breaks out the cost to Rubicon of this
additional time.

It is especially important to understand
that efforts to report on social costs should
result in a “wash:”the analysis is not discover-
ing new costs, but instead delineating costs
that already exist and showing them in a more
useful way. This is a critical point for the
reader to understand. Conducting a social
cost assessment should not be viewed by busi-
ness managers as a way to carry inefficiencies
in the business operations or “bury” costs,
since the total costs are still a part of the over-
all performance of the enterprise.

accounting for social costs facilitates
informed decision making regarding the
social mission. For example, each month
managers can weigh social costs against esti-
mates of social impact and ensure they are
appropriately in line. In instances where
they are not in line, managers can undertake
cost reduction efforts or can take steps to
maximize social impact. More informed and
effective decision making on business issues
and the social mission ultimately enhances a
social purpose enterprise’s ability to achieve
both economic and social goals. Social costs
cannot be ignored, for they lie at the very
heart of social enterprise.




102 Investor Perspectives

Footnotes
1 This concept was originally introduced in New 2 For an overview of True Cost Accounting and
Social Entrepreneurs: The Success,Challenge and additional issues involved with True Cost
Lessons of Nonprofit Enterprise Creation in its Accounting, please refer to Chapter 6 and
chapter on True Cost Accounting. Copies of that Chapter 4.

book and other REDF publications may be
found at www.redf.org.

©2000 The Roberts Foundation www.redf.org
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Introduction

he Roberts Enterprise Devel-
opment Fund (REDF) is a social
venture capital fund based in
the San Francisco Bay Area. The
REDF portfolio is made up of
seven nonprofit organizations operating 23
social purpose enterprises! employing very
low-income and homeless people. In its expe-
rience working with nonprofit managers to
operate these businesses, REDF has become
aware that traditional, nonprofit approaches
to accounting would not generate the type of
information necessary to effectively manage
the businesses. Specifically, on the revenue
side, traditional nonprofit accounting consol-
idates revenue sources (in this case, both sales
and grant revenue). This distorts “true” sales
figures, making it difficult to assess the per-
formance of the venture. At the same time,
traditional nonprofit accounting methods do
not allow the standard costs of a nonprofit
(what we refer to as “social costs”), to be ade-
quately tracked and documented separate
from those of a mainstream business in the
same sector.

This inability to understand social pro-
gram cost versus business enterprise cost
makes it impossible for managers to develop
an accurate assessment of the success or fail-
ure of the business. Without separating
social program from business costs, one
cannot assess how well the business is doing
as a business. And, similarly, one cannot
assess what true social program expenses are
incurred by a social purpose enterprise, but
not by its for-profit counterpart. In order to
understand the true cost and benefit of
engaging in social purpose enterprise devel-

opment, accounting systems must be in
place to provide managers with sound data
upon which to make operational decisions.
And such systems are critical to outside,
charitable investors seeking accurate infor-
mation regarding how funds are applied and
what leverage they achieve toward the
attainment of social goals.

This issue of achieving accurate account-
ing for social and enterprise costs has been a
theme throughout the nine years The Roberts
Foundation has supported nonprofit work in
this field. The Foundation first presented its
framework for “true cost accounting” in its
1996 report, New Social Entrepreneurs: The
Success, Challenge and Lessons $ Nonprofit
Enterprise Creation. Other reports and publi-
cations of the Foundation explore various
aspects of measuring the impact of social pur-
pose enterprises and the role of philanthropy
in supporting the development of the field.2

With the creation of REDF in January of
1997, The Foundation began working with
its partner investees to formally analyze the
challenge of accounting for the “true costs”
and financial/social returns of operating a
social purpose enterprise. That process has
been called the Social Return on Investment
Project and is fully described in this book’s
chapter on Social Return on Investment.
Suffice it to say that without the ability to
isolate the social cost of a social purpose
enterprise, there is no way to fully under-
stand what social returns may be generated
by philanthropic or other investments. For
this reason a True Cost Accounting Analysis
becomes critical to both practitioners and
philanthropic investors.
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True Cost Accounting Analysis (TCAA)

his chapter, “True Cost Accounting: The

Allocation of Social Costs in Social
Purpose Enterprises,” is the product of a
crosscutting analysis of REDF portfolio orga-
nizations. The intent was to assess how vari-
ous organizations have and are attempting to
account for the social costs of their social pur-
pose enterprises. It would be presumptuous
to believe this small sample is completely rep-
resentative of all organizations involved in the
operation of social purpose enterprises.
Nevertheless, the REDF portfolio does repre-
sent a good cross section of organizations
presently active in the field. Many of the
organizations in the REDF portfolio have
operated such ventures for a number of years
and have approached their work with a great
deal of strategic intent. Historically, non-
profit organizations have not thought in
terms of the social costs of their enterprise
activities. They have, instead, operated with
accounting systems that allow for “hidden”
subsidies of losses or costs incurred as a
result of their social mission. By contrast,
REDF portfolio organizations have worked
to establish accounting systems that move
beyond that practice.

REDPF’s analysis of the use of “true cost
accounting” among the enterprises in its port-
folio yielded much data, and several notewor-
thy conclusions. Chief among them is the fact
that due to the demands of operating any
business venture, very few of the business
managers have had the time, resources or
inclination to do a thorough study of the
social costs they incur in their businesses.
Most social purpose enterprises inherit the
operating and management information sys-
tems of their parent organizations and, natu-
rally, since most nonprofits do not differenti-
ate “social costs” as part of their accounting
and MIS infrastructure, these systems are not
in place for use by managers.

Even managers who have thought about
the issues involved in social cost accounting
and have attempted to break out some of
these costs on their financial statements will
readily admit they still have a long way to go.
Defining what is and is not a social cost is a

difficult task that often necessitates a level of
detail in cost accounting that is well beyond
current practice in the nonprofit community.

In actuality, most business managers
are relying on their experience, gut feelings,
limited time studies and observation of
day-to-day activities to estimate their social
costs. With few exceptions, the present
“state of the field” is that managers will
periodically

“estimate how much time they spend on
mission-related issues as opposed to busi-
ness issues,

<’ count up the hours their employees spend
in special training sessions above and
beyond industry standard training,

© calculate/estimate their productivity levels
versus those of a mainstream business,

@ compare the wages they offer with those at
similar, for-profit businesses, and perhaps

Qallocate the wage premium to social cost
line items in their budgeting/accounting
process.

Another practice is for managers to sim-
ply look over their entire operation and
choose a percentage of operating costs that
they feel honestly reflects their social costs.
This percentage is then used as a general allo-
cation ratio when separating social costs out
on the income statement.

While the lack of systemization and rigor
in this area makes it difficult to define specif-
ic frameworks that can be used for accurately
quantifying social costs,it is clear that organi-
zational structure is an important determi-
nant of where these social costs can be found.
The relationship between the parent nonprof-
it,the social purpose enterprise and the train-
ing programs that serve the employees of the
enterprise is significant in alerting us as to
where to look for social costs,and in telling us
how accurate our social cost analysis will be.
We now turn to such a discussion.
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Nonprofits and Social Purpose Enterprises:
A Typology of Organizational Structures

he social purpose enterprises in our study

were all operated as programs of a parent
501(c)(3) nonprofit organization. We refer to
such an organization as the “parent nonprof-
it” In no case were the social purpose enter-
prises for-profit subsidiaries of a nonprofit;
nor were they independent for-profit corpo-
rations. In general, the organizations
reviewed in this analysis fell into the three
types: Integrated, Connected and Divisional.
This section presents three fictitious organi-
zations to represent each type.

In some cases the parent nonprofit’s sole
mission is to run small businesses as vehicles
to train and employ members of some
defined population. This type of enterprise is
“Integrated.” We will use the fictitious
“Operation WorkFirst” as an example of this
type of nonprofit.

Operation WorkFirst is a small, urban
nonprofit opemting a flower shop,
sandwich cart and delivery service in
BigCity, USA. They began o perations
in 1991 with the goal of providing on-
the-job vocational training and sup-
port to disadvantaged young adults
between the ages of 16 and 26. They
focus all of their energy on hirng,
training, mentoring and otherwise
supporting these youth, preparing
them to find emplyment and succeed
in the mainstream labor market.

Other parent nonprofits have more broad-
based missions, and have multiple programs
serving one or more constituencies. One or
more of these programs may involve the oper-
ation of small businesses, while others may be
social service programs independent of the
business and serving a client population that
may include, but is not limited to, employees of
the business(es). This type of enterprise is
“Connected.” We will use “BC Services” as an
example of this type of nonprofit.

BC Services is a 40-year-old nonprofit
serving the homeless poplation of
BigCity, USA. They provide transi-
tional housing, a meals-on-wheels
program, day care, mental health

counseling, clothing repository and
resume/mver letter/interviewing
workshaops for homeless indivduals.
Several years ago they started a paint-
ing business in otder to provide
employment and training to some o
their clients. All of the employees of
the painting business lenefit from the
entire range of BC Services programs.
The training is integmted with the
running of the business, and thus
employees are learning on the pb.

A third type of parent nonprofit runs one
or more small businesses for employment
purposes, but also has a separate program for
providing job-readiness and job-skills train-
ing to a broader range of individuals. Such an
organization may also provide other services
to the community and may be labeled as
“Divisional.” We will use “Community Chest”
as an example of this type of nonprofit.

Community Chest is a lage nonprofit
serving multiple constituendes in
BigCity, USA. They are organized into
seveml “divisions,” or program areas:
Housing (providing transitional hous-
ing and assistance locating and secur
ing housing), After-School Programs
(providing after-school enrichment
programs for childen ages 4 to 18),
Health Services (sponsoring a local
clinic for health creening and refer-
ral), and Vocational Training (a three-
month training program for hard-to-
employ adults which helps prepare
them for obtaining a job). Community
Chest also started a Musiness—
BizKlean—several years ago, which hires
graduates from its own and aher voca-
tional training programs to further
assist them in acdimating to the work
environment and to provide them with
mote mainstream work experience.

Operation WorkFirst, BC Services and
Community Chest are all nonprofit organiza-
tions with missions that have led them to start
and operate social purpose enterprises. As
such, these enterprises are held to a “double
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bottom-line;” to be successful they must gen-
erate revenue (at least enough to cover their
costs) and fulfill their social mission. All
three of our example organizations have

Identifying Social Costs in Each Organizational Structure

here are numerous costs to running a

social purpose enterprise that can be
attributed directly to the sponsoring organi-
zation’s social mission or the social mission of
the business. Many of these are found within
the business itself. Examples of the social cost
often carried by a social purpose enterprise
are:

“a lower level of productivity among
employees,

?increased materials wastage,

9 time spent addressing employees’ personal
issues,

@ employee time spent with job counselors,

?employee time spent involved in support
groups or other support activities,

€ higher insurance rates that may need to be
paid for certain types of employees,

@ additional management and supervisory
costs of managing such an enterprise,

@ increased employee turnover.

The specific social costs incurred will
vary with each organization and business
depending upon the actual social mission of
the parent nonprofit and other factors.
Additional costs can be traced more directly
to the training many employees need before
they can start working at all.

Still other costs stem from the interaction
of the business staff and the parent nonprofit
staff:

’ meetings to coordinate services and poli-
cies,

structured themselves differently, however.
They represent the three types of organiza-
tional structure that we found in our research
with the REDF portfolio.

< presentations by the business managers to
the nonprofit board,

€ fundraising done by nonprofit staff for the
benefit of the business,

€ tours and site visits which take the manag-
er away from the day-to-day responsibili-
ties of operating the business.

Identifying all of these additional social
or mission-related costs is no small task, and
depends on how the nonprofit interacts with
the enterprise, and how the relationship
between the two is structured. To illustrate,
we will diagram the structures of our three
sample organizations.

Defining our terms:
In the following diagrams,

© PN’ will denote the parent nonprofit in
each case. The parent nonprofit provides
oversight of all programs, enterprises and
activities run by or under the auspices of
the nonprofit, and is headed by an execu-
tive team and a board of directors.

Q B’ represents a social purpose enterprise
run by the nonprofit.

Q P’ represents other, more traditional pro-
grams run by the nonprofit.

QT represents the vocational training ele-
ment of the nonprofit’s mission. “T” can
be either integrated with the operation of
the business enterprise, or a wholly sepa-
rate program.

Q“AMM” represents the functions of
accounting, MIS and management that
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are often spread between the organiza-
tional entities.

Using these symbols, we can diagram our
three sample organizations as follows.

Operation WorkFirst — An “Integrated” Organizational

PN

@ Operation WorkFirst: a parent nonprofit
operating three businesses,each with inte-
grated training functions.

® Accounting, MIS, and management for the
three businesses are done at the level of
the parent organization. In an
“Integrated” organization, separate finan-
cial statements may be prepared for each
business, but are most often all prepared
by the same central accounting person or
department based on information gath-
ered from the business managers.

In this type of orga-
nization, social costs for
each business can be
found in the consolidated
financial statements of
the parent nonprofit. All
costs of the parent non-
profit are, in effect, social
costs to the business,
since the parent exists
only to perpetuate the
social mission of the
businesses. While COGS,
labor costs, training
costs, etc. can be identi-
fied for each individual
business based on its
independent  financial

Structure

statements, the true social costs of the busi-
nesses will be found both at the business level
and at the level of the parent nonprofit.

©BC Services: a parent nonprofit running
one business and several other more tradi-
tional social service programs. All voca-
tional training takes place on the job,
within the business.

€9 Much of the accounting, MIS and manage-
ment for the business is done within the
business itself (though under the guidance
of the parent nonprofit), with financial
information then being fed to the parent
nonprofit’s central system, and integrated
with the parent’s reports.

In this type of organization, social costs
for each business can be found in the financial
statements of the business, as well as in the
consolidated financial statements of the par-
ent nonprofit. Unlike the integrated organi-
zation, however, not all costs of the parent
nonprofit can be considered social costs of the
business. Care must be taken to identify the
resources of the parent that go to the business,
and then to differentiate which of those
resources should be considered business costs
and which social costs.

A traditional small business, for example,
would probably hire an accountant to prepare
some amount of financial information. If the
business manager handles his or her daily
inflows and outflows, but then passes the files
to the nonprofit’s accountant for final report-

BC Services — A “Connected” Organizational

20 ) (-
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ing, the cost of the parent’s accountant should
properly be considered a (business) cost of
the business. On the other hand, if the devel-
opment director of the parent nonprofit
spends time soliciting donations of subsidy
funds for the business, the cost of that per-
son’s time should properly be considered a
social cost of the business.

Community Chest — A “Divisional”
Organizational Structure

4 Community Chest: a parent nonprofit
organized into “divisions,” or quasi-inde-
pendent programs that operate apart from
each other. A primary differentiator for
our purposes is that the parent nonprofit
operates a workforce training program
that is separate from its business, and
training is provided to non-employees of
the business, as well as to employees and
future employees of the business.

© As with the connected organizational
structure, much of the accounting, MIS
and management for the business is done
within the business itself (though under
the guidance of the parent nonprofit),
with financial information then being fed
to the parent nonprofit’s central system,
and integrated with the parent’s reports.
This is also the case for the training pro-
gram,and may be the case for one or more
of the other programs run under the aus-
pices of the parent nonprofit.

In this type of organization, social costs
for each business can be found in the financial
statements of the business, the financial state-
ments of the training program (assuming that
at least some trainees from the program make

their way into the busi-
ness when they finish the
training program), and
in the consolidated
financial statements of
the parent nonprofit.
Once again it is impor-
tant to look carefully at
the various costs (both
social and business)
incurred by each divi-
sion,and by the “umbrel-
la” of the parent. Costs
attributable to the busi-
ness or the enrichment of its employees
should be allocated first to the business, and
then to either the “business cost” or “social
cost” category.

Allocating Social Costs —

The Challenge

When an entrepreneur starts up a small busi-
ness on his or her own, it is fairly easy to iden-
tify the costs of doing so. With few excep-
tions, the business itself bears all costs of
operations. As we have seen above,it is some-
what different in the world of social purpose
enterprise. A parent nonprofit, other social
service programs, other activities run by the
parent nonprofit, donors or volunteers may
all bear some portion of the costs to make the
business successful. If the mission of a non-
profit-sponsored business is to train, employ,
and serve at-risk youth, for example, is the
cost of educational enrichment programs that
encourage the attainment of a GED a social
cost of the business or a program cost of the
parent nonprofit organization? At some point
those analyzing appropriate costs must draw a
line between one organizational program and
another.

Our research has led us to one possible
approach that may clarify these issues:

First, an organization must clearly under-
stand and state its mission relative to the social
purpose enterprises it operates. Is the mission
to simply generate revenue for the parent non-
profit? Is it to employ a given population? Is it
to both employ and train a given population?
Or is it to employ, train and educate a given
population?

Second, having clarified its social mis-
sion, the organization must then clarify the
definition of success for its business. It is our
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position that social purpose enterprises operat-
ed by nonprofit organizations must first and
foremost embrace the core mission of operat-
ing with no significant net losto the business.
Presently, many social purpose enterprises
operating in the United States operate at a
loss—and that loss is often justified by man-
agement as “the cost of our social mission.”
This approach makes it both impossible to
manage the enterprise with any true sense of
business discipline and prevents organizations
from ever being able to truly value the social
cost carried by their enterprise.

We are not saying all social purpose
enterprises must always operate on a break-
even or profitable basis. In fact, some of the
stronger organizations we have seen over past
years are those that generate significant rev-
enue from their activities, but still operate at
some level of subsidy in order to achieve their
social mission. What we are saying is that if
practitioners expect to contract with market-
based customers and identify themselves as
social entrepreneurs they must have the abili-
ty to track all costs and revenues accurately
before adding in the social cost they carry by
virtue of their social mission and community
commitments. In a phrase, they must under-
stand and be able to quantify their “true” costs
and not simply bury those costs within the
financial statements of the organization.

Third, having clarified the core goal of
the business, one may then address the busi-
ness’s social purpose. Is the mission to suc-
cessfully transition people off welfare, and
provide them with opportunities for long-
term employment after they leave the social
purpose enterprise? Or is it to provide transi-
tional employment for the period of time that
they are employed by the enterprise? This
brings us back to the social mission of the
nonprofit parent organization: if the mission
is clearly defined, it will be easier to identify
when an enterprise has succeeded in fulfilling
its part of that mission and what costs it
incurs in doing so.

Finally, the managers of both the parent
and social purpose enterprise must agree
upon what will be considered the “true” costs
to the business enterprise of fulfilling that
social mission. These costs are not always eas-
ily found within the typical business financial
statements or information systems, and, in
fact,a second type of report may be needed to
accurately describe the total social costs being

carried by the business.

Social Costs and Subsidies:

Before leaving this discussion of social versus
enterprise costs,it must also be acknowledged
that there are social costs that in many cases
are carried by neither the business nor the
parent nonprofit organization. These costs
are those covered by nonprofits in the larger
community that provide various supports to
the employees of the social purpose enter-
prise. Such costs may be thought of as social
subsidies and could include programs such as:

© Childcare

© Substance abuse counseling
€ General support services

£ Housing support

@ Educational services

These are all very real social costs which
may best be thought of as being carried by
society, the provision of which help make for
the ultimate success of the business and its
employees or trainees.

In traditional, for-profit accounting such
costs, and the fact that society will pay them,
are largely taken for granted. While a main-
stream business may budget for the cost of
training employees on a particular piece of
equipment or manufacturing process, it does
not factor into its own cost structure the
potential costs carried by the larger society
and paid for largely by the taxes of individual
taxpayers. Indeed, it is standard for-profit
practice to off-load as much of one’s cost
structure as possible to outside entities—for
example, the logging industry’s use of the
Forest Service to build access roads into
wilderness areas slated for harvesting. A cri-
tique of this for-profit practice is beyond the
scope of this paper, but its implications for
social purpose enterprises are clear: those
involved in the operation of social purpose
enterprises must be aware of the existence of
such costs,taking steps to assure they are hon-
est about whether those costs contribute to
the success of their own efforts, even though
tracking the costs is beyond the current
capacity of nonprofit information systems.
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Getting There from Here: The Challenging of Incorporating
a Social Cost Accounting System into Traditional Nonprofit

Accounting Structures

s the field of “social entrepreneurship”
Ahas received increasing attention in
recent years, and as the work of The Roberts
Enterprise Development Fund has gained
greater visibility, our office continues to
receive numerous calls from practitioners
engaged in various types of social purpose
enterprise development. Many of these prac-
titioners claim to be “doing what REDF does,”
yet,upon closer examination, we find the field
to be highly fragmented, with many different
approaches and various degrees of sophistica-
tion of analysis. In addressing the challenge
of how nonprofits approach accounting for
their social and enterprise activities, we have
found it difficult to successfully frame the
field’s best practices and ap proaches to social
cost accounting. Moving from current prac-
tice to greater incorporation of social cost
accounting systems would appear to involve
four primary considerations:

Time Frame:

The transition from current to future practice
will take place over a period of years. The cur-
rent state of nonprofit accounting and man-
agement information systems is relatively
poor. Nonprofit organizations have historical-
ly been funded to provide services and address
charitable needs—not account for cost centers
and allocate resources accordingly. Improving
management and accounting practice in the
nonprofit sector has been a goal of organiza-
tions such as The Management Center and
The Support Center, in partnership with oth-
ers, for many years. Despite these efforts, we
have a long way to go.

For the purpose of The Roberts
Enterprise Development Fund, we view this
process as taking place over a five-year time-
frame. During this period it has been our
intention to evaluate the accounting systems
represented in our own portfolio and assist
our funded organizations in achieving the
highest level of confidence possible. Many
REDF organizations are on their way to meet-
ing that goal well in advance of the five-year

period. We set that limit to reflect our aware-
ness of the degree of complexity involved in
analyzing an organization’s financial report-
ing system, designing more effective systems
and getting those systems on-line and in use
by operations managers.

We encourage our funding colleagues to
support such a multi-year strategy with their
own grantees and, when possible,jointly with
other funders. This is not a goal foundations
will achieve simply by placing “accurate
accounting systems” as one more criteria by
which funding is awarded. It will take many
years of honestly assessing current systems
and building better ones before the field will
achieve the standards we are calling for.
However, with those standards in place, those
involved in the field will be in a better posi-
tion to successfully argue for increasing both
financial commitments and the expected out-
comes achieved through those philanthropic
dollars.

Accounting Systems Development:
Current accounting systems assist managers
and funders in monitoring the operations of
nonprofit organizations running social pur-
pose enterprises. The accounting systems of
these organizations fall along two tracks: busi-
ness accounting and social cost accounting.
Presently, in our own portfolio, there is
greater expertise at managing the business
accounting systems than the social cost
accounting systems. From the contacts we
have had with other organizations across the
country, we suspect the degree of develop-
ment in these areas in the field as a whole is
even less advanced. Initially, we have assessed
how well these systems operate within the
REDF portfolio and are developing strategies
with each organization to create better, more
accurate systems with the high degree of
automation needed to be of real use to both
managers and those who invest in their work.
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Conclusion

Degree of Integration:

Initially, most organizations begin with one
nonprofit accounting system in place. These
systems often have various degrees of accura-
cy and provide little in the way of meaningful
data for use by business managers.

As one step to securing the information
they seek,some managers layer secondary sys-
tems to track the business operations of the
organization. These systems are seldom well
integrated into the larger organization and
often do not reflect the total cost of managing
a social purpose enterprise. The accuracy of
their social cost estimates is questionable in
that they are often based on “gut” assessments.
However, they represent an improvement
over many of the systems otherwise in use and
are best thought of as a transitional stage in
accounting system development.

With such dual systems in place, howev-
er, organizations are positioned to conduct
formal time studies that may be used to gen-
erate annual “allocation ratios” for use in
assigning social and business costs. Such
studies may be implemented at various points
(annually, quarterly, etc.) in order to gauge
various costs incurred during that time and
assign those costs to the appropriate cost cen-
ter, whether social or business.

The ultimate goal is the creation of a
wholly integrated accounting system that
accurately tracks the business functions, the
social costs of the enterprise and any addi-

This chapter has presented three organi-
zational “types” for understanding how non-
profits structure their accounting systems
and the degree to which those systems pro-
vide managers and outside investors with
accurate, reliable data upon which to base
decisions. Our vision for the field is based
on the assumption that social purpose enter-
prises operated by nonprofit organizations

tional social costs of the parent nonprofit.
Such systems will provide a full and accurate
picture to all involved regarding the revenue
and expense picture of the organization and
its various programs/businesses.

Investment Grade:

Finally, with these systems successfully in
place, the field will be able to establish stan-
dards that could lead to formal investment
grades for nonprofit organizations. These
grades could be the composite valuation of
an organization’s ability to achieve its stated
goals, both social and business.
Organizations with lower investment grades
might be those in a start-up or expansion
stage, which encounter greater program and
organizational risk. Others which have
proved not only the integrity of their pro-
gram design, but the management of their
organization, could be viewed as “higher”
grade and worthy of support in addressing
their needs to expand and sustain their
efforts. A companion chapter addresses the
concept of social return on investment in
greater detail; suffice it to say, however, that
unless we increase the accounting and gen-
eral management standards for the field as a
whole, our ability to intelligently choose our
“investments” in the social and charitable
future of our communities will be greatly
limited.

require accounting systems able to accurate-
ly track the “true” costs of pursuing a social
mission through a market-based business.
We conclude by challenging the field to
increase the accepted standards of practice
and embrace a more sophisticated approach
to accounting for the social investments
required to achieve the community goals of a
social purpose enterprise.
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The Development of Social Cost Accounting Systems

TIMEFRAME
(T=FY)

The Field

LE

The REDF Portfolio

Ts

ACCOUNTING SYSTEMS
DEVELOPMENT

Business Accounting Systems:

operating systems
across the sector

Social Cost Accounting Systems: | ——————
DEGREE OF Overlapping systems Dual . Dual Integrated
INTEGRATION with no capacity to (Time Study)

appropriately track

or assign true social Business M

or business costs

Social Costs /
(Estimates) (Operating Systems)

INVESTMENT GRADE No standards to

accurately grade

organization or Grade BBB Grade B+ Grade A
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Footnotes

1 Presently, the field makes use of terms such as 2 In addition to the referenced book, other related
social purpose businesses, nonprofit enterprise, documents are available through the REDF office
training businesses and a number of others to or from our web site at www.redf.org.
refer to a nonprofit organization operating a rev-
enue generating venture as part of its social mis-
sion. This chapter uses the term “social purpose
enterprise.”

©2000 The Roberts Foundation www.redf.org
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Introduction

ationally and locally, nonprofit
organizations are experiencing
intense program pressure as well
as funding incentives to enter
into and/or step up involvement
in the areas of job training, creation, place-
ment and retention. Both public and private
funding sources are increasing their financial
support for nonprofits engaged in a variety of
economic development strategies. This shift
in funding emphasis is based on the belief
that improving skills and providing access to
employment is a more effective path to long-
term independence for people living on the
margins of our economy than the “tradition-
al” model of social services, which is more
likely to encourage dependency on human
service and welfare systems. Many nonprofit
organizations have found that the main-
stream nonprofit job training and placement
system is not effectively meeting the needs of
homeless and very low-income individuals,
just as for-profit businesses are not effectively
meeting their needs for basic employment
opportunities. And many of these organiza-
tions have shifted their focus and are search-
ing for market-based strategies that help sup-
port long-term independence and self-suffi-
ciency. Intuitively, this thinking makes sense.
It harkens back to the adage, “Give a person a
fish, and they eat for a day; teach a person to
fish and they fish for life.”

But is the nonprofit version of “fishing
for life” true? Can this belief be borne out
empirically? For the unemployed and under-
employed people now being courted by the
growing nonprofit economic development
movement, the key question is: Are these new
market-based strategies any more effective
than the strategies left behind? Do these
employment strategies work for some and not
others? What are the real benefits to these job
creation and job training approaches and
what are the obstacles? And importantly, how
and when can we answer these questions?

Interestingly, this renewed emphasis on
economic development strategies as a means
to foster self-sufficiency has as a backdrop
another trend in the funding and nonprofit
world, namely evaluation, and more specifi-
cally, outcome evaluation. As discussed else-
where in this book, the nonprofit capital mar-
ket has historically rewarded the processof the

sector’s work as opposed to outcomes that
resulted from it. However, there is a shift
underway in the nonprofit capital market.

For the past decade, there have been
growing expectations among funders — pub-
lic and private — that nonprofit organiza-
tions have a responsibility to be more
accountable for the outcomes of the programs
and services they provide. Supporters of non-
profit organizations want to know if funded
programs are making a difference and what
difference they are making. They want to
know how people’s lives change as a result of
participating in a given program or initiative.
They want to hold nonprofits to a high stan-
dard of performance and want nonprofits to
report on their progress toward achieving
measurable and meaningful outcomes.

The results of this emphasis on outcome-
based funding and program evaluation have
been mixed. Outcome evaluation has often
proven a complicated undertaking for already
overburdened nonprofits. And funders have
often had unrealistic expectations about the
ability of nonprofit organizations to credibly
measure outcomes. After all, nonprofits have
generally employed people who possess social
service, not social science, skills. Even those
organizations capable of producing evalua-
tion data often did so in a way that was more
ceremonial than utilitarian. They generally
did not develop management information
systems with the intention of informing prac-
tice, in part because the emphasis on evalua-
tion has been so externally driven.

As a result, for many nonprofits the
foray into evaluation proves frustrating and
time consuming, often failing to produce
much benefit for either the nonprofit or its
funders. Still, the evaluation movement has
not gone away; if anything, it has gained
steam in recent years. Increasingly funders
want accountability, and nonprofits are
grappling with the challenge of creating sys-
tems of measurement that are meaningful as
well as cost effective.

The field of social entrepreneurism is at
the intersection of these two trends—one
advocating for more market-oriented employ-
ment strategies to move people from depen-
dency to independence, and the other support-
ing evaluation measurement and increased
accountability for philanthropic and public-
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sector program investments. In many ways,
the intersection of these trends is a logical one
given the increasing popularity of “business-
like” approaches to the nonprofit sector.
Funders and other supporters of nonprofit
organizations are increasingly aware of the fact
that they are “investors” in social programs and
want to know the return on their investment.

Along with other foundations, The
Roberts Enterprise Development Fund
(REDF) is at the forefront of “investing” in
social purpose enterprises. REDF maintains a
portfolio of seven nonprofit organizations that
collectively operate a total of 23 businesses.
Each of these enterprises is managed against a
double bottom-line: a social mission to employ
low-skilled and/or formerly homeless individ-
uals and a business mission to operate on a
profitable basis. The benefits and challenges
associated with these enterprises and The
Roberts Enterprise Development Fund in gen-
eral are thoroughly presented in other papers!
and are not the focus of this chapter.

Our focus is the presentation of REDF’s
innovative approach to gathering, analyzing
and disseminating information on social

impact and business operations. This chapter
is essentially a case study of the REDF man-
agement information system, written from
the perspective of the team that developed the
system. While our work focuses specifically
on exploring how best to establish bench-
marks of success for new market-based
employment strategies,it will also be of inter-
est to those who seek to develop meaningful
measures of accountability and impact within
the nonprofit world. It will also provide
insight into a system that generates data for
use in the calculation of a social return on
investment (SROI).2

This chapter begins by detailing the
philosophical principles underlying the REDF
approach to information management. This
is followed by an explanation of the compo-
nents of the information gathering system,
and a description of the process and stages of
development of the information system.
Finally, the chapter presents the challenges
REDF has encountered along the way and
concludes with lessons learned about how to
effectively implement an management infor-
mation system of this type.

Background on The Roberts Enterprise Development Fund

he Roberts Foundation established The

Roberts Enterprise Development Fund
in January 1997 as a philanthropic venture.
Its mission is to: “raise the standards of
excellence and integrity in the nonprofit and
philanthropic = community nationwide
through the development and dissemination
of innovative approaches to address critical
social issues.”

In order to pursue that mission, REDF
has pioneered an approach to charitable giv-
ing known as “venture philanthropy.” This
practice involves the application of funda-
mental venture capital principles to the field
of philanthropy. Assuch, REDF makes phil-
anthropic investments in a portfolio of seven
San Francisco Bay Area nonprofit organiza-
tions operating social purpose enterprises.
These organizations receive core financial

investments from REDF in addition to a full
complement of other support, including:

© capital grants for the business,

9 targeted business analysis and assistance,

€@ involvement and partnership with REDF
through Venture Committees,

© organizational capacity-building through
the Farber Interns and Farber Fellows
Program,

9 business networking through Partners-
for-Profit, and

€ access to and training in the use of tech-
nology and outcome measurement.
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onsistent with venture capital practices
Cemployed by the private sector, REDF
established a management team to oversee its
portfolio, track trends and address a variety of
management issues. Central to REDF’s work
is the desire to understand the impact of its
investments, from a business as well as social
perspective. To that end, REDF invited our
evaluation and management information
consulting group to be part of the manage-
ment team from the Fund’s inception.
REDF’s Information Management Team
(known as “IMT”) includes REDF staff, a
business analyst, technology experts and spe-
cialists in nonprofit evaluation.

From the beginning, REDF’s Executive
Director was clear that while he valued infor-
mation, he had a resistance to the notion of
“evaluation.” He was concerned that too
often nonprofit organizations view evalua-
tion as another hoop to jump through in
order to satisfy funders and don’t generate
information of practical use to program
managers. He wanted an information gath-
ering system that would provide meaningful
data and be useful to (and used by!) the non-
profit organizations.

This led the “evaluators” on the IMT to
revise our own nomenclature, to look for dif-
ferent ways to describe the collection and
analysis of data in order for all REDF partici-
pants to appreciate the value and application
of information. We avoided using the word
“evaluation,” instead using names that
describe the various components and purpos-
es of the work, such as “business operations
analysis,” “ongoing social impact assessment,”
and “management information.” This change
in language has in fact helped to continually
remind our consulting team that this is not
business as usual for us either. We are
engaged in a process of developing a new and
different kind of information system with
REDF and all the groups in the portfolio — a
system that in many ways has more in com-
mon with business operating systems than
nonprofit evaluation systems.

Evaluation as Management Information

The principles guiding the development of
REDF’s information system are in some ways
familiar to us as research and organizational
consultants, and in other ways, have been new
and challenging. We have never slipped into
anything remotely like a “data collection main-
tenance mode” in our REDF work. This is
because the REDF initiative and businesses are
too dynamic and the information system, in
order to maintain relevancy, must keep pace
with the needs of managers for real time data
upon which to make decisions regarding both
their business and social program operations.

Four principles have guided develop-
ment of REDF’s management information
system to date:

1 Informs Decision-Making- The informa-
tion gathered should be directly related to
practitioner activities and objectives. The
information system will therefore build
organizational capacity, rather than be a
drain on organizational resources in order
to meet external demands.

2 Timely Feedback - Information should be
available in a timely way, so practitioners
(and REDF) can use it to make adjust-
ments in real time. One of the vehicles for
accomplishing this is the use of appropri-
ate technology.

3 Easy to Understand - Without compro-
mising the integrity of the data,the infor-
mation is analyzed and presented in a way
that is easy to understand and digest. This
has meant effective use of graphics, charts
and color presentations.

4 Ongoing Reflection - REDF and the
groups in its portfolio should continually
reflect on the information, its meaning
and relevance. This has required an essen-
tial balancing of data collection consisten-
cy (in order to conduct credible trend
analysis) with flexibility at every stage of
the system’s development.
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A Two-Pronged Information System:
Business Operations and Social Impact

here are two parallel tracks to the REDF

management information system. One
concerns the effectiveness of business oper-
ations and the other is focused on social
impact. Both tracks are management tools
intended to assist both program and busi-
ness managers. And both tracks make use
of a customized web-based communication
system, which REDF has named
“WebTrack.” WebTrack is a private area on
REDF’s web site, accessible only to those
individuals and groups directly involved in
portfolio activities. WebTrack is designed to
support efficient communication of infor-
mation about business operations and social
impact between each of the businesses and
the Information Management Team. It is
also the vehicle for jointly preparing and
sharing agendas for monthly Venture
Committee meetings.

This section describes the different aspects
of this two-pronged information system.

Business Operations

For all REDF social purpose enterprises,
there are standard financial indicators that
measure the financial health of the business.
In addition, each business identifies other
operational indicators that are of particular
interest to them. Our consulting team has
assisted each business in defining each busi-
ness indicator and developing the necessary
processes for collecting those data. Exhibit 1
at right shows the standard business perfor-
mance indicators all REDF enterprises col-
lect as well as examples of the kind of cus-
tomized indicators some businesses have
also chosen to track.

On a monthly basis, each of the busi-
nesses enter their business operations indica-
tor data onto a customized data entry form
which they access from their private web
page maintained via WebTrack. With a push
of the button, those data are electronically
sent to the information consultants; within
three business days, the trend analysis for

Exhibit 1

Business Operations Indicators
for the REDF Portfolio

Standard Financial Indicators

@ Gross sales monthly

@ Gross sales year-to-date

@ Gross profit monthly

@ Gross profit year-to-date

@ Net profit before social costs and subsidy monthly

@ Net profit before social costs and subsidy year-to-date
@ Net profit including social costs and subsidy monthly

@ Net profit including social costs and subsidy year-to-date

Examples of customized monthly
Operations Indicators
(these indicators difgr by enterprise)

@ Customer satisfaction

@ Cost of goods sold

@ Cost of direct labor

€ Number of sales calls monthly
@ Timely completion of jobs

@ Revenue per square foot

@ Inventory reliability

L 4 Inventory turnover rate

@ Production wastage

each indicator is posted back up on the busi-
ness’ web site for viewing.3 The trend analy-
sis compares actual data with targets for each

indicator, as shown in the examples provided
in Exhibits 2 and 3. The targets have already
been established by the Business Manager
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and/or Executive Director and are based
upon projections included in the individual
business plan(s).

The projected targets represent a busi-
ness’ plan for effective and efficient opera-
tion of the venture at given points in time.
The targets can vary monthly to reflect dif-
ferent seasonal expectations (for instance,
an ice cream scoop shop might expect lower
sales in the winter months), expansion
plans (which might cause increases in costs
before commensurate increases in sales), or
other vagaries of the market in a particular
industry. Again, it is important to stress

that the targets are not externally imposed;
they are set by the business managers them-
selves in consultation with senior manage-
ment and investors.

This business indicator component of the
WebTrack system also allows for the produc-
tion of a portfolio-wide analysis of REDE. For
the REDF Information Management Team,
we produce a portfolio-wide trend analysis
for each standard indicator as well as month-
ly Pareto charts that graphically identify the
source of variance from target to actual finan-
cial performance. These are all posted on the
REDF IMT’s private web page.*

Exhibit 2

Monthly Gross Sales — Actual Versus Target

Actual |Target

January | 120,000 | 80,000

140,000
120,000 —
100,000 —
50,000 —
80,000 —
40,000 —

February | 110,000 | 85,000

| At —a—Twrpet | March | 80,000 | 90,000

/_—_/_‘_\_‘ May 80,000 | 100,000
June | 95,000 | 100,000

April | 90,000 | 95,000

July | 80,000 | 100,000
August | 85,000 | 105,000
September | 70,000 | 105,000
October | 70,000 | 105,000

Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec

November | 60,000 | 100,000
December | 60,000 | 100,000

Exhibit 3

Customer Satisfaction — Actual Versus Target

Actual | Target

January | 0.75 0.80

February | 0.70 0.80

140 | Mol ——Taget ‘ March | 0.70 0.80
0.9

o8 — = - "~ - = - - - - April | 0.85 0.80

0.7 | May | 0.90 0.80

0.8 June| 075 | 0.80

08 July| 065 | 0.80

ol August | 0.85 0.80
03

02 September | 0.80 0.80

0.1 October | 0.70 0.80

T T T T T T T T T T T 1 November | 0.85 0.80

Jan Feb Mar Apr May Jun Ju Aug Sep Oct Nov Dac
December | 0.80 0.80
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The businesses use the information on
their private pages whenever it is needed.
Some managers use it to reflect on their expec-
tations of performance or identify problem
areas in need of attention. Others use it to
assess performance during their monthly
Venture Committee meetings with REDF. And
a number of groups use the trend analysis in
presentations to Board of Directors or other
stakeholders. The REDF management team
itself makes use of the reporting system to
track portfolio performance as a whole, and as
a management tool for identifying strengths as
well as trouble spots across the portfolio.

Social Impact

While assessing business performance is
important to these groups, achieving a social
impact is at the heart of their mission. There
are two levels of the social impact component
of WebTrack. The first focuses on compiling
basic aggregate employee information across
all agencies. In order to ensure consistency,
the businesses worked with members of the
IMT to develop a fixed set of demographic

and employment indicators. As shown in
Exhibit 4,information gathered includes such
factors as:

2 Age

@ Gender

@ Ethnicity

9 Disability status

<} Homelessness status

© Number of employees entering and
departing the venture

€ Reasons for departure
@ Other relevant data

Each organization collects this data for its
employees and feeds that information into the
quarterly reporting system. This quarterly
report provides the investor with the employ-
ee profile for each enterprise and the portfolio
as a whole.

Exhibit 4

1998 Aggregate Employee Data for Businesses in REDF Portfolio

Quarter 1 | Quarter 2 | Quarter 3 | Quarter 4 1998

Jan-Mar | % |Apr-Jun| % | Jul-Sep | % |Oct-Dec | % | Total | %
REDF Portfolio Employees 544
Continuing from Last Quarter 239 265 279 276
New This Quarter 110 94 69 32 305
Rehires This Quarter 0 0 0 3
Total Employees This Quarter 349 359 348 311
Full-Time or Part-Time Status
Full-Time 149 |43 154 |43 146 | 42 135 |43
Part-Time 175 | 50 166 |46 167 | 48 146 |47
Unknown 25| 7 39 |11 36|10 30 (10
Employees Who Left This Quarter 84 80 72 55 291 | 53
Reasons for Leaving
Education 4| 5 2| 3 5| 7 3|5 14| 5
Vocational Training 6| 7 10 |13 13|18 3|5 32|11
Other Employment 33 | 39 35 (44 24|33 20 (36 112| 38
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Exhibit 4 (continued)

Jan-Mar | % |Apr-Jun| % |Jul-Sep | % |Oct-Dec Total

Employees Who Left This Quarter
Reasons for Leaving (continued)

Life Circumstances 18 | 21 11 |14 10|14 8 |15 47|16
Fired or Laid Off 23 | 27 15 (19 15|21 12 | 22 65| 22
Other Reason 0| 0 7| 9 5| 7 9 |16 21| 7
Employees Continued to Next Qtr 265 279 276 256 253 |47

Pay Per Hour (All Target Employees This Quarter)
Minimum Pay $ 515 $ 5.75 $ 5.75 $ 5.75 $ 5.15
Maximum Pay $20.00 $14.59 $14.59 $17.00 $20.00

New Employees

Jan-Mar | % |Apr-Jun| % |Jul-Sep | % |Oct-Dec Total
Demographic Characteristics
Race/Ethnicity of New Employees*
African-American 119 |34 37 |39 1319 6 (19 175| 32
Alaskan Native/Native American 1] 0 0| 0 1] 1 0| 0 2/ 0
Asian/Pacific Islander 33| 9 6| 6 12|17 6 |19 57110
Hispanic 59 (17 14 |15 18|26 6 |19 97 |18
White 99 |28 25 |27 21|30 14 |44 159 | 29
Multiracial 19| 5 4| 4 2| 3 0[O0 25| 5
Other 2|1 0| 0 0| O 0|0 2| 0
Unknown 17| 5 8| 9 2| 3 0|0 27| 5
Total 349 94 69 32 544
Age Ranges of New Employees*
Under 16 years old 7] 2 1] 1 57 0| 0 13| 2
16-22 years old 133 |38 29 |31 30|43 19 (59 211 | 39
23-39 years old 101 |29 26 |28 15|22 9 (28 151 | 28
40-54 years old 58 (17 14 (15 16 |23 3|9 9117
55 and over 5| 1 0| 0 3| 4 13 9| 2
Unspecified 45 (13 24 |26 0| 0 0|0 69|13
Total 349 94 69 32 544
Gender of New Employees*
Female 114 |33 36 |38 19|28 11 (34 180 | 33
Male 225 |64 58 |62 50|72 21 (66 354 | 65
Unknown 10| 3 0|0 00 0|0 10| 2
Total 349 94 69 32 544
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Exhibit 4 (continued)

|Jan-Mar|% |Apr-Jun‘ % |JuI-Sep‘ % |0ct-Dec‘ % | Total ‘ %

Quarter 4

1998

Other Characteristics of New Employees*

Disabled 108 |31 51 |54 26 |38 11 |34 196 | 36
Incarcerated/Hospitalized 26 | 7 15 (16 4| 6 1 3 46| 8
year prior to hire
At Risk for Homelessness 175 |50 66 |70 33 |48 24 |75 298 | 55
Training Component: 2 programs linked to businesses
Number of Trainees 23 51 50 34
Transfer to Employment 4 0 1 3
at Enterprise
Transfer to Other Employment 7 6 3 28

* Total does not include rehires

The second level of information track-
ing associated with social impact is an inten-
sive social impact study. The purpose of this
level of analysis is to shed light on the long-
term impact of the employment experience
in the REDF social purpose enterprises,
assessing their effectiveness as a strategy for
moving people from dependency to self-suf-
ficiency. Whereas all 23 businesses partici-
pate in the aggregate data collection
described above, a subset of 20 businesses
participate in this employee-specific infor-
mation-gathering effort. At present, they do
so on a voluntary basis. Participation in this
element required a substantial amount of
additional data collection, but also held out
the opportunity to obtain new and valuable
information. (The groups were so interested
in this social impact tracking effort that
while REDF initially invited 11 businesses to
participate so as not to overwhelm the busi-
nesses with information demands, the agen-
cies themselves requested that additional
businesses be included in the effort).

Participation in the intensive social
impact assessment involves collecting individ-
ual-level data at six-month intervals for a
two-year period (continuing to track the indi-
vidual post-employment in a REDF Portfolio
business, in most cases). The information
gathered includes detailed characteristics of
individuals at the time they begin employ-
ment, allowing REDF and the enterprise to
definitively track change over time.

For example,this element of the data col-
lection will yield insight on whether individu-
als with a history of sporadic employment are
more or less likely to benefit from this model
of employment training than those who have
a history of chronic unemployment.
Collecting data on an individual basis pro-
vides the capacity to identify correlations
between employee characteristics and out-
comes. Furthermore, this analysis lays the
foundation for comparing impact with type
and amount of investment required — thus
creating the framework for a social return on
investment (SROI) calculation.

As with the business indicators, the
intensive social impact study includes a core
set of indicators collected across the full sam-
ple of agencies. These core indicators are pre-
sented in Exhibit 5 below.

Exhibit 5

Core Indicators

o Job retention

@ Job placement

9 Job promotion

2 Wages

@ Barriers to employment

€ Reliance on public
assistance

Core Social Impact Indicators

© Housing stability
Q Self-esteem

@ Personal support

4 Utilization of social services

@ Involvement in the criminal
justice system

® A full complement of demo-
graphic characteristics
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In addition,each business developed a set
of customized indicators, reflecting special
needs and interests of a given venture’s
employee pool. For example, one group
working with high-risk youth was particular-
ly interested in substance use among its
employees, while another group employing
people with a history of mental illness had a
particular interest in tracking their clients’ use
of psychiatric services.

REDF supported the development of
interview instruments as well as the creation
of an automated database system for each
group. As with the business indicator data,
this system is designed to utilize Internet
communication capabilities and provide
feedback in real time. The information will

be analyzed and provided to each enterprise
in a customized form as well as compiled for
use by REDF in calculating its social return on
investment. While this effort is underway, we
will conduct a literature review in the field to
collect comparable impact data from different
employment strategies and be in a position to
compare the social impact of the social pur-
pose enterprise with that of other employ-
ment training and self-sufficiency strategies.
While this meta-analysis will not provide the
same level of rigor offered by a true compari-
son group, it will provide a useful framework
and backdrop for analyzing the results of the
REDF initiative, both in terms of human ben-
efit and with respect to quantifying social
costs and benefits over time.

Creating the Journey Along Our Information Highway

reating this information system has been

both challenging and exciting each step
of the way. In order to develop a truly useful
system, it was necessary to balance the con-
stituent interests of seven diverse organiza-
tions as well as the investor, while maintain-
ing the integrity of a consistent data collec-
tion effort. The process has been more time-
and resource-intensive than originally imag-
ined. Before choosing an approach, other
models for similar ventures, including
Pioneer Human Services in Washington
State, were examined. While the REDF sys-
tem design benefited from the work of oth-
ers, it was still necessary to design a system to
meet the unique needs and requirements of
the REDF Portfolio.

The business indicator WebTrack system
took approximately six months to develop
and implement. It continues to undergo
refinements as targets change, businesses
mature and different information needs
emerge. While the relatively straightforward
quarterly employee reporting system was
completed after a two-month development
process and beta test, the more intensive
individual-level social impact information
system has taken a full year to develop. It has
involved enormous effort, significant finan-

cial resources, and countless consultations
with each group on every aspect of design
and development.

Our journey along this information
highway is far from complete, but already we
have learned a great deal about what it takes
to develop a comprehensive system of this
sort. By sharing the details of each stage in
this process, we hope to make this experi-
ence a useful one for others seeking to devel-
op the appropriate tools for tracking social
impact over time. In the REDF experience,
the steps of this journey included the fol-
lowing components:

@ Assessment of Organizational Capacity

€ Gathering and Cataloguing Indicators of
Interest

© Designing  and  Re-Designing  the
Information Tracking System

© Implementation of the System
€@ Provision of Ongoing Technical Support

@ Execution of System Analysis and
Feedback
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€ Continual Re-Assessment of MIS
Requirements

We address each of these in turn.

Assessment of Organizational
Capacity

For both the business and social impact com-
ponents of WebTrack, the consulting team
conducted an assessment of organizational
capacity for each REDF group. This assess-
ment revealed that more than half the organi-
zations lacked formal written indicators for
both business operations and employee out-
comes. While all of the organizations were
interested in demonstrating effectiveness and
were eager to create an assessment system,
very few were actually systematically collect-
ing information in order to inform practice
when this effort began.

Gathering and Cataloguing
Indicators of Interest

In addition to the core set of four financial
indicators established by the REDF business
analyst as described earlier, IMT members
worked extensively with each enterprise to
develop unique business operational indica-
tors that would provide useful information
related to their own business practices. This
process involved multiple meetings with the
business manager from each enterprise and,
in some cases, other staff. The IMT worked
with each business to identify targets for each
indicator and then assisted in identifying or
developing a method for measuring progress
toward meeting those targets. For example,
one business was interested in diversifying its
client base; the IMT worked with them to
develop a system for tracking revenue by
client type on a monthly basis. Although the
consultation process was time-consuming,
the success of WebTrack hinged on the quali-
ty of information gathered and the decisions
made at this stage of development.

The process of identifying the social
impact indicators, while similar to the busi-
ness indicators process, was much more
extensive. The first step involved meeting
with each group’s business manager and/or
Executive Director to develop a list of
expected social outcomes. These lists were
then compiled into a matrix of expected out-

comes by enterprise for REDF’s review and
input. Using this list, REDF staff selected the
outcomes where there was a critical mass of
interest identified by REDF funded organiza-
tions and these outcomes then became part
of the core information set for the portfolio.
REDF also wanted to ensure these indicators
would produce all the data REDF itself
would require for calculating a social return
on investment.

Through this process, some organiza-
tions ended up having a small number of
indicators added to their reports that they
themselves had not generated for their own
enterprise. Most of the groups accepted the
value of and need for a core set of indicators
that could be shared across the portfolio. One
organization resisted adding specific indica-
tors that it had not itself identified, believing
that they were not ap propriate to their popu-
lation and program. This stimulated a series
of discussions about the “requirements for
participation” in the assessment. In the end,
although REDF offered to drop the addition-
al indicators,the organization opted to incor-
porate them instead, understanding the value
of the information for itself and the larger
portfolio.

Designing and Re-Designing the
Information System
The mechanics of developing the business
indicator information system were fairly
straightforward, requiring analysis but not
instrument development. The system for
measuring social impact, on the other hand,
required a considerably greater level of effort.
Once it was clear what information was need-
ed, it was necessary to develop questions that
would capture that information, using meth-
ods that would not be overly burdensome to
the organization. The first step was to devel-
op an interview instrument for the core social
indicators and distribute it to each organiza-
tion for review and comment. After incorpo-
rating suggested changes, IMT members
worked with each enterprise to develop ques-
tions that reflected their specific areas of
interest and additional social outcomes.
During this phase, groups had the oppor-
tunity to incorporate questions that were
important to them as program managers as
well as questions they needed answered for
other contract reporting purposes. For
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example, one group emphasizes vocational
training in addition to enterprise employ-
ment. They added questions about specific
job skills and employment history to meet
reporting requirements for a public contract
under which they operate a portion of their
program. By designing the system to incor-
porate additional indicators for other pur-
poses, REDF is hoping to reduce any dupli-
cation of effort on the part of the participat-
ing organizations and provide a streamlined
system for information gathering and use.
In many cases REDF supplemented its fund-
ing of the agencies to facilitate this approach.
The end goal is an integrated MIS® capable
of generating custom reports for a variety of
investors and stakeholders.

To ensure its utility, the instrument was
pilot tested in each organization. In some
cases this resulted in a need to refine the core
set of indicators — not an easy task. Changing
questions because of one group’s pilot test fre-
quently had implications for other groups.
This made for an iterative process of adapta-
tion, with careful coordination and ongoing
communications with each organization. In
addition, the process of automation had to
wait until all the instruments were finalized.
The alternative — changes to the system at a
later stage — would have resulted in frequent
modifications to the database programming
effort at great cost, potentially to the integrity
of the system itself.

Implementation

Once the design was complete, the focus
shifted to implementation. With the busi-
ness indicators as well as the quarterly
employee reporting, the first issue to arise
was the need for timely and accurate data
submission. During the first six months of
implementation, about one-third of the
groups did not submit their information on
time or submitted incomplete or inaccurate
data. It was found that these difficulties were
often signs of other performance issues with-
in the business such as a faulty accounting
system, ineffective staffing, inadequate staff
training and capacity, or outdated
client/employee-tracking systems.

This early experience highlighted the
need for quality control. Because of these
concerns, six months into the process, the
consulting group met with each of the enter-

prises to assess the usefulness of the system
and ask for recommendations. Overwhelm-
ingly, enterprise staff of REDF funded organi-
zations expressed that the system was useful,
particularly the analysis charting trends over
time. They also offered constructive sugges-
tions to eliminate other parts of the analysis
they viewed as less useful in their work. Their
suggestions were implemented and the IMT
continues to monitor the effectiveness of the
system, making refinements as needed.

With respect to the more intensive social
impact system,the issues that have arisen thus
far largely concern who conducts the inter-
views. There are important legal concerns
regarding an employer asking certain person-
al questions of employees even within the
context of a social purpose enterprise. These
are not insurmountable: a social service
provider within an agency can conduct the
interview as long as the information provided
is never used to make a personnel decision in
the business.

Regardless, the question of who con-
ducts the interviews has a direct bearing on
organizational resources. Follow-up inter-
views in particular can be extremely
resource-intensive because they generally
require significant time locating and con-
tacting individuals, even when incentives are
provided.® Some of the groups wanted their
own staff to conduct all of the interviews —
baseline and follow-up — while others did
not feel they had enough internal resources
for any interviews at this time. For its part,
REDF wanted to ensure that the follow-up
effort remained a high priority, regardless of
who assumed the responsibility.

The groups were presented with a choice:
the baseline interview and data entry process
could either be conducted by in-house agency
staff or by an interviewer retained by the IMT
consulting group. Either way, the organiza-
tion would have access to the information.
The choice was really more a function of
readiness and organizational capacity. For a
few of the businesses with a lot of activities on
their plate,it was a relief to delegate this infor-
mation gathering effort for the time being.
All of the other groups were prepared to con-
duct the interviews themselves, viewing this as
an opportunity to build their internal man-
agement information capacity. The IMT con-
sultants provide training for their staff in
interviewing techniques and continue to offer
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groups ongoing technical assistance in
administering the interviews.

Because it is such a significant undertak-
ing, the follow-up tracking and documenta-
tion process is being spearheaded by the IMT
consulting team on behalf of all the groups
until there is common agreement that a par-
ticular group is ready to take on the follow-up
responsibility. At such time, the follow-up
effort will be transitioned to the individual
organizations in the portfolio.

Ongoing Technology Support
Information Technology (IT) specialists have
been an essential part of every stage of the
REDF management information system devel-
opment in order to ensure effective and appro-
priate use of technology resources. First, these
IT specialists helped equip all of the groups
with the basic hardware and software needed
in their operations and provided them with e-
mail capacity and Internet access. Next, the IT
specialists prepared the customized reporting
forms for the businesses’ financial and opera-
tional indicators on the WebTrack system.
Now, they are customizing databases for the
organizations to track social outcomes. For
many organizations, the involvement of these
IT specialists has allowed them to use techno-
logical resources to a far greater extent than
ever before. In some instances, organizations
have contracted independently with these IT
specialists to develop other information sys-
tems, some client-related, some donor-related,
but all concerning management information
in one form or another.

Analysis and Feedback

All of the thinking and preparation at the
beginning of the process has direct payoff
when it comes time for analysis. The targets
were already set for the business indicators,
the WebTrack system was in place on the
REDF web site, and the software application
to graph the trends was built and customized
for this process. IMT members were thus able
to download all information sent by REDF
organizations, add it to an existing data set,
graphically depict the trends for each indica-
tor and post them on the web site — all with-
in three business days. The technical aspects
of the system have fallen into place; the
remaining challenge is to ensure that the busi-

nesses effectively use the information to
inform practice.

In order to help ensure the organizations
make full use of the data and that data inter-
pretation is accurate, the organizations are
directly involved in data analysis. For exam-
ple, with the quarterly reports, summaries
were prepared for individual organizations to
review. Inreviewing the information of one
of the businesses, we discussed why the upper
end of the wage range was substantially high-
er for that business than many of the others.
We learned that some of the “target popula-
tion employees” in the business had devel-
oped enough skills and experience to be pro-
moted into supervisory positions and com-
mand wages commensurate with those new
responsibilities. Knowing the story behind
the numbers provided a fuller understanding
of the employees in that business and shed
light on the larger issues related to movement
in the labor force.

For the more intensive social impact
assessment, it is anticipated that the pre-plan-
ning will again pay off. IMT members will be
analyzing the information based on an organi-
zation’s and REDF’s hypotheses of change. If
the statistics and demographic data are to be
significant to the organization, they must be
accompanied by important questions, such as:

€9 What does this mean to you?

€9 What story do you read in these facts and
figures?

@ What other questions do you have to add
to this data set?

© What other social impacts can you
describe that illustrate, corroborate or
contradict the findings from the data?

This is the starting point for interpreta-
tion. IMT members will then piece each of
the stories together to get a clearer picture of
the whole in order to better understand
whose lives are changing, in what ways, and
over what period of time.

Continual Re-assessment of
Information Needs

Nonprofit organizations and their informa-
tion needs are changing all the time. New
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funding sources emerge which can influ-
ence nonprofit organizational development,
strategic directions and associated informa-
tion needs. Internal forces, such as a Board
of Directors, new executive leadership, or a
new management focus can also demand
new information. Similar to REDF’s expec-
tation for the businesses — that they will
continually incorporate new information

Lessons Learned

e have learned several fundamental

lessons so far in this process. We feel
they are worth noting for those who have an
interest in designing an effective management
information system in par tnership with non-
profit organizations. These lessons fall under
three main headings:

9 Time: It takes an enormous investment of
time to develop a system that balances the
sometimes conflicting needs of multiple
constituencies. This is particularly true if
one is seeking to involve nonprofit organi-
zations in the design and development of
the system, as opposed to a more tradi-
tional evaluation method of sending in
“independent” evaluators to assess a pro-
gram’s effectiveness. The process of sys-
tem design must accommodate the man-
agers’ schedules since there are countless
competing priorities for their time.

@ Resources: The development of the sys-
tem has required a significant investment
of financial resources. It has been neces-
sary to involve experts in a range of areas,
including data collection, technology, and
legal issues. In addition, The Roberts
Foundation provided incentives for the
employee interviews, compensated the
organizations for the time needed for sys-
tems development and is now going to
cover the cost of follow-up interviews. It
is estimated that from 1997 to 1999,REDF
will have invested close to $800,000 in the
portfolio nonprofits to build these sys-
tems. In order to make the system fully
automated, an additional amount in
excess of $1,000,000 will be required.

and allow it to influence their practice —
throughout the development of the infor-
mation system itself we have faced an ever-
changing environment and have had to
incorporate new information and new
demands along the way. This will be an on-
going process of reassessing and even rein-
venting the system to meet changing needs
and demands.

REDF is presently working to identify
other funding partners to underwrite this
process of development.

9 Flexibility: Perhaps the most important
lesson we have learned is the need for flex-
ibility: there is no fixed template to guide
this work, or “off the shelf” program to
implement. Rather, every aspect of the sys-
tem must be designed to give way to the
changing environment and to respond to
the needs of the organizations as they arise.

A recent development illustrates the pri-
macy of flexibility:

The IMT recently learned that many of
the groups no longer needed to utilize the full
complement of information available on the
WebTrack business indicator system to man-
age their business operations. It was learned
that while WebTrack had been instrumental
in helping groups jumpstart their business
information gathering efforts, over recent
months many of the businesses had moved to
an even more frequent — daily or weekly —
review of financial data. The businesses still
see a vital need for WebTrack and the business
indicator trend analysis it produces, particu-
larly for looking at historical information,
making future projections and demonstrating
business results to investors. But with respect
to day-to-day business information needs,
many of the groups are now beyond
WebTrack. REDF views this as a success and
is working with the portfolio to refine the
WebTrack business indicator system to con-
tinually meet these new emerging needs —
for example to fully automate the reporting
system itself.
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With respect to the social impact infor-
mation system, the groups are also in a differ-
ent place. They are greatly looking forward to
using WebTrack for accessing social impact
information. The groups anticipate the social
impact data WebTrack supports will add sig-
nificant value to the organizations and their
social purpose enterprises. They have a strong
interest in generating credible social impact
data, participating in ongoing analysis of the
data and identifying meaning and implica-
tions for practice.

The lesson here is that it is essential for
a management information system to be
dynamic and for its developers and users to
exercise maximum flexibility to stay rele-
vant. WebTrack is an essential foundation of
the REDF Portfolio information manage-
ment system. It provides a consistent plat-
form for data communication and a jump-
ing-off point for even more complex and
frequent information usage. It helps pro-
vide answers to important practical ques-
tions, and sometimes helps to frame new
questions that move the groups and this sys-
tem to its next level of capacity and sophis-
tication. The information exchange process
is in itself a moving target and so our goal
has become to continually build “WebTrack
and Beyond.”

Finally, it is clear that the task of creating
the perfect information system is never fully
accomplished because responsive nonprofit
organizations operate in a dynamic human
world. New programs must always be devel-
oped, and they often demand new sources
and types of information. These changes
inevitably involve additional financial invest-
ment, as well as additional staff and consul-
tant time. But, as one of the Executive
Directors recently explained, “..maintaining
the centrality of evaluation and information
in the enterprise keeps groups focused on
outcomes and on measuring progress towards
accomplishing their goals. This process of
generating and reflecting on information in
itself adds ongoing value. It helps groups to
identify and then focus on the work that is
most effective in accomplishing both their
social and their business missions.”

The WebTrack system will continue to be
refined as The Roberts Foundation and its
investees move forward into the future.
Working together to build information sys-
tems that generate data with high integrity is
clearly viewed as benefiting both the investor
and investee — and that fact will allow players
on both sides of the table to continue to
improve the quality of their efforts over the
years to come.
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Footnotes

1 The Roberts Enterprise Development Fund:

Implementing a Social Venture Capital
Approach to Philanthropy, Stanford University
Graduate School of Business,October 1998 and
Chapter 1: The Roberts Enterprise
Development Fund: A Case Study on Venture
Philanthropy.

Please see Chapter 8: Social Return on
Investment, for a more detailed discussion of
SROI.

Because of the potential sensitivity of the infor-
mation, each business has a password-protect-
ed, private web location that no one outside of
their business or the REDF IMT can access.

4 Because of the sensitivity of this collective infor-

mation, only members of the IMT and George
Roberts (the donor) have passwords to this pri-
vate web page.

Management Information System

Twenty-dollar incentive coupons are provided
by REDF to compensate interviewees for their
time during each follow-up interval. About half
of the groups have also requested that their
employees be offered incentives for participat-
ing in the baseline interviews. REDF has
responded affirmatively to all of these requests.

©2000 The Roberts Foundation www.redf.org
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Executive Overview

s discussed in the chapter on
Nonprofit Capital Markets,
there are increasing numbers of
new players entering the field of
philanthropy. These new play-
ers are joining many previous donors in
demanding not simply greater operational
accountability from those organizations to
which they provide contributions, but a
greater capacity to document the social and
other impacts of their charitable giving.
These new donors speak not only of “mea-
surement” and “outcome funding,” but
rather of “social return” and the ability to
document the “added- value” of their philan-
thropic investments.

Perhaps more importantly, it is our con-
tention that the true impact of the collective
work taking place in the nonprofit sector is
grossly under-valued by those both within and
outside of the sector due to an absence of
appropriate metrics by which value creation
may be tracked, calculated and attributed to
the philanthropic and public “investments”
financing those impacts. In the for-profit sec-
tor, one speaks of Price/Earnings Ratios and
Portfolio Fund Performance. Indeed, at the
close of every day one knows exactly what
financial returns have been generated by “the
market.” By contrast,nonprofit organizations
have no equivalent metrics by which to lay
claim to the value created through their labor.
This lack of transferable metrics underlies an
array of issues confronting the sector, ranging
from difficulties in fund-raising to an inabili-
ty to provide personnel with adequate com-
pensation. As the nonprofit sector continues
to compete for limited charitable dollars it
becomes increasingly important that we be
able to understand not simply that a program
is a “good cause,” but rather that its social
returns argue for increasing our investments
in their work.

To date, the knowledge base driving an
SROI analysis is still evolving. While Dennis
Benson has done some ground-breaking work
in advancing an understanding of return on
investment frameworks applicable to the pub-
lic sector and there have been several efforts to
present a “snap-shot” analysis of how one
might calculate a social return on investment
for individual nonprofit organizations, these
efforts have been isolated. An overall concep-

tual and practice framework for using such
metrics on an ongoing basis within a portfo-
lio of philanthropic investments has yet to be
advanced. Therefore, this chapter addresses
issues related to the understanding and mea-
surement of Social Return on Investment
(SROI).

The authors begin by introducing the
challenge of calculating SROI and identify
three types of value creation generated by
social purpose enterprises; these include:
Economic, Socio-Economic and Social.
The focus of the balance of the chapter is on
value creation taking place at the Socio-
Economic level and the documentation of
that value creation through the application
of an SROI framework.

The Roberts Economic Development
Fund (REDF) makes use of projected SROI to
evaluate capital grant requests made by orga-
nizations in the REDF Portfolio. A sample
capital grant request analysis is presented to
demonstrate the concept in practice.

Beginning in the summer of 1999, SROI
templates will be used by REDF to begin the
establishment of an ongoing measurement of
SROI within its portfolio. With such a frame-
work in place, the argument is advanced, the
“return” on philanthropic “investments” may
then be calculated on an ongoing basis for this
philanthropic portfolio of the Roberts
Foundation.

The chapter concludes with a discussion
of the theoretical and strategic limitations and
challenges of applying an SROI analysis to
philanthropic investments.

In approaching this discussion, it is
important for the reader to understand that the
proposed metrics and framework of analysis
are changing and becoming more refined by
the day. Indeed, by the time this paper is
released, the REDF SROI Analyst will have
finalized yet one more iteration of our financial
templates by which we will quantify SROL
This paper and our own work are not present-
ed to our colleagues and critics as a fait accom-
pli, but rather a true work of action research. A
second, follow-up paper will be published in
the fall of 2000 that will present not only our
first Portfolio Report, but a discussion of the
problems encountered in applying our
methodology. REDF has consistently present-
ed its work with candor and honesty concern-
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ing its challenges and limitations. We look for-
ward to continuing to do so and offer the follow-
ing two chapters as additional contributions to
the ongoing work of not only those engaged in
Social ~ Entrepreneurship and  Venture
Philanthropy, but to the Nonprofit Sector as
a whole. Finally, we welcome the reader’s
comments and observations for how this

Introduction

he challenge of tracking social impacts

and calculating a foundation’s “social
return on investment” (SROI) are both issues
which have been of increasing concern to
many in the philanthropic and nonprofit com-
munities. In 1996, The Roberts Foundation
presented its initial framework for calculating
a Social Return on Investment in our report
entitled, New Social Entrepreneurs: The Success,
Challenge and Lessons of Nonprofit Enterprise
Creation. That framework used a modified
discounted cash flow analysis in an effort to
calculate the impact achieved through a foun-
dation grant and document the economic
value of the social purpose enterprises the
foundation had supported.

While this effort was a meaningful, well-
received, first step, we have come to view that
initial framework as needing improvement in
the following areas:

@ The framework presented was useful in
calculating the return on investment
achieved by an individual foundation’s
grant, but did not allow for consideration
of all investments (e.g., subsidies) under-
writing an enterprise activity and was
therefore felt to be lacking as a measure of
total social return on investment for a
nonprofit organization;

@ The framework made use of three dis-
count rates (0% to represent the cost of
capital for grant funds,3% for a Program-
Related Investment and 9% for the stan-
dard market cost of capital), but did not
address the challenge of using traditional
means of calculating an appropriate dis-
count rate, for example through use of the
Capital Asset Pricing Model/Weighted
Average Cost of Capital (CAPM/WACC)
formulas;

approach may be improved and where its
weaknesses are found. This framework is
not the answer, but is offered as one more
step along the way. We look forward to hear-
ing your comments regarding how it may be
improved and to learning how you are mov-
ing to document the social impact of your
own work.

@ In its 1996 report, the framework was
used by the Foundation to analyze a sin-
gle investment, but was not tied to oper-
ating financial templates that could be
updated on a regular basis. Thus, calcu-
lation of rates of return could not be
continually adjusted based upon the
actual performance of an investee orga-
nization—a key aspect for assessment of
ongoing value creation in the nonprofit
sector.

With these and other considerations in
mind, over the course of 1997 the Roberts
Foundation (under its new initiative, the
Roberts Enterprise Development Fund or
“REDF”), spent significant staff, investee and
outside consultant time discussing how best
to approach the overall issue of “evaluation”
and the calculation of a social return on
investment. It was concluded that:

€ Evaluation, as generally practiced in the
nonprofit sector, tended to be retrospec-
tive; did not inform practice by tying per-
formance directly to making changes in
practice; and is primarily externally
focused (e.g., what did we say we were
going to do in our proposal and did we, in
fact, do it?);

© Evaluation as a concept,therefore,was less
helpful than information management in
support of practitioners’ efforts to serve
populations with complex needs;

@ With an effective information manage-
ment system in place both investees and
REDF could assess the business and social
activities of REDF-funded organizations
more effectively; and
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9 Such a system could generate social out-
come information of interest to investees,
while laying the foundation for the Fund
to track SROI more effectively.

After nearly a year of planning and
design, in the first quarter of 1998 REDF
“went live” with WebTrack, an information
management system based on operational
indicators developed by enterprise man-
agers with the staff of BTW Consultants!
and REDE This system began with a pri-
mary focus on business operations—data
that is now being used to inform business
practice. At the conclusion of 1998,
WebTrack’s second component, that of
social outcome indicators and data track-
ing, was completed.

WebTrack is an Internet-based infor-
mation management system designed for
and with REDF Portfolio investee organiza-
tions. The social outcome component of
the system, based in part upon the tem-
plates developed to track business opera-

The SROI Project

he SROI Project runs from February

1998 through summer 2000, at which
point preparations will be made to release
the first REDF Portfolio Report. That report
will present both our analysis of the initial
social impacts of REDF-funded organiza-
tions and the refined framework by which
the Fund intends to calculate its SROI on an
ongoing basis.

The task of assessing a foundation portfo-
lio’s SROI is extremely complex, involving a
number of areas of study. While the process
requires input from investee organizations, it
has been staffed by REDF, making use of exist-
ing businesses’ financial reports and other rele-
vant documents in order to minimize the time
and resource impact on investees.

The SROI Project is divided into the
following four sections:

True Cost Accounting Analysis (TCAA)
Before one can attempt to understand
social costs (and benefits) as a whole, one

tions, is designed to provide information
regarding the social and training program
operations. As this system becomes fully
operational, it will be possible for investees
and REDF staff to assess progress toward
fulfilling the social mission of our work.
While critical to quantifying SROI, the doc-
umentation of social impacts is both com-
plex and “process intensive.” Therefore,
this document presents a brief description
of the WebTrack system, but does not fully
discuss it. A companion chapter, “Web-
Track and Beyond: Documenting the
Impact of Social Purpose Enterprises,”
describes this social outcomes data system
and design process in full detail.

As the WebTrack information manage-
ment system was being developed with the
organizations in the REDF Portfolio, other
REDF staff turned their attention to the
challenge of developing both the financial
frameworks and social metrics for assessing
individual grantee SROI and a portfolio
SROI for the REDF initiative as a whole.
This effort is known as The SROI Project.

must understand how individual organiza-
tions currently track such expenses and
charge such expenses to the appropriate
cost center. The TCAA assessed REDF
funded enterprises’ current state of
accounting for social, business and other
costs. This analysis provided us with a
baseline understanding of present practice,
while it assisted us in developing a frame-
work capable of comparing “apples to
apples.” The prior chapter entitled “True
Cost Accounting: The Allocation of Social
Costs in Social Purpose Enterprises” was
written by Heather Gowdy and presents
this framework.

Capital Structure Issues and
Analysis for Social Purpose
Enterprise

Any single investment of grant equity and
the returns generated by that investment
must be understood in terms of the other
investments, debt and equity that support
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the organization. Over the summer of 1998,
a REDF Farber Intern, Jay Wachowicz,
examined the overall capital structure of a
sample group of REDF Portfolio organiza-
tions. Together with REDF’s executive
director, he applied business valuation
frameworks to each social purpose enter-
prise and its parent corporation. In July of
1999, REDF’s staff was joined by Suzi Chun,
a Farber Fellow serving in the position of
SROI Analyst. Jay and Suzi’s work build on
REDF’s past efforts in this area and form a
significant part of the material presented in
the following pages.

Social Outcome Analysis and
Summary

With the WebTrack system fully functioning,
data will be generated showing the aggregate
social impacts of funded organizations. As the
process unfolds over coming months, specific
outcomes experienced by individual partici-
pants will also be measured. In the future,this
system will have the potential to provide “real-
time” feedback to operations managers but will
initially be tracked in six-month increments.
REDE, together with REDF Portfolio organiza-
tions and partnering funders, will work over
coming months to achieve real-time reporting.
In addition to helping practitioners, the evolv-
ing information system provides the founda-
tion for a database upon which a social return
may be calculated2.

SROI Portfolio Analysis

As we move through 2000, REDF and its
investee organizations will be positioned to
release regular reports that, in addition to
documenting the qualitative impacts of sup-
ported activities, will also document the eco-
nomic value of those social impacts. Overall
SROI for the REDF Portfolio can be calculat-
ed using these data, aggregated. An initial
portfolio report, written in partnership with
REDF investee organizations, will be complet-
ed in the summer of 2000. That report, in
addition to presenting our SROI figures, will
also discuss the limitations of the approach
and the challenges for future research.

Increasingly, nonprofit organizations and
the foundations that support them are under
fire to document the effectiveness and value
of their work. It is our position that support-
ing tax-exempt organizations,especially those
engaged in social purpose enterprise develop-
ment, makes sense not simply from a general,
charitable perspective, but on the basis of
sound,investment logic.

The fundamental premise of our work is
twofold:

First, that a philanthropic dollar invested
in the social mission ¢ anonprofit today
generates future economic and ocial

returns in excess of the initial value of that
dollar; and

Second, that social purpose enterprises—
and many tax-exempt, nonprofit organi-
zations—are creating significant value for
society which ges largely undocumentd
and is vastly under-ap preciated.

To date, the sector has been unable to
present a cogent, well-structured frame-
work for ongoingmeasurement of the value
created by the nonprofit sector. As a result,
much of the social and financial impact
generated by social investments of grants
and other resources is undervalued by com-
munity members, funders, practitioners
and government leaders. This inability to
define and understand social and economic
value has made for a serious information
gap and a lack of objective performance
assessments. In the absence of these mea-
sures, effective allocation of financial and
other resources is hindered, which, in turn,
limits the sector’s ability to pursue
improvement of community living stan-
dards and other long-term goals.

REDF has always placed significant
emphasis on documenting the social and
economic value of the work engaged in by
portfolio organizations. The SROI Project
is our effort to move the quality of both
our own work, and that of the field, to a
higher level.
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Quantifying the Immeasurable:
Fundamental Concepts of Value Creation

Shifts in the Capital Market

his paper presents a general framework

for understanding and calculating
social return on investment. The funda-
mentals are easily grasped. The chapter
entitled “The U.S. Nonprofit Capital
Market: An Introductory Overview,” pre-
sents a detailed discussion of current trends
within the capital markets that fund the
activities of the nonprofit sector. The read-
er is directed to that chapter for a more
complete discussion of shifts taking place in
that market.

To understand the application of the
SROI framework, one must first understand
that the current nonprofit capital market is
undergoing  significant transformation.
Historically, the U.S. nonprofit capital market
has been:

@ Charity Oriented - Emphasizes the good
feeling and potential tax benefits a donor
may receive from making charitable gifts
to a nonprofit

@ Process Focused- Pursues such questions
as “How many clients were served?” or
“How many people attended a training
session?”

© Based Upon External Evaluation
Measures - Tends to be retrospective, ori-
ented to meeting the needs of external
players such as funders, and does not
directly inform the work of program or
operations managers

Together, these factors have helped create
the nonprofit capital market that has evolved
over past decades and have fostered resource

allocation decisions often driven largely by
politics, perception and persuasion as
opposed to more objective criteria.

However, increasingly the nonprofit cap-
ital market is moving away from a “charity”
orientation and toward one that views grants
and donations as a form of investment in the
nonprofit sector and the various communities
served. The evolving nonprofit capital market
is increasingly:

@ Investment Oriented - Views each invest-
ment in relation to the overall capital struc-
ture of the nonprofit organization, not as a
separate grant that stands on its own;mea-
sures the return on that investment in
terms of social earnings and against a mea-
sure of social return on investment

@ Outcome Focused -Attempts to enunciate
the fundamental value proposition of the
nonprofit “investee” and focus upon mea-
suring what specific value was created as a
result of the philanthropic investment in
support of that value proposition

© Internal MIS Based - Maintains a pro-
spective orientation—assessing what is
projected to take place and what has hap-
pened in the immediate reporting period,
rewarding effective execution by managers
and, perhaps most importantly, creating a
management information system that
directly informs the work of practitioners
over time, as opposed to simply justifying
their activities to external players

Because of these trends, the nonprofit
capital market and those who operate within
it must begin to understand, enunciate and
quantify the value creation of the social sector
in a whole new way.
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Understanding Types of Value Creation in Social

Purpose Enterprises:

n the words of J. Gregory Dees, Kauffman
Foundation Social Entrepreneur in
Residence, the term entrepreneurism “came to
be used to identify some individuals who stim-
ulated economic progress by finding new and
better ways of doing things. The French econ-
omist most commonly credited with giving the
term this particular meaning is Jean Baptiste
Say. Writing around the turn of the 19th cen-
tury, Say put it this way, ‘The entrepreneur
shifts resources out of an area of lower and into
an area of higher productivity and greater
yield. Entrepreneurs create value.”3
For social entrepreneurs operating social
purpose enterprises, this value creation
process simultaneously occurs in three ways
along a continuum, ranging from purely
Economic, to Socio-Economic, to Social:4

Economic

We will first briefly discuss the two
extremes of this continuum, but focus most of
our discussion on Socio-Economic value cre-
ation, the arena in which both economic and
social value are considered. It is this combined
value creation process that an SROI analysis
attempts to measure.

Economic Value

Economic value is created by taking a
resource or set of inputs, providing addition-
al inputs or processes that increase the value
of those inputs, and thereby generate a prod-
uct or service that has greater market value at
the next level of the value chain. Examples of
economic value creation may be seen in the
activities of most for-profit corporations,

whether small business, regional or global.
Measures of economic value creation have
been refined over centuries, resulting in a host
of econometrics, including return on invest-
ment, debt/equity ratios, price/earnings and
numerous others. These measures form the
basis for analyzing most economic activity in
the world.

Social Value

Social Value is created when resources,
inputs, processes or policies are combined
to generate improvements in the lives of
individuals or society as a whole. It is in
this arena that most nonprofits justify their
existence, and unfortunately it is at this
level that one has the most difficulty mea-
suring the true value created. Examples of

Socio-Economic

Social Value creation may include such
“products” as cultural arts performances,
the pleasure of enjoying a hike in the woods
or the benefit of living in a more just soci-
ety. To quote J. Gregory Dees again, Social
Value is “about inclusion and access. It is
about respect and the openness of institu-
tions. It is about history, knowledge, a
sense of heritage and cultural identity. Its
value is not reducible to economic or
socio-economic terms”> Social Value can
be found in anti-racism efforts, some
aspects of community organizing, animal
rights advocacy and folk art. It has intrin-
sic value, but can be difficult to agree upon
or quantify.
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The three types of value being created by the
REDF Portfolio (Economic, Socio-Economic
and Social) should be undestood as being
created over a specific iwestment time frame.
In this case, that time frame is over a 10 year
period. Furthermore,all three types of value
should be undestood to rest upon a purth
dimension of value cweation — that of
Transformative Value. The central purpose
of the nonprofit sector is to aeate some type
of change — to transform our socidy and
world for the tetter. Transformative Value
becomes the basic pundation upon which the
other three types of value are based.%

Understanding Frameworks for The Measurement of
Socio-Economic Value

e have already stated that measures of

Economic Value are standardized and
support the basis for most economic activity
in the world. And we have also acknowledged
that in the Social Value arena there are factors
that are indeed beyond measurement, yet
clearly are of value and worth affirming. In
between these two poles of value creation lies
Socio-Economic Value.

Socio-Economic Value builds on the
foundation of Economic Value creation by
attempting to quantify and incorporate cer-
tain elements of social value. An entity creates
Socio-Economic Value by making use of
resources, inputs, or processes; increasing the
value of these inputs, and by then generating
cost savings for the public system or environ-
ment of which the entity is a part. These cost
savings are potentially realized in decreased
public dollar expenditures and partially in
increased revenues to the public sector, in the
form of additional taxes. Examples of activi-
ties that generate Socio-Economic Value are
supported employment programs for the dis-
abled or homeless, job training programs or
other initiatives that provide employment for

those presently receiving public support and
divert individuals away from public systems
and toward private markets. We posit that
value creation in this arena can be measured
using a social return on investment metric,
social earnings calculations and other evolv-
ing metrics discussed in this chapter. While
not the focus of this chapter, variations on an
SROI metric may also be applied to environ-
mental, educational and other areas of inter-
est and activity to the nonprofit sector.

In this context, it is important to under-
stand that:

The core SROI analysis, as presented by
REDE does not attenpt to definitively quantfy
and capture all aspects of the beefits and wlue
that accrue as a result of a successful program,
but rather to identify direct, demonstable cost
savings or revenue ontributions that esult from
that intervention. And, with that documenta-
tion in place, an SROI analysis argues that the
nonprofit should be at least partially compen-
sated and/or credited for the value it creates in
the marketplace. Public sector “pay for perfor-
mance” and other trends are a move in this
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direction, but need to be taken one step fur-
ther, with social impacts being tied back to the
“investment” required to achieve such impacts.

While the SROI framework presented in
this paper focuses primarily upon the cre-
ation of metrics by which to quantify Socio-
Economic Value, the reader should note that
the REDF information system is simultane-
ously attempting to track much more than the
value of cost savings to the public system. As
the reader will see in a review of the informa-
tion and tracking survey found in this chap-
ter’s appendix,REDF and its portfolio organi-
zations are also tracking an array of other fac-
tors including such challenging areas as shifts
in personal self-esteem—factors that fall
mainly within the category of Social Value.

In the same way that an informed
investor does not simply look at a single num-
ber in order to understand the worth of a par-
ticular investment, REDF encourages those
involved in the application of an SROI analy-
sis to seek out and use other tools with which
to understand the value being created by a
particular organization in which one has
invested or is considering an investment. By
combining a Socio-Economic measure of
value with other measures, one may then
begin to understand the full return being
leveraged for participants, stakeholders and
society at large.”

Finally, an SROI analysis is not simply a
traditional form of cost/benefit analysis docu-
menting that for every dollar spent on “X,”
“Y” number of dollars are saved. Rather, it
analyzes both the cost savings generated by
any given social program and the effects of

An SROI analysis does the following

© examines a social service activity over a given time frame

(usually five to 10 years);

@ calculates the amount of “investment” required to support
that activity and analyzes the capital structure of the non-
profit that is in place to support that activity;

€ identifies the various cost savings, reductions in spending
and related benefits that accrue as a result of that social ser-
vice activity;

@ monetizes those cost savings and related benefits (that is to
say, calculates the economic value of those costs in real dollar
terms);

@ discounts those savings back to the beginning of the invest-
ment timeframe (referred to as “Time Zero”) using a net pre-
sent value and/or discounted cash flow analysis; and then

@ presents the Socio-Economic Value created during the invest-
ment time frame, expressing that value in terms of net pre-
sent value and Social Return on Investment rates and ratios.

investing limited “social funds” in one form of
social activity as opposed to another, with
varying costs of capital. The REDF SROI
analysis potentially may include views of both
the cost of that investment and the relative
return generated by competing investment
opportunities in the nonprofit capital market.

The balance of this chapter presents in
detail how that analysis may be undertaken in
the area of social purpose enterprises.

General Overview of an SROI Analysis

he exhibit on the following page illustrates

the overall framework for the social return
on investment calculation. The return may be
measured as a ratio such that the present value
of the net benefits is divided by the present
value of the total costs or may be calculated
based upon a return on investment calculation
using an agreed upon a discount rate or range
of rates.

The net benefits of an investment in a
social purpose enterprise are comprised of

two “cash flows.” The first cash flow is gener-
ated from the operations of the social purpose
enterprise itself. The business cash flows are
forecasted out 10 years and to perpetuity and
are then discounted back to a present value
figure. The second cash flow is a calculation of
the total net savings to society, which is to say
the economic value of the program’s social
impacts. For our purposes,the term “society”
refers specifically to those governmental enti-
ties upon which the social “cost” of poverty
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SROI Calculations

($000’s)

Time Period
0

Business Cash
$3,182

Social Benefit Cash Flow

$2,373

Net Present Value

$5,555

Present Value of the Benefits

Flow

250| 380 420 | 510 | 620

200 254 328 412 | 496

<=

Present Value of the “Costs”*

* = Present Value of the “costs” in this case is the grant equity contributed to the organization by government and foundation sources

$

Social Return Ratio

750

589

(NPV Bus. Cash Flow + NPV Social Benefits)

7 8 9 10| Perp
840 950 | 1,170 | 1,290 | 1,400
653 786 816 920 | 1,000

with IRR calculation provides:

b

SROI Rate

falls. Creating social and socio-economic
value clearly is of benefit to individual pro-
gram participants and communities and we
also recognize that the immediate burden of
poverty falls upon families and communi-
ties. However, the actual dollar expense of
social and other programs accrues to the
public sector which is supported by tax-
payer dollars and, thus, society at large.

To quantify this net savings, REDF has
hired BTW Consultants to track on an ongo-
ing basis the costs of unemployment and the
reduction of these costs as a result of employ-
ment within the social purpose enterprises.
The net savings to society is made up of the
additional tax dollars generated from the
operations of the business and the reduction
in unemployment costs, the new wages of the
employees, and additional dollars the enter-
prises used associated with their social mis-
sion, less any grant and philanthropic invest-
ment dollars. Wages and the additional dol-
lars used for the enterprises’ social mission,
while costs to the enterprises, are considered
benefits to the employees. This cash flow is
forecasted out 10 years and to perpetuity and

is then discounted back to a present value fig-
ure using a range of discount rates. The new
tax dollars, net savings, and business cash
flows are discounted using the appropriate
discount rates and then summed to form the
total benefits to society. This figure repre-
sents the performance of the organization—
its Socio-Economic Value.

The net present value of the benefits is
divided by the total costs of the organization.
The total “costs” represent the philanthropic
dollars invested during a given year or other
investment time frame. This final figure rep-
resents one of the performance measures of
the organization—its SROI ratio.

Another performance measure is the
SROI rate, which is calculated by performing
Internal Rate of Return (IRR) calculations
based on the total Socio-Economic Value
and total “costs.”

These measurements are for the organi-
zation and grant dollars in total. The frame-
work to be used for the calculation of an
individual “investor’s” SROI is addressed in
Calculation of Nonprofit Share Value and
Equity Ownership, presented in Chapter 9.
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How REDF Uses SROI to Assess Current

Investment Opportunities

central premise of this chapter is that
Aall forms of charitable giving constitute
a form of investment in the nonprofit sec-
tor. With an SROI framework in place,
investors are now in a position to use SROI
analysis as a tool to assist in decision mak-
ing with regard to the large number of
investment options available in the non-
profit sector. In the same way for-profit
investors consider their overall investment
goals, their appraisal of the managers of a
given venture and internal rate of
return/net present value projections when
weighing an investment decision, the SROI
framework may allow charitable investors
to engage in the same type of considered
analysis.

In the case of REDFE core investments
are made in each organization included in
the REDF Portfolio. Those investments are
made against a variety of criteria, which in
most cases include a projection of SROI
returns. Each REDF organization is also
able to apply for additional investments to
support capital expansion to make possible
the execution of the funded business plan.
All capital grants are evaluated with refer-
ence to their potential SROI return. The
assessment is a base-line evaluation of pro-
jected returns and includes the fundamental
measures of socio-economic value in the
REDF context: tax dollars saved as a result of
individuals leaving public assistance and
income taxes paid as a result of wages
earned by employee/trainees in the social
purpose enterprise.

The first section of the template on the
following page presents a summary of the
information presented in following sections.
The analysis addresses two issues:

€© What increase in Economic Value will be
created through the investment? (eg. How
does the social purpose enterprise benefit
from the investment?)

€ What increase in Socio-Economic value will
be generated by the investment? (eg. What is
the economic value of the social impacts?)

In addition, analysis is made concerning
what the potential negative effect may be
should the investment request be denied. The
effort here is to understand the relative pros
and cons of a given investment opportunity.

It is important to note that, as presently
constituted, SROI analysis does not allow
investors to consider the relative value of com-
peting investments from different sectors. For
example, a program employing at risk teens
with an SROIT of 34% is not necessarily “better”
than an adult program providing transitional
employment as well as educational support, but
with an SROI of 22%. Such a use of SROI
would constitute an effort to engage in an
“apples to oranges” comparison. However, the
present system would potentially allow for cross
comparison within a similar sector—say, for
example, two related youth programs employ-
ing teens from a given neighborhood.

At present, while REDF makes use of this
template to assess capital requests of each
organization in its portfolio on a “deal by
deal” basis, at this time REDF itself does not
have the capacity to assess the relative value
of each investment. Furthermore, at present
REDF does not evaluate how each investment
will affect the SROI performance of the port-
folio as a whole. With the institution of
ongoing SROI analysis, the Fund will have
the ability to convert to such an investment
tracking system.
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REDF Analysis of Returns on a Proposed 1999 Capital Investment

Name of organization - business: A Really Great Nonprofit Organization Changing the World

Amount requested for 1999: $100,000

Planned use of amount requested funds: Provide down payment for purchase of building housing a
Social Purpose Enterprise in SF

1998 | 1999 | 2000 | 2001 | 2002 | 2003
Net Business Income na $42,000 $61,718 $73,730 $85,743 $67,910
Net Social Benefit na $48,100 $46,175 $53,550 $63,564 $71,179
Total Business & Social Benefit $90,100 $107,893 $127,280 $149,307 $139,089
Cost of cap.”A” 0% NPV at 0% $520,669
Cost of cap.”B” 3% NPV at 3% $451,739
Cost of cap.”C” 9% NPV at 9% $343,969

NPV Calculations

Overview of business growth with vs without investment

With investment:
Estimated
1999-2003
1999, 1999, 2003, growth
1998 without with with % growth, | attributed to
(actual) investment investment investment 1999-2003 investment
Sales $309,605 $163,043 $356,000 $433,009 21.63% $269,966
Net income $40,000 -$111,700 $53,407 $82,600 54.66% $194,300
Net income
as % of sales 12.92% -68.51% 11.80% 19.08%
Target population jobs
(FTE) annually 8 6 9 12
With investment:
Projected business performance
1998 1999 2000 2001 2002 2003
Sales $309,605 $356,000 $375,252 $394,505 $413,757 | $433,009
Net income $40,000 $53,407 $67,150 $93,950 $103,450 $82,600
Net income as % of sales| 12.92% 15.00% 17.89% 23.81% 25.00% 19.08%
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Estimated business performance attributed to investment
1999 2000 2001 2002 2003
Sales $192,957 $204,513 $217,111 $231,191 | $250,459
Net Income $42,000 $61,718 $73,730 $85,743 | $67,910
Social Benefits
1998 1999 2000 2001 2002 2003
# Target pop. jobs
annually (FTE) 8 9 9 10 11 12
Hours per week 320 360 360 400 440 480
Avg. target pop.
wage rate $6.00 $6.20 $6.20 $6.20 $7.00 $7.00
Total target
pop. payment $96,000 $111,600 $111,600 $124,000 $154,000 |$168,000
Tax rate 15.00% 15.00% 15.00% 15.00% 15.00% | 15.00%
Federal taxes from
new jobs $14,400 $16,740 $16,740 $18,600 $23,100 | $25,200
Estimate of social welfare system savings (partial):
1998 1999 2000 2001 2002 2003
Food stamps @ $1440/
person annually $11,520 $12,960 $12,960 $14,400 $15,840 $17,280
TANF @ $6,000/
person annually $48,000 $54,000 $54,000 $60,000 $66,000 $72,000
System savings
(partial) $59,520 $66,960 $66,960 $74,400 $81,840 $89,280
Estimated social
costs ** $30,961 $35,600 $37,525 $39,450 $41,376 $43,301
** Assumes social costs absorbed by the business are 10% of sales
1998 1999 2000 2001 2002 2003
Net Business Income na $42,000 $61,718 $73,730 $85,743 $67,910
Net Social Benefit na $48,100 $46,175 $53,550 $63,564 $71,179
Total Business
& Social Benefit $90,100 $107,893 $127,280 $149,307 $139,089
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How REDF Is Building an Information Management System

to Track Ongoing Investment Returns

s presented in the previous section, the
echanism by which projected invest-

ment returns are assessed is in many ways fair-
ly basic. Moving from assessment to ongoing
documentation and tracking is more complex,

even if it is simply an extension of that frame-
work. The chart below presents the various
components of the information system by
which individual REDF organizations docu-
ment social impact and REDF as a whole will

THE ROBERTS ENTERPRISE DEVELOPMENT FUND
SOCIAL RETURN ON INVESTMENT (SROI) SYSTEM

ECONOMIC INPUTS

Collected,input every 6 months

MIS System built by
Dayspring Technologies

Agency Financial

SOCIO-ECONOMIC INPUTS

Collected, input every 6 months

Socio-Economic

Data ($) Outcome Data
O GRANT INVESTMENTS (Goal: quarterly)
+ Federal O SociaL
+ State SummaTy INDICATORS
+ City/County %;Xn;‘:{lgzg O Portfolio Financial Templates statistics * Individual Data
+ Foundation from BTW « Aggregate Data
* Individual O Agency Financial Templates * Rawvs.
o ) Matched Sets?
O DEBT O Enterprise Financial Templates - By enterprise
. . * Byagenc
O Social Savings and Revenue Standard sy

[0 VALUATION OF PARENT
AT TIME ZERO Templates

Calculate a Social Beta

. Use 5 different discount rates used by indi-
Enterprise(s) . 0% Grant viduals sur-
Financial Data ($) . 39 PRI Standard veyed
O ALLOCATION OF TOTAL 9% Line of Credit taxes paid

GRANTS RECEIVED . 15% CDFI [ SOCIAL REVENUE

. 0,
[0 DEBT INCURRED 24% Low grade ve

SPECIFIC TO ) [0 Calculate share value for
ENTERPRISE BE/‘S‘tgglﬁel organizational equity
990

[0 BUSINESS INDICATORS

Social + By portfolio

Savings

[0 SOCIAL SAVINGS
+ Less Services

+ Taxes generated
by individual
wages earned

Standard &
ggency

[0 MONETIZED DATA
FOR EACH OF THE

+ Gross Sales

Gross Profit

Net Income before
S&S

Net Income after
S&S

ABOVE INDICATORS

Backup data on how
each enterprise SROI REPORTS

accounts for social Agency Specific and Portfolio

costs Generated every 6 months
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track its Social Return on Investment for
reporting in 2000.

The system processes two forms of quan-
titative information—Economic and Socio-
Economic:

Economic inputs are tracked and evalu-
ated based on the financial and accounting
information systems of the organization.
These Economic inputs include:
® grant investments,

@ debt carried by the nonprofit, and

@ the overall valuation of the Parent organi-
zation at Time Zero.

To this agency-wide information is then
added enterprise specific financial data:

4 grants for the social pur pose enterprise,

@ debt specific to that enterprise, and
€ a variety of business indicators, including
social cost information.$

Socio-Economic data is tracked through
a system developed in partnership with REDF
Portfolio  organizations and  BTW
Consultants. Each individual entering the
program is surveyed with regard to the social
and other programs they participated in prior
to employment in the enterprise. This infor-
mation is tracked on a six-month basis, both
individually and as an aggregate. The social
savings of these individuals (calculated based
upon decreasing uses of publicly funded pro-
grams) is then also calculated, as is the
amount of taxes generated by the individual
while employed in the social purpose enter-
prise and after employment in the enterprise.
A sample of the complete survey is provided
in the appendix to this document.

NPV and SROI Calculation

Business ABC, Parent Organization XYZ

Discount NPV 2000P 2001P 2002P 2003P 2004P 2009P | Terminal
Rates Period
Net Income 190,159 | 222,491 | 255,766 | 289,741 | 324,151 1 491,901 | 480,517
+ Depreciation 17,849 18,027 18,208 18,390 18,573 19,521 19,716
- Change in NWC 26,779 27,900 29,067 30,281 31,546 17,345 8,747
- Capital Expenditures 5,000 5,250 5,513 5,788 6,078 5,198 5717
Business Cash Flow 15.95%| $750,663 | $176,229 | $207,368 | $239,394 | $272,061 | $305,101 , $488,879 | $485,769
+ Public Social

Savings 460,204 | 460,204 | 469,408 | 478,796 | 488,372 " 539,202 | 549,986
+ New Taxes 66,717 68,719 70,780 72,904 75,091 87,051 87,921
+ Wages 444782 | 444,782 | 458,125 | 471,869 | 486,025 1 563,437 | 580,340
+ Social Expenses 1,976 2,055 2,137 2,223 2,289 2,578 2,578
- Grants/Subsidies 840,000 | 870,350 | 901,817 | 934,441 | 962,474 11,083,588 (1,094,424
Total Social Benefit 0%($1,251,696 | $133,679 | $105,409 | $98,634 | $91,350 | $89,303 " $108,679 | $126,401

3%| $221,139

9%| $171,667

15%| $143,467

24%| $119,738

WACC Rate 25%| $118,606
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SROI NPV 2000P 2001P 2002P 2003P 2004P : 2009P (Terminal
Rate | Period
TOTAL .
BUSINESS AND 14.57% |1,211,408 | 309,908 | 312,908 | 338,028 | 363,411 | 394,404 : 597,558 | 612,169
SOCIAL CASH I
FLOWS I
Discount Total Business ROI Social Social Benefit | Total Socio- SROI
Rates (Social) Business Ratio Benefit ROI Ratio Economic Ratio
Value Value
0% $750,663 17.30 $1,251,696 9.39 $2,002,359 46.14
3% $750,663 17.30 $221,139 9.04 $971,802 22.39
9% $750,663 17.30 $171,667 8.44 $922,330 21.25
15% $750,663 17.30 $143,467 7.94 $894,130 20.60
24% $750,663 17.30 $119,738 7.39 $870,401 20.06
25% $750,663 17.30 $118,606 7.36 $869,269 20.03

These data are then run through a set of
financial templates that allow for assessment of
individual social purpose enterprises, each of
the organizations in the REDF Portfolio and,
finally, the REDF Portfolio as a whole. A sam-
ple financial template with SROI calculations is
included on the previous page and continued
above. Together with the documented social
indicators, Social Return on Investment calcu-
lations will then be made at each level in order
to assist practitioners and investors in under-
standing the capital structure required to
achieve certain social goals and the degree to
which such goals are achieved over time.

As of this date, the information system
to track Economic Inputs is fully opera-
tional. The information system necessary
to track Socio-Economic Inputs is opera-
tional, but with varying degrees of speci-
ficity throughout the REDF Portfolio. For
example, while REDF and its member non-
profits are able to track all aggregate data,
not all 23 of the portfolio enterprises are
able to report on specific, individual data.
This data would be necessary for a com-
plete and comprehensive assessment of
ongoing SROI and will be available in the
fall of 2000.

Two Significant Challenges in SROI Analysis:
Determination of An Appropriate Discount Rate and
Allowing for “Degree of Difficulty”

The Importance of Discount Rates
and the Cost of Capital to SROI
Analysis

A key issue for the SROI valuation process is
the determination of an appropriate cost of
capital, that is to say, the discount rate to be
used in valuing future cash flows. The deter-
mination of an appropriate cost of capital to
be used in an SROI evaluation is critical;if the
cost of capital is overestimated,the calculated

total value of the organization is undervalued.
Conversely, if the cost of capital is underesti-
mated,the total value of the organization will
be overvalued. The cost of capital extends
credibility and validity to the estimation of
the nonprofit’s total value in both social and
economic terms.

Generally, when organizations do not
have the means to calculate an accurate cost of
capital they will use an arbitrary return based
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upon the historical market return; generally
the figure ranges from 10 to 12 percent.
However, the nonprofit sector has no compar-
ative market rates to use in our calculation of
an appropriate discount rate,and so one must
establish an agreed upon discount rate by
other means.

In our research, we were not able to find
significant information on how those engaged
in advancing frameworks for calculation of
SROI are determining their discount rate. The
dominant assumption appears to be that one
should assume a discount rate that is viewed as
“conservative,” in that there are no market
comparables against which to compare risk
exposure. Therefore, many have embraced a
discount rate tied to either a 30-year Treasury
Bond rate, or some other standard Municipal
Bond rating with an “A” grade. A 30-year (as
opposed to 2, 5 or 10-year period) bond is
selected since the benefits of the social pro-
gram are projected to be permanent. This is
the rationale adopted by one foundation that
used a 6.92% discount rate (i.e., Cost of
Capital) in its assessment of the ROI generat-
ed by that foundation’s grants.

In a separate, and extremely comprehen-
sive, review of the social and economic
impacts of Coastal Enterprises of Maine, this
issue is explored further:

“The selection of a discount rate is a par-
ticularly critical step in benefit cost analyses of
programs with benefits extending far into the
future. A somewhat lower rate of discount
would be defensible for CEI’s programs, for
three reasons:

@ No earnings growth has been built into
the future estimates of benefits.

4 Interest rates have been low for some time
and are not expected to rise appreciably in
the near term.

@ Economists argue that a“social rate of dis-
count” is appropriate for projects that
generate a large volume of unquantifiable
social benefits. The “social” rate is lower
than the market rate of interest.”

Having so stated, the authors then
embrace two discount rates, 5% and 9%, for
use in their analysis and simply turn to a dis-
cussion of how to connect shifts in business
performance to programs of CEL

For the purposes of the REDF SROI
framework, we will endorse a strategy that on
the one hand accepts the current limitations
of the field, but on the other challenges us to
create more accurate discount rates for use in
calculation of SROL.

In the for-profit sector, interest rates are
not simply estimated, but set as the relative-
ly logical outcome of complex calcula-
tions.10 These calculations entail a variety of
elements relating to the “cost” of capital, risk
exposure of that capital and the length of
time that capital will be in use before it is
returned to the investor. As stated else-
where, because there are no market compa-
rables against which to compare the degree
of risk involved in social purpose enterprise
development, we are not able to make use of
the Capital Asset Pricing Model or Weighted
Average Cost of Capital (CAPM/WACC)
analyses—but that does not mean we should
not try. As standards are put in place over
coming years and historical performance of
social ventures tracked, we will then be in a
position to establish market comparables for
use in such analyses. Complete descriptions
of CAPM/WACC are beyond the scope of
this paper, but are available in most business
or finance textbooks. And the authors look
forward to continuing our efforts to success-
fully operationalize such approaches in our
own work.

In the absence of such frameworks, we
have no choice but to continue with the basic
approach presented in our analysis of 1996,!1
with some expansion. In the REDF SROI
framework, we will use a range of discount rates
reflecting the following market comparables:

@ 0%: A zero discount rate reflects the cost
of capital represented by philanthropic
grants. While there may be an opportuni-
ty cost of sorts, those funds come from a
foundation’s annual payout requirement,
may not themselves be invested in the
marketplace and, to the recipient, repre-
sent “no or zero cost” capital.12

© 39%: A three percent discount rate reflects
the rate usually carried by a foundation
Program-Related Investment (PRI).13 PRI
funds are taken out of a foundation’s cor-
pus or giving budget and “invested” in
nonprofit efforts, either housing, business
lending or other activities. Although they
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are usually secured at some level and there
is a pay back period, they represent access
to “low-cost” capital to the investee.

© 9%: A nine-percent discount rate repre-
sents an average of a standard, fully
secured personal loan. If one were to take
out an equity line of credit on one’s home
in order to launch a small business ven-
ture, depending upon the degree of addi-
tional debt and a variety of other factors,
9% would be an average discount rate
applied.

Q 15%: A 15 percent discount rate repre-
sents the rate charged by many commu-
nity development financing institutions
extending credit to local small business
owners in lower income or targeted
communities. In such communities, it is
argued, the cost of capital is less impor-
tant than the access to capital and the
transaction costs of processing and man-
aging small business loans is high
enough to warrant rates of between 12
and 15 percent. Since social purpose
enterprises target specific populations in
order to achieve particular social goals,
such a rate would seem appropriate to
include in our range.

© 24%: Finally, we must address the fact
that social purpose enterprises represent a
significant amount of risk to the investor.
Unlike traditional social service or training
programs where one “knows” with some
degree of confidence that a given number
of individuals will be trained and complete
the program, those investing in social pur-
pose enterprises are not simply investing in
the process of a group of folks receiving
services. They are investing in both a
process of service delivery and the building
of a small business enterprise. One is vest-
ed in the organization, its business and the
individuals one hopes to assist—and as
such opens oneself up to a wide array of
direct and indirect risk factors.

In attempting to establish an appropriate
discount rate to reflect that risk, the clos-
est approximation is that of venture capi-
tal and the “hurdle rates” pursued by such
investors. A central strategy of venture
capital investors is that across a portfolio
of investments one may have two or three

that significantly under perform, four or
five that perform at “acceptable” market
rates and then two that may “hit a home
run.” Those final two may return from 50
to more than 150 percent on the original
investment. It is that return that brings
the performance of the portfolio as a
whole up to the overall hurdle rate sought
by the venture capital fund managers.

Two Points to Consider:
First, in setting its range of discount rates, REDF
could simply use the standard endorsed by the
field. Such a standard is to assign a discount rate
of no more than 9%, the highest figure we
found in use by other practitioners. We have
“raised the bar” on the discount rate issue for
one fundamental reason: whatever rate we are
finally able to calculate at some future point,
social purpose enterprises carry with them a sig-
nificant amount of risk exposure. Any discount
rate applied to this field must in some way
address the need for this risk premium. We
would prefer to do so through application of
CAPM/WACC frameworks, but without the
ability to do so, we must settle for whatever mar-
ket comparables seem appropriate. The appli-
cation of small business lending rates and mod-
ified venture capital rates seems most realistic.

Second, by committing ourselves to dis-
count rates which may be two to eight times
those used by other practitioners, we will have
the “negative” effect of driving down the pro-
jected rate of return for REDF investees and the
REDF Portfolio as a whole when viewed in com-
parison to those other practitioners. For exam-
ple, the previously cited foundation that used a
6.92% discount rate reported unadjusted SROIs
ranging from 877.04% to over 1690% for phil-
anthropic funds. By contrast, REDF SROI cal-
culations, both projected and emerging actuals,
report a significantly more “conservative,
though still impressive, range, usually between
25 and 100 percent.14

While we feel our numbers more accurate-
ly reflect the true carrying cost of the risk expo-
sure represented by our philanthropic invest-
ments, a direct comparison with others will not
provide an accurate understanding of the actual
value generated with REDF dollars. As practi-
tioners and funders move to report their Social
Return on Investment, it will be critical for play-
ers to embrace a single process for valuation of
the cost of capital as well as a standardization of
inputs brought to the calculation of a given
portfolio’s SROL
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Allowing for a Measure of the “Degree of Difficulty”:

A Definition of “Social Beta”

Why Calculate a Social Beta?1s

A social return on investment analysis offers a
means of assessing a nonprofit organization’s
performance in serving its target population.
If this type of performance assessment is to
facilitate comparison of “apples to apples,”
however, it must take into account that cer-
tain populations are more difficult to serve
than others. Some nonprofits serve targeted
members of the general population (such as
youth or displaced workers), while others serve
specific at-risk and/or high-risk populations
(such as the homeless youth or formerly incar-
cerated adults). At-risk and high-risk popula-
tions, compared to their counterparts in the
general population, need a more complex set
of social services,may require a greater level of
effort and resources from the social service
provider, and often carry greater risk of “fail-
ure” or face compounded challenges.

Overview of the Concept of “Beta”
In the Capital Asset Pricing Model (CAPM),
beta is a quantitative measure of an invest-
ment’s volatility relative to the overall mar-
ket. Thus, beta serves as a primary indicator
of a particular investment’s degree of risk to
the investor. Interpretation of an invest-
ment’s beta relies upon comparison to the
overall market, which, as the reference
point, has a beta of 1.0. Thus, an investment
with a beta of 0.75, for example, is expected
to produce returns at 75% of the market
rate; conversely, an investment with a beta of
1.75, is expected to produce returns at 175%
of the market rate. In essence, the market
rate of return provides the benchmark for
interpreting beta.

Beta values are calculated based upon
regression models that assess the degree of
linear correlation between an investment’s
return and overall market returns. When
these two sets of returns are plotted against
each other, the regression analysis fits a line
through the plotted points and measures the
slope of the line. Beta is the slope of this
regression line.

As part of the SROI analysis, three
methodological approaches are being devel-
oped by REDF for use in exploring the pos-

sibility of applying the concept of beta to the
nonprofit sector. Fach of these methods
produces a statistic (a coefficient of risk in
the first analysis and social betas with differ-
ent applications in the second and third
analyses) to provide potential “investors” in
the nonprofit sector with a quantitative
assessment of an organization’s expected rate
of social returns as well as indicate the degree
of risk inherent in working with a given tar-
get population.

The foremost limitation in attempting to
apply the concept of beta analysis to nonprof-
its lies in the lack of a market-based bench-
mark by which to compare the result. The
rest of this section presents three experimen-
tal approaches that in various ways account
for this limitation. The first two approach-
es(the coefficient of risk calculation and risk-
return social beta analysis) do not require a
market-based benchmark as they rely solely
upon intra-agency information,introducing a
measurement of risk based on social factors.
The third approach most closely resembles
the CAPM beta analysis, where investment
returns are regressed on market returns;how-
ever, in the absence of a nonprofit stock mar-
ket, a proxy nonprofit market is constructed
with the composite information across orga-
nizations in the REDF Portfolio augmented
with information from other organizations
serving lower-risk populations.

Comparison of the social return on
investment across social service agencies
must take into account this population “risk
factor” which indicates both the need for a
greater investment in the high-risk individ-
ual as well as the potential for a greater social
return on that investment. As described
below, calculation of a beta is one approach
to understanding risk. In our case we would
propose the development of a “social beta”
for use in SROI calculations. Accounting for
the “degree of difficulty”1¢ in serving a given
population is the purpose of calculating a
social beta. An organization’s social beta
would serve as a risk rating given the popu-
lation it serves. The social beta calculations
proposed here are experimental; they repre-
sent our current best thinking in theory and




150

Investor Perspectives

will be tested in practice in coming months.
Each analytic process will be tested and
refined based on these results.

The processes proposed below for calcu-
lating a social beta will yield three statistics
with distinct applications:

@ A Coefficient of Risk Associated with
Serving a Given Target Population will be
constructed. This coefficient will be gen-
erated for all target populations served by
REDF portfolio organizations and will
indicate the degree of difficulty in pro-
viding services to that population given
their social risk factors. It can be used in
financial and other equations to adjust
for the degree of challenges a population
poses to a nonprofit. As the coefficient of
risk increases, the degree of difficulty in
serving a population also increases. In
this way, nonprofit organizations calcu-
lating social returns on investment will
be able to allow for their serving more
difficult populations and addressing
greater social challenges instead of being
rewarded for “creaming” or targeting eas-
ier client groups in order to assure
increased social returns.

© A Risk-Return Social Beta Analysis will
generate a social beta rating of internal
performance. This beta indicates the level
of social return an organization can be
expected to yield given the levels of risk
presented by its target population. This
risk-return social beta is useful as a rating
of the organization’s performance,
accounting for how difficult it is to serve
its population.

@ A Social Beta Coefficient of Relative
Return will be produced from the
Relative Return Social Beta Analysis
across organizations in a Nonprofit
Marketplace. This social beta coeffi-
cient most closely resembles the betas
calculated for stock market invest-
ments. A relative return coefficient is
calculated for an individual agency but
interpreted in the context of how an
overall “nonprofit marketplace” is
expected to produce returns. The high-
er the relative return beta, the greater
the organization’s expected returns rel-
ative to the overall market.

Determining a Coefficient of Risk Associated with Serving
a Given Target Population

ocial “risk” refers to the number and com-
Splexity of barriers to functioning (i.e., car-
rying out essential components of a healthy
and productive life) that a given population
faces. As the number and complexity of issues
increases, the degree of difficulty for the non-
profit organization in serving that population
likewise increases. Barriers to functioning, or
“risk factors,” would include severe economic
disadvantage, homelessness or unstable hous-
ing, chronic unemployment, substance abuse
issues, and mental health issues, among oth-
ers. The level of severity and combination of
these factors comprises the degree of risk to an
organization in providing services to a popu-
lation. Consider the example of homeless and

runaway youth (a high-risk population
requiring a great number of social services)
compared to youth attending summer camp
(a lower-risk population requiring few social
services,if any).

What this approach to risk calculation
might not allow for, however, is those organi-
zations that confront a variety of external risk
factors affecting the impact of their program.
For example, a program working with urban
youth may have some things in common with
its suburban counterpart (such as the general
challenges of youth, media influences, “latch-
key” issues, etc.), yet must also address other
factors present in an urban environment.
This question will be the subject of further
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discussion and analysis, but initially might be
dealt with by focusing SROI analysis and the
use of a social beta upon groups sharing cer-
tain basic characteristics, such as urban/rural,
youth/adult and so forth.

Using the Social Impact Survey (the
instrument developed by BTW Consultants
with REDF Portfolio organizations to track
and quantify social costs), information is
being gathered on an individual basis on the
risk factors faced by those employed in
REDF portfolio enterprises.l” A weighted
composite index of risk will be constructed
that assigns a numeric value to all relevant

factors. These factors include severe eco-
nomic disadvantage, homelessness or unsta-
ble housing, chronic unemployment, sub-
stance abuse issues, and mental health
issues. Other characteristics, such as age,
will likely be factored into this index to
account for the degree of effect of the pre-
senting problem in the individual.
Individual client/consumers can then be
given a risk score based on the set of factors
they report, which can in turn be brought to
scale for a target population, producing a
coefficient of risk associated with serving
that population.

Weighted Average Cost of Capital Formula

Cost of capital = [debt/(debt+equity)*ry.,] + [equity/(debt+equity)*reqyiy]'8

Entering the following information into the WACC formula, the cost of capital equals 9.225%

Debt = $250,000

Equity = $750,000

Cost of debt (rdebt)= 9.6%
Cost of equity (requity) = 9.1%

WACC = .09225 or 9.225%

Introducing the Coefficient of Risk (R) to the WACC formula
Risk-Adjusted Cost of Capital = R{[debt/(debt+equity)*ry.,] + [equity/(debt+equity)*reqi I}

Nonprofit A: Homeless Youth Center Nonprofit B: Youth Summer Camp

Debt = $250,000

Equity = $750,000

Cost of debt (rdebt)= 9.6%
Cost of equity (requity) = 9.1%

Debt = $250,000

Equity = $750,000

Cost of debt (rdebt)= 9.6%
Cost of equity (requity) = 9.1%

WACC = .09225 or 9.225% WACC = .09225 or 9.225%

Coefficient of Risk (R) = 1.7 Coefficient of Risk (R) = 0.6

Risk-Adjusted (WACC)*(R): Risk-Adjusted (WACC)*(R):
Cost of (0.09225)*(1.7) = 0.1568 or | Cost of (0.09225)*(0.6) = 0.0553 or
Capital: 15.7% Capital: 5.5%
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This coefficient of risk will serve as a
coefficient in calculating a social purpose
enterprise’s appropriate discount rate through
the Weighted Average Cost of Capital
(WACC) formula. In the WACC formula,the
coefficient of risk adjusts for the degree of dif-
ficulty posed to a nonprofit in serving a given
population. A higher coefficient of risk (R)
indicates a higher degree of risk, which conse-
quently increases the cost of capital (as illus-
trated on the previous page).

In this sample calculation, the coefficient
of risk for the Homeless Youth Center is 1.7
compared to 0.6 for the Youth Summer Camp
program. The Homeless Youth Center’s coef-
ficient of risk is higher, accounting for the
higher level of risk involved in serving its tar-
get population. When the coefficient of risk is
applied to an interest rate of 9%, for example,
the resulting interest rate for the Homeless
Youth Center is 15.7% (0.09*1.7 = 0.15) com-
pared to 5.5% for the Youth Summer Camp
program (0.09*0.6 = 0.054).

The coefficient of risk will also serve as a
component in calculating an organization’s
risk-return social beta, as described below.

Risk-Return Social Beta Analysis
at the Individual Agency Level

The first approach to deriving a social beta
for a nonprofit organization draws upon
information from an individual organization
and does not require a benchmark for inter-
pretation. This type of analysis is a risk-
return assessment; it will produce a beta
value that indicates expected return given
the degree of social risk to the organization
in working with its target population. This
analysis can be applied to any nonprofit
organization as well as, with minor changes,
to social purpose enterprises run by non-
profit organizations.

The coefficient of risk discussed above
constitutes the first component of this analy-
sis. Social return on investment (the very
focus of this paper) is then built off that calcu-

Population Social Beta
Nonprofit Homeless 1.7
Organization A Youth
Nonprofit Youth in 0.6
Organization B Summer Camp

lation of risk. Putting these two concepts
(coefficient of risk and social return on invest-
ment) together, a nonprofit organization’s
social beta can be determined by regressing
return on degree of risk. This analysis plots
return at each point of risk and fits a line
through the plotted points. The beta value is
the slope of the line. Thus, a beta of 1.0 indi-
cates that return increases one unit for each
unit increase in risk. A beta lower than 1.0
would indicate a lower return given the level of
risk and a beta higher than 1.0 would indicate
greater return given the level of risk.

As the exhibit below illustrates, Non-
profit Organization A serves homeless youth
and has a risk-return social beta of 1.7; this
means they serve a high-risk population and
produce high social returns. Nonprofit
Organization B provides summer camp ser-
vices and have a risk-return social beta of 0.6;
they serve youth who are not at-risk and pro-
duce low social returns.

Just as beta indicates in CAPM, this social
beta provides an indication of a nonprofit’s
potential performance relative to risk in serv-
ing its target population. The higher the beta
value, the higher the level of return despite
high levels of risk presented by the popula-
tion; strong-performing nonprofit organiza-
tions would have high social betas.

Relative Return Social Beta
Analysis Across Agencies in a
Nonprofit Marketplace

In the corporate sector, information on busi-
nesses’ historical performance is maintained
and used as the basis for calculating several
important indicators,including beta. To date,
the same information is not maintained on
organizations in the nonprofit sector. While
REDF is developing such a database of histor-
ical performance for nonprofits in its portfo-
lio, until this database is adequate, the lack of
historical information must be accounted for
experimentally.

The second approach to a social beta
analysis brings the concept to the level of a
nonprofit marketplace, where it becomes use-
ful for relative assessment of SROI across
nonprofit organizations. Bringing the social
beta concept to scale raises the issue of a mar-
ket benchmark by which to compare the indi-
vidual organization.

In the absence of a nonprofit stock mar-
ketplace, a synthetic reference group will be
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constructed. The
aggregated infor-
mation  collected
from all organiza-
tions in the REDF
Portfolio will serve
as a starting point
for this reference
group. However,
since populations
served by REDF
portfolio organiza-
tions are on the
highest end of the
risk scale, this data
set will be augment-
ed with information
from other organi-
zations serving
lower-risk popula-
tions.

Calculating the
market comparison
beta for a given non-
profit requires
regressing the orga-

SROI for Nonprofit Organization A, B, C

Beta = 1.6 for Nonprofit A: /’
SROI is higher than Market ,’

Beta = 1.0 for Nonprofit B:
SROI is equal to the Market

Beta =0.4 for Nonprofit C
SROI is lower than Market

1sTQtr ' 2noQtr ' 3roQtr !
SROI for the Nonprofit Marketplace

4TH Qtr

= = = = Nonprofit A - Homeless Youth Center
Nonprofit B - Community Recreation Program
Nonprofit C - Youth Summer Camp Program

nization’s rate of
return on the rate of

return for the refer-

ence group as a whole. This analysis would
provide a beta for the organization that could
be used to assess its risk relative to the mar-
ketplace (as represented by the synthetic ref-
erence group).

In this analysis, a beta of 1.0 indicates that
the organization performs at precisely the same
rate as the nonprofit marketplace reference
group (represented by Nonprofit B, a
Community Recreation Program, in the illus-
tration at bottom, preceeding page). By exten-
sion, a beta lower than 1.0 would indicate that
the organization produces a social return on
investment at a rate that is lower than the refer-
ence group (represented above by Nonprofit C,
a Youth Summer Camp with a beta of 0.4)

while a beta higher than 1.0 would indicate that
the organization produces a social return on
investment at a rate that is higher than the ref-
erence group (represented bottom, preceeding
page by Nonprofit A, a Homeless Youth Center
with a beta of 1.6). The following depicts each
of these scenarios.

In sum, a “social beta” can assist both
investors and practitioners in understanding
the relative risk exposure represented by dif-
ferent types of programs. The use of social
betas as a part of the SROI analysis helps
provide a framework for assuring that pop-
ulations with increased needs and demands
are not penalized in the context of an SROI
assessment.




154 Investor Perspectives

Responding to the Potential Limitations of an Applied SROI
Analysis of Social Purpose Enterprise Development

Criticisms of efforts to engage in an
SROI analysis fall into two general
categories: technical and strategic.

Technical criticisms

In this category, the core issue is one of
whether financial metrics developed to cap-
ture and reflect valuation in the commercial
sector can be effectively transferred to the
nonprofit sector. In numerous discussions
with the loyal opposition, the authors have
discussed their interest in applying both
Capital Asset Pricing Model and return on
investment techniques, but have been chal-
lenged by shortcomings of each as they relate
to this particular application.

The use of CAPM is particularly difficult
in that it speaks to an understanding of risk
(volatility) and risk diversification grounded
in a presumption of somewhat efficient capi-
tal markets with the elements of “common”
information and investment market liquidi-
ty—factors allowing for an analysis of market
comparables—which are not currently pre-
sent in the nonprofit sector. The CAPM
makes use of a market risk premium calcula-
tion that may or may not be applicable to
nonprofit capital market valuation. For
example, the way one calculates the appropri-
ate market risk premium is based upon an
examination of historic performance—and,
of course, in the nonprofit sector with no
common financial metrics or history of per-
formance in the marketplace there is no basis
upon which to establish such a market risk
premium. Critics state this fact makes CAPM
inapplicable to an SROI analysis and without
a “true” value of cost of capital makes SROI
analysis unusable.

In the future, this problem will be
addressed by the creation and endorsement of
market standards to which nonprofit organi-
zations that want to access capital in this mar-
ket will have to adhere. These standards will,
over time, generate the measures of historic
nonprofit performance by which a “Social
Risk Premium” or “Social Beta” may be calcu-
lated. Presently, however, one is forced to
employ an extremely conservative discount
rate with minimal reflected risk or some con-

tinuum of graduated rates. In our frame-
work, we make use of the latter. Until the field
has enough data to calculate a discount rate
that more accurately reflects the true degree
of risk undertaken by such programs, there
seems no other choice than that of applying a
range of discount rates for present use in
SROI calculations. However, having said that,
we must acknowledge that such an approach
is second best. Ideally, we should work toward
the creation of standards that will allow for
use of CAPM or other agreed upon measures.

A second technical consideration is that
Internal Rate of Return (IRR) calculations are
based on actual dollar cash flows which carry
a specific, market-based valuation. Because
the economic value of the cash flows used in
the SROI calculation is an “imputed” or
assumed value, it is technically a non-tradi-
tional application of IRR and we identify it to
the reader as such.

Furthermore, while in future years non-
profits may be able to sell their social cost
“receivables,” in 1999 you cannot take your
receivables and sell them to a third party.
Because they have no true economic value aside
from that of “cost avoidance,” they technically
have no true worth in a NPV/IRR calculation.

It is our contention that as nonprofits
begin to document the true degree of their
value creation they may then begin to engage
public sector and other funding sources in
discussions regarding how to tie funding to
demonstrated impact—thereby creating actu-
al dollar cash flows in support of the service
made possible by the nonprofit’s capital struc-
ture—investments in capital which may then
be evaluated based upon an SROLas opposed
to simply providing a service to a target pop-
ulation or community of concern. Recent
years have seen a marked increase in “pay for
performance” contracting and outcome fund-
ing approaches in the nonprofit sector. As
funding streams come to be driven more by
actual outcomes than by proposed intentions,
a real dollar revenue stream will then be cre-
ated to eliminate this problem of using an IRR
based upon imputed economic value to ana-
lyze SROL. Such a cash flow stream would be
converted to a measure of “social earnings,” in
the same way for-profit earnings are calculat-
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ed. However, for the present analysis, we will
presume socio-economic returns do have
value, acknowledge it as imputed value and,
having done so, use this imputed value to cal-
culate a measure of socio-economic worth for
use in SROI analysis.

A final technical issue is that of causation,
namely:

How can a single nonprofit take credit for
a life change in an individual client who
may be the focus of any number of known
or unknown intervention efforts?

This is perhaps the most central and
meaningful challenge to those who would apply
SROI in their work. There are several ways we
may begin to respond to this challenge.

First,nonprofit organizations must create
internal accounting systems that allow them to
track social costs within their organization
and tie those costs to their own program offer-
ings.2! Having established internal integrity to
their accounting and management informa-
tion systems, they may then begin to isolate
the value added by related programs that may
be contributing to individual success. In the
case of the REDF Portfolio, program/finan-
cial/social cost audits were conducted in each
organization (including its social purpose
enterprise) in an attempt to document what
percentage of a given program was the domain
of a given nonprofit. That percentage could
then be used to calculate relative rates of
return on a per program basis.

A second approach to this challenge is to
have in place, a formal, high-end client data
tracking and documentation process. With
such a management information system
designed and on line, program staff can track
and record all program contributions made
by other organizations and significant others,
separating out various benefits accordingly in
the SROI calculation.

However, the creation of such a manage-
ment information system is no small task.
REDE, in partnership with other funders and
its investee portfolio, is currently embarking
on an effort to create this type of comprehen-
sive, integrated MIS across its portfolio. As
previously stated,other REDF d ocuments dis-
cuss this issue in greater detail.

While the improvement of MIS used by
nonprofits may address the concern of how to

isolate the relative value of various program
contributions, other factors must also be
understood as making contributions to posi-
tive Socio-Economic Value creation. For
example,a young person may be participating
in an effective program that re-unites him
with his parents. As a result of this reunifica-
tion, the family develops better communica-
tion, remains together, and the youth goes on
to lead a productive life. The question must
be asked: Was this benefit a result of the pro-
gram or the parents?20

The answer may easily be both. From our
perspective we would propose that the value
generated by the program’s activities on behalf
of reunification be measured in terms of SROI
and Socio-Economic Value, as described in this
paper and other chapters of this book. In turn,
those extremely difficult to quantify contribu-
tions made by a parent to a child would fall
under the category of Social Value and be cap-
tured through the use of some qualitative
assessment. This is not to say the parent does
not contribute value, but rather that it is an
investment and a return of a different type
(social as opposed to socio-economic) than
that of the nonprofit organization. As Dennis
Benson has so aptly observed:

“When you invest $1,000 in your mutual
fund and receive a return for this invest-
ment, do you presume that your invest-
ment was directly or indirectly involved
in influencing that return? Of course
not. You had planned to invest this sum,
and your main question is whether an
alternative investment would have pro-
vided a greater return. If you wish your
investment to play a causal role, then you
would find it necessary to add a number
of zeros to your investment amount. At
that point you may find yourself making
things happen.”2!

As previously stated, a basic premise of
the REDF SROI analysis is, in fact, that there
is a fundamental socio-economic value to
which each organization may lay claim—the
organization’s total SROI. Each investor in
that organization, each “owner” of equity,
may then also lay claim to degrees of that
return which are comensurate with the
amount of their investment, that is to say, the
nonprofit shares they control. This idea is
expanded upon in the next chapter.
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It should be noted that while this may
begin to address the question of how to
approach issues of allocating investorequity,
what remains to be addressed is a discussion
of how to convert organizational equity into
either employee or client equity. The issue
in this regard is not simply how to calculate
a nonprofit employee stock ownership plan,
but whether and how to credit program par-
ticipants with the “return” they deserve for
their work in making possible their own
success as individuals in recovery, or work-
ing to improve their lives in other ways.
That question remains to be pursued in
future papers; however, as individual
investors with various stakes in an organiza-
tion may lay claim to a range of returns on
their investment portfolio, the fundamental
social earnings of the organization remain
unchanged—regardless of whether those
earnings are designated to individual pro-
gram participants or outside investors such
as foundations.

A final, and very significant, technical
criticism is that the accounting rules promul-
gated by the Financial Accounting Standards
Board (FASB) for nonprofit corporations dif-
fer from those of for-profit corporations.
Funds received in one year must be “booked”
that same year and are not viewed as invest-
ments in capital or equity, but rather as rev-
enues to the organization. Since there is no
“true” basis for viewing investments in the
equity of a nonprofit organization,an analysis
of social return on that equity becomes tenu-
ous in practical, present day terms.

The implications of these criticisms are
sound and not to be avoided. However, at the
same time what is presented in these pages is
a framework for an analysis of social return
that maintains one foot in the present and
one in the future. The framework is based
upon fundamental valuation and financial
return metrics used in the for-profit sector.
These metrics have been applied to the cre-
ation of social value in order to develop a bet-
ter understanding of how that value is created
in the nonprofit sector. Wherever possible,
the authors have sought to make their analy-
sis transparent to the reader, identifying
places where critical assumptions have been
made and problems in the subsequent analy-
sis may arise. In the future,as more attention
is directed to this area of SROI analysis, it is
hoped that more effective approaches to over-

coming these accounting limitations may be
advanced in order for both practitioners and
“investors” to engage in a more informed and
accurate assessment of the value being created
by both.

Strategic Criticisms

With technical criticisms initially addressed,
we may turn our attention to the strategic
criticisms raised by others. In these days of
market obsession and a “business rules” cul-
tural context, some feel the movement in
recent years to quantify social impacts and
measure outcomes is both misled and ill-
fated. And,indeed, there are times when such
critics are correct and their cautions should
be heeded; namely we are concerned that:

In the rush to quantify all programs and
justify every charitable dollar, there is the
very real danger of poorly designed tools
being applied inappropriately by low-
skilled,though well intentioned,individu-
als— whether nonprofit practitioner,
independent evaluator, governmental
agent or foundation program officer.22

First, it must be recognized that there is a
very real danger (already witnessed) of
increasing numbers of foundations and gov-
ernment funders demanding measurable out-
comes from nonprofit practitioners without
also providing the investment of financial
support necessary to build credible informa-
tion systems that might track those outcomes.
And without such investments in the manage-
rial capacity and information management
infrastructure we run the risk of leaping off
cliffs in our haste to artificially justify and val-
idate one approach over another.

This is a real threat we must all seek to
avoid. In the case of The Roberts Foundation,
our interest in documenting the impact of
our philanthropic investments has been
matched by a capital outlay of over $750,000
to assist in building the required information
system to track social and financial data. That
initial investment has recently been augment-
ed by $500,000 from the Charles and Helen
Schwab Family Foundation and an additional
$100,000 from the Surdna Foundation of
New York.

Second, there is also the risk that we may
simply be replacing one flawed system with
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another. Even the best-intended efforts can
easily be subverted by human nature. Once
standards are established and reporting sys-
tems in place, people will no doubt discover
ways to “cook the books” and falsely docu-
ment performance. By way of example,it was
recently reported that in one school district a
few unscrupulous teachers systematically fal-
sified the answer sheets and grading of some
of their students in order to appear more suc-
cessful than they actually were in taking state
“educational quality” exams.

And, of course, many caseworkers in
traditional human service nonprofits are
accustomed to the “monthly scramble,”
whereby charts are pulled, back-of-the-enve-
lope calculations made and “evaluation”
reports submitted to outside funders. The
creation of broad-based standards of mea-
sure in the nonprofit sector could well end
up being received as simply “the next hoop to
jump through.” Admittedly, in a matter of
only a few years professionals could easily
develop an array of impressive ways to fool
the system and misreport performance
results. Or organizations could simply claim
to be serving one population while actually
serving another, thereby performing better
then their cohort and generating a higher
SROI. Indeed, there are those who would
claim that this already takes place today.

One way in which this issue may be
addressed is to engage in an “inside out” cre-
ation of both social indices and systems of
measurement, as opposed to the traditional
“outside in” approach whereby an “objective”
evaluator is brought in to pass judgement on
practitioners. Through a process of mutual
exploration, REDF organizations have them-
selves enunciated what measures they feel best
reflect the goals of their programs. These
indices have been mutually agreed to by both
practitioner and funder. And an accurate,
computer-based data reporting system creat-
ed to track performance over time. With a
vested interest in knowing whether or not
their efforts are having the intended impact,
practitioners are more significantly motivated
to assure the integrity of the data and to then
modify approaches with reference to the
information generated.

Furthermore, while concerns about the
integrity of information systems are certainly
valid, it does not necessarily follow that one
system of measures cannot be improved upon

over another. We must improve the current
system, even if we know there will be flaws in
our evolving systems of measurement. If we
accept that there is Economic Value and Social
Value—and that Economic Value is measur-
able, while Social Value remains fully immea-
surable—we must accept that we will never be
able to more fully understand the true value
of much of the work presently taking place in
the nonprofit sector.

The authors and The Roberts
Foundation are not willing to accept such an
idea and will work to assure full transparency
in our analysis so that all who would attempt
to understand our measures and statements
of value creation will be able to openly exam-
ine our assumptions and claims. By taking
progressive steps toward greater and increas-
ingly accurate measures, we will at least be
moving in the correct direction. And by mak-
ing that analysis fully available to others, we
will be able to openly discuss its shortcomings
and strengths.

A third strategic concern is the previous-
ly discussed difficulty of assessing the relative
value of differing programs or nonprofit
strategies. For example, one may have two
youth programs under consideration; one
works with “at-risk” out of school (but school
age) youth in the inner city and the other pro-
vides after-school tutorial and recreational
programs to urban “latch-key” kids. Can a
single SROI assess the comparative value of
two distinct programs? This challenge is even
more significant if one is comparing nonprof-
it work in completely unrelated areas of inter-
est—for example, environmental versus edu-
cational programs. Can an SROI analysis ever
generate a single figure by which two compet-
ing philanthropic investment opportunities
may be compared?

Two approaches might help address this
issue:

First, as standards are developed and
applied in the field, similar programs may be
grouped into related sub-sectors or cohorts.
In the same way that a for-profit investment
strategy recognizes differing rates of return
between a Small Cap Fund and a Bond Fund,
similar related funds and sub-sectors in the
nonprofit capital market could also be so
identified.

Second, one element in the calculation of
any rate of return is that of risk and risk pre-
miums: the greater the degree of risk expo-
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sure,the higher the risk premium. Within an
interest rate calculation, risk is reflected in the
beta used to calculate the discount rate. In the
same way that Olympic divers are awarded
higher point scores for the degree of difficulty
inherent in a given dive, nonprofit organiza-
tions could receive greater reward for under-
taking more significant risks.2> As previously
discussed, it is not unrealistic to envision a
time when nonprofits might operate with ref-
erence to “Social Betas” that reward greater
degrees of difficulty represented by working
with homeless youth as opposed to operating
a summer day camp for elementary age chil-
dren. Both have a degree of difficulty and
carry a certain risk exposure, but they are dif-
ferent and should be valued as such.

The challenge in calculating such Social
Betas is not to be ignored. Establishing a beta
that truly reflects the risk entailed by a specif-
ic organization’s pursuit of its social mission
driven goals may be extremely difficult to
translate from one organization to another—
even if both organizations target similar pop-
ulations. While practitioners and investors
may be able to work together to agree upon
common assumptions to guide such a beta
analysis, there is always the danger that some
will orient themselves to meeting funder defi-
nitions of risk and mission as opposed to
those that have true community value from
the practitioner or community stakeholder
perspective. The discussion of Social Betas
presented in the previous pages attempts to
recognizee that fact; however, we must also
acknowledge that the present system is cur-
rently driven by funder priorities and defini-
tions of which strategies are most appropri-
ate. If those experimenting with SROI analy-
sis take great care not to simply replicate the
existing problems and engage practitioners in
an honest discussion of risk and reward as we
move forward, perhaps we will create a system
that is at least not as dysfunctional as certain
elements of the present one.

Closely related to the previous concern,
the fourth criticism is that the proposed SROI
framework, being grounded in economic
development, naturally lends itself to modi-
fied econometric measures, whereas other
program activities, such as artistic or recre-
ational programs, are not so easily analyzed.
While falling short of the Social Value activi-
ties previously discussed, these areas of non-
profit activity are felt to be more difficult to

assess, the “returns” more challenging to
quantify.

This fourth criticism may be expanded
upon when one considers the fact that the
SROI framework as presented presumes
those involved in the analysis represent some
level of cost to the public system—for exam-
ple, those receiving general assistance or
other public support. However, there are
those who are so far outside society’s main-
stream that they received virtually no public
support, making an SROI analysis based
upon public sector cost savings inapplicable
to their situation.

Were we presenting the SROI framework
as some form of definitive measure of value,
we would be concerned by these and other
limitations one may identify. However, our
position is that, on the whole, traditional
frameworks for understanding value creation
in the nonprofit sector have not been ade-
quate. The SROI framework is presented as
simply one way to understand value creation.
Given that it has evolved out of our work in
the field of social purpose enterprise develop-
ment,it is only natural it reflect that discipline
and have limited direct applicability across
the board in a variety of other contexts.

We do feel, however, that while it is not
directly applicable to other areas of work, the
fundamental tenets are, namely, that all non-
profit organizations, regardless of activity, can
develop and apply appropriate metrics to
assess the relative worth of their efforts—
whether economic, socio-economic or social.
If one never attempts to create new metrics,
one will never have such metrics to apply.
Which leads us to the final concern.

The fifth and final area of strategic crit-
icism is that many practitioners and funders
are simply not willing to begin the dialogue
at all. These individuals would rather defend
existing “evaluation” measures than assess
whether those measures are as useful as pos-
sible or truly capture the full value of their
work. There are certainly many gifted and
talented individuals steering foundation and
governmental funds into excellent programs
and organizations in the nonprofit sector.
However, it would also appear that some
individuals are more comfortable with their
positions than with the idea of acknowledg-
ing the potential for program failures or fun-
der shortcomings and taking steps for chang-
ing both.
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For example,in a recent list-serve discus-
sion one of the authors of this paper chal-
lenged the integrity of the field’s evaluation
systems and metrics, only to have a respon-
dent to his post chafe at the perceived slight
and state that he “shuts down” when anyone
challenges the integrity of his reporting. Such
delicate sensitivities do not serve the nonprof-
it sector well. If we cannot question and chal-
lenge the dominant approaches to document-
ing the effectiveness of organizations that
address poverty and social problems in this
country, we are clearly in much worse shape
than many have thought.

Furthermore, it makes no sense to create
systems of reporting and accountability when
decision-makers on both sides of the funding
table may disregard the information or are
largely unaccountable to the donors they rep-
resent or communities they serve.
Overcoming this challenge remains an impor-
tant part of the change process for creating
widely embraced systems able to track and
calculate social impacts, and is yet one more
reason nonprofits and funders alike will be
disinclined to attempt this task.

The Imperative of Pursuing SROI
Strategies

Each of these concerns and criticisms is valid to
a point. They are raised by intelligent individu-
als with the same strong commitment to social
change as the advocates of SROI analysis. And
it would be easy to simply accept their observa-
tions as a rationale for not moving ahead with
implementation of an SROI framework.

However, with these factors in mind,sim -
ply because a task is difficult or represents a
shift in thinking does not mean one should
not pursue it. We strongly suspect that the
work of the nonprofit sector has historically
been grossly undervalued. In many instances,
we have simply accepted the notion that there
are no metrics by which the value created in
the nonprofit sector may be assessed.

There are a number of significant efforts
currently in process to create better manage-
ment information and tracking systems for use
by both nonprofit managers and those who
invest in their work. Such efforts range from the
leading work of Coastal Enterprises in Maine, to
that of the Corporation for Enterprise
Development in Washington, DC, to Pioneer
Human Services in Seattle, and beyond.2

However, on the whole the sector has not
aggressively addressed how to measure or
track the value created by nonprofits, whether
social or economic. Rather than apply itself to
the challenge of isolating, quantifying and
documenting the unique and nuanced value
creation process taking place in the nonprofit
sector, the field,as a whole,has simply allowed
a resource allocation system to evolve which is
grounded more in politics, persuasion and
perception than rational analysis or the appli-
cation of standards to which the work of the
sector could be held.

This is not only intellectually lazy; it is
morally wrong. Increasing numbers of non-
profits compete for a wide variety of often
decreasing financial supports. This is a time
when we expect even the poorest among us to
justify their receipt of TANF or General
Assistance benefits through measurable out-
comes of a changed life. We cannot simply
award grants because an organization has a
gifted grant writer or director with a vision
that enthralls. We must tie financial support
with the demonstrated impact of the actions
made possible by such support.

We should not compare different strategies
in words alone, but in numbers and metrics that
capture socio-economic value, for we are talking
about making investments of scarce resources in
efforts we hope will create yet greater social, eco-
nomic and other value—which does, in turn,
lend itself to at least some level of measure and
analysis. Numbers and rates of return are not
the only tools we may take to this task, but are a
good starting point for understanding what is
and is not subject to analysis.

There are four additional reasons we
should attempt to quantify and measure the
work of the nonprofit sector:

First and perhaps foremost, efforts to quanti-
fy the economic value of nonprofit ac tivities
help lay the foundation for the creation of
management information sysems that man-
agers and others involved in program opera-
tions may use to isolate problem areas and
develop more effective oversight of their
intervention strategies. The majority of non-
profit, tax-exempt organizations active in this
country do not have information systems
sophisticated enough to engaged in the type
of analysis presented in this paper. While
this is the status quo, it cannot remain so.
Any effort to track the long-term impact of
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a program requires the establishment of
data systems that can continually feed infor-
mation back to program managers and oth-
ers involved in the development and execu-
tion of various intervention strategies. With
such client/consumer information systems
in place, managers may receive real-time
feedback upon which to base decisions
regarding the structure, goals and compo-
nents of their programs.

Managers want such information and will
work hard to guard the integrity of reporting
systems they view as valuable to their own
effort to provide clients, customers and pro-
gram participants with high quality services.
Foundations and public sector funders must
make the commensurate investment in capaci-
ty-building and administrative infrastructure
necessary to create and maintain such infor-
mation systems. To make social investments in
strategies with no documentation or impact
assessment capacity is almost as bad as not
making any investment at all.

Second, meaningful efforts to quantify the
true value of various nonprofit activities
have the potential to help advance the cre-
ation of significantly greater community
ownership and accountability. In order to
establish meaningful measures, debates need
to be held, assumptions challenged and non-
profit managers assisted in more clearly enun-
ciating their own strategies for change. While
this can certainly be a “closed” process, the
opportunity exists for engaging a much
broader segment of our society in these same
debates regarding expectations, outcomes
and measures of success. This process of
defining outcomes could easily involve a
cross-section of our communities. In so
doing we have the potential for re-engaging
citizens in the work of a nonprofit sector
presently dominated by professionals paid to
address social problems on behalf of those
same communities and our society at large.
The process of enunciating community goals
for social and other programs presents us
with a powerful tool for community organiz-
ing and civic empowerment.

Third, the larger outcome of such efforts lays
the groundwork for embracing standards
and commonly shared values for perfr-
mance in the nonprofit sector. Presently,

there are only the vaguest cross-cutting stan-
dards in place by which nonprofit organiza-
tions may be measured or to which they may
be held accountable. By engaging profession-
als and community residents in a process of
enunciating expectations and goals, through
establishing systems of measurement to track
performance toward those goals, we may
move the sector as a whole toward a day when
standards (but not mindless standardization)
are widely understood and broadly embraced.

It is easy to be overwhelmed by the issues
such an effort would raise and to simply stop
before such a system could be created. We
have already posed a number of such ques-
tions and others remain:

© How does one compare the relative value
of two seemingly similar programs?

€© What operating systems need to be in place
for all nonprofit accounting systems?

© How do we know a program is ap proach-
ing its work with the appropriate balance
of administrative and program supports?

Regardless, we believe that the creation of
performance standards, necessary for the
long-term success of calculating any individ-
ual organization’s social return on invest-
ment, will only improve the overall perfor-
mance of the sector as a whole.

This process could be pursued and
achieved in a variety of ways. In other writ-
ings we have called for the creation of a
“Moody’s Socio-Economic Credit Area” that
would score and rank a wide array of non-
profit organizations, assigning what would
in essence become nonprofit bond ratings to
help guide the charitable investments of
donors and government funders.2
Organizations such as GuideStar and the
National Charities Information Bureau are
working to develop both financial reporting
standards and nonprofit financial ratio
analysis by which potential funders and
individual donors may assess relative “phil-
anthropic  investment” opportunities.
Regardless of how they are pursued, the
potential value of standards against which to
measure our efforts is an important reason
to support the creation of strategies for the
calculation of SROL.
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Finally, this evolving pursuit of stan-
dards and quantified measures of outcomes
will ultimately lead to a more significant
infusion of capital to support the work of
the nonprofit sector. The initial source of
such capital may be the public sector, as
grant making and contract awards become
increasingly based upon the ability of com-
peting nonprofits to present credible docu-
mentation of how their efforts result in sig-
nificant social impact and cost avoidance
on the part of government programs and
funding streams. These funds would then
constitute a true revenue stream that could
be viewed as a form of a cash flow generat-
ed by virtue of investments in the nonprof-
it organization providing services to clients
and social benefit to the community.

A central part of the SROI analysis is
built upon the notion that the economic
value of social programs comes in the form
of costs presently being carried by one
industry (say, for example, community cor-
rections or emergency health services), being
decreased by another (for example, jail
diversion or primary health care programs).
When nonprofit organizations develop the
management information and data systems
required to accurately calculate SROI they
will, in the process, be building the docu-
mentation with which we can engage public
sector funders in discussions regarding reim-
bursement of expense and services contract-
ing based on the actual, as opposed to pro-
jected or poorly documented, impact of
social and other programs. By layering a
financial analysis template on top of these
systems, we will then be able to understand
how investments of nonprofit capital are tied
to the achievement of social return.

While the initial capital could be found in
the public sector, of ultimately greater signifi-
cance are the potential funds that might be gen-
erated in private capital markets made up of
individual donors and investors. These funds
could then be leveraged to the greater benefit of
the nonprofit sector. Presently, various groups
and causes compete for the same individual
donor dollars with little reference to objective
criteria of performance or measures of return
for those donor dollars. Through the creation
of SROI and related systems, we have the poten-
tial of developing an approach to our work that
directly rewards performance and increases the
effectiveness of the nonprofit sector as whole.

Additional Readings in Social
Return on Investment and Related
Frameworks

If you made it through this chapter, you may
also be interested in these other efforts to
measure value creation in the social sector:

Documents you may be interested in reading:

@ Evaluating Social and Economic Effects p
Small Business Devdopment Assistance:
Framework forAnalysis and Application to
the Small BusinessAssistance Bograms of
Coastal Enterprises, Inc. (1996) by
Josephine LaPlante, Edmund Muskie
Institute of Public Affairs, University of
Southern Maine, Box 9300, Portland, ME,
04103-9300, (207) 780-4863.

An absolutely excellent presentation of
both the challenge of evaluating “impact”
and a review of a variety of approaches to
doing so. Presents frameworks for assess-
ing the impact on people’s lives, as well as
benefits to government/society. This
report is the most thorough, current
review of literature and issues we have
seen to date.

© High Performance Nonprofit Orgniza-
tions: Managing Upstream for Grater
Impact, (1999) by Christine Letts, Allen
Grossman and William Ryan. Wiley and
Sons.

While not focused upon Social Return on
Investment issues, this primer is on how
nonprofit management may best address
the challenge of setting and achieving
organizational and program goals. It is an
excellent addition to the library of anyone
interested in how to achieve the most
effective results for one’s charitable dollar.

@ Return on Imestment: Guidelines to
Determine Workfore Devdopment Impact,
(1996) by Dennis Benson, Appropriate
Solutions, Inc. 511 Garden Drive,
Worthington,OH, 43085-3820, (614) 840-
0466 (Document Distributed by: National
Association of Workforce Development
Professionals,202-887-6120).

In his treatment of the subject, Benson
outlines three types of ROI (ROI to
Taxpayers, Disposable Income and
Economic Impact), while making a concise
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and user-friendly presentation of the basic
concept of ROI and how it may be applied
to workforce development programs.

Related work you should know about:

9 Success Measures Project

(Kathy Tholin, SMP Project Director,
Development Leadership Network, 601 S.
LaSalle Building, #D-514, Chicago, IL,
60605, (773) 486-8804).

A practitioner-driven process, the SMP is
a multi-year initiative to create a com-
monly embraced set of measures by which
community development practitioners
may assess the impact of their work.
Operating through a number of working
groups, practitioners are proposing
potential success measures in the areas of
housing and business development, as
well as comprehensive community initia-
tives. The goal of this ongoing effort is to
publish a Success Measures Guidebook in
2000. While it does not tie these measures
back to the capital investments required to
achieve the stated impact, the SMP repre-
sents a significant effort by practitioners
to specify how best to assess the impact of
community development efforts.

9 SmithOBrien

(www.smithobrien.com)

SmithOBrien is a management consulting
and research firm that helps companies
operate responsibly, in ways that quantifi-
ably increase profitability. S/O’s services
are built on a simple premise: organiza-
tions that build mutually beneficial rela-
tionships with all stakeholders— includ-
ing employees, customers, the communi-
ty, and the environment—uncover oppor-
tunities for, and eliminate barriers to,
competitive advantage. They have devel-
oped two interesting approaches to valua-
tion of both economic and non-economic
factors: The Corporate Responsibility
Audit and the Econometric Impact Index.
Both these tools are used to assist for-
profit corporation and governmental
leaders in their decision- making process.

Benchmarking Group
(www.philanthropy.org/benchmarking/
contents.html)

The push for greater accountability and

measurement of social impacts is not only
coming from the foundation and practi-
tioner communities, but is increasingly
reflected in the work of the business com-
munity as well. The London
Benchmarking Group is a working group
of for-profit corporations developing
templates for quantifying the impact of
corporate community involvement and
related activities.

€9 Balanced Scorecard

Presented in an article by Robert Kaplan and
David Norton, published in the 1996
January-February issue of the Harvard
Business Review, the Balanced Scorecard
approach is not a form of SROL but does
present a framework for understanding
value creation process of both for-profit and
tax-exempt organizations. The Scorecard
measures performance against four perspec-
tives—financial, customer, internal business
processes and learning and growth—in
order to understand what drives perfor-
mance and how organizations achieve
improved performance. The Balanced
Scorecard approach has been used to assess
performance of such organizations as The
Special Olympics, United Way and New
Profit, Inc.

€ Public Health Research

Many of us are generally familiar with the
application of cost/benefit analysis in the
arena of public health services (a dollar spent
on polio vaccine generates $25 in benefit to
society, etc.). Given the significant work
already done in this field, a review of how
public health practitioners understand
social/health impacts is of value to those
exploring concepts for valuing social impact
alone. Of particular interest are the follow-
ing articles:

“Toward the Incorporation of Costs, Cost-
Effectiveness Analysis and Cost-Benefit
Analysis Into Clinical Research,” Brian Yates,
Journal of Consulting/Clinical Psychology,
Vol.62,#4,1994.

Clinical Decision Analysis, Chapter 8:
“Clinical Decisions and Limited Resources,”
Weinstein and Fineberg.

“500 Life-Saving Interventions and Their
Cost-Effectiveness,” Tammy Tengs, et al.,
Risk Analysis, Vol.15, #3, 1995, pg. 369.
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he following social costs survey was developed by

REDF Portfolio investees with BTW Consultants. It
reflects the strategy, priorities and populations of the
REDF Portfolio. While it is provided by way of example,
the reader should be cautioned that the process of devel-
oping such tools is in many ways more important than
either the tool itself or the ultimate data such a tool may
generate. If the process is forced or if managers and other

staff are not fully invested in the process, the data will be
subject to the classic problem of “garbage in, garbage out.”
Each organization in the REDF Portfolio was offered the
option of either being funded to conduct the interviews
internally or having BTW Consultants conduct the inter-
views. Future REDF publications will discuss how these
tools—both the survey and web-based reporting sys-
tems—were developed and the challenge of doing so.

REDF Portfolio Business Name Date: I
Baseline Employee Survey

Interviewer:

Employee Name:

Name of REDF Portfolio Business:
9 Name of Business A
9 Name of Business B
49 Name of Business C

9 Name of Business D

Employee I.D.
First 3 Letters of First Name: -

First 3 Letters of Last Name:

Date of Birth: / /
month  day year

INSTRUCTIONS TO INTERVIEWER

Please read the following to your client before starting this assessment:

Thank you very much for taking the time to speak with me today. This interview is part of a study of how Name of
REDF Portfolio Organization programs that provide work opportunities make a difference in people’s lives. Also, by
speaking with people like yourself directly, we can better understand what kind of support you need in order to become
successfully employed.

Everything we discuss will be kept confidential, which means that there will be no way of linking your name to your
answers. I would like to ask you some questions about your current housing situation, your work history and the kinds
of support services you use. There are also some general questions about how you describe yourself and your situation.

Some of these questions are personal. However, I would appreciate your honest answers, remembering that every-
thing will be kept confidential and that your answers will not be used in any way to influence decisions made by your busi-
ness manager or supervisor. Still,if there are questions you are uncomfortable answering, please let me know and we will
skip that question and continue with the interview.

The interview should take about 20-30 minutes. Do you have any questions before we start?
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Living and Housing Situation

ot
.

How would you describe where you live?
(Check one)

In a rented apartment

In a rented house

In a house you own

Public housing complex unit

In an SRO Hotel

In a transitional living program
(halfway house)

In a group home

Shelter

O In an institution (jail, detention facility,
hospital, treatment facility or other:

OoooOogono

OO

)

O With several different friends and family
members (“sofa-surfing”)

O Street / Homeless

O Other:
(specify)

0 No answer

2. How many people do you live with (not
including yourself)?

0 No answer

bl

How satisfied are you with your current
living situation?

Very satisfied

Satisfied

Neutral — neither satisfied nor dissatisfied
Dissatisfied

Very dissatisfied

I sy o |

No answer
Comments:

4. What do you currently pay for your
monthly housing costs?

$ per month

[0 Unsure
O Not applicable
0 No answer

5. In the past six (6) months have you
received Section 8 subsidy to help pay
your housing expenses?

O Yes

0 No

0 Unsure
[0 No answer

Employment / Benefits

The following questions refer to jobs you may
have had before getting a job with this
REDF Portfolio business.

6. Approximately how many jobs have you
had in your lifetime (not including your
job with this REDF Portfolio business, if
applicable)?

(If none, enter zero and skip to question 10)

[0 No answer

7. What was the longest period of time
you've ever held a single job?
months

O

No answer

Have you ever received a promotion?

Yes
No
No answer

[ R R -

Have you ever been fired from a job?

Yes

No

No answer

Not yet employed by REDF Portfolio
business.

o O o

Skip to question 15.

These next questions ask about your employ-
ment with this REDF Portfolio business.
(If the interviewee has not yet been hired
by REDF Portfolio business, check here [
and follow instructions in box.)

10. When did you begin working at REDF
business?

Date: / /
mo  day yr
O Not applicable
O No answer

11. In the past month, on average, how many
hours did you work each week at this
REDF Portfolio business? hours

O No answer
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12. What is your hourly wage* at this REDF

14.

business? $ /hour
*including tips,commissions,etc

Don’t know
No answer

. What is your estimated annual salary* at

this REDF business? $

*including tips,commissions,etc

lyear

Don’t know
No answer

Approximately how much income do you
make per month from these work sources,
added together? $ /month

Do you receive income from any other
work that you do?

Yes

No

No answer

Use of Social / Support Services

15.

g
g

16.

Do you have health insurance, including
private insurance or Medi-Cal?

Yes

No

Who pays for your health insurance?
(Check all that apply.)

Self

Employer

Covered by spouse/parent/family mem-
ber’s plan

Medi-Cal F How many months have you
been on Medi-Cal? months

How many times have you used it in the
past six (6) months? times
Other:

. Please specify if you have:

(Check all that apply.)

Medical insurance
Dental insurance

. Does this insurance include coverage for

any other family member’s care?
Yes

No

Unsure

19.

20

21.

Not applicable
No answer

During the past six (6) months, how many
times have you gone to the emergency
room for medical treatment? times

. Have you,in the past six (6) months, been

to a public health or community clinic?
Yes

No
No answer

Approximately how many times in the
past 6 months?

During the past six (6) months have you
received or used any of the following?

AFDC / TANF

Yes

# of months:

Approx.amount received monthly
$

No

Food stamps

O

O

Yes

# of months:

Approx. amount received monthly
$

No

Supplemental Security Insurance (SSI)

d

O

Yes

# of months:

Approx. amount received monthly
$

No

General Assistance (GA)

O

Yes

# of months:

Approx. amount received monthly
$

No

None of the above
No answer
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22.

23.

24.

25.

Have you, in the past six (6) months, par-
ticipated in any type of substance abuse
treatment program (AA, residential or
outpatient)?

Yes

Approximately how many times in the
past 6 months?

No

No answer

Have you, in the past six (6) months, par-
ticipated in any type of mental health pro-
gram or counseling?

Yes
Approximately how many times in the
past 6 months?

No
No answer

Have you, in the past six (6) months, got-
ten bags of groceries from a community
food bank, eaten meals at an agency, or
received food from another source?

Yes

Approximately how many times in the
past 6 months?

No

No answer

Have you, in the past six (6) months,
accessed any other support services in
your community, such as shelter services
or case management?

Yes
No
No answer

(If Yes) What other services have you
used?

Case Management

O

g
g

Yes

Approximately how many times in the
past 6 months?

No

No answer

Outreach/Drop-in center

O

Yes
Approximately how many times in the
past 6 months?

g
O

No
No answer

Housing (shelter, group home, transitional

O

U
g

living)

Yes

Approximately how many times in the
past 6 months?

No

No answer

Legal/advocacy services

O

O
g

Yes

Approximately how many times in the
past 6 months?

No

No answer

Other

O

O
O

Yes
Approximately how many times in the
past 6 months?

No
No answer

Other

O

Yes
Approximately how many times in the
past 6 months?

No
No answer

Criminal Justice History

O

Oono

. Have you ever been convicted of a crime?

Yes
No (Skip to Question #29)
No answer

. Have you been convicted of a crime in the

past six (6) months?
Yes

No

No answer

. Are you currently on probation or parole?

Yes
No
No answer
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For this next section I will read a statement,
and I want you to tell me how much you agree
or disagree with the statement. The choices
are:

Strongly agree

Agree a little

Neither agree or disagree
Disagree a little

Strongly disagree

No answer

OoOoooOoono

How | Feel About My Life

29. There are a lot of people I like to hang out
with.

Strongly agree

Agree a little

Neither agree or disagree

Disagree a little

Strongly disagree

No answer

Oooogoono

W

0. I like to get together with friends as much
as possible.

Strongly agree

Agree a little

Neither agree or disagree

Disagree a little

Strongly disagree

No answer

Oooooog

W
—

. I have people in my life who really care
about what’s happening to me.
Strongly agree
Agree a little
Neither agree or disagree
Disagree a little
Strongly disagree
No answer

A

. If for some reason I were put in jail, there
are people I could call who would bail me
out.

Strongly agree

Agree a little

Neither agree or disagree
Disagree a little

Strongly disagree

No answer

A o

33. If T were sick or hurt bad and I needed

Oooodgog

Ooooogno

someone to take me to the hospital, I
would have no trouble finding someone.

Strongly agree

Agree a little

Neither agree or disagree
Disagree a little

Strongly disagree

No answer

. If T were hungry and had no money to buy

food, there are p eople I know who would
give me food.

Strongly agree

Agree a little

Neither agree or disagree

Disagree a little

Strongly disagree

No answer

. If I were in trouble and some people were

going to try to hurt me, there are other
people I could get protection from.
Strongly agree

Agree a little

Neither agree or disagree

Disagree a little

Strongly disagree

No answer

How | Feel About Myself

36.

et Oooooodg

I I |

OO

7.

I feel that I have a number of good quali-
ties.

Strongly agree

Agree a little

Neither agree or disagree
Disagree a little

Strongly disagree

No answer

Overall, I am happy and satisfied with
myself.

Strongly agree

Agree a little

Neither agree or disagree
Disagree a little

Strongly disagree

No answer

. Overall,I feel that I am a failure.

Strongly agree
Agree a little
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Neither agree or disagree
Disagree a little

Strongly disagree

No answer

. At times, I think I am no good at all.

Strongly agree

Agree a little

Neither agree or disagree
Disagree a little

Strongly disagree

No answer

. At times, I feel useless.

Strongly agree

Agree a little

Neither agree or disagree
Disagree a little

Strongly disagree

No answer

. I feel socially accepted.

Strongly agree

Agree a little

Neither agree or disagree
Disagree a little

Strongly disagree

No answer

. T have a lot to be proud of.

Strongly agree

Agree a little

Neither agree or disagree
Disagree a little

Strongly disagree

No answer

Please tell us about yourself

43.

The next several questions are about your
background. Again what you include here
is confidential and your name will not be
included with this information. If there
are any questions here that you feel
uncomfortable answering, please let me
know and we can skip them.

Indicate respondent’s gender:

Male
Female

44. How old are you today?
U No answer

45. What is your race/ethnicity? (Interviewer:
Ask question as worded and allow respon-
dent to specify race/ethnicity. Code their
answer into one of the categories below)
African American

Asian/Pacific Islander

Latino/a

Native American / Alaskan Native

White
Other
(specify)
Multi-ethnic
(specify)

0 No answer

OOoooOoogono

O

46. What is the highest level of education you
have achieved?

(Check one)

O Middle school / Jr. high school graduate

O Some high school

O G.E.D./ high school graduate

O Some college

O Associates’ (AA) degree

O Bachelors’ (BA) degree

O Masters’ (MA) degree

0 Doctorate

O Don’t know

[0 No answer

47. Have you attended any post-high school
trade/technical training?

[ Yes

0 No

0 No answer

a. Did you complete / receive certificate?

0 Yes
0 No
[0 No answer

48. Prior to your involvement with this REDF
Portfolio business, had you ever partici-
pated in a job training program such as
JTPA (Job Training and Placement
Assistance)?

O Yes

0 No

[J No answer
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Did you get a job as a result of joining this
program?

Name of Program:

How long were you employed?

O Yes
# months
[0 No
[0 No answer
[0 Unsure

Name of Program:

How long were you employed?

O Yes
# months

0 No
0 No answer
O Unsure

Name of Program:

How long were you employed?

O Yes
# months
0 No
[0 No answer
[0 Unsure

Name of Program:

How long were you employed?

O Yes
# months
0 No
[0 No answer
[0 Unsure

Name of Program:

How long were you employed?
O Yes
# months
0 No
[1 No answer
[0 Unsure

49.

50.

Do you currently have any dependent
children (children 17 years old or younger
who you are financially responsible for)?

Yes
Number of Children
Ages of Children

No
No answer

How often (if ever) during the past six (6)
months have the following things made it
difficult for you to find or keep a job?

Lack of childcare

o B

Regularly
Sometimes
Almost never
Never

No answer

Lack of transportation

o |

Regularly
Sometimes
Almost never
Never

No answer

Need for education/skills training

OoooOogoo

Regularly
Sometimes
Almost never
Never

No answer

Adult family member who needs care

OoooOood

Regularly
Sometimes
Almost never
Never

No answer

Unstable housing

OoOooood

Regularly
Sometimes
Almost never
Never

No answer

Cultural/language issues

O

Regularly
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[0 Sometimes [0 Never
0 Almost never [0 No answer
[0 Never
0 No answer Emotional health issues
O Regularly
Legal issues [0 Sometimes
O Regularly O Almost never
[0 Sometimes [0 Never
[0 Almost never [0 No answer
0 Never
O No answer Other
O Regularly
Physical health issues [0 Sometimes
O Regularly O Almost never
[l Sometimes [0 Never
O Almost never [0 No answer

Interviewer Comments/Observations:
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Contact Information

READ: You may be contacted in 6 months to complete a follow-up to this questionnaire. If you
agree to come back for the follow-up interview you’ll be given a [gift certificate, voucher, etc].
We'll be asking some similar questions to those I just asked you to see if things have changed for
you over time. So I want to make sure we’ll be able to reach you in 6 months.

If you have a phone number, in whose name is the phone listed?

What is your phone number? ( ) —

Is there another phone number where you can usually be reached?

( ) —

O Telephone (whose? )
O Pager

0 Voicemail

O Other:

To what address could we send you a notice in 6 months to schedule a follow-up interview?

Address: Apt.#

City: State Zip:

In case we have trouble reaching you, we would like to have the names of two people (such as a
grandparent or parent) who would most likely know how to reach you or who you keep in close
contact with. The only reason we would contact these people would be if we cannot locate you
when we do our follow-up evaluation.

FIRST CONTACT:

Name:

Relationship

Address: Apt.#

City: State Zip:

Phone: ( ) —

SECOND CONTACT:

Name:

Relationship

Address: Apt.#

City: State Zip:

Phone: ( ) —
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Footnotes

1 During prior periods, evaluation services were
provided by Harder+Company Community
Research, however, in 1998 the principals
involved in the REDF work launched their own
firm, BTW Consultants.

2 See “WebTrack and Beyond: Documenting the
Impact of Social Purpose Enterprises”, Chapter
7 of this book.

3 “The Meaning of Social Entrepreneurship,” J.
Gregory Dees, paper published in October,
1998.

4 The reader should know that Mark Moore of
the Hauser Center, Kennedy School of
Government, (Harvard University) has pre-
sented a framework for understanding
“Business Value” and “Public Value.” Business
Value focuses primarily upon issues of financial
and competitive performance. Public Value
addresses issues such as Legitimacy and
Support, as well as such factors as Social
Capital, Advocacy, Client Services and
Channels for Self Expression (such as volun-
teerism, board participation and other forms of
engagement). The REDF framework focuses
primarily upon understanding Socio-
Economic Value, as defined in this paper, and
was conceived apart from Dr. Moore’s substan-
tial work and contributions to the field.

5 These quotes are taken from a personal email
from Greg Dees to Jed Emerson as they debat-
ed the nature of Social Value and efforts to
describe its essence.

6 While this specific definition of Transformative
Value is the author’s, the label itself was coined
by Chris Letts of the Hauser Center, Kennedy
School of Government,(Harvard University).

7 The consulting group of SmithOBrien has
developed what it calls a “Full ROT Assessment”
which attempts to conduct just such an analysis
of for-profit corporations.

8 Please see the chapter on True Cost Accounting
for a description of this issue.

9 Evaluating Social and Economic Fecs of Snall
Business Devdopment Assistance: Framework for
Analysis and Application to the Snall Business
Assistance Programs of Coastal Hiterprises,
Josephine LaPlante, Ph.D., Edmund Muskis
Institute of Public Affairs, University of
Southern Maine, pg. 215.

10 While this is generally the case, it must also be
acknowledged that loan officers and lending
institutions do have a great degree of flexibility
when it comes to how loans are structured and
what rates are charged for loaned capital.

11 For a presentation of this initial framework
please see New Social Entrepreneurs: The
Success, Challenge and Lessons ofSocial Purpose
Venture Creation, published in 1996 by The
Roberts Foundation and available at
www.redf.org.

12 It should be acknowledged, however, that these
funds are not truly “no cost” to the grant recip-
ient in that most nonprofits invest significant
staff and board time and resources in soliciting
and meeting the demands of outside funders,
whether foundation or governmental. While
technically such funds do not carry a discount
rate, realistically they do come with some
degree of expense.

13 Please see the chapter entitled, “The U.S.
Nonprofit Capital Market: An Introductory
Overview,” for additional information on PRIs
and how they fit within the capital structure of
nonprofit organizations.

14 It has also been argued that, in fact, the appro-
priate starting point for calculating a discount
rate for use in an SROI calculation is negative
100% given that no principal is returned to the
investor/foundation.  This issue will be
addressed in future SROI papers, but for the
present,since the standard for the field is not to
assume a —100% starting point we will save that
issue for future discussions.

15 The following overview of Social Betas was
written by Steven LaFrance of BTW
Consultants, in consultation with Fay Twersky
of BTW Consultants and Jed Emerson.

16 To our knowledge, the idea of applying a test of
“degree of difficulty” in SROI analysis was first
advanced by Carol Guyer of the James C. Penny
Foundation.

17 For a full discussion of the information manage-
ment activities undertaken by REDF with its port-
folio, please see Chapter 7, WebTrack and Beyond.

18 For a discussion of Equity values in this con-
text, please see the Chapter 9.

19 Please see the chapter entitled, “True Cost
Accounting” for further discussion of this chal-
lenge.

20 In truth, the question is even larger than that:
Was it the program, the parents, the peers, the
teacher and so forth. For the purpose of sim-
plicity, the issue is causality and we will simply
leave it at that!

21 Return on hvestment: Guidelines to Btermine
Workforxe Development Impad, Dennis Benson,
Appropriate Solutions,1996.
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22 This is not an actual quote, but simply a concern of
the authors!

23 This analogy was first made by Carol Guyer, of the
James C. Penny Foundation.

24 See “Documents You May Be Interested in Reading”

in the following pages for a brief presentation and
references to the work of several organizations that
may be of interest.

25 Please see “Grants, Debt and Equity: The Nonprofit
Capital Market and Its Malcontents,” a chapter in
New Social Entrep reneurs.

©2000 The Roberts Foundation www.redf.org
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ased upon either the creation of
an SROI framework or other
greater ability to measure the
creation of socio-economic
value in the nonprofit sector, we
now present a vision of our future that some
might view as radical or bleeding edge:!

We propose that a number of forces are
moving which make it possible to ewvision a
time when the nonprofit sector organizes itself
to support a Nonprofit Stock Market.

This idea, while obviously entailing a
number of significant challenges, will become
increasingly viable due to the following fac-
tors, each of which builds upon the other:

First, with the significant transfer of
wealth from Baby-Boomer parents to their
children over coming decades, it is estimated
that over $4 trillion will change hands
between generations. These funds will be
controlled by individuals who have benefited
greatly from the rise in the stock market of
past years. They understand investing and
demand accountability. They have the ability
to contribute significant amounts of new cap-
ital to the nonprofit market; however, they
distrust much of the existing system available
to them to guide their giving.

Second, these new donors will demand
new forms of information to steer their
investments in the nonprofit sector, in the
same way they demand information regard-
ing their for-profit investments. The reality is
that the nonprofit sector in many ways repre-
sents an illiquid capital market where a lack of
objective information prevents the market
place from attracting new and possibly larger
amounts of capital. In the absence of such
objective information, those who seek fund-
ing are forced to compete by means of pleas
and pitches—not by the presentation of a
rational explanation of why their particular
strategy has been most effective or should
receive increased financial support.

Third, the information and analysis
increasingly demanded by potential donors
will become readily available in credible
forms not available in the past. GuideStar and
related efforts will become more refined and
through their efforts “raw”financial informa-
tion regarding individual nonprofits—in the
form of on-line access to IRS-990 forms and
other data—will become readily available to

donors in search of “objective” information.
While GuideStar is working to assure that
information they provide donors about non-
profits is well organized and has integrity, the
raw data will be available to any who would
download it, thereby making it susceptible to
misuse and misinterpretation.

Fourth, the nonprofit sector will there-
fore increasingly need a process whereby
organizations sharing similar areas of interest
and strategies will be drawn into a discussion
of standards, measures and analytic frame-
works by which this new information will be
weighed and assessed. The nonprofit capital
market is already showing signs of this shift
from charitable giving to a demand for phil-
anthropic investing in social change strategies
with a demonstrated track record of suc-
cess—this trend will only continue and those
managing nonprofit organizations will have
to create a coordinated response.

Fifth, in future years the combination of
available raw financial data and the efforts
to establish performance standards will lay
the foundation for the creation of organiza-
tions (both for-profit and nonprofit) that
may operate in the manner of “nonprofit
rating services.” These entities will analyze
data, assess industry standards and then
“rate” the performance of nonprofit organi-
zations competing for funds in the capital
market.2 There are increasing numbers of
consultant organizations conducting “social
audits” of for-profit corporations in order to
inform both managers and shareholders
about the performance of the corporation,
and the same approach will evolve in the
nonprofit sector.

Sixth, over the next decade, with these
forces in motion,nonprofit organizations and
those supporting their work will be forced to
increase the capacity of the sector to create
information management systems that can
track social impact and performance mea-
sures embraced by the sector. As is the case
with the REDF WebTrack System,these infor-
mation and data tracking infrastructures will
become increasingly viable as one way to
measure both performance and the social
return on investment generated by philan-
thropic and public sector funding. This
“objective” data will be complemented with
more qualitative, social impact reporting to
form a baseline against which others will have
to compare their own efforts.
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Seventh, for the first time we will have the
ability to describe an Industry Index for a given
area of nonprofit activity. For example, there
could be a performance index for youth pro-
grams serving different youth with varying pre-
senting issues. Namely, we will be able to tie
investments to results and compare organiza-
tions within a given market segment or cohort.

Eighth, we will come closer to under-
standing what elements of Social Value truly
are beyond measurement. These areas will
be vetted and supported on the basis of their
uniqueness and intrinsic worth. Within a
given organization or segment, we may be
able to isolate elements that are immeasur-
able and value them for what they are. We
will understand that it is the combination of
both Socio-Economic and Social Values that
creates the rationale for the sector as a whole
and the legitimacy of supporting its develop-
ment and work.

Finally, we will be able to more directly
link documentation of social impact with
grant making, individual donations and other
funding decisions. But that is not all. We will
build more rational arguments for increasing
the availability of funds to various programs
and under-capitalized areas of the nonprofit
sector based on the social share earnings. In
the future, we will be able to create systems that
may more fully compensate nonprofit man-
agers and service providers for actual demon-
strated increases in the Socio-Economic Value
they help create. Some may think it a terrifying
concept to pay social workers based on the
amount of Social or Socio-Economic Value
they create. But increasingly we may be able to,
based on this Socio-Economic Value created,
track the social equity being generated in the
sector through the shifting worth of any given
organization’s social share value—set by its
generation of social earnings in the nonprofit
market place.

With these metrics in place, individual
charitable “investors” will be able to track the
performance of their investments and even
engage in trading shares at various class levels
or leaving shares to heirs who would inherit a
legacy of philanthropy. By extension, donors
sharing similar interests might organize
themselves into groups, similar to donor
advised funds operated by many community
foundations. These groups could organize
their philanthropic gifts or investments into
pools of similar nonprofits, each of which

would meet baseline performance and social
return criteria. These groups would then
become the equivalent of charitable mutual
funds—receiving investments, tracking social,
socio-economic and economic “returns” to
the investors. In this way, we have the poten-
tial to create a Nonprofit Stock Market where-
in organizations receive annual performance
reports tracking the activities of the sector
over each quarter, year and decade.

In such a market, donors may purchase
equity “ownership” in nonprofit organiza-
tions, tracking the social earnings and SROI
of their charitable portfolio in the same way
they would any other investment of capital.
Through a variety of offerings, we could for
the first time define the various returns and
instruments lying along the continuum mov-
ing from socially responsible, for-profit
investing to charitable giving. In so doing we
will create an expanded capital market with
new players bringing greater and greater
amounts of capital into the nonprofit sector
as they buy and sell “shares” in “community
futures” and related commodities.

Other chapters in this book have
addressed the challenge and opportunities of
building management information systems to
track social impact and value creation. With
these systems in place, we may then pursue a
shift to performance and outcome funding
based upon the sector’s true SROI. As perfor-
mance comes to be tied directly to funding,
moving funding decisions away from “grants”
and toward “reimbursement for social value
generated,” it may even be possible to create
actual financial cash flows to convert the pro-
jected socio-economic value of social pro-
grams to real economic value in the market
place. Such a process would convert the imput-
ed value of an SROI analysis into true,financial
value that may then be tied back to the original
investment that made that value possible.

As the balance of this chapter describes,
how value creation is assigned—whether to
investor, community, program par ticipant or
nonprofit in the form of organizational equi-
ty—will need to be determined.

Regardless, there is now the potential to:

a) quantify the economic value generated by
nonprofit organizations,

b) return that economic value to those that
created it (e.g. nonprofit organizations
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and their various community investors/
stakeholders) and

¢) create a system by which nonprofits could
be capitalized today based upon their pro-
jected future “social earnings” in years to
come.

Now, for some the notion of a
Nonprofit Stock Market may be the ultimate
incarnation of a social nightmare whereby
the effort to quantify value creation in the
nonprofit sector has run fully amok. And, to
be sure, there are certainly many challenges

to be overcome if we are to achieve the ulti-
mate potential represented by such an initia-
tive. However, the fact that a goal carries
some degree of risk does not mean we
should not attempt to attain it. In the end,
we will not be able to quantify everything.
And there are certain efforts that should
receive our charitable support simply
because it is the “right” thing to do.
However, the more we are able to quantify
and track the social return on investment of
those efforts that are quantifiable, the more
we will appreciate and treasure the value of
those things which are not.

Social Share Value, Social Earnings and Equity Ownership

ow would this system of “investing” in
Hnonproﬁts operate? How would a donor
(whether individual, foundation or govern-
ment) be credited for the value the investment
makes possible? To begin addressing these
questions, we must first understand how the
current nonprofit capital market operates.

In traditional forms of philanthropy, a
variety of funders might support various com-
ponents of a nonprofit’s operations. If a single
foundation is fully underwriting the cost of an
organization’s development or a given pro-
gram, that foundation will document the work
of the program, taking “credit” for the effect of
its grant in its annual report or similar docu-
ments. In essence, the foundation is reporting
on its social return on investment.

In those cases where multiple founda-
tions are supporting the same program, all
funders report the total numbers generated
by the program as being the “return” on their
grant. Therefore, three funders providing
$25,000, $50,000 and $100,000 grants to the
same job-training program making 230
placements would all report that their grant
support helped make 230 placements possi-
ble. This approach makes no allowance for
assigning appropriate returns to funders tak-
ing greater risk or investing significantly
greater resources in a given organization or
strategy. Nor does it reward “social inves-

tors” for investing greater amounts in a given
organization, save for possible “naming
opportunities” or the generation of a modest
side-bar in a local newspaper acknowledging
a large grant.

While it is important for individual foun-
dations to track the specific returns generated
by their charitable investments,it must also be
acknowledged that no single investment gen-
erates the total return. For example, a non-
profit may provide job-training, counseling
and child-care services to its client customers.
These services are all administered by the
organization’s managers, and while each pro-
gram participant may access services differ-
ently, it is the composite impact of the organi-
zation’s work that makes for the success both
of individual participants and the organiza-
tion as a whole.

Therefore, rather than simply attempt-
ing to calculate a return on the individual
grant made by an outside foundation, it is
more useful for funders to understand their
investment as contributing to a total return
that is, in effect, leveraged against other
investments made in that same time period.
What any foundation grant “buys” is not
simply the single program funded by that
foundation. The funder is also “buying” the
added value of the organization’s adminis-
tration (which may or may not be covered
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by the grant), other programs from which
the funded program benefits, and other ele-
ments that make for the success of a given
nonprofit organization.

In addition, it should also be under-
stood that there is a residual value of all
prior investments—what we call “organiza-
tional equity”—which constitutes the social
value of the nonprofit organization and, col-
lectively, the sector as a whole. While all
philanthropic investments (e.g. grants)
come into the organization in the form of
cash assets and these assets may be spent
down, over time they also build intellectual
capital within the organization itself (i.e.
“We know how to work with this popula-
tion” or “We know how to build this type of
affordable housing”). In our framework,
during the investment period, the value gen-
erated accrues to the investor, but at the end
of the investment period (e.g. when a grant
is not renewed) the value created is retained
by the nonprofit itself. In this way the orga-
nization builds not only “hard” assets in the
form of buildings and equipment, but “soft”

The Fundamentals of For-Profit Equity Structures

e must first understand how equity
Wand investments are treated in the
for-profit sector. A sample scenario for the
assignment of equity in a for-profit start-
up is presented as follows:

An entrepreneur starts a business with an

assets in the form of goodwill, intellectual
capital and staff expertise.

As stated above,several dilemmas surface
in attempting to structure this analysis:

How does one assign equity value for eah
investor in a given year?

How does one aaount for a prior year’s phil-
anthropic investments?

Is it possible to calculate the residual value p
such investments as the oganizational equity
any nonprofit brings to the table?

If so, how does one then tack additional in-
vestments in future periods?

In an effort to begin to address these
questions, the following section of this chap-
ter presents a framework by which philan-
thropic “equity” investments may be viewed,
measured and valued relative to a variety of
shareholders and the nonprofit “owner” (e.g.
the nonprofit organization itself).

initial investment of $1,000,000. Over the
course of that year, the assets of the business are
applied in the market place and the value of
those assets increases by $200,000, providing for
a year-end total value of $1,200,000 for the busi-
ness, with no change in ownership position.

Beginning Year 1
Owner 1

Asset Value Increase
End Year 1

Total Value Percent Ownership

$1,000,000 100%

$ 200,000
$1,200,000
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At the beginning of Year 2 a partner is position is decreased to accommodate the
introduced who brings an additional presence of the new partner. The business
$1,000,000 to the table. Owner 1 retains the value increases by $800,000, for an End of
increase in value from Year 1, but her equity Year 2 value of $3,000,000.

Beginning Year 2 Total Value Percent Ownership
Owner 1 $1,200,000 54.55%
Investor 1 $1,000,000 45.45%
Total $2,200,000 100.00%
Asset Value Increase $ 800,000
End of Year 2 $3,000,000

At the beginning of Year 3 another and Investor 1 share the $800,000 increase in
investor is introduced who also brings an value from Year 2 in accordance with their
additional $1,000,000 to the table. Owner 1 equity positions in the enterprise.

Beginning Year 3 Total Value Percent Ownership
Owner 1 $1,636,400 40.91%
Investor 1 $1,363,600 34.09%
Investor 2 $1,000,000 25.00%
Total $4,000,000 100.00%
Asset Value Increase $1,000,000
End of Year 3 $5,000,000

During Year 3, the value of the assets $1,000,000 based upon their percentage own-
increases by $1,000,000. At the end of Year 3 ership position:

the trio share the increase in value of

End of Year 3 Total Value  Percent Ownership
Owner 1 $2,045,500 40.91%
Investor 1 $1,704,500 34.09%
Investor 2 $1,250,000 25.00%
Total $5,000,000 100.00%

At this juncture, the return on investment is calculated as:

End of Year 3 Calculation Return on Investment
Owner 1 ($2,045,500-$1,000,000)/$1,000,000 104.50%
Investor 1 ($1,704,500-$1,000,000)/$1,000,000 70.45%

Investor 2 ($1,250,000-$1,000,000)/$1,000,000 25.00%
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The REDF Nonprofit Equity Framework:
Application of Social Earnings to Nonprofit Calculations of Equity
and Social Return on Investment

his for-profit framework is similarly

invoked for the assignment of nonprofit
share value. At Time Zero, Owner 1 is under-
stood to be the nonprofit organization itself,
with subse quent “owners” including founda-
tions, donors, community residents or other
philanthropic investors. The investments
made in this enterprise generate not only a
financial return on investment, but also create
net social cost savings for society. As demon-
strated in other chapters of this book, those
savings then constitute the basis for calculat-
ing the social return on investment to all
shareholders—both community and invest-
ors (foundation, governmental, etc.).

Our first step in the nonprofit applica-
tion of a share value framework is to recalcu-
late the equity ownership position as present-
ed above. Let us assume in our example that
at Time Zero we have two equity owners: the
nonprofit corporate owners and a single
foundation investor. The total value of the
organization is estimated at $5,554,654 which
is the example used in the social return on
investment framework presented earlier.

How does one account for prior year
investments, such as grants made in 19942 Is
it acceptable to calculate the residual value of
such investments as the organizational equity
any nonprofit brings to the table? For the
purpose of our present analysis, we have
decided to “freeze” the assets of the organiza-
tion at Time Zero and equate any residual
value of prior grants as being “gifts” to the
organization and have labeled them as “orga-
nizational equity” Any grants received in
Time Zero may be thought of as current year
investments in order to assign share value at
the first point of analysis.> As additional
grants are received, they are viewed as assets
of the organization and assigned a “balanced”
value of a given number of shares.

At the close of Year 1, the owners want to
raise additional capital to support the pursuit
of their social mission. They understand that
if they do so, they will have to reduce their
ownership position by a certain amount—in
our example,25%.

If this were a for-profit capital raising
effort,upon issuance of the shares to the mar-

ket (what is known as an “initial public offer-
ing”) and assuming the investment bankers
priced the issue perfectly, one million shares
would be issued at $5.554 each. Because the
two owners will maintain 50% ownership,
each will be assigned ownership of 250,000
shares at $5.554. This amount is equal to 50%
of the total estimated value of the nonprofit
organization. The publicly issued shares and
the privately held shares sum to equal the esti-
mation of the firm value: $5,554,654.

In this sample calculation, we will assume
there is “perfect” market information, such
that all known information is disseminated
throughout the investment community. For
purposes of demonstration, we are assuming
no insider information exists which might
have an effect on share value beyond that of
the underlying assets.4

Therefore, in this example, the only fac-
tors that affect the share price are the actual
performance of the business operations and
the net social benefit to society. As present-
ed in the previous section, at Time Zero
there are projections made regarding the
future economic and social returns in subse-
quent years. These projections, together
with the actual asset base of the nonprofit at
Time Zero, form the basis for calculating
share value of the organization as a whole.
Going forward, the organization’s overall
assets and value will change as new invest-
ments are made, retained earnings are gener-
ated by the business and social impacts cre-
ated through the operation of its programs.
Any increase or decrease in these values will
affect the share price accordingly.

This is best illustrated with the following
example:

Total Number of Shares
Original Price/Share

Value Business Operations
Net Social Value
Total Market Capitalization

1,000,000
$ 5.55

$3,182,056
$2,372,599
$5,554,654
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Beginning Value $5,554,654
End of Year Value

Business Operations $3,684,930
Net Social Benefit $3,469,321
Total $7,154,251

Change in Value from Time1 to Time 2

Change in Business Operations $ 502,874
Change in Net Social Benefit $1,096,722
Change in Total Value $1,599,597

Change in Share Price

Inc/Dec Price Per Share 1.600
(Change in Total Value/# of Shares Outstanding)

New Share 7.154

(Old Share Price + Inc/Dec Price Per Share)

Change in Share Return

Total Percentage Change 28.80%
Business Return 9.05%
Social Return 19.75%

The REDF Nonprofit Equity Framework
has been designed to replicate a quasi-stock
market such that only two pieces of informa-
tion affect the share value: profits and net
social benefit to society. Any increase or
decrease in value between the two will affect
the price per share.

In this example, we started with
1,000,000 shares outstanding at a price of
$5.554. The total market capitalization or
value of the outstanding shares is
$5,554,654. After the first time period the
business produced an increase in operating
profits of $502,874 and an increase in social
benefits of $1,096,722. Thus the value of the
organization has increased by $1,599,597.
Interpreting these results, shareholders
would increase their selling price in the
market place to reflect the increase in firm
value. Because 1,000,000 shares are out-
standing each share would rise in price by
$1.60 resulting in a new share price of

$7.154, calculated by dividing the rise in
value by the number of shares outstanding.

In applying this for-profit scenario to the
nonprofit sector, at least two significant issues
need to be addressed:

First, how does one allow for pior year invest-
ments?

The example assumes one can “freeze” values
at Time Zero® in order to create a baseline
against which future valuation may be calcu-
lated. This assumes, therefore, that all prior
grant and other investments made in the
organization remain with that organization in
the form of organizational equity. In the for-
profit example, this is best thought of as the
owner’s initial investment. In Time One
(when new, outside philanthropic invest-
ments are received), the equity structure is
revised to reflect both the new investment and
the presence of a new shareholder.

An additional reason to set Time Zero
as a baseline for nonprofit equity assign-
ments is that the vast majority of nonprofit
organizations have no management infor-
mation system in place to track social
impacts or the leverage of prior investments.
Therefore, most estimations of value are
inherently flawed and unreliable. The
authors assume that, similar to REDF’s
investment in developing an accurate man-
agement information system for its investee
organizations, those attempting to imple-
ment this approach to share valuation will
have similar systems available to generate
future data with the integrity to calculate
business and social return.

A second significant issue is how to aeate a
nonprofit “anti-dilution” clause to protect the
community owganization from losing equip
control of its activities.

For example, over a 10-year period the orga-
nization will receive more and more grant
and other funds to support its work. While
the initial position of the organization as
controlling 100% ownership at Time Zero
may be initially acceptable, over time that
position will decrease with the addition of
each new philanthropic investor. This cre-
ates a possible scenario where the organiza-
tion may ultimately have virtually no claim
on the social and other returns generated
through its own work.
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At this time our framework is simply a
tool for financial analysis of social return on
investment and does not translate to true
“equity ownership” of the nonprofit
involved, but the intellectual challenge
remains:

How do we create a framework to assure the
investors do not end up in comwl of the orga-

nization as opposed to the ommunity of
which it is a part?

The following illustrates the nonprofit
dilemma of equity ownership dilution as a
result of obtaining outside financing.

The nonprofit is incorporated with
$1,000,000 of organizational equity financing.

Time Zero Total Value Percent Ownership
Nonprofit $1,000,000 100%
Asset Value Increase $ 200,000
End of Year $1,200,000

Upon the initial success of the organiza-
tion a foundation or other entity decides to

nonprofit retains the $200,000 increase in
value from the beginning of the year to the

contribute $1,000,000 to the nonprofit. The end.
Beginning Time 1 Total Value Percent Ownership
Owner 1 $1,200,000 54.55%
Funder 1 $1,000,000 45.45%
Total $2,200,000 100.00%
Asset Value Increase $ 800,000
End of Time 1 $3,000,000

At the beginning of Year 1, the nonprofit
is valued at $2,200,000. By the end of Year 1,
its value has increased by $800,000 to
$3,000,000. The nonprofit and Funder 1

share the increased value based upon their
equity ownership percentage. In addition, at
the start of Year 2 a new funder contributes
$2,000,000 to the nonprofit.

Beginning Time 2 Total Value Percent Ownership
Nonprofit $1,636,400 32.73%
Funder 1 $1,363,600 27.27%
Funder 2 $2,000,000 40.00%
Total $5,000,000 100.00%
Asset Value Increase $1,200,000
End of Time 2 $6,200,000
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Again the increased value of $1,200,000 is
distributed based upon the equity percent-

Beginning Time 3

ages. The Year 3 equity position is described
below.

Total Value Percent Ownership

Nonprofit $2,029,160 32.73%
Funder 1 $1,690,840 27.27%
Funder 2 $2,480,000 40.00%
Total $6,200,000 100.00%

Funder 2 now retains the majority equity
position. The nonprofit no longer maintains
the majority interest and control.

While a potential challenge, ownership
dilution may be addressed in the following
three ways:

First, we do not expect the funder will
continue its commitment to the organization
indefinitely. Many foundations make one-
time grants or will only commit support for
up to three years. REDF, engaging in a ven-
ture capital approach to social purpose
enterprises, incorporates a much longer time

Beginning Time 3

horizon for capital support and technical
assistance, up to seven years Or more.
Throughout this time period the funders
may obtain a substantial portion of the equi-
ty ownership. However, upon completion of
the relationship and assistance, the nonprof-
it could assume the equity position of the
individual funder.

For example, Funder 1 decides to end
the funding relationship with the nonprofit.
Therefore, the 27.27% equity ownership for-
merly held by the funder is passed to the
nonprofit.

Total Value Percent Ownership

Nonprofit $3,720,000 60.00%
Funder 2 $2,480,000 40.00%
Total $6,200,000 100.00%

In this way, the REDF framework conep-
tually assigns equity ovnership to fundes as a
means of quantifying the social eturn on phil
anthropic dollars,not as a means of thwarting
the control,direction,makeup of management
or the pursuit of social mission.

A second approach to the ownership
issue might be the conversion of individual
donors (those providing annual contributions
in support of a nonprofit) to nonprofit share-
holders who would, in effect, “own” the non-
profit. Presently, many nonprofits claim to be
community-based, but in reality are governed

by boards of directors who often have little
direct connection to the affected community.
A “community nonprofit shareholder”
approach could both broaden true communi-
ty ownership and act as a vehicle for nonprof-
its to raise additional capital.

Finally, nonprofits could issue various
classes of stock (Senior, Preferred, etc.) which
could have voting or non-voting status
depending upon financial and other factors,
such as residency. In these ways the “owner-
ship” could remain with the community in
question.
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Conclusion

learly, the vision and ability to create an

operating Nonprofit Stock Market that
trades nonprofit shares is many years off and,
perhaps,unattainable. There are many signif-
icant challenges to the creation of a Nonprofit
Stock Market, ranging from the formidable
task of creating information systems with
adequate integrity to track real social value to
issues of how to assign appropriate “owner-
ship” positions to various financial and non-
financial stakeholders. Indeed, it is most like-
ly that the idea may simply remain that—an
idea for what a nonprofit future could hold.

Regardless, nonprofit organizations are
seeking new sources of capital, working to cre-

ate secondary markets for the loan portfolios of
community development/finance institutions
and pursuing evolving relationships with for-
profit and other partners. A vision of our
future that includes social mutual funds, non-
profit bond markets, and, yes, a Nonprofit
Stock Market may have the long-term effect of
helping us step out of our present paradigms.
These visions of our future may help us to
understand new relationships, funding oppor-
tunities and ways of advancing our progress
toward the achievement of greater social and
economic justice. We offer these thoughts as
part of our effort to advance new ideas to help
inform our work in coming decades.
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Footnotes

1 Indeed, one reviewer concluded that our vision

was downright wacky! It is, of course, good to
know we’ve still got it!

2 We first raised this idea in the chapter entitled,

“Grants, Debt and Equity: The Nonprofit
Capital Market and Its Malcontents,” found in
New Social Entrepreneurs at www.redf.org.

It should be acknowledged that not all grants
should be viewed as investments in that some
grants may be made in support of or reim-
bursement for the provision of services and are
a form of “third-party payment” more than they

are an “investment.” This distinction will be
explored in future documents.

The reader should recall, however, that without
commonly endorsed standards, there is no pre-
sent liquidity and no perfect market informa-
tion upon which potential nonprofit “investors”
may rely.

In investor parlance, Time Zero represents
today, Time One is a year from today and so
forth, going forward to the end of the invest-
ment period.

©2000 The Roberts Foundation www.redf.org
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Foreword

n recent years,major shifts have
taken place in the nonprofit sec-
tor:

9 The Advent of Devolution, whereby feder-
al authority and funding for an array of
social, educational and other programs is
being transferred to the states

€ The Rise of Social Entrepreneurism within
the sector which, while still evolving, in all
its versions embraces some blending of
business skill and perspective with com-
munity and social values

©The Evolving Practice of Venture
Philanthropy, a new framework for giving
driven by new donors who, having created
significant economic wealth in recent
decades, are now turning their attention
to charitable issues—often making use of
the very skills that made for their success
in the for-profit sector to guide their work
in the nonprofit sector, and

@ The growing awareness that even in this,
our longest period of sustained economic
growth in decades,the United States is still
confronted with the reality that for many
Americans prosperity is not just around
the corner, but rather in a completely dif-
ferent community of which they are not a
part.

Many are concluding that the approaches
of the past, while important to numerous
efforts at addressing critical social problems,are
in need of expansion, revision and re-design.

This chapter was written following a series
of discussions held by funders concerned with
developing a deeper understanding of their role
in the nonprofit sector during this period of
transformation. It presents a basic framework
for understanding the work of funders and
practitioners, and the resources that connect
the efforts of both. It uses as its basic frame of
reference the for-profit capital market,drawing
parallels and lessons from that comparison.

This chapter is an effort to help inform
the thinking of those concerned with under-
standing the strategic use of philanthropic

capital in the pursuit of charitable goals. Itis
offered as a contribution to the refinement of
basic ideas regarding philanthropy, as an
attempt to minimize confusion regarding the
wide array of players and types of support
they both require and provide, and as an
effort to achieve general consensus regarding
how funders are approaching the challenges
of being effective players in the field. The
paper’s primary audience is funders and indi-
vidual donors whose efforts support much of
the activity in the nonprofit sector.
Regardless, it is hoped the ideas and concep-
tual framework presented will be of interest to
a much wider audience, including practition-
ers, public policy advocates and others con-
cerned with the development and implemen-
tation of funding strategies that may result in
greater social returns for valuable philan-
thropic “investments.”

In recent years, the philanthropic com-
munity has increasingly addressed itself to
questions regarding its effectiveness. Greater
attention is being given to concepts of “strate-
gic” philanthropy, “outcome” funding,
engaged grant making and grant making for
effective organizations. Indeed,it would seem
there is a growing sense that the approaches of
the past have not resulted in the change or
impact funders have sought. In some ways, it
would appear many people feel something is
lacking in the current approach, but we seem
unable specifically to state what. Some would
have us believe there are not enough funds to
support the potential and necessary growth of
the nonprofit sector—but we must ask by what
standard they make this daim. Others would
say limited resources make it difficult for suc-
cessful programs to “go to scale”—yet we are
not clear on exactly what “scale” means or why
itis thought to be of value. And still others state
that existing resources are not being allocated
effectively overall—however, we seem to lack
the metrics to assess this supposition and take
appropriate steps to respond.

Indeed, it should be understood at the
outset that while the American philanthropic
tradition is decades old, in many ways the
Nonprofit Capital Market is neither matured
nor fully developed. Therefore, our under-
standing of that market is still evolving. This
chapter does not seek to provide definitive
answers to the array of challenges confronting
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the Nonprofit Capital Market, many of which
are detailed in its conclusion. Rather, it is
offered as a starting point, a frame of refer-
ence that may help inform future discussion
and debate.

Our position is that the nonprofit sector
benefits from a rich variety of approaches to
philanthropy, ranging from traditional
Classical to emerging Venture Philanthropy
and beyond. It is the composite of these var-
ious understandings of and approaches to
philanthropy that gives the philanthropic field
as a whole its richness. And it is the difference
in the field’s many approaches which gives
rise to the need for greater definition and
understanding among its many actors.

Furthermore, as the United States pre-
pares for a major transfer of wealth to an
aging generation of “Baby Boomers,” and suc-
cessful entrepreneurs of recent years seek out
new challenges in the pursuit of their person-
al philanthropy, many newcomers are enter-
ing the ranks of the philanthropic communi-
ty. By providing a basic overview of how
funds flow through this charitable market
place and the various instruments used by
funders to assist in the work of the sector, we
hope that those new to the field will be sup-
ported in making informed and effective con-

Introduction to Capital

n the for-profit community, much has been

written about the structure and functioning
of capital markets. Business ventures at vari-
ous stages of development require different
types of capital, as well as other coordinated
support, to move from start-up to sustainabil-
ity. Historically, discussions of funding in the
nonprofit sector have touched primarily on
grants, annual fundraising campaigns, direct
mail and endowment funds. Only recently
have these discussions evolved toward a real-
ization that the resources supporting the work
of the nonprofit sector are more than simply
a variety of charitable fundraising efforts, but
actually form a distinct capital market—The
Nonprofit Capital Market. Dollars used to
support community and other nonprofit

tributions to many issues of collective con-
cern to our society.

We welcome all those who would work to
better define the Nonprofit Capital Market. It
is only through common debate, discussion
and analysis that we may hope to better
understand how it operates and the opportu-
nities it holds for us all—funder, practitioner
or concerned stakeholder.

The author would like to thank Greg Dees,
Christine W. Letts and Ed Skloot for their con
tributions to this pagr. He would also like b
acknowledge the significant efforts pa group of
leaders that emerged from a Wngspread
Conference on Social Entepreneurship oga-
nized by the echoing geen foundation and
sponsoed by the WK. Kellogg Foundation and
Johnson Rundation. This Nonprofit Capital
Market Working Goup reviewed and comr
mented on this documat. They include:
Morgan Binswanger (Creative Artists Agency
Foundation), Patty Burness (Eitrepreneurs
Foundation), Jim Pitofsky (echoing geen foun-
dation), Tom Reis (Kellogg Foundation), Steve
Roling  (Kauffman  Faundation), Paul
Shoemaker (Social Venture Partners) and
Melinda Tuan (The Roberts Rterprise
Development Fund).

Markets and Philanthropy

activities, while “charitable,” are still capital
investments of precious resources. As such, it
is critical that these investments be managed
with the same strategic thinking and due dili-
gence one would apply in the for-profit finan-
cial services and investment communities.
While this Nonprofit Capital Market
shares some elements with its for-profit
counterpart, there are a number of signifi-
cant differences between the two. As
opposed to financial returns, the “returns”
sought by donors are for the most part social
returns on investment. Nonprofit organiza-
tions, by their very nature, may not provide
a direct financial return to those who invest
in them. Nonprofits are often under-capi-
talized or hold few “hard” assets and may
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therefore be perceived as representing
greater risk to commercial lenders. Finally,
nonprofit organizations must learn to oper-
ate without, or create replacements for, the
access to equity investments that form the
financial lifeblood of for-profit corporations
pursuing business strategies.

Despite these limitations, billions of dol-
lars are directed each year to thousands of
nonprofit organizations pursuing goals in the
fields of economic development, education,
the environment and human services, to
name but a few. A complete, definitive analy-
sis of the Nonprofit Capital Market and its
various actors is beyond the scope of this
paper; however, institutions such as the
Hauser Center for Nonprofit Institutions at
Harvard University, Independent Sector and
other organizations, as well as individual
researchers, are generating more and more
information on the nonprofit sector and the
capital market that supports it.] At a mini-
mum, it must be acknowledged that the
Nonprofit Capital Market of the past will not
be that of the future.

While government funding will continue
to remain the cornerstone of support for
many nonprofit organizations, the rate at
which government funding increased

between 1992 and 1996 was only 2.9% as
compared to 8.4% between 1987 and 1992.
Many of the projected cutbacks of govern-
ment support have yet to be enacted however,
such cuts may be easily anticipated in coming
years since a growth rate of 2.9% at best
allows for the rate of inflation. By contrast,
private contributions grew at an overall rate
of 3.3% from 1992 to 1996 as compared with
only 1.4% from 1987 to 1992.2 When the
wealth creation of the past 15 years is consid-
ered together with the significant wealth
transfers anticipated as a result of the Baby
Boomers’ inheritances being realized, the
Nonprofit Capital Market will likely continue
to undergo serious shifts over coming years.
Some experts project this wealth transfer to
exceed $1 trillion over the next 20 years. The
funds that move through this capital market
come in a variety of forms, are controlled by
different types of funding institutions and are
“invested”in nonprofits that fall across a wide
continuum of size and capacity.

This section presents a basic framework
for understanding the Nonprofit Capital
Market,? discusses the types of organizational
players active within it, and outlines the vari-
ous capital instruments used to support the
sector as a whole.4

Fundamentals of the For-Profit Capital Market

There are a number of ways for-profit,
small businesses meet their needs for the cap-
ital investment required to “bootstrap” the
start-up and expansion of their venture. One
classic scenario is as follows:

An indvidual with vision sees an ppor-
tunity in the maiket place and has an idea
for some product or ervice offring she feels
will be better than other offrings presently
available to cusomers. She approaches
friends and family membrs for support,
offering either a loan myback (with a fixed
rate of return) or an equity position (an
unsecuted investment with some pe of
owner share in the business povided in
exchange for the requestd funds). This is
known as “first stage” or start-up financing.

As the enterprise grows the ower requires
access to funds to spport the cash flow
requitements of a growing lusiness. These
funds may be used to spport the purchase of
additional equipment, fund lease improve-
ments to an expanded production or aher
space, and any number of other front-end
expenditures that must be made if the vature
is to devdop to its next level of groth.

The business may finance this expnsion
incrementally through small lines of creditor
morte substantially through securing outside,
equity financing. This is ommony referred
to as “stage two” or “mezzanine finaning.”
Three sources of funding may be amilable at
this point. The owner may find a “business
angel” (usually an individual with some sig-
nificant amount of personal wealth to irest
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in promising stat-ups). This “angel” will
often provide not only the fundingequired,
but will often also offer technical assistance
and access to his or her own business net-
wortks in oder to levemge additional on-
tracts and industry contacts.

A second source of funding may ome
from venture capitalists. Venture capital
funds provide significant capital inestment
and access to indistry support for the grow-
ing business.In exchange for these fundsthe
business owner will surrender a significant
amount of equity. Venture capital funds
opemte with fairly aggressive goals for retirn
on investment and, in exchange for their pur-
suit of significant returns,take on substantial
risk that the funded veture will perform at a
low-rate of return or generate a loss.

A third source of funding is wailable
through a variety of small business loan
programs. For example, the owner may
apply for 7-A lending (loans awrded
through local banks, but secured by the
Small BusinessAdministration) o, depend-
ing on her cedit rating,the owner may pur
sue a traditional small business loan from a
bank or aredit union. These types of financ-
ing are not mutualy exclusive and may be
undertaken together.

Finally, many larger busineses will fur-
ther diversify their funding thragh issuing
bonds,stod offerings or other, mote sophisti-
cated forms ofdebt and equity to underwite
capital requirements. Even if the lusiness
remains “privately held”(i.e.does not ¢fer its
stod to the gaeral public), an array of equi-
ty options may be ffered individual investors.
With access to this last, final stage ofinanc-
ing, most usineses in America become fully
mature in the capital marke, able to finance
capital requirements through a variety of
investment and loan instmments which trade
financial risk for the pomise of some level of
future financial remrn. If the capital instru-
ment is a loan, it is tied to a fixed mte of
return and usually secured with some under-
lying assets of the orporation.

Capital requirements beyond what may
be directly sugported by debt underwritten
with assets may be met though additional
equity ofprings, such as various classes §
shares. These additional of¢rings, while
usually unsecured, offer an ownership post
tion in the business and the possibility fo
greater, future financial returns.

While this scenario is relatively common,
it does not represent the only way capital is
secured by for-profit corporations. Indeed, a
very small number of companies actually
qualify for venture capital support and many
of America’s leading corporations never
received any investments from the venture
capital community. Most corporations in
America still grow their ventures through
some combination of

1. Equity raised from a small circle of
investors (“friends, family and fools,” as
the saying goes!)

2. Internally generated funds (e.g., various
operating surpluses that may be booked as
retained earnings)

3. Bank loans and/or other public or private
debt offerings.

It has become popular in recent times to
glorify the “initial public offering” that
makes the founders rich and secures addi-
tional amounts of operating and other funds
to support business expansion. However, the
truth of the matter is that many corporations
never go public and are made successful
through bootstrapping their capital require-
ments with very modest initial investments.
In this way, there is great similarity between
the capital development of for-profit and
nonprofit corporations.

With regard to securing commercial lines
of credit, it is important to understand that
depending upon the type of business and
industry in which it operates, there are certain
percentages of “debt to equity” which are con-
sidered prudent and reasonable. Banks, in
assessing whether a given corporation is credit-
worthy, will assess such factors as the
debt/equity ratio in order to evaluate the rela-
tive risk in any given loan proposal. Taken
together, the amount of debt and equity pre-
sent in a business that underwrites the financ-
ing requirements of the corporation is referred
to as the business’s “capital structure.”

In addition to assessing the debt/equity
and other relevant ratios, of perhaps equal
importance is the analysis of cash flow. A busi-
ness can sustain high levels of debt service if
the cash flows of the enterprise are sufficient to
cover both its debt and operating fund require-
ments. Indicators of cash flow for a business
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may be found by assessing EBIT (Earnings
Before Interest and Taxes) and EBITAD
(Earnings Before Interest, Taxes, Amortization
and Depreciation). For obvious reasons, a
lender or investor will look more favorably
upon an investment opportunity with strong
cash flows and significant debt than one with
little debt, but no cash flow.

Access to investment capital and cash
flow funds are not sufficient in and of
themselves for success. However, it is that
capital structure, together with the presence
of talented management and staff along
with a little luck in the form of market tim-
ing, which makes for success or failure in
the for-profit world. The various players,
investment instruments and institutions
that bring various amounts and types of
capital to the table together form what is
known as the capital market.

The following sections of this paper use
the for-profit capital market as a basis of com-
parison with the Nonprofit Capital Market.
At the outset, however, it should be recog-
nized that one central, historic difference in
the source of funds for these two markets is
the role played by the public sector, which is
to say the role played by governmental fund-
ing. The nature of this role and the degree to
which government should support communi-
ty and other activities of the nonprofit sector
are certainly topics up for continuing debate.
However, the presence of the public sector in
providing direct funding (e.g., capital) to
nonprofits is significantly different from what
is seen in the for-profit capital market.

Certainly, the government provides an
array of supports to the for-profit communi-
ty (such as SBA loan guarantees, direct con-
tracting opportunities, tax and regulatory
abatements, vendor relationships and a host
of subsidies in the form of everything from
the building of roads through Forest Service
land to the federal funding of basic research);
however, as a direct actor in the capital market
itself, federal and state government has and,in
all likelihood, will continue to fund the over-
whelming majority of activities in the non-
profit sector. This fact has a significant and
major impact upon the Nonprofit Capital
Market and its actors.

Before leaving the for-profit market
place, we must acknowledge that increasing
numbers of for-profit businesses are adopt-
ing “socially responsible” business practices
and becoming more community-oriented
in their pursuit of traditional, for-profit
goals. While there is ongoing debate
regarding the true social impact and future
implications of both socially responsible
businesses and socially responsible invest-
ing, the fact is that increasing numbers of
for-profit managers and entrepreneurs are
reflecting upon the community impact of
their economic activities. While the focus
of this chapter is the interactions of non-
profit organizations and philanthropic
“investments” in contributing to strength-
ened communities, families and environ-
ments, the real impact and potential social
or other benefits of the traditional, com-
mercial sector cannot be overstated either.
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Stages of Nonprofit Organizational and Capital Development

he Nonprofit Capital Market may mirror

many of the elements of the for-profit
market, however there are a number of dif-
ferences. Traditional frameworks for under-
standing the for-profit market are useful, but
must be modified to accommodate the legal,
organizational and equity limitations of the
nonprofit sector. The following outline is a
modification and extension of the tradition-

case, the modified framework applies to
nonprofits and is loosely based upon a for-
profit framework presented in “A Study of
the Availability and Sources of Venture
Capital in Maine.”6

In general, it must be understood that
nonprofit organizations move through vari-
ous stages of development and capacity. The
type and form of capital required to support

the work of a variety of nonprofit organiza-
tions along this continuum differs as well.

al for-profit stages of capital financing wide-
ly referenced by business financiers. In this

The Nonprofit Capital Market

Nonprofit Actors
Intermediary National Support
Organizational and Capital Development Stages of Nonprofit Actors
Early Stage Intermediate Stage Senior Stage
Seed Capital Primary Mezzanine
Startup Secondary Mainstream
Instruments
: Below Market-Based
Stock Equity
Grants Assignments Equivalents Market-Rate Bonds_and
Loans Equity
Funding Agents
Individual Managed Lending
Donors Foundations Corporate Institutions
Family Community Major
Foundations Foundations National Government
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Early Stage
Organizations:

Seed Capital

Seed Capital is small amounts of funding used
to develop a basic concept and begin to build a
base to qualify for start-up funding. It may be
used for initial program development and
assistance in creating an organization or pro-
gram, but usually not for actual start-up of the
venture. This type of funding is provided in
order to give practitioners the “time to think,”
convene planning sessions with other practi-
tioners or consumers of services and potential
stake holders, or run “trials” to test an idea.

Start-up Funding

Provided to organizations that have demon-
strated potential and initial marketing of a
concept or program idea, Start-up Funding
assists groups that require funding to “go the
next step.” In theory, at this level, organiza-
tions have conducted basic research on their
concepts, have assembled key managers and
advisors, have developed an enterprise or
organizational development strategy, and are
ready to move toward initial implementation
of their idea or program initiative. In practice,
many groups may have successfully addressed
some of these factors, but often have others
that remain unaddressed.

Intermediate Stage:

Primary

Having demonstrated the potential value of
their concept, organizations use Primary
Funding to “roll out” their program. While
their program has demonstrated the potential
to achieve significant social impact, Primary
Funding is placed in organizations which are
felt to have clear potential, but have up to this
point lacked the support necessary to fully
execute their strategy.

Secondary

Building upon the demonstrated success
achieved with Primary Funding, Secondary
Funding support enables the organization to
further build capacity and expand program
offerings. Secondary Funding allows organi-

zations to grow their initial program or orga-
nization significantly, but for the most part,it
does not provide “stable” capital resources to
guarantee a sustained presence in the market
place. Many nonprofit organizations are suc-
cessful at achieving this stage of expansion,
but confront significant capital market and
organizational barriers to moving beyond it
to Senior Stage support.

Senior Stage:

Mezzanine

Provided to organizations in order to “go to
scale,” Mezzanine Funding supports signifi-
cant expansion of current operations, repli-
cation of programs to other geographic
areas and other development activities.
Funds at this level are used to support
expansion of office and program space,
inject needed working capital or improve
program operations.

Mainstream
At this stage of funding, an organization has
“made it” Mainstream funding means the
organization is viewed as financially
“sound”and, while there may continue to be
program modifications, the fundamental
“product” or program of the organization is
viewed as credible and providing significant
value to society.

Furthermore, organizations at the
Mainstream capital stage will have:

@ A Diverse Base of Financial Support

Organizations receive funding support
from an array of sources: foundations,
government, individual donors, fee-for-
service contracts, earned income and
annual fundraising events. This diversity
helps protect the organization from shifts
in the Nonprofit Capital Market.

@ Commercial Lending Relationships

Organizations qualify for lines of credit,
major capital and equipment loans and
other forms of traditional lending from
mainstream banking and other financial
institutions.
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9 Individual Sponsors

Organizations may have developed large
membership or sponsor pools that pro-
vide, through direct mail or other means,
ongoing contributions. While this sup-
port usually comes in smaller increments
(ranging from annual contributions of
$25 to $1,000),the size of the pool is often
great enough to provide a major source of
general operating support.

@ Self-Capitalization/Earned Income

Organizations may have grown earned
income and “for-profit” activities to the
point of being able to re-direct net income
from those ventures into supporting the
parent corporation and its social purpose.
These sources of capital support may take
the form of for-profit subsidiary corpora-
tions or “social purpose” enterprises that,
while generating surplus income, also
employ a target population in fulfillment
of the organization’s charitable purpose.

While the above continuum of funding
required by the nonprofit sector is offered as
a helpful framework for discussion of the
Nonprofit Capital Market, it should be
understood that organizations may actually
fall simultaneously at various points along
the continuum. For example, a parent non-
profit may itself have achieved the level of
Mezzanine Funding, while a given program
being developed by that same organization
may languish at the Start-up Funding level.
One implication of this shortcoming in the
traditional approach to the funding of non-
profit organizations is that whereas many
nonprofits may be successful at receiving
start-up support, the availability of general
operating support is often lacking. This real-
ity makes it extremely challenging to secure
the necessary financing to expand core
capacities necessary for a parent organiza-
tion to manage replication or expansion
strategies. Indeed, part of the traditional
challenge for nonprofit managers has been
that of finding adequate support for the
many diverse programs often housed within
a single organization while maintaining the
general operating support necessary to man-
age such programs.

A Capital Caveat:
Market Shifts and
Player Positioning

Over the past 40 years, many nonprofits
achieving a matured, Mainstream level of cap-
ital development have relied upon govern-
ment funding as one significant source of cap-
ital to support the national expansion of their
work and/or replication of program models.
The philanthropic community has, in many
ways, evolved its own approaches to nonprofit
organizations to support this goal of a future
government “take-out.” Increasingly, however,
government funding will no longer play the
role of primary provider of Senior Stage,
Mainstream capital support.

Indeed, in a recent address at a national
community wealth forum, former Senator Bill
Bradley described the role of government
funding as one of testing interesting, social
programs, nurturing those programs through
early stages of development and then taking
them to the private sector for long-term fund-
ing support.” This perception of the relative
roles of government and private sector fund-
ing is exactly the reverse of the role under-
stood by many of those in the foundation
community who have historically viewed
themselves as the front-end funder of com-
munity ideas and government as the long-
term supporter of such programs.

Considerable media and other attention
has been brought to bear upon the long-term
implications of these shifts in the role and
structure of government funding in the
Nonprofit Capital Market. In fact, the
Nonprofit Capital Market Working Group,
which has contributed to this chapter, could
not agree as to whether government actually
has played the central role in providing the
majority of capital for nonprofits to go to scale,
whether or not government funding will con-
tinue to play a central role in supporting non-
profit organizations or what the real long-term
impact will be upon the Nonprofit Capital
Market and its actors. Clearly, this is an area in
need of further research and analysis.

While there is a need for further research
into the specific role and functioning of gov-
ernment support within the nonprofit sector,
the fact remains that shifts are taking place in
the Nonprofit Capital Market. New players
are entering the market, older players are re-
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assessing their support, and competition for
what funds are available in that market will
only grow more fierce as the nonprofit sec-
tor continues to grow. The current and
future implications of these facts cannot be
overstated. Even though the actual dollar
reductions in government funding have yet
to work their way fully through the
Nonprofit Capital Market (for example,
while welfare reform will have a long-term
effect of decreasing funding available for
public assistance and other programs, the
short-term effect actually has been an
increase in funding of state welfare pro-
grams), many believe that this shift in the
role of government funding has helped pre-

he Nonprofit Sector is made up of thou-

sands of organizations, each addressing a
range of issues and whose work is supported
from an array of sources. While such diversi-
ty is what makes the sector strong, it can also
challenge anyone (whether funder, nonprofit
professional or layperson) attempting to
understand how to interact with and support
the organizations within it. There are scores
of books and many institutions that attempt
to capture the richness of the sector and a full
presentation of it is beyond the scope of this
paper.8 In addition to other efforts, such
organizations as the Program on Nonprofits
and Philanthropy at the Urban Institute, the
Institute for Nonprofit Organization
Management and the Foundation Center are
each engaged in identifying and analyzing the
wide array of players in the nonprofit sector.
More specifically, Project 180 (New York,NY)
is involved in a “mapping” process that will
attempt to identify and categorize various
players and trends in the nonprofit sector,
with particular focus upon those engaging in
the emerging practice referred to as social
entrepreneurship.?

However, for the purpose of this discus-

cipitate a crisis in the Nonprofit Capital
Market.

And as a result of this perceived crisis
many nonprofit organizations will have to sig-
nificantly alter their understanding of what a
“successful” nonprofit capital structure may
look like—namely different amounts of gov-
ernment support and expanded types of capital
support from other sources. Additionally, pri-
vate funding actors in the capital market will be
forced to reconsider their role and position in
the market place. The balance of this chapter
will address who these changing actors and
investors are, how they interact, and the very
real challenges confronting them as they seek to
fulfill the mission of the nonprofit sector.

The Nonprofit Capital Market: Actors and Investors

sion,the Nonprofit Sector is made up of those
who do and those who fund the doers. While
there are, as will be presented below, some
examples of blending between these roles, in
general the sector consists of

@ Nonprofit Organizations (which is fur-
ther divided among three groups:
Practitioner, Intermediary and National
Support), and

© Funding Agents (Individual Donors,
Family Foundations, Managed
Foundations, Community Foundations,
Major National Foundations, Corporate
Foundations, Governmental Funders and
Lending Institutions).

The following section will briefly present
and attempt to define each of these actors in
the Nonprofit Capital Market.

Nonprofit Organizations

Practitioner
The heart of the Nonprofit Sector is those
organizations engaged in the direct pursuit of
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a charitable or social purpose. These can
range across fields as diverse as social service
delivery, to education, to cultural arts,and the
environment. Practitioners may engage in
advocacy around an issue, but also may be
involved in directly addressing the issue itself
through the operation of a program or provi-
sion of services. For example, environmental
groups include those attempting to change
environmental public policy and those creat-
ing public land trusts to preserve wilderness
or endangered habitat. Youth programs may
support after-school tutorials, summer recre-
ational activities or direct street outreach to
homeless youth. Cultural arts groups may
sponsor writers, underwrite performances or
operate in schools to bring the wonder of arts
to young people.

Practitioner organizations generally fall
into three categories: community-based,
community-based/nationally affiliated and
non-place based. Community-based organi-
zations are active in a single geographic area,
whether neighborhood or regional, while
non-place based organizations operate with-
out reference to a specific,individual commu-
nity. An example of a local, community-
based organization would be a traditional
community development corporation, charged
with advancing the economic vitality of a
given neighborhood. An example of a com-
munity-based/nationally affiliated organiza-
tion would be the Girl Scouts or Big
Brother/Big Sister that, while working
through local chapters,are advancing an over-
all program across the nation. Non-placed
base organizations include Greenpeace,
Amnesty International or the American
Cancer Society.

The main link among all practitioner
groups is that they are attempting to address
directly an issue of societal or community
concern—they are,in every sense of the term,
“doing” the work of the sector.

Intermediary

Intermediary organizations are support
organizations that work to bring added
resources to the efforts of the practitioner
community. These resources may include
financial support, technical guidance or net-
work support for a particular initiative.
Intermediary organizations may operate at
either a regional or national level, and they

work with a number of practitioner organi-
zations. Examples of intermediary organi-
zations are The Enterprise Foundation, The
United Way, The Corporation for
Supportive Housing (CSH), or the Local
Initiatives Support Corporation (LISC).

Many Intermediary organizations oper-
ate within the classic approach to communi-
ty and organizational development in that
they embrace a “model” which has been
found or is believed to be effective in
addressing an issue. The Intermediary then
moves to implement that particular model
through a variety of local affiliates.
Examples of this approach are:

@ LISC’s Franchise Initiative (which is
implementing a model of community
economic development that focuses upon
linking for-profit, national franchisors
with local, for-profit individual entrepre-
neurs); or

© CSH’s Supportive Housing Initiative
(which works with community-based
organizations to create a national net-
work of nonprofit-managed affordable
housing programs that offer on-site sup-
port services).

Other intermediaries operate within
models which promote a “sectoral
approach,” a regional economy approach, or
other similar strategies—all of which are
conceived in one region and brought to
another for execution by local organiza-
tions. In order to support the practice of
their model, many intermediary organiza-
tions also provide technical assistance to
help local practitioners involved in model
replication.

Intermediary organizations may be
thought of as a type of “hybrid” organization
between “doers” and “funders,” in that they
often receive grant support from founda-
tions that they then re-grant to organizations
that then actually provide a service or pro-
gram. In this way, Intermediaries are actors
in the Nonprofit Capital Market. Since they
in turn receive their funds from foundations
or governmental sources, they are not truly a
funding agent in their own right. In addition
to the provision of funding, intermediary
organizations also provide various levels and
forms of technical assistance, managerial
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education and training, and general infor-
mation. In many ways, the traditional role of
intermediary organizations shares some ele-
ments in common with that of “venture phil-
anthropy,” presented later in this document.
What distinguishes one from the other is the
degree of donor involvement, the basic con-
ceptual framework within which they oper-
ate and other factors discussed below.

In recent years a new form of intermedi-
ary organization has evolved that operates
programs providing the nonprofit sector
with both leadership and organizational
development assistance within the context of
a strong market-based orientation—some-
thing not seen in traditional intermediary
organizations. Social Venture Partners,
Eureka Communities, the echoing green
foundation, Grace, The Fund for Social
Entrepreneurs, New Profit Inc., and The
Denali Initiative all represent efforts to sup-
port individual, social entrepreneurs while
increasing the operational capacity of the
nonprofit organization of which they are a
part. This “integrated”approach to interme-
diary functions (whereby funding, leadership
training/support, administrative capacity and
a host of other issues are addressed simulta-
neously) represents a promising strategy for
maximizing both the leverage of philanthrop-
ic investments and the potential for future
social returns.

National Support

National support organizations are those
organizations active at the national level in
support of a field as a whole. These would
include national associations, “think-tanks”
or policy organizations. National support
organizations may act as a convening entity
for practitioners,intermediaries and funding
institutions. While some national support
organizations are active in direct advocacy
around a given issue,they often act in a wide
variety of ways to address issues raised by
their member or constituent organizations,
whether with regard to public policy, fund-
ing, research or general efforts at “building”
the field.

Examples of national support organiza-
tions are the National Congress on Commun-
ity Economic Development, The Child Welfare
League of America or the Community Devel-
opment Venture Capital Alliance.

Funding Agents

cross the table from nonprofit organiza-
Ations sit an array of individuals, founda-
tions and institutions that provide financing
which allows the nonprofit to pursue its work.
Funding agents include:

Individual Donors
While not technically a funding “agent,” indi-
vidual donors form the basic building block
of the Nonprofit Capital Market, constituting
financial support well in excess of founda-
tions and other sources of grants/contracts.
In truth, an individual donor is anyone who
makes a charitable gift to a nonprofit; howev-
er, in this case we are referring specifically to
those high-net-worth individuals who make
substantial gifts to nonprofit organizations.
Developing a solid base of individual “small
donor” support is important in the diversifi-
cation of any organization’s funding base.
Individual donors constitute 83% of private
giving in the United States and as such repre-
sent a major source of diversified funding for
nonprofit organizations attempting to take
their efforts to greater size and sustainability.
However, while significant on an aggregate
level, such donors’ personal leverage is largely
fragmented, remaining at the “Do I renew at
$50 or $100?” level. Until such time as these
individual donors may be organized as non-
profit “share holders,” their ability to leverage
influence within the sector is largely diluted.
High-net-worth donors, on the other
hand, have an immediate impact upon both
an individual organization’s activities
(through directly underwriting a particular
program) and, increasingly, upon the larger
Nonprofit Capital Market itself through their
ability to underwrite large-scale, multi-orga-
nization funding initiatives. They may begin
their activities by making initial charitable
gifts to individual nonprofit organizations or
various “causes,” or may move directly to the
establishment of a family foundation or other
funding vehicle through which to make larg-
er, more strategic charitable contributions.

Family Foundations

Family Foundations (a subset of Private
Foundations) are established by high-net-
worth individuals willing and able to endow an
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ongoing institution to carry out their support
of the nonprofit sector. Family foundations are
usually endowed at some level and, in adher-
ence with IRS tax codes, must annually disburse
5% of their assets. While most foundations use
grants as their primary charitable investment
vehicle,increasing numbers of foundations are
examining how to more creatively support the
causes that interest them (for example,through
Program-Related Investments and other instru-
ments discussed below). Family foundations
can range greatly in both size and culture.
Some maintain large,fully staffed offices, while
many others are staffed on a volunteer basis by
family members or managed for a fee by the
foundation’s trustees or attorneys.

Managed Foundations and
Philanthropic Advisor Services

An emerging actor in the Nonprofit Capital
Market is the Managed Foundation and
Philanthropic Advisor Service. Managed
foundations are those foundations, often
family foundations, which are collectively
managed by a single organization specializ-
ing in such services. Philanthropic Advisor
Services are those independent founda-
tions that make use of individual advisors
(often legal trustees, individuals with per-
sonal experience in the field of philan-
thropy or other independent actors) to
guide their grant making activities.
Depending upon their operating structure,
both Managed Foundations and Philan-
thropic Advisor Services make it possible
for donors to receive individual attention
and assistance, but do not require the pres-
ence of full-time staffing for each individ-
ual foundation or donor.

This form of organization is increasing-
ly important as “new” donors come to the
market seeking guidance, yet wanting to
maintain influence or control over fund dis-
tribution. This approach to managing foun-
dation activity is also important in that
those who coordinate such funds have the
potential to broker a number of indepen-
dent foundations to a single philanthropic
transaction. Examples of Managed Found-
ations and Philanthropic Advisor Services
are The Tides Foundation (San Francisco,
CA), The Philanthropic Initiative (Boston,
MA), and Pacific Foundation Services (San
Francisco, CA).

Community Foundations

While a relatively recent growth segment of
the Nonprofit Capital Market, Community
Foundations have existed for a number of
decades and provide an important vehicle for
the support of nonprofit organizations, as
well as a way for donors to target their sup-
port. Established with “independent commu-
nity” boards, community foundations main-
tain an endowment, but also offer individual
donors the potential for the creation of donor-
advised funds. Under this structure, an indi-
vidual donor makes a charitable contribution
to the foundation, which then controls the cap-
ital; however, the donor may then act to
“advise” the foundation on how those funds
should be disbursed and through what strate-
gies. As the name implies, community founda-
tions seek to reflect not simply the wishes of
the donor, but broader issues and concerns in
the region of which they are a part.

Private Operating Foundations

A variation on the traditional private founda-
tion, private operating foundations are those
that do not make grants to outside organiza-
tions, but rather directly fulfill their charitable
purpose through the direct operation of pro-
grams or other activities that advance their
cause. Private operating foundations usually
set aside designated funds for a defined pro-
gram managed by the foundation. An exam-
ple of a private operating foundation is the
Schwab Foundation for Learning, founded by
the Charles and Helen Schwab Foundation.
The Schwab Foundation for Learning pro-
vides counseling, support services and an
array of programs specifically targeting the
needs of the learning disabled.

Major National Foundations

With household names like Rockefeller and
Ford, large national foundations are those
most often identified by the general public as
involved in philanthropy. These institutions,
in addition to funding important capital and
other campaigns, may play an important role
in matching locally committed funds. In
addition,they have the perspective that comes
from operating at a national level that often
allows them to see connections and opportu-
nities present in various regions of the coun-
try. With the benefit of size, however, come
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challenges of pursuing appropriate philan-
thropy that supports and augments, but does
not replace,that of local communities. Major
national foundations have had a significant
impact in helping to both replicate successful
regional programs and support broad public
policy initiatives to inform the larger society
of critical social, health, environmental and
other issues.

Corporate Foundations

For-profit corporations establish Corporate
Foundations as a vehicle to engage in charita-
ble support of nonprofit organizations. They
also may have a parallel mission of advancing
the goals and marketing strategies of the par-
ent corporation. While in some cases corpo-
rate foundations are endowed, many have
budgets tied directly to the financial perfor-
mance of the parent corporation.

In addition to providing direct finan-
cial support, corporate foundations also
have the ability to leverage significant con-
tributions of goods, services and volunteers.
Indeed, while the majority of corporate
philanthropy is pursued through charitable
giving, increasing numbers of corporations
are examining how to engage in “strategic”10
philanthropy to leverage the total resources
of the corporation in support of a charitable
goal. For example, such efforts might
include not simply grant support, but the
mobilization of large numbers of volun-
teers, the outsourcing of contracts to non-
profit social purpose business ventures, or
the practice of loaned executives to assist in
nonprofit marketing, financial analysis or
other areas of need. While similar to tradi-
tional “pro bono” efforts,strategic corporate
philanthropy represents an approach to
philanthropy that allows the corporation to
have a much greater impact in the nonprof-
it sector than grants alone might allow.

Governmental Funders

In the “old days” (i.e. prior to 1980!), many of
those involved in the field of philanthropy
liked to view themselves as the “venture capi-
talists” of the nonprofit sector who would
seed initial ideas which would then be repli-
cated and provided significant funding by
public sector funders. No more. As devolu-
tion and anticipated cutbacks in government

funding become the norm,many governmen-
tal funders view themselves as those seeding
ideas and local or private sources as the vehi-
cle for ongoing financial support. Since gov-
ernmental sources of funding far outstrip
those of the philanthropic community, gov-
ernment remains an important source of cap-
ital for the nonprofit sector. However, learn-
ing how to blend the two streams of capital
remains a challenge as both foundations and
government maintain their own categories of
interest and terms for organizations seeking
to receive financial support.

Lending Institutions/Credit Unions
Organizations that provide lending support to
nonprofits remain an important and evolving
component of the capital market. These con-
sist of either mainstream commercial lenders
or nonprofit lending institutions, such as com-
munity development finance institutions and
revolving loan funds. Many of these groups
provide loans at market rates of return,though
others charge rates greater than the market
average—reflecting the greater levels of risk
sometimes involved in lending to nonprofit
organizations. For the most part, these loans
historically have been made to support afford-
able housing, commercial real estate develop-
ment or, increasingly, small business develop-
ment, but have been largely unavailable for the
support of nonprofit general operations, cash
flow or social purpose enterprise development.
The lack of capital for these areas represents a
gap in the capital market for those nonprofits
lacking assets that might secure such loans or
engaging in activities, such as business devel-
opment, that are viewed as too risky to be sup-
ported with loaned capital.

Recent Developments in
the Nonprofit Capital
Market

s is true of most markets, the Nonprofit

Capital Market is not a static organism,
but is dynamic, with new players entering, old
ones exiting and new approaches to philan-
thropic strategies coming into play. While
there are a number of trends one might iden-
tify, it would seem important to acknowledge
at least three at this point.
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Of increasing concern among those who
create family foundations is the issue of con-
trol and whether a foundation established to
operate in perpetuity will continue to reflect
the vision and values of its primary donor.
Recently, more foundations have been estab-
lished with a strategy that includes a clearly
stated “sunset” clause requiring that all the
assets of the foundation be disbursed within a
given, usually relatively short-term, time
frame. Claude Rosenberg!! has done a great
deal to challenge conventional wisdom as it
relates to the pursuit of philanthropy and the
role of foundations in advancing such efforts.
The Rosenberg Foundation, Annenberg
Foundation and Aaron Diamond Foundation
are all examples of foundations that, to vari-
ous degrees, are pursuing or have pursued
strategies which include the total disburse-
ment of the foundation’s assets within a set
time frame. While viewed as radical by some,
this perspective addresses many of the con-
cerns held by high-net-worth individuals
regarding how their assets will be used in the
years following their passing.

A second strategy being pursued by foun-
dations is the creation of centers and other
organizations specifically founded to support
the broader development of the field or area

The Nonprofit Capital Market: Investment Instruments

he primary link between nonprofit orga-

nizations and funding institutions is the
capital that moves from one to the other. A
basic premise of this document is that all
forms of charitable support provided to non-
profit organizations represent forms of chari-
table investment in those organizations. The
specific form taken by these investment
instruments can vary in source, size and
structure.

Furthermore, just as capital in the for-
profit capital market moves along a continu-
um, so, too, does capital in the nonprofit mar-
ket. It must be recognized at the outset that
funding institutions may use an array of invest-
ment vehicles to achieve their organizational
goals. By extension, the financially healthy
nonprofit organization will have a mix of

of interest. Similar in many ways to the med-
ical research organizations established by
John D. Rockefeller, Sr., these centers move
well beyond the traditional “naming opportu-
nity”  Foundations implementing this
approach directly assist in the shaping of a
field through convening, educating or sup-
porting the research of leading practitioners
to address emerging issues in their field.
Examples of this practice are the Center on
Entrepreneurship (created by the Kauffman
Foundation), the Aspen Institute (created
largely through the support of foundations
interested in research on the nonprofit sec-
tor), and Wingspread, a conference center
founded by the Johnson families. These insti-
tutions work to foster better thinking and
practice in the nonprofit sector as a whole.

Largely as a result of the influx into the
philanthropic community of “new wealth”
created in recent years, the Nonprofit Capital
Market has recently witnessed the emergence
of a new and challenging approach to phil-
anthropy, Venture Philanthropy. Given the
impact of this strategy and its much-debated
place in the market, Venture Philanthropy
will be addressed in a separate section fol-
lowing the discussion of investment instru-
ments below.

funding represented on its financial balance
sheet—grants, loans and program-related
investments all play a role in capitalizing suc-
cessful initiatives in the nonprofit sector.
Before approaching any discussion of
capital investment instruments used in the
nonprofit sector, it must first be acknowledged
that in the nonprofit sector the distinction
between capital investment and operating rev-
enues is much less clear than in the for-profit
capital market. In many cases, “investments”
in the nonprofit sector often are used to cover
current operating expenses and in such cases
resemble business revenues more than “capital
investments.” Investors in for-profit corpora-
tions will cover operating expenses temporar-
ily, usually during start-up or expansion stages
when operating cash flows are expected to be
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negative. However, these investors expect that
operating revenues in the business eventually
will exceed operating expenses. This expecta-
tion is not common with nonprofits. Beyond
these limited time periods, for-profit capital
investments usually are intended to cover spe-
cific capital expenditures for such things as
property acquisition, equipment purchase,
long-term research and development, etc. Each
of these represents cash outflows not regarded
as “expenses” for a given accounting period.
Banks and other lenders may extend short-term
loans to cover such expenses as well, but these
loans generally are not considered part of the
overall capital structure of the organization.

A basic premise of this chapter is that
those who support the operating expenses of
nonprofit organizations (foundations, indi-
vidual donors, etc.) are making investments
in the nonprofit organization. In fact, one
might also argue that just as many for-profit
businesses, such as HMOs or auto repair
shops, receive cash inflows from third-party
payees (such as government revenues, insur-
ance companies, corporations buying benefits
for employees, etc.), nonprofits do as well.
These revenues often cover the operating
expense of an organization providing ser-
vices, programs or support to others who
often do not pay the full cost of such services.
This fact and its impact upon the operation of
the Nonprofit Capital Market are worth not-
ing and clearly require further research.

It is the author’s position that program
grants or third-party reimbursements do, in
fact, represent nonprofit operating revenue,
whereas grants received as part of a multi-
year, organizational development strategy
represent social and capacity-building capi-
tal investments. Additional inquiry into this
distinction and the specifics of how it is
reflected in the capital market is needed.
For the purposes of this discussion we sim-
ply will acknowledge the existence of this
“blurring” between revenue, investment and
third-party payees. For the time being, we
will overcome this potentially complicating
issue by simply saying that all cash inflows
to the nonprofit will be viewed as “invest-
ments,” unless they are the result of explicit
contractual payments or the result of fees
for services rendered.

Regardless, as will be discussed below,
while the presented investment instruments
are all part of the Nonprofit Capital Market,

it is widely felt that the market itself (as it is
presently constituted) does not offer
enough capital in the size, form and appro-
priate stages needed by the nonprofit sector.
This is reflective of the fact that the
Nonprofit Capital Market is in many ways
neither fully developed nor mature. The
for-profit capital market has evolved over a
period of centuries, whereas nonprofit
organizations have existed for a matter of
decades and organized public support of
their efforts for perhaps fewer years than
that. As a result, the Nonprofit Capital
Market lacks certain types of funding at
exactly those places where the market place
and its actors could make the most use of it.
The challenge of addressing those gaps and
developing more effective capital instru-
ments is a major focus of this chapter.

However, before addressing the ineffi-
ciencies of the nonprofit market place, we
must first understand the fundamental invest-
ment instruments presently in use. Those
instruments are: Grants, Stock Assignments,
Equity Equivalents, Below-Market Loans
(PRIs), Market-Rate Loans and Lines of
Credit, and Market-Based Bonds and other
Equity Investments.

Grants

The most popularly used and understood
charitable investment instrument is the grant.
Grants are made to nonprofit organizations
following an application process and some
level of due diligence by the grant making
institution. Grants may be of any size, rang-
ing anywhere from wunder $5,000 to
$1,500,000 and above.

Because grants will not be paid back to
the funding institution and carry no interest
rate, they are often viewed by actors in the
market as “free” or “no-cost” capital. This
assumption is deceptive, however, in that the
application process by which grants are
awarded and the “strings” which may be
attached to such funds can quickly turn a
“free” capital instrument into very “expen-
sive” form of capital.

For the most part, grant funds are used to
support the delivery of a program offering
or nonprofit product. Therefore, grant sup-
port is often “money in, money out” for the
recipient organization. Donors give funds
in order for those funds to be applied
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directly in support of the stated “cause” and
generally do not want the organization to
“sit” on those funds any longer than is nec-
essary. On the whole, the effect of grants is
that, unless specifically targeted for such,
they do not provide assistance to the orga-
nization’s overall effort to expand its oper-
ating or administrative capacity.!2 Grants
may be used to acquire real estate or equip-
ment that may then be carried on the orga-
nization’s books as an asset. However, for
the most part, grants represent a “liquid”
investment that comes in one year and is
gone the next.!3

Given that grant dollars dedicated to pro-
ject as opposed to general operating sup port
represent a significant part of the Nonprofit
Capital Market, it is no wonder practitioners
find it difficult to build assets or the overall
financial health of their organizations. This
reality represents a critical factor effecting the
Nonprofit Capital Market—namely, that the
grant-making strategies of a majority of fun-
ders have not adequately targeted the devel-
opment of the assets of the organizations pur-
suing our nation’s community, environmental
or social values. Indeed, most funders do not
view their grant-making activities as true
investments, but rather as charitable program
or other support targeting a specific project or
provision of services. While it may be unfair
to state it in such bold terms, one wonders if
unless and until the funding community
embraces an understanding of grants as a
form of charitable investment, the Nonprofit
Capital Market will continue to be signifi-
cantly hindered in its capacity to support the
efforts of practitioners in pursuing their
vision for individual organizations, local
communities and society as a whole.

Stock Assignments

While still rare, as a result of the stock market
boom of recent years some organizations and
donors find the gift of stock to be an increas-
ingly attractive charitable investment instru-
ment. While not as liquid an asset as a grant,
stocks may be sold by the nonprofit organiza-
tion or held in the hopes of securing an
appreciated value over time.

One intriguing twist on this historic
practice is being pursued by the
Entrepreneurs Foundation (Menlo Park,CA),
which is soliciting contributions of stock from

emerging entrepreneurs in Silicon Valley.
These entrepreneurs make a contribution of
1% of their total shares early in the formation
of their corporation. This contribution then
grows over time, creating an expanding
endowment for the foundation, which will
then use its annual disbursement to support
its work with social entrepreneurs managing
local nonprofit organizations.

The “Equity Gap” and Use of
Equity Equivalents

As stated earlier, most for-profit businesses
carry some mix of debt and equity.
Depending upon the type of business and the
overall financial health of the corporation,
certain target ratios (such as the debt/equity
ratio) are used to measure how much debt a
business can sustain. Debt is usually tied to
some underlying asset of the corporation,
with various lenders taking a position relative
to those assets. Subordinated debt, for exam-
ple, takes a secondary position to senior debt
that has “first dibs” on the liquidation of any
assets in the event of bankruptcy. It should be
noted, however, that all debt has a priority
claim (before that of any shareholder) on cash
flow of the corporation.

The problem is that any business will
probably require more capital than it can or is
profitable to borrow. Therefore, business
owners often sell a part of the ownership in
the company in return for additional capital
needed to make up this difference. While
there are various forms of equity, such invest-
ments are unsecured and fully at risk. Those
holding that equity hope to receive a market-
rate or better return. For-profit investors are
willing to take exposure to risk in exchange
for possibly greater financial returns in the
future. This is the central difference between
lending and investing.

Nonprofit organizations must work
under the same economic rules and realities
as their for-profit counterparts; however,
nonprofit organizations must overcome two
fundamental challenges to building the “capi-
tal structure” necessary to support their work:

@ Nonprofits are prohibited by law from
providing “private inurement” to outside
or internal investors—thus eliminating
the profit incentive for potential investors
of capital.14
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© Most funds provided to nonprofit orga-
nizations are immediately used to
achieve some short-term program or
other goal. The “return” generated by the
organization’s capital is most often a
social return on investment as opposed
to a financial one.

Depending upon whether one’s perspec-
tive is as an investor or practitioner, this situa-
tion creates either an “equity gap” or an “asset
gap” in the financial/capital structure of non-
profit organizations. This gap represents the
fundamental challenge of capitalizing non-
profit organizations—it is the very reason an
activity is considered charitable and pursued
by a nonprofit corporation. There remains
some debate as to whether it is appropriate to
term this lack of funds a “gap” since grant
funds may be used to operate nonprofit orga-
nizations and, as described below, there are
various ways one may structure financial sup-
port of nonprofits to address the essential
need for capital support. However, the exis-
tence of this gap in financing is and will
remain a central challenge for practitioners
and those involved in supporting their work.

Regardless of how this gap might be
addressed, it should be understood that in a
traditional for-profit business the increasing
value of the corporation is entered on the
financial b ooks initially as profit and later as
retained earnings. Traditional, for-profit cor-
porations receive both outside equity invest-
ments and generate internal equity through
these retained earnings. The nonprofit sector,
by contrast, has very little, if any, capacity to
generate such retained earnings as a vehicle to
capitalize the corporation and fund future
expansion. In many ways it is this “double-
whammy” of an inability to secure outside
equity investments together with the chronic
inability of most nonprofits to generate inter-
nal equity that creates the “equity gap” and is
a central challenge in adequately capitalizing
nonprofit corporations.

To further hinder the nonprofit manager
in her efforts to build her organization’s
financial health, when such funds do accrue
in the nonprofit world they are most often
viewed as “surpluses” or fund balances—
terms and accounting practices which don’t
lend themselves to building the assets of an
organization. It is no surprise, therefore, that
these funds are most often used to fund a pro-

gram or operating expense within a given year
and that the “charitable assets” of the non-
profit sector are seldom viewed as invest-
ments or cultivated as such.

However, that gap may be filled, at least in
part, through the use of “equity equivalents.”
An equity equivalent is a grant made to a non-
profit with the provision that it is “recover-
able.” While some PRIs (discussed below) are
unsecured, all recoverable grants are unse-
cured—with payback usually pegged to the
nonprofit enterprise achieving certain finan-
cial benchmarks at some agreed-upon future
date. Therefore, they are fully “at risk” and in
that way play a role similar to for-profit equity
investments—thus, the term “equity equiva-
lent” The “payback” on an equity equivalent
to the philanthropic investor comes both in
the form of principal and social return on
investment (SROI), whereas for a grant the
payback is simply SROI, and in a PRI it is (at
least in theory) principal plus interest.

In this way an equity equivalent is not
truly an equity instrument in the for-profit
sense of the term (since in the for-profit sector
the investor would be rewarded with a signifi-
cant risk premium of some type); however,
since they are unsecured injections of invest-
ment capital, they function in a manner simi-
lar to equity for the nonprofit enterprise. The
amount of the equity equivalent (e.g.,. the
principal invested) may be recovered at some
future date and revolved back into the support
of charitable work. In this way the recoverable
grant plays the role of long-term equity, allow-
ing the organization to pursue its social mis-
sion and build capacity. However, as previous-
ly stated, an equity equivalent does not guar-
antee either a return on principal or pay inter-
est on the use of that principal, both of which
are present in the structure and application of
Program-Related Investments (PRIs). In fact,
many PRIs do play a role similar to equity
equivalents (given their extended terms and
high risk status as loans); as discussed below,
however, there is the expectation that they will
be paid back regardless of whether the funded
project is a success and since they are entered
into as secured financing vehicles are funda-
mentally loans and not equity.

Below-Market Loans (PRIs)
The next step up from recoverable grants or
other equity equivalents is below-market
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loans. Any donor or institution may make a
loan to any other organization that carries
interest payments below the market rate.
When made by business people, such loans
are referred to as a “favor” or as having made
“a really stupid loan” (since the market rate of
return is much greater and one could earn
better returns elsewhere). However, when a
foundation engages in this practice it is
referred to as a program-related investment!
Under a PRI, funds may be taken out of either
the foundation’s annual grants budget or its
endowment; however, if funds are paid back,
they are usually returned to the foundation’s
endowment or corpus.

Pioneered over 20 years ago, largely
through the efforts of John Simon of the
Taconic Foundation, the John D. and
Catherine T. MacArthur Foundation and the
Ford Foundation, PRIs open up the potential
for foundations to bring significant,new infu-
sions into the Nonprofit Capital Market.
While these loans carry an interest rate which
is below the market rate (usually ranging
from 2-4%) and have an extended payback
period of seven or more years, they are often
secured by assets or other means. In this way,
PRIs allow nonprofits to access needed capi-
tal, while tying that capital to assets of the
nonprofit organization. The funds, while car-
rying some significant degree of risk, are not
as risky as an unsecured loan, recoverable
grant or other equity equivalent.

It is interesting to note that while often
thought of as a strategy for foundations to
“extend” the impact of their endowment
through lending as opposed to simply provid-
ing grant support,PRIs that are not paid back
to the lending foundation may be “charged”
by that foundation as contributing to the 5%
annual grant payout requirement.

Along this line, it is also interesting to
note that the interest rate structure for most
PRIs runs completely counter to traditional
lending or investment practice. In the “real
world” of investing, deals are governed by the
law of “high risk,high reward,” yet in this case
the nonprofit sector functions with greater
reference to its own law of “high risk, low
reward.” While on the one hand this is under-
standable in that traditional commercial
lenders won’t come near many of these deals,
so there really is no market for such loans and
they therefore have no true value in terms of
their potential future rate of return, on the

other hand these loans do not reflect the true
market realities that govern capital and eco-
nomics. By contrast, loans originated by
many nonprofit loan funds often carry a mar-
ket risk premium that in some way compen-
sates for the greater risk of making loans to
high-risk, nonprofit clients.

Market-Rate Loans and Lines

of Credit

Once a nonprofit organization has achieved a
certain scale and capital structure, it may
qualify for market-rate loans and lines of
credit. These types of capital are most often
used to finance either cash flow and working
capital requirements or the acquisition of
property. Such forms of capital carry stan-
dard market terms and interest rates.
Furthermore, they require that the organiza-
tion have sufficient assets to underwrite the
loans in case of default. While not available to
all, such capital is an important part of an
organization’s capacity to finance its efforts
and build its balance sheet over time.

Market-Based Bonds and other
Equity Investments

A final, and for some perhaps unachievable,
stage of the Nonprofit Capital Market is that
of bonds and true equity investments. Many
hospitals, educational institutions and muse-
ums are able to secure this type of “high-end”
financing. There are many types of bonds
potentially available to nonprofit organiza-
tions as a means of securing expansion and
other capital. Market-based bonds might
include secured and unsecured bonds, various
types of municipal bonds and industrial
development bonds. Such instruments are in
many ways out of reach of most smaller or
developing nonprofits and may require fairly
sophisticated financing;however, they do pro-
vide one option for securing significant,long-
term capital resources for nonprofit organiza-
tions.

While rare,joint ventures and other equi-
ty partnerships are also a consideration for
some nonprofits. In this scenario, a sub-
sidiary, for-profit corporation would be
formed and outside investors brought to the
table in partnership with the nonprofit. Up to
the present, few groups have developed the
degree of sophistication required to structure
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and manage such deals. With the influx of
business managers into the nonprofit sector
with for-profit finance experience, the mar-

ket may see an increasing number of such
capital structure “deals” in the years to
come.

The Role of Venture Philanthropy in the Nonprofit Capital Market

n recent years,the Nonprofit Capital Market
has witnessed the growth of a new approach
to philanthropy, popularly referred to as “ven-
ture philanthropy” Other documents are
available which discuss the fundamental
tenets and practice of venture philanthropy, as
well as how the core principles of venture cap-
ital funding and management sup port might
be applied within a philanthropic setting.!5
For the purpose of this document, let us sim-
ply say that venture philanthropy is not a fad
approach to funding limited to individual,
fringe players, but is increasingly influencing a
wide variety of actors in the Nonprofit Capital
Market: community foundations, individual
donors, corporate foundations, and other
institutions.
Venture philanthropy’s basic aspects
include such elements as:

€ Multiyear funding support

@ Attention to organizational capacity-
building

@ Use of “new metrics” as a management
tool to inform better practice

@ Use of “new metrics” to calculate a Social
Return on Investment that focuses upon
the outcomes resulting from philanthrop-
ic “investments”

@ Awareness and pursuit of appropriate exit
strategies

€ Deeper, more engaged relations between
the funder and practitioner

@ A “portfolio management,” as opposed to
“isolated grantee,” approach to grant
making

@ Awareness and application of grants as
capital investments

While the above factors represent impor-
tant qualities of a venture philanthropy prac-
tice, it is critical to understand that the basic
strategy of venture philanthropy may be
applied in a variety of nonprofit contexts to
address the full breadth of players present in
the practitioner community. Individual ven-
ture capitalists and venture philanthropists
maintain specific focus and expertise within a
given area of interest (high technology or sup-
ported employment, for example); however, it
is their investment strategy that really distin-
guishes their work from that of “classical”
philanthropy. While it is a generalization, in
some ways, venture philanthropy is less con-
cerned with what social issue or challenge is
being addressed than it is with pursuing an
effective approach to how relevant capital and
other support are provided to nonprofit prac-
titioners.

This difference in orientation represents a
fundamental contrast between the approach
of intermediary organizations previously
described and that of venture philanthropy.
Intermediary organizations focus upon a par-
ticular area of interest (for example, commu-
nity economic development) and how a par-
ticular model may be applied within it (for
example, franchising or supported employ-
ment strategies). By contrast, venture philan-
thropists focus upon building the capacity of
the practitioner to execute their framework
and grow the ability of a given organization to
sustain its work in the nonprofit sector.

Clearly, venture capitalists are successful
in part due to their in-depth understanding of
a given market and ability to see how a partic-
ular business strategy may bring very real
value to that market place. Having made that
commitment to a particular market, however,
for-profit venture capitalists shift their
emphasis from what is supported to how their
support is provided. They are, in a phrase,
fully engaged investors. Venture philanthropy
is naturally concerned with the application of
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innovative strategies to addressing social and
other issues of societal concern; however, the
values presented above reflect an approach to
the support of organizations pursuing those
strategies that is fundamentally different from
that of both “classical” philanthropy and tra-
ditional intermediary organizations—name-
ly, it is a form of engaged grant making which
is felt to bring greater long-term value to the
nonprofit market place.

Finally, it must be acknowledged that
much recent debate in the philanthropic com-
munity has focused upon whether a classical
or venture philanthropic practice is “better”
However, such discussions miss the funda-
mental point that both approaches are neces-

sary for the proper operation of the Nonprofit
Capital Market. Just as the for-profit capital
market includes venture capitalists,local bank
lending institutions, mutual funds and invest-
ment banks, the Nonprofit Capital Market
must also affirm the relative value of all its
players, each of which fulfills a need within
that market and operates with reference to its
own “investment” goals.

Examples of foundation initiatives that
pursue a venture philanthropy approach are
Social Venture Partners (Seattle, WA), The
Roberts Enterprise Development Fund!¢ (San
Francisco, CA), the Entrepreneurs Foundation
(Menlo Park, CA) and the Robin Hood
Foundation (New York, NY).

Challenges of the Nonprofit Capital Market

inancing the growth of any small, for-prof-
Fit business is not easy. Attaining the
owner’s vision takes tenacity and often
requires significant financial risk. The poten-
tial and promise of independence and finan-
cial reward are what make the risks worth-
while. Financing nonprofit ventures may be
even more difficult, for two main reasons.

First, as previously stated, nonprofit
organizations usually lack adequate assets
with which to secure (or underwrite) loans.
Many such organizations are “grant driven,”
with funds being made available annually in
return for the fulfillment of commitments
made by the organization to provide certain
services or programs to the community—
often to “consumer markets” which do not
have the funds to otherwise pay for those
services. Youth programs, food banks and
low-income health centers are just a few
examples of such programs.

In many ways nonprofit activities are dri-
ven by the fact they have no primary financial
market capable of supporting such work—
this is what makes them “nonprofit,” since you
can’t make money off it. To wit, most non-
profits operate with “weak” balance sheets,
carry few assets (such as buildings or other
holdings that might be used to underwrite
loans) and are often without large endow-
ments that might fund enterprise or other
social purpose activities.

Organizations that do have real estate
assets with which to secure a loan often have
used that existing asset to secure lines of
credit to support the operating cash flow of
the agency. This is often necessary due to the
“risky”nature of supporting an organization
with grants that may or may not be renewed
the following year. However, this situation
has the secondary effect of making those
assets unavailable to finance other organiza-
tional priorities, for example, a new program
start-up or expansion of a social purpose
enterprise.

A second barrier to providing capital to
nonprofits is the lack of equity/asset options,
previously discussed. When a nonprofit “goes
out of business,” all of its assets are distributed
to other, existing nonprofit organizations to
continue the pursuit of charitable works.
Remaining assets may not be sold to or given
to outside investors, although in the event of
bankruptcy they may be sold off to cover the
outstanding debts of the organization. (The
exception, of course, is that a nonprofit may
liquidate its assets at market-rate prices in
order to pursue its mission through other
means. One example of this practice is that of
nonprofit hospitals converting to for-profit
corporations and endowing major health care
foundations. While controversial, this prac-
tice is legal and does allow for the sale of a
nonprofit’s assets to outside investors.)
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A counterpart to this lack of equity/asset
options is the fact that to date there has been
little demand for such options; most non-
profit organizations want those funds for
current operations and programs as opposed
to supporting the accumulation of assets.
This lack of demand serves to underscore
and, in some ways, support the lack of equi-
ty/asset options available to both potential
philanthropic investors/ donors as well as
nonprofit practitioners.

Business “angels” or other individuals
who might otherwise fund various stages of
a business start-up are rarely interested in
taking on such a nonprofit “high-risk, no-
reward” proposition. Even though a non-
profit may have some access to “loan dollars”
through buildings or other assets, it cannot
secure true equity investments—the life
blood of any business enterprise. The gap in
financing represented by this lack of equity is
what we have termed the “equity gap” in the
nonprofit sector. “Equity gap” is not meant
to infer that the Nonprofit Capital Market
itself is without access to such equity or
equity equivalents, but rather that individual
nonprofit organizations themselves experi-
ence a gap in their capital structure which in
the for-profit sector is filled by equity injec-
tions from various sources. The existence of
this gap stands as a critical challenge for
most nonprofits attempting to pursue their
social mission whether through traditional
means or non-traditional strategies, such as
the creation of market-based, social purpose
business ventures.

In addition to these core challenges, the
Nonprofit Capital Market itself is further
hobbled by the following:

@ Absence of market standards

@ Lack of proven “Return on Investment”
@ Market fragmentation

€@ Grant making in isolation

€@ Insufficient resources and capital market
imbalance

9 Various investors, various instruments

9 Development of an emerging knowledge
base

© Need for additional Nonprofit Capital
Market research

@ Learning versus funding
€@ Teaching funders to learn

€ The tension between market cost capital
and community-based need

@ Market “insiders” versus market “out-
siders”

@ Market hype versus vision grounded in
practice

@ Atrophied investor relations
@ Going to scale

We will briefly address each of these
issues in turn:

Absence of Market Standards

One reason the for-profit capital market works
as it does is that there are baseline standards for
accounting, valuation of businesses and overall
measurement of success. The nonprofit sec-
tor’s lack of these is perhaps the single most
detrimental factor preventing the expansion of
philanthropic investments in the nonprofit
sector. While there are emergent efforts to
engage in “outcome funding” and the creation
of standards by which to track “social return on
investment” or SROL!7 for the most part the
nonprofit sector is driven more by politics, per-
suasion and perception than by any objective
measure of success or capacity.

Examples of efforts to create standards by
which comparative philanthropic investments
may be weighed are seen in the work of the
National Charities Information Bureau, the
development and use of a “balanced score
card”approach to standards and,more specif-
ically, the work of GuideStar.!8 NCIB pro-
motes standards for reporting and GuideStar
posts not only the 990s of many nonprofit
organizations, but also a number of “nonprof-
it ratios” by which the performance and
resource allocation of organizations may be
compared. These admittedly modest begin-
nings are a good start and must be taken even
further. If the sector is to create a more effec-
tive capital market,the challenge of standards
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will have to be addressed successfully and
used to the advantage of quality programs in
order to minimize the presence and financial
support of poor programs.

Lack of Operating MIS to Track
and Analyze “Social Return on
Investment”

In addition to a lack of broadly embraced
operating standards for the field, the non-
profit sector as a whole lacks management
information systems with the ability to link
the work of individual actors in the sector
accurately with the impacts to which they lay
claim. Many organizations operate pro-
grams and claim success of program designs
based largely upon anecdotal information as
opposed to having adequate information
systems in place to track outcomes and draw
connections between a given intervention or
program and the social impact sought. With
the rise in “effective grant making” and
other funder interest in assessing the true
impact of charitable funds, the Nonprofit
Capital Market may be shifting toward a
market that demands accountability.
However, in order for the nonprofit players
in this market place to make such a shift in
operating systems and approach, significant
investments in the design and installation of
appropriate management information sys-
tems and evaluation methods will be
required. Otherwise the “impacts” reported
by most groups to outside funders would be
simply estimates or projections as opposed
to true measures of success.

Coupled with the inability to track SROI
is the present inability to accurately analyze
and attach investor value to social returns.
Evolving frameworks for tracking SROI do
attempt to assign “share value” to such
returns, which may then be tied to the actual
philanthropic investments made by individ-
ual investing agents. However, the challenge of
rewarding added risk or proportional contri-
bution remains significant. At present,a fun-
der who makes a grant of $150,000 at the
beginning of Year 1 is forced to “value” the
impact of their grant on the same relative
basis as one who makes a $5,000 grant in
month 11 of Year 1. Without the capacity to
assign relative risk and reward,the full poten-
tial of calculating SROI may be limited in its
application.

While it would be easy to embrace SROI
and other quantitative frameworks as “the”
way to measure the impact of philanthropic
dollars, such tools are only part of the process
of accessing the true value presently being
created in the nonprofit sector. Other
approaches that build upon more traditional
program evaluation and assessment tools also
have their place in efforts to gauge impact and
the added value created by nonprofit organi-
zations. These, perhaps more qualitative,
approaches must be further developed and
refined in concert with evolving SROI and
other approaches in order for the informed
grant maker to fully appreciate the total
impact of their grant making. Clearly, such
approaches to evaluation are grounded in
sound analysis and measurement; however,
even something as basic as the personal story
of a client or a hike through a wilderness area
can expand upon and more fully reflect the
actual effectiveness of strategic philanthropy.
The advocacy of MIS/SROI approaches to
measuring impact should not be to the exclu-
sion of other evaluation strategies, but should
augment and provide greater support for
existing approaches in which the philanthrop-
ic community has already invested.

Market Fragmentation

While the for-profit capital market should
certainly not be thought of as some well-
oiled, smoothly running machine, it does
operate with greater efficiency than its non-
profit counterpart. It must be acknowledged
that fragmentation and inefficiencies signifi-
cantly hinder the Nonprofit Capital Market.
Those seeking resour ces must pass through a
labyrinth of organizations, foundations and
intermediaries, attempting to cobble together
funds from a variety of sources with often
competing priorities. One foundation sup-
ports endowments, while another won’t
make grants to organizations with “too many
assets.” Diversity is a healthy aspect of any sys-
tem, but systems that are not able to build
upon and coordinate their diverse elements
soon break down into entropy. Despite
efforts by the Council on Foundations
(through the creation of a small number of
foundation libraries) and some regional asso-
ciations of grant makers who have helped pre-
sent general information to assist those seek-
ing funding, the Nonprofit Capital Market
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remains an extremely challenging market to
access for those smaller nonprofits already
hindered by limited staffing capacity.

While there are those who celebrate the
fragmentation of the market as a good and
natural by-product of “the destructive creativi-
ty of capitalism,” many players on both sides of
the nonprofit capital table view such fragmen-
tation as creating significant inefficiencies in
the nonprofit market that force resources to be
spent on activities that do not contribute either
social or economic value to the nonprofit sec-
tor. Many of those involved in funding the
nonprofit sector feel that a major challenge
confronting the Nonprofit Capital Market is
that of how to organize itself more effectively
so that one investment may build upon the
next to maximize both the efficient use of char-
itable resources and the added value of various
charitable investments.

Grant Making in Isolation

A counterpart to the overall fragmentation of
the Nonprofit Capital Market is the fact that a
single grant maker can make a grant which
launches a new initiative or program that may
quickly take on its own life,usually attracting
enough funds to stay alive if only for the short
term, yet not enough to achieve real scale or
sustainability. Grant makers, driven by their
own vision and needs for market recognition,
often neglect such basics as communicating
with other funders and practitioners. Such
practices may make for limited success, but in
a sector with many linked players and rela-
tively scarce resources overall, grant making
in isolation can restrict the potential for
strategic development of both individual
organizations and the field as a whole.

Of equal concern are occasions in which
one funder has seeded an initiative and seen it
through its early years only to conclude that
the effort was not as successful as had been
hoped. Rather than publicly acknowledging
that fact and sharing its lessons with the larg-
er market place, a funder may exit a funding
relationship with an organization, only to
have that same organization then use its
prior funding relationship to promote and
secure new funding from another agent in
the market, a funder who may be unaware of
the initial foundation’s dissatisfaction with
the outcomes of its investments. While this
may simply be an example of “buyer

beware,” much of what is supported in the
market receives grants by way of reputation
and perceived value.

At this time, in the absence of any broad
standards or metrics by which funders may
assess various grant making opportunities,
each funder must engage in significant due
diligence prior to awarding support. This fact
makes it especially difficult for individual
donors lacking in full-time staff to understand
the full risk and potential of their individual
donations. While in some ways this is simply
reflective of the spirited independence of indi-
vidual foundations and donors, the process of
due diligence would be greatly facilitated by
greater information-sharing and networking
among those in the funding community in
order to assure resources are directed to more
effective organizations, while helping to pre-
vent those with the best “spin” and grant writ-
ers from continuing to receive support.

Insufficient Resources and Capital
Market Imbalance

In part as a result of the lack of standardiza-
tion by which to evaluate the various invest-
ment opportunities present within the mar-
ket, the majority of resources within the
Nonprofit Capital Market tend to aggregate at
one end of the sector—grants targeting sup-
port of Early and Intermediate Stage organi-
zations. In addition to the imbalance created
by this focus on grant making as the primary
capital instrument,the foundation communi-
ty’s emphasis on “new” approaches and
“innovation” in the nonprofit sector also cre-
ates a market “pull” toward Start-Up and
Primary Stage organizations as opposed to
those requiring Mezzanine or Mainstream
support for the expansion of proven strategies
and program initiatives. In addition, adequate
resources may be lacking in both areas of
development as a result of nonprofit leaders’
limited access to the funding process or other
factors effecting access to the market. There
may be an overall tendency for the market
place to move toward start-up and “new”ini-
tiatives; at the same time, there may also be
segments of the nonprofit sector that for a
variety of reasons will never be able to fully
access opportunities to secure funding which
might otherwise be available. In this sense,
there may be questions of both a market
imbalance and resource insufficiency.
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Various Investors, Various
Instruments

The capital market imbalance described
above is further complicated by the fact that
no single investor is limited to any single
range of investment instruments. While it is
true that foundations tend to make grants and
lending institutions make loans, individual
investors may make grants, loans or equity
investments in any given nonprofit actor.
Community foundations may make
Program-Related Investments and grants.
Indeed, any funding agent may make a grant
of $5,000 or $500,000, and may also make a
loan, recoverable grant or program-related
investment.

While it would be helpful to have clear
definitions of what types of instruments may
be used by which investors, of greater value to
the overall operation of the market would be
more clearly delineated avenues by which the
charitable investments (grants, loans and
equity) of all actors in the market would be
moved from one level of development to
another. Regardless of which investors are
active at which levels of the Nonprofit Capital
Market, organizations moving from Start-Up
to Primary to Mezzanine stages should be
provided with more strategic access to those
capital investors necessary for their long-term
success and sustainability.

Development of an Emerging
Knowledge Base
Those interested in understanding more
about the Nonprofit Capital Market and how
to be active within it must network through a
variety of individual players, accessing a doc-
ument here and a book there. The field is
only now beginning to develop a formal
knowledge base to inform those who would
like to become more active as funders and to
guide those seeking resources. There is no sin-
gle model or approach to use in pursuing this
practice and our understanding of the field is
itself evolving. If we are to increase the num-
ber of investors active in the Nonprofit Capital
Market, greater effort will need to be made
among all those involved to document the
process (both success and failure) and share
information more widely than we have before.
One significant obstacle to creating this
knowledge base is the tension between a fun-
der’s interest in funding an outcome versus

openness to learning from an attempt to pur-
sue a given outcome. If the Nonprofit Capital
Market moves in the direction of demanding
outcome measures and the overall quantifica-
tion of impacts there is the very real danger
that the field will lose any ability to support
the creation of a learning environment where-
in various experiences may be openly dis-
cussed and lessons shared. If the funder
approaches the process in the role of cus-
tomer (“purchasing” an activity that will have
a certain outcome),the nonprofit will be posi-
tioned to document the fact that the “service”
and its intended benefit were indeed achieved.
What happens if the nonprofit’s original
strategy needs to be revised? What if the out-
come is different from what was funded?
There are many challenges to the creation of a
learning process that will be of greatest bene-
fit to both funder and practitioner. The sector
will need to build in provisions to assure that
learnings are documented and shared, as not
hidden and viewed as failures.

An emerging impediment to the creation
of a shared knowledge base in the field is the
growing presence of fee-for-service consul-
tants (nonprofit and for-profit). This pool of
consultants is drawn from a number of disci-
plines, including nonprofit organizational
development, small business development,
philanthropic advisors and many other areas
of practice. While there are some efforts to
gather case studies and share information, as
the intellectual capital of the field expands
that knowledge could be controlled less by the
sector or those who have funded these “learn-
ing opportunities” than by consultants who
move from client to client—in essence selling
the learning they have gathered from working
with one nonprofit to their next client in need
of such knowledge. Care will need to be taken
to assure that as funders, practitioners and
consultants work together the greater benefit
of such partnerships accrues to the field and
not consultant organizations.

Need for Additional Nonprofit
Capital Market Research

Important as the “action research” represent-
ed by case studies and the gathering of lessons
from the field of practice may be, there is also
the need for additional basic research into the
general field of philanthropy as it relates to
“investing” in the nonprofit sector and the
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various techniques for doing so. For example,
understanding more about how charitable use
assets may be used by foundations to support
the work of practitioners and fulfill their
social mission is an important and emerging
area of both tax and practical research.

Many are familiar with the creation of
charitable use assets—for example, houses
donated for use as museums (engaging assets
in the pursuit of a given mission) or ownership
of the Kansas City Royals by a community
foundation (engaging in the creative assign-
ment of assets). But one wonders about other
ways foundations could engage in more
aggressive use of functionally related business-
es such as credit unions or even manufacturing
plants located in low-income neighborhoods.
The fact is there are a variety of ways one may
engage in both mission-directed assets and cre-
ative asset assignment. Such strategies could
provide opportunities for joint ventures, the
creation of community wealth and the charita-
ble investment of foundation funds in vehicles
that would provide some degree of financial
return together with a direct social impact and
return on investment. Additional research is
necessary to assess not only what the possibili-
ties of such uses of charitable capital might be,
but also to support the wider dissemination of
these possibilities to others in the Nonprofit
Capital Market. What needs to be researched is
how viable such options are and what legal,tax
and other hurdles need to be overcome in
order to make the best use of them.

Learning Versus Funding

As more foundations attempt to become
more “engaged” in their philanthropy, new
questions are being raised with regard to how
a foundation may on the one hand seek to
learn and grow from its relationship with a
grantee, while on the other hand, remain in a
decision-making role with regard to whether
to continue funding the grantee. In the pur-
suit of closer relations between funders and
grantees, there is a fundamental conflict
between encouraging an open, honest rela-
tionship with a grantee portfolio and grantee
fears of losing funding if they are truly open
about their challenges and shortcomings.
While this is true in many areas of grant mak-
ing, it is especially true for those pursuing a
Venture Philanthropy approach to the use of
charitable dollars. How to build a learning

culture to support the growth and develop-
ment of the field, while also acknowledging
that funding decisions are made based on the
perceived and actual capacities of a given
grantee to achieve its goals, is an ongoing
challenge for both grantees and those who
would support their work.

Teaching Funders to Learn

The foundation community of the United
States invests billions of dollars in an array of
community strategies targeting any number
of issues of community concern. This is a sig-
nificant responsibility and it is no wonder
funders strive to involve some of the “best and
the brightest” in the process of allocating
charitable dollars. Unfortunately, this can
often lead to an expectation of success that
may have the unintended consequence of sti-
fling opportunities for true learning between
and among funders. Seldom does one hear a
funder discuss problems of a given strategy or
funding experiences wherein the foundation
made a series of fatal errors in a “bad” grant
process. Without greater openness to and
support for the creation of a true learning
environment, the funding community will
never capture the full value of many of the
experiences it makes possible through its
financial support. Cultivation of the learning
environment is necessary for change to take
place and practices to improve. Foundations
need to embrace the concept of learning for
themselves as much as they promote it for
their grantees.

The Tension Between Market Cost
Capital and Community Needs

At its core, the fundamental challenge con-
fronting the nonprofit market place is the
reality that the return on investment is both
social and economic. Understanding more
about this tension and how it may be over-
come is an important challenge. In many
ways, the nonprofit sector evolved in
response to the deficiencies of market-
based capitalism. There are very sound and
understandable reasons why investors don’t
place their capital with nonprofit organiza-
tions. Some of these reasons are definitive
and grounded in the basics of economics,
but others simply require greater invest-
ments of intellectual capital to overcome
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perceived limitations. Through committing
ourselves to thinking more creatively about
historic problems, we have the potential for
overcoming at least some of those prob-
lems. For example, Caroline Williams, in a
recent paper entitled “Financing Techniques
for Nonprofit Organizations: Borrowing
From the For-Profit Sector,”1® presents a
number of creative and innovative ideas
that should be considered. In addition,
understanding how to factor in “communi-
ty value” as a part of the investor definition
of return and measure of return is an
important challenge that needs to be a part
of this discussion. This issue merits more
attention from both the for-profit and non-
profit communities.

Market “Insiders” Versus Market
“Outsiders”

The saying is well known: “Foundations
fund people, not paper” The Nonprofit
Capital Market is in many ways driven by
personal relationships. Funders who have
confidence in certain grantees promote
those grantees to other actors in the mar-
ket. Individuals without connections or
access submit “over the transom” propos-
als. As we move toward efforts to formalize
the Nonprofit Capital Market, it is impera-
tive we assure full and broad participation
by a wide range of practitioners in order to
assure healthy diversity in the market place.
Presently, those who know how to “work
the system” have the greatest success and
little strategic effort is made to aggressively
bring communities of color and those who
“don’t fit the mold” into the mix. We
should view this period of growth as an
opportunity to bring more and diverse
players to the table as a way of teaching
others how to leverage greater resources
through a more attuned understanding of
the nonprofit capital investment game. In
addition to teaching others how to more
effectively operate within the market, such
efforts would have the added benefit of
allowing those making grant making deci-
sions to become better informed of the
many options and strategies being pursued
outside the mainstream network of more
easily identifiable players. Greater effort in
this area would be of benefit to both funder
and grant seeker.

Market Hype Versus Vision
Grounded in Practice

While vision is what sustains a people in times
of need, vision alone is not adequate for
achieving our goals. Vision must be grounded
in the realities of practice, experience and his-
tory. In the aftermath of The New Era
Foundation, the United Way scandal and a his-
tory of funding experiences where nonprofit
organizations were perceived as not having
achieved their stated missions,?° the potential
is great for “over-hyping” both the Nonprofit
Capital Market and the players active within it.
Some might say that a degree of “promotion” is
good for the sector and just a part of how any
marketplace of ideas should function.
However, in the nonprofit sector, where chari-
table funds are precious and many donors and
practitioners are sincerely searching for “a bet-
ter way,” the risk of losing funds on ill-con-
ceived or overly risky ventures is great.

While there are certainly many creative
and talented actors in the nonprofit sector in
roles as funders and practitioners, there is a
danger in our forgetting that ours is an emerg-
ing practice. In our rush to raise new funds,
advocate new approaches to “old” problems
and enlist others in our efforts, we should not
forget to provide ourselves both a margin for
learning and a commitment to building upon
the actual experience of practitioners. If we
neglect to do so, we will raise expectations
beyond what we may be able to deliver and
may well miss out on the potential for creating
a learning community from which we can all
benefit. It is a given in the for-profit market
that there will be winners and losers. In the
nonprofit market we have an ethical responsi-
bility to help assure the responsible use of
funds and pursuit of innovation.

Atrophied Investor Relations

The for-profit market is controlled to some
degree by clearly enunciated,legally grounded
terms that govern relations between investors
and invested organizations. By contrast, grant
proposals and personal relationships guide
the Nonprofit Capital Market. This has led to
the evolution of relationships between funder
and fund seeker which are burdened with
“spin,” increasing the distance between those
with the resources and those who require
them. The development of honest, open
investor relationships is difficult, yet critical to
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the success of our efforts to both formalize
and expand the Nonprofit Capital Market.
And although understanding how to cultivate
and manage such relations will take time, the
benefits to be gained by both nonprofit orga-
nizations and funding institutions cannot be
underestimated.

Going to Scale

As various players compete for funding in the
Nonprofit Capital Market there is an emerg-
ing tension between the commitment to tak-
ing successful programs “to scale” and that of
supporting a diverse range of strategies at
various sizes. While it may be clearly of value
to build upon success, a drive to go to scale
may be motivated solely by the notion that
“bigger is better” This tension between

Conclusion

his chapter has presented a basic intro-

duction to the Nonprofit Capital Market,
its players and investment instruments. As
our nation anticipates such substantial shifts
as governmental devolution of funding and
authority, the generational transfer of billions
of dollars from parents to children and the
critical needs of communities left behind in
past decades of historic economic expansion,
it is imperative those active in the nonprofit
sector move to achieve greater, demonstrated
success in our field.

growth and stasis involves values related to
our definitions of success, impact and worth
in the sector. Perhaps “going to scale” is less
important than an organization’s achieving
“appropriate scale”—and having access to the
appropriate resources to do so. In some
cases, this may mean an organization with
demonstrated success receiving adequate
funds to expand its work to other communi-
ties across the country and perhaps interna-
tionally. For others, scale may be a question
of the organization’s sustainability; funding
may instead be targeted at enhancing the
management and funding capacity of the
nonprofit. This issue deserves greater atten-
tion in the near term, lest we risk losing
opportunities to support community-based
solutions in our drive to replicate proven suc-
cesses of the field.

The fundamental challenge of the
Nonprofit Capital Market is not simply a
function of applying more resources to
problems, but of applying appropriate
resources in strategic ways that will provide
us with the return sought by all: funder,
practitioner and community representative.
Building upon the success of the past and
the innovation of the present, we can only
anticipate increased social return on the
investment of charitable dollars in our
future.
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Footnotes

1

Excellent resources for understanding the sector
include “America’s Nonprofit Sector: A Primer”
by Lester Salamon and “The Nonprofit
Almanac” published by The Foundation Center.

This information is taken from the Independent
Sector’s Web Page,www.independentsector.org.

See chart of page 193.

This d ocument, while written for and with the
Nonprofit Capital Market Working Group,
draws in part upon concepts and language pre-
sented in other documents published by The
Roberts  Foundation:  specifically, the
Foundation’s work in the area of Social Return
on Investment and its book, New Sodal
Entrepreneurs. Copies of these documents are
available at www.redf.org.

For additional information on socially responsi-
ble business activities, please contact Business
For Social Responsibility or the Social Venture
Network, both located in San Francisco, CA.

“A Study of the Availability and Sources of
Venture Capital in Maine,” produced by the
Finance Authority of Maine, published in
March 1995.

Community Wealth Creation Forum, October
1996, Washington, D.C.

For those interested in understanding the full
breadth of the Nonprofit Sector, a good initial
resource is the Independent Sector Web Page
(www.independentsector.org).

It should be understood that the focus of this
document is on those entities organized and
operated exclusively for “religious, charitable,
scientific, testing for public safety, literary, or
educational purposes” or for other purposes as
described within section 501(c)(3) of the
Internal Revenue Code. Such entities are fur-
ther categorized as “public charities” (generally
thought of as the organizations that do good
works and to which you and I may give tax-
deductible contributions),and “private founda-
tions,” which are the organizations that general-
ly fund public charities. Therefore, this docu-
ment will not address organizations such as
trade unions, mutual insurance companies,
country clubs and some types of cooperatives.
Even with this restriction, the focus of our dis-
cussion addresses thousands of nonprofits
working in the areas of education, social ser-
vices,the environment and so forth.

10 Also referred to as operational philanthropy.

11 Mr. Rosenberg, a well-respected investor and

philanthropist, is the author of Wealthy and
Wise, a book providing guidance to individual

donors considering both the amount of and
strategy most appropriate for their philan-
thropy.

12 This fact speaks directly to the “operating rev-

enue” versus “capital investment” issue dis-
cussed above.

13 For a discussion of the “liquid” versus “dedicat-

ed”attributes of the Nonprofit Capital Market,
please see “Grants, Debt and Equity: The Non-
Profit Capital Market and Its Malcontents,”
found in the book, New Social Entrepreneurs,
ordering information for which may be found
at www.redf.org.

14 A distinction should be made here between pro-

viding a “direct financial return” and distribu-
tion of surplus funds. Technically speaking,
nonprofits may provide a direct return to
investors, as long as it is fixed interest at or
below market-rate and is the result of an “arms-
length” transaction. As discussed elsewhere,
while nonprofits may issue bonds and borrow,
they may not distribute or promise to distribute
net surplus (net income) or their net assets to
“investors” or others who control the nonprofit.
However, when in line with their mission,non-
profits may provide funds directly to outside
individuals (such as in the form of scholarships
or other financial awards).

15In the January/February 1997 issue of the

Harvard Business Review, Chris Letts, et al,pub-
lished “Virtuous Capital,” an article comparing
the strategies of venture capitalists with those of
foundation programs. In 1998, Stanford
University’s Graduate School of Business
released “The Roberts Enterprise Development
Fund: Implementing A SocialVenture Capital
Appraach to Philanthwopy,” a case analysis of
how one foundation has executed a focused
strategy of venture philanthropy. Copies of the
case are available through the REDF office and
the Stanford University Graduate School of
Business. And “When Pigs Fly,” an article by
Bruce Sievers, Executive Director of the Walter
and Elise Haas,Jr. Fund, which critiques venture
philanthropy as an approach for charitable sup-
port of nonprofit organizations,is also an inter-
esting read.

16 Stanford University’s Graduate School of

Business has recently released a case study of the
Roberts Enterprise Development Fund, analyz-
ing both venture philanthropy and the issues
raised by foundations’ pursuit of such an
approach. Ordering information is available
through Stanford University and the offices of
REDF:www.redf.org.

17 The Corporation for Enterprise Development

(with the support of the Annie Casey
Foundation), the Roberts Enterprise Development
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Fund (of The Roberts Foundation) and other
players are moving to promote frameworks to
measure and quantify social return on invest-
ment. As these and other frameworks are
formed and endorsed by the sector as a whole,
the “metrics” by which standards may be creat-
ed will evolve, moving toward the creation of
standards and benchmarks against which com-
peting investment opportunities may be mea-
sured. The REDF SROI framework is presented
in a companion chapter of this book and the
CFED document is available through their
office (Washington, DC).

18 See www.ncib.org and www.guidestar.org for

additional information on each of these organi-
zations and their approach to establishing stan-
dards for the nonprofit sector.

19 “Financing  Techniques for  Nonprofit
Organizations: Borrowing from the For-Profit
Sector,” was written by Caroline Williams for
Creative America, a report by the President’s
Committee on the Arts and Humanities,
Washington, D.C.

20 Recent polls have listed “nonprofit organiza-
tions” as close to used car salesmen in the degree
of trust the American public has for their state-
ments and actions.

©2000 The Roberts Foundation www.redf.org



Chapter 11

P

By Jed Emerson

Executive Director
The Roberts Enterprise Development Fund

Introduction

he nonprofit sector is currently
in a period of both significant
challenge and profound change.
The sector, as it has evolved over
the past 30 years, must now
address fundamental shifts in the political,
economic and social marketplace in which it
operates. There is clearly an immediate and
ongoing need for a healthy and vital nonprof-

it sector to complement both the public and
for-profit sectors. It is also clear that in the
face of decreased public funding and growing
public discontent with the perceived ineffi-
ciencies of many traditional nonprofit organi-
zations, the sector as a whole must transform
itself if it is to become a catalyst for positive
individual, community and social change in
the years to come.
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Numerous writers have discussed the
broader aspects of this transformed and
transforming nonprofit sector.! Our own
work has focused upon the emergence of New
Social Entrepreneurs (individuals involved in
the community application of business prac-
tice).2 Specifically, we have addressed our-
selves to
A) the creation of a venture philanthropy

approach to supporting Social Entrepre-
neurs and the organizations which house
them, and

B) the development of social purpose enter-
prises that are market-based, revenue-
generating ventures employing individu-
als on the margins of society’s main-
stream.

From that perspective, we have become
aware of significant challenges confronting
nonprofit managers attempting to engage in a
process of change, both within their own orga-
nizations and the nonprofit sector as a whole.
This paper outlines five elements that are criti-
cal to the process of “re-inventing” nonprofit
organizations attempting to plan, launch and
manage revenue-generating ventures.

These elements fall into five categories:

@ Organizational

@ Managerial

The Five Elements

Organizational

The battle for the creation of a healthy non-
profit sector begins and ends in the organiza-
tions in which social entrepreneurs and other
practitioners are doing their work. At the end
of the day, the organization is the vehicle
through which individuals act to fulfill a
social mission. An organization’s ability to
successfully manage social purpose enterpris-
es depends significantly on the strength of its
board and staff,its ability to manage potential

@ Marketplace
9 Financial
9 Investor-Related

Each of these elements has particular
relevance to social purpose enterprises and
this analysis is presented with reference to
that specific practice. However, the impor-
tance of these elements is not limited to
those engaged in the creation of social pur-
pose enterprise. All nonprofits, whether
engaged in enterprise creation or not, need
to be cognizant of how these factors play
out in their own environment. The funda-
mental issue confronting the nonprofit sec-
tor as a whole is how to build organization-
al capacity to pursue its social mission into
the next century. The following discussion
addresses the five elements that are central
to any capacity-building initiative—regard-
less of whether the organization is involved
in enterprise development or is simply
attempting to manage its activities more
effectively in a changed political and social
environment. These elements are not
definitive or exclusive of other factors that
impact the work of the nonprofit sector.
They are, however, critical points for con-
sideration of the needs and future prospects
of nonprofits involved in the pursuit of
their social mission.

mission dissonance, the manner in which its
enterprise activities are linked to its social or
other programs and the effectiveness of its
MIS/operating systems.

Much attention has been focused on the
presence and role of social entrepreneurs as
the driving force for change in the nonprofit
community. While the presence of an “enter-
prise champion” is crucial, that individual
must herself be supported by board and staff
members if the venture is to succeed. If the
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board and staff do not understand and
embrace both the vision for the enterprise
activity and the rationale for its pursuit, the
social entrepreneur will be continually ham-
strung in her efforts to create a sustainable
social purpose enterprise.

Social purpose enterprises, however, do
not operate in a vacuum. Those who attempt
to separate the enterprise into its own depart-
ment or subsidiary, hoping it will not affect
the operations of the rest of the organization,
are mistaken in their efforts. The enterprise
will have an impact on the balance of the
organization’s structure, culture and opera-
tions. Therefore, as part of engaging the
board and staff, adequate time must be spent
assessing what potential mission dissonance
may occur as a result of the creation or expan-
sion of a social purpose enterprise.
Specifically, the organization’s stakeholders
must be engaged in a process of re-examining
the mission of the organization in light of the
enterprise development effort.

While addressing the human element of
the organization is important, it is equally
important to assess the MIS/operating sys-
tems that function as the “skeleton” of any
organization. Many traditional, nonprofit
accounting systems simply do not generate
data adequate to the needs of enterprise man-
agers. Yet without that information,the social
purpose enterprise is doomed to mediocrity
and possibly failure. The challenge of devel-
oping an accounting and information man-
agement system tailored to the needs of the
business, without undermining the integrity
of the parent organization’s system, is a criti-
cal challenge to the successful establishment
of organizational capacity.? In addition to
being able to accurately track financial data,
enterprise managers must be provided with
an appropriate level of discretionary authori-
ty regarding the enterprise finances. They
must be empowered to make immediate deci-
sions to expend capital and other resources
necessary to pursue and achieve the goals of
the enterprise.

Management

Much of any enterprise’s success, whether for-
profit or nonprofit, is tied to the talent, skill
and acumen of the managers charged with
overseeing the execution of the organization’s
business and related strategies. There was a

time in nonprofit history when virtually all
managers of community-based organizations
were social workers who had been promoted
into administrative positions or trained in
social work administration. For the most part,
the presence of nonprofit managers with for-
mal business training and skills was an
extreme rarity. While traditional skills in non-
profit administration were relevant to secur-
ing government funding or managing com-
munity programs, those skills are less relevant
in ensuring the success of the nonprofit of the
future. The challenge of evolving skilled and
committed managers able to address the dou-
ble bottom-line of both social and financial
outcomes remains a central issue for the field
of social purpose enterprise.

In recent years, a new pool of nonprofit
managers has emerged from three sources:

@ “Evolved”social workers (individuals with
a nonprofit background who have worked
toward business degrees or have devel-
oped relevant business skills in the course
of managing their enterprises)

@ Second careerists (individuals who, with
five or more years of experience in the for-
profit sector, have chosen to accept a posi-
tion in a nonprofit organization)

@ “Social-purpose” MBAs (individuals who
are pursuing graduate degrees with the
specific intent of engaging in the commu-
nity application of business skills and
practice).

The combined presence of these individ-
uals in the nonprofit sector creates new stan-
dards for professionalism, compensation and
expected outcomes and performance.

These individuals are not, however, suc-
cessful on their own. They require other sup-
port in order to successfully guide their social
enterprise to achieve its goals. Increasingly,
project interns, business analysts and mentors
from the business community complement
the basic skills these new “mutant managers”
bring to the table. With the combined input
of both the managers and these outside sup-
ports, the overall managerial skill set of the
organization is greatly enhanced, expanded
and leveraged. Providing networking oppor-
tunities for this new breed of social purpose
business managers is an important contribu-
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tion to be made by those involved in support-
ing such efforts.

Marketplace

The issue of market definition and penetra-
tion has two core aspects. First, the line
between nonprofit and for-profit markets is
increasingly blurred. With such major corpo-
rations as Lockheed and EDS competing for
welfare-to-work contracts and for-profit
HMO:s taking over formerly nonprofit hospi-
tals, nonprofit managers are confronted with
a significantly transformed market environ-
ment. This new marketplace entails a new
form of competition and necessitates new
types of resources if existing nonprofits are to
succeed. A full discussion of the issues raised
by this transformation of the nonprofit mar-
ketplace is beyond the scope of this chapter,
yet it must be acknowledged as having a sig-
nificant impact on the nonprofit organiza-
tions active in the sector.

Second, in light of this changed mar ket-
place, there are new challenges for nonprofit
organizations.  Historically, the cultural
worlds of business and nonprofit organiza-
tions have been miles apart. Many of those in
the nonprofit sector have viewed business
people with suspicion. And many of those
from the business community believe non-
profit managers have no understanding of
the true value of a dollar. While there may be
a degree of truth in each community’s per-
ception of the other, the success of social pur-
pose enterprises hinges upon the ability of
the nonprofit to create meaningful networks
into and within the business community.
Through the creation of these networks,non-
profit organizations may at least have a
chance to be “at the table” when market
demand and customer needs are discussed
and deals made. Therefore, successfully gain-
ing credibility within the business communi-
ty is key to the sustainability of social pur-
pose enterprises.

When a social purpose enterprise and its
management team are viewed as credible
players by those with leverage in the for-prof-
it community, they are able to gain increasing
access to the deal stream. Initially this access
takes the form of individual sales contracts or
other opportunities to provide services or
product offerings to for-profit customers.
These individual sales lay the foundation for

relationship-building and position the social
purpose enterprise to begin developing long-
term partnerships with its for-profit corpo-
rate counterparts. The goal is to move a non-
profit from the position of being viewed with
some degree of distrust (“A business run by a
nonprofit could never really be a business”) to
that of collaborator (“I wonder if that non-
profit can help me deal with...”). While it
may seem far-fetched to imagine a nonprofit
operating as meaningful corporate partner,
the accomplishments of organizations such as
Pioneer Human Services (WA), Foodlink
(CA) and Minnesota Diversified Industries
(MN) serve as role models to managers of
emerging social purpose enterprises. These
and other organizations are increasingly suc-
cessful at developing meaningful corporate
partnerships and establishing themselves as
peers with their for-profit colleagues.

Capital4

Assuming one has a solid nonprofit organiza-
tion,staffed by competent managers with spe-
cific market opportunities, one must then
have access to adequate capital to capture
those opportunities. The existing nonprofit
capital market is driven primarily by founda-
tion and public funding support, and only
secondarily by access to mainstream sources
of capital such as commercial loans or vari-
ous forms of equity and equity equivalents.
While the public funding stream has changed
rapidly over recent years, the private founda-
tion funding stream remains largely unal-
tered. It is increasingly clear that the non-
profit capital market must alter its approach
if it is to be relevant to the evolving work of
nonprofit organizations.

In the specific area of social purpose
enterprise, many enterprises are significantly
under-capitalized. They are often funded
with one-time grants, self-financed by the
nonprofit or supported by high-cost debt.
To have even a modest hope of success, the
nonprofit must be able to access additional
financial support to adequately cover costs
related to growing the enterprise and sup-
porting what are often significant cash flow
requirements.

While highly fragmented, the nonprofit
capital market consists of a continuum of
capital instruments. These instruments
include grants, recoverable grants (which
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function as no-interest loans), program-relat-
ed investments (below market-rate loans),
various forms of commercial debt (these
would include lines of credit and fixed-rate
loans) and equity equivalents.

This last area of equity equivalents repre-
sents the cutting edge in the field of nonprof-
it capital development. In the for-profit sec-
tor, corporations access capital required for
growth through the injection of outside equi-
ty investments. Without a nonprofit equity
equivalent, and with the public policy trend
toward removal of major public support, the
social purpose enterprise will be unable to
finance the growth of its ventures and pro-
grams. Equity equivalents may best be con-
sidered as capital investments made available
to the nonprofit sector in exchange for both
market and non-market returns. Market
returns may be gauged with existing financial
measurements for return on equity; however,
non-financial investment returns require the
creation of new social measurements able to
calculate a social return on investment. Other
chapters of this book address this challenge
more specifically.

Investor Relationships
Success in positioning the nonprofit sector to
effectively pursue its social mission will not
come through the provision of one-time
grants between practitioners and funders.
Success will come over time as individuals and
organizations develop long-term, multi-year
relationships. This long-term relationship will
require a shift in the funder’s perspective. All
resources brought to the nonprofit must not
be viewed as charity. Rather, philanthropic
and other resources should be viewed as vari-
ous forms of investment in individuals, orga-
nizations and the broader social agenda of the
nonprofit sector. The funder must become an
investor, and therefore the question of investor
practice represents an evolving issue of con-
cern for the field.

In other publications, REDF has
described at length various elements of this

investor relationship and will not repeat that
discussion here.> However, at a minimum,
investors should be cognizant of the following
aspects of their activities:

€@ Risk management

@ Amount of funding

9 Duration/length of relationship
© Terms of engagement

€@ Organizational capacity-building
@ Performance measures

€ Exit strategies and results

Each of these elements has its own com-
plexities and is applicable in varying degrees
to all forms of “investment” in the work of the
nonprofit sector.

As theories of philanthropic investing
continue to evolve, the field is also demon-
strating a variety of initiatives that actively
engage in this practice. The REDF focuses its
efforts in the area of social purpose enterprise
creation and support. The Robin Hood
Foundation, based in New York City, uses a
social venture capital approach to its work
with nonprofits pursuing an array of commu-
nity program and service activities. Social
Venture Partners, based in the Puget Sound
area of Washington, represents yet a third
approach to investing in the work of the non-
profit sector. And The Andy Warhol
Foundation, in par tnership with other foun-
dations across the country, has recently
launched the Creative Capital Fund in an
effort to apply such techniques to its support
of cultural arts organizations and individual
artists. Each of these efforts and others not
mentioned represent new approaches to pro-
viding resources for nonprofit work that is
grounded not simply in traditional notions of
philanthropy and charity, but also in invest-
ment and stewardship of resources.
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Conclusion

resently, a variety of debates are taking
P place within both the philanthropic and
nonprofit communities concerning whether
the historic approaches to philanthropy
should be carried into the future. The
point, however, may be less one of whether
or not past approaches work in today’s
environment. Rather the question at hand
is what aspects of traditional philanthropic
practice are truly relevant to the present
market conditions and how the field of
philanthropy may best develop other
approaches to sustain investments made in
past years. It is clear that while philan-
thropic efforts of the past were not “wrong,”
other approaches must be created to
respond to changed circumstance and new
demands. The most challenging question
for the sector is whether or not the non-
profit community and its supporters have
the ability and willingness to question the

fundamentals of and core approaches to the
execution of its work.

This change process will not happen in
the course of a single initiative, organization-
al retreat or revised mission statement, but it
will evolve over time as various players
respond to both their changed environment
and their evolving vision for the future.
Regardless of whether an organization choos-
es to operate a social purpose enterprise, the
successful nonprofit of the future will need to
effectively balance the tension between exter-
nal demands for change and internal pres-
sures for both change and stasis.

This chapter has presented five chal-
lenges confronting the nonprofit sector as
it moves through the process of reassess-
ment and revision. Time will tell how
effectively the community will respond to
this demand for thoughtful reflection and
meaningful transformation.
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Footnotes

1 While there are numerous works on this topic, of
particular note are: “Enterprising Nonprofits,”
Gregory Dees, Harvard Business Review,
January/February, 1998; “The 21st Century
Nonprofit: Remaking the Organization in the
Post-Government Era,” Paul Firstenberg, The
Foundation Center, 1996; “The Organization of
the Future,” and “The Community of the
Future,” Jossey-Bass Publishers,1998.

2 New Social Entrepreneurs: The Success,
Challenge and Lessons of Non-Profit Enterprise
Creation, 1996, and “The REDF: Implementing
a Social Venture Capital Approach to
Philanthropy” (a case study published by the

Graduate School of Business at Stanford
University).

3 The process and challenges of developing

appropriate MIS/operating systems are dis-
cussed in further detail in Chapters 4 and 6.

“The Nonprofit Capital Market: An
Introductory Overview of Developmental
Stages, Investors and Funding Instruments,” an
analysis of the nonprofit capital market, is
found elsewhere in this book.

Please see Chapter 1 “The REDF: A Case Study
on Venture Philanthropy.”
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Abstract

ver recent years, increasing numbers of
Ononproﬁt organizations have begun to
engage in a variety of efforts to plan, launch
and manage social purpose businesses. For
the most part,these efforts have been pursued
on an individual basis, with little or no sys-
tematic communication and learning bet-
ween similar groups in the same city or at the
national level.

The Venture Fund Initiative was a map-
ping and exploration process which took
place in six cities:

Ann Arbor
Atlanta
Chicago
Los Angeles
Milwaukee

New York

The purpose of the initiative was to pro-
vide organizations operating social purpose
businesses with the opportunity to examine
the organizational and external obstacles limit-
ing their business development efforts. Based
on that assessment, focused discussions were
then held with leaders in the business, busi-
ness-school and philanthropic communities.

These discussions were targeted at identi-
fying what existing and new resources could be
more effectively mobilized in support of the
work of nonprofit organizations operating
earned-income and social purpose businesses.

This initial report presents the findings
from four out of the six cities and recommen-
dations for the creation of local support
mechanisms to assist social purpose business-
es in achieving greater scale, sustainability and
impact.

The report also suggests several sector
coordination, learning and sup port functions
that could assist practitioners in expanding
supported employment opportunities for
very low-income people and in generating
new sources of earned income for nonprofit
organizations.!

A complete copy of The Venture Fund Initiative report may be downloaded from

the REDF web site, www.redf.org.
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Introduction

he Venture Fund Initiative was a
strategy and mapping process
that began in January of 1998 in
Six cities:

Atlanta

Ann Arbor
Chicago

Los Angeles
Milwaukee
New York City

The goal of the initiative was to support
community and regional efforts to evaluate
the capacity of and challenges confronting
nonprofit organizations operating social pur-
pose businesses. These business ventures
were launched in recent years to provide tran-
sitional and permanent employment to very
low-income individuals and/or to generate
new sources of revenue to support the spon-
soring organizations’ social mission. This
report summarizes the work in four of the six
sites; the experiences of Ann Arbor and
Atlanta, whose efforts were not yet completed
by the drafting of this report, will be incorpo-
rated in later versions.

Background and Rationale
It seems that once every decade, the nonprof-
it, government and foundation worlds redis-
cover social purpose business development.2
Many of the original community develop-
ment corporations founded in the 1960s
included business ventures as a part of their
overall strategy to engage in community eco-
nomic development. These efforts joined
other activities of social service organizations,
many addressing the needs of people with dis-
abilities, to operate supported employment
enterprises. A number of organizations, such
as Goodwill Industries, the Salvation Army
and other well-known institutions have
achieved laudable success in their efforts to
operate revenue-generating businesses.
Despite these anecdotal achievements,
the experiences of those organizations
attempting to launch social purpose business-

es have rarely matched expectations. Indeed,
for every successful venture,there have been a
significant number of failures, and the overall
legacy of initiatives in this area has been poor.
Despite this history, the vision of blending a
social purpose with sustainable,market-based
businesses is still being pursued by increasing
numbers of nonprofit organizations.

Critics might argue that the United States
is currently in the midst of yet another “redis-
covery” of social purpose businesses doomed
to fail. But unlike past efforts in which moti-
vation for job creation and business develop-
ment came from broadly conceived govern-
mental and foundation initiatives, current
efforts are being undertaken “from the bot-
tom up” by a new breed of social entrepre-
neurs—despite the reservations and occasion-
al inability of many funding bodies to support
such work.

This emerging class of nonprofit man-
agers views social purpose business as a
means to secure opportunities in the chang-
ing marketplace, in which traditional grant
funding is being reduced and government ser-
vices cut back. Moreover, prior efforts by non-
profit organizations to operate business ven-
tures were frequently launched without the
involvement of for-profit partners from the
business community. Today’s ventures bene-
fit from substantive and sustained involve-
ment of those successful in their for-profit
pursuits,through their industry and manage-
ment expertise as well as their links to poten-
tial customers and financing sources. Their
participation as advisors, board members or
managers does not assure success; however, it
does reinforce the use of sound business prac-
tice in the operation of social purpose busi-
nesses.

Well-intentioned nonprofit staffs who
often found themselves hamstrung by a lack
of fundamental business skills have, in fact,
launched many efforts. Increasingly, today’s
social entrepreneur brings not only a com-
mand of nonprofit management skills to the
enterprise effort, but also business-develop-
ment skills. Many social workers are comple-
menting their degrees in community work
with MBAs or are learning business skills
through other avenues. In addition, numer-
ous social purpose businesses are now man-
aged by individuals with MBAs and direct
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experience in the for-profit sector, a rarity in
prior years. As a result, nonprofit businesses
are now operated with a sharper focus on
meeting the demands of the market and with
the knowledge that they cannot afford to
repeat the lessons of the past.

Supporting the Emergence of New

Social Entrepreneurs

The Roberts Foundation began its work in
this arena in 1989 and is regarded as a leader
in the field of social purpose business devel-
opment. The lessons of the Foundation are
documented in New Social Entrepreneurs: The
Success, Challenge and Lessons p Non-profit
Enterprise Creation, which details the
Foundation’s experience and that of its
grantees. 3> The response to the book from the
nonprofit, foundation and business commu-
nities has far exceeded expectations and con-
firmed the great demand for practical infor-
mation about enterprise development in the
nonprofit sector.

In the two years since the book’s release,
The Roberts Foundation has come to serve as
a broker of information and “intellectual cap-
ital” exchange between practitioners of social
purpose businesses. In the fall of 1997, these
conversations led to the realization that many
organizations across the nation were pursuing
an array of business development strategies in
isolation. A unique opportunity was at hand
to develop a more effective approach to the
field of social purpose business development,
supported employment and earned income.

In response to this opportunity, a group
of national and local funders came together to
support The Venture Fund Initiative (VFI).
The Initiative was a mapping and exploration
process that enabled staff of The Roberts
Foundation to work with conveners and non-
profit practitioners in six cities to assess exist-
ing local markets, resources and capacity for
social purpose business. The aim was to
explore the need for and feasibility of
improved support mechanisms for social pur-
pose businesses in these sites. Each site’s
process involved local social entrepreneurs as
well as representatives from the foundation,
business and academic communities. Each
process was led by a local organization that
directed the planning effort in concert with
practitioners from the community.  This
draft document includes the findings from

four of the six cities and suggests strategies for
the creation of support systems for local
enterprise activities.

The Mapping and Exploration
Process

A series of sites was selected for participation
in the Venture Fund Initiative based on

© the presence of talented social entrepre-
neurs

@ an organizational infrastructure sup port-
ive of the concept of social purpose busi-
nesses and capable of acting as a convener
to facilitate the six-month process

© the presence of existing social purpose
businesses in the city under consideration
and

© potential funding partners.

In each city, participating practitioners
were identified who were operating revenue-
generating businesses in support of their mis-
sion, which were either centered on job train-
ing and employment for low-income individ-
uals or earned income for the parent non-
profit.

The exploration process was based on the
assumption that there is no set model for
engaging in social purpose business develop-
ment. Rather, there are certain business fun-
damentals that cut across the field and core
issues of capacity and development that orga-
nizations must address if they are to operate a
successful social purpose business. Those
business fundamentals and nonprofit capaci-
ty issues are expressed differently depending
upon the regional economy, the array of
resources available locally, and the composi-
tion and experience of those nonprofits
involved in the sector.

Appendix A outlines the five critical ele-
ments of successful social purpose business
development. Those five elements appear
across the field and include

< organizational capacity

€@ managerial ability
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9 market definition and penetration

@ capital mix and availability

@ investor relationships.

Based on this core outline and with the
guidance of the executive director of The
Roberts Enterprise Development Fund, each
site developed its own framework for
approaching the analysis of local capacity and
opportunities. What follows are the lessons
drawn from this exploration and reports from
each city, which map out how those elements
are arrayed in each location.

Facilitation of this process was both chal-
lenging and rewarding. Representatives from
the convening organizations were brought
together in months One and Five of the six-
month period. In addition, staff from The
Roberts Foundation visited each city in order
to participate in and contribute to discussions
taking place at the regional level. Extensive
use was made of email, phone and, to a lesser
degree, an initial web site in order to ensure
communication between each site and the
lead facilitator, Jed Emerson.

While the specific experience of each city
differed, the practitioner was the starting point
for the discussion in all sites. Therefore, orga-
nizational and enterprise audits were the core
of the process and provided the basis for sub-
sequent conversations with those outside the
organizations involved (such as business peo-
ple and foundation officers). Given the impor-
tance of the enterprise audits to frame an
understanding of local organizational capacity
and limitations, a sample audit outline is
included at the end of this executive summary.

Matching grants were awarded to organi-
zations at each of the six selected sites. These
grants were leveraged with local funds (both
to ensure “buy-in” and as an investment in the
future process) in the form of a 3:1 match.
The funds covered local staffing and adminis-
trative costs associated with the Initiative. The
total cost per site averaged $40,000, and grant
disbursement was managed by The Enterprise
Foundation.

In reviewing the sections from each city,
two points should be kept in mind. First, the
summary reflects the experience of a given
city in assessing both current capacity and
limitations of pursuing social purpose busi-
ness development. While each site pursued

sound strategy and mapping in its planning,
each site executed a different process designed
by the local conveners in concert with local
practitioners and national facilitators.
Therefore, each section of this document’s
outline, presentation and form of analysis
varies to reflect these local conditions.

Second, each summary was derived from
a comprehensive report on each site.> These
documents range from 40 to 70 pages and
provide greater detail concerning the local
market for social purpose business. For obvi-
ous reasons, summary statements from each
region are most effective for the purpose of
this chapter. And, as stated earlier, reports
from both Atlanta and Ann Arbor (both of
which are still in process) will be added to
future versions of this document.

The Importance of Social Purpose
Business Development as a
Community Strategy
A common assumption is shared by all six
cities and those involved in supporting this
effort: the practice and expansion of social
purpose business development is important
for both the nonprofit sector and the commu-
nities it serves. Because this assumption is not
necessarily widely shared, it is worth address-
ing before presenting the experience of the
Venture Fund Initiative.

Practitioners, funders and advocates of
social purpose business development feel this
pursuit is important for the following reasons:

The mainstream labor market,in a time
of historic lows in the nation’s unemploy-
ment rate, still cannot absorb and support
the employment and training needs of
homeless, very low-income and chronically
unemployed individuals. A for-profit busi-
ness is not a training center. The primary
purpose of a for-profit corporation is to cre-
ate wealth for its investors—not jobs for the
poor or untrained. Social purpose businesses
offer unemployed individuals the o pportuni-
ty to train in market-based environments, yet
with the support and flexibility needed by
individuals facing serious or multiple obsta-
cles to standard job training or mainstream
employment. Transitional employment in a
social purpose business is provided to indi-
viduals deemed inappropriate for traditional
job training and placement programs and
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unwanted by the labor market. It provides a
critical path for those who neither meet tradi-
tional for-profit hiring needs nor fit into non-
profit training programs. For many, such
employment can be a bridge to traditional
employment.

In the next century, nonprofits will not
be able to rely exclusively on governmental
funding sources, limited foundation
resources or the charity of individual
donors and must identify alternative
sources of financial support to help fulfill
their program and social missions.
Currently, there are over 600,000 nonprofit
organizations pursuing a wide variety of
social and charitable missions to benefit this
country. As federal funding decreases and
local funding comes under increasing strain,
nonprofit organizations must diversify their
funding base to decrease their risk of having
inadequate resources to pursue their mis-
sions. Social purpose business development
must take its rightful place as another financ-
ing option—next to individual contributions,
government contracts, foundation grants and
program-related investments—in the future
capital structure of the nonprofit sector.

The community application of business
skills and practice is not isolated within an
organization’s business venture, but rather
acts to increase the overall management skill
and expertise of the nonprofit, reaping
broader benefits for other charitable invest-
ments. Nonprofit organizations that operate
social purpose businesses usually must do the
following in order to succeed:

@ improve their accounting systems

<’ create more effective information and data
management systems

©increase the level and sophistication of
their overall management.

This process of operational improvement
is driven by the requirements of the market;
however, it has the “spillover” benefit of con-
tributing to the broader success of organiza-
tions pursuing a social mission. Investing in
nonprofit capacity to successfully manage
earned income and supported employment
ventures means investing in those same orga-

nizations’ ability to pursue their broader
social and charitable mission more effectively.

Current foundation support of social
purpose business development tends to be
made on a grant-by-grant basis, without
leveraging earnings from multiple players or
coordinating efforts to assist nonprofit
organizations in achieving their goals.
Initiatives such as the VFI provide funders
with more effective ways to leverage grant
dollars and other support. Although indi-
vidual successes have taken place, what is
needed to improve the practice and impact
of social purpose business is the establish-
ment of support mechanisms to meet the
special needs of business ventures that
achieve market as well as social returns.
While foundation grants and program-relat-
ed investments have been important in sup-
porting the efforts of individual practitioners,
the following are still needed:

@ Nonprofit organizations running social
purpose businesses benefit from network-
ing with each other to improve manage-
ment and industry-specific practice, as
well as participate in collaborative efforts
to address the specialized challenges of
pursuing a “double bottom-line.”

@ Isolation and the lack of information
about the field of social enterprise have
made it difficult for businesses run by
nonprofit organizations to access
resources of the business academic com-
munity and the larger business communi-
ty; a coordinated strategy could effectively
leverage a variety of resources in support
of the field’s expansion and the success of
individual nonprofit organizations.

Based on the emerging success of indi-
vidual practitioners, the field is now in a
unique position to move both the standards
and the execution of the practice to a new
level of confidence and sustainability in the
marketplace.

Finally, the support of this emerging field
is important for the following reason:

If the market alone were adequate to
meet the needs of the nonprofit sector, the
nonprofit community would not now show
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the rapid expansion in the number of organi-
zations attempting to leave the historical
security of traditional funding for that of
earned income and supported employment.
Small business development is hard—in risking
a family’s nest egg, the failure rates are great,
and the uncertainty of the marketplace is
greater. However, social purpose business
development is harder. For those operating
such a venture to earn income that may be
directed in support of a charitable mission,
there is a constant battle between social and
profit goals. For those starting businesses as a
vehicle to provide supported employment to
the marginally employable, the task of engaging

General Findings and Lessons of the Venture Fund Initiative

hile the goal of the VFI has been to pro-
inde practitioner groups in six cities
with an opportunity to assess local capacity
and challenges in the field of social purpose
business development, a number of crosscut-
ting lessons and conclusions were also gener-
ated from this process. These general lessons
are presented below:

Social purpose businesses fall along a contin-
uum of activity ranging from those that are
primarily market-driven to those that are
primarily mission-driven. Nonprofit orga-
nizations may fall on a number of points
along this continuum, but the key issue is
that those involved in such ventures under-
stand where they are on that continuum.

In “Enterprising Nonprofits,”> Gregory
Dees presents a continuum of social enter-
prise ranging from the Purely Philanthropic
to the Purely Commercial. Organizations fall
along this continuum at a number of levels.
For example, under a Purely Philanthropic
model the beneficiaries of the organization
would pay nothing for the services they
received, while a Purely Commercial venture
would charge beneficiaries market-rate prices
for services.

a labor pool already excluded from the main-
stream labor market is a constant challenge.

The only reason to take on such chal-
lenges is to address one of the four factors
stated above. As the field grows and increas-
ing numbers of nonprofit managers take up
these strategies, those who have gone before
can provide great value to the field by sharing
their lessons with others and acting as men-
tors. The Venture Fund Initiative has been
one step forward in this process, and it pro-
vides an important launching point for the
support of local practitioners, as well as an
opportunity to assist in the development of
the field as a whole.

It is interesting to note that organizations
participating in the VFI did indeed reflect
points along this continuum. In the experi-
ence of VFI participants,those operating ven-
tures in the six target cities were doing so
either to provide transitional or permanent
employment to individuals outside the main-
stream labor market or to generate revenue to
support the parent organization’s social mis-
sion. While they are all social purpose busi-
nesses, organizations pursuing revenue gener-
ation tend to be more fully market-directed
than are those that must also pursue market
opportunities with a strong social mission.
For example, an organization interested in
revenue generation may establish a for-profit
subsidiary corporation that, while not violat-
ing the fundamental mission of the parent
nonprofit, may operate more freely from the
constraints and challenges of those who also
seek to employ a target population with mul-
tiple barriers to employment.

Nonprofit organizations that operate
businesses that are both profitable and pro-
vide transitional employment are thought of
as “hybrid” organizations that may encom-
pass the strengths and limitations of both
commercial and social purpose business and
may therefore represent greater overall risk in
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operation and management. This is due in
part to the fact that organizations concerned
primarily with revenue generation may be
market-driven but not fundamentally social
mission-driven, while organizations pursuing
profitability and employment goals must be
both market and social mission-driven.

An important lesson from across all six
cities in the Initiative was that groups operate
along a continuum; it is not a question as to
which is best or where one should be on that
continuum, as much a question of needing to
know where one really is along that continu-
um. Many nonprofits appear to beve they are
mote fully market-driven than they actially are.

The nonprofit organizations involved in the
VFI process also engaged in a variety of
types of planning and pre-development to
prepare for launching their ventures. Some
organizations had engaged in a significant
amount of business and organizational
planning prior to launching their venture
activity, while others had simply “happened
upon” what was perceived as a business
opportunity and moved to act on that
opportunity. On the whole, it is clear that
many organizations need assistance in
developing and executing more effective
planning with regard to the ventures in
which they are engaged and the enunciation
of most effective strategies for managing
those ventures.

Part of the enterprise audit process
involved an assessment of business plans, orga-
nizational development and other documents
that were used to gauge the capacities and chal-
lenges of organizations pursuing nonprofit
ventures. While many organizations had such
plans in place and made use of them to guide
their work, a majority of the organizations
operated with only marginal business plans
and had done virtually no marketing or other
studies that could inform their strategy.

On balance, the organizations that had
such business plans in place operated with
greater success and competence than those
that did not. In short, having a business plan
does not guarantee success, but not having
one usually contributes to failure. Many of
these organizations, however, have the poten-
tial to develop business strategies that are ade-
quate to their needs and would contribute sig-
nificantly to the future success of their efforts.

The boards of directors of many nonprofit
organizations pursuing venture-develop-
ment efforts are evolving, creating diverse
ways to effectively oversee and plan for the
future expansion of their organizations’
ventures.

As might be expected, organizations sur-
veyed demonstrated a wide range of board
capacity and involvement in the enterprises
being operated in the field. Some boards have
made effective use of outside business exper-
tise, while others could develop significantly
greater ability to leverage such input. Many
boards appear to be addressing the challenge
of how to balance their responsibility for fiscal
oversight and guidance with the need for
operating committees and others charged with
overseeing the execution of those policies and
strategies. Larger organizations, which tend to
have more clearly defined roles and responsi-
bilities, appeared to do better addressing this
challenge than smaller organizations, where
there tended to be more potential for overlap
and possible conflict or confusion with both
operations managers and advisors.

The structures of board oversight and
involvement in enterprise development are
clearly evolving. The challenges addressed by
any nonprofit board become all the more
complex when that board is overseeing and
balancing the potentially competitive
demands of core program areas and social
purpose businesses. While some are effective-
ly managing these challenges,others are clear-
ly in need of additional training, guidance
and support as they move from traditional
nonprofit structures of the past to the hybrid
structures of the future.

Many cities have a wealth of potential tech-
nical assistance support that could benefit
those operating social purpose businesses,
but this support is often fragmented and not
readily accessible to nonprofit practitioners
and managers. This fact is compounded by
the diversity of the nonprofit organizations
operating ventures in any given city, repre-
senting a wide range of organizational
capacity, culture and managerial skills.

Each of the cities was able to identify a
wealth of potential and actual support that
could contribute to the success of nonprofit
ventures. These resources may be found in
the business-academic, mainstream-business
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and foundation communities. In virtually
every case, when presented with information
regarding the number of practitioners in a
given city, individuals within these commu-
nities expressed both an interest and ability
to participate in direct partnerships with
nonprofit ventures. There is significant
potential to directly link community
resources more effectively with practitioners
and managers in need of their technical
assistance and support.

However, it is also clear that many man-
agers lack the time or networks to identify,
negotiate with and secure the support of these
potential sources of technical guidance and
support. Many managers focus on operations
and have little time available to secure the
technical and other assistance often available
in their own community.

This time shortage is compounded by the
fact that organizations operating social pur-
pose businesses have a wide range of capacity
and need. They do not easily fit a single
“mold” and therefore require individual
assessment and evaluation in order to identi-
fy specific areas requiring assistance,as well as
support in identifying the most appropriate
potential technical assistance providers and
other possible partners.

The potential for growth and a significant
increase in the sustainability of social pur-
pose business is clear. However, for these
ventures to be successful,they must receive a
variety of supports. The way that assistance
is provided will play a major role in their
potential for future success.

The success of efforts to provide consul-
tation and assistance to any corporation
(whether for-profit or nonprofit) often hinges
on how that assistance process is framed and
on how a number of very complex issues are
addressed. Specifically, the following factors
appear to be critical:

4 Participating organizations must at the
outset be open to critique and must be
amenable to input on the assessment,
operation and ongoing management of
their enterprise.

@ The process by which input is solicited
and received must be owned by participat-
ing organizations.

€ Participating organizations must funda-
mentally believe that the process, while
entailing a commitment of time and
resources on their part, will ultimately be
of real benefit to the organization and its
staff.

2 Participating organizations must know
that an end goal of engaging in the process
will be the potential to receive additional
capital to underwrite the pursuit of their
strategies.

€© While accessing additional financial sup-
port is a critical element, practitioners
often feel that of equal importance is the
potential to access additional, non-finan-
cial resources to augment grants and
assure the development of greater organi-
zational capacity to successfully execute
agreed-upon strategies.

9 In order to address the above factors, sig-
nificant time needs to be invested in the
process at the start to ensure clarity of all
parties’ expectations. In addition,the var-
ious nonprofit terms, which govern the
relationships between significant stake-
holders (nonprofits, foundations, techni-
cal assistance providers, mentors, etc.),
must be clearly understood by all.

While these factors may appear essential
if a successful initiative is to move forward,
many nonprofits have built their success on
funding and other relationships that are pri-
marily “arm’s-length” relationships, whereby
funders and others are not often informed of
significant operational concerns that man-
agers and key Board members have. Yet,if the
goal of an initiative is capacity building and
support, open and honest communication
with regard to the true weaknesses and limita-
tions of an organization is critical to its
receiving appropriate and meaningful techni-
cal assistance.

Traditional approaches to funding make
many potential grant recipients leery of a fun-
der’s knowledge of an organization’s weakness-
es. They fear that they will not be viewed in a
positive light and may lose critical funding. If
future support is to be secured and effectively
applied to assist social purpose business efforts,
that support will no doubt require a different
approach to the funding relationship.
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Furthermore, the traditional approach
toward capacity building that entails providing
an organization with a grant to hire a consul-
tant to guide it through its process is also less
effective in this area of practice. What organi-
zations express (and what both the six-city
inquiry and the experience of the Roberts
Enterprise Development Fund have shown) is
that while groups certainly do need access to
technical assistance, the assistance must be
founded on knowledge-transfer aimed at gen-
uinely increasing the nonprofit’s capacity to
engage in the task on its own in the future. It
must also be understood that technical assis-
tance without networking, staff development,
capital funding and for-profit business mentors
is much less effective in social purpose business
development than technical assistance in the
form of traditional consultation and guidance,
as is the current mainstream practice.

The challenge for the field is how to
mobilize the array and type of support need-
ed to best achieve long-term goals for devel-
opment and sustainability. Such frameworks
are available and may be designed based on
regional needs and opportunities. However,
such frameworks must be supported for the
field of social pur pose business development
to achieve its real potential for success.

Many cities have a significant number of
nonprofit organizations operating social
purpose businesses of various types. Most of
these organizations have self-financed the
start-up of these ventures or launched them
with extremely limited grant support. These
organizations have brought their ventures
through the initial stages of start-up, but
now lack access to financial resources to ade-
quately capitalize their venture for expan-
sion or achievement of market sustainability.
Some funders may already understand the
following information. However, for those
that are not familiar with for-profit financing
strategies, a “primer”may be of assistance.¢ It
should be understood that there are a number
of ways for-profit small businesses meet their
needs for the capital investment required to
“bootstrap” the start-up and expansion of
their venture. One classic scenario follows:

An individual with vision sees an @portu-
nity in the marketplace and has an idea for
some product or ervice ofering she feels

will be better than other offrings presently
available. She approaches friends and fanr
ily members for sugport, offering either a
loan payback (with a fixed rate  return) or
an equity position (an unsecved invest-
ment with some ype of owner share in the
business provded in exchange for the
requesied funds). This is known as “first-
stage” or start-up financing.

As the business grow, the owner will
require additional equipment, space or
access to cash flow. This is ammonpy
referred to as Stage-two financing” or
“mezzanine finandng” Two sources of
funding may be aailable at this point. The
owner may find a“business angl” (usually
an individual with significant peronal
wealth he or she iwests in promising start-
ups). This “angel”’may not only provide the
funding requied, but also ofer technical
assistance and awess to his or her ovn busi-
ness networks to lwerage additional con
tracts and industry contacts. A second
source of funding is wailable through a
variety of small-business loan pograms.
For example, the owner may apply for 7A
lending (loans avarded though local banks
but secured by the Small Business
Administration),ot, depending on her ced-
it rating,the owner may puisue a tradition-
al small-business loan from a bank orned-
it union. These two types of financing are
not mutually exclusive and may be unde-
taken together.

Finally, many larger businesses will furthe
diversify their funding by issuing bonds,
stock offrings or othe, more sophisticated
forms o debt and equity to undewrite cap-
ital requirements. Even if the business
remains “privately held” (i.e., does not ofgr
its stock to the gneral public), an ar ray of
equity options may be offred to indvidual
investors. With access to this final stage ¢
financing, most lusineses in America
become fuly matured in the capital market
and are able to finance capital requigments
through a variety of investment and loan
instruments that trade financial risk for the
promise of some level of future financial
return. If the capital instument is a loan,it
is tied to a fixed rate  return and usually
secured with some undelying asset of the
corporation. Those capital requiements
that are beyond what may be diectly
underwritten with an asset may be me
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through additional equity offrings that,
while usually unsecured, offer an ownership
position in the business and the possibilityfo
greater financial returns with no fixed rae
of return on investment.

It is important to understand that,
depending on the type of business and the
overall industry in which it operates,there are
usually certain percentages of “debt to equity”
that are considered prudent and reasonable.
Banks, in assessing whether a given corpora-
tion is credit worthy, will assess such issues as
the debt-equity ratio in order to evaluate the
relative risk present in any given loan propos-
al. Taken together, the amount of debt and
equity present in a business that underwrites
the financing requirements of the corporation
is referred to as the “capital structure” of the
business.

Financing the growth of any small busi-
ness is not easy. It takes tenacity and often
requires the owners to undertake significant
financial risk to ensure the creation of their
vision. The potential and promise of financial
return is what makes the risks worthwhile.
However, financing social pur pose businesses
may be even more difficult, due to two main
reasons. First, there are usually very limited
assets available with which to secure (or
underwrite) loans. Many nonprofit organiza-
tions are grant-driven, with funds being made
available annually in return for the fulfillment
of commitments made by the organization to
provide certain services or programs to the
community—often to “markets” which do
not have the funds to otherwise pay for those
services. Youth programs, food banks and
low-income health centers are all examples of
such programs, and the nonprofit sector is
populated with many other examples.

Indeed, in many ways the very nature of
charitable activities is driven by the fact that
there is no primary financial market capable
of supporting such work—this is what makes
them “charitable” Therefore, most nonprof-
its operate with “weak” balance sheets, carry
few assets (such as buildings or other hard
holdings that might be used to underwrite
loans) and are often without large endow-
ments that might be available to fund enter-
prise activities. Those organizations that do
have a building or other real estate asset with
which they might secure a loan have often
already made use of that asset to secure lines

of credit to support the operating cash flow of
the agency itself. This strategy is often neces-
sary due to the risky nature of supporting an
organization with grants, but has the sec-
ondary effect of making those assets unavail-
able to finance a start-up or expansion of a
social purpose business.

A second barrier to providing “mezza-
nine financing” is the lack of equity options
available to nonprofit organizations.
Nonprofits are established under strict
Internal Revenue Service codes as charitable
organizations that may not provide private
inurement to outside individuals (e.g.,
investors). In the event a nonprofit “goes out
of business,” all its assets must be distributed
to other existing nonprofit organizations to
continue the pursuit of charitable works.
Remaining assets may not be sold or given to
outside investors (though in the event of
bankruptcy, they may be sold off to cover the
outstanding debts of the organization). Since
there is no possibility of providing individual
investors with the same financial return they
might receive in the for-profit sector in
exchange for taking on a significant degree of
financial risk, “angel” investors or other indi-
viduals who might otherwise fund various
stages of a business start-up are not interested
in such a high-risk, no-reward proposition.
Therefore, even though a nonprofit may have
some access to loan dollars through buildings
or other assets, it usually has no ability to
secure true equity investments—the lifeblood
of any business enterprise. The gap in financ-
ing represented by this lack of equity is
termed the “equity gap” in the nonprofit sec-
tor, and it stands as a critical challenge for
most nonprofits attempting to pursue their
social mission through market-based enter-
prise activities.

There are a variety of efforts presently
underway in the nonprofit sector to try and
address the “equity gap” through what may be
referred to as “equity equivalents” Through
the legal and creative use of charitable dollars,
foundations and individual donors may pro-
vide long-term charitable “investments”
which can provide organizations with the
type of funding required to support the
expansion of their social ventures. Program-
Related Investments, whereby a foundation
makes a below-market rate loan available to a
nonprofit organization, is one strategy. PRIs
are usually secured loans in that they are tied
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to some underlying asset, but they often take
a subordinate position to a banking or other
institution’s first loan position.

Another such strategy is the provision of
cash guarantees, whereby a foundation, loan
fund or donor places funds in a bank account
which is then tied to a line of credit extended
to a nonprofit that would not otherwise qual-
ify for a loan. Over time,as the nonprofit pays
back the line of credit, the original funds that
served as a cash guarantee are returned to the
original source while the nonprofit develops
both a successful credit record and its own
independent commercial-lending relation-
ship with the bank institution. Finally, a third
example of addressing the “equity gap” is that
of “recoverable grants,” a type of PRI, but one
that is not tied to any underlying asset and
therefore serves as a direct equity equivalent
in that it is fully at risk.

In the for-profit community, the chal-
lenge of adequately capitalizing business
enterprises has received literally centuries of
attention, and a variety of capital markets
have developed to address it. In the nonprof-
it community, while there are limited options
and emerging models for structuring such
capital investments, accessing such funds,
having adequate funds available and educat-
ing funders as to the variety of funding
options available to support charitable work
remains a significant challenge. While the
for-profit capital market is fairly well defined
and organized, the nonprofit capital market
remains fragmented and under-capitalized.

Many private-sector funders (corporate,
community and family foundations) have
supported a wide array of nonprofit ventures
in recent years and continue to be interested
in understanding how their support may
better contribute to the success of nonprofit
venture development. However, there is a
wide disparity of understanding and skill in
the foundation community with regard to its
ability to act in the role of “informed
investor” and community partner.

While the traditional “generalist” pro-
gram officer approach has, on the whole,
served both the nonprofit and foundation
communities well, it makes it difficult for pro-
gram officers to participate as fully or with the
depth of expertise that may be required in
areas of specific interest (for example, social

purpose business development). In many
cases, while a foundation program officer is
able to participate in the basics of initial due
diligence, it is often more difficult for him or
her to assess the perceived and actual risks of
enterprise creation and long-term business
development strategies. In light of this fact,
the inability of many funders to literally
“understand the deal” limits their effectiveness
in the capitalization of such deals,thereby lim-
iting the potential for expanding foundation
support of the field and its practitioners.

In addition, while many foundations
become committed to a certain area of interest
and are good at enunciated areas of priority
giving, many foundations have funding time-
lines that often entail six months or more of
proposal review, followed by a grant commit-
ment of one to three years. Again, while this
approach has generally served community
interests well, it makes it difficult for funders to
support such long-term investments as are
often required in the area of social purpose
business creation. These investments often
require the presence of not only a long-term
funding partner, but also a funder willing to
support what are often the dual strategies of
both business and organizational development.

There are increasing numbers of founda-
tion and individual donors interested in sup-
porting the work of emerging social entrepre-
neurs. However, existing resources tend not
to be well coordinated, are often presented in
a form that makes them unavailable to many
potential grantees and have evolved into a
nonprofit capital market that is often frag-
mented and inefficient. If the foundation
community is to get the best return on its
grant-making activities in this area, coordi-
nated funding strategies that support and
leverage existing community resources will
have the highest potential for leveraging these
limited dollars most effectively. Indeed, over
the course of the six-month Venture Fund
Initiative, a number of funders stated that it
would be of great assistance if they had access
to minimum standards for the field and
generic social purpose business p roposal for-
mats and were provided with appropriate
guidance with regard to how to make grants
in this program area.

It is a given that many practitioners are find-
ing their way through the evolving field of
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social purpose business development, which
is neither fully business nor nonprofit,
drawing on skills based in both traditions.
However, on the whole, the field is populat-
ed with individuals whose skills are more
entrepreneurial than managerial and who
appear to be grounded to a greater degree in
vision than practical expertise.

While the number, size and scope of
social purpose businesses currently in opera-
tion or in planning are impressive, one is
struck by the degree to which many ventures
are operated on “a wing and a prayer,” and are
not grounded in solid managerial expertise
and practice. Often the success or failure of
an enterprise hinges on the talent and com-
mitment of a single person or small manage-
ment team working to achieve the venture’s
goals and objectives. While this managerial
strength is what has enabled the field to grow
impressively over recent years,it also points to
a critical issue for many social purpose busi-
nesses:a lack of managerial depth and succes-
sor strategies.

If the field is to benefit from both the
investments that have already been made and
the high level of effort undertaken by these
“social entrepreneurs,” more effective net-
working, training and other support systems
will be essential. In some cases,it may be only
a question of providing the opportunity for
practitioners in a given region or sector to
come together and share their experiences.
In other cases,a more formalized strategy will
be necessary. In any case, the potential for
adding greater value for this expertise and the
potential to use these experiences to strength-
en the overall managerial capacity of the non-
profit sector are significant.

The field of social purpose business devel-
opment is an emerging one with no formal-
ized knowledge base. There is a real need for
ongoing and appropriate training for mid-
level staff of social purpose businesses,
specifically in the areas of financial manage-
ment and accounting.

Significant attention has been paid to the
role and emergence of “New Social
Entrepreneurs” and others who are guiding
the shifts presently taking place in the non-
profit sector. However, it must also be recog-
nized that the organization’s capacity to suc-
ceed at these strategies only begins at the level

of the executive director or enterprise manag-
er. Organizations need assistance in provid-
ing targeted training opportunities to mid-
level managers as well, for these are the indi-
viduals who will operationalize the business
and other strategies being pursued by the
nonprofit corporation. Such training may
entail workshops in business fundamentals,
but must also be tailored to address challenges
unique to social purpose business, such as
issues related to social return on investment,
supported employment, mission drift and
other factors that affect the potential for the
organization to achieve its goals.

The issue of compensation is related to
training support for mid and upper-level
managers. In addition to requesting assis-
tance in defining the appropriate compensa-
tion packages for individuals with both busi-
ness and nonprofit expertise, the role of
bonus and commission incentive programs
was found to be an area of need. Finally,
opportunities to address the impact of com-
pensation on the overall nonprofit culture
need also be addressed. While many employ-
ees understand the need for and support an
organization’s movement toward the creation
of social purpose business, the reality of
newer, business-connected staff receiving
higher compensation than program person-
nel can be a challenging one for all involved.
Assistance could be provided to many organi-
zations with regard to the creation of both a
process and a policy for fairly compensating
all staff.

The successful operation of any enterprise
requires effective information management
systems to track program activities,
accounting and business operations. These
systems are critical in that they generate
information that may then be used by man-
agers to make strategic and operational
decisions. Most nonprofit organizations
have never received the investments neces-
sary to develop management information
systems adequate to their needs or appropri-
ate for what is required as they move into the
development of social purpose businesses.
Many funders are exploring a move
toward achieving greater accountability for
their grant dollars and attempting to execute
“outcome” evaluations. However, most non-
profit organizations have not been supported
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in the development of management informa-
tion systems adequate for tracking and gener-
ating the basic client and program data
required to respond to this shift in the foun-
dation community. Such systems are critical
to any effort at comparing the relative costs
and benefits of various program strategies. In
addition,they are central to the organization’s
ability to engage in long-term retention docu-
mentation. These data are necessary if fun-
ders are to engage in any effort to calculate a
true social return on investment and they
require the development of common stan-
dards and valuation assumptions upon which
such calculations may be made.

In addition to program and business
information systems adequate to the task,
many nonprofit organizations operate with
only the barest type of accounting system—
a system largely unable to handle either the
complexity of business transactions or pro-
vide operations managers with the “real
time” information needed to make
informed decisions based on accurate
financial evaluation. The nonprofit com-
munity needs accounting models and sys-
tems that a wide range of practitioners and
funders could use. In addition, greater
access to industry-standard information
based on specific sectors (such as retail, co-
packaging, landscaping, etc.) should be
developed. This information would include
the “social sector equivalents” for those
enterprises operated by those in the non-
profit sector.

While many social purpose businesses have
access to competent, pro bono legal consul-
tation, additional legal expertise is required
to successfully negotiate the field of social
purpose business development.

For years, nonprofit organizations have
benefited from meaningful, pro bono assis-
tance provided by both individual attorneys
and law firms. Although that support has
been extremely effective, as organizations
move out of traditional arenas of nonprofit
law and into new pastures, access to compe-
tent, knowledgeable legal consultation is crit-
ical. In addition to the traditional, general-
ized guidance they have received to date,non-
profits also require access to what is often
strategic, short-term le gal advice with regard
to Unrelated Business Income Tax, mergers

and acquisitions, and general issues regarding
tax exposure. Connecting nonprofit boards
and managers with individuals who have such
expert knowledge is important and critical to
the organizations “doing the right thing”
when it comes to pursuing both social and
financial goals.

As social purpose businesses achieve increas-
ing success in moving from start-up to sus-
tainability, they confront the challenge of
moving from the “grants market” to the “cus-
tomer market” Many social purpose busi-
nesses find that even with competent man-
agement and a quality product or service,
gaining access to and credibility within the
mainstream business community remains a
major barrier to long-term success.

Most successful nonprofit managers are
well networked for success in the foundation
funding and government worlds. Yet, they
find as they position themselves and their
organizations to become partners with the
business community they are often relegated
to the office of community relations instead
of outsourcing and procurement. Achieving
meaningful market penetration means
becoming part of traditional business net-
works and being viewed as a credible business
partner. Social purpose business managers
are not asking for any special treatment or
benefit, but they are asking to compete at
appropriate places in the deal stream.

To realize this goal, nonprofit managers
must conduct and have access to meaningful
market analysis in order to be better informed
partners with other businesses they target for
sales and general business relationships.
Second, they must have the ability to tap the
networks of business people who make pur-
chasing and other decisions. This is not simply
a question of having the endorsement of a
given corporation’s CEO, but must involve
developing relationships with upper and mid-
level managers who are making actual pur-
chase and other operational decisions on a
daily basis. Third, managers must be posi-
tioned to develop job opportunities for those
individuals within the social purpose business
looking to move up and out into the main-
stream of the labor market. While many cor-
porations have made commitments to partici-
pation in welfare-to-work and related initia-
tives, the full potential of social purpose busi-
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ness has yet to be effectively leveraged in sup-
port of the hiring needs of America’s business
community. Many individuals working in
social purpose businesses have the potential to
contribute directly to the success of for-profit
companies and should be more strategically
connected to those employment opportunities.

And, finally, many social purpose busi-
ness managers would benefit from being con-

Implications for Sector-Wide Support of Social Purpose

Business Development

n the course of assessing the local capacity

and challenges for engaging in social purpose
business development, it became clear that all
of the cities shared a variety of needs. It is there-
fore logical that local resources and activities
could be most effectively leveraged if certain
needs were addressed through a national sup-
port network of some sort. Such a network
could be housed out of an existing organization
and could serve a variety of convening, coordi-
nation and brokering roles in support of each
city’s local efforts. This is not to say, however,
that a program grant should just be awarded to
some existing player in order to provide this
support. Social purpose business development
is a fairly focused discipline, and no known
national organization could simply step to the
plate to meet this need at this time.

This report does not suggest a specific
vehicle to address these commonly shared
areas of interest, but rather acknowledges that
such areas of common interest exist and pre-
sents some of the issues that might best be
addressed collectively. The intent of such a
network might be to support the strategic
development of the field of social purpose
business as a whole by initially building on the
potential represented by the six cities involved
in the Venture Fund Initiative.”

A national support network might
address the following capacity-
building needs:

€ Sharing/Information Network between and
among social purpose business practitioners

nected directly with mentors from within the
business community, both those with general
business expertise and those with expertise
specific to a given industry sector. The poten-
tial and opportunities for the creation of more
meaningful partnerships between the for-
profit and nonprofit sectors are many. Such
partnerships can only contribute greater value
to partners in both communities of interest.

The field of social purpose business
development is growing rapidly, with many
new entrants engaging in a variety of activi-
ties. While there are existing and evolving
networks that speak to the general needs of
emerging “social entrepreneurs,” the practi-
tioners in this six-city initiative are involved
in a focused effort to grow their ventures and
successfully overcome the challenges they
face. Direct relationships between the more
than 40 nonprofit groups participating in this
effort would greatly facilitate information-
sharing regarding the most effective strategies
for pursuing a “double bottom-line.” In addi-
tion, those individuals and organizations
charged with facilitating the efforts of local
practitioners would also benefit from period-
ic opportunities to meet with their peers to
discuss the challenge of providing immediate,
real-time support to organizations involved in
the ongoing operation of business ventures.

€ Technical assistance to regional conveners/
facilitators to support development process

Providing technical assistance to local
practitioners is not simply a question of iden-
tifying a qualified consultant. Such support
requires the brokering of relationships
between the business community, academic
institutions and other stakeholders. The exis-
tence of a national network to provide advice,
consultation and support to local facilitators
would be of valuable assistance to both prac-
titioners and those involved in the provision
and delivery of services to them.
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® Research, documentation and dissemina-
tion of best practices and resources

In the Appendix, the reader will find a
brief list of issues and areas of interest that
might be the focus of future research in the
field of social purpose business development.
At present, the knowledge base concerning
this field is relatively limited, consisting of a
small number of books and articles on the
subject. As increasing numbers of practition-
ers engage in this work and greater numbers
of funders seek to assess the impact of their
charitable “investments,” it will be imperative
that appropriate research and documentation
of practitioner efforts be undertaken.

Furthermore, as these and other studies are
concluded, assuring adequate and timely dis-
semination of such information will also be
critical. While such a national network would
not seek to fund and track all relevant research
in this broad field of interest, it could act to
identify existing research in need of greater dis-
semination, as well as to identify and support
areas in need of further analysis by appropriate
researchers already active in the field.

@ Broker training and other resources from
existing national organizations to local con-
veners in areas of board development,finan-
cial management, and development of MIS

If nonprofit organizations are to be suc-
cessful in their efforts to “re-invent” them-
selves to successfully manage the challenge of
operating earned-income ventures, those
involved in their guidance and management
must receive appropriate training to develop
improved business and other skills. Ranging
across a wide area of possibilities (including
board management, financial management
and development of appropriate information
management systems), there are a variety of
areas to be addressed. A national network
could identify existing training programs of
value to nonprofits as well as work with
expert trainers to develop new programs of
use to those involved in social purpose busi-
ness development.

@ Represent local practice at national level
to philanthropic, public policy, govern-
mental, regulatory, industry and other

sectors presently concerned with the
development of the field

Finally, the vision, experience and learn-
ings of those in the field are significant and
worthy of promotion. However, there are also
many institutions and organizations that are
concerned with the possible implications of
this field of practice. These range from busi-
ness to public sector to regulatory organiza-
tions that do not accurately understand the
field and need information regarding what is
actually taking place across the country. A
national network would provide an informed
voice, to both interpret the work of the field
and engage such concerned parties in dia-
logue regarding how best to work together for
the benefit of our nation and various com-
munities of concern.

In addition, such a national support
network might address a range of
possible capital requirements:

9 Loan administration and services

As described in the Capital Resources
section above, social purpose businesses
require access to capital beyond that of basic
grant support and of different structure.
Loans ranging from $25,000 to over $250,000
are the logical next step in building the capital
structure of many nonprofit enterprises. How
to best address this capital requirement is
debatable. In some cases, existing communi-
ty development financing institutions might
have adequate capacity to provide lending
support to social purpose business. In other
cases, that support may not be possible,and a
national fund of some type might be more
effective. The reality is that many cities may
only require a few such transactions annual -
ly—which argues against establishing six loan
pools and possibly in favor of partnering with
existing loan funds to try and accommodate
the specific needs of social purpose business
organizations. At the same time,a consolida-
tion of loan origination, servicing and gener-
al administration could possibly be greatly
facilitated through the creation of a single,
national fund accessible by all six sites.
Indeed,it is interesting to note the number of
“equity”funds presently being organized by a
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number of national initiatives with seemingly
very compatible goals, virtually all of which
are targeting for-profit business development
needs. Greater discussion of the capital
requirements of these groups and how they
may best be addressed is required before any
single solution is embraced.

@ Raise grant funds for match with local
funds

The pursuit and practice of nonprofit
enterprise must be supported first and fore-
most at the local level. Local practitioners
must execute their business development
strategies to the benefit of local communities.
And,naturally, their work provides significant
opportunities for local funders to invest (on
both a charitable and loan basis) in support-
ing these efforts. However, many communi-
ties may require additional funds from out-
side the region and many local funds may
provide an excellent partnering opportunity
for national funders interested in supporting
local efforts.

@ Loan/cash guarantees

The ability to access revolving charitable
dollars so they may be available to support
future work in the field is of key importance.
By making available cash guarantees that may
in turn secure lines of credit extended to
social purpose businesses, funders have an

opportunity to pursue the broadest impact of
their dollars placed in support of these strate-
gies. Perhaps based on the experience of a
national network or association of practition-
ers, a national fund could make loan/cash
guarantees available to local banking institu-
tions to help ensure that, as these funds are
repaid,the loan recipient is then positioned to
develop independent banking and other lend-
ing relationships with mainstream, commer-
cial lending institutions.

€ National holding company for build-
ings/equipment leasing to nonprofit par-
ticipants at below-market rates

A significant percentage of funds raised to
assist the expansion of nonprofit enterprises
are used to finance the acquisition of buildings
and equipment. Many funders are hesitant to
provide such capital support due to reserva-
tions regarding the perceived risk such ven-
tures entail and concern that, in the event of
failure, those assets would be lost to the larger
market. A national body might consolidate
those resources into a single fund that would
make such purchases and acquisitions itself,
leasing the property and equipment back to
practitioners at below-market rates. In this
way, funders would be assured that even if the
venture was not ultimately successful in pursu-
ing its strategy, in the event of a liquidation
those resources would not be completely lost
but would be sold off with any funds generat-
ed returned to the national initiative.
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Next Steps and Future Action

he experience of the Venture Fund
Initiative participants has led to several
clear conclusions:

€ The United States is experiencing a virtu-
al explosion in the number of individuals
who identify themselves as “social entre-
preneurs” and the number of organiza-
tions seeking to pursue their social mis-
sion through the operation of social pur-
pose businesses.

€@ The field as it stands today is highly frag-
mented, with many regions benefiting
from the good work of individual organi-
zations and leadership, but with little
opportunity to leverage either the collec-
tive attributes of those individual players
or the larger resources (whether business
academic, business community or foun-
dation) in each area.

@ The historic approach to supporting the
practice of social purpose business devel-
opment has been for individual funders to
provide isolated grants to specific organi-
zations. While that support has been suc-
cessful in assisting a small number of
groups, such grants tend to be made with-
out benefit of a larger business or organi-
zational development strategy. The result
of this is that while there have been defi-
nite successes in the field, practitioners
have been unable to take their work to the
next level of success—whether defined in
terms of scale or sustainability.

€ While many groups have benefited from
the contributions of individual consul-
tants or advisors, they remain significant-
ly under capacity and without access to
meaningful networking or technical assis-
tance opportunities that speak to their
particular needs and potential. What they
lack is a holistic approach to their devel-

opment that addresses organizational
capacity-building, technical assistance,
market penetration and capitalization in a
strategic manner presently not possible
given the dominant approaches to con-
sulting and technical assistance.

€ There is a unique opportunity for the field
to be substantially “moved” to the next
level of development. Numerous regional
markets have sufficient numbers of non-
profit players, business academic and
mainstream business community mem-
bers who are willing to provide guidance
and support. The foundation community
has already shown,through its grant mak-
ing to date, an interest in and willingness
to invest in innovative, market-based
strategies of assisting nonprofit organiza-
tions in achieving their enterprise, com-
munity and social goals. The organiza-
tions are gathered, the initial investments
have been made and the actors are ready
for the next act.

What is lacking in this situation is an
enunciated investment strategy for growing
both individual players and the field as a
whole. While the specific funds proposed in
this document are not the complete answer to
the challenge of market fragmentation, they
represent unique and thoughtful opportuni-
ties for foundations and other investors to
support locally defined strategies for building
on the successful grants of the past and the
lessons learned from practitioners across the
nation. The participants in the Venture Fund
Initiative look forward to continuing the col-
lective efforts to refine the vision for these
funds, establish them as “lighthouses” for the
field and attain the true potential represented
by those involved in social purpose businesses
employing people on the margin of the labor
market and generating new sources of rev-
enue to help sustain U.S. communities.
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An Enterprise Audit Outline

By Jerry J. Salama
New York City Venture Fund Initiative

A. Background and Resources

1. Briefly describe the business venture or ventures operated by your organization and the two or three major
accomplishments of each business or the businesses collectively. In addition, describe any new business ventures
planned by your organization.

2. Describe the organizational mission/culture of the parent non-profit organization and how it relates to the goals
of the for-profit business. List issues or concerns to be resolved.

3. Provide an organization chart for each business, showing the key members of the management team, together
with salaries, benefits, tenure and comparable compensation in similar businesses. If the parent non-profit orga-
nization provides support or administrative staff, identify that staff with the same information. Highlight rele-
vant staff vacancies or needs in either the business or parent organization.

4. List three primary strengths and weaknesses for each key member of the management team.
5. List the business’ advisors by name and address [members of the Board of Directors, advisory board (if applica-
ble), accountants, lawyers, consultants]. Identify the contributions and strengths and weaknesses of each key

advisor. Highlight advisor needs or opportunities.

6. List any proprietary rights (patents, patents pending, royalty, license, franchise or distribution rights) and con-
tracts which are key to the business as well as the significant terms of these rights and contracts.

7. Describe the physical facilities used by the business and whether they are owned or leased and the terms/value of

each. Describe any significant fixtures, furniture and equipment. Highlight any future space and equipment
needs. Identify any capacity or other limitations of the current operation.

B. Relation to Market and Business Plan

1. Describe how the product sold or service provided is satisfying the market in a unique way and describe the mar-
ketplace that exists for the company. List customer needs and how the product or service satisfies them.

2. List the company’s target markets and the expected revenue from each. List the company’s product lines and the
expected profit margin for each one.

3. Describe any advantage or disadvantage which the business has over the competition.

4. List the company’s top ten clients and the percentage of total sales attributable to each. List the company’s top
ten vendors and the percentage of total purchases attributable to each.

5. Explain the methods for penetration of target markets and the cost of each market penetration strategy as com-
pared to that of competitors and industry standards. Describe product development and marketing efforts of
the business.

6. Describe existing corporate partnerships and identify corporations that the business would like to target for con-
tracting or procurement relationships.




246 Investor Perspectives

C. Financial Assumptions and Budgets

1. Describe the financial accounting systems used by the business. Provide copies of the most recent monthly
reports produced by these systems (e.g. balance sheet, statement of operations, cash flow, etc.). Highlight needs
and plans for financial system changes.

2. Provide an actual operating budget for 1996 and 1997 and a projected budget for 1998, listing detailed revenues
and expenses for the business and identifying break-even production or service levels. Describe the pricing struc-
ture.

3. Describe the cash flow situation of the business in the last two years and the expected cash flow in 1998. List
sources of working capital.

4. Describe the existing capitalization of the business (its constraints on the business,if any) and the expected cap-
ital needs for the next three years, together with the assumptions for these needs. List existing banking relation-

ships and potential sources of additional capital.

5. Describe the company’s management and fiscal control procedures and systems. List areas that need to be
improved.

6. Compute all the “ratios” for the business: Current Ratio, Quick Ratio, Inventory Turnover Ratio, Debt Ratio,
Return on Total Assets, Return on Equity, Profit Margin on Sales (with and without subsidy), Gross Margin,
Subsidy to Wage Ratio and Percentage Enterprise Subsidy. List the issues and concerns raised in an analysis of

these ratios for the business.

7. Describe how you presently track and quantify a social Return on Investment. List the Social/non-monetary
goals and mission of your businesses.

D. Relation to Employees

1. Describe the strategy of the business in relation to employees (job training for a business with the goal of out-
placement versus staff training for a business with a preference for internal promotion). Describe job training
efforts, if any, and the source of most employees. List challenges and needs for job training.

2. Identify and describe any organizational problems relating to the unreliability of the company’s work force and
any limitations on the company’s ability to make output commitments because of such employee unreliability.

3. Describe job placement efforts and record, if any. List key organizations and types of organizations with com-
mitments for outplacement of trained staff or commitments sought.

4. Describe any strategies for employee empowerment, management control or employee ownership (e.g. ESOP).

E. The Future

1. Identify the opportunities for business expansion and the key obstacles to growth. List potential resources to
overcome these obstacles.

2. List the three primary benefits you hope to receive from participation in the Venture Fund Initiative.

3. Describe the replicability of the businesses run by your organization. List the key elements required to success-
fully replicate these businesses.
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Footnotes

The “Regional Marketplace” reports were writ-
ten by the convener in each site. All other sec-
tions of this report, unless otherwise noted,
were written by Jed Emerson with input and
feedback from Venture Fund Initiative partici-
pating organizations.

The terminology used in this field varies and
includes social or nonprofit entrepreneurship,
nonprofit business, affirmative business and
social purpose business. This report uses the
term “social purpose business” because it is a
positive term and reduces confusion about the
existence or lack of profits.

The Foundation’s report was distributed
nationally in September 1996 and, along with
other resources for social entrepreneurs, is now
available on-line at the Roberts Enterprise
Development Fund web Site: www.redf.org.

Complete reports are available from the con-
vening organization in each site.

“Enterprising Nonprofits,” Gregory Dees,
Harvard Business Review, January/ February
1998.

Chapter 10, “The U.S. Nonprofit Capital Market:
An Itroductory Ove riew of Devepmental
Stages, Investors and Funding Instruments” pre-
sents this same discussion in greater detail. The
following paragraphs are taken from that chap-
ter.

While the primary focus is, of course, on these
six cities, other sites (such as San Francisco)
may also have an appropriate pool of practi-
tioners interested in participating in such a net-
work.

©2000 The Roberts Foundation www.redf.org
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By Jed Emerson

Executive Director
The Roberts Enterprise Development Fund

ne need only look at successful
high-tech businesses to see that
great entrepreneurs launch move-
ments, not just companies.
Steven Jobs at Apple, Bill Gates at
Microsoft, Scott McNealy at Sun Microsystems
offer a worldview, a passion for a cause that
transcends the specific attributes of their prod-
uct. Many social sector leaders, on the other
hand, see that their organizations already rep-
resent a movement— for healthy communities,
effective schools, physical or spiritual wellbe-
ing— but lack the resources of our most
dynamic businesses. The challenge for all
innovators is to understand how leaders can
build movements, not simply organizations,

which may advance the broader elements of
their missions.

One of the most significant movements of
recent years is social entrepreneurship. Its
potential to transform society makes it an
important asset for communities and a power-
ful laboratory for leaders of all sectors.
Gregory Dees of Stanford University and the
Kauffman Center for Entrepreneurial
Leadership offers a useful definition of this
embryonic movement:

Social entrepreneurs play the role of change
agents in the social sector, by:

€ Adopting a mission to create and sustain
social value (not just private value),
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Forces Supporting the Emergence of

@ Recognizing and relentlessly pursuing
new opportunities to serve that mission,

4 Engaging in a process of continuous inno-
vation, adaptation,and learning,

@ Acting boldly without being limited by
resources currently in hand, and

@ Exhibiting a heightened sense of account-
ability to the constituencies served and for
the outcomes created.

These five capabilities can benefit private,
public or social-sector institutions and have
been central to the creation of hybrid strate-
gies that blend elements of each. For exam-
ple, The Roberts Foundation portfolio of
social purpose enterprises—bakeries and
cafes, janitorial and landscaping companies,
screen printing businesses, retail and business
services—were all launched as social purpose
enterprises by nonprofit organizations in the
San Francisco Bay Area to train and employ
people in need, and ultimately sustain them-
selves in the marketplace.

In furthering social mission in new ways,
social entrepreneurs are pioneering a form of
leadership centered less on the actions of indi-
vidual leaders advancing a national agenda than
on a process of “Leadership of the Whole”—in
which practitioners themselves (as opposed to
those commonly viewed as “national leaders”)
build a movement and leverage individual
resources for broad social benefit.

Historically, leaders of movements were
able to combine their personal vision with an
ability to maintain their place at the center of

of the Whole”

hile a variety of market and other forces

drive the creation of social entrepre-
neurship itself, there are six forces contribut-
ing to the evolution of its new, networked
model of leadership.

Learning partnerships. At the core of
social entrepreneurship is the passion for a
cause. This passion is most often pursued
through the application of skills associated

fragmented, though like-minded, groups—
drawing such groups together to achieve a
common purpose. For the past decade or
more, the same has been true of social entre-
preneurship. “National leaders” were recog-
nized as leaders largely because of their indi-
vidual vision and ability to work across
regions and borders—connecting people to
become a part of this newly evolving whole.
While social entrepreneurship draws from a
wide variety of disciplines (social and com-
munity work, business, philanthropy, public
policy), its national leaders have been those
who could connect players previously unable
to find one another. As they traveled the
nation “spreading the gospel,” these leaders
have been sup ported by their own organiza-
tions, which have given them a platform from
which to operate and upon which they could
develop a greater understanding of the
emerging movement.

However, it appears that this kind of
national leadership of movements is fading.
In its place we see a new form of leadership
reflected less in the activities of individuals
talking about their personal vision and expe-
rience, than in the collective force of practi-
tioners and their stakeholders acting on a
common agenda. Increasingly, practitioners
are representing their own best interests,
connecting directly with each other, and
building a movement across disciplines and
regions. As this leadership shift occurs, it is
useful to step back, assess the forces that
make traditional national leadership less
relevant, and understand the implications
of this shift for others.

“Leadership

with business, political organizing, organiza-
tional development and a host of other disci-
plines. There is no single framework or
model for understanding the practice.
Therefore, those who pursue social entrepre-
neurship must invariably learn from others;
they must forge relations with “fellow travel-
ers” sharing their vision and moving through
similar experiences. These partnerships are
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primarily centered on the work of practi-
tioners but have also come to involve fun-
ders, academics, business people, and others
who rely on a process of mutual learning to
inform their efforts. This learning occurs
through forums, conferences, Internet list-
serves and most importantly, the day-to-day
work of a project.

Interlocking networks and strategic
alliances. Learning partnerships have often
operated in isolation from each other.
Fortunately, an emerging set of networks,
drawing on many fields of thought, is break-
ing that isolation. Today’s community leaders
find themselves working with established
social service agencies, advocates of earned
income strategies,managers of social purpose
business enterprises as well as for-profit cor-
porations, and still others practicing cause-
related marketing. Each network informs its
own practice by connecting with the efforts of
others involved in discretely distinct, but
related work.

These interlocking networks evolve natu-
rally to further the creation of strategic
alliances that are nationally grassroots in
nature. For example, ServiceMaster, an inter-
national corporation with over $6 billion in
annual sales,has developed a national alliance
with local nonprofit organizations providing
supported employment to homeless and dis-
abled individuals. Similar alliances have con-
nected social innovators with academic insti-
tutions, faith-based organizations or individ-
uals, and regional groups of other social
entrepreneurs.

An understanding of appropriate scale.
A third driver of this process of changing
leadership has been the shift in understanding
of the value and form of “scale.” Historically,
attaining significant scale has been a major
challenge for organizations, whose leaders
wondered, “How do we take our program
national?” or “How do we expand on our
demonstrated success?” However, the evolv-
ing notion of achieving appropriate scale is
focused upon helping organizations become
more viable and effective, not just larger.

Those seeking appropriate scale are less
concerned with how to go national than with
how to “go deep” within a community, an
area of practice, or an individual organiza-
tion. Appropriate scale means doing more
with regional resources, developing greater
capacity to engage wider segments of a core

market or community, and strengthening
key relationships. National impact comes
through the example set by one’s work and
the development of strategic alliances with
others advancing the field in other parts of
the nation and world. It is increasingly
through the interlocking networks described
above that such groups achieve “scale” in
their work.

The speed of change. In times of cri-
sis—as when funding priorities in Washington
began to change—some leaders look for oth-
ers to devise a new model thought to bring
success. These putative leaders believe they
can simply “implement the model” to achieve
a degree of program and funding success.

In recent years, however, it has become
clear that “the model” is now dead. The hard
fact of the matter is that there are few univer-
sal, easily transferable models of strategy or
anything else. Even a model that works in one
setting is unlikely to keep up with change and
finds itself outdated in weeks or months, not
years. Innovation occurs at the fringe of the
mainstream, most often when regional and
local players analyze a challenge, draw from
an array of potential approaches and
resources, take what they feel is most relevant
from each, and then create a new strategy for
execution in the regional market place. In this
ever-transforming environment, the emerg-
ing role of effective leadership in all sectors is
not to replicate structures and strategies but
to take a conceptual framework,idea or set of
best practices and apply it effectively to suit
local needs.

Advancing technologies. Finally, with
the rise in advancing technologies, practition-
ers now have in their hands the very brokering
and communication tools that historically
have been the base of strength for the “nation-
al leader” of old. Just a few years ago, an
agency director in South Dakota would have
to await her association’s quarterly newsletter
or annual conference for word of what others
were doing. With the advent of the Internet,
she can surf the Web and learn about related
efforts from around the world. She can
engage in debate through a list-serve, an on-
line chat room or a long-distance tele-confer-
ence call. She has immediate, real-time access
to the latest in strategy development.
Increasingly, technology acts as a democratiz-
ing force to allow ideas to be considered on
their merits.




252

Investor Perspectives

And, as if to seal the coffin on the tra-
ditional charismatic leader of the past, the
power of advancing technologies to expand
the horizon of a local practitioner becomes
the glue that connects her to the larger field,

nation and world. She is her own leader,
connected directly to other community
leaders; together they act to change the face
of societies. They lead as a body of the
whole.

The Rise of “Leadership of the Whole”

he forces supporting the emergence of a

“leadership of the whole” greatly reduce
the traditional role for a “national leader” as
gatekeepers of relationships and information.
Indeed, “national leaders” will increasingly
play a supporting role to local practitioners.
In the words of Dan Sherman, they will
become “learning facilitators:” guiding others
toward new resources, facilitating the flow of
digital dialogues and acting as hosts of a vari-
ety of connected forums serving the purpose
of expanding the practitioner experiential
knowledge base.

In a globalized society, in business as in
social movements, regional voices will set
the national agenda. And that national
agenda will be directed through an array of
networks operating in chaotic concert. The
new leaders’ value will be found in the spir-
it of their words, their ability to inspire new

constituents to join the parade, and their
ability to bring cool water, in the form of
new resources, to those who march. Itisa
new role for those used to competing for a
single spotlight. In the end, however, the
power of community, the potential to cap-
ture the full impact of our social and eco-
nomic investments, and the passion of
those who carry the local burden of our
nation’s social agenda may move closer to
fruition. The question is not whether the
new “Leadership of the Whole” will be
allowed to move to the fore, but rather how
those presently engaged in shaping a field
of practice may most effectively act to
assure its advance.

This chapter was originally published in
“Leader to Leader” Magazine, July 1, 1999.

©2000 The Roberts Foundation www.redf.org



