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Recent years have brought remarkable growth in hybrid
organizations that combine profit-seeking and social
missions. Despite popular enthusiasm for such organizations,
legal reforms to facilitate their formation and growth—
particularly, legal forms for hybrid firms—have largely been
ineffective. This shortcoming stems in large part from the
lack of a theory that identifies the structural and functional
elements that make some types of hybrid organizations more
effective than others. In pursuit of such a theory, this Article
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effective in addressing development problems, such as
increasing access to capital and improving employment
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opportunities. These organizations, which are commonly
referred to as “social enterprises,” include microfinance
institutions, firms that sell fair trade products, work
integration firms, and low-cost sellers of essential goods and
services such as eyeglasses, bed nets, and healthcare. The
common characteristic of social enterprises is that they have a
transactional relationship with their beneficiaries, who are
either purchasers of the firms’ goods or services or suppliers of
inputs (including labor) to the firm. The essence of this
Article’s theory is that through these transactions, social
enterprises perform a measurement role; that is, they measure
or gather information on their patron-beneficiaries’ abilities
to transact with commercial firms (for example, workers’
skills, borrowers’ creditworthiness, and consumers’ ability to
pay). That information permits social enterprises to tailor the
form and amount of subsidies to the specific needs of
individual beneficiaries. This “measurement” function makes
social enterprises relatively effective vehicles for allocating
subsidies as compared to traditional donative organizations
and other forms of hybrid organization, in particular firms
that pursue corporate social responsibility policies. Thus, the
measurement function can serve as the basis for designing a
legal form for social enterprises.
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I. INTRODUCTION

In recent years, there has been a remarkable increase in
the number of organizations that combine profit-seeking
with an altruistic or social mission. We can broadly term this
class of entities “hybrid organizations,” though a variety of
other terms have been used, including mixed-mission,
blended value, triple bottom line, and creative capitalism.! In
particular, much attention—as well as legislative activity—
has focused on a broad but vaguely defined group of hybrid
organizations that are commonly referred to as “social
enterprises.” Common examples of social enterprises include
microfinance institutions that provide credit to low-income
borrowers, businesses that sell fair trade products, and
companies that sell affordable products in developing
countries. This pursuit of a mixed commercial and social
mission is not exclusively the domain of a small set of
specialized firms. Multinational corporations such as
Starbucks, Nike, and J.P. Morgan are increasingly engaged
in a variety of corporate social responsibility initiatives.?
Investors are increasingly mindful of social and
environmental indicators in their investment decisions, and
some focus on investing in firms that purport to generate
social impact.? Thus, there is a growing popular belief that
combining profit and mission is an effective way of producing
social wealth.

Despite these wide-ranging developments, hybrid
organizations remain poorly understood. As a result, legal

1 The term “hybrid organization” is defined more formally in Part II.

2 See infra Sections I1.C, VI.A.

3 See ANTONY BUGG-LEVINE & JED EMERSON, IMPACT INVESTING:
TRANSFORMING HOW WE MAKE MONEY WHILE MAKING A DIFFERENCE
(2011); J.P. MORGAN GLOB. RESEARCH & THE ROCKEFELLER FOUND., IMPACT
INVESTMENTS: AN EMERGING ASSET CLASS (2010),
https://www.jpmorganchase.com/corporate/socialfinance/document/impact_
investments_nov2010.pdf [https://perma.cc/8762-2NCF].
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policy in this field has been haphazard and largely
ineffective. First, there is some uncertainty about the extent
to which business planners have the power to form
businesses that combine profit and social missions. A recent
Delaware case, eBay v. Newmark, casts doubt on the ability
of corporations to espouse a social purpose.! Partly to
address this issue, new legal forms have been introduced to
incorporate businesses that have a social mission.” In

4 eBay Domestic Holdings, Inc. v. Newmark, 16 A.3d 1, 28 (Del. Ch.
2010) (“The corporate form in which [the corporation] operates, however, is
not an appropriate vehicle for purely philanthropic ends . . . Having chosen
a for-profit corporate form, the [corporation’s] directors are bound by the
fiduciary duties and standards that accompany that form. Those
standards include acting to promote the value of the corporation for the
benefit of its stockholders.”). The eBay case reflects the conventional
view, dating back to Dodge v. Ford Motor Company, that the directors’
duty is to maximize shareholders’ profits. 170 N.W. 668 (Mich. 1919); see
also David A. Wishnick, Corporate Purposes in a Free Enterprise System: A
Comment on eBay v. Newmark, 121 YALE L.J. 2405 (2012). The eBay case
involved heightened scrutiny of a poison pill adopted by management in
order to entrench a social purpose to which the shareholders had never
acquiesced in the company’s charter or otherwise. eBay, 16 A.3d at 28, 32—
33.

5 For reviews of the new legal forms, see Dana Brakman Reiser,
Blended Enterprise and The Dual Mission Dilemma, 35 VT. L. REV. 105
(2010); Dana Brakman Reiser, Theorizing Forms for Social Enterprise, 62
EMoORY L.J. 681 (2013); Matthew F. Doeringer, Fostering Social Enterprise:
A Historical and International Analysis, 20 DUKE J. CoMP. & INT'L L. 291
(2010); Thomas Kelley, Law and Choice of Entity on the Social Enterprise
Frontier, 84 TuL. L. REvV. 337 (2009); J. Haskell Murray, The Social
Enterprise Law Market, 75 MD. L. REV. 541 (2016); Alicia E. Plerhoples,
Social Enterprise as Commitment: A Roadmap, 48 WASH. U. J.L.. & PoL’Y
89 (2015); Joseph W. Yockey, Does Social Enterprise Law Matter? 66 ALA.
L. REV. 767 (2015); Fabrizio Cafaggi & Paola Iamiceli, New Frontiers in the
Legal Structure and Legislation of Social Enterprises in Europe: A
Comparative Analysis (Eur. U. Inst. L. Working Papers, Paper No.
2008/16), http://cadmus.eui.eu/handle/1814/8927 [https://perma.cc/RCU5-
5SH7]; Rachel Culley & Jill R. Horowitz, Profits v. Purpose: Hybrid
Companies and the Charitable Dollar (U. of Mich. Program in Law &
Econ. Working  Paper  Series, Paper No. 12-006, 2012),
http://papers.ssrn.com/sol3/papers.cfm?abstract_1id=2055368
[https://perma.cc/TTLC-SDEG6].
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particular, the Benefit Corporation is a legal entity that has
a social mission but can nonetheless distribute profits to its
owners. Although such legal forms have been diffusing
rapidly among states, most hybrid organizations continue to
use the traditional corporate forms. Thus, it is questionable
whether the new forms are actually necessary and how such
forms should be designed. Additionally, if hybrid
organizations are desirable, they arguably deserve to receive
tax or other subsidies. Malani and Posner, for example,
propose that all for-profits should be provided with tax
benefits for doing good things, such as selling fair trade
products.® However, trusting profit-driven corporations to
employ subsidies towards social missions is highly
problematic, mainly because they have an obvious incentive
to overstate the social value of their activities in order to
enhance their reputations.” As a result, the IRS has so far
resisted attempts to facilitate subsidized investments in
hybrid legal forms.?

The state of legal policy in this area stems from the
failure of economic and legal scholarship to identify the
structural and functional attributes that make hybrid
organizations effective in addressing social problems.
Despite the numerous colorful terms that have been attached
to hybrids, most of these terms boil down to the idea of

6 Anup Malani & Eric A. Posner, The Case for For-Profit Charities, 93
VA. L. REV. 2017, 2064—67 (2007).

7 The well-known exposition of this view is by the economist Milton
Friedman, who urged corporations to focus on maximizing profits for the
firm’s owners while conforming to the basic legal and ethical rules of
society. See Milton Friedman, The Social Responsibility of Business Is to
Increase Its Profits, N.Y. TIMES MAG., Sept. 13, 1970; see also Henry G.
Manne, Milton Friedman Was Right, WALL. ST. J. (Nov. 24, 2006, 12:01
AM), https://www.wsj.com/articles/SB116432800408631539
[https://perma.cc/UY66-HZAS].

8 See J. William Callison & Allan W. Vestal, The L3C Illusion: Why
Low-Profit Limited Liability Companies Will Not Stimulate Socially
Optimal Private Foundation Investment in Entrepreneurial Ventures, 35
VrT. L. REV. 273 (2010).
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combining for-profit and altruistic missions.? The problem is
that, in most cases, it is practically impossible to measure
and verify the accomplishment of altruistic goals.”

The definitions of hybrids under the statutes for
incorporating new organizational forms illustrate this
difficulty. For example, the “Benefit Corporation” is a
corporation whose purpose is to create a material positive
impact on society and the environment.!! However, it is
largely impossible to verify what qualifies as a “material

9 See, e.g., THE EMERGENCE OF SOCIAL ENTERPRISE (Carlo Borzaga &
Jacques Defourny eds., 2001); BUGG-LEVINE & EMERSON, supra note 3;
Sutia Kim Alter, Social Enterprise Models and Their Mission and Money
Relationships, in SOCIAL ENTREPRENEURSHIP: NEW MODELS OF
SUSTAINABLE SOCIAL CHANGE 205, 205-06 (Alex Nicholls ed., 2006); J.
Gregory Dees, Enterprising Nonprofits, HARV. BUS. REV., Jan.—Feb. 1998,
at 55; Jed Emerson & Sheila Bonini, The Blended Value Map: Tracking
the Intersects and Opportunities of Economics, Social and Environmental
Value Creation (unpublished manuscript) (October 2003),
http://www.blendedvalue.org/wp-content/uploads/2004/02/pdf-bv-map.pdf
[https://perma.cc/FVY6-MHBQ)].

10 Moreover, there is a tendency to treat the difference between
corporate social responsibility and social enterprise as mainly one of
degree, without delineating their different structures or functional roles.
See, e.g., THE ECONOMICS OF SOCIAL RESPONSIBILITY: THE WORLD OF
SociAL ENTERPRISES 7 (Leonardo Becchetti & Carlo Borzaga eds., 2011);
Alter, supra note 9; Kelley, supra note 5, at 350-52; Janet E. Kerr, The
Creative Capitalism Spectrum: Evaluating Corporate Social Responsibility
Through A Legal Lens, 81 TEMP. L. REV. 831 (2008); Dana Brakman
Reiser, For-Profit Philanthropy, 77 FORDHAM L. REV. 2437, 2450 (2009)
(arguing that “[s]ocial enterprises integrate philanthropy into their
business models at a more basic level than companies that make corporate
contributions or practice [Corporate Social Responsibility]”). In fact, the
terms are often used interchangeably to denote essentially the same type
of business. To take one example, firms that sell fair trade products have
been referred to as a social enterprise, THE ECONOMICS OF SOCIAL
RESPONSIBILITY, supra, corporate social responsibility initiative, Michael
E. Porter & Mark R. Kramer, Strategy & Society: The Link Between
Competitive Advantage and Corporate Social Responsibility, HARV. BUS.
REV., Dec. 2006, at 78, and corporate philanthropy, Malani & Posner,
supra note 6.

11 See infra Section IX.A.
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positive impact,” and while the Benefit Corporation is a
laudable attempt to encourage corporations to produce such
an impact, it is highly doubtful that it has achieved this
effect. A recent example is Laureate University, a for-profit
network of wuniversities incorporated as a Benefit
Corporation. Laureate recently completed its celebrated IPO,
the first of any Benefit Corporation.'? It is difficult, however,
to see what makes Laureate different from standard for-
profit firms in the same industry. Recent evidence suggests
that it employs aggressive promotional tactics, suffers from
low graduation and loan repayment rates in some regions,
and primarily serves the premium segment of the market.!?
While not incorporated as hybrids, the experiences of other
large companies that vowed to serve social and

12 See Alex Barinka, Laureate Education Plans IPO as a Public
Benefit  Company, BLOOMBERG (Oct. 2, 2015, 5:37 PM),
https://www.bloomberg.com/news/articles/2015-10-02/kkr-backed-laureate-
education-files-for-initial-public-offering [https://perma.cc/8GA4-G69A];
Natalie Sherman, Laureate Becomes Public Company Again, Raising $490
Million, BALTIMORE SUN (Feb. 1, 2017, 7:52 PM),
http://www.baltimoresun.com/business/bs-bz-laureate-ipo-20170201-
story.html [https://perma.cc/6 KHP-HJA6].

13 See, e.g., Laureate Education Inc. Registration Statement (Form S-
1) (Oct. 2, 2015), https://www.sec.gov/Archives/edgar/data/
912766/000104746915007679/a2209311zs-1.htm  [https://perma.cc/A2F6-
FJJL]; John Fritze & Natalie Sherman, Laureate IPO Still Pending Amid
Political Flap, Industry Crackdown, BALTIMORE SUN,
http://www.baltimoresun.com/news/maryland/bs-md-laureate-faces-
challenges-20161008-story.html [https://perma.cc/G3NA-UMXW] (Oct. 10,
2016, 7:17 PM); Janet Lorin, Laureate's U.S. Students Struggling to Repay
Loans as IPO Looms, BLOOMBERG (Nov. 4, 2015, 5:00 AM)
https://www.bloomberg.com/politics/articles/2015-11-04/laureate-loan-
repayment-rate-shows-u-s-debt-burden-as-ipo-looms
[https://perma.cc/2FU5-EQZP]; Michael Smith & Mina Kimes, Chilean
Regulators Say No to Clinton-Backed University, BLOOMBERG (Feb. 4,
2014, 2:58 PM), https://www.bloomberg.com/news/articles/2014-01-
24/chilean-regulators-crack-down-on-university-with-ties-to-clinton
[https://perma.cc/P8VG-QXD2].
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environmental missions, including Google, Etsy, and even
British Petroleum, range from disappointing to egregious.*
In order to develop legal policy in this area, there is a
need for a theory that identifies a set of organizations that
actually have incentives to pursue social missions effectively
and explains their functional role. This Article offers a
theory of social enterprise and hybrid organizations that can
inform legal policy. The theory focuses on a set of
organizations that are commonly referred to as “social
enterprises,” such as microfinance institutions, firms that
sell fair trade products, work integration social enterprises,
and low-cost sellers. The common characteristic of these
organizations is that they have a commitment to transacting
with their beneficiaries, who are either purchasers of the
firm’s goods or services or suppliers of inputs (including
labor) to the firm. This Article will refer to such beneficiaries
as “patron-beneficiaries.”’® For example, microfinance
Institutions make loans to low-income borrowers, and work
integration social enterprises employ disadvantaged
workers. As this Article explains in greater detail below, it
may be prohibitively costly for standard commercial firms to
transact with disadvantaged individuals. This occurs for two
reasons: (1) firms lack information to evaluate the abilities of
such individuals, or (2) such individuals lack sufficient
abilities (e.g., ability to repay a loan). In these
circumstances, disadvantaged individuals may suffer from
lack of access to capital, systematic unemployment, and
want of essential products and services. Social enterprises

14 As discussed in Section VI.A below, Google’s charitable arm has
had limited social impact; Etsy, an online marketplace for crafts, is
certified by B-Lab, a nonprofit that certifies and ranks firms as producing
public benefits, but is also allegedly involved in aggressive tax planning.
See infra Section VI.C. Finally, British Petroleum, a company that had a
strong reputation for adopting environmentally friendly policies, was
responsible for a major oil spill in 2010. See infra Section VI.D.

15 The term “patron” is used to refer to those who have a transactional
relationship with the firm, i.e., investors, workers, suppliers, etc.
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address these problems by committing to transacting with
disadvantaged individuals as patrons.

This commitment induces social enterprises to perform a
measurement role. The financial wviability of social
enterprises depends in large part on the performance of their
patron-beneficiaries. For example, microfinance institutions
are financially dependent on the ability of their borrowers to
repay their loans. Thus, social enterprises have incentives to
measure or gather information on their patron-beneficiaries’
attributes (e.g., workers’ skills or borrowers’
creditworthiness) in order to ensure that they are capable of
performing their duties and tasks under their transactional
relationship with the social enterprise firm. This information
enables social enterprises to allocate subsidies (e.g., a
training subsidy) to their beneficiaries (e.g., disadvantaged
workers) effectively. In particular, social enterprises have
the ability and incentives to tailor the form and amount of
subsidies to their beneficiaries’ abilities and preferences as
well as the commercial needs of their business.

The measurement function makes social enterprises
relatively effective vehicles for allocating subsidies to
promote development goals, such as increasing access to
capital, enhancing  productivity @ and  employment
opportunities, and enhancing consumer welfare. For
example, microfinance institutions have grown substantially
in the last few decades and now provide financial services to
millions of poor customers in developing countries.®

The relative success of microfinance and other social
enterprises in spurring development contrasts with the
limited effectiveness of many organizations that engage
primarily in giving to beneficiaries (as opposed to
transacting with them), such as donative organizations like

16 BEATRIZ ARMENDARIZ & JONATHAN MORDUCH, THE ECONOMICS OF
MICROFINANCE 12-15 (2nd ed. 2010); BRiGIT HELMS, ACCESS FOR ALL:
BUILDING INCLUSIVE FINANCIAL SYSTEMS 2—5 (2006).
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government and aid agencies.!” Social enterprises also need
to be contrasted with other forms of hybrid organizations,
especially firms that engage in corporate charity and social
responsibility policies. Whereas social enterprises have
incentives to utilize subsidies effectively, corporations that
pursue socially responsible policies have incentives to
exaggerate their social value.

From a theoretical perspective, this Article contributes to
understanding the functional role of different forms of
organization. The theory proposed is related to the well-
known “metering” theory of Alchian and Demsetz, which
argues that firms arise as a solution to problems in metering
or measuring input productivity and rewards,'® and that
nonprofits are likely to shirk because they have limited
incentives to meter productivity.!® However, unlike Alchian

17 The term “donative organization” was defined by Hansmann to
mean nonprofits that receive most or all of their income in the form of
grants or donations. Henry B. Hansmann, The Role of Nonprofit
Enterprise, 89 YALE L.J. 835, 840 (1980). This Article will argue that
donative organizations are also characterized by the fact that they
transfer a subsidy to their beneficiaries rather than transacting with them
as patrons. See infra Part I1.

18 As stated by Alchian and Demsetz: “If the economic organization
meters poorly, with rewards and productivity only loosely correlated, then
productivity will be smaller; but if the economic organization meters well
productivity will be greater.” Armen A. Alchian & Harold Demsetz,
Production, Information Costs, and Economic Organization, 62 AM. ECON.
REv. 777, 779 (1972). More broadly, Alchian and Demsetz seek to explain
why firms are an efficient means for organizing economic activity (as
opposed to contracts) when individual output is difficult to observe but
collective output is observable. Id.

19 Id. at 789-90. In contrast, as shown by Hansmann, supra note 17,
nonprofits may actually have stronger incentives to produce higher
quality. See also Edward L. Glaeser & Andrei Shleifer, Not-For-Profit
Entrepreneurs, 81 J. OF PUB. ECON. 99 (2001) (developing an economic
model of Hansmann’s theory); cf. Albert H. Choi, Nonprofit Status and
Relational Sanctions: Commitment to Quality through Repeat Interactions
and Organizational Choice, 58 J.L.. & ECON. 969 (2015) (offering an
economic model where stronger relational sanctions by consumers against
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and Demsetz, this Article draws a distinction between
transacting and giving organizations, rather than
emphasizing the distinction between for-profits and
nonprofits.?’ The reason is that social enterprises that
engage in market transactions may be formed not only as
for-profits, but also as nonprofits, and in either case, they
have a financial (as well as altruistic) incentive to measure
the output of their beneficiaries and to tailor subsidies to
their needs.

From a policy perspective, understanding the basic
structure of social enterprises and the measurement function
they perform is essential for informing policies to encourage
corporations to pursue social missions. Since social
enterprises appear to be effective, legal policy should
primarily foster organizations that share their structural
and functional attributes. Section IX outlines how the
transaction with beneficiaries and the measurement role of
social enterprises can provide a normative framework for
designing a legal hybrid form.?! This Article focuses on
laying out the structural and theoretical underpinnings of
social enterprises as well as other hybrid organizations.

This Article is organized as follows: Section II discusses
the structure of different forms of hybrid organizations, and
in particular social enterprises. Section III describes in detail
the measurement theory of social enterprise. Section IV
applies the theory to different forms of social enterprises.
Section V describes the different devices social enterprises
employ to commit to transacting with disadvantaged groups.

for-profits cause for-profits to produce quality equivalent to that of
nonprofits).

20 To be fair, Alchian & Demsetz, supra note 18, wrote at a time when
nonprofits were less commercialized and hence less likely to engage in
market transactions. For discussion of the commercialization of nonprofits,
see To PROFIT OR NOT TO PROFIT: THE COMMERCIAL TRANSFORMATION OF
THE NONPROFIT SECTOR (Burton A. Weisbrod ed., 1998).

21 See infra Section IX. Details of the policy implications are discussed
in Ofer Eldar, Designing Organizations to Pursue Social Goals: An
Economic Analysis of Legal Hybrid Forms (on file with author).
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Section VI contrasts social enterprises with other hybrid
organizations that engage primarily in giving to beneficiaries
rather than transacting with them. Section VII notes several
disadvantages of social enterprises. Section VIII explains
why other theories of hybrid organizations fail to explain the
structure and role of hybrid organizations. Section IX
discusses why legal hybrid forms have been largely
ineffective in encouraging firms to address social missions
and how the theory put forth in this Article can inform the
design of a new legal hybrid form.

II. THE ESSENTIAL CHARACTERISTICS OF
SOCIAL ENTERPRISES AND HYBRID
ORGANIZATIONS

Although hybrid organizations are commonly defined as
organizations that combine profit and altruistic or social
missions, this definition 1is misleading. Even profit-
maximizing firms pursue social purposes, albeit indirectly.
Consider a food chain that improves the nutritional value of
its products. Such a firm may be maximizing its profits by
making its products more attractive to customers. Its
activities may well generate positive externalities, such as
better health for society. This firm, however, is not
conceptually different from most other for-profit firms. The
idea that firms generate positive externalities while
pursuing profits dates back to Adam Smith’s notion of profit
maximization.?> A useful definition of hybrid organizations
must identify the way they differ from standard profit-
maximizing firms.

Properly defined, a hybrid organization is a commercial
enterprise that channels a subsidy to a class of beneficiaries.
The simplest example is a corporate charity, which is a for-
profit firm that donates a percentage of its profits to charity.
The subsidy need not be provided by the government and

22 See ADAM SMITH, AN INQUIRY INTO THE NATURE AND CAUSES OF
THE WEALTH OF NATIONS (1776).
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usually flows from the firm’s customers and investors. To
fund the charity, the owners of the firm may agree to some
discount on their returns or the consumers may pay
premium prices for the firm’s products. Thus, this Article
defines “subsidy” expansively to include any contribution of
value—monetary or otherwise—that is provided to the
ultimate beneficiary of the subsidy for no consideration. It
need not be a direct subsidy, like a grant or a donation, but
may also take the form of premiums over market prices paid
by consumers or discounts to market returns on
investment.??

It 1s important to note that the term “hybrid
organization” can be used to describe a wide array of
organizations. On one hand, a hybrid organization may be
profit-maximizing as long as the owners do not provide the
subsidy. For example, a firm may receive a grant from the
government or its consumers may pay premium prices. On
the other hand, hybrid organizations may be nonprofits. A
commercial enterprise is any enterprise that receives a
significant portion of its income from prices charged for its
products or services so that its viability or sustainability is
dependent on such income.?* Commercial enterprises include
not only for-profit firms, but also commercial nonprofits such
as hospitals or wuniversities that charge patients and
students respectively for their services,?® despite receiving at
least some subsidies in the form of donations and tax
exemptions.

23 The difference between premium prices or below-market rates and
market prices or rates (as applicable) constitutes the subsidy.

24 This Article refers to “enterprises” rather than organizations or
entities. An enterprise may comprise an entity or several entities, but may
also be a segment of an organization that includes various types of
enterprise.

25 See Hansmann, supra note 17, at 840—41.
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A. What Makes an Organization a Social Enterprise?

The focus of this Article is on a particular type of hybrid
organization, usually referred to as a “social enterprise.”
Social enterprises are not only subsidized commercial
enterprises, but they also possess another critical element:
they have a commitment to transact with their beneficiaries
as patrons, for instance, as customers or providers of input
(see Figure 1). This commitment arises in circumstances
where such beneficiaries are unable to transact with
commercial firms under standard commercial terms. For
example, microfinance institutions lend money to their
beneficiaries, who are disadvantaged individuals or
businesses that face difficulties in obtaining capital from
commercial lenders. Section III presents the economic
function of this transactional relationship. Social enterprises
do not necessarily transfer subsidies to their patron-
beneficiaries (e.g., discounts on loans or products), although
many of them do. To count as social enterprises, they need
only have a commitment to transact with their beneficiaries,
even if no actual transfer of subsidies is made to the
beneficiaries.

1. Examples of Social Enterprises

The following paragraphs describe the business and
structure of different types of social enterprise. All of the
social enterprises described engage in development missions,
such as increasing access to capital, improving productivity
and employment opportunities, and enhancing consumer
welfare. The description does not exhaust all forms of social
enterprise; rather, this Article provides an example of each
of the main industries in which social enterprises operate.
For present purposes, the Article will focus on for-profit
social enterprises and discuss social enterprises formed as
nonprofits in the following Section.

Microfinance Institutions (“MFIs”): MFIs provide
loans and other financial services to poor customers in
developing countries who lack access to capital.
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FIGURE 1: SOCIAL ENTERPRISE

Owners/
Investors

SOCial Donors/
Enterprise Government

Employees/
Managers

A social enterprise is a subsidized commercial enterprise (for-profit or
nonprofit) with a commitment to transacting with a class of patron-
beneficiaries. The patron-beneficiaries may belong to any class of the
firm’s patrons, including some or all of its customers, employees, or
suppliers. The subsidy to the firm may be provided by donors,
government or any other class of patrons. A one-sided light grey arrow
is used to denote a subsidy. A two-sided dark grey arrow is used to
denote a transactional relationship with a patron.

MF1Is specialize in making small short-term loans, which are
unprofitable for commercial banks but are essential for poor
households and small businesses in developing countries. A
well-known MFT is Compartamos, which lends mainly to the
moderately poor. Compartamos is a for-profit owned by a
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consortium of NGOs, foundations and social entrepreneurs.
Although it underwent an IPO in 2007, the consortium
shareholders continue to own a controlling interest in the
company.?® The NGOs and the International Finance
Corporation provided the initial subsidy to the firm in the
form of seed capital, which was funded by donations. In
addition, the owners may provide a subsidy to the firm to the
extent that the firm forgoes opportunities to serve wealthier
individuals. Although Compartamos has been very
profitable, it could arguably be more profitable if it served
more affluent borrowers.?” Compartamos does not transfer
subsidies directly to its customer-beneficiaries like other
MFTIs, for example in the form of lower rates;?® rather, the
main benefit it confers on them is the opportunity to borrow.

Credit Development Financial Institutions
(“CDFIs”): CDFIs provide financial products to low-income
customers in the U.S. that are generally not available from
mainstream commercial banks, particularly depository

26  COMPARTAMOS, S.A.B. DE C.V., 2012 ANNUAL AND SUSTAINABLE
REPORT 86 (2013), https://www.compartamos.com/wps/themes
/html/mango/media/CompartamosInformeWeb2012/compartamos%20ingle
s/pdfs/informe_anual_y_sustentable_2012_Grupo_Compartamos.pdf.
[https://perma.cc/GV5M-KE7B]; BANCO COMPARTAMOS, S.A., OFFERING
CIRCULAR 127-28 (2007), https://www.compartamos.com/wps/wem/connect
/?’MOD=PDMProxy&TYPE=personalization&ID=NONE&KEY=NONE&LI
BRARY=%252FcontentRoot%252Ficm%253Alibraries& FOLDER=%252FR
elacion+con+Inversionistas%252FInformacion+Corporativa%252FProspect
o+de+Colocacion+En%252F&DOC_NAME=%252FcontentRoot%252Ficm%
253Alibraries%252FRelacion+con+Inversionistas%252FInformacion+Corp
orativa%252FProspecto+de+Colocacion+En%252FProspecto+de+Colocacio
n+Ingles+(Offerong+circular).pdf&VERSION_NAME=NONE&VERSION_
DATE=NONE&IGNORE_CACHE=false& CONVERT=text/html&MUST_C
ONVERT=false [https://perma.cc/HKT3-6RA7] [hereinafter COMPARTAMOS
OFFERING CIRCULAR].

27 On the other hand, the most profitable strategy for Compartamos
may be to specialize in loans to the moderately poor, in which case no
further subsidy is provided by the owners (other than the seed capital).

28 In fact, its rates are known to average nearly 90%. See Michael
Chu, Commercial Returns at the Base of the Pyramid, INNOVATIONS,
Winter/Spring 2007, at 115, 126.
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services, home mortgages, and loans to small businesses. An
example of a CDFI is the Carver Federal Savings Bank, a
New York bank created to serve low-income African-
American communities.? The bank is held by Carver
Bancorp, Inc., a holding company whose shares are traded on
the NASDAQ.?° CDFIs are certified as such by a government
agency, the CDFI Fund, which provides subsidies to CDFIs
in different forms, including subsidized equity investments,
guaranties, and grants.?! To be certified, a firm must satisfy
certain requirements to lend to low-income borrowers.?? The
CDFI Fund also enters into an Assistance Agreement with
each CDFI that is awarded assistance.?® The agreement
incorporates performance goals to be accomplished by the
CDFI, the scale of its activities, and the terms offered to low-
income borrowers (e.g., below-market rates).?® Equity
investors in CDFIs are typically also eligible for tax credit
incentives under the New Markets Tax Credits program.3®

29 See CARVER BANCORP, INC., ANNUAL REPORT (FORM 10-K), at 3 (June

29, 2015), http://www.snl.com/interactive/lookandfeel/112079/
AnnualReport_ 2015_.pdf [https://perma.cc/MX4R-QWZA].
30 See  Corporate  Profile, CARVER FED. SAV. BANK,

http://www.snl.com/irweblinkx/corporateprofile.aspx?iid=112079
[https://perma.cc/QTG3-K2ZU] (last visited Mar. 18, 2017).

31 See Lehn Benjamin et al., Community Development Financial
Institutions: Current Issues and Future Prospects, 26 J. URB. AFF. 177,
177-79 (2004); CDFI Types, CDFI COALITION, http://www.cdfi.org/about-
cdfis/cdfi-types/ [https://perma.cc/3DF4-NFLZ?type=image] (last visited
Mar. 18, 2017).

32 For example, an applicant for CDFI certification must serve a
Target Market, which is defined to include areas where the percentage of
the population living in poverty is at least 20%, where the median family
income is below 80% of the national median family income, or where the
unemployment rate is 1.5 times the national average. See 12 C.F.R. §
1805.201(3) (2016).

33 12 C.F.R. § 1805.801 (2016).

34 Id.

35 See Julia Sass Rubin & Gregory M. Stankiewicz, The New Markets
Tax Credit Program: A Midcourse Assessment, 1 COMMUNITY DEV. INVEST.
REV. 1, 3 (2005).
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Social Investment Firms: Social investment firms make
relatively small investments in businesses, including in
other social enterprises, which are perceived as too risky for
commercial investors, such as private equity and venture
capital firms. While some social investment firms aim at
earning near-competitive returns, others expect below-
market returns.?® Triodos Bank N.V., a bank based in the
Netherlands, lends to businesses and nonprofits that have
some social or ecological benefit, such as MFIs, fair trade
social enterprises (discussed below), organic farms, and
renewable energy projects.’” The subsidy in the case of
Triodos Bank flows from its equity holders that hold
depository receipts and earn only moderate returns on
equity.®® The depository receipts are publicly listed and
traded on a matched bargain system.?® The voting rights in
Triodos Bank are held by a foundation which makes voting
decisions on behalf of the holders of depository receipts, and
is required to exercise its voting rights in a manner
consistent with its ethical goals and mission, its business

36 J.P. MORGAN GLOB. RESEARCH & THE ROCKEFELLER FOUND., supra
note 3, at 6; ROCKEFELLER PHILANTHROPY ADVISORS, SOLUTIONS FOR IMPACT
INVESTORS: FROM STRATEGY TO IMPLEMENTATION 11-12 (2010),
http://www.rockpa.org/wp-content/uploads/2016/02/MONO-
SolutionForImpactInvestors2.pdf [https://perma.cc/W8Y5-T58H]; MONITOR
INST., INVESTING FOR SOCIAL AND ENVIRONMENTAL IMPACT: A DESIGN FOR
CATALYZING AN EMERGING INDUSTRY 31 (2009),
http://monitorinstitute.com/downloads/what-we-think/impact-
investing/Impact_Investing.pdf [https://perma.cc/3STNY-TME7].

37 What We Do, TRIODOS BANK, https://www.triodos.com/en/about-
triodos-bank/what-we-do/ [https://perma.cc/M4QN-AY8G] (last visited
Mar. 18, 2017).

38 TRIODOS BANK, 2015 ANNUAL REPORT 4 (2016),
https://www.triodos.com/downloads/about-triodos-bank/annual-
reports/triodos-bank-annual-year-report-2015.pdf [https://perma.cc/AP6Q-
MKDW] [hereinafter TRIODOS BANK ANNUAL REPORT 2015]. The return on
equity in 2015 was 5.5% (up from 4.4% in 2014). Id.

39 A matched bargain system is a system for trading stocks that
matches a buy offer directly with a sell offer. Such a system tends to be
less liquid than standard stock exchanges.
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interests, and the interests of the depository receipt
holders.*°

Low-Cost Sellers: There are various types of
organizations that sell affordable products or services to poor
customers in developing markets, such as bed nets,
eyeglasses, and healthcare services.*' A to Z Textile Mills of
Tanzania is a producer of long-lasting insecticide-treated bed
nets.*> A to Z is a for-profit firm that entered into a
partnership that includes the World Health Organization,
NGOs, and other large commercial firms. Pursuant to the
partnership, A to Z is committed to selling bed nets in
Tanzania, and the other partners provide it with various
forms of subsidy, such as free use of technology and loans at
below-market rates to buy machinery and specialized
chemicals.*® A to Z employs a price differentiation scheme,
whereby bed nets are either sold at market price ($5 each) or
through the partnership to vulnerable groups at a discount
paid by the partnership or the Tanzanian government.**

Fair Trade Social Enterprises (“FTSEs”): FTSEs buy
their inputs (such as coffee beans) from small producers in
developing countries.”” The subsidies to FTSEs flow
primarily from their consumers who are willing to pay a

40 TRIODOS BANK ANNUAL REPORT 2015, supra note 38, at 39.

41 See generally ASHISH KARAMCHANDANI ET AL., EMERGING MARKETS,
EMERGING MODELS: MARKET-BASED SOLUTIONS TO THE CHALLENGES OF
GLOBAL POVERTY (2009), http://www.beyondthepioneer.org/wp-
content/uploads/2014/04/emergingmarkets_full.pdf
[https://perma.cc/6FDG-KS3T]; C. K. PRAHALAD, THE FORTUNE AT THE
BorToM OF THE PYRAMID: ERADICATING POVERTY THROUGH PROFITS
(2010).

42 See WINIFRED KARUGU & TRIZA MWENDWA, A TO Z TEXTILE MILLS: A
PUBLIC PRIVATE PARTNERSHIP PROVIDING LONG-LASTING ANTI-MALARIA BED
NETS TO THE POOR 2 (2007), http://healthmarketinnovations.org/
sites/default/files/A%20T0%20Z%20Textiles%20Case%20Study.pdf
[https://perma.cc/F88L-SHGJ].

43 Id. at 9-10.

44 JId. at 11.

45 See generally ALEX NICHOLLS & CHARLOTTE OPAL, FAIR TRADE:
MARKET-DRIVEN ETHICAL CONSUMPTION (2005).
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premium on fair trade products.*® Sales of fair trade products
have increased dramatically in the last twenty years.*” Large
corporations, such as Starbucks and Nestle, sell fair trade
products. There are also many firms that only sell fair trade
products, such as Cafédirect, a prominent hot drinks
company in the UK. Cafédirect products are certified by
Fairtrade International (“FLO”).*® The Fair Trade mark is
attached to products that comply with the Fair Trade
standards to signal to consumers that they deserve a
premium over other products.? The Fair Trade standards
certify, inter alia, that the producers are “small producers,”
broadly defined as those who produce labor-intensive
products but employ a limited number of permanent workers

46 DANIELE GIOVANNUCCI & FREEK JAN KOEKOEK, THE STATE OF
SUSTAINABLE COFFEE: A STUDY OF TWELVE MAJOR MARKETS 40 (2003),
http://www.iisd.org/publications/pub.aspx?pno=579
[https://perma.cc/VQ27-KL9H].

47 See Rebecca Smithers, Global Fairtrade Sales Reach £4.4bn
Following 15% Growth During 2013, GUARDIAN (Sept. 3, 2014, 11:23 AM),
https://www.theguardian.com/global-development/2014/sep/03/global-fair-
trade-sales-reach-4-billion-following-15-per-cent-growth-2013
[https://perma.cc/XZE9-R3MP]; Press Release, Research Reveals Increased
Consumer Demand for Fair Trade Certified-Labeled Products, Fair Trade
USA (Apr. 25, 2011), https://fairtradeusa.org/press-
room/press_release/research-reveals-increased-consumer-demand-fair-
trade-certified-labeled-pro [https://perma.cc/2KP5-7TADV]; ¢f. Sarah Butler,
Fairtrade Sales Fall for First Time in Foundation’s 20-Year Existence,
GUARDIAN (Feb. 22, 2015, 7:01 PM),
https://www.theguardian.com/business/2015/feb/23/fairtrade-sales-fall-
first-time-20-year-existence [https://perma.cc/6TLM-JFA6].

48 See Cafédirect: A Fairtrade Pioneer, FAIRTRADE INT’L (June 20,
2011), https://www.fairtrade.net/new/latest-news/single-view/article/
cafedirect-a-fairtrade-pioneer.html [https://perma.cc/4AK6-NDF2]. Note
though that Fair Trade standards do not exist for all products, including
many types of fruits and handicrafts. See Standards for Small Producer
Organizations, FAIRTRADE INTL (2014), https://www.fairtrade.net/
standards/our-standards/small-producer-standards.html
[https://perma.cc/C87H-RE5K].

49 Certification for products rather than firms enables the same firm
to have and operate both a social enterprise and a profit-maximizing
enterprise (e.g., Starbucks selling fair trade products).
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or rely on family labor.?® Moreover, FLO ensures (through
audits and inspections) that the importer pays producers the
Fair Trade minimum price, provides them with a “social
premium” that must be used for developing their community,
and, when requested, extends them pre-financing of up to
60% of the orders.?!

Though many FTSEs rely exclusively on subsidies from
consumers, shareholders appear to provide Cafédirect’s
subsidy by accepting below-market returns.’? Cafédirect
seems to use such subsidies to pay a higher price and a
higher social premium than that mandated by the Fair
Trade standards.’® The shares of Cafédirect are publicly
listed and traded on a matched bargain exchange.’* While
shareholders do have voting rights, there is also a guardian
share, which is held by a subsidiary of Oxfam and a
cooperative of producers that transact with the firm.?® The
guardian share has the right to block any changes to the
company’s objectives to sell exclusively fair trade products
and reinvest a third of the profits in growers’ communities.*®

50 FAIRTRADE INT'L, FAIRTRADE STANDARD FOR SMALL PRODUCER
ORGANIZATIONS § 1.2 (2011), https://www.fairtrade.net/fileadmin
/user_upload/content/2009/standards/documents/generic-standards/
SPO_EN.pdf [https://perma.cc/FMU6-TFME].

51 Id. § 4.1; FAIRTRADE INT'L, FAIRTRADE STANDARD FOR COFFEE FOR
SMALL PRODUCER ORGANIZATIONS §§ 4.2-4.3 (2011),
https://www.fairtrade.net/fileadmin/user_upload/content/2009/standards/d
ocuments/2012-04-01_EN_SPO_Coffee.pdf [https://perma.cc/' WPY6-EB2V].

52 CAFEDIRECT, 2014 ANNUAL REPORT (2015),
http://www.cafedirect.co.uk/wp-content/uploads/downloads/2015/05/
FINAL-Annual-Review-2015.pdf [https://perma.cc/FXD8-BUNU]

(“Cafédirect has built over the years a big pool of friends who have
continued to support the business despite declining sales. Shareholders
have really been very understanding given that no dividends have been
declared in successive years.”).

53 Id. at 3.

54 Id. at 10.

55 Id. at 28.

56 Id.
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Work Integration Social Enterprises (“WISEs”):
WISEs are businesses that employ disadvantaged workers
who suffer from systemic unemployment. Disadvantaged
employees include disabled people, ethnic minorities,
individuals with a criminal record, and members of low-
income communities.’” WISEs usually sell products or
services that require a large number of low-skilled employees
in industries such as food, catering, and custodial services.
A notable example is the Greyston Bakery, a growing
business that specializes in gourmet brownies and baked ice
cream ingredients. The Greyston Bakery hires workers in a
low-income area in Yonkers, New York who have little or no
education or employment records.?® Unlike other WISEs that
pay fair market wages to their worker-beneficiaries, the
bakery pays its workers a salary that reflects their average
productivity without a wage premium.

The Greyston Foundation, a nonprofit dedicated to
promoting community development primarily through
employment programs, owns the bakery.”® The bakery has
received subsidies from wvarious sources. The foundation
provided capital to the bakery presumably using donative
funds. The foundation also provides training, housing
assistance, and childcare services to the workers (among

57 JERR BOSCHEE, SOCIAL ENTERPRISE SOURCE BOOK (2001),
http://www.socialent.org/pdfs/GREYSTONBAKERY.pdf
[https://perma.cc/5B4V-2R27]; Catherine Davister et al., Work Integration
Social Enterprises in the European Union: An QOuerview of Existing Models
11-12 (EMES Working Paper No. 04/04, 2004),
http://emes.net/publication-categories/working-papers/

[https://perma.cc/- WWS2-EDWB].

58 BOSCHEE, supra note 57, at 78-83; Michael Barker et al., A Case
Study on Greyston Bakery: The Do-Goodie Product Launch 2 (May 15,
2009) (unpublished manuscript) (on file with the author) [hereinafter
Barker et al., The Do-Goodie Product]; Michael Barker et al., Greyston
Bakery: The Costs and Benefits of an Open Hiring Policy 1 (May 15, 2009)
(unpublished manuscript) (on file with the author) [hereinafter Barker et
al., Open Hiring Policy].

59 See Barker et al., The Do-Goodie Product, supra note 58, at 3.
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others).®® Moreover, the bakery has been receiving favorable
trade terms from its well-known customer, the ice cream
company Ben & Jerry’s, including a willingness to adjust the
terms of transactions if performance is not adequate or
timely.%! The bakery also markets its social mission to attract
premiums from consumers.%?

2. The Structure of For-Profit Social Enterprises

For-profit social enterprises are not solely characterized
by having a transactional relationship with a class of
beneficiaries—in addition, they all have some contractual
relationship with a nonprofit entity. Each of the social
enterprises described above is either controlled or certified
by a nonprofit or has a contract with one. This Article uses
the term “nonprofit entity” loosely to include not only
nonprofit corporations, but also government agencies and
multilateral organizations, such as the World Bank. All
these entities are effectively subject to a constraint on
distribution, i.e., those who control the organization cannot
distribute earnings to themselves. Social entrepreneurs, i.e.,
individuals with a strong reputation for pursuing altruistic
missions who may also be viewed as being subject to some
constraint on distribution,®® are also included in this
definition of nonprofit entity.

The role of the nonprofit is essentially to ensure that the
for-profit social enterprise transacts with its beneficiaries as
patrons, and in some cases also allocates a subsidy to them.
There are essentially three mechanisms by which the
nonprofit monitors the for-profit entity: (1) Certification
mechanisms: firms or products are certified as a form of
social enterprise in accordance with certain standards. As

60 BOSCHEE, supra note 57, at 83.

61 Barker et al., The Do-Goodie Product, supra note 58, at 8.

62 See id. at 1-2.

63 Social entrepreneurs effectively pledge their reputation as a
commitment not to pursue excessive profits at the expense of the interests
of third-party beneficiaries.
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discussed above, the products of FTSEs are certified by FLO,
to ensure that the firm transacts with “small producers” and
extends them favorable terms. Likewise, CDFIs are certified
as financial institutions that serve low-income communities.
(2) Contractual mechanisms: a contract between the
social enterprise and a nonprofit can require the social
enterprise to transact with disadvantaged individuals. As
discussed above, A to Z entered into an agreement with
certain nonprofits to sell affordable bed nets to low-income
consumers. Likewise, CDFIs enter into an assistance
agreement with the CDFI Fund that dictates the terms
extended by CDFIs to their consumers (e.g., discounted
interest rates). (3) Control mechanisms: the for-profit is
controlled, through ownership or voting rights, by a
nonprofit that ensures that the for-profit transacts with a
disadvantaged group. This mechanism is used by many
forms of social enterprise, including MFIs such as
Compartamos, social investment firms such as Triodos Bank,
WISEs such as the Greyston Bakery, and even FTSEs such
as Cafédirect.

Each of these mechanisms essentially serves as a
commitment device to subsidy providers—whether
government, consumers or investors—ensuring that their
subsidy is being used for its intended purpose. As explained
in greater detail below, transactions with disadvantaged
patrons are costly and require a subsidy. In the case of for-
profit social enterprises, there is a clear risk that the subsidy
they receive will be distributed to the firm’s owners or
misused by the managers. Thus, for-profit social enterprises
must adopt one or more commitment devices to assure
subsidy providers that the subsidy will not be expropriated.
Section V explores the choice of commitment device in
greater detail. For present purposes, the following analysis
assumes that social enterprises are subject to some
commitment device that ensures that they transact with a
class of disadvantaged patrons.
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3. Social Enterprises as Commercial Nonprofits

Social enterprises (as hybrid organizations) may be—and
many are—formed as nonprofits. Nonprofit social enterprises
fall under the definition of commercial nonprofits, which
receive a substantial part of their income from selling
products or services.® They are also hybrid organizations as
they all receive some form of subsidy, whether from income
tax exemptions or donations. In this case there is only one
entity, the nonprofit social enterprise. For nonprofit social
enterprises, the commitment device is simply the non-
distribution constraint and the nonprofit form. Those who
control the organization have limited incentives to
compromise the mission of the organization, which is to
transact with disadvantaged individuals.®® There are many
examples of nonprofit social enterprises. Some of the largest
and most influential MFIs are nonprofits, including BRAC
and ASA in Bangladesh. Community loan funds, a form of
CDFI that focuses on loans to nonprofits and small
businesses, are typically nonprofits.®® The Acumen Fund is a
nonprofit venture fund that makes investments in
businesses in developing countries that promote social goods,

64 Hansmann, supra note 17, at 840-41. This raises the question
whether many other commercial nonprofits, such as nursing homes and
hospitals, should be viewed as social enterprises, especially those that do
not engage in development missions. The answer turns on whether or not
such organizations facilitate transactions with individuals that cannot
transact with commercial firms. For example, nursing homes and day care
centers that provide high quality ser