


SOCIAL ENTIRPRISE

What do you do
when traditional

sources of funding
fall short}

ENTERPRISING
NONPROFITS

BY J. GREGORY DEES

LAST AUGUST, the American Med-
I ical Association backed out of

an exclusive deal with Sunheam
Corporation, a manufacturer of such
health-related products as ther-
mometers and blood pressure moni-
tors. The deal would have allowed
Sunbeam to display an AMA seal of
approval on some of its products-
products that would then he pack-
aged with AMA sponsored health
information. In return, Sunbeam
would pay a royalty to the AMA on
sales of the endorsed products.

The agreement sparked an outcry
from the AMA's memhers and other
ohscrvers who feared that it would
compromise the integrity of the 150-
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year-old association. The reaction
was so strong that the AMA's hoard
of trustees was forced to rescind key
terms of the deal just one week after
announcing it. The revised policy
specified that the association would
not endorse products, accept royal-
ties, or enter into exclusive arrange-
ments with corporate partners. Sun-
beam would he asked only to
distribute the AMA's health infor-
mation with its products and would
pay the association only enough to
cover the costs of producing the in-
serts. The AMA would not profit
from the corporate use of its name.

The AMA's experience highlights
how turbulent the new tide of com-

mercialization in the nonprofit
world can he. Faced with rising
costs, more competition for fewer
donations and grants, and increased
rivalry from for-profit companies en-
tering the social sector, nonprofits
are turning to the for-profit world to
leverage or replace their traditional

/. Gregory Dees is an associate pro-
fessor at the Harvard Business
School in Boston, Massachusetts,
where he specializes in social entre-
preneurship. He is currently on
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munity Economic Development in
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sources of funding. In addition, lead-
ers of nonprofits look to commercial
funding in the belief that market-
based revenues can he easier to grow
and more resilient than philan-
thropic funding.

The drive to become more busi-
nesslike, however, holds many dan-
gers for nonprofits. In the hest of
circumstances, nonprofits face oper-
ational and cultural challenges in
the pursuit of commercial funding.
In the worst, commercial operations
can undercut an organization's so-
cial mission. To explore the new
possibilities of commercialization
and to avoid its perils, nonprofit
leaders need to craft tbeir strategies
carefully. A framework - what I call
the social enterprise spectrum-can
help them understand and assess the
options they face.

The Rising Tide of
Commercialization
Nonprofit organizations have tradi-
tionally operated in the so-called
social sector to solve or ameliorate
such problems as hunger, homeless-
ness, environmental pollution, drug
ahuse, and domestic violence. They
bave also provided certain hasic
social goods-such as education, the
arts, and health care-that society
believes the marketplace by itself
will not adequately supply. Nonprof-
its have supplemented government
activities, contributed ideas for new
programs and other innovations, and
functioned as vehicles for private
citizens to pursue their own visions
of the good society independent of
government policy. Although some
nonprofits have relied heavily on
fees-especially tbose in the fields of
health care and education-govern-
ment grants and private donations
bave also accounted for a consider-
able portion of the funding tbat
many nonprofits receive.

Recently, however, an increasing
number of nonprofits have been
seeking additional revenues by
behaving more like for profit organi-
zations. Some are raising funds
through auxiliary commercial enter-
prises. For example. Save the Chil-
dren, an international development
agency, sells a line of men's neck-
wear. Such ventures are for the most

part hold, creative extensions of the
old-fashioned bake sale or car wash:
they get the word out about a non-
profit organization and its cause and,
if successful, generate cash.

More dramatically, a number of
nonprofits are beginning to commer-
cialize the core programs through
which they accomplish their mis-
sions; tbat is, tbey are looking for
ways to make these programs rely
less on donations and grants and
more on fees and contracts. Some are
accepting contracts from govern-
ment agencies, for instance, to run
social service programs, schools, and
job-training programs for welfare
recipients. Otbers are performing
fee-hased work for corporations or
are charging beneficiaries directly

A new pro-business
Zeitgeist has

made for-profit
initiatives more

acceptable in the
nonprofit world.

for services that used to he free. For
example, universities are engaging
in contract research and are forming
commercial partnerships to capital-
ize on the results of their noncon-
tract research. Better Business Bu-
reaus have explored charging a fee
for reports on companies. Some non-
profits are even launching business
enterprises to serve the ohjectives of
their missions. For instance, San
Francisco's Delancy Street Restau-
rant, run by tbe Delancy Street
Foundation, is staffed by ex-convicts
and former substance abusers who
participate in Delancy's intensive
self-help program and work in tbe
restaurant as part of their rehahilita-
tion. Finally, a few nonprofits, most
notably hospitals and health mainte-
nance organizations, are converting
to for-profit status or are being ac-
quired by for-profit companies.

Nonprofit leaders are scrambling
to find commercial opportunities for
a number of reasons. First, a new
pro-business Zeitgeist has made for-

profit initiatives more acceptable.
With the apparent triumph of capi-
talism worldwide, market forces are
being widely celebrated. And witb
growing confidence in the power of
competition and the profit motive to
promote efficiency and innovation,
many observers are suggesting that
market discipline should exert more
infiuence in the social sector-espe-
cially when those ohservers have
fundamental doubts about the per-
formance of social enterprises.

Second, many nonprofit leaders
are looking to deliver social goods
and services in ways that do not cre-
ate dependency in their constituen-
cies. Even many advocates for the
poor or disadvantaged believe that
institutional charity can undermine
beneficiaries' self-esteem and create
a sense of helplessness. As a result,
some organizations are charging
beneficiaries for at least a portion of
the cost of services. Others seek to
use business as a tool for helping
people develop self-reliance and
huild marketable capabilities. One
important study of nonprofit busi-
nesses that help the homeless and
other disadvantaged groups become
self-sufficient was recently pub-
lished by Jed Emerson of the Roherts
Foundation (now called the Roberts
Enterprise Development Fund and
originally created by George Roberts
of the LBO firm, Kholberg, Kravis,
and Roberts). Tbe study documents
a host of joh-creating nonprofit husi-
nesses-such as bakeries, ice cream
shops, and greeting-card and silk-
screened T-shirt stores-all in the
San Francisco Bay Area.

Third, nonprofit leaders are
searching for tbe boly grail of finan-
cial sustainabili ty. They view
earned-income-generating activities
as more reliable funding sources
tban donations and grants. Many of
them now consider extensive depen-
dency on donors as a sign of weak-
ness and vulnerability. Self-funding
is the new mantra. At a minimum,
organizations seek a diversity of
funding sources to provide a cushion
in case one source declines or disap-
pears. Commercial funding is partic-
ularly attractive because it is poten-
tially unrestricted: owners of a
commercial enterprise can use ex-
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cess revenues for whatever purposes
they like, whereas the use of grants
and donations to nonprofits is often
restricted to particular projects and
purposes. Furthermore, commercial
markets are potentially bugc.

Fourth, tbe sources of funds avail-
ahle to nonprofits are shifting to
favor more commercial approaches.
Competition for philanthropic dol-
lars is intense, but money is becom-
ing available for operating on a more
commercial basis. Consider tbe fol-
lowing changes: Today few founda-
tions want to provide ongoing fund-
i n g - e v e n to highly successful
projects. Most choose to limit their
funding to short periods in an effort
to press grantees to become increas-
ingly self-sufficient. At the same
time, government agencies are shift-
ing from providing services them-
selves to contracting with indepen-
dent nonprofit and for-profit
organizations. Such contracting cre-
ates opportunities, but government
grant programs are being cut or
threatened. Finally, corporations are
tbinking more strategically about
philanthropy. They arc no longer de-
ciding where their grant dollars will
go solely on the merits of the pro-
grams tbey will fund hut on the val-
ue they will derive from the relation-
ship with a particular nonprofit.
Some corporations are exploring the
benefits of direct business relation-
ships with nonprofits, and others
have started paying for social ser-
vices as an employee benefit-again
creating new commercial opportuni-
ties in the social sector.

Fifth, competitive forces are lead-
ing nonprofit managers to consider
commercial alternatives to tradi-
tional sources of funding. New for-
profit companies have made consid-
erahle headway in health care and
arc beginning to enter other social
services - such as running orphan-
ages, managing charter scbools, and
providing welfare-to-work pro-
grams. As for-profit companies enter
an industry and some nonprofits
start experimenting with commer-
cial operations, other nonprofits feel
pressured to follow the lead of their
competitors that are turning to com-
mercial sources of revenue. For in-
stance, many nonprofit hospitals

mimic the management styles and
methods of their for-profit counter-
parts. Similarly, if some major uni-
versities subsidize their operations
by commercializing research, others
will do the same-if only to main-
tain a competitive cost structure.
Once commercialization in a social-
sector industry begins, many non-
profits jump on tbe bandwagon-

opportunities can be risky. The often
perilous currents of commercializa-
tion in tbe social sector must be nav-
igated with care. There are a numher
of dangers that nonprofit leaders
should he aware of.

Like the proverbial tail wagging
the dog, new sources of revenue can
pull an organization away from its
original social mission. Consider the

An increasing number of nonprofits are seeking additional revenues by
behaving more like for-profit organizations.

even if questions remain ahout how
successful those operations ulti-
mately will be.

Navigating Dangerous
Currents
Market-based funding approaches do
have an important role to play in the
social sector. If those social pro-
grams that are ahle to generate tbeir
own income in fact do so, pbilan-
thropic dollars can be allocated to
activities that truly need to be subsi-
dized. But embracing commercial

YMCA. The association today gen-
erates substantial revenues by oper-
ating health-and-fitness facilities for
middle-class families, but critics
charge that the YMCA has lost sight
of its mission to promote the "spiri-
tual, mental, and social condition of
young men." Similarly, a former
board memher of a major dance com-
pany resigned hecause he felt the
company bad neglected its artistic
mission and had become too com-
mercial by performing popular
pieces to generate revenue. Of
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course, changing a mission in order
to ensure the survival of a worth-
while organization may be justifi-
able. But nonprofits should be aware
that hy seizing market opportuni-
ties, they may be drawn incremen-
tally and unintentionally into new
arenas far from their original focus.

Nonprofit leaders should also rec-
ognize that creating a sustainable
and profitable husiness is not easy.
Market discipline can be harsh.
Some studies indicate that more
than 70% of new businesses fail
within eight years of their inception.
Substantial profits, although not im-
possihle to achieve, are hard to come
by. In perfectly competitive mar-
kets, companies make only enough
to cover costs and to compensate
capital providers adequately. Run-
ning a profitable husiness requires
skill, luck, and flexihility. Nonprof-
its may have some advantages when
competing in commercial markets.
Those advantages include their tax
status and their ability to capitalize
on volunteer labor, to attract in-kind
donations and supplier discounts,
and to use philanthropic money to
help cover start-up costs and capital
investments. But those advantages
alone will not ensure profitability.

Many nonprofits simply do not
have the business-specific organiza-
tional skills, managerial capacity,
and credibility to succeed in com-
mercial markets. And building new
organizational capabilities can be
costly and difficult. Hiring people
with business skills and market
focus is not enougb. An organization
must he receptive to and supportive
of new activities; it also must be able
to integrate the skills and values of
the new staff. Many MBAs who go to
work in nonprofit organizations find
themselves ostracized by their col-
leagues. One business school gradu-
ate and former brand manager at a
major corporation, wbo now heads a
division of a nonprofit devoted to
environmental protection, spent
several years overcoming tbe skepti-
cism of core staff members. In that
organization, scientific credentials
and a demonstrated commitment to
the environment were signs of pres-
tige; business skills were suspect.
The division bead's staff feared that

he would focus on the hottom line to
the exclusion of the mission.

Indeed, the culture of commerce
can conflict with that of the social
sector in several ways. Many who
work in nonprofits are uncomfort-
able with the style of operations
common to for-profit organizations.
Consider the conflicts tbat occurred
at a major nongovernmental organi-
zation operating in a developing
country. On one side were the social
workers wbo were committed to
helping their poverty-stricken clien-
tele. On tbe other side were the loan
officers in the newly formed, self-
sustaining microloan operation,
which helps some of the same
clients start small businesses. When
the loan officers had to demand pay-

Like the proverbial
tail wagging the dog,

commercial
funding can pult a

nonprofit away from
its social mission.

ments from a client, the social work-
ers objected. They found tbis kind of
businesslike behavior offensive; it
ran counter to tbeir sense of compas-
sion. Although nonprofits have he-
come more accepting of husiness in
general, some nonprofit managers
still bristle at the use of business
language. Even the word customer
can put people off. Tbe leader of one
community-hased arts organization,
uncomfortable with the idea of be-
ing customer driven, contends that
her mission is to provide a forum for
avant-garde African-American play-
wrights, not to cater to the tastes of a
local audience. And she is far from
unique. Social workers, curators, ed-
ucators, doctors, nurses, artists, sci-
entists, and other professionals who
staff nonprofits may halk when they
are expected to adapt more to busi-
nesslike methods of operation.

Commercialization can also un-
dermine the role a nonprofit organi-
zation plays in its community. Com-
munity-based nonprofits often serve

as outlets for citizens to act on their
philanthropic impulses-to join vol-
untarily in efforts to improve the
conditions of their community. Tbe
executive director of a major food
hank believes tbat the mission of bis
organization is not only to supply
food for the needy but also to provide
opportunities for people from all
walks of life to volunteer, to serve
the poor, and to interact witb one
another. Volunteers may not be so
ready to contribute their time to
for-profit programs. Although com-
mercialization need not drive out
philanthropic activities, the two im-
pulses can be difficult to balance.

When nonprofits become more
businesslike, they may run afoul of
public values and meet with politi-
cal resistance. For instance, tbe Red
Cross blood-bank system has come
under attack recently for its attempt
to create a national system of distri-
hution, its allegedly aggressive pur-
suit of donors, and its alleged failure
to serve hospitals tbat favor other
blood providers. Of course, the Red
Cross has defended itself against
those charges, but tbe point is that
nonprofits are not expected to be-
have like businesses. When they do,
critics are ready to pounce.

Nonprofits that undertake com-
mercial initiatives also face resis-
tance from for-profit competitors.
Nonprofits are perceived to have the
unfair advantages of tax breaks and
lower costs for lahor, capital, and
supplies. Cross-sector competition
exists in industries from day care to
publishing to gift catalogs. For-profit
providers of adult education services
complain about nonprofit rivals.
Local retailers don't like competing
with university-owned stores that
sell not only texthooks but also
clothing, computers, records - items
that have little to do with a school's
educational mission. If tbe competi-
tion continues to beat up, for-profit
rivals will step up the pressure for a
reconsideration of the tax exemp-
tions offered to nonprofits.

Charting a Favorable Course
Despite the risks of commercializa-
tion, nonprofit leaders can chart a fa-
vorahle course through commercial
waters in their search for ways botb
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THE SOCIAL ENTERPRISE SPECTRUM

Purely Philanthropic Purely Commercial

Motives, Methods,
and Goals

eh
ol

de
rs

1

Beneficiaries

Capital

Workforces

Suppliers

Appeal to goodwill

Mission driven

Social value

Pay nothing

Donacions and grants

Volunteers

Make in-kind donations

Mixed motives

Mission and market driven

Social and economic value

Subsidized rates.or mix of full payers
and those who pay nothing

Beiow-market capital, or mix of
donations and market-rate capital

Beiow-market wages, or mix of
volunteers and fully paid staff

Special discounts.or mix of in-kind
and full-price donations

Appeal to self-interest

Market driven

Economic value

Market-rate prices

Market-rate capital

Market-rate compensation

Market-rate prices

to reduce tbeir organizations' depen-
denee on grants and to enhanee their
mission-related performance. The
challenge is to find a finaneial struc-
ture that reinforces the organiza-
tion's mission, uses scarce resources
efficiently, is responsive to changes,
and is practically achievable.

To hegin, nonprofit leaders must
understand the full range of avail-
ahle options. A social enterprise is
commercial to the extent that it op-
erates like a husiness in how it ac-
quires its resourees and distributes
its goods and services. The more
commercial an organization, the less
it relies on philanthropy. Few social
enterprises can or should be purely
philanthropic or purely commercial;
most should combine commercial
and philanthropic elements in a pro-
ductive balance. Many already do.
(See the exhibit "The Social Enter-
prise Spectrum," which shows tbe
range of commercialization in terms
of a nonprofit's relationships with
its key stakeholders.)

For instance, colleges and univer-
sities charge a tuition that does not
cover operating costs because such
institutions can draw on alumni do-

nations, research grants, and income
from endowments. Some nonprofits
cross-suhsidize one program or
client group with another. Many day
care centers use a sliding fee scale so
that wealthier families subsidize
poorer ones. Ballet companies often
use profits from holiday perfor-
mances of the Nutcracker to support
artistically important hut unprof-
itable productions. Still other non-
profits ohtain funding from third-
party payers, such as governments
and corporations. Health care
providers commonly receive the
bulk of their revenues from puhlic
and private insurance plans. Social
service providers can contract with
state government agencies to pro-
vide their services to state residents.

As they evaluate their organiza-
tions' potential to operate at the
commercial end of the spectrum,
nonprofit leaders should hegin by
identifying all potential commercial
sources of revenue. Potential paying
customers include the organiza-
tion's intended beneficiaries, third
parties with a vested interest in the
mission, and others for whom the or-
ganization can create value.

Earned Income from Intended
Beneficiaries. In an ideal world, so-
cial enterprises would receive fund-
ing and attract resources only when
they produced their intended social
impact-such as alleviating poverty
in a given area, reducing drug ahuse,
delivering high-quality education, or
conserving natural resources. The
best strategy in this ideal world
would he to ask tbe intended benefi-
ciaries to pay full cost for services.
After all, the beneficiary would be
in a prime position to determine if
tbe value created was sufficiently
bigh to justify the costs of creating
it. In the real world, however, this
approach works only for nonprofits
that are in the husiness of serving
a clearly defined and well-informed
consumer who is able to pay. Mem-
hership organizations are one exam-
ple; their heneficiaries, or memhers,
pay for services through member-
ship fees.

Few nonprofits will he able to re-
duce their missions to that kind of
formula. The intended heneficiaries
of a social enterprise are rarely well-
informed, viable, or appropriate pay-
ers. In some instances, it isn't even
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clear who the intended beneficiaries
are. Who is the intended heneficiary
of a project to save the whales from
extinction? The whales? The general
public? Future generations? In many
social enterprises, the intended hen-
eficiary is unahle to pay anything
close to the cost of the services de-
livered. For instance, if development
agencies such as CARE, Save the
Children, and Oxfam - agencies that
serve poor, distressed communities-
relied exclusively on fees charged
to residents, they would he able to
operate only in relatively wealthy
communities.

In other instances, beneficiaries
may not be sufficiently knowledge-
able to make an informed purchase
decision. Or they may not fully ap-
preciate the value of the service he-
ing offered. For example, ahusive
spouses who recognize that they
have a problem but underestimate
its severity might not realize the
henefit of counseling to themselves
and to their families until after they
have gone through a program. If full
payment were required, they might
not undergo counseling at all. Be-
cause collective goods are often at
stake in the work of nonprofits, soci-
ety might lose in such an exchange
as well. For example, society hene-
fits from the drop in crime rates that
occurs if addicts are treated in reha-
bilitation programs; hut if addicts
were required to pay the full cost of
the program, few would join.

Finally, requiring intended benefi-
ciaries to pay may he inappropriate,
even when it is feasible. Commer-
cialization can often change the
character of a nonprofit's relation-
ship with its beneficiaries. Imagine
Amnesty International charging a
fee to the political prisoners who are
released as a result of its activities or
the Red Cross charging disaster vic-
tims for relief services. If Big Broth-
ers and Big Sisters charged children
or their families for a mentor's time,
wouldn't the child suspect that the
mentor was there simply for the pay,
and wouldn't that suspicion under-
mine the relationship?

To understand the full range of
commercial options, nonprofit lead-
ers should evaluate potential rev-
enues for all heneficiary groups.

services, and products. Assumptions
about the viability and appropriate-
ness of charging for services also
should be explored and questioned.
For instance, should a group that
serves people with disabilities as-
sume that its constituency could not
or should not pay for any of the ser-
vices it provides? In fact, it can he de-
meaning to treat people with disabil-
ities as charity cases. Asking for at
least some payment can give benefi-
ciaries a sense of responsibility and
enhance their commitment to the
treatment. In programs requiring the
active participation of beneficiaries,
pricing serves to screen out those
who are not sufficiently serious
about the program. If the intended
heneficiaries vary in their ability to

Commercialization
can often change the

character of a
nonprofit's

relationship with its
beneficiaries.

pay, nonprofit leaders should exam-
ine the feasibility and desirahility of
cross-suhsidization and discounted
fees. The organization could use
sliding fee scales, scholarships, spe-
cial discounts, and other devices to
allow access to people of lesser
means. It could also opt for deferred
payments along the lines of student
loans for higher education. A more
radical alternative to deferred pay-
ments would he to encourage pre-
payment or group payment using
memhership fees or an insurance
scheme. Some colleges already offer
to guarantee tuition rates many
years into the future if parents pay
tuition in advance.

Earned Income from Third-Party
Payers with a Vested Interest. Faced
with the difficulties of charging in-
tended beneficiaries for services ren-
dered, social enterprises often need
to searcb for next-best solutions. To
that end, nonprofits can look to
third-party funding sources. The
most likely direct payers are govern-

ment agencies and corporations that
have a vested interest in an intended
beneficiary group or in the enter-
prise's mission. The government's
role as a source of revenue for certain
nonprofit organizations is widely
recognized. It has a vested interest in
collective goods and in the welfare of
the poor. Corporations play a similar
role when they subsidize such em-
ployee benefits as health care, day
care, elder care, family counseling,
and alcohol and drug rehabilitation.

Third-party payment can take
many forms. The payers can issue
vouchers to he used at the discretion
of the beneficiary, can reimburse for
services chosen hy beneficiaries, or
can contract directly for service de-
livery. Contracting itself can range
from cost plus to fiat rates per capita.
In many cases, the heneficiaries
share some of the costs through
co-payments and deductibles. This
approach appealed to the founders of
GuateSalud, a health maintenance
organization for the rural working
poor in Guatemala. After struggling
to raise donations for their work, the
founders decided to market their
health services to the owners of
small coffee plantations who em-
ploy poor migrant workers during
the harvest season. The owners paid
a monthly fee for the service, and
workers paid token fees for visits to
the health facility and for pharma-
ceuticals. The arrangement was a
success: the owners got a healthier
workforce, and the workers gained
access to medical care and health ed-
ucation that otherwise would not
have been availahle to them.

Nonprofit leaders considering this
option need to ask how closely the
interests of third-party payers align
with the organization's mission. If
the interests diverge from the mis-
sion now or in the future, how can
the mission be protected? The chal-
lenge nonprofit leaders face, then, is
to find third parties whose interests
fit the enterprise's mission and to
maximize that alignment. They
need to conduct a thorough, fact-
based assessment to determine the
impact of potential arrangements on
the mission. For instance, if it is im-
portant for GuateSaiud to improve
the overall health of poor native
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Guatemalans, is contracting with
the plantation owners, wbo bave
access to many of those workers
only during harvest, enough? The
answer to that question depends in
large part on whether a brief health
intervention at harvest time makes
a significant difference in health
outcomes. The question also must
he weighed in the context of alterna-
tives: if funding isn't availahle for a
more suhstantial intervention, such
as placing clinics in remote regions
or having health providers travel
extensively, contracting with the
owners may he hetter than nothing.

As they conduct their assessment,
nonprofit leaders should also con-
sider such practical matters as the
costs of negotiating contracts and
managing the ongoing relationship
with a third-party payer. In some
cases, particularly in the case of gov-
ernment contracting, the nonprofit
can incur considerable incremental
administrative costs.

Finally, nonprofit leaders should
evaluate how reliable the revenue
stream will he over time. It can be
risky for a nonprofit to have just one
or a few major payers because a can-
celed contract would he a major
hlow to the organization. For in-
stance. Leeway, a nursing home for
people with AIDS, depends heavily
on Connecticut Medicaid reim-
bursements. A change in state policy
could prevent Leeway from fulfilling
its mission. A single funding source
may be the best availahle to an orga-
nization such as Leeway, hut leaders
need to consider the associated
risks. Changing funding sources can
he quite disruptive and can require a
great deal of management time. Yet,
some disruptions may be necessary,
considering tbat the alternative-
philanthropic fund-raising-is also
very time consuming and uncertain.

Earned Income from Others. In ad-
dition to obtaining direct payments
for mission-related services, non-
profits can receive indirect sources
of earned income from third parties.
One common form of indirect com-
mercial support is advertising. Cor-
porations may pay for the right to
promote their products to a nonprof-
it's target market. For instance, com-
panies that make baby products

might sponsor an educational pro-
gram for mothers of low-birth-
weight infants. So-called cause-
related marketing, in which a com-
pany uses its support of a nonprofit
cause in its promotions, is an exten-
sion of this idea. In addition, non-
profits can use their name recogni-
tion to co-brand products, such as
pain relievers endorsed by the

Finding indirect sources of rev-
enue often requires creativity. Non-
profit leaders should ask themselves
how their organizations could create
value for someone who would pay.
Because this source of earned in-
come is the one least directly related
to mission performance, it can risk
pulling the organization off course
by diverting valuable management

Some nonprofits raise funds through auxiliary commercial enterprises;
others launch businesses to serve the objectives of their missions.

Arthritis Foundation. Businesses and
individuals also can indirectly sup-
port social enterprises hy purchasing
goods and services. Local hotels and
hospitals might contract for services
from a commercial laundry operated
hy a homeless shelter to provide job
training and income to residents. In
such a case, the third parties are pay-
ing the shelter not to provide train-
ing for homeless people hut to pro-
vide laundry services; in other words,
they are paying the shelter indirectly
to serve its primary constituency.

resources away from activities relat-
ed to the organization's core mis-
sion. As a result, leaders need to be
particularly careful to question the
appropriateness of this kind of finan-
cial relationship. Will the demands
of running a competitive commer-
cial laundry create pressure to em-
ploy only shelter residents who
already have good job skills, those
least in need of training? When cor-
porations with vested interests pay
for research, will universities shift
resources from basic science to more
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applied areas? Will they become sci-
entific advocates for the interests of
their paying clients-

Choosing the Right Vessel
Once nonprofits identify potential
sources of earned income, they
should set clear and realistic finan-
cial objectives. Commercial pro-
grams don't need to he profitable to
be worthwhile. They can improve
the efficiency and effectiveness of
the organization hy reducing the
need for donated funds, by providing
a more reliahle, diversified funding
hase, or hy enhancing tbe quality of
programs by instilling market disci-
pline. Following are the possible fi-
nancial approaches that a nonprofit
might adopt. They move roughly
from left to right on the social enter-
prise spectrum.

Full Philanthropic Support. After
reviewing their options, the leaders
of a nonprofit might decide that no
potential sources of earned income
are appealing, given the organiza-
tion's mission and values. They
must tben decide on the right mix-
ture of philanthropic sources: cash
donations, in-kind donations, and
volunteer lahor. Very few nonprofits
will he staffed solely by volunteers
and will acquire all their equipment,
facilities, and supplies as in-kind
donations. For most organizations,
cash donations provide a way to
adopt more commercial labor and
purchasing practices. For instance, a
mentoring program for disadvan-
taged youth could have a paid staff,
volunteer adult mentors, some in-
kind donations, and a variety of cash
operating expenses, and could rely
exclusively on grants and donations
to cover all out-of-pocket costs.
Many new and small social-service
nonprofits operate this way, with
negligible or no earned income.

Partial Self-Sufficiency. Other
nonprofits might conclude that tbe
sources of earned income available
to them will cover only part of their
necessary operating expenses, even
when taking into account potential
in-kind donations and volunteer la-
bor. They will need cash donations
to pay for some out-of-pocket oper-
ating expenses, as well as for start-
up costs and capital investments.

Most institutions of higher educa-
tion operate this way. Tuition covers
only a portion of total costS; donors
suhsidize the rest. The difficulty
such organizations face is determin-
ing the right level of suhsidy. To de-
termine that level, they must assess
not only potential commercial and
philanthropic revenues but also
competitive dynamics, values, and
mission-related ohjectives.

For example, Berea College in
Berea, Kentucky, targets financially
needy Appalachian students and
charges no tuition. All students
work, hut the college covers its costs
largely through income from a siz-
able endowment and annual giving.
In contrast, Vermont's Bennington
College decided from the start that
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it did not want to be beholden to
donors who might interfere with its
mission. (Bennington was founded
as an experimental college for
women and emphasized individual-
ized, nontraditional courses of
study.) The college did not run annu-
al fund-raising campaigns and huilt a
negligible endowment. Instead, it
charged a high tuition; in fact, its
tuition was frequently one of the
highest in the nation.

Both schools have long delivered
high-quality education. So which
model is best? The answer to that
question depends both on how well
the model serves the institution's
mission and on the model's feasibili-
ty for sustaining its institution. Bcn-
nington's model would not have
worked for Berea's mission serving
the Appalachian poor. For a time in
the 1980s and early i9yos, it did not
work very well for Bennington's
mission either. Fligh costs and com-
petition for students made the pay-
as-you-go model difficult to main-

tain. The college recently restruc-
tured and has launched a capital
campaign to huild an endowment,
but Bennington will not need an en-
dowment as large as Berea's.

Cash Flow Self-Sufficiency. Many
nonprofit social enterprises want
commercial revenues hut not mar-
ket-based costs. They use earned in-
come to cover out-of-pocket operat-
ing expenses, but the costs they
incur are lower than market rates be-
cause of their ready access to philan-
thropic investment capital (such as
grants and below-market program-
related investments made by foun-
dations), volunteers [or below-mar-
ket wages], and in-kind donations (or
discounts). Such organizations are
technically self-funding and may
even generate excess cash to cover
the costs of strapped mission-related
activities, but they still depend on
noncash philanthropic subsidies.

Help the World See (HTWS) and
the new permanent eye-care clinics
it has established in developing
countries illustrate how this model
works. When HTWS began, it sent
volunteer doctors with donated
glasses to developing countries to
set up temporary clinics. Then five
years ago, the organization em-
barked on a new strategy. It would
establisb permanent clinics, offering
affordable ongoing eye care, tbat
would operate self-sufficiently on a
cash-flow basis. Start-up capital
would be donated; in-kind space
would be provided by governments
or sympathetic nongovernmental
organizations; materials to produce
glasses would he acquired at a dis-
count from willing suppliers; and
staff training would be covered hy
grants. But the organization would
pay the staff and cover out-of-pocket
operating expenses hy charging a
small fee for glasses. The new strate-
gy demanded a trade-off: the stand-
alone clinics would not be ahle to
serve-at least not initially - the
very poorest residents, who could
not afford even the small fee for
glasses. |It was hoped that one day
tbe clinics would be able to generate
a "profit" to pay for services for the
very poor.) But the clinics could still
serve many who were not ahle to
find or afford glasses any other way.
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Operating Expense Self-Suffi-
ciency. Nonprofits may he able to
bave earned income cover all operat-
ing expenses, even if those expenses
are at market rates. They might oh-
tain donations or helow-market
loans to cover some start-up expens-
es and capital expenditures, but
after that, the operation would stand
on its own without relying on addi-
tional philanthropy of any kind, in-
cluding volunteer and in-kind dona-
tions. Few social ventures launched
hy nonprofits can aspire to this de-
gree of independence from philan-
thropic support when it comes to
operations. One example of a non-
profit organization that bas adopted
this model is the Kentucky High-
lands Investment Corporation. It
began with nearly $15 million in
grants from the federal government
to use as venture capital to stimulate
economic development in several
distressed counties in southeastern
Kentucky. Using returns from its in-
vestments, the corporation has been
able to cover its operating costs for

the venture fund and to make new
investments - in the process preserv-
ing the value of the fund.

Even when operating self-suffi-
ciency is the goal, most new ven-
tures will need some form of cash
suhsidy during the start-up period.
But nonprofit leaders must decide
how long to subsidize the venture.
Cutting one's losses in mission-
related operations can be difficult:
wben a new program cannot stand
on its own, a nonprofit may have to
decide whether to continue the pro-
gram even though it will need to be
subsidized. Shutting down a pro-
gram may have political costs or an
unfortunate impact on an organiza-
tion's mission. For instance, the
Bangladesh Rural Advancement
Committee (BRAC) created a silk in-
dustry from scratch in Bangladesh to
employ women and the landless
poor. BRAC intended for all parts of
the industry's value chain-from
growing mulberry trees to selling
the products made with BRAC silk-
to operate self-sufficiently. But the

silk-reeling plants were very ineffi-
cient, in large part because of the
inherently poor quality of the co-
coons that were bred to grow in
Bangladesh. To pay its workers a liv-
ing wage, BRAC had to accept losses
on this stage in the production
process. Shutting down the plants
would have crippled the entire silk
project, hurting thousands of work-
ers and strengthening the hand of
BRAC's fundamentalist political op-
ponents. BRAC intends to work to
make the plants profitable, hut it
will be difficult to pull the plug on
this operation even if profitability is
never achieved.

Full-Scale Commercialization.
When an organization is fully com-
mercial, revenue covers all costs at
market rates, including the market
cost of capital, without a hint of
philanthropic subsidy even for start-
up expenses. Tbe organization re-
pays start-up capital at a market rate
of return and is sufficiently prof-
itable to attract new investment cap-
ital for expansion. Few nonprofits
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can achieve full-scale commercial-
ization. Because nonprofits cannot
accept equity investments and it is
difficult to be financed totally with
debt, such organizations often are
structured as, or convert to, for-profit
enterprises.

Nonprofits that are this strongly
committed to commercialization-
and to their independence from phil-
anthropic subsidies-face a challeng-
ing balancing act. On the one hand,
they will need to act like businesses
by preserving their fiexibility and by
being willing to cut losses and
search for new sources of revenue.
On the other hand, they will have to
do so within the constraints of their
mission. Absent a philanthropic
cushion and a commitment to phil-
anthropic supporters, nonprofit
leaders will need to keep the enter-
prise's mission in mind when react-
ing to business pressures.

Mixed Enterprises. Finally, it
should be noted that many social en-
terprises are actually multi-unit op-
erations that run programs with dif-
ferent financial objectives and
funding structures. A major muse-
um might have both a profitable cat-
alog business and a highly subsi-
dized researcb-and-acqulsition
operation. The Nature Conservancy
established a for-profit company, the
Eastern Shore Sustainable Develop-
ment Corporation, in order to gener-
ate profits and create jobs while
protecting the environment. The
conservancy has partnered with for-
profit companies such as Georgia
Pacific to find profitable ways to
conserve natural habitats, and it
offers ecological travel programs for
a fee to its members. Yet many of its
core conservation activities still rely
heavily on donations. (See the insert
"Related Readings.")

Other multi-unit social enterpris-
es are for-profit organizations with
nonprofit affiliates. Shorebank Cor-
poration, for instance, is a develop-
ment bank with a social mission. It
bas commercial-banking and real es-
tate operations, as well as an affiliate
nonprofit community-development
corporation that is dependent on
grants. The corporation as a whole
has benefited from obtaining pro-
gram-related capital investments at

below-market rates from founda-
tions but otherwise has very com-
mercial methods of operation.

The Skills Needed to Sail
Commercial Waters
If nonprofits are to explore commer-
cial options, it is essential both that
they build business capabilities and
that they manage organizational cul-
ture. Management skills are impor-
tant for all nonprofit organizations,
but commercialization calls for ex-
pertise, knowledge, and attitudes
more commonly found in the busi-
ness world. Nonprofit managers
need to become trained in business
methods if they are to explore com-
mercial options effectively. One way
to gain such training is to reach out

In the end,for-profit
operations will not -

and should no t -
drive out

philanthropic
initiatives.

for help. Nonprofit managers can be-
gin in their own backyards by find-
ing more effective ways to draw on
board members with relevant busi-
ness experience. The resulting ex-
change will be a learning experience
for both parties. Business board
members are often an underutilized
source of management expertise,
and they need coaching and coaxing
to adapt their business frameworks
to the context of a social enterprise.
They must understand the risks of
becoming too businesslike and of
moving too quickly. Nonprofit lead-
ers also can reach out for pro bono
consulting from volunteer business-
people or from business school stu-
dents. And nonprofits exploring
commercialization can form al-
liances with for-profit companies to
provide complementary skills and
training in business methods.

Without internal staff expertise,
however, the advice of board mem-
bers, consultants, and partners may
not be worth much. The organiza-

tion needs staff that can understand
and implement the new agenda. Or-
ganizations can hire employees with
business skills, but they will need to
address the cultural conflicts and
compensation problems that could
arise. The new hires must be sup-
ported fully, and care must be taken
to allow them to build credibility
within the core culture. Nonprofit
leaders should anticipate cultural
confiict and find ways to turn such
confiict into a healthy, creative ten-
sion. They need to identify where
operating styles are likely to clash,
and they may have to launch inter-
nal education and communications
initiatives in order to minimize the
harmful effects of conflict and to
help staff members agree on appro-
priate operating styles.

Of course, nonprofit leaders could
opt to segregate commercial activi-
ties from philanthropic operations.
Such an approach should reduce
confiict, provided that the separate
units do not need to interact on a
day-to-day basis. Even so, staff on
the more philanthropic side of oper-
ations may view their commercial
colleagues with animosity or envy.
Compensation is one possible
source of friction between the two
cultures. New hires from the busi-
ness world may require higher com-
pensation than internal staff mem-
bers with comparable levels of
education and years of experience.
Pay equity has to be dealt with ex-
plicitly, or it will fester.

A former Wall Street banker who
now heads a major international
economic-development organiza-
tion is grappling with precisely this
issue. His operations have become
increasingly sophisticated and re-
quire skills typically held by MBA
graduates who could land invest-
ment-banking jobs. But he cannot
pay anything approaching the in-
vestment-banking salaries to ac-
quire the talent he needs. It was a
challenge to get his board to let him
make offers at salaries less than half
those that qualified candidates could
command in mainstream financial
institutions. Yet even those salaries
were well above existing wages in
the organization, and the leader was
concerned about pay equity with the
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organization's current staff. Raising
everyone's salary could be extremely
costly. Not doing so could under-
mine morale.

Engineering a new culture is never
easy or quick. Building internal ex-
pertise has to be a deliberate strate-
gic process. It cannot be accom-
plished overnight. Managers must
create a new culture that blends
commercial values with the tradi-
tional philanthropic principles that
drive the organization. At the same
time, they must work with key
stakeholders to build understanding
of and support for commercial activ-
ities, or they may find themselves in
the awkward position that the AMA
faced in its deal with Sunbeam.

Nonprofit leaders also need to get
legal and tax advice before launching
any commercial activities. Unfortu-
nately, tax laws often lag behind in-
dustry developments. It is not al-
ways clear how current Internal
Revenue Service regulations will
treat new hybrid forms of organiza-
tions. In some cases, it will be better
to set up a for-profit subsidiary and
pay the appropriate taxes. As the
boundaries between nonprofit and
for-profit organizations fade, pres-
sure will mount for new regulations
and possible revisions in the tax
code. Becoming more commercial
has political risks and puts the bur-
den of proof on social entrepreneurs
to show that their organizations are
serving social missions that justify
continued tax exemption.

Steering into New Seas
Thoughtful innovation in the social
sector is essential if organizations
are to leverage limited philanthropic
resources. Nonprofit leaders can
benefit from finding effective ways
to harness commercial forces for so-
cial good. But misguided efforts to
reinvent nonprofits in the image of
business can go wrong. Nonprofit
managers are only beginning to learn
what it means to search for new so-
lutions to social problems and for
more effective ways to deliver so-
cially important goods.

Strategic and structural innova-
tion should focus on improving mis-
sion-related performance. Caught
up in the current wave of commer-
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cialization, nonprofits risk forget-
ting that the most important mea-
sure of success is the achievement of
mission-related objectives, not the
financial wealth or stability of the
organization. The henefit of finding
attractive sources of earned income
lies more in the leverage this income
provides than its sustainability. But
generating more funds for ineffec-
tive or inefficient programs is not a
productive use of resources. True
social-sector entrepreneurs are those
who find not only additional sources
of funds but also new methods to
link funding to performance. More
important, they develop more effec-
tive ways to improve conditions on
this planet. To that end, social entre-
preneurs shouldn't focus on com-
mercial approaches alone but should
explore all strategic options along
the social enterprise spectrum, in-
cluding their ability to use social
causes to tap into philanthropic mo-
tivations. In fact, multi-unit opera-
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future because they recognize and,
when it makes sense, utilize a full
range of options on the social enter-
prise spectrum.

In the end, commercial operations
will not-and should not-drive out
philanthropic initiatives. Many
worthwhile objectives cannot effec-
tively be pursued by relying on mar-
ket mechanisms alone. In any case,
people tend to get something out of
giving that they cannot get out of
market transactions. People want to
make contributions to the common
good, or to their vision of it. The
challenge is to harness these social
impulses and marry them to the best
aspects of business practice in order
to create a social sector that is as
effective as it can be.

The author would like to thank Elaine
Backman for her contributions to the dcvL-lop-
ment of the social enterprise spectrum.
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