NEW LEGAL STRUCTURES TO ADDRESS THE SOCIAL
CAPITAL FAMINE

Arthur Wood*"

A projected increase in the percentage of people over the age of 65 in
the G-7 countries in 2030 and 2050 is described in the U.S. by the
Congressional Budget Office as unsustainable.' It is unsustainable in terms
of the very provision of social capital and social services in our society.
And the situation is going to get worse because effectively what you have is
a declining tax base at the very same time as pension costs increase. This
matters for the reason that the people we serve are at the bottom of this food
chain. These figures, profiled in the Financial Times back two or three years
ago, said the U.S. was in danger of losing its AAA rating within about ten
years.”

Now, that was my presentation two years ago. What has happened
since? The whole financial crisis has blossomed upon us. There has been a
total meltdown in governmental expenditure. Foundations have seen their
funds shrink by 30-35%, take another 5-10% out if you factor in the tax
code.’ Corporates are pulling back. There is clearly not enough money in
the system. Yet, to solve these huge problems of pension, healthcare,
climate, sanitation, and water, we must work within the financial structure
that we have in place to address them.

We allocate money in only two ways: we either give money away at
-100%, or alternatively, we seek a full profit with social impact [earning 6%
plus in return]. Well, I’'m not a mathematician, but even I know that there is
a range of positions between -100% and +6%. But there are no [legal
financial] structures that actually allow you to operate within the range of
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-100% to +6%. Th[e social sector] is a huge sector, estimated at $1.4 trillion
in the United States alone.* Yet, let me give you two shocking statistics—
less than 0.07% of the entities have secured $50 million of revenue or
more.” Only 3.8% of the entities have expenses of over $10 million.’ [Those
statistics] tell you it is a huge but incredibly fragmented sector. And that’s
partly because [in the social sector] competitive advantage for [raising]
capital is about coming up with a clever idea, at least within the foundation
world, and not collaborating with the very people you should be
collaborating with. There is no mechanism that allows you to collaborate
between government, corporates, and the not-for-profit sector. We each
work within our silos. We each try to find solutions within our own silos.
Yet, if we sat around with a decent bottle of wine, we would all realize that
it requires a collaboration of for-profits, not-for-profits, and a bunch of
other groups to actually find the solution. But that is not the financing
structure that we have in place.

If you look at the gap in the middle, there is no mechanism that allows
organizations to transit from the not-for-profit world into the for-profit
world. There is no legal mechanism or financial mechanism that allows you
to do that. If you think of philanthropy as essentially having two functions
in our society, one is charity, and there will always be things that require
grants—stopping child abuse and human rights [violations, for example].
However, much of what we do is also the [research and development] of
society. Yet, the structure locks the not-for-profit world inside that grant
world. The academics in the pharmaceutical industry, for example, do not
see themselves as part of a consistent business proposition. They see
themselves as creating [one] idea and then moving on to the next one.

The sector itself does not create the cash flow to retain its
sustainability. It doesn’t feed itself in terms of linking itself into the
mainstream economy. Additionally, there is no system that allows for-
profits and not-for-profits to actually collaborate. The result is this system
that has crystallized these two positions.

This is probably where we should be heading: [toward the L3C model
and the CIC] that Stephen Lloyd and academics in the U.K. created. Th[ese
models] look across the whole framework and say, “there are not just two
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positions.” [Our global financial system] is not a system invented in 1888
by Carnegie and crystallized in the tax status in 1921 and 1931. They say
that we should be looking at a whole range of financing opportunities all the
way from grant to recoverable grant to program-related investment (PRI),
investment-plus, and mainstream. This range will allow collaboration to
occur and ensure that there is not a fundamental contradiction between for-
profit and not-for-profit business models.

To achieve that collaboration you have to have a number of things in
place. One is a legal structure that allows for that collaboration to occur,
because effectively, what we are talking about is taking the subsidies that
society has, which are unleveraged, and using those to leverage the
corporate sector and the banking sector into this environment. And if you
have any doubt as to the necessity of that, I would take you back to those
first original slides [showing the large percentage of the population of the
G-7 countries over 65 years of age, and growing larger, illustrating the lack
of sustainability of our current financial systems to respond to social needs].
There is quite simply not enough money in the for-profit/not-for-profit
paradigm for us to actually solve [social] problems.

From a governmental perspective there is an additional irony and cost:
the current tax and legal policy creating this fragmentation, and ensuring
that the social organizations raise capital that is unleveraged and which has
no annuity structure, causes social mission organizations to spend 50% or
more of their time and resources raising capital. Thus, they fail to reach
scale. Further, in this structure, the U.S. Government, driven by budget
constraints, then outsources $600 billion annually.

A partnership structure between the corporate, government, and social
sectors within a legal framework that ensures social mission would drive
scale, expertise, and, in the view of some, actually be revenue-neutral to
revenue-positive to government. There is a desperate need for good
econometric analysis in this regard.

The fundamental question is: how do we bring additional capital and
additional corporate expertise into this marketplace? The L3C and the CIC
are clearly mechanisms that allow that to occur. The second thing we need
to achieve collaboration across sectors is an increase in the credit quality of
the capital markets, leveraging micro-finance, risk management, [etc.].
Those are techniques that are common throughout history, but again, are
things we need to do in [the social] sector. Why do we need to do these
things in our sector? [We need to do them] for the simple reason that the
vast majority of things that we invest in are small and undercapitalized.
They are junk, to use the technical phrase. If we can actually increase their
credit quality, again, we can bring different investors into the marketplace,



48 Vermont Law Review [Vol. 35:045

incentivizing collaboration [through] the growth of social entreprencurship,
and social finance, over the course of the next few years.

There has been a massive growth in new financial systems that are
being applied to this sector. There has been a massive growth in social
entrepreneurship as people realize that the current system of government is
not working, there is not even enough capital, and that we need to bring into
the framework additional innovation from the community and mechanisms
to incentivize engagement into the framework. The whole growth of carbon
models, ventures, taxes, mobiles, all these are beginning to see tremendous
growth, and it will have huge impacts in terms of the ability to incentivize
and empower communities directly.

Finally, [there is] the concept called the creation of synthetic profit. I'd
refer to a deal called Gavi, that some of you may or may not know. Gavi is
a $4 billion structure put together by Deutsche Bank and Goldman Sachs.’
Gavi effectively takes a series of government cash-flows, brings them to the
present day, empowers the citizen sector to negotiate with the corporate
sector—which can now see a business in scale—and drives in economies of
scale, thereby dropping the cost of vaccinations down from $50 to $3.50
[for a] huge social impact.® Now, the contingent return models that are
beginning to be used in the United Kingdom, just on the drawing board at
the moment—something called a social impact bond that the Prime
Minister got behind recently—|are] exactly taking those future cash-flows
that would go to corporates or promises from individuals and monetizing
that and bringing that to the present day, a way of totally changing the
economics of the whole market. And it is with these types of mechanisms
coming together that you can actually begin to change the view of the for-
profit/not-for-profit dichotomy—to change the paradigm into how to
leverage additional capital and solutions into the marketplace. You can
create effective outcome-based models that incentivize collaboration and
scale.

I’ll use the example of sanitation. The reason I'm using this as an
example is because it exemplifies the type of environment you have to have
to begin thinking about systemic solutions. One of the things that the L3C
does is it begins to allow you to create these collaborations between
differing players along the same issue. It enables you to define that legal
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relationship between the corporate and banking sector, with a definable
social aim. And to achieve that you have to have a very clear indication that
there is social-economic impact. You need a single data set that is very
clear. You need to be able to identify the community. It needs to be a non-
zero political sum game. You need to think about two very specific things,
because once you come to the conclusion that there just is not enough
money, and you change the legal environment, the next stage is ensuring
you have an intermediary in the marketplace that can fight [in] the corner of
the social entrepreneur vis-a-vis the business sector. This will ensure that
within a large and more efficient sector, those resources will go equitably to
the community.

I’ll give you an example. In the carbon market, which is a big-growth
market, if we just leave it to the vagaries of government and the banking
sector, what will happen is that the banking sector, well-resourced, will
come in and prime pick each of these individual players, and the margin, I
will guarantee you, will go to the banks. What we need to create are
intermediaries—and there are a couple of examples growing up—at the
margin of a much larger, aggregated market. These intermediaries will
ensure that it is actually in the interest of both players and that margin goes
back to that community to incentivize that community to pursue better
forestry or sanitation practices, [etc.]. Unless you create that essential link
with the community, you will not fundamentally succeed at the end of the
day. It will become a bilateral relationship between multilaterals and
corporates. So, that fundamental engagement and ownership of the
community is absolutely the key in all of these issues, both to capture their
innovation and ensure that as stakeholders they are remunerated for their
participation.

To summarize, there is simply not enough money in the current not-
for-profit paradigm. We need to move, across the political spectrum, from
silos to collaboration. [There have been] calls by the Secretary General [of
the United Nations, Ban Ki-moon],” [the former Prime Minister of the
United Kingdom], Gordon Brown,'’ and the former Prime Minister of
Canada, Paul Martin."" And the reality is that markets only grow through
transparency. And what I have listed here is a series of examples where you
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can see these strands beginning to come together. Look at the work that
Rockefeller is doing around GIIN [the Global Impact Investing Network]."
The Institute Monitor report recently [has brought] transparency to the
market, indicating this market could grow to $500 billion in ten years."

The second fundamental point [here is that], in our marketplace, most
people in the social sector assume that return is unitary—a dollar in, a
dollar out, a dollar in, social benefit out. That is not the case. If you look at
any other sector, you will see that different players can take different
social-economic return out of the same structure. You can create cross-
subsidization structures, which is exactly again what the L3C does. And
you can see examples of that: (1) the Deutsche Bank Eye Fund'* that we,
Ashoka, with Deutsche Bank, worked on; and (2) the U.S. affordable
housing market,"> to which some people say, “well this is totally new, you
can’t do this funny sort of stuff.” But if you look at the limited liability
partnership structures in U.S. affordable housing, they are exactly the same
structures. There are foundations using LLC structures to leverage billions
of U.S. dollars into the affordable housing market.

In essence, what the L3C has done is simply make [leveraging
capability] broadly more accessible to the philanthropic sector. DFID
[Department for International Development] in the United Kingdom, again,
[uses] layered financial structures.'® The creation of these new layered
financial structures, described by Fast Company as one of the top fifty
ideas,' is a way of drawing additional private capital, but it requires you to
realize that return is not unitary in this market. Everybody thinks it is
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unitary in this market, because our market doesn’t move in enough scale.
We are all trying to raise a half million or a million [dollars], so it doesn’t
actually allow you to bring these larger instruments to bear. The Gavi deal 1
mentioned before [is another example of this]. The incentives to create
economies of scale in a market of $1.4 trillion, where the players don’t
change, where only 3.8% of the entities have revenues of more than $10
million [is not there]. There are no economies of scale in this sector for the
most part.

[Another problem in the social sector is determining how to] capture
the value of social externalities. How do you capture the value of what
everybody produces? In sanitation, the cost of achieving the MDG
[Millennium Development Goal] is estimated at roughly a $137 billion
annual market.'"® But, the social externalities that are generated from that
[would be] roughly $556 billion [in additional labor, production, etc.].”
Now if you examine how people look at that, they tend to look at the $137
billion worth, rather than the generation of the outcome. If you can
monetize that value to governments, corporates, and people who have
conscience and are prepared to pay for that, then you totally change the
economics of this marketplace.

As I said, there is a series of examples being pursued by multilaterals,
and a series of examples in the social sector, [where we are empowering
and connecting] the community [through] social entrepreneurship and
social finance. We can happily talk about [these new businesses] as being a
massive growth. [It is critical that, going forward, these new businesses] use
the skills and resources of for-profit banks and corporates, but with a clear,
defined social objective. The critical issue is to ensure that, while
motivating and mobilizing these [private sector] resources, there is a social
intent and a social purpose in this process. And you have seen a range of
organizations, J.P. Morgan, Deutsche, and Nike for example, all playing
around in this space. And then fundamentally, [the question becomes] how
do you change the legal framework?

The Aspen Institute paper by Thomas Billitteri, [in] 2007, did a survey
of a whole range of legal structures.”’ This is an issue that has been
bubbling away. It is driven by the fact that government realizes it hasn’t got
enough money. One of the benefits potentially of the L3C structure is that if
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you [can] bring the tax-paying corporate sector to address what is a cost to
the government, [then] you can create a process [that is] potentially tax-
neutral to tax-positive. In the current environment, where there is not
enough money, this situation whereby our sector can simply go out and ask
for more tax breaks, is not credible. We need to create an environment
where philanthropy can potentially be a source of competitive advantage. It
needs to be a mechanism whereby we motivate all stakeholders in our
society, both for-profit and not-for-profit, to collaborate together. Finally, to
achieve that [collaboration] you have to create new intermediaries that fight
in the corner of the social entrepreneurs. And I say this with bloodied
experience, because you have effectively got social entreprencurs [with a
range of business expertise]. When you use words like margin, cash-flow,
it’s a different language [that the social sector is largely unfamiliar with].
We are two communities separated by a different language. If we are
actually to solve these problems, social [problems], climate [change issues],
water [scarcity and quality issues], [then] we have to motivate and empower
all members of our society.

I leave you with one very simple anecdote. In April, when Vermont
passed th[e L3C] law, a very major foundation with billions of dollars of
resources based out of New York started to do a program-related
investment. They completed that PRI four or five months ago, during which
time the L3C legislation had [in parallel] empowered about a hundred
organizations here in Vermont, and [continues] empowering a range of
social entrepreneurs. And I leave you with that anecdote [to illustrate that in
the question of] do we stay with the existing status quo, that even when
well-resourced can’t be mobilized, [or do we move towards] a structure that
empowers ordinary Americans to become social entrepreneurs to achieve
social purpose. Thank you very much.



