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INTRODUCTION

Social innovators around the world have begun to reach a disquieting conclusion: Inspired
vision, impassioned leadership, enthusiastic volunteers, government subsidies and a phalanx of
donors are not always enough.

They serve admirably while innovators transform their dreams into fledgling programs and
steer their organizations through early growing pains. But there comes a time, albeit
reluctantly, when most founders and their followers begin to understand that living from year
to year does not ensure the future, and that is the moment when they begin migrating from
innovation to entrepreneurship. It is one thing to design, develop and carry out a new program,
quite another to sustain it. So they begin turning toward commercial markets, gradually
exploring the possibilities of earned revenue, many for the first time, and often with reluctance
given their uneasiness about the profit motive.

The moment of realization comes at different stages and for different reasons. Major
funders may be experiencing donor fatigue. The initial band of dedicated volunteers and
employees might be burning out. Government support for a project could be waning or the cost
of delivering services escalating dramatically. It might even be that the organization is on the
threshold of significant growth but cannot proceed without new sources of financing.
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In the United States, the moment arrived for most nonprofits in the mid- to late-1990s,
although a handful of pioneering social entrepreneurs had been emphasizing earned revenue
since the 1960s and 1970s. Around the world, the moment is dawning today for some of the
most successful social innovators, and they are slowly moving away from a dependency model
of financing that relies almost entirely on charitable contributions and public sector subsidies.
The movement takes two forms:

= Some are working toward sustainability, which can be attained through a
combination of philanthropy, subsidies and earned revenue

e Others are seeking self-sufficiency, which can only be achieved through earned
revenue alone
However, entering commercial markets poses significant challenges for non-governmental
organizations (NGOs), and the purpose of this essay is to review some of the lessons learned
during the past 30 years by nonprofits in the United States that have turned increasingly toward
earned revenue — nonprofits whose successes and failures serve as both models and cautionary
tales for others.

The essay will:

e Summarize six historical forces that led to the emergence
of social entrepreneurship in the United States

« Describe five basic principles that have evolved over time

e Present two unexpected outcomes experienced
by nonprofits adopting entrepreneurial strategies

= ldentify four types of stakeholder objections
< Analyze the single greatest obstacle encountered by entrepreneurial nonprofits

e Review 14 critical success factors emphasized by the pioneers in the field
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HISTORICAL CONTEXT

The pressures on nonprofits in the United States began to build more than two decades
ago. Six of the most damaging have been the following:

» Depleted reserves: During the late 1970s, the American economy simultaneously
suffered recession and double-digit inflation. The pressures led to sharply escalating
costs and tighter budgets for all nonprofits, the first sign that times were changing.
During the next few years, the impact worsened: A national survey in 1977 showed
that the average nonprofit had approximately three months of operating capital in
reserve at the end of the year; the same survey 10 years later revealed that average
capital reserves had fallen to less than four days.*

» Diminished support from the public sector: Driven by the Reagan Administration’s
emphasis on privatization, federal and state spending on social services and the arts
began plummeting in the early 1980s, eventually falling by more than 23 per cent in
a single decade.?

* Reduced giving by individuals and corporations: Changes in the tax code in 1986
also precipitated a substantial drop in giving from wealthy Americans, who by 1990
were donating only four per cent of their annual income to charity compared to
seven per cent in 1979.% A parallel reduction in corporate philanthropy exacerbated
the plunge - it failed to keep pace with inflation for six consecutive years after the
tax code changes.” Overall, the relationship of private contributions to the current
operating expenses of nonprofits in the United States shifted dramatically: In 1960,
they covered 59.8 per cent, in 1990 only 31.5.° And, by 1997, private giving to
human service organizations had fallen to its lowest point in 30 years.®

* More competition for grants and contributions: The number of 501(c)(3) charitable
organizations in the United States has exploded. For every two that existed in 1977,
there are more than five today’, and they are all appealing to the same potential
donors. As one frustrated Foundation executive put it, “there are just too damn
many nonprofits out there, and they’re tripping over each other.”

* More people in need: By 1992, one in seven Americans were living below the
poverty line,? including more than one in five children,® and 18 per cent of families
with at least one adult holding a full-time job were still classified as living in
poverty.'® Beyond that, nonprofits were wrestling with an eruption of new
challenges, including HIV/AIDS, homelessness, crack babies and an exponential
growth in the number of frail elderly persons. According to Catholic Charities USA,
four times as many people were seeking help from its member agencies in 1991
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than just ten years previously; even more dismaying, only one in four needed help
with basic food and shelter in 1981 — ten years later it was two out of three.™

» Afrayed reputation: A series of scandals throughout the 1990s also caused many
Americans to lose confidence in the sector, including misappropriation of funds by
the head of the United Way of America, the nation’s largest fundraising body; a
pyramid scheme that stole more than $50 million from wealthy philanthropists; and
embezzlement in the highest ranks of the Episcopal Church. As a result, by 1996, a
national poll revealed that only 60 per cent of Americans believed charities were
honest and ethical in their use of funds.*?

These and other pressures impinging on nonprofits in the United States are familiar to

NGOs around the world. They pose a daunting challenge, and earned revenue strategies have
become an important part of the response.

BASIC PRINCIPLES

Social entrepreneurs in the United States have identified five basic principles that are
fundamental to understanding entrepreneurship for NGOs.*® In addition to the distinction
between “sustainability” and “self-sufficiency” described on page two, they include the
differences between

* “Entrepreneurship” and “innovation”

» “Entrepreneurship” and “social entrepreneurship”

» “Earned revenue strategies” and “social sector businesses”
* “Innovators,” “entrepreneurs” and “professional managers”

“Entrepreneurship” versus “innovation”

“Entrepreneurship” is one of the most misunderstood terms in the social sector today.
Everybody, it seems, has a different definition of what it means.

Twenty years ago the idea of NGOs acting in an entrepreneurial manner was anathema to
most people in the sector: The idea of merging mission and money filled them with distaste.
But the phrase “social entrepreneur” is bandied about freely these days. British Prime Minister
Tony Blair praises the emerging tide of “social entrepreneurs” that is changing the face of
England’s voluntary and community sector. Senior executives associated with Independent
Sector, the national lobbying organization for nonprofits in the United States, talk about “social
entrepreneurs” who find new and exciting ways to attract contributions and government
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support for their programs. Both are right to praise the ingenuity of NGOs — but most of what
they are praising has nothing to do with entrepreneurship.

Here is the gist of the problem: Unless an NGO is generating earned revenue from its activities, it
is not acting in an entrepreneurial manner. It may be doing good and wonderful things, creating new
and vibrant programs . . . but it is innovative, not entrepreneurial.

Why is the distinction so important?

Because only earned revenue will ever allow an NGO to become truly sustainable or fully
self-sufficient. Innovation is a precious resource and it served as the primary engine of
nonprofit growth in the United States throughout the 1970s and 1980s. But innovation can take
an NGO only so far. It is one thing to create and nurture a new program — quite another to
sustain it without depending on charitable contributions and public sector subsidies. Smart
NGO managers and Board members realize they must increasingly depend on themselves to
insure their survival — and that leads them naturally to the world of entrepreneurship.

However, too many NGO executives and trustees continue to use old methodologies and
old definitions to gussy up their books and their brochures. It has reached the point where
almost everything new in the social sector is called “entrepreneurial” and the people who
create these new approaches (not to mention the people who write about them and
underwrite them) walk away satisfied they have changed the fundamental equation.

They have not.

“Entrepreneurship” versus “social entrepreneurship”

According to Webster, an entrepreneur is “a person who organizes and manages a business
undertaking, assuming the risk for the sake of profit.”** In a 1998 column for Inc. magazine,
Norm Brodsky expanded on the definition. “Starting with nothing more than an idea or a
prototype,” he wrote, “entrepreneurs have the ability to take a business to the point at which it
can sustain itself on internally generated cash flow.”

The italics in both definitions have been added for emphasis, because successfully running a
business means sustaining it with earned revenue, not grants or subsidies.

The most commonly quoted definition of “social entrepreneurship” today was formulated
by Prof. J. Gregory Dees of Stanford University in 1998, but his essay contained a fundamental
oversight. He outlines five factors that define social entrepreneurship: Adopting a mission to
create and sustain social value (not just private value); recognizing and relentlessly pursuing
new opportunities to serve that mission; engaging in a process of continuous innovation,
adaptation, and learning; acting boldly without being limited by resources currently in hand;
and exhibiting a heightened sense of accountability to the constituencies served and for the
outcomes created.'®
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He never mentions earned revenue.

This is not only conceptually flawed, but also psychologically crippling. It lets NGOs off the
hook. It allows them to congratulate themselves for being “entrepreneurial” without ever
pursuing genuine sustainability or self-sufficiency. They still return, year after year, to individual
donors, foundations and government agencies.

Without self-generated revenue, NGOs remain forever dependent on the generosity of
others, and that is a risk social entrepreneurs are unwilling to take. They are passionately
committed to their mission — but they are just as passionately committed to becoming
financially sustainable or self-sufficient in order to do more mission! As traditional sources of
funding dried up or became less available during the 1980s and 1990s, a growing number of
nonprofits in the United States discovered the importance of paying their own way — and their
managers became genuine social entrepreneurs who understood the difference between
“innovation” (doing something new) and “entrepreneurship” (doing something that makes
money). Over time, they transformed their nonprofits into social enterprises, using earned
revenue strategies either alone (in a social sector business) or as part of a mixed revenue
stream that also included charitable contributions and public sector subsidies.

What, then, is social entrepreneurship? And how does it differ from entrepreneurship per se?

To begin with, a social entrepreneur is any person, in any sector, who runs a social enterprise,
and a social entrepreneur differs from a traditional entrepreneur in two important ways:

» Traditional entrepreneurs frequently act in a socially responsible manner: They
donate money to NGOs; they refuse to engage in certain types of businesses; they
use environmentally safe materials and practices; they treat their employees with
dignity and respect. All of this is admirable, but their efforts are only indirectly
attached to social problems. Social entrepreneurs are different because their earned
revenue strategies are tied directly to their mission: They either start “affirmative
businesses” (known as “social firms” in the United Kingdom) that employ people who
are developmentally disabled, chronically mentally ill, physically challenged, poverty-
stricken or otherwise disadvantaged; or they sell products and services that have a
direct impact on a specific social problem (e.g., delivering hospice care, working with
potential dropouts to keep them in school, manufacturing assistive devices for people
who are physically disabled, providing home care services to help elderly people stay
out of nursing homes).

» Secondly, traditional entrepreneurs are ultimately measured by financial results: The
success or failure of their companies is determined by their ability to generate
profits for their owners. On the other hand, social entrepreneurs are driven by a
double bottom line, a virtual blend of financial and social returns. Some pursue a
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triple bottom line, adding environmental returns to the mix. In either case, financial
returns are still a goal, but not the only goal, and any profits that do result are often
re-invested in the mission rather than being distributed to shareholders.

“Earned revenue strategies” versus “social sector businesses”

Many NGO Board members and executives are daunted by the prospect of social
entrepreneurship because they think it means starting a business venture, something few know
how to do. But creating a social sector business is just one of the earned revenue strategies
available to a social enterprise, and it differs substantially from the others in terms of
expectations and structure.

Earned revenue strategies: Every NGO has opportunities for earned revenue lying
fallow within its existing programs. One or two might be candidates for conversion
into social sector businesses, but most will be tiny and never have the potential for
profitability. Nevertheless, exploiting them can have significant cumulative impact.
By aggressively turning inward and searching for pockets of existing opportunities,
social enterprises have been able to register impressive gains, often raising their
percentage of total revenue from earned revenue by as much as 15 per cent within
one to three years, a considerable boon to sustainability.

Social sector businesses: Once a social enterprise has successfully carried out a
variety of earned income strategies, it may want to consider launching a social
sector business — but the goals would be much more ambitious and the strategy
completely different. The only reason for a social enterprise to start a social sector
business is to exploit a specific opportunity for significant growth and profitability — a
substantial difference from other earned income strategies, which are designed
primarily to cover more of a program’s costs, without any real expectation of making
a profit or even reaching a break-even point. The pioneers in the field have also
discovered that the chances for success with a social sector business increase
dramatically if the social enterprise creates a “skunk works,” a completely separate
entity insulated as much as possible from the day-to-day operations of the parent
organization. That means having a separate staff, separate compensation policies
and, if necessary, even a separate Board of Directors in order to achieve as much
independence as possible.

“Innovators,” “entrepreneurs” and “professional managers”

Perhaps the single most important lesson learned by the pioneers in the field has been a
deeply personal one that strikes to the very heart of their self-perceptions. So often, NGOs
discover (too late) that their entrepreneurial efforts have been doomed simply because they
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are being led by people with the wrong types of skills. The mistake occurred because they did
not truly understand the differences between innovators, entrepreneurs and professional
managers.

Regardless of whether an NGO is attempting to maximize earned revenue internally or
trying to launch a social sector business, it is important to understand the differences between
the three types of leaders: They are all needed in the evolution of a healthy organization, but at
different times, and rarely does an individual excel in more than one of the three areas.

Innovators are the dreamers: They create the prototypes, work out the kinks — and then get
bored, anxious to return to what they do best, which is inventing more prototypes. They are
rarely concerned, ultimately, with the long-term financial viability of what they do.

Entrepreneurs are the builders: They turn prototypes into going concerns — then they get
bored. For them, financial viability is the single most important aspect of what they do.

Professional managers are the trustees: They secure the future by installing and overseeing
the systems, standards and infrastructure needed to make sure the going concern keeps going.

Unfortunately, often because resources are scarce, NGOs try to shoehorn people into positions

where they don’t fit, and many of the problems they have when they begin adopting entrepreneurial
strategies arise from having an innovator or a professional manager trying to do an entrepreneur’s job.

POTENTIAL OUTCOMES

“The beauty of making a profit, as we’ve been able to do during the past 15
years, is that you can do a lot with the money, you can do what you want to do.
You can do it how you want to do it for as long as you want to do it and you don’t
have to make anybody happy except your own Board and staff. You don’t have to
meet anybody else’s expectations. That’s a very freeing idea, and once you feel it,
you don’t want to go back to the confines of any other type of funding.”

Kathleen Buescher, President and Chief Executive Officer,
Provident Counseling, Inc., St. Louis, Missouri

When they began entering the commercial markets, social entrepreneurs in the United
States were primarily interested in finding new sources of revenue to help them maintain and
expand their programs, but they quickly discovered there was much more to gain than financial
returns. In addition to obtaining the freedom described by Kathleen Buescher, two of the most
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important results have been learning how to sharpen their strategic focus and becoming a
more powerful voice for the people they serve.

New strategic directions

The concept of “organized abandonment” began to seep into the United States nonprofit
sector during the late 1980s when management guru Peter Drucker turned his attention to the
field and recoiled from what he saw. Too many nonprofits were becoming increasingly
unwieldy, unable to give their clients the attention they deserved because they no longer had
the necessary time or resources. And much of the pain was self-inflicted: Multi-service
organizations were growing frenetically, adding programs every year, spreading themselves
thinner and thinner. Drucker had some blunt advice: If your products or services are not
number one or number two in the market, kill them. Rather than trying to be all things to all
people, concentrate on doing the best job possible in a few, carefully chosen areas.*’

Drucker’s advice runs against the grain of the traditional NGO mentality, but most NGO
managers eventually do admit they are trying to serve too many masters, and his suggestion
gives them a lifeline, a way to simultaneously sharpen their organizational focus and expand
their impact. However, the process can be agonizing. It is not easy to kill programs, especially if
they are the pet projects of Board members or funders. And there is an important caveat:
Organized abandonment for NGOs does not mean eliminating a program just because it fails to
generate earned revenue: If the NGO is the best or only provider of a program that is critically
needed, it has a compelling reason to continue the program — and a managerial challenge to
find other sources of revenue to cover the cost.

In effect, entrepreneurs in the nonprofit sector in the United States during the 1980s and
1990s discovered a stunning irony: The first rule of entrepreneurship is contraction. And one of
the decision-making tools they have been using has been “The Organized Abandonment Grid”
(please see next page), which enables them to simultaneously analyze the social impact and
financial viability of each program and decide whether to keep it. Once the analysis has been
completed, they can make rational decisions about which programs to expand, maintain,
reduce, divest or eliminate.

At its heart, organized abandonment requires an NGO to be honest with itself — exceedingly
difficult for any organization, NGO or otherwise. But the results have been worth it, and the
ultimate winners have been the clients. Social entrepreneurs have discovered that reducing the
number of programs they offer has actually enabled them to serve more people and to serve
them better, because they have had the time and resources to expand their most effective and
needed programs, to selectively launch innovative programs, to create new positioning
strategies and marketing plans, and to develop profitable social sector businesses.
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“The Organized Abandonment Grid”

"Profits” and "losses" are for annual operations and include all direct and indirect costs;

"profits" are pre-tax and prior to capital re-investment
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Speaking truth to power

Generating additional revenue, freeing themselves from the expectations of others, re-
calibrating their strategic focus and serving more people are not the only benefits social
entrepreneurs have derived from adopting earned income strategies or starting social sector
businesses. There is another more subtle but just as seminal result.

In his keynote speech at The 4th National Gathering for Social Entrepreneurs in December
20028, Charles King told his audience about his recent trip to the international AIDS summit in
Barcelona. “It became increasingly obvious during the conference,” he said, “that if we are ever
going to seriously address the plague of AIDS, it is not going to be government that leads the way,
and it is not going to be corporations. If we are to make any significant progress, NGOs will have to
lead the way.” But he pointed out that most nonprofits are dependent on government subsidies and
corporate largesse. How then, he asked, can they speak truth to power?

It was a powerful moment for his audience, because social entrepreneurship begins to loosen
the chains of dependence. When the individuals and organizations that control the purse strings are
also those that must step aside or change their practices, it becomes more difficult for NGOs to
speak freely — but, as emphasized by Kathleen Buescher, when the purse strings are severed, the
power relationships change.

STAKEHOLDER OBJECTIONS

The NGOs most prepared for entrepreneurship today are those that have been the most
innovative during the past 10 or 15 years. Their challenge is to make the transition from a
culture of innovation to a culture of entrepreneurship — but the path is strewn with dangers
and the changes do not occur without a considerable shock to the system. Not every nonprofit
is willing to take the necessary steps to complete the transformation: They are beset with
nightmares, which typically fall into four categories.

Generic nightmares

Board members, staff members, clients, customers and other stakeholders have numerous
misconceptions about earned revenue that rise quickly to the surface. They immediately ask
guestions such as these:

* How can we justify “making money off the backs of the poor”?
* What happens to quality when we emphasize financial returns?
* Will we have a two-tiered system that ignores people who can’t afford to pay?
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They reflexively believe pursuing earned income is “too risky,” predict funders and other
stakeholders will object, express concerns about liability exposures, bemoan the absence of models
and expertise, and of course retreat behind the “not invented here” syndrome. In short, they have
dozens of reasons not to proceed, including (quite often) a fundamental discomfort with making
money.

Logistical nightmares

The “resource” question becomes an insurmountable stumbling block for many NGOs.
Some of the logistical barriers include:

» Entrenched patterns of behavior

» Competing priorities

» Inadequate resources (dollars, people, time, psychic energy)

» Lack of business development, operations and marketing skills

However, the pioneers in the field have repeatedly demonstrated that when an NGO really

wants to do something, it manages somehow to find the resources it needs: Being able to do so
is almost the sine qua non of entrepreneurship.

The nightmare of failure

There are no guarantees, and the possibility of failure is very real. Personal careers can crash and
burn. So NGO Board members and executives stew about the consequences: If we start down this
path and fail, how can we avert a financial disaster? Will it damage our reputation? Can we do it
without depleting our energy and resources?

Some of the other questions that plague them are these:

*  Will we lose sight of our mission while trying to save it?

*  Will we wind up shepherding bloated programs that never get anywhere
(a different type of “failure”)?

* What about opportunity cost? If we fail at this, we have really failed twice.
» What if it causes our best people to burn out or leave?

» How will funders react to future requests for help?

* What about lawsuits?

*  Who will get the blame?
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The nightmare of success
And there is still one more nightmare: Success itself. What happens when social

entrepreneurs achieve their objectives? Simple: Somebody raises the bar. And the
entrepreneurs find themselves grappling with questions like these:

» Can we continue to care? Or will we lose our hearts when we find our wallets?
What about all the people who came to do good and stayed to do well?

» Can we manage rapid growth without overextending our resources?

* What happens if the market changes or the competition toughens
or our best people are lured away?

» How will we deal with the inevitable ascending expectations
placed upon us by ourselves and others?

* How can we avoid becoming complacent or lazy,
resist trying to cover our mistakes with money rather than ingenuity?

 How can we make sure we do not lose control of our mission
if we turn to outside investors to fuel our expansion plans?

All these nightmares cause many NGOs to spin their wheels, waiting for the perfect market
opportunity, the perfect plan, the perfect time. None of them exist.

THE SINGLE GREATEST OBSTACLE

The culture of a traditional NGO, no matter how innovative, is vastly different from the
culture of an entrepreneurial NGO. Entrepreneurs have a higher tolerance for risk, a greater
appreciation of margins, an eagerness to compete. Traditional NGOs distrust the capital markets,
prefer collaboration to competition, and underestimate the productive capabilities of their
disadvantaged employees. They watch other NGOs become increasingly sustainable or self-
sufficient, but are unwilling to emulate their practices.

Instead, they criticize. “My god, the resistance,” says Rick Walker, who runs seven small
businesses in Marshfield, Massachusetts, that employ people with developmental disabilities. “To a
great extent, nonprofit people are not risk-takers, and their unwillingness to think outside very
standard parameters constantly amazes me. Quite frankly, we’ve had a lot better luck getting people
outside the nonprofit world to understand what we’re doing and feel comfortable with it.”
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Tony Wagner concurs. He has been astonished by the resistance he has encountered from both
the business community and the nonprofit sector as his nonprofit in Minneapolis, Minnesota, tries
to simultaneously create a business and carry out a social mission by employing people who are
economically disadvantaged. “I've been blown away by the level of misunderstanding and mistrust,”
he says. “For all the writing and talking that’s being done about the subject, out there in the world
people either don’t get it or don’t want to get it. They say you have to be one or the other.”

Why does this happen? Why is the embedded culture of an organization so often the single
greatest obstacle for trustees and senior executives trying to launch earned revenue strategies
or social sector businesses?

John Maxwell tells a wonderful story in his book Failing Forward that illustrates the
problem:

Four monkeys were placed in a room that had a tall pole in the center.
Suspended from the top of that pole was a bunch of bananas. One of the hungry
monkeys started climbing the pole to get something to eat, but just as he
reached out to grab a banana, he was doused with a torrent of cold water.
Squealing, he scampered down the pole and abandoned his attempt to feed
himself. Each monkey made a similar attempt, and each one was drenched with
cold water. After making several attempts, they finally gave up.

Then researchers removed one of the monkeys from the room and replaced
him with a new monkey. As the newcomer began to climb the pole, the other
three grabbed him and pulled him down to the ground. After trying to climb the
pole several times and being dragged down by the others, he finally gave up and
never attempted to climb the pole again.

The researchers replaced the original monkeys, one by one, and each time a
new monkey was brought in, he would be dragged down by the others before he
could reach the bananas. In time, the room was filled with monkeys who had
never received a cold shower. None of them would climb the pole, but not one of
them knew why.*®

The plight of the monkeys resembles that of many NGOs: People continue doing things but
have no idea why. Too many of them suffer from what Joel Arthur Barker calls “paradigm
paralysis.”?® As Barker points out, paradigms can be extraordinarily useful. They help us make
sense of the world by organizing incoming data streams and sorting them into categories,
helping us decide what to think and do. But paradigms can be a double-edged sword. Blinders
are slapped into place and we begin to interpret new information according to our pre-
conceptions. We become frozen. Change becomes our enemy. Individuals and organizations
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begin to believe the categories they are using are the only ones available, and they slowly
become paralyzed.

Institutional paralysis can be overcome, with a sufficient dose of courage. But occasionally it
takes something dramatic. In the mid-1980s, when the Board of Directors of a nonprofit in
Louisville, Kentucky, offered Bob Russell the job as CEO, he realized the existing make-up of the
Board worked against entrepreneurship and agreed to accept the position only if every
member of the board resigned. They agreed.

Still another CEO, who ran a sheltered workshop for people who were developmentally
disabled, decided to change the basic values of his organization — and in the process invented
an entirely new type of business, known today as an “affirmative business.” On a pleasant
summer evening in 1973, John DuRand invited his 11 senior managers to a downtown hotel in
St. Paul, Minnesota, where he wined and dined them, asked them to sit down — and then fired
them all. Five minutes later he passed out application forms. “Starting tomorrow,” he said, “we
are no longer a rehab agency, we’re a business. Starting tomorrow, we no longer have clients,
we have employees. And, starting tomorrow, you are no longer social workers, you are business
managers. If you can get your minds and hearts and souls around that concept, | want you back.
If you can’t, I'll help you find a job somewhere else.” Nine of the 11 returned to their jobs. Two
could not accept the philosophic shift. But, from that day, the culture of the organization
changed and the primary goal became the operation of a viable social enterprise.

However, regardless of dramatics, cultural change must be systemic.

The first step usually has to be taken at the Board level. When Charley Graham arrived at his
new post in Oregon in the early 1980s, he immediately began promoting the idea of a double
bottom line. According to his second-in-command, Roy Soards, “he told the Board we were
never going to be able to employ more people with psychiatric disabilities if we continued
operating a sheltered workshop and depending primarily on social service subsidies and
charitable giving. He convinced the Board that if we provided quality goods and services, people
would buy them and we’d therefore be able to employ even more people with disabilities and
help them become self-sufficient.”

Kevin McDonald, founder of a moving company in North Carolina that employs former
convicts, drug addicts and prostitutes, found that customers appreciated the change. He built
his company primarily through personal selling and word of mouth. “We didn’t have a very big
staff,” he says, “just me and two others, and we didn’t have much money for advertising. We
were just trying to survive as a program. So | decided to start hitting the pavement and gave a
lot of speeches. Went out to the Junior League, the Kiwanis Club, that sort of thing . . . and |
found they were tired of people asking for a handout. So | told them, ‘I don’t want your money
... lwant your business . . . call us up, let me give you an estimate . . . use our services.””

Once they begin paying for actual products or services, customers become increasingly
demanding, which puts a further strain on an organization’s traditional culture. “When we
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started working with Ben & Jerry’s,” recalls Julius Walls, CEO of Greyston Bakery, which employs
former convicts and others with barriers to employment, “they made it very clear that our
product (providing brownies and blondies for five Ben & Jerry ice cream flavors) had to always
be up to snuff or they wouldn’t produce their ice cream with us. They held us accountable as a
business and not as their young child. They provided a lot of assistance, but they told us from
the beginning that we needed to stand up and be a business, not a sheltered workshop.” When
Walls took over the Yonkers, New York, company as CEO, he discovered that the biggest
obstacle he faced was helping his employees “understand what we needed to do to be a
sustainable model. We had to understand we were a business with a dual bottom line. Most
businesses have one bottom line — economic dividends. (At the time) Greyston also had a single
bottom line, but it wasn’t the economic one. There was a mentality on the part of the
employees that came here that if you're really nice we’ll figure something out to keep you and it
doesn’t matter if you’re producing or if the business is doing well. But there came a time when
the employees and the business needed to understand that that’s not a sustainable model.”

The cultural transformation can turn into a war. “By the time | got here,” remembers
Soards, who eventually succeeded Graham as CEO in Oregon, “there was a demilitarized zone
between the production people who ran the factory and the rehab people who provided social
services. We had two very strong-willed managers and each of them had their own lieutenants
and armies.” The opposing forces fought over resources and, more fundamentally, they fought
for the soul of the organization. It took years for the culture wars to subside, and “it was pretty
ugly at times,” says Soards. “The rehab people would sabotage the production people, who
often had to rely on the rehab folks for employees. If the production people had a job that had
to get done, they were under a lot of pressure, because the rehab people were more concerned
about, ‘Well, is this the proper training for this individual, they’re not ready for work that’s too
demanding, and why don’t you guys find the types of jobs that fit their needs, and no, they
can’t work after three o’clock because they have to go see their case workers.” We finally had to
part ways with the head of the rehab division.”

Hiring people from the for-profit world can be another wake-up call. “Everything changed,”
says Dave McDonough, who ran a social enterprise in Los Angeles that employed people who
were homeless. “Right off the top, it was just the way the new people walked and talked and
dressed and approached their day. It was a big shock to the rest of us.”

Fundamentally, neither the traditional nonprofit approach nor the traditional for-profit
approach works in a double bottom line environment. Please see the chart on the next page for a
depiction of the changes required to create a new, hybrid culture. Many of the elements in the
chart are also reflected in the “critical success factors” discussed in the next section.
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“Crossing the Cultural Divide”

Copyright ©The Institute for Social Entrepreneurs

CATEGORY

TRADITIONAL
NONPROFIT MENTALITY

Primary benchmark

Indispensable condition

Primary stakeholders

Attitude toward earned income

Attitude toward making a profit

Tolerance for R&D

Attitude toward taking risks
(in the commercial marketplace)

Level of commitment when
launching a business venture

Basic business model

Strategic planning
methodology

Market research

Segmentation of markets

The "buyer"

Approach to marketing

Determining quality standards

Organizational heirarchy

Decision-making process

Executive compensation levels

Employee incentives

Typical attitude toward
non-performing employees

Crisis fall-back options
(beyond expense reductions)

Social returns

Year-to-year survival

Clients ("the people we serve")

Filthy lucre

Uncomfortable, "illegitimate"

Short-term (“cost")

Generally averse

Conflicted

Trytodoitall

Mission-driven

All but non-existent

Minimal

Clients first, then funders

Tactical

Nonprofit usually decides

Fairly rigid

Consensus

Marginal

Low risk, low reward

Forgiving

Seek contributions

TRADITIONAL FOR-PROFIT
MENTALITY

HYBRID (SOCIAL ENTERPRISE)
MENTALITY

Financial returns

Ongoing self-sufficiency

Customers (“the buyers")

Staff of life

Raison d'etre

Long-term (“investment")

Necessary evil

Committed

Capitalize on a niche

Market-driven

Extensive

Extensive

Customers

Strategic

Customers dictate

Very rigid

Heirarchical

Competitive

High risk, high reward

Harsh

Acquire debt, sell equity,
kill product or service lines

Double bottom line
(social and financial)

Ongoing sustainability

Clients and customers

Means to an end

A tool for sustainability

Medium-term (“investment")

Reluctant but willing

Conservative but committed

Focus on selected programs

Matrix-driven
(mission and market)

Extensive
Extensive

Customers first,
then clients, then funders

Strategic

Customers and clients dictate

Less rigid

Empowering

Increasingly competitive

Risk-taking rewarded

Tough

Seek contributions, acquire
debt, sell equity, kill programs
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CRITICAL SUCCESS FACTORS

In addition to changing their organizational culture, the pioneers in the field have found a
significant number of other factors come into play. Here are 14 they believe are particularly
important.

1. Candor

Entrepreneurs understandably fall in love with their business ideas — but love can be blind.
Starting a new venture, or even an earned revenue strategy, is difficult enough without being
honest about their product or service, their market, their competition, their resources. The
mantra is very simple: “Beware of yourself!”

Tony Wagner discovered the power of candor the day two of his Board members took him aside.
“It was probably the darkest day of my career,” he recalls. “I'd gotten into this ‘I can’t fail’ routine. |
kept saying, ‘Give me one more month and I'll make it work.” And | remember the Board meeting very
clearly when two guys I respect very highly looked me right in the eye and said, ‘Tony, it’s over.’ It
wasn’t until that point that | faced reality. As an entrepreneur, sometimes you just can’t admit defeat.
But I learned a valuable lesson. You need to have people outside you who aren’t as passionate or
emotionally involved who can ask the hard questions and say the things that need to be said.”

Employees can also be among a social entrepreneur’s greatest allies. Rich Gilmartin runs seven
businesses in Florida that collectively generate more than $30 million in revenue and employ
people who are disabled or disadvantaged. Over the years he has learned that some of his best
problem solvers are his employees — but only if they know that a problem exists. “We were doing
okay with one of our businesses,” he recalls, “but we weren’t generating the type of financial
contribution we wanted. We were real close, but we were constantly in the red, so we resigned
ourselves that things were as good as they were going to get. But one day the contract
administrator who reports to me went to a meeting with our employees and laid it all out. We’d
never done that before. The employees had never been told they were in the red —and when they
heard about it they basically said, ‘We can fix it!” It only took them four to six months to get us into
the black.” The experience prompted Gilmartin to open his books to all his employees. “We now
have a very transparent policy,” he says. “If employees want information about what’s going on
financially or how decisions are being made, we give it to them.”

Candor is especially important as a company begins to expand. “You have to be careful,”
says Kevin McDonald. “We started growing so quickly our infrastructure couldn’t keep up, so |
had to slow things down. We had to be honest with ourselves and be cautious about which jobs
to bid on rather than building up a reputation for biting off more than we could chew.”
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2. Clarity of purpose

What are the driving forces behind a decision to begin adopting or expanding entrepreneurial
strategies? The members of an organization’s entrepreneurial team must reach a consensus on this
issue before they start the planning process because they will be intensely scrutinized once they
begin and will need to have a consistent, compelling answer for their critics (and there will be
critics!). Here are four rationale developed by a nonprofit in Minnesota:

Mission: We will be able to serve more people

Survival: Our traditional sources of funding are drying up

Opportunity: The market is beckoning, already anxious to buy what we have

Freedom: If we can generate more of our own money, we will not be so bound
to the priorities and restrictions imposed on us by others

Those four words — mission, survival, opportunity and freedom — became the rallying cry for
the organization’s entire planning effort and a major reason for its long-term success.

But there is another aspect of clarity that is equally important, though it forces NGOs onto
treacherous soil because circumstances change so rapidly, and that is the answer to the following
question: “What will success look like?” It’s important to define some concrete, long-term goals
before getting started: They serve as a beacon and a source of energy — and without them social
entrepreneurs can lose their way. Rich Gilmartin made sure his employees understood in 2000 that
the company intended to grow from $13 million to $30 million within two years. “It was a big, hairy-
assed goal,” he laughs, “but we made it.”

3. Courage

The typical NGO is plagued by crises: Unless the Board declares entrepreneurial planning a
priority, it will be swept aside by the flood of day-to-day demands. Unfortunately, too many
Boards are reluctant to commit because they are either risk-averse or searching for a quick fix.
Both attitudes are understandable, but they conflict with marketplace realities.

The fact is, some earned revenue strategies and social sector businesses will fail. Unless the
Board is willing to accept that fact and take some chances, it should not proceed at all. And the
Board must also be willing to take a longer view: Too many members still think in terms of
“cost” rather than “investment,” and are therefore reluctant to proceed unless they can see a
rapid return. Entrepreneurship does not typically work that way. It takes time. A ten-year study
of 814,000 small businesses by the Massachusetts Institute of Technology (MIT) showed that
significant revenue did not begin to flow until the seventh year.**
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Rick Walker knew “we were heading into uncharted territory, so we formed a New Ventures
Committee” 18 months before he launched his first business. “We had Board members, staff
members, the people we served and their family members. We brought everybody together
and talked about doing something that was very, very different from what any of us were used
to doing in our job placement program or in our old sheltered workshop model.” Walker
believes the committee “instilled a sense of risk-taking across the organization” and set the
tone that made it possible for an entire network of businesses to emerge.

Even now, years later, Walker minimizes his exposure by spreading his risks. “A lot of people
say we’re in too many businesses,” he says, “but the issue for me is risk management.
Collectively, their impact is large — but each of them is small, so failure wouldn’t be critical to the
agency as a whole. The point is, we need to be prepared to eat our mistakes, and most
nonprofits are not real good at that. For example, each of our little businesses is generating
some revenue and creating some jobs, but if the ice cream store continues losing money
because we’re not able to solve our location problem, I'll kill it. We can’t afford those kinds of
losses. Or if the bookstore business goes completely kaflooey and starts doing terribly, I’'m not
going to let it imperil the agency as a whole. Or somebody could build a giant Motel 6 down the
street and be better prepared to respond to the market. We don’t have pockets deep enough to
compete in a situation like that, so it means we’d fold our cards, close our motel and go off in a
new direction.”

Of the six businesses operated by Esperanza Unida that employ Latino members of the
community in Milwaukee, two are profitable, three are slightly under water and one is struggling.
Over the past ten years, four others have come and gone, but Executive Director Richard Oulahan
does not consider that a bad track record. “You have to take risks,” he says. “Our community and our
organization and our Board basically feel we don’t have a lot of choice. If we’re sitting here losing
resources every day and people are being destroyed by our economic system, what do we have to
lose if we go out on a limb and try to make something work? You can’t be crazy. You've got to be
careful. But there’s nothing wrong with making mistakes. We’ve made a lot of them — but we look at
them as a natural part of development and growth. Nothing gets done unless you make them! You
try one thing and if it doesn’t work you try something else. Any time you create something, there are
always pieces on the ground around it when it’s finished. So we’re not afraid of mistakes. We just
figure that something’s always lost when you create something new.”

“Nothin’ surprises me any more,” says Kevin McDonald. “I've been doin’ this sort of thing
for 20 years, and | was a street urchin before that. | just know that if you believe in something
hard enough and work hard enough, it’s gonna happen. You just don’t quit no matter how hard
it looks. You just keep goin’ . .. .”
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4. Core values

Critics often ask how it is possible to balance mission and money, to talk about moral
imperatives and the profit motive in the same sentence. The answer lies in an organization’s
core values, a set of four or five basic principles that are clearly articulated, institutionalized,
and constantly reinforced. In order for something to qualify as a “core” value, according to
consultant Ronnie Brooks,

* An organization must be willing to accept the consequences
* The value must be freely chosen from genuine alternatives
» It must be acted upon as a regular pattern of action

* It must apply everywhere in the work

* It must last over time

» And the organization must be proud of it

Entering the world of entrepreneurship means an NGO will be confronted by temptations
that have never appeared before and will need to maintain an internal sense of balance. The
rules associated with core values are straightforward: Identify them before doing anything else;
make sure they can be quantified; build them into strategic plans and annual operating plans;
monitor them religiously; measure progress periodically; and trumpet results to the world.

Kevin McDonald says a core value in his company is that “our employees have to actin a
professional manner. When you’re dealing with recovering addicts, the first thing you have to
do is make sure they’re not using drugs. You can’t be la-dee-dah about it. The accountability
has to be there. You’ve gotta have discipline, and appearance is really important. Our people
are taught to dress, speak and act professionally. Part of our goal is to change people’s
perceptions of addicts as street people, and sometimes our people forget that the customer is
the person paying the bills. We have to go back to the basics. If somebody isn’t performing, if
they’re disrespectful to a customer, we’ll have to fire them.”

One of the core values at Gulf Coast Enterprises is emphasizing to employees that they are
responsible for all the company’s resources. Essentially, says Rich Gilmartin, “we want our
people to take ownership of both our tangible and intangible resources, regardless of their
specific jobs. We don’t want them thinking it’s somebody else’s responsibility. For example, in
most organizations, if you see a visitor who appears to be lost, hopefully a staff member will
give that person directions — but, in our system, the expectation is that you’ll actually walk
them to their destination, no matter what else is going on. That leaves a powerful impression.”

The core values adopted in 1989 by The Affirmative Business Alliance of North America
(now part of Workability International) and still in use today are as follows:

* Individuals with mental, physical, economic or educational disadvantages
are capable of holding real jobs, should receive competitive wages,
and deserve opportunities for career advancement and profit-sharing
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» Itis possible to operate successful businesses
while employing substantial numbers of individuals who are disadvantaged

» The first priority of an affirmative business is to operate a viable business,
not to employ a specific number of people

» Affirmative businesses treat their employees as employees, not as clients

5. Willingness to plan

According to the United States Small Business Administration, 90 per cent of business
failures are caused by management mistakes, not by competitors, changes in the market or
other external factors.*?

Here are three suggestions offered by some of the pioneers in the field to get off on the right
foot:

» Ask for help: Be sure the planning team includes some “business mentors,” proven
entrepreneurs who have successfully built their own small or medium-sized
businesses. They will provide a reality check that is invaluable. Also, bring in some
“wild cards,” people who may not know much about the organization or even about
business per se. Tell them their job is to ask all the “dumb” questions out loud, to
probe the areas others might neglect because they are too close to the table.

» Put somebody in charge: The planning team needs to have a leader — a single
person. Do not try to lead by committee — and do not ask somebody to be the leader
in addition to his or her regular job: Without a dedicated focus, the process will drift.

» Create a comfort zone: Once the entrepreneurial team has been assembled, take
some time to make sure everybody involved is comfortable with the organization’s
strategic framework, and that they know and agree on the answers to the following
five questions:

= What forces are driving us to adopt or expand earned income strategies?

= What is our vision (how do we want the world to change)?

=  What is our mission (what will we do to bring about that change)?

= What core values will guide us?

= What outcomes do we expect (what are our long-term social and financial goals)?

Most NGOs find it worthwhile to spend one or two meetings at the beginning of the
planning process clarifying the answers to these questions and are often surprised at what
happens. The “mentors” and “wild cards” (and occasionally the insiders) challenge some of the
organization’s most dearly held assumptions — and many times the answers begin to change.
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6. Building the right team

There are at least four critical components to building the right team for a successful social
sector business:

The leader: NGOs have historically made three critical mistakes when seeking a
qualified leader for their business venture:

Inadequate focus: “We started by simply assigning the project as an
additional set of responsibilities for one of our senior staff members,” says
Kathleen Buescher. “That was a big mistake. It set her and us up for failure.
As soon as things started popping, it pulled her away. We should have taken
the time early on to find a full-time CEO whose sole interest and total
energies could go to developing the company.”

Inadequate compensation: One of the most severe shocks to the system of
an established NGO is discovering how expensive talent can be. The CEO of a
social sector business owned by an NGO will frequently earn (or have the
opportunity to earn) a much higher salary than the CEO of the parent
organization. It takes a courageous parent CEO to let that happen.

Inadequate flexibility: Few things will de-motivate an entrepreneur more
than having to carry out somebody else’s business plan. “Don’t be afraid to
hire somebody smarter than you — then give them the freedom to operate!”
says Jim Westall, whose business in Port Townsend, Washington, takes young
men off welfare. “Use benchmarks to monitor their work — but get out of
their way!” In other words, find a CEO first, then let him or her create the
business plan.

The senior management team: One of the findings during the ten-year MIT study of
814,000 small businesses during the 1980s and 1990s was this: The survival rate of
companies that had at least five people in the brain trust at the beginning was
substantially higher than those that had four or fewer.?® The first thing smart CEOs
dois surround themselves with people who have the talents and expertise they lack.

Industry expertise: “It’s relatively easy to enter the temporary help business,” says
Roy Soards, who did it successfully in Oregon. “There aren’t many obstacles. But our
biggest mistake was not bringing in an expert from the start. We thought this would
be a really easy business, and we simply didn’t get the expertise we needed. We
don’t do this anymore. Any time we start a new business these days we hire expertise
first.” Julius Walls of Greyston Bakery could not agree more emphatically. “It may
sound obvious,” he says, “but it needs to be emphasized. We needed to have
expertise in bakery science. We understood the art, but we didn’t understand the
science, how ingredients react with each other and why. We understood how to

23 | “Migrating from Innovation to Entrepreneurship” (by Jerr Boschee)



make our product every day, yes, but if somebody asked us to deviate from what we
were doing it wasn’t as clear how to change and modify.” And when Bobbie Lenz
started searching for somebody to run her bulk mailing business in Duluth,
Minnesota, that employs people who are developmentally disabled, she turned to a
woman who had significant experience working for the post office. “It made a very
big difference,” says Lenz. “No matter what kind of business you start, you have to be
an expert at what you’re doing. If you don’t do that, you don’t have anything to offer.
With us, it meant we had to learn the mailing regulations and keep up with constant
changes — so our customers wouldn’t have to.” Kathleen Buescher emphasizes that at
least some of the Board members for any social sector business should also have
experience in the specific industry — not doing so hampered her initial efforts in St.
Louis. And a thriving direct mail catalog business for women operated by a women’s
shelter in New York state failed because when times got tough (paper costs,
fulfillment costs and online competition all escalating), there was nobody on the
Board who understood the nuts and bolts of the business well enough to be helpful.

» The employees: Building an effective group of employees — and a viable social sector
business — requires NGOs to meet at least three basic challenges:

= Recruiting and retaining people with the right attitudes and skills: NGOs installing
an entrepreneurial culture will often have to make some tough choices about
staff members. Some of their most loyal, long-term employees will not
understand the new culture. Some who do will not accept it. And some of those
who embrace it will not have the talents to thrive. Some form of compassionate
out-placement is the best solution, for them and for the organization.

= Creating a blended workforce: Most social sector businesses that employ the
people they serve develop what is known as a blended workforce. The
optimum mix differs depending on the type of business, but 60 to 75 per cent
of the employees are typically drawn from the target population, the rest from
the general population.

= Firing people who do not perform: Rick Walker’s businesses employ people
who are developmentally disabled, but he says “you’ve got to be absolutely
ruthless about making changes whenever they’re needed. We fire people.”
Julius Walls is equally adamant. “We do not do make-work,” he says. “We
don’t have pseudo-welfare jobs or a sheltered workshop. You must perform.
We have very strict standards.” John DuRand, the retired founder of
Minnesota Diversified Industries, calls it “giving people the dignity of allowing
them the opportunity to fail,” and Jim Westall says “there is a lot of dignity in
knowing what the expectations are and being able to achieve them, being in a
workplace where you really feel valued. We benchmark everything, so people
know how they contribute to the success of the company. That’s tremendously
important for them, to know they’re part of something significant.”
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7. The separation strategy
In Paul Firstenberg’s book Managing for Profit in the Nonprofit World, he writes:

The basic point . . . is that the creation of a successful profit-making component
within a not-for-profit environment — the building of a culture-within-a-culture, so
to speak — is a difficult business . . . . The chances of successfully doing so will be
enhanced if the (profit-making) component is, from the outset, clearly labeled as
such, and its different objectives and need for a different operating style are
recognized from the start. . . . The greater the separation in terms of form, staffing,
oversight, and location, the greater are the chances that the profit-making
component will be able to function with the necessary clarity of purpose and
operating style appropriate to its objectives.?*

Entrepreneurial business ventures have to move quickly, and they cannot do so if they are
encumbered by bureaucracy. For that reason, any social sector business started by an NGO
should be kept as separate as possible from the parent organization’s other operations.
Although it is reasonable to incubate the business internally for a short period of time, the
sooner and more completely it can be separated, the better its chances for success.

Part of the separation strategy for a social sector business is a willingness to create an
independent Board of Directors, which should have no more than six or seven members, most of
them outsiders:

» Three or four should be proven entrepreneurs

* One should be a person in the business of starting businesses
(a seed capitalist or an attorney specializing in startups)

* One should be the senior executive of the parent NGO
(to serve as the conscience of the new company,
but not to become involved in operations)

* One should be a champion from the parent Board
who is specifically charged with protecting the new venture
from interference by either the parent Board or staff

Relinquishing control of day-to-day operations in a social sector business is a terribly
difficult thing for most NGO Board and staff members to do, but, as Firstenberg points out, it is
a fundamentally important strategy, especially when taking a business to scale.

25 | “Migrating from Innovation to Entrepreneurship” (by Jerr Boschee)



8. Strategic marketing

Marketing is not a business function — it is the business. And it begins when the senior
management team makes two important strategic decisions: What products or services to offer
and what target markets to pursue.

Unfortunately, when most social entrepreneurs begin thinking about marketing, they
immediately focus on tactics: Creating a brochure, writing a news release, staging a special
event, offering a discount. Strategic and tactical marketing are certainly related, but strategic
marketing is the parent and tactical marketing the child.

The key strategic marketing questions are these:

Who are our customers?

What do they want/need/value?
Can we provide it?

Should we provide it?

How should we position ourselves?
Can we win?

The key tactical marketing weapons are these:

Packaging (product or service design)

Pricing

Distribution channels

Marketing communications (advertising, publicity, sales promotion, personal selling)

There are two fundamental marketing strategies, both of which are relevant for social
entrepreneurs:

Market push: This is the only strategy available when a social entrepreneur is
attempting to introduce a product or service that has never before been
commercialized (for example, hospice care in the United States in the 1970s) — the
entrepreneur must “push” the new product or service into the market (a process
sometimes called “market development’). It is a long and difficult journey.

Market pull: The situation is different when an NGO is thinking about entering a market
already occupied by competitors, which is typically what happens when an established
NGO attempts to capitalize on its organizational strengths by starting a business. The
temptation is to push — to start with its established products and services, offer them for
sale and hope somebody will buy them — but the proper approach is to start with
potential customers, discover what they need, then build it. In this way the NGO will be
pulled into the market by its customers, a vastly preferable situation.
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9. Viability first, not mission

Perhaps the greatest obstacle Jim Westall sees in running a social sector business is what he
calls “value rubs.” Sometimes, he says, “you have to make decisions about sustainability that
are at least temporarily in conflict with your mission. You just have to do it. You have to
depersonalize those conflicts and solve the problem. But in my work with other nonprofits, I’'ve
seen those value rubs absolutely destroy their businesses.”

Implicit in the argument offered by Westall and others is the belief that if the business is not
viable, it will not survive — and, if it fails, the entire discussion about social impact becomes
irrelevant. Dale Novotny of Applied Industries in Longview, Washington, who provides
employment opportunities for people who are disabled, makes the point succinctly: “We’ve
always been very focused on being a business first. We’re a social service business second.”

Rich Gilmartin ran into a “value rub” in his Florida janitorial business, which employs people
who are developmentally disabled. “In order to keep our prices competitive,” he says, “we’re
consistently looking for ways to introduce new technology, and that usually translates into
automation or more efficient equipment. For example, we’ve traditionally had a person
manually operating a floor-waxing machine that can do swipes of 24 to 28 inches wide. But now
we’ve identified some labor-saving machinery that’s much more expensive on the initial end
but will reduce our labor consumption and allow us to hold down costs. That means we’ll be
employing fewer people in the short run, but in the long run it can make our prices competitive
and allow us to secure more contracts — and ultimately create even more jobs.”

10. Focus, focus, focus

Over the years, social entrepreneurs have learned some painful lessons about the market.
Here are three:

» Do not wander too far afield: Too many NGOs are charmed by the promise of an
unrelated business, a cash cow that somehow supports its social mission. During
the late 1970s and again during the early 1980s, a number of nonprofits across the
United States began to pursue unrelated business income in an attempt to offset
the escalating cuts in federal and state funding. However, this meant they were
delving into areas unrelated to their social mission, and most of the efforts failed:
The nonprofits were not only trying to start a business (which they did not know
how to do), but were also trying to do it in an arena they knew nothing about.

» Find and define a niche: The market can be tumultuous and cruel. To succeed, social
entrepreneurs must have a sound business concept, regardless of whether they are
enhancing an internal program or contemplating a spin-off business venture. In
other words, they need a market niche — a product or service, somebody who wants
it, and somebody who is willing and able to pay for it. For NGOs, of course, the last
part is frequently the toughest, because the “client” and the “customer” are often

27 | “Migrating from Innovation to Entrepreneurship” (by Jerr Boschee)



two different parties. But, as Paul Hawken says in his book, Growing a Business, the
goal of any entrepreneurial effort is to reduce the business idea to its essence — and
then continue reducing it until reaching a space that is small enough to defend but
large enough to achieve the organization’s financial objectives.”

» Beaplayer or do not play at all: This one takes real courage, but it gives NGOs a
way to grapple with the classic “80/20” problem that occurs when they devote 80
per cent of their management time trying to fix the 20 per cent of their programs
that should actually be eliminated. It is very difficult for NGOs to kill programs, but
the pain can often be mitigated by finding a home for them in another organization
better positioned to provide the service. By doing so, NGOs will simultaneously be
freeing themselves to concentrate on the programs where they are better
positioned — and the clients and customers of both NGOs will be better served.

11. Customer service

The customer may not always be right, but the customer is always the customer. Once a
social sector business is underway, customer service is the most important factor for ongoing
success.

For example, one of the biggest surprises for Kathleen Buescher has been discovering that
“when you’re working with the corporate sector, everything is negotiable, unlike government
contracts where it’s ‘thou shalt and thou shalt not.” So it’s very important to stay in tune with
your corporate customers, stay very attentive and sensitive to their needs. We don’t want to be
just a short-term contractor. We want to be an ongoing resource to supervisors and to
management.”

“We will never forget our customers are the ones who keep us in business,” says Kevin
McDonald, “so you have to treat ‘em right. They are always right. If we do something wrong,
we respond immediately and take care of the problem. That’s just so important . . . but people
forget that. When customers appreciate what you’ve done it’s the best form of advertising you
can get. It’s like buying cars: You go back to somebody you’re comfortable with.”

Almost by accident, Bobbie Lenz discovered customer service gave her company a unique
selling proposition. “Right from the beginning,” she says, “as a nonprofit, we were always
mission driven, always centered on what was best for our clients. But very early in our existence
as a business we realized running it successfully meant we had to use the same approach with
customers. ‘Here we are,” we said. ‘What do you need? We’ll do everything to meet your
needs.”” That determination to do what was best for its clients and for its customers emerged
from what Lenz calls one of her organization’s core values: The importance of choice for people
who are developmentally disabled. “That’s what our business venture has been all about,” she
says. “These days, customer service is hard to find, but we’ve bent over backwards to provide
extraordinary customer service. We’re definitely people-oriented, and that’s part of our
heritage as a nonprofit.” She also discovered a practical reason to emphasize customer service.
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“Initially,” she says, “here we were, this human service agency with severely disabled people
doing mailings, and a lot of people had a problem with that. So we never used the heart on the
sleeve, ‘Oh, please put these poor people to work,” approach. Right from the beginning we said,
‘Use us. You need to. It’s good business.” That’s why referrals and word of mouth have worked
so well for us. You need to act like a business, not a human service agency.”

Rich Gilmartin predicts “if we’re not accessible to the customer, we probably won’t be their
vendor very long. Customers often tell us management for previous vendors stayed at a great
distance, never came to talk with them —and if decisions had to be made, the local person was
not empowered to make them. So we mount a concerted effort to empower the person on the
site to make the greatest scope of decisions possible — and we also have people from our
headquarters office traveling to each site on a regular basis, in part to spot problems before the
customer sees them and they become big problems.”

One of the obstacles Gilmartin and his staff have managed to overcome has been “not
hearing a message early enough.” As an example, he cites the company’s custodial contract on
a naval air base. “They’d been telling us for months we were missing the mark,” he remembers.
“They weren’t ringing any fire alarms or loud bells, but they were saying improvements were
needed here and there. We were listening — we thought — but then we discounted the
information and came up with reasons why things were the way they were and why we were
doing everything we could be doing. Then they set off the fire alarm. ‘We’ve been telling you
for six months that things need to be fixed,” they said, ‘and we’ve seen no noticeable attempt
to fix them. So now your contract’s at risk.” It took us 18 months to eradicate that situation and
turn it around. It didn’t take that long to fix the problems, but it did take that long for the base
to believe our fix would stick.”

Gilmartin also believes his company takes customer service a lot farther than most. “If you
just do what people expect, and that’s it,” he says, “they almost don’t know you’re there — and
when it comes time for contract renewal or adding contracts there’s no substantial advantage.
On the other hand, it makes a difference if you do something a little out of the ordinary — like
leave behind your business card with a handwritten note, or leave a Hershey’s candy kiss on
someone’s desk, or if you find a $5 bill on the floor and call it to the attention of the ownership
instead of shoving it into your pocket and walking away. It can be any number of things,” he
says. In many situations, for example, the previous vendor did not wear uniforms. Gulf Coast
employees not only wear uniforms, “but we put our name on them and we let customers pick
the color. It all sets a tone immediately that is different than what the customers expect.”

12. Quality

“We will make no compromises on quality just because the work has been done by people
with disabilities,” says Rick Walker. “If you rent a room at our motel it will be the bloody
cleanest hotel you’ve ever been in. If you go into our ice cream store you’ll have a perfect
experience. Not, ‘Isn’t that cute!” but ‘This is great!” | make life miserable for people around me
on that issue.” Walker says community skepticism about the ability of his organization to
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successfully operate its businesses “can only be overcome in two ways. Number one, don’t give
them an avenue for an opening by having quality failures. And the other is to outlive the
bastards and patiently go about what you’ve been doing.”

“The customer won’t pay for mistakes,” says Bobbie Lenz. “If you screw up, you’'re costing
yourself money, so quality control is essential. You have to do it right the first time.”

And Rich Gilmartin believes measuring employee performance is critical. “Before we started
actually doing it,” he says, “we would sometimes say ‘this is important’ and then not measure
it, or we’d measure it for a time and stop — and lo and behold performance would deteriorate.
So now we do focus groups and have periodic performance meetings with our clients. We track
things historically to see if they’re on the rise, or flat — or, worse yet, going downward.”

What sets Jim Westall's asbestos abatement company aside from its eight competitors in
the state of Washington is its certification as an ISO 14000 provider, an international
environmental quality standard. “You have to be able to document precisely what’s happening
with the asbestos every step of the way,” he says, “so it can be tracked for at least 20 years.
Sometimes we can’t remove it, so our job is simply to encase it so it can’t be touched.” Being
certified gives Skookum an edge on its competitors and also reassures its clients. “Here we are,”
laughs Westall, “telling our customers we’ll do asbestos abatement — and that we’re going to
hire the least capable members of the community to do it! In an area that has a tremendous
liability for the customer! And they’re going to look at us and say, ‘Huh, sure you are!” And we
can say we’re the only asbestos abatement company in the state of Washington that is ISO
certified.”

13. Aggressive pricing

When setting pricing strategies, NGOs are gradually learning to think in terms of annual
budgets, not just unit costs. For example, successful for-profit service companies in the United
States typically have a gross profit margin of 40 to 60 percent on everything they sell —in order
to finish the year with an over-all net margin (after overhead, payroll and other internal and
external sales costs have been deducted) of three to five percent.? In other words, if it costs
$1.00 to deliver a product or service, NGOs need to be charging $1.40 to $1.60.

Of course, abruptly introducing price hikes of that magnitude would come as a shock to
most current payers. Nevertheless, any NGO hoping to become increasingly sustainable or self-
sufficient will have to consider this approach and, at the very least, begin raising its prices
incrementally. Rich Gilmartin’s company frequently wins contracts despite having a higher price
than its competitors. “Often,” he says, “the customers have already been there — and realize
they may have shot themselves in the foot by going with the lower price. Now they’re looking
around because they feel like they’re not getting what they expected — or maybe they’re just
asking for a higher level of service.”
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However, charging a price is one thing, collecting another. Dave McDonough discovered a
harsh truth: “You pay your employees every Friday and you send out invoices once a week,” he
says, “but you don’t get paid for 30 or 45 days.” At one point during its history, his Los Angeles
social enterprise “had a bad accounts receivable problem, and we discovered the primary reason
was our inability to get our invoices out on time. And then when they did go out they were
wrong! So the customer would say, ‘Well, this one’s wrong, I'll just set it over here.’ It was
amazing, really. So we hired a woman for our finance department who had a background in
collections — and it turned out it wasn’t really a collections issue at all as much as it was a follow-
up issue. After that we made sure the invoices went out on time, called customers to follow up
and in just a few months went from having about 60 per cent of our accounts receivable unpaid
after 90 days to having the bulk of them paid within 45 days.”

One of the major pressures on pricing, of course, is competition, which often changes the
landscape dramatically. “There used to be more companies competing with us,” says Kathleen
Buescher. “Now there are fewer, they’re a lot bigger, and they’ve turned employee counseling into
a commodity business. And that means pricing has become a very big deal. We used to be able to
charge our corporate customers $30 or $35 per year per employee — now it’s down to $12 to $18.”

14. Strategic partnerships

Few businesses today can survive in the market without forging strategic partnerships. Four
of the most powerful types include operational philanthropy?’, supplier relationships,
distributor relationships, and cause-related marketing (“licensing”).

» Operational philanthropy occurs when a for-profit company creates a business
relationship with a nonprofit instead of giving it a grant — and therefore becomes
dependent on the nonprofit’s performance for its own success. For example, Pioneer
Human Services in Seattle, employs disadvantaged men and women to manufacture
aerospace and sheet metal products for the aircraft, telecommunications, electronic and
other industries (including cargo liners and more than 8,000 other parts for Boeing
aircraft). Pioneer businesses also include warehousing, assembly, contract packaging and
food purchasing services, plus a central kitchen facility and a number of retail cafes, and
the total annual revenue from all of them in 2004 came to more than $51 million — with
99.7 per cent coming from earned revenue. The company, led by President Mike Burns,
recently received national recognition for “pioneering a new model for social change and
setting an agenda for nonprofit organizations nationwide.”?®

» Asupplier relationship takes place when either the NGO or the for-profit company
supplies personnel, raw materials and/or finished components to the other. Greyston
Bakery is a prime example: It supplies more than 10,000 pounds of brownies and
blondies a day — nearly three million pounds a year — that are used in five Ben & Jerry’s
ice cream products in the United States and in its products throughout Europe and the
Mideast. Annual sales for Greyston are $4.2 million, with a 3.7 per cent net profit — and
the bakery provides 50 jobs for ex-convicts and others who have barriers to employment.
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A distributor relationship occurs when either a for-profit company or an NGO channels
its products or services to customers through the other organization’s network. A
common example in the United States takes place when for-profit companies partner
with nonprofits to access federal and state “set-aside” programs (in which government
contracts are offered first to nonprofits). Another is the relationship Bobbie Lenz’s bulk
mailing business has with the post office. “They’ve given us a lot of technical assistance
and taught us everything we’ve learned about the business,” she says, “and, for them,
having somebody like us is helpful, because it reduces the number of organizations
showing up with bulk mailings that aren’t sorted or otherwise ready for mailing. When
people like that come to them, the post office sends them to us.”

Cause-related marketing occurs when a nonprofit licenses the use of its name to a
commercial company. The combination can be powerful: It can enhance the reputation
and boost the sales of a for-profit company and simultaneously increase the credibility
and generate earned revenue for a nonprofit. For example, during 90-day periods in the
spring of five consecutive years, each person who used an American Express credit card in
the United States knew four per cent of his or her purchase price went directly to Share
Our Strength, one of the nation’s leading anti-hunger organizations. The partnership
raised $43 million and funded more than 1,000 local, state, national and international
organizations. But the goals do not have to be so ambitious: When Clif Bar, Inc., one of the
country’s leading manufacturers of energy bars, decided to help the Breast Cancer
Foundation by creating the LunaBar and donating a percentage of sales to the
Foundation, the first year’s proceeds were only $5,000 — but by 2004 had grown to more
than $300,000 per year, about 10 per cent of the Foundation’s annual operating budget.

CONCLUSION

The rules of the game for NGOs have changed dramatically during the past 20 years.
Operating costs have soared, resources available from traditional sources have flattened, the
ranks of NGOs competing for grants and subsidies have mushroomed, and the number of
people in need has escalated beyond our most troubling nightmares.

This essay has been an attempt to clarify both the promise and the perils attached to social
entrepreneurship. And the pioneers in the field have some final warnings:

Do not enter the world of entrepreneurship unless you are personally energized by
the idea — it is not for the faint of heart. Do not attempt to do it because you think
you “should” or because others insist. Unless you are ignited by the prospect, unless
it drives you out of bed in the morning and sends you charging into the day, it is not
for you.
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» Ask yourselves some important threshold questions. Is this something we really
want to do? Is the timing right? Do we understand the risks and are we willing to
take them? Are we being realistic about possible results? Do we have enough
staying power (money, time, psychic energy)? Have we the right people (or can we
find them?) — and are we willing to give them the freedom, responsibility and
authority necessary for entrepreneurial success? Positive answers to these and
other questions will not guarantee success, but they may give you the confidence to
proceed.

» Do not underestimate the resources you will need: The biggest mistake Jim Westall
made when developing his asbestos abatement business “was the timeline. We
thought it wouldn’t take nearly the capital or the time. You know, the old ‘rosy
scenario’ planning process. We kept digging into our capital.” And the necessary
resources were not limited to money: They also included people, facilities, time and
other scarce commodities. “In order to get started,” says Westall, “we had to acquire a
whole different level of skills. We really had to gear up. We had to train ourselves and
then our employees. It took months and months of pretty intensive work, and we
climbed into a large hole before we got out with our first contract. We spent almost
half a million dollars buying equipment, traveling, buying people, getting people
trained. But we were in it for the long haul.”

* Watch the numbers, every day: It became apparent to Tony Wagner early on that
his training as a nonprofit manager did not prepare him for the realities of running a
business. “You’ve got to have an absolutely brutal discipline about the financial end
of the business,” he says. “I'd been a nonprofit manager for years, but until we
started our business there’d never been a time when | needed daily financial
information.”

» Grow organically. The most dangerous time for any small business is when it attempts
to grow from being a “big small” business into a “small big” business. Financial
resources are stretched, emotional stress escalates, psychic energy dissipates,
competitors get in the way. “We made some significant mistakes,” admits Rich
Gilmartin. “We were still operating as though we were a twenty-five to a hundred
person operation long after we’d passed that point.” Dave McDonough remembers
“the vacuum effect” when a large customer “sucked up people from everywhere and
became our only focus. It was a shock to the system.” And Richard Oulahan
emphasizes how important it is for NGOs to sometimes say no, either because it rubs
against their mission or because it dangerously extends their resources.

» Be flexible. There are no guarantees, no perfect plans. All the other advice offered
by the pioneers in the field is simply a way to shape the field of play: Ultimately,
success or failure depends on the willingness of social entrepreneurs to do whatever
is necessary. As a wise man once said, “Things turn out best for those who make the
best of the way things turn out.”
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Making the transition from innovation to entrepreneurship is fraught with dangers. Years
ago, Pablo Eisenberg, Founder and Chairman Emeritus of the National Committee for
Responsive Philanthropy, wrote that “far too many charities have . . . forgotten the distinction
between for-profit and non-profit activities, between fulfilling a mission and survival at any
cost. . .. The appeal of non-profit organizations is their commitment to public service . . . itis
not as a shadow private sector.”*

But, according to Kenneth Mason, the former Chairman of Quaker Oats, “making a profit is
no more the purpose of a corporation than getting enough to eat is the purpose of life. Getting
enough to eat is a requirement of life. Life’s purpose, one would hope, is something broader
and more challenging. Likewise with business and profit.”*

And nonprofit executive Robert Harrington may have put it most succinctly, and in terms

social entrepreneurs would resoundingly endorse: “If you want to help the poor people of the
world,” he said, “step one is to make sure you’re not one of them!”
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