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FOREWORD

Natalie Abatemarco, Managing Director
Citi Community Development and Inclusive Finance

Today, commercial corridors and property values in cities
across the nation are benefiting from revitalization, yet at the
same time, many local residents who have lived and worked

in these communities for decades have not experienced the
same benefits of increased wealth. As a founding member

of the Asset Building Policy Network [ABPN], Citi has gained
insights that taught us how to better understand the contributing factors and challenges
associated with closing the racial wealth gap in America. We recognize that creating solu-
tions for low-and moderate income communities, particularly communities of caolor and
immigrant populations, requires intentional economic development strategies designed
to preserve and build wealth within neighborhoods where people live and work. Utilizing
this lens, Citi Community Development is collaborating with The Democracy Collabora-
tive, to better understand ways to support economic development models that have the
potential to facilitate local job growth and retention, stahilize neighborhoods, and create
sustainable wealth. At Citi, we are excited to look at these models that focus on how to
sustain locally-owned, “legacy” businesses that are at-risk of closing especially in low-in-
came neighborhoods, in order to help bridge the racial wealth gap and boost minarity
small business.

Through our partnership, we have learned how key stakehalders in major cities are collaborating across
industries and sectors to leverage and combine financing tools to complete projects and demonstrate em-
ployee-ownership models that prove a business case for investing in more equitable and inclusive econom-
ic growth. Broad-based business awnership models can be a transformative way of enabling businesses

to remain in neighborhoods, continue to evolve and grow their business model and services, and expand
wealth among employees who tend to live in the neighborhood of the business. Employee ownership, par-
ticularly among people of color, presents a tremendous opportunity but increased knowledge and focus on
how to finance these models efficiently is necessary to achieve scale. A number of case studies highlighted
in this publication are compelling and will likely continue to be researched and documented to amplify the

economic impact of the company and spillover impact for the local community.

At Citi, we believe that community development is most successful when all have access, can participate,
and benefit from their contributions to the local economy. With a particular focus on urban communities,
we aim to help build more inclusive cities and value unigue investment approaches and partnerships that
contribute increased growth and ownership for local businesses and residents. We look forward to following
the highlighted case studies, learning about new projects, and continuing the dialog about financing the

inclusive economy.

September 2016
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Broad-based ownership
models bring substantial
henefits to communities and  SUMMARY &

workers, particularly those of INTRODUCTION
low and moderate income. These models are poised

for substantial growth as

toals for solving the massive
prablem of ecanomic inequality. In an economy where wages have been stagnant
for decades—and a disturbing 40 percent of jobs are now part-time, temporary, or
contingent—public interest in models fostering broad-based ownership has grown
substantially.* Worker-owned companies, social enterprises, and related models
with broad-based ownership are increasingly being seen as highly valuable tools
for stemming and reversing rising economic inequality. How can these models
grow to create more and better jobs and broader ownership opportunities? Every
enterprise needs financing to grow. Where can the financing for broad-based own-
ership models be obtained? This report identifies ways to address these challeng-
ing questians.

EXECUTIVE

Designed as a guidebook, this report seeks to demystify the financing of broad-
based enterprise, and to show how and where these kinds of enterprises may be
well pasitioned for job-creating growth. It was written with the hope of increasing
understanding and comfort levels regarding financing these enterprises. The in-
tended audience includes financial service providers, impact investors, foundations,
local government, community development leaders, and others.

This guideboaok forms the third part of a three-valume series, Building the Inclusive Econ-
omy, which focuses on the power of broad-based ownership models. The first report in the
series offered an introduction to six models, showing how these madels create jobs and
broadly held wealth. The second looked at a cooperative development ecasystem. This report
looks at how broad-based ownership maodels are financed to build community wealth. The
models explored here are: cooperatives, employee stock ownership plans (ESOPs], social en-
terprises, hybrid enterprises, and municipal enterprises. Sidebars also look at how commu-

nity development financial institutions [COFIs] are supporting these efforts.

Broad-based ownership maodels, in many cases, emplay traditional financing. The basic
toals of debt and equity still apply to these ownership forms. Yet because these madels have
warker and community benefit as part of their care purpose, they have also evolved partic-

ular financing approaches that match their social aims. As these maodels spread, the role of



lenders and investors will grow in coming years. That makes it critical to increase the field’s under-

standing of the role of finance in supporting these models, how that role differs from traditional

finance, and how that role is evolving.

Five key characteristics of financing broad-based ownership models that build community wealth

for low- and moderate-income residents are:

Investor returns on financing broad-based owner-
ship models vary across the spectrum of enterprise
ownership. ESOP financing fits well within the frame
of traditional investing. Indeed, research shows that
investars in companies with broad-based employee
awnership plans yield better returns than those with
concentrated executive ownership.2 No tradeoff is
needed. Municipal bonds, on a risk-adjusted return
basis, are also competitive. Given the tax advan-
tages, public bonds can even offer superior returns.
However, financing of worker co-ops and nonprofit
sacial enterprises may need to be on the basis of
below-market returns. In these cases, the aim is to
permit investors and lenders to generate pasitive re-
turns, while also allowing warkers and the community

to share in the benefits and build community wealth.

Philanthropic and government funding are im-
portant in business development in low-income
communities. Traditionally, a new business often
starts with persanal and family financing and then
proceeds to qualify for lender and investor capital. By
contrast, when working with low-income populations,
philanthropic and government funding at startup and
growth stages can be critical; private capital tends to
come later. Often—though not always—this private
capital is socially ariented, patient capital. Amang the
reasons: Low-income, low-wealth warkers and com-
munity members often lack the resources to finance
a business on their awn. Also, outside suppart may be
needed to cover the technical assistance invalved in

the financing transaction.

Non-traditional, specialized, and innovative forms
of finance are often inveolved. Cooperatives tradi-
tionally use membership fees and member loans

as forms of financing. The co-op sector also has a

handful of specialty lenders dedicated to that sec-
tar. Similarly, the ESOP field includes consulting and
financing firms that specialize in ESOPs, and some
financial service providers specialize in this type of
lending. Another innavative madel is the direct pub-
lic offering (DPQ], in which enterprises raise capital
directly from their stakeholders, such as customers
and neighbors; the DPO is in contrast to the maore
anonymous, dispersed relationships of an initial
public offering [IP0] linked to stock market trading.
Also of increasing importance are new crowdsourc-
ing methods, such as those for non-accredited
investors that are incorparated into the Jumpstart
Our Business Startups [JOBS] act.

Ecosystems of support reduce risk and increase
likelihood of success. The cultural view of traditional
firms tends to embrace a myth of the lane, heroic en-
trepreneur, succeeding against the odds and amass-
ing untold wealth. Broad-based ownership models,
by contrast, are aimed at broadly held wealth, and
they succeed best when embedded in community
ecosystems of support. New York City, for example,
has in recent years committed millions of dollars to
supporting worker cooperatives, and the first year

of this initiative saw the number of worker-owned
cooperatives nearly double in that city.® Rising Tide
Capital, based in Jersey City, New Jersey, supports
low-income and immigrant entrepreneurs, and has
achieved an impressive five-year survival rate for its

entrepreneurial businesses of 87 percent.”

Knowledgeable lenders are needed to transition
entrepreneur- and family-owned firms to worker
ownership. Cansensus is growing amang econa-
mists that locally owned companies—particularly

small and fast-growing companies—are one of the



primary sources of job and economic growth in the
United States.® This is leading increasing numbers
of community ecanomic development leaders, foun-
dations, and local governments to begin supporting
the startup and growth of locally owned firms, most
of which are owned by founders and their families.
Far less attention goes to exit strategies for these
owners. Yet no entrepreneur lives farever, and very
few family firms make it to the second or third gen-
eration of family ownership. Too often these firms
ultimately are closed, or are sold to private equity or
to competitors, which frequently means many jobs

are lost. Transitioning these firms to warker owner-

ship preserves jobs and helps halt the trend toward
growing inequality. Traditional lenders, by becoming
knowledgeable about financing sales to workers, can
play a leading rale in this vitally impaortant transition,
which is poised today to grow massively as baby
boom entrepreneurs retire. This has been termed

by leading cooperative community developers “the

lending opportunity of a generation.”®

Each of the five models covered here has its own
nuances in financing methads. To summarize key

takeaways of this report:

Financing Cooperatives: Cooperatives are member-owned businesses, based aon the prin-

ciple of ane member, one share, one vote. As the oldest form of broad-based ownership, the
cooperative model in some sectors has highly developed financing systems. Rural coopera-
tives [farmer-owned and rural utility co-ops] have the federally backed Farm Credit System;
ane part of this national network is CoBank, a national co-op bank with $117 billion in assets,
which in early 2016 paid out more than half its annual earnings as dividends to mem-
ber-owners. It has been named one of the world’s safest banks. It offers a model of what a

highly developed financing sector might look like one day for other types of cooperatives.”

Particularly promising for job creation are worker-owned cooperatives, the number of
which is increasing rapidly today, although there are still anly 350 in the United States.
Innavative or alternative forms of finance include member contributions [often a relatively
small proportion of capitalization], peer financing among cooperatives, sales of preferred
stock [with lower vating rights), direct public offerings (in which shares are sold to stake-

holders, with less expensive legal fees than initial public offerings), and foundation funding.

Financing ESOPs: An ESOP is a form of employee ownership where employee shares are
held in a retirement trust. There are far more ESOPs than worker co-ops—about 6,800
ESOPs in the United States, with a total of 10.5 million employees; about 4,000 of these
companies already are or will become majority employee-owned. This well-established
sector has a large advising industry, with specialty consulting and financing firms that
serve these companies. Close to three-quarters of ESOP conversions are leveraged via
bank and seller loans. In contrast to cooperatives, employees become owners in ESOPs
without paying a cent; companies fund contributions to an ESOP trust, and employees
receive shares in the trust as a retirement benefit. Significant tax advantages accrue to

those who sell to an ESOP, and to ESOP companies themselves.®



[

The coming retirement of baby boom entrepreneurs offers an enormous opportunity to
grow worker ownership, both ESOP- and cooperative-owned. One estimate says 671,000
middle market businesses [between $10 million and $1 billion in revenue] will have to be
sold, closed, or otherwise disposed of between 2011 and 2029, by baby boomers alone.®
ESOPs will not be appropriate for all of these, but could be used for many of these.*®
UCSD business professor Martin Staubus estimates more than 150,000 may be well
suited for conversions to ESOPs.*! Still others, especially smaller businesses, could con-
vert to warker cooperatives.*? Employee ownership thus could ride this wave to become a

force for reducing inequality and benefitting communities.

State or city employee awnership programs and other public incentives are among the
growing supports for ESOP financing. A potentially large yet little-used incentive for ESOP
financing is the Small Business Administration’s 7(a) program, which offers partial loan guar-

antees; it includes special incentives for ESOPs that are not widely knawn.

Financing Social Enterprises: Social enterprises, broadly construed, are arganizations
that employ commercial strategies to achieve a sacial mission. They can be divided
loosely into twao categories: 1] nonprofit social enterprises, which have a revenue-gen-
erating model covering part or all of operating costs, and 2] for-profit social enterprises,
which encompass companies that are mare traditional in their business madels and
have a strong social mission. The secand kind is most likely to be capable of attracting

financial capital and providing a competitive return.

Innovative financing methods for nonprofit social enterprises include program related
investments by foundations, social impact bonds, and the federal Social Innovation Fund
created in 2009. For-profit social enterprises may attract impact investments. In recent
years, impact investing portfalios have been estahlished by firms such as JP Margan,
Morgan Stanley, Deloitte, Deutsche Bank, and Goldman Sachs. Impact investors also
gather in networks like the annual Sacial Capital [SOCAP] Markets Conference, which
draws upwards of 10,000 attendees to its annual gathering.!® Community-based enter-
prises—such as local, warker-owned firms—have not, to date, been given much attention

by impact investors, but this may be on the threshold of changing.

Financing Hybrid Enterprises: Hybrid enterprises are those that have adopted legal
forms that embed sacial mission in their articles of incorporation and bylaws. Twa pri-
mary forms have emerged: low-profit limited liability corporations [L3Cs] [designed to
facilitate foundation investments] and benefit carporations (where companies declare
sacial benefit to be a core purpose]. Nationally, mare than 1,300 L3Cs and 1,600 benefit
caorparations exist, a tremendous advance given a baseline of zero a decade ago.

A leading L3C philanthropic investor is the MacArthur Foundation, in Chicago, which
made two impact investments totaling $5 million to help launch Commans Energy L3C,

a company with a mission of helping underserved markets reduce energy and water



costs.t Two examples show the kinds of mainstream companies that are part of the
benefit carparation community. Kickstarter, the online crowdfunding platform, became

a benefit corporation in 2015.% Also in 2015, the anline handicrafts marketplace Etsy
became one of the first certified B Corparations to sell shares in an initial public offering,
raising $267 million.*® (B Corporation designation is a certification process by a nonprof-
it; becoming a benefit corporation is a matter of incorporation under state law.]

Financing Municipal Enterprises: Municipal enterprises are businesses owned or chartered
by local public authorities that provide services and generate revenue. Four particular areas

for new job creation are municipal water, transit-oriented development, high-speed internet,
and hotels. For example, Jobs to Move America is a growing movement, promoted by the Los
Angeles Alliance for a New Economy, with a plan to bring tens of thousands of manufacturing

jobs back to America, using public dollars already pledged to mass transit development.

Amang innovative forms of finance for municipal enterprise are economically targeted
investments (ETIs]—socially ariented investments by public sector pension funds—
which are on the rise in part due to recent U.S. Department of Labor guidance in favar of
ETls.*” In addition, institutional investors are increasingly attracted to green bonds, which
channel investments to green projects. Massachusetts in 2013 floated the first munici-
pal bond labeled green hy its issuer, a $100 million bond to back environmentally sound
infrastructure projects.®

Broad-Based Ownership Models Financing Strategies

direct public offerings.

@ ? ? Specialized lenders; peer financing; preferred shares; foundation funding;

COOPERATIVES @
SBA guarantees for loans; city/state employee ownership centers; public
ESOPs @ incentives.
SOCIAL Mission-related investments; blended finance; social impact bonds,
ENTERPRISES @ impact investing.

HYBRID

ENTERPRISES Initial public offerings; program related investments; municipal support.

MUNICIPAL
ENTERPRISES

Muni-bond programs; green bonds; financing partnerships; economically

targeted investments.




The poster child for broad-
) Cities like New York; Madison,
based OWﬂel’Shlp mOdels Wisconsin; Austin, Texas; Rich-

mond, California; and Rochester,

tOday lS the CooperatlveJ New York have all taken recent
a model gaining rapidly in s toerd systematicaly

suppaorting the growth of coop-
p 0 p U | 9 rity an d Vi Si b i | ity eratives.’® Of particular interest

are warker co-ops and consumer

food co-ops in food deserts as
development tools in low-income communities and communities of color. Today, philan-
thropy and municipal governments are partnering with community groups and nonprofits
to expand these efforts through grants, technical assistance, and investments in cooper-
ative incubators. Impact investars and lenders are also beginning to finance cooperative
businesses.

Financing Cooperatives

The cooperative is one of the oldest forms of broad-based ownership, dating back
mare than a century. A cooperative is a member-owned business, based on one
member, one share, one vote. Depending on the business need and model, a coop-
erative can be owned by consumers, workers, producers (providing joint marketing
for members, such as maost farming co-ops), or purchasing members [providing
purchasing services on behalf of business members, such as Ace Hardware]. The
cooperative sector already has tremendous scale and financing capacity. Indeed,
credit unions and farm credit institutions in the U.S. have aver $1.5 trillion in as-
sets.2? Overall, co-op assets in the U.S. exceed $3 trillion, while total co-op revenues
exceed $500 hillion a year®
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Traditional Financing for Cooperatives

A key source of funds for member-owned institutions is, and has historically been, the
members. Indeed, raising equity from members encourages the success of the coopera-
tive. In Warker Cooperatives: Pathways to Scale, cooperative developer Hilary Abell notes
that co-ops which are founded with member shares or loans from members have been
demonstrated to be most likely to survive.®

Community development financial institutions [COFIs], which are chartered to serve the
disadvantaged, are another source of financing for cooperatives. While most COFIs do
not provide substantial financing for worker-owned cooperatives, those that do include
Capital Impact Partners, Common Wealth Revolving Loan Fund (which is part of the Ohio
Employee Ownership Center], the Cooperative Fund of New England, the Local Enter-
prise Assistance Fund, and Shared Capital Cooperative of Minneapalis. Far example, in
2014, the Cooperative Fund of New England and Coastal Enterprises, Inc., of Maine joined
forces to finance a $5.6 million worker buyout from retiring business owners of three
rural Maine businesses, converting those businesses into the 45-member worker-owned
Island Employee Cooperative.®

Some cooperative sectors are today well served by larger financial institutions—which can
provide a vision of how financing for worker-owned co-ops might potentially grow over
time, as this sector expands. The maost highly developed cooperative lending netwaork is
found in the farm sectar. Particularly notahle is the federally backed Farm Credit System,

a national network of lending associations chartered to support agriculture and the rural
economy. One part of this system, for example, is CoBank, a national cooperative bank with
$117 billion in assets, which serves not anly agribusinesses but also rural power, water, and
communications providers.2 These rural enterprises both own and barrow from the bank.
Because it is a cooperative, its purpose is to serve them.® The bank in 2015 provided to its
active members a 19.76 percent return on investment. In March 2016, CoBank distribut-
ed a record $514 million in total “patronage refunds” (a form of dividend] to its members,
which is more than half the bank’s earnings for that year.?® This highly successful bank has
been named by Global Finance Magazine one of the “World’s 50 Safest Banks.”®’

Another dedicated financing entity, aimed more broadly at all cooperatives, is the National
Cooperative Bank, the commercial bank subsidiary of National Consumer Cooperative Bank,
with assets of $2.1 billion.?® In 2015, this lender committed $290 million to lending and
investments that served low- and moderate-income communities, including support for
housing cooperatives, renewable energy, and small business.®



Challenges, Solutions, Opportunities

Existing large-scale cooperative financing entities generally support mature sectors, such as ag-
riculture, rural power, and water. Worker cooperatives are less developed, but provide an important

form of economic empowerment for low- and moderate-income individuals, especially in urban
communities. Financing worker co-ops today often remains a challenge, for a variety of reasons.
Here we summarize key challenges, some of which were explared in the recent report, The Lending

Opportunity of a Generation, by the Cooperative Fund of New England, Project Equity, and the De-
mocracy at Work Institute:

>

Worker-owners can generally contribute only
a small amount in member financing.*®° This is
particularly the case when workers come from
low-wealth backgrounds. Solutions, explored
below, include using philanthropic dollars to
subsidize member contributions and raising
capital from outside investors via preferred

share offerings and direct public offerings.®

Personal guarantees, often requested

by lenders, are a challenge for lenders to
collect on in a worker co-op because many
people own small parts of the business. A
key solution can be limited loan guarantees
from top management, key stakeholders, or
the selling owner (in the case of a company

converting to warker ownership].%

Credit scores are harder to assess in a co-op
with many owners. Instead, lenders can con-
sider the strength of leadership, commitment
of worker-owners, and the skill and experi-
ence in governance.® In shart, underwriting

for worker co-aps involves asking different
questions and applying different standards. The
CDFls that are lending to warker co-ops have
developed appropriate underwriting standards,
but this knowledge has yet to be disseminated

broadly through the financial services sectar.

Worker-owned co-ops that are starting or
transitioning to worker ownership often
cannot afford the full cost of legal and tax
services, feasibility studies, valuations, and

waorker training.® These costs may need to be

covered by grants, donations, local economic
development agencies, or donated services of
a COFI or worker ownership center.

Lenders may lack knowledge of and comfort
with cooperative lending.* One solution is for
lenders to partner with other organizations,
technical assistance providers, or specialty
lenders that have developed expertise in un-
derwriting and financing these deals. Organiza-
tions like the Ohio Employee Ownership Center,
Project Equity, the University of Wisconsin
Center for Cooperatives, The Warking Warld,
and others can vet deals and offer needed
business support to cooperatives—particularly
in cases of conversions—allawing other lend-
ers and investors to participate with greater
confidence. Investors and lenders can also can
make direct loans to COFls with cooperative
finance specialization, such as the Cooperative
Fund of New England and the Local Enterprise
Assistance Fund. Lending to cooperatives can

then be done by those funds.®

While local investors often are the most likely
prospects, local investing has long remained
legally difficult due to securities restrictions.
Change is under way, thanks to the passage of
the JOBS Act, which is designed ta enable small
businesses to more easily raise up to $1 million
a year through crowdfunding. Final rules for
implementation were released in October 2015
by the Securities and Exchange Commission.’

Similar rules also exist in many states.®



While there certainly remain challenges,
the chance to transition more companies
into ownership by workers is highly signif-
icant.® One financial advising firm, drawing
on PriceWaterhouseCoaopers survey data, has
calculated that over the next 15 to 17 years,
almost 500,000 businesses could be sold to

firm employees.*

(NCG-DC] Loan Fund, which pravides financ-
ing to food cooperatives seeking to expand,
caonsolidate debt, and make capital improve-
ments.* They have also successfully used fed-
eral funds from the Healthy Food and Financing
Initiative (HFFI], which aims to eliminate food
deserts and promote healthy food.*® Green

City Growers Coaperative in Cleveland received

almost $800,000; Mandela MarketPlace in San
Francisco received a $400,000 grant.* With its
$3 million HFFI grant, the Cooperative Fund of

> One place financing is already flowing is to
cooperatives—including worker co-ops—in
food manufacturing and retail.** Worker

cooperatives like First Alternative in Oregon are New England in Amherst, Massachusetts, was

taking advantage of resaurces like the National able to expand its cooperative lending program
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Cooperative Grocers Development Cooperative and help create 400 new jobs.

Innovative Financing for Cooperatives

In addition to traditional financing, innovations in financing cooperatives are emerging. Some examples:

Subsidizing member capital contributions: The consumer cooperative Mariposa Food Co-op

in West Philadelphia, which employs almost 50 people in a mixed-income community, raises
donations to subsidize its $200 capital requirement for new members when they cannot afford
the fee.“® The cooperative aims to sponsor at least 10 percent of its members.”” When Mariposa
expanded in 2012, it succeeded in getting 60 percent of its members to increase their member
equity (a refundable financial investment]; the cooperative also received loans, from $1,000 to
$25,000, from 10 percent of members, helping it meet its goal of raising $2.5 million for the new
stare.”®

Matched savings programs: The worker-owned Mandela Foods Cooperative in Oakland, California,
uses a matched savings program to build the wealth and purchasing power of potential members.
The cooperative dedicates one-third of its profits to a matched savings account held by People’s
Federal Credit Unian, a local credit union that is a division of Self-Help Federal Credit Union.*®

Peer financing among cooperatives: Some cooperatives devote a portion of profits to funds for
investment in co-op development. The Evergreen Cooperatives in Cleveland, a network of three
worker-owned cooperatives employing 120 people, sets aside 10 percent of profits for a commaon
fund to be used to finance growth and the startup of new cooperatives. In western Massachusetts,
seven worker co-ops in the Valley Alliance of Worker Cooperatives each contribute 5 percent of
profits to a development fund.*® The fund, now totaling $14,000, can count these assets as added
collateral for other lending activity.®* Shared Capital Cooperative, a COFI based in Minneapaolis,

has a $10 million revolving loan fund, where half the capital comes fram members, of which there
are more than 200 organizations and 250 individuals. Only members may borrow, and almost 90
percent of lending has been to organizations in low- or moderate-income communities.®®



Sales of preferred shares: In addition to shares for primary members—which form the basis for
cooperatives’ democratic ownership and governance design—caooperatives can also sell shares with
limited voting rights in the form of preferred shares. Unlike traditional common stock, preferred
stock does not increase in value over time; it pays a dividend at the discretion of the board. Preferred
stock has long been a mainstay of public corpaorations, but it assumes particular importance in co-
ops, where it often is the primary available vehicle for co-ops to raise outside equity capital.

Direct public offering [DPO]): In a direct public offering, cooperatives use certain securities rules
to make an investment offering to the public—most particularly to their own local stakeholders,
who can include both accredited and unaccredited investors. Such offerings can be structured to
limit legal fees. In 2015, for example, the Massachusetts startup CERO Cooperative, a compost-
ing and recycling worker-owned cooperative, successfully completed a DPO that raised $340,000.
More than 80 investors participated, each placing an investment ranging from $2,500 up to
$25,000. CERO’s DPO offered a 4 percent targeted divided over five years.>®

Increased foundation funding: In recent times, foundations have been showing increased activity in
support of cooperative development. Far example, the Denver Foundation funded a 75 percent time
position for an urban cooperative director at the Rocky Mountain Farmers Union.> This has contribut-
ed to the development of the new Westwood Food Cooperative, which will help low-income immigrant
and refugee families with backyard gardens earn extra income by selling produce to the cooperative.™
The San Francisco Foundation has regularly supported the nonprofit worker-cooperative incubator
Prospera [formerly Women’s Action to Gain Economic Security, or WAGES] which has launched five
cooperatives in the green cleaning industry, creating 92 positions for Latina warker-owners; nearly all
(95 percent] of these warker-owners are immigrants, and S0 percent live below the poverty line.*® The
W.K. Kellogg Foundation gave $200,000 to the National Center for Employee Ownership in 2015, to im-
prove understanding of how employee ownership can contribute to asset development and economic
mability for working parents of young children.” Kellogg has also supported employee ownership in
Detroit with a $225,000 grant in 2014 to the Center for Community Based Enterprise to “assist low-/
maoderate-income Detroit residents in generating johs with worker equity.”*®

ADDITIONAL RESOURCES

»

»

Case Studies: Business Conversions to Worker Cooperatives, Project Equity, April 2015, http://www.

project-equity.org/case-studies-business-conversions/download/

The Lending Opportunity of a Generation: FAQs and Case Studies for Investing in Businesses Convert-

ing to Worker Ownership, by the Cooperative Fund of New England, Project Equity and the Democracy at

Work Institute, 2016, http://www.project-equity.org/wp-content/uploads/2016/02/L endingOpportunity-

OfAGeneration_WorkerCoopConversionsFAQ_CaseStudies.pdf

Worker Cooperatives: Pathways to Scale, by Hilary Abell, The Democracy Collaborative, June 2014, http://

democracycollaborative.org/content/worker-cooperatives-pathways-scale

Direct public offerings, see Cutting Edge Capital, http://www.cuttingedgecapital.com/financing-strate-
ies

Cooperation Works!, a national network of cooperative developers, http://www.cooperationworks.coop/

Free feasibility consultation, contact the Democracy at Work Institute, conversions@institute.usworker.

coop; http://institute.coop

Service Provider Directory, Democracy at Wark Institute, http://institute.coop/service-provider-directory
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The worker-owners of Real
Pickles in Massachusetts
raised $500,000 through

a direct public offering
(DPO)—a fundraising
vehicle similar to an initial
public offering in that a
business can advertise
the offering openly and
can accept non-wealthy
investors. However, DPOs
require substantially less
in legal costs, are targeted
at stakeholders such as
customers and neighbors,
and are able to raise up to
$1 million.

Photo c/o Real Pickles
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REAL PICKLES DPO: HOW WORKERS RAISED A HALF A MILLION
DOLLARS TO BUY A BUSINESS

Real Pickles sold its first jar of organic dills in 2001, when founders Dan Rosenberg
and his wife, Addie Rose Holland, decided to turn their pickle-making hobby into

a business.®® It has grown to more than $1 million in revenue in 2015, earning
$125,000 in net income.’ How warkers bought this business from the founders,
using the innovative maodel of a direct public offering, offers lessons in grassroots
financing for worker ownership.

In 2012, the co-founders and staff members formed a new worker cooperative to
purchase the business. The five worker-owners each purchased a $6,000 mem-
bership share, a price determined based on worker affordahility. The workers then
faced the hurdle of raising more than $500,000 to buy the business and have
operating capital.5

Preferred stock was caonsidered the mast viable option. The aim is to pay investors a
4 to 5 percent annual dividend; this was deemed more workable than the 8 to 12 per-
cent interest on a subordinated loan, or the 15 percent annual return needed for a
royalty arrangement [in which royalties are a percent of profits]. Real Pickles added
the innovation of selling preferred shares through a direct public offering [DP0).52

A DPO is similar to an initial public offering (IP0), in that the business can advertise
the offering openly and can accept non-wealthy investars; yet a DPO costs sub-
stantially less in legal fees, raises only up to $1 million, and is targeted at stake-
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holders, such as customers and neighbors.®® Real Pickles was assisted by Cutting Edge Capital,
which has helped more than 60 clients launch DPOs.

Real Pickles set the minimum investment at $2,500. This was a “key decision,” Rosenberg has
said. “It was a figure low enough to allow for relatively broad participation, while high enough to
keep our investment pool a manageable size.”® Shares are non-transferable except to the co-
op, and they include a 4 percent dividend target when the board decides to distribute dividends.
Shares must be held for at least five years to be sold back at the same price for which they were
purchased.®®

Real Pickles sold $500,000 in shares ta 77 investors; some used their self-directed individual
retirement accounts. Institutional investars included consumer co-ops that purchase from Real
Pickles, other wholesale customers, one supplier, a foundation, and a CODFI. The company planned
a six-month campaign, but the shares sald out in two months. Warkers completed the purchase
of the business in May 2013.5¢

Financing the Warker Buyout of Real Pickles®’

sSource Amount Notes

Cooperative Capital Fund $69,000 S-year term, interest only

DPOQ: Preferred Shares $500,000 From 77 investars

Warker-0Owner Equity $30,000 Member Fees, $6,000 each
warker-owner

Bank Line of Credit $150,000 Local bank

Total $749,000

Purchase of business $622,239

Warking capital $126,761

Total $749,000




Pioneering the sale of pre-
ferred shares to impact in-
vestars, the 120-member
warker-cooperative Equal
Exchange has been able to
raise $16 million. Preferred
shares are a form of equity
with limited voting rights;
the stock price does nat
rise over time and investors
instead enjoy a stream of
dividends.

Photo c/o Joe Driscoll,
Creative Commons
licensing
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Retained Earnings, $5,740,16

Class B, Outside Investors,

EQUAL EXCHANGE: INNOVATION IN USE OF PREFERRED STOCK

Massachusetts-based Equal Exchange is a $60 million importer and wholesaler of
high quality, organic coffee, tea, olive oil, bananas, and other foods to customers
across the U.S. All Equal Exchange products are intended to benefit its suppliers,
who include more than 50 small farmer co-operatives in 40 countries around the
world. This approach, known as fair trade, is one that Equal Exchange was a pioneer
in creating.® It has pioneered in another area as well, using the sale of preferred
shares to impact investors as a way to bring some $16 million in financing into a
warker-owned cooperative.®

Preferred shares are a form of equity with limited voting rights, where the stock

price does nat rise aver time and investors instead enjoy a stream of dividends.
Equal Exchange’s annual dividends have fairly consistently been 5 percent an-

Equal Exchange Capital Mix 20157

Loans, $6,949,687

A )
Class A, Waorkers” Shares,
$376,748

$16,188,410
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nually over fifteen years. This reliable—and today, relatively handsome—return on investment
has enabled Equal Exchange to raise more than $16 million using this method. Maost recently, in
April 2015 the 120-member worker cooperative completed an offering of $4 million in preferred
shares. This was the largest stock sale ever by a worker co-op in North America.”

As Daniel Fireside and Rodney North of Equal Exchange wrate recently, “This isn't high-stakes
venture capital where backers expect the company to either sell out or go public. Instead it's slow
financing from over 600 people and institutions that share the company’s values, and who want
to help it grow without ever putting those values at risk, or undermining the absolute control” of
worker-owners. The model was introduced to Equal Exchange by Boston’s ICA Group, which has
been supporting worker-owned enterprises for 40 years.”?

Equal Exchange Annual Dividend Payments 1989-201472
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Fireside and North report that as a result of the use of preferred stock, Equal Exchange now
has twice as much equity capital as debt. That gives it its pick of possible lenders. The company
barrows from mission-aligned entitles such as the Cooperative Fund of New England, National
Cooperative Bank, the Calvert Foundation, and RSF Saocial Finance.”

RENAISSANCE COMMUNITY COOPERATIVE: RAISING $2.48 MILLION FROM
DIVERSE STAKEHOLDERS IN A FOOD DESERT

For residents of northeast Greenshorag, North Carolina, the closing of a Winn-Dixie store in 1998
created a food desert.” By 2016, however, residents had joined together to create the Renais-
sance Community Co-op [RCC), expected to open by fall 2016.7® RCC provides a powerful example
of how community members, philanthropy, local government, and COFIs can come together to
build community wealth—creating jobs, making affordable food available to low-income families,
and developing a community asset.
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The estimated cost of financing is $2.48 million. The store is expected to employ 15 full-time and
13 part-time employees, and to generate over $3.6 million in sales in its first year.”” By grocery
standards, $2.48 million in capital is a relatively small number. Yet co-op member-owner equity
was unlikely to raise this amaount, and in fact contributed just $100,000. All told, the project raised
$1.5 million in equity and $983,000 in debt financing. Sources are listed below:”®

Financing the Renaissance Community Cooperative

sSource Amount Notes

Shared Capital Cooperative & The Warking World (CDFlIs) $733,000 Debt

Self-Help Ventures Fund (COFI] $590,000 Equity

Fund for Bemocratic Communities, Cone Health, Food Co-op | $376,400 Equity

Initiative, & Mt. Zion Baptist [Philanthropy])

City of Greenshaoro $250,000 Grant & Equity

Owner loans $200,000 Debt

The Working World (CDFI] $150,000 Equity

Member shares $100,000 Equity, shares
purchased @
$100 each

Community Foundation of Greater Greenshoro (Philanthropy] = $50,000 Debt

Grassroots fundraising $33,177 Equity

Total §2,482,577

One key partner is the Self-Help Ventures Fund, part of Durham-hased Self-Help Credit Union, the
nation’s largest community development credit union. In January 2015, Self Help purchased the
former Winn-Dixie site from the city for $490,000, with the intent to lease to RCC.”®

The city government contributed financing of $250,000.8° Community-based financing (owner
equity, owner loans, and crowdsourcing] raised an additional $333,177. Philanthropy and churches
provided $376,400 in grants and another $50,000 in low-interest loans. Community development
financial institutions were the largest funding source: Self-Help Ventures provided $590,000 in
cash (equity] for build-out, while other COFIs provided loans totaling $733,000.%

One unigue funding stream was from Regenerative Finance, a group of young impact investars who
committed $253,000 to the project for terms of 11 to 15 years. These investments were placed via a
co-op loan fund with The Warking World, which is providing capital to RCC. Rather than use conven-
tional debt, The Working World relies on royalty payments tied to profitability, so that payments are
not made to investars until the business is profitable, making this financing more like equity.

The Working World also provided $150,000 in pure equity through the purchase of preferred shares.



A $1 million loan from

The Warking Warld

helped workers at New

Era Windows convert a
failing factary into a thriving
warker-owned business.
The Warking Warld, which
has made more than 1,000
naon-extractive invest-
ments in waorker-owned
companies, is repaid from
profits generated by a
business, much like an
equity investment, though
withaut taking ownership
from the warkers. This “ray-
alty” financing allows the
business to expand without
excessive debt burdens.
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THE WORKING WORLD: FINANCING STARTUPS AND CONVERSIONS
TO COOPERATIVES

Since its founding in 2005, The Working Warld has helped to demanstrate that capital
can be subordinate to labaor in a thriving cooperative economy. During the past eleven
years, this organization has made more than 1,000 non-extractive investments in
hundreds of worker-owned companies. Mare than 98 percent of the projects have
succeeded, generating enough income for The Working World fund that it has never
had a losing year. The Waorking World currently has assets of $5 million, built mostly
an investments leveraged on an initial cushion of philanthropic funding. It has invest-
ment offices in Nicaragua and Argentina as well as the U.S. Its next aim is to build a
$20 million fund and become self-sustaining within five years as investment income
becomes sufficient to cover operating costs.®

The Working World's first cooperative project in the U.S. was New Era Windows in
Chicago, where a $1 million investment helped convert to worker ownership a window
business that had imploded amid financial scandals and labor abuses by its former
owners.?In the New York City area, The Working World has helped three cooperatives
get started. It is currently in the process of starting five more NYC worker-owned coop-
eratives—helping them either start from scratch or convert from existing enterprises.®

In addition to financing, The Working World provides technical assistance to cooper-
atives in formation, and to businesses converting into cooperatives. Financing from
The Warking World is repaid only from profits generated by the business, much like an
equity investment, though without taking ownership from the workers. This leaves the
workers with zero debt until the business is profitable and can begin to pay back the
financing. Even after cooperative formation, The Working Warld will stay on board to
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assist with further financing. For example, the fund has extended New Era Windows three lines of
credit, for a total of $500,000, to help with growth, including a line of credit in March 2015 needed
to cope with landing a large municipal contract.®

As of April 2016, The Working World was in the midst of applying for federal certification as a CDFI.%

CAPITAL IMPACT PARTNERS: CONVENING A WORKING GROUP OF CO-0P
LENDERS

One of the leading CDFIs financing cooperatives is Capital Impact Partners, ariginally created in
1981 as the high-risk development arm of the National Consumer Cooperative Bank (NCCB].®®
Over the course of its history, Capital Impact Partners has deployed $278 million in capital to
208 cooperatives, both consumer and warker/producer types.®® While its current loan portfolio
of around $200 million includes significant lending for a variety of purposes—including charter
schools and affardable housing—lending to cooperatives remains a strategic imperative, and it
promises to become maore important in coming years.®

In 2014, Capital Impact Partners helped organize a working group of co-op lenders that continues
to meet regularly via phone calls and at various conferences—and to explore together how they
can mare effectively finance cooperatives. The group includes the Local Enterprise Assistance
Fund (also associated with ICA Group), the Cooperative Fund of New England, Shared Capital
Coaperative [formerly Northcountry Coaperative Development Fund], National Cooperative Bank,
The Working Warld, and the Ohio Center for Employee Ownership. Topics the group has discussed
include technical assistance to others to suppaort the growth of lending to cooperatives, build-

ing the co-op lending pipeline, cooperative conversions in low-income communities, and broad
field-building challenges and opportunities.®

Many of these COFIs fund worker ownership conversions. In one example, in 2014, the Cooperative
Fund of New England and Coastal Enterprises, Inc., joined forces to finance a $5.6 million warker
buyout from retiring business owners of three rural Maine businesses and converted those busi-
nesses into the 62-member worker-owned Island Employee Cooperative.®

Most recently, in 2015, Capital Impact Partners established the National Cooperative Grocers De-
velopment Coaperative (NCG-DC) Loan Fund, a partnership with the National Cooperative Grocers,
which provides financing to food cooperatives seeking to expand, consolidate debt, and make
capital improvements. Member cooperatives invest in the NCG-DC Loan Fund, which lends maney
to other members. The fund has made one investment so far.%

Capital Impact Partners also launched a grant program in 2015, the Co-op Innovation Award, a
small pool of money for national arganizations working to increase coops in low-income commu-
nities, specifically focused on scale and replication. The first two recipients were the U.S. Federa-
tion of Worker Cooperatives and the Democracy at Work Institute.®
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Every day, millions of
. . Both are known far having nearly
customers pour into Publix  cult-like brand loyalty due to the

superiar service of their highly
Super Markets and Wawa Gas  engaged employess = There's

something else these chain-re-

8 Convenlence Stores’ tWO Of tailers have in common: both are
the mOSt Successful Companles owned whally or in part by their

employees through the structure

in J[l’]e||’ |ndust|’|es of an employee stock ownership
" plan [ESOP).

Financing Employee Stock Ownership Plans

While the warker cooperative form warks for both startups and conversions to em-
ployee ownership, the ESOP model is primarily used in conversions of existing com-
panies (and also as an employee incentive program]. The ESOP form is appropriate
for larger companies, generally 20 employees or more. Indeed, ESOP companies can
be extremely large. Publix, which is approximately 85 percent worker-owned, has
179,000 employees and in 2015 had revenues of $32 billion—placing it at 101 on
the Fortune 500 list of largest companies.®

There are at least 6,795 ESOPs in the United States, compared with only 350 worker
cooperatives.?” About 4,000 of the ESOPs are or are on a path to hecoming majority
employee-owned.®® The economic impact of ESOPs is significant: These companies
employ over 10.5 million workers, and ESOPs control assets of $1.23 trillion.%
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The coming wave of retirement amang baby boomer enterprise owners offers an enormous
opportunity to leverage the ESOP structure for the benefit of workers and communities.
David Freedman of The McLean Group estimates that mare than 671,000 middle market
businesses warth some $2.5 trillion will have to be sald, closed, or otherwise disposed

of between 2011 and 2029 by baby boomers alone. That's about 35,000 middle market
businesses per year.!® If even one fifth of these businesses were to convert to employee
awnership, that would double the number of employee-owned businesses in a single year.
(Middle market firms have between roughly $10 million and $1 billion in revenue.]

How this sea change affects communities depends on wha buys these businesses. Indeed,
whao buys the businesses will help determine who benefits from what is paised to be the
largest generational transfer of wealth in U.S. history.!"™ Employee ownership could ride this
wave to become a major force for preserving jobs, enhancing employee wealth, reducing
inequality, and creating a broader and maore racially diverse class of business owners.

Employee ownership has begun to appear mare prominently on the national policy agen-
da. For example, the Center for American Progress, a major progressive think tank, has
released a series of reports on employee ownership, including one in July 2015 entitled
Capitalism for Everyone, which explores federal policies to promote broad-based worker
ownership and profit sharing.'2 Jared Bernstein, former chief economic advisor to Vice
President Joe Biden, released a report in January 2016 entitled Employee Ownership,
ESOPs, Wealth, And Wages, in which he concluded that if ESOPs were to praliferate, “their
impact on inequality reduction could well be significant.”%

Interest in employee ownership amaong philanthropic leaders is alsa rising. For example,
Phillip Henderson, president of Surdna Foundation, published an op-ed in the Chronicle

of Philanthropy in spring 2016 in which he said, “Philanthropy should embrace the largely
untapped potential of worker ownership” as a solution to inequality, and he called for a new
alliance of foundations to collectively take on this challenge.*®

Understanding ESOPs

Unlike a worker co-op—where ane share is held directly by each employee-owner—in

an ESOP shares are held in trust, and the number of shares can vary among employees.
ESOPs are a form of retirement plan. Employees cash out upon retirement or when they
leave the firm. Companies can be wholly or partially owned by emplaoyees through the ESOP
trust, which is managed by a trustee.

With co-ops, employees make a madest payment for their membership share, sometimes
aut of a payroll deduction. In ESOPs, by contrast, employees become owners without paying
a cent. How is that possible? Instead of employees purchasing shares in the company, the
company funds contributions to the trust, and employees receive those shares as a benefit.



Because both models enable business ownership to be shared among a broad base of
employees, both ESOPs and worker cooperatives are valuable in promoting inclusion. The
National Center for Employee Ownership finds that employees at ESOP firms on average
enjoy 5 to 12 percent mare in wages than warkers in comparable non-ESOP firms, and
have more than double the retirement savings. ESOP companies also have 2.5 percent per
year greater growth in employment, sales and productivity than would have been expected
absent an ESOP.% In 2014, when close to 10 percent of employees without stock owner-
ship reported being laid off, a layoff was reported by just 1.3 percent of employees at firms
with employee ownership.t® Employee-owned companies are, in addition, disproportion-
ately represented among Fortune’s 100 Best Companies to Work Far. Of the 100 companies
for 2015, 37 had some kind of broad-based ownership plan.t?’

Employee ownership benefits communities as well, since it keeps companies rooted locally
aver the long term; employee-owned companies are typically locally owned and thus less
likely to relocate. A large number of studies have shown that about three times more
revenue recirculates in a community when spent at a business that is locally owned than
with national chains.!® Due to these and other social benefits, Congress has provided tax
advantages to incentivize the creation of more ESOPs and employee-owned firms. %

Tax Benefits for ESOPs

There are three forms of tax advantages for ESOPs and for owners who sell to them:

» Company contributions to an ESOP are tax deductible. This means both principal
and interest on a sale to an ESOP are deductible; in a non-ESOP transaction, anly
interest is deductible.

» Anowner selling at least 30 percent to an ESOP can defer capital gains taxes,
by investing the proceeds in another U.S. company. Capital gains from the sale are
not taxed until that newly purchased stock is sald.

» S corporation ESOPs pay lower or no taxes on company income. S corporations
pass gains and losses through to shareholders. When an ESOP trust is a share-
holder in an S corporation, income to the trust is not taxed until employee-owners
cash in their shares upan leaving the company. If an S corparation is 100 percent
owned by an ESOP trust, it pays no corporate income tax. (This is a key reason S
corporation ESOPs are today a fast-growing category of ESOPs. ]
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Traditional Financing for ESOPs

Companies generally transition ownership into an ESOP using debt of various kinds. ESOP
trusts enjoy a special privilege as the only benefits plan that can legally barrow money.

Leveraged ESOP: A large majority of conver-
sions to employee ownership are accomplished
through a leveraged ESOP, in which an ESOP
barrows money and buys the owner’s stock, re-
paying the loan over time out of cash flow. Ac-
cording to a 2015 survey by the National Center
for Employee Ownership, 72 percent of ESOP
transactions are leveraged. Because lenders
generally prefer to loan directly to the company
(since its assets can better secure the loan),
the transaction is often accomplished by the
company borrowing money and then relending
it to the ESOP plan.t'!

Non-leveraged ESOP: In this method, the ESOP
uses campany contributions to purchase stock
each year, rather than to repay a loan. Employ-
ee awnership is created by simply contributing
stock directly to the ESOP plan [a transaction
that is tax deductible]. Or companies can make
pre-tax contributions of cash to the plan, which

How a Leveraged ESOP Works:

STEP 1 STEP 2
Company ABC sets up Company ABC borrows $
an ESOP trust. from a lender [called an
> outside loan) and/or the
seller.
STEP 5 STEP 6

Stock purchased by the
ESOP is held in a “suspense
» account,” to be released to »
employee accounts over
time, as the loan is repaid.

The company makes tax-de-

ductible contributions to the

ESOP so that it may repay the  p»
loan. It may also issue dividends
(also tax deductible] on shares

the ESOP plan then uses to buy stock from the
campany (either common ar preferred].

A leveraged ESOP sounds simple enough, but
the actual transaction is a bit maore complex.
The company must first set up the ESOP trust
and then take out a commercial loan [this is
called an outside loan] and/or, very commonly,
the seller takes a note. Next the company re-
lends the funds directly to the ESOP trust (an
inside loan). The proceeds are then used by the
ESOP to buy shares of stock in the company,
which are placed into a “suspense account,”
to be released gradually as the inside loan is
repaid. To enable the ESOP to repay its loan to
the company, the firm makes cash contribu-
tions, which are tax-deductible, directly to the
trust. Eventually, the loan is repaid, the shares
are fully paid for, and the employees own the
shares free and clear through the ESOP.*#

STEP 3
Company ABC re-loans $
to the ESOP, usually at a

STEP 4
The ESOP then uses the
proceeds from the loan to

> similar interest rate (an | 4 buy shares of the company.
inside loan]. These could be existing
shares or newly issued
stock.
STEP 7

The ESOP uses those
contributions plus any

dividends to repay the loan ‘
from Company ABC or the

commercial lender.

held by the ESOP.

Source: Scott S. Rodrick et. al, Leveraged ESOPs and Emplayee Buyouts, Oakland, CA: National Center for Employee Ownership (NCEQ), 2000.



ESQOP financing generally emplaoys a combination of these forms:

»

Traditional commercial lenders: ESOP transactions are often financed with senior debt. Either the

ESOP trust or the sponsor company can seek a loan to fund the ESOP’s acquisition of shares in the

company. If the company takes the loan, it will usually re-loan those funds to the ESOP. There are a

number of national and regional banks that have dedicated ESOP lending departments.'?3

Seller financing: The current owners can lend money and take a note, instead of or in addition to a

bank loan. Partial seller financing can help smoaoth the way for a loan, and it allows the seller to enjoy

interest income as well as income from the sale itself.

Partnering with private ESOP development firms: A large ESOP advising industry exists, including

firms that have helped structure thousands of ESOP transactions.'** The ESOP Association, the indus-

try trade association, maintains a general directory of firms that work with ESOPs 1%

Mezzanine financing: This form of financing can supplement capital raised from traditional debt

and the selling owners. Mezzanine financing refers to a layer of financing between senior debt (which

takes priarity in repayment] and owner equity. It may take the form of debt capital that gives the lend-

er the optian of converting to equity.

Bond market: Though not a common practice, ESOPs can issue bonds to raise debt capital.

Challenges, Solutions, Opportunities

>

ESOP companies can face challenges with
fees or excessive debt. One ESOP challenge

is generating adequate cash to make regular
contributions to the ESOP [if unleveraged] or
payment on debt service (if leveraged]. An ad-
ditional challenge is that some companies can
be too small to afford the fees and annual ad-
ministration costs of setting up and managing
an ESOP. Smaller companies may be better off

seeking conversion to a worker cooperative.

Challenges to seller financing: Forming an
ESOP with seller financing generally requires
strong mativation by the seller. There are
challenges that could impact a seller’s inter-

est, including:

Price competition—Legally, an ESOP can
purchase shares of a company only at fair
market value, as determined by an indepen-
dent valuation, based on what a financial
buyer would pay. Yet, in a fairly small minority

of cases, strategic acquirers may be willing to

pay a premium. This can create a competitive
disadvantage for the ESOP model, if the owner

prioritizes maximizing sale price.

Liquidity—A seller who seeks to immedi-
ately and completely cash out of a business
may find it difficult to obtain the necessary
financing unless he or she is willing to take on
a substantial seller note as part of the deal.

If the owner is leaving, there also needs to be

qualified successor management.

ESOPs may not mean employee ownership

in perpetuity. ESOPs are governed by the Em-
ployee Retirement Income Security Act [ERISA],
which governs pensions and requires trustees
to act in the best interests of beneficiaries,
which is generally taken to mean selling the
company to the highest bidder. In essence, if a
trustee receives an offer to purchase the com-
pany—for example, from a private equity firm—
he or she often feels ohligated to sell. Em-

ployees themselves also may seek to sell the



campany when their shares represent substan-
tial wealth. One example is Full Sail Brewing,
ance a model ESOP company, until employees
and founders voted nearly unanimously in 2015
to sell to a private equity firm. (It's worth noting
that the two founders apparently initiated the
sale, controlled mare than 40 percent of the
company, and served as the sole trustees of
the ESOP.)*8 Another challenge is the need for
the company to cash out employees when they
retire; this is called the “repurchase ohligation.”
In particular, when many employees retire at
once (say, because of a demographic bulge in
the workfarce], this can create a cash crunch,
which may lead the ESOP board to choose to
sell shares to an outside buyer rather than be

forced to deplete cash reserves.*

One solution to the perpetuity problemiis
employee ownership through a perpetual
trust—similar to the trust that owns the John
Lewis Partnership, a large department store
and grocery store chain in the UK. that is 100
percent owned by its employees. The first U.S.
company to adopt this innovative model was
WATG, an architecture and interior design firm
with 365 employees, which created a perpetual
trust for employee ownership in 2014. Previous
company owners, who were seniar campany
leaders, rejected a handsome buyer’s offer,
instead opting to create the trust. WATG took

a bank loan and used it to make a gift ta the
trust, which allowed the trust to purchase 60
percent of shares; the ultimate goal is 100 per-

cent awnership. The trust’s founding document

says its purpose is to hold shares of WATG “as a
permanent part of ownership and governance.”
Employees benefit by receiving a share of an-

nual profits, but do not actually own any shares

or benefit from the growth in equity value.**®

Significant tax advantages accrue to both
sellers to ESOPs and to ESOP companies
themselves. If owners sell to an outside buyer,
they will pay taxes on the net long-term capital
gain. But if owners sell at least 30 percent to
an ESOP they can raoll over the proceeds into
U.S. stocks or bonds and avoid paying tax

until that replacement investment is sold. In
addition, when companies make cantributions
to an ESOP to buy a seller’s stock, those con-
tributions are fully deductible, which reduces
company income taxes. If an ESOP company

is an S corparation, it will pay no income taxes
an retained earnings that accrue to the ESOP;
employees will owe taxes on that income when
they terminate their employment (at a time
when their taxable income may be lower, due to

retirement). 18

Reduced turnover can be a major benefit of an
ESOP. For example, Carris Reels, which makes
packaging far the wire and cable industry, is a
company with $83 million in annual sales and
450 employees; it is now 100 percent ESOP-
owned. CFO David Fitzgerald has said, “Before
the ESOP, we had 100 [percent] employee
turnaver in our Michigan and North Caralina
facilities. Now that the ESOP owns the company,

turnover is 20 percent companywide.”*%

Innovative Financing for ESOPs

Innovations are emerging in ESOP financing that may offer clues for how to increase the
total number of ESOPs as a share of total U.S. businesses. Some examples include:

Small Business Investment Companies tion (SBA] increases capital for small businesses
The Small Business Investment Company [SBIC])

program of the U.S. Small Business Administra-

by licensing private investment funds as SBICs;
these funds then use their own capital plus



funds borrowed with an SBA guarantee to make
equity and debt investments in gualifying small
businesses.*2! A few private equity firms now use
SBICs to finance leveraged ESOP transactions. In
Charlotte, North Carolina, the private equity firm
Mosaic Capital Partners raised a $165 million
SBIC fund that provides $3 million to $15 million
in mezzanine debt and equity to lower middle
market companies to fund ESOP buyouts 12
Working in collabaration with a private credit fund
and a bank that provides senior debt, Mosaic
Capital Partners has completed four transactions
in one year aloneg, including the leveraged ESOP
buyout of the previously family-owned, Califor-
nia-based Hollandia Produce, a leading green-
house grower of hydroponic lettuce in the U.S.*2

State employee ownership centers
Employee ownership centers include the Ver-
mont Employee Ownership Center, the Ohio
Employee Ownership Center, the Rocky Moun-
tain Employee Ownership Center, the Penn-
sylvania Center for Employee Ownership [an
affiliate of the National Center for Employee
Ownership], and the California Center for Em-
ployee Ownership run by the Beyster Institute
at the University of California, San Diego. They
promote employee ownership through infor-
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mation, outreach, and preliminary technical
assistance. Both the Vermant and Ohio centers
also operate revolving loan funds.*®! Several
other state centers are in development.'#

Public incentives to drive private investment
Governments can offer direct investment for
employee awnership, or use loan guarantees
and other credit enhancements. One example
is the Indiana ESQOP Initiative [IEl), created by
then-Treasurer Richard Mourdock in 2007. “No
group of employee owners has ever, ever, ever,
ever moved their company to Mexico or Chinal”
Mourdock once exclaimed.*®® Having participat-
ed in an ESOP earlier in his career, Mourdock
chose to encourage the creation of ESOPs
through a $50 million linked depasit pro-
gram.'®” The state treasurer purchased CDs at
a slightly reduced rate of interest, which served
as collateral, allowing reduced interest rates far
companies.® In its first two years, |El helped to
create more than 300 new employee-owners.*#?
IEl remains of interest as a model, though the
program may no longer be active; the state
website repaorts the initiative “is currently being
reviewed and evaluated by the Treasurer of
State’s Office,” and the office did not return
calls seeking comment.

» ESOP Financing Issue Brief, The ESOP Association, http://members.esopassociation.org/imis/ltemDe-

tail?iProductCode=ISSBR55CATEGORY=BRIEF

» ESOP Experts Online Directory, The ESOP Assaciation, http://www.esopassociation.org/network/esop-experts

» ESOP Professional Services Directory, National Center for Employee Ownership, http://www.nceo.org/

pages/directory.php

» Guide to Leveraged ESOPs, National Center for Employee Ownership, http://www.nceo.org/Lever-

aged-ESOPs-Employee-Buyouts/pub.php/id/20/

» SBIC program, U.S. Small Business Assaciatian, https://www.sba.gov/shic/general-information/pro-

gram-overview

» Employee-Owned S Corporations of America, ESCA, http://esca.us/.
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In 2015, GAC Chemical
Corporation founder Jim
Poure sold his shares to an
ESOP trust, in part through
aloan from Bar Harbor
Bank & Trust, which was
helped by a 75 percent loan
guarantee fram the Small
Business Administration’s
7(a) program. Every year,
this guarantee program
generates more than $10
billion in lending.

Photo c/o GAC Chemical
Corporation

Case Studies in Financing ESOPs

(Y13 SBA 7(A) FINANCING: A VALUABLE, UNDERUSED STRATEGY FOR
SN ESOPs

Alittle-known, little-used form of financing for ESOPs is the 7(a] program of the
U.S. Small Business Administration [SBA], which provides a partial loan guarantee
to lenders, encouraging them to make loans to companies that might otherwise
lack access.*® Every year, according to Rob Wilson of C7(a]) Financing LLC, this
guarantee program of the SBA facilitates more than $10 billion in lending. The law
offers special incentives for ESOP borrowers by not requiring the same loan guar-
antees required of other borrawers. Yet Wilson observed that the 7(a) program still
remains little known in the financial services and ESOP worlds. 3!

That may be changing, Wilson wrote in the May-June 2016 issue of the Employee
Ownership Report, published by the National Center for Employee Ownership. He
reported that several recent ESOP transactions have used SBA 7(a] financing. One
example is GAC Chemical Corporation of Maine. In 2015, founder Jim Poure sold
his shares to an ESOP trust, in part through a loan from Bar Harbor Bank & Trust,
which was helped by a 75 percent loan guarantee from the SBA.*%

Another example Wilson discussed was the sale of an environmental consulting
firm to an ESOP as an owner exit strategy. The total transaction was $5.1 million.

A bank provided $3.1 million, with a 75 percent guarantee from the SBA. The seller
was not required to make a personal guarantee, but did find it necessary to loan
the ESOP $300,000. The final $1.1 million came from the company’s cash reserves.


https://www.sba.gov/loans-grants/see-what-sba-offers/sba-loan-programs/general-small-business-loans-7a
https://www.sba.gov/loans-grants/see-what-sba-offers/sba-loan-programs/general-small-business-loans-7a
https://www.sba.gov/loans-grants/see-what-sba-offers/sba-loan-programs/general-small-business-loans-7a

Because “goodwill” was a large part of the purchase price (meaning no hard assets backed that
value], many lenders might have declined this loan. It was an SBA 7(a] lender that eventually
agreed to do the deal.**3

Why is 7(a] financing little used? Partly it is lack of knowledge in parties involved. Also, there are
restrictions when two complex federal programs, SBA 7(a] and the Employee Retirement Income
Security Act (ERISA], which governs ESQOPs, are involved. To meet the “small business” limit set by
the SBA, there is a $5 million limit on 7(a] loans. There are alsao limits on firm size—$7 million in
annual revenue far industries like services, retail trade, and construction; 500 employees for firms
in manufacturing and mining; and 100 employees for companies in wholesale trade industries.*®

Wilson nated that a high percentage of ESOP transactions would still fall within the appropriate
range. He added that, given the large opportunity represented, the ESOP community would be
wise to pay attention to 7(a) loans.**

BARCLAY WATER MANAGEMENT: MANY PATHS TO FINANCING EMPLOYEE
OWNERSHIP

Corey Rasen, founder of the National Center for Employee Ownership, shares this staory:

The story of Barclay Water Management offers a useful illustration of the many ways employees
can buy a business: 1] Buying it directly with after-tax dollars. 2] Establishing an ESOP, which uses
pre-tax dollars and gives sellers better tax treatment. 3] Funding the ESOP through a combi-
nation of loans and annual cash contributions. 4] Becoming fully employee-owned by borrowing
cammercial loans and seller notes. It’s all there in this ane story.

The tale of Barclay Water Management dates back to 1932, when the company was estahlished.
Today this company provides a complete range of water treatment solutions for industrial, commer-
cial, and institutional clients in the Nartheast and Mid-Atlantic states. It was in 1982 that founder
Stan Barclay began selling stock to some of the company’s managers. That's the first method: direct
sale to employees using after-tax dallars. Within ten years, the employees owned 100 percent of the
company, with maost stock held by key managers and lesser amounts by others.

As some of the managers started to look to sell, Bill Brett, the company’s CEQ, heard about ESOPs
at a conference where Barclay was named one of the country’s top small workplaces. It seemed
like the perfect fit. The company, which had about 80 employees, would set up an ESOP trust that
would buy shares from employees. Now the secand method was in play.

To continue employee ownership, the company would need to employ the third method: fund-
ing the ESOP with pre-tax profit contributions from the company and debt. This initial tranche
enabled the ESOP to buy 22 percent of the business, which was then allocated to employees wha
had worked at least 200 hours in a year. Employees receive allocations based on relative pay (a


http://www.barclaywater.com/
http://www.barclaywater.com/
http://www.barclaywater.com/

flatter formula can also be used] and become vested incrementally aver six years.
If they choose to leave the company before the age of 65, the company will re-
purchase their shares of stock and convert them into cash, which is paid out over
a period of time. At each point, the shares are valued through an appraisal by an
outside valuatian firm.

By 2016, Barclay had about 100 employees and the ESOP owned 29 percent of the
shares. At this time, many of the key owners, including Brett, were ready to maove
on. The next step, then, was for the ESOP to buy out the remaining shares. Addi-
tional debt was needed.

First, the trust used a commercial loan, payable over five years, to buy out in full
several of the sharehaolders. The trust gained the access to the capital through the
campany, which, unlike the trust, has collateral and can more easily access bank
loans. The ESOP will repay the debt to the company, and as it does so, shares will
be released to employee accounts. The transaction also nets benefits to the com-
pany and employees. The company receives a tax deduction for the annual contri-
bution to the trust, and employees are able to become business owners at no cost.
With ESOPs, becoming vested in a business is a company benefit.

Left with the task of compensating the largest shareholders, the ESOP needs to do
a hit more maneuvering. To complete the buyout, the trust entered into an agree-
ment with the remaining sharehalders. The company will issue warrants on behalf
of the trust to existing managers and will purchase seller’s notes, which are subor-
dinate to the commercial loan, from sharehaolders as well. This allows the remaining
shareholders to be repaid principal and interest, for a period of six to 10 years, plus
warrants, which will enable them to participate in gains as the company becames
more successful.

When shareholders eventually cash out their shares, they will get a reasonable
return on the notes. Meanwhile, Barclay’s former owners can choose to reinvest the
income in certain other securities and defer any tax on the gain until they sell those
new investments, or they can pay capital gains taxes at the time of sale.

Barclay was always a very good company with a strong pro-employee culture, but
since becoming an ESOP, it has created ways for employees to get more involved

in generating ideas. After the company began sharing detailed metrics with em-
ployees, many innovations in sales followed and profits tripled in one year alone.
Employees came up with a whole new line of business, making sure water systems
are providing safe drinking water—a key issue faor hospitals. The employee-generat-
ed approach is mare efficient and safer than traditional treatment methods.



While many of its peer craft
brewers have been selling
to multinationals, New
Belgium Brewing of Fort
Callins, Colorado—makers
of Fat Tire Amber Ale—has
chasen to become emplay-
ee-owned and share wealth
with warkers. After be-
coming partially owned by
an ESOP in 2000, in 2012
New Belgium transitioned
to 100 percent employee
ownership.
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NEW BELGIUM BREWING: STARTING A TREND OF EMPLOYEE
OWNERSHIP AMONG CRAFT BREWERS

It was the start of something hig when New Belgium Brewing of Fart Collins, Colo-
rado—makers of Fat Tire Amber Ale—became partially owned by an ESOP in 2000.
The company transitioned to 100 percent ESOP ownership in 2012. In an industry
where other craft brewers were selling to multinationals, New Belgium took a sig-
nificant step toward remaining independent, toward sharing wealth with employ-

ees—and toward sparking a trend among other craft brewers.1%

When co-founder Kim Jordan and her former husband launched the company in
1991, they took out a second martgage and used credit cards to achieve an initial
capitalization of $60,000. “We then got a brewery equipment vendor to help us get
financing from a leasing company and an SBA loan” to open a second brewery, Jor-
dan told Fortune. Expansion was done with traditional financing; New Belgium has
never had equity investors.!¥’

The two founders gave 10 percent of ownership to co-workers in 1996, through a
deferred compensation plan. In 2000 they merged that plan with an ESOP, which
then owned 32 percent of the firm. When the couple divarced in 2009, the company
bought out the shares of Jordan’s husband and retired those shares. In 2012, all
remaining outstanding shares—held by Jordan, her two sons, and five managers—
were sold to the ESOP. A bank provided a loan for much of the purchase, and Jordan
financed the rest with a loan to the company. “Now we operate as an ESOP with a

B corporation designation,” Jordan said. “We disburse a number of shares to all of
our owner co-workers every year,”1%


http://www.newbelgium.com/Brewery
http://www.newbelgium.com/Brewery
http://www.newbelgium.com/Brewery

Jordan stepped down as CEO in mid-2015. Will New Belgium remain employee-owned in perpe-
tuity”? In December 2015, The Denver Post reported that the company had hired an investment
banking firm to explore a potential sale for $1 billion or more. Jordan, now board chair, said no
deal is pending.!® One source close to New Belgium reported that there is no intention now to sell,
nor an active buyer trying to purchase the company.

OHIO EMPLOYEE OWNERSHIP CENTER: BRINGING ESOPs TO DOZENS OF
INDUSTRIAL COMPANIES

When the owners of Hy-Tek Material Handling in Ohio were nearing retirement, the company chose
ta transition ownership to an ESOP in 2007. Company income that would have otherwise been
taxed instead went to fund worker ownership, helping rebuild the balance sheet. The ESOP proved
to be an engine for growth, as well as a boon to employees and a powerful recruiting tool. In the
nine years Hy-Tek has been an ESOP, revenue and income have increased mare than 200 per-
cent—outpacing growth from any other period in the company’s 53-year history. 1

Hy-Tek is a supplier of material-handling products for industry, such as shelving, pallets, and bins
of all kinds—a far cry from the organic bakeries or solar companies often associated with work-
er ownership.** Yet Hy-Tek is typical of the industrial companies the Chio Employee Ownership
Center [OEOC] has supported. OEOC director Roy Messing says he expects more companies will
transition to worker ownership in coming years as aging owners face a market filled with many
companies up for sale, making sale to employees an attractive alternative. “These businesses are
getting grayer, and they are going to have to do something,” Messing said.**

The OEOC is a nonprofit center established at Kent State University in 1987 to provide information
and preliminary technical assistance about employee ownership. It has helped nearly 100 compa-
nies convert to at least partial employee ownership, with 15,000 employee-owners created, many
of them through ESOPs. Some $350 million in company wealth has been directed to employees—
with the average wealth created at around $40,000 per employee-owner. This has been accom-
plished at surprisingly low cost: around $772 per job created or retained.**?

OEOC finances some transactions through the Common Wealth Revolving Loan Fund [CWRLF] it
operates, which became a certified COFI in 2013. CWRLF raises capital through social investment
notes that offer below-market interest rates and are sold to individuals, corporations, founda-
tions, and religious organizations. Through its specialized underwriting procedures [particularly
effective for companies that lack collateral), the fund is able to offer more generous and flexible
loan terms than traditional lenders. The fund also works with other partners, such as local fi-
nancial institutions, to secure financing for small ESOP companies. The powerful combination

af financing, specialized underwriting procedures, and technical assistance has demonstrably
increased the number of ESOPs in the target footprint.1*


http://www.oeockent.org/
http://www.oeockent.org/
http://www.oeockent.org/

Social enterprises, broadly
. . While definitions of sacial
construed, are organizations  enterprise vary widely, for

the purposes of this report,

that employ CommerCial sacial enterprises can best
strategies to achieve a social o otes st

vided into two broad

miSSiOﬂ. categories,

Financing Social Enterprises

One category—which we might infarmally term nonprofit sacial enterprise—includes
nonprofit organizations and their subsidiaries that have a revenue-generating mod-
el covering part or all of their operating costs. These nonprofit social enterprises are
the ones most likely to call themselves social enterprises, and to belong to social
enterprise associations, such as the Social Enterprise Alliance, which has close to
1,000 members. Often, these social enterprises have a primary purpose of emplay-
ing residents in underserved communities.

Estimates of scale vary widely. The Great Saocial Enterprise Census, launched by Pacific
Community Ventures, found $300 million in revenue and 14,000 employees in 2012.
Although modest [and also likely a considerable underestimate], these counts repre-
sent more than a doubling of capacity in the preceding six years, since 60 percent of
the businesses that responded had been formed in 2006 or more recently.}*

34



A second category—which we might term for-profit social enterprise—embraces compa-

nies that are more traditional in their business models and have a strong sacial missian,
thus may be viewed by investors as social enterprises. These are the kinds of companies
most likely to be capable of attracting financial capital and providing a competitive return.

Each category involves different financing mechanisms and is worth looking at separately.

Traditional Financing for Nonprofit Social Enterprises

Foundation funding: Foundations remain a
starting point for funding many social enter-
prises. In essence, nonprofits typically initiate
sacial enterprise as a method by which they
can stretch grant dallars further, by generat-
ing earned income that can supplement grant
and donor funds. The businesses developed
often enable nonprafits ta do their core mis-
sion work hetter—for example, having a client
work at a saocial enterprise consistently results
in job placement outcomes far superior to

a simple job training program. Occasionally,
fellowships through arganizations like Ashoka
or Echoing Green—which provide netwark-
ing, capacity building, and stipends for sacial
entrepreneurs—can help finance saocial en-
terprises. Echaoing Green's fellowship program

SOCIAL RETURN ON INVESTMENT

is almaost three decades old, and its alumni
include founders of social enterprises such as
Hot Bread Kitchen, which employs immigrant
women and helps transition them to long-term
careers in the baking industry.*®

Program related investments (PRIs): Once
there is reliable revenue coming into the saocial
enterprise, it may qualify for program related
investments. These are typically below-market
rate loans, cansidered part of the foundation’s
annual 5 percent distribution. To qualify as a
PRI, an investment must have a charitable pur-
pose cansistent with the foundation’s mission.
A PRI helps establish a track record of repay-
ments that may help attract other investaors in
later stages of growth.

For nonprofit social enterprises, return on investment is saometimes measured in social terms.

A 2015 study, for example, found that for every $1 spent by sacial enterprise, society nets a 123

percent return on investment. Taxpayers see a quarter of this return, as the reliance on govern-
ment benefits is lessened and revenues bolster financial independence."

One example is DC Central Kitchen, which reduces prison recidivism through culinary job training
and placement. Reporting on its econamic impact, DC Central Kitchen notes that by serving up to

5,000 meals a day to nonprofits and schoaols it saves these organizations around $3.7 million in
annual food and labor costs.'*® The organization reports a job placement rate of 90 percent and
says that it trains the unemployed for less than half the cost of other organizations.*® And since

it helps ex-offenders graduate and find work, with an average recidivism rate of anly 2 percent
(compared to a more typical rate of 50 percent), taxpayers are spared the expense of law en-
forcement, homeless services, and welfare payments.t*® All told, DC Central Kitchen finds that this

adds up to a “350 percent return on investment for our community each year.”*%



Challenges, Solutions, Opportunities

> Nonprofit social enterprises often make low
or no profits, making it difficult to qualify for
loans and investments. Among financing solu-
tions are loan guarantees by foundations or
other stakeholders, the growth of specialized
nonprofit financing funds, and the ability to
make the case for a social return on invest-

ment above and beyand financial return.

> For-profit social enterprises can possess
unique advantages in seeking financing.
As Tasha Seitz, chief investment officer of
Impact Engine, a sacial enterprise acceleratar
in Chicago, said to Forbes, “Social enterprises
can find sources of funding aligned with their

missian that your typical firm doesn’t have ac-

Innovative Financing for Nonprofit Social Enterprises

Mission-related investments [MRIs): Beyond
grants and PRI, mare innovative is the growing
use of mission-related investments in social
enterprises. MRIs are made by foundations
with the expectation of generating social or
environmental benefits, as well as risk-ad-
justed, market-rate returns. Unlike PRIs, MRIs
are made from a foundation’s asset hase,
endowment, ar corpus. MRIs, too, are a farm
of impact investing; some foundations may
have engaged in this practice for some time
without naming it at all. A 2015 report from
Arabella Advisories, a philanthropy consulting
firm, reports that only one in ten small foun-
dations is participating in impact investing,
but those that are doing it are doing a lot.*%®
For small foundations participating in impact
investing, the average share of portfolios in
impact investments is 40 percent, according
to data from Exponent Philanthropy, a mem-
bership group of smaller philanthropic
organizations, %8

cess to.”** They also can sometimes comhine
philanthropic with other forms of financing.

> New IRS clarifications for mission-related
investments by foundations were issued in
2015. This clears the way for mare impact

investing for social enterprise development >3

> Growing investment by large players is
another sign of increasing potential for sacial
enterprise investment. Larger financial asset
management firms, such as JP Morgan,
Morgan Stanley, Deloitte, Deutsche Bank, and
Goldman Sachs, have all established impact
investing portfolios in recent years to focus on

the social enterprise space.*™

Combining grants and investments: Some
forward-thinking funders—such as RSF Social
Finance, the F.B. Heron Foundation, and the
Omidyar Network—have reariented themselves
to combine various kinds of capital in support
of sacial enterprises.

Social impact bonds: These bonds, also known
as pay-for-success bands, are an emerging
area of finance that is helping social enterpris-
es scale. Social impact bonds create a unique
partnership among government, philanthropy,
and nonprofit organizations. States issue bonds
to private companies and philanthropies that are
repayable only if the social enterprise meets its
stated saocial goals. The idea is that government
pays only for positive outcomes and investors
share the risk of achieving these outcomes. One
organization working with social impact bonds is
Social Finance in Boston, which brokered an ar-
rangement with the state of New York to bring in
$13.5 million to the Center for Employment Op-



One of the nation’s most
prominent social en-
terprise accelerators is
REDF, which has support-
ed mare than 60 social
enterprises, helping to
create more than 11,000
jobs, particularly for the
most marginalized. This
San Francisco-based
organization has received
two multimillion-dollar
grants from the Federal
Social Innovation Fund,
which will allow REDF to
expand to regions outside
of California, including
Seattle; Chicago; Denver;
Austin, Texas; and Port-
land, Oregan.

Photo c/o REDF

portunities (CEO] in 2014.%7 CEO is a nonprofit Fund), one of the nation’s mast prominent
which prepares the formerly incarcerated for sacial enterprise accelerators. This San Fran-
employment, saving $4,100 in criminal justice cisco-hased organization has supported mare
costs per participant.?*® This social impact bond,  than 60 social enterprises, helping to create
paid for by private investors putting in a mini- more than 11,000 jobs, particularly for the
mum of $100,000 each, helped CEO provide job ~ most marginalized—those with backgrounds
training to 2,000 new clients. New York State will  of homelessness, incarceration, addiction, or
repay investors, with a premium, if performance  mental illness.*®® REDF has received two large

targets are met.**® grants from the Social Innovation Fund, for
$7.5 million in 2010 and another $7 million in

Federal Social Innovation Fund: Created in 2015, which will allow REDF to expand to

20089, this federal grant-making body funds regions outside of California, including Baostan;

proven social innovations that help low-income  Seattle; Chicago; Denver; Indianapolis; Austin,
communities, with grants that generally require  Texas, and Portland, Oregon.t®2 The majority of

ane-to-one matches. One social enterprise the funds, 95 percent, will be disbursed as sub-
arganization receiving a grant is REDF [for- grants to 22 social enterprises that aid those
merly the Robert Enterprise Development with barriers to employment.163

Innovative Financing for For-Profit Social Enterprises

Well-established networks and gatherings exist among impact investors seeking ta invest in
the second category of social enterprises, those that are more like commercial businesses.
Most prominently there is the annual Social Capital [SOCAP] Markets Conference, first held
in 2008, which draws upwards of 10,000 attendees to its annual Bay Area gathering.!® The
Global Impact Investing Network (GIIN], established in 2009, now counts around 200 mem-
bers among investors, asset managers, and service providers.'®® While many investars in
these netwarks invest glabally, the United States is an increasing focus of these groups.
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The financial ecosystem for social enterprises continues to evolve. Public, private, and philan-

thropic sectors all invest in social enterprises. One of the chief early complaints from early actors

in this space was that there were not enough investable social enterprises. Part of this was due to

the fact that many investors wished to see substantial sacial impact, but were unwilling to accept

below-market returns, which narrowed the universe of investable options.

Impact investing: Impact investing is debt or
equity capital [not grants] that seeks to create
sacial returns along with financial returns. It is
generally available only to firms with a proven
business model and an established track record
of profitable operation. Impact investor capital
can come from sacially respansible investment
firms, most of which are members of the Social
Investment Forum trade group. Other impact
investors can be local angel investors. New
players are emerging continuously. One exam-
ple is ImpactAssets, which offers philanthro-
pist and individual investors impact investing
apportunities through donor advised funds and
impact investing notes. Regenerative Finance,
which attracts funds from wealthy millennials—
who are helping finance the Renaissance Co-op

ADDITIONAL RESOURCES

in Greenshoro mentioned above—is another
example.'%

Blended finance: Social enterprises with the
ability to scale and make a profit can find
success in attracting both grants and equi-

ty financing. One saocial enterprise that has
accomplished this is Jail Education Solutions,
which sells a wireless, tablet-based education
system for the incarcerated. Since its launch
three years ago, this Chicago firm has raised
$1.5 million in equity and $500,000 in grants,
including a grant from the MacArthur Founda-
tion, a PRI from the Patricia Kind Family Foun-
dation, and venture capital from Kapor Capital,
Serious Change, and SustainVC'’s Patient Capital
Collabarative.*’

» Impact to Last: Lessons from the Front Lines of Social Enterprise, REDF, 2015, http://redf.org/

learn-category/impact-to-last/

» Social Innovation Fund, Corporation for National and Community Service, http://www.nationalservice.

gov/programs/sacial-innovation-fund

» Social Enterprise Alliance, http://www.se-alliance.org

» Social Investment Forum, http://www.ussif.org/
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OMIDYAR NETWORK SEEKS CATALYTIC IMPACT

The Omidyar Network—established in 2004 by eBay founder Pierre Omidyar—caon-
sists of both a 501(c](3] grant-making foundation and a for-praofit limited liability
company that makes investments. The aim with both sides is to support mar-

ket-based approaches that have the potential for large-scale, catalytic impact.*®®

Since its inception, the Omidyar Network has invested $461 million, as well as
disbursing $508 million in grants.'®® Its first investment in the social accountabil-
ity space was in SeeClickFix, which builds open-source, customized platforms for
individuals to report and monitor non-emergency issues in their communities.*’°
The Omidyar Network joined with another impact investment group to make an
equity investment of $1.5 million in SeeClickFix in 2011, and joined a second equity
investment of $1.4 million with a larger group of impact investars in 2014.17

The Omidyar Netwark also invests in other fund managers that seek to invest in
social enterprises, such as Core Innovation Capital, which makes investments in
financial services and technaology firms that create consumer financial products,
particularly for those who have traditionally lacked access.'’2 Care Innovation
launched in 2010 with $45 million in capital,'’® and has invested in thirteen com-
panies.*” One firm that Core Innovation invested in is Atlanta-based L2C, which
developed tools for lending to individuals with limited credit histories.*”> L2C'’s toals
and models were so promising that it was acquired in 2014 by TransUnion, one of
the big three credit rating companies, which sought to provide more data to finan-
cial services clients seeking to increase lending to individuals fram underserved
backgrounds.’
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Hybrid enterprises are
businesses that have adopted
legal forms that embed some
form of social mission in their

articles of incorporation

and bylaws.

In the United States, two pri-
mary forms of hybrid enterprise
have emerged over the past de-
cade: low-profit limited liahility
carporations [L3Cs]) and benefit
corporations. An L3C is a limited
liahility company in which the
profit goal is subordinated to

a charitable mission. A benefit
carporation, by contrast, is a

form of corpaoration whose bylaws outline an express social mission. Nationally, there are
now mare than 1,300 L3Cs and 1,600 benefit corporations, a remarkable expansion from

a baseline of zero a decade ago.'”’

Financing Hybrid Enterprises

Hybrid enterprise has many origins, among which are Jed Emerson’s concept of
“blended value” (a business blending nonprofit and for-profit approaches), and
Heerad Sabeti's concept of “for-benefit” enterprises, which exist for social benefit,

in contrast to “for-profit” enterprises, which exist to maximize financial returns.t’®
Sabeti envisioned an emerging “fourth sector” of enterprises designed for social
benefit, a sector different from the customary three sectors of government, tradi-

tional for-profit business, and nonprofit organizations.

—




Low-Profit Limited Liiability Corporations
(L3Cs)

One advantage of the L3C is that, by design, it
can raise funds from both investors and philan-
thropy. The form was in fact created primar-
ily to facilitate the uses of program related
investments from philanthropic organizations.
As mentioned previously, PRIs are low-interest
loans aligned with a foundation’s charitable
mission. Because PRIs are typically repaid,

the maney lent out can be recycled to benefit
multiple projects.

One of the nation’s leading LC3 philanthrop-

ic investors is the MacArthur Foundation in
Chicago. In 2014, for example, MacArthur made
two impact investments totaling $5 million to
help launch Commons Energy L3C, which has a
mission of helping underserved markets reduce
energy and water costs. Commans Energy is

a subsidiary of the nonprofit Vermant Energy
Investment Carporation. Additional support

for Commons Energy included a PRI of up to

a $2 million from the Kresge Foundation, in

the form of a credit enhancement (i.e., effec-
tively a subsidized line of credit], as well as a
$250,000 mission investment from the High
Meadows Fund.'”® Commans Energy’s status as
an L3C may have helped it attract these mis-
sion-oriented investments. It is appropriately
incorporated as a hybrid, for it is the nation’s
first public-purpose energy services company
(ESCO). It differs from a traditional ESCO in
that its goal is not maximum profit but deeper
energy savings.'® Commans Energy provides
technical assistance and investment capital to
owners of small and medium-sized buildings
that are generally left out of the ESCO market-
place, such as schoals, health care facilities,
and affordable multifamily housing.*®*

Benefit Corporations

Benefit corporations or B corporations can
refer to enterprises of many types, includ-

ing cooperatives, ESOPs, and publicly traded
companies. Essentially, being a benefit corpo-
ration is a public declaration of intent to serve
the public good. An advantage of the benefit
corporation model is that corporations of any
size—even large publicly traded corporations—
can hypothetically adopt this design as a way
to help retain the primacy of the social mission
aver time. Kickstarter, the online crowdfunding
platform, became one of the most promi-

nent firms to become a benefit corporation in
September 2015. “We don’t ever want to sell or
go public,” cofounder and CEO Yancey Strickler
told The New York Times. “That would push the
campany to make choices that we don’t think
are in the best interest of the company.”18

The most feasible way for a publicly traded
company to incorporate as a benefit cor-
poration is to do so relatively early in its life,
and then go public with that design in place.

It is also at least theoretically possible for an
existing publicly traded firm to re-charter as a
benefit corporation, but it would require share-
halder approval. One firm that has expressed
interest in this path is Unilever, the Dutch
multinational which owns Ben & Jerry’'s, a sub-
sidiary that has been certified as a B Corpora-
tion.83 Kickstarter, which reincorporated last
year as a public benefit corpaoration in order to
provide legal protection for its social mission, is
ane clear example of an organization that set
out to solve a social problem that happens to
coincide with the non-financial interests of a
venture capital firm.

The designation B Corporation refers to a social
certification process; this process is inde-
pendent of the incarporation process that is



legally required to become a benefit corporation. To date, 31 states—with five mare in the

pipeline—have approved legislation that enables companies to farmally incorparate as

benefit corporations. 8

The nonpraofit organization that certifies B Carparations is B Lab. B Lab has also been
a leading advocate of benefit corporation legislation. B Lab points to growing interest
among multinational and publicly traded companies committed to the social responsi-

bility standards that are inherent in B Carparation certification. To help ensure ongoing

company commitment to the public good, B Lah has created additional transparency and

validation requirements for publicly traded companies.*® It is also in the process of cre-

ating a Multinationals and Public Markets Advisory Council, which will help B Lab promote
“mission-aligned corporate structures that expand fiduciary duty to include the consid-

eration of societal—not just shareholder—interests.”188

CHALLENGES, SOLUTIONS, OPPORTUNITIES

> L3Cs and benefit corporations face many of
the same financing challenges that tradi-
tional small business faces. Lending for small
business has been in decline since the reces-
sion following the financial crisis of 2008.1%”

One solution is ta approach CDFls or other

»
lenders or investors with a social missian.
> Hybrid status can pose additional challeng-
es. While being a hybrid can enable a business
to pursue multiple financing channels, it can >

also pose harriers. Philanthropy may shy away
because the business earns a profit, making it
seem inappropriate for foundation action. Tra-

ditional finance may shy away because of the

Innovative Financing for Hybrid Enterprises

link ta charitable mission. A key salution may
be to present potential lenders and investors
with a strong business plan and strong finan-
cial pasition, with hybrid status as a banus,

not the central selling point.

Being a benefit corporation or B Corporation
can help a business stand out. Impact inves-
tors can see this status as indicating authen-

ticity about social mission.

Benefit corporations benefit from having a
community of like-minded enterprises. This
can help in improving management practices

and making connections to potential investors.

Initial public offering (IPO): The IPO—selling Corporation certification, Etsy earned a B score
shares to the broad public—is a traditional way  of 127, significantly higher than the 80 point
growing firms access substantial capital. Yet minimum necessary to receive certification

for benefit corporations, it remains aninnova- ~ from B Lab.*®® As a publicly traded company
tion. For example, in March 2015, the Brook- and a B Corporation, Etsy is likely to face pres-

lyn-based online handicrafts marketplace Etsy  sure to maximize returns ta sharehalders. To
became the largest—and one of the few—cer- protect social mission for companies like this,
tified B Corporation to sell shares in an IPO [see B Lab has created additional transparency and

case study]. Etsy raised $267 million.*®8 Inits B validation requirements.



Program Related Investments: L 3Cs are
specifically designed to attract foundation
program related investments. The L3C insti-
tutional form was developed by Robert Lang,
with the aim of simplifying for foundations the
cumbersome task of a seeking a Private Letter
Ruling from the IRS, which indicates whether
an investment qualifies as a PRI. That process
can take up to 18 months and cost $50,000

ar more in legal fees. In essence, the statute
under which an L3C is organized requires that
the business make the same types of commit-
ments that the IRS has traditionally required.
Far this reason, state L3C laws are typically
designed to incorporate all of the federal tax
requirements that apply to PRIs. These include
stipulations that the enterprises are specifical-
ly formed to further charitable or educational
purposes, and that production of income ar the
appreciation of property value is not a major
purpose.*®® Thus far, foundations making PRIs
in L3Cs are mostly found in the early adopter
states such as Vermant, lllinais, and Michigan.

Municipal Support: In the 31 states which
allow legal incarparation as a benefit corpo-
ration, a small but growing number of mu-
nicipalities are developing strategies to offer
financial support to these businesses. The City

ADDITIONAL RESOURCES:

of Philadelphia began investigating the impact
aof Philadelphia-based benefit corporations,
finding that nine out of ten are locally owned,
and nearly half offer some form of employee
ownership. It also found that the city’s benefit
corporations are three times more likely be
owned by women or minarities than traditional
campanies, and twice as likely to offer health
insurance and retirement plans. These find-
ings encouraged the city in 2009 to estahlish
a Sustainable Business Tax Credit, offering up
to a $4,000 reduction in taxes for as many as
25 businesses each year between 2012 and
2017.1% In awarding the tax credit, the city
considers a variety of factors, including how the
business pravides low-income or underserved
communities with beneficial products or ser-
vices, and how it promotes economic opportu-
nities beyand job creation.'? In 2016, new leg-
islation was introduced to double the tax credit
to $8,000.1%% A similar effort to support benefit
corporations is under way in San Francisco,
where the city in 2012 passed an ordinance to
grant benefit corporations a 4 percent bidding
preference on city contracts.*®* In Maryland,
State Delegate Meagan Simaonaire introduced
legislation in January 2016 to authorize Anne
Arundel County to provide a property tax credit
for benefit corporations.t®

» Benefit Corporations, B Lab, http://www.bcorporation.net/

» Laws for L3Cs, Americans for Community Development, http://americansforcommunitydevelopment.

arg/laws

» Impactinvesting: A Guide for Philanthropist and Social Investors, Social Grant Makers, 2014, https://

www.socalgrantmakers.org/sites/default/files/resources/Line%200f%20Sight%20-%20Northern%20

Trust%202014.pdf

» Philadelphia’s Sustainable Business Tax Credit, City of Philadelphia, https://alpha.phila.gov/tax-cred-

its/sustainable-business-tax-credit/
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In March 2015, the
Braoklyn-based online
handicrafts marketplace
Etsy became the largest
certified B Corparation to
sell sharesinan IPG; itis
ane of only a few to do so.
Etsy raised $267 million.

Photo c/o Charles & Hudson,
Creative Commons licensing

Case Study in Financing Hybrid Enterprises

W3 ETSY: B CORPORATION COMPLETES A $267 MILLION IPO

STUDY
caorme The work Etsy is doing in generating income and part-time employment for low-in-

come women is one of the modern economy’s phenomenal success stories. This
online handicrafts marketplace enables craftspeople and artists from all walks of
life to sell their crafts on its platform. Some 24 million shoppers come each year
to purchase handicrafts from 1.6 million sellers, and 86 percent of those sellers
are women, whereas only 30 percent of vendors nationally are women-owned.®
These Etsy sellers also have lower household income on average than the general
population, which means the income generated can be a bhoon for cash-strapped
households.*¥” Close to one in three sellers consider Etsy sales a business or their
sole occupation; 44 percent use Etsy sales to cover household expenses; and 25
percent use the sales for savings.!®®

How Etsy finances itself is an equally compelling stary. Etsy, which in 2012 became
a certified B Corparation, in its early stages raised capital from Union Square Ven-
tures (USV]. This venture capital firm has invested in other pathbreaking compa-
nies such as Twitter, Tumblr, and Meetup—as well as socially responsible firms like
La Ruche [which connects farmers with buyers] and CrowdRise [which facilitates
crowdfunding for charitable giving].1% USV also invested in Kickstarter, which re-
cently reincarporated as a benefit carporation under Delaware law.2%

In March 2015, the Brooklyn-based Etsy became the largest—and one of the
few—certified B Corporation to sell shares in an initial public offering, raising $267
million.2% To expand investment opportunities for Etsy vendors and other non-in-


https://www.etsy.com/
https://www.etsy.com/

stitutional investars, Etsy set aside 5 percent of shares for retail investars, and it
limited investments to $2,500.2%

Etsy is well known for its social mission, including commitments to environmental
sustainahility, to providing a supportive wark environment for its 685 employees,
and to promoting women-owned businesses. 23 Etsy’s mission is to foster a “world
in which small businesses have significant sway in shaping the economy, local
living economies are thriving everywhere, and people value autharship and prove-
nance as much as price and canvenience.”2%



Mayors and city economic
As Bruce Katz and Jennifer
development departmeﬂts Bradley wrote in their book The

Metropalitan Revolution, “Cities

are iﬂCreaSingly d |OCUS and metropalitan areas are the
Of expenmentatlon and engines of economic prosperity

and social transformation in the

i nn Ovati on i N Creati N g United States.”?® One potential

element in play as local leaders

|ﬂC|US|VB |D[ja| eCOﬂ0m|eS innovate is the set of substan-

tial local assets held by munici-
pally owned enterprises.

Financing Municipal Enterprises

Municipal enterprises—hbusinesses owned or chartered by local public authorities
that provide services and generate revenue—include water and sewer systems,
electric utilities, waste management, broadband internet networks, hotels and
convention centers, public transportation, golf courses, parts, airports, and land and
real estate. Also included are municipal financing of economic development and

public pensions. These various municipal assets hold the potential to be used as
engines for local job creation.




Traditional Financing of Municipal Enterprise

Municipal bonds: Traditionally, the financing of municipal economic activity has been

done substantially through the issuance of municipal bonds, a robust part of the U.S.

bond market. In 2015, $403 hillion in new municipal bonds were issued, bringing the

total outstanding to $3.7 trillion—roughly nine percent of the nation’s tatal bond mar-
ket.2% As Charles Schwab analysts Cooper Howard and Rob Williams observed recently,

municipal bonds outperformed all other bond categories in 2015, as well as outper-

forming stocks. Municipal bonds are attractive to investors for their stable returns and

low risk, as well as the fact that interest income is exempt from federal income tax,
and often from state income tax as well.2%

CHALLENGES, SOLUTIONS, OPPORTUNITIES

>

Growth is stalled in some areas of munic-
ipal enterprise, such as municipally owned
electricity, a sector where creation of new
enterprises is palitically and financially difficult

today.

While privatization once proved a challenge
for municipal water, that trend has reversed.
Around 87 percent of all U.S. water systems in
the U.S. are publicly owned at the local level.
Attempts at privatization of water in recent
decades have generally been disastrous, due
to poor service and rising rates; many have
been reversed amid public pressure. Between
2007 and 2014, the number of privately owned
systems fell seven percent and the number

of people served by private systems fell 18
percent.®® Efforts at privatization now are
often met with oppasition—as in 2013, when
residents of Bethel, Connecticut blocked a pro-
posal ta sell the town’s water utility to Aguarian,
with more than 70 percent of residents voting

against the sale in a referendum.?®

Municipal enterprises are more inclusive

than private employers. For decades, women

and African-Americans have heen employed
in the local and state public sectors at rates
higher than in the private sector. People of

calor in public sector employment also face

smaller wage disparities across racial lines.?1

Economically targeted investments (ETIs)—
socially oriented investments by public
sector pension funds—are on the rise thanks
in part to the U.S. Department of Labar’s
recent guidance that says pension fiduciaries
can consider the social and environmental
impacts of ETIs, sa lang as they are financially
equivalent to competing investment choic-
es.?! This Labor Department action is helping
broaden suppaort for ETls as an ecanomic
development strategy. Though most public
pension funds are regulated at the state and
local level, many states model their standards

after federal rules.??

Four particular areas represent current op-
portunities for municipal enterprise growth
and job creation: municipal water, transit-ori-
ented development, high-speed internet, and

hotels.



AREAS OF JOB GROWTH IN MUNICIPAL ENTERPRISE

Municipal water systems: These systems
represent enormous assets for localities. The
Los Angeles Department of Water and Power,
for example, is the country’s largest publicly
owned utility, supplying water and electricity
to the city’s 3.9 million residents and 450,000
businesses.?!3 Each year, it transfers about
seven percent of its gross revenues from elec-
tricity ($261 million in FY 2014-2015] and five
percent of its gross revenues from water to the
city’s General Fund, helping finance city opera-
tions and support public sector jobs.?

One city using its municipal water system for
economic development is Chicago. In March
2016 Mayor Rahm Emanuel announced the
launch of a new public-private research part-
nership called Current. The Metropolitan Water
Reclamation District of Greater Chicago and
the nonprofit business group World Business
Chicago are working together to increase
efficiency, improve wastewater treatment, and
increase water industry employment. Chicago’s
water ecanomy—today the fourth-largest in
the nation—accounts for $14 hillion in gross
regional product. Regional water enterpris-

es employ close to 100,000 workers. The city
projects that the research and investment that
the Current partnership is projected to under-
take will support more than 400 businesses,
creating $250 million in economic value over
ten years.21s

Transit-oriented development: Another set of
growing assets for cities is local transit systems,
which provide the opportunity for transit-ori-
ented development as an approach to economic
development. Transit-oriented development
aims to develop compact, walkable, mixed-use
communities around public transportation

nodes. Often this form of development focuses
substantially on real estate. But it also rep-
resents an opportunity for job development.
That's the idea behind Jobs to Move America, a
growing movement being promoted by advo-
cates like Madeline Janis, national policy director
for the Los Angeles Alliance for a New Economy
(LAANE]. This amhitious plan envisions bringing
tens of thousands of manufacturing jobs back to
America using the public dollars already pledged
to mass transit development.

One project that Janis has her eye on is the $40
billion allocated to improve Los Angeles’s mass
transit with new light-rail cars. This project is
financed by a half-cent tax increase over 30
years. Janis notes that there are virtually no
American rail car manufacturers in the U.S.
today. She and a coalition of advocacy groups
in major cities are seeking to substantially in-
crease the number of such companies. Robert
Puentes, senior fellow with the Brookings Insti-
tution’s Metropalitan Palicy Program, said that
LAANE’s plan potentially represents a “perma-
nent shift in the American economy.”2

High-speed internet: More than 450 com-
munities have already estahlished publicly
owned networks, including maore than 50 in

19 states offering super-fast networks with

at least 1 GB service. These publicly owned
systems commonly provide higher speeds,
better service, lower costs, and updated infra-
structure in communities often neglected hy
large for-profit cable companies. In addition to
providing a locality with revenue, these public
broadband networks create the oppartunity for
locally owned businesses tao flourish, and for
residents to estahlish in-home businesses.?’
For example, the Chattanooga Electric Power



Board [EPB), a municipally owned utility, in
2007 announced a ten-year plan to build a fiber
network serving all of Chattanooga. Chattanoo-
ga became the first city in the country to make
commercially available 1 GB high-speed broad-
band service. Today, the city-owned service
serves 60,000 residential and 4,500 business
customers.28

Municipally-owned hetels: Hotels owned by
municipalities can be found in communities as
different as Austin, Texas; Overland Park, Kan-
sas; Chicago; Omaha, Nebraska; Denver; and
Sacramentag, California. Robert Nelsan, chair
of the Department of Hotel, Restaurant, and
Institutional Management at the University of

Innovative Financing of Municipal Enterprise

Mini-Bond Program: The Los Angeles Depart-
ment of Water and Pawer has created a Mini-
Bond Program that enables its active and re-
tired employees to purchase tax-exempt bonds
without paying brokerage fees or commissions,
providing a wealth-building mechanism for em-
ployees not able to reach the $5,000 minimum
investment level of its reqular bond program.
LADWP expects to raise $15.9 million through
Mini-Bond investments in a future bond offering.2®

Green bonds: Institutional investors are
increasingly attracted to green bonds, which
address environmental challenges by chan-
neling money to green projects. For example,
Massachusetts in June 2013 floated the first
municipal bond labeled green by its issuer, as
part of a $670 million general offering. The
Office of the State Treasurer said it would use
proceeds fraom the $100 million bond to back
environmentally sound infrastructure projects.
24 n another example, municipally owned
utilities have banded together to float bonds for

Delaware, notes that many publicly owned hotels
are constructed to support another prominent
sectar of municipal ownership—convention
centers.2¥The Vancouver Hilton Hotel & Conven-
tion Center in Washingtaon, for instance, is owned
by the Vancouver Public Facilities District and
leased by the Downtown Redevelopment Author-
ity. Together, the hotel and convention center
employ nearly 200 people, 80 percent of whom
live in the area.® The tax laws were changed in
1996 to allow the use of tax-exempt municipal
bonds to finance hotels, which fueled the in-
crease in this sector.??* Another financing mech-
anism is public pension funds. For example, the
Retirement System of Alabama pension fund
owns eight upscale hotels across the state.???

wind energy development. One example is the
$65 million raised in a 2010 bond issued by the
Berkshire Wind Power Cooperative Corparation,
a cooperative composed of fourteen munici-
pally owned utilities in Massachusetts that are
seeking together to finance local wind devel-
opment.?® Worldwide, green bond issuance
reached a record $41 hillion in 2015.2%5

Financing partnerships: The City of Denver
helped create a collaborative fund—the Denver
Transit-Oriented Development Fund—now to-
taling $24 million, for residential and commer-
cial development around transit areas. The city
provided $2.5 million for the fund. Anather $15
million was pravided by the national nonprofit
Enterprise Community Partners. Other inves-
tors and multisector partners include private
banks, COFls, the County of Denver, the Colo-
rado Housing and Finance Autharity, and the
Colorada Division of Housing.??” Program relat-
ed investments came in from the Fard Foun-
datian, the Denver Foundation, and the Gates



Family Foundation.®?® Since 2010, nearly $200
million has been leveraged from public, private,
and nonprofit sources. To date, 700 jobs have
been created and eight properties acquired,
helping to preserve and create more than 600
homes and 120,000 square feet of commercial
space.?®

Economically Targeted Investments: In 2014,
public sectar pension plans held close to $4
trillion in assets and increasingly, portions of
these funds are invested for social impact.23 A
recent Deloitte survey found that 64 percent of
the country’s pension funds intend to make an

ADDITIONAL RESOURCES:

impact investment in the future.®* ETls provide
an opportunity for municipalities to finance in-
clusive economic development. ETIs are not an
asset class themselves, but are distributed over
fixed-income securities, private equity, and real
estate.?®2 One prominent ETl investor is the New
York City Retirement System [NYCRS], com-
prised of the pension funds of municipal work-
ers and teachers, with $1635 billion in assets.
NYCRS aims to invest 2 percent of assets into
low- and moderate-income areas in New York
City.2% At the end of 2014, NYCRS's ETI portfolio
yielded a ten-year net return of 6.3 percent, 1.4
points abaove its benchmark.23

> Steps to Avoid Stalled Equitable Transit Oriented Development Prajects, Living Cities, April 7, 2014,

https://www.livingcities.org/resources/259-steps-to-avoid-stalled-equitable-tod-projects

» Unleashing the Power of Pensions: Expanding Economically Targeted Investments by U.S. Pen-

sion Funds, Enterprise Community Partners and Insight at Pacific Community Ventures, December

2015, https://www.pacificcommunityventures.org/2015/12/11/ai3-brief-unleashing-power-pensions/

» The Case for the Community Partner in Economic Development, Federal Bank of Bostan, November

2007, http://community-wealth.org/content/case-community-partner-economic-development-com-

munity-affairs

» Council of Development Finance Agencies Online Resource Database, COFA, http://www.cdfa.net/

cdfa/cdfaweb.nsf/ordsearch.html
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Seattle has embarked on
an ambitious $73 million
project, the MarketFront, to
expand Pike Place Market,
which was chartered by city
government and is one of
the country’s leading public
markets. MarketFront will
add 47 rooftop day stalls
for farmers and artists. The
project also includes 40
new units of low-income
senior housing and a new
neighborhood center with
expanded social services.

Photo c/o Pike Place Market
Foundation
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WY 3 PIKE PLACE MARKET: FINANCING THE EXPANSION OF THIS
IS SEATTLE ICON

Click for info

Seattle has embarked on an ambitious $73 million project, the MarketFront, to ex-
pand Pike Place Market, one of the country’s leading public markets.?** In so doing,
it provides a valuable demonstration of how municipally chartered enterprise can
finance and support local community wealth building.

Since 1973, Pike Place Market has been gaverned by the Pike Place Market Preser-
vation and Bevelopment Authority (PDA], a nonprofit carporation chartered by the
city “to increase the opportunities for farm and food retailing, support small and
marginal businesses, and provide services for low-income individuals.”2*® By char-
ter, the PDA is governed by a 12-member council that has four mayor-appointed
representatives, four publicly elected representatives (any state resident can pay
$1 a year to join the “constituency” group], and four appointed representatives. The
directors serve staggered four-year terms and must be canfirmed by the Seattle
City Council.®’

Pike Place currently serves 80 farmers, 220 small business, and 250 artisans. With
the expansion, MarketFront will add 47 rooftop day stalls for farmers and artists.
The project also includes forty new units of low-income senior housing and a new
neighborhood center with expanded social services.?*® The expansion financing
planis illustrated below:2*®

ol
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Financing the Expansion of Pike Place Market

Source Amount Notes

City of Seattle general obliga- $34,000,000 Debt

tion bonds

Low Income Housing Tax Credits = $9,200,000 Equity

(6 related low-income housing

finance]

Pike Place Market Preservation | $8,500,000 Debt, amortized aver 20
& Development Autharity [PDA] years at 4 % interest
bonds

WSDOT Alaska Way Viaduct $6,000,000 Equity

parking mitigation funds

Pike Place Market Foundation $6,000,000 Equity

capital campaign

New Market Tax Credits $4,000,000 Equity

PDA $3,000,000 Equity

State of Washington grants $2,500,000 Equity

Total $73,200,000

As can be seen, the City of Seattle provides nearly half of the funds, which come from general
obligation bonds. This support covers a portion of construction and the full cost of the land.2%
The PDA will also, for the first time in its history, issue its own bonds (raising at least $8.5 million,
but authorized to go as high as $18 million if needed], amortized aver 20 years, with a 4 percent
coupon.2 The PDA will also contribute $3 million in equity.2*

The Washington State Department of Transpartation awarded the PDA $6 million as a grant. It

is tied to Pike Place Market parking fees, so, in theary, Pike Place “pays back” the $6 million by
entering into contracts (restrictive covenants] that limit what it charges the public to park. But no
cash needs to be paid back.®*

Of the $3.2 million needed to finance the on-site senior housing, PDA has already raised $1.4 mil-
lion from the Seattle Housing Levy.2** The PDA procured a New Market Tax Credit allocation from
Morgan Stanley, and has, with the support of the Pike Place Market Foundation, raised more than
half its $6 million capital campaign goal.




Denver is a leading inno-
vator with its first-in-the-
nation Transit-Oriented
Development (TOD] Fund,
the result of a collabo-
ration between the local
gavernment, public and
private lending institutions,
CDFls, philanthropy, and a
community development
corporation.The fund
helped to finance the $32
million Avondale Apart-
ments, which includes

a new public library,
commercial space, and
affordable housing.
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DENVER TOD FUND: FIRST-IN-NATION LOCAL FUND FOR
TRANSIT-ORIENTED DEVELOPMENT

Denver is a leading innovator in transit-oriented development finance through its
first-in-the-nation Transit-Oriented Development (TOD] Fund, the result of a collabo-
ration between nonprofit developers, local government, foundations, and financial in-
stitutions. Transpartation costs today devour a rising share of the budgets of low-in-
came families in the Denver region, many of whom live in outlying areas. Making sure
these families benefit from transit-oriented development is the aim of the new fund,
which seeks to make development affordable and equitable as the transit system
expands over the next two decades, building 122 miles of rail transit, 18 miles of bus
rapid transit, and 57 new stations.®®

The TOD Fund was launched in 2010 with $15 million in capital and has leveraged
close to $200 million from other partners. Those investments have funded 626 af-
fordable homes as well as mixed-use commercial spaces. To build on that success,
the fund is today expanding regionally and has grown to $24 million.2*

Helping to conceive the fund were the nonprofits Enterprise Community Partners
and the Urban Land Conservancy (ULC), which partnered in launching the fund with
the city, public and private lending institutions, CDFls, philanthropy, and a commu-
nity development council. The aim was to purchase and develop real estate around
planned transit corridors. Enterprise Community Partners is the fund manager and
the ULC is one of the borrowers. To date the fund has invested in 13 TOD projects,
with ULC completing nine of the transactions.


http://www.enterprisecommunity.com/denver-tod-fund
http://www.enterprisecommunity.com/denver-tod-fund
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One notable TOD site is the Avondale Apartments at Mile High Vistas. The $32 million develop-

ment, led by the ULC as the master site developer, includes a new public library, 10,000 square
feet of commercial space, and 80 units of permanently affordable housing. It has helped to create
195 jobs—B5 of them permanent—and spur an economic renaissance along the Colfax Avenue
corridor.? A 2013 study found that without the $2.35 million from the TOD Fund, the project likely

would not have been completed.®®

Financing the Denver TOD Fund®*®

sSaurce Amount Notes
Colorado Housing and Finance Autharity & $10,500,000 2% interest [CHFA]
Colorado Housing Autharity 1% interest (CHA)
Top loss outside of city of
Denver
Enterprise Community Loan Fund, Mile High $5,500,000 6.65% interest
Community Loan Fund, & banks Senior debt
Raose Community Foundation & $4,500,000 2% interest
MacArthur Foundation Third position
City of Denver $2,500,000 0% interest
Tap loss within city
boundaries
Enterprise Community Partners $1,000,000 2% interest
Second paosition
Total $24,000,000




Finance has a vital role to
play in advancing broad- CONCLUSION
based enterprise as a togl  This survey of the verious

maodels shows key areas poised

for job creation and reducing  for growth and social impact,
indicating where finance can

WEQd |th iﬂeq U8|Ity play a leadership role.

» Infinancing worker-owned cooperatives, CDFIs have a potentially powerful role
to play. These financing organizations can be particularly effective in entering new
territory when they form warking groups—Ilike the group of co-op lenders formed
in 2014 by Capital Impact Partners—explaring together how to more effectively
finance cooperatives.

» Impactinvestors have a potentially vital role to play in financing transitions to
worker ownership. There has been surprisingly little attention to warker ownership
among impact investors, who tend disproportionately to focus on publicly traded
firms. The baby boom entrepreneur transition offers a large opportunity to learn to
invest in ways that more directly benefit warkers. An illustration of this approach
is the Regenerative Finance group of millennial impact investors who supported
the startup of the Renaissance Community Co-op in Greensboro, North Caralina.
Similarly, a group called the Southern Grassroots Economy Project is piloting the
development of a Southern Reparations Loan Fund to jump-start worker coopera-
tive development in marginalized southern communities.?

» Financial service providers can increase their ESOP lending, including making
greater use of the SBA 7[a]) program. At present, commercial lenders issue mare
than $10 hillion in SBA section 7(a] loans, a program that enables businesses to
qualify for 75 percent federal guarantees on loans. ESOPs have been eligible for
such loans since 1879, but relatively few ESOP loans of this type have been made.®*
Growing expertise in this area to finance more conversions of existing businesses
to ESOP ownership could be a critical strategy for bath preserving existing small
businesses and reducing income inequality.



» Institutional investors of all kinds can continue to advance green bonds to support
a host of needed infrastructure investments in energy, water, and elsewhere. Bond
instruments like the Berkshire Wind Power Cooperative Corpaoration—funding wind
development by fifteen municipally owned utilities in Massachusetts—show how these
environmentally oriented bonds can be an important tool for a sustainahble and inclusive
economy.2?

» Local governments are poised to advance both worker ownership and benefit corpo-
rations as engines for job creation. A small but growing number of municipalities are
developing strategies to offer financial support to these businesses. Philadelphia began
offering tax credits for benefit corporations because it found they were effective tools of
economic inclusion, fostering employee ownership, and are much more likely be owned
by women ar minarities than other businesses. Another palicy intervention is suppart far
employee ownership technical assistance centers. As noted above, in Ohio, this low-cost
policy (state funding has never exceeded $1 million] has helped create 15,000 emplay-
ee-owned jobs and generated $40,000 in wealth per employee-owner.2%3

» Transit-oriented development provides plentiful opportunity to support community
wealth building. As seen above, Denver, Colorado’s transit ariented development fund
provides a model for how to do this, comhining municipal bonds, public and private
lending institutions, COFls, and philanthropy to create a $24 million land acquisition
fund. The fund supports affordable housing, improves transit access for low- and mad-
erate-income residents, and increases the access of these residents to employment
and wealth-building opportunities.

It is clear that community wealth building approaches centered in broad-
based ownership of business are poised to grow and can be important tools
for addressing the economic inequality challenges that we face. Finance
cannot do it alone. Yet it is an essential partner, and potentially a powerful
force in leading this work. The models highlighted here—be they cooper-
atives, ESOPs, social enterprise, benefit corporations, or municipal enter-
prise—shine light on diverse ways to build the partnerships between develop-
ment and finance. And, by forging these connections, finance and community
development can work together effectively to build community wealth and a
truly inclusive ecoanomy.
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