Chapter 5
Social Enterprises and the Financing
of Different Scaling Strategies

Wolfgang Spiess-Knafl and Stephan A. Jansen

Abstract This article discusses the financing options and scaling models of social
enterprises. Social enterprises use various revenue streams to cover their operational
expenses and financing instruments for longer-term investments. Revenue streams
include fixed fees, earned income or membership fees while financing instruments
are grants, debt capital, equity capital, mezzanine capital or hybrid capital.

Based on the degree of control of the business model and the speed of scaling four
different scaling models can be identified. Social enterprises can either be networkers,
blueprinters, localizers or scalers. The article discusses the elements of each scaling
model and analyzes the financing strategies as well as their implications.
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5.1 Introduction

Social entrepreneurship is a promising concept for the solution of pressing social
issues by applying business techniques and an entrepreneurial mind-set to social
problems (Dees 1998; Mair and Marti 2006). The visible success of social en-
terprises supported and promoted by fellowship associations such as the Schwab
Foundation for Social Entrepreneurship or Ashoka has also attracted interest from
public authorities and foundations. Their financial commitment to support social
enterprises has helped to develop a “social capital market” with a range of financial
institutions covering different risk-return segments (Achleitner et al. 2011).

There is a common understanding that social enterprises provide public goods or
create social value (e.g. Sommerrock 2010; Zahra et al. 2009). However, as empiri-
cal studies and most practical evidence show, social enterprises are mostly active at
a local level with rather limited resources (Light 2008; Spiess-Knafl 2012). In light
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of their own social mission and in order to retain their legitimacy social enterprises
need to scale up their concept to provide their services to a greater number of people.

This chapter will present the financing of social enterprises, discuss different scaling
strategies and highlight the implications and difficulties of these approaches. Some in-
teresting research questions which may be of interest for future research in this field will
also be discussed. For example, it remains unclear what the best diversification strat-
egy would be in terms of income sources for social enterprises. There are arguments
pushing for more diversification since that promises greater stability and less volatility,
while on the other hand a higher level of diversification also means that there is a greater
risk for potential conflicts of interests between the different capital providers.

The implications of public funding also need consideration. Some researchers and
practitioners think that social enterprises should act independently of public funding as
it seems to contradict an entrepreneurial approach. However, public authorities are keen
to support this phenomenon of social entrepreneurship which, according to definition,
should not pursue this kind of funding. All of this leads to quite a paradoxical situation.

5.2 The Financing of Social Enterprises

Social enterprises need to develop a financing strategy to cover their on-going op-
erational expenses and to finance their scaling efforts to increase the dimension
of their activities. On-going operational expenses are usually covered by internal
financing (revenue streams) whereas scaling expenses are usually covered by exter-
nal financing (financing instruments) provided by institutions in the social capital
market (Achleitner et al. 2011).

External financing is provided in the form of equity capital, debt capital, mez-
zanine capital, hybrid capital or donations and is commonly used to cover long-
term investments or temporary negative operating cash flows. These funds can
be provided by investors which can be differentiated along their financial return
requirements. Internal financing consists of revenue streams received by the social
enterprise in return for the provision of its services and products. Depending on the
financial capabilities of the target group this revenue stream is either paid by the
target group itself or third parties such as companies willing to pay for qualification
services or public authorities. These financing sources with the financing instru-
ments and revenue streams are shown in the following figure (Fig. 5.1).

5.3 Capital Structure

5.3.1 Financing Sources

There are basically three groups of investors which provide capital for social en-
terprises: (1) investors without financial return expectations, (2) investors with
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Fig. 5.1 Financing structure. (Achleitner et al. in press)

reduced financial return expectations and (3) investors with market-rate financial
return expectations.

Investors without financial return expectations are donors or foundations
which provide funding with the sole focus of supporting the provision of a social
good. Given that self-interest is a major component in economic theory it is not
obvious why individual giving reaches significant amounts each year (see e.g.
Havens et al. 2006; Sommerfeld 2009). Andreoni (2001) offers three possible
explanations for philanthropic behavior. A donation can help to produce a public
good which the donor values. This is consistent with the observation that non-
profit organizations often report the output which can be provided with a certain
sum (Vesterlund 2006).

A private benefit can accrue in the form of free entrance or privileged access
to exhibitions. Donations can also enhance the reputational status of the donor. A
place in the supervisory board of an organization or the naming of a building can
be examples for this form of private benefit. The third aspect according to Andreoni
(1990) is the warm glow effect. That means that the act of giving alone is of a cer-
tain value to the donor (e.g. Crumpler and Grossman 2008; Harbaugh 1998 and for
an alternative view see for example Belk and Coon 1993).

Investors belonging to the second group reduce their financial return expectations
in order to support the provision of certain social services. This balancing of social
and financial return is also known as “Blended Value Proposition” (Emerson 2003).

There is a belief among so called philanthrocapitalists that the use of financial
instruments supports the entrepreneurial orientation of a social enterprise (Bishop
and Green 2008). The origins of this investment approach go back to the 1990s
when entrepreneurs who had gained fortunes over a short time span with investment
management or information technologies were experimenting with new investing
approaches (Letts et al. 1997). One of those investing approaches evolved into ven-
ture philanthropy funds which use venture capital techniques to support social en-
terprises (Heister 2010; Moody 2008). The perceived success of these funds has
also helped to create a social capital market.
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Thirdly, investors with market-rate financial return expectations provide capital
to social enterprises that they consider will achieve a return which is comparable to
an investment in the traditional for-profit sector. O’Donohue et al. (2010) call these
impact investments in contrast to social investments which have a reduced financial
return. Typical impact investments are made in community development programs
in industrial countries or bottom of the pyramid approaches in emerging countries
such as energy solutions, microfinance or health care services.

5.3.2 Financing Instruments

Social enterprises have access to all of the financing instruments of the for-profit
sector such as equity, debt and mezzanine capital as well as those of the non-profit
sector including debt capital and donations (Achleitner and Spiess-Knafl 2012).

Donations are usually provided by foundations and individuals and seem to be
rather attractive for social enterprises. The donor does not receive any control or
voting rights and the donations is not repayable. However, they are usually restrict-
ed for predefined projects, entail high fundraising costs and lower entrepreneurial
flexibility. We classify donations as a financing instrument which is in contrast to
the non-profit research area where researchers typically view donations as a rev-
enue source (e.g. Besel et al. 2011; Fischer et al. 2011). However, this classification
as a financing instrument is in line with accounting standards and the economic
reality of social enterprises. Social enterprises usually do not build their business
model on a donation model but often receive large sums in form of donations from
venture philanthropy funds or foundations (for an overview of fundraising strate-
gies see de Oliveira et al. (2011) or Meer and Rosen (2011)).

Debt capital can be used to finance long-term investments as well as working
capital requirements. As the social enterprise needs to make regular interest pay-
ments and repay the complete amount at the end of the period, it needs to have
predictable cash flows and a low-risk business model. This requirement to keep a
low-risk business model seems to dampen the innovativeness and risk-appetite of
social enterprises (Milligan and Schoning 2011). Debt capital gives the social enter-
prise high entrepreneurial flexibility in the use of the funds but also entails the loss
of far-reaching rights in case of default.

Equity capital is also used to finance long-term investments and working capital-
requirement as well as to cover short-term negative operating cash flows. Equity
capital does not entail repayment but gives the capital provider control and voting
rights as well as a share of the profits. There are different views on the distribution
of profits by social enterprises. Yunus (20006) prefers a restriction of any dividends,
while others see a limited profit distribution as worth pursuing as it also reflects the
primacy of a social aim (e.g. Defourny and Nyssens 2008).

A shareholder structure with external investors could potentially have an impact
on the corporate culture of the social enterprise. As of this point, the investor can
hardly exit the investment as there is no secondary equity capital market. Social
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stock exchanges which could be an interesting exit options for social investors have
been established but have not gained enough size to have a functioning market
(Achleitner et al. 2011).

Mezzanine capital is a combination of equity and debt capital with fixed inter-
est rates and a repayment obligation as well as an additional performance-related
component. It can be structured flexibly and gives the investor profit participation
rights in case of financial success. Similar to debt capital it requires predictable cash
flows and a low-risk business model.

There are also a number of tailored financing instruments for social enterpris-
es in the form of hybrid capital which combine elements of equity or debt capital
with donations. They are usually an inexpensive financing instrument with a
great degree of structuring flexibility and no dilution of ownership. Examples
of such financing instruments include recoverable grants, convertible grants,
forgivable loans or revenue-share agreements. The repayment of a recoverable
grant depends on the development of the social enterprise as it is only repayable
in case of success, whereas a forgivable loan is forgiven if certain pre-agreed
milestones are reached. The choice depends on the motives of the capital provid-
ers. Convertible grants are converted into equity if the company proves to be
successful. Revenue share agreements are financing instruments which give the
capital providers a certain share of the revenues of a social enterprise (Achleitner
et al. 2011; Table 5.1).

There are two major differences between financing in the for-profit and the
social-enterprise sectors. In the for-profit sector there is a clear correlation be-
tween the interest-rate of a loan and the default risk of the enterprise. For social
enterprises this relationship does not apply as investors might be willing to reduce
their financial return requirements for the social mission. Low-interest loans or
zero-interest loans are therefore rather unrelated to the risk of the social enter-
prise. The same is true for the pecking order framework in which enterprises in
general are supposed to prefer internal financing to debt and equity capital (Harris
and Raviv 1991). For a number of reasons this framework does not apply to social
enterprises. Although grants are hard to beat in financial terms as they have no
repayment requirements, social enterprises could still prefer equity or debt capital
due to the increased flexibility of these instruments. Moreover, potential inves-
tors have limited opportunities to profit from the entrepreneurial success as profit
distribution is either prohibited or limited (cf. CIC Regulator 2013; Hoogendorn
et al. 2010; Kerlin 2006).

The question also remains as to which financing instrument is most appropriate
for which life cycle of the social enterprise. In a study of 110 venture philanthropy
fund investments on a global basis it was found that only 55.5 % of the investments
were based on equity capital. 40.0 % of the investments were based on a loan agree-
ment or were a combination of debt and equity capital. The remaining 4.5% of
all investments were based on hybrid capital such as guarantees or revenue-share
agreements (Spiess-Knafl 2012).
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Table 5.1 Financing instruments for social enterprises. (Achleitner et al. 2011)

Financing Term sheet Implications for social enterprise
instrument
Grants Duration: Short term Usually restricted use for predefined

Debt Capital

Equity Capital

Mezzanine Capital

Hybrid Capital

Annual payments: None
Repayment: None

Duration: Long term

Annual payments: Interest
payments

Repayment: Yes

Duration: Unlimited

Annual payments: Dividend
payments

Repayment: No

Duration: Long term

Annual payments: Interest
payments

Repayment: Yes

Duration: Longterm

Annual payments: None

Repayment: Depends upon
structure

projects
High fundraising costs
Low entrepreneurial flexibility

Low risk business model required

No dilution of ownership

Loss of far-reaching rights in case of
default

High entrepreneurial flexibility

Dilution of ownership

Control and voting rights for investors
Profit participation for social investor
Potential impact on corporate culture

Structure require predictable cash flows

Dilution of ownership if converted into
equity

Mandatory repayment

Profit participation for social investor

Inexpensive financing instrument
No dilution of ownership

Risk sharing with the social investor
Great structuring flexibility

5.4 Internal Financing

The internal financing structure consists of revenue streams. Revenue streams can
be divided into those provided by public authorities and those provided by private
sources. The classification involving the different revenues streams is shown in the
figure below (Fig. 5.2).

5.4.1 Public Funding

Public funding is a major component of the income structure of social organizations
(e.g. Adema and Ladaique 2009; Salamon and Anheier 1997). Public funding can
either be provided through fixed fees based on contracts or subsidies (Rushton and
Brooks 2007).

Fixed fees are paid for the provision of services irrespective of the existing local
demand on behalf of government. It is either paid per person (e.g. elderly care, over-
night accommodation for homeless) or by delivering the service for a certain area
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Fig. 5.2 Revenue streams. (Spiess-Knafl 2012)

such as rescue services or primary education (Achleitner et al. in press). It is thus
possible to speak of quasi-markets in which social enterprises are active. Studies
show that quasi-markets represent significant revenue sources for social enterprises
(Social Enterprise UK 2011; Spiess-Knafl 2012).

Subsidies are mostly provided for certain projects which the public authorities
want to promote and support. These subsidies often require significant reporting ef-
forts and come with strings attached (Rushton and Brooks 2007). Fees and subsidies
often work in a way that refunds only according to incurred expenses limiting the
incentive to work efficiently (Bank of England 2003).

These aspects explain why social enterprises attempting to access public funds are
sometimes considered not entrepreneurial enough (see Defourny and Nyssens (2010)
for a discussion). Although there may be good reasons for this view it generates a
paradoxical situation as public authorities are changing their funding mechanisms to
give social enterprises access to this capital pool. Governments are supporting social
enterprises by modifying their funding schemes for the requirements of social enter-
prises and setting up new initiatives such as social impact bonds or social innovation
funds (Cohen 2011; Mendell and Nogales 2009). Additionally, empirical findings
show that public funds are a highly scalable and stable income stream comparable
only to income generated by the target group (Spiess-Knafl 2012).

5.4.2 Private Funding

Private funding can consist of earned income, membership fees, sponsoring and
other income streams such as irregular prize money or regular income from an
endowment.

Earned income is generated through services provided or products sold to the
target group. Earned income has the benefit that there are no restrictions in the use
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of those funds. Within the non-profit literature this revenue stream is often seen as
subsidizing the core non-profit segment by generating income in often unrelated
business schemes (see e.g. James 1986; Sinitsyn and Weisbrod 2008; Weisbrod
1998). There is a consensus in the “Social Enterprise School of Thought™ that the
earned income generation of social enterprises should be related to the problem the
social enterprise wants to solve (Hoogendorn et al. 2010).

The need for revenue generation also implies that there must be some kind of
pricing and/or allocation mechanism when it is realistically impossible to provide
every potential client with the services or products. Social enterprises can use a
range of different allocation mechanisms which are either price-based or non-price-
based. Pricing may differ between different groups of customers or there may be
eligibility criteria for the services (Steinberg and Weisbrod 1998). The aim of the
social enterprises should be to offer the services without any restriction to every-
body belonging to the target group. The various possibilities for generating rev-
enues will depend on the target group and the social problem itself. For example,
there may be very few income-generation opportunities for providing shelter to
homeless children.

Another revenue stream is membership fees. Membership fees are an attractive
revenue stream when the target group can be clearly defined and the social good pro-
vided directly reinforces the characteristics of the club members’ interests (Sandler
and Tschirhart 1997). Examples are organizations which offer membership-only
cultural events and productions or self-help groups. Other examples are organiza-
tions where the members actively support the work, such as interest groups, envi-
ronmental preservation groups or research institutes (Steinberg 2007).

Sponsorships are contributions from companies which support the work but also
want to generate positive publicity through their association with the social enter-
prise. In corporate partnerships the social enterprise provides its brand and reputa-
tion within a sponsoring agreement. However, there can also be the risk of reputa-
tional damage for the social enterprise should the corporate partner subsequently
become embroiled in any controversy (James and Young 2007).

Other income streams can be prize money, income from endowment capital
(Bowman et al. 2007) or penalty fees which have to be surrendered to a social orga-
nization. There are also income streams which are provided in-kind. These income
streams include in-kind donations (Gray 2007) or voluntary work (Leete 2006;
Preston 2007) which have a monetary value but are not provided in monetary form.

In a sample of 208 German social enterprises the characteristics and the income
structure were analyzed (Spiess-Knafl et al. 2013). The distribution of the income
structure is shown in the following table (Table 5.2).

Public funding in the form of fees and subsidies explains 36.2 % of total income.
The survey shows that public funding through fixed fees or subsidies are an impor-
tant element of the funding structure and a very scalable revenue stream. This can
be seen through the fact that the larger social enterprises have a larger share of pub-
lic financing. The fact that larger organizations have a larger share of total funding
coming from public funding will be discussed later in the section dealing with the
scaling of social enterprises.
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Table 5.2 Income structure of German social enterprises. (Spiess-Knafl 2012)

Income Fees Earned  Subsidies Dona- Founda- Sponsor- Member- Other
(000 €) (public) income (public) tions (%) tions (%) ship (%) ship fees (%)
(%) (%) (%) (%)
<50 9.0 14.3 6.8 20.9 8.1 14.3 13.1 13.6
50-100 5.3 29.9 30.0 5.3 14.1 3.8 3.8 7.8
100-250 15.3 24.0 15.2 11.7 12.8 1.3 2.4 7.2
250-500 25.8 21.2 19.5 10.9 4.1 6.2 0.6 11.5
500-1,000 18.9 30.8 27.5 6.4 5.1 2.8 2.7 6.1
1,000-5,000 33.1 20.8 16.2 2.0 4.2 5.7 0.3 17.7
>5,000 50.2 18.4 6.7 3.7 0.7 0.1 33 17.1
Total 20.8 21.0 15.4 10.3 7.1 8.0 5.0 12.6

Earned income contributes 21.0 % while the rest is split among donations, grants
from foundations, sponsorship, membership fees and others. Nonetheless, social
enterprises show a surprisingly low level of diversification which supports similar
findings from other studies (Fischer et al. 2011; Foster and Fine 2007). It seems that
social enterprises focus on the most promising income stream in order to reduce
possible conflicts of interests between the different capital providers (Achleitner
et al. in press).

This finding is in contrast to the observation that social enterprises are some-
times advised to access as many income streams as possible since increased diver-
sification is supposed to reduce the overall volatility of the income streams. Carroll
and Stater (2009) have shown that a higher degree of diversification leads to a lower
degree of volatility.

Table 5.3, however, shows that social enterprises typically rely on one single pri-
mary income stream. The table shows the average amount of the primary income
stream for each size category with the rather surprising finding that even small social
enterprises rely on one single primary income stream. For example, social enterprises
with an annual income between € 250,000 and 500,000 have on average one primary
income stream (public fees) which accounts for 73.6% the total income.

5.5 Scaling

The evidence shows that social enterprises have access to a wide range of financing
instruments but given that they cannot offer the same financial terms as for-profit
companies significant amounts of capital are difficult to raise. This question is es-
pecially relevant when social enterprises want to scale up their concepts and need
capital to fund the expansion.

However, there also exist cases of social enterprises which are not trying to scale
up their activities. This could be the case where the social enterprise is local in
nature or where the founding motives of the social entrepreneur are to solve a social
problem in a local context only (Barendsen and Gardner 2004).
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Table 5.3 Average amount of primary income stream. (Spiess-Knafl 2012)

Income Fees Earned Subsidies Donations Founda- Sponsor- Member- Other
(000 €) (public) income (public) (%) tions (%) ships (%) ship fees (%)
(%) (%) (%) (%)
<50 65.7 71.7 49.0 73.3 50.0 84.3 61.1 77.6
50-100 48.0 70.0 68.0 - 58.9 - - 99.0
100-250  70.0 74.1 71.0 80.0 449 62.5 30.0 52.3
250-500  73.6 70.8 52.6 60.0 25.0 90.0 - 66.7
500-1,000 61.3 77.7 68.7 75.0 50.0 - - 60.0
1-5,000 79.4 75.4 59.1 40.0 45.0 66.7 - 74.8
>5,000 66.6 82.5 44.0 50.0 - - 50.0 64.0
Total 71.1 73.8 60.4 69.3 48.3 75.3 57.3 71.8

Within this chapter we will discuss the mechanisms and the objectives of scaling
as well as the relevant financing strategies. The scaling mechanisms can be classi-
fied according to the degree of control of the business model as well as the speed
of scaling. A high degree of control within the business model means that the social
enterprise can control aspects of the business model such as marketing, sales or the
supply chain (for an overview of the literature on business models see Zott et al.
(2011)). This classification provides us with four types of scaling models which are
shown in the table below (Table 5.4).

These scaling models describe the mechanisms social enterprises can use. So-
cial enterprises can have different objectives for the scaling of the social enterprise
which do not have to be mutually exclusive. These objectives are to reach econo-
mies of scale or economies of scope through providing services to additional target
groups or offering the current target group additional products, thus utilizing and
securing organizational capacity (Jansen 2013).

Social enterprises have two types of costs: variable and fixed costs. Variable
costs accrue relative to the number of services provided and include material or per-
sonnel costs. Independent of the number of services provided, the social enterprise
has to cover a certain amount of fixed costs. These fixed costs usually consist of
rental expenses, management costs or fees for legal and tax-related advisory. Thus,
there is an incentive to increase the number of services provided to reduce the rela-
tive amount of fixed costs per service provided.

Looking at the size of social enterprises, it can be assumed that many small so-
cial enterprises are single-product companies. They offer a certain kind of service
to a defined target group. However, these social enterprises could use their access to
the target group or their expertise in providing the service to expand its customer or
product range and thus become a local multi-product social enterprise. They could
either offer additional products or services to their target group or offer the same
product to an additional target group or groups.

There is also the objective to secure a “critical mass”, to secure organizational
capacity. Fixed fees paid by public authorities represent a scalable and predictable
income stream but the administrative requirements necessitate that the recipient
enterprise has a certain organizational size. The same is true for a social enterprise
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Table 5.4 Scaling models

Speed of scaling
Low High
Control of business model Low Networkers Blueprinters
High Localizers Scalers

to be able to generate a real presence at conferences, fairs and other events. Once
the “critical mass” is reached the financing can be switched to public funding. How-
ever, getting to this critical mass is more complicated. As shown above, there are a
number of limitations to repay investors with public funding. The best way to reach
a size which makes the social enterprise eligible for public funding is to seek out
philanthropic capital without any repayment obligations.

The discussion of both dimensions—strategy and objective—below, will also
examine which strategies are appropriate for which type of social enterprise.

5.6 Networkers

Networkers use an approach in which scaling is realized in cooperation with a net-
work of partners. There are various forms for how this network can be structured
(for an overview of the structure of networks see e.g. Estrada 2012; Newman 2010).
A network strategy is an inexpensive form of scaling and increases access to re-
sources through the use of network partners. However, it also reduces the control of
the business model and is not the fastest way of scaling since interaction between
the social enterprise and the network of partners has to be coordinated.

One network structure which has been discussed in relation to social enterprises
is the social franchise (e.g. Heinecke and Mayer 2012). It is sometimes considered
to be the most promising strategy for growth with a limited risk exposure for the
social enterprise as the franchisor (Tracey and Jarvis 2007). But not every concept
can be scaled through a social franchise system as this type of strategy necessitates
a great number of standardized elements (Bradach 2003).

In this social franchise structure the social enterprise provides the concept as
well as the relevant expertise to a franchisee which is acting independently although
aligned with the mission of the social enterprise. Other forms of networks can be the
coordination of international activities by the social enterprise through an umbrella
approach or the coordination by the social entrepreneur of various partners in the
for-profit sector to accomplish a social goal.

Examples of these types of networks are qualification programs where students
act as mentors for certain pupils helping them to find an apprenticeship after school.
This concept needs a strong brand for employers but also local social organizations
to manage the volunteers and the coaching relationships.

Networking models generally have low capital requirements and can be financed
with the operating cash flows generated through the services provided or products
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sold. Equity or debt capital is rather unattractive as there are no assets and predict-
able cash flows.

5.7 Blueprinters

Blueprinters are social enterprises which develop an innovative blueprint solution
for a social problem (Jansen et al. 2010). A blueprint solution can be a new ped-
agogic concept for children, an integration concept using sports or music or the
employment of disabled persons using an innovative approach. The social enter-
prise would provide the solution to every other organization aiming to adopt this
approach. This approach is also known as dissemination or open-source approach
(Heinecke and Mayer 2012).

This means that a social enterprise can scale its concept more easily but also
loses the control of the business model as there is no mechanism to secure the qual-
ity of the concept once it is provided to other organizations. There is also a range
of innovative blueprints which are simply copied by other organizations without
the social entrepreneur’s actual input. Microfinance, educational programs or in-
novative employment concepts are easy to copy and hard to protect as there are no
patents or copyrights for business models of social enterprises.

As the blueprint-type concept is easy to copy and there is no possibility to re-
cover an investment made with debt or equity capital there must be another kind
of more philanthropic capital made available. Since a blueprint solution for a given
social problem can be developed with a relatively low amount of capital the financ-
ing of a blueprint solution can be provided by foundations or by individuals through
donations. This seems to correlate with the fact that foundations prefer to finance
innovative models.

5.8 Scalers

Scalers develop a business model which is easy to scale up and enables them to
provide their products or services to an increasing range of customers. However, at
the moment social capital markets offer rather limited amounts of capital for social
enterprises and this in itself could limit the range for social enterprises. Not many
investments in social enterprises appear to exceed the amount of USD 10 million
and most are below the threshold of USD 1 million (Spiess-Knafl 2012). Compared
to average investments in the venture capital arena these investments are rather
small (e.g. for a comparison see Harris et al. 2012).

Given those restrictions in the fundraising process social enterprises have two
options. They must either integrate digital elements in their business model which
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enable them to scale the business model inexpensively, or else access public fund-
ing which is both a scalable and predictable revenue stream.

Information technology offers an opportunity to develop a business model which
can be scaled inexpensively. The marginal costs of serving an additional customer
are low and economies of scale are fully applicable in this case. There are no num-
bers available to estimate the spread of digital business models but it seems that
digital elements are used widely by social enterprises. These elements can include
an information platform or an online-tool to match demand and supply. In one ex-
ample, a social enterprise gives teachers in developing countries an employment
opportunity as they set up individual language courses via Skype.

Social enterprises often face the dilemma of wanting their services to be pro-
vided to everybody who is eligible for them and having to restrict that provision to
an arbitrary selection of recipients. It is often not feasible simply with private fund-
ing and only public authorities can provide the funding needed to offer the services
to the general public. Besides general funding through fixed fees or subsidies, there
are various initiatives which strive to close this financing gap. They are mostly
known as social-impact bonds, pay-for-success bonds or human-capital-perfor-
mance bonds (e.g. Cohen 2011; Social Finance 2009). The main characteristic with
these is that the payment is based on the results achieved by the social enterprise
such as the number of job placements or the recidivism rate.

5.9 Localizers

Localizers are social enterprises which are based in a city or community and decide
to remain in this local context. It can be an attractive strategy as contacts with public
authorities, companies and community leaders are already well established and the
existing administrative infrastructure can be used to offer additional services. This
type of social enterprise rather relies on the economies-of-scope strategy which
reduces the proportional fixed costs and allows the social enterprises to use existing
know-how. Localizers have the opportunity to replicate existing concepts in their
community and benefit from development efforts. In one example, a social enter-
prise based in a German city started to offer employment services for young indi-
viduals. Given that contacts with local authorities were well established they had
regular opportunities to expand their services to other segments. Employment ser-
vices can originally intend to open a restaurant and in the next step deliver meals to
elderly people to ensure capacity utilization, thereby ensuring economies of scope.

If there is a business model with recurring and predictable income streams the
social enterprise could use equity or debt capital to add further services to their
platform. A social enterprise could also follow a hybrid strategy which means that
they could subsidize one segment with the profits generated in another segment
(Table 5.5).
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Table 5.5 Scaling strategies

Scaling strategy Description

Networkers Scaling through network strategies (e.g. social franchise)
Inexpensive scaling strategy
Low control of business model
Blueprinters Scaling through provision of innovative concept
Low control of business model and quality
Open source approach
Scalers Development of a scalable business model with digital elements for low
marginal costs
Scaling through the use of public funding as a scalable income stream
High control of business model
Localizers Use of economies of scope
Copy of innovative concepts in local context
High control of business model

5.10 Conclusion

This book chapter discusses the different financing instruments of social enterprises
and the scaling strategies they can use. A classification of scaling strategies is intro-
duced using the degree of control of the business model and the speed of scaling.

A few research questions remain. It is not yet known what impact, if any, the
financing structure has on the strategy of the social enterprise. For instance, there is
some evidence that debt and mezzanine capital lowers the risk appetite of a social
enterprise allowing the risk of a mission shift to remain.

Moreover, it is also unclear which financing strategy social enterprises should
use during the different phases of their lifecycle. From a theoretical point of view
there should be a higher degree of donation-based financing in the start-up phase
and equity and debt capital financing during the later stages of the lifecycle. A life
cycle financing strategy for social enterprises could then be based on donations and
equity capital in the early phases and debt capital in the later stages. It also remains
to research the question under which conditions social enterprises prefer equity or
debt capital to donations.
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