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North Carolina in something of quandary. Gov-
ernor Pat McCrory signed a law last June making
North Carolina the first state in the nation to repeal
the statute authorizing L3Cs. That leaves only eight
states (and two Indian nations, the Oglala Sioux
and the Crow Nation of Montana) chartering L3Cs.
The last state to approve L3C legislation was Rhode
Island, in July of 2012. Regardless of where one
stands on the concept of L3Cs, there is little debate
that the momentum has slowed.

It may be as attorney with the Stoel Rives law
firm and publisher of the blog LLC Law Monitor
Doug Batey observed, on the occasion of the
North Carolina reversal: “With serious questions
being raised by academics and business lawyers,
one has to wonder why the states are rushing to
adopt L3C legislation]. . . .] The business lawyers
and professors are analyzing and criticizing the
L3C structure, the non-profit community and
other promoters are pushing the L3C law hard at
alocal level, and state legislatures are passing the
laws. But the issues raised by the commentators

are apparently being ignored. This is not a good
way to make public policy.” Batey concluded,
“There are clearly substantial problems and issues
with the current form of L3C law that the states
are adopting. The existing L3C laws should either
be taken off the books or changed to address the
problems, and new laws in the current L3C form
should not be passed.”

Was Governor McCrory responding to struc-
tural or legislative drafting problems built into
the L3C law, or, as Forbes writer Anne Field
attributed to L3C adherent (and self-proclaimed
originator of the L3C concept) Robert Lang, was
McCrory’s and the legislature’s decision due to
the right-wing political trend that has enveloped
North Carolina?*

In the highly polarized politics of the United
States, it is always possible to find perspectives
from the political extremes weighing in on most
issues. When North Carolina’s House of Representa-
tives voted down a law to authorize benefit corpo-
rations, WRALS capitol bureau chief, Laura Leslie,
mentioned that the legislation had been subject to
what its sponsor, Republican representative Chuck
McGrady, called “web chatter”—that the move-
ment for benefit corporations was, according to

Leslie, “part of a secret conspiracy to promote the
United Nations’ ‘Agenda 21’ sustainability efforts,”

Rick CoHEN is the Nonprofit Quarterly’s correspondent

at large.
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and therefore a “socialist plot.” This was after the
benefit corporation legislation passed North Caroli-
na’s Republican-dominated state senate fifty to zero.

Notwithstanding the political dramatics, the
problem for L3Cs looks to be less conspiratorial
and more pedestrian: there appears to be a dis-
junct between their purported reason for being
and how they actually function.

Why Be an L3C?

The simple definition of an L3C is an entity that
is allowed to make a (limited) profit but is com-
mitted to pursuing a charitable purpose. And to
look at any state’s list of L3Cs, it is not difficult
to imagine, at least by their names, that they may
indeed be, fundamentally, entities established to
pursue charitable activities but which, due to the
simplicity, brevity, and minimal oversight from
state agencies, have established themselves as
L3Cs instead of public charities. In other words,
they opted for the L3C instead of the 501(c)(3)
as their preferred vehicle. Why would anyone
opt to forgo eligibility for charitable donations
and instead register a charitable activity as an
L3C? One answer may be that by becoming an
L3C, these charitable entities bypass the tasks,
and legal costs, and annual filings and disclosures
required of 501(c) tax-exempt entities.

Even at the height of the Great Recession,
although many established nonprofits were
suffering from extreme shortfalls in charitable
donations as well as government contracts, new
nonprofits were constantly being created—and
with little evidence that the Internal Revenue
Service’s review constituted much of an obsta-
cle. Encouraged by any number of enthusiasts
devoted to promoting social enterprise, there is
something of an ethos in that sector that suggests
that with a good heart and creative spirit, notwith-
standing limited capitalization, you too can be a
social entrepreneur. In fact, getting approved for
tax-exempt status by the IRS is, by the looks of
things, as simple as getting a cup of coffee. And
this seems especially true with respect to L3Cs:
states request relatively little information from
L3Cs in terms of applications and reporting, and
appear even more willing to hand out L3C approv-
als than the IRS is vis-a-vis 501(c)(3)s. Indeed, it

isn’t particularly evident that, given the remark-
ably limited information required by states that
have authorized L3Cs, there is much that would
cause an L3C applicant to earn a rejection.

As with tiny charities that sometimes barely
exist—and after a period of time lose their tax-
exempt status for not managing to file even a Form
990N e-postcard—some of these L3Cs fall by the
wayside, presumably as their founders or organizers
realize just how tough it is to make their vision of
accomplishing a charitable purpose a going concern.
That said, interSector Partners, L3C, counts a thou-
sand active L3Cs in the nine states and, in the Oglala
Sioux nation, four entities that have opted for the
limited profit model as opposed to the public charity
structure—although it is conceivable that some of
these L3Cs might have some sort of affiliation with
existing 501(c)(3)s or 501(c)(6)s.*

L3Cs in Action: The Mission Center and

the VSJF Flexible Capital Fund

Notwithstanding their currently uncertain status,
L3Cs can be found operating across the nation—
registered in one state, where they were first
authorized, but pursuing activity wherever their
missions take them. Given the range of charitable
missions L3Cs may pursue, the types of functions
and services they can take on are potentially as
diverse as those of public charities—different only
in that they are meant to be services delivered in a
for-profit environment. The Mission Center (TMC)
and the VSJF Flexible Capital Fund (Flex Fund)
are two examples.

An L3C located in midtown St. Louis,” The
Mission Center provides “back office” services
and support to nonprofit organizations’—typi-
cally accounting, human resources, and insurance
functions that small nonprofits may not have the
scale and desire to obtain on their own but could
afford if obtained jointly through this type of busi-
ness incubator. Established only recently, in 2010,
TMC describes itself (in all caps) on its website
as “THE NATION’S PREMIER SOCIAL ENTER-
PRISE INCUBATOR AND ACCELERATOR.”” TMC
may be young but it boasts a “board of advisors”
membership of well-known people: the aforemen-
tioned Robert Lang; John Tyler, general counsel of
the Ewing Marion Kauffman Foundation; Phillip
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Fisher, principal of Michigan’s Max and Marjorie
Fisher Foundation and founder of The Mission
Throttle L3C; and Barbara Levin, chair of the
board of Nonprofit Missouri, the state’s nonprofit
trade association. TMC'’s ability to attract such a
high-level coterie of advisors suggests that these
persons of significant philanthropic and nonprofit
experience view the L3C as a serious and legiti-
mate organizational form for the accomplishment
of charitable purposes.

But TMC'’s services are not a line of business
unique or restricted to L3Cs. In both San Fran-
cisco and New York, the nonprofit foundation
Tides provides shared office and back office ser-
vices to a mix of some 230 nonprofits.® In a report
prepared by the Management Assistance Group
for the Eugene and Agnes E. Meyer Foundation,’
several models of back office and group purchase
services nonprofits were examined—with for-
profit, nonprofit, co-op, and even private founda-
tion providers—but nothing distinctly unique or
beneficial attributable to one business model or
another was discernable.

In December of 2013, the VSJF Flexible Capital
Fund, based in Montpelier, Vermont, received the
U.S. Department of Treasury’s approval to be a
Community Development Financial Institution
(CDFT). Itis one of 210 L3Cs organized in Vermont,
according to interSector Partners. This L3C was
created by the Vermont Sustainable Jobs Fund as
a business lending program focused on “royalty
financing for growth stage businesses,” emphasiz-
ing investments in the “value-added agricultural,
forest products, and clean technology sectors.”*
The president of the Flex Fund, Janice St. Onge, is
the deputy director of the Jobs Fund, which was
created by the Vermont state legislature in 1995
to promote Vermont’s green economy.

Unlike the typical operation of venture capital
firms that offer companies equity financing in
exchange for some portion of ownership, royalty
financing is the provision of equity-like capital
financing in exchange for a designated guarantee
of apercentage of the business’s overall or product-
specific revenues without the company’s giving up
a stake in its ownership. Because of this focus on
revenues from a product or an array of products,
the Flex Fund targets “growth-stage businesses”
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that offer products that have a potentially high
return, rather than potentially precarious start-
ups. The Flex Fund website lists six investments
it has made in firms engaged in forest products,
specialty foods, and renewable energy.!! While
sustainability and environmental issues seem to
dominate the Flex Fund’s investment portfolio, it
is a little difficult to imagine that the Liz Lovely
cookie company, Vermont Butcher Block & Board
Company, and Vermont Smoke and Cure are the
tools of an L3C socialist conspiracy, as conjured
by some opponents in North Carolina.

As with The Mission Center’s back office incu-
bator for nonprofits, the royalty financing model
of Flex Fund isn’t unique to L3Cs. A number of for-
profit firms specializing in royalty financing have
arisen in recent years, such as Arctaris Capital
Partners LP, in Waltham, Massachusetts, Cypress
Growth Capital LLC, in Dallas, and Revenue Loan
LLC, in Seattle. And as a certified CDFI, the Flex
Fund isn’t alone in Vermont—it joins a CDFI com-
munity that includes the Vermont Community
Loan Fund, the Northern Community Investment
Corporation, Community Capital of Vermont, the
Opportunities Credit Union, and Rutland West
Neighborhood Housing Services—all 501(c)(3)
public charities, except for the credit union, which
isa501(c)(14).

Following L3C Activities: Oversight
and Accountability
For anyone interested in the financing of 501(c)
(3) public charities—or any other 501(c) tax-
exempt entities for that matter—it is possible to
examine their Form 990 filings with the federal
government, accessible on the GuideStar website
(among several others).!? Limited as the 990 may
be, it is a multipage document with some break-
down of the entities’ general categories of income
and expenditures. Nothing like that exists for
L3Cs—or at least nothing that is easily accessible
to the public. An investigation of the reports filed
by L3Cs in some of the states that have authorized
them reveals painfully thin applications and even
thinner—boilerplate—updates.

Whether state-authorized L3Cs or benefit corpo-
rations, the creation of these “hybrid” entities has
not been accompanied by much of a structure for

Limited as the 990 may
be, itis a multipage
document with some
breakdown of the
entities’ general
categories of income and
expenditures. Nothing
like that exists for
L3Cs—or at least
nothing that s easily

accessible to the public.
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reporting, monitoring, and oversight. The legisla-
tion is at best imprecise as regards to what is meant
by “limited profit.” How would a state monitor
whether the substance of an L3C’s activities are in
pursuit of charitable purposes, given that the char-
itable probity of even some 501(c)(3)s has been
suspect? Moreover, the IRS has been quite expan-
sive re its willingness to accept a broad variety of
activities as charitable. What a state might hang its
hat on with respect to regulatory oversight (vis-a-
vis achievement of social benefits) of these entities
expressly designed to attract for-profits into the
arena of charity is difficult to say. It is fair to say
that, despite the endeavors and achievements of
the Flex Fund in Vermont, The Mission Center in St.
Louis, and others, there hasn’t been enough activ-
ity in these nascent corporate models to warrant
significant concern about the regulation of L3Cs;
there has been little of substance to regulate. None-
theless, it is difficult to argue with Elizabeth Grant,
the attorney-in-charge of the Charitable Activities
Section of the Oregon Attorney General’s office,
when she observed that the “benefit corporation
legislation eliminates the traditional fiduciary obli-
gation to maximize profits, but it fails to provide
any enforceable standard to guide the enterprise’s
pursuit of social benefits.”"?

Finally, the first principle of accountability is
disclosure, but disclosure is only effective when
the governmental office in charge of oversight and
accountability requires the revelation of pertinent
information—and then does appropriate oversight
of what is actually disclosed. Disclosure is only as
good as what is asked for. Below are some examples
of the state oversight of L3Cs that demonstrate the
limitations of what states have been and may cur-
rently be requiring of these hybrid organizations.

Reporting and Disclosure

In North Carolina, the latest list of active L3Cs
appears to show ninety-nine.!* For the entities
that are active, nearly all their filings—even
those with corporate existences in 2010, 2011,
and 2012, giving them some time to be active and
report—simply have on record in the state’s online
database their L3C articles of incorporation, all
nearly identical. For instance, the tripartite secu-
rities company Melana Development 1, Melana

Development 2, and Melana Development 3 filed
with the Securities and Exchange Commission,
but there is nothing about any of Melana Develop-
ments’ investment-generating efforts on the state’s
web page—only boilerplate text, such as the fol-
lowing for Melana Development 1:'°

Persuant [sic] to §57C-2-20 of the North Carolina General
Statutes, the undersigned hereby submits these Articles of
Organization for the purpose of forming a low-profit limited
liability company.

1. The name of the low-profit limited liability company is

Melana Development 1, L3C (the “Company”).

2. The Company shall have perpetual duration.

3. The name and address of the individual executing these
Articles of Organization is:

Name and Address Capacity
Keith Brown Organizer
232 W. Winmore

Chapel Hill, North Carolina 27514

4. The street address, which is also the mailing address, and
county of the Company’s initial registered office are 232
W. Winmore, Chapel Hill, Orange County, North Carolina
27514,

5. The name of the initial registered agent is Keith Brown.

6. The street address, which is also the mailing address,
and county of the Company’s principal office are 232
W. Winmore, Chapel Hill, Orange County, North Carolina
27514,

7. The Company is manager-managed. Except as provided by
§57C-3-20(a) of the North Carolina General Statutes, the
members of the Company shall not be managers by virtue
of their status as members.

8. This Company is formed for both a business purpose and a
charitable purpose that requires operation of the Company
inaccordance with the requirements of §57C-2-01(d) of the
North Carolina General Statutes.

9. These Articles of Organization will be effective upon filing.

Follow-up annual reports, which are excep-
tionally rare, merely restate or modify the orga-
nizational structure, management, and registered
agent. Nowhere do they detail what the authorized
L3Cs are doing, and how.

North Carolina is perhaps a weak example,
given the state’s decision in 2013 to reverse its
L3C course, but other states do not seem to have
developed a significantly different reporting and
disclosure regime—at least not one that is easily
accessible. And the publicly accessible reporting
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by L3Cs differs little in other states. For example,
on the website of the Secretary of State in Illinois,
the public can search for the following informa-
tion about L3Cs (and, for that matter, LLCs):!%

File Detail Report

e The File Detail Report on a corporation or
limited liability company includes the most
commonly requested information on the busi-
ness entity (i.e. exact name, date of forma-
tion/registration in Illinotis, jurisdiction,
duration, name of the registered agent and
address of the registered office).

e The report on a corporation also includes the
names and addresses of the president and
secretary.

e The report on a limited liability company
indicates whether the company is member
managed or manager managed.

e The report provides the last date an Annual
Report was filed, indicating whether the
company s in good standing.

And the web page of Wyoming’s Secretary of State
lists sixty-five L3Cs (although it appears that some
twenty-eight have been dissolved as inactive);'”
but, as with the other L3C states, there is limited
descriptive information of the address and orga-
nizer associated with each L3C and in the online
information from annual reports, changes in
addresses, and registered agents.

An argument could be made that with the first
L3Cs created only as far back as 2009, there has
been less than sufficient time for many to be active
enough to have information worth revealing in
annual reports. But for firms that are now four
or five years old, and which may have had other
kinds of corporate existences—nonprofit or for-
profit—before restructuring themselves as L3Cs,
this argument doesn’t apply.

So what else, besides lax regulations and over-
sight, do L3Cs such as TMC, the Flex Fund, and
Melana Development get from their L3C struc-
ture that they wouldn’t be able to get as 501(c)(3)
public charities? Precluded from legally soliciting
donations that qualify for charitable deductions,
the benefits from the L3C status may boil down to
two: one inchoate (branding), and one expectant

(superior access to foundation program-related
investments [PRIs])—both far more consequen-
tial than a difference in filing paperwork.

L3Cas Brand Identity: Game on Law,

Civic Staffing, and Cross Movement

Social Justice Consulting

In Wilmington, North Carolina, “virtual lawyer”
Stephanie Kimbro has launched Game on Law, an
L3C that, she explains, uses computer games to
educate players about their legal rights. “The idea
is that they don’t really know they're playing an
estate-planning game,” Kimbro said. “But they see
the consequences because they see that they didn’t
do what they should have with their will.”*® Com-
mercial entities may sponsor different levels of
the game and offer prizes to players who conquer
those levels, such as a free mini-counseling session
with an estate lawyer, or will documents from
RocketLawyer. The charitable purpose may seem
a little sparse, but there is, as noted earlier, wide
latitude in charitable definitions.

On the Civic Staffing webpage, the firm’s iden-
tity as an [llinois-chartered L3C is not immediately
evident.” The company fulfills “light industrial
temporary staffing needs” for employers in the
Chicago metropolitan area. Its charitable mission
is conveyed by its taking referrals for employment
from members of its “Civic Partner Network,”
nonprofits engaged in workforce development
programs funded by the United Way and local
foundations. The diverse members of the network
include well-respected nonprofits such as Catholic
Charities, Centers for New Horizons, Easter Seals,
the Lawndale Christian Development Corporation,
Mercy Supportive Housing, and Oxford House. The
Civic Staffing website distinguishes itself from other
job-placement entities with a statement address-
ing employers about social responsibility, and high-
lighting three aspects: the referrals from the Civic
Partner Network’s nonprofit members; Civic Staff-
ing’s embrace of the principles of ISO 26000—a stan-
dardized guide for corporate social responsibility;*
and media recognition accruing to the employers
for participating in a socially responsible venture.
Needless to say, light industrial temporary staffing
is awidely practiced business line for firms such as
Kelly Services, which, like many corporate entities,
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posts a corporate social responsibility statement.?*

In Ann Arbor, Michigan, Cross Movement Social
Justice Consulting is an L3C formed by Rosemary
Linares—a 2010 graduate of New York University’s
Wagner School of Public Service—that provides
consulting assistance in strategic planning, capac-
ity building, movement building, and intersectional
organizational development focused on “identity-
based oppressions, including racism, classism,
sexism, homophobia, transphobia, ageism, and
ableism.”? Linares explains on the company’s
website that “an L3C is run like a business and
is profitable, but its primary aim is to provide a
social benefit—through a double or triple bottom
line.”? But if, in Linares’ sentence, “nonprofit”
were substituted for “L3C,” for many groups the
idea would still be correct, as social benefit is a
primary purpose for nonprofits also, and nonprofits
have no intention of operating in the red.

Itisn't as if these L3Cs are cleaning up in terms
of returns for the owner-operators. Although L3C
legislation doesn'’t typically specify what consti-
tutes low profit, on an Americans for Community
Development chart comparing L3Cs with LLCs
and nonprofits, Lang posits a “return on invest-
ment” of between 0 and 5 percent.?* (Our guess
is that for most L3Cs the numbers would tend to
fall to the lower end of that range.)? Rather, it is
amatter of signaling—identifying L3Cs as a brand
that is subtly superior to nonprofits and, perhaps
less subtly, for-profits: compared to for-profits,
the L3C appears structured to be socially respon-
sible in a world where consumers are increasingly
attracted to corporate social responsibility (CSR).

And that is a strong marketing signal. The
authoritative Cone Communications global study
on corporate social responsibility in 2013 indicated
that 93 percent of the public want to see more of
their products support CSR, 87 percent consider
CSR when deciding what to buy and where to shop,
85 percent make CSR a factor in recommending
products and services to others, and 93 percent
are more loyal to companies with programs that
support social or environmental issues.*

But social responsibility is not the only signal
L3Cs are broadcasting. The Americans for Com-
munity Development chart compares the 0 to 5
percent ROI for L3Cs with “0 to negative 100%”
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for nonprofits, suggesting that nonprofits cannot
generate a surplus. (They can, of course, but any
surplus would be reinvested in the organization
rather than distributed to owner-investors.) In the
column headed “private sector resources,” L3Cs
are linked to the following statement: “Philan-
thropic source invests with a lower than market
rate of return; philanthropic investment lowers
the risk and raises potential ROI for subsequent
investors.” Nonprofits get a private sector resource
description: “Market incentives inadequate or non-
existent.”” The brand implication is that L3Cs are
superior to nonprofits in their ability to function
and generate a return on investment because,
unlike the image of nonprofits, L3Cs are tuned into
and responsive to the market.

In 2009, Laura Otten, director of the Nonprofit
Center at LaSalle University’s School of Busi-
ness, responded to the Americans for Community
Development chart, writing, “you see the sl[e]ight
of hand these self-promoters have used to create
this new organization that will compete with non-
profits. Too bad they, as so many others do, like to
spin things on an ignorant public, preferring sl[e]
ight of hand to truth [. . .]” she added. “Too bad
that these self-promoters didn’t understand, as so
many people don’t, what a nonprofit is and how it
operates. If they had, they would have understood
that there is no need for L3Cs, as nonprofits already
are a better model for achieving the same ends.”*

Otten is picking up on the marketing and posi-
tioning of L3C adherents who signal that their
model is superior to nonprofits. For example,
in a case study of Maine’s Own Organic Milk
Company (MOOMilk) L3C, two authors wrote
about the options for setting MOOMilk up to buy
and market organic milk from ten northeast Maine
dairy farmers. After dismissing profit maximiza-
tion as a reasonable option for these small dairy
farmers, the two wrote, without any specific
explanation, “For Maine’s economy, a low-profit
firm was clearly superior to nonprofits.”? For
most observers, the dairy farmers seem perfectly
suited to be a producers’ cooperative—and may
actually be—but the MOOMilk L3C structure
serves a marketing and promotion function.

For many, “for-profit” is, inherently, definition-
ally better than all other alternatives. They have

[1]t is a matter of
signaling—identifying
L3Csas a brand that is
subtly superior to
nonprofits and, perhaps
less subtly, for-profits:
compared to for-profits,
the L3Cappears
structured to be socially
responsible in a world
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increasingly attracted to
corporate social

responsibility.
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a belief in privatization in education and many
other arenas, and view “nonprofit” and “public”
as somehow lesser. Wise Philanthropy coprinci-
pal Richard Marker tells the story of the founder
of a largely self-funded, failed arts nonprofit who
became attracted by the L3C model. “He was
enticed by the L3C model because, at least as he
read it, more foundations and investors would be
willing to put in substantial money, he would have
an ownership stake, and, as he imagined, he would
be able to fulfill his dream and make money at the
same time,” Marker wrote. “[W]hat struck me was
that there was nothing about his description which
suggested to me that there was a viable business
model. If no one would contribute or grant to it
when it was a nonprofit, why would they invest in
it as a for-profit?”°

The implicit bias is that for-profit status/own-
ership is somehow inherently superior to the
nonprofit form; that the (purported) discipline
of the market makes these charitable for-profits
somehow stronger and smarter than nonprofits;
and that, in contrast to the for-profit, the nonprofit
form almost always leads to subpar investment
and business decisions (thus the theory that a non-
profit ROI of zero is as good as it gets for public
charities). Nonprofit executives, who don't take a
portion of the organization’s net earnings (prohib-
ited under rules against private inurement in public
charities), are viewed as somehow less commit-
ted and motivated than for-profit executives, who
take profit-based compensation. Advocates of
L3Cs conjecture that nonprofits lack the disci-
pline of competition in the market, overlooking
the constant competition in the nonprofit sector
for contracts and “market” position, and for access
to quality staffing and leadership.

The following proposal, put forward by Cause
Capitalism blogger Olivia Khalili, sums it up:
“Businesses are held financially accountable by
the market[. . . .] Why not also look at creating
superior nonprofits by applying specific market
mechanisms?”®! By investing in an L3C, in other
words, one is getting a superior brand of non-
profit entity—an assumption that, to date, is not
empirically verifiable. It may be that the very
limited results of L3Cs are attributable to their
short life spans thus far; but, if they are unable to

show substantive achievement in future, they will
become the newest—but certainly not the last—
example of the emperor’s new clothes.

L3Cs Following the Money: Private

Investment and PRIs

Marketing a brand leads a business to sources of
investment. Where might the nation’s L3Cs find
capital to advance their programs, which are
ostensibly geared toward a core commitment to
achieving charitable missions? The answer lies in
private investment and PRIs.

Private Investment

Presumably, the for-profit structure affords L3Cs—
and other hybrid entities—access to forms of
capital and, more generally, to the capital markets
in a manner that is superior to what nonprofits
might be able to raise. But Richard Steinberg,
Indiana University-Purdue University Indianapolis
professor of economics, philanthropic studies, and
public affairs, wrote in a 2012 review of hybrids that
“LLCs (Limited Liability Companies), L3Cs (Low-
profit Limited Liability Companies), CICs (Com-
munity Investment Corporations), B corporations,
Benefit corporations, and Social Impact Bonds lose
the efficiency advantage of traditional for-profits
and do not enhance access to capital over the non-
profit form.”? So which is correct? The problem
with Steinberg’s and comparable visions of L3Cs’
financial access is that they are rarely if ever based
on more than an example or two—if any—of the
financing going to and through actual L3Cs.

As few of the functioning L3Cs seem to be
active enough to warrant much regulation, there
are few that have much public evidence of capital
flows going to their business activities. But exam-
ples do exist—some of which tap the new world
of crowdfunding that has captured the imagina-
tion of nonprofits and individuals alike. Kimbro
plans to raise money for her Game on Law L3C by
launching crowdfunding campaigns on Kickstarter
or Indiegogo. In South Carolina, the founders of
Rock Hill Yoga hope to establish themselves as an
L3C, and have launched a crowdfunding campaign
on Indiegogo. Jennifer Lapidus appears to have
launched her Common Ground L3C mill with a
successful $18,000 Kickstarter campaign.
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Not all L3C crowdfunding campaigns are suc-
cessful. The Indiegogo campaign of Detroit EM
News L3C to raise $10,000 for a 2012 Halloween
masquerade event, for example, ended up with
no funds raised at all. Whether $45,000 for a yoga
studio or $18,000 for a wheat mill, these are small-
scale fundraising operations that are probably
little different from those of the tiny nonprofits
that charitable entrepreneurs initiate every year.

But while for-profit firms may have access to
capital markets for equity financing of a little more
size and substance than crowdfunding campaigns
generally bring, it does not appear that more than
a half dozen or so L3C efforts to raise more-sub-
stantial equity investment have been filed with the
Securities and Exchange Commission. The most
successful of these efforts appears to have been
MOOMilk L3C, which raised over $3 million in an
offering in May 2013.* MOOMIilk is noteworthy in
that it raised exactly what it had sought; but for
the handful of others that have gone to the equity
markets the results have been smaller, as seen in
figure 1 (below)—though the Flex Fund, as a state-
created CDFI, has raised significant equity invest-
ment. The list indicates only a small proportion of
the field of authorized L3Cs making headway in
raising equity financing. And could they have done
just as well if they had not been L3Cs? The Flex
Fund is a CDFI structured as an L3C, but it is only

one of the more than 950 nonprofit and for-profit
CDFlIs certified by the U.S. Department of Trea-
sury that have raised comparable or much higher
investment amounts from a variety of investors.*
It doesn’t appear that the bulk of CDFIs have been
constrained by their lack of an L3C structure; nor
is the Flex Fund particularly advantaged.

In addition to the small movement into equity
financing sources, some of the other models of L3C
capitalization look to be as informal as crowdsourc-
ing or crowdfunding. For example, ReCitizen, head-
quartered in Washington, DC, but registered as an
L3C in Vermont, provides “web tools to advance
citizen-led regeneration of communities and natural
resources”—tools including crowdmapping, crowd-
sourcing, and crowdfunding.® It raises money by
charging $1,450 for two-day training programs to
become a Certified Urban/Rural/Environmental
Revitalization Specialist, and charging membership
fees for—and taking a cut of the proceeds from—
the use of its crowdsourcing tools. There is nothing
especially L3C-dependent in that business model,
though one might question whether a two-day train-
ing to be a “CURER” accomplishes much for the
people who pay for the training.

PRIs
Nonprofits in need of financing might be looking for
charitable donations or foundation grants for their

Figure 1: L3Cs" SEC Form D Filings of Exempt Offerings of Securities

Total Number
L3CName Filing Date Primary Industry Offering Amount Amount Sold of Investors
VSJF Flex Capital Fund Feb. 11,2014 P(‘)’:’I:ee‘: |I:\Y:::2:::FT:3 $4,000,000 $3,100,000 E7)
Melana Development 3 Dec. 11,2013 Other $1,100,000 $50,000 1
Melana Development 2 Aug. 19,2013 Other $1,000,000 $1,000,000 3
Maine’s Own Organic Milk Company May 31,2013 Agriculture 43,080,000 43,080,000 1
Melana Development 2 Mar. 20,2013 Other $650,000 $650,000 3
VSJF Flex Capital Fund Jan.3,2013 ng:;‘: I':\‘/’:::{?:::{::j $4,000,000 $2,490,000 21
Paradigm Project Nov. 21,2012 Other Indefinite offering size $929,000 4
Paradigm Kenya Jun. 4,2012 Other $2,500,000 $600,000 2
Mdi Clean Energy Partners Nov. 8,2011 Energy $1,000,000 $7,500 1
Melana Development 1 Aug. 22,2011 Other $500,000 $200,000 2
VSJF Flex Capital Fund Jan. 27,2011 Pooled. .. $4,000,000 $1,600,000 10
Mission Center Jan.13,20M Business services $500,000 $50,000 1
Paradigm Kenya Nov. 5,2010 Other 43,000,000 $675,000 3
Source: http://form-d.findthecompany.com/

SPRING 2014 - WWW.NPQMAG.ORG

This list indicates only a
small proportion of the
field of authorized L3Cs
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activities, and PRIs, being debt or equity invest-
ments by foundations in furtherance of their chari-
table purposes, would fit that bill. L3Cs, on the other
hand, not being 501(c)(3) public charities, typically
would not be soliciting or receiving money as such.
However, in news reports, either the press or some
of the L3Cs themselves appear confused about L3C
access to foundation grant support. For example,
the normally reliable Chicago Tribune described
former Chicago Mayor Richard Daley’s new L3C
(The Sustainability Exchange), established to
advise other cities on making infrastructure ret-
rofits and upgrades, as similar to an LLC—except
that it might have easier access to investments from
“grant-making nonprofits.”* And an article in the
Bangor Daily News indicated that MOOMilk’s L3C
status would “open the door to funding from foun-
dations and endowment.”"

An L3C called SEEDR may be the exception
to the rule. The Atlanta-based international R&D
entity has been the recipient of two large grants
from the Bill & Melinda Gates Foundation,?®
including one in 2009, described as a grant of
$539,566“to develop a new line of insulated con-
tainers for transporting and storing vaccines and
other medicines in developing countries.”® The
grant looks for all intents and purposes like a
program-related investment, however, or perhaps
some other form of recoverable grant (if listed and
structured as a grant, even if recoverable, it would
not count as debt on the recipient organization’s
balance sheet). The second Gates grant appears to
be more straightforward: $88,700 over a 2.5-year
period for the same purpose as the 2009 grant,
looking like a supplement to the 2009 investment.

A couple of other L3Cs have scored foundation
grants. In 2010, the Ford Foundation awarded a two-
year grant of $420,000 to a Michigan-based L3C, Dis-
ruptive Innovations for Social Change, to document
and replicate a model continuum of job training and
job placement services**—a model of “employer
"that, by the way, sounds like the
kind of program that might have been developed by

resource networ

any number of expert nonprofits in the job training
and job placement field.*! The Kresge Foundation
followed, in 2011, with a three-year general operat-
ing grant of $300,000.2 That same year, Univicity,
a California-based entity that was organized as an

L3C under Wyoming’s statute, and which uses infor-
mation technology to improve the effectiveness of
humanitarian aid NGOs, received a $1.32 million
PRI from the Kay Family Foundation in California,
followed by another $250,000 PRI from the Kay
foundation in 2011—both to support the develop-
ment of specialized software. Later, Univicity spun
off one of its projects to become a new L3C called
Project Bonfire, which then received an $850,000
PRI from Kay.* But 501(c)(3) charities are meant
to be the primary direct recipients of project and
operating grants from private philanthropies, and
the Ford, Kresge, and Kay grants to L3Cs appear to
be anomalies. An L3C looking for foundation grant
support might be better off as a public charity, even
with the burgeoning “sector-agnostic” interests of
some foundation leaders.*

After all is said and done regarding finances,
L3C access to foundation PRIs like those of
Ford, Kresge, and Kay is the Holy Grail for these
hybrids—and, in fact, has from the start been the
generative theme behind the creation of L3Cs,
regardless of the frills of other kinds of private
financing and investment that L3C advocates tout.
All of the state L3C legislation is written to match
the U.S. Treasury Department’s definitions of
PRIs.* As described on the webpage of the Vermont
Secretary of State, “The basic purpose of the L3C is
to signal to foundations and donor-directed funds
that entities formed under this provision intend to
conduct their activities in a way that would qualify
as program-related investments.”*® The constraint
is that foundations can use debt or equity invest-
ments that count toward their required qualified
distributions, or “payout,” only if they contribute
to the foundations’ charitable purposes.

Some L3C advocates want foundations’ award-
ing of PRIs to L3Cs to be easier and more auto-
matic. They decry the need, for instance, of the IRS
opinion letters that foundations frequently seek as
legal cover for making PRIs—presumably seeing
them as a reason why foundations do not often
make such investments in general, much less PRIs
to L3Cs. Indeed, with the support of the Council
on Foundations, L3C lobbyists have promoted
federal legislation that would make PRIs easier
for foundations in general, not only reducing the
need for IRS opinion letters but also allowing L3C
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recipients to voluntarily self-monitor and report on
their PRI-funded activities. (In a way, that matches
the minimal regulatory functions built into state-
authorizing legislation for L3Cs, in which there is
little in the way of reporting, and regulation would
be largely self-imposed.) There is nothing automatic
about PRIs, however, given the need for founda-
tions to be able to underwrite debt or equity invest-
ments—a categorically different and more complex
task than underwriting foundation grants, and more
complex for monitoring as well. The reluctance of
many foundations to make PRIs is fundamental:
the aforementioned predisposition toward making
grants rather than debt or equity investments
(which they can make from their endowments as
mission-related investments with more flexibility
than the strictures of PRIs); discomfort with the
notion of underwriting debt and equity (more of
a banker’s skill set than a grantmaker’s); and an
aversion to assuming the monitoring and reporting
requirements involved in fulfilling the expenditure
responsibility dimensions of PRIs.

New IRS guidance offers several model exam-
ples of private foundations using PRIs for for-profit
small businesses, demonstrating that PRIs are
not restricted to nonprofit recipients but are still
meant to fulfill charitable objectives, not income
or profit generation. That this recent IRS guidance
on PRIs doesn't satisfy L3Cs demonstrates what
L3Cs want: amuch more flexible approach to PRIs,
more latitude on the definition of what constitutes
charitable purpose, and less IRS regulation of the
content and process of how recipients use PRIs.

Going Forward
Many of the people creating L3Cs are well-inten-
tioned individuals who are motivated by the idea of
using for-profit business models to achieve socially
beneficial goals. But they are pursuing these
models relying more on image and branding than
substance, on the assumption if not contention that
nonprofits are an inferior means of achieving social
goals, on a desire to escape even the minimal regu-
lation and oversight of public charities, and on the
all-consuming objective of getting access to private
foundation program-related investments.

While foundations can and should do more
program-related investments, they should be
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doing even more in the way of grantmaking,
which is still their foremost institutional function
in the charitable sector. While foundations can
and should be making socially beneficial PRIs to
arange of potential recipients (including certain
for-profit entities), as fitting the IRS instructions,
foundations need to remember and reprioritize
their commitment to nonprofits as their primary
constituency for grants and PRIs. While founda-
tions may use their assets for debt and equity
(contributing to their required 5 percent payout),
they should be devoting much more attention to
using the other 95 percent of their assets for mis-
sion-related investments, to push the corporate
sector to higher levels of social responsibility.

That being said, L3Cs do not seem to be an
improvement on the capacities and functions of
public charities. 501(c)(3)s are not precluded
from earning revenue, they are not precluded
from accessing program-related investments,
and they can even partner with for-profit enti-
ties to accomplish a wide variety of socially
beneficial purposes. The logic that L3Cs are
superior to nonprofits because of their for-profit
decision-making structures is not supportable.
Neither is the notion that business people are
somehow more intrinsically accountable and
market-oriented than nonprofits. Whatever L3Cs
are actually achieving is already well done by
the nonprofit sector across the country. There’s
nothing new except owners who, in theory, will
be able to personally benefit from whatever
profits the entities might generate.

Ultimately, the L3Cs lead toward a couple of
serious problems for the accomplishment of char-
itable functions in our society. There are already
challenges with transparency and accountability
for nonprofits; L3Cs represent a movement back-
wards in charitable accountability, avoiding the
relatively limited transparency measures appli-
cable to nonprofits by choosing the all-but-non-
existent accountability regimen that states apply
to L3Cs. Moreover, the L3C model fundamentally
angles for access to foundation PRIs. One might
argue that foundations should be engaged in
more mission-related investment, devoting their
investment assets to socially responsible business
ventures, but there is no compelling argument

Whatever L3Cs are
actually achieving is
already well done by the
nonprofit sector across
the country. There’s
nothing new except
owners who, in theory,
will be able to personally
benefit from whatever
profits the entities might

generate.
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for foundations to divert PRIs—which count
toward their mandated qualifying distributions/
payout—from nonprofits to sui generis for-profit
L3Cs. L3Cs are an attractive brand for some poten-
tial investment sources, but are they an advance
over the 501(c)(3) public charity organizational
structure? The evidence over the past few years
is unconvincing.
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