BREAK

Scaling up social enterprise

Is There Appetite for Mergers in the
Social Enterprise Sector?

www.breakthroughfund.org.uk October 2009




T\ ¢ THROUGH

Scaling up social enterprise

Foreword

The four years since Breakthrough’s launch have seen an unprecedented rise in demand and opportunity for social enterprise. The
sector has responded with more innovative and cost-effective solutions to the increasing need for support services tackling issues like
unemployment, social exclusion, health care, the environment and education. The movement’s concrete achievements have brought it
into the mainstream political landscape — with all parties acknowledging its growing role in society.

As a consequence, maximising social impact through growth is becoming an important theme. Yet anecdotally few social enterprises
are confident of scaling up through inorganic routes — like mergers, acquisitions and franchising — for fear of losing or diluting their
mission. Are such concerns well founded or a reflection of the relative immaturity and inexperience of the sector? With many social
enterprises established by entrepreneurs within their communities, what place does localism play in the argument for growth? Perhaps
it is the constitution of social enterprise that inhibits the drive for growth. Some private companies directors are legally bound to
maximise profit. What would happen if social entrepreneurs had the same duty to maximise social impact for their beneficiaries?

Breakthrough’s mission is to help ambitious social enterprises scale up and maximise their social impact. Founded by the social
enterprise CAN and the European private equity firm Permira, it offers a combination of financial investment and business support to
established social enterprises to overcome obstacles to growth.

Our purpose in conducting this light touch survey was to start to unravel the reasons why mergers and acquisitions are so infrequent in
the world of social enterprise compared to the private sector. We polled just a snapshot (70+ people), all of whom are social enterprise
leaders and were invited to an event ‘Mergers and Acquisitions and Other Routes to Growth’ in November 2009. Their responses gave
a fascinating insight into the experience, culture and barriers to growth in the social enterprise sector. Lack of experience (the majority
of organisations were founded in this decade) was cited as a clear obstacle to more mergers, whilst mistrust of possible partners and
perceived ‘founder syndrome’ reportedly hamper maximising commercial opportunity. The impact of the recession may alter attitudes
towards growth, but at the time of going to print respondents to this survey reported significant confidence in their current and future
business prospects. Some respondents also illustrated that the desire for financial independence and stability through trading remains
an aspiration (i.e. the blur between social enterprise, charity and the ‘third sector’), but positively almost half earned more than 50% of
their income. We hope the findings and evidence raised at the event and in this survey can support and inform the evolution of this
new business model that is social enterprise.
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Adele Blakebrough, Co-Founder of CAN and Chair of Breakthrough www.breakthroughfund.org.uk



1. Respondents and their own organisations.
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Has your charity / SE ever undergone
a merger or made an acquisition?

Yes, 23,
33%

No, 46,
67%

Almost 70% of respondents who
responded said their organisations
hadn’t undergone a merger or made
an acquisition.

However over 60% they have
considered M&A activity for

their social enterprise.

There was greater appetite (more than 80%) for
other methods like franchising, joint ventures

Have you ever considered M&A
activity for your charity / SE?

and licensing.

franchise?

Yes 48,
81%

Would you consider other ways to
growth, including joint ventures,

No 1, 2%

Maybe
10, 17%

No, 26,
38%

Yes, 43,
62%
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If yes, What were the main drivers behind this cons
(Tick all that apply)

To add / improve services to
beneficiaries

To improve / expand
management team skill set

To make cost savings

To enter a new
geographical market

To avoid closure

To safeguard assets

38.1% (16)

33.3% (14)

31.0% (13)

Other '14.3% (6)

ideration?

1. Respondents and their own organisations.
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3, to make cost savings.

Almost 80% of who responded said their
main reason for considering an M&A was to
improve or add services for their
beneficiaries. Their 2" choice was to
improve or expand management skill set and

The 2nd and 3 top reasons for respondents
not pursuing with an M&A concerned loss or
dilution of social or environmental mission.
Top ‘other’ reasons included timing or
opportunity and maturity of their
organisation. Interestingly there were also
comments about trust and mission alignment
of potential merger partners.

If no, what were the reasons that prevented your
organisation from pursuing this consideration?

(tick all that apply)

Other

Concern about mission
drift of the organisation

Fear of losing
clarity of mission

Too little experience of
merging business

Too costly in terms of
senior management time
and external advisors

18.8% (6)

Too dlfﬁcglt to quantlfy/ 18.8% (6)
deliver synergies
Fear over staff

retention / motive 3.1% (1)

Fear of losing customers

25.0% (8)

50.0% (16)

37.5% (12)

34.4% (11)

10 15 20

www.breakthroughfund.org.uk




=199\ ¢ THROUGH

Scaling up social enterprise

2. M&As and the sector in general.

More generally what do you think are the main obsta  cles
for the third sector to considering M&A activity?
(tick all that apply)

According to respondents, the top reason
preventing more M&As in the social enterprise
sector in general is a lack of commercial experience
in M&A transactions. Significantly the second
reason given was too much attachment to an
individual organisation. Comments included*:

“The sector is too isolationist to see opportunity.”
“There are trust issues between organisations.”
“There is a founder desire to remain in control.”
“Self interest over interest of beneficiaries.”

Too little experience of
merging business

Too attached to the
individual SE / Charity

44.1% (26)

Fear of losing
clarity of mission

35.6% (21)

Other

| * See back of report for more comments from respondents

Too difficult to quantify / 28.8% (17)

deliver synergies

There should be more mergers in the third sector?
Fear over staff 25.4% (15) 6
retention / motivation
3% (2) .
Too much executive risk 3.6%(2) g}rsoarégrleyeDlsagree
Indifferent
0 10 20 30 40 "
Agree
20
Almost 80% of respondents either strongly
agreed or agreed that there should be more Strongly agree
mergers in the third sector.
1]
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3. Comparisons with the private sector and
constitutional differences.

When comparing the third sector with the

Statistically there are fewer mergers in the third sector private sector, respondents said the top
compared to the private sector. In your opinion, th IS IS reason for less M&A activity was fear of
because of: (please rank) loss of value. Interestingly the second

reason was to protect local services.

Comments centred around cultural barriers
435 and the resources required to consider
M&A activity.

Loss of value !

Protect local services

They included:

“The sector is too set in its ways and will
not change just because of a recession. It
needs a culture shift.”

Lack of experience
orskillsto !
implement a merger

Risk aversion |

“Many more organisations will just close.
There is little appetite in the larger
organisations for taking on smaller projects
run by smaller organisations. The sector is
entrenching not cooperating.”

Fear of diminishing |
mission

Other -

“It is more likely that individual
organisations will fold because of costs of
M&As and development cannot be borne
4 s | by organisations which are already

Tension at trustee / !
management level |

struggling.”

* See back of report for more comments from respondents

www.breakthroughfund.org.uk



A recent report on mergers in the third sector by N

(NPC) stated: “Too few mergers suggest that the cha
organised in a way to maximise value for vulnerable

More than 60% of respondents
to our survey agreed with
this statement.

ew Philanthropy Capital
ritable sector is not
people.”
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Disagree
20,37%

Agree
34, 63%

Respondents’ comments included:

“Far too few business-like organisations. Effectiveness and efficiency should be the measures by which

charities live and die.”

“The reality is perhaps that in some (and particularly smaller) organisations, the trustees’ priorities aren't necessarily
focussed on 'maximising value' for vulnerable people, and they can be very parochial in their approach & mindset.”

“Variability of organisation structures, legal frameworks, financing sophistication. Many charities and social enterprises set

up to deliver a personal conviction or vision.”

“Mergers inevitably cause disruption and delay to front-line services. More mergers won't maximise value. Encouraging
innovation, developing new organisations and allowing charities to fail are much more effective ways to maximise value

and social impact than mergers.”

* See back of report for more comments by respondents
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4. Impact of the recession and optimism for the future.

How has your organisation been affected by the
recession? (tick all that apply)

25 =

There were some positive indications from
respondents despite the recession. More
42.9% (24) than 40% say they have won new business
in the last year, while almost 30% say their
organisations have not been affected. More
than 15% have made redundancies.

28.6% (16) 28.6% (16)

21.4% (12)

How do you anticipate the next year for your
17.9% (10) organisation? (tick all that apply)

10 —

New business 48.2% (27)

Income increased 44.6% (25)

We have secured new Trading No Affect Loss of Redundancies /
business / contracts income fallen business planning redundancies

Trading income fall -21.4% (12)

More loss of business 16.1% (9)

There was similar confidence for future
prospects. Almost half of respondents were
anticipating winning new business in the year
ahead, and over 40% expecting income to
increase. Almost 10% were expecting to
have to make redundancies.

Redundancies

0 5 10 15 20 25 30
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5. Profile of the organisations that responded.
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Org structure of respondents

3%

3%
3%

3%

44%

17%

20%

44% of respondents were registered charities (17%

O Charity
mCIC

BCLG

BECLS

B Co-operative
@ Corporation
BELLP

O Mbrship body / Voluntary Org

companies limited by guarantee — CLGS). 20% were
community interest companies (C.I.Cs).

Percentage of trading income

O 0%
m1-20%

Turnover of respondents
13%

27%

23%

37%

@ <£250
m<£lm
W <£5m
B >£5m

m21-50%
m51-80%
17% m 80-90%
O >90%

3%

14%

Trading income for respondents was
spread across the spectrum. However
almost half earn more than 50% of their
income from trading.

More than 60%
of respondents
have a turnover
of under £1m.

www.breakthroughfund.org.uk



. Profile of the organisations that responded.

3%

Position of respondent

56%

19%

Almost 80% of

respondents were chief

executives and

senior management.

OCE

B Mgt Team
| Finance
| Other
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20
18
16
14
12
10

o N M O ©

Date established of respondents

il

1950s 1960s 1970s 1980s

1990s

2000s

No of staff in respondent's organisation

16%

6%

16%

19%

43%

@m<10
| <25
| <50
m <100
@>100

Respondents illustrate how
relatively young the social
enterprise sector is, with majority
of organisations established in the
current decade.

More than 40% of

respondents worked in
organisations with less
than 10 staff.

www.breakthroughfund.org.uk
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Additional comments from Respondents

Section 2: What were the reasons that prevented you r organisation from pursuing this consideration?

b=

“[An opportunity] just hasn’t come up yet!”

“Our enterprise is very new and we are still defining it. In the longer term | would consider M&A.”

“[IM&As are] not relevant as a development option at this time.”

“As a campus-based students' union trading company, we haven't really had the opportunities, though there are areas
we would be interested in developing with a view to expanding/franchising (i.e. student residential lettings agency).”
“[I am] not sure about quality of potential partners and their commitments.”

“Just not appropriate.”

“We have a continuing Google Grant as a not-for-profit which needs funding to turn into a SE.”

“[I have] not given it much thought.”

“Nothing preventing - only a consideration.”

“Lack of actual commercial experience.”

“Not opposed. [An opportunity] just hasn't come up yet!”

“M&As rarely yield the forecast benefits and efficiencies are more Achievable by improving existing operations.”
“Fear of being subsumed by the other partner’'s brand.”

“We are in a genuinely unique position for now.”

“Trust issues amongst the merger partners.”

“[We have a] distinctive nature of range of organisational membership of the body which the RE Council itself is.”
“Too early in our existence.”

“Unable to agree purchase price with vendor.”

www.breakthroughfund.org.uk



6. Additional comments from Respondents
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Section 2: More generally, what do you think are th e main obstacles for the third sector to considerin g
M&A activity?

Nooop,rwdPE

10.
11.
12.
13.
14.
15.
16.

17.
18.
19.
20.
21.

“Loss of charity status.”

“Lack of financial foresight and reality that not all third sector organisations can, or should, survive.”

“Lack of actual commercial experience.”

“Not enough spare resources (e.g. cash) to bring to the table.”

Fear of dropping dead with exhaustion from wearing too many hats.”

“Preference to look for collaboration or innovative solutions.”

“Acquisitions are counter cultural to the sector, so there is no motivation. It is more possible in business, particularly where
individuals are looking for an exit. Mergers are more acceptable to the sector but usually hit problems and waste time and energy,
with a few notable exceptions. All our merger and acquisitions discussions have been with businesses. Collaboration and
partnership seems a better way forward. Over time this might result in a merger.”

“Suspicion of the motives for promoting M&A - this isn't the corporate sector!”

“Lack of free market competition - this is what leads to merger in the private sector. Lack of a tangible output —i.e. success not
measured in cash so more difficult to make a clear tangible case for merger.”

“[It] would take too much time - we have discussed this a lot at BOND and it seems the main reason.”

“Founder desire to remain in control.”

“Too isolationist to see opportunity.”

“Healthy scepticism.”

“CEO ego.”

“Trust issues between organisations in the sector.”

“Legal obstacles of merging entities with clearly identified objects, missions .. and the troubles of meeting responsibilities to donors
of the original charities.”

“Self interest over interest of beneficiaries.”

“No R & D/ development funding readily available.”

“Ego and not wanting to let go / loss of control.”

“Leadership mindset.”

“Lack of experience of benefits of M&As and lack of ambition.”



6. Additional comments from Respondents
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Section 3. Statistically there are fewer mergers in the third sector compared to the private sector. | n your opinion,

this is because of:

No bk bR

10.
11.
12.
13.

14.

“This is a good thing.”

“It [the private sector] has to. Particularly among those in the public services business.”

“Many charities will fail, but many surviving ones will not be able to save or merge with them.”

“Not unless they are helped to merge.”

“The sector will grow in the North more than in the south of the country.”

“The badly managed will not do well. Tory government will change shape of SE sector. Public spending cuts.”

. the Vol Com sector is either VOLUNTARY, so recession/increased unemployment creates a greater availability
of potential volunteers; OR, where they are employed Vol Com workers an funding runs out, people revert to
voluntary activity.”

“It should [have more mergers] but I'm not too hopeful.”

“Economic reasons.”

“It would be preferable for charities to take the initiative and remain in control of the process rather than be forced.”
“[The] sector is too set in its ways and will not change just because of a recession it needs a culture shift.”
“Struggling organisations are more likely to become M&A targets or to seek shelter elsewhere.”

“Many more organisations will simply close. There is little appetite in the larger organisations for taking on the smaller
projects that the smaller organisations run. The sector is entrenching rather than cooperating.”

“[It is] more likely that individual organisations will fold because the costs of M & A & development cannot be borne by
organisations which are already struggling.”

www.breakthroughfund.org.uk



6. Additional comments from Respondents
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Section 3. A report by New Philanthropy Capital sta  tes: “Too few mergers suggest that the charitable s ector is
not organised in a way to maximise value for vulner able people.”

10.

“I don't think it necessarily follows that the ratio of number of organisations to vulnerable people helped is the right
way to determine this. It should be about the scale of impact delivered, not necessarily about the scale of the
organisations trying to achieve that impact.”

“Whilst there are areas where there seems to be significant duplication, there also needs to be room for innovation.
Just because a charity exists doesn't mean another one won't do it better or more effectively.”

“The sector is organised around the interests of its most powerful stakeholders - Senior Management, Trustee and
Donors. Vulnerable people and their needs don't often figure.”

“Variability of organisation structures, legal frameworks, financing sophistication. Many charities and social
enterprises set up to deliver a personal conviction or vision.”

“Mergers inevitably cause disruption and delay to front-line services. More mergers won't maximise value.
Encouraging innovation, developing new organisations and allowing charities to fail are much more effective ways to
maximise value and social impact than mergers.”

“They are often not business-like they just want to do their good work.”

“The reality is perhaps that in some (and particularly smaller) organisations, the Trustees priorities aren't necessarily
focussed on 'maximising value' for vulnerable people, and they can be very parochial in their approach and mindset.”.

“Many charities are very inefficient.”

“There are too few business-like organisations. Effectiveness and efficiency should be the measures by which
charities live and die.”

"Too busy, need too great, not competent enough (committed to the cause but not that professional / rigorous, etc),
competition for funds so less willing to share.”

www.breakthroughfund.org.uk



6. Additional comments from Respondents
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Continued. Section 3. A report by New Philanthropy Capital states: “Too few mergers suggest that the
charitable sector is not organised in a way to maxi mise value for vulnerable people.”

12.

13.

14.

15.
16.

17.

18.

19.

” Too many charities have very similar missions and offer broadly similar services. The result is duplication of
costs, particularly administrative overheads, with no discernible benefit to the user.”

“One of the values of the charitable sector can be its local ownership and therefore not necessarily suited to
scaling up. Value for vulnerable people is delivered through services designed to meet their needs. Smaller
organisations are just as capable of doing this as larger ones”

“There is an assumption that mergers are good, but one size does not fit all, and sometime choice is healthy for
beneficiary. More coordination and collaboration , and sharing of backroom costs is the most logical step rather
than merger. | think your findings should reflect this rather than be predicted on the assumption that merger

is good.”

“There is little collaboration or co-ordination of existing services and groups.”

“This kind of blanket statement about a heterogeneous sector isn't very clever. The NPC report was too generalist
in its approach. Its idea that bigger organisations deliver better services is naive. All too often it is small
organisations serving their local populations or specific niches that deliver outstanding provision on a

shoe-string budget.”

“What mergers there are don't give the impression of being able to maximise that value. May just be a
combination of the recession, and relative inexperience with regard to merging - perhaps a few successful
examples would spur others on and provide a blueprint. Our own merger was hard, particularly in the first year,
but | would say we're just now starting to maximise value for our beneficiaries (after a year and a half).”

“I agree but this is not the fault of the individual organisations- there isn't any incentive or support to create larger
more robust organisations.”

“[The sector} is not organised to maximise value for others generally — i.e. proliferation of organisations and
projects leads to multiple re-inventions of wheel and much parallel play.”

www.breakthroughfund.org.uk



Background on Breakthrough

Launched in 2005, the first €1 million Breakthrough fund invested in four social
ing office furniture and providing employment to vu
and cost effective law services to clients of limi ted means; TimeBank
ing volunteers with charities in their communities;
g and work to long-term unemployed people. All four
fund’s life. Breakthrough Il was launched in 2007 w ith €2 million of committed capital.
outstanding social enterprises: FareShare (www.far  eshare.org.uk) which
isadvantaged people; Speaking Up (www.speakingup.or @), a leading support
difficulties, and mental health problems; Teach Fi rst (www.teachfirst.org.uk) which

award-winning social enterprise dedicated to recycl
(www.lawforall.org.uk), which provides high quality
(www.timebank.org.uk) a national organisation match
(wwwe.trainingforlife-city.org) which offers trainin
income and social impact over the two years of the
To date, the fund has made four more investments in
distributes surplus food to organisations feeding d
organisation for people with disabilities, learning

recruits and trains top graduates to teach in chall enging secondary schools; and a follow-on investmen
ir services through collaboration with the Citizens

(www.lawforall.org.uk), to support expansion of the
also benefitted from financial support from SVG Cap ital.

CAN provides business support, experience from peers and office
space (CAN Mezzanine). CAN Invest and CAN Engage deploy a
range of business support into social enterprises and include the
pioneering Breakthrough programme. We work with the corporate
and finance sectors to lever capital funds and strategic growth
support into leading social enterprises.

CAN Mezzanine provides high-quality shared office
accommodation for social enterprises and charities in prime
locations. To date we house over 120 social enterprises and
charities. CAN Mezzanine is an award-winning, self sustaining
social enterprise providing space, services and products to
support the third sector. CAN is also proud to be a strategic
partner of the Office of the Third Sector.

For further information visit www.can-online.org.uk

enterprises: Green-Works (www.green-works.co.uk),a n
Inerable people; Law for All

and Training for Life
achieved significant growth in

tin Law for All
" Advice Bureau. Breakthrough Il

Permira is a European private equity firm with a global reach. Our funds,
raised from pension funds and other institutions, make long-term
investments in companies with the ambition of transforming their
performance and driving sustainable growth.

Our professionals work with management teams to help them build
better businesses, to create value and deliver strong and consistent
returns to our investors. Permira was founded in 1985 and has made
over 190 private equity investments. We raised our first pan-European
fund in 1997, investing out of four offices in Frankfurt, London, Milan and
Paris. Since then we have continued to grow steadily and today are
present on three continents. We have an international team of
investment professionals with a wide range of backgrounds and
experiences. Today, the firm’s teams advise funds with a total
committed capital of approximately €20billion (US$28 billion).

For further information visit www.permira.com

www.breakthroughfund.org.uk
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