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FSUG response to the Social Business Initiative

Introduction

The Financial Services User Group (FSUG) is pleased to make a submission on the
Social Business Initiative. The development of a successful social business market
and asset class could make a very useful contribution to tackling social problems and
developing a sustainable social economy.

However, there are significant challenges to overcome. This market is unlikely to
develop autonomously so we welcome this intervention.

Specifically, we have a number of concerns:

o There is much scope for investors to be misled by market operators jumping
on the social business/social investment fund bandwagon. There seems to be
quite a broad range of social investments funds/financial instruments. For
example: social 'impact' bonds; social purpose companies/funds; social
investment bonds (SIBs); and some for-profit companies which claim that
their activities have a social benefit. FSUG believes there is a substantial bit
of work needed to ensure that categorisations and definitions are right,
investors are not misled, and investor communications are clear, fair, and not
misleading.

o Looking at the investment decision process in the conventional asset
management sector there are well established processes for identifying
potential investments, screening investments, investing, and monitoring,
performance measurement, and reporting. However, potential investors in
social businesses are not able to rely on an equivalent investment decision
process or the same degree of transparency and disclosure.

o Sustainable social purpose investment requires investors that are able to take
a long term view on investing. For this to happen, it needs a new system of
performance measurement and reporting so that investors are able to see the
long term impact of their investments.

Therefore, if the social business sector is to be successful and sustainable, the main
objectives of this initiative should be to ensure that:

o potential investors are able to identify successful social businesses that
comply with accepted definitions of social businesses and meet their
objectives

o investors are able to monitor the ‘performance’ of their investments using

appropriate performance metrics and benchmarks
) the ‘market’ is transparent and accountable

o potential investors are able to have justified confidence in the market as a
result of effective regulation.
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ANSWERS TO SPECIFIC QUESTIONS

Box 1

Do you agree that the main features of social businesses are as outlined above? Please
consider this from the perspective of ensuring effective private investment flows to these
businesses, and include any further detail on how to determine the features. If you disagree,
please outline the features that you think are important.

To what extent do you think this initiative should focus solely on those social businesses that
do not distribute profits to their investors? (Note that, in contrast with pure philanthropic
investments, investors would still be able to redeem their investment, or might be offered
small returns through portfolio diversification).

Or shall it also focus on those which distribute profits to their investors (e.g. at least to a
limited extent)? If so, how might social businesses be distinguished from other businesses?

Please consider the impact this may have in respect of attracting investors to such
businesses.

It is important that consumers can easily recognise, immediately and without any
doubt, what social businesses and what private investment funds in supporting social
businesses are. Therefore, FSUG recommends adopting a very clear definition of
what constitutes a social business and labelling on private investment funds that
support social businesses (see below) in order to increase accountability for
consumers.

The definition proposed by the European Commission (businesses having a primary
corporate objective on the achievement of social, ethical or environmental outcomes)
may be too narrow compared to the EMES definition for example.

FSUG suggests referring to the European research network EMES definition of social
enterprise. The EMES Project, during the emergence of social enterprise in Europe
(1996-1999), received support from the European Commission and formed a
partnership with the European Confederation of Workers' Co-operatives, Social Co-
operatives and Participative Enterprises (CECOP). Researchers from the, at the
time, fifteen European Union Member States analysed the emergence and growth of
'social enterprises', that is, initiatives which combine entrepreneurial dynamics and
social objectives in an original way.

The EMES definition distinguishes, on the one hand, criteria that are more economic
and, on the other, indicators that are predominantly social. To reflect the economic
and entrepreneurial dimensions of initiatives, four criteria have been put forward:

a) A continuous activity, producing and selling goods and/or services

Social enterprises, unlike some traditional non-profit organisations, do not normally
have advocacy activities or the redistribution of financial flows (as do, for example,
grant-giving foundations) as their major activity, but they are directly involved in the
production of goods or the provision of services to people on a continuous basis. The
productive activity thus represents the reason, or one of the main reasons, for the
existence of social enterprises.
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b) A high degree of autonomy

Social enterprises are created by a group of people on the basis of an autonomous
project and they are governed by these people. They may depend on public
subsidies but they are not managed, directly or indirectly, by public authorities or
other organisations (federations, for-profit private firms, etc.). They have the right to
take up their own position (‘voice’) as well as to terminate their activity (‘exit’).

c) A significant level of economic risk

Those who establish a social enterprise assume — totally or partly — the risk of the
initiative. Unlike most public institutions, their financial viability depends on the efforts
of their members and workers to secure adequate resources.

d) A minimum amount of paid work

As in the case of most traditional non-profit organisations, social enterprises may
combine monetary and non-monetary resources, volunteering and paid workers.
However, the activity carried out in social enterprises requires a minimum level of
paid work.

To encapsulate the social dimensions of the initiative, five criteria have been
proposed:

e) An explicit aim to benefit the community

One of the principal aims of social enterprises is to serve the community or a specific
group of people. In the same perspective, a feature of social enterprises is their
desire to promote a sense of social responsibility at local level.

1. An initiative launched by a group of citizens

Social enterprises are the result of collective dynamics involving people belonging to
a community or to a group that shares a well defined need or aim; this collective
dimension must be maintained over time in one way or another, even though the
importance of leadership — often embodied in an individual or a small group of
leaders — must not be neglected.

2. Decision-making power not based on capital ownership

This generally refers to the principle of ‘one member, one vote’ or at least to a
decision-making process in which the voting power in the governing body with the
ultimate decision-making rights is not distributed according to capital shares.
Moreover, although the owners of the capital are important, decision-making rights
are generally shared with the other stakeholders.

3. A participatory nature, which involves the various parties affected by the
activity

Representation and participation of users or customers, stakeholder influence on
decision-making and participative management are often important characteristics of
social enterprises. In many cases, one of the aims of social enterprises is to further
democracy at local level through economic activity.
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4, Limited profit distribution

Social enterprises not only include organisations that are characterised by a total
non-distribution constraint, but also organisations which — like co-operatives in some
countries — may distribute profits, but only to a limited extent, thus avoiding profit
maximising behaviour.

By comparison, the most important principles that characterise the social economy in
Belgium are included in various levels of power, particularly through the Cooperation
Agreement on Social Economy (2000-2004) as well as the cooperation agreement on
the following 'plural economy' (2005-2008).

The five principles are:

1) the primacy of people and work over capital in income distribution

2) management autonomy

3) an objective to offer services to the members or the community rather than
profit

4) a democratic decision-making

5) promoting sustainable development.

From this definition it is understood, among other things, that social economy
activities are part of the economic sector. Social economy activities therefore focus
on 'how they should be undertaken'. The difference with the regular economy is that
the goal is not about making profits — and thus maximising revenue and minimising
production costs — but actually on how to make a societal difference. The man/the
individual occupies a central place in the social economy, through, for example,
special attention to the production processes, the sustainability of products and/or
services produced, or in having employment target groups, ...

As one can read the EMES definition is quite different and quite broader than the one
proposed by the Commission in this consultation. For example, what about
cooperative and mutual banks? Credit unions? Cooperatives and mutual do happen
to distribute profits. For example, in France, they even issue 'mutual’ or 'cooperative'
shares to their affiliates that bear interest and are considered as the business’s own
funds for accounting purposes. FSUG believes it is an important feature to attract
retail investors. If there is no profit or any vyield, then gifts and donations are a
preferable tool than 'investments'.

Also, experience has shown that some businesses, even labelled as mutual or
cooperatives have acted in very corporate profit oriented manner, or totally escaping
the control of their natural members. How to distinguish between genuine mutual and
coops versus the others?

Finally, the European Commission must clearly distinguish 'social business' from
other fashionable concepts that are also used to design investment vehicles in order
to avoid a probable confusion in the mind of retail investors:

o Socially Responsible Investment (SRI): there is already a very large and
diverse offering of retail 'SRI' funds.
. 'ESG'

At the crossroads of market, public policies and civil society, M. Nyssens, Social Enterprise,
2006, Routledge, London and New York.
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) Solidarity businesses or funds like those in place in France (‘fonds solidaires’
that invest 5-10 % of their assets in businesses helping the poor, or employing
handicapped people, etc.; these businesses usually do not have any profit
goals).

Box 2

What are the main difficulties social businesses face, in your experience, in getting access to
finance? (Please provide any data or evidence you have to show the scale and relative
importance of the difficulties you identify).

Do different kinds of social businesses face different barriers? (Please include details about
how these differences might impact on the access of these social businesses to finance,
including over their lifecycle where appropriate.)

To what extent do you think barriers to access to finance are limiting the growth of social
businesses across the EU? (Please provide any data or evidence you have to illustrate the
scale and nature of these limitations).

Do you agree that there is a need to tackle any such barriers at the EU level?

This question is obviously more targeted towards the social businesses themselves
rather than to retail financial services users.

Given the specific characteristics of social enterprises, other forms of financial
instruments are to be expected, for example combining grants, loans, investments
and other favourable conditions suitable for social enterprises and their development.
However, it is important that the diversity of financial instruments used by social
economy enterprises (SMEs, employment aid and / or training, environmental aid,
loans...) does not unduly complicate the management of these enterprises. This
requires a degree of complementarities between the public, private and third sectors.

Firstly, the European Commission should ensure that all types of players, including
SMEs, have the opportunity to benefit from the European support and encourage
various forms of partnerships, particularly at local level. Support should be accessible
to all types of businesses, not just to a single model of capital companies.

On the other hand, it is essential to adjust the definition of SMEs. The mid-term
review of Modern SME policy published in the Commission Communication on the
role of small and medium enterprises in boosting growth and employment states that
the Commission “will take into account the diversity of the SME community: craft
and small businesses, social economy enterprises and family-run SMEs all show
potential for strengthening European growth and acting as a driving force for
innovation, local development, training and employment, while sometimes displaying
special problems and needs...”?. Therefore, it would be interesting to segment
companies in different categories according to their size (e.g. micro-enterprises),
activities (e.g. social integration) or their legal status (for example, cooperatives
companies).

2 Small and medium-sized enterprises — Key for delivering more growth and jobs. A mid-term

review of Modern SME policy, 4.10.2007, COM(2007)592 final.
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Box 3

If you operate a social investment fund, or are aware of the (national) legislative requirements
that apply currently in practice, could you please provide broad detail on these requirements?

How do you think funding through investment funds might effectively compliment other
sources of funding, e.g. philanthropic funding? Are there any challenges here?

Do you think that the UCITS framework is sufficient for funding social business without
change?

Do you think a bespoke fund framework tailored to the needs of social business might be
better suited to channel funds toward social businesses?

(If you think the UCITS framework is not suited, please outline the features of the UCITS
framework that you think are mostly responsible for this.)

Social enterprises, like all others, refer to various sources to finance their activities.
However, and given the specificities of the sector, a specific fund could be created
that would affect a significant portion of its capital to ethical investments. The
remaining part of its assets could be used to finance the social economy. The fund
would aim to support the development of social entrepreneurship through equity and
loans to companies in this sector that meet the basic principles listed above.

The national requirements for social businesses investment tools are highly
dependent on the definition one gives to 'social business', see the reply to Box 1.

For example in France, there are numerous existing investment tools:

o For cooperatives and mutuals: 'titres participatifs', 'parts sociales'.

o For 'solidarity’ businesses (not for profit specialising in helping the poor get
jobs, housing, microcredit etc, or employing handicapped people): all
corporate savings and retirement plans in France must offer at least one
'fonds solidaire'. These funds must invest 5-10 % of their assets into 'solidarity
businesses®”.

Socially responsible investment (SRI) should be considered as a process that
combines traditional financial value social, ethical and environmental aspects,
integrating the latter structurally, voluntary and publicly in the management of savings
and investments as well as in the use and rights associated with them. Consultation
with stakeholders is also part of this process.

Through SR, significant resources are made available to social enterprises that can
meet the demands of investors. This way, these companies have easier access to
financial resources and they also have more resources to develop new initiatives in
the social and environmental spheres. SRI is therefore one of the most important and
most effective mean to encourage companies to focus their activities around the
three areas of sustainable development (economic, social and environmental).

In Belgium, a bill to promote SRI was filed in early 2011. The idea is to establish an
independent label for SRI, which would be granted by the Banking, Finance and
Insurance Commission (CBFA), in charge of consumer protection. The CBFA would
attribute the label to funds according to negative criteria and positive criteria, such as

French law n° 2008-776 of 4 August 2008 de modernisation de I'économie.
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environmental, social, ethical and good governance. The negative criteria relate
particularly to non-compliance with international Human Rights’ conventions. The
CBFA would work with the Council of Socially Responsible Investment, whose
mission would be to give an opinion on the evolution of SRI standards. The
legislation would also link the taxation of pension savings with SRI, in order to
provide tax advantages to investments that focus on ethical investments, and
increase the share of government funds in ethical funds to 5 % by 2015 or more by
2020.

Complementary to the investments funds, it is important to provide to the consumer
savings products that allow loans and investments to social enterprises. It is
therefore necessary to promote social investment banks which deal with this kind of
activity. Social banks in Europe lend money to socially responsible initiatives for
much lower interest rates than mainstream banks, and donate money to people and
projects that promote the greater good.

Three additional features of social banks that make them unique in the financial world
are:

1. Responsibility. Social banks know their customers personally. They care
about mutual responsibility, and expect borrowers to use loans responsibly for
the greater good. This excludes, for example, reckless speculation or other
risky investments. Social banks want their money to be invested wisely and
ethically. Some call this approach 'soft money' or 'slow money'.

2. Transparency. Unlike many mainstream banks, social banks know what is
done with the money they lend to their customers. They look at the impact
their investments have on the greater community — for example, if money they
lend is used to harm or to protect natural environments, to exploit or to help
people, to generate a better life for many or huge gains for just a few at the
expense of others. Social banks provide full accounts to all their depositors of
how their money is lent. This means that depositors not only earn interest but
also know exactly what their money 'does’ while at the bank.

3. Sustainability. While most mainstream banks are focused on creating short-
term profit, social banks focus more on the long-term effects of money. They
aim to develop society, the environment and individuals, making investments
in small projects that may 'snowball' in to larger positive effects over time.

In summary, social banks aim to practice responsibility, transparency and
sustainability. They consider the long-term effect of money on the environment and
the community, and about the 'human outcome' of the use of money in general:
whether it helps or harms profit, people, and the planet.

In contemporary Europe, some of the important financial players are social banks.
Their combined assets total about EUR 10.5 billion (USD 14.5 billion), and continue
to grow rapidly. It is expected that the overall growth rate of European social banks
will remain stable at 13-15 % per year in the coming years (as compared to the 1-3 %
forecast for mainstream banks), and that social banks will serve upwards of 1 billion
people by 2020. The reason is simple: during the recent financial crisis, many
customers became aware of the flaws of mainstream banks, as outlined above, and
responded by shifting their assets to social banks.
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The biggest social banks in Europe today are the German Gemeinschaft fir Leihen
und Schenken (GLS) Bank, its name meaning literally ‘Community for Lending and
Donating' (with assets of USD 2.2 billion), the Dutch Triodos Bank (USD 6.7 billion),
the Italian Banca Etica (USD 0.8 billion), the Swiss ABS bank (USD 0.7 billion) and
the Danish Merkur Bank (USD 0.2 billion). These banks were founded throughout the
1970s (GLS bank), 1980s (Triodos) and 1990s (Banca Etica). Altogether, there are
more then 600 ethical investment funds worldwide, including about 500 in Europe,
and their numbers are constantly increasing.”

Box 4

Do you believe that social investment funds should be open to retail investors? Please give
reasons for your answer.

What features of a social investment fund do you think are most important for
retail/professional investors?

What specific pre-contractual information do you think would need to be provided to retail
investors?

Should the framework encompass funds that explicitly forego greater financial returns for the
benefit of the social impact of their investment, or that expose investors to greater risks, or
both?

Social investment funds are already open to retail investors. For example, as
mentioned above, ‘fonds solidaires' offerings in France are mandatory for all
corporate defined contribution savings (‘PEE') and retirement (‘PERCO") plans.
These plans have millions of employee participants.

In France as well, the 'solidarity' businesses have to be agreed by the Government.

There is also a private labelling by the NGO FINANSOL. FSUG believes there must
be a neutral control on who ever labels itself as social or solidarity business not to
mislead retail investors.

Also, as mentioned above, there must be some kind of financial return. Otherwise
gifts and donations are a more appropriate funding tool for social businesses.

Specific risks if any must be disclosed as for any other retail fund. UCITS investor
protection rules must fully apply to avoid any damaging scandal that could arise from
the misuse of social investments.

Box 5

What do you think would be the appropriate time frame for redemption of units in a social
investment fund, e.g. monthly? Please give reasons for your answer.

Do you think there are other options for balancing the liquidity that small retail clients might be
seeking with a focus on a long-term time horizon? (For instance, requirements on holding
certain levels of liquid assets, lock in periods, etc.)

European Answers to the Financial Crisis: Social Banking and Social Finance, Dr. Roland
Benedikter,

http://spice.stanford.edu/docs/european _answers to the financial crisis_social banking and s
ocial_finance/.
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It all depends on the asset components of the funds and on the narrower or wider
definition of social business (see our replies above). If one designs them like the
above-mentioned French ones, then with only 5-10 % invested in pure 'solidarity’
businesses, it is certainly possible to have at least monthly redemption time frame.
Any heavy timing constraint may be badly perceived and push retail investors to give
up or to consider gifts instead.

Box 6

Do you think that social investment funds should be subject to diversification rules?

To what extent do you think investors might expect a fund focused on social businesses to
only invest in social businesses?

Should social investment funds be required to invest into different types or numbers of social
business? (How many separate businesses might be required?).

Should there also be diversification across asset classes different from social business?

(What limits might be appropriate? For instance, 40 % social businesses, 60 % highly liquid
transferable securities).

See our reply to Box 5. Also, the social investment fund offering should remain
simple and should replace any existing ones. The diversity of retail funds offerings is
already much too large, as recognised by the industry as well. If one adds a new
variety on top of 'fonds solidaires', SRI funds, etc., one risks toad to the confusion of
retail investors.

Box 7

What types of assets should a social investment fund be able to invest in? Please give
examples.

Should the funds be limited to certain kinds of strategies (for instance, aimed at maximising
their attractiveness for retail investors)? If so, which?

What rules or limits might be necessary to prevent firms using a new framework to circumvent
restrictions in other frameworks (e.g. UCITS)?

As mentioned before, it depends on the scope of the social business definition. In our
view, it would also be dangerous to have significantly lower valuation and investor
protection requirements compared to UCITS.

Box 8

Do you agree that it would be impractical for social investment funds to have frequent
valuations of assets? Please give reasons for your answer.

If so, for the purposes of investor protection what frequency might be appropriate? Please
give examples.

Do you think that any non-social business assets that might be permitted should be subject to
different valuation requirements? Might different kinds of assets require different approaches?

Again, it depends on the fund’'s asset components. The French 'solidar' funds invest
only 5-10 % in social businesses (but these being rather narrowly defined). In that
case, frequent valuations of assets are easier.

10
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Box 9

How do you think 'social returns' might be best addressed and measured?

How might this build on other existing work, for instance on non-financial company reporting,
social accounting, socially responsible investing, etc.?

What information do you think needs to be disclosed to investors, and how might this best be
presented?

If you have experience in this area please provide examples, data, and as much detail as
possible. Please consider that prospective investors might need different information
compared with already existing investors.

'Social' objectives and returns should be quantified and disclosed in the fund 'KID', if
it is to be sold to retail investors.

Box 10

Do you agree that investor participation will contribute to the success of these funds? Please
give reasons for your answer.

If so, please outline how this might work in practice, and whether this can or should be
required as part of the social investment fund framework itself.

Yes, but this is part of the broader issue of investment funds governance: see our
reply to the corporate governance consultation from last year.

Box 11

Which particular features of social investments might require specific risk management
requirements?

When considering this question, please also consider issues of non-financial outcomes and
risks.

This question is better answered by social businesses’ themselves.

Box 12

What should be the duties of a depositary (e.g. tracking the funds' assets, reconciling units or
shares issued with subscription proceeds received)? Please give reasons for your answer.

Please take into account the specific kinds of assets that might be held by a social investment
fund.

We believe the duties of the depositary should be at least equivalent to those for
UCITS funds. This is important to maintain confidence in this emerging class of
investment.

11
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Box 13

How might the sustainability and profitability of a social investment fund regime be ensured?

Are there any particular factors in your experience that might determine the commercial
success of the fund?

In your view, what kinds of incentive structures might be appropriate or inappropriate for the
managers of the funds (e.g. performance fees versus flat management fees)?

As for mainstream funds, performance fees (that go both ways, not only when the
performance is positive) are certainly more aligned to investors' interests than the
existing asset-based fees.

Box 14

What steps do you think should be taken to improve transparency for investors in relation to
funds targeting social businesses?

What steps do you think should be taken to improve transparency for fund managers about
the social businesses which they target?

Box 15

How do you think common criteria for defining, labelling and rating social funds and social
businesses might be most effectively established?

Who should establish them and develop them over time?
How might they be verified, to ensure they are appropriately used in practice?

Please set out views on the pros and cons of different approaches.

There is much scope for investors to be misled by market operators jumping on the
social business/social investment fund bandwagon. There seems to be quite a broad
range of social investments funds/financial instruments. This can include for
example:

social 'impact' bonds

social purpose companies/funds

social investment bonds (SIBs) and

some for-profit companies which claim that their activities have a social
benefit.

FSUG believes there is a substantial bit of work needed to ensure that
categorisations and definitions are right, investors aren't misled, and investor
communications are clear, fair, and not misleading.

Looking at the investment decision process in the conventional asset management
sector there are well established processes for identifying potential investments,
screening investments, investing, and monitoring, performance measurement, and
reporting.

12
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However, potential investors in social businesses are not able to rely on an
equivalent investment decision process or the same degree of transparency and
disclosure.

Therefore, we would recommend that the Commission focus on this area so that
potential social investors are able to monitor the ‘performance’ of their investments
using appropriate performance metrics and benchmarks.

With regards to common criteria for defining, labelling and rating social funds and
social business, it is necessary for an independent regulator to establish these
criteria following consultation with relevant stakeholders.

But, once the common standards are established, it would provide opportunities for
independent performance measurement agencies to provide monitoring services to
social fund managers and potential investors.

However, regulations would be necessary to ensure that social fund managers used
these performance metrics in a clear, fair and not misleading manner.

Box 16

Do you think a strong new EU label (e.g. supported by a common logo) would help social
investment funds succeed? Please give reasons for your answer.

How might the appropriate use of such a brand be ensured in practice, and potential for
confusion with other brands or labels diminished?

It might, but only if the EU defined 'social investment funds' replace exiting national
ones instead of creating just another new variety of retail funds, of which there are
already too many.

Box 17

What steps do you think might be taken at the European level to facilitate better
intermediation between funds and social businesses? Are there particular responsibilities that
you think fund managers should take on?

Do you think there are any possible actions at the European level that might ensure effective
distribution of social investment funds?

A neutral control of who can label itself as a 'social business' is key to generate retail
investor confidence. An equally neutral rating of the social investment funds by
an independent NGO (see the French example of FINANSOL) would help as well.

Box 18

How might tax incentives be made useful? Please provide data on any existing such
incentives you are aware of.

Are there any other measures you think might be possible to maximise investor's access to
social investment funds, or the attractiveness of these for investors?

13
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We refer for example to the tax rules for the French ‘fonds solidaires'. Contrary to the
‘fonds de partage' (funds which do not have to invest in social businesses® but where
all returns are given to charities), they do not benefit from specific tax advantages.
But, if subscribed through corporate savings or retirement plans, they enjoy the
significant tax benefits of these plans.

Again, any new tax incentive should replace existing ones if it is to be clearly
understood by retail investors.

This is why we did not focus on these ‘fonds de partage' in this consultation reply.

14
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