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Capitalism has made possible material progress never seen 
before. Despite its current malaise, capitalism continues 
to grow the world’s economy through global trade and 

the spread of multinational corporations into the developing 
world.1 While the dichotomies between wealthy and poor coun-
tries, industrialized and developing countries, and emerged and 
emerging countries narrow, it is 
clear that not everyone is reaping 
the benefits of this extraordinary 
growth as the income divide grows 
more unequal.2 

Americans classify themselves 
as wealthy, industrialized, and 
emerged largely because of their 
sophisticated capitalist system. As 
a result, emerging market solu-
tions are often overlooked due to 
the belief that because of America’s 
complex economy, treating Ameri-
can ailments, such as the growing 
income gap, with solutions used 
in poor, developing, and emerging 
countries would be like trying to 
cure the flu with aspirin.

Recently, President Barack 
Obama stated “I’m calling on 
all Americans—Democrats and 
Republicans and independents— 
… to put good ideas ahead of 
old ideological battles, a sense of 
common purpose above the same 
narrow partisanship, and insist that 
the first question each of us asks 
isn’t ‘What’s good for me?’ but ‘What’s good for the country my 
children will inherit?’”3 In response to the President’s call, this 
article seeks to formulate a plan for developing the appropriate 
regulatory and legal environment to enable the emergence of 
American social businesses as a long-term solution for sustainable 
economic growth. 

Traditional Model 
In a pure free-market society, Adam Smith’s invisible hand 

works to allocate resources to the highest valued user. Under this 
model, individuals work to create wealth to buy the things they 
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cannot make. When each individual pursues their own happiness, 
the collective happiness of all is achieved. In America, capitalism 
has worked to develop one of the most productive work forces, 
spurred some of the greatest technological innovations, created 
some of the most sophisticated educational facilities, and devel-
oped one of the most mature financial systems in the world.4

While capitalism continues to 
operate in a manner that benefits 
some, it is clear that there are seg-
ments of the population being left 
out.5 This result is due, in part, 
to the inability of capitalism to 
account for human multidimen-
sionality.6 By reducing individual 
motives to the pursuit of financial 
gain only, victory is measured only 
in terms of maximizing individual 
wealth.7 

Ignoring other measures of 
victory has been indoctrinated into 
corporate legal mantra8 in cases like 
Dodge v. Ford Motor Company. In 
1916, Henry Ford, who controlled 
the board of directors of the Ford 
Company, attempted to prevent 
layoffs within the company by end-
ing the company’s practice of pay-
ing special dividends so that profits 
could be reinvested in new plants.9 
His aim, he stated, was “‘to employ 
still more men; to spread the ben-
efits of this industrial system to the 
greatest possible number, to help 

them build up their lives and their homes.’”10 Ford believed that 
this strategy could benefit the company long-term but only at 
the expense of current shareholder value. Minority shareholders 
brought suit claiming that a failure to pay special dividends was 

The court’s ruling in Dodge 

became the raison d’être of for-profit  

businesses for the next century.
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a breach of his duty to shareholders.11 The Michigan Supreme 
Court found in favor of the minority shareholders, holding that 
“[a] business corporation is organized and carried on primarily 
for the profit of the stockholders,” as opposed to the community 
of its employees.12 Therefore, “‘a manufacturing corporation can-
not engage in humanitarian works as its principle business.’”13

The court’s ruling in Dodge became the raison d’être of 
for-profit businesses for the next century.14 Consecrated as “the 
shareholder value movement,” which focused on short-term 
profits over long-
term benefits, busi-
nesses looked to 
cost-cutting strate-
gies to increase short-
term profit margins 
and sustain corporate 
growth rates without 
regard to other social 
cons idera t ions . 15 
Further, corporate 
law has cemented 
the court’s ruling in 
Dodge by imposing 
a duty on directors 
and officers to pur-
sue profit maximiza-
tion over any other 
goal.16  Since well-managed companies are under pressure to 
pursue innovations in markets that can sustain corporate growth 
rates and enhance overall profit margins, they are not equipped 
to solve social problems.17

Emerging Solutions 
Recently, this draconian profit-maximizing business model 

has been somewhat relaxed as companies realize that, in order to 
operate successfully, they need a strong, productive work force 
and sound infrastructure.18 The incorporation of social goals 
into the traditional model has manifested itself in two distinct 
approaches taken by corporations operating in emerging coun-
tries. The first approach can be generalized under the umbrella 
of “corporate social responsibility” projects. For example, when 
faced with inadequately-funded government programs, poor 
healthcare facilities, and poor educational facilities, companies 
initiate and fund projects such as building local infrastructure, 

creating water treatment plants, extending water distribution 
systems to rural communities, erecting local housing, funding 
health care projects, and partnering with NGOs and community 
foundations to meet these needs.19

“Corporate social responsibility” projects, however, are 
based on good intentions and not indoctrinated into the ultimate 
goals of corporations.20 Therefore, companies that take on these 
projects must juggle between satisfying shareholders or a parent 
firm and the risk of local community backlash if they retrench 

their investments.21 
Given that com-
panies must battle 
between these two 
juxtaposed inter-
ests,22 relying on 
corporations to be 
socially responsible 
is not a sustainable 
long-term solution 
for delivering social 
benefits because 
when “the pursuit 
of profits and social 
responsibility con-
flict, profit maximi-
zation always wins 
out.”23 

“Disruptive innovation” is a second approach taken by 
businesses operating in emerging markets.24 Disruptive innova-
tion involves targeting the base of the economic pyramid largely 
ignored by mainstream market actors.25 This is not simply a 
question of socially responsible projects aimed at lifting people 
out of poverty but a matter of finding the most exciting growth 
markets of the future by disrupting traditional approaches to 
business problems.26 Established companies operating in upper 
levels of the economic pyramid often find disruptive innovation 
unreasonable because profits are not large enough to sustain cor-
porate growth rates or increase overall profit margins.27 Potential 
disrupters, therefore, can focus their businesses on the markets 
that the larger companies choose to ignore.28 

Disruptive innovation enables individuals to operate with-
out relying on the assistance of affluent intermediaries.29 It also 
creates jobs, generates revenues at the bottom of the economic 
pyramid, and makes affordable, high-quality products avail-

Established companies operating in upper levels of the economic pyramid  

often find disruptive innovation unreasonable because profits are not large enough  

to sustain corporate growth rates or increase overall profit margins.
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able.30 Fostering disruptive innovation by itself, unfortunately, is 
not a viable long-term solution for sustainable economic growth 
because disruptive innovation focuses on expanding upward in 
the market, rather than delivering social benefits.31 As firms 
seek to compete with more established firms, they are forced to 
increase prices. Goods and services once affordable to the base of 
the economic pyramid become expensive.32

Solution
One of the leading innovators at promoting long-term 

solutions for delivering social benefits through the free market 
has been the Grameen family 
of businesses pioneered by 
Muhammed Yunus. Instead 
of focusing on traditional 
approaches to business cre-
ation and profit maximiza-
tion, businesses are tailored to 
deliver social benefits. In his 
most recent book, Creating a 
World Without Poverty, Yunus 
proposes the idea of the social 
business.33

“Social Business” is 
defined as a “non-loss, non-
dividend business.”34 In a 
social business, profits are 
reinvested in the business 
instead of being distributed to shareholders.35 The community 
benefits through lower prices, better service, and greater acces-
sibility.36 Similar to socially responsible businesses and disruptive 
innovation, social businesses must be profitable in order to pay 
back investors and support long-term social goals.37 A social 
business is distinguished from traditional for-profit businesses by 
the fact that profitability is a secondary goal to its social objec-
tives.38 In essence, social businesses would compete in markets 
the way disruptive enterprises have done in the past, while oper-
ating like Ford Motor Company according to Henry Ford’s 1914 
proposal.39 

Yunus proposes two models for social businesses. One form 
involves businesses that are almost entirely owned by the poor40 
(“community corporations”).41 Community corporations aim to 
provide social benefits indirectly through the returns provided to 
its poor shareholders.42 They do not necessarily have a social mis-
sion. One example of this business model is Grameen’s microfi-
nance bank. Grameen’s microfinance bank delivers social benefits 
by encouraging borrowers to take an equity share of the bank.43 
Thus, when profits are made, they are retained by the borrowers 
themselves and not transferred to wealthy investors in other parts 
of the country and the world. 

The second type of 
social business is those in 
which the primary objective 
is a social mission44 (“social 
corporations”).45 The focus is 
to deliver social benefits in a 
sustainable way. One example 
of this type of business model 
is one developed by Group 
Danone. Group Danone is a 
social business whose mission 
is to deliver low-cost nutri-
tious yogurt to the poor. The 
business is focused not on 
obtaining the highest yield, 
but delivering food at a price 
that is both sustainable to 

Group Danone and affordable by the poor.
Under both social business models, investors are limited to 

recouping their investment.46 This limiting provision is necessary 
to protect social businesses from pressure exerted by investors 
in traditional for-profit companies to maximize profits at the 
expense of social objectives. Thus, unlike socially responsible 
businesses that must struggle between satisfying local communi-
ties and shareholders’ interests, social businesses will be able to 
focus on delivering social benefits.47 

The two social business models discussed here aim to cure 
the limitations socially responsible businesses and disruptive 
innovators have faced when trying to deliver social benefits in 
emerging markets. Instead of focusing on short-term profits, 
social businesses focus on delivering long-term benefits in a sus-
tainable way. Social businesses have been successful in other parts 
of the world.48 It is now time to bring that success to America.      

American Social Business
In applying emerging market solutions, it is important to 

keep in mind that while the definition of “the poor” can differ 
a great deal between countries,49 their position in relation to 
the other classes within their societies is the same.50 Hurricane 
Katrina and the current financial crises exposed how America’s 

This limiting provision is necessary to  

protect social businesses from pressure 

exerted by investors in traditional for-profit 

companies to maximize profits at the  

expense of social objectives.
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poor, like the poor around the world, face problems with afford-
able housing, employment, medical care, educational facilities, 
college tuition, and access to private services.51 Both are left 
out of current markets that service only the middle and upper 
classes. As a result, the poor are put in the helpless position of 
relying on the changing habits of the economy, political parties 
in the government, and those with control over capital.52 Thus, 
while America’s poor may own a television set and a telephone, 
the restrictions of the market operate in the same way around the 
world to keep them class-confined. 

In America, approximately 37.3 million people are living 
in poverty, 12.5% of the population.53 These communities are 
plagued with public safety deterioration, limited access to jobs, 
poor educational facilities, substandard housing, and inadequate 
private services.54 These results can be deemed “market failures,” 
but they can also be business opportunities. 

To illustrate, in a typical supply and demand graph the 
demand curve represents the collective reservation price of buy-
ers in the market. Based on industry costs, following a perfect 
competition model, price is set where supply meets demand. 
Those that have a reservation price above or equal to the market 
price purchase the goods because they value the good at its mar-
ket price. Those with a reservation price below the market price  
are those that do not value the good at the market price. This 
only holds true under conditions of equal income. In markets for 
basic necessities, those with a reservation price below the market 
price are not those that do not value the good at its market price 
but those that cannot afford it. Instead of reallocating money to 
this segment of the population through government assistance 
programs, why not create an entire market out of it? In doing 
so, a new market would create ample opportunity for disruptive 
innovation through social businesses. Since these businesses will 
not be competing with industry leaders55 they can successfully 
create a new and sustainabl market out of this segment of the 
market. 

Indeed, the crux of Grameen’s success has depended on 
this idea of market segmentation that divides markets between 
the rich and poor.56 The idea of market segmentation is not 
necessarily a new concept in this country. For example, our 
progressive tax system, qualifications for Medicaid and other 
welfare programs, and the divide in the credit market between 
primary and sub-prime all distinguish between income levels of 
the customers. 

In the context of social businesses, market segmentation is 
possible by limiting services to those that fit a certain criteria or 
through multiple pricing policies. Take for example the multiple 
pricing policy used by Grameen Health Trust at their eye care 
hospitals.57 In order to keep markets separate and remain sus-
tainable as a business, it charges regular market price to patients 
who have no difficulty paying the fee while providing services 
to the poor at a highly discounted rate.58 The profit made on 
the market-rate charges subsidizes the services provided to the 
poor.59 Alternatively, Grameen Bank achieves market segmenta-
tion by limiting access to its low cost loans to the poor through a 
customer criteria largely based on income.60 

Legal Remedies
Social entrepreneurship has served communities around the 

world and it is an attractive solution for dealing with the income 
gap in America.61 There are many factors which may enhance 
or inhibit the development of a social enterprise in a particular 
country. These barriers to the development of social enterprises 
include the legal, regulatory and taxation environments.62 

First, under the current legal regime, there is no legal entity 
defined as a “social business.”63 Thus, organizations are faced 
with the choice between a fully commercial organization and a 
registered charity,64 both of which are ineffective legal vehicles for 
delivering social benefits in a sustainable way. Most entrepreneurs 
in the United States have decided on a non-profit model due to 
availability of philanthropy.65 

Second, a wide range of regula-
tions designed to protect employees and 
consumers against unscrupulous business 
owners also constrain businesses because 
of the high cost of compliance and by 

A social business charter should expand  

the duties of directors and officers to  

include social objectives such as acting 

in accordance with environmental safety, 

human rights, and public safety.
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making businesses inflexible. For example, the application of 
employment regulation, accounting rules, and financial regula-
tions can be unclear and exert a heavy burden.66 Compliance 
with federal regulations costs the American economy $1.1 tril-
lion per year.67 Further, small businesses pay forty-five percent 
more per employee to comply with federal regulations than big 
businesses.68

Finally, the greatest barrier to social entrepreneurship is 
adequate access to financial capital.69 While innovative tech-
niques are continuing to develop to deliver capital to this sec-
tor,70 sources of risk capital remain elusive.71 

Social Business Model Defined 
As discussed above, two proposed social business models 

are “community corporations”72 and “social corporations.”73 The 
defining features of each business model should be part of a social 
business charter and the simultaneous objectives of specific posi-
tive social impacts/returns and financial returns should be explic-
itly stated in the by-laws of the social business. Also, limitations 
on recovery of investments should be included in the by-laws of 
the social business so that investors’ expectations are clear. 

Under current corporate law, directors and officers are 
required to promote the interests of the corporation before any-
thing else.74 A social business charter should expand the duties 
of directors and officers to include social objectives such as act-
ing in accordance with environmental safety, human rights, and 
public safety. The focus on short-term profits should be explicitly 
replaced with the duty to serve first the employees, the customers 
and their products.75

Additionally, to achieve market segmentation76 and to 
prevent businesses from operating in traditional markets while 
claiming the benefits of a social business, a social business charter 
should require social businesses to deliver products and services 
to those below a certain level of income. While an obvious stan-
dard would be the national poverty threshold, a better solution 
would be to base the threshold level on the concept of the “living 
wage.”77 This would significantly increase the total number of 
those that qualify as “poor” and expand the applicable market for 
social businesses.78

Regulatory Fixes 
In order to encourage the entrance of social businesses, 

there are several regulatory fixes that can be implemented. The 
first obvious approach is to offer tax incentives. Other social 

enterprises, such as non-profits and charities, are currently 
exempted from federal income tax under section 501(c)(3) of the 
Internal Revenue Code.79 This section offers tax exemption sta-
tus to businesses that are “organized and operated exclusively” for 
“religious, charitable, scientific, testing for public safety, literary, 
or educational purposes.”80 “Exclusively” has been interpreted to 
mean “predominantly.”81 While exempt organizations are autho-
rized to engage in non-charitable activities without losing their 
tax exemption status, their primary purpose must be one of the 
exempt purposes. However, the presence of a single, substantial, 
non-exempt purpose will destroy the exemption regardless of 
the number and importance of truly exempt purposes.82 For 
example, if an organization directs any of its earnings or valuable 
economic benefits to a member or benefactor, it will not qualify 
for tax exemption under section 501.83

Further, under the current law, section 511 imposes a tax on 
the unrelated business income of exempt organizations.84 Thus, 
businesses that generate a profit from non-exempt purposes are 
taxed on that income, even if all of the profit remains with the 
business.85 Therefore, both social business models will not fall 
under the exemption of section 501(c)(3) as it is currently writ-
ten and interpreted. 

Section 501 and section 511 will prevent community 
corporations from qualifying for tax exemption status. First, 
section 501 requires that “no earnings be directed to a member, 
benefactor, or owner.” Therefore, a community corporation will 
be unable to distribute dividends to pay back equity investors or 
redeliver profits to its customers without losing its tax exemption 
status. Thus, section 501(c)(3) will have to be amended to incor-
porate community corporations to encourage their establishment 
through favorable tax treatment. 

Also, tax exemption is premised on the business purpose, 
not its overall result; and, since community corporations operate 
to deliver social benefits indirectly through its equity ownership, 
section 511 will probably disqualify community corporations 
from tax exemption. 

Second, social corporations will probably not qualify as 
tax-exempt organizations under section 501. While their primary 
objective will probably qualify as “a charitable purpose,” because 
their secondary objective is to make profits they will not likely 
meet the “exclusive purpose” requirement. Therefore section 501 
(c)(3) will also have to be amended to incorporate social corpora-
tions in order to provide them with favorable tax treatment. 

The emergence of the “American social business” offers a targeted  

approach to solving the problem of concentrated poverty in this country.  
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Additionally, section 501(c)(3) disqualifies businesses from 
raising equity or inuring any part of its profits to a particular 
member or benefactor, and therefore both social business models 
will be unable to pay back its investors without losing their tax 
exemption status. Limiting social businesses to debt financing 
would unreasonably restrict their access to financial capital. 
Moreover, allowing investors to recoup their investments through 
equity would give the social business flexibility in paying inves-
tors back from year to year in a way that debt financing could 
not.86

In addition to extending tax exemption status for social 
businesses, the tax code should be amended to encourage inves-
tors to invest in social businesses. Currently, the code exempts 
charitable con- tributions to tax exempt organizations 
from personal income taxes.87 The deduction is 
offered in the year the charitable contribu-
tion is made. However, section 170, as 
it is currently writ- ten, does not envision 
the recuperation of investments.88 

A proposed amend- ment to the tax 
code would be to treat an 
investment in a social business, 
whether equity or capital, as a 
“charitable contribution” under 
section 170. Then, as the inves-
tor recoups his investment 
throughout the years these 
payments would be treated 
as ordinary income in the year 
that they are paid.89 This proposal will encour-
age investments in social businesses for two reasons. First, 
investors will benefit generally from deferring tax liability and 
reducing their tax burden in any given year. Second, long-term 
investment risk is mitigated because of the advantage of its pres-
ent day deduction.90

While some might be bothered by the loss in tax revenue 
that will result, one way to appease the skeptics is to remember 
that delivering social benefits and raising income levels among 
the poor will generate future tax revenues. Once the poor are 
elevated, they can begin to contribute to, rather than take away 
from, tax revenue. Also, social businesses will be replacing gov-
ernment funded programs to some extent.91 Therefore, while the 
government might lose tax revenue on the one hand, they reduce 
costs on the back end by reducing the dependency on govern-
ment assistance. Also, social businesses would reduce the burdens 
current taxpayers normally bear. 

Tax incentives are just one way the government can help 
social businesses get off the ground. Another is to offer exemp-
tions in the securities laws. Securities are regulated under the 
Securities Act of 1933 and 1934. Section 5 of the Securities Act 
of 1933 provides that all securities must be registered with the 

Securities and Exchange Commission (SEC). Registration with 
the SEC costs over $2 million per year and is, therefore, a huge 
financial barrier for corporations. Similar to the tax code, the 
Securities Act of 1933 provides exemptions for securities “issued 
by a person organized and operated exclusively for religious, edu-
cational, benevolent, fraternal, charitable, or reformatory pur-
poses and not for pecuniary profit, and no part of the net earnings 
which inures to the benefit of any person, private stockholder, or 
individual.”92

Social businesses would not likely fall under this exemp-
tion for several reasons. First, both social business models aim 
to recover profits and, therefore, would not likely meet the 
requirement that the business be “organized and operated exclu-
sively” for charitable purposes. Second, because both models aim 
to produce a profit as a secondary goal, they will be expressly 
inconsistent with the requirement that exempt organizations93 

be organized “not for profit.” Third, both social models will be 
inconsistent with the provision requiring that “no part of the net 
earnings . . . inures to the benefit of any person . . . .”94 

 While section 5 of the 1933 Act requires that all securities 
must be registered according to the provisions of the Act, there are 

several exemptions within the statute. First, section 
3(a)(11) of the Act exempts 

“any [security] 
which is part of 
an issue offered 
and sold only to 
persons resident 
within a single 
State or Ter-
ritory, where 

the issuer of such security is 
a person resident and doing business within 
such State or Territory . . . .”95 This exemption was offered “to 
represent local financing by local industries, carried out through 
local investment.”96 community corporations will likely find this 
provision attractive considering that customers will generally be 
local in nature.97 

Second, section 4(2) of the Act exempts “transaction[s] by 
an issuer not involving any public offering.”98 A sale of securities 
is not a “public offering” if it is made only to “sophisticated inves-
tors.”99 Social corporations might find this exemption attractive 
since most of their funding will probably come from “sophisti-
cated investors.”100

For established businesses that wish to transform into a 
social business, Groupe Danone provides a good model. In 
order to expand their role in delivering social benefits while 
placating current shareholders, Group Danone created a special 
mutual fund with a specific social mission.101 The mutual fund 
provides that 90% of assets will be reinvested in money-market 
instruments yielding a predictable market rate of return.102 The 
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remaining 10% will be invested in social businesses which will 
pay no return.103 Taken together, these two pools will provide 
investors with a near-market yield on their money, while, at the 
same time, supporting businesses that are bringing specific ben-
efits to people in need.104 

Mutual funds are investment companies that must register 
with the SEC and are subject to rigorous regulatory oversight.105 
Since the SEC is in charge of overseeing mutual fund compliance 
with these regulations, it could further aid the development of 
social businesses by relaxing some of these regulations for social 
mutual funds. 

Conclusion 
“‘Every generation needs a new revolution,’ Thomas 
Jefferson wrote at the end of his illustrious life. The 
revolution for the current generation is the entrepre-
neurial one.”106

This paper has discussed just a few examples of how the new 
president could create a legal environment that fosters sustainable 
long-term growth through social entrepreneurship. 

The emergence of the “American social business” offers a 
targeted approach to solving the problem of concentrated pov-
erty in this country. First, by using a bottom-up approach and 
a “back to the basics” model, social businesses can be flexible in 
the areas they operate, taking into account regional differences 
that are often overlooked by large multistate and multinational 
corporations.107 Second, building capital from the ground 
up brings communities together and generates capital locally. 
Profits and growth remain within the community instead of 
being allocated to investment moguls in New York or faraway 
corporate headquarters, only to be taxed and redelivered back to 
the community as government assistance after passing the costly 
bureaucracy myriad. Third, a social business model follows the 
basic market approach that has worked for centuries. Skeptics 
of big government should be satisfied because fostering social 
entrepreneurship will relieve the public from relying on govern-
ment assistance programs. This is because social businesses are 
self-sustaining. Hence, they are not dependant on on-going 
government assistance, donations, and grants. Lastly, fostering 
social businesses is a flexible approach to sustainable long-term 
economic growth because profit maximizing businesses can opt 
to meet the legal requirements of a social business to derive their 
favorable tax treatment and social businesses can easily convert 
into a profit maximizing business once it makes sense. 

Given the real success in creating economic growth in 
emerging markets, these solutions should not be overlooked in 
the coming months of regulatory reform. BLB
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