Adoption of the Low Profit, Limited Liability Company (L3C) Designation

Executive Summary

We are proposing that New York adopts the Low Profit, Limited Liability Company (L3C) business designation as a means to encourage the expanded use of Program Related Investments (PRIs) for Economic Development.  PRIs were created to encourage charitable foundations  to participate in low profit, socially motivated investments.  However, the qualification process is complicated, which has discouraged their use in the United States.  Initially created last year in Vermont, the L3C business designation allows businesses to identify themselves as socially motivated companies and is intended to streamline the PRI qualification process.  A more efficient process could increase the volume of PRI transactions and ultimately bring more investment dollars into New York City.  Since these investments would be socially motivated, they could be targeted to areas of higher need, thus producing growth at a minimal taxpayer expense.    

Introduction

In the wake of last years financial crisis and in the current climate of rising unemployment, wage stagnation, and limited growth, we believe that economic development, small business development and job creation should be a high priority on the policy agenda of New York City.  One area which may offer the opportunity for significant change is the social enterprise market.


The socially motivated, low profit business model is becoming an increasingly important tool for economic development
.  Through tax benefits, government programs, and foundation support, businesses can take advantage of the efficiencies of a for profit structure while using a “double bottom line” approach to make significant social progress as well.  This model has been used for economic development in low income communities in cases where low projected profit margins and high risk evaluations make it difficult to raise funds from conventional sources. 

The Internal Revenue Service has created a special designation for these types of investments, called Program Related Investments or PRIs.  The PRI designation allows charitable organizations to make investments in socially motivated, for profit companies that may not otherwise be able to attract private capital.  These companies are often in the 0% to 5% return on investment category, which makes conventional financing difficult to acquire while still disqualifying them for grants and other non-profit financing methods
.

A qualified PRI investment is counted towards the IRS's 5% payout requirements for endowments, while also not taxed or included in the organizations conventional for-profit portfolio
.  Due to these tax benefits, the PRI designation allows charitable organizations to make investments in low-profit companies on more favorable terms than a conventional investor.   It also allows other investors to participate in the deal on more favorable terms, which ultimately attracts more capital
.

Unfortunately, PRI investments often require a “special letter ruling” from the IRS to qualify for tax benefits, which can discourage investors due to the legal and time costs associated with the process.  As such, PRIs have not been widely adopted for investments in US based programs and companies
.

To alleviate this problem and encourage the use of PRIs, a new type of business entity called a Low Profit, Limited Liability Company has been created.  Initially approved last year in Vermont, this entity can be used by companies to identify themselves as socially motivated companies, and eventually, is intended to be a pre-qualification system for PRIs
.  The IRS is currently considering changes to the PRI program to accomplish this.

The goal of this policy recommendation is to increase the volume of Program Related Investments in New York City in the interest of generating more investment capital for small businesses with social missions.

Objectives

In New York State, the primary legislative body responsible for adoption of L3Cs would be the State Legislature.   Legislation has already been introduced in Arkansas, Illinois, Missouri, Michigan, North Carolina, Oregon, Tennessee, Utah, Wyoming, and passed in Vermont.   Similar language could be adopted in New York
.

On the national level, the IRS is already considering changes to their PRI system that could significantly decrease the time it takes to qualify if a company is classified as an L3C
. 

The L3C is essentially equivalent to a Limited Liability Corporation, with certain reporting requirements, so existing state systems would not have to be substantially adjusted.  

New York City government, in the interest of attracting more private capital to public private partnerships, could prioritize L3Cs when awarding contracts and negotiating deals.


Alternatives

1.  New York City has already taken advantage of PRIs to develop affordable housing through a public private partnership
.  The first alternative would be to do nothing, and use the current system to continue to support that sort of socially motivated investing.  Since L3Cs have not been approved by the IRS to be automatically eligible for PRIs, there is not yet an obvious advantage to the designation.  However, the  IRS is currently considering these changes.  Also, the adoption of the L3C designation as a clearly defined identifier of socially motivated companies could allow the city to streamline their own qualification process when making contracting decisions, even if the IRS has not changed their internal rules.

2.  The city could also develop its own separate qualification system that could pre-qualify businesses for PRI designation.  An IRS letter ruling is not actually required by law, and if there was a system in place that charitable organizations could trust, then there would be an opportunity to increase the use of PRIs by making them more efficient.  However, administration costs of this program would be large and there would be no guarantee that the IRS would approve these businesses.

Recommendation

We recommend that New York State formally authorizes the registration of Low Profit, Limited Liability Companies (L3C) business models as business entities.

We also recommend that New York City economic development initiatives grant special priority to the creation of public private partnerships using L3Cs and PRIs to attract charitable capital to city projects. 
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