
I
first became acquainted with non-

profit restructuring possibilities in
the early 1980s. I represented several
state-wide health care associations.

Hospitals across the U.S. were respond-
ing to the new Medicare and Medicaid
programs by reorganizing their opera-
tions using a parent holding company-
subsidiaries model (see diagram). These
models did several things that supported
the nonprofit mission. Most importantly,
they maximized reimbursements from
public and private sources, protected
charitable contributions, limited risk
exposures, and allowed for the develop-
ment of for-profit businesses where they
were feasible and appropriate. 

When I joined the board of directors
of Sunburst Youth Homes (in Neillsville,
Wisconsin), I saw that restructuring
would be useful for Sunburst for two
main reasons. First, because Wisconsin’s
residential child care reimbursement
reduced contract payments for every
charitable donation Sunburst received,
the more fundraising we did, the less we
received from the government. Second,
we were not reimbursed for the use of
several residential buildings because
they were fully depreciated and 
therefore, under the formula, “cost us
nothing to occupy.”

Sunburst reorganized in 1983 to create
a holding company with three sub-
sidiaries: 1)a tax-exempt residential treat-
ment program, 2) a charitable Founda-
tion, and 3) a for-profit title-holding enti-

ty to own and lease-back our buildings
and grounds (see page 35 illustration).
The arrangement solved our first prob-
lem by isolating donations from the oper-
ational entity,1 and the second one by
placing all real estate in the for-profit sub-
sidiary and executing leases that required
market-rate rents.2

All governance, administrative, finan-
cial, and personnel functions were cen-
tralized in Sunburst Inc. of  Wisconsin, the
parent holding company. The residential
operation in Sunburst Youth Homes, Inc.
was headed by a program director. The
Sunburst Foundation was headed by a
development director. The for-profit Sun-
burst Facilities, Inc. passively held title to
all properties and leased them back to the
residential program.

Eventually, Sunburst incorporated a
new subsidiary, Sunburst Family Ser-
vices, Inc., to operate outpatient pro-
grams in Madison. A program director
headed such areas as group home and
foster care, independent living, in-home
family therapy, and outpatient counsel-
ing. The two operational subsidiaries
were protected from liabilities that
might arise within the other, and over-
head costs were allocated according to
contractual requirements, contribution
capacity, and cash flow needs.  

While there is a certain amount of
complexity that this added to the overall
Sunburst organization, I never found
the structure to be cumbersome, con-
fusing, or expensive to administer. I

eventually became Sunburst’s President
and CEO, and felt entirely comfortable
with the corporate structure.3

WHY REORGANIZE?  Today, I work with
many complex not-for-profit tax exempt
entities, and the reasons for their corpo-
rate structuring decisions are as varied as
their missions and as unique as their tra-
ditions. Let me review the advantages
and disadvantages as I see them from my
own practice and from others. 

Central Governance: The parent hold-
ing company’s Board of Directors gov-
erns the entire operation, thus central-
izing control and providing for organi-
zation-wide accountability. Directors of
each subsidiary are typically appointed
by the parent board and exercise only
limited governance authority. 

Administrative Control: Common needs
for executive, administrative, financial,
facilities management, and personnel
leadership are handled centrally, with
clear reporting and accountability “up
and down” the corporate structure.

Financial Benefits: Operating surpluses
and/or subsidies are moved from one
entity to another by application of cost-
allocation methodologies. This can max-
imize reimbursement as, for example,
when reimbursement formulas would
otherwise penalize a subsidiary if it
makes a profit on its service contracts.
Interagency loans can generate interest
income equal to commercial rates, thus
obtaining a higher rate of return than
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certificates of deposit or other similarly
safe investments. Annual audits are con-
ducted separately for each entity and
consolidated at the parent level. 

Risk Management: Separate corporate
entities insulate assets in one program
from risks in other parts of the organi-
zation. This is useful when one entity
conducts an unusually high-risk activity
while another holds title to valuable tan-
gible property or real estate. Because
insurance contracts are issued in the

name of specific corporations, the per-
ception of independence is strength-
ened by having each entity separately
identified in policy documents. 

Protect Exempt Status: When an organi-
zation’s commercial-type activities (activ-
ities typically conducted in the for-profit
sector) begin to overshadow exempt
activities and purposes, isolating them in
a subsidiary protects the tax-exempt sta-
tus of the remaining enterprise.4

For-Profit Subsidiary: When an exempt

organization seeks to start or spin off a
for-profit enterprise, it must create a sep-
arate corporate entity for that activity.
The holding company model provides
for corporate control over the new entity
while ensuring that the parent’s exempt
status is not threatened by the for-profit
focus of the new business. Properly struc-
tured, the subsidiary’s activity will gener-
ate non-taxable dividends, rents, and
royalties rather than taxable unrelated
business income. Contractual arrange-
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ments may provide shared staffing,
shared facilities, and document the
extension of start-up capital.

Create a Title-Holding Subsidiary: The
IRS allows exempt entities to create title-
holding subsidiaries to own real proper-
ty that generates rental income to the
corporate parent.5 So long as the invest-
ment remains passive under IRS laws and
rules, the parent may receive rent pro-
ceeds without incurring taxable
income.6

Flexibility: While tax law recognizes the
wholly-owned C corporation as an appro-
priate vehicle for a for-profit subsidiary,
you may now organize a limited liability
company (LLC) as the taxable operating
entity.7 LLCs are favored by some organ-
izations for their flexibility, because most
state LLC statutes are much more wide
open in how the company may be oper-
ated.8

Fundraising: A supporting foundation
may develop its own independent board
of directors with persons selected for
their long-standing service to the organ-
ization and/or their access to financial
resources. This can be an excellent
opportunity for using valued individuals
no longer eligible for active duty on the
governing board, but who remain com-
mitted to your organization and want to
continue to work for it. It is also an excel-
lent place to position persons of influ-
ence and access who cannot spare the
time to be on your governing board.

ISSUES IN CORPORATE REORGANIZA-

TIONS. Change in Mission: Each element
of the corporate structure must ulti-
mately support the exempt purpose and
mission of the parent corporation. To
the extent that they do not support it, or
that they are perceived as being off-task,
your organization may lose its stature in
the community, credibility with funders,
or even its exempt status with the IRS. 

Complexity: Increased complexity may
be confusing to volunteers, staff, and
donors. You must be clear with all stake-
holders about what you are doing, why it
is important to the organization’s future,
and how it works. 

Finances and Contracts: Lenders, ven-
dors, and contractors must agree to
accept changes in loan collateral, con-
tractual responsibility, or funding
streams. The reorganization plan must
therefore develop a long-term strategy so

that eventually each entity will have its
own credit history, balance sheet, and
creditworthiness. 

Loss of Focus on Core Programs: New ini-
tiatives may hold the promise of big
rewards, but they can also divert organi-
zational resources. If leadership gets
enamored of its new for-profit focus to
the detriment of the organization’s over-
all well-being, the cost may be too high a
price to pay.

Market Forces: Nonprofits getting into
the for-profit arena must understand the
market they enter and set aside sufficient
funds to understand the initial start-up
costs. Nonprofits underestimate the
costs due to unfamiliarity with business
forces or their too rosy search of the “pot
of gold at the end of the rainbow.”

CONCLUSION. Corporate restructuring
may offer your organization a number of
advantages in organizational control,
efficiency, and accountability. The hold-
ing company-subsidiary model can be
adapted to a number of needs that might
include for-profit and/or commercial
activities, title-holding rental-income
activities, and fundraising activities.
Skillful use of this model is required to
ensure that your organization does not
lose its essential mission or confuse its
employees, volunteers, contractors and
vendors, or donors. 

I once saw a saying: “Never start a vast
project with half-vast ideas.” That bit of
advice is very wise in this arena. The reor-
ganization of a child welfare agency
should never be undertaken without
considerable thought and planning.
Corporate restructuring may be won-
derfully useful for you, or it may unleash
all the woes of Pandora’s Box. Be certain
that you are getting good advice when
you decide to look at this option. ■

Endnotes
1. This required a fully independent foundation,

a somewhat risky arrangement. However, 
we started it with former Sunburst directors
who were loyal to the Sunburst mission.
Later, when the state’s short-sighted reimburse-
ment limitation was lifted, the Sunburst
Foundation moved into a closer relationship
by requiring that all its board members be
appointed by the parent. 

2. See discussion of title-holding subsidiaries,
below. Again, when a number of Wisconsin
residential centers followed suit and the reim-

bursement limitation became meaningless, 
the Department of Health and Human
Services rescinded it and the properties were
returned to the residential operations. 

3. To my great sorrow, Sunburst was closed 
earlier this year. The reasons for its closure
had nothing to do with its corporate struc-
ture. However, because the Madison-based
Sunburst Family Services had operated as a
separately incorporated entity, we were able to
save its operations by incorporating a new,
unrelated 501(c)(3) organization, licensing
it, and transferring operations with a rela-
tively simple sale transaction. 

4. Even if the activities are initially exempt, they
may eventually be declared non-exempt under
the principle of “commerciality.” See, for
example, Scripture Press Foundation v.
U.S., 152 Ct. Cl. 463 (1961). 

5. The Internal Revenue Code provides two
such title-holding entities: 501(c)(2) for single
owner entities, and 501(c)(25) for multiple
owner entities. 

6. The assets may not be debt-financed, 
Sec. 512(b)(3), and the title-holding organi-
zation must provide no more than ordinary
maintenance on the property. Rev. Rul 
69-178 holds that rent from real property is
excluded in determining unrelated business
taxable income (UBTI) so long as only 
utilities and janitorial services are provided. 

7. The IRS now recognizes a single-member 
limited liability company (LLC) as an
exempt organization when its single member
is a 501(c)(3) entity, unless the LLC elects to
be treated as an association taxable as a 
corporation under IRC Reg. §301.7701-
3(b)(1)(ii). 

8. Compare, for example, Illinois’ General 
Not- For-Profit Corporation Act of 1986 
(805 ILCS 105) and its Limited Liability
Company Act (805 ILCS 180).
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