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Legal Structure Issues:  Steps in the Decision Process
to Form a Subsidiary for the Digital Story Station
Overview

As Media Arts Center San Diego, a nonprofit, tax-exempt corporation,  prepares to launch its new business venture, the Digital Story Station (formerly The Lab), several tax, corporate, and other issues in the legal structuring of the business venture must be considered.  Questions which must be answered include:
(1) Under what circumstances can and should a nonprofit, tax-exempt corporation carry out a business venture internally?

(2) When is it appropriate to form a for-profit or nonprofit subsidiary?

(3) If a subsidiary is formed, what is the relationship between the parent corporation and the subsidiary?

(4) If private parties are involved in the venture, how should the relationship with the nonprofit corporation be structured?

To assist in answering these questions, this guide has been organized into four steps.  Steps one through three will help in determining whether a subsidiary should be formed for the new business venture.  If a determination is made to form a subsidiary, step four will help determine the subsidiary’s legal form.
Step One:  Review Incorporation Documents

Articles of Incorporation
A business within the nonprofit corporation must be consistent with the general or specific corporate purposes.  If the business activity is not authorized even generally, the articles must be amended and filed with the next IRS Form 990 and FTB Form 199.
Media Arts Center San Diego included the following corporate purposes in its Articles of Incorporation:

(1) Educational outreach,

(2) Promote media careers,

(3) Provide current media trends,

(4) Workshops, festivals, seminars, and
(5) Distribute local media.

Bylaws & Mission Statement

If the Articles of Incorporation are amended, corresponding changes need to be made in the Bylaws and Mission Statement.  Amendments to the Bylaws must be sent to the IRS and FTB with the next tax filing.  The mission statement and other documents internal to the corporation need not be sent.

Tax Exemption Application & Determination Letter

Determine whether the business activity contradicts statements made in the applications to the IRS and FTB.  If the business activity is inconsistent with the applications, letters must be sent to the IRS and FTB describing the business activity and explaining why the corporation considers it to be charitable or educational.  These letters are sent as part of the next income tax filing.

Media Arts Center San Diego has been determined by the IRS to be a public charity for taxation purposes.  A ruling request to the IRS is necessary if the business activity is clearly inconsistent with the requirements in the determination letter.  The ruling request seeks IRS agreement that the activity will not jeopardize the corporation’s tax-exempt status.
Step Two:  Determine Whether the Business is Related or Unrelated

Tax-exempt status will be jeopardized if the corporation conducts a business that is substantially unrelated to the charitable or educational purposes for which the corporation was formed.  A common guideline is that no more than 15% of the corporation’s time and gross revenues should be devoted to or be derived from the business activity.  
In FY 2010, Media Arts Center San Diego, is projected to devote approximately 10% of its gross revenues to the new business entity.  In FY 2011, approximately 35% of Media Arts Center’s projected gross revenues would be derived from the new business entity.

Due to the risk of loss of tax-exempt status, the corporation should form a subsidiary for any unrelated business, no matter the size, at the time when it is certain that the business will become a regular ongoing activity.

Step Three:  Review Advantages & Disadvantages of Forming a Subsidiary

Liability  

Advantages
(1) A subsidiary protects parent corporate assets from the debts of the business and from lawsuits.  
(2) The business is also protected from the debts of the parent nonprofit corporation.

Disadvantages

Liability protection can be lost if the corporation

(1) guarantees to pay certain debts of the subsidiary,

(2) undercapitalizes a for-profit subsidiary,

(3) causes the subsidiary to transfer to the corporation so much of the profits that the subsidiary is unable to meet its obligations, or
(4) fails to observe the corporate formalities required of two separate corporations.


To maintain its separate legal status, the subsidiary must have

(1) its own board of directors with separate meetings and minutes,

(2) separate books, records, financial accounts, stationery, and
(3) board meeting minutes which reflect that the subsidiary board made the decisions concerning the day-to-day operations of the subsidiary.


The subsidiary must maintain a separate legal status so that it may
(1) contract with the parent corporation for staff, space, and other needs,

(2) borrow money from the parent corporation as long as the terms are reasonable and fair to both corporations, and
(3) share board members with the parent corporation (the boards of both corporations may have the same members).

The parent corporation must be content with its indirect control over the 
subsidiary through its power to

(1) select the board to include members with business expertise,

(2) remove board members and fill vacancies,

(3) approve bylaws and amendments,

(4) approve any action that would adversely affect its rights, and

(5) appoint the subsidiary’s auditor and legal counsel.

Board Capacity

Advantages
(1) Board members are not liable for the debts of the business or the loss of invested assets as long as they exercise reasonable care in managing the affairs of the business.
(2) Board may be composed of members with specialized knowledge and skills needed for the managing of a for-profit business venture.

Disadvantages

(1) Costs of forming and operating a business can be significant.

(2) Board members may not be comfortable with the time commitment and responsibility involved in managing a business.

(3) Some board members may not have the business expertise necessary to provide guidance to the business.

(4) Parent corporation board members lose direct control over the subsidiary.

(5) Attracting knowledgeable and committed board members for the subsidiary may be time-consuming and difficult.

Staff Capacity

Advantages
(1) The business requires a manager with specialized business skills and an entrepreneurial attitude.

(2) Offer of a position as the head of a new subsidiary rather than that of a manager of a program in the parent nonprofit corporation.

Disadvantages

(1) Qualified managers may be lacking among the nonprofit staff.
(2) Competitive salary needed to hire outside manager for subsidiary.
(3) Incentive compensation plans needed such as profit-sharing and bonuses.
(4) Subsidiary staff may feel alienated from the parent corporation and resent its control.
(5) Extra employment taxes and bookkeeping expenses may be incurred for employees of both corporations.
Funding and Financing 


Advantages

(1) A subsidiary corporation might be able to attract funds not available to the parent nonprofit corporation.

(2) Some funders prefer to fund a subsidiary devoted to a single business purpose.

(3) Accounting for the expenditure of funds is easier and it is clearer that the funds are being devoted to the business.
(4) Some funding/financing sources such as the Small Business Administration are only available to for-profit corporations 

(5) It may be easier to sell a subsidiary than a portion of the nonprofit parent corporation
(6) Some funding sources may not believe that a nonprofit corporation can operate a sound business venture

(7) The parent corporation or the subsidiary could form a joint venture partnership with investors
(8) The parent nonprofit corporation generally can receive foundation and some government grants and then either loan them to or invest them in the subsidiary

(9) A for-profit subsidiary can attract private investors, who contribute capital to the business in exchange for a portion of the ownership.


Disadvantages
(1) Some grants may not be available for use in a for-profit venture.

(2) Specialized business knowledge is required to secure funding for a business start-up.
Cost


Advantages

(1) After initial capitalization, costs are incurred by the subsidiary, not the parent organization.
(2) Profits generated by subsidiary are able to cover incorporation and compliance expenses.


Disadvantages

(1) A subsidiary will incur incorporation expenses such as legal fees, government filing fees, and securities law compliance fees.

(2) A subsidiary will incur added costs to maintain proper corporate separation including administrative, legal, and accounting fees.
Community Image

Advantages
(1) A subsidiary avoids having a business that is operated within the nonprofit corporation which might promote confusion of identity and purpose
(2) A subsidiary avoids the resentment of “unfair competition” within the business community

Disadvantages
(1) Community residents might not have the same positive feelings toward a for-profit subsidiary as they do towards the parent nonprofit corporation

(2) Community may not feel that a for-profit subsidiary is operating for the good of the community
Taxation


Advantages
(1) The income of a subsidiary is not counted when determining whether the parent nonprofit corporation meets the public charity requirements.
(2) If its business activities are charitable, the subsidiary could qualify as a public charity.
(3) Business activities could jeopardize a nonprofit corporation’s public charity status.

Disadvantages

(1)  In a for-profit subsidiary, all profits are taxed
(2)  If the nonprofit corporation’s business is unrelated to its charitable  

       purposes, the first $1000 in profits is not taxed.

(3)  Passive unrelated income (capital gains, interest, dividends, royalties,

       real property rents) received by the nonprofit corporation are not   

       taxed; in a for-profit subsidiary they would be

Step Four:  Choose Legal Form for Subsidiary
Determining Legal Form
(1) When the primary activity of the subsidiary is unrelated to charitable or educational purposes, it must be a for-profit corporation which pays tax on net income and on unrelated passive income.  Legal form is
(a) Wholly Owned For-Profit Subsidiary,

(b) Limited Liability Company (LLC), or

(c) Joint Venture (structured as partnership, corporation, LLC).

(2) When the primary activity of the subsidiary is related to charitable or educational purposes, it can be a nonprofit IRC Section 501(c)(3) tax-exempt corporation.  Legal form is
(a) Controlled nonprofit subsidiary,
(b) Nonprofit Limited Liability Company, or
(c) Nonprofit Joint Venture (partnership, corporation, LLC).

(3)  The following sections outline the main characteristics of the

                   
       Wholly Owed For-Profit Subsidiary, LLC, and Joint Venture forms.
Wholly Owned For-Profit Subsidiary
(1) Subsidiary must be capitalized with cash or other property with which to begin operations

(2) Parent corporation is responsible for liabilities incurred by the subsidiary if it was not adequately capitalized for business operations
(3) In capitalizing a subsidiary, the parent corporation uses unrestricted funds or approved grant funds and receives shares of stock in this non-taxable exchange

(4) Profits earned by a subsidiary may be transferred to the parent corporation as dividends on the subsidiary’s stock

(5) The parent corporation does not pay tax on dividends received

(6) The subsidiary cannot make tax-deductible contributions to the parent corporations

(7) A subsidiary can contract with the parent corporation and make payments for management, bookkeeping, rent, loan interest, and other services

(8) A subsidiary can pay “market rates” to the parent corporation that reduce the subsidiary’s taxable income
Controlled Nonprofit Subsidiary
(1) Once the subsidiary is incorporated, the subsidiary can apply for tax-exempt status, and can qualify for public charity status as a “support corporation” under IRC Section 509(a)(3).
(2) A subsidiary can contract with the parent corporation and make payments for services

(3) The parent corporation can forgive payments if the subsidiary cannot pay or needs the funds for operations.

(4) After all payments are made, net earnings of the subsidiary can be transferred to the parent corporation as a charitable contribution.
Limited Liability Company (for-profit or nonprofit LLC)
(1) The IRS will recognize the Section 501(c)(3) status of an LLC if it satisfies 12 conditions designed to ensure that it is organized and operated exclusively for exempt purposes and to preclude transfer of net earnings to private shareholders or individuals.

(2) LLC activities that are unrelated to the corporation’s exempt purposes may cause the corporation to lose tax-exempt status and pay unrelated business income tax

(3) As an alternative to separate tax-exempt status, an LLC owned by a Section 501(c)(3) organization can be treated as a tax-exempt, disregarded part of the owner.
(4) The exempt owner of a disregarded LLC treats the operations and finances of the LLC as its own for tax purposes.
(5) IRS Form 990, Part IX solicits information from the exempt owner relating specifically to disregarded entities.

(6) California LLCs that are not taxed as a corporation pay a minimum tax of $800.00 and a fee based on the annual total income of the entity
(7) A California LLC that is taxed as a corporation determines its income under the Corporation Tax Law

(8) A California nonprofit LLC is a taxable entity and subject to the tax requirements unless the FTB determines the LLC qualifies for tax-exempt status
“C” Corporation

(1) Most flexible legal structure for a for-profit business entity
(2) Corporation is owned by shareholders (individuals, investors, for-profit entities, nonprofit entities)

(3) If corporate legalities are maintained, provides complete liability protection for owners, board members, officers, and shareholders

(4) Nonprofit corporation controls “C” corporation by appointing board members, being the majority shareholder, and by incorporation articles
Partnerships

Partner Relationships

(1) Partner may have development and management skills and experience needed for the business.

(2) Partner may have pre-development and seed capital funds to bring the business to the point where it can secure permanent funding and financing.
(3) Partner may have a track record and credibility with funding and financing sources, suppliers, and customers.
(4) Potential partners include other nonprofit corporations, for-profit businesses, individuals, and government agencies.
(5) Due diligence must be employed to ensure partners suitability for the business venture
(6) One partner, as owner, may contract for services with, or rent space to, the other partner, with payment based on revenues or profits.
(7) One partner may passively invest in the business, relying on the management expertise of the other partner.
(8) One partner may pay a fee to the other partner for the performance of certain services.
(9) One partner may lend money or lease assets to the other partner

Legal Structures

(1) Co-owner partnership in which control, risk, and profits are shared

(2) The corporation can be majority, minority, or co-equal owner with the other partner; this relationship is a “joint venture.”
(3) The joint venture can be structured as a partnership, corporation, or limited liability company.
(4) A corporation is subject to income tax on net profits before making a distribution to its owners
(5) Most joint ventures are structured as partnerships or limited liability companies in which net profits are passed through to the owners for payment of income tax
(6) When a tax-exempt corporation enters into a partnership or a limited liability company with a private partner, it risks losing its tax-exempt status unless the joint venture furthers its exempt purpose and allows it to act exclusively in furtherance of such purpose.
(7) If tax-exempt status would be lost due to participation in a joint venture, a nonprofit corporation can form a for-profit subsidiary to enter into the joint venture.
(8) A nonprofit corporation may become a shareholder in a corporation without loss of tax-exempt status, because the activities of the corporation are not attributed to the shareholders.
The Bottom-Line Options

Option 1:  Business Activity of Nonprofit Corporation
A nonprofit corporation, exempt from federal income tax Under Internal Revenue Code (IRC) Section 501(c)(3), may engage in business venture activities directly.  A business that is or will become a substantial activity must be related to the corporation’s exempt (charitable or educational) purposes, that is, the business must be conducted as a means to achieve a charitable or educational purpose.  “Substantial” is typically defined as exceeding approximately 15% of the corporation’s time or gross revenues.

If not related to achieving charitable or educational purposes, the business must be conducted in a taxable (typically, for-profit) subsidiary.  Otherwise, the corporation risks loss of its tax-exempt status.  The fact that the revenue generated is used to support the corporation’s other charitable or educational activities does not make the business related.  Profits, if any, from related businesses are not taxed.  Profits from unrelated businesses are taxed at normal corporate tax rates.
Option 2:  Controlled Nonprofit Subsidiary

(1) The business must be done as a means to achieve a charitable purpose (related business activity), not for income generation (unrelated business activity).

(2) Whether a business activity furthers charitable purposes depends on how it is conducted, not on how its net earnings are spent.
(3) Examples of related business activity include job training programs and businesses that serve disadvantaged persons or charitable organizations.
(4) Examples of unrelated business activity include operating a low cost grocery, café, or other retail business in a distressed community, even if needed, or operating a business in a typical commercial manner and competing with private business.
(5) Net earnings from a nonprofit, charitable tax-exempt subsidiary can be transferred to the parent corporation as a contribution.
(6) Primary funding will be grants, donations, and sponsorships.
(7) Private funders will require that the subsidiary have tax-exempt status so that their donations will be tax deductible.
(8) Funders will require that the subsidiary meet requirements to ensure that the funds are used for specific nonprofit purposes.

Option 3:  For-Profit Corporation
(1) When it is certain that the business will become a regular ongoing activity, a subsidiary corporation should be created if substantial unrelated business activity will be conducted.
(2) Any type of legal business activity is permitted.  
(3) Businesses engaged in real estate investment, speculative or lending activities, gambling or pyramid sales plans, or nonprofit activities are not eligible for SBA loan programs.
(4) Net earnings from a for-profit subsidiary can be transferred to the parent corporation as an after-tax dividend.
(5) Primary funding will be lenders or investors.
(6) Lenders or investors will require that the owner(s) of the corporation have substantial managerial experience operating a similar business.
(7) Lenders will require that the owner(s) of the corporation clearly demonstrate the financial ability to repay the loan.
(8) Investors will require that the owner(s) of the corporation clearly demonstrate the ability to produce a substantial return on their investment.
