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MEMORANDUM

TO. Interested Part}es

--FROM: Mary L.ogan, General Counsel Dave Ullrich, ‘Associate General Counsel

RE: Incorporation of United Methodist Child Care Centers and Preschools

DATE: June 1,1999 _

-The purpose of this memorandum is to-address the most commonly asked queshons about the

Iegal -aspects of mcorporahon of a.child care, early childhood development center or a preschool as an

entity.separate from the local church. The term "Center”-will be used to cover preschools, day care-
centers, extended.care {latch-key) programs, nursery schools, "Parents’ Day Out” programs early
childhood development oenters and other child care and development oenﬁers The term "Church” refers
to the local United Methodist Church

Whlle there may be advaniages fo separate mcorporahon GCFA's. legal deparlrnent is not

. Aadvising every United Methodist local church chrld mre center to— —grnot to separately mcorporate.

Each local church, in ‘consultation with lacal legal eounsel, r!eede to evaluate this issue.

-Each logal church will. have its,own policy, miss ional-and: legal oonsiderahons that must be oonsuered
-and evaluated in making the important decision of whether fo form a separate oorporahon for the operahon

- ofits Center

In makmg the decnsnon about whether, and haw to moorporale a Center the Church and church

councrl must oonsnder whether it would wantthe Church to give up control over the day to day operations
- -of the Center; whether it would want 1he ‘Church.to act as a "parent”-corporation to the Center,» keeping -
. certain control. over the structure and organization of the Center and its assets; and how the Center would

fitin with the mission and ministry of the Church This memo starts wnth a basic assumption that a Church
typically will: want to retain Some control over the. structire and organizahon of the Center, and have the
Center serve the Church'in fulfillment of its mission and ministry. However, each situation is umque and
each local church needs to make some-basic pehcy decisions about its own Center before makmg the

. decision to incorporate (or not) and-how to structure and set up the' corporahon

~Why .SOme Churches censiﬂer Separate Incorporation of Their Center

- The most sjg.niﬁcam_ reason that manYchurches incorporate is limitation of liability.'An advantage
of separate incorporation is thatif the Incerporation is properly.structured, the Church should be able to
limit its liability with respect to matters for which persons may:seek to hold the Center liable, such as
accidents occurring at the Center or alleged unfair treatment of the Center's employees. Also, the Center
should be able to limit its liability for matters for which persons may seek to hold the Church liable.
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What is meant by a limitation of liability is that the Church should be able to protectits bank
accounts and other property if the Center is sued and the Center should be able to protect its bank :
accounts and other assets if the Church is sued. This does not mean that the Church wnll never need to : 'ai N ,7 -
defendiitselfin a Iawswt involvmg acﬁvihes of the Center, especlally if the suit results fmm an aocadent on

s unoorporahon’an :operanon bftheCen i

In addition, if the incorporation is not properiy slmdured or, if the operahon ofthe Center
continues to function as an integral part of the Church, the Iimltation of liability probably wnll not be
acoomphshed. 1f. separately |noorporated the Center- musttmly operate. separately fmm the Church soas

R

nottoappeartobe andfunctlon as apartofﬂweChurch S Do

The Incorporation Procéss

Incorporation is the legal process where thestate approves the "charter” of the corporabon
" Articles of |ncorporahon of the Center mUstbeprepaied approved “signed; and filed with the secretary of
state of the-state in wihich the Ceiiter i$ located. “Fhiese Shotild ba prepared by a local attomey _
v expenenced in oorporate law and famili ar wnth thestruélure’ and ’Me BGok of Discipline of The Umted .
“Methodistdenomination. . S e o : -

The Church can "control” the structure and organization of the Center corporation by a number of A
* proVisioris in the Center's articles of incorporatiornarid bylws, and the appropriate use of such control '
. provusxons is detérinined by state law. The basrcmeans of contrd isthe ablllty of the Church to electand
= rémove the board of directorsof the' Center R - ‘kj

+ “The articles of incorporétion of the Gentsr normally; undermoststate laws, can provide that the
Church, -represented by lts Chiirch-€ouncl, will be the on]y member of the-Center corporation. The
'member of a nonprofit corporabon elects its board of directors and- approves or makes the mostimportant ’
decisions about the slmcture, existence and property of the oorporaﬁon Members of a nonprofit
oorporatlon are, in-this sense. comparable to shareholders of a business corporahon

_ - The-Center's articles dfinber:porétion.i&an sﬁté‘-ih"a't‘onlj’r thie Church, as the sole member of the
: Center, "has the right to appoint.and rerﬁova-me members bf-ﬂmé'eémers uoard' of directors.

: The articles of incorporation or: bylaws mlght require:that only members.of the Church may be

. direclors-of the Center or state that a majority: ‘must) be memibers of the GChurch. It is important that the
Center’s articles of incorporation or bylaws-include-a statement that the Center is required at all times
to comply with- The Book of Disciphine. The articles of incorporation or bylaws aiso can provide that any -
sale or purchase of assets over a eertain dollar amount must be approved by the Church, that the
Center cannot go out of business or change its miission-and purpose without Church approval and that
reports are given to the Church on a regulér basis. Another provision in the Center’s articles and
bylaws should require all of the Center’s assets to be ‘dislﬁbhted' to the Church on any dissolution of
the Center. Fmally in order to assure the continuation of' these control pro\nsnons the articles and

- bylaws can require Church approval of any changes in thiem. ™~

By structuring the Church'’s relationship to'the Center in this manner, the Church will be able
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ulhmately to control the mission and- ‘purpose of the Center, because the board of directors of
the-Center js selected by the Church. Also, if the Center takes actions that the Church finds inconsistent -
- with its mission and ministry,. the Church can remove any or. aII of the directors of the Center and-appoint
Ca board that wnll act consistent with Churoh poltctes

‘y However. the Church cannot oontrol the day to day operatrons of the Center that is separately
rncorporated such as hiring, drsorpline and termmatron of staff the hours and dates of operation, payroli
issues, etc. A courtis hkely to ignore the separate oorporate status of the Center if the church is
-controlling the - day to day operatlons

 Federal | Tax-Exempt Status

A Center isnot autornatrcally tax exempt. The Intemal Revenue Code requires application for ‘
exeémpt status to be made with the IRS witfif 15 oniths of moorporatron United Methodist local ) . |
churohes are exempt from federal income tax under the IRS Group Exemption ruling for The United '
Methodlst Church The- General Cotinilon’ F‘nance and Adtnmistrahon maintains this Group Rulmg
‘ exemption However, the- Rutmg does ot provtde Tor the autornatic inclusion in the Group Ruling of
@ separatety |noorporated orgamzaﬁons such as Centers even those

,*oohtlolled'!.-by the. GhUrch::.GCFA ordmanlypermitsCenters 'that are clearly a part of the mission and
ministry of the Church to be included inthe Group Exemption Ruling if they choose to'request inctusion '

AF a Center wishes to rely on ipclusion tnz'the denonunation 's group. Rulrng, the Center must request
and authonz ,mclusiemn the Rulrng To do- so, lhe Centershould contact the General Council on
Finance and Adminrstraﬁon, 1_Music Clrcle North Nashvrlle, T 37203 Attn: Legal Department, to
obtain informahon : ut_inclusron' n the Group Rullng A Center may prefer to seek tax-exempt status by

. ﬁlrng a separate Form 1 023 appll 2 e ] lRS However  the cost and work involved in ﬁltng suchan
. %pplt@tlm.mgxml be worthwlu { Center can be included inthe- Gmup Ruling.

) Before it rs declded whether to,'s_:parately lnoorporate the Center it should be determmed whether
tax—exempt status is tikely to be obtarned either under the denomrnation 'S Group Ruling or a separdte
exemptron for the Center 'lhe three possrble wtegones for exemphon are for an entity organized and
operated exclusively for one or more of: the tollowmg purposes (1) relrgtous (2) educational, or (3)
chantable To quahfy as exempt due to the 'Center's religrous purpose the Center must, both in its purpose

4 and activmes functton for the promotxon of religtous behefs attemptrng to a significant degree to impart
religious beliefs to the children in its care. To qualify asan educatlonal orgamzatron either (1) substantially

all of the care provided must be for the pumoses of enabling rndrvrduals to be gainfully employed and the
“services of the' Center mustbe available'to the general public, or ) the Center must demonstrate that rts
activities and goals are aimed at educatmg the chrldren in its care. For a Center to meet the second test for
educational organization status, the envrronment of the Center should be designed with an educational .
purpose, the teachers'should be highly tralned in educatron and the chldrens schedule should be planned
to maximize the educatiénal value of their play and-other. actlvitres To qualify as a charitable organization,
the Center must be primarily geared toward caring for children from low-income families at reduced fees or
without charge or toward caring for children from dysfunctional families or who are othenwise

disadvantaged and in need of special care:
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State Tax-Exempt Status

The requirements of the particular state in which'the Center is located for obtaining an exemption
from state income tax (and, in some sfates, sales tax) must be determiined: The exemption from state
income tax may be conferred automatically onceé the exemption from federal income taxation is obtained. If
the exemption is not conferred aubomatmny the required applmhon necessary for state income tax
exernpﬁon (and sa]es tax) must be filed with lhe appropriahe stale agency

S : Other Impcstant Steps’

1. Employer Identification Number. ’I’hein'cerporated Center-musst obtain an Employer Identification
number (EIN) separate from the Church, by completing and ﬁling‘the appropriate form with the Internal
Revenué Service (Form SS-4).

. zﬁ\_  Center eylaw;.,'aylayus must be drafted for -the_tinoorpora:teu;Center.

3. Church Bylaws The Church bylaws wnll need to be changed o show the relationship between the
Church and the Center The, Church should consider having.a bylaw provision stahng its purpose in
operatmg a Center. as apart of its mrssron and mlmslry -and, descnbhg the manner in which:it will e!ect
» Directors, consistent with Center 's bylaws. Other provisions can describe the duty of the Center’s. board of
[ dlreciors_.to provide. reports to;t_he.Churd\. (Thns.»prbvrsionshould dlso.bein the Center’' s bylaws).

4, Assets Transfer Since the main purpose of incorporating the Center would be to protect church
‘ ,iiom'any Ilabrilhes of the Cemer and to profed Center ‘Assets from any liabiliies of the Church, |t is
; '“te iit not reqmred thatassets -owned: b the CF 'rch' it the opération of the Center be
’ F it t6 the Center). For real property , itis
" adivisable that a lease should be wiittén and rent b ’lﬁe_’s"eparately incorporated Centerby the -
R Church‘ {Consider real estahepmpertylaxrssuesmﬂ\eleasef'i‘he i;;eaee.'e'rnum include appropriate
T lndemmﬂmtlon 6f the Church by the Center in the evefit of third parly ‘or érfiployee claims and suits. The L

ease should be prepared by a quahﬁed focal attomey and should spell out in detail any ﬁnancral

arrangements hmes of operahon and terms of aooessto the property Ifa separate corporation is to own
e real pnoperty, remernber the D:sc:plmary requrrements for |ndusmn of the Tmst Clause in the deed.

N ) .5,7' Insurance Separahe liablhty and property msurance mustbe obiarned by the Center with the Center
. " as 1he msured This pollcy should also name the Church as an addltlonal insured Directors and Officers’
- Uabllnty lnsuranoe should be considered.

‘ 6. ‘ Worker’s Compen_sation. Depending on state la\rv, 'the Qenter may need to pay for worker's
~ compensation insurance coverage of its employees.

7 . Separate Board of Directors . The board of directors.of the Center must elect officers, hold
meetrngs keep minutes, and maintain-other appropriate records.

8. .Separate Annual Report . Generally, an annual repon (and possibly a fee) must be filed by the

- Center corporation with the Secretary of State of the state.in which the Center is located. (This varies from
state to state.)
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9. Separate Books and Records . The Center will be required to keep books and records, including
minutes, separate from the books and records of the Church. What this means is that the actual books or
binders used should contain only records of the Center. Itis desirable for these records to be stored
separately from Chun;ch-reoords. -

10. Federal Unemployment Tax . Presently, the local Church is not required to make federal
unemployment tax payments on behalf ofits employees, including its employees who work at the Center,
because, as a United Methodist church, it is exempt from the Federal Unemployment Tax Act. If the Center .
Is incorporated separately, the Center still may be exempt from the Federel Unemployment Tax Actas an
organization that is operated primarily for religious purposes and that is controlled by a church. (if the
Center qualifies under the Group Ruling, it should be exempt from federal unemployment tax.) However,
state exemptlon from paying state unemployment tax may not exist or state tax authorities may.not
consider the Center to be an organization operated primarily for religious,purposes and may decide that _
the Center must make state unemployment tax paymen_ts on behalf of its employees. ’ ’

11.  Payroll and Employment Taxes .'A separate payfoll must be established for the Center's
employees and all federal and state employment tax retums and tax information reporting for Center
eInployees and for any other purposes in connection with the operaﬁon of the Center must be filed
separately by the Center. . '

12.. Form 990 . If a Center. has applied for ta'x—exempt'si'ams outside of the denomination’s group ruling,
a federal 1ax Form 990 may be. requlred if Center. reoelpts exceed $25 000 in any year: No tax is payable ‘

,assumng the Centeris found tobe exempt from fedelal incorne taxation, but' the retum may be requlred.
(if the Center has unrelated busnnm income, a relum mustbe filed and tax may be due. )

"13.  Personnel Policies . It is essential tha( Cenfers have comprehensive,, well-written pe'rsonnel

policies that may be very different from the Church's own personnel policies. Examples of issues that
should-be covered in these policies are: at-wiil employment. hiring, salary and benefits, vacation and sick
leave, religious requirements, work hours, requirements for the safety of children, performance reviews,
discipline, sexual and racial harassment policies and termination and resignation.

14.  Special Child & School Concerns . If you already have a Center in operation, you will be aware of
the federal, state and local regulabons that you must oomply with mcludmg zoning and bunldmg codes for
schools or child care, regulahons for how the Center's property must be maintained, accessibility for '
disabled persons, screening of workers, child abuse regulations and reportng requirements and
transportation regulations, to name a few. If you are starting up a Center, these are all topics to review with -

your legal counsel.

Disclaimer: This memorandum explores general incorporation issues. There will be other issues or
concems not addressed here. The General Council on Finance and Administration is not engaged in
providing legal, tax or accounting advice or services. Please consulta competent local attomey for legal
advice or a tax professional for tax advice.
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