Operating Under the Church Umbrella

Introduction

Most of the schools in the American Association of Christian Schools ("AACS")
operate under the umbrella of a local church ministry. Under current federal law,
churches are considered to be tax-exempt organizations under Section 501(c)(3) of the
Internal Revenue Code, without the necessity of applying to the Internal Revenue Service
("IRS") for tax-exempt status. Schools that operate under the umbrella of a church
ministry enjoy the same tax-exempt status as their sponsoring churches.

Some AACS schools, however, do not have a local church sponsor. Those
independent schools that do not operate under the umbrella of a local church ministry
must file a formal application with the IRS seeking tax-exempt recognition. The IRS
routinely grants these applications on the grounds that the independent school is a
religious or educational organization that qualifies for tax-exempt recognition under
Section 501(c)(3) of the tax code.

Because religious schools can obtain tax-exempt recognition, we are sometimes
asked whether a school that operates under a larger church ministry should ever consider
obtaining its own, separate tax-exempt status. In this Legal Report, we will discuss three
different scenarios in which a school may want to consider the idea of obtaining tax-
exempt recognition apart from its sponsoring church.

Discussion
A. What does it mean to be a "tax-exempt organization"?

Generally speaking, a tax-exempt organization is an entity that is not required to
pay federal income taxes. The tax code includes many different categories of tax-exempt
organizations, but churches and Christian schools fall under the group listed in Section
501(c)(3) of the code, i.e., charitable, educational or religious organizations. Churches
enjoy automatic recognition as tax-exempt organizations under the tax code. For that
reason, churches are not required to file a formal application with the IRS seeking tax-
exempt recognition. While churches are automatically recognized as tax-exempt
organizations under Section 501(c)(3) of the code, schools that desire their own tax-
exempt recognition must go through a formal application process with the IRS.

Those entities that come within the definition of tax-exempt organizations listed
in Section 501(c)(3) have another distinct advantage. That advantage is that most gifts or
donations to 501(c)(3) organizations are tax-deductible for the donor. This advantage
encourages individuals and corporate donors to make contributions to churches, religious
schools, and other charitable organizations.

B. What situations might occur that would cause a Christian school to consider
obtaining its own tax-exempt recognition from the IRS?

As noted above, a religious school that operates as a ministry of a local church
enjoys the same tax-exempt status as the church. For that reason, a church school is not



required to seek separate tax-exempt recognition from the IRS. Nevertheless, situations
may arise in which the church school either desires - or is asked - to seek its own,
separate tax-exempt recognition. We will address three of those situations below. Please
note, however, that this list is not exhaustive, and your ministry may encounter different
scenarios in which the issue of separate tax-exempt recognition for the school should be
considered.

1. A corporate donor wants to make a large contribution to the school, but does not want
the gift to go to - or through - the church.

A church school could encounter a situation in which a corporation (or an
individual) desires to make a donation to the school, but, for a variety of reasons, wants
the donation to go directly to the school and not through the church. Two different
problems can arise in this situation. First, the donor might refuse to make the donation to
the church school because the school does not have its own "determination letter" from
the IRS. And second, the donor might refuse to make the donation to the school because
all gifts to the school must go through the church. As is discussed below, neither of these
problems would arise if the school has obtained its own separate, tax-exempt recognition
from the IRS.

Problem #1 - The school has no "determination letter."

When an organization files a formal application with the IRS seeking tax-exempt
recognition, the IRS sends a letter to that organization in which the IRS makes a
"determination" as to whether the organization has met the necessary requirements to
become a tax-exempt organization. This letter is known as a "determination letter," and
the information in this letter will tell a corporate donor whether the organization is
entitled to receive tax-deductible donations. Many corporations, foundations, and wealthy
individuals will not make a donation to an organization without first reviewing the
organization's "determination letter."

As noted above, because churches are automatically recognized as tax-exempt
entities under the tax code, they are not required to file an application with the IRS
seeking tax-exempt recognition. This means that most churches - and most church
schools - do not have a "determination letter." In fact, a church will never receive a
"determination letter" unless it goes through the formal process of filing an application
with the IRS, and receives written recognition as a tax-exempt entity.

For most corporate and other sophisticated donors, it is not enough to say, "but we
are tax-exempt just like the church." To the contrary, most such donors - and their
professional advisors - must see a "determination letter" prior to writing a check. In the
vast majority of situations, when the school operates as a ministry of the local church, it
will not have the "determination letter" that the corporation, foundation, or individual
requires before making a donation to the school.



Problem #2 - All gifts to the school must go through the church.

In many church organizations, a gift to an individual ministry of the church must
be "made out" to the church, and it must go through the church. One reason for this is that
the only entity that is officially recognized by the IRS as a tax-exempt organization is the
church. In other words, if the school operates as a ministry of the church, then it is not
recognized as a separate tax-exempt entity, and the donor cannot send the gift directly to
the school. Accordingly, the gift must go through the church.

This situation causes a problem for certain corporate donors. While corporate
policy may allow donations to go to schools for educational purposes, that same policy
may prohibit gifts to churches. Therefore, if the school says that the gift must go through
the church, the corporate donor may find another place to make the donation. (Similarly,
other donors may question whether the gift will be used strictly for the school ministry if
it must go through the church account.)

As a result of the two problems discussed above, a school may be passed over for
a large corporate donation unless it obtains its own, separate tax-exempt recognition. In
particular, if a school is recognized as a tax-exempt organization, then it will have a
"determination letter" that can be presented to the potential corporate donor. In addition,
as a separate organization, the school can receive gifts without the necessity of those gifts
passing through the church account.

2. Certain state tax benefits' may be available only to a school that has obtained an IRS
"determination letter."

Some states, although not all, grant certain sales, property, or other tax
exemptions only to organizations that have applied for and received an IRS
"determination letter." For example, the state of Georgia exempts school purchases from
sales tax only if the school is exempt from state and federal income tax under Section
501(c)(3). The current policy of the Georgia Department of Revenue is that a school is
exempt under Section 501(c)(3) - and entitled to sales tax exemption - only if it produces
an IRS "determination letter." (This is the current policy in Georgia even though in the
past some church schools have been able to prove their tax-exempt status without the
benefit of a "determination letter.")

As you can see from this example, obtaining separate tax-exempt recognition for
the school may pay for itself many times over in sales or property tax exemptions. You
may want to consult your own state law to determine whether your school could take
advantage of certain tax exemptions if the school obtained its own, separate
"determination letter."

3. A church wants to decrease its liability exposure -- and its insurance premiums.
Unless you are a trial lawyer, you probably do not enjoy thinking about lawsuits -
especially those involving your ministry. Yet, as you know, churches and schools are
sued on a regular basis, under a number of different legal theories. A second reason to
consider separate incorporation for the school - which will require applying for tax-



exempt recognition - is to reduce the liability exposure and insurance premiums for the
church.

In many ministries, the Christian school is covered under the same insurance
policy as the church. If the amount of coverage under the church's insurance policy is
insufficient to cover a particular judgment against the school, then the injured party may
look to the church property to collect any amounts owed to him or her.

Having a school covered by the same policy as the church increases the potential
exposure for the church. In particular, hundreds of individuals may be involved with the
school for several hours a day, several days a week, while the same is not true for the
church. Moreover, the school, in all likelihood, has many more activities going on each
week involving school vans, athletic events, and other potential liability factors.

In sum, the school presents a higher liability risk than the church. Insurance
companies take this into account and adjust premiums accordingly. One way to reduce
both the liability risk to the church and the amount of insurance premiums paid by the
church is to incorporate the school separately and let the school carry its own insurance
policy. Under most situations, if the school is incorporated separately from the church,
then the church property should not be at risk if the school incurs a judgment that is in
excess of its own insurance coverage.

As stated above, since incorporation creates a new school entity that is not a
church, the school must apply to the IRS for tax-exempt recognition. Please note,
however, that with carefully-drafted language in the school's incorporation documents,
the church can retain ultimate control over the separately-incorporated school ministry.

C. What should our ministry do if we have questions about these issues?

If you believe that your Christian school should consider separate, tax-exempt
recognition, you may want to contact Tim Townsend of the law firm Townsend McKee
in Alpharetta, Georgia. Mr. Townsend is a Christian lawyer who specializes in non-profit
work, and he has assisted many other churches and Christian schools with this and a
variety of other matters. Mr. Townsend's contact information is as follows: Timothy W.
Townsend; Townsend McKee, P.C.; 1000 Mansell Exchange West, Suite 180;
Alpharetta, Georgia 30022; (770) 640-1640.

Conclusion

Most AACS schools operate under the umbrella of a larger church ministry. This
arrangement works well for a variety of reasons. Nevertheless, your ministry may
encounter situations in which you want to explore the idea of allowing the school to seek
its own separate, tax-exempt recognition. Of course, this will be a ministry-by-ministry
decision, and your ministry may decide that the school should always remain under the
church umbrella regardless of factors that support separate, tax-exempt recognition for
the school.



