LEGAL AND TAX ISSUES RELATED TO CONSTITUTING A CHURCH IN VIRGINIA

Court Appointed Trustees in Lieu of Incorporation

Until very recently churches were not allowed to incorporate in Virginia. Churches are now allowed to incorporate if they so wish, but they can also follow the original procedure outlined below For smaller churches, trustees in lieu of incorporation which is simpler to accomplish may be good enough.

A church utilizing the practices and polity outlined in its constitution and bylaws elects its trustees (usually no fewer than 3). The church then registers its trustees with the clerk of the circuit court for the jurisdiction where the church is located by taking a copy of the church’s constitution and bylaws, the minutes from the meeting in which these trustees were elected, and a list of the trustees including their addresses, etc. to the clerk. The trustees are “appointed” and this action is duly entered into the clerk’s records. If and when the trustees are changed the church should provide an updated list of trustees to the clerk of the circuit court.

Many of the newer churches in Virginia meet for many years without owning property and without making any legal obligations/contracts. Because of this, the above action is not immediately necessary, but can be pursued by the church early on. There is no harm in doing so. One restriction on churches using the original trustee system is that they can not own more than 15 acres in a city or town or more than 250 acres in an unincorporated area.

Incorporation

Beginning in April, 2002 churches can incorporate in Virginia because of a United States District Court case brought by Jerry Falwell who sought to challenge the original law and procedure above. He challenged the law because he and his church considered the restriction on church property ownership to be an issue of church and state separation and because they wanted to own more than 15 acres within the Lynchburg city limits. With this court decision churches can now incorporate in Virginia by making application to the State Corporation Commission.

There is an initial cost involved of a $50 charter fee and a $25 filing fee and an annual registration fee of $25. Corporations, both for-profit and non-profit, must also file and an annual report. Churches wishing to incorporate would contact the State Corporation Commission to obtain copies of the necessary paperwork~ Churches that seek to incorporate will have to develop their administrative structure to conform with state regulations.

Incorporation does provide some additional legal protection since the state would always treat the church as a whole, rather than as individuals, hence providing an extra layer of protection for the trustees. However, as long as court-appointed trustees elected by the church under the original law act with the expressed permission of the church, they would be equally protected. Churches will have to decide which route to follow based on their need to hold larger pieces of property, their feelings about dealing with the state initially and annually as a corporation, and their comfort level with the legal issues involved.

Non-Profit Status
Churches do not need to pursue 501 (C)(3) non-profit status with the Internal Revenue Service on their own. All churches that are in “friendly cooperation” with the Baptist General Association of Virginia are covered by a group exemption letter provided to the BGAV by the IRS. In turn, this is also true of the Southern Baptist Convention. Friendly cooperation with the BGAV is defined as those churches that are regular contributors to the Virginia portion of the Cooperative Program or the Alma Hunt Offering for Virginia Missions. The BGAV annually provides to the IRS a list of the churches that continue to be cooperating BGAV churches. This list is built from the BGAV treasurer’s list of contributing churches and from the compilation of the Annual Church Profiles completed by the churches.

When a new church is formed and sends in its first contribution to the Cooperative Program (Virginia portion) or the Alma Hunt Offering for Virginia Missions the BGAV provides a copy of the 501 (C)(3) letter for its files which includes the group exemption number. It is important to do this early because until a church has secured non-profit status on its own or in this manner, the contributions of its members are technically not tax deductible.

Federal Employer Identification Number

In order to open a bank account a church must have a Federal Employer Identification Number (EIN). Banks usually have the form necessary to applying for an EIN on hand and once the form is complete it can be processed through the Philadelphia IRS office (215-516-6999/fax 215-516-3990). The EIN is also necessary if a church is to have any employees that are non-ordained for which it is responsible for withholding income and social security taxes (as well as paying its portion of social security taxes).

Non-Profit Sales Tax Exemption

Churches are exempt from Virginia sales tax on purchases of materials that are to be utilized in the conducting of religious services and activities. In order to benefit from this provision the church must file a Non-Profit Tax Exemption form with each vendor/merchant with which it deals. These forms can be secured from a local tax office or directly from vendors/merchants.
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I.
INTRODUCTION

On April 15, 2002, a United States District Court for the Western District of Virginia decided Falwell v. Miller,t in which the Rev. Jerry Falwell sued Clinton Miller, Chairman of the State Corporation Commission, for refusing to incorporate Falwell’s Thomas Road Baptist Church within the Commonwealth of Virginia. The court found that Article IV, § 14(20) of the Constitution of Virginia, which forbid any “church or religious denomination” from incorporating within the state, violated the Free Exercise clause of the United States Constitution. The court reasoned that the Virginia law denied the benefits of incorporation to individuals “solely on account of their religion,” and therefore burdened religious practice in an unconstitutional manner. The court ordered Miller to issue a corporate charter to Rev. Falwell’s Thomas Road Baptist Church. Miller did not appeal the trial court’s decision against him.

Prior to the court’s decision in Falwell, Virginia was one of only two states in the nation to deny churches the privilege of incorporation.2 Based on my research I feel that many churches in Virginia will benefit from the ability to incorporate. However, incorporation may not be necessary for all churches, and for some smaller churches it may provide nothing more than a financial and administrative burden.

See Falwell v. Miller, 2002 WL 1032681 (W.D.Va. 2002) (attached).
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II. THE PROCESS OF CHURCH INCORPORATION

The process of forming a corporation is surprisingly simple, and offers many benefits. One or more persons may form a non-profit corporation by signing and filing articles of incorporation with the State Corporation Commission.3 The articles of incorporation need only include a name for the corporation, a statement regarding whether or not the corporation is to have members, an explanation of how those members are to be classified and chosen, a statement concerning how directors of the corporation will be chosen, and the address of the corporation’s initial registered office,4 If the State Corporation Commission finds that all the rules of incorporation have been followed, and all fees paid, it issues a certificate of incorporation, and corporate existence begins.5
The main reason for forming a corporation is to allow a group of people to act as an individual with a single purpose, while simultaneously shielding each individual from personal liability for the actions of the corporation. When a group of individuals forms a corporation, the individuals obtain a new corporate identity that can make contracts, buy property, sue and be sued.’ The individuals act within their corporate name, so they are not exposed to personal liability for the actions of the corporation. When the single purpose behind incorporation is an educational, scientific, or religious goal, as opposed to the creation of profit for corporate members, the organization may incorporate as a non-profit entity.

2 West Virginia is the only other state that does not allow church incorporation.

See Virginia Code * 13.1-818 (attached).

See Virginia Code § 13.1-819 (attached).

See Virginia Code § 13.1-820 (attached).
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IlI. BENEFITS OF INCORPORATION

Before the decision in Falwell, all churches in Virginia were required to remain unincorporated. Rather than organizing themselves as corporations, each church was required to appoint trustees - legal officers of the church - to hold church property in trust on behalf of the church.7 Under Virginia law, church trustees can hold no more than 15 acres of land in a city or town on behalf of a church, and are limited to 250 acres outside of a city or town.8 Rev. Falwell sought to incorporate Thomas Road Baptist Church in order to avoid this 15 acre limitation. Other churches desiring to control more than 15 acres of city property or 250 acres of rural property will certainly welcome the chance to incorporate, freeing themselves of the restrictions placed on church trustees.

Another drawback to Virginia’s trustee system is that a trustee may be held personally liable, in some situations, for contracts entered into on behalf of a church. An unincorporated church may not buy property or enter into contracts. Therefore, a trustee or group of trustees must enter contracts on behalf of the church they represent. As a general rule, a trustee is not personally liable for contracts entered on behalf of a church, as long as the church gives the trustee permission to enter the contract, and the trustee discloses the church as the beneficiary of the contract. When a trustee enters a contract by permission of a fully disclosed church, the church’s property, rather than

6 See Virginia Code § 13.1-826 (attached).

   7
See Virginia Code § 57-8 (attached).

8 See Virginia Code § 57-12 (attached).
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the personal property of the trustee, may be used to fulfill any judgment against the church.9
However, a trustee may be liable for breach of a contract entered on behalf of a church, if the trustee enters the contract without specific approval by the church, or fails to clearly disclose the church as its principle. For example, in Catlett v. H.K. Hawthorne, three church trustees were held personally liable in a contract dispute between a church and an electrician hired by the trustees to work on the church property. The Supreme Court of Virginia found that the church had not explicitly endorsed the contract, and could not therefore be liable for its breach. The possibility of personal liability like that rendered in Catlett may make some church members hesitant to serve as trustees, leaving churches unable to find legal representatives to hold church property in trust. For this reason, the possibility of organizing a church as a corporation, whose liability is always limited to its corporate form,’° might appeal to some churches.

A third problem with the trustee system is that trustees are mortal beings. The death of a trustee requires the church to find a new trustee, and to place legal control of the church in new hands. Corporations are by their nature immortal. Since a corporation is a separate individual, distinct from its members, it survives the death or retirement of its members, and new member can be added to the corporation without changing the corporation’s individual identity.

See Hawthorne v. Austin Organ Co., 71 F.2d 945 (1934); Cain v. Pea, 159 V& 446 (1932).

10 See generally Peoples Pleasure Park Co.. Inc. v. Rohleder, 109 Va. 439, 442 (1908).
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IV.
DRAWBACKS TO INCORPORATION

There are some potential drawbacks to a church’s decision to incorporate. First, incorporation poses small administrative costs: non-profit corporations can expect to pay a $50 charter fee and $25 filing fee to apply for corporate status. The State Corporation Commission also charges an annual registration fee of $25 for non-profit corporations,” and requires every corporation in the state to file a yearly report.’2 For some churches, the hassle of maintaining a corporate form might not be worth the potential benefits, especially for small churches who enter few contracts and own little property. Furthermore, since trustees who enter contracts with full permission of the church will not be personally liable for the contract under the trustee system, a church with trustees willing to serve in that capacity might perceive little benefit in changing their organizational structure.

Some churches may also fear that corporate status will entangle the church too heavily with the state government. This fear is largely unfounded, but churches with limited understanding of Virginia’s corporate structure might feel more comfortable continuing to operate within the trustee system. Corporate law in Virginia is mostly administrative in nature. Whereas the state legislature used to have authority over the approval of corporations, the system is now run by the State Corporation Commission, a non-political bureaucratic organization. A church incorporated under Virginia law will not be beholden to the state beyond its obligations to pay administrative fees and file an annual report. Churches who wish to have as little contact with the state as

11 For more information, see the State Corporation’s Commission’s web site,

http://www.state.va.us/scc/division/clk.
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possible, however, may not with to enter a corporate form. Furthermore, it is possible that in some churches, the creation of a corporate form would require the church to alter its current administrative structure to conform with state regulations. Churches wishing to avoid administrative changes will be better off continuing to operate through trustees.

V. CONCLUSION

Churches who wish to acquire large amounts of property, limit their liability to a corporate form, and avoid the hassle of replacing retired trustees might benefit from incorporation as a non-profit corporate entity under Virginia law. However, churches with small amounts of property and willing trustees are likely to find incorporation an unnecessary and administratively costly hassle. While there are no major drawbacks to the incorporation of Virginia’s Baptist churches, for many individual churches the benefits of incorporation may be equally limited.

12 See Virginia Code § 13.1-936 (attached).
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