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INTRODUCTION: THE "BUSINESS" OF DAY CARE

Many important aspects of a day care program are affected by, often even

controlled by, legal considerations. The over-riding purpose of this.Handbook

-_/
is to alert people who are involved with day care programs to this fact. In

part, the legal considerations arise because day care centers provide a service .

which society has determined should be subject to official regulatron. In-

part, however, these considerations arise solely because.the day care center

is a business.

People who are involved in day care usually do ngt_like to think.of-them-

selves as being involved in a business because of the connotations which the

word "business" has among professionals in their field. But a day care center

is a business. A great many day care programs, are organized as nonprofit cor-

'?

potations. When speaking of this organizational form, however, it is common

for people to put all the stress on the word "nonprofit" and completely ignore

the word " corporation". A nonprofit corporation is juit a s much a corporation

as the most profit-conscious industrial corporation and: c onsequently, it is

subject to many similar types of regulations and requirements. Similarly, if

several individuals band together--"form a partnership" in legal terms--to run

a day care center, they are operating a business just as much as if they had

banded together to run a dry cleaning establishment.

The goal of this Handbook is to provide information and ways Of thinking

abo6 that information which will enable people concerned about day care to
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think about the legal aspects of running a day care program in an informed and

responsible manner. The material in the Handbook addresses-three basic ques-.

tions:

How to determine which type of organization is

best for your day' care program;'

How to form that type of organization;

Howto operate the day care program in a legal

manner once the organization is formed.

The Handbook is organized so that each chaptei builds on the preceding

-one. However, an attempt has been dade'also to write each individual chapter

in a way that makes it comprehensible on its own. A detailed table'of con-

tents appears before the first pageof each chapter.

This Handbook discucses many of,the important legal ssues confronting

providers of day care services, but by no means does t cover all the impor-

'tant legal issues. Constraints'of time and money made it impossible for the

Handbook to be an all-comprehensive treatment of legal considerations affect-
,

ing day .care. However, a much-expanded edition of the Handbook is being

planned for future publication.

In order.to determine which topics to include and which to omit, the fol-

lowing criteria were adopted: (1) to omit those topics on which there were

sources of information in existence already, even if those sources were not of

the quality we'd prefer; (2) to omit topics which most day care providers have

a general awareness of already, even if there are no written materials on them

currently; (3) to omit topics which, in comparison with others, were clearly

of less critical importance; and (4) on the assumption that an expanded version

O
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of this document will be published in the future, to include the types of basic

information which, in effect,..constitute the building blocks on which later

material could be added most logically:

Given the widely varying experiences, probfems,..and stages of development

of d y care around the country, it was not possible to write for a nationwide

audi nce without including material that in some cases is inapplicable to local

situations. In general, an effort is made throughout the'text to present in-

nformatip from a national perspective. This effort required resorting to broad

gener/lizations in many instances since the relevant legal rules about various

matters vary from state to state. The principal usefulness of this general

materialis- to aleit the-reader to issues to suggest ways of thinking about

issues. On the-other hand, specific details of general applicability are pro-

vided wherever. possible.

The research and writing of the Handbook were supported in part by funds

provided by the Ford Foundation. In large measure, the impetus for the Hand-
..

book came from tLe effonts of Gwen Morgan and James Levine, from the Day Care

and Child Development Council of America, Inc., and I am thankful to them for

the encouragement and advice they gave me. I would like also to expressmy

gratitude to the following individuals for their assistance and support

throughoUt various stages of the preparation of the Handbook: Susan Berresford;.

SyjNia de::urias; Marjorie Grosett; Stacie Jacob, Esq.; Lawrence Kotin, Esq.;
C

Annice Probst; Theodore Taylor; Nancy Travis; and Nancy Wilson.
-4
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OVERVIEW

Chapter I

CHOOSING AN ORGANIZATION TYPt -

In order to avoid a multitude of potential problems, it is impoAant for
. a

people concerned about day care to recognize the - aspects of day care which are

affected by business regulations and other legal considerations. This is aspe-
..

cially true for _center ,program_ditectors who -are hi-red by-the-board to' handle
/

.,../
. l

such matters and,not simply to run a good center in programmatic t'rms.

In thinking about operating a day care program, the first legal matter

which must be decided is the question of what type of organization should be
- '

used for the prOgfam. Essentially, this is a matter of matching the legally,

permitted types of organization with the needs and plans of the program oper-.

a

ators and consumers and deciding which type "fits best".--ite decision about

tfpe of organization is the inittal decision around whichalkother legal-

related decisions will focus. It is the decision which determines the legal

structure,,, as opposed to the physical structure (i.e., the building), within

which all the program's activities must take place.

There are three major types of organizational structure which can be'used

for the operation of a private.day care program (i.e., onenot run by a govern-

mental agency):

sole proprietorship:

partnership;

corporation.

1
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Two of these types, the partnership and the corporation, eaa have several

sub-types with important differences among them. The number and nature of

. leegal rules and regulationS'affecting the day care program vary-depending on

which of these basic types of organizational structure it,adopts.

This chapter has three purposes: (1) to outline the major issues which

should be considered -when deciding which organiiational structure to use for

the program, (2) to describe the basic types of organizational structure which

canGbe used' for ptograms, and (3) to compare the characteristics of each of

those organizational types. .

No hard andfast;rules can be.given'abont which type of organization is

"best" for a day care program. The best organizational form is the one which

. most easily meshes with the goals and intentions of those who will operate the

,program, the requirements and recommendations of those who will be funding it,

and the needs and desires of those who will tise it. Only the organizers of the

program themselves can maketEhis decision; the material in this chapter is in-

tended to raise
4
the questions and provide the information which the organizers

shouLd consider in thecOurse of making the decision.

It, should be'understood at.the'outset, however, that in a number of situ- .

ations the decision about organizational structure will be dictated by finan-

cial considerations. This.is hecause.in a number of states day care centers

are Lequired by law to bd incorporated before they can be eligible to receive
O

governmental funds (for instance, Title XX funds).

THE MAJOR ISSUES

Whether yoh are starting a day care center, changing the organizational

fkm of an existing day care center, or creating another organization which

2
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will be affiliated with a day care center, you should think through several in&

portant issues before making a final .choice as to tpe of legal.organization.

There are three major.issues.which should determine the decision:

the ease of_operation which the organizers

consider, necessary;

' the nature and extent of liability which the

organizers consider acceptable;

the type of tax status which is desired.

After the organizers of the center have thought through their'positions
a

regarding each of these issues, it should he relatively clear which of the basic

forms of organization is most adaptable to their needs and intersts.

Ease of Operation.

The issue of ease of operation is largely a determination of how much mama-

_
gerial complexity the organizers are willing to take on and how much flexibility

they expect will be necessary in order to keep the organization viable. This

determination can be made by thinking about three things: (1) the voltme and

complexity of daily tasks which the individuals who"will,be operating the center

will be able to undertakg effectively and responsibly, (2) t14. volume and com-

plexity of long-term tasks which those same individuals will be able to under-
,

take effectivel7 ari..respoasibly, and (3) the refative ease of making_ changes

in the daily and long-term operational tasks, as well as in the individuals

performing them, which will be necessary to the success of the organization.

:fhe daily tasks of operation include such matters as bookkeealaiLcommuni-

cating with funding sources, dealing with licensing and other regulatory
.

cies, dealing with vendors, etc. The long-term tasks include such matters as

3
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filing periodic reports with state and federal tax authorities, with local and

state permit-granting authori ties and with other official govfrnmental agencies,

.as well as such matters as preparing for financial audits and deieloping reli-

able projections of income and expense,staffing needs, etc. The ease. with

which changes can:be effected in theloperational tasks and in the-personnel per-

forming them'can be important if the organizers are unsure ofthe'future direc-

tions of their venture or if they suspect that a certain level of operations
^

-may become too complex or too time-consuming to,be'maintained.

Nature and Extent of Liabi lity

The issue of the nature and extent of acceptable liability is basically a

question of the amount of poten tial personal financial responsibility to which\

\

the people running the center are willing to expose themselves. In other words,

.to what extent are the people running, the center, willing to run the risks of

being personally liable for any expenses that might result from anything which

goes wrong at the center. The catalog of things which might go wrong is, of

coUrsenearly endless and includes everything from children getting burne d in

thekitchen to bookkeepers being overly generous with governmental fends.

The core of this issue .is the decision about whether the people running.

the center are willing to take the risks: (1) that something serious might go

wrong, (2) which result in someone having a valid claim against the center for

a considerable amount of money, (3) which the people running the center would

have to pay out of their own lockets - -or whether they wish the maximum amount

of insulation froM these risks w ally arranged.

To be fully informed about the factors influencing this decision, it is

- necessary to be somewhat familiar with the various types of,liability which the

4
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law creates. The law imposes liability--usually in the form of financi4,1 pen-

alties--for three basic categories of acts:
. ,

crimes; `
.

* torts;

" breaches of contract.

In terms of .the operation of day care programs, it is liability for torts and

breaches of contract which are most important.

A,tort is-a civil wrong. It is an act which the law penalizes but

which is not a crime (hence the description "civil"). Leaving a banana peel on

the floor where someone tight slip on it is a-tort. Failing to shovel the snow

off your steps before the kids rrilie is a tort. Saying things about another

perion which amount to slander is a tort. Taking home and using as your own a

piece of personal property--such'as a coat--which someone left in the center is

a tort. Virtually any act 4hich is punished by the law And which is not a crime .

- _.__ ___
and not,a breach of contract is a tort. (For a fuller description of the vari-

eties of torts,,see the ';Varieties of Legal Responsibility" section of Chapter

VI.)
4

Torts are wrongs which are committed either against "the person" (the

body) of another individual or against property belonging to another individual.

It is not uncommon for a.certain act to be both a tort and a crime. When this

is the case, the act is sometimes given the sate name, both as tort and ss
t

crime, and is sometimes given different name's, one to characterize the act as
A

a tort and another to characterize it as a crime. An example of the same-name

category would he a situation where you enter someone's home without a priOr

specific invitation; this is called "trespa4t," both in criminal lawand in tort

5
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law. An example of the different -=name category is taking someone's coat and

,
using it as your own; this is called "larceny" in criminal law but is called

"conversion" in tort law. The act is the same, it's just given a different

name depending on whether ydu think of it as a crime or as a tort.

Whether the act is treated as a crime or a tort is determined by the "vic-

tim" (the owner oi the.house or the coat). Wherever an act is illegal under

both criminal law and civil (tort) law, the victim has a choice as to whether

to pursue a criminal remedy or a civil remedy. If the criminal route is chosen,

the Victim-will file a complaint with the-police charging yob_ with a_crime.If

the civil route is chosen, the victim will file, suit against you demanding tq

be paid "damages" (money).

Breaches of contract. The other major area of civil law which carries the

constant possibility of personal financial liability being imposed is the few

of contracto. Every day care center enters into dozens of contracts in the

-------dourse-e-f-the_yea.r.___Erelowever, the operators of the center do not

realize. that the transaction involves a contract: This usually occurs becaus.e\"

of the mistaken notion that a contract has been entered into only when one signs

a very formal looking document that is written in very official language and is

forbiddingly labelled' "Contract" or "Agreement" at, the top. In fact, binding

contracts can be entered into in a number of different ways and do not require

any particular formalities--not even a written statement.

A transaction does not need to.be called a contract by the parties in order

to be a contract. A mere purchase order can be a contract if properly issued

by the center and properly filled by the recipient of it, An oral contract may

be entered into which is just as binding as the most official-looking contract

written ofi parchment.

6
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The essential elements of a-contract are explained in Chapter V. If these

elements are present in any transaction, a valid contract has been entered into.

Valid contracts are said to be "binding" on each party. This means that if one

party violates a condition of the contract--"breaches" it in legal terms--then

he or she becomes legally liable to the other party for the financial conse-

quences of that breach.

In terms of amount of potential ultimate financial liability; torts give

rise to much greater concern than breaches of contract since, usually, the amount

of loss caused by a tort is much'greater than that caused by a breach of con-
,

-tract. On the other hand, the amount of loss from a breached.contract can be

substantial,if a day care center is a reasonably largeoperation,,and also if

leases, which are considered to be contracts in most states, are breached. In

addition, as is explained in Chapter V, it is possible to protect oneself

against tort liability through insurance but, with certain limited exceptions,

no such protection is available against liability for breaches of contract.

,Secuse of the obvious tremendous impact of a finding of personal liability

for the financial consequences of a tort or a breach of.contraot, many people

r-ring to determine the appropriate legal form for their day care program choose

that form which most minimizes this potential liability. The form which gives

the most protection against petsonal liability is the corporation, as is ex-

plained in sections of this chapter.

Tax Status

Profit-making centers. For day care centers which are being organized on

a profit - milking basis,, the issue of the type of tax status which is desired for

the center poses to the organizers what is really a four-part question: Who

gets taxed, when, at what rate, and involving how much paperwork?

7
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The question of who gets taxed involves deciding"whether the individuals

operating the center prefer to take the center's income as their own and pay .

i

4

taX s on it personally or whether they prefer the center=-as an arganization

\

toy pay its own taxes and take their personal income only in the form of sala-

ries and dividends.

The question'of when taxes are paid simply involves remembering that, de-

pending on the type of organization and on the amount of income involved, vari-
.

ous taxes may have. to be paid on differing time bases, e.g., annually, quarter-
s

ly, monthly, etc.

The question of tax rate is a reminder that the income of corporations is

taxed at a different rate from that of individuals, and also that individuals

themselves are subject to a wide range of rates. This must be taken into con-

sideration when trying to decide. the most advantageOus form of organization.

The question of. paperwork is a reminder that the amount of paperwork (re=

turns, reports, forms, notices, etc.) required by federal and state tax author-
>

ities varies, depending on the legal form of organization adopted for the day

care program.

The implications of each of these questions will become more clear after

reviewing the material in the next two sect -ions of this chapter.

Not- for - profit centers. Except for the amount of paperwork required to

be filed, the four questions just outlined above need not concern a not-for-

profit day care program, provided the program has filed for federal tax exempt

status. For programs which are to be operated on a not-for-profit basis, the

major tax issue is whether, they are organized and operated in a manner which

makes them eligible for tax-exempt status. The details regarding tax-exemption

8



are discussed in the next section; at this point--the!time of initial choice of

organization form--it is only important to remember:that a center must be orga-

nized as a nOt4Or.-profir corporation before it can be eligible for tax-exempt

status. There is no such thing as a tax-exempt partnership or a tax-exempt sole

proprietorship.

TYPES OF ORGANIZATIONS

As indicated earlier, there are three basic types of organizational struc-

ture within which a day care center can be operated: sole proprietorships,

partnerships, and corporations. And both partnerships and corporations exist

in several different sub-types, the diiferences among which have important im-

plications for day care operators.

Sole Proprietorships

The sole proprietorship is the simplest of all types of organization. In- .

deed, in its most basic form, it is not really an "organization" in the literal

sense at all; it is merely a single individual engaged in some self - employment

activity. However, even in that basic form, there are certain business regu-,

Lions and other legal rules which apply so.it'is classified as a form of orga-

nization in the legal sense even if there is, in fact, no real"iikgaitraticrn"---

of any sort to support the individual.

On the other hand, since "sole proprietorship" is a legal category and

not a literal description, it is just as possible for a very large organization,

composed of dozens of employees, to be a sole proprietorship as for a single

I
individual to be one. The determining factor is simply whether the entire op-

eration, no matter how large or small, is'owned by one person who has no part-

ners and is not incorporated.,_

9
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With only one exception, there are no particular-formalities required

in order to create a day care center as a sole proprietorship. The one ex-

ception relates to the requirement that a "True Name Certificatg" be filed

if the person operating the center is operating it under any name other than
.

the Person's own name. For instance, -if-Jane-Joneals operating a center she

calls the Happy Times Child Center, a True Name Certificate would have to be

filed or Ms. Jones would be in violation of state law (or local law in some
ti

states). (For details concerning True Name Certificates, see Chapter II.)

Partnerships

The partnership is the type of organizational form most oriented toward

the needs of people who do not want the total responsibility involved in

running a center as a sole proprietorship but who also do not want the com-

plexities involved in running a center as a corporation. The-law recognizes

. two different types of partnerships: general partnerships and limited

partnerships.

General partnerships. -A general partnership exists when two or more

individuals (or organizations) associate together for the purpose of engaging

0
___in_anyLbusiness activity, Including running a day care center, and their

association is premised on equal status for eachparr.Th-l-spyremi-se of

equality means that each partner:

. has an equal responsibility with regard to the center's
debts or other obligations;

. 1-'has made equal contributions to the organization.

The contributions need only be equal in value; they do not need to be con-

tributions of the same nature. Thus, one partner might contribute a certain

10
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number of hours per week of time but make-no financial investment while another

partner might supply the cash neededto start operations and a third partner

mighf supply the furnituie and equipment for the center.

It is important to realize that the equality.among partners upon which a

general partnership is based is a right and not an obligation. With regard to

-decisions, every partner has the right to participate in making the decisions

about the center's policies, personnel, operatiofi etLi-i-but-ismot required

to do so and may freely waive the right thereby allowing the remaining part-

ner(s) to make the decision alone. Similarly, each partner has the right to

expect equality of contribution from the other partners, but that right does

not need to be enforced if the partners are content with an "unequal" situation.

However, the opposite is true with regard to responsibility. There is an

obligation of responsibility on the'part of all partners. All partners are

equally responsible for the debts and other obligations of the organization and

this resppnsibiiity can be enforced by any third party; the partners cannot

agree that one partner will bear no financial responsibility for the center.

This legally-imposed equal responsibility is the core feature of a general

partnership and should be kept very clearly in mind before deciding to operate

a day care program through this mechanism.

Limited partnerships. Obviously, the.,-e are some people who would be in-

terested in being part of running a day care center if there

were a way of avoiding the obligation of responsibility discussed above. There

is a way of doing that to a certain extent. The mettod of accomplishing this`

goal is to create what is called in law a "limited partnership" rather than a

general partnership.

11
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In a limited partnership there must be at least one g.leral partner (there

maybe-any number more than one) and at least one limited partner (again there

can be any number more than one).

The limited partner is "limited",with regard to the all important matter

of'financial responsibility. A limited partner is responsible for the debts

and other obligations of the center only to the extent of the contribution of

assets which the partner originally made. In other-words, if Jane Jones is a

limited partner in the Happy Times Child Center and her original contribution

to the center was one thousand dollars,in cash and five hundred dollars worth

of furniture, the maximum amount for which she could ever be held liable in

terms of the centers debts would be fifteen hundred dollars. For the general,

partners in the Happy Times Center, there is no limit to their re.lyonsibility;

their personal financial liability for the debts.of the center, extends to what-

ever the debts should total (divided equally by the number of general partners,

of course) even if this results in liability for an amount which is hund--ads of

times the value of their initial contribution.

In order to qualify for such limited liability, however, the limited part:-

ner must give up most of the rights which the general "partners have. In par-

ticular, the limited partner has no voice in the daily decisions concerning

the center and cannot participate actively even in major decisions unless they

concern matters which have an important effect on the center's finances.

Limited partners are really investors who are treating the day care center

as an investment. In return or-contribgting a certain amount of funds to g t

the Center started, or to maintain it, they are entitled to a certainpercen n==

age of the center's profit--if and when it has any.

12
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Limited partners do not share in the burdens of running a center and do

not share the full potential financial liabilities of running a center (other

than to the amount of their contribution). Therefore, the only reason why those

who plan to be general partners should agree to form a limited partnership with

one or more limited members, rather than a regular general partnership; is if

they cannot make their day care center a reality without the limited partner's
4 4.-s, L..2.... ft a. arc.n ":., .,01,,re,-:<,,j:

contribution in cash or in kind.

Capacity to be a partner. Thus far our discussion of partnership has ob-

viously assumed that the partners, whether general or limited, are human beings.

This need not be the case, however. It is perfectly legal for a corporation to

be one of the partners in a partnership; it is also legal for a sole,proprietor-
(

ship to be, one of the partners in a partnership. And a partnership could be

composed of a comblnation of a corporation, a sole proprietorship and a human

being (who is called a."natural person" in the law). Thus, for instance, the

Happy Valley Area Child Welfare League, Inc. (a corporation) and the Happy

Times Child Center(a sole proprietorship run by Jane Jones), and David Drew,

a "natural person"with- some money to invest, might together form a partnership

to run a center in addition to the one Ms. Jones is already running or perhaps

even a whole network of. centers.

Contrary to a common impression:it is also permissible for minors to be

partners., In a number of states; however, minors are not permitted to form

corporations so this difference in legal capacity should be kept in mind if

One of the organizers of the center is below the age of majority.

Q
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Corporations

While it nay seem odd at first to think of a corporation as an appropriate

structure through which to run a day care center, in fact, in many situations

a corporation is^the most appropriate structure for operation of a day care

center. The explanation for this somewhat startling conclusion lies in the

many special advantages the law confer; op peop16 who conduct any sort of buss-

ness throu gh the corporate form. Thoqe advantages will be detailed in the next

section but, first, it is important to have some basic knowledge about corpo-

rations before being able to consider in an intelligent manner whether to incor-

porate your day care center.' The most elemental piece of information is that

corporeftons-comeintwoseparatepairs.of categories:

Profit or Not-for-profit;

Taxable or Tax-exempt.

The second category is really a sub-category of the first: not-for-profit

corporations may be either taxable ar tax-exempt.

Profit or not-for-profit. An enormous amount of confusion has resulted

from the tendency of people t9 use the phrase "nonprofit" in place of the

proper legal phrase "not-for-profit". Use of the phrase "nonprofit" has led
ti

people to reach what seems to them an obvious conclusion--the organization is

not permitted to make a profit. This is not true. It is both permissible and

indeed common for corporations organized as not-for-profit corporations to suc-
.

ce,.:d at making a profit and, on the other hand, for corporations organized as

profit-making corporation's to fail to make profit.

The essential differences between a profit corporation (for instance,

General Electric) and a not- for - profit corporation (for instance, the Day Care

6
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and Child Development Council of America, Inc.) do not concern whether the

corporation's income exceeds its expenses (i.e., whether a literal "profit" is

made). The essential differences concerA the tpLieriiLardresorilurosesov- e

ities under which the corporation is organized and operated. Thus the core

issue is whether the center was organized for the purpose of being a profit-

making endeavor and not whether, in fact, the center's income exceeded its ex-

penses..'

It is true that a day care center could not be organized as a not-for-

profit corporation if the organizer's purpose in establishing the center in the

first place was to run it as a profit-making business. But, if, once the cen-,

ter is organized on a not-for-profit basis, it makes a surplus (has income in

excess of expenses) some years, it doesn't need to "give back" the surplus

which could be called its "profit". "It can use that money to increase salaries,

or purchase equiprent, or hire additional staff, or have renovations done, or

put it in a fund to be spent on similar purposes in future years.

The only legal restriction is that the money must be used in some way which

furthers the purposes for which the center was created. (These purposes are

outlined in the initial document you file in order to get incorporated.) It is

this restriction which precludes the profit,from being paid out to the orga-
c

nizers, or other financial supporters, as dividends. So, a not-foi-profit day_

care center can legally make a profit but it cannot pay that profit over to its

organizers or others in the way-a center incorporated as a profit corporation

could. It can, however, reward paid staff for their efforts thrbugh using any

profits to increase salaries.

15
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Taxable v. tax - exempt'. All corporations formed for profit-making purposes

are automatically subject to taxation. Many people believe'that, conversely,

0

all organizations formed as not-for-profi corporations are automatically tax-

.

exempt. This is hot true. The organizers_of a not-for-profit corporation must

file an application for tax exemption.. They do not receive tax- exempt status

automatically merely Vey virtue of being a not-for-profit ,corporation. Many

I current operators of day care centers around the country appear to be unaware

of this fact and have been running centers on the assumption that they were

tax-exempt ''because we're nonprofit". This incorrect assumption could poten-

tially lead to a great deal of difficulty with the Internal Revenue Service and

with state tax authorities.. A not - for - profit corporation which has not filed

for tax - exemption or, having filed, has been denied an exemption is subject to

taxation.

Another very common assumption among'operators of day care centers is that

if an organization' has received tax-exempt status from IRS,, it is automatically

also exempt from state taxes. This is not true in most states. Again, an az.

plication for exemption from state taxes must be filed with.the appropriate

state authorities. While in many states the application will be granted auto-

matically if federal tax exemption has already been obtained, the day care

center will not be exempt from state taxes until that application is granted.

CHOOSING AN ORGANIZATIONAL STRUCTURE: COMPARATIVE CHARACTERISTICS

There are many differences, all of which are established by law, regarding

the linwersfiduties, liabilities and other aspects of the forms of organization

we have been considering (sole proprietorship, partnership and corporation).'

16



Of these differences, there are perhaps half a dozen major ones and it is these

which should `be the determining factors in deciding what legal form to choose

for a day care center: These major differences in organizational characteris

ti.csinvolve:

The extent of, personal financial liability imposed on

the operators-of the center;

The nattlre of the decisionmaking processes which the

center may use;

The ease with which the original operators of the center

may transfer, itto others or change its basic form;

The types of tax obkiations which are incurred;

The requirements regarding what happens when the center

"goes out of business";

The extent of the paperwork involved in creating and in

operating the center.

The following discussion will summarize the rules regarding each of these

points for each of the forms of organization.

Characteristics of Sole Proprietorships

In a day care center organized as a sole proprietorship, the owner (who

is t'sually also the operator) has full personal liability for the financial

consequences of all aspects of the center's operation. This includes liability

for debts, for breaches of contract, for torts, for taxes and tax penalties,

for regulatory fees, etc. The liability is said to be "full" because it is

not limited in amount; all the center's obligations must be met from the owner's

17
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personal funds (including the value of assets such as cars) no matter how large

the obligation (including obligations in amounts which exceed the owner's total

personal funds).

As a corollary to full liability, the sole proprietor has full decision -

making authority. There Are no restrictions of any type about the decision-

making process and the Bole owner may do with the center whatever the owner

wishes whenever the owner wishes and in whatever manner the owner wishes (con-

sistent, of course, with any governmental licensing or other regulations gener-

ally applicable to day care centers).

A day care center run as a sole proprietorship has free and immediate

transferability. 'The owner can sell the center at any time to anyone the owner

wishes or give it away to, another individual or to any organization or simply

close it and go out of business.°

The income from a sole proprietorship center is treated as the owner's'

personal income and therefore there are no non-individual tax obligations or

forms to be filled out. The owner simply reports the income earned from tae

center on Form 1040 after filling out, Schedule C (Profit or ',nes from Business

or Profession). It is on Schedule C that the owner will report the center's

gross income and itemized,expenses and whether these resulted in a net profit

or lcss for the yaar,:

'If the owner-operatdr of the center decides, for whatever reason, not to

run the center any'longer, .there are no restrictions on going out of business.

The owner may simply stop receiving the children; pay any outstanding debts of

the center, and there is nothing else'involved. The legal life of a sole pro-
,

prietorship organization ends whenever the sole proprietor says it does.

18
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There is Almost no'paperwork involved in the creation or operation df-a-

sole proprietorship. Only onedgcument is required to-legally open a center

as a sole proprietor and that one is needed only if the center is given a mule

other than the owner's name. This dOcument is the True Name Certificate and,

using the example given earlier, must'be filed if the:owner of the center is,

for instance, Jane Jones but she calls the center (even though "the center" is

in her house) the Happy Times Child Center. There may, of course, be other

documentsreguired of all centers, no matter what their form, by licensing and

other regulatory authorities.

Characteristics of Partnerships

In day care centers which are operated as partnerships, all general part-

ners have full personal liability for financial obligations of the center to

the same extent that they would have if they each were operating the center as

sole proprietors. What distinguishes the general partnership from the sole

proprietorship with regard to liability, however, is that each partner has the

ti
right to demand that every other partner share equally in any financial obli-

gations. In a partnership where there are limited partners, the limited part-
,

ners are personally liabile only to the extent of their capital contribution.

The capital contribution is the total value of whatever the limited partner

contritited to the formation of the center whether the contribution was in the

form of cash, furniture, equipment or Other assets.

In a general partnership, each pariner.is car.-equal in decision-making and,

as a result, each partner has full authority to make binding decisions in-
,

dependently of the other partners. This means that any decision which any

partner makes, for instance, to purchase a typewriter or to adrit a child to
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the center or to ofdif-Tai-d-from7a-groceryi is binding on the organization- -

and on the other 'partners personally--even if the other partners never knew

the decision was made. Thid aspect of the law of partnership is one which

many people contemplating the operation of a day care program as a partnership

seem unaware of.

A partner'Ship has onlyAvery limited transferability. A partner may only

sell or'give away her or his interest in the partnership if all the other part-

ners consent to such a transfer. By lawa partnership is automatically

cz.

solved whenever one of the partner's dies. A center operated by a partnership

, can legally operate after the death of one of the partners only if the sur-

viving partners form a -rkew partnership, or some other form of organization, to

continue the activities. No change in basic organizational form, for instance

from partnership to not-for-profit corporation, can be made without the consent

of all the partners.

As with a,scle proprietorship, people running a day care program through a

partnership will have no non-individual tax obligations. Unlike a sole propri-

etorship, however, the partnership does have to file an infbrmational return,

called Form 1065, even though the income the partners receive from their day

care program is taxed to them as individuals. There is no separate tax on

partnerships.

By law, a partnership automatically goes out of business whenever a partner

withdraws from the "business" or dies or becomes permanently incapacitated or

becomes insane. (Hopefully, not too many day care providers are driven to

,insanity; nevertheless, there are those who have concluded it would be insane

O
to go into the day care business in the first place if all the relevant facts

were known in avance!) As indicated above, the surviving partners must form
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a new organization if they wishto-continuetheit_day care activities_ once one_

of the abovelevents afflicts a partner.

Depending on whether the partnership is.aqeneral one or a limited one,

theca will be only One or two documents required to operate a day care program

in a partnership form. If a general partnership is the chosen form, only a

True Name Certificate will have to be filed. If there are limited pLtners

involved also, a Limited Partnership Certificate must be filed in addition tcr:

,the True Name Certificate. lthaugh no other documents are legally required

1n order to operate a day care partnership, it is desirable in many, situations

to preparb a Partnership Agreement. All of these documents are discussed' in

the next chapter.

Characteristics,7of Corporations

While partnerships and sole proprietorships have some important charac-
,

teristics in common, corporations are quite different with regard to the major

issues of concern to day care providers.

If a day care program is run by a corporation, no matter whether for pro-

fit or not-for-profit, the corporation will have a legal existence separate

from that of any of the people who create or operate it. It is this separate

entity, the corporation, will.ch incurs any financial liability which arises in

the course of providing day care services,.no matter whether the liability is

in the form of ordinary debts or contract breaches or tort claims or tax penal- '

ties, etc: Consequently, there is, with only a few minor exceptions, no per-

sonal liability for anyone involved in the operation'of a day care center

through a corpOration. This absence of any personal financial liability is
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the principal reason why people choose to form corporations rather than conduct'

their activities as sole proprietorships or partnerships. With regard to day

,care programs, which typically are run on a fairly small scale, this lack of

liability feature will frequently be-the most important element in the decision

about which organizatiorfal form to choose.

The corporation,will have a Board of Directors which is legally chatted

with the responsibility for making all major decisions regardirig the activities

of the center. As indicated above, however, the members of the Board will not

have any individual liability for,those decisions or for any other actions, with

only the following exceptions: Board meMberscan be held personally liable for

the failure of the corporation to pay withholding taxes on employees' salaried,

:for failure to pay state unemployment taxes in some states, for fraud, and for

gross negligence in their duties, as Board members (where the negligence resulted

in some financial loss to the orgadization).

In a day care program operated by a corporation, there must be a hierar-
%

chial decision-making structure. All major financial and policy decisions,

including such matters as the program's., rules on admission of children, must be

made by the Board of Directors or someone acting on general instructions from

the Board. Normally, the Board will delegate considerable decision-making au-

thority to an Executive Director, but the Board remains responsible for that-
,

person's actions. The Executive Director, in turn, will be empowered by,the

Board to further delegate some matters to staff members, forinstance,to the

Head Teacher regarding program questions and-to a part-time bookkeeper regarding

fiscal questions. Although ap Executive Director may run a day care program

in fact, particularly on a day -to -day basis,c .,ne or he has only those powers
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granted by the Board; any major action which an Executive Director takes which

is not based on advance instructions from the Board is binding (i.e., legally

enforceable) on the organization only if the Board subsequently ratifies the

Director's action,. (There are some- exceptions to this general rule which are

mentioned iii the chapter on Board /,Director /Staff Legal Relations.)

In a corporatiOn, the issue of transferability is complicated to a'greater

.extent than in the other organizational forms. If the corporation is organized

for profit, there will be shareholders and those shareholders can transfer their

interest in the organization (their shares) by sale or gift at any time they

choose. Unlike the situation with partnerships, such transfer does not have

any effect on the lual continuity of the organization. A corporation exists

as a legal entity forever unless it is formally dissolved by the Board of Direc-

tors or by a court.

If the corporation is organized on a not-for-profit basis, no one has any

ownership interest in it to transfer. If the not-for-profit corporation has

acquired tax-exemption, very strict rules govern the manner in whi :h any of its

assets can be transfered to another organization or to any individuals. Ba-

sically, individuals may not receive anything of substantial value from a tax-

exemp.: organization except as payment for services rendered. And the organi-

may not pay over funds to any other organization except as'payment for goods

and services rendered or as a donation to some other tax-exempt organization.

Transfers of decision-making responsibility are accomplished simply by electing

new members co the Board of Directors.

Regardless of whether the individuals running an incorporated day care

program are doing so on a taxable or a tax-exempt basis, they will have to file
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numerous tax forms in addition to their own individual forms (on the individual
,

forms they would report the salary and other-income, such as dividends, which

they drew from the program during the year). There are several varieties of

both annual and quarterly returns which must be filed and the forms on which

this is done differ depending on whether the organization is tax-exempt or not.

The forms which an exempt day care_center must file are discussed briefly in

Chapter IV op Operation of the Center. The important point to remember is that

you will be under thd legal obligation to file these returns in an accura6 and

timely manner if you decide to incorporate your program rather than run it as

a sole proprietorship or partnership.

When an organization is incorporated, its manner of going out of business

is regulated by state law in a fairly strict way. Since there are many differ-

ences from state to state, it isn't possible to summarize them here. If the

organization is4also tax-exempt, the manner in which it goes out of business is,

also regulated by federal law and it is the federal regulation which is most

important. The core of the federal rule is that when a tax-exempt organization

goes out of business it must give away to some other tax- exempt organization(s)

any assets it has left over after paying its debts. ko assets (nor the proceeds

from the sale of any) can be kept by the staff, directors, or members of the

organization.

Usually, this rule poses no problem because most tax-exempt organizations

go out of business because their assets are inadequate to meet their debts.

However, that is not always the case, and people considerin: incorp rating a

tax-exempt day care program should clearly understand that any asset the orga-

nization may have whenever they decide to terminate it are not "theirs"; they

1
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belong to the corporation and federal law requires the corporation to give them

away.

In order to organize and then operate a day care,prograta on an incorporated

basis, a wide variety of documents are required. Some of these only hake to be

prepared and filed once while others must be prepared on an annual, quarterly

or, occasionally, even More frequent basis. Among these documents are the

Articles of IncorporatiOn, the By-Laws, Minutes of Board of Direct.,-,rs' Meetings,

Statements of Financial Condition and Minutes of the Annual Meeting of Members,

all 'of which are discussed in Chapters II and III. When all these documents

ST'

are added to those which are required by state licensing.authorities and to

those already mentioned relating to taxes, it should be apparent that operating

an incorporated prOgraM can involve a very considerable amount of paperwork.

This is the price the state exacts in return for giving you the freedom from

-personal liability which incorporation brings.
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Chapter II

FORMING TRE ORGANIZATION

As the previous chapter has explained, it is important to give Careful

\ consideration to the type of organization which best suits the needs and plans

of the individuals and groups who will be operating and utilizing the day-care

center. The decision about type-of organization is the initial decision around

which all other,legal-related decisions must center. It is the decision which

det4mines the legal structure, as opposed to the organizational structure

(staffing pattern) and physical structure (building), within which all the

center's activities must take place.

This basic decision regarding type of organization elould be made after

thinkinithrough the three major issues discussed in Chapter I: ease of

operation;, nature and extent of liability, and type of tax status.

I

Once decision concerningthe most appropriate type of orga...-nitational

structure Ms bean made, the next task is to take those steps which are requfr-
,

ed by law fo4the proper formation of the organization. These steps are pre-
,

scribed by state law, and, to a much lesser extent, local law. It is very

important to follow these steps carefully and exactly because failure to do go

can result in numerous later legal pr-oblems which may be the undoing of the

program as well as the source of very serious difficulties for the individuals

who formed and opeFate the center.

Luckily, however, the steps required to properly form two of the

a
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organizational types, sole proprietorships and partnerships, are e*ception-

ally'simple and can be done by anyone. The steps required to form a corporation

are considerably more complicated, but never*heless can often be done without

an Attorney. Where the deqision has been to create a tax-exempt corporation,

however, consultation with an attorney is advisable-because of the additional
A

complexities created by the procesg for seeking tax exemption. Even here,

ho4ever, there is no requirement that the tax exemption appliCation be filed

by an attorney, and it is certainly possible to be successful in acquiring the

exemption without, the assistance of an attorney.

SOLE PROPRIETORSHIPS

The sole proprietorship is the simplest of all types of organization. In

most states, a sole proprietorship is created simply by filing what is called

-a "True Name Certificate" with a governmental official who is usually a town

or city clerk. (In some states this document is called a "Fictitious Name

Registration".) The purpose of the True Name Certificate is to reveal to

,creditors, to official authorities, to banks, etc.) who the owner of the buss-
,

a

.ness is.

TheTrue Name Certificate requirement exists because many sole pro-

.
prietorships, includihg most day care centers which are operated as sole pro-

prietorships,, are operated undar a name other than the individual who actually.

owns the organization.

For example, Jane Jones may be operating a small center which she calls

the Happy Times Child Center. In this case, Ms. Jones is said to be "doing

business as" the Happy Times Child Center. "Dbing business as" is usually

abbreviated to "d.b.a." by banks, insurance companies and businesses. Thus,

28



- the official transactions involving contracts and other types of legal arrange -

ments willlid-between the bank or insurance company or whatdver on the one hand

and "Jane Jones d.b.a. Happy Times Child Card Center" on the other hand.

In many instances, however, Ms. Jones, or her staff, will enter into

transactions (such_as purchasing supplies or ordering food or hiring a plumber)

solely as the Happy Times Child Care Center withdut any further indication of

'who owns the center. The True Name Certificate requirement exists to provide

such people and organizations a way of finding out who actually owns tie center

in the event any dispute arises (such ab non-payment of a bill or injury on the

premises).

TheCertif.....ate itself is very simple. Generally, it merely asks the name,

' of the owner, the address of the business, the type of business and the addreis

of the owner, if different from the, address of the business.

In many states the Certificate will have to be-notarized before it can be

filed. This simply means that the owner must, appear before a notary public,

swear that the information in the Certificate is true and sign the Certificate

in the presence of the notary.

When the Certificate is fildd with the city or town clerk (or other

official in some states) it must be accompanied by a small filing fee. The

fee is not more than a few dollars anywhere and in some states is only one

dollar. Usually the notary public will also charge a fee for notarizing the

-

Certificate and this fee is usually less than five dollars:

If the center is given the name of the owner", for instance, "Jane Jones

Child Care Center", a True Name Certificate should still be fil.ed just to be
C

careful although it probably would not be required in many states. The filing
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of a True Name Certificate is technically not-required if the individual owner'

does not give amname to the center.

The filing of the True Name Certificate is the only 1.7.gal requirement for

the creation of a sole proprietorship. There are other steps, however, which
.

must be taken shortly after creation of the sole proprietorship, if it is ro,

be a properly and lawfully functioning-organization. ,Since these steps are.
-

common to all the types of organization which day care centers might use, they

are described in chapters on the Operation of the Business. In addition to the

steps described in that chapter, the proprietor must, of course, fulfill all

requirementg.of the licensing agency before biginning to operate.

PARTNERSHIPS

iIn the preceding chapter, the difference between partnerships with only

°general partners and partnerAhips which include limited partners were describ-

I

.

ed. and the implications'of general partnership status versus limited partner-

ship-s,tatus were outlined. The process with regard to formation of a partner-

Idepending on whether the organization is to be composed solely of

general partners or is to include one or more limited partners.

General Partnerships

In order to form a general partnership, all that is required in most states

is that a True Name Certificate (or "Fictitious Name Registration") be filed

with the clerk of the city or town in which the day care center is going to be

located. As with the sole proprietorship True Name Certificate discussed above,

the pa.rtnership True Name Certificate usually must be notarized before it is

filed in the clerk's office. It asks for the same information--owner's

name and address, location of the center if not at the owner's address, etc.--
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as was described above. The filing fee which must accompany the Certificate

IS usually the same as Che fee for sole proprietorships'i.e. only a few dollars

and in some states only one dollar.

Thee, if Jane, Jones and David Drew wish to run the Happy Times Child Center

as co-owners with equal responsibility for the organization, they merely file

this form and take the other steps described in the chapter on Operation of the

Business and they will have fulfilled all the legal requirements for the

operation of the center as a general partnership.

However, the co-owners would well-advised to take an additional step,

which is not legally required of them, and prepare what is called a Partner-.

ship Agreement. A Partnership Agreement is a document which describes all the

facts concerning the way the'co-owners intend to establish, operate and, if

necessary, terminate the organization. 'The preparation of such an Agreement is

highly advisable because it forces the-co-owners to think through their answers

to a number of important questions at the very outset of their endeavor.

The typical' Partnership Agreement will state what the partners have ,decided

with respect to such issues as:

. How the profits (or losses) will be distributed;

, .

. How much capital and_in what form (cash, furniture,
etc.) each partner is contributing;

. Who will be responsible for daily management of
the center;

. How major decisions will 1-e made (unanimous vote,
majoritf vote, etc.);

. Whether the books will be kept on a cash or accrual
basis and on a calendar or fiscal year;

. The manner in which an interest in the partnership
may be sold or transferred.
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It is advisable to decide these and similar issues at the very beginning

AP

for three reasons. First, because it's always better to think through such

concerns when there is time for full discussion, reflection and reconsideration

rather than making them hurriedly under the pressure of some unforeseen event.

,Secondly, because partners, even those who know each o well in non-business

situations, have s way of seeing such issues from different perspectives and

it's unwise to assume your partner will conclude the same way you would on,some

undiscUssed issue. And, thirdly, because partners, even those who are the best

of friends, have a way of forgetting what was agreed to long ago, or worse, no

longer are agreeable to it once the iiitUation has-soured for some reason.

It should be remembered, of course, that while nothing more than the filing

of the True Name Certificate is required in order to'forz the partnership, the

partners dp not automatically thereafter bedome entitled to run a day care

center. They must still comply with all the other'legal requirements regard-
0

ing licenses, permits, etc., just as any other form of organization running a

center would be required to do.

Limited Partnerships

The formation of a limited partnership is a bit more complicated than the '

formation of a general partnership. There are two required steps in order

to form a lawful limited partnership:

File a True Name Certificate;

File a Limited Partnership Certificate.

The True Name Certificate for the limited partnership is the same as for the

geneal:Partnershlp and is filed in the same manner. The Limited Partnership

- Certificate is, however, a more complex document and is filed in a different

manner.
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The filing of a limited partnership certificate is required by almost

every state before any type of business,, including day care centers, can'be

Operated on a limited partnership basis.--In most'States the certificate must

be filed:with the Secretary of State in an office specifically designated to

receive it. A filing fee must accompany the certificate and such fees are

much higher than those for True Name Certificates; they are typically in the

range of $25-$50.

The content of the Limited Partnership Certificate is very similar from

state to state although there are some minor variations. ; In general, the

certificate requires the potential partners to provide, usually under oath

(i.e. notarized),,the following information:

. A description of the nature of the business;

. The amount of cash and the value of all other property
contributed by each partner;

. The share of the profits or other compensation which
each partner will receive;

. The right,-if agreed upon, of partners to receive
property other than cash as compensation;

. The period of time during which tAe partnership will

exist;

. The circumstances under which additional partners can
join the partriership;

The order of priority, if any, in which,partners wilf

be compensated),

Andof course, the form also inquires. about such matters as the full name and

residence of each partner, the location of,the business (the day,care center),

the name of the partnership, etc.

As should be apparent,-many of the issUes'which must be resOlved in order

to file the Limited Partnership Certificate are also issues which are usually
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addressed in a Partnership Agreement as outlined above. Therefore any group

of people who are considering operating a day care center through the limited.

partnership form of organization would be well advised to prepare a Partner-

ship, Agreement for themselves first and, then simply fill out thwLimited Part-

nership Certificate on the basis of the information contained in their agree-

meat. -

As.with general partnerships, howevef, there is no requirement that a

Partnership Agreement be prepared in order for the partnership to legally

exist. On the other hand, each of the points offered above as reasons why

'general partners should have a Partnership Agreement applies with even more

force. to a limited partnership because of the extra complexity caused,by hav-

ing partners with differing degrees-of'commitment and responsibility.

CORPORATIONS

The formation of a corporation for the purpose of running a day care pro-

gram can be a very simple or a very complex matter; whether it is simple or

complex depends on the state in which it is done. The procedures through

which corporations are forme& are determined entirely by state law and the

states vary considerablyregarding'how complex their required procedures are.

Luckily, in most states, the formation of a day care corporation is rela-

tively simple. There are some states, however--New York is the most extteme--

where the formation of a day care corporation can involve a very elaborate

and time - consuming process which is very frustrating to go through. And

there are several states--with New York again being the most extreme in

terms of complexity--where there are several different sub-varieties of cor-

porations through which day care programs can be run with each sub-variety
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having its own set of formation rules different from each of the others.

In every state there are certain procedural rules'which differ depending

on whether the day care program you are incorporating is going to be run on a

not-for-profit or' a.profit basis. In most states, this profit/not-for-profit

distinction is the basis for four diffe'kences: (1) Profit organizations and

not-for-profit organizations are created by filling out different official

forms and by filing those forms with different state offices, (2) the profit

forms will require you to answer questions about stock and stockholders while

the not-for-profit forms will inquire about "members" of the organization and

their rights, (3) if you are incorporating on a not-for-profit basis, you must

carefully limit the statement of organizational purposes ana powers in ways

that satisfy the concerns of the Internal Revenue Service (since anyone in-
.

corporating on a not-for-profit basis presumably intends to seek tax exemption),

and (4) usually the filing fee for creating a profit corporatiodis much great-

er than for a not-for-profit corporation, frequently as much as five times

greater.

Unfortunately, it is beyond the scope of this Handbook to indicate the

differences in the corporation formation process from state to state in any

detailed way. What this section will do is to summarize the matters uhich are

common to almost every state's requirements. In ,a large number of states,

these will to the only requirements; in a few there will be many others as well,

but'those listed here should be the core of the process.

Basically, there are four major steps involved in the incorporation of

a day care program:

. Preparation of Articles of Incorporation;
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. Preparation of By-Laws;

. Conduct of initial Incorporator's Meeting;

. Filing of Articles and other documents.

In some states, such as New York, by-laws may not be required for incorporation.

However, they are always required by IRS as a pre -condition, to tax exemption

even if the state doesn't require them for incotporation

If you are creating a not-for-prOfit organization, once these step are

completed and you have received official confirmation of corporate status, you

should file an application for tax-exemption. But since the process of getting

a tax-exemption is completely' separate from (and subsequent to) the process A
f

getting incorporated, it will not be discussed here.

Articles ofIncorporation

Every state requires the preparation of Articles of Incorporation (some-

times called by some other name such as Certificate of Incorporation or

Articles of Organization) as a principal step in the incorporation process and

in most states it is the first step. Each state issues, usually free, an

official form for an organization's Articles of Incorporation and this form is

usually obtained froM the same state office where it ik filed after being

filled cut (usi:ally the Secretary of State's Office or Department of Cor-

porations). The Articles form will contain a number of questions whichmust

beAnswered by the "incorporator(s)", which is the name-given to the person(s)

who sign the form and thus are the organization's legal creators. (See page

39 regarding incorporators.)

The questions on the Articles form primarily concern three matters: the

purposes for which the organization is being formed, the powers which the
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organization will have, and the members of the organization. It is best to

state the purpose of the organization, simply and briefly. As pointed out

earlier, if the day care program is intended to be tax-exempt and thus not -

for- profit incorporation articles are being filed, it is very important to

couch the purposes answers in language which is acceptable to the Internal

Revenue Service--"educational", "charitable", etc. To be safe, it is

%usually a good idea to include a sentence restricting the organization's pur-

N.

poses "to those permitted under section 501(c) (3) of the Internal Revenue

iCode of 1954 or its successor sections in subsequent revenue cod4s".

With regard to the powers of the organization questions, a-day care pro-

gram being incorporated on a profit baois will want to claim all powers

normally granted to corporations under state law. This can be accomplished

either by a simple sentence making such a claim or, to be more cautious, ac-

tually listing all the powers (purchase property, make and receive loans, form

pension plans, etc.). The list can probably be obtained from the same office

where the Articles form is obtained. For a program being incorporated on a

not-for-profit basis and intended.to be tax-exempt, certain powers normally

granted to corporations may not be claimed because they would render the

organization ineligible for tax-exemption. This problem can be dealt with in ,

two ways: (1) by simply claiming "all those powers permitted to be exercised

by not-for-profit corporations in the state of (your state) which are also

permitted to be exercised by organizations exempt from taxation under section

501(c) (3) of the Internal Revenue Code of 1954 or its successor sections in

subsequent revenue codes". (2) The alternative is to list specifically all

the powers normally available and then follow the list with a statement
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restricting the organization to the use of those powers permitted under section

501(c) (3).

With regard to members of the organization (in a not-for-profit center)

of shareholds (in a profit center); the questions usually relate to rights

and duties which these individuals have. Some states have abolished outright

the requirement that not-for-profit corporations have members and most states

' permit the people who serve on the Board o Directors, to be the members (they
a

simply "switch hats" at meetings depending on the kind of actiou they are

taking). To avoid unnecessary' complexities and additional paperwork, it may

be desirable to avoid having members in states where that is permissible. The

additional paperwork is created by the fact that the members and the Directors

are required to hold separate meetings, maintain separate records, file

separate reports with state agencies, etc. On the other hand, in some

situations, there may to reasons internal to your group why it is desirable

to have both members and a Board of Directors; this will most often be the

case where a large number of people are involved in the day care program.

Typically, in such a situation, the 'Board of Directors will be primarily con-

cerned with financial matters and regulatory agency issues while the member's,

who usually are all parents, are more concerned with curriculum and related

quality of care issues.

The Articles form will also inquire about a number of other less com-

plicated matters including the names of the initial Board of Directors, the

names of the initial officers, the date selected for the Annual Meeting, and

the date selected for the end of the fiscal year.
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By-Laws

In most states, formal By-LaWs are required to be prepared as part of the

incorporation proce'ss. In those few, states where they are not required, it is

still advisable to prepare them because the By-Laws constitute the basic rules

under which the organization will conduct its affairs and they set out the

manner in which orderly decision - making till take "lace and the manner inc

which smooth transfers of power can be effected. Essentially, an organi-
.

zatio* By-Laws are its rules for determining four things: (1) who has the

power (2) to make which kinds of decisions and (3) when these decisions can

be made and (4) how or in what manner they must be made.

Usually, the state simply requires that an organization have By-Laws; it

doesn't prescribe what can go in them. In a limited sense it does control the

content of the By-Laws, however, by prohibiting them from containing anything

contrary to the contents of the Articles of Incorporation. In addition, the

Internal Revenue Service will review the By-Laws of any organization which

applies for tax-exemption so any day care program intending to be exempt must

be careful not to put matters in the By-Laws (additional organizational pur-

poses and powers, for, instance) which might jeopardize eligibility for ex-

emption. With these two exceptions, the incorporators are generally free to

put whatever they like in the By-Laws.'

Incorporators' Meeting

Every state requires that the Articles of Incorporation be signed by an

incorporator and some states require several, usually three, incorporators.

In most states any person who is over the age of majority may act as an in-

corporator; in some states, however, restrictions are placed on whether
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persons with criminal records may act as incorporators of not-for-profit

organizations.

It is the duty of the incorporators to take all the official acts re-

quired to bring the corporation into legal existence. These acts include

preparation' of the Articles of Incorporation, reparation of the-By-Laws, and

a series of acts which are to be taken at what is called the initial. meeting

of incorporators (which is usually the only meeting they are legally required

to hold). At the initial meeting, the incorporators must, by formal vote,

take theofollowing actions: (1) adopt the name of the corporation, (2)

approve the Articles of Incorporation, (3) approve theBy-Laws, (4) elect

the initial officers and Board of Directors (who will serve only until the

first meeting of members); (5) authorize the issuance of stock, if the

Articles are :`or incorporation on a profit basis, and (6) vote to file the

Articles of Incorporation with the appropriate state office. Formal "minutes"

of these actions should'also be taken. These "minutes" can simply be a

piece of paper on which all the votes taken at the meeting are listed, to-

gether with the names of those who voted (the incorporators)., The minutes

should be dated and signed by each incorporator.

Once the state approves incorporation and a corporate charter (it may be

called something else) is issued, the status of incorporator goes out of ex-

istence. The persons who served as incorporators no longer have any duties,

responsibilities or powers regarding the organization. From the moment of

approval onward, all authority in the organization lies with its members,

if it has any, and with its Board of Directors.
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Filth/ the Articles

In most states the Articles of Incorporation are filed with the same state

office from which the blank articles form was obtained. "Filing", in most

cases, simply means taking the document to the office and handing it over to

a clerk, together with a check. In a few states, such as New York, the

Articles must be approved by a local court before they can be filed.

Usually, the incorporator will be required to file the By-Laws along

with the Articles of Incorporation and often will. also be required to file

the "Minutes" of the initial meeting of incorporators as well.

A check for the "filing fee" must accompany these documents. The fe(

varies from state to state but generally is in the range of $25-$50 for a

not-for-profit corporation and a minimum of $100 for a profit corporation.

Cash will generally not be accepted, but a money order will do if you do

not have a personar check. Once the documents are filed and the fee paid,

you simply wait for the written notice 'hit they have been approved and the

charter has Leen issued. The duration of this wait varies greatly from-

state to state and even within a state' it often varies by county and by

season of the year. It can take anywhere from ten days to four or five

months.
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OPERATING THE PROGRAM: THINGS WHICH YOU MUST DO

EMPLOYER IDENTIFICATION NUMBER

STATE UNEMPLOYMENT INSURANCE

SOCIAL SECURITY

WITHHOLDING EXEMPTION CERTIFICATES

PERIODIC TAX RETURNS'

ANNUAL TAX RETURNS
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Chapter III

OPERATING THE PROGRAM: THINGS WHICH YOU MUST DO

Since the operation of a day care program is, as a matter of law, the oper-

ation of a business, there are a numbet of legal requirements applicable to all

businesses which you must fulfill in order to operate your program in a lawful

manner. Remember that there are also legal requirements regarding such-matters

as licensiug and permits, but since these issues are beyond the scope of this

Handbook they aren't discussed here.

EMPLOYER IDENTIFICATION NUMBER

\Every organization, no matter how small, which employs people on a regular

salaried basis is requireelb-obtai federal Employer Identification Number.

This includes all forms of organization- -sole proprietors,
s-
liartnershi s and

. ,, .

corporations. In addition, a not-for-profit corporation is required to obtain

an Employer Identification Number even if it doesn't have any employees. With-

oUt one, it cannot file an applicatioh for.tax exemption or file the required

annual information returns. Thus, if you plan to operate your day care program

as,a not-for-profit corporation but don't plan to actually begin running the

`program until some time in the future considerably after receiving offic.L.A.

notice of incorporation, you must still acquire the number.

An Employer Identification :cumber is acquired by filing an application

with the Internal Revenue Service. The application is IRS Form SS-4 which can

be obtained from any local IPS office, the addresses of which are listed in the
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telephone book Under the heading "U.S. Government". The form is very short,

about the size of two postcards, and asks about a dozen questions, such as

address of the organization, types of activities it engages in, etc. The form

can be filed by mail and there is no filing fee.

STATE UNEMPLOYMENT INSURANCE

As soon as an organization with any employees begins operations, i.is

required by most states to register with the state.unemployment insurance

office, which is usually called 'something like the'Department of Employment

Security or Department of Unemployment Compensation. Registration is usually

0 - accomplished by filling out, and returning by mail, a ,questionnaire about your

4
activities, your empIoyeeS and your organization's tax status. Normally, there

%is no registration fee.

If you are running a day care program as a not-for-profit corporation, you

will save, in most states, an option to choose between two alternative methods

of participating in the unemployment compensation system. These two alterna-
,

tives can be called the "actual, costs" method and the "contributions" method-

Under_the actual costs method, you do not pay any unemployment tax or make any

otiter payment Lean a former employee goes on unemployment. Once a former em-

ployee begins collecting unemployment compensation, your organization is then

obligated to pay the state unemployment office the actual cost of the amount

of benefits which it has paid out to the employee. If no former employee ever

goes on unemployment, you never have to pay anything.

Under the contributions method, you regularly pay the state's unemployment

tax for employers at the reduce8 rate established for not-for-profit corpora-

tions. This rate is based on the total amount of wages you pay and in most
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places is no more than 3 percent of total wages. Under this'system, you make

regular-tax payments, usually quarterly, at the established percentage rate

regardless of whether any former employees have gone on unemployment compensa-

tiun or not.

In most situations, the contributions method will be cheaper in the long

run if you expect to be in existence for a while and anticipa that from time

to time former employees on unemployment. If you expect.to be in exis-

tence for only a short time or if, for some reason, you feel confident that no

former employee will leave your program and go on unemployment, the actual costs

method will be cheaper aince4ts costs are zero if no claims are ever made,

SOCIAL SECURITY

Any day care program, except for those operated through tax-exempt corpor-

ations, which has regularly salaried employees is required to participate in
4

the Social Security systemthrough payment of the Federal Insurance Contribu-

tions Act (FICA) tax. The FICA tax is paid partially by the employer and par-.

tially by;the employee with each "contributing" equal amounts. The amount of

the tax changes frequently (always upward) and currently is set at 5.85 percent

of the employee's first $16,500 of salary. The employee's "contributions" are
4

made through payroll deductions while the employer deposits .quirterly the amount

of those deductions plus an eq4valent amount froa,the employer's own funds.

Since Social Security is a federal tax, a day care program which has re-

ceived a federal tax-exemption is not required to participate in the Social

Security system if it doesn't wish to. Unfortunately, the legal requirements

regarding participation in Social Security by tax-exempt organizationsare

undergoing tremendous change and, as of the date of writing of this Hanctook,

45

-54

C



cannot be stated With any finality. In October, 1976 Congress enacted legis

lation which made many radical changes in this area of law and the Internal

Revenue Service has not yet announced exactly how it is going to implement,

them. Consequently, it would be advisable for any day care program operated

through a taxeximpt corporation to contact the local District Office of the

Internal Revenue Service to inquire about procedures regarding Social Security.

WITHHOLDING EXEMPTION CERTIFICATES

Every organization which has employees is required to obtain each employee's

)
signature on a withholding exemption certificate. These certificates, which are'

called IRS Forms W-4, are the basis for determining how much to. withhold from

each employee's paycheck for federal, state and city (if any) income taxes.

Each new employee should fill out the form, indicating marital status and number.

of dependents, before receiving the first paycheck. Whenever marital status or

number of dependents changes or whenever, for personal reasons, the employee

,..ants a larger amount to be withheld from each paycheck, a new form should be

filled out and signed. The forms are obtained from the Internal Revenue Service

and, once filled out, should be retained in the day care program's official

financial 'records.

PERIODIC TAX RETURNS

E mploiters are required to file quarterly federal tax returns on April 30,

July 31, October 31 and January 31 of each year. The return, which is called

IRS Form 941, is filed by mailing to the Regional IRS Service Center whose

address will be listed on the instructions which accompany the return. If the

return is not filed on time, IRS will assess a penalty against you of 5 percent
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of the total withheld income taxes per month. Since IRS assesses this penalty
:

for late filing of the form and not for late payment of th I

taxes, you should

always file the form on time even it your organization dolsn't have the cash to

pay the tax due. (Attach a rote saying the payment will 1e made later.)

I

I

ANNUAL TAX RETURNS

Every organization 1.4 required to file an annual federal tax return re-

gardless of whether it made a "profit" or not, is tax-exempt or not, even re-.

gardless of whether itmas actually operating during the year so long as it

was legally in existence during the year.

A day care prograM which is operated as a tax-exempt corporation will be

required to file IRS Form 990, the "Return of Organization Exempt From Taxa-

tion". This return must be filed no later than four months and 15 days after

the end of the ,Program's fiscal year. If the program has adopted June 30 as

the end of the fiscal year, as is traditional, the form must be filed by

November 15 each year.

For a day care program operated as'a partnership, the partners must file

IRS Form 1065 by April 15 of each year. If the partners have sources of earned

income other than the day care program, then they must report the day care

program income on Part III of Schedule E - Form 1040 by April 15 of each year.

For a day care program operated as a sole proprietorship, the person operating

the program must file Schedule'C - Form 1040 by April 15 each year.

All programs, nu matter what their organizational type, are required to

file Form 1099 each year if, in the course of the year, the program paid more

than $600 in fees or any other compensation to any individual who was not an

employee (for instance, an accountant or a plumber). The purpose of this form
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is to report to IRS that you paid fees to someone without withholding any

taxes. This form comes in triplicate; the day care program keeps Copy C,

Copy B goes to the person who received the money, and Copy A goes'to IRS.

ANNUAL STATE REPORTS

If the daY care-program is a not-for-profit corporation, it will, in most

states, be subject to several requirements concerning annual reports to state

agencies. Almost every state requires an annual Financial Report. Usually

this report is filed with the same state agency which processes Articles of

Itcorporation. Often there is a penalty, which may even involve revocation of

corporate status, for failure to file the report. In some states, the report

must be signed by an independent auditor if the program had income over a cer-

tain amount during the year.

Many states require the filing of an annual Informational Report, usually

in addition to the Financial Report. The Informational Report requires you to

indicate the names and addresses of current members of the Board of Directors,

names and addresses of current officers, sources of organizational income, etc.

In states which require both Informational and Financial Reports, they are

usually filed with different state agencies and frequently are due on different

dates. Ge'nerally, small filing fees in the range of $5-$10 must accompany the

reports.
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Chapter IV

OPERATING THE PROGRAM II: THINGS WHICH YOU SHOULD DO

There are a number of actions which virtually every provider of day care

services should consider taking at the very beginning of operations even though,

unlike the matters outlined in the previous chapter, there is, in most instances,

no legal requirement that these actions be taken. These actions are recommended

either because they help structure the organizational affairs of the program in

a sensible manner, or because they help protect against potential sources of

liability, or for both reasons.

SEPARATE BANK ACCOUNT

With the possible excepCon of-the very smallest sole proprietorship

efforts, every day care program operator should open a separate bank account in

the program's name as soon as funds are available to open it. In most cases,

this should be before the program starts redeiving fees for services. A "sep

arate" bank account means one which is not the personal account of the individual

operator or operators.

A separate bank account is legally required for incorporated programs.

It isnot required for programs operated as sole proprietorships or, in most

states, as partnerships--but it is highly advisable. The principal reason fcr

the desirability of a separate bank account is as a protection for the opera

.tor(s) in the event any questions of financial irregularities are ever raised

by anyone. A second, and in many cases equally important, reason is that some
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funding sources insist on a separate account as a condition of providing funds.

It is, of course, always wise to maintain a separate account when receiving

funds from a governmental agency, even if the agency doesn't actually require

it.

For an incorporated program, a separate account is opened by having the

Board of Directors vote to approve a Banking Resolution. A preprinted form

for this resolution can be obtained free from most banks. In many states, a

partnership must also open an account with a Banking Resolution signed by

each partner. A sole proprietor simply opens an account the way she or he

would as an individual but opens it in the program name rather than her/his

own name.

The Banking Resolution will indicate who is authorized to write checks

or otherwise withdraw money from the program's account. Many incorporated

`programs take the precaution of requiring that all checks carry two signatures:

one from an employee (usually the Director) and one from a Board member or

officer. The people who are named will be asked by the bank to sign several

Signature Cards on which they indicate their title (in the program), home

address, etc. The bank will honor checks and other items only if signed by

authorized people, and the bank will continue to honor them until it is given

notice in writing not to. Usually, this notice is accomplished by filing new

signature cards without the name of the person who is no longer authorized.

For an incorporated program, a new Banking Resolution must also be filed.

Until these steps are-taken,a person originally authorized is still legally

permitted to sign checks, even if the person has been fired from the program's

staff.
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PERSONNEL POLICY STATEMENT

In any program with more than three or four employees, it is desirable

to develop a written personnel policy statement. Such a statement is often

requested by funding sources, both governmental and private, and in larger

programs is almost always requested by auditors. There appears to be a trend

toward requests for it by licensing authorities as well. In addition to these

"external" (to the program) reasons, it is very useful in the smooth operation

of a large program if all the people working in it can be informed at the out-

set what the basic rights and expectations are with regard to matters like paid

holidays, vacation accrual, sick pay, salary advances, changes in working hours

and other similar things which always seem to arise more often than program

operatr5 ever expect.

The personnel policy doesn't need to be elaborate or attempt to cover

every conceivable detail. It is much more important that it be clear and

that the rules it sets out be fair. It is perfectly appropriate for a rela-

tively large amount of disci=etion to be granted to the Executive Director but,

on the other hand, not everything should be left to the decision of the Direc-

tor on a case -by- -case basis as this is guaranteed to result in difficulties.

The b st idea is to set out a few basic principles according to which the

Director will make decisions.

Particularly in larger programs, it is important that the personnel policy

statement indicate who on the program staff has access to which kinds of rec-

ords. This is important for reasons of confidentiality and to guard against

invasion of privacy.
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AUDITORS

An auditor is a Certified Public Accountant (C.P.A.) who reviews the

books and all other financial records of an organization at the end of the

year and prepares "financial sheets" summarizing the income and expenses of

the organization after which she or he "certifies" in what is called the

Accountant's Report that everything is in proper order. (Or declines to do

so if everything isn't!) The review process which the C.P.A. goes through is

called "the audit". The audit is conductedat the end of the fiscal year

which may or may not be the calendar year (you pick the date), but generally

is not. Most organizations end their fiscal year on June 30, although there

will doubtless be a trend'to switch to September 30 since the Federal govern-

ment switched from a June 30 to a September 30 fiscal year in 1976.

The auditor is a person, or more often a firm, whom you hire solely for

the purpose of conducting an annual audit. Your staff bookkeeper, or accoun-

tant if you have one, cannot perform the audit. This is because audits are

required to be "independent" and someone on the program's staff is obviously

not independent of the program.

In most states, all not-for-profit corporations are required to have a

certified independent audit conducted annually if their income is above a cer-

tain level. This income level varies, but $5000 is a typical level.' Since

most incorporated day care programs take in more than $5000 in total income

(income, not profit) in the course of a year, most are subject to the audit

requirement. Sole proprietorships and partnerships are not required by law

to have annual independent audits conducted, but they may be required by fund-

ing sources to submit audited finadcial statements. Where sizeable amounts of
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money are involved, it is always wise, as a _self-protection measure, to have

audits performed, even if there is no requirement that one be done.

It is advantageous to hire auditors long in advance of the time the au-

dit is to be done. This will enable the auditor to consult early in the year

with your bookkeeper about how financial matters are handled. There are two

advantages to this practice. First, potential problems can be ironed out

early which will save you money since auditors bill at fairly high hourly and

daily rates. Second, by consulting in advance with the bookkeeper about how

various matters should be handled, the auditor indirectly gets committed, in

an informal way, to approving, your bookkeeping system and thereby you avoid

receiving any negative comments in the final audit report.

After you have spoken with several C.P.A.'s or C.P.A. firms about con-

ducting the audit and you have selected the one you want, you should aqk for

an Engagement Letter. This letter, which constitutes a contract between your

program and the auditor, is a document in which the auditors describe exactly,

what they will do, when they will do it, what their fee will be, and what, if

anything, they want you to do to prepare for the audit. Be careful to ensure

that the cost of printing the audit report is included in the fee. Many a

small program has negotiated what it considered to be an acceptable fee only

to discover, after the audit was completed, that the printing fee, which can

be several huddred dollars, wasn't included.

INSURANCE

Because of the importance of insurance, it is discussed separately in

the Next chapter. However, despite its importance, it doesn't differ in
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nature from the other matters outlined here; like them, it issomething which

you should give very serious consideration to obtaining but, in most situa-'

tions, it is not something which you are required to obtain.

CONTRACTS FILE

Because of the confusion often surrounding contracts, they are discussed

separately in the next chapter. But it should be pointed out here that it

would be very useful for day care programs of any size to adopt the practice

of maintaining a contracts file. This is a file kept separate from the other

organizational and financial records of the program and which contains the

original of every contract involving the program which is currently in force.

It should also include a brief internal memo summarizing the terms of any

agreement currently in force which the program has entered into without any

written contract document being involved. Every variety of contract including

those for supplies, for food, staff employment contracts, leases': etc., should

be kept in this file. If you use a Purchase order system for items such as.

food, copies of the purchase orders should be kept in the file.

There are three reasons why the maintenance of a contract file is desir-

able. First, it makes it more likely that no important obligation will be for-

gotten or the documents involving it be lost. Second, it makes your prepara-

tion for the annual audit or for any other type of financial review of your

program rush easier. And, third, it facilitates smooth transitions when per-

sonnel changes take pla,e. It is the surest way of guarding against the con-

fusion and unnecessary problems often caused by the departure of a bookkeeper

or Executive Director on short notice.
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INDEMNIFICATION

Indemnification is the legal word for protecting someone against having

to bear personally the financial consequences of some potential liability.

With regard to most forms of potential liability, the principal method of

achieving such protection is through the purchase of insurance. With regard

to one important area of potential liability, however--that of the officers

and membersof the Board of Directors of a day care program organized as a

not-for-profit corporation--insurance is not generally available.

It is po.sible, however, to protect these individuals from ever being in

a position of having to pay from their personal funds for some wrong done by

the organization. This is accomplished by having the Board of Directors for-

mally vote an Indemnification Resolution, which in some states would have to

be approved at the Annual Meeting of Members. The Indemnification Resolution

should be phrased in some way similar to the following: "No Office or Direc-

tor will ever have to pay any money rs a consequence of any action or inac-

tion of the organization unless the action or inaction was a, direct result of

gross negligence of duty on the part of the Office or Director, and if any

Officer or Director is ever he'd liable for any payment for any reason not in-

volving gross negligence, such payment will be made from the funds of the or-

ganization, either. directly or as reimbursement to the'Officer nr Director."

TAX EXEMPTION

As is indicated in several places in this Handbook, tax exemption does

not "come automatically" along with not-for-profit corporabion status, and a

day care program organized as a not-for-profit corporation is riot required to
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file an application for federal tax exemption. However, it is clearly very

advantageous for an incorporated program to, seek tax-exempt status, and it is

doubtful whether there are any circumstances under which it would be sensible

to incorporate a progrmnona-not -for -profit basis without also applying for

both federal_and-slate tax exemption.

Advantages and Dibadvantages of Tax-Exemption

While "tax7exemption",sounds like something which is indisputably desir-

able,.it is useful to know precisely what its various advantages--and several

disadvantages--are before plunging into an effort to make a center tax exempt.

The most important advantages of securing tax-exemption have been referred to

in the last few pages but a list of all the, principal advantages would include:

No federal or state income taxes have to be paid;

No state sales taxes have to be paid;

Contributions to the center are tax-deductible for the organiza-

tion (such as a foundation) or the individual who makes the contri-

bution;

The likelihood of being successful at getting grant funds is in-

creased;

The center's employees can choose not to pay Social Security (FICA)

taxes;

The Federal Unemployment Tax does not have to be paid;

State. unemployment taxes do not have to be paid, in most states,

so long as no employee makes a claim;

The center can use space in a church, community center or any

other tax-exempt organization without jeopardizing that organiza-

tion's exempt status;

57

66



The center will be eligible for the lowest postage

rates;

Much of the paperwork involved in a corporation which

is not tax-exempt is avoided..

Like everything else in life, fiowever, tax exemption has some disadvan-

tages as well. The principal disadvantages include:

More time and expense will be taken up by the initial

activities and paperwork required to establish the center

than if it were operated in 'any other manner;

Annual audits of the centef's books'and other financial

records will Probably be required;

The auditors who make annual reviews of the center's

books will tend to be more strict;

The center will be subject to the scrutiny of a number

of state regulatory agencies merely because of its

A
exemption;

Whenever the center gyes out of business, any of its

assets remaining after payment of debts will have to

be given away tO some other tax-exempt organization--

the organizers of the center will not be able to keep

the assets or any proceeds from the sale of them.

Categories of Exemption

The United States Int-rnal Revennc. Code contains a dozen and a half

categories of cax-exempt organizations. Day care .:enters are eligible for
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exemption under two of those categories. The categories are usually re-

ferred to by the numbered sections of the Revenue Code in which they appear;

the two sections under which day care centers are eligible are 501(c) (3) and

501(c) (4). Organizations which Apply for exemption under section 501(c) (4)

are called "social.welfare organizations". Organizations which apply under

section 501(c) (3) 'must be "charitable, educational, literary, religious or

si_ientific". A day care center applying under 501(c) (3) would claim to be

educational or charitable or both depending on the facts,about the particular

center's clientele and sources of income.

Until recently, it has been easier usually for a center applying under

501(c) (3).to.be successful with its application if it applied under the

"charitable" heading rather than the "education" one. There are some indica-
,

tions iat this is changing, but there, really is no nationwide uniformity

since the decision about whether to grant the application is generally made

in the local district office of IRS.

There are several major differences between what an organization which

is exempt'under 501(c) (3) can do and what one which is exempt under 501 (c)

(4) can do. Only one of these differences is of any real concern to day care

centers and that one can be of considerable importance. Contributions (wheth-

er made by an individual or an organization) to the day care center are tax-\

deductible by the contributor if the center is classified as 501(c) (3) and

they are not deductible if Cle center is classified as 501(c) (4). Exemption

under 501(c) (3) is Clearly preferable for a day care center. A center

should apply for 501(c) (4) status only if it is unsuccessful, after initial

application and appeal, at getting (c) (3) status.
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Source of Exempt Status

,As indicated above, the United States Internal Revenue Service District

Office is the source to which a center must apply for a federal tax-exemption.

If the District Office does not grant the exemption, the center can appeal to

the IRS National Office, Exempt Organizations Branch, in Washington,'D.C. In

most states, the state government will have a. Departient of Corporations or

Department of Taxation to which application for exemption from state taxes is

addressed. In some states, the application is filed with the office of the

Secretary of State.

In some states it may be necessary to file two different applications,

onefor exemption from income taxes and another for exemption from state

sales'taxes. Many currently operating day care centers are'unaware that they

are eligible for exemption from state sales taxes and have been unnecessarily

paying sales taxes on everything they buy, from crayons to chairs to buses.

Once a state sales tax exemption has been granted, a certificate will be

issued to the center containing,an "Exempt Purchaser Number". Thereaftg4rem-

ployees pUrthasing things for the center need only supply the seller with that

number and no salgs tax will be charged. (Some states have a requirement that

the seller be shown a copy of the certificate but this isn't often enforced.)

The application for federal exemption should be filed before the applica-
4

tion for state exemption. In many states no action will be taken on the state

CO

application until the federal application has been granted. (New York is a

notable exception to'this\rule.) The federal application, in turn, will not

be acted on until after the center has filed its original incorporation papers.

In most states these papers are filed with a state agency such as the Secretary

60

69



of State's Office; in a few, dt is done in the local court; in several,

filings must be made both in court and in an agency. Thus, the normal process

for someone wishing to form a day care center as a not-for-profit, tax-exempt

corporation has three steps which should be taken in this order:

1. File Articles of Incorporation with appropriate

state authority.

2. File Application-for Federal Tax Exemption (Form

1023) with Internal Revenue

r

ervice District Office.
'

3. File.Application forExemption from State Sales

Tax and Income Tax, if iepa ate applications are

needed, with appropriate state authority.

A Mint fee will be charged when the Articles of Incorporation are sub-

mitted. The fee varies from state to state but is usually in the range of

$10 - $50.' There is no fee for filing the federal exemption application.

Some states charge fees for filing the! state tax exemption and others do not;

the fees are very minimal, usually considerably less than what the state

charges to file Articles of Incorporation.

Period of Exemption

It will take anywhere from two to ix months, depending on the area of

the country, between the time the center's application is filed with the In-

ternal Revenue Service and the time IRS n tifies you about whether the appli-

cat;ion has been granted or denied. IRS calls this notification process "the

iss ance of a Determination Letter".

If the Determination Letter states that\the center's application has

been granted ("allowed" in TRS language), it \ill also state the date as of

61

0



,which the exemption is effective. Under the "rule of relation back", the

Determination Letter will normally indicate that the effective date is the

date on which the corporation was officially organized. (Thus, the exemp-

tion, which is allowed on the date the Determination Letter is issued,

"relates back" to the date the center was incorpbrated.)

However, this rule applies only if you file the Application for Tax

Exemption within 15 months of the date your organization was incorporated.

If you file later than that, the exemption will not "relate back"; it will

be effective as of the date of filing the application. The effect of this

rule is that the center is 'onsidered to have been always tax- exempt from

the first day it was formed even if that day was several years before the

center ever received a favorable Determination. Letter. For example, if your

center was incorporated on January 1, 1975 and you filed the Application for

Tax Exemption on January 1, 1976 and on January 1, 1977 IRS issued the De-

termination Letter granting exempt status, the effective date of your exemp-

tion would be January 1, 1975. The "relation back" effect is very important

to day care centers which hope to get funds from foundations and other organi-

zations or individuals for whom the,tax deductibility of contributions to the

center are important.

"Sister Organizations"

It is possible for a day care center, or a network of centers, to be

operated through more than one corporation or other legal organization simul-

taneously. In the case of large centers or groups of centers this possibility

can have some attractive aspects.
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For example, it is possible for a center to be operated through a com-

bination of a not-for-profit, tax- exempt corporation and a profit, taxable

corporation. The second could be a subsidiary of or a "sister organization"

to the first. A situation where it might be desirable to do this would be

where the center's original basic organization, which was not-for-profit and

tax-exempt, was precluded by the terms of its grants and contracts from pur-

chasing certain items, for example, office equipment and furniture and was

only permitted to rent such items. (This is a typical provision of many

grants.) Rather than rent the items from merchants, thereby incurring over

time larger costs than purchase would entail and merely enriching the mer-

chants, the center could form a subsidiary profit corporation which could

purchase the needed items and it could rent them to the center. In addition

to the obvious financial advantages of such an arrangemeat, it also has the

spin-off effect of enhancing community organization through building self-

sustaining, community-run businesses.

The possible combinations of and implications of running day care centers

and networks through such multiple-organization structures are too complex to

be treated in this Handbook, but organizrrs of centers which are either reason-

ably large or are operated under various grant restrictions should certainly

consider these options.
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Chapter V

OPERATING THE PROGRAM III: INSURANCE AND CONTRACTS

Insurance and contracts seem to be troublesome areas for day care programs.

There probably is no important aspect of the operation of a day care program

that is more likely to be overlooked than the need for adequate insurance. An

insurance policy is actually just a contract--between you or your Program and

the insurance company--but since it is a very special kind of contract and pos-

sibly the most important contract a program will enter.into, we'll deal with it

separately from other contracts.

INSURANCE POLICIES

When thinking about insurance there are two ?rincipal things to focus on:

Degree of potential risk;

,.

Amount of potential loss.

"Degree of potential risk" means the likelihood of some event happening,

such as a child falling off a swing.

"Amount of potential loss" means the amount of financial liability which

you might incur if that event did happen. The determination of whether you

need a particular kind of insurance, and if so how much you need, should be made

by considering these two factors together. For instance, you should think about

the likelihood of a particular class of risks, such as children being accident-

ally injured on the program's premises, and the amounts of money you might be

required to pay as a result of those risks occuring, such as doctor's bills,

hospital bills,.etc., and then make the decision.
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With regard to a class of risks where the likelihood is high and the po-

tential financial consequences are also high, the need for a substantial amount

of insurance should be obvious. With regard to a class of risks where likeli-

hood is relatively low and the financial consequences relatively small (an ex-

ample in many areas might be thefts), it might be reasonable to conclude that

insurance coverag. wasn't necessary, given an already strained budget.

The most difficult decisions, natu

f

ally, involve situations where, after

considering both the potential risks andthe potential loss, you conclude that

one of these factors is quite high and,the other quite small. A reasonably cau-

ti ok might be to forego insurance where the risk is high but the loss

is low, to purchase insurance where the potential loss is high even though

the risk is low. While this may seem counter to your initial instinct, it makes

financial sense if your assessment of the two factors is accurate and if the

program's finances could bear the costs of relatively small liabilities. Ultim-

ately, the determination in these situations rests on two issues: first, how

much of a hardship would it be to pay the insurance premiums (fees) and, second,

what is the likelihood that, in the long run, the insurance premiums would cost

you more than paying directly for the consequences of the loss.

The act of buying insurance really involves a trade-off: you are swapping

what you consider to be a large uncertainty,(the degree of risk plus size of

loss) for a certainty which you expect to be smailei (the premium).

There is one major alternative to insurance as a method of protecting

yourself. This alternative exists in many forms, all of which constitute trans-

ferring the risk, and therefore the liabieity, to someone else. Some common

examples.of this process would be to run the program in a leased building rather

than in one you own, to purchase services such as janitorial work under a con-
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tract rather than hiring an employee to perform them, to lease vehicles in which

children are transported rather than buying them or reimbursing employees for

use of their own vehicles, etc.

This method of thinking about insurance should be used with regard to each

of the major categories ofjinsurance except in those limited instances where

you are required,-either by a licensing authority, a state law, or a funding

source, to carry a specified amount of a certain type of insurance.

Li; ility Insurance

The most important type of insurance, the type which any day care program

operator should thinl, very long and hard about before deciding to go without,

is liability insurance. Liability insurance is what protects you from the con-

sequences of accidents which
, :cur on your premises. In legal terms, liability

insurance is what protects you against the consequences of "negligence". With-

out trying to define negligence, as a general rule you can assume that virtually

any kind of accident which occurs on your premises is quite likely to be con-

sidered to have occurred r.s a result of negligence, if the injured party should

press the issue. Remember that day care programs are subject to the legal rules

applicable to businesses and in our legal system there is almost a presumption

of negligence regarding accidents which occur on business premises or as a re-

suit' of business operations.

Most liability insurance policies cover four types of risks:

Bodily injury which occurs accidentally;

Damage to the property of another person which occurs accidently;

Expenses of immediate medical relief at the time of the accident;

The legal costs of defending against suits by injured parties.

67



'A policy which covers all four of these is called a general liability policy.

A general liability policy is almost always expressed in terms of limits per

person and per acc4dent on amounts the insurance company will pay. For instance,

the policy might be limited to $25,000 per person/$100,000 per accident.

The dollar limits per person and per accident which you select when you

purchase the insurance are a very large factor in determining what the premium

(cost). of the insurance will be. Most people do not realize, however, that very

substantial increases in the dollar limit do not carry with them proportional

increases in the premium. For instance, under a typical policy, increasing the

limits from $5,000/$10,000 to $100,000/$300,000 represents a 2,000 percent in-

crease in coverage, but the increase in premium to get this extra coverage would

be less than 100 percent, so you get twenty times the protection for less

than twice the cost. Obviously, this is an area in which it is very easy to be

"pennywise and pound foolish",

Automobile Insurance

Automobile ins, -Ince is a variety of liability insurance--with a personal

property protection component added on--but it is treated by the insurance in-

dustry as a completely separate matter from other sources of liability. Vir-

tually every state requires the owner of a motor vehicle to purchase liability

thsurence. As with the general liability insurance discussed above, the pre-

mium an automobile insurance is heavily dependent on the per person/per accident

coverage limits which you select. Any day care program which owns vehicles in

which children are transported or which permits -as employees to use their own

vehicles to transport children is being very foolish if it dcesn't acquire a

significant amount of insurance. There probably is no situation in which the
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degree of potential risk and amount of potential loss are greater.

In the typical program, there\are no program-owned vehicles, but program

staff people are permitted (or even requested or required) to use their own ye-
.

hicles to transport children. From strictly financial and legal viewpoints,'

this is unwise and virtually any alternativ -taxis, the children's'neighbors,

etc.--would be preferable. However; the reality is that it often seems neces

sary. One relatively simple way of accommodating that reality'is for the pro-

gram to pay to its staff people who use their cars whatever it costs them to in-,

crease their personal automobile insurance to a sufficiently high level to cover
o

the program's possible liability. For instance, if the staff person normally

carries only $10,00/$20,000 in auto inQnranc,4, the program°might pay the ad-

ditional premium needed to raise that to $50,000/$100,000.

Workmen's Compensation

Like ,automobile insurance, workmen's compensation is another special cate-
.

gory of liability insurance which is treated sefarately from "general" liability

insurance. Also like automobile insurance, workmen's compensation insurance in

many states is required, rather than optional. Most state laws do, however,

contain exemptions from the requirement for certain classes of employers. A

typical exemption which is applicable to many day care programs is the exemp-

tion for organizations with four or fewer full-time employees.

Workmen's compersation insurance,is intended to protect against the con-

sequences of injuries sustained by employees either on the program's premises

or while pertorming duties for the program off the premises. In many states

employees have the choicL of being reimbursed for injuries though workmen's

compensation benefits or of suing the employer the way anyone who was injured
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as a result of-another's negligence might do. A program which wants to protect

itself against both alternatives needs what is called, a "workmen'sccompensation

and employer's liability policy". Under such a policy,-the.insurance company
o

pays 100 percent of all workmen' compensation benefits which are required by

state law as well as any sums which the program might be held liable for in any

court action by the injured employee. In a few states, such as New York, it is

possible to get a comparatively cheap policy through an agency of the state it-

self, usually called something like the State Insurance Fund.

State laws-determine the kind and amount of benefit payments available to

A

employees covered by workmen's compensation. Neither the employer-program nor

the insurance company can alter these amounts. yThe premium which the day care

program must pay for a workmen's compensation and employer's liability policy

is determined by the number of people on the payroll.

Fire and Theft Insurance

Insurance against losses from fire and theft can be purchased either to-

,

gether as a combined package or under separate policies. Normally, the more

kinds of insurance you buy at one time from the same agent, the cheaper the

whole package is. ',This will not necessarily be the case, however, for programs

located in very large cities which wish to purchase theft insurance. Theft in-
,

surance can be exceptionally expensive and'in some areas is, to: all practical

purposes, not obtainable.

Because of this fact, the U.S. Government has recently started the Federal

Crime Insurance program. Federal Crime Insurance is sold only in high-crime

urban areas and the p liums involved are very small compared to rates charged

by private insurance anies. It is sold through regular insurance agents who

av
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are all required by the government to offer this insurance. They are also re-

quired to in4orm you of its existence if yoi apply for more expensive private

insurance. A few states have adopted state versions of Federal Crime Insurance,

which in some instances have even lower premium rates than the federal rates.

One example of such a program is in Massachusetts which operates an urban crime

insurance program called the Massachusetts Fair Plan. As with the federal in-

surance, these state insurance policies are usually, handled by regular insurance

agents.

Fire insurance is usually very strictly limited to Tosses caused directly

by are' or lightning. It is possible, however, to purchase "extended coverage'

options" on fire insurance policies which will give protection against smoke

damage, explosions, windstorms and even relatively unlikely events, such as

riots and cars or airplanes crashing into your building.

Fidelity Bonds

An entirely different variety of insurance, usually called fidelity bonds,

is available to protect against financial wrongdoing by the day care program's

employees. Fidelity bonds protect the program from any financial loss as a re-

sult of embezzlement by a staff member with access to the program's funds or

from ordina'ry stealing.

There are three different types of fidelity bonds. Individual bonds pro-

\

tect the program only against the wrongdoing of one specific named individual.

Schedule bonds protect tne program against wrongdoing by any employee whose

mane or position is on a list (the "schedule") presented to the bonding company.

Blankdt bonds protect the program against loss by embezzlement or similar

action by any employee of the program.
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A program considering bonding named employees should be aware that the

.bonding company will conduct a character investigation rew cling the employees

before it determines whether to issue the bond.

pealth Insurance

As a day care program becomes somewhat stable financially, it may wish to

consider offering an employee group health insurance plan as a fringe benefit.

Although there are many variations, group health insurance Plans come in three

major types. The first type is composed of those whose benefits cover only

basic medical and hospitalization costs plus the casts of medication. The

second is the so-called "major medical plan" which attempts to cover the costs

of what are called "catastmophic" illnesses. Increasingly, these first two

are-combined in a-single policy. The third is composed of the disability in-

come plan which is a policy that pays an employee a certain percentage of his

or her regular salary if the employee should suffer a long-term physical dis-

ability. People considering obtaining major medical plan coverage should be

aware that insurance companies frequent, require participants in majdr medi-

cal plans to purchase a small life insurance policy as well.

CONTRACTS

Insurance p)licies are by no means the-e-n.Ly, kind of contracts the typicP,1

day care program will enter into. 'a addition there are employment contracts,

leases, contracts with parents for fees, contracts for food and supplies, con-
.

tracts for persona' services (of accountants, plumbers, maintenance people,
0

etc.), contracts with funding sources, and various others. It is important

that the operator(s) of a day care program have some familiarity.with the

natur, of contracts in order to be able to run the program responsibly.
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The essence of a contract is that it is a legally enforceable agreement. -

It is, in a sense, a promise which can be legally enforced. Unlike most prom-,

ises, which at most have a certain "moral" obligation attached to them, a con-

tract
t

represents a promise which you have a legal WAigation to fulfill. And,

as with all legal obligations, if you do not fulfill it, you subject yourself

to potential penalties.

There are three central elements of a contract, all three of which must be

. .

present in order for an agreement to be classified as a contract and therefore

as-a legally enforceable promise. The three central elements are .

the offer;

the acceptance;

. the consideration.

%,

The offer is, sensibly enough, simply your proposal to the seller to buy

a certain object at a certain price, or the seller's invitation to you to buy

the object at that price: The acceptance is the seller's indication that he
4.

4

will supply the object you propose to buy at the quoted price, or your indica-,
,s;

tion that you accept the seller's invitation to purchase it at that price.

Consideration is simply the fancy legal word for the price or value of what

each party exchanges. Thus, for example, if you have a catalog from a statio-.

nery store which indicates that crayons are for sale at 79c per box and you

send the st-,r) your purchase order for 100 boxes, after which they are deliv-
.i

ered to you/program, your purchase order (or it could be your letter or tele-

phone call) is the offer; the delivery of the crayons indicates the acceptance;

and the consideration on your part IA $79, while the consideration on the

store's part is Lhe 100 boxes oC'crayons.
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Often people enter into contracts without knowing they/have done so.

Three misconceptions account for this situation. The first misconception is
.

that a contract has been entered into only when a written document has been

signed. This is not true;' oral contracts are legally enforceable.

The second misconception is that contracts are entered into only when some

particular formalities are observed, such as exchanging confirming letters or

g,something. not true,; no particular formalities are required provided

the three elements noted above are present.

The'third misconception is that a contract exists only where an exchange

fr of money'is involved. This is not true; the consideration in a contract need

not involve an exchange of money. The consideration requirement for a binding

contract merely requires that something of value be exchanged. Thus, if you

agree with John Jones to admit his three children to your program for a year

in exchange for his cleaning the building every weekend, you have entered into

a contract where Jones' consideration is his cleaning services and your con-

sideration is'your day care services provided to his children.,

As indicated above, if you do not fulfill your obligation under a contract

or, in other words, if you fail to provide your consideration, you subject

yourself to potential penalties. The failure to fulfill your obligation, or

"breaking" the contract, is called a "breach" and the potential penalty is re-

ferred to as the "damages" for the breach. The damages you incur for a breached

contract are the sums you must pay to the other party to the contract. Thus

the principal consequence of a contract breach is that it renders you liable

to the other party for the financial impact your act has on that party. To

take a simple example, if you entered into a contract to hire a plumber to do

some work in your center and after the plumber arrives you decide for some
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reason that you don't want the work done after all, the plumber would have the

right to seek damages from you in the amount of profit he expected to earn from

the job. (There are some additional relevant legal refineMents, but the example

illustrates the main principle at work.)

Of courset in every contract breach situation, sucti as this one, there is

what is called the problem of proof. The proof problem!is a reference to the

difficulty one has in literally "proving" by legally sufficient\,evidence that

a valid contract was entered into and was breached. Obviously, this is a sub -

\
stantial difficulty where oral contracts and other contracts of a relatively

informal nature are involved.
\

Recognition of this proof problem leads many people to treat contract

breaches rather casually on the theory of "don't worry about it, they'll never

be able to prove it" or a variant theory of "even if they could prove it, they

won't go to the bother". While this attitude is frequently fairly descriptive

of reality, it is not one which is recommended to a day care program operator

who is interested in running the program in a way which is responsible and

which avoids potential liabilities as much as possible. In addition, as many

programs have painfully discovered, even a claim which ultimately will be un-

successful because of proof problems or other reasons, can be a prolonged and

time-consuming hassle if treated too casually at the outset.
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Chapter VI

LIABILITY AND BOARD/DIRECTOR/STAFF LEGAL RELATIONSHIPS

HOW TO'THINK ABOUT IT

This chapter will consider issues of liability resulting from accidents or

from other types'of torts or from breaches of contract and will consider these

issues in terms of the legal relationships between the staff, the Executive

Director, and the Board of Directors. Consider the following two situations:

1. Jane' Jones, the Executive Director of the Happy Times Day Care
Center, which is a not-for-profit corporation, was authorized last
year by the Board of Directors to,hire.part-time employees at her

own discretion whenever she considered it- necessary so long as she
reported her actions at them regular Board meetings. She hired Mary
Murphy to come in for two hours each day to prepare a hot lunch for
the children. One of the children wandeted into the kitchen while
Mary was working. Mary didn't see the child and accidently spilled
boiling water oil him. The child was badly burned, required exten-
sive medical treatment for weeks, and his pArents are planni:g to
file a legal action. The Center doesn't have liability' insurance,
although Jane and the Board "have been thinking about it for a
while". Who is liable for the expenses of the child's injuries --
Jane, the Executive Director, or Mary, the cook, or the Board of
Directors, or some combination of them?

2. The same situation descrped 'above except that this time the child
was injured accidentally/by Lena Lewis, who is an accountant- Jane
has hired ee, be a consultant to the program periodically. Lena,
who comes into the Center several hours a month whenever Jane and
her bookkeeper need a,little extra assistance, had gone into the
kitchen to 'make herself a cup of coffee when she accidentally spilled
water on a child she didn't see behind her. Who is liable this
time--Lena, or Jane, or the Board, or some combinaticn of tham?

Wondering about the answers to questions such as these has given many a

day care operator a nervous headache.

77

S 6



Indeed, for many people involved in day care services the most worrisome

organizational issue involves the various forms of legal (and, ultimately, fi-

nancial) liability they are subject to if something goes'wrong in the program.

And in a program which is incorporated, probably the most confusing aspect of

this liability issue is trying to figure out who is legally responsible for

what in an organization which includes a staff, an Executive Director (or sim-

ilarly titled person), and a Board of Directors (or Trustees or Overseers).

This liability issue involves a substantial number of legal complexities

and it is beyond the scope of this Handbook to explore them in detail. In addi-

tion, since there is an'endless number of possible details in a liability-pro-

ducing situation and since differences in detail often produce differences in

legal result, this is an area where it is often useful Lo seek some professional

advice rather than relying entirely on your own judgment.

Nevertheless, the law concerning liability and the legal relationships be-

tween staff members, their Director and the Board of Directors is not so mys-

teri:;os and complex as to be understandable only by an attorney. It is possible

for a person without legal training to quickly grasp the basic'principles in-

volved and to develop a :,,thod for thinking about problems involving liability

and responsibility, a method which will in most instances enable you to give

quite accurate answers to your own questions. The purpose of this portion of

the Handbook is to describe toese principles and that method.

The method for thinking through issues of liability and legal relationships

involves esk4e,, yniircolf f,11,1-Tioqtions and evaluating the answers to those

questions in terms of the information summarized in this chapter. The for

questions are:
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What type of legal relationship do the people who are

potentially liable have with regard to each other?

What type of legal liability is involved in the act in

question?

How do the three central principles described in this

chapter apply to the situation?

What is the legal form of organization of the day care

program?

THE TYPES OF LEGAL RELATIONSHIPS

In any day care program which employs more than a very small number of

people, there are likely to be people in positions or roles which, in terms of

legal eategoriea, conr.titute three different types of legal relationships.

The three types of legal relationships are:

Principal and Agent;

Employer and Independent Contractor;

.,aster and Servant.

Offensive 'though they are, the terms master and servant which have been

used for hundreds cf years in the law to describe what wt.. now call employer and

employee are still used frequently in the law to describe the employer-employee

relationship. Legally, a "servant" (employee) is a person who is employed by

another person on 4 regular basis to perform a general range of duties and who

IS subject to tl-e ,-..rders of that other person ;u_ the other perbon's tepre6entd-

tive) with regard to the ,-pe,c-.1:ics of how the general duties shall be carried

out. Most people who work in a day care program will be in this category.
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The employer/independent contractor relationship is quite different from

the master and servant relationship. Examples of independent contractors would

include psychologists, plumbers, accountants, auditors, lawyers, curriculum con-

sultants, etc. Unlike the situation with an employee, the employer has no right

to give orders regarding the details of the independent contractor's work. Al-

so unlike the employee, the independent contractor is generally hired for a

very specific purpose and for a very limited tine. And, usually, the employer

is not skillful as the independent contractor at whatever the independent

contractor has been hired to do. .

The principal /agent relationship is one which exists with reference to con-

tracts. The principal is the person for whom a contract is made and who will be

liable for any breach of iL. The agent is the person who actually makes the con-

tr ct (signs it, places the order, etc.). Thus an agent is a person who has the

power to make contracts between the principal and third parties (stores, suppli-

ers, insurance companies, etc.) which are legally binding on the principal.

This power is called "agency". Although there are some'exceptions, the general

rule is that the power of agency is acquired only in situations where the prin-

cipal specifically grants it or knowingly permits someone to act as though he or

she has it. 'thus, employees and independent contractors do not normally .have

agency power. Typically, the Board of Directors (the principal in an incorpo-

rated program) will specify the' the Executive Director is its agent in contract

matters.

THE TYPES OF LEGAL RESPONSIBILITY

There are twr' major types of legal reEponsibility: criminal and civil. We

won't concern ourselves with crime here since it is a much less likely event in
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a day care program, but it should be noted that certain crimes, particularly

embezzlement, tax fraud and °assault do occur in day care settings. Civil re-

sponsibility is divided into two categories:

Contract liability;

Tort liability.

Contract as indicated earlier; is simply your responsibility for

the financial consequences of breaching (violating or breaking) a contract.

Tort liability is a bit more complicated. As explained in Chapter I, a

c

tort is something which is illegal but which isn't a crime and isn't a contract

breach. It is sometimes referred to as a "civil wrong". There are two pairs

of sub-categories of torts:

Physical and non-physical torts;

Intentional and negligent torts.

Examples of physical torts include trespass, false imprisonment, and conversion,

which is similar to stealing. Examples'of non-physical torts include libel,

slander, and misrepresentation. Trespass is the best example of an intentional

tort. A negligent tort is an act which an ordina...7ily 7rudent person would not

do, such 4s leaving a banana peel on the kitchen floor.

The vast majority of torts are a result of negligence and courts frequently

find negligence in situations where the average person, thinking only of the

common usage of the word "negligence", would npt think negligence had been in-

volved. In the two situations described at the beginning of the chapter, it is

probable that both the cook and the accounta t would be considered negligent.

It is possible, alsc, that the Board of Directors would be considered negligent

for permitting the center to be operated in such a fashion that children could

enter the kitchen unnoticed.
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THREE CENTRAL PRINCIPLES

In thinking through issues of liability and legal relationships to,deter-

mine who is ultimately responsible for the financial consequences of an accident

or of something else which "goes wrong" in the program, there are three central

legal principles which must be understoo..

Scope of authority;

Doctrine of respondeat ior;

Liability differences det. mined by'employment

relationships.

The principle of scope of authority is based on the notion that ordinarily

an-employee is hired to perform a general range of duties of a certain type and

that there are customary expectations about what those duties involve and how

they will be performed. When an employee's actions are consistent with those

expectations, the employee is said to be "acting within the scope of authority"

of the job. Long ago the law developed a rule that when an employee is acting

within the scope of authority uf his ox her job, the employee is not personally

liable for the financial consequences of his or her actions; and when an employ-

ee's actions are outside the scope of authority, he or she will be held person-

ally liable.

'As an illustration, if Mary is hired as a cook and she spills hot food on

someone whi,le ser:ing, she generally would not be held personally lia.ie because

serving hot food is within her .scope of authority. But if John is hired just to

shwel snow off the sidewalk and driveway and ha, for some reason, ends up serv-

ing hot food which he spills, he may very well end up being personally liable

since serving food is not within the scope of authority of what he was hired to

do.
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The phrase "respondeat superior" is just a lawyer's way of expressing in

Latir the, idea that "my boss is respo ible" for anything I do wrong". Under

the doctrine of respondeat superior, whenever an employee is engaged in the busi-

ness of the organization and is acting within the scope of authority of his job,

it is the employer who is responsible.for the financial consequences of the em-
o
ployee's acts and not the employee himself. Thus in the first situation de-

scribed at the beginning of the chapter, the respondeat superior doctrine would

protect the cook against personal liability and would make her employer, the

program (through its Board of Directors), liable. The respondeat superior doc-

trine applies only to employees and not to independent contractors.. So, in the

second situation lescribed at the beginning of the chapter, the accountant, who
4

is an independent contractor rather than an-,employee, would be personally liable.

It should be apparent now that whether liability is imposed on aperson or

not, often depends on the category of employment relationship (employer, employ-

ee, independent contractor, principal, agent) which applies to the person.

Three simple rules can summarize Cle differences in liability depend ng on cat-

egory of employment relationship:

(1) Employers are not responsible for torts committed by independent

contractors; the independent contractor is personally responsible.

(2) .Employers are responsible for torts committed by employees; the

employees are not personally liable, so long as they were engaged

in the business of the organization and were acting within the

scope of their authority.

(3) Principals are not r'.;prnsible for the physical torts, such as

trespass, committed by their agents; but they are responsible for
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non-physical torts, such as libel or slander, commuted

by their agents.

VARIATIONS IN LIABILITY DEPENDING ON ORGANIZATIONAL FORM

As indicated above, the issue of who is liable is largely determined by

employment relationships within the organization; the issue of how much l' 11-

ity there will be is largely determined by the legal form of organization the

day care program has chosen for itself. For day care programs which are run as

0 sole proprietorships or as partnerships or as profit corporations, the program
#00-

is fully liable for all oils. This means that once liability has been deter-
,

mined, the program is obligated to pay the full amount of the liability no mat-
o

ter how high it may be.

For day care programs which are operated as not-for-profit corporations,

their liability is limited in many states by the charitable immunity doctrine,

an ancient legal rule that strictly limited the extent of liability of such or-

ganizhtions. The extent to which this doctrine is in force and the degree of

limitation on liability where it is in force vary considerably. To find out .

whether it applies in your state, you can inquire at the same state office

where incorporation papers for not-for-profit crganizations are filed.

For day care programs which a:e operatgd by public agencies, the amount of

liability is limited in most states by the doctrine of sovereign immunity (some-

times called "governmental immunit:"). Under this doctrine, which is very sim-

ilar to charitable immunity, public: agencies can be held liable for the financial

consequences of'acts like torts only to a very limited extent. The extent of

their liability is established either in a state statute or by a decision of

the state courts.
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PUTTING IT ALL TOGETHER

In thinking about situations which may involve financial liability, the

first thing to consider should be whether you have acquired all the types of in

surance you need and, if you have, whether you have acquired coverage in amounts

'which are adequate in terms of the potential risks. Any programwhich has no

insurancE or only token amounts of insurance. is taking a serious gamble which

could have very unforti:rate consequences.

A review of the information presented in this Chapter and in Chapter V
.

should enable you to reach a conclusion about your program's insurance statu'

and to think through liability situations to a conclusion about who will 'e held,

responsibla. It should be pointed out, however, that there is always the possi

bility that your nsurance company may discover some reason ''...:115; your policy

doesn't cover some p..rticular event or the possibility what you may hive mis

judged what is an adequate amount of insurance.J,
The information piesenced in the Chapter can be summarized in the following

mlnner: the first question t-o rsk yourself is what type of liability is in

volved? Is it criminal or civil and, if it's civil, is it a breach of contract

or a tort? Then ask what type of legal relationship exists between the people

whom you think are potential candidates for liability--Are they employer and

employee or employer and independent contractor or principal and agent?' Next, .

consider how the three central principles apply to the type of responsibility
4,

and type of legal relationship you concldded were involved.

For instance, if the situation, involves a tort committed by, an employee,
A

was the employee acting within the scope of his or her authorit4 the time of

the accident? If the answer is yes, the principle of respond tUd, SllpeLillt will
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make the employer and not the employee liable. Or, if the situation involves

anyikind of tort committed by an independent contractor or a physical tort cm-

mitted by an agent, then that person will be liable personally. .

Finally, if ycu have concluded it is the program (as employer or principal)

which will be liable, consider whether the organizational form (r_orporation,

partnership, etc.) of your day care program hos any effect on the amount of li-

ability. If the progra' is run as a sole proprietorship or a partnership or a

profit corporation, it will be fully liable. it is a not - for - profit corpora-

tion or a public agency, there may well be some limit on the amount of liability

set by state law under the two immunity doctrines mentioned above, bUt it's un-

wise to rely too heavily on this.

ing:

As an illustration of this reasoning process at work. consider the follow-

1. Theresa Trubble was hired as a "teacher's aide" at Happy Times
Day Care Center, a not-for-profit corporation of which Jane
Jones, is the,Executive Director. The Center is in a state which
has abolished the charitable immunity doctrine and therefore
doesn't 1,imit liability of not-for-profit corporations. Theresa
was recently fired and Jane has now received an employment question-
naire from alplace where Theresa has applied for work. On the
questionnaire Jane writes that "Theresa was uncooperative, habitu-
ally late, often arrived in an intoxicated condition, and doesn't
seem competent to care for small children." Theresa doesn't get
the job, is shown the questionnaire, and sues Happy Times Day Care

eN Center.

As Executive Director, Jane is the agent of the Board in all contract mar-

ters, includin, terminating employment contracts. Jane's statement on the ques-

tionnaire may well be libel, which is a non-physical tort. A principal (the

Board) muse\bear the :.ab...ity for a non-physical tort 7,,erformed by an agent:

Therefore, 1. progrdm, not Jane, will be liable and

t

it will be liable for Whdtever amount Theresa is awarded since there is no limit-

ation on liability in t11:-tt state.
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2. Prior to being fired, Theresa Trubblg participated in the
monthly "staff days" at which problems with the kids, problems
between staff members, new instructional materials, etc. were
always discussed. Jane had hired a psychologist to sit in on
these meetings to act as a facilitator, a non-involved observer,
and r professidnal resource person. This was the psychologist's
only invo vtil'em nt at the Center. In the course of the leilit meet-

ing before eresa was fired, the psychologist said to the entire
staff the same sentence which Jane wrote on the employment ques-
tionnaire above. Theresa has filed suit against the Center for
the psychologist's statement also.

The psychologist's statement may well be slander (slander is oral; libel

is written). Slander is a non-physical tort. However, the psychologist is an

independent contractor and not an emplkvee or an agent. Employers are not re-

sponsible for the torts of independeLt'contractors. Consequently, the Center

will not be liable for the psychologist's statement, but the psychologist would

be liable personally if Theresa filed suit agaihst him or,her and won.

3. One of Theresa's duties as a teacher's aide was tokeep the
records of the children up -to -date with medical reports,iper-
mission slips, instructions from home, entries about spedial
difficulties, esc. A social worker from a state agency which
had as a client the mother of one of the children at the Center
called and asked a number of questions about the child. Theresa
read the contents of the child's file to the social wotker. The

child's mother has filed suit against the Center for invasion
of privacy.

Invasion of privacy is a tort. Theresa was an employee of the Center at

the time. Unless there is ! iething in the personnel policy or in The: sa's

job description prohibiting giving out inf,rmation,--Theresa's act was probably

within the scope of her authori_y--it was reasonably related to what she was

hired to do. Consequently, :f the parent wins, the Center will be liable as

the employer of an employee who committed a tort while acting within the s'npe

-of authority of her job; Theresa would not be liable personally.

Despite all the dire possibilities exelored in this Chapter and elsewhere
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in the Handbook, being a'day care provider need not be thought of'as a hazardous

occupation. The key to avoiding difficulties ie to have an awareness of how

they might arise. Armed with that awareness, day care providers can protect

themselves against most problems simply by thinking through the implications of

their plans and. by taking a few prudent actions in advance. The goal of this

Handbook has been to davelop that awareness and to outline some of those actions.

o.

a
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'Postscript

7'

The Educational Resources Information Center/Early Childhood Education
Clearinghouse (ERIC/ECE) is one of A System of 16 clearinghouses spon-
sored by the National Institute of Education to provide information about
current research and developments in the field of education... The clear-
-inghouses, each focusing on a specific area of education (such as early
childhood, teacher education, languages and linguistics), are located
at universities and institutions throughout the United States.

Each clearinghouse staff searches systematically to acquire current, .

significant documents relevant to education. These research studies,
speeches, conference proceedings, curriculum guides, and other publica-
tions are abstracted, indexed and published in Resources in Education
(RIE), a monthly journal. RIE is available at libraries, or may be
ordered from the Superintendent of Documents, U.S. Government Printing
Office, Washington, D.C. 20402. -

Another ERIC publication is Current Index to Journals in Education
(CIJE), a monthly guide to periodical literature which cites articles
in more than 700 journals and magazines in the field of education.
Articles are indexed by subject, author, and journal contents. CIJE
is available at libraries, or by subscription from Macmillan Information,
909 Third Avenue, New York, N.Y. 10022.

The Early Childhood Education Clearinghouse (ERIC /ECi) distributes a .

quarterly newsletter which reports on new programs and publications and
RIE documents of special interest. For a complete list of ERIC /GCE pub-
lications; or if you would like to subsCribe to the Newsletter, write:
ERIC Clearinghouse/Early Childhood Education, University of Illinois,
805 West Pennsylvania Aegue, Urbana, Illinois 61801.

9L,
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THE ERIC CLEARINGHOUSES

CAREER EDUCATION
Centei-"1 for Vocational Education

Ohio State University
1960 Kenny Road
Columbus Ohio 43210

---(614)-486-3655

COUNSELING AND,PERSONNEL SERVICES
The University of Michigan
School of Education Building,
,Room 2108,East Univ. & South Univ.
Ann Arbor, Michigan 48109

(313) 764-9492

*EARLY'CHILDHOOD EDUCATION
University of Illinois
805 West Pennsylvania Avenue
Urbana,111inois 61801

(217) 333=1386

EDUCATIONAL MANAGEMENT
University of Oregon
Eugene, Oregon 97403

(503) 686-5043
-

HANDICAPPED XND GIFTED CHILDREN
The Council for Exceptional Children
1920 Association Drive
Reston, Virginia 22091

(703) 620-3660

HIGHER EDUCATION
George Washington University
1 Dupont Circle, Suite 630
Washington, D.C. 20036

(202) 296-2597

INFORMATION RESOURCES
School of Education
'Syracuse University
Syracuse, New York 13210

(315) 423-3640

JUNIOR COLLEGES
University of California
96 Powell Library Building

Los Angeles, California 90024

(213) 825-3931

LANGUAGES AND LINGUISTICS
Center for Applied Lingdistics
1611 North Kent Street
Arlington, Virginia 22209

(703) 528-4312

READING AND COMMUNICATION SKILLS
1111 Kenyon Road
Urbana, Illinois' 61801

(217) 328-3870

RURAL EDUCATION AND SMALL SCHOOLS
New Mexico State University, Box 3AP
Itas Cruces, New Mexico 88003

(505) 646-2623

O

SCIENCE, MATHEMATICS, AND ENVIRONMENTAL
EDUCATION -7

Ohio State University
1200 Chambers Road, Third Floor
Columbus, Ohio 43212

(614) 422-6717'

SOCIAL STUDIES/SOCIAL SCIENCE EDUCATION
855 Broadway
Boulder, Colorado 80302

(303) 492-8434

TEACHER EDUCATION
1 Dupont Circle N.W., Suite-616
Wdshington, D:C. 20036

(202) 293-7280

TESTS, MEASUREMENT AND EVALUATION .

Educational Testing Service
Princeton, New Jersey 08540

(609) 921-9000, Ext. 2176

-URBAN EDUCATION
Teachers College, Box 40
Columbia University
New York, New York 10027

(212) 678-3438

*ERIC/ECE is responsible for research documents on'the social, psychological,

4 physical, educatiodal, and cultural development of children from the prenatal

period through pre-ddolescence (age 12). Theoretical and practical issues related

to staff development, administration, curriculum, and parent/community factors

affqcting programs for children of,thi; age group are,, also within the scope'of

the clearinghodse.
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