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Executive Summ~

Recent well-publicized allegations of financial abuses by tax-exempt religious broadcasters have led to increased congressional interest in the
Internal Revenue Service’s (IRS) oversight of churches and religious
organizations, especially religious broadcasters.

Purpose

Congressman Range1 asked GAO to address three questions concerning
churches and other religious organizations:
l

l
l

How does IRS ensure tax law compliance of religious organizations which
are not churches?
How does IRS assure that churches comply with the tax laws?
What difficulties has IRS encountered in assuring that churches comply
with the tax laws?
Section 501(c)(3) of the Internal Revenue Code exempts from taxation
entities that are organized and operated for, among other things, religious, charitable, scientific, or educational purposes.

Background

For tax law purposes, IRS distinguishes between churches and religious
organizations that are not churches, such as evangelical associations or
religious publishers. This distinction is made necessary because
churches, historically, have been exempt from many of the rules applicable to other charitable tax-exempt organizations. In several aspects of
tax administration, IRS must apply different laws, regulations, and rules
to churches than it does to religious organizations that are not churches.
These different rules affect IRS’ review of applications for tax-exempt
, status, the requirements for filing of annual returns, and IRS’ examination process for these organizations.

Results in Brief
GAO’s Work Showed That

l

Ins monitors tax law compliance of tax-exempt religious organizations
that are not churches in the same way it does for other charitable tax-

l

l

exempt organizations.
IRS reviews churches’ compliance with the tax laws much differently
than it does for other tax-exempt religious organizations.
IRS believes it has difficulty
in assuring that churches comply with the
tax laws because of the (1) lack of information it receives on churches;
(2) specialized audit procedures required by law; and (3) complexity of
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issues common to all tax-exempt organizations, which can also affect
churches.

GAO’s Analysis
Religious Organizations
That Are Not Churches

Religious organizations that are not churches generally are required to
apply for tax-exempt status and to file annual information returns,
which enables IRS to subject them to various examination programs, For
fiscal years 1981 through 1987, between 2 and 3 percent of all exempt
organizations that IRS examined were religious organizations that were
not churches. (See ch. 2.)

Churches

Churches are excused from filing for tax-exempt status and filing
annual information returns but must file tax returns if they have income
in excess of $1,000 from sources substantially unrelated to their exempt
purposes. The law also imposes special examination procedures that IRS
must use when reviewing churches for tax law compliance. (See ch. 3.)

Religious Broadcasters

IRSviews religious broadcasters either as religious organizations that are
not churches, as churches, or both. There is no uniform set of tax rules
specifically applicable to religious broadcasters. The rules that apply
depend on how the religious broadcaster has organized its operations. If
a religious broadcaster has organized his or her operations as a religious
organization that is not a church and has applied for and been recognized by IRS as tax-exempt, the laws and programs applicable to all charitable tax-exempt organizations would generally apply. If a religious
broadcaster has organized his or her operations as a church, special
rules and programs applicable only to churches would apply.

Difficulties in
Administering Tax Laws
Applicable to Churches

IRS

believes it has difficulty administering the tax laws applicable to
churches. IRS officials said that churches generally do not file applications for recognition of tax-exempt status or file annual information
returns. Also, if a church is examined, special examination procedures
must be used which contribute to IRS’ difficulty in administering these
tax laws. Further, other issues that apply to all tax-exempt organizations, including churches and religious organizations that are not
churches, can cause difficulties in administering the tax laws for
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churches, according to IRSofficials. These issues include, for example,
determining what types of activities are not substantially related to a
tax-exempt organization’s purpose, for the purpose of imposing unrelated business income tax. (See ch. 4.)
When religious organizations, including religious broadcasters, organize
and operate as churches, the information they provide to IRS is generally
limited. As a result, IRS’ ability to identify noncompliance with the tax
laws usually depends on information it receives from the media and the
public. The limited sources and amounts of information, along with the
restrictions of the church audit procedures that IRSmust apply to
churches have discouraged IRS’ activities in this area to the extent that
IRS had completed a total of 67 examinations between fiscal years 1984
and 1987.

Recommendations

This report provides information on how IRS ensures tax law compliance
of churches and other religious organizations. It contains no
recommendations.

Agency Comments

IRS

program officials reviewed a draft of this report and suggested some
clarifications that GAO considered in preparing the final report.
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Recent well-publicized allegations of financial abuses by tax-exempt religious broadcasters have led to increased congressional interest in the
Internal Revenue Service’s (IRS) oversight of churches and religious
organizations, especially religious broadcasters. There is no uniform set
of tax rules specifically applicable to religious broadcasters. The rules
that apply depend on how the religious broadcaster has organized his or
her operations. If a religious broadcaster has organized his or her operations as a religious organization that is not a church, the laws and programs applicable to all charitable tax-exempt organizations would
generally apply. If, on the other hand, a religious broadcaster has organized his or her operations as a church, special rules and programs applicable only to churches would apply.
This report responds to a request from Congressman Charles B. Range1
for information on how IRS reviews tax law compliance for churches and
for religious organizations that are not churches. It also provides information on the difficulties IRS has identified in ensuring that churches are
complying with the tax laws. The objective of this assignment was to
develop this information.

Objectives, Scope, and
Methodology

To develop this information we
reviewed pertinent laws, regulations, court decisions, and other legal
documents, including the legislative history of the Church Audit Procedures Act;
discussed IRS policies and procedures relating to tax-exempt organizations with IRS National Office officials;
interviewed IRS exempt organization (EO) field personnel in the seven IRS
regions about policies and procedures applicable to churches and other
tax-exempt religious organizations;
obtained information on financial disclosure by churches from officials
of two national religious organizations, which include major churches
and religious broadcasters;
. examined case materials on, and discussed with IRS officials the status
of, ongoing IRS examinations or investigations of churches, television
ministries, and other religious organizations; and
collected and analyzed IRS statistical data on tax-exempt organizations,
including specific information on churches and religious organizations.

l

l

l

l

l

The information presented on religious organizations that are not
churches is based on our review of pertinent laws, regulations, IRS procedures, IRS statistical information, and interviews with IRS officials.
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The information presented on churches is largely from these same
sources. However, we also examined status reports on ongoing church
examination cases and we attempted to obtain church examination cases
closed between January 1, 1985, and September 30, 1987, to determine
why the examinations were initiated as well as the results of the examinations. IRS officials informed us they were unable to locate most of the
cases we requested, primarily because of difficulties in locating closed
cases at Federal Records Centers. As a result, our review was limited in
two ways: first, we were unable to determine what the principal examination issues were in these closed cases and second, we were unable to
get detailed information on examination results. IRS’ statistical tables
provide generic results of examinations, such as revocation of taxexempt status and a category labeled, “other.” Without examining the
closed cases we were unable to determine the specific results for those
cases listed as “other,” which cover 19 (28 percent) of the 67 examinations closed in the last 4 fiscal years.
We also compared and contrasted how IRS ensures tax law compliance of
churches with religious organizations that are not churches. To facilitate
this comparison, we have included ail information on how IRS ensures
tax law compliance of religious organizations that are not churches in
chapter 2 and all information on how IRS ensures tax law compliance of
churches in chapter 3.
We did our work at the IRS National Office and at the Baltimore district
office, one of seven IRS district offices responsible for EO matters. We
contacted the remaining six district offices by telephone. IRS program
officials reviewed a draft of this report and suggested some clarifications that we considered in preparing the final report. We did our work
from July 1987 through December 1987 in accordance with generally
accepted government auditing standards.
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IRS Monitors Tax Law Complianceof Religious
OrganizationsThat Are Not Churchesin the
SameWay as Other Charitable TaxExempt Organizations
-

monitors tax law compliance of religious organizations that are not
churches in the same way as other charitable Internal Revenue Code
section 501(c)(3) tax-exempt organizations.’ These organizations generally must file an application for recognition of exemption with IRS. Similarly they are required to file annual information returns, and they are
subject to IRS’ EO examination process. For purposes of this report, the
term “religious organization” refers to any religious organization, except
churches, that is exempt from taxation under section 501(c)(3). The
term “church” refers to churches and affiliated auxiliary organizations,
such as religious orders. The following information on religious organizations that are not churches is based on our review of pertinent laws,
regulations, and IRS procedures; IRS statistical information; and interviews with IRS officials.

IRS

How Does IRS Define
Religious
Organizations?

Under the tax law, religious organizations are organizations established
for religious purposes, and IRS monitors their compliance with the tax
laws in the same way as other section 501(c)(3) tax-exempt organizations. To qualify for tax exemption, they must meet the requirements
for tax exemption under section 501(c)(3). These requirements are met
if the organization is organized and operated for religious purposes and
no part of its earnings, other than reasonable amounts for compensation, inures to the benefit of any private individual.’ In addition, the
organization cannot violate applicable restrictions on lobbying activities
and prohibitions on political campaign activities.
There is no precise definition of “religious purposes” in the Internal
Revenue Code or implementing regulations. In order to determine
whether an organization meets the qualifications for section 501(c)(3)
status as a religious organization, IRS considers two basic guidelines.
First, the religious beliefs of the members of the organization must be
sincerely held by those professing to follow them. Second, the organization’s practices or rituals must not be contrary to clearly defined public
policy. For example, a tax-exempt religious school that practices racial

‘The Internal Revenue Code section 5Ol(cX3) exempts from taxation entities that are organized and
operated for exclusively religious, charitable, scientific, testing for public safety, literary, or educational purposes, or for the prevention of cruelty to children or animals, or to foster amateur sports.
These organizations are commonly referred to as charitable tax-exempt organizations because donations to them are generally deductible as charitable contributions on individual and corporation tax
returns.
%ivate inurement can take a variety of forms. including the payment of excessive compensation to
an individual with an interest in the organization.
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IRS Monitors Tax Law Compliance of
Religious Organizations
That Are Not
Churches in the Same Way as Other
Charitable Tax-Exempt
Organizations

discrimination in its admissions policy could lose its tax-exempt status
because racial discrimination in education is contrary to public policy.
Religious organizations can include, but are not limited to, evangelical
associations, missionary societies, religious publishers, religious broadcasters, and television ministries. Where a religious broadcaster, for
example, has organized his or her operations as a religious organization
that is not a church, the laws and procedures discussed in this chapter
would apply. Some religious broadcasters also characterize part or all of
their operations as a church. Churches are afforded special treatment
under the tax law, as discussed in chapter 3.

What Tax Law
Requirements Apply
to Religious
Organizations?

Since 1969 most organizations seeking to be considered as tax-exempt
have been required to apply for tax-exempt status with IRS. Religious
organizations are among those required to apply for tax-exempt status.
The law and implementing IRS instructions also require most tax-exempt
organizations, including religious organizations, with gross receipts of
$25,000 or more to file an annual information return-Form
990,
“Return of Organization Exempt From Income Tax.” This return is
designed to provide a variety of information, including a revenue and
expense schedule, a balance sheet, the program services rendered, the
names of officers and directors, and other activity-oriented information,
Religious organizations, like other tax-exempt organizations, must also
file Form 990-T, Exempt Organization Business Income Tax Return, if
they have gross income of at least $1,000 from sources unrelated to
their exempt purposes. Unrelated income is income from any trade or
business that is regularly carried on and that is not substantially related
to the organization’s exempt purpose or function. (The app. provides
more detailed discussion of the laws relating to unrelated business
income tax.)
With regard to examinations for tax law compliance, religious organizations are subject to the same procedures for selection and conduct of
examinations as other section 501(c)(3) organizations.
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How Does IRS Monitor
Religious
Organizations for Tax
Law Compliance?

has opportunities to monitor and review religious organizations’
activities through (1) the application process, (2) filing of annual information and business tax returns, and (3) the EO examination program.
IRS

According to IRS policies and procedures, when IRSreceives an application for tax exemption under section 501(c)(3) from a religious organization other than a church, EO personnel at the district offices review the
application to determine if the organization meets the criteria for taxexempt status. If the EO personnel determine that the organization meets
these criteria, the organization is notified accordingly and is placed on
the EO master file as an exempt section 501(c)(3) organization. If the
organization has or anticipates receiving gross receipts of $25,000 or
more per year, the master file will be coded to show a filing requirement
for a Form 990. The master file will also be coded to denote a filing
requirement for a Form 990-T return, if, based on the information supplied by the organization, it appears that the organization will have
gross business income of $1,000 or more from activities unrelated to its
exempt purpose. The EO master file, therefore, includes the IRS-approved
section 501(c)(3) religious organizations and their filing requirements.
IRSdoes not maintain separate statistics on how many religious organizations filed for tax-exempt status or annually filed Forms 990 or 990-T.
Religious organizations required to file Form 990 information returns or
Form 990-T business tax returns do so at one of seven service centersBrookhaven, Philadelphia, Atlanta, Austin, Kansas City, Cincinnati, and
Fresno. When one of these service centers receives a Form 990 return
from a 501(c)(3) religious organization that is not a church, service
center personnel process the return in accordance with the same procedures for other tax-exempt organizations. The return undergoes a
number of checks for accuracy and consistency. After these checks are
completed, information extracted from the return is sent to IRS’National
Computer Center for posting to the EO master file. IRS is also required by
law to make Form 990 information returns available to the public upon
request.
IRShas programs to identify and contact organizations that do not file, ,I
or stop filing, Forms 990 or 990-T. According to IRS procedures, these
programs seek to identify the reasons organizations do not file, such as
not having gross receipts in excess of $25,000 or no longer having unrelated business income.
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Religious organizations, like other section 501(c)(3) organizations, may
be selected for examination in several ways. First, religious organizations that file annual information returns (Forms 990) may be selected
for examination if they meet a profile of potentially highly noncompliant organizations on the basis of EO'Sanalysis of items filed on Form
990 returns. EOhas developed formulas that are designed to identify the
most noncompliant organizations; these formulas take into account
items on the Form 990 return with which IRShas previously found significant compliance problems.
Second, religious organizations may also be examined as part of a Taxpayer Compliance Measurement Program (TCMP). Through TCMP,IRS
selects a random sample of returns for detailed examination in order to
determine taxpayer compliance characteristics and to update and
improve its selection formulas, discussed above. IRScompleted a TCMPfor
Form 990 returns in 1985, and adjustments to the formulas based on
this TCMPwent into effect in January 1987. IRSis currently conducting a
TCMPfor Form 990-T returns.
Third, some religious organizations could be examined as part of special
emphasis programs in which IRStargets for examination specific types
of organizations. For example, fiscal year 1988 EOprogram objectives
include special emphasis examinations for section 501(c)(3) private
schools and for sections 501(c)(3) and (4) exempt organizations involved
in lobbying and political activities. Section 501(c)(4) organizations are
civic leagues, organizations operated exclusively for the promotion of
social welfare, or local associations of employees. For the last 5 fiscal
years, 1984 through 1988, IRShas not had any special emphasis programs for religious organizations.
Finally, some of these organizations may be examined as a result of
information received by IRSfield offices. This information may come
from many sources-e.g., individuals, the media-and may suggest that
certain ~0s are not acting in accordance with their exempt purposes. IRS
field examiners evaluate such information to determine whether an
examination is warranted.
Table 2.1 provides some data on the total number of completed EOexaminations for religious organizations over the last 7 fiscal years. As said
previously, IRSdoes not maintain statistics on the number of tax-exempt
religious organizations that have applied for and been recognized as
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having tax-exempt status. Therefore, this table does not provide information on the percentage of all tax-exempt religious organizations IRS
has examined during these years.
Table 2.1: Number of Religious
Organization Returns’ Examinations
Completed
Fiscal year

Number of
examinations of all
EO returns
completed
20,102
21,398
22,403
20,632
19,609
21,837
18,094

1981
1982
1983
1984

1985
1986
1987
Source: IRS’ EO statMica

&mu-nary

Number of
examinations of
religious
organization returns
completed

Percent of EO
returns examined
that are religious
organizations

519
607
534
5.54
487
480
358

2.6
2.8
2.4
2.7
25
2.2
20

summary

Religious organizations are exempt from taxation if they meet the criteria in section 501(c)(3). Religious organizations can include religious
publishers, religious broadcasters, television ministries, evangelical
associations, and other groups organized and operated for religious purposes. IRS,in administering the laws, treats religious organizations the
same as other tax-exempt charitable organizations. They generally are
required to apply for tax-exempt status and to file annual information
returns and business tax returns, if appropriate. They may be selected
for examination for tax law compliance in a variety of ways. Once
selected, they are examined in accordance with the procedures applicable to all EOS.IRSgenerally does not keep separate statistics on the
number of religious organizations that apply for tax-exempt status, are
recognized by IRSas tax-exempt, or file annual 990 and 990-T returns.
However, IRSstatistics of EOexaminations show that, over the past 7
years, 2 to 3 percent of all closed EOexaminations have been of religious
organizations.
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IRS Reviews Churches’ Tax Law Compliance
Differently Than Other Tax-Exempt
ReligiousOrganizations
The Constitution recognizes the separation of church and state in the
First Amendment, which provides that “Congress shall make no law
respecting the establishment of religion, or prohibiting the free exercise
thereof.” Since the founding of the United States, churches generally
have been excused from taxation as a matter of national policy. Organizations organized and operated solely for charitable, educational, or religious purposes, including churches, were exempt from paying income
tax in legislation implementing the 16th Amendment, ratified in 1913,
which permitted the federal government to tax income.
Churches are currently exempt from taxation under section 501(c)(3).
Under this section, IRSdistinguishes between churches and religious
organizations that are not churches. This distinction is necessary
because in several aspects of tax administration there are different
laws, regulations, and rules applicable to churches than those applicable
to religious organizations that are not churches.

What Is a Church?

For tax law administration purposes, IRSconsiders a church to be a particular type of tax-exempt religious organization. There is no definition
of “church” for tax purposes in law or regulation. Rather, IRSmust
determine on a case-by-case basis whether a particular religious organization constitutes a church, taking into account all relevant facts and
circumstances. Churches must meet the criteria for exemption under
section 501(c)(3). (See ch. 2 for a discussion of the criteria for tax
exemption under section 501(c)(3).) Churches must also meet additional
standards to be classified as a church for tax administration purposes.
IRShas developed guidelines to assist examiners in determining whether
an organization meets the additional standards. These guidelines include
consideration of whether the organization has the following
characteristics:
(1) distinct legal existence,
(2) recognized creed and form of worship,
(3) definite and distinct ecclesiastical government,
(4) formal code of doctrine and discipline,
(5) distinct religious history,
(6) membership not associated with any other church or denomination,
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(7) complete organization of ordained ministers serving their
congregations,
(8) ordained ministers selected after completing prescribed courses of
study,
(9) literature of its own,
(10) established place of worship,
(11) regular congregation,
(12) regular religious service,
(13) schools for the religious instruction of the young, and

(14) schools for the preparation of its ministers.
In addition, IRSconsiders any other facts and circumstances that may
bear upon the organization’s claim to church status.
IRS’guidance emphasizes that these criteria are merely a tool which IRS
personnel may find helpful in making a factual determination as to
whether or not an organization is a church. The criteria are not meant to
be exclusive or mechanically applied.
Courts have agreed that an organization need not satisfy all 14 criteria
to be classified as a church. See e.g., Church of the Visible Intelligence
that Governs the Universe v. United States, 4 Cl. Ct. 55,64 (1983).
Moreover, no single criterion or set of criteria is controlling. See American Guidance Found. v. United States, 490 F. Supp. 304,306n.2 (D.C.
1980). Thus, there is no litmus test an organization must pass to be considered a church by IRS.
In an attempt to define church for tax purposes, one court has offered
the following: “At a minimum, a church includes a body of believers or
communicants that assembles regularly in order to worship.” American
Guidance Found., 490 F. Supp. at 306. Another court stated that as long
as Congress and the IRSdo not expressly define church, the definition
must be left “to the common meaning and usage of the word.” De La
Salle Inst. v. United States, 195 F. Supp. 891, 903 (N.D. Cal. 1961).
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Under the law, IRS treats conventions or associations of churches and
integrated auxiliaries of churches, such as religious orders, as churches.
The term “convention or association of churches” was added to the law
at the urging of Baptist leaders who were concerned that the term
“church,” standing alone, could be interpreted to mean only hierarchical
churches, such as the Catholic church, but not congregational churches
in which local congregations are self-governing.

What Tax Law
Requirements Apply
to Churches?

Under the law, churches are not required to apply for tax-exempt status; they need not inform IRSof their existence in order to claim exemption from federal income tax. However, some churches do apply for taxexempt status because a written determination of tax-exempt status
may be useful in attracting contributions or in applying for a postal
permit.
As stated in chapter 2, the law requires most tax-exempt organizations
with gross receipts of $25,000 or more to file an annual information
return-Form
990, “Return of Organization Exempt From Income Tax.”
However, churches are not required to file Form 990 information
returns even if their gross receipts exceed $25,000. The law does require
churches, like other tax-exempt religious organizations, to file the 990-T
tax return if they have an income of $1,000 or more from sources substantially unrelated to their exempt purposes.
IRS’EO examination procedures for churches are different from those for
other tax-exempt religious organizations and are governed by Section
7611 of the Internal Revenue Code, enacted July 18,1984, commonly
known as the church audit procedures. According to the Joint Committee on Taxation’s general explanation of the legislation enacting section
7611, this section addressed two competing concerns. First, Congress
was concerned that limitations on IRS examinations of churches in the
law as it existed were vague and relied too heavily on internal IRS procedures to protect the rights of churches during the audit process. Second,
an increasing number of individuals were claiming church status to
avoid paying taxes, and Congress wanted to ensure that IRS’investigations into these tax-avoidance schemes were not hindered.
Before the passage of section 7611, IRS’ church examinations
erned by section 7605(c), which was generally less restrictive
tion 7611. For example, section 7605(c) had no time limit for
completion of a church examination and did not require that
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IRSofficial have a reasonable belief that a church was not operating as a
tax-exempt organization in order to initiate a church tax inquiry.
Section 76 11 prescribes a series of procedures that IRS must follow to
review a church’s activities for tax law compliance. These procedures
must be followed for all churches. The first phase of contact between IRS
and the church, before the actual examination of church records, is
referred to in the law as a church tax inquiry. To begin any such church
inquiry, IRS must meet reasonable belief and notice requirements. The
reasonable belief requirement is met if an appropriate high level Treasury official reasonably believes, on the basis of facts and circumstances, that the church may not be tax-exempt or has business income
unrelated to its exempt purpose that is not reported. IRS regulations
define “appropriate high level Treasury official” as an IRS Regional
Commissioner or higher level official. The notice requirement is met
when IRS sends a notice of inquiry to the church that must include
(1) information on the specific circumstances surrounding the inquiry,
(2) full disclosure of administrative procedures and constitutional rights
applicable to such examinations, and (3) a general explanation of the
provisions of the Internal Revenue Code that authorize the inquiry or
otherwise may be involved in the inquiry. IRSmust explain that there is
a right to a conference. IRSmay close the case at any point during the
inquiry if it obtains sufficient information to resolve its concerns. An
inquiry not followed by an examination must be completed 90 days after
the inquiry notice date.
If the concerns that led IRSto initiate the inquiry are not resolved after
the first letter, IRS may then issue a notice of examination to the church
which must provide specific information on the issues that led to the
examination and an offer of a conference to resolve outstanding issues.
This notice cannot be sent earlier than 15 days from the date of the
notice of inquiry. IRSmust then wait 15 additional days before formally
beginning its examination of church records. Church examinations must
be completed within 2 years of the date of the notice of examination.
Also, no second inquiry or examination can be initiated on the same
issue within 5 years without the approval of the Assistant Commissioner for Employee Plans and Exempt Organizations.
Under section 76 11, IRSexamines churches for two issues: (1) does the
church have unrelated business income or otherwise engage in activities
subject to tax and/or (2) should the organization continue to be taxexempt? Within these issues, however, IRS has authority to pursue most
of the principal issues that tend to arise in examinations of tax-exempt
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organizations. For example, within the issue of whether the organization
should continue to be tax-exempt, IRScan focus on political or lobbying
activities, private inurement of members, or, in general, whether the
organization is operating primarily for business purposes. (See the app.
for more information on church inquiry and examination procedures,
for rules relating to political and lobbying activities, and for rules
related to private inurement.)
IRSdoes have authority

to question church officials and conduct investigations in certain areas without invoking the section 76 11 procedures.
According to the Joint Committee on Taxation’s explanation, Congress
did not intend that IRSwould be required to invoke the church audit
procedures for routine inquiries, such as inquiries to a church regarding
failure to file any required returns, compliance with income tax withholding responsibilities, any supplemental information needed to process a tax return, or confirmation that a particular business is or is not
owned by a church. In addition, section 7611(i) specifically excludes
criminal investigations and investigations relating to the tax liability of
any person other than a church. For example, IRSmight initiate such an
investigation of an individual on suspicion of inurement of church funds
to an individual. As a practical matter, however, IRSofficials told us it is
unlikely that a case of inurement could be thoroughly investigated without invocation of the church audit procedures in order to examine
church financial records.

How Does IRS Ensure
Church Tax Law
Compliance?

IRShas no formal programs specifically designed to identify churches in
need of examination. According to IRSofficials, generally, the only
method by which IRSwill initiate an examination of a church for tax law
compliance is based on outside information it receives, such as from the
media and the public. The information must lead to a reasonable belief
that the church is acting in a manner inconsistent with its tax-exempt
status or has unreported income from sources unrelated to its exempt
purpose or other potential tax liabilities.

Other methods that IRSuses to select nonchurch tax-exempt organizations for examination are not used for churches. Because churches are
exempt by law from filing Form 990 information returns, churches cannot be selected for examination on the basis of an analysis of items on
the Form 990 return. Because churches can only be examined on the
basis of a reasonable belief that the church does not qualify for taxexempt status or has potential unrelated business income or other tax
liabilities, IRSis prohibited from randomly selecting churches as part of
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its TCMPprograms. For similar reasons, IRSdoes not examine churches as
part of any special emphasis programs.
If IRSreceives a complaint or other adverse information about a church,
the information is generally reviewed by EOexamination personnel. IRS
officials told us that quality of information usually is more important
than quantity. For example, a detailed letter from a former financial
official of a church listing potential abuses would likely weigh more
heavily in determining whether to initiate the church inquiry/examination process than would several vague letters from the general public.
Other district and regional officials may then review the information.
However, the final decision as to whether to initiate a church inquiry
rests with the Regional Commissioner.
IRSofficials in the seven regions said they make church examinations in
accordance with the procedures in section 7611. In some cases, regions
have devised cover sheets or checklists to help ensure that examiners
adhere to the time frames and notifications mandated by section 76 11.
Some regional officials told us they assign church examinations only to
their most experienced or senior examiners.
Table 3.1 shows the numbers and results of church tax inquiry or examination cases closed over the past several years.
Table 3.1: Results of EO Church Tax
Inquiry or Examination Cases for Fiscal
Years 1984 Through 1987
Fiscal
year
1984
1985

1986
1987
Total

Results of inquiry and examinationa
Tax-exempt Tax-exempt
status
Unagreed
Total cases
status
modified
closed
revoked
disposals
3
3
3
36
1
3
3
20
3
0
0
6
5
0
0
5
12
6
6
67

cha$
19

4
1

0
24

Other
8
9
2
0
19

Source- IRS’ EO Automated lnformatron Management System Statistrcs
aFor a penod of time after the effective date of Internal Revenue Code section 7611, IRS statrstrcal data
drd not separately drstingursh between church rnqurnes and church examrnations. As a result. many
cases that were not resolved at the Inquiry stage but that became exammation cases remained In IRS’
statrstrcal data base as rnqurry cases Without actually reviewmg the closed examrnation cases, we
could not drstrngursh which cases were rnqurnes and whrch proceeded to examrnation

We were able to review general statistical information on church inquiry
and examination cases. However, IRSofficials told us they were unable
to locate most of the cases that were examined primarily because of difficulties in finding the cases at Federal Records Centers. As a result, we
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were unable to obtain information on the principal examination issues in
these closed cases.
As of September 30, 1987, IRShad 19 church inquiries or examinations
ongoing. IRSofficials said the issue of private inurement has become a
more common issue in such cases in recent years. In these 19 cases, the
issues were private inurement in 12 of the cases, unrelated business
income in 4 cases, operation as a church or status as a church in 3 cases,
operation as a tax-exempt entity in 2 cases, discriminatory practices in 2
cases, excessive lobbying in 1 case, and political activities in 1 case.
These numbers do not add to 19 because some cases have more than one
major issue.
Because most churches do not apply for tax-exempt status or file annual
information returns, IRS’ review of church applications and information
returns plays only a limited role in monitoring churches for tax law compliance. When IRSdoes receive an application for tax exemption under
section 501(c)(3) from a church, EOpersonnel at the district offices
review the application to determine if the organization meets the criteria
for tax-exempt status (see ch. 2). IRS’ ~0 personnel also review the application to determine if the organization qualifies as a church. As discussed previously, there is no firm definition of church for tax purposes
in law or regulation. However, the IRS National Office has issued guidance, in the form of 14 issues for consideration (listed on pp. 15 and 16),
to assist EOpersonnel in making such determinations. If the EOofficial
determines that the organization qualifies as a church, the organization
is notified accordingly and is listed on the EOmaster file as a church.
We discussed the review of church applications with EOofficials from
each of the seven IRSregions. In each case, officials said they use the IRS
National Office guidance to assist in making a determination of church
status. However, in three cases, the key districts have developed questionnaires or additional guidance that supplements the National Office
guidance contained in the Internal Revenue Manual. These questionnaires cover topics, such as the church ministry, worship services, and
the operation of religious schools. IRS’EOmaster file data as of December
31, 1987, show that 43,283 organizations were classified as churches or
affiliated organizations. IRSofficials said that some of these organizations are parent churches, such as the U.S. Catholic Conference, which
represents numerous individual churches. A 1987 estimate by the
National Council of Churches shows that there are approximately
350,000 churches in the United States.

Page 2 1

GAO/GGIMB-84

Churches

and Religious

Organizations

chapter 3
IRS Revlews Churches’ Tax Law Compliance
Differently
Than Other Tax-Exempt
Rellglous organization!3

IRSofficials said few churches file annual Form 990 returns, and those
that do are informed by IRSthat a return is not required to be filed in
subsequent years. If a service center receives a Form 990 from a church
and attempts to post that return information to the EOmaster file, the
information will not be processable. This is either because there is no
record of the organization on the EOmaster file or, for those churches
that have applied for and received tax-exempt status, their master file
records are coded so that IRSdoes not expect to receive, and hence cannot post, a Form 990 return. After an unpostable notice is generated,
service center personnel send the Form 990 return to the dead return
file where it is held for shipment to a Federal Records Center. The key
district personnel then send a letter to the church notifying it that it is
classified as a church in IRSrecords and therefore need not file a Form
990 return. IRSofficials said they do not track how many churches file
Form 990 returns annually. These officials told us they believe that the
number of churches filing Forms 990 is probably very small.
Churches are required to file Form 990-T business tax returns if they
have gross income of at least $1,000 from sources substantially unrelated to their exempt purposes. For the 12-month period ending July 3 1,
1987, IRSreceived a total of 676 Form 990-T returns from churches and
affiliated organizations. IRShas no programs to identify churches that
have never filed Forms 990-T but should do so. In addition, as stated
above, churches are not required to and generally do not file Form 990
returns, even though these returns contain information that could assist
IRSin determining if the organization should also file a Form 990-T
return.

Criminal
Investigations
Involving Ministry
Officials

Section 76 11 specifically exempts certain investigations from the
requirements of the church audit procedures. Among these are criminal
investigations. Both IRS’ Exempt Organizations Division and the Criminal
Investigation Division may become involved in investigating tax avoidante schemes involving churches. One of the more common schemes that
has arisen in the past is the mail order ministry. This term refers to
organizations that are set up based on “church charters” purchased
through the mail from organizations that claim that the charters and
other “ministerial credentials” can be used to reduce or eliminate an
individual’s federal income tax liability.
IRShas been involved with illegal church tax avoidance schemes and
mail order ministries for some time. We discussed these activities with
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Criminal Investigation Division officials, who told us that their investigations have always involved individuals (e.g., ministers) and have
never involved investigations of church organizations. These officials
also told us that they were very active in investigating these types of
cases in the late 1970s and early 1980s. They said that their efforts in
this area have decreased since then and continue to decrease because of
higher priority issues. Table 3.2 shows the numbers of Criminal Investigation Division church tax protestor cases initiated in the past 4 years,
and the results of these cases.
Table 3.2: Results of Church Tax
Protestor Cases for Fiscal Years 1984
Through 1987

Fiscal year
1984

Total Cases
initiated

1985
1986
1987

103
39
27
5

Total

174

Prosecution
not pursued

Conviction

67
IO
8
0
85

21
3
3
0
27

Cases
pending

Acquittal
1

14

0
0
0

26
16
5

1

81

Source IRS Case Management and Time Reporting System Statrstlcs.

Summary

IRS is required to make distinctions between churches and other religious
organizations because they are afforded different treatment under the
law. There is no definition of “church” in law or regulation. IRS makes
these determinations on a case-by-case basis, considering all the relevant
facts and circumstances as outlined in the 14 points used in its guidelines. The tax laws do not require churches to apply for tax-exempt status and file annual information returns. In addition, the law requires IRS
to follow specific procedures when initiating and conducting an inquiry
or examination of a church for tax law compliance.
IRS’ efforts to monitor churches for tax law compliance are affected by
the tax laws governing churches. Churches are not required to apply,
and therefore most churches do not apply for tax-exempt status. Consequently, IRS has no information about most churches in the country. Few
churches file annual information returns with IRS, and those that do are
informed that a return is not required to be filed. IRS has no programs to
identify churches in need of examination-it
will however consider
examining a church if it receives information that the church may not be
acting in accordance with its tax-exempt status or is engaging in taxable
activities. IRS has closed a total of 67 church inquiries or examinations
over the past 4 fiscal years, and as of September 30, 1987, had 19 ongoing church inquiry or examination cases.
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has also conducted criminal investigations of individuals who have
attempted to avoid paying taxes by claiming church status. These investigations are, by law, outside the scope of the church audit procedures.
One of the common types of tax avoidance schemes is the so-called mail
order ministry. Criminal investigations into such church tax avoidance
schemes have been declining in recent years.

IRS
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IRS Cites Difficulties in Administering the Tax
Laws Relatedto Churches
In our discussions at IRS, at recent hearings before the Subcommittee on
Oversight of the House Ways and Means Committee on television ministries’ and at the Commissioner’s Exempt Organization Advisory Group
meetings, IRS officials identified three issues affecting their ability to
effectively administer the tax laws as they relate to tax-exempt religious organizations and churches. Two issues relate specifically to
churches-the
issue of whether churches should file for tax-exempt status and file annual information returns, and the issue of whether the
section 7611 church audit procedures limit IRS’ ability to effectively
monitor churches for tax law compliance. The third issue concerns the
difficulty in making relatively subjective judgments about inurement,
unrelated business income tax, and lobbying activities and is common to
all tax-exempt organizations, including religious organizations and
churches.

Information Reporting
by Churches

Because churches are not required to file for exempt status or report on
their activities, IRS does not have information on its master file for the
vast majority of churches in the country. This lack of information
affects IRS’ oversight in two key ways. First, it limits IRS’ ability to monitor whether the organization is organized and operating in accordance
with its tax-exempt purposes. Second, for churches that have related
tax-exempt organizations, the lack of information from the church may
result in an incomplete picture of a group of related organizations.
Information on the application for tax exemption and on the Form 990
annual information return relates to many of the issues that can arise in
determining whether an organization is organized and is being operated
in accordance with its tax-exempt purposes. For example, questions on
the annual information return cover the types of program services provided and whether the organization is involved in activities not previously reported to the IRS. A program service is a major objective of the
organization, for example, adoptions, recreation for the elderly, or publication of journals or newsletters. Such information could be useful in
helping to determine whether the organization was performing activities
not in accordance with its exempt purposes and whether the organization might have unrelated business income. Also, questions on both the
application and annual information return relate to compensation of

’ Hearing on Federal Tax Rules Applicable to Tax-Exempt Organizations Involving Television Ministries before the House of Representatives. Subcommittee on Oversight, Committee on Ways and
Means (Oct. 6, 1987).
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officers, directors, and trustees. Such information could be useful in
identifying potential private inurement.
For some churches with related religious organizations, the lack of information from the church could affect IRS’ ability to obtain a complete picture of the activities and financial transactions of such groups of related
organizations. For example, a religious broadcaster could organize several separate tax-exempt organizations. One organization might be a religious broadcasting facility that had applied for and been granted tax
exemption under section 501(c)(3). There might be other section
501(c)(3) organizations, such as a religious publisher, an evangelical
organization, or a recording studio, all of which were recognized by IRS
as tax-exempt under section 501(c)(3). There also might be a section
501(c)(4) social welfare organization. Finally, the religious broadcaster
may also have a church. All of the organizations recognized by IRS as
tax-exempt would probably be required to file annual information
returns, given that they had sufficient gross receipts. However, the
church itself would not be required to file. IRS would have returns with
which to review activities and financial transactions of the recognized
tax-exempt organizations, but it would lack a complete picture of the
income, expenses, and activities of the group of related organizations,
including transactions among the organizations, because information
from the church was not available.
At hearings held on October 6, 1987, before the Oversight Subcommittee
of the House Committee on Ways and Means, both Treasury and IRS officials testified on the impact of churches not being required to file annual
returns. Regarding current law that excepts churches from reporting
requirements, Assistant Secretary (Tax Policy) Chapoton said,
“This [exception] has consequences for the administration of the tax laws. An organization which is not entitled to be considered a church for purposes of the tax laws
can nonetheless take the position that it is a church. On that basis, it can claim
exemption from the filings needed by the IRS to determine whether the organization
is in fact a church. Without this information, it is difficult for the IRS to identify
possible violations of the law. Thus, the procedural rules make enforcement of the
substantive rules difficult.“g

‘Statementby 0. Donaldson Chapoton, Assistant Secretary(Tax Policy), Department of the Treasury,
beforethe Houseof Representatives,Subcommitteeon Oversight,Committeeon Ways and Means
(Oct. 6, 1987), p. 11.
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IRS’Commissioner Gibbs spoke of the potential effects of the current tax
laws for churches on the public’s confidence in IRS’ ability to administer
the tax laws for all tax-exempt organizations:
“...Although current law imposes responsibility on the Service for enforcing the tax
laws in this area, current law also imposes substantial impediments to effective
enforcement action by the Service in this area. These impediments prevent the Service from dealing with tax abuses and violations in this area as effectively and efficiently as the Service is able to act in other areas of the tax law.
. ..We are concerned that a public perception of the Service as an agency ill-equipped
to deal with law violations and abuses, except for the most flagrant and publicized
ones, has the potential to undermine public confidence in the laws pertaining to taxexempt organizations.“‘~

Within the religious broadcasting community there are differing views
on the desirability of churches filing some sort of annual information
return. At the October 6 hearings, some religious broadcasters discussed
whether churches should be required to file some sort of annual information return with IRS. A few adamantly opposed filing any kind of
report with IRS, basing their objections, in part, on their interpretation of
the First Amendment. Others said they recognized these concerns but
had no problem filing such a return.
This issue also arose at the Commissioner’s Exempt Organizations Advisory Group meeting held on September 16 and 17, 1987. During a public
discussion period, two representatives of major U. S. denominations
urged a cooperative effort between the churches and IRS to resolve problems in the area of tax administration. However, these representatives
also said they would object strongly to any requirement for churches to
file annual Form 990 returns.
Two other organizations-the
Evangelical Council for Financial
Accountability (Council) and the National Religious Broadcasters-have
attempted to promote financial self-disclosure by churches and other
religious organizations, including religious broadcasters.
The Council was incorporated in 1979 and is a voluntary association of
about 400 nonprofit Christian ministries that emphasizes and encourages public disclosure of finances and programs. Council membership is
limited to organizations that subscribe to a written statement affirming
“Statementby LawrenceB. Gibbs,Commissionerof Internal Revenue,beforethe Houseof Representatives, Subcommittee on Oversight, Committee on Ways and Means (Oct. 6, 1987),pp. 3 and 4.
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a commitment to the evangelical Christian faith. In order to apply for
Council membership, an organization must have applied for and been
recognized by IRS as having tax-exempt status under section 501(c)(3).
The Council has issued standards of operation and fund-raising to which
member organizations must certify that they adhere. These include a
requirement that member organizations have audited annual financial
statements that must be made available to the public upon request. Also
member organizations are required to have a functioning audit review
committee and must be governed by a board whose majority are not
employees of the member organization nor related to each other by
blood or marriage. Member organizations receive a Council seal that may
be used in fund-raising and promotional publications. In addition, the
Council recently sponsored the publication of an accounting and financial reporting guide for use by Christian ministries. Several prominent
religious broadcasters are currently members of the Council.
National Religious Broadcasters is an association of approximately
1,300 religious broadcasters whose primary objectives are to assure that
religious broadcasters continue to have access to the airwaves and to
promote excellence in religious programming. The Yiational Religious
Broadcasters recently developed a code of ethics for members who are
exempt from taxation under section 501(c)(3) and who solicit funds
over the airwaves. This code requires, among other things, that these
members make available to the public an annual report and financial
statements on their operations. At its 1988 annual convention, the
National Religious Broadcasters voted to make compliance with this
code a requirement for membership.

Church Examination
Procedures

IRS is required to use special church audit procedures when examining
churches for tax law compliance. IRS field office and National Office officials told us that section 76 11 restricts IRS’ ability to (1) conduct church

examinations and (2) actively monitor churches for tax law compliance
outside the examination process.
Several IRS field officials we talked to cited provisions of section 7611 as
significantly restricting the ability of IRS to examine churches. Two pro- ’
visions, one involving the “reasonable belief” standard and one involving the time limitation for completing examinations, received the most
comments. Under section 7611, IRS can only initiate a church inquiry or
examination if a Regional Commissioner, or higher level official, reasonably believes that a church is engaged in taxable activities or is no
longer eligible for tax-exempt status. One official said it was sometimes
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difficult to decide what evidence is sufficient to meet this standard.
Under section 76 11, IRS is also required to complete any church examination and make a final determination not later than 2 years from the
date of the examination notice. An IRS field official told us that because
many churches often do not have the sophisticated accounting records
or documentation on income and expenditures, examinations may take
longer than usual. Also, other provisions in the law, such as the various
required approvals by IRS Regional Counsels and other IRS officials may
further make the 2-year time limit for concluding examinations difficult
to meet.
In addition to IRS field officials’ views, we discussed the administration
of section 7611 with IRS officials from the Office of the Assistant Commissioner (Employee Plans and Exempt Organizations.) These officials
expressed the opinion that in several ways, section 76 11 can cause difficulty in administering the tax laws for churches. They raised the following concerns about this section:
. First, the statute provides that the term church includes any organization claiming to be a church. IRS officials said this effectively allows an
organization to determine for itself whether it is a church and thus
whether it should file an application for recognition of exemption and
annual information returns.
9 Second, an organization can assert or deny a claim to church status at
any time, including during the examination process.
. Third, IRS faces difficulty in completing some church examinations
within the 2-year time limit, particularly for large, complex cases or
cases where reliable accounting records are lacking. This has required
IRS, in some cases, to use substantial additional resources to meet the
time limit.
We discussed with IRS officials the numbers of church inquiries and
examinations conducted before and after December 3 1, 1984, the effective date of section 76 11. These officials said that under the old rules for
church examinations (section 7605(c)), IRS settled more questions about
church activities informally-for
example, through correspondencewithout resorting to the initiation of church inquiry or examination procedures, which would be required to answer such questions under the
new rules (section 76 11).
We also discussed with IRS National Office officials the effects of section
7611 on IRS’ efforts to monitor churches for tax law compliance outside
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the examination process. IRSofficials said that as a result of the reasonable belief standard set forth in this section, IRShas been reluctant to
actively monitor churches. An IRSNational Office official told us that IRS
did not now have in place and would not have in the future any agencywide programs to actively monitor churches for tax law compliance.
However, some regional officials told us they collect information, such
as from the mass media or other sources, on churches and maintain files
of such information.

Other Tax Law
Administration
Difficulties

IRShas some of the same problems in administering the tax laws for

churches and religious organizations as it does for other tax-exempt
organizations. These problems center on interpretations IRSmust make
in determining such matters as what constitutes (1) inurement, (2) “substantially related” activities (for purposes of determining whether an
organization has unrelated business income), and (3) substantial lobbying activities.
An organization cannot qualify for tax-exempt status if any part of its
net earnings inures to the benefit of a private individual. Inurement can
take the form of excessive compensation to an individual within the
organization. In order to determine whether compensation is excessive,
IRSgenerally looks to comparable employment agreements-the
size of
the compensation relative to the size of the organization and the nature
of the services provided by the individual. Treasury officials have said
that it is sometimes difficult to determine what are appropriate comparable employment agreements. For example, in the case of religious
broadcasters, should the compensation involved be compared to other
religious leaders, other broadcast personalities, or other fund-raisers?
Assistant Treasury Secretary Chapoton has said that the difficulty of
determining reasonable compensation and, hence, inurement exists
across a wide range of charitable organizations. He has suggested that
Congress may want to consider prescribing procedural safeguards
against unreasonable compensation, such as allowing compensation
above a specified dollar amount only with the approval of an independent compensation committee.
Churches and all other section 501(c)(3) organizations are subject to a
tax, the unrelated business income tax (UBIT), on business income
derived from activities not substantially related to their exempt purposes. UBIT was enacted in 1950 and was extended to churches in 1969.
IRSofficials have said that UBIT is often difficult to administer because
there are no concrete rules for determining the relatedness of an income-
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producing activity to an exempt purpose. For churches, IRShas the
added difficulty that there is no associated Form 990 information return
to examine to determine if the organization should file an unrelated business income tax return. In fact, IRShas no programs to identify
churches that should file UBIT returns but that are not currently doing
so. The Oversight Subcommittee of the House Committee on Ways and
Means is currently considering potential changes to the law to provide
for better administration of UBIT.
Churches and all other section 501(c)(3) organizations are not permitted
to engage in substantial lobbying activities. The determination of what
constitutes substantial lobbying activities causes two major difficulties
for IRS.First, IRSmust determine whether the activities involved are
“lobbying.” Second, IRSmust then determine whether these lobbying
activities are substantial.

Summary

Current tax laws contain special rules relating to churches that have
consequences for IRS’ ability to administer the laws effectively. In particular, IRSofficials believe that the fact that churches are not required to
file for exempt status or report financial information annually to IRS
makes it difficult for IRSto monitor these organizations for tax law compliance. Within the church and religious broadcaster communities there
are varying views on the need for, or desirability of, filing annual financial information with IRS.Two organizations have suggested that
churches’ voluntary self-disclosure would be a useful tool for promoting
financial accountability of churches and religious broadcasters, possibly
as an alternative to filing annual information returns.
IRSofficials also believe that the church audit procedures, contained in
section 7611, can cause difficulties in initiating and conducting examinations or investigations of churches that may not be in compliance with
the tax laws. IRSofficials told us that much more evidence is required to
initiate church examinations than for other tax-exempt organizations.
Examination initiation must be approved by Regional Commissioners,
and examinations must be completed within restrictive time frames.
Some of the same difficulties

IRShas in administering the tax-exempt

laws for other section 501(c)(3) organizations are applicable to
churches. These include determining if compensation is private inurement, deciding whether income producing activities are “substantially
unrelated” to the church’s or religious organization’s exempt purposes,
and determining compliance with lobbying activity prohibitions.
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When religious organizations, including religious broadcasters, organize
and operate as churches, the information they furnish to IRSis generally
limited. As a result, IRS’ ability to identify noncompliance with the tax
law usually depends on information it receives from the media and the
public. The limited sources and amounts of information, along with the
restrictions of the church audit procedures that IRSmust apply to
churches have discouraged IRS’ activities in this area.
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INTRODUCTION
The Subcommittee on Overxight of the House Committee on
Ways and Means haa scheduled n public hearing on October 6,
1987, on the Federal tax rules applicable to taxsxempt organizetions engaged in television ministries.
In ita press release on the hearing dated September 14, 198’7,the
Subcommittee stated that it “intends to consider the Internal Revc
nue Service’s administration and enforcement of present Federal
tax law, and television miniatriea’ interpretation of, and compliance with, these rules.” The release alao states that “the Subcommittee is not undertaking to investigate any specific television miniatry or taxexempt organizetion,” and ia “not queationing religious
practices or beliefs.” Further, the release notes, “Constitutional
issues involved in the Federal tax laws that the Subcommittee will
be reviewing have been addressed by the courta.” Accordingly, the
release states that “the Subcommittee will not conaider any euch
matters at the hearing, but rather, will focus on the operation of
present-law rules.”
This pamphlet,* prepared in connection with the hearing, contains an overview of tax rules applicable to exempt organizetiona
engaged in television ministries. The tax rules described in this
pamphlet, which generally apply to churches or other religious organizationa (whether or not engaged in broadcast miniatrieal, nlnte
to (a) the tax status of churches and other religious organizationa
(including rules relating to filing an exemption application and information returns), fb) the prohibition on inurement of net earn-ings of a tax-exempt religious or charitable organization to private
interests, (cl restrictions on the political and lobbying activities of
charitable organizations, (d) application of the unrelated buaineea
income tax to religious organizations, (el the tax treatment of
transfers to charities in exchange for gooda or services, and Cl re
atrictions on IRS audits of churches.
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OVERVIEW OF TAX RULES APPLICABLE TO EXEMPT
ORGANIZATIONS ENGAGED IN TELEVISION MINISTRIES
A. Tax Status of Churches and Other Religiour Organizations
6kneml rulu
An oganixation
that is formed and operated exclusively for religious purposes qualifies for exemption from Federal income tax,
and is eli ‘ble to receive taxdeductible contributions, provided that
no part oF eta net earnings inures to the benefit of an private individual and that the organization does not violate a p icable restrictions on lobb - activities and rohibitions on poPiitical cam
activities
(+sea~
3
l(cX3) and 1’7IfI. For example, a nonprofit @r
n gious broadcasting station may qualify for taxexempt status under
section 5OUcX3) where the station broadcasts worship services conducted by ministera, religious guidance, and inspirational music,
and does not devote more than an insubstantial amount of broadcast time to commercially sponsored nonreligious programa.*
More favorable tax rules apply in the case of churches than in
the case of other types of religious organizations. Churches are not
required to file an exemption
application
with the IRS, or to re
ceive a determination of tax-exempt status from the IRS, as a condition of exemption from income tax or eligibility to receive taxdeductible contributions;3 also, churches are not required to file
annual information returns with the IFS.* Ln addition, as described
below, IRS audits of churches are subject to special restrictions.
A religious organktion
that constitutes a church is classifkd as
a public charity rather than as a private foundation, whether or
not the o?anization is publicly su~~rted6 +cordingly,
donors. to
churches Ike donors to other pu rc chantres) generally recerve
more favorable treatment of their contributions than donors to certain other types of charitable organktions.
Definitiona

The terms “religious” and “church” are not defmed in either the
Internal Revenue Code or Treasury regulations. For administrative
purposes, the IRS has formulated certain criteria to which it refers
in ascertaining whether a religious organization constitutes a
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3
church. The IRS position is that, in order to qualify as a church for

that the organization constituted a church for Federal income tax
Pul-poees. Courts have uniformly rejected claims of tax-exempt status for,
or deductibility
of contributions to, “mailorder ministries” and
similar situations where individuals attempt to claim “church”
status as part of tax-avoidance schemes.0 Marl-order ministries gen-
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erally are situationa where a secularly employed individual placea
all of his or her wages in an o aniration created through the use
of a mailorder charter under w
Ti ich the organization pays for the
individual’s living expenses.
B. Prohibition

of Inurement to Private Intercrti

In genend

An organization cannot qualify for taxexempt status as a
church, or other reli ‘ous or charitable organization, and in not eIigible to receive tax Jr eductible contributions, if any part of its net
earnin
inures to the benefit of a private individual (seca. WltcX3),
170). 7Ei.s prohibition ia intended to ensure that the organization
fulfill the rationale for such tax benefita by devoting it&f exclusively to the public good, and to prevent the o anixation from conferring financial benefits (other than r-nab 7 e compensation) on
persons having a personal or private interest in its activitier.rO
In applying the prohibition on inurement, court decisions have
closely ecrutinixed churches or other entities that are controlled by
one person because of the potential for abuse in such organizations,
and have stated that such a cloeely controlled organization muat
make full disclosure to the court of all relevant facte bearing on ib
exemption application or claim of exempt status.”
Form

of inurement

Private inurement can take a variety of forms, including the payment of dividends or excessive corn n&ion to an individual with
an interest in the organizationi*
r n determining whether an emloyee or other recipient of payments from an exempt organization
ii as received excessive compensation, all benefit8 received in exchange for services-such
aa bonuses, deferred compensation,
below-interest or unsecured loans, payments of personal expenses,
the personal use of can, airplanes, or residence+ and other benefits-are taken into account, aa well as salaries.
Reasonable compensation generally is defined as the amount
that would ordinarily be paid for like ~rvices by like organizations
under like circumstances (see Treas. Reg. sec. 1.162-‘XbX3)). Under
this standard, reasonableness generally is determined by reference
to comparable em loyment vments.
Relevant factors cited in
assessing compara If.laity have mcluded the date on which the eervice contract was made, the rite of the o anization, the nature of
the services provided, and the individu 3 s qualificationa, experieoce, and familiarity with the o an&&ion.
Private inurement can occur 3 rough means other than the
ment of dividends or excessive compensation. In a recent El:
eion,ls the Ninth Circuit Court of Appeals upheld revocation of the
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exemption of the Church of Scientology California) on a fading of
inurement, through means other than salary
ymenb. of net
earnin s to the benefit of L. Ron Hubbard, foun r er of the Church,
and ot Rem. The facts cited b the Court included (1) the Church’8
y+ve
marke!mg of HubSlcud’s worka y;ta
practlce.of copy
ng tmg pubhcatlons authored by Church em loyees m hi name,
in conjunction with payments of subs&&l
ro alties; (2) Hub
bard’s “unfettered control over milliona of doTlaru in Church
assets,” in the absence of testimony and documentation to trace the
source and use of these funds; and (3) payment of 10 percent of the
gross income of Scientology con egatlona, franchises, and organizations to Hubbard. The exact f ollar amount of these latter payments was deemed irrelevant, the Court held, inasmuch aa the rtat
ute provides that “no part” of an exempt organization’8 net eaminga may inure to a private individual.
Nonabusive

compentation

armngemenb

In some circumstances, paymenta based on a percenae of net
refits have been held not to violate the prohibitlon on inurement.
Por instance, the IRS has permitted taxexem t organizations to
adopt percentage compensation arrangementa if the following five
circumstances are present:
(1) the arrangement derives from a completely arm’e-length contractual relationship, with the service rovider having no participation in the management or control oft Re organixation;
WTve a real and discernible business
to operate the organization for
(3) the amount of the compensation is not dependent principally
on revenue of the exempt organization but rather on the accomplishment of the objectives of the compensatory contract;
(4) review of the actual operating results reveals no evidence of
abuse or unwarranted benefita; and
(5) there is a ceilin or reasonable maximum IM (LBto avoid the
possibility of a windf 3 1 benefit to the service-provider based on factars having no direct relationship to the level of service provided.”
In addition, the Internal F&venue Service has permitted a taxexem t organization to offer its employees a qualified profitaharing pf’an, eo long aa the amount contributed to the plan constituted
reasonable corn nsation and the lan met other requirements of
Federal law.‘” f”n doing so, the IR8 acknowledged that such play
further an exempt purpose by increasing employee productivity.
Parronage

allowance

In geneml

The Code provides an exclusion from groea incomeoffore(zE
rental value of a home furnished to a minister as
ter’s compensation, or (2) a rental allowance pai 8”’to a minister ail
part of corn nsation to the extent used to rent or provide II home
(sec. 107). K e rental allowance exclusion applien to amounta of
“GCM
38905tJune 11. WRZI
” G C.M 38283 tfrbruq
15. lNk7,

Page 40

GAOp2GD-SS-84

Churches

and Religious

Organizations

Appendix
Joint Committee on Taxation, Overview
Tax Rules Application
to Exempt
Organizations
Engaged in Television
Ministries
(JCS21-87), October 5,1987

of

6
corn nsation used during the ear to rent or otherwise provide a
dwe p’hng, including directly re rated expensea. Thus, the exclusion
applies to the value of a dwelling furnished to the minister, togcther with furniture, futures, and appliances; rent or mo age payments for a residence; coats of improvementi or remode
7 ing, and
expenditures for utilities,
insurance, and maintenance and
re air.‘@
L nder the present law, there is no limit on the amount of the
exclusion for a parson e allowance, provided that the amount
does not exceed reasona“g le compensation for the minister’s services, and any rental allowance ia, in fact, used by the minister to
rent or otherwise provide a home.”
of interest and tax
&ductibility
In 1983, the IFS ruled that a minister could not claim deduction8
for mortgage interest and real estate taxes on a residence to the
extent such expenditures were allocable to tax-free housing allowances received by the minister. The IRS

~~.o~e~llowing

deductions for expenaea allocable to taxexempt

The ‘I& Reform Act of 1986 overruled the IRS position and w
vided that section 265 shall not disallow otherwise allowable dei UCtions for interest paid on a mortgage on, or real property ~JU~S
paid on, the home of a minister, on account of an excludable pnrsonage allowance. Accordingly, a minister may exclude the amount
of compensation received as a housing allowance, and (if the minib
ter itemizes deductions) may offset other income with deductions
for expenditures for residential mortgage interest and real estate
taxes.
C. Ftestrictions on Political

and Lobbying Activities

in general

Charitable organizations for which deductions are allowed for
Federal income tax purposes, including churches, cannot engage.in
any political activity and cannot engage in more than an ins’
IY H.”
cant amount of lobbying activity (arcs. 5OlkX3) and 17OkX
Thus, if a church intervenes in a political campaign or engages in
substantial lobbying, including through the use of broadcast facilities, then its tax-exempt status may be jeopa.rdixed.lq
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Political

activity
Because section 5OlkX3) organizations are subject to a ban on p

litical activity, the principal issue presented by this rule ia, simply,
of “ litical” activity. In general, prohibited political
activity involves t r e participation or intervention, directly or indirectly, in any
litical campaign on behalf of or in opposition to
any candidate p”or public office.s” The office involved can be national, state, or lo4; and it is not required that the election be contest
ed or involve the participation of political partier*]
The determination of what constitutes intervention in a political
campaign requires weighing aII relevant facts and circuma&ncea.s*
Section 5Ol(cX31 s~ifically
mentions “the publishing or distribut
ing of statementa’ that support or oppose a candidate as examples
of political intervention.
Other clear examplea would include
making or soliciting cam sign contributions, providing ublicity or
* J -P&P.
volunteer assistance, an paying ex nsee of a pohti
In many casee, the critical
ff issue in r etermining whether an activit constitutes intervention in a political campaign is whether it re+
x ecta or advances a reference between competing candidatsa.*s
When membera 0P an organization are involved in political activitiee, it is necessary to determine whether such activities are at
tributable to the organization, or instead are undertaken independently by the individuals in their private capacities. In general,
principles of agency are relevent to this determination. For example, acts undertaken by i.ndividuaIs under actual or purported authority to act for the organization, and acta planned or ratified by
the organization, are considered activities of the organi&ion.s4
Where an exempt organhtion
uses a business subsidiary as a
‘guise” for carrying out particular activities without restriction,
the subsidiary’s activitiee are attributed to the parent.16

the definition

Lobbying activity

In contrast to the absolute ban on political activity, a church or
other organization seeking exemption under section 5Ol(cX31is permitted to engage in some lobbying activity provided that the activity is not “substantial.” Thus, it ia necessary for purposea of section
501(12X3)not only to define “lobb . g” activity, but also to determine the meaning of the term “au c tential.”
In general, a section MI(cX3) organization is eng ed in lobbying
activity if it advocates the adoption or rejection of7 egialation. For

“sr

G CM 33912 (Alywt
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this purpose, the term “legislation” includes action by Congress or
any State or local legislative body, or by the public in a referendum, initiative, constitutional amendment, or similar procedure.**
Lobbying includes such activities as (1) directly contacting members of a legislative body (or their staffs) to propose, support, or
oppose legislation, (2) grass roots lobbying (urging the public to contact legislators or legislative staffs to propose, support, or oppose
legislation), and (3) more generally, advocating the adoption or re
jection of legislation.*’
If it is determined that an organization otherwise qualifying
under section 501~~3) has engaged in lobbying, it is then necegqary
to determine whether the lobbying activity was substantial. The Internal Revenue Code does not explain the meaning, in thia context,
of the term “substantial”; and there ia no precise mechanical rule
for determining the substantiality of an organization’s lobbying activities in relation to its other activitkzD
Ln particular, an arithteat
(e.g.,
looking at the percentage of the
metical percentage
budget, or of employees’ time, spent on lobbying), while relevant,
has been held not determinative.29 The reason for not looking
solely at the percentage of time or money spent by an organization
on lobbying is that such an approach might give an incomplete picture to the extent that it does not reflect any volunteer time and
publicity devoted to the lobbying activities by an organization, and
the continuous or intermittent nature of the organization’s involvement in such activities.~O
D. Unrelated Business Income Tax
EIementr

of an unrelated

trade or bwinerr

Under present law, tax-exempt o anizations are subject to tax
on their unrelated business income. 1 ubject to spe&ied exceptions
and modificationa, income derived from an actint of an otherwise
taxexempt organization is subject to the unrela t&l business income
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tax (UBIT) if (1) the @come is derived from a trade or bus+as, (2)
the trade or buaineas u rerlarlg carned on by the organlultlon, and
(3) the conduct of the tra e or usmeas u not eubatantmlly related
(aside from the organization’s need for revenues or the use it makes
of such revenues) to the organizetion’o performance of its tax-exempt
functions Cseca.512(a), 513(a); Treas. Beg. sec. 1.513-l(a)).
Definition

of tradk or burfnerr

L

In general, any activity that is carried on for the production of
income from the sale of goods or the performance of services constitutes a trade or businesa for purpoaee of the UBIT. Such an activity
does not loee its identity as a trade or business merely because it is
carried on within a larger aggregate of similar activities or other
endeavors that ma be related to the organization’s exempt purpose.ssl For example, advertisin activities do not lose their identity as a trade or business even t Rough the advertising is published
in an exempt or anization periodical which contains editorial
matter related to t%e exempt purposes of the organization.~* If an
activity carried on for profit constitutes an unrelated trade or business, no part of the activity will be disregarded merely because it
does not result in profitSS
Regularly

carried

on tert

Even if an exempt organization conducts an unrelated trade or
business, the income therefrom is not subject to the UBlT unless
the activity is “regularly carried on” by the organization (sec.
512(a)). This test looks to the frequency and continuity of the
income-producing activities, and the manner in which the exempt
organization conducts the activities as corn ared with the manner
in which commercial activities are norm 3 ly pursued by taxable
businesses. Specific business activities of an exempt organization
ordinarily are deemed to be regularly carried on “if they manifest
a frequency and continuity, and are pursued in a manner, generally similar to comparable commercial activities of nonexempt organiration.s.“54
Subrtantially

t-eta&d teat

Even if a taxexempt organization regular1 carries on a trade or
business, the income from that activity is su
to the UBTI’ only
if the activity ia unrelated to the basis for e organization’s taxexempt status-i.e., only if the activity is not substantially related
(other than through the production of funds) to the purposes for
which the organktion’s
exemption ia granted.“
The Treasury regulations rovide that in order to meet the “sub
stantially related” test, the t usiness activity must “contribute importantl ” to the accomplishment of the organizetion’s exempt urpose%-dl ether this teat is met depends in each case on the Pacts
and circumstances involved. Ia Ln appropriate circumstances, com” Faz SlYch
‘*Trem
llq
“ssc S13tck
8’ Treu
“g
‘*Set 51%~.
l ’ Tnu.
b
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10
mercial endeavors such as the operation of a winery or a farm
have been held not substantially related to the exempt purpose of
religious organiLetionsa7
In determining whether business activities contribute im rtantly to accomplishing exempt purposes, the size and extent op”the activities are weighed against the nature and extent of the exem t
function which they are said to serve. Thus, if an organization Be
rives income from activities that are in part related to the performance of its exempt functions, but that are conducted on a larger
scale than reasonably necessary to perform theme functions, the
income attributable to that portion of the activities exceeding the
exempt function needs constitutes unrelated business income.ss
Excluded activities and income
Certain activities are exempt from the UBIT. For b&ance, the
tax does not apply to income earned by a taxexempt charity from
a trade or business carried on by the organization rimarily for the
convenience of its membenr or employees Csec. f 13CaX2)).And it
does not ap ly to income from an activity in which substantially
without compensation (sec. 5WaXlN.
all the wor E- u performed
This latter exclusion has been held to exclude from the UBIT farming by the brothers of a Catholic monastic order when the brothers
received no compensation for their labor but only support allowances unrelated to their setices.se
of income (and associated deductions)
ar?e%!ZhnfrE%
8Xea.
IT The UBIT generally does not apply to
dividends, interest, royalties (including overriding royalties), annuities, certain rents, gains on the disposition of property (other than
inventory property), gains on the lapse or termination of securities
options written by the organization in connection with its investment activities, and amounts received in connection with certain
securities loans.
The exclusions from income generally do not apply to the extent
the income is derived from debt-financed property, the use of which
is not substantially
related to the organizetion’e exempt purrcentage of the income from property reflecting the
pose~.‘~ A
degree to w K ch such property is debt financed is included in unre
lated business taxable income.
E. Tmnsfers to Charities in Exchange for Goods or Services
I LJnder present law, paymenta which ualiry as a “contribution or
within the meaning of section 1‘3WC) are deductible by the
Ponor. Although the Internal Revenue Code does not define the
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phrase “contribution or gift,” in general, it is construed aa requiring a voluntary transfer of property to a qualifying 0 anitetion,
made without consideration.4* Thus, if a taxpayer m 3 a a payment to a church or other religious organization and in return receives, or expects to receive, an economic benefit (i.e., a quid pro
quo), then the payment does not constitute a deductible charitable
contribution.4s
Examples of paymenta to churches or religious organizations that
do not qualify as deductible contributions include: (11 payments to
a church for use of facilities for a wedding,” (21 tuition paymenta
to parochial schools,“ (31 payments to a religious home to care for
a relative of the payor,* and (41 payments for the purchase of
raffle tickets.”
If the transferor receives, or can reasonably expect to receive,
property or services in return for making a payment to a church or
religious organization, then a presumption arises that the payment
is not a deductible contribution .‘a However, a portion of the total
payment may still be deductible if the taxpayer establishes that
this portion of the payment exceeded the value of the benefits received.“’ When the benefit received is in the form of goods or aervices generally priced in a competitive market, the value of the eco
nomic benefit conferred can be measured by reference to the competitive ~rice.*~ If the benefit received is not normally sold in a
competitive market, only that portion of the payment which exceeds a reasonable estimate of the fair market value of the benefit
may be designated as a charitable contribution.
F. Restrictions on Church Tax Inquiries and Examinations
In general

Because of the sensitive relationship between church and state,
Congress has adopted specific statutory rules governing church inquiries and examinations. These rules are intended to protect the
privacy of churches while permitting reasonable IRS examinations.
” Sn LhJow v Comm’r. 36 TC 3% tl%l,,
las. lVx-1 c B 60

afld 309 F.2d 373 ~Sth Cu 1962,: Rev Rul 76-

“SW cg. Rev Rd 58-303. 1958-l C.B 61. But es Wwdmil
v Cbmmi. 301 FZd 632 tBrh
CM 19621
“Se
eg, GAdman v Gmmi. 388 F2d 476 tdth Cir 1967) In IO~C curs where de m~ntm~
benefita .re conferred whxh .R clearly inodentrl (0 the benefita Uwt tnure (0 the organtit~w
Y I whole or members of the general publrc. l deduction MY br wmlablc See. e.g. Ydkr v.
Commi. wpro. Rev Rul 70-47. 197&l CB 49 (pr rrau and pn&c
dues of church M de
duniblc)
l * Rev Rul 67-246. 1967-2 C B 104

L
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Initiation

and fw8t nottce

The IRS may begin a church tax inquiry or examination into
whether the organization qualifies for tax exemption as a church
or whether it is carrying on an unrelated trade or business or otherwise is engaged in taxable activities on1 if the IRS re ‘onal commissioner (or a higher IRS or Treasury ok-lcial) reaaonabTy believ-,
on the basis of facts and circumstances recorded in wnting, that
the organization may be en aged in such business or activities.
Upon beginning a churc E tax inquiry, the appropriate regional
commissioner is required to provide written notice to the church.
This notice must include an explanation of the concerns that gave
rise to the in uiry and the general subject matter of the inquiry,
iflc enoug to allow the church to understand the particular
c“K”urch activities
p, or behavior at iasue.
Serond notice and rubrequent

proceedinga

The IRS may examine church records or religious activities only
if, at least 15 days before the examination, the IRS provides a tax
examination notice in addition to the general tax inquiry notice
previously provided.
As part of this notice, the church must be offered one opportunity to meet with an IRS off~cial to discuss the conceims that gave
rise to the inquiry and the general subject matter of the inquiry.
of the conference is to inform the church, in general
The pur
terms, op”the stages of the church tax inquiry and examination pro
cedures and to &uss the relevant issues that may arise as part of
the inquiry, in an effort to resolve the issues of tax exemption or
tax liability without examining church records or activities.
Generally, the IRS must complete any church tax inquiry and
examination, and make a final determination, no later than two
years after the date on which the notice of examination is mailed
to the church.
Approval

of determinations

and requerted uaminatiotu

The appropriate IRS regional counsel must approve (1) any determination that an organization does not have tax-exempt status as a
church (sec. 501(a)), (2) any determination that such an organization is not eligible to receive taxdeductible contributions (MX.
170(c)). or (3) the issuance of a notice of deficiency to a church following a church tax examination (or, in c8se9 where deficiency procedures are inapplicable, the assessment of any underpayment of
tax by the church). Moreover, the IRS Assistant Commissioner
(Employee Plans/Exempt Organizations) in general must approve
any second tax inquiry or examination of a church within five
years of any earlier inquiry or examination involving the same or
similar issues.
Scope of inquiry

and examinution

procedures

The church tax inquiry and examination procedures do not apply
to inquiries or examinations that relate primarily to the tax status
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or liability of persons other than the church. Thus, not subject to
the special church rules are inquiries or examinations regarding (11
the inurement of church funds to a particular individual or to another organization, which inurement may result in the denial of all
or part of such individual’s or organization’s deduction for contributions to the church, (2) the assignment of income or services or
excessive contributions to a church, and (31 a vow of poverty by an
individual or individuals followed by a transfer of property or an
assignment of income or services to the church.
In addition, the special church tax procedures do not apply to
any case involving a knowing failure to file a return or a willful
attempt to defeat or evade income or employment taxes, or to
criminal investigations.

0

(268320)
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