Western Catholic Church v. Commissioner, 73 T. C. 196 (1979)

An organization must be operated exclusively for exempt purposes and ensure no
part of its net earnings inures to the benefit of private individuals to maintain tax-
exempt status under IRC Section 501(c)(3).

Summary

Western Catholic Church, established in 1971 for religious purposes, sought to
maintain its tax-exempt status under IRC Section 501(c)(3). However, the church did
not conduct public religious services or engage in significant religious activities
during 1972-74. Its primary activities were passive investments aimed at
accumulating funds for future church construction. The IRS revoked its tax-exempt
status retroactively, citing the church’s failure to operate exclusively for exempt
purposes and the potential inurement of net earnings to private individuals. The Tax
Court upheld the revocation, emphasizing that the church’s activities did not further
its stated religious purpose and its financial transactions suggested private benefit.

Facts

Western Catholic Church was incorporated in 1971 with the stated purpose of
spreading the Gospel and building churches, among other activities. Its founder, S.
Dean Slough, along with his wife and daughter, served as the board of directors.
From 1972 to 1974, the church did not conduct public religious services or engage
in group religious functions. Its activities were primarily one-to-one ministry by
Slough and passive investment of funds, which were mostly contributed by Slough,
to accumulate a building fund for a future church. The church also made some
grants to individuals selected by Slough without formal criteria.

Procedural History

The IRS granted Western Catholic Church tax-exempt status under IRC Section
501(c)(3) in 1971. Following an examination of the church’s activities from 1972 to
1974, the IRS proposed to revoke this status in 1976. After the church’s appeal, the
IRS issued a final adverse determination on April 25, 1978, retroactively revoking
the exemption from the date of the church’s organization. The church then sought a
declaratory judgment from the U. S. Tax Court, which upheld the IRS’s decision.

Issue(s)

1. Whether Western Catholic Church was operated exclusively for a religious
purpose during the years 1972-74.
2. Whether a portion of the church’s net earnings inured to the benefit of private
individuals during the same period.

Holding
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1. No, because the church’s primary activities were passive investments and
minimal one-to-one ministry, which did not further its stated religious purpose.

2. No, because the church failed to establish that no part of its net earnings inured
to the benefit of private individuals, particularly given the financial transactions
involving Slough and his businesses.

Court’s Reasoning

The Tax Court found that Western Catholic Church did not meet the operational test
for tax-exempt status under IRC Section 501(c)(3). The court noted that the church’s
primary activity was the passive investment of funds, which did not further its
religious purpose. The court also considered Slough’s one-to-one ministry as
minimal and more personal than religious in nature. Additionally, the court was
concerned about the potential inurement of net earnings to private individuals,
given the church’s financial transactions and the lack of clear separation between
the church’s activities and those of Slough and his businesses. The court emphasized
that the church’s failure to keep adequate records and the use of its funds for
private benefit precluded tax-exempt status.

Practical Implications

This decision underscores the importance of ensuring that organizations claiming
tax-exempt status under IRC Section 501(c)(3) are operated exclusively for exempt
purposes and do not allow net earnings to inure to the benefit of private individuals.
Legal practitioners should advise clients to maintain clear financial records and
ensure that activities align with stated exempt purposes. The case also highlights
the IRS’s authority to retroactively revoke tax-exempt status if an organization’s
activities do not meet statutory requirements. Subsequent cases, such as Church in
Boston v. Commissioner, have reinforced the need for objective and
nondiscriminatory criteria in the distribution of funds by tax-exempt organizations.
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