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People of God Community v. Commissioner, 75 T. C. 127 (1980)

Compensation  based  on  a  percentage  of  gross  receipts  can  result  in  private
inurement, disqualifying an organization from tax-exempt status under IRC section
501(c)(3).

Summary

The People of God Community, a religious organization, sought tax-exempt status
under  IRC  section  501(c)(3).  The  organization  paid  its  ministers,  including  its
founder,  a  percentage  of  gross  tithes  and  offerings,  which  the  court  found  to
constitute private inurement. The court held that such a compensation structure,
controlled by the ministers themselves, resulted in part of the organization’s net
earnings inuring to the benefit of private individuals, thus disqualifying it from tax
exemption.  This  case  illustrates  the  importance  of  ensuring  that  compensation
arrangements within charitable organizations do not violate the prohibition against
private inurement.

Facts

People of God Community, a California nonprofit corporation and Christian church,
was founded in 1975 and incorporated in 1977. Its founder and pastor, Charles
Donhowe,  along  with  two  other  ministers,  controlled  the  organization’s  affairs.
Donhowe’s  compensation  was  based  on  a  percentage  of  the  gross  tithes  and
offerings received, with no upper limit, and constituted a significant portion of the
organization’s receipts. The other ministers also received compensation based on a
percentage of gross receipts. The organization had a loan program to help members
live closer together, which was discontinued after the IRS raised concerns about
private benefits.

Procedural History

The IRS denied  the  organization’s  application  for  tax-exempt  status  under  IRC
section  501(c)(3),  citing  private  inurement  and  private  purposes  due  to  the
ministers’  compensation  and  the  loan  program.  The  organization  sought  a
declaratory  judgment  from  the  U.  S.  Tax  Court,  which  upheld  the  IRS’s
determination  that  the  organization  did  not  qualify  for  exemption  because  its
compensation structure resulted in private inurement.

Issue(s)

1. Whether the organization is operated exclusively for religious or other exempt
purposes under IRC section 501(c)(3).
2. Whether part of the organization’s net earnings inures to the benefit of private
individuals, disqualifying it from tax exemption under IRC section 501(c)(3).

Holding
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1. No, because the organization’s compensation structure, based on a percentage of
gross  receipts,  results  in  private  inurement  to  the  ministers  who  control  the
organization.
2.  Yes,  because  paying  a  portion  of  gross  earnings  to  those  who  control  the
organization  constitutes  private  inurement,  violating  the  requirements  of  IRC
section 501(c)(3).

Court’s Reasoning

The court applied the rule that no part of a tax-exempt organization’s net earnings
may  inure  to  the  benefit  of  private  individuals.  It  found  that  the  ministers’
compensation,  based  on  a  percentage  of  gross  receipts,  constituted  private
inurement  because  it  directly  tied  the  ministers’  income  to  the  organization’s
earnings. The court rejected the organization’s argument that the compensation was
reasonable, noting that the value of spiritual leadership cannot be measured by
gross receipts. The court cited Gemological Institute of America v. Commissioner,
which held that compensation based on net earnings constituted private inurement,
and  extended  this  rationale  to  gross  earnings.  The  court  emphasized  that  the
ministers,  particularly  Donhowe,  completely  controlled  the  organization,  further
supporting the finding of private inurement. The court did not address the loan
program or whether the organization qualified as a church, as the private inurement
issue was dispositive.

Practical Implications

This  decision  underscores  the  importance  of  structuring  compensation  within
charitable organizations to avoid private inurement. Organizations should ensure
that compensation is based on reasonable and objective criteria, not tied to gross or
net  receipts.  The  ruling  may  lead  to  increased  scrutiny  of  compensation
arrangements  by  the  IRS,  particularly  when  founders  or  controlling  members
receive significant portions of an organization’s earnings. It also highlights the need
for clear separation between personal and organizational finances in religious and
charitable organizations. Subsequent cases have applied this principle to various
types of organizations, emphasizing that the prohibition against private inurement
applies broadly to all tax-exempt entities under IRC section 501(c)(3).


