Church of the Transfiguring Spirit, Inc. v. Commissioner, 76 T. C. 1 (1981)

A religious organization may be denied tax-exempt status under IRC § 501(c)(3) if its
financial structure results in private inurement of its net earnings to its founders or
key members.

Summary

The Church of the Transfiguring Spirit, Inc. , sought tax-exempt status under IRC §
501(c)(3), but the IRS denied it, leading to a legal challenge. The court upheld the
denial, finding that the church’s funds, primarily contributed by its founders, were
almost entirely used for their housing allowances, indicating private inurement and
operation for private rather than public purposes. The decision emphasizes that an
organization must operate exclusively for exempt purposes without private
inurement to qualify for tax-exempt status, highlighting the importance of financial
transparency and structure in maintaining such status.

Facts

The Church of the Transfiguring Spirit, Inc. , was incorporated in New Mexico in
1979, with its primary purpose being to operate as a religious organization. It was
founded and controlled by G. David Thayer and Retta M. Thayer, who were also its
main financial contributors. In 1977 and 1978, virtually all of the church’s income
came from the Thayers, and nearly all of it was paid out as housing allowances to
them. The church’s board of directors consisted of the Thayers, their daughter, and
two others, with minimal public participation in its activities.

Procedural History

The church applied for tax-exempt status under IRC § 501(c)(3) in 1979, which the
IRS denied in December 1979. The church then sought a declaratory judgment from
the U. S. Tax Court, which reviewed the case based on the administrative record and
upheld the IRS’s determination in January 1981.

Issue(s)

1. Whether the Church of the Transfiguring Spirit, Inc. , was operated exclusively for
exempt purposes as required by IRC § 501(c)(3)?

2. Whether any part of the church’s net earnings inured to the benefit of private
shareholders or individuals, contrary to IRC § 501(c)(3)?

Holding

1. No, because the church’s financial structure and operations were primarily for the
private benefit of its founders.

2. Yes, because virtually all of the church’s income was used as housing allowances
for the Thayers, indicating private inurement.
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Court’s Reasoning

The court applied the legal rules that to qualify for exemption under IRC § 501(c)(3),
an organization must be operated exclusively for exempt purposes and no part of its
net earnings may inure to the benefit of any private shareholder or individual. The
court found that the church failed both tests. The Thayers’ contributions and
control, coupled with the near-total allocation of funds to their housing, indicated
that the church was not operating for public purposes but for private benefit. The
court noted that net earnings include more than just profits and can inure to
individuals in various ways, not just through salaries or dividends. The court
distinguished this case from others where exemptions were granted, citing the
unique financial structure and lack of diverse income sources or public involvement
in the church’s activities. The court also referenced prior cases where similar
financial arrangements led to the denial of exempt status.

Practical Implications

This decision underscores the need for religious organizations to maintain a
financial structure that clearly supports public rather than private interests to
secure and retain tax-exempt status. It informs legal practitioners that the IRS and
courts will scrutinize the source and use of funds in determining eligibility for
exemption. For similar cases, attorneys should advise clients on the importance of
diversifying income sources and ensuring that compensation to founders or key
members is reasonable and justified by services rendered. This ruling may impact
how small religious organizations structure their finances, potentially leading to
more transparency and public engagement to avoid similar denials of tax-exempt
status. Subsequent cases have continued to apply this principle, emphasizing the
need for organizations to demonstrate that they serve a public purpose beyond the
private interests of their leaders.
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