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Bethel Conservative Mennonite Church v. Commissioner, 80 T. C. 352 (1983)

A church’s tax-exempt status under IRC 501(c)(3) may be denied if it engages in
substantial nonexempt activities, such as operating a medical aid plan that serves
the private interests of its members.

Summary

Bethel  Conservative  Mennonite  Church  sought  tax-exempt  status  under  IRC
501(c)(3) but was denied due to its operation of a medical aid plan for members
only. The court held that the plan, which accounted for a significant portion of the
church’s  disbursements,  was  a  substantial  nonexempt  activity  serving  private
interests rather than public or religious purposes. The decision underscores that
even  religious  organizations  must  operate  exclusively  for  exempt  purposes  to
maintain  tax-exempt  status,  and  that  nonexempt  activities,  if  substantial,  can
disqualify an organization from such status.

Facts

Bethel Conservative Mennonite Church, established in 1955, engaged in various
religious and charitable activities. In 1964, it established a medical aid plan funded
by voluntary member offerings, which covered medical expenses for members and
their  dependents.  From  1965  to  1979,  the  plan  disbursed  significant  funds,
accounting for about 22% of the church’s total disbursements. The church applied
for  tax-exempt  status  under  IRC  501(c)(3)  in  1980,  but  the  IRS  denied  the
application citing the medical  aid  plan as  a  nonexempt activity  serving private
interests.

Procedural History

The church applied for tax-exempt status under IRC 501(c)(3) in May 1980. The IRS
denied the application in October 1980, citing the medical aid plan as a nonexempt
activity. After the church discontinued the plan in January 1981 and adopted a new
constitution, the IRS granted exempt status effective from that date but denied it for
the period prior to the change. The church then sought a declaratory judgment from
the Tax Court, which upheld the IRS’s denial of exempt status for the pre-1981
period.

Issue(s)

1. Whether the operation of the medical aid plan constituted a nonexempt activity
under IRC 501(c)(3).

2. Whether the medical aid plan was a substantial part of the church’s activities.

Holding
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1. Yes, because the medical aid plan served the private interests of the church’s
members by paying their medical bills, which was not an exempt purpose under IRC
501(c)(3).

2.  Yes,  because  the  plan  accounted  for  a  significant  portion  of  the  church’s
disbursements  and was  a  regular  and organized  activity,  indicating  it  was  not
insubstantial.

Court’s Reasoning

The  court  applied  the  operational  test  of  IRC  501(c)(3),  which  requires  an
organization to operate exclusively for exempt purposes. The medical aid plan was
deemed  nonexempt  because  it  benefited  only  church  members  and  their
dependents, excluding the public, and lacked objective criteria for aid distribution,
potentially  leading  to  abuse.  The  court  cited  the  percentage  of  disbursements
dedicated to the plan as evidence of its substantiality, ranging from 17% to 64% of
total  income  in  the  years  examined.  The  court  also  noted  that  the  plan’s
administration involved regular committee reports and monthly collections, further
indicating its significance. The court rejected the church’s argument that the plan
furthered religious purposes, finding no link between the plan and the church’s
tenets of faith.

Practical Implications

This  decision  impacts  how  religious  organizations  structure  and  report  their
activities  to  maintain  tax-exempt  status.  It  clarifies  that  even  well-intentioned
activities, like member aid programs, must align with exempt purposes and not
serve private interests to avoid jeopardizing tax-exempt status. Legal practitioners
advising religious organizations should carefully review all activities, ensuring they
meet  the  exclusively  exempt  purpose  requirement.  The  ruling  also  affects  how
similar cases are analyzed, emphasizing the need for a clear distinction between
public and private benefits. Subsequent cases have referenced this decision when
assessing the substantiality of nonexempt activities in tax-exempt organizations.


