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The Church and the Tax Law: Keeping
Church and State Separate

Mary Ann Hofmann

ABSTRACT: In a democracy characterized by the separation of church and state, what

role does the federal government play in regulating the activities and the financial

transactions of churches and other religious nonprofit organizations? What are the

current federal requirements regarding tax exemption for churches, tax deductibility of

donations to churches, and political activity by churches, and are these requirements

justified? Rather than interfering with the free exercise of religion, does the federal

government actually come closer to violating the establishment clause of the First

Amendment by providing inappropriate tax benefits to churches and clergy? This paper

discusses tax laws and federal court decisions relating to these and other issues.
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INTRODUCTION
Does Congress have the right to define what is or is not a bona fide religion or church? Can

the Treasury Department dictate who is or is not a minister? Can the Internal Revenue Service

(IRS) decide that a church has violated the tax laws by participating in a political campaign and

revoke its tax-exempt status? Can a citizen who is conscientiously opposed to insurance avoid

paying Social Security taxes? Can a taxpayer sue the government for religious discrimination

based on the fact that the tax law provides a deduction, exemption, or exclusion to churches (or

ministers) that is not available to nonreligious organizations or non-clergy? Can the federal courts

rule that a minister’s cash housing allowance is taxable? These questions have no simple

answers. Congress, the Treasury, the IRS, and the federal courts have been struggling with these

issues and others like them for almost 100 years. Recently, these controversies seem to have

escalated, and the possibility of satisfactory resolution seems remote. These issues strike at the

heart of one of the freedoms Americans hold most sacred, freedom of religion, and also at the

integrity of the federal income tax, by which the U.S. government raises the largest portion of its

revenues.

The U.S. Constitution and the accompanying Bill of Rights promote and protect freedom—of

speech, of the press, of religion. The First Amendment prohibits Congress from making any law

respecting an establishment of religion (the Establishment Clause) or impeding the free exercise of

religion (the Free Exercise Clause). Some interpret this to mean that the government must keep a
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strict ‘‘hands off’’ policy when it comes to religion; that churches are, in essence, above the laws of

the land. Realistically, the First Amendment simply provides that the government may neither

compel nor prohibit religious belief or exercise. The oft-cited ‘‘wall of separation between church

and state’’ does not actually appear in the Constitution or the Bill of Rights, but is traced to a letter

Thomas Jefferson wrote to the Danbury Baptists in 1802.1 Courts have often referred to that wall

while acknowledging that ‘‘it has never been thought either possible or desirable to enforce a

regime of total separation’’ (Lynch v. Donnelly, 465 U.S. 668 [1984]).2

The courts have frequently been challenged to determine where the line should be drawn

between the legitimate interests of the state and freedom of religion. In Lee v. U.S., 497 F. Supp.

180 (DC-PA 1980), a federal district court judge explained that:

The free exercise of one’s religion is a fundamental, natural, absolute right, firmly

entrenched in the foundation and the history of our legal system. Courts have given the

First Amendment a broad interpretation in light of its history and the evils it was designed

to prevent. When this right has come into conflict with an equally valued and respected

governmental interest, the Court will apply a balancing test to determine which must yield

to the other. A pattern has emerged from these conflicts which has set guidelines for

determining the predominate interest. Courts have determined that while religious beliefs
may be inviolate, religious conduct is not; therefore conduct jeopardizing public safety,

peace, or order will fall to Governmental interest.

Unfortunately, the vague phrasing of the First Amendment creates difficulties of interpretation,

and the Establishment and Free Exercise Clauses are somewhat contradictory when applied to

issues related to the taxation of religious organizations. In Texas Monthly, Inc. v. Bullock, 489 U.S.

1 (1988), Justice Blackmun describes the dilemma: ‘‘The Free Exercise Clause suggests that a

special [sales tax] exemption for religious books is required. The Establishment Clause suggests

that a special exemption for religious books is forbidden. This tension between mandated and

prohibited religious exemptions is well recognized.’’ It is largely because of tax issues that the

government, particularly at the federal level, finds itself in a position of regulating religion.

The federal government does not go out of its way to write laws regulating churches. If a

church incorporates or forms a legal entity, which it would do under state law, for the purpose of

holding property, opening a bank account, employing a minister, etc., then many of the laws

governing business entities, property owners, and employers may be applicable. In the interest of

public safety, for example, churches are required to comply with building and fire codes. The

federal government, as well as most state and local governments, grants tax exemptions to

nonprofit organizations, including churches, not because the Constitution demands it, but as a

matter of courtesy. ‘‘It has never been thought before that freedom from taxation was a prerequisite

attaching to the privileges of the First Amendment. The National Government grants exemptions to

ministers and churches because it wishes to do so, not because the Constitution compels’’

(Murdock v. Commonwealth of Pennsylvania, 319 U.S. 105 [1943]; see, also, Bob Jones
University v. United States, 461 U.S. 574 [1983]). In fact, the Supreme Court’s justification for tax

exemption for churches has been based most often on the historical premise that churches devote

1 Jefferson, T. 1998. Jefferson’s letter to the Danbury Baptists: The final letter, as sent. Library of Congress
Information Bulletin 57 (6).

2 See, also, Committee for Public Education & Religious Liberty v. Nyquist, 413 U.S. 756 (1973); Zorach v.
Clauson, 343 U.S. 306 (1952); and Lemon v. Kurtzman, 403 U.S. 602 (1971).
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significant resources to charitable work and, hence, should be treated in the same manner as

secular charitable organizations.3

Tax exemption for charitable, religious, or educational organizations was part of the original

Corporation Excise Tax of 1909.4 The tax deduction for donations to charity was established in

1917, just four years after the federal individual income tax was introduced. When it comes to

obtaining and maintaining tax-exempt status, churches are granted extreme deference (compared

to secular nonprofits) by the federal government: churches do not need to apply for or obtain

recognition of tax-exempt status, do not need to file an annual return with the IRS, and do not need

to withhold taxes from compensation paid to ministers or pay unemployment taxes on employee

wages. Furthermore, there are significant limits on the IRS’s ability to audit churches.5 Due to

these concessions to churches, the IRS has actually been accused in recent years of religious

discrimination against nonreligious nonprofits.

Defining the terms is problematical: what is a religion, and what constitutes a church? If any

organization calling itself a church gets automatic tax exemption and freedom from most forms of

government scrutiny, then it is no wonder there have been so many tax-evasion schemes involving

sham churches. Clearly, in order to grant tax exemptions to churches and tax deductions to

donors, the government must be able to ensure that a ‘‘church’’ is bona fide. The IRS’s General

Counsel Memorandum 37247 (September 8, 1977) discusses the definition of religion for

purposes of tax exemption. The analysis relies heavily on the Seeger test, from United States v.
Seeger, 380 U.S. 163 (1965), as elaborated upon in Welsh v. United States, 398 U.S. 333 (1970).

In order to preserve the integrity of the tax system, the IRS also needs to be able to ensure that

employees of churches are subject to the same tax withholding and reporting requirements as

employees of secular organizations and that donors taking tax deductions for charitable

contributions can substantiate their donations. For these reasons, the federal government must

exercise some level of control over organizations claiming to be churches.

This paper discusses the four areas in which the federal tax law, administered by the IRS,

regulates churches—authentication and maintenance of tax-exempt status, the tax on unrelated

business activities, tax withholding and reporting for employees and self-employed service

providers, and substantiation of tax-deductible donations—and provides a summary of some

landmark federal court decisions and some emerging controversies.

REQUIREMENTS FOR TAX-EXEMPT STATUS UNDER IRC

§501(c)(3)
Internal Revenue Code (IRC) §501(a) provides for tax exemption for organizations described

in §501(c)(3) as being ‘‘organized and operated exclusively for religious, charitable . . . or

educational purposes . . . no part of the net earnings of which inures to the benefit of any private

shareholder or individual, no substantial part of the activities of which is carrying on propaganda, or

otherwise attempting, to influence legislation . . . and which does not participate in, or intervene in

3 Hoff, R. P. 1991. The financial accountability of churches for federal income tax purposes: Establishment or

free exercise? Virginia Tax Review 11 (1): 71–136.
4 Scheitle, C. P. 2010. Beyond the Congregation: Christian Nonprofits in the United States. New York, NY:

Oxford University Press.
5 Internal Revenue Service (IRS). 2013. Tax Guide for Churches and Religious Organizations. Publication 1828.

Available at: http://www.irs.gov/pub/irs-pdf/p1828.pdf
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(including the publishing or distributing of statements), any political campaign on behalf of (or in

opposition to) any candidate for public office.’’

According to IRC §508, nonprofit organizations must apply for tax-exempt status by filing IRS

Form 1023, a 26-page document that requires information with respect to mission, goals, and

organizational structure; financial statements; and specific details about past, present and planned

activities. Part VI asks questions about members receiving benefits from the organization, and Part

VIII asks about political activities. Schedule A, to be completed by churches, asks questions

designed to determine whether the organization is a bona fide church. A copy of IRS Form 1023,

Schedule A, can be found in Appendix A. The questions are based on the 14 characteristics of

churches used by the IRS for decades as general guidelines.6 A church need not possess all 14

characteristics. A nonprofit that receives approval as a §501(c)(3) organization is exempt from

paying income tax on its net earnings, and there is a presumption that one who contributes to such

an organization can deduct the donation from his or her taxable income.

Churches are exempted from filing IRS Form 1023 in order to obtain tax exemption. A church

may simply hold itself out as a church and claim tax-exempt status pursuant to IRC §508(c). A

person contributing to such a church may deduct the contribution from his or her income under IRC

§170(a), but, if audited, has the burden of proving that the church meets the four criteria listed in

§170(c)(2): it is created or organized in the United States; it is organized and operated exclusively

for religious purposes; no part of the net earnings inure to the benefit of any private shareholder or

individual; and it is not disqualified for tax exemption under §501(c)(3) by reason of attempting to

influence legislation or participating in or intervening in any political campaign on behalf of (or in

opposition to) any candidate for public office.

In Richardson v. Comm., 91 F. 3d 154 (CA-9 1996), a taxpayer claimed large deductions for

charitable contributions to a church. The church he was donating to was himself; he simply held

himself out to be a church ‘‘because he believed in the Bible.’’ The IRS denied the charitable

contribution deductions, and the Tax Court agreed, explaining that ‘‘although §170 does not define

the requirements that must be satisfied in order to qualify as a church, it is evident that a church

cannot, for Federal income tax purposes, consist of just one individual.’’ The justice pointed to a

long list of cases that apply the 14 characteristics listed in Rev. Rul. 59-129, discussed in the

previous paragraph, in defining what a church is. In Riether v. U.S., 919 F. Supp. 2d 1140 (DC MN

2012), the IRS disallowed deductions for charitable contributions on the basis that the taxpayer

could not provide evidence that the charity met the requirements of §170(c). The ‘‘mission’’ had not

applied for or received official tax-exemption from the IRS. The U.S. District Court in New Mexico

held that although the taxpayers submitted articles of incorporation that demonstrated that the

mission was organized under Kentucky law and was organized and operated exclusively for

charitable purposes, they failed to provide evidence with respect to the statute’s final two

requirements—that no net earnings inure to a private individual and that the corporation does not

participate in political activity.

6 See General Counsel Memorandum 36993 (February 3, 1977), which mentions their use in Rev. Rul. 59-129,

1959-1 C. B. 58. For recent application and discussion of the 14 characteristics, as well as other potential

definitions for ‘‘church,’’ see Spiritual Outreach Society v. Comm., 927 F. 2d 335 (CA-8 1991) and Foundation
for Human Understanding v. U.S., 614 F. 3d 1383 (CA-Fed. Cir. 2010).
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No Private Benefit or Inurement to Insiders

The reason for the prohibition against private inurement or private benefit is obvious: the

definition of a nonprofit is an organization that does not exist to enrich its owners or investors, but

rather uses its surplus revenues to further its mission. According to Treas. Reg. §1.501(c)(3)-

1(d)(1)(ii ), to qualify as a §501(c)(3) nonprofit, the organization must serve a public rather than a

private interest. The beneficiaries of the nonprofit’s activities must be objects of charity or the

community at large. A nonprofit will not be qualified to receive tax-deductible donations if it exists

primarily to serve the private interests of any individual or organization or if any of its earnings or

assets inure to the benefit of insiders. For churches, private inurement could consist of provision of

perquisites to leaders or members; payment of unreasonable compensation or inflated rents to

founders, ministers, officers, board members, or their families; making loans to insiders; or

transferring property to insiders for less than fair market value. Founding Church of Scientology v.
U.S., 412 F. 2d 1197 (Fed. Cl. 1969), found that earnings inured to the benefit of the founder in the

form of payments to him and to various family members of salaries, rentals, reimbursements, and

loans. Judge Collins opined that ‘‘the very existence of a private source of loan credit from an

organization’s earnings may itself amount to inurement of benefit.’’

There have been many well-publicized incidents involving television evangelists or mega-

church pastors who used donated funds to finance excessively luxurious lifestyles. A search of

federal tax cases reveals a host of schemes in which individuals have used some form of ‘‘church’’

for personal tax evasion purposes.7 In Miedaner v. Comm., 81 T. C. 272 (1983), in which a family

made donations to and transferred various sources of income to a church that then paid their living

expenses, the Tax Court complained that ‘‘our tolerance for taxpayers who establish churches

solely for tax-avoidance purposes is reaching a breaking point.’’ Yet 30 years later, this type of

scam continues to show up in federal courts with surprising frequency.

The restriction against private inurement of church income or property has not been

challenged on constitutional grounds. It cannot reasonably be considered interference with the free

exercise of religion, especially since it applies to all charitable nonprofits, religious or otherwise. As

a long list of federal cases has shown, the government has the right to require and to verify that a

nonprofit, including a church, serves a religious, educational, or charitable purpose and does not

exist primarily for the financial benefit of insiders.

No Lobbying or Political Campaign Activities

IRC §501(c)(3) nonprofits, including churches, are strictly prohibited from substantial lobbying

and from any degree of participation in political campaign activity. The justification for these

prohibitions may not be obvious, at least to anyone who is not a tax accountant. IRC §162(e)

prohibits any individual or corporation from taking a tax deduction for lobbying expenditures (other

than at the local level) or political contributions of any kind. IRC §162(e)(3) further states that a

business- or employment-related expense deduction is denied for payment of dues to a trade or

7 Just a few examples include Bubbling Well Church of Universal Love v. Comm., 670 F.2d 104 (CA-9 1981);

Church of the Visible Intelligence that Governs the Universe v. U.S., 4 Cls. Ct. 55 (1983); Canada v. Comm., 82
T. C. 973 (1984); Church by Mail v. Comm., 765 F.2d 1387 (CA9-1985); U.S. v. Heinemann, 801 F.2d 86 (CA-

2 1986); Dube v. U.S., 74 AFTR 2d 94-5473 (Bktcy. Ct. IL 1994); Church of World Peace v. Comm., 52 F.3d

337 (CA-10 1995); U.S. v. Hartshorn, 113 AFTR 2d 2014-2293 (CA-10 2014).
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professional association to the extent that the organization uses its funds to pay for lobbying

activities.8 When Congress prohibits churches and other §501(c)(3) organizations from engaging

in substantial lobbying or political campaigning, its motive is to preserve the disallowance of a tax

deduction for political activities. This restriction prevents taxpayers from converting an otherwise

non-deductible political expenditure into a deductible charitable contribution.

That the government is interested primarily in protecting the integrity of the income tax is best

illustrated by the case of Branch Ministries v. Comm., 211 F. 3d 137 (CA-Dist. Col. 2000), and the

earlier case, Branch Ministries Inc. v. Rossotti, Charles O., 40 F. Supp. 2d 15 (DC Dist. Col. 1999).

Four days before the 1992 presidential election, Branch Ministries, otherwise known as the Church

at Pierce Creek, placed full-page advertisements in the Washington Times and USA Today in

which it urged Christians not to vote for then-presidential candidate Bill Clinton because of his

positions on certain social issues. At the bottom of the page was a statement that the

advertisement was sponsored by the church and its pastor and that tax-deductible donations to

help pay for such advertisements would be gladly accepted. The ad attracted a fair amount of

publicity and was mentioned in at least two articles in the New York Times, which is likely how it

came to the attention of the IRS.9 Upon investigation, the IRS concluded that the placement of the

advertisements violated the statutory restrictions on organizations exempt from taxation, and in

1995, for the first time in its history, it revoked a bona fide church’s tax-exempt status because of

its involvement in politics. The church challenged the IRS’s action on the grounds that the

revocation violated its right to the free exercise of religion guaranteed by the First Amendment and

equal protection under the Fifth Amendment. Both the U.S. District Court and the U.S. Court of

Appeals for the District of Columbia found these objections to be without merit.

In the appellate court decision, Senior Circuit Judge Buckley points out that the revocation of

Branch Ministries’ IRC §501(c)(3) status:

is more symbolic than substantial. As the IRS confirmed at oral argument, if the Church

does not intervene in future political campaigns, it may hold itself out as a 501(c)(3)

organization and receive all the benefits of that status. All that will have been lost, in that

event, is the advance assurance of deductibility in the event a donor should be audited.

Contributions will remain tax deductible as long as donors are able to establish that the

Church meets the requirements of section 501(c)(3). Nor does the revocation necessarily

make the Church liable for the payment of taxes. As the IRS explicitly represented in its

brief and reiterated at oral argument, the revocation of the exemption does not convert

bona fide donations into income taxable to the Church. Furthermore, we know of no

authority, and counsel provided none, to prevent the Church from reapplying for a

prospective determination of its tax-exempt status and regaining the advance assurance

of deductibility—provided, of course, that it renounces future involvement in political

campaigns.

Judge Buckley goes on to explain how a church can form a separate §501(c)(4) organization

that is tax-exempt, but does not receive tax-deductible contributions to conduct lobbying activities,

and how that organization can form a Political Action Committee (PAC) to engage in political

8 For a detailed analysis of the so-called ‘‘lobby tax,’’ see Hofmann, M. A. 2007. Tax planning for the lobby tax.

Advances in Taxation 17: 37–63.
9 Applebome, P. 1992. Religious right intensifies campaign for Bush. New York Times (October 31): 1–1; Lewis,

A. 1992. Abroad at home: Tax-exempt politics? New York Times (November 30): A-15.
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campaign activities. As long as no tax-deductible donations to the church are used to finance these

other organizations, their lobbying activities and political campaign activities will not jeopardize the

church’s tax-exempt status. It is evident from this discourse that the government’s concern is not to

bar churches from participating in the political arena, but simply to avoid granting tax deductions to

taxpayers who finance such activities.

While the IRS has been vindicated in enforcing the prohibition against the political activity of

churches, the Branch Ministries case is one of the few, if not only, times the IRS has pursued such

a course. A number of churches and other religious nonprofits openly engage in lobbying and

political campaign activity, but do not seem to attract the attention of the IRS. In the 1980s,

Abortion Rights Mobilization Inc. unsuccessfully attempted to sue the Catholic Church for

engaging in pro-life lobbying and political campaign activity and the IRS for failing to revoke the

tax-exempt status of the Catholic Church (Abortion Rights Mobilization Inc. v. Regan, 544 F. Supp.

471 [DC NY 1982]; In Re U.S. Catholic Conference et al. v. Abortion Rights Mobilization Inc. et al.,
885 F.2d 1020 [CA-2 1989]). The federal courts appeared hesitant to pursue an inquiry that might

expose both the IRS and the Catholic Church to potentially embarrassing public scrutiny, and the

case was ultimately dismissed due to lack of standing on the part of the plaintiffs.10

No Criminal Activities

There are several instances in which a church’s tax-exempt status was revoked due, at least

in part, to criminal activity. In King Shipping Consum, Inc. v. Comm., 58 TCM 574 (1989), the

Zion Coptic Church was shown to be a front for a drug smuggling and distribution operation. As

the Special Trial Judge pointed out, ‘‘it is settled law that an exempt organization may not carry

on criminal activities and still retain its exemption.’’ In another case, Church of Scientology of
California v. Comm., 83 T. C. 381 (1984), affirmed in 823 F.2d 1310 (CA-9 1987), criminal

allegations were made, but not proven. The court made it clear, however, that ‘‘the First

Amendment does not shield a church from the constraints of the criminal law, and the

Government, through [the IRS], could insist its largesse not subsidize criminal activity.’’ That

particular church lost its tax-exempt status due to private inurement. More recently, a case

involving a terrorist organization cloaked as a §501(c)(3) nonprofit, while not a church, raised

First Amendment issues of freedom of religion (U.S. v. Mubayyid, 476 F. Supp. 2d 46 [DC MA

2007]).

Limitation on IRS Audits of Churches

IRC §7611 prohibits the IRS from auditing a church unless ‘‘an appropriate high-level Treasury

official has reliable, written, third-party evidence’’ that the church is not qualified for tax exemption

or is engaged in taxable activity. Even then, the agency must give the church advance notification

of the audit and the opportunity to request a pre-examination meeting to attempt to resolve the

issue(s) and avoid a full-scale audit. These restrictions significantly hamper the IRS’s ability to

enforce the IRC. In a number of cases, such as U.S. v. Toy National Bank, 43 AFTR 2d 79-954

(DC IA 1979); Free United Mission Mother Church, et al. v. U.S., 56 AFTR 2d 85-6295 (DC TX

1985); and U.S. v. Church Universal and Triumphant, Inc., 71A AFTR 2d 93-4232 (DC MT 1991),

10 Carroll, A. B. 1992. Religion, politics, and the IRS: Defining the limits of tax law controls on political expression

by churches. Marquette Law Review 76 (1): 217–263.
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the federal courts have held the position that the IRS’s examination of the financial records of a

church, when all proper procedures are followed, does not in any way violate the church’s First

Amendment rights.

In U.S. v. Living Word Christian Center, 102 AFTR 2d 2008-7220 (DC MN 2008), the IRS,

based on reports that the church had engaged in political activities and excess benefit

transactions, began an investigation and issued an administrative summons for church records.

The notice of inquiry was signed by the IRS’s Director of Exempt Organizations Examinations

(DEOE). U.S. Magistrate Judge Jeffrey Keyes of the U.S. District Court in Minnesota ruled that the

IRS could not seek judicial enforcement of its summons because the DEOE was not an

‘‘appropriate high-level Treasury official.’’ When IRC §7611 became effective in 1984, an

appropriate high-level Treasury official was defined as ‘‘the Secretary of the Treasury or any

delegate of the Secretary whose rank is no lower than that of a principal Internal Revenue officer

for an internal revenue region’’ (IRC §7611(h)(7)), and was interpreted by Reg. Sec. 301.7611-1

Q&A 1 as the ‘‘appropriate Regional Commissioner.’’ The IRS Restructuring and Reform Act of

1998 eliminated the position of Regional Commissioner. Congress did not amend the definition of

‘‘appropriate high-level Treasury official,’’ and the IRS did not amend its own definition, but simply

delegated the authority to the DEOE. (See Internal Revenue Manual §4.76.7.4 [June 1, 2004]).

Judge Keyes reasoned that the Regional Commissioner was an official only one management

level removed from the Commissioner of the IRS; the DEOE, on the other hand, is four

management levels removed from the Commissioner of the IRS and, therefore, is not the ‘‘high-

level Treasury official’’ envisioned by Congress. The nearest equivalent to the Regional

Commissioner under the current IRS organization is the Commissioner of Tax Exempt and

Government Entities.

THE UNRELATED BUSINESS INCOME TAX
Churches and other religious organizations, like secular nonprofits, sometimes engage in

profit-making activities unrelated to their tax-exempt mission. This does not affect tax-exempt

status as long as such activities are not a substantial part of the organization’s overall activities.

However, the net profit from such activities is subject to the IRC §511, Unrelated Business Income

Tax (UBIT), if the activity constitutes an ongoing trade or business. The fact that the income from

the business is used to fund the church’s tax-exempt activities does not make the activity ‘‘related’’

to its spiritual or charitable mission. According to IRC §502, ‘‘feeder organizations,’’ organizations

operated for the sole purpose of carrying on a trade or business, the profits of which are turned

over to charity (such as the Newman’s Own food company), are not themselves eligible for tax

exemption. So despite its automatic or officially recognized tax-exempt status, a church must file a

tax return (IRS Form 990-T) and pay UBIT on its profits if it has more than $1,000 of gross income

from an unrelated business activity.11

For a church, income from gaming (with special exceptions for bingo), income from the sale of

advertising in church publications or on church websites, income from the sale of merchandise or

services that are not substantially related to its religious mission, income from the rental of debt-

financed real estate, or even income from charging the general public for parking in the church

parking lot during the week is considered unrelated business income. There are exceptions for

11 Internal Revenue Service (IRS). 2013. Tax Guide for Churches and Religious Organizations, 12–13.

Publication 1828. Available at: http://www.irs.gov/pub/irs-pdf/p1828.pdf
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business ventures in which all labor is performed by volunteers or the business consists of selling

merchandise that is donated (e.g., thrift stores).12

Congress enacted the UBIT in 1950 because it felt it was necessary to prevent unfair

competition.13 This legislation was a reaction to the IRS’s failed attempt to deny tax exemption to

the Mueller macaroni company, which was acquired by New York University School of Law to be

operated for its exclusive benefit. (See C. F. Mueller Co., 40 AFTR 963 [CA3, June 20, 1951].)

Initially, churches were excepted from UBIT provisions. However, it became apparent that

churches were engaging, or were apt to engage, in unrelated business activities. Congress

responded in the Tax Reform Act of 1969 by subjecting almost all exempt organizations to the tax

on unrelated business income.14 Several scholars have advanced the theory that, in addition to the

prevention of unfair competition, an important aspect of UBIT is the promotion of economic

efficiency.15 If a church owns and operates a bakery, for example, and is exempt from income tax

on the profit, then the church can compete unfairly with other bakeries in the community that are

required to pay income tax. Thus, churches might have incentive to engage in businesses for

which they have no real competitive advantage except that they are exempt from taxation, and that

would result in economic inefficiency.

Due to the ability of nonprofits to over-allocate common expenses to their unrelated business

activities, UBIT probably does not achieve its objectives in completely leveling the playing field or

promoting productive efficiency.16 However, it provides an important gatekeeping function; without

it, the doors would be wide open for nonprofits to run all kinds of businesses completely unrelated

to their tax-exempt status and to avoid income tax on the profits. Does UBIT interfere with the free

exercise of religion? This charge has not been brought in a federal court. Apparently, it is

reasonable enough to expect that if a church chooses to compete in the business world, then it

should be required to play by the same rules and pay the same taxes as other businesses.

EMPLOYMENT-RELATED TAX ISSUES
In the employment arena, churches are treated like any other employer, with important

exceptions discussed below: churches are required to withhold, report, and remit income taxes

and Federal Insurance Contributions Act (FICA, which consists of Social Security and Medicare)

taxes for their non-ministerial employees and to pay the employer’s matching share of FICA taxes

on employee compensation. Churches with employees must issue IRS Form W-2 to all employees

by January 31 following the close of the calendar year, and IRS Form 1099 to any unincorporated

individual or entity to whom the church paid $600 or more during a calendar year for rents,

commissions, fees, compensation, prizes, or other income. A church is also treated as any other

12 IRC §513.
13 See H. R. Rep. No. 2319 and S. Rep. No. 2375, 81st Cong., 2d Sess. (1950, enacted) 1950-2 CB, pp. 409,

504.
14 Internal Revenue Manual 7.27.4.1.2 (February 23, 1999).
15 Rose-Ackerman, S. 1982. Unfair competition and corporate income taxation. Stanford Law Review 34 (5):

1017–1039; Hansman, H. 1989. Unfair competition and the unrelated business income tax. Virginia Law
Review 75 (3): 605–635.

16 Sansing, R. 1998. The unrelated business income tax, expense allocation, and productive efficiency. National
Tax Journal 51 (2): 291–302.

Hofmann 44

The ATA Journal of Legal Tax Research
Volume 13, Issue 1, 2015



employer in terms of tax rules regarding payment or reimbursement of employee business

expenses. However, churches are exempted from the federal (and usually state) unemployment

tax.17

Exemption from Withholding Income Tax or FICA Tax from Ministers’ Pay

There are special rules regarding tax withholding for ministers: remuneration paid for services

performed by a duly ordained, commissioned, or licensed minister of a church in the exercise of his

ministry, or by a member of a religious order in the exercise of duties required by that order, is not

subject to income tax withholding.18 Such compensation is also exempt from FICA tax on both

employer and employee.19 However, under IRC §1402(c), ordained ministers are subject to both

income tax and the Self-Employment Contributions Act (SECA) tax on their net earnings. An

employed minister may enter into a voluntary withholding agreement with the employing church for

income taxes, but payment of the self-employment tax is strictly the minister’s responsibility.

Exemption from the requirement of withholding taxes reduces the small church’s burden of record-

keeping and tax reporting, particularly if their only employee is the minister. But a primary reason

for the exception from FICA withholding is the option ministers are given to exempt themselves

from Social Security and Medicare taxes altogether.

Exemption from Social Security Taxes for Those Who Conscientiously Object

Under IRC §3121(w) and the associated regulations, a church that is opposed to the payment

of Social Security and Medicare taxes on religious grounds and has filed IRS Form 8274 is not

required to withhold FICA tax from any employee’s pay. Employees working for such a church are

required to pay self-employment taxes on their earnings (unless they have applied for and received

an exemption from SECA tax). There are several special exemptions from SECA tax: members of

a religious order who have taken a vow of poverty are exempt while employed by a church or

church agency; ministers, members of a religious order who have not taken a vow of poverty, and

Christian Science practitioners can file for exemption from SECA tax if they are willing to waive any

claim to benefits under Social Security or Medicare; and members of a recognized sect (e.g., Old

Order Amish) that has been in existence since December 31, 1950, and that is opposed to

insurance on religious grounds may be exempt from FICA and/or SECA. Such individuals must be

conscientiously opposed to pension plans or life, disability, or medical insurance and must be

willing to waive all benefits under Social Security and Medicare.20 This last provision was made

available to appease the Amish, who felt that the government was forcing them to violate

conscience by requiring them to participate in the Social Security and Medicare pension and

insurance programs.21 Interestingly, the Patient Protection and Affordable Care Act exempts from

the requirement of purchasing health insurance anyone who is a member of a recognized religious

sect and is conscientiously opposed to acceptance of the benefits of any private or public

17 Internal Revenue Service (IRS). 2013. Tax Guide for Churches and Religious Organizations, 14–16.

Publication 1828. Available at: http://www.irs.gov/pub/irs-pdf/p1828.pdf
18 Treas. Reg. §31.3401(a)(9)-1.
19 IRC §3121(b)(8).
20 See IRC §§1402(e), (g), and 3127. See, also, Lee v. U.S., 497 F. Supp. 180 (DC PA 1980).
21 Igou, B. 2010. Pay unto Caesar: The Amish and Social Security. Amish Country News. Available at: http://

www.amishnews.com/amisharticles/amishss.htm
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insurance that makes payments in the event of death, disability, old age, or retirement, or makes

payments toward the cost of, or provides services for, medical care (IRC §5000A(d)(2)(A)).

Exclusion for the Parsonage Allowance

In recent years, one particular employment-related tax benefit for ordained ministers has

created considerable controversy: the parsonage (housing) allowance. Under IRC §119, any

employed person can exclude from gross income the value of lodging provided by an employer if it

is provided on the employer’s business premises, for the convenience of the employer, and is a

condition of employment, but most employees cannot exclude cash housing allowances.22 Under

IRC §107, a minister’s gross income does not include (1) the fair rental value of a parsonage,

including utilities, provided by the employing church, or (2) amounts paid as a housing allowance

that are used by him or her for rent, mortgage payments, utilities, property taxes, and repairs. The

current IRC §107(2), which came into existence in the 1954 codification, is the ratification by

Congress of what the IRS acquiesced to in Rev. Rul. 56-58 (1956-1 CB 604) and what federal

courts had ruled in cases such as MacColl v. U.S., 91 F. Supp. 721 (DC IL 1950); Conning v.
Busey, 127 F. Supp. 958, (DC OH 1954); and Williamson v. Comm., 224 F. 2d 377 (CA-8 1955).

What seems like a particularly egregious preference to clergy is IRC §265(a)(6), which allows

ministers to deduct home mortgage interest and property taxes that are paid using housing

allowance funds that are excluded from gross income. This is contrary to the way the tax law treats

other civilian taxpayers in similar situations. Employees who receive tuition reimbursements as a

tax-free fringe benefit, for example, cannot deduct the tuition paid for with such funds (IRC

§222(c)(2)(B)), and employees who receive tax-free childcare reimbursements cannot count

expenses paid with those funds as eligible for the child care credit (IRC §21(c)). The provision of

tax preferences to clergy that are not available to employees of other nonprofit or for-profit

organizations has been the subject of recent litigation in federal courts, the results of which are

discussed later.

SUBSTANTIATION OF CHARITABLE CONTRIBUTIONS
The last area of church finance that concerns the IRS is the substantiation and proper use of

donations. A church is not required to provide receipts for most donations. However, before the

donor can claim a charitable-contribution deduction on his or her federal income tax return, he or

she must be able to substantiate the contribution. The donor’s canceled check can suffice for small

donations, but for any single contribution of $250 or more, the substantiation needs to be in the

form of a written acknowledgment from the organization, stating the date, the amount of any cash

contribution, and the description (but not the value) of any non-cash contributions. In addition, the

receipt should include a statement that no goods or services were provided in return for the

contribution, or that only intangible religious benefits were provided, or the description and good-

faith estimate of the value of any goods or services that were provided in return for the contribution.

The timely provision of a receipt that includes all the information required by the donor will greatly

22 See, for example, IRS Priv. Ltr. Rul. 9801023 (January 2, 1998), in which the IRS ruled that ‘‘the housing

allowance paid by [a nonprofit] school to the Headmistress is not excludible from the Headmistress’s gross

income under the provisions of section 119(a) . . . since the School did not provide the lodging to the

Headmistress in-kind.’’
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assist him or her in obtaining a tax deduction for the donation, so churches are usually happy to

provide such receipts.

A quid pro quo contribution, by which a donor receives goods or services (other than

intangible spiritual benefits or items of insubstantial value, such as a pen or bookmark) in

exchange for a donation of more than $75, is subject to special documentation requirements. The

donor is allowed to deduct as a charitable contribution only the excess of the value of the donation

over the value of the goods or services received in exchange; therefore, the church must provide a

good-faith estimate of the value of any such goods and services provided and must include a

statement explaining the reduction of the deductible contribution.

On a related note, churches need to exercise caution in the receiving of ‘‘earmarked’’

donations. Donors can receive a tax deduction only for contributions to qualified charities, not for

donations to individuals. So when someone writes a check to the local church with the stipulation

that it is for ‘‘groceries for the Jones family’’ or for the ‘‘pastor’s birthday gift,’’ that is technically not

a charitable contribution. If such a donor is audited, then the IRS will likely disallow any deduction

for such payments. The IRS needs evidence that the donation is intended to benefit the church and

not a specific individual, that the church has ultimate control and discretion over the use of the

funds, and that there is no commitment or understanding that the contribution will benefit a

designated individual.23 This requirement goes back to the prohibition against private inurement to

insiders, discussed earlier. Considering that the allowance of a tax deduction for donations to

churches is a benefit that is not protected by the Constitution and that could be taken away by

Congress or the courts, both churches and donors should be careful not to push the limits of what

qualifies for that benefit.

CONSTITUTIONAL CHALLENGES
As previous discussions have shown, the vague phrasing and oppositional nature of the

Establishment and Free Exercise Clauses of the First Amendment create difficulties of

interpretation and application to specific tax-related situations. In trying to avoid interference with

the free exercise of religion, it is possible to create a situation that discriminates on the basis of

religion. Walz v. Tax Commission of the City of New York, 397 U.S. 664 (1970), although dealing

with New York City (NYC) property taxes rather than the federal income tax, is a landmark U.S.

Supreme Court case that illustrates some of these constitutional difficulties. In 1969, Mr. Walz, a

New York City property owner, claimed that the City Tax Commission’s grant of an exemption to

church-owned property indirectly required him to make a contribution to religious bodies and

thereby violated the Establishment Clause of the First Amendment.

The U.S. Supreme Court upheld the NYC property tax exemption for churches and made the

following points: (1) the First Amendment tolerates neither government-established religion nor

governmental interference with religion; (2) the legislative purpose of tax exemptions is not aimed

at establishing, sponsoring, or supporting religion, and New York’s legislation simply spares the

exercise of religion from the burden of property taxation; and (3) the tax exemption creates only a

minimal involvement between church and state, far less than taxation of churches would entail,

thus tending to complement and reinforce the desired separation insulating each from the other.

23 Rev. Rul. 62-113, 1962-2 CB 10; Rev. Rul. 68-484, 1968-2 CB 105. See, also, S.E. Thomason v. Comm., 2 T.

C. 441 (1943); Peace v. Comm., 43 T. C. 1 (1964); Tripp v. Comm., 337 F. 2d 432 (CA-7 1964); and Davis v.
U.S., 495 U.S. 472 (1990).
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Mr. Walz argued, correctly enough, that every dollar of tax from which churches are exempted

is a dollar other taxpayers will have to pay; thus, everyone, religious or not, bears the burden of the

exemption offered to churches. The Court responded that abstaining from collecting taxes from

churches is not ‘‘support’’ in the same sense as making grants to churches; furthermore, if

churches are taxed, then churches are being required to support the government, which also

violates separation of church and state. A more compelling argument inWalz would have been that

when it comes to basic tax exemption (and the allowance of an income tax deduction for

donations), churches and their donors receive no benefits exceeding those of other nonprofit

organizations. Those who have no appreciation for the arts are indirectly supporting nonprofit arts

organizations with tax dollars. Because such tax benefits are offered equally to any organization

that meets the requirements of IRC §501(c), one can hardly argue that the government—federal,

state, or local—is establishing a religion by exempting churches from taxation. As Chief Justice

Burger pointed out in Walz, the availability of tax benefits to all churches has actually helped to

foster a great diversity of religions.

Tax preferences given to churches that are not available to other nonprofits are more difficult

to justify and may be perceived by some as favoritism that violates the Establishment Clause,

although the intent of government may be to avoid burdening churches with record-keeping

requirements that might be interpreted as impeding the free exercise of religion. Around the same

time as the Walz case, in Lemon v. Kurtzman, 403 U.S. 602 (1971), Chief Justice Warren Burger

concluded, based on a number of previous cases, that for a law to be considered constitutional

under the Establishment Clause of the First Amendment, the law must (1) have a secular

legislative purpose, (2) must not have the primary effect of either advancing or inhibiting religion,

and (3) must not result in an excessive entanglement of government and religion.

The case of Texas Monthly, Inc. v. Bullock, 489 U.S. 1 (1988), further illustrates the difficulties

of applying First Amendment principles to church-state issues. From 1984 to 1987, a Texas law

exempted religious periodicals from the state sales tax. Texas Monthly, a publisher of nonreligious

periodicals, sued the State of Texas for a refund of state sales taxes remitted. The District Court of

Travis County ruled that an exclusive exemption for religious periodicals had no basis other than

the promotion of religion itself, which was prohibited under the Establishment Clause, and ordered

the State of Texas to refund the taxes paid plus interest. However, the Third Texas Court of

Appeals reversed in a 2-1 decision (State of Texas v. Texas Monthly, Inc., 731 S. W. 2d 160).

Applying the three-prong test from Lemon, discussed above, the court held that (1) the exemption

served the secular purpose of preserving separation between church and state, (2) the exemption

did not have the primary effect of advancing religion, but rather allowed ‘‘religious organizations to

be independent of government support or sanction,’’ and (3) the exemption did not produce

impermissible government entanglement with religion, as the Comptroller’s Office required merely

that a group applying for an exemption demonstrate that it was a religious organization. It allowed

the group to determine, without review by the state, which of its publications promulgated the

teaching of its faith.

The U.S. Supreme Court, in a 6-3 decision, reversed the appellate court, finding that the sales

tax exemption for religious publications violated the First Amendment as made applicable to the

states by the Fourteenth Amendment (Texas Monthly, Inc. v. Bullock, 489 U.S. 1 [1988]). Applying

the same Lemon test, the majority opinion held that the Texas sales tax exemption for religious

publications (1) lacked a secular purpose that would justify the granting of a government subsidy

for such periodicals, since the exemption applied only to religious groups, (2) had the effect of

advancing religion, since it effectively endorsed religious belief, and (3) appeared to produce state
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entanglement with religion due to the necessity of determining which organizations and

publications qualified for the exemption. Furthermore, the court found that the exemption was

not compelled by the Free Exercise Clause, because there was no evidence that the payment of a

sales tax by subscribers to religious periodicals would offend their religious beliefs or inhibit

religious exercise. Justice White, in his concurring opinion, pointed out that the sales tax

exemption also violated the First Amendment’s free press guaranty, since it discriminated on the

basis of the content of publications.

The dissenting opinion in Texas Monthly decries the fact that the decision effectively overrules

other Supreme Court cases that are based on the principle of accommodation of religion,

particularly Walz. The dissent also expresses concern that this ruling will engender future church/

state litigation. ‘‘When one expands the inquiry to sales taxes on items other than publications and

to other types of taxes such as property, income, amusement, and motor vehicle taxes—all of

which are likewise affected by today’s holding—the Court’s accomplishment is even more

impressive. At least 45 States provide exemptions for religious groups without analogous

exemptions for other types of nonprofit institutions’’ (Texas Monthly, Inc. v. Bullock, 489 U.S. 1

[1988]). If you are left confused by the contradictory opinions expressed by the courts involved in

this case’s history, you are not alone.

Recently, various nonreligious groups have initiated litigation against the federal government,

making allegations such as (1) the IRS does not enforce the prohibition on political activity against

churches as strictly as it does for nonreligious nonprofits (Freedom from Religion Foundation, Inc.
v. Shulman, 112 AFTR 2d 2013-5804 [DC WI 2013]); (2) the IRS does not impose the same filing

and annual reporting requirements on churches that it does on nonreligious nonprofits (Freedom
from Religion Foundation v. Werfel, 112 AFTR 2d 2013-5951 [DC WI 2013]); and (3) the

parsonage allowance provides unconstitutional benefits to ministers that are not available to other

taxpayers (Freedom from Religion Foundation, Inc. v. Geithner, 715 F. Supp. 2d 1051 [DC CA

2010] and Freedom from Religion Foundation, Inc. v. Lew, 112 AFTR 2d 2013-7103 [DC WI

2013]). American Atheists, Inc., et al., 113 AFTR 2d 2014-2139 (DC KY 2014) included all of the

above issues among its allegations.

The first hurdle these cases must surmount is establishing that the plaintiff has standing to

sue. In general, a taxpayer does not have standing to challenge a federal or state tax law that is

allegedly unconstitutional because the taxpayer’s stake in the revenues of the treasury is

insignificant. Thus, many of these cases are dismissed for lack of standing.24 The Freedom from

Religion Foundation (FFRF) moved for dismissal without prejudice in Freedom from Religion
Foundation v. Werfel following the outcome of Arizona Christian School Tuition Organization v.
Winn (131 S. Ct. 1436, April 4, 2011), in which the Supreme Court ‘‘rejected the general

proposition that an individual who has paid taxes has a continuing, legally cognizable interest in

ensuring that those funds are not used by the Government in a way that violates the Constitution,’’

and required instead that ‘‘the plaintiff must establish standing, which requires an ‘injury in fact’; a

‘causal connection between the injury and the conduct complained of’; and a conclusion that it is

‘likely’, as opposed to merely ‘speculative’, that the injury will be ‘redressed by a favorable

decision’.’’ Freedom from Religion Foundation v. Shulman was also dismissed without prejudice

after the FFRF became satisfied that the IRS does not have a policy at this time of non-

24 Aitsebaomo, G. 2013. Challenges to federal income tax exemption of the clergy and government support of

sectarian schools through tax credits device and the unresolved questions after Arizona v. Winn: Is the U.S.

Supreme Court standing in the way of taxpayer standing to seek meritorious redress? Akron Tax Journal 28: 1.
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enforcement specific to churches and religious institutions and is, in fact, planning to audit a

number of churches for political activity.25

But the FFRF won a major victory on November 21, 2013 when the U.S. District Court for the

Western District of Wisconsin ruled that IRC §107(2), which provides for the exclusion of cash

housing allowances paid to clergy, violates the Establishment Clause of the First Amendment

‘‘because the exemption provides a benefit to religious persons and no one else, even though

doing so is not necessary to alleviate a special burden on religious exercise’’ (Freedom from
Religion Foundation, Inc. v. Lew, 112 AFTR 2d 2013-7103 [DC WI 2013]). Judge Crabb further

explains her ruling as follows:

In concluding that §107(2) violates the Constitution, I acknowledge the benefit that the

exemption provides to many ministers (and the churches that employ them) and the loss

that may be felt if the exemption is withdrawn . . . However, the significance of the benefit

simply underscores the problem with the law, which is that it violates the well-established

principle under the First Amendment that absent the most unusual circumstances, one’s

religion ought not to affect one’s legal rights or duties or benefits.

This case is currently on appeal to the Federal Court of Appeals for the Seventh Circuit. In the

Brief for Appellants, attorneys for the U.S. Treasury and the IRS argue that the IRC §107(2)

parsonage allowance meets all three Lemon tests. But as we saw with the Texas Monthly case,

intelligent minds can differ on the interpretation and application of those tests. Does IRC §107(2)

have a secular purpose? The government puts forward the secular purpose of eliminating

discrimination against and among ministers and of minimizing interference with a church’s internal

affairs. When the parsonage allowance first appeared in 1921, it exempted the rental value of any

dwelling provided by a church as part of its compensation. This same exclusion was already

available to non-clergy who received free housing on the business premises of their employer, for

the convenience of the employer, as a condition of employment, so the parsonage allowance

initially prevented discrimination against ministers.26 However, part of the justification for the 1954

amendment to the IRC to include parsonage allowances paid in cash was to eliminate

discrimination among ministers.27 The requirement that the housing be ‘‘in kind’’ seemed to

discriminate in favor of ministers employed by churches that own a parsonage. A congregation’s

choice to offer a housing allowance rather than to provide a church-owned dwelling could be

influenced by its theological beliefs, so a tax statute allowing for the exclusion of the latter, but not

the former, could constitute religious discrimination. Detractors of the parsonage allowance point

to a statement made by Congressman Peter Mack in June 1953, voicing a strongly religious

appeal for why ‘‘these people who are caring for our spiritual welfare’’ deserve this tax benefit, as

evidence that the amendment to the statute was motivated by religious concerns and has no

secular purpose.28 However, similar housing allowance exclusions are extended to members of

25 See Freedom from Religion Foundation v. Koskinen, 114 AFTR 2d 2014-5610 (DC WI) (July 29, 2014), as well

as the discussion of the case at: http://ffrf.org/legal/challenges/highlighted-court-successes/item/16261-ffrf-

sues-irs-over-non-enforcement-of-church-electioneering-restrictions
26 See Revenue Act of 1921, §213(b)(11); currently, IRC §119(a)(2).
27 Butterfield, J., H. Sasser, and R. Smith. 2012. The parsonage exemption deserves broad protection. Texas

Review of Law & Politics 16: 251.
28 Statement of Hon. Peter F. Mack, Jr., on H. R. 4275, Concerning the Taxability of a Cash Allowance Paid to

Clergymen in Lieu of Furnishing Them a Dwelling. Hearings before the H. Comm. on Ways and Means, 83rd

Congress, First Session (June 9, 1953), pp. 1574–1575.
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the military, the Peace Corps, the Foreign Service, etc., so the parsonage allowance is not strictly

about religious benefit.

The second prong of the Lemon test requires that the principal effect of the statute must be

one that neither advances nor inhibits religion. Does the parsonage allowance represent an

endorsement and/or subsidy of religion? The controversy over what constitutes a ‘‘subsidy’’ has

not been satisfactorily resolved.29 The Supreme Court ruled in Walz that a tax exemption cannot

be construed to be a subsidy, since the government does not actually transfer part of its revenue to

churches (or in this case, to ministers). The plurality opinion in Texas Monthly, however,

recognizing the underlying economic substance, stated ‘‘every tax exemption constitutes a

subsidy.’’

The third test under Lemon asks if the parsonage allowance fosters excessive government

entanglement with religion. The government argues that it does not: by adapting the benefits

generally available to taxpayers in IRC §§119 and 280A(c)(1) to ministers, §107 prevents the

entanglement that would ensue if the tax benefit were contingent on whether the minister acts ‘‘for

the convenience of the employer’’ in using his home. By making such scrutiny unnecessary, the

parsonage allowance avoids entanglement. On the other hand, the narrow application of the

parsonage allowance to ‘‘ministers of the gospel’’ encumbers the government with the burden of

determining who is a minister of the gospel. The necessity of defining ‘‘minister’’ itself creates an

excessive entanglement with religion—and is a violation of the ‘‘ecclesiastical abstention doctrine,’’

which requires that only religious organizations can determine who is a minister and what actions

are ministerial or worshipful.30 A similar argument can be made for the IRC §§1402(g) and 3127

exemptions from FICA and SECA tax allowed for those who are ‘‘members of a religious sect’’ that

is ‘‘conscientiously opposed’’ to insurance.31 At this point, it is difficult to predict the ultimate

outcome of this case.

SUMMARY AND CONCLUSIONS
In summary, it appears that ever since the Constitution and Bill of Rights were drafted, the

federal government has walked a tightrope when dealing with church-state issues, balancing

between the legitimate interests of the state and freedom of religion. The First Amendment

provides simply that the government may neither compel nor prohibit religious belief or exercise.

However, when the government decided to make religious organizations exempt from taxation, it

created a situation in which, in order to protect the integrity of the tax laws, it must regulate

religious organizations.

Typically, the interactions between the federal government and churches involving tax laws

seem justified: most court cases in the past have dealt with taxpayers attempting to take

inappropriate advantage of the tax benefits afforded to religious organizations by masquerading as

churches or otherwise realizing inappropriate personal benefits from a tax-exempt church. The

federal government has gone to great lengths to accommodate religious belief when instituting and

29 Zelinsky, E. 2001. Are tax benefits for religious institutions constitutionally dependent on benefits for secular

entities? Boston College Law Review 42: 805.
30 Butterfield, J., H. Sasser, and R. Smith, 2012. The parsonage exemption deserves broad protection. Texas

Review of Law & Politics 16: 251.
31 Zelinsky, E. 2012. Do religious tax exemptions entangle in violation of the Establishment Clause? The

constitutionality of the parsonage allowance exclusion and the religious exemptions of the individual health

care mandate and the FICA and self-employment taxes. Cardozo Law Review 33: 1633.
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administering Social Security and its associated taxes and, more recently, the federal health

insurance mandate. By limiting the record-keeping and tax-reporting burden of churches, the

government has shown its reticence to interfere with the Free Exercise of religion, but that very

solicitude has led to accusations of government discrimination in favor of religion and alleged

violations of the Establishment Clause.

Over the decades, federal courts have developed principles, tests, and doctrines to aid in

measuring statutes that affect churches against the dictates of the First Amendment, but situations

continue to arise that challenge those tests and doctrines. The oft-cited Lemon test appears to be

inadequate in judging the constitutionality of tax laws as they apply to religious organizations.32

Recently, anti-religious organizations have challenged the constitutionality of a number of tax

preferences granted to religious organizations. One can speculate as to the motives of groups

such as American Atheists or the Freedom from Religion Foundation in pressing these issues,

since they are not likely to benefit even if they win. Central to their attacks is the notion that if

churches are treated differently from secular organizations, then religious discrimination

necessarily results. It is hard to imagine how society at large would benefit if churches bore the

heavier burden of tax reporting that secular nonprofits bear or were subject to stricter censorship

regarding political statements. It is also unclear that the average citizen’s tax burden would

decrease noticeably if ministers were required to pay taxes on their cash housing allowances.

It appears uncertain that the questions raised in the introduction to this paper can be

answered unequivocally. Although much lip service is given to the imaginary ‘‘wall of separation

between church and state,’’ given the current tax regime, extensive contact between the

government and religious institutions is unavoidable. If religious institutions were to lose tax

exemption, then the policing of churches by government would become unnecessary, and claims

of government discrimination in favor of religion would vanish; however, there would still be

significant ‘‘entanglement’’ of government with churches over the collection of taxes. Undoubtedly,

some will question whether freedom of religion can exist without tax exemption. The controversies

discussed here are far from resolved, and there remains the potential for broad-reaching changes

to the landscape of church-state relations in the future.

32 Zelinsky, E. 2012. Do religious tax exemptions entangle in violation of the Establishment Clause? The

constitutionality of the parsonage allowance exclusion and the religious exemptions of the individual health

care mandate and the FICA and self-employment taxes. Cardozo Law Review 33: 1633.
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APPENDIX A

The IRS Form 1023, Schedule A
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