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Credit Counseling Organizations

EXECUTIVE SUMMARY

Thi s menorandum presents the | egal analysis you requested
of whether credit counseling organi zations can qualify for
exenption as charitable or educational organizations described
in section 501(c)(3). This nmenorandum may not be used or cited
as precedent.

We have reviewed the tax authorities specific to credit
counsel i ng organi zati ons seeking exenption as well as a broad
range of tax authority relating to nonprofit organizations that
seek exenption despite strong resenbl ance to conmerci al
operations and/or very close connections to certain private
parties, who may or nmay not be in control of the nonprofit
organi zation. W have also reviewed the extensive information
gathered by the EO Division and the records in the exam nations
al ready underway. W believe that many credit counseling
organi zations will not be able to satisfy the requirenments of
section 501(c)(3) because of (1) operation for a substantial
nonexenpt purpose; (2) substantial private benefit; and, (3) in
many cases, inurenent.

It can and shoul d be argued that the new generation of
credit counseling organi zati ons does not neet the criteria for
exenption set forth in the two revenue rulings and case | aw
they are not providing any neani ngful education or relief of the
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poor. Because the operations of the new generation of credit
counsel i ng organi zations are so different fromthose considered
in the prior case |aw and revenue rulings, we strongly recomend
t hat each case be devel oped to enable the Service to establish
many grounds for revocation, including the |ack of exenpt

pur pose, operation for substantial nonexenpt purpose and the
exi stence of private benefit. |In a nunber of cases, there may
al so be a basis for arguing for revocation based on inurenent.
The I DR that has been drafted by the credit counseling team
aligns neatly with the legal analysis. |If all the information
that it seeks is collected, the necessary information for
bui | di ng these cases should be available in the record.

G ven what we know today about the current organizations,
we do not anticipate that inurenent will be the sole, or even
primary, ground for revocation. Nevertheless, in the course of
devel oping the facts for purposes of determ ni ng whet her
inurenent is present, agents may find excess benefit
transactions, providing a basis for pursuing the inposition of
section 4958 excise tax on the disqualified person or persons.
The regul ati ons under section 4958 provi de detail ed gui dance on
t he application of those rules which wll enable the devel opnment
of a section 4958 case. In these cases, section 4958 taxes
often will be conmbined with revocati on based on substanti al
nonexenpt purpose or private benefit. There are technical
i ssues which may arise in such a circunstance that can be
addressed by consulting the section 4958 conpliance team By
contrast, it wll be |less combn to pursue section 4958 taxes in
a case where revocation is based solely on inurenent. In these
| ess conmon cases, it will be necessary to address open
guestions of law and policy with respect to the circunstances
under which section 4958 taxes can be conmbined with revocation
based on i nurenent.

BACKGROUND

As we have | earned fromresearch and material s authored by
the EO Division, the credit counseling agencies devel oped in the
1960s were sponsored by the credit card industry, which saw an
opportunity to recover sone of its overdue debts through
creation of social service agencies that educated the public
about responsible borrowing. The Consunmer Credit Counseling
Service (CCCS) agencies established in this period were
affiliated with the National Foundation for Consunmer Credit
(NFCC), a trade association that prescribed standards for its
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menber organi zations.! Subsequently forned trade associ ations
i nclude the Associ ation of |Independent Consuner Credit
Counsel i ng Agenci es (Al CCCA) and the Anerican Associ ation of
Debt Managenent Associ ations (AADMD), both of which represent
t he newer conmerci al -type organi zati ons.

The | ast 40 years have seen enornous growh in the
availability of credit and the anobunt of outstanding debt. A
wave of defaults in the |ate 80s and early 90s brought changes
to the credit-counseling industry. Ten years ago, there were
about 200 credit counseling organizations in the country, 90
percent affiliated with NFCC. By 2002, by sone reports there
were nore than 1,000 organi zations, nost of themindependent of
the CCCS and its agencies. ?

Creditors support the credit counseling agencies by
returning to them a percentage of the paynents the creditors
recei ve through the agencies, generally ternmed “fair share

paynents.” Creditors have no legal obligation to pay fair
share. Until the md to late 1990s, fair share paynents were
generally 12-15 percent of aggregate paynments fromdebtors. In

general, 60 percent of NFCC funding canme fromcreditors and 40
percent fromcharities. The conmercial -type agencies receive a
smal | er percentage of their support fromfair share, a
correspondingly | arger share fromfees, and none from charitable
contri butions.

In recent years, creditors have reduced their fair share
payments because of increasing costs.® According to the Report
of the Permanent Subcommittee on |Investigations (Senate Report),
wi th the emergence of the commercial -type credit counseling
agenci es and the expl odi ng nunber of debt managenent pl ans
(DWPs), fair share paynents becane increasingly expensive for
creditors. As fair share paynents increased, it should not
surprise anyone that creditors began to examne the nerits of
this growi ng expense. These inquiries indicated that the wong
consuners were being placed on DWPs. For exanple, consuners who
could afford to pay their debts but were |ooking for a break in

L'oredit Counseli ng in Crisis, Consuner Federation of Anerica and Nati onal
Consuner Law Center (April 2003), at 4. Another trade association is the
Associ ation of |ndependent Consuner Credit Counseling Agencies.

2 David A Lander, Recent Devel opnents in Consuner Debt Counseling Agencies:
The Need for Reform Anerican Bankruptcy Institute Journal, vol. 21, no. 1
(Feb. 28, 2002) , at 14

3 “Profiteeri ng in a Non-Profit Industry: Abusive Practices in Credit
Counsel ing,” Staff of the Permanent Subcommittee of |nvestigations, US.
Senate (Senate Report), at 25
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interest rates and fees were unnecessarily and incorrectly
pl aced on DWPs.*

According to the Senate Report, the creditors have begun to
use their fair share policies to inpose a neasure of regul ation
on the industry. One bank inposes m ni num standards before it
wi |l make any fair share paynents. Paynents and proposal s nust
be made by electronic funds transfer and the agency nust not be
involved in any litigation. The agency nust be accredited and
t he counselors certified. Fees nust neet the bank’s guidelines.
If the CCA neets the eligibility requirenents, it will receive 2
percent. It may receive up to an additional 7 percent depending
upon the performance of its portfolio. The average fixed
paynent and the default rate of the agency, both equally
wei ghted, may provide a maxi numof 3.5 percent in additional
fair share paynents for each criterion. 1In addition, the agency
must continue to increase new inventory, i.e., to sign up new
bank card menbers at a growth rate of 0.25 percent.>®> (No nore
information was given about this measure.)

Anot her bank inposes a simlar mninmum standard before it
wi || make any paynents. Then the credit counseling agency’s
portfolio is measured by its paynent volune and portfolio
vintage. The older the account, the |arger the percentage of
fair share available, starting wwth 2 percent for new accounts
and increasing to 15 percent for accounts that |ast 36 nonths.®

A third bank introduced what it calls a grant program for
di sbursing its fair share paynments, under which it pays fair
share according to its “perception of the agency s needs and the
benefits they provide to the custoner and the comunity.”’ The
bank bases its perception on a list of 29 questions, simlar to
the criteria the other banks use to evaluate credit counseling
agenci es.

The Senate Report concludes that creditors can play a ngjor
role in elimnating abusive practices examned in the report.
Sonme creditors are concerned, however, about appearing to favor
sone agenci es over others, and not w thout reason.

In 1997, a group of independent credit counseling agencies
brought antitrust suits against a group of creditors, alleging

41d. at 26
> 1d. at 25-26
61d. at 27-28
"1d. at 28
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anti-conpetitive actions and policies and tortious interference.
These cases were consolidated under the nanme In Re Consuner
Credit Counseling Services Antitrust Litigation, 1997 W. 755019
(D.D.C. 1997). The CCCS agencies alleged that NFCC and its
menbers controlled nore than 70 percent of the national consuner
credit market and conspired with creditors to keep new agenci es
out of the business. Their conplaint stated that creditors

dom nated the board and maj or subcommittees of the NFCC, which
set standards for the CCCS agencies. They alleged that Di scover
Card Services (DCS) entered into an agreenent to deal
exclusively with NFCC s nenbers, and in exchange DCS reduced its
fair share contribution from15 to 12 percent. The parties
entered into a settl enent agreenment which, anmong ot her things,
removed the creditors from NFCC s national board of directors,

t hough i ndi vi dual NFCC nenbers may still have representatives
fromlocal banks on their boards.® The court did not comment on
the incongruity of one group of alleged charities suing another
for tortious interference with business opportunities.

In addition to the proliferation of the comercial type of
debt counseling agencies in recent years, the nunber of
organi zations offering “credit repair” has growmn. Credit repair
is a service that clains to do one of two things: sonme credit
repair agencies contact the credit reporting agencies and obtain
removal of inaccurate or outdated negative itens fromcredit
reports; other agencies claimto be able to renove sone or al
negative itenms, regardless of their accuracy.

Congress attenpted to address sone of the consuner problens
arising in this area by adopting the Credit Repair O ganizations
Act (CROA), 15 U. S.C. section 1679 et seq., effective April 1
1997. The CROA, enforced by the Federal Trade Comm ssion (FTC)

i nposes restrictions on credit repair organizations, including
forbi dding the making of untrue or m sl eading statenments and

f or bi ddi ng advance paynent, before services are fully performned.
15 U.S.C. section 1679b. The CROA, however, provided an
additional inpetus to the formation of tax-exenpt credit-
counsel i ng organi zati ons because section 501(c)(3) organi zations
are not subject to regulation under the CROA

LAW AND ANALYSI S

Cases and Rulings Dealing Wth Credit Counseling O ganizations

8 1d. at 26
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There is a limted anmount of published gui dance and case
| aw specifically addressing exenption for credit counseling
organi zations. Al of it is dated and quite sunmary in its
description of the facts. Therefore, it is subject to
interpretation as applied to the specific facts presented by the
new generation of credit counseling organizations.

The Service has issued two rulings holding credit
counsel i ng organi zations to be tax exenpt. Rev. Rul. 65-299,
1965-2 C. B. 165, granted exenption to a 501(c)(4) organization
whose purpose was to assist famlies and individuals with
financial problens and to hel p reduce the incidence of personal
bankruptcy. Its primary activity appears to have been
counseling people in financial difficulties to “analyze the
specific problens involved and counsel on the paynent of their
debts.” The organization al so advised applicants on proration
and paynment of debts, negotiated with creditors and set up debt
repaynent plans. It did not restrict its services to the needy.
It nmade no charge for the counseling services, indicating they
were separate fromthe debt repaynent arrangenents. It nmade “a
nom nal charge” for nonthly prorating services to cover postage
and supplies. For financial support, it relied upon voluntary
contributions fromlocal businesses, |ending agencies, and | abor
unions. The reference to “lending agenci es” suggests that what
are now called fair share paynents were invol ved.

Rev. Rul. 69-441, 1969-2 C.B. 115, granted 501(c)(3) status
to an organi zation with two functions: it educated the public on
per sonal noney managenent, using filns, speakers, and
publications, and provided individual counseling to “lowincome
individuals and famlies.” As part of its counseling, it
establ i shed budget plans, i.e., debt managenent plans, for sone
of its clients. The debt managenent services were provided
wi t hout charge. The organi zati on was supported by contributions
primarily fromcreditors. By virtue of aiding | owincone
peopl e, w thout charge, as well as providing education to the
public, the organization qualified for section 501(c)(3) status.

The Service deni ed exenpt status to another organization,
Consuner Credit Counseling Service of Al abama, whose activities
were distinguishable in that (1) it did not restrict its
services to the poor and (2) it charged “a nomnal fee” for its
debt nmanagenent plans. The agency in question was a participant
in the National Foundation for Consuner Credit, which had
received a group ruling and operated many related credit
counsel i ng agencies. The agency provided free information to
t he general public through the use of speakers, filnms, and
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publications on the subjects of budgeting, buying practices, and
t he use of consumer credit. It also provided counseling to
“debt -di stressed individuals,” not necessarily poor, and

provi ded debt nmanagenent plans at the cost of $10 per nonth,

whi ch fee was waived in cases of financial hardship. Its DW
related activity was a relatively small part of its activities.

When CCCS of Al abama chal |l enged the Service' s revocation
action, the court held that the organization qualified as
charitabl e and educational under section 501(c)(3). It
fulfilled charitabl e purposes by educating the public on
subj ects useful to the individual and beneficial to the
community. Section 1.501(c)(3)-1(d)(3)(i)(b). For this, it
charged no fee. The court found that the counseling prograns
were al so educational and charitable; the debt managenment and
creditor intercession activities were “an integral part” of the
agenci es’ counseling function and thus were charitable and
educational. Even if this were not the case, the court viewed
t he debt managenent and creditor intercession activities as
incidental to the agencies’ principal functions, as only
approximately 12 percent of the counselors’ tinme was applied to
debt nmanagenent prograns and the charge for the service was
“nom nal.” Consuner Credit Counseling Service of Al abama, Inc.
v. US., 4 AF.T.R2d (RIA) 5122 (D.D.C. 1978). The court also
considered the facts that the agency was publicly supported--
fair share paynents were not nentioned--and that it had a board
dom nated by nenbers of the general public as factors indicating
a charitable operation. See also, Credit Counseling Centers of
&l ahoma, Inc. v. US (D.DC 1979), 79-2 U S. T.C. (CCH) 9468,
45 AF.T.R 2d (RIA) 1401 (sane facts).

Qut side the context of credit counseling, individual
counseling has, in a nunber of instances, been held to be a tax-
exenpt charitable activity. Rev. Rul. 78-99, 1978-1 C B. 152
(free individual and group counseling of widows); Rev. Rul. 76-
205, 1976-1 C. B. 154 (free counseling and English instruction
for immgrants); Rev. Rul. 73-569, 1973-2 C.B. 179 (free
counseling to pregnant wonen); Rev. Rul. 70-590, 1970-2 C B. 116
(clinic to help users of mnd-altering drugs); Rev. Rul. 70-640,
1970-2 C.B. 117 (free marri age counseling); Rev. Rul. 68-71,
1968-1 C. B. 249 (career planning education through free
vocational counseling and publications sold at a nom nal
charge). Overwhelm ngly, the counseling activities described in
these rulings were provided free, and the organi zati ons were
supported by contributions fromthe public.
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In a recent state property tax exenption case,

8

the court

found that private benefit to creditors surpassed any

educat i onal

function of the organization.
that benefit to creditors may still
t he organi zation perforns a variety of educational

The di ssent concl uded
be viewed as incidental if

functi ons,

i ncluding sone entirely unrelated to debt managenent.®

These cases and rulings do not give us a sinple rule to
di stingui sh between an exenpt and a non-exenpt credit counseling

or gani zat i on.

They invol ve conbi nati ons of many factors.

The

salient facts of these cases are summarized in the follow ng

t abl e:

TAX- EXEMPT CREDI T COUNSELI NG ORGANI ZATI ONS

CCCS Al abama Rev. Rul. 69-441 |Rev. Rul. 65-229
501(c) (3) 501(c) (4)
Free Public Yes: Maj or Yes No
Educati on activity
Free | ndi vi dual Yes: Myj or Yes Yes
Counsel i ng activity
Debt Managenent | Yes: 12% of Yes Yes
Pl ans counsel ors’
tinme
Fees for DMPs Yes: nom nal No Yes: nom nal
($10 per
nont h) ,
wai ved for
har dshi p
Amount of | nci dent al None M nor: main
Revenue from anount support from

Fees

fair share and
contri butions

Publ i ¢ Support

Contri buti ons
fromgov't,

private
found., &
Uni ted Way

Sone: anpunt not
specified

Sone: anpunt not
specified

° The Suprene Judicial Court of Maine recently revoked the property tax
exenption of an NFCC-affiliated agency on the ground that

confer private benefit

d/ b/ a/ CCCS v.

upon creditors.

it was operated to
Credit Counseling Centers,

I nc.

Gty of South Portland, 814 A 2d 458 (2003).

Its reasoning

was that the nagnitude of the anpunts collected on behalf of creditors

denonstrates that the organi zati on’s busi ness was not
for benevol ent and charitable purposes,” citing MR S. A sec
generation of this revenue was not

pur pose.

“conduct ed excl usively

652(1) (A). The

“purely incidental” to a charitable
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Communi ty Board | 60% from Al nmenbers n/ a
gener al represent the
public public
Referral s Yes, n/a n/a
enpl oyers,
uni ons,
cl ergy
Limted to Low No Yes No
I ncone Clients
Loans n/ a No No

A
A
I 'he organizations in the CCCS cases served the

general popul ation, not just the poor, as the Service required,
and they charged fees to nost clients. They were supported in
part by DVP fees and fair share contributions. The court found,
wi t hout further analysis, that DMPs were an integral part of the
counseling activity, which was educational. Organizations under
audit will likely pursue a simlar tactic, attenpting to nmake a
case for the educational nature of their activities. The rulings
and the case law do not go into nuch detail as to what it takes
to make a counseling activity educational, or when the

coll ection of fees becones so pervasive as to counteract a
charitabl e purpose; accordingly, we can expect that

organi zations will attenpt to use themas a basis for claimng
that their operations further charitabl e purposes.

On the totality of the facts, we wll want to argue that
today’s credit counseling organizations have departed so far
fromthe facts in the cases and rulings that they no | onger
serve an exenpt purpose. To establish a solid case under
exi sting precedents, we will need to argue that, even if they
are providing education, the organizations fail the operational
test: they are furthering a substantial nonexenpt purpose, and
furthernore they are conferring inpermssible private benefits
and/or inurenent. The |egal analysis that should support that
position is as follows.

Organi zati onal and Operational Tests

To neet the requirenents of section 501(c)(3), an
organi zati on nust be both organi zed and operated exclusively for
charitabl e and ot her enunerated purposes. The termcharitable
includes relief of the poor and distressed. Section 1.501(c)
(3)-1(d)(2), Income Tax Regul ati ons.
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Educati onal organi zations are also classified as
charitable. The term educational includes (a) instruction or
training of the individual for the purpose of inproving or
devel oping his capabilities and (b) instruction of the public on
subj ects useful to the individual and beneficial to the
community. Section 1.501(c)(3)-1(d)(3). In other words, the
two conponents of education are public education and i ndividual
traini ng.

Whet her an organi zation operates exclusively for charitable
pur poses depends on the application of the operational tests set
forth in the incone tax regul ations. The regul ations provide:

An organi zation will be regarded as “operated
exclusively” for [charitable] purposes only if it
engages primarily in activities which acconplish one or
nore [charitable] purposes specified in section
501(c)(3). An organization will not be so regarded if
nore than an insubstantial part of its activities is
not in furtherance of a [charitable] purpose.

Treas. Reg. 8 1.501(c)(3)-1(c)(1).

An organi zation is not organi zed or operated exclusively
for an exenpt purpose unless it serves a public rather than a
private interest. To neet this requirenment, an organi zation
nmust establish “that it is not organi zed or operated for the
benefit of private interests such as designated individuals, the
creator or his famly, shareholders of the organization, or
persons controlled, directly or indirectly, by such private
interests.” Section 1. 501(c)(3)-2(d)(1)(ii). A private
benefit may inure to outsiders as well as insiders. Anmerican
Canpai gn Acadeny v. Conm ssioner, 92 T.C. 1053, 1064 (1989). 1In
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the credit counseling cases we are famliar with, one of the
pur poses of the organizations appears to be to generate fees for
related and unrelated for-profit entities.

An organi zation may operate a trade or business if it
furthers an exenpt purpose. The regul ation provides:

An organi zation may neet the requirements of section
501(c)(3) although it operates a trade or business as a
substantial part of its activities, if the operation of
such trade or business is in furtherance of the
organi zati on’ s exenpt purpose or purposes and if the
organi zation is not organi zed or operated for the
primary purpose of carrying on an unrel ated trade or
business . . .. In determ ning the existence or

nonexi stence of such primary purpose, all circunstances
nmust be considered, including the size and extent of
the trade or business and the size and extent of the
activities which are in furtherance of one or nore
exenpt purposes.

Section 1.501(c)(3)-1(e). In other words, we will have to
determ ne “whet her the [organi zation’s] exenpt purpose
transcends the profit notive rather than the other way around.
Elisian Quild, Inc. v. US. 412 F.2d 121, 124 (1% Cr. 1969),

rev’g 292 F. Supp. 219 (D. Mass 1968).

The operational test focuses on the purposes furthered by
an organi zation’s activities rather than on the nature of the
activities. In Aid to Artisans, Inc. v. Conm ssioner, 71 T.C
202 (1978), ac’q in result in part, 1981-2 C. B.1, the court held
that the organization was entitled to exenption though engaged
in “profitmaking commercial activities.” Nevert hel ess, it had
t he exenpt purposes of supporting indigenous craftspeople in
devel opi ng countries and educating the American public about
crafts. On the other hand, in Federation Pharmacy Servi ces.

Inc. v. Conm ssioner, 72 T.C. 687, 691 (1979), aff'd. 625 F. 2d
804 (8'" Cir. 1980), the court held that the sale of prescription
drugs to the elderly even at a discount is “an activity that is
normal ly carried on by a comercial profitmaking enterprise.”
The court added: “An organi zation which does not extend sone of
its benefits to individuals financially unable to nmake the
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required payments reflects a commercial activity rather than a
charitable one.” Id. at 807.

Substanti al Nonexenpt Purpose

The exi stence of a substantial nonexenpt purpose,
regardl ess of the nunber or inportance of exenpt purposes,
wi |l cause failure of the operational test. Better Business
Bureau v. U.S., 326 U S. 279 (1945). Oher cases have
expressed the point as whether an organization's primry
purpose is exenpt or nonexenpt. B.S.W Goup, Inc. v.

Comm ssioner, 70 T.C. 352 (1978). This is an inportant
poi nt because the credit counseling agencies argue they are
provi di ng education. W can argue that, even if this is so,
t he overwhel m ng comerci al nature of their operations and
the private benefit and inurenment they provide establishes
that they serve a substantial nonexenpt purpose.

The exi stence of a substantial nonexenpt purpose is not
al ways easy to establish, especially in the face of explicit
statenents of charitabl e purpose. The courts have thus
devel oped guidelines intended to help infer the existence of a
subst anti al non-exenpt purpose.!® These guidelines serve as an
explication of section 1.501(c)(3)-1(e) of the Incone Tax
Regul ations, a way of determ ning the existence and the prinacy
of a charitable or public purpose, considering all the
circunstances. The guidelines focus on how the organization
conducts its business.

A credit counseling organization that operates a business
providing services to all coners and solely at market rates nust
establish that it does not exist primarily to further a
substanti al non-exenpt purpose. See Airlie Foundation, Inc. v.
US, 92 AFT.R2d (RIA) 6206, (D.D.C, 2003), in which
exenpti on was deni ed because operation of a conference center is
not an inherently charitable activity and the center did not

10 15 hel p address this problem the courts of initial jurisdiction in section
7428 decl aratory judgnment cases have all adopted what they call the
comerciality doctrine: Tax Court, B.S.W Goup, Inc. v. Conmi ssioner, 70

T.C. 352 (1978); the Court of Federal Caims, Easter House v. U S , 12 d.

Q. 476 (1987); and the D.C. Circuit, Airlie Foundation v. U S., 92

A FT.R2d (RIA) (D.D.C. 2003). It is also the rule in several appellate
courts. Elisian Guild, Inc. v. US., 412 F.2d 121 (1st Cr. 1969), rev'g 292
F. Supp. 219 (D. Mass. 1968); Living Faith, Inc. v. Conmi ssioner, 950 F.2d 365
(7th Cr. 1991), aff’g T.C Meno. 1990-484; Federati on Pharnmacy Services V.
US., 625 F.2d 804 (8th Cr. 1980), aff'g 72 T.C. 687 (1989); Easter House,
846 F.2d 78 (Fed. Cr. 1988), aff’'g d. C.
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have significant indicia of charitable purpose. Simlarly,
credit counseling is not inherently charitable, and a very
substantial, if not the sole, activity of the credit counseling
organi zati ons we have encountered is operating a business.

What specific factors do the courts ook for in determ ning
whet her a business is carried on for a public purpose or a
nonexenpt purpose? First they |ook for traditional indicia of
charitabl e purpose: public support and public control. Second,
t hey ask whet her the organi zati on serves an exclusively
charitable class and offers some of its services free or bel ow
cost. Third, when an organi zation is nmaking a | ot of noney,
t hey ask whether that noney is being used for a charitable
pur pose or whether it is being accunulated or paid out to
benefit private interests. Fourth, they |look at the manner in
whi ch the business is conducted: does the business conpete with
conmer ci al busi nesses, using simlar advertising, pricing, and
busi ness net hods?

Wth respect to the investigation of these factors, first
courts regularly ask whether an organization is supported in
part by contributions and whether it has a community board.
These are not requirenents for charitable status, but, when an
organi zation is conducting a business, they are signs that its
purpose is to serve a public, not a private, interest. This is
al so the significance of referrals from enpl oyers, unions, and
community groups. Goldsboro Art League, Inc. v. Conm ssioner,
75 T.C. 337 (1980), acg. 1986-1 C.B. 1 (organization relied on
vol unteer help and its directors were professionals fromthe
community); B.S.W Goup, Inc. v. Conmi ssioner, 70 T.C 352
(1978) (citing lack of solicitation of contributions and sole
support fromfees as factors di sfavoring exenption); Federation
Phar macy Services, 625 F.2d at 807 (the absence of contributions
or of a plan to solicit contributions, which are characteristic
of a charitable institution, mlitated agai nst the finding of
t ax- exenpt status).

A second indication of charitable purpose is serving a
charitable class, offering services free or substantially bel ow
cost to nenbers of the charitable class. This is a factor the
| RS al so considers when an organi zati on charges fees for
services. See Rev. Rul. 71-529, 1971-2 C. B. 234 (nmanagenent of
uni versity endowrent funds at a fee substantially below cost is
a charitable activity); Rev. Rul. 76-244, 1976-1 C. B. 155 (hone
delivery of neals to the elderly on a sliding scale or free,
depending on recipients’ ability to pay, is a charitable
pur pose.)
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On anal ogy wth Easter House, in which the organization
operated an adoption service, we infer that a court mght find
support comng primarily from DWW fees to be a factor
di sfavoring exenption. |In this case the court stated: “The
substantial fees plaintiff charged were not incidental to
plaintiff’s exenpt purposes but rather admttedly were designed
to make a profit.” 12 d. C. 476, 486 (1987), aff’'d 846 F.2d
78 (Fed. Cir. 1988). Debt nmanagenent, |ike the adoption
services in Easter House, is not a traditionally charitable
activity, and receiving support primarily fromDW fees is
i ndi cative of a nonexenpt purpose. For the sanme reason, in
Consuner Credit Counseling of Alabama v. U S 44 AF.T.R 2d
(RIA) 5122 (D.D.C. 1978), discussed above, the court stressed as
a factor favoring exenption that education and counseling were
provi ded free of charge.

Third, courts have seen a factor disfavoring exenption in
accurnul ati on of |arge surpluses, beyond the needs of the
busi ness, especially when there is evidence of inurenment or
private benefit. In Easter House, the court stated: “The
profit-making fee structure of the adoption service |oons so
| arge as to overshadow any of its other purposes. [CGtations
omtted.] . . . [Allso. . . the plaintiff’s only source of
income was the fees charged adoptive parents. This is a factor
i ndi cating the commerci al character of the operation.” 2 d. C.
486.

Anot her fornul ati on of the substantial nonexenpt purpose
test is whether the profits, if any, are used to further an
exenpt purpose. Aid to Artisans v. Conm ssioner, 71 T.C. 202
(1978) (all profits are earmarked for specific charitable
pur poses); Incorporated Trustees of the Gospel Wrker Society,
510 F. Supp. 374 (D.D.C. 1981), aff’'d without op. 672 F.2d 894
(D.C. Gr. 1981) (accumnulation of profits long after al
religious work had ceased was for no apparent charitable
purpose). 1In this context, a credit counseling organization
t hat budgets no noney for public educational activities, apart
fromadvertising, is signaling a possible nonexenpt purpose.

The courts’ point in these cases is that accunul ati on of
| arge anounts of noney, or paynents of |arge anounts to insiders
and outsiders, wi thout using the noney to further charitable
goal s is evidence of a non-exenpt purpose. |In Arerican
Institute for Econom ¢ Research v. U S., 157 CG. O . 548,
555(1962), the court stated: “It is not the fact of profits
al one which conpels this conclusion [l ack of educati onal
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purpose], for plaintiff is also hanpered.by the nmethods it has
selected to dissemnate this type of subject matter.” In
Scripture Press Foundation, 152 C. . 463, 470 (1961), the
court objected to “the enormty of the contrast between what
plaintiff has accunul ated” and what it spent on religious
instruction. In the credit counseling cases, we are seeing a
slightly different variant on this thene: receipts of nulti-
mllions of dollars paid out to for-profit organizations but
very little going to further public purposes.

Fourth, courts have considered whether an activity is
normal ly carried on by comrercial, profit-nmaking enterprises.
See B.S.W Goup; Living Faith; Aid to Artisans. They al so
consider, along with other factors, whether the organization
directly conpetes with for-profit businesses. “It is
significant that Living Faith is in direct conpetition with
ot her restaurants.” Living Faith, 950 F.2d, at 373, citing
B.SSW Goup, 70 T.C. at 358. This is an inportant factor when
t he organi zation does not engage in traditionally charitable
activities such as providing bel owcost services for a
charitabl e class. Federation Pharmacy Services. One taxpayer
was successful conducting traditionally charitable activities,
education and furthering of the arts, with a business
subordinate to that purpose. Coldsbhoro Art League. |In Easter
House, the court found as a negative factor: “conpeting with
ot her commrerci al organi zations providing simlar services. This
is far different than an organi zation which solicits charitable
contributions.” 12 . C. at 485. The court was wei ghing
conpetition together with the absence of signs of charitable
pur pose.

In these cases the courts were influenced by the fact that
an organi zation had | arge expenditures for advertising. In
Living Faith, the court objected that, not only did the
organi zati on conpete with other restaurants, but it used pricing
formulas comon in the retail food business (lack of bel ow cost
pricing). The court observed: “Its informational materials are
apparently pronotional as well.” In Airlie Foundation, the
court noted that the organization maintains a comercial website
and pays significant advertising and pronotional expenses. 92
A F.T. R 2d. 1In other words, it pronoted its facilities,

i ncludi ng el egant events facilities, aggressively w thout
reference to any public purposes. In the credit counseling
cases, we are finding exanpl es of aggressive commerci al
pronotion, as for instance in the transcript of a conference
held to recruit independent contractor agents: “You can sit
down and calcul ate, really fast--cha-ching, cha-ching, cha-
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ching. You could be sitting at hone, basically by tel ephone,
which is what a |ot of us do, and nmake yourself sone noney. 1|'m
going to show you exactly how you do it!” Transcript of

sem nar, dated June 8, 2002, at 47.

In the context of credit counseling organizations, we nust
i nvestigate and docunent all these factors: presence or absence
of public control of the board or public charitable support;
responsi veness to the needs of disinterested conmunity groups,
such as enpl oyers, unions, and public agencies; extent of bel ow
cost services to the poor, and purposes for which an
organi zation’s funds are dedicated. This would include whet her
there are budget itens for education and charitable fundraising,
apart fromprofit-generating activities. Another key concern is
whet her there are |large gross receipts, and evidence that the
pur pose for which these receipts are accunul ated and used is a
charitabl e or educational purpose. Finally, we need a detailed
picture of the organi zations’ activities to determ ne whet her
the organi zations are primarily conmmercial profit centers using
advertising and nerchandi si ng net hods i ndi sti ngui shable from
| ar ge vol ume busi nesses, or whether they are providing a service
with a significant public education conponent that distinguishes
it froma for-profit business.

In the context of commercial nethods, if a counseling
organi zation’s nethod of operation is well docunented, including
all the itens nentioned in the Service's IDRs, we will have the
data on which to base an argunment that deceptive business
practices are evidence of substantial nonexenpt purpose. Sharp
busi ness practices, including deceptive contracts and untrue
statenents about the | aw or an organi zation’s busi ness net hods,
are inconpatible with the purpose of an organi zation claimng to
be educati onal .

To convey the flavor of these cases, we offer the foll ow ng
exanpl es: the conme-on: “Absolutely free!” Then there's bait and
switch: Qur services are free, but clients nust nake a
deducti bl e charitable contribution to obtain them The bad news
isin the fine print: entering a DWP is harnful to your credit
rating. The contract is hard to cancel: the services are free,
so they can’t be cancelled except by inmediately returning al
materials. The FTC has brought suit against credit counseling
organi zati ons—mny of which are the sanme as or clones of our
cases—est abl i shing deceptive business practices. The Foundi ng
Church of Scientology, is perhaps the only case that offers
anal ogous aggressive fund-raising practices. 188 C. d, at 501
ff.
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Anot her potential substantial nonexenpt purpose evident in
t hese organizations is to engage in a deceptive conmerci al
operation while avoiding regul ation under the CROA, which
forbids a credit counseling organization to enploy m sl eadi ng
practices or to charge fees before services are fully perforned.
The CROA does not apply to exenpt organi zations. As noted
above, the increase in the nunber of tax-exenpt credit
counsel i ng organi zati ons roughly coincides with the passage and
effective date of the CROA. ' By way of anal ogy, the O ains
Court in Founding Church of Scientology v. United States, 188
G.d. 490, 501 (1969), found as a (damagi ng) fact that one of
t he reasons Sci entol ogy was organi zed as a religion was to evade
regul ation, as one state was investigating Scientology for
operating a nedical school without a license. 188 . C. 490.
Such facts and precedents will enable us to construct an
argunent that another nonexenpt purpose of these organi zations
i s evasion of regulation under the CROA

Today’ s tax-exenpt credit counseling organi zati on may not
closely resenble the organization in Rev. Rul. 69-441 or the
Nonet hel ess, we expect the organizations to argue that
they function to serve the sanme educati onal purpose the
organi zations in the ruling and case were found to serve.
Furthernore, they will likely claimthat charging tuition and
or gani zati ons.
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| nur enent

Anot her possible basis for revocation is inurenment. One of
the defining characteristics of a section 501(c)(3) organization
is that no part of its net earnings may inure to the benefit of
any private shareholder or individual. To neet this
requi renment, the organization nust establish that it is not
organi zed or operated for the benefit of private interests such
as designated individuals, the creator or his famly,
shar ehol ders of the organi zation, or persons controlled directly
or indirectly by such private interests. Sec. 1.501(c)(3)-

1(d) (1) (ii).

| nurenment refers to diversion to insiders of assets
dedi cated to charitable purposes. The IRS once stated the
“inurement prohibition serves to prevent anyone in a position to
do so from si phoning off any of a charity’'s . . . incone or
assets for personal use.” GCM 39862. Incidental benefits to an
insider will not defeat exenption, if the organization otherw se
qualifies for tax-exenpt status. Sec. 1.501(a)-1(c); G nsburg
v. Comm ssioner, 46 T.C 47 (1966).

Deal i ngs between an exenpt organi zation and an insider or a
rel ated corporation are not prohibited, but any paynent nust be
at fair market value. |Inurenent does not include paynent of
reasonabl e conpensation. Birm ngham Busi ness Col | ege v.
Comm ssi oner, 276 F.2d 476, 480 (5th Cr. 1960), aff’'g in part,
nodifying in part Carter v. Conm ssioner, T.C Menop. 1958-166.

| nurenent takes many forns: excessive conpensation,
Foundi ng Church of Scientology v. U S.; distribution of assets
dedi cated to charity, Maynard Hospital, Inc. v. Comm ssioner, 52
T.C. 1006 (1969); excessive rents, Foundi ng Church of
Sci ent ol ogy; | oans, Easter House; excessive enpl oyee benefits,
Rev. Rul. 56-138, 1956-1 C. B. 202; purchase of assets for nore
than fair market value or sale of assets for less than fair
mar ket val ue, Anclote Psychiatric Center, Inc. v. Conm ssioner,
T.C. Meno. 1998-273.

In the credit counseling and credit repair cases, we are
finding nost of these types of inurement. The npbst egregious
exanpl e was the sale of a for-profit business to an exenpt
organi zation for an apparently inflated price and paynent of
royalties for use of nonexistent software. In the sane case
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there were also large loans to the principals of the

organi zation. W are also finding extensive dealings of exenpt
organi zations with back-office service providers and other for-
profit businesses, often owned by the principals. Excessive
sal ari es, expense accounts, and |loans to insiders are
possibilities that should al so be investigated. These fact
patterns are indicative not only of substantial nonexenpt

pur pose, but also of inurenent.

To satisfy its burden of proof on this issue, the
organi zation can establish this value in either or both the for-
profit and the not-for-profit spheres. Wen the issue is
reasonabl e conpensation, the taxpayer nust bring forth evidence
of conparable salaries in the industry. Wen the sale of a
business is in question, the baseline is sales of conparable
busi nesses. The industry we are dealing with is characterized
by generous conpensation. |If the taxpayer has data to establish
that an officer’s conpensation was at fair nmarket value, in
order to neet its burden of proof and its burden of persuasion,
the Service nust bring forth studies to persuade a court that
the salary was excessive by industry standards. See section
53.4958-6(a)(1)-(3), Treas. Reg., for a rebuttable presunption
under section 4958 of reasonable conpensation if certain
procedures based on industry conparabl es are foll owed.
Simlarly, to establish the sale of a business was at an
excessive price, the Service nmust bring forth evidence based on
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Court rejected the Governnent’s expert report, finding, anong

ot her things, that the alleged conparabl e conpani es on which the
expert based his report were not really conparable, that the
executives in question had performed extraordi nary services,

etc.
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Section 4958 inposes internediate sanctions on the
i ndi vi dual s who benefit frominurenment. The primary purpose of
section 4958 is to require insiders who are receiVving excess
benefits to make their exenpt organi zations whole, with the goal
of keeping themoperating for the benefit of the public. 1In
Caracci v. Comm ssioner, 118 T.C 379 (2002), the Service
unsuccessfully argued that revocation of exenpt status was
appropriate where an exenpt organi zation had been sold to a
related for-profit for an i nadequate price. The Tax Court
agreed that the price was inadequate and upheld the inposition
of taxes under section 4958, but refused to support revocation
of the organization’ s exenpt status.

Private Benefit

Private benefit could be another basis for revocation in
t hese cases. The private benefit theory and the substanti al
nonexenpt purpose theory overlap substantially. They both are
rooted in the operational test. The differences are not so nuch
ones of legal principle as they are ones of the types of facts
that tend to lead to the conclusion that the operational test
has not been net.

Private benefit nmeans conferring a benefit upon an
i ndi vidual or entity, but is distinguished frominurenent in
that it may or may not involve diversion of charitable assets.
It also differs frominurenent in that it can be conferred on
both insiders and outsiders. Sonetines a private benefit is not
solely financial. For instance, in Amrerican Canpai gn Acadeny,
the Tax Court held that a school that trained canpaign
organi zers conferred a partisan benefit on one political party.
92 T.C. at 1064.

As further illustrations of this type of benefit, the
Service ruled that an organi zation formed to pronote interest in
cl assical nusic was not exenpt because its only nethod of
achieving its goal was to support a commercial radio station
that was in financial difficulty. Rev. Rul. 76-206, 1976-1 C. B
154. See al so Peoples Prize v. Conm ssioner, T.C. Meno. 2004-12
(offering a prize to a for-profit business as an inducenent to
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produce a socially desirable car confers private benefit). In
t hese cases the benefit was going to unrel ated commerci al
busi nesses, not insiders.

Frequently the benefit conferred is strictly financial, as
when an exenpt organi zation was formed to conduct ganbling on
the prem ses of a bar. The noney derived fromthe ganbling
operations was used to fund schol arshi ps, which were apparently
bona fide, though few. The organization failed the operational
test because it conferred an excessive private benefit on the
operators of the bar. |Its primary purpose was attracting
custonmers who woul d otherwi se have gone el sewhere to ganble
KJ's Fund Raisers v. Conm ssioner, T.C Meno. 1997-424, aff’'d
166 F.3d 1200 (2d Cir. 1998).

A. Service Providers

The analysis in KJ's Fund Rai sers can be applied to the
rel ati onship between the credit counseling agencies and their
back-of fice service providers in the credit counseling industry.
The credit agencies appear to be operating to benefit these
service providers rather than to serve any public purpose.

The private benefit theory would apply whether or not the
organi zations were related to the back-office service providers.
We are finding that, after the first generation of organizations
whose principals owned the back-room service providers, there is
now a second generation of organizations whose CECs are rel ative
outsiders. Sone appear to be fornmer credit counselors. A
private benefit case anal ogous to the second—generation
organi zations is est of Hawaii, 71 T.C. 1067 (1979). Here the
Tax Court found that an organi zation staffed by est (Erhardt
Sem nars Training) graduates was forned and operated to pronote
and conduct Erhardt sem nars for the benefit of the for-profit
conpany, Erhardt International. The private benefit to the
conpany was evi denced by the considerable control it exerted
over est of Hawaii’'s activities, including setting the tuition,
requi ring conduct of a certain nunber of sem nars, and
controlling the taxpayer’s operations by providi ng managers.

The simlarities with credit counseling agencies are evident in
that they all have a standard | ong-term agreenent with the back-
room service provider that dictates charges and net hods of
operation and assures |ong-term financial support for the
service providers. For instance, should the agreenment term nate,
any DVPs generated by the exenpt organization will remain the
property of the service provider.
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A nunber of other cases have been decided in the
governnent’s favor on the basis that an organization was
established to confer private benefits on a for-profit business.
In I nternational Postgraduate Medical Foundation, T.C Meno.
1989- 36, one individual controlled both a nonprofit that ran
tours ained at doctors and their famlies and a for-profit
travel agency that handled all the nonprofit’s tour
arrangenments. The non-profit spent 90 percent of its revenue on
travel brochures prepared to solicit custoners for tours
arranged by the travel agency. The tours were standard
sightseeing trips, wth little of the alleged nedi cal education
that was the basis for exenption. The Tax Court held the
petitioner was not tax exenpt. It was operated for the benefit
of private interests, nanely the founder’s travel agency. The
court found that a substantial purpose of the nonprofit was to
increase the inconme of the travel agency. (In this case there
was both inurenment and private benefit.) Also, its activities
were directed at providing opportunities for recreation, not
educati on.

Thi s case provides another analogy with the credit
counsel i ng agenci es, which provide |arge revenues to related and
unrel ated for-profit businesses. As in International
Post gr aduat e Medi cal Foundation, the credit counseling
organi zations claimto be established for an educati onal
pur pose, but the education appears to be mnimal and |acking in
content, and the funds seemnostly to be directed to for-profit
busi nesses.

Private benefit is always a matter of bal anci ng: does the
organi zati on appear to be structured and operated to confer a
benefit on another organi zation, thereby dwarfing any cl ai ned
charitabl e purpose.

The credit counseling cases denonstrate nultiple private
benefits. 1In one case, independent-contractor agents are urged
to pronote dozens of products unrelated to the exenpt function
of the organi zation: goods and services |ike debt-consolidation
| oans, buying clubs, |egal advice, downpaynent assi stance,
conput er hardware, tel ephone service, clothing and dietary
suppl ements, anong others. These agents are recruited with the
prom se of earning a |lot of noney. Wen an organi zation
pronotes its services in this way, it is claimng that it can

confer private benefits on those agents. |In recruiting its
agents, it never nentions that it serves an exenpt purpose, only
that it operates to nmake noney for its agents. |In the second

generation credit counseling cases, the non-insider CEGs do not
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appear to be receiving excessive conpensation. Sonme of these
CEGs have stated that they are paying out a high percentage of
their gross receipts for back-roomservices. Such a case is an
illustration of private benefit. The second generation entities
appear to be created by pronoters for the benefit of the
pronoters and the back roomoffices, rather than to serve a
publ i c purpose.

The types of benefits described above are evidence of a
substanti al nonexenpt purpose. The organi zations are carrying
on extensive business dealings, pronoting a variety of products
and services, which they are not treating as unrel ated
busi nesses. These have little relation to any charitable or
educati onal purpose. Under these facts, we can argue that the
organi zations are operating with the purpose of providing fees
to for-profit businesses, related and unrel ated, enriching
i ndependent contractor agents, and pronoters.

An organi zation is not operated exclusively for a
charitabl e purpose if nore than an insubstantial part of its
activities is not in furtherance of a charitable purpose.
Section 1.501(c)(3)-1(c)(1), Income Tax Regs. The constellation
of facts necessary to establish private benefit includes the
sane type of facts necessary to establish substantial nonexenpt
purpose. The set of facts that applies to establish inurenent
is also simlar to the facts necessary to establish substanti al
nonexenpt purpose. In establishing these bases for revocation,
we need only establish that the purpose or the benefit is
substantial, and not incidental. These cases are full of
evidentiary richness, waiting to be harvested by ful
devel opment .

B. Credit Card Conpanies

Al t hough the published rulings have indirectly considered
the receipt of fair share paynents fromcreditors as generally
consi stent with exenption under section 501(c)(3), the way in
whi ch credit counseling organizations and their trade
associ ations have recently been tailoring their operations and
standards to attend directly to concerns of credit card
conpani es may al so provi de evidence to support a substanti al
nonexenpt purpose and/or private benefit argument for revocation
of exenption. To devel op such argunents, it would be necessary
to devel op specific facts show ng that the public interest and
the interests of the | owincone recipients of counseling
services are being sacrificed in favor of the credit card
conpani es. \Wether to develop the facts with respect to
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benefits to the credit card conpanies is an exam nation strategy
deci si on.

Application of UBIT to Inconme Cenerated by DVP Sal es

Section 511(a) inposes a tax on the unrel ated busi ness
i ncome of charitable organizations. The tax applies to incone
(1) froma trade or business, (2) regularly carried on by the
organi zation for the production of inconme, (3) the conduct of
which is not substantially related (other than through the
production of funds) to the organization’s performance of its
exenpt functions. Sections 511-513 of the Code.

In the cases we have seen thus far, the marketing of DWMPs
is by far the nost substantial activity of the organization.
Under this factual scenario, we will argue that the organization
is not operated for an exenpt purpose, but for a substanti al
nonexenpt pur pose.

| f devel opnent of a case were to establish that a credit
counsel i ng organi zati on was generating incone fromselling DWPs,
but that the sales activity was insubstantial in the context of
t he organi zation's overall activities, then the UBIT treatnment
of the income generated from DVWP sal es woul d have to be
considered. If this fact pattern energes

further |egal analysis wll
be necessary. |If the DWPs are being sold in a manner simlar to
the ones we have seen (large upfront and nonthly fees), it is
likely that we would want to assert UBTI as an alternative.
However, we woul d have to nake that determ nation on a case by
case basis, based on the specific characteristics of the DWPs.

Clainms for Exenption under Section 501(c)(4)
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A credit counseling organization that receives a notice of
revocation and also a notice of deficiency my elect to proceed
first with the tax liability. 1In either the Tax Court or
district court, it can raise its qualification for exenption
under section 501(c)(4) as a defense against the tax liability.
The | aw under section 501(c)(4) is significantly |ess well
devel oped than under section 501(c)(3). It is clear that there
is a conparable statutory bar to inurement. Therefore, the sane
facts that would justify revocati on under section 501(c)(3) for
i nurenent would also likely bar a claimof exenption under
section 501(c)(4).

Because section 501(c)(4) organi zations are supposed to
pursue social welfare or other common goals of a broad group of
individuals, a significant limtation on operating for private
benefit has al so been recogni zed. Treas. Reg. 8 1.501(c)(4)-
1(a)(2) (i) provides: “An organi zation is operated exclusively
for the pronotion of social welfare if it is primarily engaged
in pronoting in sone way the conmon good and general welfare of
the people of the community . . . .” Treas. Reg. 8 1.501(c)(4)-
1(a)(2)(ii) further provides that an organi zation is not
“operated primarily for the pronotion of social welfare if its
primary activity is . . . carrying on a business with the
general public in a manner simlar to organi zations which are
operated for profit.”

In Contracting Plunbers Cooperative Restoration Corp. V.
United States, 488 F.2d 684 (2d Cr. 1973), cert. denied, 419
U S. 827, 685, 687 (1974), the Court of Appeals held that an
organi zati on assisting nenber plunbers in their profession by
repairing the cuts they made in city streets was not exenpt
under section 501(c)(4). The court concluded the organi zation
was not primarily devoted to the commobn good because it provided
substantial benefits to its private nenbers that were different
than those benefits provided to the public.

Benefit to nenbers is a key factor precluding the exenption
under section 501(c)(4) of an individual practice association
("IPA"). See Rev. Rul. 86-98, 1986-2 C.B. 74. The IPA in Rev.
Rul . 86-98 negotiates agreenments with HMOs on behal f of nenber
physi ci ans under which its nmenbers provide nedical services to
HMO nenber patients. The agreenents also require the IPAto
perform necessary adm nistrative clains services. Rev. Rul. 86-
98 concludes that the primary | PA beneficiaries are its nenber-
physi ci ans rather than the conmmunity as a whole. The |PA
benefits nenber-physicians by functioning |ike a billing and
coll ection service, and a collective bargaining representative
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for them Mreover, the |IPA does not benefit the conmunity by
provi ding HVO patients access to ot herw se unavail abl e nedi ca
care, and does not provide care bel ow the customary and
reasonabl e charges of nmenbers in their private practices.

The above case rulings confirmthe principle established in
the section 501(c)(4) regul ations that organi zati ons descri bed
in section 501(c)(4) nust primarily pronote the common good and
general welfare of the people of the comunity as a whol e rather
t han benefit select individuals such as nenbers. Primarily
benefiting select individuals will preclude an organi zation that
woul d ot herwi se qualify from being described in section
501(c) (4).

When determ ni ng whet her the benefit to select individuals
precl udes exenpti on because the organi zati on does not primarily
pronote social welfare, the Service nust first identify the
benefits to select individuals. Then the Service nust bal ance
an organi zation's benefits to the conmunity as a whol e agai nst
its benefits to the select individuals. The factors relevant to
determ ne whether for purposes of section 501(c)(4) an
organi zation primarily benefits a private group, rather than the
community as a whole, include whether a private group: 1) is the
focus of or receives significant (or exclusive) benefits from
the organization's activities, 2) creates the organization, 3)
makes up the primary nenbership of the organization, 4) controls
t he organi zation, and 5) provides the primary resources for the
or gani zat i on. This information overlaps substantially with the
information that would need to be devel oped to nake the case for
revocati on based on private benefit for section 501(c)(3)

pur poses.
]
I
I = Del ieve that if

a credit counseling organization had a section 501(c)(3)
exenption revoked based on operation for substantial nonexenpt
pur pose and private benefit, we would be able to use the sane

underlying facts to argue that the organization also failed to
qualify for section 501(c)(4) exenption.

SUMVARY AND CONCLUSI ON

Devel opnents in the credit counseling industry, including
proliferation of |arge-volunme, conrercial-type credit counseling
agenci es, have raised concern in Congress, the Federal Trade
Conmi ssion, the press, and the offices of state attorneys
general that credit counseling organi zations no |onger fulfil
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an exenpt purpose. At your request, we have investigated

whet her today’s credit counseling organizations qualify for
exenption as charitable or educational organizations described
in Code section 501(c)(3). In so doing, we have exam ned I RS
rulings, subsequent court cases enlarging the anbit of the tax-
exenpt credit counseling organi zati on beyond the I RS definition,
and | egal precedents granting or denying exenption to

organi zations that conduct businesses as part of all of their
activities.

I n appropriate revocation cases, the Governnment can argue
that commercial -type credit counseling agencies do not fulfill
any educational or charitable purposes. Limted case lawin the
area suggests, however, that the courts may be willing to
enlarge the definition of the tax-exenpt credit counseling
organi zation beyond that in IRS rulings. Comercial-type credit
counseling agencies will argue, with sonme docunentation, that

their activities are educational. Consequently, we nust be
prepared to argue that, even if the organizations can establish
t hat they conduct sone educational activities, they still do not

qualify as section 501(c)(3) organi zati ons because a substanti al
part of their activities does not further exenpt purposes.

Chi ef anong the substantial nonexenpt purposes we have
found is conducting profit-generating activities that benefit
rel ated businesses and individuals. The way in which these
organi zations pronote their services suggests that they may al so
be operating to benefit unrelated for-profit businesses,
conmmi ssi on- based i ndependent contractors, pronoters, commerci al
| enders, and various other private interests. In other words,
there is evidence to support a theory of revocation based on
private benefit. Finally there is evidence of inurement. W
shoul d devel op evidence to defend all the bases for revocation
outlined in this menmorandum The data needed to do this are
summed up in the Service' s IDR

This witing may contain privileged information. Any
unaut hori zed di scl osure of this witing may underm ne our
ability to protect the privileged information. |If disclosure is
determ ned to be necessary, please contact this office for our
Vi ews.

Pl ease call 202-622-6070 if you have any further questions.



