DEPARTMENT OF THE TREASURY

INTERNAL REVENUE SERVICE
WASHINGTON, D.C. 20224

DEPUTY COMMISSIONER

August 24, 2012

The Honorable Carl Levin

Chairman

Permanent Subcommittee on Investigations

Senate Committee on Homeland Security
and Government Affairs

United States Senate

Washington, D.C. 20515

Dear Senator Levin:

| am responding to your letter to Comrnissioner Shulman dated July 27, 2012,
requesting additional information about section 501(c)(4) organizations. This response
supplements the previous responses dated June 4, 2012 and July 13, 2012, and
addresses the additional questions raised in your recent letter.

Question 1. How can the IRS interpret the explicit language in 26 U.S.C.
§501(c)(4), which provides that 510(c)(4) entities must operate “exclusively” for
the promotion of social welfare, to allow any tax exempt partisan political activity
by 501(c)(4) organizations?

We note that the current regulation has been in place for over 50 years. Moreover,
unlike Internal Revenue Code section 501(c)(3), which specifically provides that
organizations may “not participate in, or intervene in . . . any political campaign on
behalf of (or in opposition to) any candidate for public office.”), section 501(c)(4) does
not contain a specific rule or limitation on political campaign intervention by social
welfare organizations.

Question 2. Since partisan political activity does not meet the IRS definition of
“promoting social welfare,” how can an organization that participates in any
partisan political activity be “organized exclusively to promote social welfare?”

As stated above, long standing Treasury Regulations have interpreted “exclusively” as
used in section 501(c)(4) to mean primarily. Treasury Regulation § 1.501(c)(4)-
1(a)(2)(i), promulgated in 1959, provides: “An organization is operated exclusively for
the promotion of social welfare if it is primarily engaged in promoting the common good
and general welfare of the people of the community.” Applying this Treasury
Regulation, Revenue Ruling 81-95, 1981-1 C.B. 332, concluded that “an organization
may carry on lawful political activities and remain exempt under section 501(c)(4) as
long as it is primarily engaged in activities that promote social welfare.”



Question 3. The Exempt Organizations 2011 Annual Report and 2012 Work Plan
states: “As in any election year, EO will continue its work to enforce the rules
relating to political campaigns and campaign expenditures. In FY 2012, EO will
combine what it has learned from past projects on political activities with new
information gleaned from the redesigned Form 990 to focus its examination
resources on serious allegations of impermissible political intervention.”

a. Typically, how long after a complaint to the IRS does a compliance review
begin?

b. What approximate time does it take to review the complaint?

The IRS routinely receives examination referrals from a variety of sources including
the public, media, Members of Congress or their staff, and has a long standing
process for handling referrals so that they receive an impartial, independent review
from career employees. When the IRS receives a referral about a particular
organization, it is promptly forwarded to the Classification unit of the Exempt
Organizations (EQ) Examination office in Dallas, Texas. Pursuant to IRM
4.75.5.4(1), within 30 days of receiving the referral, the Classification staff begins
evaluating whether the referral has examination potential, should be considered in a
future year, needs additional information to make a decision, or falls within the
categories of matters that are referred for EO Referral Committee review.' Although
IRM 4.75.5.4(1) sets a goal of 90 days to complete reviews of referrals, the time it
takes to fully review a particular referral varies, depending on such factors as the
issues involved and the availability of relevant information (i.e. organization’s Forms
990, external sources such as media reports, internet searches, etc.).

In those cases in which the IRS needs additional information about the subject of a
referral that is not readily available, such as its Form 990 that has not been filed yet
for the tax year at issue, Classification may suspend classifying the referral and
places it in the follow-up category until the additional information is available. Once
the additional information is received, reviewed, and supports the referral being
classified as having examination potential, the referral is sent to unassigned
inventory, until a revenue agent with the appropriate level of experience for the
issues involved in the matter is available to conduct an examination.

Once in inventory, there are numerous factors that can affect how long it takes to
complete the examination process. While it is difficult to predict how long any single
examination will take, for cases closed in FY 2011, the average time it took to close
a case was 210 days.

¢. How many persons are involved in the enforcement of the 501(c)(4) rules?

' Pursuant IRM 4.75.5(4), cases forwarded for Committee review include those: containing
evidence or allegations of political or lobbying activities; involving sensitive information submitted
by an elected official or a Member of Congress (or Cangressional staff); or involving other factors
indicating that review by the EO Referral Committee would be desirable for reasons of fairness or
integrity.



The Exempt Organizations (EO) function is responsible for the enforcement of
section 501(c)(4) statutory rules and regulations as well as those applicable to all
other types of tax-exempt organizations.

For FY 2011, the total number of EO staff was 889. Other than the 14 employees in
the Director’s office, the three EO offices are staffed as follows:

Rulings and Agreements (R &A), which includes EO Determinations and EO
Technical, ensures organizations meet legal requirements during the
application or private letter ruling process, and through guidance. In FY 2011,
R&A had 332 employees.

EO Examinations (Exam) is comprised of various units, including the
Classification unit, the EO Compliance Unit, and the Review of Operations
unit. Exam develops processes to identify areas of noncompliance, develops
corrective strategies, and coordinates with other EO functions to ensure
compliance, so that organizations maintain their exempt status. In FY 2011,
Exam had 531 employees.

EO Customer Education and Outreach (CE&O) coordinates, assists and
supports the development of educational materials and outreach efforts for
organizations to understand their responsibilities under the tax law. In

FY 2011, CE&O had a staff of 12 employees.

The employees in these functions are responsible for the regulation of all types of
tax-exempt organizations, including section 501(c)(4) organizations.

Question 4. The Exempt Organizations 2011 Annual Report and 2012 Work Plan
states that 501(c)(4) organizations “can declare themselves tax-exempt without
seeking a determination from the IRS. EO will review organizations to ensure that
they have classified themselves correctly and that they are complying with
applicable rules.”

a. Why does the IRS allow 501(c)(4) organizations to self-declare?

The Internal Revenue Code expressly provides that certain tax-exempt
organizations must give notice to the IRS, by filing an application for exemption,
in order to claim tax-exempt status. The Internal Revenue Code does not require
an organization to provide notice to the IRS to be treated as described in section
501(c)(4). By contrast, for example, Section 508 generally requires an
organization to provide notice to the IRS before it will be treated as described in
section 501(c)(3).

. When an organization “self declares” as a 501(c)(4) organization, how does
the IRS get notice and how long does it take the IRS to conduct the review to
ensure that the organization has classified itself correctly?

As with other tax exempt organizations, organizations claiming to be tax-exempt



under3section 501(c)(4) generally are required to file a Form 9902 on an annual
basis.

The Exempt Organizations office of the IRS is responsible for the compliance of over
one million organizations with diverse goals and purposes. In order to ensure the
highest degree of compliance with tax law while working with limited resources, EO
maintains a robust and multi-faceted post-filing compliance program that conducts
reviews of exempt organizations in various ways, such as:

¢ Review of Operations (ROO) reviews: Because a ROO review is not an
audit, the ROO carries out its post-filing compliance work without
contacting taxpayers. Instead, the ROO looks at an organization’s Form
980, website, and other publicly available information to see what it is
doing and whether it continues to be organized and operated for tax-
exempt purposes. If it appears from a ROO review that an organization
may not be compliant, the organization is referred for examination.

o Compliance checks: In a compliance check, IRS contacts taxpayers by
letter when we discover an apparent error on a taxpayer’s return or wish to
obtain further information or clarification. A compliance check is an
efficient and effective way to maintain a compliance presence without an
examination. We also use compliance check questionnaires to study
specific parts of the tax-exempt community or specific cross-sector
practices.

e Examinations: Examinations, also known as audits, are authorized under
Section 7602 of the Code. For exempt organizations, an examination
determines an organization’s continued qualification for tax-exempt status.
We conduct two different types of examinations: correspondence and
field.

Because the IRS cannot review every existing organization in every tax year, we
use the review techniques described above to maximize our coverage of the tax
exempt sector in both our general program work and our project work. The
project work, which results from our strategic planning process, is designed to
focus on specific areas affecting the EO sector and to direct more effective use of
our resources in the effort to strengthen compliance and improve tax
administration. Described in the EO 2012 Work Plan, the sections 501(c)(4), (5)
and (6) Self-Declarers is one such project. This project focuses on organizations
that hold themselves out as being tax-exempt rather than seeking IRS

recognition of their exempt status.

Question 5. The IRS Compliance Guide for Tax-Exempt Organizations states:

2 Reference to the Form 990 includes the entire applicable Form 990-series annual information
returns, such as Forms 990, 990-EZ, 990-PF, and 990-N e-postcard.
® Treas. Reg. § 1.6033-1(a)(1).



“When a 501(c)(4), (5) or (6) organization’s communication explicitly advocates
the election or defeat of an individual to public office, the communication is
considered political campaign activity. A tax-exempt organization that makes
expenditures for political campaign activities shall be subject to tax in an amount
equal to its net investment income for the year or the aggregate amount
expended on political campaign activities during the year, whichever is less.”

a. How does the IRS keep track of these explicit communications and ensure that
the organization pays this tax?

Tax-exempt organizations filing Forms 990 or 990-EZ are required to report political
activities. Organizations that engage in direct or indirect political campaign activities
are also required to complete Schedule C of Form 980 or 990-EZ. Organizations
subject to tax under section 527(f) are required to comply with the statutory reporting
and payment rules. The IRS also receives referrals regarding such activities from a
variety of sources that are handled through an impartial, independent review. See
the response to question 3 for the description on the IRS referral process.

b. What is the reason for the requirement that the tax will be based on
“whichever is less” between its net investment income for the year or the
aggregate amount expended on political campaign activities?

The statute under section 527(f) explicitly states that a 501(c) organization is subject
to its tax based on “an amount equal to the lesser of — (A) the net investment income
of such organization for the taxable year, or (B) the aggregate amount expended
during the taxable year for such an exempt function.”

c. What tax would an organization have to pay if it spends all its income on
political advertising (therefore it has NO net investment income)?

Under the statute cited above, an organization that otherwise meets the
requirements of section 501(c)(4) social welfare tax-exempt status, which spends all
its income on political advertising and has no net investment income would not owe
any tax under section 527(f). It may however, through such spending (and
depending on the otherwise applicable facts of the case), no longer qualify as an
orgariization that is tax-exempt under section 501(c)(4) .

Question 6. Ms. Lerner’s letter quotes the IRS webpage on Social Welfare
Organizations:

“The promotion of social welfare does not include direct or indirect
participation or intervention in political campaigns on behalif of or in
opposition to any candidate for public office. However, a section 501(c)(4)
social welfare organization may engage in some political activities, so long as
that is not its primary activity. However, any expenditure it makes for political
activities may be subject to tax under section 527(f). [Emphasis added.]



a. What is the statutory basis of the language that allows 501(c)(4) organizations
to engage in some political activities?

Please see responses to questions 1 and 2, above.

b. How does the IRS keep track of these political activities and ensure that the
organization pays the tax under section 527(f)?

Section 501(c)(4) organizations filing Forms 890 or 990-EZ are required to report
political activities. Organizations that engage in direct or indirect political campaign
activities are also required to complete Schedule C of Form 990 or 990-EZ.
Organizations subject to tax under section 527(f) are required to comply with the
statutory reporting and payment rules. The |IRS also receives referrals regarding
such activities from a variety of sources that are handled through an impatrtial,
independent review. See the response to question 3 for the description on the IRS
referral process.

Question 7. In her July 13 letter, Ms. Lerner states that the IRS also addresses
the issue of political activities in the Forms 990 and 990-EZ.

Are Forms 990 and 990-EZ made public? If so, where can they be accessed?

Yes, Forms 990 and 990-EZ are made public. Tax-exempt organizations are required
to make their returns widely available for public inspection.* Organizations are required
to allow the public to inspect the Forms 990, 990-EZ, 990-N, and 990-PF they have filed
with the IRS for their three most recent tax years.> Exempt organizations also are
required to provide copies of these information returns when requested, or make them
available on the Internet.® The annual information returns also are available from the
IRS,” as well as from third-party sources that post them on their websites.

Question 8. Internal Revenue Services Publication 557 states that, if a 501(c)(4)
entity can “submit proof that [the] organization is organized exclusively to
promote social welfare, it can obtain an exemption even if it participates legally in
some political activity on behalf of or in opposition to candidates for public
office.”

Have the following 501(c)(4) organizations a) applied for; and if so, b) received
the described exemption for political activity from the IRS?

a. Crossroads Grassroots Policy Strategies
b. Priorities U.S.A.

* IRC § 6104(d); Treas. Reg. §§ 301.6104(d)-1 and -2.

° |RC § 6104(d)(2); Treas. Reg. § 301.6104(d)-1(a).

® IRC § 6104(d)(1); Treas. Reg. § 301.6104(d)-2.

"IRC § 6104(b); Treas. Reg. § 301.6104(b)-1. Due to disclosure laws, an organization must
submit Form 4506-A, Request for Public Inspection or Copy of Exempt or Palitical Organization
IRS Form, to the IRS office indicated on the form or accompanying instructions.
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Americans Elect

American Action Network
Americans for Prosperity
American Future Fund

Americans for Tax Reform

60 Plus Association

Patriot Majority USA

Club for Growth

Citizens for a Working America Inc.
Susan B. Anthony List

Initially, to clarify, section 501(c)(4) organizations do not receive “exemption for
political activity.” Rather, organizations are recognized under section 501(c)(4) as
tax-exempt when they demonstrate that they plan to be primarily engaged in
activities that promote social welfare. If they meet that standard, the fact that they
engage in other activities that do not promote social welfare, such as political
campaign intervention, will not preclude recognition of their tax-exempt status.
Whether an organization meets the statutory and regulatory requirements of section
501(c)(4) depends upon all of the facts and circumstances, and no one factor is
determinative.

As discussed in our response to you dated June 4, 2012, section 6103 of the
Internal Revenue Code prohibits the disclosure of information about specific
taxpayers unless the disclosure is authorized by some provision in the Internal
Revenue Code. The IRS cannot legally disclose whether the organizations on your
list have applied for tax exemption (unless and until such application is approved).
Section 6104(a) of the Code permits public disclosure of an application for
recognition of tax exempt status only after the organization has been recognized as
exempt.

Searching the names exactly as provided, our records show that the following
orgariizations have been recognized by the IRS as tax exempt under section
501(c)(4).

Americans For Prosperity
American Future Fund

60 Plus Association

Patriot Majority USA

Citizens for a Working America inc.

With respect to the other organizations for which you inquired, we will be able to
determine if they have been recognized by the IRS as tax-exempt with additional
information, such as an address or EIN, that specifically identifies the
organization. Organizations often have similar names or maintain multiple
chapters with variations of the same name. With respect to many of the other
organizations you identified, numerous organizations in our records have very
similar names. IRS staff can work with your staff in identifying the specific



organizations for which you are interested. IRS staff is also available to assist
your staff to navigate searchable databases on the IRS public website. As
previously discussed, information on organizations with applications currently
pending legally cannot be provided unless and until the application is approved.
Please note that organizations that hold themselves out as tax-exempt without
IRS recognition and organizations that have pending applications for recognition
are required to file annual returns/notices.

Question 9. Have you reminded 501(c)(4)s which publicly seem to be
operating in the partisan political arena as to the factors you will consider in
determining whether they are engaging in partisan political activity? If not,
why not?

As described in the July 13, 2012 response, the IRS takes several steps to
continually educate organizations of the requirements under the tax law and
inform them of their responsibilities to avoid jeopardizing their tax-exempt status.
We believe these steps ensure the IRS administers the nation’s tax laws in a fair
and impartial manner.

| hope this information is helpful. If you have questions, please contact me or have
your staff contact Catherine Barre at (202) 622-3720.

Sincerely,

Stoe 7 ThAe-

Steven T. Miller
Deputy Commissioner
for Services and Enforcement



