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Letter to DOJ Confirms IRS Intent to Resume Church Tax Inquiries
August 11, 2014

In a June 27, 2014 letter to the Department of Justice, the Acting Director of IRS Exempt Organizations
Examinations revealed three potentially significant developments with respect to IRS enforcement activity against
churches.

e There is a significant queue of approved church tax inquiries focused on alleged political activity.
Specifically, the IRS internal Political Activities Referral Committee “has determined that, as of June
23, 2014, 99 churches merit a high priority examination” because of alleged violations of the
political intervention prohibition of section 501(c)(3). At least 66 of these cases relate to open tax
years. It is unclear what will happen with these cases, because since 2013 the IRS has placed a
temporary hold on proceeding with any new audits for political activities (church or non-church), in
the wake of last year’s controversy over its handling of conservative groups.

® |RS activity with regard to churches has continued and could increase significantly at any time. The
IRS has not finalized its 2009 regulations identifying the IRS high-ranking official who must have a
“reasonable belief” that the church may not be exempt or may have engaged in unrelated business
activity before a church tax inquiry can commence. While early statements suggested that the IRS
was suspending church audit activity until that official was identified, the letter clarifies that the IRS
is proceeding with church audits, and has already “processed several cases involving churches"
since 2009.

e Current procedures nominally elevate the “high ranking official” threshold to TEGE Commissioner.
The statutorily-mandated "reasonable belief" determination has been internally assigned to the
Commissioner, TEGE "either directly or as concurrence to the determination made by the Director,
Exempt Organizations." This responds to public comments by requiring church tax inquiries to be
approved at a higher level than the proposed regulations did, but still seems to anticipate active
input into the decision from lower in the agency.

The letter came to light in connection with the recent voluntary dismissal of Freedom From Religion
Foundation v. Commissioner, a case that sought to enjoin the IRS from continuing a perceived policy of selective
non-enforcement of the political activity prohibition of section 501(c)(3) against churches. The letter seems to
have allayed the Foundation’s concerns for now. However, by seeking dismissal without prejudice, the Foundation
has preserved its ability to refile its claim, should the IRS resume audits of political activities but fail to include
churches in such a program.
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Caplin & Drysdale’s Perspective

These statements send a clear signal that the Service is prepared to enforce its rules against churches,
including its rules against campaign intervention. The letter may also signal that a compromise has been reached
among IRS, Treasury and the Department of Justice regarding the level of the “high-ranking Treasury official”
required to initiate a church tax inquiry. If so, final regulations under section 7611 may be forthcoming. For a
detailed discussion of Section 7611, the Living Word decision and the proposed regulations, please see our previous
alert.

Steps to Take Now

We do not expect any new church audits regarding alleged campaign intervention to commence until the
Service lifts its current hold on all political audits. Thereafter, those churches who have been trying to draw IRS
enforcement so they can challenge the restrictions in court may finally get their opportunity. In the meantime, the
IRS has clearly signaled its ability to audit on other issues at any time. For those groups that wish to avoid
controversy with the IRS, now would be a good time to review your Church's books and records with an eye toward
compliance. As the election season approaches, you may want to take special care that your activities—for
instance, speaking out about issues relevant in the election, inviting elected officials or candidates to attend your
events, and other voter education and engagement work—do not inadvertently cross the line into prohibited
political campaign intervention. We would be happy to answer any questions.

For more information on this Alert, please contact a member of Caplin & Drysdale’s Exempt Organizations
Group:

Marcus S. Owens Diara M. Holmes Douglas N. Varley
mowens@capdale.com dholmes@capdale.com dvarley@capdale.com
202.862.5020 202.862.7829 202.862.7818
William M. Klimon Michael W. Durham
wklimon@capdale.com mdurham@-capdale.com
202.862.5022 202.862.5031
Sharon W. Nokes Brendan M. Wilson William D. Fournier

snokes@capdale.com bwilson@capdale.com wfournier@capdale.com
202.862.7839 202.862.7813 202.862.5079
Laura M. Damerville Jacob E. Dean Andrew Segna
Idamerville@capdale.com jdean@capdale.com asegna@capdale.com
202.862.8856 202.862.7854 202.862.7864
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For half a century, Caplin & Drysdale has been a leading provider of a full range of legal services to companies, nonprofit
organizations, professional service providers, and high-net-worth individuals throughout the United States and around the world. With
offices in Washington, D.C., and New York City, the firm offers counseling on matters relating to tax, tax controversy, bankruptcy, creditors’
rights, political activity, exempt organizations, complex litigation, employee benefits, private client services, corporate law, and white collar
defense. For more information, please visit us at www.caplindrysdale.com.

Washington, D.C., Office: New York, NY Office:
One Thomas Circle, NW 600 Lexington Avenue
Suite 1100 21% Floor
Washington, D.C. 20005 New York, NY 10022
202.862.5000 212.379.6000

Disclaimer

This communication does not provide legal advice, nor does it create an attorney-client relationship with you or any other reader. If you
require legal guidance in any specific situation, you should engage a qualified lawyer for that purpose. Prior results do not guarantee a
similar outcome.

Attorney Advertising
It is possible that under the laws, rules, or regulations of certain jurisdictions, this may be construed as an advertisement or solicitation.
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