How the IRS Plans to Restructure
Its Exempt Organization

Operations

The exempt organizations function will have an enhanced position in the structure, but appropriations
will still determine if it becomes more effective.
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ublic trust is the charitable
Psector’s most important asset,

and one important factor in
that trust is effective IRS admin-
istration of the federal tax rules
designed to ensure that charitable
organizations operate exclusively
for charitable purposes. In re-
cent years, declining resources
and the departure of many senior
exempt organizations staff have
badly undermined the Service’s ex-
empt organizations function, as re-
flected most dramatically in a
sharp decline in published guid-
ance on exempt organizations is-
sues. Fortunately, the current
top-to-bottom restructuring of
the IRS provides an important op-
portunity to reverse this trend.
While important “design” issues
remain to be addressed, the over-
all framework promises to provide
a more effective administrative
structure and higher priority for
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the Service’s administration of
the exempt organization rules.
As discussed below, however, this
restructuring must also be ac-
companied by a significant increase
in funding for exempt organiza-
tion administration if it is to re-
alize its potential and restore
effective IRS oversight of exempt
organizations.

EP/EO

Before 1974, no one specific of-
fice in the IRS had primary re-
sponsibility for overseeing
employee plans and exempt or-
ganizations. This raised concern
in Congress that the level of re-
sources devoted by the IRS to ex-
empt organization oversight was
not adequate. As part of the Em-
ployee Retirement Income Secu-
rity Act of 1974 (ERISA)}, Congress
therefore enacted Section 7802(b),
creating the Office of Employee
Plans and Exempt Organizations
(EP/EO) under the direction of an
Assistant Commissioner.

In creating EP/EO, Congress ex-
plicitly acknowledged that the
regulatory oversight responsibil-
ities delegated to the office differed
from the Service’s core revenue col-

lection and enforcement func-
tions. Recognizing this differ-
ence, Congress expressed concern
that the IRS was subordinating its
efforts to conduct oversight ac-
tivities with respect to employee
plans and exempt organizations to
its efforts to collect revenues.!
Therefore, ERISA also authorized
funding for the EP/EO office,
tying the funding level to the
total collected from the Section
4940 excise tax on private foun-
dation net investment income.?
That funding mechanism was
never implemented, however, and
the EP/EO budget has always
been part of the overall IRS ap-
propriation.

Today, the Assistant Commis-
sioner for EP/EO oversees both
National Office headquarters ac-
tivities and the activities of five key
district offices (KDOs) relating to
tax-exempt entities. The head-
quarters of EP/EO includes the Em-
ployee Plans Division, the Exempt
Organizations Division, and the
Field Services Branch.? The KDO
located in Cincinnati has recently
become the centralized site for pro-
cessing exemption determination
letters for both exempt organiza-
tions and employee plans. Exam-
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ination jurisdiction is vested in the
other four KDOs—Northeast
(Brooklyn), Southeast (Baltimore),
Midstates (Dallas), and Western
(Los Angeles). Although pro-
grammatic authority over the field
rests in the EP/EO Assistant Com-

[Dy the end of 1996 there were

nearly twice as many exempt

organizations as in 1974.

missioner, there is no direct line
authority. Therefore, the district
directors of the KDOs rather than
the National Office initiate and
oversee the day-to-day conduct of
examinations, limiting the ability
of the National Office to set pri-
orities and ensure consistent in-
terpretation of the applicable tax
laws.* Until recently, processing
of exempt organization returns
was divided among all ten of the
IRS Service Centers, but it is now
centralized at the Ogden, Utah,
Service Center.’

The growth of the tax-exempt sector.
Since 1974, the responsibilities of

1S, Rep’t No. 93-383, 93d Cong., 1st
Sess. 107-08 (1973); H. Rep’t No. 93-779,
93d Cong., 2d Sess. 102-03 (1974). See also
Staff of the Joint Committee on Taxation,
General Explanation of Tax Legislation En-
acted in 1998 (Blue Book), page 29 (here-
inafter, “1998 Blue Book”); Staff of the Joint
Committee on Taxation, Description and
Analysis of Proposals Relating to the Rec-
ommendations of the National Commission
on Restructuring the Internal Revenue
Service S. 1096 and H.R. 2676 as passed
by the House, page 65 (JCS-1-98) (here-
inafter “1998 Joint Committee Report”).

2 Employee Retirement Income Secu-
rity Act of 1974, P.L. 93-406, 9/2/74, sec-
tion 1052, 88 Stat. 829. This authorization
was later codified at Section 7802(b)(2) of
the Code. As discussed below, the Inter-
nal Revenue Service Restructuring and Re-
form Act of 1998, P.L. 105-206, 7/22/98,
112 Stat. 685 (hereinafter “Restructuring
Act”) repealed Sections 7802(b)(1) and
7802(b)(2).

the Exempt Organizations
Division have grown dramatically,
due both to the significantly
greater number of entities and to
the increasing demands their needs
place on the system. In 1974, for
example, there were approxi-
mately 690,000 tax-exempt or-
ganizations (excluding churches).
By the end of 1996, that number
had grown to approximately
1,280,000, nearly double the 1974
figure. These organizations, plus
over 266,000 churches, controlled
$1.9 trillion in assets and annual
revenues of almost $900 billion, or
more than 10% of the nation’s
gross domestic product.b

As impressive as these numbers
are, they only begin to suggest the
variety and complexity of the ex-
empt organizations universe. Only
about half of these organizations
(not including churches) are char-
itable organizations described in
Section 501(c)(3). The remainder
are social welfare organizations,
labor unions, business leagues, so-
cial and recreation clubs, and or-
ganizations in the other Section 501
categories.” The charitable orga-
nizations themselves range from

31998 Joint Committee Report, pages
9-10. The Employee Plans Division has pri-
mary responsibility relating to the federal
income tax qualification of employee
plans and related trusts, the tax treatment
of employees participating in such plans
and their beneficiaries, and deductions for
employer contributions to plans. The Ex-
empt Organizations Division has primary
responsibility relating to tax-exempt or-
ganizations, including unrelated business
income tax rules and Section 527 politi-
cal organizations, and, as of 1993, re-
sponsibility for the administration of IRS
activities with respect to tax-exempt
bonds.

#1998 Joint Committee Report, page
12; see also American Bar Association Sec-
tion of Taxation Committee on Exempt Or-
ganizations, “White Paper,” reprinted in
10 Exempt Org. Tax Rev 74 (July 1994)
{hereinafter “1994 ABA White Paper”), dis-
cussing the problems created by this lack
of line authority.
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small community-based organi-
zations run by volunteers to multi-
billion dollar hospitals, universities,
and private foundations. Their
causes include international evan-
gelism, providing direct health
and educational services, envi-
ronmental preservation, and pro-
moting amateur sports. In other
words, the Exempt Organizations
Division faces the challenge of reg-
ulating a sector that is not only
growing rapidly but that includes
a huge and ever-increasing vari-
ety of organizations.

Funding and staff levels. From fiscal
years 1970 through 19935, the
overall IRS budget grew much
faster than the economy. On
average, the inflation-adjusted
growth rate of the IRS budget
during the 1970s, 1980s, and early-
1990s was at least one full per-
centage point greater than the real
rate of growth of the gross do-
mestic product.® Starting in the
mid-1990s, however, the budget
began shrinking in the face of
withering congressional criticism
of the IRS.

For fiscal 1996, the IRS appro-

5 See Ann. 96-63, 1996-29 IRB 18.

6 See “Soaring Assets and Revenues May
Invite Look by Congress,” VI The Chron-
icle of Philanthropy 39 (12/3/98); 1998
Joint Committee Report, page 13. The 1998
Joint Committee Report reported assets of
only $1.1 trillion, but more recently Mar-
cus Owens, Director of the IRS Exempt Or-
ganizations Technical Division, stated
that soon-to-be-released IRS figures place
the amount of assets at $1.9 billion as of
1995, and data collected by the National
Center for Charitable Statistics of the
Urban Institute confirms the $1.9 billion
figure.

7 Department of the Treasury, Internal
Revenue Service Data Book 25 (1996)
(hereinafter “1996 IRS Data Book”).

8 See “Perspective on the IRS Budget,”
71 Tax Notes 1720 (6/24/96).
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priation dropped to $7.35 billion;
down from $7.48 billion for fiscal
1995 and approximately $850
million less than what the Ad-
ministration had requested.’” For fis-
cal 1997, the IRS appropriation
declined to $7.2 billion, approxi-
mately $800 million less than the
Administration request.!° For fis-
cal 1998, the IRS appropriation
rose to $7.8 billion, essentially
matching the Administration’s re-
quest.!! For fiscal 1999, the Ad-
ministration requested a total of
$8.3 billion for the IRS, an increase
of $500 million over fiscal 1998,!2
but Congress acjtually appropri-
ated $7.9 billion, only a slight in-
crease over fiscal 1998.13

The funding of the EP/EO Of-
fice has reflected the general fi-
nancial fortunes of the IRS, with
the EP/EO share usually less than
2% of the Service’s total. As the
number, size, and complexity of
employee plans and exempt or-
ganizations grew dramatically,
EP/EO actually saw its staff and
budget shrink. The staffing and au-
thorization levels for EP/EO in re-
cent years are shown in Exhibit I
on page 198. Less than 40% of the
EP/EO budget, or approximately
$50 million annually, is dedi-
cated to the Exempt Organizations
Division.*

As a result of these budgetary
pressures, EP/EO has not in-

9 1d.; General Accounting Office, Tax
Administration, IRS Fiscal Year 1996
and 1997 Budget Issues and the 1996 Fil-
ing Season, 104th Cong., 2d Sess. 1
(3/28/96) (testimony before the House
Ways and Means Oversight Subcommit-
tee, hereinafter “GAO 1997 IRS Budget
Testimony”).

10 Godfrey, “Congress Approves $7.2
Billion IRS Budget,” 73 Tax Notes 8
(10/7/96); Godfrey, “House Approves
Deep Cuts to IRS Budget,” 72 Tax Notes
383 (7/22/96); GAO 1997 IRS Budget Tes-
timony 1.

11 Rieschick, “Clinton Signs 1998
Treasury Postal Appropriations Bill, 77 Tax
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creased its staff, even though its
responsibilities have more than
doubled. It actually had slightly
fewer employees in fiscal 1998
(2,045) than it did in fiscal 1975
(2,075).15

This paucity of staff reflects the
overall staffing pressures at the
IRS. In June 1995, anticipating
possible reductions from the
amount the Administration had re-
quested for fiscal 1996, the IRS
began to take steps to reduce its
staffing levels. On 6/30/95, the IRS
announced a hiring freeze. Earlier
in the year, it had announced an
“early-out” program without in-
centives for employees affected by
its district office and regional of-
fice consolidations. After enact-
ment of its final appropriation, the
IRS reopened the early-out pro-
gram through 2/3/96 and made it
available to all employees. About
1,690 staff retired as a result of
this program.'é As a result, by early
1997 the overall IRS staffing level
for EP/EO was approximately
20% below the 1989 peak staffing
level of 2,573 positions.!”

Of the 2,045 full-time EP/EO
employees during 1998, approx-
imately 250 positions were as-
signed to National Office
headquarters and the remainder to
the five KDOs. The Exempt Or-
ganization Division’s share of
these is 900 positions, with ap-

Notes 269 (10/20/97); General Account-
ing Office, Tax Administration, IRS’ Fis-
cal Year 1998 Budget Request, 105th
Cong., 1st Sess. 16 (6/13/97) (testimony
before the Senate Appropriations Treasury
and General Government Subcommittee,
hereinafter “GAO 1998 IRS Budget Tes-
timony”).

12 GAO 1999 IRS Budget Testimony
at 26.

13 Glenn, ““Monster’ Budget Bill
Signed,” 81 Tax Notes 399 (10/26/98).

14 gee Reforms to Improve the Tax Rules
Governing Public Charities, Hearings Be-
fore the Subcommittee on Oversight of the
House Committee on Ways and Means,

proximately 110 National Office
staff and 790 field staff, although
not all of these positions are cur-
rently filled. The field staff, who
report primarily to the district di-
rectors of the KDOs, are divided
into 400 examination staff, 170
determination staff, and 220 sup-
port staff.!®

In addition to a reduction in
overall positions, current EP/EO
staffing also reflects a critical
loss of some of EP/EO’s most tal-
ented personnel, resulting in a
“brain drain.” At the executive
level, the 1974 ERISA legislation
establishing EP/EO authorized
the creation of a number of high-
level executive positions for the
new office, authorizing 20 “su-
pergrade” positions. This un-
precedented concentration of
high-level positions attracted a
pool of talented people both from
within and outside the IRS to
staff the new EP/EQ. Since 1974,
however, as a result of various in-
ternal organizations and redefin-
itions of staffing priorities, all but
four of these EP/EO “supergrade”

H.R. Rep. No. 122, 103d Cong., 2d Sess.
4 (1994) (hereinafter “Pickle Report”).

15 5peech by James J. McGovern before
the National Commission on Restructur-
ing the IRS, reprinted in 16 Exempt Org.
Tax Rev. 209 (Feb. 1997) (hereinafter “Mc-
Govern Speech”).

16 See GAO 1997 IRS Budget Testimony
at 4.

17 gee 1998 Joint Committee Report
at 13.

18 Gee Booz-Allen & Hamilton, “Pre-
liminary Report on Status of IRS Reor-
ganization” (June 1998), excerpts reprinted
in BNA Daily Tax Report, 7/1/98, page L-
1 (hereinafter “BAH June 1998 Report™).
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to be made in the case of as-
sets used for both exempt and
taxable purposes. In other
areas there are dozens, some-
times hundreds, of private
rulings involving an issue as to
which the Service and Treasury
‘have issued no precedential ad-
vice, such as hospital organi-
zations and joint ventures.?*

Stating that “there apparently is
some obstacle” to the issuance of
the preferred forms of guidance—
regulations and revenue rulings—
the White Paper went so far as to
suggest that, as an alternative,
Congress could mandate prece-
dential effect for “private letter rul-
ings, technical advice memoranda,
general counsel memoranda, and
other internal documents.”?’

Another example of the impact
of inadequate staffing of the ex-
empt organization guidance func-
tion was the decision of the IRS
in 1997 to forgo publishing the fis-
cal 1998 Exempt Organizations
Continuing Professional Education
Technical Instruction Program
(CPE) text. Marcus Owens, Di-
rector of the IRS Exempt Orga-
nizations Division, attributed this
decision to the fact that the IRS
Exempt Organizations Division
simply had too few people doing
too much work, and that revising
the Internal Revenue Manual took
priority over the CPE text. He was
therefore forced to provide better
information to agents conducting
examinations at the cost of pro-
viding less information to the
public.26

Compliance efforts have also
suffered from the lack of adequate
funding and staff levels. The two
primary programs through which
the IRS seeks to ensure compliance
with the requirements for tax ex-
emption of nonprofit organiza-
tions and employee plans are the
exemption determination letter
program and the annual return re-
quirement, complemented by the
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examination process. The sheer
magnitude of these programs is
staggering. In 1996, the IRS re-
ceived approximately 70,000 ex-
emption applications from
nonprofit organizations and issued
approximately the same number
of determination letters, up from
approximately 60,000 three years
earlier. At the same time, the
number of technical specialist po-
sitions assigned to processing de-
termination letters has been
reduced from approximately 200
in 1996 to 170 in 1998, and many
of the 170 positions remain un-
filled.?”

A look at examination coverage
reveals similar problems. In fiscal
1996, 563,710 annual information

‘returns (usually Form 990 or Form

990-EZ) were filed by tax-exempt
organizations, up from 527,847
just three years earlier.?® At the
same time, only 11,000 exempt or-
ganization returns were exam-
ined, and less than 50% of those
returns were annual information
returns. The rest were employment
tax returns or unrelated business
income tax returns that were pre-
sumably audited in connection
with an organization’s annual in-
formation return.?’ In other words,
it is likely that less than 5,500 or-
ganizations were actually audited,
compared with 7,541 organiza-
tions as recently as 1989.%°

This figure represents an in-
credibly small percentage of all ex-
empt organizations. In 1996, there
were over a million tax-exempt or-
ganizations (excluding churches
that are not required to file annual
returns and are subject to the
higher audit threshold imposed by
Section 7611). More than half of
these filed annual returns. Thus,
only about 0.5% of tax-exempt or-
ganizations and only about 1.0%
of annual returns were audited in
1996. By comparison, in 1996 the
IRS audited 1.67% of individual
returns, 2.34% of corporate re-

turns, and 49.61% of the returns
of large corporations (those with
$250 million or more in annual
revenues).!

The exempt organization sec-
tor is probably one of the few eco-
nomic sectors—perhaps the only

onlr two exempt
organizations revenue
rulings were published in a

five-year period running
from 1992 to 1997.

one—that has repeatedly asked for
greater IRS scrutiny and regula-
tion.3? It is therefore ironic that
both the guidance and compliance
functions of the IRS in this area
have been hindered so signifi-
cantly by a lack of adequate fund-
ing and staffing. While the vast
majority of exempt organizations
undoubtedly comply with the rel-
evant tax provisions, the reduction
in guidance and compliance ac-
tivities can only result in more ex-
empt organizations violating these

24 1994 ABA White Paper at 77.

25 14.; see also McGovern and Brand,
supra note 22.

26 Wright & Stokeld, “EO Practition-
ers Disappointed IRS Won’t Publish Fis-
cal ‘98 CPE Text,” 74 Tax Notes 1379
(3/17/97).

27 See 1998 Joint Committee Report at
9; Pickle Report at 3-4; BAH June 1998
Report at page L-14; “IRS Official Upbeat
on Centralizing Exemption Application
Processing,” 10 EOTR Weekly 62 (6/1/98).

28 See 1996 IRS Data Book at 14; Pickle
Report at 3. Employee plans filed 1,185,864
returns in 1996. 1996 Data Book at 14.

29 See 1996 IRS Data Book at 14, 33,
30 gee Pickle Report at 4.
31 1996 IRS Data book at 12, 14.

32 Gee, e.g., Pickle Report at 7-8 (tes-
timony of representatives of exempt or-
ganization monitoring and umbrella
organizations asking for congressional
legislation to increase the accountability
of exempt organizations).
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to be made in the case of as-
sets used for both exempt and
taxable purposes. In other
areas there are dozens, some-
times hundreds, of private
rulings involving an issue as to
which the Service and Treasury
“have issued no precedential ad-
vice, such as hospital organi-
zations and joint ventures.?*

Stating that “there apparently is
some obstacle” to the issuance of
the preferred forms of guidance—
regulations and revenue rulings—
the White Paper went so far as to
suggest that, as an alternative,
Congress could mandate prece-
dential effect for “private letter rul-
ings, technical advice memoranda,
general counsel memoranda, and
other internal documents.”?’

Another example of the impact
of inadequate staffing of the ex-
empt organization guidance func-
tion was the decision of the IRS
in 1997 to forgo publishing the fis-
cal 1998 Exempt Organizations
Continuing Professional Education
Technical Instruction Program
(CPE) text. Marcus Owens, Di-
rector of the IRS Exempt Orga-
nizations Division, attributed this
decision to the fact that the IRS
Exempt Organizations Division
simply had too few people doing
too much work, and that revising
the Internal Revenue Manual took
priority over the CPE text. He was
therefore forced to provide better
information to agents conducting
examinations at the cost of pro-
viding less information to the
public.26

Compliance efforts have also
suffered from the lack of adequate
funding and staff levels. The two
primary programs through which
the IRS seeks to ensure compliance
with the requirements for tax ex-
emption of nonprofit organiza-
tions and employee plans are the
exemption determination letter
program and the annual return re-
quirement, complemented by the
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examination process. The sheer
magnitude of these programs is
staggering. In 1996, the IRS re-
ceived approximately 70,000 ex-
emption applications from
nonprofit organizations and issued
approximately the same number
of determination letters, up from
approximately 60,000 three years
earlier. At the same time, the
number of technical specialist po-
sitions assigned to processing de-
termination letters has been
reduced from approximately 200
in 1996 to 170 in 1998, and many
of the 170 positions remain un-
filled.?”

A look at examination coverage
reveals similar problems. In fiscal
1996, 563,710 annual information

‘returns (usually Form 990 or Form

990-EZ) were filed by tax-exempt
organizations, up from 527,847
just three years earlier.?® At the
same time, only 11,000 exempt or-
ganization returns were exam-
ined, and less than 50% of those
returns were annual information
returns. The rest were employment
tax returns or unrelated business
income tax returns that were pre-
sumably audited in connection
with an organization’s annual in-
formation return.?’ In other words,
it is likely that less than 5,500 or-
ganizations were actually audited,
compared with 7,541 organiza-
tions as recently as 1989.%°

This figure represents an in-
credibly small percentage of all ex-
empt organizations. In 1996, there
were over a million tax-exempt or-
ganizations (excluding churches
that are not required to file annual
returns and are subject to the
higher audit threshold imposed by
Section 7611). More than half of
these filed annual returns. Thus,
only about 0.5% of tax-exempt or-
ganizations and only about 1.0%
of annual returns were audited in
1996. By comparison, in 1996 the
IRS audited 1.67% of individual
returns, 2.34% of corporate re-

turns, and 49.61% of the returns
of large corporations (those with
$250 million or more in annual
revenues).!

The exempt organization sec-
tor is probably one of the few eco-
nomic sectors—perhaps the only

nnlr two exempt
organizations revenue
rulings were published in a

five-year period running
from 1892 to 1887.

one—that has repeatedly asked for
greater IRS scrutiny and regula-
tion.3? It is therefore ironic that
both the guidance and compliance
functions of the IRS in this area
have been hindered so signifi-
cantly by a lack of adequate fund-
ing and staffing. While the vast
majority of exempt organizations
undoubtedly comply with the rel-
evant tax provisions, the reduction
in guidance and compliance ac-
tivities can only result in more ex-
empt organizations violating these

24 1994 ABA White Paper at 77.

25 14.; see also McGovern and Brand,
supra note 22.

26 Wright & Stokeld, “EO Practition-
ers Disappointed IRS Won’t Publish Fis-
cal ‘98 CPE Text,” 74 Tax Notes 1379
(3/17/97).

27 See 1998 Joint Committee Report at
9; Pickle Report at 3-4; BAH June 1998
Report at page L-14; “IRS Official Upbeat
on Centralizing Exemption Application
Processing,” 10 EOTR Weekly 62 (6/1/98).

28 See 1996 IRS Data Book at 14; Pickle
Report at 3. Employee plans filed 1,185,864
returns in 1996. 1996 Data Book at 14.

29 See 1996 IRS Data Book at 14, 33,
30 gee Pickle Report at 4.
31 1996 IRS Data book at 12, 14.

32 Gee, e.g., Pickle Report at 7-8 (tes-
timony of representatives of exempt or-
ganization monitoring and umbrella
organizations asking for congressional
legislation to increase the accountability
of exempt organizations).
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provisions, whether inadvertently
or intentionally, and in those vi-
olations continuing for longer
periods of time before they are dis-
covered and dealt with. This sit-
uation can only leadto an erosion
of public confidence in exempt or-
ganizations.

THE NEW TAX-EXEMPT
OPERATING DIVISION
Responding to criticisms of the IRS,
Congress formally began the cur-
rent restructuring process in 1995
by creating the National Commis-
sion on Restructuring the Internal

lack of IRS scrutiny and
regulation can only lead to an

erosion of public confidence in
exempt organizations.

Revenue Service.?* The Commission
consisted of politicians, business
people, tax advocates, practition-
ers, union representatives, and
Treasury representatives appointed
by the congressional leadership
and the President. It began its
work in July 1996, holding meet-
ings and public hearings through-
out the rest of the year and into
1997.3¢ In January 1997, when
Margaret Milner Richardson an-
nounced her intention to resign as
IRS Commissioner, at least one
member of Congress publicly
called for President Clinton to ap-
point a non-tax professional as the
next Commissioner.3’

In June 1997, the Commission
issued its report: “A Vision for a
New IRS.” The major recom-
mendation of the report was that
the primary goal of the IRS should
be “taxpayer satisfaction.”¢ The
report specifically addressed the
creation of EP/EO in 1974 and
complimented its subsequent op-
erations as “one of the most in-

novative and efficient functions
within the IRS,” even though its
function is “non-core” or not re-
lated to revenue collecting.?” This
characterization is, of course,
misleading, because the function
of EP/EO is to ensure that orga-
nizations claiming tax exemption
are indeed qualified to receive it,
in the same way that it is the func-
tion of other parts of the IRS to
ensure that individuals and orga-
nizations claiming tax deductions
or credits are in fact entitled to
such deductions or credits. The
regulation of the EP/EO sector
therefore is just as important and
just as “core” as any of the “rev-
enue collecting” functions of the
IRS.

The Commission recommended
that Congress provide sufficient
resources when asking IRS to as-
sume functions such as those car-
ried out by EP/EQ, noting that the
resources committed to such op-
erations must be in addition to,
and not in lieu of, resources ap-
propriated to carry out revenue
collecting. Specifically, the Com-
mission’s recommended continu-
ation of the mandatory funding
mechanism in Section 7802(b)(2),
modified to earmark the funds for
the exclusive use of EP/EQ so this
mechanism would no longer be an
empty promise.

At the same time, President
Clinton responded to the calls for
someone other than a tax profes-

33 See P.L. 104-52, section 637, 109
Stat. 468 (11/19/95).

34 See “Clinton To Appoint Five to IRS
Restructuring Commission,” 71 Tax Notes
1454 (6/10/96); “Congress Names Its
Members to the IRS Restructuring Com-
mission,” 71 Tax Notes 1165 (5/27/96).

35 See Donmoyer, “Next Commis-
sioner Should Be Outsider, Grassley Says,
74 Tax Notes 993 (2/24/7); Stratton and
Godfrey, “IRS Commissioner Richardson
Resigns,” 74 Tax Notes 134 (1/13/97).

36 National Commission on Restruc-
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sional to head the IRS by nomi-
nating Charles O. Rossotti, an ex-
ecutive at an information
technology management firm.
Wasting no time in seeking to ad-
dress the concerns of IRS critics,
he proposed in January 1998 a
sweeping reorganization of the IRS
to give better service to its “cus-
tomers,” the taxpayers. His core
proposal was to change the nature
of the Service’s organization from
geographical (i.e., district, re-
gional, and national offices) to
functional, based on four pri-
mary operating divisions oriented
toward the types of taxpayers
they primarily served: individuals
subject to wage withholding, small
businesses and the self-employed,
medium and large corporations,
and tax-exempt entities.3®

To implement this reorganiza-
tion, Commissioner Rossotti hired
the consulting firm of Booz-Allen
& Hamilton (BAH) in February
1998. BAH and Congress subse-
quently approved the four oper-
ating divisions proposal, including
the designation of one of the di-
visions to provide services to
“tax-exempt” entities, a category
that includes employee plans and
state and local governments as well
as exempt organizations.®

Congressional approval came in
the form of the IRS Restructuring
and Reform Act of 1998 (“Re-
structuring Act”). Besides affirm-
ing the overall structure proposed

turing the Internal Revenue Service, “A Vi-
sion for a New IRS,” reprinted in 75 Tax
Notes 1681 (6/30/97).

37 1d. at 1702.

38 Donmoyer and Guttman, “IRS An-
nounces Major Overhaul as Finance Com-
mittee Holds Hearings,” 78 Tax Notes 495
(2/2/98).

39 See BAH June 1998 Report at L-1;
Restructuring Act section 1001(a); S.
Rep’t No. 105-174, 105th Cong., 2d Sess.
8-9 (1998); 1998 Blue Book 17-18.
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by Commissioner Rossotti, the
Restructuring Act (1) created a
nine-member IRS Oversight Board
and (2) changed the reporting re-
sponsibility of the IRS Chief Coun-
sel.0

To facilitate the reorganization
of the IRS, the Restructuring Act
also eliminated Section 7802(b)(1),
which had created the separate
EP/EO office within the IRS.#! The
legislative history emphasized,
however, that Congress intended
that a comparable structure be cre-
ated administratively to ensure that
adequate resources are devoted to
the functions now handled by
EP/EO.* Finally, the Act empha-
sized above all else the need for the
IRS to put a greater emphasis on
serving the public and meeting the
needs of all taxpayers.

As part of the restructuring
legislation, Congress also con-
sidered the Commission’s recom-
mendation that the Section
7802(b)(2) dedicated funding pro-
vision be maintained and strength-
ened. The 1998 Joint Committee
on Taxation report analyzing the
House and Senate versions of the
restructuring legislation supported
elimination of the Section
7802(b)(2) funding mechanism
on two basic grounds:

1. Collections from the Section
4940 excise tax are based on
investment income and thus
are very much subject to the
vicissitudes of the financial
markets. The Joint Commit-
tee reached basically the
same conclusion with respect
to a proposal to dedicate
user fees gathered from ex-
empt organizations and em-
ployee plans, noting that
user fees are also an inher-
ently unstable source of rev-
enue. The report also
pointed out that if it is ap-
propriate to dedicate these
user fees to the Service’s ex-
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empt organization and em-
ployee plan functions, it
might be appropriate for
other areas of the IRS to re-
tain the user fees collected
from taxpayers under their
jurisdiction.*?

2. Earmarking Section 4940
excise taxes, user fees, or
both, would not necessarily
produce the needed financial
resources, and could result
in the misallocation of re-
sources within the IRS. Al-
though the Joint Committee
agreed that the current level
of EP/EQO funding was too
low, its report calculated
that the formula set out in
the Senate bill would have
resulted in approximately
$465.6 million for EP/EO in
1997, an amount approxi-
mately 3 1/2 times the level
of proposed funding ($129.6
million) for that year.*

The 1998 Joint Committee Re-
port ultimately concluded that
the task of determining correct lev-
els of funding for EP/EO requires
an ongoing assessment by Con-
gress of the appropriate funding
level rather than a formula that
may or may not approximate the
current or future needs. The Joint

40 Restructuring Act, sections 1101(a)
and 1102(a), amending Sections 7802
and 7803. The reporting responsibilities
of the Chief Counsel are discussed below.

41 IRS Restructuring Act section
1101(a). While Congress abolished the
EP/EOQ office, the new IRS structure uses
the EP/EO model of organizing IRS oper-
ations based on the type of taxpayer in-
stead of geography.

42 See S. Rep’t No. 105-174, 105th
Cong., 2d Sess. 20 (1998); 1998 Blue
Book 30.

431998 Joint Committee Report 66-67.
See also 1998 Blue Book 30.

441998 Joint Committee Reportat 69.

45 The BAH “reports” are actually re-
productions of overhead projections that

Committee view prevailed and
the restructuring legislation was
enacted without a statutory fund-
ing mechanism.

The new structure. Despite the
elimination of the statutory EP/EO
Office, the transformation of the
tax-exempt function into one of

he Restructuring Act

eliminated the EP/EO office.

only four operating divisions has
the potential to significantly
elevate the profile of its function
for both funding and staff
purposes.

The plan for the new Tax-Ex-
empt Operating Division was
fleshed out in three reports issued
by BAH on 10/1/98.% The first of
these reports includes BAH’s rec-
ommendations for the basic or-
ganizational structure that includes
four operating divisions and var-
ious core or shared services at the
National Office level.*¢ The sec-
ond report sets out the firm’s rec-
ommendations for the Counsel and
other specialized functions.*” The
third provides a timeline for the
remaining two phases of the re-
structuring.*® The “very prelimi-

are available through Tax Analysts (Doc
98-30779).

46 Booz-Allen & Hamilton, “QOrgani-
zation Architecture, Operating Divisions,
Shared Services,” 10/1/98 (hereinafter
“BAH Operating Divisions Report”).

47 Booz-Allen & Hamilton, “QOrgani-
zation Architecture, Information Systems
Specialty Taxes, Shared Services,” 10/1/98)
(hereinafter “BAH Specialty Functions
Report”). The BAH October reports did
not include recommendations for either the
Appeals or the Criminal Investigation
functions.

48 Booz-Allen & Hamilton, “QOrgani-
zation Architecture, Moving Forward,”
10/1/98 (hereinafter “BAH Moving For-
ward Report”).
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nary” timeline in the third report
shows that all of the Service’s new
operating divisions and the new
National Office structure are
scheduled to be fully implemented
by 2001, with the Tax-Exempt Op-
erating Division fully operational
by the end of 2000.

The structure proposed by BAH
for the Tax-Exempt Operating
Division includes three subdivi-
sions based on the types of orga-

he restructuring legisiation
was enacted without a

nizations to be served: exempt
organizations, employee plans,
and governmental entities.*’ Each
subdivision would in turn be di-
vided into functional areas. Recent
public comments by Assistant
Commissioner {(EP/EO) Evelyn
Petschek, head of the Tax-Ex-
empt Operating Division design
team, indicates that there will be
four functional areas under each
subdivision: education and com-
munication, rulings and agree-
ments, customer account services,
and compliance.’? The final struc-
ture, however, is still subject to
change.

The subdivision handling edu-
cation and communications would
be responsible for answering cus-
tomer inquiries (including those
made to a proposed toll-free line),
conducting workshops and sem-
inars, and designing forms and
plain language publications. The
subdivision on rulings and agree-
ments would be responsible for ex-
emption determination letters,
voluntary compliance programs,
and private letter rulings. Cus-
tomer account services would be
responsible for the processing of
annual returns (e.g., Forms 990,
990-EZ, and 990-PF). The com-
pliance subdivision would en-

compass the examination function,
and would still be geographically
based in four locations around the
country.’!

Certain other organizational
processes affecting exempt orga-
nizations that began before the
Commission’s report was issued
have been endorsed by BAH, and
will almost certainly continue.
These include the centralization of
requests for employee plan and ex-
empt organization determinations
in the Covington Service Center
and the Cincinnati KDO, and the
centralization of exempt organi-
zation return processing in the
Ogden, Utah, Service Center.
While there have been some tran-
sitional problems, these efforts
should eventually provide for
more efficient and effective han-
dling of these functions.?

Another ramification of this
new structure is that the Tax-Ex-
empt Operating Division would
have greater control over field per-
sonnel than was enjoyed by the
EP/EO National Office. As noted
in the 1994 ABA White Paper:

We believe that the adminis-
tration of the tax laws applic-
able to exempt organizations
must be consistent and even
handed. In our view this re-
quires a strong National Office

4% BAH Operating Divisions Report,
section VI.

50 gtokeld, “Petschek Discusses Effects
of IRS Restructuring on EOs,” 51 High-
lights & Documents 1824 (11/23/98);
Yull, “Official Urges Attorneys to Send
Comments Soon on IRS Redesign of Ex-
empt Function,” BNA Daily Tax Report,
11/16/98, page G-1.

51 gee Stokeld, supra note 51; BAH Op-
erating Divisions Report, section VI.

52 The transition problems have in-
cluded positions in Cincinnati that have
yet to be filled. Because of this staff short-
fall, many exemption applications have had
to be “farmed out” to other key district
offices, resulting in delays and inexperi-
enced staff reviewing some applications.

202 JOURNAL OF TAXATION OF EXEMPT ORGANIZATIONS

in the exempt organizations
area to set priorities, to create
uniform interpretations of the
law, and to oversee field per-
sonnel working in the area. We
see significant disparities
among Key Districts in their in-
terpretations and enforcement
of the law, significant differ-
ences in the time for process-
ing determinations, and
insufficient direct account-
ability by field personnel to the
National Office, making it
difficult for the National Of-
fice to bring about the de-
sired consistent and even
handed administration and
achievement of national ob-
jectives.53

This concern has been ad-
dressed in the new structure by re-
placing the geographically based
reporting lines with functional
reporting lines, thereby giving
the Tax-Exempt Operating Divi-
sion primary oversight over all IRS
staff assigned to work with such
organizations, including field
staff.’*

In sum, the new basic structure
appears to be a significant gain for
tax-exempt organizations. The
increased prominence of the office,
the continued centralization of ap-
plication and return processing, the
line authority over agents in the
field, and the increased emphasis

See “IRS Official Upbeat on Centralizing
Exemption Application Processing,” 10
EOTR Weekly 62 (6/1/98). Budget cuts
have also had an effect, particularly on the
processing of returns at the Ogden, Utah,
Service Center. See McGovern Speech at
212 (describing how a plan to key into a
database all of the financial data on Form
990 fell victim to the overall IRS budget
cuts).

33 1994 ABA White Paper at 79.

54 While the EP/EO field staff will be
reporting primarily to the Tax-Exempt Op-
erating Division and not to local district
directors, the field staff probably will still
be distributed geographically in a manner
similar to the current key district structure.
Stokeld, supra note 51.

March / April 1999 Vol 10/ No 5



on education of the public should
all help to resolve the problems
that have dogged exempt organi-
zation oversight, including the
lack of adequate funding and
staff, the lack of consistency in the
field, and the lack of sufficient pub-
lished guidance and educational
materials. There are, however,
several significant issues that are
still to be resolved.

REMAINING ISSUES

In September 1998, Phase Il of the
restructuring process began when
twelve design teams began the five-
month process of developing the
details of the new IRS structure.
The teams are centered around the
four new operating divisions and
eight areas of the IRS that are not
part of any of the operating divi-
sions, including Appeals, the Chief
Counsel, and the Taxpayer Ad-
vocate. In addition to the design
team for the Tax-Exempt Oper-
ating Division, a five-person team
responsible for the exempt orga-
nization function (headed, like the
main team, by Assistant Com-
missioner Petschek), began ac-
tively seeking comments from
practitioners and from “cus-
tomers”—the exempt organiza-
tions themselves. The process is on
a fast track because plans from all
of the design teams are due by
2/15/99.

Once all of the individual plans
have been completed, they will be
integrated into an overall re-
structuring “blueprint” that is
scheduled to be completed by
4/15/99. While the plans for all the
operating divisions of the IRS are
to be completed at the same time,
IRS officials have stated that the
first plan to be implemented will
be that for the Tax-Exempt Op-
erating Division, because the small
size and current management
structure of this unit makes quick
implementation possible.’’
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Several issues remain to be de-
cided, including:

1. The role of the Chief Coun-
sel in the new EP/EO func-
tion.

2. The allocation of certain re-
sponsibilities both within
the Tax-Exempt Operating
Division and between it and
the other three operating di-
visions.

3. Whether to establish volun-
tary compliance programs
for the charitable commu-
nity similar to those avail-
able to the employee plans
community.

4. Whether to create an Ex-
-empt Organizations Counsel
position within Treasury.

5. The final location of the
EP/EO National Office func-
tions.

The Ghief Counsel. The relationship
between the IRS Chief Counsel
and the Tax-Exempt Operating
Division is one of the most im-
portant remaining issues. Correctly
structuring this relationship is
critical to reversing the dramatic
decline in precedential guidance
while maintaining high standards
for all guidance. Actually, there are
two interrelated issues that have
yet to be decided regarding this
relationship:

¢ The allocation of primary re-
sponsibility for precedential

55 Congel, “EP/EO Slated as First Di-
vision to be Restructured Next Year,” BNA
Daily Tax Report, 9/21/98, page G-1; BAH
Moving Forward Report at “Overall
Timeline.”

36 In general, the exempt organization
technical staff in the National Office is-
sues letter rulings and TAMs, while the key
district offices issue exemption determi-
nation letters.

57 The Exempt Organization Division
is unique in this regard. For all of the other

and non-precedential guid-
ance.

e What, if any, reporting rela-
tionship will exist between
the new Tax-Exempt “Divi-
sion Counsel” and the head
of the Operating Division.

The Exempt Organization Di-
vision has been responsible for
non-precedential guidance such as
exemption determination letters,

he Tax-Exempt Operating
Division includes three
subdivisions based on the

types of organizations to be
served. :

private letter rulings, and TAMs
since the creation of EP/EO in
1974.%¢ The Division’s technical
staff, however, regularly consults
with the Chief Counsel’s staff
when legal issues arise during
drafting. For precedential guidance
such as revenue procedures and
revenue rulings, the Division has
primary drafting responsibility,
with the Chief Counsel’s office and
Treasury exercising review and ap-
proval authority.’” For regula-
tions, the Chief Counsel’s office
is the primary drafter with the
draft regulations subject to formal
review and approval by the Ex-
empt Organization Division and
Treasury.>®

Neither BAH nor the Internal

areas of the Code, precedential and non-
precedential rulings have been handled pri-
marily by the Chief Counsel!’s office for at
least the last ten years.

38 The Chief Counsel’s office is also pri-
marily responsible for Tax Court litigation
(the Department of Justice is responsible
for tax litigation in other courts). For tax
legislation affecting exempt organiza-
tions, Treasury is the primary drafter, al-
though both the Exempt Organization
Division and the Chief Counsel are con-
sulted.
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Revenue Service Advisory Coun-
sel (IRSAC) committee that re-
viewed the BAH report on the
Chief Counsel explicitly addressed
the issue of where responsibilities
should lie for the issuing guidance
for exempt organizations. IRSAC
did, however, acknowledge that
certain operating divisions might
require centralized technical ex-

he Tax-Exempt Operating
Division would have greater

control over field personnel
than was enjoyed by EP/EOD.

pertise in those operating divisions
that would be responsible for is-
suing non-precedential guidance.
Other divisions, by comparison,
might benefit from a more de-
centralized approach, with the
technical staff responsible for is-
suing non-precedential guidance
being located in the Division
Counsel office.**

With respect to the reporting
structure, the Restructuring Act re-
quires that the Chief Counsel re-
port directly to both the
Commissioner and Treasury with
respect to (1) legal advice or in-
terpretation of tax law not relat-
ing solely to tax policy, and (2) tax
litigation. The Chief Counsel is to
report to Treasury alone with re-
spect to tax policy matters such as
proposed legislation and inter-
national tax treaties.®® The Re-
structuring Act further provides
that “[a]ll personnel in the Office
of Chief Counsel shall report to
the Chief Counsel.”6!

As envisioned by BAH, the
Chief Counsel’s office in the re-
structured IRS will be divided
into three elements:

o A centralized technical func-
tion including legal experts
in specific areas of the tax
laws.

e A geographic segment con-
sisting of local litigation
staff.

* Four “Operating Division
Counsel” corresponding to
the four operating divisions
of the IRS.%2

Each Division Counsel office will
provide general legal services,
technical knowledge, and proce-
dural advice to its corresponding
operating division, with an esti-
mated 20 to 40 attorneys as-
signed to each office.®

There was disagreement be-
tween BAH and IRSAC over the
reporting structure that should
exist between the head of each Op-
erating Division and the respective
Division Counsel office. Only one
member of the IRSAC committee
reviewing the BAH report agreed
with BAH that the Division Coun-
sel should report primarily to the
Chief Counsel. A majority of the
committee recommended instead
that the Division Counsel should
report primarily to the head of the
respective Operating Division and
only secondarily to the Chief
Counsel.5*

The core principle underlying
the overall IRS restructuring effort
is improving customer satisfaction
through vertical integration of
services to provide for clear lines

5% Internal Revenue Service Advisory
Council Agenda and Minutes, section 4,
10/6/98 (hereinafter “IRSAC Report”),
available from Tax Analysts as 98 TNT
195-62.

60 gection 7803(b)(3). Before passage
of the Restructuring Act, the Chief Coun-
sel reported only to the General Counsel
(Treasury). The legislative history of the
Restructuring Act indicates that the areas
of the Chief Counsel’s dual reporting will
encompass legal advice or interpretation
of the tax laws set out in regulations, rev-
enue rulings, revenue procedures, techni-
cal advice and other similar memoranda,
private letter rulings, and other published
guidance. 1998 Blue Book 28.
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of authority and accountability.
In the authors’ view, this argues
strongly for concentrating IRS
exempt organizations technical
staff in a single office (rather
than separating this staff, as at pre-
sent, between the Exempt Orga-
nizations Technical Division and
the EP/EO group in the Chief
Counsel’s office) with primary
drafting responsibility for all ex-
empt organizations guidance. This
conclusion follows from a basic
principle of organizational man-
agement—divided responsibility
and lack of clear lines of ac-
countability virtually guarantee an
inefficient process. Anyone who
has ever tried to coordinate a
complex project across organiza-
tional boundaries knows all too
well the added complexity and in-
efficiency involved. The greatly di-
minished productivity of the
Service’s exempt organization
guidance function in recent years
appears due, at least in substan-
tial measure, to such coordination
problems between the Exempt
Organizations Division and the
Chief Counsel. Given the over-
riding importance of reviving the
guidance process, eliminating this
inefficiency by concentrating tech-
nical resources and guidance re-
sponsibility within a single
organizational unit should be a

61 See also 1998 Blue Book 28, which
clarified this phrase by adding “(and not
to any person at the IRS or elsewhere within
the Treasury Department)”.

62 BAH Specialty Functions Report sec-
tion II.

63 See IRSAC Report § 4.

64 IRSAC Report § 4; Hamilton, “IRS
Counsels’ Reporting Structure Needles Ad-
visory Counsel,” 51 Highlights & Docu-
ments 179 (10/7/98). Neither side appeared
to see a significant impediment to its rec-
ommendations in the requirement of Sec-
tion 7803(b)(4) that Chief Counsel staff
report to the Chief Counsel, although the
IRSAC report mentioned it in passing. See
IRSAC Report § 4.
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central feature of the new orga-
nizational structure.

This, in turn, raises the question
of whether these staff resources and
guidance responsibilities should be
concentrated in the Operating Di-
vision or in the Division Counsel’s
office. This is a close question. Con-
siderations of timeliness, respon-
siveness to the practical realities
facing exempt organizations, and
administrative efficiency may argue
in favor of locating the technical
resources within the Operating Di-
vision. By virtue both of its con-
tinuing educational outreach
activities and its audit program,
the Operating Division may be in
a better position than the Division
Counsel to stay in touch with
emerging developments in the ex-
empt organizations field. It may
also be in a better position to gauge
the practicality of alternative legal
positions in relation to the actual
operations of exempt organiza-
tions. Likewise, the Operating
Division may also be in a better
position to assess the impact of al-
ternative legal positions on the Ser-
vice’s ability to efficiently
administer the exempt organiza-
tion rules.

On the other hand, locating ex-
empt organizations’ technical re-
sources in the Division Chief
Counsel’s office—with primary ac-
countability to the Chief Coun-
sel—is seen by many as an essential
safeguard against legal analysis
that is excessively driven by results.
This safeguard would not be pre-
sent if the exempt organizations
technical staff was part of the Tax-
Exempt Operating Division.

The optimum balance between
these two countervailing consid-
erations may be to place the tech-
nical staff (and primary guidance
responsibility) in the Division
Counsel’s office. At the same
time, the head of the Operating Di-
vision should get a strong enough
role in hiring and evaluating the
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Division Counsel to ensure that the
Division Counsel staff would be
fully responsive to the needs and
priorities of the Operating Divi-
sion.

Allocation of responsibilities. The
IRS restructuring has also provided
an opportunity to examine the
allocation of responsibility
between the Exempt Organizations
Division and other parts of the IRS.
Two much-discussed issues in this
allocation are:

¢ Whether tax-exempt hospi-
tals should be under the ju-
risdiction of the Tax-Exempt
Operating Division or
grouped with non-exempt
hospitals under the jurisdic-
tion of the Middle
Market/Large Corporate
Operating Division.*®

e Whether public institutions,
such as public universities,
should be under the jurisdic-
tion of the exempt organiza-
tion subdivision or the
government entities subdivi-
sion of the Tax-Exempt Op-
erating Division.5¢

The Exempt Organizations Di-
vision currently has jurisdiction
over all tax-exempt organiza-
tions; even those, such as hospi-
tals, that have significant numbers
of non-exempt counterparts. The
Exempt Organizations Division
also has jurisdiction over public
institutions (1) if they formally
apply for exempt status or (2) to
the degree that they become in-
volved in the issuance of tax-ex-
empt bonds and unrelated business
income issues.

The experience of the Exempt
Organization Coordinated Ex-
amination Program indicates that
tax-exempt hospitals raise sig-
nificantly more exempt organi-
zations ‘issues than general
corporate income tax issues, in-
cluding private inurement, private

benefit, and intermediate sanctions
issues. Shifting exempt hospitals
out of the Tax-Exempt Operating
Division would result in these is-
sues being addressed by an ex-
amination and technical staff with
little or no exempt organizations

he new hasic structure
appears to be a significant

gain for tax-exempt
organizations.

experience. Such divided respon-
sibility for these critical exempt or-
ganizations issues has obvious
potential for both inconsistent
and inefficient results, and seems
squarely at odds with the Com-
missioner’s fundamental goals for
the restructuring.’’ These con-
siderations strongly suggest that
jurisdiction over tax-exempt hos-
pitals should remain with the
Tax-Exempt Operating Division.
The decision of whether juris-
diction over public institutions
should go to the exempt organi-
zations subdivision or the gov-
ernment entities subdivision seems
much less critical. Effective co-
ordination between the two sub-
divisions will be essential in either
event since public institutions
raise important issues within the
primary jurisdiction of both sub-
divisions, The Operating Divi-
sion staff will need to be attentive
to the need to ensure consistent
and accurate application of the ex-
empt organizations tax rules.

65 See Stokeld, supra note 51.

66 Stokeld, IRS Reorganization Will
Change Handling of EO Issues, Owens Pre-
dicts,” 22 Exempt Org. Tax Rev. 249 (Nov.
1998).

67 This view is shared by Assistant Com-
missioner Petschek, who has stated that she
believes “quite strongly that exempt hos-
pitals are exempt organizations first and
hospitals second.” Stokeld, supra note 51
at 1825.
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Voluntary compliance programs.
Stimulated in part by enactment of
the intermediate sanctions
legislation, various commentators
have suggested that the Tax-
Exempt Operating Division should
administer formal voluntary
compliance programs similar to
those already administered for
employee plans. At present, the

he Chief Counsel’s office would
have a Division Counsel for

only effort in this direction by the
present Exempt Organizations
Division is the development of a
Voluntary Compliance Nonresi-
dent Alien Withholding Program.5?
By contrast, the Employee Plans
Division currently administers a
number of voluntary compliance
programs, such as the Walk-In
Closing Agreement Program and
the Voluntary Compliance
Resolution Program, to promote
voluntary compliance and self-
correction on the part of employee
plans.

The issue came before a recent
meeting with the employee plans
members of the Tax-Exempt Op-
erating Division design team.
There, representatives of many of
the large employee plan vendors
and sponsors strongly endorsed re-
tention of the existing employee
plan voluntary compliance pro-
grams, although they remarked on
the need for greater uniformity and
efficiency in the administration of
these programs. Given the gener-
ally favorable experience with
the employee plan programs, de-
velopment of similar exempt or-
ganization voluntary compliance
programs seems worth careful
exploration.

Exempt Organizations Counsel in
Treasury. While insufficient staff

and funding within the IRS have
clearly been major causes of the
recent lack of guidance for exempt
organizations, insufficient staffing
at Treasury at various times in
recent years also has been a
significant contributing factor.
This has prompted some observers
to recommend that Treasury
establish an Exempt Organizations
Counsel, similar to the existing
Benefits Tax Counsel, to insti-
tutionalize a priority commitment
to exempt organizations issues.®®

Currently, jurisdiction in Trea-
sury over exempt organizations
and most other tax issues rests with
the Tax Legislative Counsel’s of-
fice, usually with one or two at-
torney-advisors focusing primarily
on exempt organization issues.
Congress, however, has directed
Treasury to create separate In-
ternational Tax Counsel and Ben-
efits Tax Counsel offices to provide
dedicated staff to address inter-
national tax and employee bene-
fits issues.

The specialized and largely
self-contained nature of exempt or-
ganizations rules, and the urgent
need to ensure an effective guid-
ance program for exempt orga-
nizations, argues strongly for
creation of a single Treasury of-
fice for exempt organizations.
Otherwise, staffing for exempt or-
ganizations matters within the
Tax Legislative Counsel’s office is
likely to ebb and flow over time
depending on the press of other is-
sues and the current Tax Legisla-
tive Counsel’s degree of interest
in those matters.

Office location. The BAH prelimi-
nary organization concept in-
corporates the Commissioner’s
proposal for four operating di-
visions and a headquarters or core
operation with a much smaller
headquarters staff. BAH an-
ticipates that the number of
activities that will be part of the
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IRS core headquarters will be quite
small and primarily strategic in
nature, with a number of the
activities and responsibilities that
are currently part of the National
Office becoming part of the
appropriate operating divisions.”®

At present, the Exempt Orga-
nization Division technical staff
is located in the National Office
of the IRS in Washington, D.C.,
with determination specialists
and examiners divided among the
key district offices. Relocating
one or more of the other three op-
erating divisions outside of Wash-
ington may make good business
sense. For example, it has been sug-
gested that the Wage and Invest-
ment Division should be located
in close proximity to one of the
Service’s major return-process-
ing centers. No such compelling
rationale has emerged for relo-
cating the Exempt Organizations
Division, however. On the other
hand, the present Washington lo-
cation offers obvious benefits,
including easier interaction with
Treasury, the IRS headquarters
functions, and Congress. Pre-
sumably reflecting these consid-
erations, various IRS officials
involved in the restructuring
process have indicated that the Ex-
empt Organizations Division is
likely to remain in the Washing-
ton area. Because political and
public relations considerations
may argue for a location outside

68 1998 Joint Committee Report at 9.

6% McGovern Speech at 211; ABA
White Paper at 79.

70 The remaining core or headquarters
activities would include enterprise-wide
shared services such as support services,
printing and distributing forms, legislative
affairs and communications, strategy and
development, financial management,
human resources, and some specialized mis-
sions such as collecting statistics and fed-
eral and state relations. BAH Operating
Divisions Report at I-9.
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of the District, there is speculation
that the Exempt Organizations Di-
vision will be moved to the IRS fa-
cility in suburban New Carrollton,
Maryland.

FUNDING

Restructuring the Service’s ex-
empt organizations function along
the lines outlined above is a nec-
essary condition for ensuring ef-
fective IRS oversight of exempt
organizations. It is not, however,
enough. The other critical element
is increased funding.

As discussed in detail above, the
lack of adequate funding and
staffing has undermined all of
the core functions of the current
Exempt Organizations Division.
Currently, review of exemption ap-
plications is necessarily limited.
Publication of guidance has, until
recently, been almost non-existent.
Audit coverage is minimal and the
Exempt Organizations Division
has been forced to curtail impor-
tant education and outreach ac-
tivities. The key point that needs
to be squarely recognized by the
Commissioner, Congress, and
Treasury is that the critical prob-
lems in the exempt organization
area cannot be addressed by re-
allocating resources within the ex-
empt organization function
because all key aspects of the
function are substantially under-
funded. Only a significant infusion
of new money can restore and sus-
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tain the effective IRS oversight of
exempt organizations.

This can clearly be accom-
plished without undue strain on
the overall IRS budget. For ex-
ample, the current budget for the
Exempt Organizations Division
(National Office and field staff)
is roughly $50 million per year out
of a total IRS annual budget of ap-
proximately $8 billion. Thus, in-
creasing the exempt organization
budget by 20% would require
only $10 million—one-eighth of
one percent of the total IRS bud-
get.

One critical resource issue de-
serves special mention—making the
investment in technology required
to move quickly to electronic fil-
ing of exempt organizations’ re-
turns. Currently, most annual
information return information
is not even entered into the IRS
computer system. By encouraging
electronic filing of exempt orga-
nizations’ annual information
returns—i.e., Forms 990, 990-
EZ, and 990-PF—the IRS will
substantially improve the collec-
tion, verification, and publication
of statistical information about the
nonprofit sector. Making these
data available electronically will
strengthen IRS compliance ef-
forts, improve the ability of state
and local authorities to regulate
exempt organizations, and, per-
haps most impeortantly, greatly fa-
cilitate public and media oversight
of exempt organizations.

CONCLUSION

The restructuring of the IRS pre-
sents a once-in-a-generation op-
portunity to strengthen the
Service’s oversight of exempt or-
ganizations. The process to date
offers considerable grounds for op-
timism. The creation of the Tax-
Exempt Operating Division as
one of four new operating divisions
would seem to virtually guaran-
tee greater prominence for exempt
organizations issues. Further, the
emphasis on customer service and
outreach augers well for an in-
creased emphasis on the guid-
ance process—clearly the most
pressing need in the exempt or-
ganizations area.

Creating a truly effective work-
ing relationship between the Tax-
Exempt Operating Division and
the Tax-Exempt Division Coun-
sel is the most important “design”
issue yet to be resolved and here,
too, the preliminary direction is
encouraging. Whether the con-
siderable promise of the new
structure is realized in practice,
however, turns largely on whether
the exempt organization func-
tion receives a significant and
sustained increase in funding.
Given the exempt organization
community’s long-term interest in
effective IRS oversight, it be-
hooves exempt organization lead-
ers to do everything within their
power to ensure this result. ll
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