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Tax Reform in a Time of Crisis
By Paul L. Caron

Brett Stroud1 and Deanell Tacha2 opened the
symposium with brief remarks, after which Paul L.
Caron introduced the keynote speaker, Joseph
Bankman,3 and commentator Edward D. Klein-
bard.4

Bankman’s keynote address was titled ‘‘Tax
Scholarship in a Time of Fiscal Crisis.’’ He described
the sorry state of America’s tax system, saying that
taxpayers are not meeting the fiscal obligations of
the nation and are instead passing those bills on to
the next generation. He outlined several scenarios
for decreasing the country’s debt-to-GDP ratio from
the current 70 percent to its historical average of 36
percent. Those scenarios become increasingly un-
palatable the longer government waits to address
the fiscal crisis. Bankman urged tax scholars to shift
the focus of their work from searching for techno-
cratic improvements of the tax system to directly
addressing the fiscal crisis.

Bankman argued that the nation can learn much
from California’s recent fiscal experience, when it
faced a deteriorating economy, unsustainable bud-

get deficits, and a massive public pension shortfall.
Because the needed tax increases were politically
and economically infeasible, conventional wisdom
dictated that California was headed for bankruptcy.
Instead, 55 percent of the state’s voters approved
Proposition 30, raising the highest marginal income
tax rate from 9.3 to 12.3 percent (and increasing the
state sales tax rate by 0.25 percentage points). The
added tax revenue has stabilized California’s bud-
get while the economy has continued to recover,
and the feared migration of wealthy Californians to
other states (or countries) has not occurred. Perhaps
our national leaders can take heed that tax increases
may not be as toxic as feared and may, as in
California’s case, reward politicians with the cour-
age to address our nation’s fiscal ills.

In his commentary, Kleinbard agreed that
America is on a ‘‘fiscal glide path to disaster.’’ The
longer it takes to raise taxes, the greater the burden
will be on future generations. (What did they ever
do to us to deserve this!) He discussed how the
crisis is even worse than projected in official base-
lines and argued that in the current political cli-
mate, tax reform would have to combine revenue
neutrality for business with significant tax increases
on individuals. He agreed with Bankman that tax
academics must better engage on the central issue
of our time (the fiscal crisis) to counter what is often
one-sided analysis from partisan think tanks.

Thomas Bost5 moderated the first panel, which
focused on individual and estate and gift tax re-
forms. Dorothy Brown’s6 essay ‘‘Lessons From Ba-
rack and Michelle Obama’s Tax Returns’’7 analyzes
the Obamas’ 2000-2004 tax returns with the goal of
providing ‘‘a rare window into the black middle
class, albeit upper income.’’ She finds that the
Obamas paid more taxes than their white counter-
parts for two reasons: the marriage penalty im-
posed because of the significant income earned by
Michelle Obama and the Obamas’ lack of income
from stock market investments. Brown criticizes the
lack of tax return data by race, which makes it
impossible to comprehensively examine the impact
of tax policy on taxpayers in different racial group-
ings.

Miranda Perry Fleisher’s8 article ‘‘It’s the Chari-
table Deduction, Not the ‘Things We Like’ Deduc-
tion’’9 argues that charitable deduction reform
should take into account the identity of the ultimate
charitable beneficiaries. She contends that we

1Editor in chief, Pepperdine Law Review.
2Duane and Kelly Roberts Dean and Professor of Law,

Pepperdine University School of Law.
3Ralph M. Parsons Professor of Law and Business, Stanford

Law School.
4Professor of law, University of Southern California Gould

School of Law.

5Professor of law, Pepperdine University School of Law.
6Vice provost for academic affairs and professor of law,

Emory University.
7Tax Notes, Mar. 10, 2014, p. 1109.
8Professor of law, University of San Diego School of Law.
9Tax Notes, Mar. 17, 2014 (forthcoming).
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On January 17 Pepper-
dine University School of
Law and Tax Analysts spon-
sored a symposium in
Malibu, Calif., at which 20 of
the nation’s leading tax aca-
demics, practitioners, and
journalists discussed the

prospects for tax reform as it is affected by two
crises facing Washington: dangerously misaligned
spending and tax policies, which have resulted in a
crippling $17.4 trillion national debt; and the IRS’s
alleged targeting of conservative political organiza-
tions.

In this article, Caron summarizes the keynote
and luncheon addresses and the three panels.
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should give larger tax benefits to contributions to
charitable organizations that provide basic needs to
the poor, regardless of the form that charitable
deduction reform otherwise takes (for example,
converting the charitable tax deduction into a chari-
table tax credit, imposing a rate cap, or imposing an
adjusted gross income floor). Fleischer is hopeful
that Republicans and Democrats can find common
ground in charitable deduction reform that focuses
on the poor.

Caron and James R. Repetti10 argue in their
article ‘‘In the Estate Tax Non-Gap, Why Repeal a
Voluntary Tax?’’11 that contrary to the state of the
law over 35 years ago when George Cooper wrote
his seminal article ‘‘A Voluntary Tax? New Perspec-
tives on Sophisticated Estate Tax Avoidance,’’12 tax-
payers today have more limited avenues for estate
tax avoidance. In ‘‘Occupy the Tax Code: Using the
Estate Tax to Reduce Inequality and Spur Economic
Growth,’’13 Caron and Repetti advocate a more
robust estate tax to address growing income and
wealth inequality with less adverse impact on tax-
payer behavior than raising additional revenue
through the income tax. In ‘‘Revitalizing the Estate
Tax: Five Easy Pieces,’’14 they advance five estate
and gift tax reform proposals they believe will
generate needed revenue, reduce inequality, and
contribute to economic growth.

Nancy Staudt15 provided commentary on the
papers discussed during the opening panel. She
commended Brown for beginning a ‘‘very interest-
ing conversation’’ on the impact of tax policy on
black middle-income earners through the lens of the
first family but wondered whether extending the
analysis to the Obamas’ tax returns in later years
might shed additional light. Staudt applauded
Fleischer for steering the charitable tax reform de-
bate toward the poor, and she suggested incorpo-
rating experiences in Arizona and other places that
have implemented similar reforms. She noted that
the five estate tax reform proposals identified by
Repetti and Caron may not be as ‘‘easy’’ as sug-
gested by the title of their article and that they
should better identify the intended audience of the

proposals, the hurdles to their implementation, and
why those specific proposals were selected.

Bruce Bartlett16 discussed the history of tax re-
form in his luncheon address. He said that ‘‘tax
reform is like the weather: everyone complains
about it, but no one does anything about it.’’ Bartlett
said that the tax reform idea originated with Presi-
dent John F. Kennedy and his appointment of
Harvard Law School professor Stanley Surrey as
Treasury assistant secretary for tax policy. After
tracing the subsequent 50-year history, Bartlett con-
cluded that future reform requires a Republican
president and a Democratic Congress, part of re-
creating the political environment of the 1990 bud-
get deal to raise needed revenue.

Khrista Johnson17 moderated the second panel,
which focused on business and international tax re-
form. In ‘‘Addressing International Income Inequal-
ity in a Time of Crisis,’’18 Karen B. Brown19 reviews
international tax reform proposals that would help
the United States ‘‘attract or retain increasingly peri-
patetic multinational enterprises.’’ She calls on the
United States and other developed nations to un-
dertake international tax reform with an eye toward
facilitating investment in developing countries.

In ‘‘Exporting FATCA,’’20 Joshua D. Blank21 and
Ruth Mason22 praise the Foreign Account Tax Com-
pliance Act as ‘‘an aspirational new global stan-
dard’’ for the automatic exchange of information to
combat offshore tax evasion. They take issue with
critics who complain about the unilateralism and
extraterritoriality of FATCA, and they herald the
renewed multilateral cooperation. Although
FATCA raises numerous complex issues, Blank and
Mason hope the United States will maintain its
commitment to FATCA even when the economy
improves.

Richard Winchester23 shifts the tax reform focus
to the domestic employment tax context in ‘‘Carried
Interest for the Common Man.’’24 He summarizes
the federal employment taxes and the tax outcomes

10William J. Kenealy, S.J. Professor of Law, Boston College
Law School.

11Caron and Repetti, ‘‘The Estate Tax Non-Gap, Why Repeal
a Voluntary Tax?’’ 20 Stan. L. & Pol’y Rev. 153 (2009).

1277 Colum. L. Rev. 161 (1977).
13Caron and Repetti, ‘‘Occupy the Tax Code: Using the Estate

Tax to Reduce Inequality and Spur Economic Growth,’’ 40 Pepp.
L. Rev. 1255 (2013).

14Tax Notes, Mar. 17, 2014 (forthcoming).
15Vice dean for faculty and academic affairs, Edward G.

Lewis Chair in Law and Public Policy, and academic director,
the Schwarzenegger Institute, University of Southern California
Gould School of Law.

16Columnist, Tax Notes and The Fiscal Times; contributor, The
Financial Times and The New York Times; Treasury deputy assis-
tant secretary for economic policy, 1988-1993.

17Associate professor of law, Pepperdine University School
of Law.

18Tax Notes, Mar. 17, 2014 (forthcoming).
19Donald Phillip Rothschild Research Professor of Law,

George Washington University Law School.
20Tax Notes, Mar. 17, 2014 (forthcoming).
21Professor of tax practice and faculty director of the gradu-

ate tax program, New York University School of Law.
22Hunton & Williams Professor of Law, University of Vir-

ginia School of Law.
23Associate professor of law, Thomas Jefferson School of

Law.
24Tax Notes, Mar. 17, 2014 (forthcoming).
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resulting from the conduct of business by the self-
employed through various organization forms (sole
proprietorship, C corporation, S corporation, part-
nership, and limited liability company). He also
criticizes the tax avoidance opportunities available
to the self-employed and proposes an expanded
version of the Joint Committee on Taxation’s 2005
reform proposal.

Eric M. Zolt25 provided commentary on the sec-
ond panel’s papers. He agreed with Brown that the
U.S. international tax regime is in ‘‘dreadful shape’’
but questioned whether any contemplated tax
changes would materially affect the economies in
the developing world. Zolt supplemented Blank
and Mason’s description of the purpose, history,
and politics of FATCA and concluded that ‘‘the
United States simply got lucky and stumbled into
this multilateral approach.’’ He praised Win-
chester’s comparison of the intense congressional
attention to the carried interest tax planning oppor-
tunities available to hedge fund managers like
George Soros with the congressional inattention to
the employment tax planning opportunities avail-
able to the self-employed like John Edwards but
wondered why we should stop at the employment
taxes in addressing concerns about the choice of
entity in manipulating tax outcomes.

Joseph Thorndike26 moderated the third panel,
which covered institutional perspectives on tax re-
form. In ‘‘Nonprofits and Political Activity: Lessons
From England and Canada,’’27 Ellen P. Aprill28 ar-
gues that the debate over the IRS’s role in regulating
the political activity of tax-exempt organizations can
be informed by how other countries treat political
activity by nonprofits. She compares the law in
America, Britain, and Canada and outlines the simi-
larities (for example, all prohibit intervention in po-
litical campaigns) and differences (for example, the
varied treatment of other forms of political activity).
Aprill concludes that the British and Canadian ex-
periences are relevant in determining the appropri-
ate scope of the proposed regulation of political
activity by section 501(c)(4) organizations.

In ‘‘The 2013 IRS Crisis: Where Do We Go From
Here?’’29 Donald B. Tobin30 writes that the IRS’s
enforcement of political campaign restrictions dur-

ing the 2012 presidential campaign ‘‘caused a po-
litical crisis that rocked America’s confidence in the
nonpartisan enforcement of the internal revenue
laws.’’ He applauds the proposed section 501(c)(4)
regulations but argues that they are ‘‘a fifth or sixth
best choice for dealing with the current crisis.’’ The
preferred solution is for Congress to require the
disclosure of campaign activity and remove the IRS
as the campaign finance regulator: ‘‘The IRS serves
best when it is collecting revenue and protecting the
fisc, not when it is seen as a political tool of elected
officials, be it Congress who funds it, or the admin-
istration that supervises it.’’

George K. Yin,31 in ‘‘Reforming the IRS (to Save
It),’’ proposes an increase in the transparency of the
IRS’s administrative actions involving tax-exempt
organizations ‘‘to help restore and preserve the
public’s trust in the tax agency and the tax system.’’
He advocates disclosure of exempt organization tax
return information to enable the public to monitor
the operations of government.

Donald Korb32 provided commentary on the
final panel. He applauded Aprill for not calling for
a federal department of charities modeled after the
United Kingdom’s Charity Commission. Korb ar-
gued that it’s not possible to debate the merits of
Tobin’s proposal for new rules on the political
activity of charities until it’s clear what actually
transpired within the IRS in 2010-2012. Although he
expressed concern that the increased disclosure of
taxpayer information called for by Yin would vio-
late long-settled expectations of taxpayer privacy
and might undermine tax compliance, he said that
‘‘sunshine is the best disinfectant’’ and might be
appropriate to constrain IRS abuses in the exempt
organization area. An audience member asked, ‘‘On
a scale of 1-10, 1 being no damage and 10 being
permanent long-range damage, how much have the
IRS and tax administration been damaged by the
current IRS scandal?’’ Korb responded, ‘‘9.5.’’33

Robert Popovich34 closed the symposium in a
Morning Joe-inspired35 segment titled ‘‘What Have
We Learned Today?’’ He offered brief comments on
the keynote address, the keynote commentary, the
luncheon address, and the three panels.

25Michael H. Schill Distinguished Professor of Law, Univer-
sity of California Los Angeles School of Law.

26Director of the Tax History Project and Tax Notes contrib-
uting editor.

27Tax Notes, Mar. 10, 2014, p. 1114.
28Professor of law and John E. Anderson Chair in Tax Law,

Loyola Law School, Los Angeles.
29Tax Notes, Mar. 10, 2014, p. 1120.
30John C. Elam/Vorys Sater Professor of Law, The Ohio State

University Moritz College of Law.

31Edwin S. Cohen Distinguished Professor of Law and
Taxation and Thomas F. Bergin Teaching Professor, University of
Virginia School of Law.

32Partner, Sullivan & Cromwell LLP; chief counsel, IRS,
2004-2009.

33See http://taxprof.typepad.com/taxprof_blog/2014/01/t
he-irs-scandal-15.html.

34Professor of law, Pepperdine University School of Law.
35A morning talk show on MSNBC.
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Lessons From Barack and
Michelle Obama’s Tax Returns

By Dorothy A. Brown

Introduction

This project asks whether Barack and Michelle
Obama have transcended race and resemble their
financial peers who are disproportionately white, or
whether they more closely resemble their racial
peers, who disproportionately have much lower
incomes. If the president and his wife compare to
their financial peers, it could be argued that class
trumps race and the Obamas have preserved hori-
zontal equity.1 However, if we find that they are
more like their lower-income black peers, we may
not be post-racial yet. My analysis examines five

years of the first family’s tax return data and shows
that the Obamas more closely resemble their black
peers than their financial peers. Race still matters,
even for this upper-middle-income black family.

I have analyzed the Obamas’ 2000 through 2004
tax returns,2 which provide a rare window into the
black middle class, albeit the upper-middle class.3
As Benjamin Bowser wrote, ‘‘Important aspects of
middle-class life in the United States cannot be fully
understood or appreciated unless real race-based
differences in social class are acknowledged and
explored.’’4 In analyzing the Obamas’ tax returns, I
conclude that the Obamas paid more in taxes than
their financial peers for two primary reasons.5 First,
they paid a steep marriage penalty because of the
significant amount that Michelle Obama contrib-
uted to household income.6 Second, they had virtu-
ally no income from stock ownership and thus were
ineligible for the preferential rate on any portion of
their income. The early Obama tax returns give us a
bird’s-eye view of one upper-middle-income black
family and show how horizontal equity norms are
violated based largely on a taxpayer’s race.

Definitions are in order. Who comprises the
middle class is subject to much disagreement and

1Joel S. Newman, Federal Income Taxation: Cases, Problems, and
Materials 23 (2012) (‘‘Horizontal equity stands for the proposi-
tion that people in similar circumstances should be taxed in
similar ways.’’).

2I study the tax years 2000 through 2004 because those
returns showed the least earnings of all the released Obama tax
returns, and although their income for that period puts them in
the upper reaches of the middle class, they are still well within
its parameters. See infra text accompanying note 7 defining the
term ‘‘middle class.’’ My prior work has examined their higher-
earning income years and described how their income is taxed
very differently from their financial peers. See Dorothy A.
Brown, ‘‘The 535 Report: A Pathway to Fundamental Tax
Reform,’’ 40 Pepp. L. Rev. 1155 (2013); Brown, ‘‘Why the Obamas
Paid Too Much in Taxes,’’ Tax Notes, May 17, 2010, p. 805. See
http://l.barackobama.com/tax-returns/ for tax returns.

3The black middle class is different from the white middle
class. Cf. Mary Pattillo-McCoy, Black Picket Fences: Privilege and
Peril Among the Black Middle Class 2 (1999) (‘‘The reality, how-
ever, is that even the black and white middle classes remain
separate and unequal. . . . We know, for example, that a more
appropriate socioeconomic label for members of the black
middle class is ‘lower middle class’’’ (emphasis in text).).

4Benjamin P. Bowser, The Black Middle Class: Social Mobility —
And Vulnerability 1 (2007).

5As measured by a comparison between the Obamas’ effec-
tive tax rates and the IRS published data on average tax rates for
the years 2000 through 2004. SOI Tax Stats — Individual Income
Tax Rates and Tax Shares, available at http://www.irs.gov/uac/
SOI-Tax-Stats-Individual-Income-Tax-Rates-and-Tax-Shares#_ar
ticle.

6Cf. Brown, ‘‘Race, Class, and Gender Essentialism in Tax
Literature: The Joint Return,’’ 54 Wash. & Lee L. Rev. 1469 (1997);
Brown, ‘‘The Marriage Penalty/Bonus Debate: Legislative Is-
sues in Black and White,’’ 16 N.Y.L. Sch. J. Hum. Rts. 287 (1999);
Brown, ‘‘Racial Equality in the Twenty-First Century: What’s
Tax Policy Got To Do With It?’’ 21 U. Ark. Little Rock L. Rev. 759
(1999); see infra text accompanying notes 37-39.

Dorothy A. Brown is vice provost for academic
affairs and a professor of law at Emory University.
The views expressed herein are solely her own and
do not represent the views of Emory University.
She would like to thank Carol Anderson, Paul
Caron, Tressie Cottom, Sherman James, Francine
Lipman, Marisela Enedina Martinez-Cola, and the
participants at the 2014 Pepperdine tax symposium
for their helpful comments. Brown would espe-
cially like to thank David Jordan of the IRS Statis-
tics of Income Division for his patient assistance in
navigating through IRS data and Yousef Annab for
his excellent research assistance.

The IRS does not collect tax return data by race
or ethnicity. However, the 10 years of tax return
data released by President Obama provide interest-
ing avenues of research.

This article was presented on January 17 at a
symposium in Malibu, Calif., sponsored by Pepper-
dine University School of Law and Tax Analysts.
Twenty of the nation’s leading tax academics, prac-
titioners, and journalists gathered to discuss the
prospects for tax reform as it is affected by two
crises facing Washington: dangerously misaligned
spending and tax policies, resulting in a crippling
$17.4 trillion national debt; and the IRS’s alleged
targeting of conservative political organizations. A
video recording of the symposium is available at
http://new.livestream.com/pepperdine
sol/taxreform.

Copyright 2014 Dorothy A. Brown.
All rights reserved.
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debate. I will use the following parameters: Lower-
middle income is defined as $30,000-$49,999;
middle income is defined as $50,000-$99,999; and
upper-middle income is defined as $100,000 and
above.7 The Census Bureau provides racial and
ethnic household income data for households
greater than $100,000. For household incomes be-
tween $100,000 and $149,999, we find 8.1 percent of
blacks; 8.2 percent of Hispanics; 15.7 percent of
whites; and 19.4 percent of Asians. For household
incomes between $150,000 and $199,999, we find 2.3
percent of Hispanics; 2.4 percent of blacks; 6 percent
of whites; and 8.9 percent of Asians. For household
incomes between $200,000 and $249,999, we find 0.7
percent of blacks; 0.9 percent of Hispanics; 2.5
percent of whites; and 4.4 percent of Asians. For
household incomes greater than $250,000, we find
0.9 percent of blacks; 1 percent of Hispanics; 2.8
percent of whites; and 5 percent of Asians.8 Seven-
teen percent of blacks and 20 percent of whites fall
in the lower-middle income range. Eight percent of
blacks and 14 percent of whites are in the middle
income range. One percent of blacks and 4 percent
of whites are found in the upper-middle income
range. The Obamas’ tax returns place them in the
highest-earning 1 percent of black middle-income
households in America.

That single fact could subject this study to two
criticisms. First, given that so few blacks (26 per-
cent) are even middle income — let alone have
income as high as the Obamas — how does such a
study provide insight into the struggles faced by the
majority of poor blacks in America?9 A second,
related question is why should we care about the
highest-upper-income blacks?

My response is twofold. First, if you do not look,
how will you ever know what lessons could be
learned? What I found suggests that in many in-
stances the Obamas are similar to their lower-
income racial peers. Alleviating problems for the
Obamas could lead to improvements for the major-
ity of blacks who have lower incomes. Second, if the
highest-income blacks are making it into the middle
class but are economically struggling because they
have to pay more in taxes than their financial peers,

I hope to begin a conversation that will lead to
change. Horizontal equity requires more out of our
tax laws.

Effective Tax Rates

The Obamas’ combined annual income fluctu-
ated between 2000 and 2004. The lowest was
$207,647 on their 2004 tax return and the highest
was $272,759 on their 2001 tax return. However,
their effective tax rates — as measured by dividing
total tax by adjusted gross income — are higher
when they earned more. Here are their incomes
listed from low to high (rather than in chronological
order):

For the Obamas, the progressive rate schedule
worked the way it was supposed to work. As their
income rose, effective tax rates also rose. However,
the Obamas paid more in taxes than their financial
peers. Consider the following, which also includes
average tax rates from the years in question, as
calculated by the IRS Statistics of Income division:

7Karyn R. Lacy, Blue-Chip Black: Race, Class, and Status in the
New Black Middle Class 4 (2007).

8Table 695, Money Income of Families — Number and
Distribution by Race and Hispanic Origin: 209, U.S. Census
Bureau, Statistical Abstract of the United States: 2012, available at
http://www.census.gov/compendia/statab/2012/tables/12s06
96.pdf.

9Rarely, however, are there any complaints raised about why
so many articles focus on the white middle class, even though
they represent only 38 percent of whites.

Table 1

Income
Effective
Tax Rate Year

$207,647 19.47 2004a

$238,327 21.76 2003b

$240,505 26.50 2000c

$259,394 26.58 2002d

$272,759 31.56 2001e

a40,426/207,647.
b51,856/238,327.
c63,732/240,505.
d68,958/259,394.
e86,072/272,759.

Table 2

Income

Obamas’
Effective
Tax Rate

Average
Effective
Tax Ratea Year

$207,647 19.47 20.6b 2004
$238,327 21.76 21.0c 2003
$240,505 26.50 23.9d 2000
$259,394 26.58 22.8e 2002
$272,759 31.56 23.3f 2001

aThis represents the average tax rate for households with
AGI between $200,000 and $499,999.
bSee http://www.irs.gov/pub/irs-soi/04inrate.pdf at 24
(Figure B).
cSee http://www.irs.gov/pub/irs-soi/03inrate.pdf at 21
(Figure B).
dSee http://www.irs.gov/pub/irs-soi/00inrate.pdf at 8
(Figure B).
eSee http://www.irs.gov/pub/irs-soi/02inrate.pdf at 23
(Figure B).
fSee http://www.irs.gov/pub/irs-soi/01taxsh.pdf at 11
(Figure B).
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In four of the five years, the Obamas’ effective tax
rate was higher than the average tax rates paid by
their financial peers. In reality, the disparity is even
greater than the chart suggests because the average
tax rates were calculated for income levels between
$200,000 and $500,000. In at least three of the years
studied, the upper threshold is more than twice the
Obamas’ actual AGI levels. Even so, the Obamas
had a higher effective tax rate in four of the five
years.

The disparity was the greatest in 2001 and lowest
in 2003. Each year except one, however, the Obamas
paid a higher tax rate than their peers. How could
this happen? At this point, I will consider three
arguably race-neutral explanations.

First, do the Obamas own a home? (Owning a
home and having a mortgage interest deduction
make it far more likely that a taxpayer will itemize
deductions.) Although homeownership rates vary
by race (with the majority of blacks being renters10),
at high income levels the disparity almost disap-
pears.11 In 1993, a year after they were married, the
Obamas bought a two-bedroom condominium in
the Hyde Park section of Chicago for $277,500.12

(There may, however, be a race-related difference
between the Obamas and their financial peers. We
do not have access to the interest rate the Obamas
paid on their mortgage or how it compared with the
interest rates paid by their financial peers.)

Second, did the Obamas itemize their deduc-
tions? If they did not, it is possible that their tax bill
might be higher than their financial peers who did
itemize. Two-thirds of Americans do not itemize
deductions.13 For 2010, 33 percent of Americans
itemized their deductions.14 For taxpayers with
AGIs exceeding $200,000, the share who itemized
ranged from 95 to 97 percent.15 If the Obamas

itemized, the next question is whether the amount
of their itemized deductions is less than that taken
by their financial peers? If the Obamas’ itemized
deductions were lower than their financial peers,
we would expect their tax rate to be higher.

For each year studied, the Obamas had lower
itemized deductions than their financial peers. In
fact, they had lower itemized deductions than their
lower-income financial peers — those with house-
hold income between $100,000 and $200,000. This
could be a partial explanation for their higher tax
rate.

Third, did the Obamas have access to tax prepar-
ers? For tax years 2000 and 2001, the Obamas
prepared their tax returns themselves. For tax years
2002 through 2004, they hired tax return preparers.
Thus, access to tax return preparers does not ex-
plain the rate-based differential.

Next I consider two race-based explanations: the
marriage penalty and stock ownership. The mar-
riage penalty is greatest when spouses contribute
roughly equal amounts to household income.16 To-
day, marriage penalties tend to affect couples who
fall into tax brackets higher than the 25 percent
bracket, which ends at $137,050 for married
couples.17 However, marriage penalties for the

10Brown, ‘‘Shades of the American Dream,’’ 87 Wash. U. L.
Rev. 329, 348 (2010).

11Id. at 329, 353 (Table 4.2 showing that once income exceeds
$119,999, 93 percent of whites and almost 88 percent of blacks
are homeowners).

12Dennis Rodkin, ‘‘Renters Snap Up Obamas’ Former
Condo,’’ Chicago Magazine, available at http://www.chi
cagomag.com/Radar/Deal-Estate/August-2010/Renters-Snap-
Up-Obamas-Former-Condo/.

13Sean Lowry, ‘‘Itemized Tax Deductions for Individuals:
Data Analysis,’’ Congressional Research Service, 2 (Mar. 21,
2013). For 2000, 33 percent of Americans itemized their deduc-
tions. For 2001, 34 percent of Americans itemized their deduc-
tions. For 2002, 35 percent of Americans itemized their
deductions. For 2003, 34 percent of Americans itemized their
deductions. For 2004, 34 percent of Americans itemized their
deductions. Publication 1304, Table 1.2, available at http://
www.irs.gov/uac/SOI-Tax-Stats—-Individual-Statistical-Tables-
by-Size-of-Adjusted-Gross-Income.

14Id.
15Id.

16See Brown, supra note 6.
17Section 1.

Table 3

Year

Obamas’
Itemized

Deductions

Average Itemized
Deductions

Household Incomea

$100-$200 $200-$500
2000 $20,281 $24,166 $42,426b

2001 $17,443 $25,230 $69,548c

2002 $22,272 $25,931 $46,240d

2003 $24,030 $26,049 $44,930e

2004 $25,028 $26,270 $45,177f

aAvailable at http://www.irs.gov/uac/SOI-Tax-Stats-Indi
vidual-Income-Tax-Returns-Publication-1304-(Complete-
Report) Table 1.2; divide column 5 by column 4 for years
2000-2004. Information was given for AGI for households
between $100,000 and $199,999; and for households between
$200,000 and $499,999.
bId. $100-$199: 175,201,318,000/7,249,967; $200-$499:
84,614,841,000/1,994,390.
cId. $100-$199: 196,028,224,000/7,715,862; $200-$499:
88,813,535,000/1,910,378.
dId. $100-$199: 199,789,087,000/7,704,664; $200-$499:
83,415,127,000/1,803,941.
eId. $100-$199: 208,816,881,000/8,016,424; $200-$499:
84,315,913,000/1,876,601.
fId. $100-$199: 230,552,713,000/8,776,391; $200-$499:
100,098,177,000/2,215,675.
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years studied were quite different. Marriage penal-
ties began at the 15 percent bracket for tax years
2000, 2001, and 2002.18 For 2003 and 2004, the
penalty started at the 25 percent bracket.19 As a
result of their household income levels, the Obamas
would have been subject to significant marriage
penalties if either spouse contributed close to 50
percent of household income.

For 2000 and 2001, there are no data on how
much income was contributed by each spouse be-
cause for those two years the Obamas prepared
their tax returns and that information was not
provided. For the tax years 2002 through 2004,
however, spousal contribution information was
provided and we see Michelle contributing an ever-
increasing amount to household income. For each
year, however, the Obamas are subject to the great-
est penalty because the lower-earning spouse con-
tributes between 40 and 50 percent. In 2002 Michelle
Obama contributed 43.67 percent of wage income to
the household.20 In 2003 she contributed 48.63 per-
cent to the household.21 In 2004 Michelle Obama
contributed 58.80 percent to the household.22

Between 2002 and 2004, the median contribution
to household income by wives was approximately
35 percent.23 Labor historian Jacqueline Jones docu-
mented how black wives have historically worked
outside the home more than white wives.24 Sociolo-
gists have also shown how black wives contribute
more to household income than white wives.25

Similarly, my prior research showed through an
examination of Census Bureau data that even at the
highest income levels, married black couples were
more likely to pay a penalty than married white
couples, largely because married black husbands
and wives were the most likely to contribute
roughly equal amounts to household income.26 The
Obamas are no exception.

For each year studied, Michelle Obama contrib-
uted significantly more toward household income
than most wives, according to the Bureau of Labor
Statistics. She contributed 8 percentage points more
in 2002, 13 percentage points more in 2003, and 23
percentage points more in 2004. The Obamas’ tax
bill was significantly higher than their peers in part
because they were married to each other.27 In this
instance, they are not like their financial peers but
more like their black peers, regardless of their
household income. While there has been much
public policy analysis of government programs that
have a racially disparate impact on low-income
(and no-income) Americans, this study suggests
that equal attention should be given to policies (in
this case, the marriage penalty) that affect the
highest-income Americans differently because of
race.

The second potential explanation for why the
Obamas’ taxes are higher than their financial peers
is their lack of stock ownership and income eligible
for capital gains treatment. In 2000 the Obamas
received $1,836 in a demutualization payment28 and
no dividend payments. In tax years 2001 through
2004, the Obamas received no capital gains or
dividend payments.

Tax Policy Center data for 2005 indicate that
greater than 75 percent of all capital gains and

18Id. (For any year that the marriage filing jointly is not
double the single amount, there is a marriage penalty.).

19Id.
20For 2002: $98,826/$226,300 = 43.67 percent. In this year, the

couple’s AGI is greater than just their wages by $34,491, which
includes speaking fees received presumably by Barack Obama.
If those fees are included on his side of the ledger the math
becomes $98,826/$260,791 = 37.90 percent, which still places the
Obamas in significant marriage penalty territory.

21For 2003: $115,889/$238,327 = 48.626 percent.
22For 2004: $121,910/$207,342 = 58.797 percent.
23Women in the Labor Force: A Databook, BLS.gov, Table 24,

at 81, available at http://www.bls.gov/cps/wlf-databook-
2012.pdf.

24Jacqueline Jones, Labor of Love, Labor of Sorrow: Black Women,
Work, and the Family From Slavery to the Present (2010).

25See, e.g., Sarah Winslow-Bowe, ‘‘Husbands’ and Wives’
Relative Earnings,’’ 30 Journal of Family Issues 1405, 1409-1410
(2009) (‘‘When these income differentials are combined with
racial/ethnic variation in labor force participation, there is
evidence that Black women are more likely than both White and
Hispanic women to have annual incomes that reach or exceed
their husbands’.’’); Sara B. Raley, Marybeth J. Mattingly, and
Suzanne M. Bianchi, ‘‘How Dual Are Dual-Income Couples?
Documenting Change From 1970-2001,’’ 68 Journal of Marriage
and Family 11, 24 (2006) (‘‘In all years, Black couples were
significantly more likely than other couples to be dual provid-
ers. . . . Blacks were also more likely than Whites to be in
arrangements where the wife was an equal rather than second-
ary provider.’’).

26Brown, supra note 6. I would like to note that my earlier
research published in 1996 was during a time when same-sex
couples were not legally allowed to marry and have their
marriage respected for federal tax purposes, which is why the
limiting language of husbands and wives was used. The same is
not true today.

27President George W. Bush signed into law marriage pen-
alty relief at the lower end of the tax rate schedule, but not at the
higher end. The Obamas would still have been subject to the
marriage penalty.

28This appears to represent a cash-out of the equity interest
in a mutual life insurance company. I would like to thank Martin
J. McMahon Jr. for helping me figure this out. See also http://
www.unclaimed-demutualization.com (‘‘Demutualization is the
process of converting a mutual life insurance company, owned
by its policyholders, to a publicly traded stock company owned
by shareholders, pursuant to a plan of conversion approved by
government regulators. . . . Mutual life policyholders (and heirs)
continue to be entitled to receive whatever policy benefits may
be due, but in addition receive stock, cash and/or policy credits
in exchange for their ownership interest in the old mutual
insurance company.’’).
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dividend income flows to households with income
above $200,000.29 According to IRS data from 2003,
the percent of capital gains and dividend income as
a share of all income is 1.4 percent for the average
household making less than $100,000.30 For house-
holds making between $200,000 and $1 million, this
income accounts for 12.2 percent of total income.31

Again, the Obamas do not resemble their financial
peers — they appear more like those households
making less than $100,000, which is less than half of
their household income.

It is well documented that blacks do not invest in
the stock market to the extent that whites do —
regardless of their income level. As I have explained
previously, the first family’s experience ‘‘is consis-
tent with numerous studies that show whites have
higher stock ownership than blacks, Latinos, and
other people of color, even after controlling for
income.’’32 While many may assume that once
blacks earn more money, their stock ownership will
mirror that of their equal-earning white peers be-
cause they believe stock ownership is a class issue,
the Obamas’ tax return data proves that assumption
to be false. Higher household income has not al-
lowed the Obamas to transcend race.

Conclusion

This tax return analysis has attempted to shed
light on the black middle class through the lens of
one family’s tax returns over a period of five years.
I believe that Barack and Michelle Obama represent
many others — of all racial and ethnic backgrounds
— whose stories are equally compelling. Future
research should provide a more complete examina-
tion of middle-income tax returns by race to see
whether the first family was a financial outlier.
Unfortunately, the IRS does not collect tax return
data by race, and the Obamas’ tax returns are the

only publicly available tax returns of black middle-
income taxpayers that I have been able to examine.

A new study from the Center for Responsive
Politics shows that for the first time a majority of
members of Congress are millionaires.33 A more
robust study might demonstrate just how many
middle-income families are paying a higher tax bill
because the mostly millionaire Congress enacts
laws that benefit other millionaires. Black middle-
income families should not be paying more in taxes
than their financial peers. Horizontal equity re-
quires that attention be paid to this issue.

29Joel Friedman and Katherine Richards, ‘‘Capital Gains and
Dividend Tax Cuts: Data Make Clear That High-Income House-
holds Benefit the Most,’’ Center on Budget and Policy Priorities,
at 3 (Jan. 30, 2006) (‘‘Only 11 percent of capital gains and
dividend income goes to the 86 percent of households with
incomes of less than $100,000.’’).

30Id. at Figure 1 (‘‘For those making less than $100,000,
capital gains and dividend income makes up an average of 1.4
percent of total income.’’).

31Id.
32See Brown, ‘‘The 535 Report,’’ supra note 2, at 1155, 1164

(citing a 2007 study by Wang and Hanna finding that whites had
higher stock ownership than blacks, Latinos, and other people
of color, even after controlling for income, risk tolerance, and
business ownership, among other things); Sherman D. Hanna,
Cong Wang, and Yoonkook Yuh, ‘‘Racial/Ethnic Differences in
High Return Investment Ownership: A Decomposition Analy-
sis,’’ Journal of Financial Counseling & Planning, Vol. 21, Issue 2, at
44 (Dec. 2010).

33Matt Berman, ‘‘Most Members of Congress Are Million-
aires,’’ National Journal (Jan. 9, 2014), available at http://www.
nationaljournal.com/congress/most-members-of-congress-are-
millionaires-20140109 (‘‘For the first time, most U.S. lawmakers
are millionaires, according to a new analysis from the Center for
Responsive Politics. At least 268 current members, out of 534,
had an average 2012 net worth of at least $1 million.’’).

COMMENTARY / VIEWPOINTS

TAX NOTES, March 10, 2014 1113

(C
) T

ax A
nalysts 2014. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



donations to those types of charities. They may not
be, but that’s a different question from talking about
harm to the sector in general or harm to the poor
from those proposals.

More ambitiously, we should grant larger tax
benefits to contributions to organizations that pro-
vide basic needs to the poor. You want to help
education? Let’s provide more incentives for dona-
tions to a tutoring program in a low-income area
than we do for donations to your kid’s school
(which you would probably do anyway). To that
end, I propose that donations to organizations that
provide basic services to the poor be treated more
generously for tax purposes than other donations.
Let’s say that you donate $100 to a soup kitchen. If
the deduction remains a deduction, perhaps you are
treated as if you had donated $200 (thus triggering
a government subsidy of $80 instead of $40). If an
AGI floor is implemented, perhaps those contribu-
tions are not subject to the floor. If the deduction is
changed to a credit of, say, 15 percent, maybe you
would receive a 30 percent credit for those types of
donations.

By emphasizing donations to organizations help-
ing the neediest, we’d be putting our money where
our mouths are when it comes to charitable giving.
We routinely use charity for the poor not only as a
justification for continuing the tax status quo but
also to excuse less government aid to the poor. For
example, the bipartisan letter to Baucus argued that
if the deduction were reformed, ‘‘the government
would be required to step in and fund those ser-
vices now being provided through private generos-
ity. Accordingly, preserving the charitable
deduction is also prudent as a matter of broad fiscal
policy.’’12 There are very valid reasons for wanting
charity to do more, and government less, when
helping the poor. Quite often, charities can find
more efficient, more responsive, and more creative
ways of assisting the poor than the government can.
So let’s structure the tax incentives for charitable
giving to reflect these values. Perhaps it’s an area in
which Republicans and Democrats can find com-
mon ground.

Revitalizing the Estate
Tax: 5 Easy Pieces

By Paul L. Caron and James R. Repetti

Introduction

In a previous article,1 we argued that contrary to
the state of the law over 35 years ago — when
George Cooper wrote his seminal article on the
estate tax2 — taxpayers today generally ‘‘can reduce
the value of assets subject to transfer tax in many
instances only if they are willing to assume the risk
that the reduction may be economically real and
reduce the actual value of assets transferred to heirs
or, alternatively, in narrow situations if they are
willing to incur some tax risk.’’3 We showed that the
estate tax helps reduce wealth concentration when

12See supra note 5.

1Paul L. Caron and James R. Repetti, ‘‘The Estate Tax
Non-Gap, Why Repeal a Voluntary Tax?’’ 20 Stan. L. & Pol’y Rev.
153 (2009).

2George Cooper, ‘‘A Voluntary Tax? New Perspectives on
Sophisticated Estate Tax Avoidance,’’ 77 Colum. L. Rev. 161
(1977).

3See Caron and Repetti, supra note 1, at 162.
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one accounts for the amount of charitable contribu-
tions made and taxes paid by the estate. In 2006, for
example, the largest estates (those with gross values
exceeding $20 million) on average paid taxes equal
to 15.57 percent and made charitable contributions
of 17.83 percent of their gross value. In other words,
one-third of the assets of the largest estates were
transferred outside the family. We also showed that
there are strong arguments that the estate tax gap is
much lower (10 to 13 percent) than is commonly
assumed because of the personal liability that can
be imposed on the executor and the historically
high audit rate for estates. We concluded that only
when we have an accurate view of the role that the
estate tax currently plays can we make sensible
decisions in charting its future.4

In another article,5 we documented the dramatic
increase in income and wealth inequality over the
past 30 years and the accompanying adverse social
consequences and long-term negative effect on eco-
nomic growth. We argued that tax policy histori-
cally has played an important role in reducing
inequality and that the estate tax is a particularly
apt reform vehicle in light of the role of inherited
assets among the very rich and the adverse eco-
nomic effects of that inherited wealth. We updated
our earlier work showing that the estate tax plays a
significant role in breaking up concentrations of
wealth, with fewer adverse effects on taxpayer
behavior than the income tax.

In this article, we advance five estate and gift tax
reform proposals that would generate needed rev-
enue, reduce inequality, and contribute to economic
growth: (1) disallow minority discounts when the
transferred asset or business is controlled by family
before and after the transfer; (2) maintain parity
between the unified credit exemption amounts for
the estate and gift taxes; (3) reduce the wealth
transfer tax exemptions to $3.5 million, increase the
maximum tax rate to 45 percent, and limit the
generation-skipping transfer tax (GSST) exemption
period to 50 years; (4) restrict the ability for gifts
made in trust to qualify for the gift tax annual
exclusion; and (5) impose a lifetime cap on the
amount that can be contributed to a grantor re-
tained annuity trust (GRAT).

These five estate tax reform proposals are for the
most part not new. Most have been advanced in
various forms in the past by the American Bar
Association, the American College of Trust and
Estate Counsel, and commentators, and many have

been embraced by President Obama in prior budget
proposals. We offer our thoughts on the proposals
here in the hope that they will help promote these
much-needed reforms.

Proposal 1: Disallow minority discounts when
the transferred entity or asset is controlled before
and after the transfer by the transferor, or the
transferor’s spouse, ancestors, or lineal descen-
dants. Minority discounts have troubled policy-
makers and academics for decades.6 Planning with
minority discounts usually involves using a series
of transfers to divide up a taxpayer’s control of an
asset, such as a business or real estate, in order to
reduce the asset’s value for purposes of the wealth
transfer taxes. Division of control reduces the as-
set’s value because it impairs the transferees’ ability
to direct the use of the asset for more profitable
pursuits. For a business, loss of control also in-
creases the intrinsic risk associated with the busi-
ness and reduces the opportunities to engage in
favorable transactions, such as employment, with
it.7 As a result, eliminating control regarding por-
tions of a business transferred by the taxpayer can
result in significant discounts below what the value
would have been if control had been included.8

4Id. at 169.
5Caron and Repetti, ‘‘Occupy the Tax Code: Using the Estate

Tax to Reduce Inequality and Spur Economic Growth,’’ 40 Pepp.
L. Rev. 1255 (2013).

6For early discussions of this issue, see Alan Feld, ‘‘The
Implications of Minority Interest and Stock Restrictions in
Valuing Closely-Held Shares,’’ 122 U. Pa. L. Rev. 934, 945-946
(1974); Mary L. Fellows and William H. Painter, ‘‘Valuing Close
Corporations for Federal Wealth Transfer Taxes: A Statutory
Solution of the Disappearing Wealth Syndrome,’’ 30 Stan. L. Rev.
895, 924-925 (1978); Joseph M. Dodge, ‘‘Redoing the Estate and
Gift Taxes Along Easy-to-Value Lines,’’ 43 Tax L. Rev. 241,
254-256 (1988); Repetti, ‘‘Minority Discounts: The Alchemy in
Estate and Gift Taxation,’’ 50 Tax L. Rev. 415 (1995); William S.
Blatt, ‘‘Minority Discounts, Fair Market Value, and the Culture
of Estate Taxation,’’ 52 Tax L. Rev. 225 (1997); Laura E. Cunning-
ham, ‘‘Remember the Alamo: The IRS Needs Ammunition in Its
Fight Against the FLP,’’ Tax Notes, Mar. 13, 2000, p. 1461; Walter
D. Schwidetzky, ‘‘Last-Gasp Estate Planning: The Formation of
Family Limited Liability Entities Shortly Before Death,’’ 21 Va.
Tax Rev. 1, 249-250 (2001); Ronald H. Jensen, ‘‘The Magic of
Disappearing Wealth Revisited: Using Family Limited Partner-
ships to Reduce Estate and Gift Tax,’’ 1 Pitt. Tax Rev. 155 (2004);
David M. Guess, ‘‘Disregarding the Mona Lisa’s Disappearing
Mustache: An Analysis Into the Increased Judicial Scrutiny of
the Tax Treatment of Family Limited Partnership Interests,’’ 32
W. St. U. L. Rev. 177, 194-195 (2005); Mitchell M. Gans and Jay A.
Soled, ‘‘Reforming the Gift Tax and Making It Enforceable,’’ 87
B.U. L. Rev. 759, 785-787 (2007); Wendy C. Gerzog, ‘‘Not All
Defined Value Clauses Are Equal,’’ 10 Pitt. Tax Rev. 44 (2012);
John F. Coverdale, ‘‘Of Red Bags and Family Limited Partner-
ships: Reforming the Estate and Gift Tax Valuation Rules to
Achieve Horizontal Equity,’’ 51 U. Louisville L. Rev. 239, 263
(2013); Treasury, ‘‘Tax Reform for Fairness, Simplicity, and
Economic Growth,’’ vol. 2, 386-387 (1984); and H.R. Rep. No.
100-495, at 995 (1987).

7See Fellows and Painter, supra note 6, at 903-904; and
Repetti, supra note 6, at 425-426.

8It is difficult to quantify the amounts of the minority
discounts involved. Ted D. Englebrecht, Mary M. Anderson,
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The difficult issue regarding minority discounts,
however, is that in most instances, the control
premium has probably not been destroyed. Rather,
through careful selection of the transferees, the
taxpayer can create a situation in which the trans-
ferees will be able to reestablish control. That is,
transferees can work together to restore the value
that ‘‘disappeared’’ when ownership was divided.
As discussed below, it would not make economic
sense to destroy the control premium because every
dollar of premium destroyed saves only 40 cents in
taxes.

The process for eliminating the control premium
in gifts and bequests can occur in many contexts,
but it usually entails one of the two following
scenarios, or a blend thereof, involving a series of
transfers of minority interests to: (1) the same
individual over a period of years; or (2) several
different individuals in the same year or over a
period of years. For example, in scenario 1, the
taxpayer may make a series of transfers of minority
blocks of stock in her controlled corporation to her
child over a period of years so that her child will
have obtained control of the corporation after all the
transfers. Because our transfer tax system ignores
the identities of the transferee and transferor, each
transfer is valued separately, with the result that the
taxpayer’s transfer tax base will not include the
control premium that she in effect transferred over
a period of years. Similarly, in scenario 2, the
taxpayer might make a gift of minority blocks of

stock in her controlled corporation to several differ-
ent individuals in the same year or over a period of
years.9 Again, each gift would be valued apart from
the others, with the result that the gifts would not
include the control premium that had been divided
up among the transferees. A variation of scenarios 1
and 2 might involve transferring a valuable asset to
a limited liability company or family limited part-
nership and then making transfers (gifts and be-
quests) of minority member interests in the LLC or
FLP to the same transferee over a period of years, or
making gifts to several different individuals in the
same year.

It is easy to see that the control premium has
been transferred in scenario 1 because a single
individual ends up controlling the asset. There has
also been a transfer in scenario 2 but of a different
type. Scenario 2 represents the transformation of a
portion of the value formerly associated with con-
trol into an option or opportunity for the donees to
re-create that value.10 To do so, however, they must
agree about managing the transferred entity or
asset. Game theory suggests that if the minority
owners are members of a family, they have a higher
probability of reaching such an agreement than
non-family members:

Family members have an advantage in form-
ing coalitions because group members are
more likely to make credible promises when
they have a history of dealing with one an-
other and are likely to continue to do so in the
future. Repeated contact allows the creation of
credible commitments because non-exploiters
are able to retaliate in the future against a
person who breaks the commitment. Some
commentators also have asserted that homo-
geneity in preferences is another factor likely
to result in a stable coalition. Because of shared
experiences, family members probably are
more likely to have similar preferences.11

Similarly, John F. Coverdale recently explained:

In most cases, family members do not behave
like unrelated third parties. . . . A student of
marriage and family has suggested four rea-
sons for this: first, the threat of expulsion from
the family network or of lessened esteem

and Otto Martinson found that the mean discounts allowed by
the Tax Court during the 1993-2002 period were 25.35 percent
for marketability and 14.82 percent for lack of control discounts.
Englebrecht et al., ‘‘An Empirical Investigation of the Minority
Interest and Marketability Discounts in Valuation of Closely
Held Stock for Estate and Gift Tax Purposes,’’ 22 J. Applied Bus.
Res. 89, 99 (2006). Although in theory the marketability discount
should be unaffected by the size of the minority interest, some
courts have stated that the amount of control affects the
marketability discount and have allowed larger discounts for
smaller minority interests. See John A. Bogdanski, Federal Tax
Valuation, para. 4.04 (2013). This makes it difficult to quantify the
size of an aggregate discount attributable to a taxpayer being a
minority stakeholder. In an examination of 1998 returns, Barry
Johnson, Jacob Mikow, and Martha Britton Eller found that on
average, combined marketability and minority discounts of 29.8
percent were claimed for minority interests in stock and 36.3
percent for limited partner interests. Johnson et al., ‘‘Elements of
Federal Estate Taxation,’’ William G. Gale et al. eds., Rethinking
Estate and Gift Taxation 113 (2001). Some have argued that an
examination of premiums paid in acquisitions in which control
was acquired implies a minority discount of 30 percent for large
corporations. American Business Appraisers LLP, ‘‘Why Do We
Take a Minority Discount?’’ available at http://www.abasf.com/
articles/minority_discount.html. For an analysis of the factors
that should affect the determination of minority discounts, see
Aswath Damodaran, ‘‘The Value of Control: Implications for
Control Premiums, Minority Discounts and Voting Shares Dif-
ferentials,’’ 8 N.Y.U. J. L. & Bus. 487 (2012).

9Scenario 2 involves making gifts to several individuals,
rather than a bequest, because a minority discount is unavail-
able if the taxpayer’s gross estate holds a controlling interest,
even though the taxpayer may be bequeathing portions of the
asset to several individuals. This dichotomy between the estate
and gift taxes is discussed in greater detail in Repetti, supra note
6, at 419-422.

10Repetti, id., at 417.
11Id. at 465-466 (citations omitted).
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within that network deters non-cooperation;
second, information about other family mem-
bers reduces transaction costs; third, back-
ground social norms favor family cooperation;
and fourth, humans have evolved to behave
altruistically toward family.12

Given the continuing relationship among family
members, a taxpayer can construct transfers so that
control will not be destroyed. Indeed, there is no
economic incentive to destroy value.13 Every dollar
of control premium that is destroyed saves only 40
cents in taxes. Consider, for example, a parent who
transfers a family business to two children, giving
each child an equal right to control the business.
The sum of the values of the children’s interests in
the business under current valuation methods is
less than the value that the business had when
owned entirely by the parent. This reduction in
value reflects that neither child can implement her
plans for the business unilaterally. If one child
wishes to sell the business, but the other does not,
the former will be unable to maximize profit from
the sale because a third-party buyer will have to
negotiate control with the latter. If the value of the
business is discounted by $100, the donor saves $40
in gift tax because the tax applies to the value of the
property transferred to each donee. If this diminu-
tion in value is irreparable, the children have lost
$100, with the result that the family’s wealth has
decreased by a net of $60 ($100 reduction in value
less $40 in tax savings). Suppose, however, that the
children can restore $100 of value by incurring $10
of after-tax transaction costs to negotiate an agree-
ment to sell the business to a third party together. If
they do so, they will enjoy a net increase in value
while the donor will have saved $40 in taxes. As
long as the children can incur less than $40 of costs
to restore value, there will be a net savings to the
family as a whole.14

Presumably, if a parent divides up control, he
expects that the children will reach an agreement. If
dividing up control were to destroy the control
premium, the parent would have better alterna-
tives. He could maximize after-tax wealth for his
children by selling the business as a whole and
making gifts of the cash proceeds more than three
years before his death. Alternatively, if the business
has a low income tax basis, he could hold the

business until death and direct the estate to sell it as
a whole after his death in order to take advantage of
the step-up in basis.

There have been several thoughtful proposals to
eliminate minority discounts. Many have focused
on the use of entities such as LLCs and FLPs to
achieve minority discounts and have sought to set
liquidation value as the floor for valuation. For
example, Wendy C. Gerzog has suggested that the
discount involving LLCs or FLPs be disregarded if
the entity does not engage in a trade or business,
and that the entity’s assets should be valued at their
net value without minority discounts.15 William S.
Blatt has recommended that a business entity trans-
ferred to family members not be given a value
lower than its liquidation value.16 In a different
approach, Walter D. Schwidetzky has recom-
mended that section 2035 be amended to include in
a taxpayer’s gross estate the taxpayer’s transfers of
assets to FLPs and transfers of FLPs to family
members within three years of death.17

We disagree with these approaches because they
would still permit low valuations in many situa-
tions. Gerzog’s approach would still allow minority
discounts for family-controlled businesses. Blatt’s
liquidation value approach would permit active
businesses to be valued at less than their likely
going concern value because liquidation values are
often less than going concern values. Schwidetzky’s
approach would apply only to transfers made
within three years of death.

Another approach is to deny a minority discount
if the transferor controlled the entity before the
transfer — either outright or as the result of attri-
bution. Alan Feld has proposed a rebuttable pre-
sumption that the control premium is included in
the transfer of a minority interest by a taxpayer who
controls the entity.18 Ronald H. Jensen has recom-
mended that minority discounts be ‘‘disallowed if
the taxpayer’s primary purpose for using the entity
to make his gratuitous transfers is to qualify the
transfers for a valuation discount.’’19

The difficulty with these thoughtful suggestions
is that they are administratively burdensome.20

Feld’s approach would compel the courts, the IRS,
and taxpayers to explore the transferee’s relation-
ship to the other owners and the relationship
among the other owners in order to determine

12Coverdale, supra note 6, at 258-259 (citations omitted).
13Dodge, supra note 6, at 254, n.54 (‘‘of course, in many of

these cases, the economic loss attributable to the creation of
minority interests is probably illusory, or else the transaction
would not have been undertaken in the first place’’).

14For a more detailed exploration of this phenomenon, see
Repetti, supra note 6, at 417-418.

15Gerzog, supra note 6.
16Blatt, supra note 6, at 263-264.
17Schwidetzky, supra note 6, at 38-41.
18Feld, supra note 6, at 945. The taxpayer could rebut the

presumption by showing that the transferee will not be included
in the control group. Id.

19Jensen, supra note 6, at 203-204.
20Repetti, supra note 6, at 474, 481-482.
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whether the presumption that the transferee would
participate in control can be rebutted. Under
Jensen’s suggestion, the courts would have to un-
dertake a similar inquiry to discern the taxpayer’s
purpose for the transfers. Because the courts do not
examine the relationship of the transferee to the
other owners, this determination would increase
the quantity of analysis required for both the estate
tax and gift tax.21

Mary L. Fellows and William H. Painter have
proposed that ‘‘any gratuitous transfer of shares
from a donor who originally owned a controlling
interest in a corporation shall be valued as if they
were part of the controlling block.’’22 This proposal
would deny a minority discount if the taxpayer
held control, regardless of who the transferees are.23

While this approach would not require the types of
inquiries that the rebuttable presumption and pur-
pose approaches discussed above would, we think
that the approach is too broad because it would
apply in situations in which it is unlikely that
control has been transferred — for example, when a
controlling shareholder makes transfers to non-
family members.

Lastly, one of us previously proposed that a
minority discount should be denied when the trans-
feror and his family members control the entity
both before and after the transfer.24 This proposal is
similar to the approach adopted earlier by the IRS in
Rev. Rul. 81-253, 1981-2 C.B. 187,25 and to a 1987
proposal by the House Budget Committee.26 The
advantage of this approach is that it applies to
situations in which it is most likely that control has
been transferred because the transferees are family
members. Also, this approach is not as administra-
tively burdensome as the rebuttable presumption or

purpose approach because the transferor’s intent
and the degree of hostility among the transferees
would be irrelevant.27

We believe that control is most likely transferred
when the transferor, her spouse, their ancestors, or
their lineal descendants control the entity both
before and after the transfer. This is the same sort of
attribution rule that Congress adopted in section
2701(a) for distribution rights.28 Section 2701 in
effect creates an irrebuttable presumption that fam-
ily members in a controlled entity will work to-
gether to enhance the value of gifts of common
stock in an estate freeze by not paying dividends on
preferred stock retained by the transferor.29 This
approach should be extended to minority discounts
because the same motivation for family members
who are closely related to each other to work
together exists in the context of minority discounts
as in estate freezes. We reject the argument that this
approach is inappropriate because it would not
distinguish situations in which the transfer of con-
trol was unlikely, for example, because of hostility
among owners. For reasons discussed earlier, it is
very unlikely that a transferor would destroy value
by dividing up control of an asset among family
members who cannot work together. As a result, the
instances in which the irrebuttable presumption
would be overinclusive are few.

Proposal 2: Maintain parity between the uni-
fied credit exemption amounts for the estate and
gift taxes. Obama’s wealth transfer tax proposals
include reducing the unified credit exemption
equivalent amount to $3.5 million for estates and $1
million for gifts, and increasing the maximum tax
rate to 45 percent.30 The proposals also limit the
GSTT exemption to generation-skipping transfers
(GSTs) that occur within 90 years of the initial
transfer to which the exemption was allocated. As
discussed below, we agree with some of these
recommendations and propose changes for others.
In this section, we explain why we believe it is
important that the unified credit amount be the
same for both the estate tax and gift tax. In the next
section, we address the desirability of reducing the
exemption amounts to $3.5 million, increasing the
maximum rate to 45 percent, and limiting the
period for which the GSTT exemption may be used.

21Id.
22Fellows and Painter, supra note 6, at 923. Dodge also has

endorsed this approach. Dodge, supra note 6, at 255-256.
23Treasury adopted this approach. Treasury, supra note 6, at

386-387.
24Repetti, supra note 6, at 481.
25Revoked by Rev. Rul. 93-12, 1993-1 C.B. 202.
26H.R. Rep. No. 100-391, at 1043 (1987). The House Budget

Committee proposed language stating that the value of stock is
‘‘deemed to be equal to its pro rata share of all the stock of the
same class in such corporation, unless a different value is
established by clear and convincing evidence’’ (emphasis added).
The committee report explained:

In determining whether a different value can be estab-
lished under the clear and convincing evidence standard,
all stock held, directly or indirectly, by an individual or by
members of such individual’s family is treated as held by
one person. Thus, a minority discount will not be appropriate
for transfers between family members unless all the stock held
by that person or the person’s family would qualify for the
discount. [Emphasis added.]

Id.

27Repetti, supra note 6, at 474, 481-482.
28These are rights to distributions from a corporation regard-

ing its stock or from a partnership regarding a partnership
interest. Section 2701(c)(1).

29See Repetti, supra note 6, at 437-438.
30Treasury, ‘‘General Explanations of the Administration’s

Fiscal Year 2014 Revenue Proposals,’’ at 138 (Apr. 2013) (green
book).
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We disagree with the president’s proposal that
the unified credit exclusion for the gift tax ($1
million) should be lower than the exclusion for the
estate tax ($3.5 million). A little background may be
helpful to understand our concern. The federal
estate and gift tax exclusion amounts had been
identical for almost 25 years before the Economic
Growth and Tax Relief Reconciliation Act of 2001
(EGTRRA).31 In EGTRRA, Congress caused the es-
tate tax exclusion to exceed the gift tax exclusion
beginning in 2004. In 2010 the exclusion amounts
were once again the same under the Tax Relief,
Unemployment Insurance Reauthorization, and Job
Creation Act of 2010.

The justification for the different credit levels in
EGTRRA was that a less generous exclusion amount
for gifts was needed to protect the income tax
base.32 But as the ABA noted, this justification ‘‘was
never supported beyond mere speculation.’’33 At
the same time, the less favorable treatment of gifts
potentially created several problems. The ABA ob-
served:

No sound reason exists to severely penalize
individuals who wish to give away assets
during life. Anecdotal evidence from practice
indicates that the considerably less generous
credit under the gift tax prevented parents
from making lifetime transfers to children as a
result of the effective tax penalty on the value
of cumulative transfers falling between the
two credit levels. Rather than imposing a
penalty on gratuitous transfers made during
life, we believe that, from the public policy
perspectives of encouraging generosity among
family members and promoting the free trans-
ferability of capital, lifetime transfers are to be
encouraged. As a practical matter, lifetime
gifts shift property to individuals who are
more likely to put the property to productive
economic use. The re-unification of the gift
and estate tax unified credits achieved by the
2010 legislation therefore represents a salutary
return to a significant and important prior
policy.34

Perhaps because of the potential social benefits
arising from gifts versus bequests,35 the code has

historically contained provisions that encourage
gifts over bequests.36 The gift tax is tax exclusive,
while the estate tax is tax inclusive, with the result
that the tax liability associated with gifts is lower
than for bequests. Moreover, the annual exclusion
enables donors to transfer significant amounts as
gifts tax free.37 It would be counterproductive to
retain these provisions and then adopt a credit
exclusion for gifts that is lower than the credit for
estates, and that would have the effect of discour-
aging gifts. Consequently, we recommend that the
exclusion amounts for the gift tax and estate tax be
the same.

Proposal 3: Return to the $3.5 million exemp-
tion, increase the maximum rate to 45 percent, and
limit the GSTT exemption to transfers occurring
within 50 years. As mentioned above, we agree

31ABA sections of Taxation and Real Property, Trust and
Estate Law, ‘‘Options for Tax Reform and Simplification With
Respect to Federal Estate, Gift and GST Taxes,’’ at 6 (Apr. 4,
2012).

32Id.
33Id.
34Id. at 6-7.
35It has been argued that wealthy individuals are more risk

averse than less wealthy individuals. See, e.g., Paul L. Menchik
and Martin David, ‘‘Income Distribution, Lifetime Savings, and

Bequests,’’ 73 Am. Econ. Rev. 672 (1983). As a result, a normative
basis exists for encouraging inter vivos gifts. See, e.g., Paul B.
Stephan III, ‘‘A Comment on Transfer Tax Reform,’’ 72 Va. L.
Rev. 1471, 1487-1488 (1986):

It seems reasonable to believe that the rich — that is to
say, people who have sufficient disposable wealth to be
concerned about the transfer taxes — are relatively risk-
averse when it comes to their excess capital. This assump-
tion may seem counter-intuitive at first, because one
might expect the average person to take the greatest
chances with money that he does not need. But risk-
taking is for most mortals the necessary counterpart of
higher rates of return, and it is the rich who presumably
are least concerned with the growth of their disposable
wealth. We may expect the rich to take fewer risks simply
because they are least dissatisfied with the rate of return
on low-risk investments.
If this intuition about the wealthy is correct, it should
follow that the dispersion of their wealth through gratu-
itous transfers will place capital in the hands of people
more willing to take chances. In the case of closely held
businesses, for example, we associate an intergenera-
tional turnover of management with innovation and
provide some income tax incentives to speed up the
changing of the guard. Seen in this light, the transfer tax
preference for inter vivos gifts may have welfare benefits,
as it can nudge wealth out of the hands of aging owners
and into the possession of younger, more productive
entrepreneurs. [Citations omitted.]

‘‘Hearings on Tax Reform Before the House Comm. on Ways
and Means,’’ 91st Cong., 1st Sess. 3992 (1969) (testimony of
George Craven); Id. at 4005 (testimony of Robert F. Spindell).

36See, e.g., John G. Steinkamp, ‘‘Common Sense and the Gift
Tax Annual Exclusion,’’ 72 Neb. L. Rev. 106, 110-111 (1993)
(noting that the gift tax enacted in 1932 was tax exclusive and
had a rate schedule that was three-quarters of the estate tax
rates); and H.R. Rep. No. 94-1380, at 6, 12 (1976) (observing that
at the time of the 1976 tax reform, there were several incentives
for lifetime gifts in the gift tax and that the committee was
purposefully ‘‘retaining part of the incentives for life-time
transfers’’).

37One countervailing influence is that there is a carryover
income tax basis for gifts, while bequests receive a step-up in
basis. We believe that this may affect the assets that taxpayers
select for inter vivos gifts but that it does not significantly reduce
the amount of those gifts.
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with the president’s proposal to return the unified
credit exemption amount to $3.5 million. The very
generous $5 million unified credit exemption for
gifts and bequests and the $5 million GSTT exemp-
tion (both of which, adjusted for inflation, are $5.34
million in 2014) permit large amounts of money to
escape transfer taxation. This results in a significant
loss of revenue38 and contributes to the concentra-
tion of wealth.

To see how these exemptions interact to pass
along large concentrations of untaxed wealth, con-
sider that a taxpayer can transfer $5.34 million as
either a gift or a bequest to a dynasty trust (a trust
that is not subject to the rule against perpetuities)
that will make payments to the taxpayer’s descen-
dants without incurring any transfer tax. That is,
neither the transfer within the trust nor the trust’s
transfers to beneficiaries will ever be subject to the
GSTT, estate tax, or gift tax. Assuming a 6 percent39

rate of capital appreciation and that only trust
income (not capital) is distributed annually to ben-
eficiaries, the $5.34 million transferred into a dy-
nasty trust would grow to $98 million in 50 years,
$1.01 billion in 90 years, and $1.8 billion in 100
years. As discussed elsewhere, the concentration of
this type of wealth in families contributes to many
social harms and conflicts with the policy rationales
for imposing transfer taxes.40

When the GSTT was adopted in 1986, the exemp-
tion amount was only $1 million, and the rule
against perpetuities prevented the creation of dy-
nasty trusts in most states.41 In contrast, it is re-
ported that by early 2013, 29 states and the District
of Columbia had adopted provisions that permit
dynasty trusts.42 It is likely that the GSTT exemp-
tion has played a significant role in the drive for
states to permit dynasty trusts.43 In hearings that

preceded the enactment of the GSTT in 1986, Ray-
mond Young, the chair of the GST Tax Subcommit-
tee of the Boston Bar Association, testified before
Congress that the exemption would result in a
marketing blitz by banks and trust companies:

We are obliged to point out . . . that if [the 1986
GSTT exemption] is adopted . . . it will be an
inducement to generation skipping. You will
have more generation skipping than you ever
had under pre-1976 law, and there will be a
greater erosion of the tax base, because you
will have the banks, lawyers, financial plan-
ners, and all others saying, here you are, this is
a specially created opportunity for you. Con-
gress has said you can take $1 million, put it
aside, no generation-skipping tax.44

The purpose of the GST, estate, and gift taxes is to
impose a transfer tax on the passage of wealth from
one generation to the next. Yet the existence of
dynasty trusts, in combination with the generous
GST, estate, and gift tax exemptions, permits large
amounts of assets to be passed from one generation
to another without a transfer tax being incurred.
This was probably never contemplated by Congress
when the GSTT exemption was adopted, because
lawmakers would have reasonably believed that
the rule against perpetuities would prevent the
GSTT exemption from being applied forever.45 In-
deed, Congress has previously exhibited a dislike
for transfers that avoided the rule against perpetu-
ities in order to escape from transfer tax. In 1951
Congress adopted section 2041(a)(3) to prevent tax-
payers from creating successive powers of appoint-
ment that would avoid application of the rule
against perpetuities and, therefore, would not result
in a taxable transfer.46 The legislative history to
section 2041(a)(3) states:

38Revenue estimates in the Treasury green book stated that
revenues would increase by $71.693 billion during the 2019-2023
period if the estate and GSTT exemption amounts were reduced
to $3.5 million, the gift tax exemption was reduced to $1.5
million, and the maximum estate tax rate was increased to 45
percent in 2019. Green book, supra note 30, at 244.

39The growth rate, compounded annually, of the S&P 500
(not including dividends) from January 1, 1993 (when the index
was $435.71) to December 31, 2012 (when the index was
$1,426.19) was 6.109 percent per year.

40See, e.g., Repetti, ‘‘Democracy, Taxes and Wealth,’’ 76 N.Y.U.
L. Rev. 825 (2001).

41In 1986 only three states (Idaho, South Dakota, and Wis-
consin) had repealed the rule against perpetuities. See Robert H.
Sitkoff and Max M. Schanzenbach, ‘‘Jurisdictional Competition
for Trust Funds: An Empirical Analysis of Perpetuities and
Taxes,’’ 115 Yale L. J. 356, 373 (2005).

42Grayson M.P. McCouch, ‘‘Who Killed the Rule Against
Perpetuities?’’ 40 Pepp. L. Rev. 1291, 1292, n.3 (2013).

43See, e.g., Ray D. Madoff, Immortality and the Law 80-82
(2010); Ira Mark Bloom, ‘‘The GST Tax Tail Is Killing the Rule

Against Perpetuities,’’ Tax Notes, Apr. 24, 2000, p. 569; Schan-
zenbach and Sitkoff, ‘‘Perpetuities or Taxes? Explaining the Rise
of the Perpetual Trust,’’ 27 Cardozo L. Rev. 2465, 2477-2478 (2006);
Jesse Dukeminier and James E. Krier, ‘‘The Rise of the Perpetual
Trust,’’ 50 UCLA L. Rev. 1303 (2003).

44‘‘Generation-Skipping Transfer Tax: Hearings Before the H.
Comm. on Ways and Means,’’ 98th Cong. 335, 336 (1984)
(testimony of Raymond Young). See Schanzenbach and Sitkoff,
supra note 43, at 2477; and Madoff, supra note 43, at 80.

45See, e.g., Fellows, ‘‘Why the Generation-Skipping Transfer
Tax Sparked Perpetual Trusts,’’ 27 Cardozo L. Rev. 2511, 2518
(2006); Lawrence Waggoner, ‘‘From Here to Eternity: The Folly
of Perpetual Trusts,’’ U. Mich. Public Law Working Paper No.
259, at 2-3 (Apr. 2013).

46See, e.g., Jonathan G. Blattmachr and Jeffrey N. Pennell,
‘‘Adventures in Generation-Skipping, or How We Learned to
Love the ‘Delaware Tax Trap,’’’ 24 Real Prop., Prob. & Tr. J. 75,
84-86 (1989).
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In at least one State a succession of powers of
appointment, general or limited, may be cre-
ated and exercised over an indefinite period
without violating the rule against perpetuities.
In the absence of some special provision in the
statute, property could be handed down from
generation to generation without ever being
subject to estate tax.47

Given that the generous exclusion amounts for
the GST, estate, and gift taxes, combined with the
lack of a time limit for the GSTT exemption, conflict
with the policy rationale for those taxes, we recom-
mend two changes. First, we would reduce the GST,
estate, and gift tax exclusion amounts to $3.5 mil-
lion and limit the GSTT exemption to a specific
period.

There are several possible approaches for deter-
mining the limitation period. The president’s pro-
posal recommends that the GSTT exemption be
limited to 90 years.48 The administration presum-
ably proposes this period because it approximates
the period for the rule against perpetuities. We
think that a better approach is to limit the GSTT
exemption to a period that approximates the span
of two generations. This would mean that in the
most extreme situation — in which a transferor
makes a transfer in trust before he has any children
— the exemption would still be available to benefit
the transferor’s grandchildren. The current statu-
tory scheme for the GSTT assumes that the period
for two generations is 37.5 years.49 Data suggest,
however, that grandchildren are born, on average,
50 years after the birth of the grandparent.50 We
think that the estimated two-generation period
should reflect those data. Consequently, we recom-
mend that the exemption terminate 50 years after
the initial transfer in trust to which the exemption is
allocated.

We also agree with the president’s proposal to
increase the maximum rate to 45 percent. As we
recently discussed, the estate tax is an effective tool
for reducing wealth concentration.51 This is benefi-
cial because there is significant evidence that wealth

concentration is harmful to society.52 Yet as a result
of declining rates and increased exemptions, the
role of wealth transfer taxes in reducing wealth
concentration has decreased. The top marginal es-
tate tax rate in the United States was 70 percent or
above during most of the post-World War II period
through 1981.53 Beginning in 1981, rates began to
decrease. As a result of those decreases, the estate
tax collected was about 0.6 percent of GDP in the
1960s and only 0.25 percent of GDP in 2004, accord-
ing to calculations by Thomas Piketty and Em-
manuel Saez.54 They observe that the decline in the
amounts collected has contributed significantly to
the general decline of progressivity in the U.S. tax
system.55

The greatest potential harm from taxing gifts and
estates is that it may discourage saving.56 However,
there are strong arguments that the effect of the
estate and gift taxes may be less than that of the
income tax,57 and the empirical evidence to date
suggests a minimal effect on savings.58 Given the
relative economic efficiency of the estate tax versus

47H.R. Rep. No. 82-327, at 6-7 (1951); S. Rep. No. 82-382, at 6
(1951).

48See green book, supra note 30, at 143.
49Section 2651(d)(2).
50That is, 50 years after the birth of the grandmother. The

mean age of a mother in the United States at the time of her first
child’s birth is 25. OECD, ‘‘OECD Family Data Base, SF 2.3: Mean
Age of Mothers at First Childbirth,’’ available at http://www.o
ecd.org/social/soc/SF2.3%20Mean%20age%20of%20mother%2
0at%20first%20childbirth%20-%20updated%20240212.pdf.

51Caron and Repetti, supra note 5, at 1274-1280; Repetti, supra
note 40, at 828-850.

52Id.
53See Thomas Piketty and Emmanuel Saez, ‘‘How Progres-

sive is the U.S. Federal Tax System? A Historical and Interna-
tional Perspective,’’ 21 J. Econ. Perspectives 3, 21 (2007); Paul R.
McDaniel et al., Federal Wealth Transfer Taxation 7-14 (2009); and
Boris Bittker and Lawrence Lokken, Federal Taxation of Income,
Estates, and Gifts, para. 120.1.1 (2013).

54Piketty and Saez, supra note 53, at 7.
55Id. at 12-13.
56Id. For examinations of other harms that may arise from

wealth transfer taxes, see, e.g., Charles Davenport and Jay A.
Soled, ‘‘Enlivening the Death-Tax Death-Talk,’’ Tax Notes, July
26, 1999, p. 591; Repetti, ‘‘The Case for the Estate and Gift Tax,’’
Tax Notes, Mar. 13, 2000, p. 1493, 1500-1501; Richard Schmalbeck,
‘‘Avoiding Federal Wealth Transfer Taxes,’’ Rethinking Estate and
Gift Taxation (2001). All these studies reject the argument that the
cost of complying and administering the estate and gift tax
exceeds the revenues collected.

57See, e.g., Caron and Repetti, supra note 5, at 1285-1288;
Repetti, supra note 40; and Repetti, supra note 56.

58There are three studies that have directly examined the
effect of federal estate taxes on savings. One found no evidence
that the estate tax reduces savings. Seymour Fiekowsky, ‘‘The
Effect on Saving of the United States of Estate and Gift Tax,’’
Federal Estate and Gift Taxes (1966). Two found that the estate tax
is related to a reduction of about 10 percent in reported gross
estates. Wojciech Kopczuk and Joel Slemrod, ‘‘The Impact of the
Estate Tax on the Wealth Accumulation and Avoidance Behavior
of Donors,’’ National Bureau of Economic Research Working
Paper No. 7960 (2000); David Joulfaian, ‘‘The Behavioral Re-
sponse of Wealth Accumulation to Estate Taxation: Time Series
Evidence,’’ 59 Nat’l Tax J. 253, 266 (2006). It is not clear, however,
whether this is attributable to a decrease in savings or is
window dressing to reduce the size of the reported estate. A
fourth study also found a similar reduction in reported estates,
but it combined data for state estate and inheritance taxes with
federal estate tax data. Douglas Holtz-Eakin and Donald
Marples, ‘‘Distortion Costs of Taxing Wealth Accumulation:
Income Versus Estate Taxes,’’ NBER Working Paper No. 8261
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the income tax and the estate tax’s role in decreas-
ing the concentration of wealth, it makes sense to
increase the maximum rate to an amount closer to
the historical rate.

Proposal 4: Restrict the ability of gifts made in
trust to qualify for the gift tax annual exclusion.
The annual exclusion was included in the gift tax as
an administrative measure intended to ‘‘obviate the
necessity of keeping an account of and reporting
numerous small gifts and . . . to fix the amount
sufficiently large to cover in most cases wedding
and Christmas gifts and occasional gifts of rela-
tively small amounts.’’59 The annual exclusion was
$5,000 in 1932-1938, was reduced to $4,000 in 1939-
1942 and to $3,000 in 1943-1981, and was increased
to $10,000 in 1981-1999. Since 1999, the annual
exclusion has been indexed for inflation in $1,000
increments,60 with resulting annual exclusions of
$11,000 (2002-2005), $12,000 (2006-2008), $13,000
(2009-2013), and $14,000 (2014-?).

The original conception of the annual exclusion
to keep wedding, Christmas, and other relatively
small gifts out of the gift tax regime was imple-
mented in section 2503(b)(1)’s restriction of the
annual exclusion to gifts of present interests and
disqualification of gifts of future interests in trust
because present interests make it easier to value the
transfer and identify the beneficiary. Congress pro-
vided a limited exception for annual exclusion gifts
to a trust for the benefit of a single minor benefi-
ciary under section 2503(c).61 (A mandatory income
interest in other types of trusts also is treated as a
present interest, as are transfers to section 529
college savings plans.)

Interestingly, however, the original enactment of
the annual exclusion may have foretold its later role
as an estate planning colossus. In inflation-adjusted
terms, the $5,000 annual exclusion of 1932 equals
more than $85,000 in today’s dollars — far exceed-
ing the wedding, Christmas, and other relatively
small gift targets of the exclusion, and far exceeding
today’s $14,000 annual exclusion.

Over 45 years ago, the Ninth Circuit sanctioned
the treatment of beneficiary withdrawal rights as
present interests qualifying for the annual exclusion

in Crummey v. Commissioner.62 With the courts’
subsequent blessing of annual exclusion treatment
of withdrawal rights for multiple contingent ben-
eficiaries63 and repeated rejection of attempts by the
IRS to restrict the reach of Crummey powers,64 the
annual exclusion has morphed into a significant
estate depletion strategy for wealthy families.

For example, a married couple with four married
children who each have four children is able to
make $672,000 of annual exclusion gifts through a
Crummey trust, removing $6.72 million from the
couple’s estates over a 10-year period.

That strategy is of course built on a fiction — that
the Crummey beneficiary’s right to withdraw
$14,000 in a given year is a present interest, even
though all the parties expect that the holder will not
exercise that power. In most cases, it is against the
holder’s interest to exercise the power and thereby
turn off the spigot of future contributions for her
benefit. In our years of practice, we never encoun-
tered the exercise of a Crummey power and concur
in Bridget J. Crawford’s observation that ‘‘if one
were to survey 1,000 estate planning lawyers, it is
unlikely that any could report firsthand knowledge
of the exercise of a Crummey power.’’65

Congress, however, has restricted the utility of
Crummey trusts for GSTT purposes. The GSTT an-
nual exclusion is available only for single-
beneficiary Crummey trusts.66 This gift tax/GSTT
disparity of treatment thus adds complexity to
multigenerational estate planning.

We believe the time has come to return section
2503(b) to its original purpose of excluding only
wedding, Christmas, and other relatively small gifts
from the gift tax. The cleanest way to do this is to
deny the annual exclusion to all gifts in trust other
than a section 2503(c) trust for a single minor
beneficiary (and mandatory income interests in
other trusts).67 Alternatively, the annual exclusion
could be extended to section 2642(c) single-
beneficiary Crummey trusts as well.68

(Apr. 2001). Given the ease with which state estate taxes may be
avoided, we do not believe that this study helps determine the
effect of the federal estate tax.

59H.R. Rep. No. 72-708, at 29 (1932).
60Section 2503(b)(2).
61The trust must (1) permit the trust income and property to

be expended by or for the benefit of the minor before the age of
21; (2) pass to the minor upon his attaining the age of 21; and (3)
pass to the minor’s estate (or under the minor’s general power
of appointment) if the minor dies before the age of 21.

62397 F.2d 82 (9th Cir. 1968).
63Estate of Cristofani v. Commissioner, 97 T.C. 74 (1991).
64See, e.g., Estate of Holland v. Commissioner, T.C. Memo.

1997-302; and Estate of Kohlsaat v. Commissioner, T.C. Memo.
1997-212.

65Bridget J. Crawford, ‘‘Reform the Gift Tax Annual Exclu-
sion to Raise Revenue,’’ Tax Notes, July 25, 2011, p. 443-444.

66Section 2642(c).
67See ABA, supra note 31, at 32-33; Crawford, supra note 65, at

446.
68See also William C. Brown, ‘‘Judicial Expansion of the

Future Interest Exception to the Gift Tax Annual Exclusion:
Examination of the Legislative History and Policy Basis for the
Future Interest Exception,’’ 65 Tax Law. 477 (2012); Bradley E.S.
Fogel, ‘‘Back to the Future Interest: The Origin and Questionable
Legal Basis of the Use of Crummey Withdrawal Powers to Obtain
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Proposal 5: Restrict GRATs through a lifetime
cap. In a GRAT, an individual transfers assets to an
irrevocable grantor trust in return for an annuity
valued in accordance with the section 7520 actuarial
and interest rate tables. The grantor typically zeroes
out the GRAT by ensuring that the present value of
the annuity equals the amount transferred into the
trust, thus eliminating any gift tax on the transfer (a
technique approved by the Tax Court in 2000 for a
zeroed-out GRAT created by Audrey Walton, the
wife of the brother of Wal-Mart founder Sam Wal-
ton).69 In this situation, grantors are banking on the
assets contributed to the trust appreciating at a rate
in excess of the rate of return assumed in the section
7520 tables — an increasingly likely prospect given
the historically low interest rates of recent years. If
the assets in the GRAT perform better than antici-
pated in the section 7520 tables, that extra value
passes tax free to the next generation. If the assets
underperform, the grantor loses nothing (other than
the use of the capital during the term of the trust
and any professional fees incurred). To mitigate the
risk of the grantor dying during the term of the
trust, which would result in the fair market value of
the trust at the date of the grantor’s death being
included in the grantor’s estate under section
2036,70 grantors typically use very short (two-year)
trust terms.

In 2013 press reports documented that the surge
in the use of GRATs among the very wealthy has
achieved eye-popping reductions in estate and gift
taxes — by one estimate, $100 billion since 2000, or
one-third of the total estate and gift taxes collected
over this period.71 Press reports based on SEC
filings detail the extensive use of GRATs by the very
wealthy: Sheldon Adelson (Las Vegas Sands) used
25 GRATs to give $7.9 billion to his heirs and avoid
$2.8 billion in gift taxes; Charles Ergen (Dish Net-
work) and Ralph Lauren funded more than $300

million in GRATs; and Lloyd Blankfein (Goldman
Sachs) funded more than $50 million in GRATs.72

For several years, Obama has proposed limiting
the use of GRATs to shelter assets from the estate
and gift taxes by requiring them to have a minimum
term of 10 years; a maximum term of the life
expectancy of the grantor (plus 10 years); an initial
remainder interest value of greater than zero; and
annuity payments that decline during the term of
the trust.73 These changes are projected to increase
revenues by $3.9 billion in the 2014-2023 period.74

We propose a more robust reform than the presi-
dent’s to more effectively curb this abuse. The staff
of the Joint Committee on Taxation75 and commen-
tators76 point out that the president’s proposed
minimum 10-year GRAT term would do nothing to
stem the growing use of GRATs by younger billion-
aires, like Facebook’s Dustin Moskovitz, Sheryl
Sandberg, and Mark Zuckerberg.77 A different ap-
proach would be to tax the creation of a GRAT as a
gift of an option akin to a stock appreciation right,
so that a taxable gift would be deemed to occur on
its creation. We believe a more fundamental ap-
proach would be to refuse to treat the creation of a
GRAT as a completed gift and instead adopt a
wait-and-see approach and impose the gift tax on
the value of the property that passes to the remain-
dermen. We plan to explore this issue in a subse-
quent article. In the meantime, as a simpler, stop-
gap measure, we suggest imposing a lifetime cap on
the amount that can be transferred to a GRAT.
Although the precise amount of that cap is open to
debate, we suggest an amount tied to the exemption
amount of the unified credit — currently $5.34
million.78

the Federal Gift Tax Annual Exclusion,’’ 6 Fla. Tax Rev. 189
(2003); Fogel, ‘‘The Emperor Does Not Need Clothes: The
Expanding Use of ‘Naked’ Crummey Withdrawal Powers to
Obtain Federal Gift Tax Annual Exclusions,’’ 73 Tul. L. Rev. 555
(1998); Patrick T. Neil, ‘‘‘Bare’ly Legal: The Evolution of Naked
Crummey Powers and a Call for Reform,’’ 30 Fla. St. U. L. Rev.
923 (2003); and John G. Steinkamp, ‘‘Common Sense and the
Gift Tax Annual Exclusion,’’ 72 Neb. L. Rev. 106 (1993).

69Walton v. Commissioner, 115 T.C. 589 (2000).
70But see Michael D. Whitty, ‘‘GRAT Expectations: Question-

ing, Challenging, and Litigating the Service Position on Estate
Tax Inclusion of Grantor Retained Annuity Trusts,’’ 36 ACTEC J.
87 (2010) (arguing that the IRS overstates the amount includable
in the estate of a grantor who dies during the term of the GRAT).

71Zachary R. Mider, ‘‘Accidental Tax Break Saves Wealthiest
Americans $100 Billion,’’ Bloomberg, Dec. 17, 2013.

72Id. See also Mider, ‘‘How Wal-Mart’s Waltons Maintain
Their Billionaire Fortune,’’ Bloomberg, Sept. 12, 2013.

73See green book, supra note 30, at 142; Treasury, ‘‘General
Explanations of the Administration’s Fiscal Year 2013 Revenue
Proposals,’’ at 80 (Feb. 2012); Joint Committee on Taxation,
‘‘Description of Revenue Provisions Contained in the Presi-
dent’s Fiscal Year 2013 Budget Proposal,’’ JCS-2-12, at 269-273
(June 2012) (blue book); Treasury, ‘‘General Explanations of the
Administration’s Fiscal Year 2012 Revenue Proposals,’’ at 128
(Feb. 2011); and JCT, ‘‘Description of Revenue Provisions Con-
tained in the President’s Fiscal Year 2012 Budget Proposal,’’
JCS-3-11, at 516-520 (June 2011).

74See green book, supra note 30, at 244.
75Blue book, supra note 73, at 272.
76Samuel R. Scarcello, ‘‘Transfer Taxes in Flux: A Comparison

of Alternative Plans for GRAT Reform,’’ 107 Nw. U. L. Rev. 321,
348-352 (2012).

77Deborah L. Jacobs, ‘‘Zuckerberg, Moskovitz Give Big Bucks
to Unborn Kids,’’ Forbes, Mar. 3, 2012.

78See also Scarcello, supra note 76, at 352-359.
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Conclusion
In the years after the publication of Cooper’s

article in 1977, Congress plugged many of the estate
and gift tax loopholes that were exploited by
wealthy taxpayers of that generation. In recent
years, Congress has not attended to new avenues of
estate and gift tax avoidance. Like Jack Nicholson
returning home to his dying father in Five Easy
Pieces, if Cooper returned home to the estate and
gift taxes of 2014, he would find them in need of
major surgery to ensure their survival. These ‘‘five
easy pieces’’ of estate and gift tax reform are offered
here as initial steps to restore the estate and gift
taxes to health.

Addressing International Income
Inequality in a Time of Crisis

By Karen B. Brown

In today’s global marketplace, there is fierce
competition among countries for investment capital
to fuel economic growth. Even among the highly
developed, high-income economies of many of the
OECD member states (including the United States),
political leaders feel pressure to implement or shore
up policies to attract or retain increasingly peripa-
tetic multinational enterprises. Increased invest-
ment by businesses in the form of infrastructure (for
example, bricks-and-mortar locations for produc-
tion), research and development of intellectual
property, organizational and management exper-
tise, etc., is equated with exports of goods and
services, creation of jobs, and technological innova-
tion and dominance. Not surprisingly, tax law has
figured prominently in efforts to provide
investment-friendly locales. Not long ago, to stem

Karen B. Brown is the Donald Phillip Rothschild
Research Professor of Law at George Washington
University, where she teaches federal income, cor-
porate, and international taxation. She would like
to thank Paul L. Caron; the Pepperdine University
School of Law; its dean, Deanell Tacha; the Pepper-
dine Law Review; and Tax Analysts for the opportu-
nity to participate in the symposium ‘‘Tax Reform
in a Time of Crisis.’’ This article is dedicated in
loving memory to her father, Kenneth A. Brown Sr.,
the smartest and most loving man she’s ever met, a
devoted father, and true friend to all in need, who
loved God with all of his heart.

In this article, Brown urges the United States not
to undertake major tax reform without considering
the impact on more vulnerable economies, espe-
cially those in the Caribbean.

This article was presented on January 17 at a
symposium in Malibu, Calif., sponsored by Pepper-
dine University School of Law and Tax Analysts.
Twenty of the nation’s leading tax academics, prac-
titioners, and journalists gathered to discuss the
prospects for tax reform as it is affected by two
crises facing Washington: dangerously misaligned
spending and tax policies, resulting in a crippling
$17.4 trillion national debt; and the IRS’s alleged
targeting of conservative political organizations. A
video recording of the symposium is available at
http://new.livestream.com/pepperdinesol/taxrefo
rm.

Copyright 2014 Karen B. Brown.
All rights reserved.
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Finally, Sullivan argues that because the credit
has never been made permanent, its utility is di-
minished and therefore it should be eliminated. Of
course, one answer to that complaint is for the
opponents to advocate for permanency. But even
assuming that Congress is unwilling to make the
research credit permanent, it doesn’t mean that it
isn’t effective, only that it could be even more
effective if it were permanent. The elasticities cited
above make it clear that it is effective.

In short, corporate tax reform can produce some
economic gains, but not if it comes at the expense of
pro-growth incentives like the research credit. For
those critics of the credit like Sullivan, who under-
stand the economic rationale of the credit, I call on
them to focus their efforts to, in the words of Bill
Clinton, ‘‘mend it, not end it.’’

It’s the Charitable Deduction, Not
The ‘Things We Like’ Deduction

By Miranda Perry Fleischer

When it comes to tax reform, the charitable
deduction is a hot topic. After all, it costs Treasury
an estimated $38 billion a year1 and largely benefits
upper-income individuals,2 while its incentive ef-
fects are hard to pin down.3 Efforts to decrease the
deduction’s cost to the fisc, make it fairer, and better
target its incentives have resulted in numerous
reform proposals, ranging from replacing it with a
credit, capping its value at 28 percent, instituting
adjusted gross income floors, or some combination
of these.4

Not surprisingly, reform proposals face wide-
spread resistance. In January, a bipartisan group of

1Jon Bakija, ‘‘Tax Policy and Philanthropy: A Primer on the
Empirical Evidence for the United States and Its Implications,’’
available at http://web.williams.edu/Economics/wp/Bakija-
Tax-Policy-and-Philanthropy-Primer.pdf.

2Joint Committee on Taxation, ‘‘Estimates of Federal Tax
Expenditures for Fiscal Years 2012-2017,’’ JCS-1-13, at 44 (Feb.
2013).

3Bakija and Bradley T. Heim, ‘‘How Does Charitable Giving
Respond to Incentives and Income? New Estimates From Panel
Data,’’ National Tax Journal 616-617 (June 2011).

4Roger Colinvaux, Brian Galle, and C. Eugene Steuerle,
‘‘Evaluating the Charitable Deduction and Proposed Reforms,’’
12 table 5 (Urban Institute/Tax Policy Center, June 2012).

Miranda Perry Fleischer is a law professor at the
University of San Diego, where she teaches and
writes about the income tax, nonprofit law, and tax
policy. Previously, Fleischer represented low-
income entrepreneurs at a libertarian public-
interest law firm.

In this article, she argues that the charitable
deduction should be reformed to create more in-
centives to donate to organizations serving the
disadvantaged.

This article was presented on January 17 at a
symposium in Malibu, Calif., sponsored by Pepper-
dine University School of Law and Tax Analysts.
Twenty of the nation’s leading tax academics, prac-
titioners, and journalists gathered to discuss the
prospects for tax reform as it is affected by two
crises facing Washington: dangerously misaligned
spending and tax policies, resulting in a crippling
$17.4 trillion national debt; and the IRS’s alleged
targeting of conservative political organizations. A
video recording of the symposium is available at
http://new.livestream.com/pepperdinesol/taxrefo
rm.
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senators wrote to outgoing Senate Finance Commit-
tee Chair Max Baucus, urging that the charitable
deduction be untouched.5 According to the sena-
tors, ‘‘The charitable deduction is unique. It is the
only provision that encourages taxpayers to give
away a portion of their income for the benefit of
others. For this reason, it is not a loophole, but a
lifeline for millions of Americans in need. . . . Weak-
ening the charitable deduction would hurt the
adults and children who receive vital charitable
services from organizations like soup kitchens,
after-school programs, and medical research proj-
ects, just to name a few.’’6

It is true that weakening charitable organizations
that serve the poor and help create opportunities
would be disastrous. So we should do the opposite.
Let’s more closely align charitable tax subsidies
with the goal of creating opportunities for the poor.
Given the bipartisan consensus that inequality and
poverty are growing problems that deserve atten-
tion,7 perhaps the time is ripe for reform.

To begin, we must recognize that not all chari-
table giving is created equal when it comes to
benefiting others, especially the disadvantaged.
Studies repeatedly show, for example, that taxpay-
ers of different income classes donate to different
types of organizations. According to the Congres-
sional Budget Office, 25 percent of donations by
upper-income taxpayers are to education organiza-
tions, another 25 percent to health organizations, 15
percent to arts organizations, and only 4 percent to
organizations devoted to meeting the basic needs of
the disadvantaged.8 A large portion of charitable
donations, therefore, aren’t really benefiting the
disadvantaged at all. In some cases, these donations
stick close to home, essentially benefiting the do-
nor’s family, such as a donation to a private school
the donor’s child attends or to the parent-funded
foundation of a public school in a wealthy neigh-
borhood. The same goes for many arts organiza-
tions that benefit from wealthy donors who enjoy
not only the art but also the enhanced social status
that comes from being a patron of the opera. In

these cases, tax-subsidized philanthropy may actu-
ally exacerbate inequality of opportunity.9

In other cases, charitable giving may benefit
individuals other than the donor or her family, but
not necessarily needy individuals. Gifts to elite
colleges largely (although not exclusively) benefit
the already advantaged. Likewise, there is no re-
quirement that tax-subsidized hospitals and health
organizations assist the financially disadvantaged.
This is not to say that donations to private colleges
never help the poor; many provide some scholar-
ship assistance to lower-income students. Nor is it
to suggest that donations to hospitals and medical
and environmental research groups are not benefi-
cial to society; they certainly are. The point, how-
ever, is that proponents of maintaining the status
quo often argue that most charitable giving helps
the poor and disadvantaged when in fact, the
opposite is true.

Of course, redistribution to the poor is not the
only task of the nonprofit sector, nor should it be.
The charitable world also fosters experimentation
and pluralism and provides a welcome alternative
and counterweight to governmental power. But like
it or not, the charitable deduction is also redistribu-
tive. It takes from some to help others.10 When it
comes to other tax expenditures, nobody questions
the propriety of identifying the recipients of the tax
benefits to evaluate their worth. For example, there
is widespread agreement that the home mortgage
interest deduction largely benefits upper-income
homeowners, and that fact rightly plays a role in the
debate surrounding its propriety.11

A full discussion of the charitable deduction
should also take into account who benefits — not
just who receives the tax benefits from claiming the
deduction but who the ultimate charitable benefi-
ciaries are. Once we recognize that most charitable
giving, especially by the wealthy, does not assist the
poor and disadvantaged, what should we do? First,
we should stop using the poor as an excuse for not
discussing reforms such as turning the deduction
into a credit or instituting a rate cap or AGI floor. To
truly evaluate these proposals, we need to recog-
nize which institutions (education, arts, and health
organizations) might suffer and determine whether
any fiscal savings are worth potential drops in

5‘‘Tax Reform Efforts Should Preserve Full Charitable Deduc-
tion, Senators Say,’’ (Jan. 23, 2014).

6Id.
7National Public Radio, ‘‘Republicans Pipe In About Poverty

and Inequality,’’ Jan. 7, 2014, available at http://www.npr.org
/2014/01/07/260564596/republicans-pipe-in-about-poverty-an
d-inequality (discussing recent proposals by Republicans to
address poverty and inequality).

8CBO, ‘‘Options for Changing the Tax Treatment of Chari-
table Giving,’’ 6 Figure 3 (2011) (chart based on data from the
Center on Philanthropy at Indiana University, Patterns of House-
hold Charitable Giving by Income Group, 2005 (2007)).

9Rob Reich, ‘‘Philanthropy and Its Uneasy Relation to Equal-
ity,’’ in William Damon and Susan Verducci, eds., Taking Philan-
thropy Seriously: Beyond Noble Intentions to Responsible Giving
(2006).

10Eric M. Zolt, ‘‘Tax Deductions for Charitable Contributions:
Domestic Activities, Foreign Activities, or None of the Above,’’
63 Hastings L. J. 361, 374 (2012).

11Dennis J. Ventry Jr., ‘‘The Fake Third Rail of Tax Reform,’’
Tax Notes, Apr. 9, 2012, p. 181.
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donations to those types of charities. They may not
be, but that’s a different question from talking about
harm to the sector in general or harm to the poor
from those proposals.

More ambitiously, we should grant larger tax
benefits to contributions to organizations that pro-
vide basic needs to the poor. You want to help
education? Let’s provide more incentives for dona-
tions to a tutoring program in a low-income area
than we do for donations to your kid’s school
(which you would probably do anyway). To that
end, I propose that donations to organizations that
provide basic services to the poor be treated more
generously for tax purposes than other donations.
Let’s say that you donate $100 to a soup kitchen. If
the deduction remains a deduction, perhaps you are
treated as if you had donated $200 (thus triggering
a government subsidy of $80 instead of $40). If an
AGI floor is implemented, perhaps those contribu-
tions are not subject to the floor. If the deduction is
changed to a credit of, say, 15 percent, maybe you
would receive a 30 percent credit for those types of
donations.

By emphasizing donations to organizations help-
ing the neediest, we’d be putting our money where
our mouths are when it comes to charitable giving.
We routinely use charity for the poor not only as a
justification for continuing the tax status quo but
also to excuse less government aid to the poor. For
example, the bipartisan letter to Baucus argued that
if the deduction were reformed, ‘‘the government
would be required to step in and fund those ser-
vices now being provided through private generos-
ity. Accordingly, preserving the charitable
deduction is also prudent as a matter of broad fiscal
policy.’’12 There are very valid reasons for wanting
charity to do more, and government less, when
helping the poor. Quite often, charities can find
more efficient, more responsive, and more creative
ways of assisting the poor than the government can.
So let’s structure the tax incentives for charitable
giving to reflect these values. Perhaps it’s an area in
which Republicans and Democrats can find com-
mon ground.

Revitalizing the Estate
Tax: 5 Easy Pieces

By Paul L. Caron and James R. Repetti

Introduction

In a previous article,1 we argued that contrary to
the state of the law over 35 years ago — when
George Cooper wrote his seminal article on the
estate tax2 — taxpayers today generally ‘‘can reduce
the value of assets subject to transfer tax in many
instances only if they are willing to assume the risk
that the reduction may be economically real and
reduce the actual value of assets transferred to heirs
or, alternatively, in narrow situations if they are
willing to incur some tax risk.’’3 We showed that the
estate tax helps reduce wealth concentration when

12See supra note 5.

1Paul L. Caron and James R. Repetti, ‘‘The Estate Tax
Non-Gap, Why Repeal a Voluntary Tax?’’ 20 Stan. L. & Pol’y Rev.
153 (2009).

2George Cooper, ‘‘A Voluntary Tax? New Perspectives on
Sophisticated Estate Tax Avoidance,’’ 77 Colum. L. Rev. 161
(1977).

3See Caron and Repetti, supra note 1, at 162.
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In this article, Caron and
Repetti advance five estate and
gift tax reform proposals that
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This article was presented
on January 17 at a symposium
in Malibu, Calif., sponsored by
Pepperdine University School
of Law and Tax Analysts.
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and journalists gathered to discuss the prospects for
tax reform as it is affected by two crises facing
Washington: dangerously misaligned spending and
tax policies, resulting in a crippling $17.4 trillion
national debt; and the IRS’s alleged targeting of
conservative political organizations. A video re-
cording of the symposium is available at http://
new.livestream.com/pepperdinesol/taxreform.
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Exporting FATCA

By Joshua D. Blank and Ruth Mason

A. Introduction

Spurred at least in part by the revenue crunch
precipitated by the financial crisis, the United States
has taken an aggressive stance towards non-
reporting of offshore income and attendant offshore
tax evasion. Our contribution discusses administra-
tive and legal mechanisms, especially the Foreign
Account Tax Compliance Act, that the United States
has deployed to obtain offshore tax information. As
this article reveals, while FATCA has been widely
criticized as unilateral and extraterritorial legisla-
tion, it has also bolstered the offshore tax compli-
ance efforts of governments other than the United
States. For many jurisdictions, FATCA thus offers an

aspirational new global standard for automatic ex-
change of information — one that would supple-
ment, if not replace, information exchange on
request.

B. The Rise of FATCA
Every year, the United States loses at least $100

billion in tax revenue as a result of tax evasion using
offshore bank accounts.1 Offshore evasion strategies
have ranged from diversion of earnings from U.S.
sources into offshore trusts and other entities2 to the
conversion of cash holdings by individuals into
diamonds, which were then smuggled out of the
United States in a tube of toothpaste before being
secreted in Swiss bank vaults.3 Historically, these
evasion strategies have been effective because of
other jurisdictions’ strong bank secrecy rules.4 To
overcome lack of cooperation from other jurisdic-
tions, the United States has undertaken a series of
aggressive tax enforcement approaches, culminat-
ing in the adoption of FATCA in 2010.5

1. Background. Starting in 2001, foreign financial
institutions could enter into qualified intermediary
agreements with the United States.6 FFIs that be-
came QIs agreed to determine the identity of their
clients, but they did not have to report the identities
of non-U.S. clients, including corporations, to the
IRS as long as QIs concluded that the proper
amount of U.S. tax was withheld on U.S.-source
payments to the non-U.S. clients.7

The highly publicized whistleblower case of
Bradley Birkenfeld, a former UBS banker,8 and the
IRS’s related John Doe summonses9 revealed that
UBS encouraged U.S. taxpayers to form foreign
shell corporations that would open offshore ac-
counts at UBS. UBS then took the position that no
withholding was required regarding the payments
to the foreign shells, even though its bankers knew

1Staff of the Homeland Security and Governmental Affairs
Permanent Subcommittee on Investigations, 110th Cong., ‘‘Tax
Haven Banks and U.S. Tax Compliance,’’ at 3 (2008).

2For discussion, see Permanent Subcommittee on Investiga-
tions, 108th Cong., ‘‘Tax Haven Abuses: The Enablers, the Tools
and Secrecy,’’ at 1 (2006).

3See Mark Hosenball and Evan Thomas, ‘‘Cracking the
Vault,’’ Newsweek, Mar. 23, 2009, at 32.

4See, e.g., Bradley J. Bondi, ‘‘Don’t Tread on Me: Has the
United States Government’s Quest for Customer Records From
UBS Sounded the Death Knell for Swiss Bank Secrecy Laws?’’ 30
Nw. J. Int’l L. & Bus. 1 (2010) (describing Swiss bank secrecy
rules).

5See Hiring Incentives to Restore Employment Act, P.L.
111-147, section 501, 124 Stat. 71 (2010).

6See reg. section 1.1441-1.
7Id.
8See ‘‘Year in Review: The 2009 Person of the Year,’’ Tax Notes,

Jan. 4, 2010, p. 7 (describing Birkenfeld’s actions).
9See supra note 1.
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The Foreign Account Tax Compliance Act repre-
sents a powerful response by the United States to
flagrant offshore tax evasion. Although the new
reporting regime has been criticized as unilateral
and extraterritorial, multilateralism and coopera-
tion so far have been the keys to implementing
FATCA. In addition to spurring bilateral intergov-
ernmental agreements to implement FATCA and
copycat legislation in other jurisdictions, for many
countries, the FATCA reporting requirements rep-
resent an aspirational new global standard for
automatic exchange of information — one that
would supplement, if not replace, information ex-
change on request.

This article was presented on January 17 at a
symposium in Malibu, Calif., sponsored by Pepper-
dine University School of Law and Tax Analysts.
Twenty of the nation’s leading tax academics, prac-
titioners, and journalists gathered to discuss the
prospects for tax reform as it is affected by two
crises facing Washington: dangerously misaligned
spending and tax policies, resulting in a crippling
$17.4 trillion national debt; and the IRS’s alleged
targeting of conservative political organizations. A
video recording of the symposium is available at
http://new.livestream.com/pepperdinesol/taxrefo
rm.
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that the beneficial owners were U.S. residents.10

Under a deferred prosecution agreement with the
United States, UBS agreed to pay a fine of $780
million, release (through the Swiss government) the
names of 250 U.S. holders of offshore UBS accounts,
and cease its illegal banking and brokerage activi-
ties in the United States. Under a separate agree-
ment, UBS ultimately agreed to disclose the names
of 4,500 of an estimated 20,000 U.S. holders of
offshore accounts at UBS.

There is little reason to think that abuses of the QI
regime were limited to UBS. The magnitude of
offshore evasion became even more apparent when,
contemporaneously with its actions against UBS
and other financial institutions, the government
announced in 2009 an offshore voluntary compli-
ance initiative, under which nearly 15,000 U.S.
taxpayers disclosed to the IRS that they held funds
in previously unreported offshore accounts.11

2. FATCA. In response to the weaknesses of the QI
regime and the increased attention on the offshore
evasion epidemic following the UBS deferred pros-
ecution agreement, Congress enacted FATCA in
2010.12 Under FATCA, participating FFIs are re-
quired to report the name, address, and other
identifying information for each account holder that
is a U.S. person, the account number and balance,
and any gross dividends, interest, and other income
paid to the account. Participating FFIs must also
obtain various documents from any account hold-
ers that possess indicia of U.S. status. Participating
FFIs are required to withhold 30 percent on some
payments to recalcitrant account holders and other
financial institutions that do not comply with
FATCA.

FATCA’s enforcement mechanism is both potent
and innovative. FFIs refusing to cooperate with the
regime by reporting the required information are
subject to a 30 percent withholding tax on certain
U.S.-source payments, including U.S.-source inter-
est and dividends, and gross proceeds from the sale
of assets that generate U.S. dividends and interest.13

To avoid being subject to this withholding tax, FFIs
must register with the IRS and commit to report
information regarding their U.S. account holders
and non-U.S. account holders that are entities with
substantial U.S. owners.14

3. Criticism. Commentators have characterized
FATCA as ‘‘aggressive,’’15 ‘‘audacious,’’16 ‘‘egre-
gious,’’17 ‘‘draconian,’’18 and ‘‘devastatingly de-
structive.’’19 The principal criticisms have been that
FATCA is not only unilateral,20 but also extraterri-
torial.21 Critics contend that FATCA requires finan-
cial institutions in jurisdictions outside the United
States to act like ‘‘U.S. Treasury watchdogs’’22 and
that it ‘‘strong arms every financial institution in the
world into doing the job of the IRS.’’23 According to
representatives of large financial institutions and
other businesses outside the United States, the
legislation will result in billions of dollars in imple-
mentation costs.24 Some government officials out-
side of the United States assert that despite the
attempt by the United States to enter into intergov-
ernmental agreements, FATCA conflicts with the
local banking and privacy laws of many other
jurisdictions.25 Further, critics contend that the

10See, e.g., UBS Deferred Prosecution Agreement, at 2. See also
id. at Exhibit C, at 4-5.

11See IR-2011-55, at 97-11.
12See Hiring Incentives to Restore Employment Act, P.L.

111-147, section 501, 124 Stat. 71 (2010).
13See sections 1471(a) and 1473(1).
14See section 1471(c).

15Scott D. Michel, ‘‘FATCA: A New Era of Financial Trans-
parency,’’ J. of Acc., Jan. 2013.

16Susan C. Morse, ‘‘Ask for Help, Uncle Sam: The Future of
Global Tax Reporting,’’ 57 Vill. L. Rev. 529, 536 (2012).

17Don Whiteley, ‘‘IRS Wants Canada to Nab U.S. Tax Cheats:
Why We Should Care,’’ The Globe and Mail, Jan. 7, 2013, available
at http://www.theglobeandmail.com/globe-debate/irs-wants-
canada-to-nab-us-tax-cheats-why-we-should-care/article699476
0/#dashboard/follows/.

18Id.
19Andrew F. Quinlan, ‘‘FATCA and US Fiscal Imperialism

Threaten to Sink Global Economy,’’ The Daily Caller, Mar. 19,
2013, available at http://dailycaller.com/2013/03/19/fatca-and-
us-fiscal-imperialism-threaten-to-sink-global-economy/.

20See, e.g., EU Parliament FATCA Hearing, May 28, 2013
(statement of Marie Rosvall, president of the Fiscal Committee,
European Banking Federation), available at http://www.you
tube.com/watch?v=zRoU-JNFhr0, at 22:44 (‘‘How can one
country impose its law on other countries without any consul-
tations or discussions?’’).

21Canadian Finance Minister James M. Flaherty described
FATCA’s ‘‘far-reaching extraterritorial implications’’ that would
‘‘turn Canadian banks into extensions of the IRS.’’ Letter from
Flaherty to The Washington Post, The New York Times, and The
Wall Street Journal (Sept. 16, 2011), available at http://busin
ess.financialpost.com/2011/09/16/read-jim-flahertys-letter-on-
americans-in-canada. See also Arthur J. Cockfield, ‘‘The Limits of
the International Tax Regime as a Commitment Projector,’’ 33
Va. Tax Rev. 59 (2013), at 102-103 (‘‘the unilateral nature of
FATCA arguably subverts traditional multilateral processes’’).
See also Allison Christians, ‘‘Putting the Reign Back in Sover-
eign,’’ 40 Pepp. L. Rev. 1373, 1408 (FATCA ‘‘proposes a turn away
from multilateralism’’).

22Christopher Elias, ‘‘U.S. Foreign Account Tax Compliance
Act Threatens Investment in the U.S.,’’ Reuters, Jan. 25, 2012.

23Quinlan, supra note 19.
24See Kate Burgess, ‘‘U.S. Legislation: Industry Concerned at

Extraterritorial Tax Clampdown Plan,’’ Financial Times, May 8,
2012.

25Patricia Lee, ‘‘U.S. Extra-Territorial Approach to Regula-
tions Could Have Unintended Consequences for Asia-Pacific
Region,’’ Reuters, Sept. 4, 2012.
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United States acts like the ‘‘loan sheriff in town’’26

by demanding information from other jurisdictions
without offering any information in exchange. In
light of this criticism and the legal obstacles of local
bank secrecy rules, several commentators have even
predicted that the FATCA regime will not survive.27

C. From Unilateralism to Multilateralism

While complaints about the unilateralism and
extraterritoriality of FATCA are not without merit,
FATCA has enhanced multilateral cooperation in
combating tax evasion, and it has spawned similar
legislation and treaties in other jurisdictions.

1. Model IGAs. The largest EU countries — France,
Germany, Italy, Spain, and the United Kingdom —
as well as the European Commission worked with
the United States to develop the text of the Model 1
IGA. Along with the Model 2 agreement, these
IGAs seek to both reduce compliance burdens for
FFIs and avoid conflicts between FFIs’ obligations
under FATCA and their client-confidentiality obli-
gations under foreign law. For example, FFIs lo-
cated in Model 1 partner jurisdictions need not
enter into separate FFI agreements with the United
States in order to avoid the withholding tax.28

Importantly, the Model 1 IGA developed with the
G-5 and the commission contemplates reciprocal
automatic exchange of information from U.S. finan-
cial institutions. The United States entered into the
first Model 1 IGA with the United Kingdom, and
several more have followed. The United States is
actively engaged in talks with 70 jurisdictions re-
garding FATCA.29

2. Son of FATCA. Perhaps more remarkable has
been the adoption of FATCA-like legislation or
treaties by other jurisdictions. For example, the
United Kingdom has drafted ‘‘son of FATCA’’ leg-
islation aimed at securing information from its

crown dependencies and overseas territories.30 The
United Kingdom has entered into information shar-
ing agreements with its crown dependencies mod-
eled on the U.K.-U.S. bilateral IGA.31 Notably, to
minimize additional compliance burdens for finan-
cial institutions, the United Kingdom has incorpo-
rated nearly identical reporting requirements as
those required under the U.S. model IGAs, even
going so far as to denominate threshold account
values in U.S. dollars and incorporating by refer-
ence U.S. Treasury regulations.32 An important dif-
ference is that the United Kingdom’s agreements
with its crown dependencies lack the withholding
tax enforcement mechanism of FATCA.

In the same vein, the French ‘‘mini-FATCA’’ aims
at overseas trusts and carries a penalty of the larger
of €10,000 or 5 percent of the corpus for failure to
provide detailed information on the assets of French
residents.33

3. FATCA as new global standard. In addition to
the jurisdictions emulating FATCA, many jurisdic-
tions view FATCA as an opportunity to establish a
global standard for automatic information ex-
change. For example, in discussing its new informa-
tion sharing agreements with its crown
dependencies, the U.K. government stated that:

the U.K. was quick to see the potential . . . to
embed a new international standard in the
exchange of information based around the
FATCA model. This would provide a step
change in the ability of the international com-
munity to tackle tax evasion, while minimiz-
ing costs for governments and business (who
are already investing in the systems and pro-
cesses necessary to comply with the U.S.

26Jeff N. Mukadi, ‘‘FATCA and the Shaping of a New
International Tax Order,’’ Tax Notes Int’l, June 25, 2012, p. 1227.

27See, e.g., Peter J. Spiro, ‘‘The (Dwindling) Rights and
Obligations of Citizenship,’’ 21 Wm. & Mary Bill Rts. J. 899 (2013)
(‘‘It is not clear that the FATCA regime is sustainable’’); Frederic
Behrens, ‘‘Using a Sledgehammer to Crack a Nut: Why FATCA
Will Not Stand,’’ 2013 Wis. L. Rev. 205.

28Other benefits of the Model 1 IGA for FFIs include reduced
due diligence requirements and exemptions from FATCA re-
porting requirements for more kinds of institutions and prod-
ucts.

29Robert Stack, ‘‘Myth vs. FATCA: The Truth About Trea-
sury’s Effort to Combat Offshore Evasion’’ (Sept. 20, 2013),
available at http://www.treasury.gov/connect/blog/Pages/
Myth-vs-FATCA.aspx. Under the Model 2 IGA, the FATCA
partner country will authorize its FFIs to report FATCA-
required information directly to the IRS. The United States has
entered into Model 2 IGAs with Bermuda, Japan, and Switzer-
land.

30John McCann and Angela Nightingale, ‘‘Tax Information
Sharing, the Rise of ‘FATCA-esque’ Agreements,’’ Aima, at 2
(Oct. 24, 2013), available at www.aima.org/en/education/aima
journal/q12013/tax-information-sharing.cfm.

31Isle of Man, Guernsey, and Jersey. See, e.g., statement of
Guernsey’s chief minister describing the Guernsey-U.K. agree-
ment as providing for ‘‘enhanced reporting of tax information
along FATCA principles.’’ States of Guernsey, release (May 14,
2013), available at http://www.gov.gg/article/107574/Chief-
Minister-emphasises-Guernseys-support-for-greater-global-tax-
transparency.

32See, e.g., Agreement Between the Government of the United
Kingdom of Great Britain and Northern Ireland and the Gov-
ernment of Jersey to Improve International Tax Compliance,
Annex I, Art. II (reporting financial institutions may, as an
alternative to the reporting procedures provided in the agree-
ment, apply the reporting procedures described in the ‘‘U.S.
Treasury Regulations’’). Id., at art. 1.1(f), defining U.S. regula-
tions as those ‘‘Relating to Information Reporting by Foreign
Financial Institutions and Withholding on Certain Payments to
Foreign Financial Institutions and Other Foreign Entities.’’ See
also id. (incorporating amendments to the U.S. regulations, to
the extent agreed by the parties).

33McCann and Nightingale, supra note 30, at 2.
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FATCA legislation and the subsequent inter-
governmental agreements to implement it).

The United Kingdom announced that, in addition to
its crown dependencies, it would seek to negotiate
similar automatic information exchange agreements
with other jurisdictions, and that these contemplated
agreements, along with its own IGA with the United
States, ‘‘all form part of a drive to embed a new single
international standard in the automatic exchange of
tax information.’’ Likewise, in May 2013, 16 EU
member states called for a ‘‘new global standard for
automatic exchange of information to tackle tax eva-
sion, based on the U.S. FATCA legislation.’’ Most
importantly, in early 2014, the OECD announced,34

and the G20 approved,35 a new Common Reporting
and Due Diligence Standard for use by countries
wishing to exchange information automatically. The
OECD describes this standard as drawing ‘‘exten-
sively on the intergovernmental approach to
implementing FATCA . . . with a view maximizing
efficiency and reducing cost for financial institu-
tions.’’36

4. Multilateral information exchange. FATCA also
seems to have precipitated or accelerated efforts at
multilateral information exchange. For example, the
G-5 announced that they will exchange information
multilaterally based on the U.S. model IGA.37 Like-
wise, official statements from the EU cast FATCA as
providing ‘‘a unique opportunity to move from a
series of bilateral agreements to a multilateral sys-
tem.’’38 Indeed, unilateral FATCA ultimately may

help improve the leaky EU savings directive.39

Veto-holding EU member states attempting to pre-
serve what was left of banking secrecy in their
jurisdictions have blocked amendments to the di-
rective.40 Members of the EU Parliament, even
when they vehemently oppose FATCA, seem to
agree that FATCA has galvanized the EU into
action. For example, at a public parliamentary hear-
ing on FATCA, European Parliament member So-
phia in ’t Veld (Netherlands) stated, ‘‘The fact that
we’re welcoming the application of third country
law on our territory is only a reflection of the
weakness of the European Union. We only have
ourselves to blame because we were unable to
adopt our own policies.’’41

If FATCA represents a new global standard for
information exchange, that standardization would
mitigate the concern by banking associations that
they are being asked to shoulder an extraordinary
administrative burden concerning only Americans.
If every country adopted a FATCA-like regime, FFIs
would no longer be looking for American needles in
a global haystack. Standardization according to the
FATCA model would mitigate FFIs’ concerns that
they could be subject to a variety of conflicting
reporting requirements imposed by different states.
Likewise, IGAs and attendant legislative changes in
FATCA partner countries resolve conflicts between
FFIs’ obligations under FATCA and their obliga-
tions under local law. In short, multilateralism and
cooperation may be the key to successful imple-
mentation of what has been criticized as unilateral
and extraterritorial U.S. legislation.

D. Unanswered Questions

Even as IGAs solve conflicts between FATCA and
foreign law, IGAs themselves raise domestic legal
questions. For example, Rep. Bill Posey, R.-Fla., sent
a letter last July to Treasury Secretary Jacob Lew
questioning the legal authority under which the
IGAs are negotiated and asking whether Treasury
expects IGAs to be self-executing.42

In addition to legal questions, IGAs raise political
questions. For example, to the extent that the

34OECD, Standard for Automatic Exchange of Financial
Account Information: Common Reporting Standard (undated
document declassified Jan. 17, 2014) at 6, available at http://
www.oecd.org/ctp/exchange-of-tax-information/Automatic-E
xchange-Financial-Account-Information-Common-Reporting-S
tandard.pdf.

35See ‘‘EU Tax Commissioner Welcomes Global Tax Transpar-
ency Standard,’’ Tax Analysts Worldwide Tax Daily (Feb. 23,
2014).

36OECD, Standard for Automatic Exchange, supra note 34, at
3 (describing the aim of the standard as ‘‘to avoid a proliferation
of different standards which would increase costs for both
governments and financial institutions’’).

37HM Treasury, ‘‘Joint Communique on the ‘Model Intergov-
ernmental Agreement to Improve Tax Compliance and Imple-
ment FATCA’’’ (July 26, 2012), available at https://www.gov.uk/
government/news/joint-communique-on-the-model-intergove
rnmental-agreement-to-improve-tax-compliance-and-implemen
t-fatca.

38Statement by Belgium, the Czech Republic, Denmark,
Finland, France, Germany, Ireland, Italy, the Netherlands, Po-
land, Portugal, Romania, Slovakia, Slovenia, Spain, Sweden,
and the United Kingdom on the Pilot Multilateral Automatic
Information Exchange Facility, ECOFIN (May 14, 2013), available
at https://www.gov.uk/government/publications/statement-
on-the-pilot-multilateral-automatic-information-exchange-facili
ty. See also Council of the EU, release, 3238th Council Meeting,

Economic and Financial Affairs, at 12 (May 14, 2013), available at
http://www.consilium.europa.eu/uedocs/cms_data/docs/pre
ssdata/en/ecofin/137122.pdf.

39Council Directive 2003/48, 2003 O.J. (L 157) 38 on taxation
of savings.

40For the requirement of member state unanimity in tax
matters, see Treaty on the Functioning of the European Union,
art. 115.

41See EU parliamentary hearing on FATCA, at 38:57, available
at http://www.youtube.com/watch?v=zRoU-JNFhr0.

42Letter from Posey to Lew, ‘‘Rep. Posey Calls for FATCA
Enforcement Moratorium’’ (July 1, 2013).
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United States negotiates reciprocal Model 1 IGAs,43

implementing legislation presumably would be re-
quired to impose new reporting requirements on
U.S. financial institutions,44 and those new report-
ing requirements likely would face political resis-
tance from affected parties. If domestic financial
institutions do not already possess account owner-
ship information sufficient to determine their re-
porting obligations under reciprocal IGAs, their
compliance burdens will increase (and, presumably,
so will their political resistance to reciprocity).45 To
take just one example, if domestic financial institu-
tions ultimately will be obliged to apply FATCA’s
passthrough rules for payments to entities, domes-
tic financial institutions will face the problem of
accounts held by Delaware limited liability compa-
nies for which they lack beneficial ownership infor-
mation.46

These are really just the tip of the iceberg; FATCA
raises many additional questions. For example, can
the U.S. standard become a worldwide standard, in
light of competing preexisting automatic informa-
tion exchange obligations, such as the EU savings
directive?47 Are the privacy protections afforded to

account holders adequate under FATCA? To what
extent will developing countries benefit from a new
standard of automatic information exchange, par-
ticularly when those countries lack the administra-
tive apparatus to reciprocate information?48

FATCA already represents a substantial commit-
ment of government resources, both by FATCA
partner jurisdictions and by the United States,
which so far has developed and negotiated 19 IGAs
and written hundreds of pages of guidance.49 Af-
fected financial institutions have shouldered heavy
burdens to implement a reporting regime that is
estimated to raise only $8.7 billion over 10 years.50

Moreover, the complexity and novel legal questions
raised by FATCA, which have necessitated ex-
tended effective dates and the phasing-in of its
provisions over a period of six years, raise questions
about the ultimate fate of the legislation. If political
will for FATCA was founded principally on fiscal
stress, will the United States abandon the regime as
the economy improves?

E. Conclusion
Fiscal crisis emboldened the United States to use

access to its capital markets as an enforcement
mechanism for securing information about domes-
tic taxpayers from foreign institutions. And, in turn,
the U.S. passage of FATCA emboldened some of our
trading partners to rally behind a new standard of
automatic information exchange.51 Thus, the initial

43Model Intergovernmental Agreement to Improve Tax Com-
pliance and to Implement FATCA, art. 6, at 13-14 (describing
U.S. commitments to exchange information on a reciprocal basis
with the FATCA partner).

44See Office of Management and Budget, ‘‘Analytical Per-
spectives: Budget of the U.S. Government, Fiscal Year 2014,’’ at
202 (proposing to request that legislation).

45Under current IGAs, the reciprocal reporting obligations of
the United States are limited to information that U.S. financial
institutions already are required to collect concerning non-U.S.
account holders. See ‘‘Model Intergovernmental Agreement to
Improve Tax Compliance and to Implement FATCA,’’ art.
2(2)(b), at 9. But the Model 1 IGA also includes a statement that
the United States will pursue ‘‘equivalent levels of information
exchange.’’ Id. at 1.

Under the heading ‘‘Reduce the Tax Gap and Make Re-
forms,’’ the analytical perspectives for the 2014 budget briefly
describes a budget proposal that would provide the secretary of
the Treasury authority to ‘‘prescribe regulations that would
require reporting of information with respect to nonresident
alien individuals, entities that are not U.S. persons, and certain
U.S. entities held in substantial part by non-U.S. owners,
including information regarding account balances and pay-
ments made with respect to accounts held by such persons and
entities.’’ OMB, supra note 41, at 202. The proposal notes that
reciprocal exchange of information ‘‘similar’’ to that required
from FFIs under FATCA would improve intergovernmental
cooperation on FATCA enforcement. Id.

46See ‘‘OECD Peer Review of the United States,’’ at 38, 87,
available at http://www.oecd-ilibrary.org/docserver/down
load/2313691e.pdf?expires=1386362385&id=id&accname=ocid1
94310&checksum=2AC3F7FC32AA87A46CAFF95E538C05AD
(citing complaints by U.S. information exchange partner states
that beneficial ownership information is not available for LLCs
in several states, including Delaware).

47See, e.g., EU Commission, ‘‘An Action Plan to Strengthen
the Fight Against Tax Fraud and Tax Evasion,’’ COM (2012) 772

final, at 9 (Dec. 6, 2012) (in an effort to avoid proliferation of
diverse reporting requirements, this document urges the OECD
to adopt reporting forms and software developed for imple-
menting the EU savings directive).

48For further discussion, see Itai Grinberg, ‘‘Taxing Capital
Income in Emerging Countries: Will FATCA Open the Door?’’ 5
World Tax J. 325-367 (2013).

49As of January 22, 2014. For a current list of IGAs, see
http://www.treasury.gov/resource-center/tax-policy/treaties/
pages/fatca-archive.aspx.

50See JCT, ‘‘Estimated Revenue Effects of the Revenue Provi-
sions Contained in Senate Amendment 3310, The ‘Hiring Incen-
tives to Restore Employment Act,’ Under Consideration by the
Senate,’’ JCX-5-10 (Feb. 23, 2010).

51The OECD Global Forum peer review process continues to
judge countries’ tax transparency according to the standard of
information exchange on request, but the OECD strongly sup-
ports automatic information exchange. For the OECD’s recent
work on automatic information exchange, see OECD Report for
the G-8 Summit by Lough Erne, ‘‘A Step Change in Tax
Transparency’’ (2013), at 4 (describing a ‘‘step change in inter-
national tax transparency driven by developments around the
globe, including in the United States and Europe, with unprec-
edented political support for automatic exchange of informa-
tion’’). Likewise, the EU Commission, referring to the savings
directive, described the EU as ‘‘the long-time pioneer of auto-
matic exchange of information internationally.’’ EU Commis-
sion, ‘‘Automatic Exchange of Information: Frequently Asked
Questions’’ (June 12, 2013), available at http://europa.eu/rapid/
press-release_MEMO-13-533_en.htm.
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outraged reactions to FATCA among private parties
and government officials seem to be shifting to
acquiescence by the FFIs, and at least some govern-
ment officials view FATCA as an opportunity to
strengthen their own offshore enforcement.

Carried Interest for
The Common Man

By Richard Winchester

In recent years, the public has become increas-
ingly aware of the compensation arrangement
known as carried interest, which permits private
equity fund managers to pay tax at obscenely low
rates on obscenely high earnings for their work.1
The publicity has led Congress to consider no fewer
than eight separate pieces of legislation since 2007
to increase the tax on carried interest.2 Much of the
energy behind this movement seems to be
grounded in a concern that the current tax system
allows the superrich to gain an advantage that is
unavailable to anyone else. However, that is not
entirely accurate. For years, huge numbers of ordi-
nary self-employed people have been able to limit
the tax on their earnings when they conduct their
business through a formal business entity instead of

1E.g., Jenny Anderson and Andrew Ross Sorkin, ‘‘Congress
Weighs End to Private Equity Tax Break,’’ The New York Times,
June 21, 2007.

2For a concise summary of these legislative measures, see
James B. Sowell, ‘‘Carried Interest: Line Drawing and Fairness
(or Lack Thereof),’’ Tax Notes, Nov. 11, 2013, p. 617; Sowell,
‘‘Carried Interest: Line Drawing and Fairness (or Lack Thereof),
Part 2,’’ Tax Notes, Nov. 18, 2013, p. 721; and Sowell, ‘‘Carried
Interest: Line Drawing and Fairness (or Lack Thereof), Part 3,’’
Tax Notes, Nov. 25, 2013, p. 857.

Richard Winchester is an associate professor at
Thomas Jefferson School of Law.

In this article, Winchester explains how the tax
rules permit a self-employed individual to limit the
tax on his earnings. He also assesses the merits of a
proposal to address the situation.

This article was presented on January 17 at a
symposium in Malibu, Calif., sponsored by Pepper-
dine University School of Law and Tax Analysts.
Twenty of the nation’s leading tax academics, prac-
titioners, and journalists gathered to discuss the
prospects for tax reform as it is affected by two
crises facing Washington: dangerously misaligned
spending and tax policies, resulting in a crippling
$17.4 trillion national debt; and the IRS’s alleged
targeting of conservative political organizations. A
video recording of the symposium is available at
http://new.livestream.com/pepperdinesol/taxrefo
rm.

COMMENTARY / VIEWPOINTS

1250 TAX NOTES, March 17, 2014

(C
) T

ax A
nalysts 2014. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



Conclusion
In the years after the publication of Cooper’s

article in 1977, Congress plugged many of the estate
and gift tax loopholes that were exploited by
wealthy taxpayers of that generation. In recent
years, Congress has not attended to new avenues of
estate and gift tax avoidance. Like Jack Nicholson
returning home to his dying father in Five Easy
Pieces, if Cooper returned home to the estate and
gift taxes of 2014, he would find them in need of
major surgery to ensure their survival. These ‘‘five
easy pieces’’ of estate and gift tax reform are offered
here as initial steps to restore the estate and gift
taxes to health.

Addressing International Income
Inequality in a Time of Crisis

By Karen B. Brown

In today’s global marketplace, there is fierce
competition among countries for investment capital
to fuel economic growth. Even among the highly
developed, high-income economies of many of the
OECD member states (including the United States),
political leaders feel pressure to implement or shore
up policies to attract or retain increasingly peripa-
tetic multinational enterprises. Increased invest-
ment by businesses in the form of infrastructure (for
example, bricks-and-mortar locations for produc-
tion), research and development of intellectual
property, organizational and management exper-
tise, etc., is equated with exports of goods and
services, creation of jobs, and technological innova-
tion and dominance. Not surprisingly, tax law has
figured prominently in efforts to provide
investment-friendly locales. Not long ago, to stem

Karen B. Brown is the Donald Phillip Rothschild
Research Professor of Law at George Washington
University, where she teaches federal income, cor-
porate, and international taxation. She would like
to thank Paul L. Caron; the Pepperdine University
School of Law; its dean, Deanell Tacha; the Pepper-
dine Law Review; and Tax Analysts for the opportu-
nity to participate in the symposium ‘‘Tax Reform
in a Time of Crisis.’’ This article is dedicated in
loving memory to her father, Kenneth A. Brown Sr.,
the smartest and most loving man she’s ever met, a
devoted father, and true friend to all in need, who
loved God with all of his heart.

In this article, Brown urges the United States not
to undertake major tax reform without considering
the impact on more vulnerable economies, espe-
cially those in the Caribbean.

This article was presented on January 17 at a
symposium in Malibu, Calif., sponsored by Pepper-
dine University School of Law and Tax Analysts.
Twenty of the nation’s leading tax academics, prac-
titioners, and journalists gathered to discuss the
prospects for tax reform as it is affected by two
crises facing Washington: dangerously misaligned
spending and tax policies, resulting in a crippling
$17.4 trillion national debt; and the IRS’s alleged
targeting of conservative political organizations. A
video recording of the symposium is available at
http://new.livestream.com/pepperdinesol/taxrefo
rm.
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corporate flight (also known as inversions), Con-
gress created a tax amnesty that allowed U.S. com-
panies to repatriate millions of dollars held offshore
in controlled foreign subsidiaries, and to do so at a
reduced rate of 5.25 percent (down from a top rate
of 35 percent). Although Congress also put in place
legislation designed to increase the tax costs of
future expatriations, some members at the same
time urged lowering the top corporate tax rates to
allow U.S.-based companies to compete on the
same footing as those in lower-tax jurisdictions.
Other high-income countries, such as Canada and
Japan, have lowered their corporate tax rates to well
below the top U.S. rate. Some, such as the United
Kingdom, have worked to mitigate tax laws that
have caused its companies to move to friendlier
(from legal and tax standpoints) locales. In the
United States — the last country that taxes on a
worldwide basis — tax reformers have announced a
willingness to consider, as a part of overall tax
reform, a shift to a territorial regime that would
exempt many types of foreign-source income from
taxation. That change would be part of an effort to
increase the competitiveness of U.S.-based corpora-
tions.

The move from an efficiency-based paradigm
(capital export neutrality) to one focused on com-
petitiveness could be predicted after the OECD
issued its 1998 harmful tax competition report in
which it did not target the practice of any country
that collects significant revenues from tax imposed
on income but imposes a generally applicable effec-
tive tax rate that is lower than another country (for
example, Ireland, which announced the move to a
competitive 12.5 percent rate at that time).1 An
intervening economic crisis and the increased drive
of multinational firms to improve the bottom line
by reducing costs of production, including tax costs,
have placed considerable pressure on the govern-
ments of even relatively high-income countries to
find sufficient revenue to maintain an infrastructure
that supports the social welfare and other needs of
their constituents.

The price of the ensuing rate competition for
investment and business has led to base erosion, as
corporations employ sophisticated strategies to ex-
ploit the gaps between the laws of the multiple
countries to achieve self-help tax minimization.2

Although the United States has been one of the last
holdouts in those ‘‘rate wars,’’ maintaining its top
statutory corporate tax rate of 35 percent, there are
numerous tax reform proposals to couple reduction
of that top rate with overhaul of the international
tax system. This article urges that the United States
not undertake major tax reform without consider-
ing the impact on more vulnerable economies.
Although many regions merit attention, the article
focuses on the member nations of the Caribbean
community. That community remains fragile after
the 2008 world economic crisis. Its proximity to the
United States, a location of strategic importance,
and a strong tradition of trade accords in the form
of the Caribbean Basin Initiative (put in place under
President Reagan and strengthened under subse-
quent administrations) make it an ideal economic
development partner.

The call for an overhaul of the U.S. tax system
with a view toward facilitating a path for invest-
ment in the Caribbean region revives a long-
standing question whether tax laws should be used
to provide incentives for investment. That is espe-
cially true for the United States. It purportedly has
crafted its regime to remove tax rates from the
equation multinationals use to determine where
investment will be located. Departing from the
economists’ dream scenario — a tax code that
promotes production at the most efficient levels —
to pursue any other goal may invite controversy.
However, it is clear that Congress has already
veered onto that road. With the many exceptions to
the capital export neutrality paradigm, the system
provides incentives to invest in low-tax jurisdic-
tions, like Ireland and the Netherlands, through
convoluted corporate structures such as ‘‘Double
Dutch Sandwiches’’ and the like. Attracted by in-
frastructure in place, sophisticated legal systems,
and other benefits of a highly structured and stable
society, multinationals relocate to more highly de-
veloped countries that offer the additional advan-
tage of a lower-than-U.S. tax rate. That leaves little
room for developing countries, such as those in the
Caribbean, to construct successful strategies for
attracting U.S. investment dollars. A desire to rectify

1OECD, ‘‘Harmful Tax Competition: An Emerging Global
Issue,’’ at 20 (1998) (‘‘it is not intended to explicitly or implicitly
suggest that there is some general minimum effective rate of tax
to be imposed on income below which a country would be
considered to be engaging in harmful tax competition’’).

2See, e.g., OECD, ‘‘Addressing Base Erosion and Profit Shift-
ing’’ (2013). Base erosion occurs when multinationals do any of
the following: use mismatches in the international treatment of

hybrid entities to lower or eliminate tax, use antiquated treaty
rules to avoid tax on profits, strip out earnings through use of
related-party debt financing, and or artificially shift profits from
intangibles to lower-tax jurisdictions. A July 2013 base erosion
and profit-shifting action plan offers recommendations or ac-
tions to address the issues systematically, ranging from estab-
lishing international coherence in corporate income taxation, to
preventing treaty abuse and assuring transparency and coop-
eration among tax jurisdictions.
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global inequality may impel a hard look at the role
of tax policies in discouraging real investment in the
Caribbean.

The time has come for the higher-income nations
to consider the ways in which their internal tax laws
disable revenue-raising capacity in the developed
world. If high-income nations are reluctant to em-
brace the idea that tax laws may have a role in
disrupting social injustice, they must at a minimum
acknowledge the part those laws play in contribut-
ing to income inequality in poorer nations, which
the tax neutrality principles many countries have
adopted to promote worldwide efficiency or wel-
fare have done nothing to ameliorate.3 In the case of
the United States, the international tax regime pro-
vides for deferral of tax on offshore earnings of
wholly owned foreign subsidiaries, features lax
transfer pricing and ineffective cost allocation rules,
and allows cross-crediting of foreign taxes to enable
inappropriate reduction of domestic-source income,
all of which provide a disincentive to invest in
developing countries. Instead of being an impetus
for investment in the developing world, those rules
have encouraged resort to low- or no-tax jurisdic-
tions in the developed world.

The call to the United States and other high-
income nations to use their tax regimes to facilitate
investment in developing countries, however, is
met with a familiar objection: The tax laws are
neutral and should not be used to target investment
activity. An additional response relates to the fear
that tax breaks fashioned to encourage investment
in the developing world will lead to a ‘‘race to the
bottom,’’ as countries compete to lower rates. Con-
sidering the serious need of many developing re-
gions, studies of ways in which to provide
investment incentives and protect the integrity of
the host nation are much needed, because alterna-
tives — such as direct aid from the developed to the
developing world — have failed to reach minimal
goals established in the U.N.’s 2012 Millennium
Development Goals.

United States and the Caribbean
The Caribbean is the 19th largest market for U.S.

exports.4 For 2011-2012, the region accounted for 1.4
percent of total U.S. exports. The total value of U.S.

exports to Caribbean countries was $19 billion in
2012, an increase of $311.5 million from the previous
year and an increase of $1.2 billion since 2010.5 In
2010 the value of U.S. exports to the Caribbean grew
27.6 percent (exceeding the growth rate for total
global exports, which was only 19.8 percent).6

In 2012, regarding all countries in the Caribbean
region other than Aruba, Guyana, and Trinidad and
Tobago, the United States had a trade surplus.7
High value exports, like oil, methanol, and valuable
natural minerals, from these three nations account
for the excess value of imports to the United States
over exports from the United States.8

Special tax rules apply to the costs of attending
business meetings or conventions in a country
eligible for Caribbean Basin beneficiary status in
order to encourage convention business in the re-
gion. The more stringent requirements applied to
foreign convention expenses for attendance outside
the region do not apply.9

Other programs supporting the region provide
trade preferences, including duty-free treatment for
some goods exported from the area. Those prefer-
ences were enhanced beginning in 2000 through
new initiatives under the Clinton, Bush, and Obama
administrations.10 Additional preferences have
been extended to Haiti in the aftermath of the
earthquake for some types of apparel and other
products.11

There has been a downward trend in aid to the
region. Amounts budgeted by the Obama adminis-
tration for humanitarian aid and economic devel-
opment have dropped in recent years by more than
20 percent.

Reform Proposals
Recent reform proposals calling for a shift from

worldwide taxation to territoriality would not re-
move the incentive to take advantage of the attrac-
tive tax minimizing structures that accompany
establishment of subsidiaries and other forms of

3A similar complaint has been registered regarding the
impact of environmental regulatory failure on the developing
world. See, e.g., Steven Lee Myers and Nicholas Kulish, ‘‘Grow-
ing Clamor About Inequities of Climate Crisis,’’ The New York
Times, Nov. 17, 2013, at A1 (noting that, after devastating natural
disasters, developing nations are demanding compensation
from developed nations responsible for degradation of the
environment by production and consumption practices).

4This article focuses on the beneficiary nations of the Carib-
bean Basin Initiative: Aruba, the Bahamas, Barbados, Belize, the

British Virgin Islands, the Organization of Eastern Caribbean
States, Guyana, Haiti, Jamaica, and Trinidad and Tobago.

5Office of the U.S. Trade Representative, ‘‘Tenth Report to
Congress on the Operation of the Caribbean Basin Economic
Recovery Act,’’ iii-iv, 14 (Dec. 31, 2013) (hereafter ‘‘10th Re-
port’’).

6Office of the U.S. Trade Representative, ‘‘Ninth Report to
Congress on the Operation of the Caribbean Basin Economic
Recovery Act,’’ 13 (Dec. 31, 2011).

7For those three nations, high-value exports like oil, metha-
nol, and valuable natural minerals account for the excess value
of imports to the United States. 10th Report, supra note 5, at
21-63.

810th Report, supra note 5, at 21-63.
9See section 274(h)(1).
1010th Report, supra note 5, at 3-10.
11Id. at 4-6.

COMMENTARY / VIEWPOINTS

(Footnote continued in next column.)

TAX NOTES, March 17, 2014 1243

(C
) T

ax A
nalysts 2014. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



investment in low-tax regimes in the developed
world. One of the most prominent of the territori-
ality plans, that of House Ways and Means Com-
mittee Chair Dave Camp, R-Mich., is worthy of
examination.12

A snapshot of the Camp proposal is that it would
move to a territorial tax regime for foreign-source
income other than passive income. Dividends paid
to a U.S. parent of an offshore controlled subsidiary
would be eligible for a 95 percent dividends re-
ceived deduction. Combined with a proposed re-
duction in the top statutory corporate tax to 25
percent, that would result in a tax rate of 1.25
percent (a 25 percent tax on 5 percent of the
repatriated dividends). The plan is much like the
so-called tax amnesty in the temporary section 965,
described above, which offered an 85 percent de-
duction for dividends paid by a controlled foreign
corporation to the U.S. parent under circumstances
calling for reinvestment of the repatriated funds.
Economic analysis of the effects of the 2004 repa-
triation holiday found no effect on domestic invest-
ment and a decrease in U.S. jobs, although billions
of dollars were brought back to the United States.13

A territoriality regime of the type proposed by
Camp adds an additional injury because it rewards
investment through foreign subsidiaries in low-tax
developed countries with a low rate on repatriated
funds, without according any compensation to de-
veloping countries for impairment to their revenue-
raising strategies. At a minimum, dedication of a
portion of that revenue from repatriated earnings to
assist developing countries in crafting sound and
competitive regimes should be discussed. Reform
that provides no benefit (and possible detriment) to
the U.S. economy cannot be worthwhile. When
reform that is harmful to the United States also fails
to consider the interests of a strategic trading part-
ner in a region of economic need, it should be
reevaluated.

Other proposals aim to strengthen the U.S. re-
gime by tightening deferral rules and simplifying
the foreign tax credit, such as those circulated by
former Sen. Max Baucus in the fall of 2013. While
they may expand the reach of U.S. tax, the propos-
als place developing nations in the position of
employing only unilateral strategies to attract in-
vestment, when multilateral approaches developed
in partnership with the United States and other
higher-income nations may be more effective. Be-

cause of that weakness, the United States should
consider proposals involving a complete restructure
of the U.S. international tax regime. Worldwide
formulary apportionment, of the variety advanced
by professor Reuven S. Avi-Yonah and others, holds
particular promise to accord a role to the develop-
ing nation in fashioning its own system.

A version of formulary apportionment described
by Avi-Yonah resembles the residual profit-split
transfer pricing method and would require coop-
eration by the major tax authorities of the world.14

Under that plan, worldwide expenses would be
subtracted from worldwide income and a portion of
that net income allocated pro rata to all jurisdictions
in which the multinational incurred expenses. The
residual profit remaining would be allocated on the
basis of destination of sales into the jurisdiction.

Possible pitfalls include the need for virtual
worldwide collaboration among taxing authorities
and pressure to devise allocation of expense and
destination of sales rules that resist easy manipula-
tion by taxpayers. However, the proposal is worthy
of further exploration because it might allow devel-
oping nations to act in tandem with the higher-
income nations to secure a tax base.

12Camp, ‘‘Technical Explanation of the Ways and Means
Discussion Draft Provisions to Establish a Participation Exemp-
tion System for the Taxation of Foreign Income’’ (Oct. 26, 2011).

13Martin A. Sullivan, ‘‘Repatriation Holiday Would Destroy
American Jobs,’’ Tax Notes, Nov. 15, 2010, p. 759.

14Avi-Yonah, Kimberly A. Clausing, and Michael C. Durst,
‘‘Allocating Business Profits for Tax Purposes: A Proposal to
Adopt a Formulary Profit Split,’’ 9 Fla. Tax Rev. 497 (2009).
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outraged reactions to FATCA among private parties
and government officials seem to be shifting to
acquiescence by the FFIs, and at least some govern-
ment officials view FATCA as an opportunity to
strengthen their own offshore enforcement.

Carried Interest for
The Common Man

By Richard Winchester

In recent years, the public has become increas-
ingly aware of the compensation arrangement
known as carried interest, which permits private
equity fund managers to pay tax at obscenely low
rates on obscenely high earnings for their work.1
The publicity has led Congress to consider no fewer
than eight separate pieces of legislation since 2007
to increase the tax on carried interest.2 Much of the
energy behind this movement seems to be
grounded in a concern that the current tax system
allows the superrich to gain an advantage that is
unavailable to anyone else. However, that is not
entirely accurate. For years, huge numbers of ordi-
nary self-employed people have been able to limit
the tax on their earnings when they conduct their
business through a formal business entity instead of

1E.g., Jenny Anderson and Andrew Ross Sorkin, ‘‘Congress
Weighs End to Private Equity Tax Break,’’ The New York Times,
June 21, 2007.

2For a concise summary of these legislative measures, see
James B. Sowell, ‘‘Carried Interest: Line Drawing and Fairness
(or Lack Thereof),’’ Tax Notes, Nov. 11, 2013, p. 617; Sowell,
‘‘Carried Interest: Line Drawing and Fairness (or Lack Thereof),
Part 2,’’ Tax Notes, Nov. 18, 2013, p. 721; and Sowell, ‘‘Carried
Interest: Line Drawing and Fairness (or Lack Thereof), Part 3,’’
Tax Notes, Nov. 25, 2013, p. 857.

Richard Winchester is an associate professor at
Thomas Jefferson School of Law.

In this article, Winchester explains how the tax
rules permit a self-employed individual to limit the
tax on his earnings. He also assesses the merits of a
proposal to address the situation.

This article was presented on January 17 at a
symposium in Malibu, Calif., sponsored by Pepper-
dine University School of Law and Tax Analysts.
Twenty of the nation’s leading tax academics, prac-
titioners, and journalists gathered to discuss the
prospects for tax reform as it is affected by two
crises facing Washington: dangerously misaligned
spending and tax policies, resulting in a crippling
$17.4 trillion national debt; and the IRS’s alleged
targeting of conservative political organizations. A
video recording of the symposium is available at
http://new.livestream.com/pepperdinesol/taxrefo
rm.
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as sole proprietors. These business structures pro-
duce the same objectionable results as a carried
interest arrangement.3 They just happen to be used
by the common man.

This article will explain how the tax rules permit
a self-employed individual to limit the tax on his
earnings. It will also assess the merits of a pending
proposal to address the inequities.

A. Taxation of the Self-Employed Individual
There are several legal forms through which a

self-employed individual can conduct a business.
These include the sole proprietorship, various
forms of the partnership, the limited liability com-
pany, and the corporation. The individual’s total tax
obligation in each case will vary in part by the way
the business is classified for tax purposes. Each state
law business form has a default tax classification.
However, in almost all instances, the business can
opt out of its default tax classification. The follow-
ing section describes the options that are available
for each state law business form.

1. Business forms and tax classifications. Any
individual who does not conduct his business
through a formal business entity is a sole proprietor
under state law. A sole proprietorship is disre-
garded as a separate business entity for federal
income tax purposes, and the activities of the busi-
ness are reflected on the owner’s individual income
tax return.4

If an individual (or group of individuals) incor-
porates a business under a state statute, the busi-
ness is classified as a C corporation for tax purposes
by default.5 As a separate and distinct taxpaying
entity, the company will pay the corporate tax on its
profits, while the owners (the shareholders) will
pay tax on any after-tax earnings that they receive
as a dividend.6 However, if the business satisfies
specific eligibility requirements, it can elect to be an
S corporation.7 In that case, the company would be
treated as an extension of its owners and would pay
no tax on its profits.8 Instead, the shareholders
would be taxed on their share of those profits,
whether they receive any or not.9

If a single individual conducts the business
through an LLC, the company will be disregarded
by default, causing the structure to be treated as a
mere extension of its owner, like a sole proprietor-
ship.10 However, the company can elect to be clas-
sified as a C corporation, causing the company and
the owner to be treated as separate and distinct
taxpaying units and triggering the two layers of tax
on business profits.11 Moreover, the business has the
additional option to be classified as an S corpora-
tion for tax purposes, assuming it meets the eligi-
bility requirements.12

If two or more individuals form an LLC to
conduct the business, the company is treated as a
partnership by default.13 Like an S corporation, a
partnership is not subject to tax on its business
profits. Instead, each partner is taxed on his share of
the profits, whether paid out or not.14 However, the
business can elect to be treated as a C corporation
for tax purposes.15 It also has the option to be
treated an S corporation, assuming it meets the
eligibility requirements.16

If two or more individuals conduct a business
without forming a corporation or an LLC, they will
constitute a partnership under state law.17 That
entity constitutes a partnership for tax purposes.18

However, the business can elect to be treated as a C
corporation.19 It also has the option to be treated as
an S corporation, assuming it is eligible to do so.

Because the tax rules apply in different ways to
each tax classification of a business entity, the
freedom to opt out of a default tax classification
gives the self-employed individual the power to
manage and control his tax exposure in ways that a
sole proprietor (and any individual who works for
someone else) cannot. The next sections describe
the full range of taxes that can apply to the income
of a self-employed individual under the various
business structures available to him.
2. Potential federal taxes on the self-employed.
The specific federal income taxes that would apply
to the earnings of a self-employed person will
depend on the tax classification of the business and
a variety of other factors. The following sections

3This is not to suggest that they use the same technique for
achieving tax savings. See Chris Sanchirico, ‘‘Taxing Carry: The
Problematic Analogy to ‘Sweat Equity,’’’ Tax Notes, Oct. 15, 2007,
p. 239 (discussing the critical distinctions between a private
equity manager who works for others and an entrepreneur who
works for himself).

4Section 61(a)(2).
5Reg. section 301.7701-2(b)(1).
6Sections 11 and 61(a)(7).
7Sections 1362(a)(1) and 1363(a).
8Section 1363(a).
9Section 1366.

10Reg. section 301.7701-3(b)(1)(ii).
11Reg. section 301.7701-3(a).
12The regulations permit an S election to take effect even

when an LLC does not make a separate election to be treated as
a corporation first. Reg. section 301.7701-3(c)(1)(v)(C).

13Reg. section 301.7701-3(b)(1)(i).
14Section 701.
15Reg. section 301.7701-3(a).
16See supra note 12.
17Revised Uniform Partnership Act, section 202(a) (1997).
18Reg. section 301.7701-3(b)(1)(i).
19Reg. section 301.7701-3(a).
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describe the pertinent features of the various tax
rules that might come into play.

a. Personal income tax. The personal income tax
is imposed under a schedule of seven marginal
rates: 10, 15, 25, 28, 33, 35, and 39.6 percent.20 The
amount of income subject to each marginal rate
depends on the individual’s filing status. The items
that are subject to tax include earnings from work
and earnings from a business. The latter category
includes amounts earned as a sole proprietor and
business earnings allocated to the individual by a
partnership or S corporation. In computing busi-
ness income, an individual is allowed to deduct half
of any self-employment taxes he has to pay.21 In
most cases, corporate dividends are taxed at rates
that do not exceed 20 percent.22

b. Corporate income tax. The corporate income
tax is imposed under a schedule of four marginal
rates: 15, 25, 34, and 35 percent.23 It is imposed on
the income derived by any business classified as a C
corporation for federal tax purposes. The base of the
tax includes all income derived by the business
except specific items of exempt income. Deductible
expenses will reduce the company’s taxable income.
Deductible expenses include reasonable compensa-
tion paid to employees and any employment tax
that the company has to pay.24

c. Medicare surtax on unearned income. Starting
in 2013, a self-employed individual is subject to a
new Medicare surtax on unearned income. The tax
applies only when the individual’s modified ad-
justed gross income exceeds a specified threshold.
For a married couple filing a joint return, the
threshold is $250,000; for an unmarried individual,
it is $200,000.25 When the tax applies, it is based on
the lower of two amounts. The first is the taxpayer’s
net investment income for the year; the second is
the portion of the taxpayer’s modified AGI that
exceeds the statutory threshold.26 The term ‘‘net
investment income’’ includes corporate divi-
dends.27 It also includes the taxpayer’s allocation of
business income from a partnership or S corpora-
tion in those cases in which the taxpayer did not

materially participate in the business.28 The term
does not include any income that is subject to an
employment tax.29 As described below, those taxes
include a component that substitutes for the Medi-
care surtax on unearned income.

d. FICA taxes. The tax imposed by the Federal
Insurance Contribution Act (FICA) has two compo-
nents. The first is the Old Age, Survivors, and
Disability Insurance component. It is a 12.4 percent
levy on amounts that constitute wages from em-
ployment.30 Half of the tax is deducted from the
employee’s compensation, while the employer pays
the other half.31 Earmarked to finance Social Secu-
rity benefits, this component of the FICA tax does
not apply to earnings above a so-called contribution
and benefit base.32 That base is adjusted each year
and is set at $117,000 for 2014.33

The second component of the FICA tax is the
hospital insurance component. It is a 2.9 percent
levy on an individual’s wages from employment.34

As with the OASDI component, half of this tax is
deducted from the employee’s compensation, while
the employer pays the other half. Earmarked to
finance the Medicare program, this tax applies to all
wages from employment; there is no earnings limit.
Also, effective after 2012, married couples who
receive wages exceeding $250,000 and unmarried
individuals who receive wages exceeding $200,000
must pay a 0.9 percent Medicare surtax on earned
income above those respective thresholds, resulting
in a total tax of 3.8 percent on those amounts.35 This
surtax is a substitute for the Medicare surtax im-
posed on unearned income.

A self-employed individual is subject to FICA
taxes when he receives wages or other cash com-
pensation from a business conducted through either
a C corporation or an S corporation. In both cases,
only the payments made to the owner as compen-
sation will be subject to the FICA tax. This will be
true even if other amounts derived by the business
for the employee-shareholder represent earnings
from his labor.

e. Self-employment taxes. The Self-Employment
Tax Act (SECA) operates as the FICA counterpart

20Section 1(a)-(d) and 1(i)(3).
21Section 164(f).
22Section 1(h). However, if the recipient has not held the

stock for at least 61 days, the dividend is taxed no differently
than the other items of ordinary income.

23Section 11(b). The statute imposes an additional surtax that
can cause the marginal rate to rise as high as 39 percent at some
income levels. Id. (flush language).

24Section 162(a).
25Section 1411(b).
26Section 1411(a)(1).
27Section 1411(c)(1)(A)(i).

28Section 1411(c)(1)(A)(ii) and (c)(2)(A). Special rules apply
for a business engaged in trading financial instruments. Section
1411(c)(2)(B).

29Section 1411(c)(6) (expressly excluding income that is sub-
ject to the Self-Employment Tax Act (SECA)); section 1402(b)(1)
(excluding from the SECA tax base any income subject to FICA).

30Sections 3101(a) and 3111(a).
31Sections 3102(a) and 3111(a).
32Section 3121(a)(1).
33Social Security Administration release on benefit increase

for 2014 (Oct. 30, 2013).
34Sections 3101(b)(1) and 3111(b)(6).
35Section 3101(b)(2).
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for a self-employed individual who conducts a
business as a sole proprietor or through a business
entity that is classified as a partnership for tax
purposes. Like the FICA tax, the SECA tax has two
components. The first is a 12.4 percent tax ear-
marked to finance Social Security benefits. The
second component is a 2.9 percent hospital insur-
ance tax earmarked to fund Medicare.36 As of 2013,
married couples with more than $250,000 in self-
employment income and individuals with more
than $200,000 in self-employment income have had
to pay an additional 0.9 percent Medicare surtax on
their self-employment income above those thresh-
olds.37 This surtax substitutes for the Medicare
surtax on unearned income.

The components of the SECA tax apply to an
individual’s ‘‘income from self-employment,’’ a
term that excludes any amounts derived by an
individual through a C corporation or an S corpo-
ration, including wages, dividends, and an indi-
vidual’s pro rata share of S corporation earnings.38

For the OASDI component of the tax, the tax base is
limited to the same earnings and benefit base that
applies for FICA purposes.39 Moreover, the SECA
and FICA statutes are designed so that the OASDI
component of the taxes will never apply to more
than the contribution and benefit base in effect for
any year.40 The Medicare surtax under FICA and
SECA is also coordinated to operate seamlessly.41

Importantly, the SECA tax base does not include
the distributive share of partnership income for
someone who is a limited partner.42 That individual
is subject to SECA tax only on the guaranteed
payments he receives for performing services for
the partnership.43 The statute does not define the
term ‘‘limited partner.’’ When Congress adopted
the exclusion in 1977, the term referred to individu-
als who, under state law, could not take an active
role in the business if they wished to preserve their
limited liability.44 Thus, the term was a suitable
proxy for a passive investor. Over time, however,
limited partners have been allowed to actively

participate in the business.45 Further, the LLC,
which did not exist before 1997 and is treated as a
partnership for tax purposes, does not use the term
‘‘limited partner’’ to identify any of its members.
Moreover, all members of an LLC can both actively
participate in the business and enjoy the benefits of
limited liability.

Recognizing the need to clarify the meaning of
the term ‘‘limited partner,’’ Treasury proposed regu-
lations in 1997 that used a functional test to measure
an individual’s participation in the business. Under
those regulations, an individual is presumed to be a
limited partner unless he (1) has unlimited personal
liability for partnership debts, (2) has authority to
contract for the partnership, or (3) participated in
the partnership’s business for more than 500 hours
during the year.46 However, the regulations would
deny the limited partner exclusion to any partner in
some service partnerships.47 Treasury never final-
ized those regulations because Congress stepped in
and imposed a one-year moratorium on the rule-
making process for them.48

Even though the moratorium is no longer in
place, Treasury has done nothing to restart the
rulemaking process, and the status of the proposed
regulations remains far from clear. On one hand, a
nonbinding resolution passed in conjunction with
the moratorium expresses the view that the agency
‘‘exceeded its regulatory authority’’ and that only
Congress ‘‘should determine the tax law governing
self-employment income for limited partners.’’49

Yet, some experts refer to the proposed regulations
as the ‘‘most definitive guidance available.’’50 In-
deed, the IRS itself treats any proposed regulations
as substantial authority that can be relied on to
avoid accuracy-related penalties.51 Whatever value
the regulations may have had was cast in doubt in
2013 when the Tax Court had to determine the
scope of the limited partner exclusion. The court
found that it had to interpret the term ‘‘limited

36Section 1401(b).
37Section 1401(b)(2)(A).
38Section 1401(a) and (b).
39See Social Security Administration release, supra note 33.
40By operating in this way, the rules ensure that anyone

whose income includes both wages from employment and
income from self-employment will never be at a disadvantage to
someone who does not have income from both sources.

41Section 1401(b)(2)(B).
42Section 1402(a)(13).
43Id.
44See Revised Uniform Limited Partnership Act, section 303

(1976).

45Uniform Limited Partnership Act, section 303 (2001) (ad-
opted in 18 states). The creation of the limited liability partner-
ship and the limited liability limited partnership similarly
permit someone to actively participate in a business without
jeopardizing limited liability protection. See Laura E. Erdman,
‘‘Reinterpreting the Limited Partner Exclusion to Maximize
Labor Income in the Self-Employment Tax Base,’’ 70 Wash. & Lee
L. Rev. 2389, 2417-2418 (2013).

46Prop. reg. section 1.1402(a)-2(h)(2). These regulations fol-
lowed an earlier unsuccessful attempt to write regulations. See
prop. reg. section 1.1402(a)-18, 59 F.R. 67253 (Dec. 29, 1994).

47Prop. reg. section 1.1402(a)-2(h)(6).
48See Taxpayer Relief Act of 1997, section 935.
49143 Cong. Rec. S6693-S6696 (June 27, 1997).
50Timothy R. Koski, ‘‘Self-Employment Tax and Limited

Liability Companies: When Are LLC Earnings Subject to Self-
Employment Tax?’’ Taxes, at 33 (Sept. 2005).

51Reg. section 1.6662-4(d)(3)(iii).
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partner’’ because the IRS never finalized any regu-
lations defining the scope of the term. Moreover,
instead of relying on state law labels, the court’s
analysis took into account the partner’s level of
participation in the business.52 There is simply no
clear way to determine whether an individual
qualifies as a limited partner for SECA purposes.

f. Unemployment tax. The Federal Unemploy-
ment Tax Act (FUTA) requires an employer to pay a
6 percent excise tax on up to $7,000 of wages paid
during the year to any employee.53 The term ‘‘em-
ployee’’ refers to the same individuals who are
subject to the FICA tax.54 Further, the amounts
subject to the FUTA tax (that is, the employee’s
wages) are identical to the amounts subject to the
FICA tax.55 In other words, the FUTA tax applies to
amounts received by an individual as wages from a
C corporation or an S corporation. As with FICA,
the individual’s share of any other profits of the
business will not be subject to the FUTA tax even if
those amounts could be considered the product of
the employee-owner’s labor.

B. A Carried Interest by Another Name
If a self-employed individual conducts his busi-

ness as a sole proprietor, he will be subject to the
personal income tax on all the earnings from the
business, other than some items of passive income.
Also, he will be subject to all components of the
SECA tax, including the Medicare surtax in the
event his income exceeds the statutory threshold.
There is no way a sole proprietor can limit or
control that liability. Using this as a baseline, the
following sections describe how a self-employed
individual can limit his tax liability when he oper-
ates through a business entity. Exhibit I summarizes
this analysis in tabular form.
1. C corporations. The results for a C corporation
depend on whether the individual chooses to with-
draw any earnings from the business and, if so,
whether the payment takes the form of a dividend
or wages.

If the business pays its earnings out in the form
of wages, the tax picture is not very appealing. As
an initial matter, there would be no corporate
income tax because the salary expense would offset
the company’s income, leaving nothing to be taxed.
However, the earnings would be subject to taxes

that could exceed those that would apply to a sole
proprietor. There would be the personal income tax
and the FICA tax that would substitute for the sole
proprietor’s SECA tax. The FUTA tax would also be
in play.

It is possible to access the earnings at a low tax
cost in some cases if the corporation pays them out
as a dividend. That would eliminate the FICA tax
and any potential FUTA tax. However, the earnings
would be subject to the corporate income tax and
the tax on dividends at rates up to 20 percent. The
Medicare surtax would still be an issue for indi-
viduals whose incomes exceed the statutory thresh-
old. The corporation’s tax bracket and the
individual’s tax bracket will determine the extent to
which this technique produces any tax savings.

Significant tax savings could also be achieved if
the corporation simply retains all the earnings and
pays nothing to the employee-owner. In that in-
stance, the business’s earnings will be subject solely
to the corporate income tax at rates ranging from 15
to 39 percent. None of the other taxes described
above would apply. This could offer the greatest
savings in cases in which the corporation is in a low
tax bracket and the individual is in a high tax
bracket. But the employee-owner would not have
access to the earnings.

The two techniques for minimizing tax (retaining
earnings and substituting dividends for wages)
produce the greatest tax savings when the corpora-
tion is in a low tax bracket and the individual is in
a high tax bracket. There is compelling evidence
that almost all corporations are in the lowest corpo-
rate tax bracket (15 percent) and that almost all
closely held corporations are owned by high-
income individuals.

A corporation is taxed at 15 percent when its
taxable income does not exceed $50,000.56 There are
no definitive statistics on the prevalence of corpo-
rations with net incomes at or below that level.
However, the number appears to be quite high
based on the available evidence. The IRS conducts
an annual survey of corporate income, which clas-
sifies a corporation by the size of its assets. Accord-
ing to data from the latest survey, most C
corporations have both low assets and low incomes.
Sixty percent of active corporations (other than S
corporations) had no more than $500,000 in total
assets and had an average net income just under
$19,000.57 An additional 10 percent of active corpo-
rations had assets between $500,000 and $1 million

52Renkemeyer, Campbell & Weaver LLP v. Commissioner, 136
T.C. 137 (2011).

53Sections 3301 and 3306(b)(1).
54Section 3306(i).
55Rev. Rul. 73-361, 1973-2 C.B. 331. Both FICA and FUTA

generally define wages to be ‘‘all remuneration for employ-
ment.’’ See sections 3121(a) and 3306(b) (defining the term
‘‘wages’’).

56Section 11(b)(1)(A).
57IRS Publication 16, Statistics of Income, 2010 — Corporation

Income Tax Returns, Table 13, at 123.
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and average net income of just under $55,600.58

That amount is just $5,600 over the threshold at
which all of a corporation’s income is taxed at 15
percent. Clearly, it would be more desirable to
know what the median income is, not the average.
However, even if you discount the figures to ac-
count for this, you are still left with an enormous
number of corporations that represent real oppor-
tunities for tax avoidance. The incentive to use tax
minimization techniques is greatest when a low-
income corporation is owned by someone in a high

tax bracket. There is no definitive evidence showing
how frequently high-income individuals own low-
income corporations. However, an IRS survey of
personal wealth shows that the ownership of non-
publicly traded corporations is extremely concen-
trated in the hands of the very wealthy.59

58Id.

59Individuals whose personal net worth exceeded $3.5 mil-
lion account for 36.3 percent of wealthy individuals, but they
owned 87.5 percent of the value of all stock in non-publicly-
traded corporations owned by wealthy individuals. Individuals
whose personal net worth exceeded $10 million accounted for
roughly 8 percent of all wealthy individuals, but they owned
64.8 percent of all stock in non-publicly-traded corporations.

Sole Proprietor
Nonpassive

Business Income

Personal Income Tax

FICA/SECA

Medicare Surtax

FUTA

Corporate Income Tax

C Corporations Wages Dividends Nothing

Personal Income Tax

FICA/SECA

Medicare Surtax

FUTA

Corporate Income Tax

S Corporations Wages
Allocation

Material Part.

Allocation Non-

Material Part.

Personal Income Tax

FICA/SECA

Medicare Surtax

FUTA

Corporate Income Tax

Material
Participant

Non-Material

Participant

Personal Income Tax

FICA/SECA

Medicare Surtax

FUTA

Corporate Income Tax

Partnerships General Partner
Limited Partner

Wages

Limited Partner Allocation

Exhibit I. Potential Federal Taxes on the Self-Employed

Notes:

1. The personal income tax on dividends is limited to 20 percent on qualified dividends.
2. The tables use the term Medicare surtax to refer to the surtax imposed on unearned income under section 1411 and on
earned income under FICA or SECA.
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When a self-employed individual seeks to mini-
mize tax by using a corporation either to retain
earnings or to pay out the earnings as a dividend,
the technique requires the corporation to understate
the individual’s wages. Two government econo-
mists have estimated the strength of the incentive
for a closely held corporation to do precisely that.60

Using data from 2000 to 2004, the economists esti-
mated that there was a 100 percent incentive to
understate wages when the company sustained a
loss. When the corporation was in the 15 percent tax
bracket, the incentive ranged from 26 to 32 percent
during the three years preceding the tax cut on
corporate dividends. It jumped to 37 percent for the
first two years of the tax cut.61 The economists
found no identifiable incentive to understate wages
above the 15 percent corporate tax bracket. Thus,
there appears to be valid reason to believe that
self-employed individuals are frequently taking ad-
vantage of the opportunity to use a C corporation to
avoid tax in ways that the sole proprietor cannot.
These practices will become only more popular if
lawmakers reach their stated goal of reducing the
corporate income tax.62

Even when it does pay compensation to an
employee-shareholder, a C corporation can be used
to limit the tax on the earnings of a self-employed
individual if the payment is timed with care. Be-
cause compensation in excess of the FICA contribu-
tion and benefit base is exempt from the OASDI
component of the tax, employment taxes can be
saved by compressing multiple years’ worth of
compensation into a single year. Thus, if the owner
received $180,000 in compensation in 2014, only
$117,000 would be subject to the 12.4 percent
OASDI tax. The rest would be exempt from that tax,
even though it may relate to services performed
during a year in which the corporation did not pay
the owner a salary.

An LLC that is classified as a C corporation offers
additional tax planning opportunities. Because
shares in a state law corporation belong to desig-
nated classes, all owners of shares in a given class

must share in any distribution paid to one class
member; the corporation cannot single out an indi-
vidual shareholder to receive a dividend. No such
restriction applies to an LLC. This frees the com-
pany to single out one of its members to compen-
sate in the form of a dividend.
2. S corporations. The results for an S corporation
will depend on whether the company pays the
employee-owner for his work and whether that
individual materially participates in the business.
The earnings will be subject to the personal income
tax in all cases. The only questions are whether the
FICA and FUTA taxes will apply and whether the
Medicare surtax on unearned income will come into
play.

An S corporation will be no better than a sole
proprietorship if the business pays the employee-
owner for his work. In that instance, the salary will
offset the business’s earnings and leave it with no
taxable income to be allocated to the owner as a pro
rata share. Instead, the wages will be taxed to the
owner at his marginal rates. Further, the entire
FICA tax will apply, including the Medicare surtax
in the event the owner’s income exceeds the statu-
tory threshold. This would produce a tax bill that is
identical to the one faced by a sole proprietor. The
tax bill will be higher if FUTA taxes must be paid on
the wages.

The taxes on the earnings could be substantially
reduced if the business did not pay the employee-
owner for his work. The earnings would still be
subject to the personal income tax because they
would appear on the employee-owner’s tax return
as a pro rata share. However, there would be no
liability for the FICA or FUTA taxes. Moreover, even
the Medicare surtax would not apply if the work
performed by the employee-owner constituted ma-
terial participation in the business. That is very
likely when the employee-owner is merely a self-
employed individual operating through the corpo-
rate form.

The S corporation represents a very real threat to
the tax base. There is overwhelming evidence that S
corporations grossly underpay employee-owners
with alarming frequency. Fifty-six percent of S
corporations had one shareholder in 2006, while
another 28 percent had two shareholders.63 These
closely held companies routinely pay nothing to
their officers in the form of compensation. For
single-shareholder S corporations, the rate was 58
percent in 2005, while the rate was 29 percent when
the corporation had two shareholders.64 A separate

Brian Raub and Joseph Newcomb, ‘‘Personal Wealth, 2007,’’ 31
SOI Bull. 156, 169, Table 1 (Winter 2012).

60Nicholas Bull and Paul Burnham, ‘‘Taxation of Capital and
Labor: The Diverse Landscape by Entity Type,’’ 61 Nat’l Tax J.
397, 402, and Table 1 (2008).

61This seems to validate the concern that the Bush-era
dividend tax cut made it financially attractive for many closely
held corporations to substitute a dividend for wages to an
employee-shareholder. See Richard Winchester, ‘‘Working for
Free: It Ought to Be Against the (Tax) Law,’’ 76 Miss. L.J. 227
(2006).

62Karen C. Burke, ‘‘Passthrough Entities: The Missing Ele-
ment in Business Tax Reform,’’ 40 Pepp. L. Rev. 1329, 1335-1340
(2013).

63National Taxpayer Advocate, ‘‘2007 Annual Report to
Congress,’’ vol. 1 at 313, chart 1.20.7.

64Id. at 314, chart 1.20.8.
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study from 2000 revealed a similar pattern. In that
year, 78.9 percent of all S corporations were either
fully owned by a single shareholder (69.5 percent)
or majority-owned by one shareholder (9.5 per-
cent).65 Moreover, when the corporation had only
one owner, the average salary paid out to him or her
equaled only 41.5 percent of company profits.66

These statistics make it easy to see how a single-
shareholder S corporation has been used to achieve
the same kind of tax benefits that a carried interest
arrangement can.
3. Partnerships. The results for a partnership are a
bit complex. They depend primarily on whether the
individual qualifies as a limited partner. If so, the
tax on the earnings derived by the business will
depend on whether the limited partner is paid for
his work. The outcome is also affected by whether
the partner materially participates in the business.

A partnership structure will be most analogous
to a sole proprietorship when the partner is a
general partner who receives no wages. In that
instance, the business’s earnings will be subject to
the personal income tax because they will be allo-
cated to the partner as a distributive share, which is
also subject to each component of the SECA tax. The
Medicare surtax on investment income would be
irrelevant, as it would be for a sole proprietor.

The results do not materially change if the gen-
eral partner receives wages for his work. The pay-
ment would effectively eliminate the business’s
taxable income, leaving nothing to be taxed to the
partners as distributive shares under the personal
income tax. However, both the personal income tax
and the SECA taxes would apply to the amounts
paid out as wages. The Medicare surtax on invest-
ment income would continue to be irrelevant.

The analysis is no different for a limited partner
whose share of the earnings is paid out as wages.
Those wages would be subject to both the personal
income tax and the full range of SECA taxes, but not
the Medicare surtax on unearned income.

The tax on the business’s earnings will decline
(compared with a sole proprietorship) when the
partner is a limited partner who receives no wages.
In that case, the personal income tax will apply to

the individual’s share of the earnings, but SECA
will not. The Medicare surtax on investment income
will come into play if the partner does not materi-
ally participate in the business. Otherwise, it will be
irrelevant. Although this arrangement offers tax
savings, one must contend with the fact that the
rules for distinguishing general partners from lim-
ited partners are far from clear. This is particularly
true for LLC members. The absence of a clear rule
has been an invitation for some to take positions
that minimize their tax liability.67 This kind of
flexibility is simply unavailable to a sole proprietor.

C. Improving on an Overdue Proposal
Lawmakers ought to be concerned if the law

allows private equity fund managers to pay tax at
rates that are lower than those that apply to anyone
else for their labor. At the very least, the situation
calls into question the tax system’s ability to pro-
duce equitable results. However, outcomes that are
just as offensive frequently occur when self-
employed individuals conduct business through a
business entity. Yet, Congress does not seem very
concerned.

Congress has known since at least 1997 that the
rules for applying SECA to partnerships and LLCs
needed to be updated. However, instead of address-
ing the defects, Congress did just the opposite and
directed the IRS not to do so. Moreover, the few
measures considered by Congress have been very
narrowly tailored, focusing on shutting down the S
corporation employment tax dodge.68 There has
been no legislative attempt to clarify the definition
of a limited partner or address the potential abuses
available through a C corporation. All these prob-
lems could be solved if the employment tax rules
defined the tax base consistently across all business
forms.

In 2005 the Joint Committee on Taxation pro-
posed a uniform rule for defining the employment
tax base of most self-employed individuals. Under
the JCT proposal, any owner of an entity taxed as a
partnership or S corporation would be subject to
SECA tax on the entire portion of business profits

65Treasury Inspector General for Tax Administration, ‘‘Ac-
tions Are Needed to Eliminate Inequities in the Employment
Tax Liabilities of Sole Proprietorships and Single-Shareholder S
Corporations,’’ at 8 (May 2005).

66Id. at 5. A recent study by the Congressional Budget Office
determined that multi-owner businesses sometimes face inter-
nal constraints that limit the incentive to mischaracterize in-
come. The incentive to mischaracterize is strongest when each
owner contributes shares of labor and capital to the business
that are roughly equal to one another. CBO, ‘‘The Taxation of
Capital and Labor Through the Self-Employment Tax,’’ at 14
(Sept. 2012).

67See, e.g., Burgess J.W. Raby and William L. Raby, ‘‘New
Incentive for Avoiding SE and FICA Tax,’’ Tax Notes, Dec. 10,
1998, at 1389-1390.

68The American Jobs and Closing Tax Loopholes Act of 2010
(H.R. 4213), would have imposed the self-employment tax on
the pro rata shares of some small professional service S corpo-
ration shareholders. A similar provision was contained in the
Narrowing Exceptions for Withholding Taxes Act, which was
introduced in January 2012. Most recently, the Stop Student
Loan Interest Rate Hike Act of 2012 (S. 2343) would have
required taxpayers with incomes exceeding $250,000 to pay
employment taxes on the income received from an S corporation
or a limited partnership interest in a professional services firm.

COMMENTARY / VIEWPOINTS

TAX NOTES, March 17, 2014 1257

(C
) T

ax A
nalysts 2014. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



allocated to him. The tax would also apply to any
compensation paid to that person for the perfor-
mance of services. However, if the individual did
not materially participate in the business, only the
amounts paid as compensation would be subject to
SECA. Some items of passive income would be
exempt from the tax, but all the earnings derived
from a service business would be subject to tax,
including passive items.69

The JCT proposal is a substantial step in the right
direction. It uses a sensible, uniform rule to define
the tax base. It eliminates the ambiguities that now
surround the taxation of LLC members and part-
ners in partnerships. It eliminates the opportunity
for an S corporation shareholder to simultaneously
avoid the Medicare surtax on earned and unearned
income. And it virtually eliminates the disparities
between the taxation of sole proprietors and the
taxation of self-employed individuals who operate
through a business form other than a C corporation.
However, the JCT proposal would offer a truly
comprehensive and complete solution if the mea-
sure also applied to self-employed individuals who
operate through a C corporation.

The rationale for limiting the scope of the JCT
proposal is that it treats all flow-through entities the
same for employment tax purposes. However, it
seems clear that individuals have an equally trou-
bling opportunity to dodge the employment tax
when they use a C corporation to operate a busi-
ness. In the early years of the income tax, individu-
als used the C corporation to dodge the personal
income tax on investment income. Congress re-
sponded by adopting the personal holding com-
pany rules to eliminate the tax avoidance behavior
that is possible when ownership of the business is
sufficiently concentrated. The personal holding
company rules come into play when five or fewer
individuals own over half the corporation’s value
during the second half of the year.70 Today, the
dividend tax cut has opened the door for individu-

als to use a C corporation to dodge the employment
tax when they work for a corporation that they also
own and control. The legislative response should
mirror the one adopted to address the use of a C
corporation to dodge the personal income tax on
investment income.

Congress should enact the JCT proposal and
improve on it by requiring the measure to apply
whenever the ownership of a corporation is concen-
trated as measured by the same ‘‘five or fewer’’
standard that triggers the personal holding com-
pany rules.71 In those cases, SECA taxes should
apply to the shareholder’s share of the corporation’s
taxable income and to any amounts paid to the
owner as compensation for services. However, if the
shareholder does not materially participate in the
business, only amounts paid as compensation
should be subject to SECA tax.

In its current form, the JCT proposal is expected
to increase revenues by $129 billion over 10 years.72

If it is extended to cover closely held corporations,
that figure could reach the $160 billion range.73 By
comparison, only $17.4 billion of additional rev-
enues is expected to be raised by taxing income
from a carried interest as ordinary income.74 From a
revenue standpoint alone, employment tax reform
merits congressional attention.

Private equity fund managers may be easy to
demonize. But if Congress is really interested in
ensuring that everyone plays by the same set of
rules, it should fix the defects in the employment
tax system that are creating widespread disparities
in the way self-employed individuals are taxed. The
JCT proposal is a solid start. But it is incomplete and
should be expanded to cover self-employed indi-
viduals who work for a corporation that they also
own and control.

69JCT, ‘‘Options to Improve Tax Compliance and Reform Tax
Expenditures,’’ JCS-02-05, at 99-104 (Jan. 27, 2005).

70Section 542(a)(2).

71See Winchester, supra note 61, at 287-288.
72CBO, ‘‘Options for Reducing the Deficit: 2014 to 2023,’’ at

147 (Nov. 2013).
73Winchester, ‘‘The Gap in the Employment Tax Gap,’’ 20

Stan. L. & Pol’y Rev. 127, 143 (2009).
74Id. at 128.
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Nonprofits and Political Activity:
Lessons From England and Canada

By Ellen P. Aprill

Commentators have long questioned whether
the IRS should be the key regulator of section
501(c)(3) organizations. They have suggested a va-
riety of other choices, including new state agencies,
new federal agencies, private bodies, and hybrid
private-public entities. The recent controversy over
the IRS’s handling of applications by Tea Party
groups for exemption as section 501(c)(4) social
welfare organizations has expanded reservations
about the IRS’s oversight — beyond charities to
non-charitable exempt organizations.

The U.K. Charity Commission has been held up
as a model alternative to IRS oversight of charities.
Yet, little discussion has focused on how other
countries treat political activity by charitable and
non-charitable nonprofits or on what we might
learn from their approach. In a small way, I begin
that task here, by giving a brief overview of the
applicable rules of two common law jurisdictions,
England and Canada.1 I use our categories of chari-

table and non-charitable nonprofits and define po-
litical activity broadly to include not only
candidate-related campaign intervention but also
lobbying and even policy advocacy (although, to
the extent possible, I will discuss the subcategories
separately). To place those rules in context, this
article also summarizes the countries’ generally
applicable lobbying and campaign finance laws.

England2 and Canada offer a particularly com-
pelling comparison with the U.S. treatment of non-
profits because we share common sources of law.
All three countries trace their modern law of charity
back to the 1601 Elizabethan Statute of Charitable
Uses. All look to the decision of the House of Lords
in Special Commissioners of Income Tax v. Pemsel3 as an
important statement regarding the meaning of char-
ity. That case divided the concept of charity into
four principal divisions: relief of the poor, advance-
ment of education, advancement of religion, and
the catchall of other purposes beneficial to the
community.

From these common roots, all three jurisdictions
prohibit candidate-related campaign intervention
by charities. They differ markedly, however, in the
amount of other political activity they permit chari-
ties to undertake. Neither Britain nor Canada regu-
lates such political activity by non-charitable
nonprofits. Moreover, they both have campaign
finance regulation very different from our own.

A. United States

To compare our rules with those of other coun-
tries, we need to first briefly review the state of
affairs in the United States.

1. Charities. To be tax exempt as a charity under
section 501(c)(3) — which includes entities formed
for religious, scientific, literary, and educational
purposes — and thus be entitled to deductible
contributions, an organization cannot, to any de-
gree, ‘‘participate in, or intervene in (including the

1I want to give special thanks to my husband, Sanford Holo,
for suggesting this topic, and to Douglas Rutzen, president of
the International Center for Not-for-Profit Law (ICNL), for the
material to which he directed me, in particular, ICNL, ‘‘Political
Activities of NGOs: International Law and Best Practices,’’ 12
IJNL 5 (Nov. 2009). I also thank the generosity of Paul Ryan, Rick

Hasen, Justin Levitt, Terrance Carter, and Debra Morris in
reviewing an earlier draft. Much of the discussion herein relies
on articles appearing in volume 12 of The International Journal of
Not-for-Profit Law, titled ‘‘NGOs in the Political Realm.’’ As
noted, additional information on other countries’ charitable
activities derives from material published by the Council on
Foundations, and material on other countries’ campaign finance
laws derives from material published by the Library of Con-
gress.

2The Charity Commission regulates charities in both Britain
and Wales, but not Scotland or Northern Ireland. For ease of
reading and with apologies to Wales and the Welsh, I will use
‘‘England’’ and ‘‘English’’ instead of England/Wales or
English/Welsh.

3A.C. 531 (1891).

Ellen P. Aprill is the John E. Anderson Professor
of Tax Law at Loyola Law School.

In the debate about the IRS’s regulation of
exempt organizations’ political activity, little atten-
tion has been paid to what we might learn from
how other countries treat the political activity of
charities and non-charitable nonprofits. Aprill com-
pares the U.S. rules with those of two common law
jurisdictions, England and Canada, in the context of
their political activity and campaign finance laws.

This article was presented on January 17 at a
symposium in Malibu, Calif., sponsored by Pepper-
dine University School of Law and Tax Analysts.
Twenty of the nation’s leading tax academics, prac-
titioners, and journalists gathered to discuss the
prospects for tax reform as it is affected by two
crises facing Washington: dangerously misaligned
spending and tax policies, resulting in a crippling
$17.4 trillion national debt; and the IRS’s alleged
targeting of conservative political organizations. A
video recording of the symposium is available at
http://new.livestream.com/pepperdine
sol/taxreform.
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publishing or distribution of statements), any cam-
paign on behalf of (or in opposition to) any candi-
date for public office.’’

The IRS has interpreted these requirements in
various kinds of guidance. The public office can be
at any level — federal, state, or local. And public
office includes elected judgeships, school boards, or
dog catchers — as long as they are elected by the
public. The election need not be contested or in-
volve the participation of political parties. Candi-
dates for public office are generally those who have
offered themselves or been proposed by others for
elective office. However, charities can undertake
some nonpartisan activities related to elections,
including get-out-the-vote campaigns and voter
registration. They can also invite candidates to
speak and host candidate forums, as long as the
structure of those events ensures they are nonpar-
tisan.

Section 501(c) also limits charities in ‘‘carrying on
propaganda, or otherwise attempting, to influence
legislation.’’ Today we call that category lobbying.
Under the general rule, a charity is exempt under
section 501(c)(3) as long as no substantial part of its
activities consists of lobbying. Under an alternative
offered under section 501(h) and detailed in section
4911, charities can elect to be subject to specified
dollar limits for lobbying expenditures, up to a
maximum of $1 million, on a sliding scale based on
the organization’s size.4 In practice, few charities —
no more than 1 to 2 percent — make this election.
The Supreme Court upheld limits on substantial
lobbying by section 501(c)(3) organizations against
a First Amendment challenge in Regan v. Taxation
With Representation,5 a case that the Court cited
favorably just last term in Agency for International
Development v. Alliance for Open Society Interna-
tional.6

Under IRS guidance, for purposes of the ‘‘no
substantial part’’ general rule, legislation includes
action by Congress, any state legislature, local gov-

erning bodies, and by the public in a referendum,
ballot initiative, constitutional amendment, or simi-
lar procedure. It does not include actions by an
executive branch, independent administrative
agencies, or judicial bodies. Attempting to influence
legislation includes direct contacts with legislators
and their staffs to propose, support, or oppose
legislation, as well as efforts to urge the general
public to contact legislators or their staffs to pro-
pose, support, or oppose legislation. Neither policy
discussion nor education is lobbying. Conveying
nonpartisan analysis, study, or research on legisla-
tive matters to legislators is not lobbying, as long as
that analysis is not intended to support a particular
position. Communicating with members of the or-
ganization on issues of common interest is not
lobbying. If, however, members are urged to contact
legislators or their staffs or members of the general
public in support of or opposition to specific legis-
lation, lobbying is taking place. Moreover, for orga-
nizations making the section 501(h) election, the
definition of lobbying is particularly generous in
the case of grass-roots lobbying, requiring that a
communication encourage recipients to take action
regarding the legislation.

Charities, however, can engage in issue advocacy
without limit. The line between indirect campaign
intervention and issue advocacy can be difficult to
discern. Rev. Rul. 2007-41, 2007-1 C.B. 1421, lists
several factors to help make this distinction. These
factors include whether the issue addressed in the
communication has been raised as an issue distin-
guishing candidates for a given office and whether
the statement expresses approval or disapproval for
one or more of the candidates’ positions or actions.
The ruling cautions that although a communication
must be considered in context, it is ‘‘particularly at
risk of political campaign intervention when it
makes reference to candidates or voting in a specific
upcoming election.’’
2. Non-charitable nonprofits. The code lists more
than 25 categories of organizations exempt from
income tax under section 501(c) that, unlike section
501(c)(3) organizations, are generally not entitled to
receive deductible contributions. Those that have
received the most attention in the area of candidate-
related campaign intervention are section 501(c)(4)
social welfare organizations, section 501(c)(5) labor
organizations, and section 501(c)(6) trade associa-
tions.

Section 501(c)(4) specifies that organizations ex-
empt under its provisions must be operated ‘‘exclu-
sively for the promotion of social welfare.’’
However, reg. section 1.501(c)(4)-1(a)(2), which
dates back to 1959, allows the organization to be
‘‘primarily engaged in promoting in some way the
common good and general welfare of the people of

4Under this election, organizations with an operating budget
of up to $500,000 can spend 20 percent of the budget on
lobbying expenditures. Those with operating budgets exceeding
$500,000 but not more than $1 million can spend $100,000 plus
15 percent of the operating budget exceeding $500,000. Those
with operating budgets exceeding $1 million but not more than
$1.5 million can spend $175,000 plus 10 percent of the budget in
excess of $1 million. Those with operating budgets exceeding
$1.5 million can spend $225,000 plus 5 percent of the budget in
excess of $1.5 million. Organizations with budgets of $17 million
or more are restricted to the $1 million limit. Within these
overall limits, there are additional limits on the amount that can
be spent on grass-roots lobbying, which is encouraging mem-
bers of the public to contact legislators.

5461 U.S. 540 (1983).
6133 S. Ct. 2321 (2013).
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the community’’ (emphasis added), although it also
specifies that ‘‘promotion of social welfare does not
include direct or indirect participation or interven-
tion in political campaigns on behalf of or in
opposition to any candidate for public office.’’ No-
where has the IRS ever defined what constitutes
primary activity, and some practitioners argue that
49 percent of a section 501(c)(4) organization’s ac-
tivities can consist of candidate-related campaign
intervention.7 GCM 34233 and Rev. Rul. 61-177,
1961-1 C.B. 117, respectively, have extended to
section 501(c)(5) and (c)(6) organizations the same
permission and amorphous limitations regarding
political campaign intervention.

Unlike section 501(c)(3) organizations, organiza-
tions exempt under section 501(c)(4), (c)(5), or (c)(6)
do not face lobbying limits under tax law. Those
statutory provisions make no mention of legislative
activities, and the IRS has recognized, albeit in quite
different ways, that an organization can be exempt
under section 501(c)(4), (c)(5), or (c)(6) even if its
sole activity is advocacy, as long as the primary
purpose for the legislative activity is to achieve the
organization’s exempt purposes.8

3. Lobbying and campaign finance regulation. If
EOs engage in political activity, they may encounter
additional laws. In some cases, registration and
disclosure under the Lobbying Disclosure Act of
1995 may be required. As detailed below, some
political campaign interventions — namely, contri-
butions to political action committees and some
types of expenditures on candidate-related adver-
tising — come within the purview of the Federal
Election Commission and are subject to campaign
finance disclosure requirements.

FEC regulatory authority derives from the Fed-
eral Elections Campaign Act of 1971 (FECA) and the
Bipartisan Campaign Reform Act of 2002 (BCRA). If
a non-charitable EO contributes to a PAC, the
committee must disclose to the FEC (and the public)
the name of the contributing organization and the
amount of its contribution. If a non-charitable EO
pays for communications that constitute express
candidate advocacy (for example, that include
words such as ‘‘support,’’ ‘‘oppose,’’ ‘‘vote for,’’ or
‘‘vote against’’) or for television and radio commu-
nications that name a candidate within a specified

period close to a federal election, the organization
must disclose to the FEC the amount spent on the
communications.9 Also, limits apply to contribu-
tions to candidates and the committees that support
them, including expenditures coordinated with can-
didates that are deemed to be gifts to the candidates
themselves. For example, in 2013 and 2014, indi-
viduals can give up to $2,600 per candidate or
candidate committee per election, while corpora-
tions (including non-charitable EOs) and unions
cannot contribute to candidates. However, as a
result of recent judicial decisions, there are no limits
on contributions to PACs when the funds are used
for specified election-related independent spending
known as ‘‘independent expenditures.’’ Conse-
quently, non-charitable EOs are permitted to make
unlimited contributions to independent expendi-
ture PACs, but the PACs must disclose those con-
tributions.

Important for comparison purposes, the Su-
preme Court over the years has invalidated several
FECA and BCRA campaign financing limitations on
First Amendment grounds. In the seminal case of
Buckley v. Valeo,10 for example, the Court struck
down the expenditure limits in FECA, finding that
they imposed ‘‘direct and substantial restraints on
the quantity of political speech.’’ In Citizens United
v. Federal Election Commission,11 it struck down a
provision of the federal campaign finance laws that
prohibits corporations and unions from using their
general treasury funds to make independent expen-
ditures.

For some other communications of a non-
charitable nonprofit that are not subject to FEC
regulation, the organization must make disclosures
to state regulators. If the campaign intervention by
that organization is not regulated by the FEC or the
states but comes within the IRS’s definition of
campaign intervention, which is broader than the
FEC’s definition, the organization will be subject to
tax under a subsection of section 527, the provision
applicable to political organizations, on the lesser of
its investment income or the amount spent on
political campaign intervention.

B. England
The U.K. Charity Commission serves as the in-

dependent regulator of charities in England. Its role

7In light of the controversy surrounding Tea Party organiza-
tions’ applications for exemption under section 501(c)(4), pro-
posed section 501(c)(4) regulations issued in November 2013
request comments on the amount of candidate-related cam-
paign intervention social welfare organizations should be per-
mitted. See REG-134417-13.

8If these non-charitable EOs lobby, the organizations must
inform members of the extent to which their dues are not
deductible or themselves pay a proxy tax under section 6033.

9In the rare case of a donor specifically designating funds to
be used for that advertising, the name of the donor must also be
disclosed. Also, in some cases section 501(c)(3) organizations
must make disclosure to the FEC because they have made a
communication naming a candidate within the specified peri-
ods.

10424 U.S. 1, 38 (1976).
11558 U.S. 310 (2010).
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and functions often serve as a point of comparison
with our American system, which combines regu-
lation by state attorneys general and the IRS.
1. Charities. Charities in England must be estab-
lished for the public benefit and to carry out one of
the 13 charitable purposes set forth in the Charities
Act 2011. Charitable purposes explicitly include not
only relief of poverty and advancement of educa-
tion, but also advancement of citizenship or com-
munity development, advancement of human
rights, and the advancement of environmental pro-
tection or the environment. Charities in England are
exempt from most forms of direct taxation. Chari-
ties delivering goods for services above a specified
floor are subject to a VAT. Rather than benefiting
indirectly from contributions through a deduction
provided to donors, charities benefit from cash
donations by individuals under the gift aid scheme,
under which the charity can generally reclaim the
tax the donor has paid on the income used to make
the gift.

The Charity Commission’s 2008 pamphlet,
‘‘Speaking Out: Guidance on Campaigning and
Political Activity by Charities,’’ explains what chari-
ties can and cannot undertake in this area. In some
aspects, the parallels between the rules of England
and those of the United States are striking. Both, for
example, distinguish between charitable purposes
and charitable activities. Thus, under neither set of
rules can a charity be established for the purpose of
securing or changing the law. Both countries pro-
hibit charities from engaging in any form of party
political activity and from supporting or funding a
political party, candidate, or politician.12 Both per-
mit charities to raise awareness or educate or mo-
bilize the public’s support or change public
attitudes on particular issues — what Rev. Rul.
2007-41 calls issue advocacy. However, the British
Communications Act 2003, lacking constitutional
provisions similar to the First Amendment, forbids
the use of political advertising, which is defined to
include advertising in the public media that is
aimed at influencing public opinion on matters of
public controversy. That legislation has no excep-
tion for charities.

As the 2008 pamphlet sets out, however, charities
in England may undertake activity ‘‘which is aimed

at securing, or opposing any change in the law or in
the policy or decisions of central government, local
authorities or other public bodies’’ if that activity is
undertaken in support of the organization’s chari-
table purpose. That is, as long as the activity is
related to the organization’s purpose and not its
sole activity, an English charity may engage in
substantial lobbying, unlike an American charity,
which must limit its lobbying activities. Thus, the
practice in England adds weight to the position of
commentators on American law who support end-
ing the limitation on the amount of lobbying Ameri-
can charities can conduct.

2. Non-charitable nonprofits. Non-charitable non-
profits can take a variety of forms but are often
organized as unincorporated associations or com-
panies limited by guarantee, which are taxed in the
same way as for-profit companies for tax purposes.
As the International Center for Not-for-Profit Law
explains, non-charitable nonprofit organizations in
England are subject to no restrictions on any of their
political activities by virtue of being nonprofits.13

They are, however, subject to campaign finance law.

3. Lobbying and campaign finance regulation. In a
mirror image of our elections laws, the United
Kingdom imposes various expenditure limits on
political parties and candidates, but none on contri-
butions. In the 2005 general election, for example,
the national campaign expenditure limits were
£30,000 per constituency contested, for a total of
about £19 million.14 Independent organizations in
2011 could spend no more than £988,000 in support
of a political party in the 12 months before a general
election, and no more than £500 in support of an
individual candidate in the month before the elec-
tion.15 Donations exceeding £5,000 to the main
political party, or more than £1,000 to a constitu-
ency, must be reported to the Electoral Commission,
the independent elections watchdog and regulator
of party and election finance, as well as all party
campaign expenditures. Moreover, as noted above,
the United Kingdom also forbids the use of broad-
cast media for political advertising.

In January 2014 British peers accepted a govern-
ment plan to reform lobbying and charity campaign
spending, in the face of bitter opposition from the
nonprofit sector but, somewhat surprisingly, not

12The 2008 pamphlet gives a succinct explanation for this
position:

A charity cannot give general support to a political party,
because all political parties have a range of policies. So if
a charity endorses a party because it agrees with one
policy (say on climate change), it is effectively supporting
the party as a whole and will be endorsing the party’s
wider policies (say on taxation, education, defence, etc.)
which are nothing to do with the charity’s purposes.

13ICNL, supra note 1.
14Library of Congress, Campaign Finance: United Kingdom,

available at http://www.loc.gov/law/help/campaign-finance/
uk.php. See also Kathleen Hunker, ‘‘Elections Across the Pond:
Comparing Campaign Finance Regimes in the United States
and the United Kingdom,’’ 36 Harv. J. L. & Pub. Pol. 1099 (2013).

15Jacob Rowbottom, ‘‘How Campaign Finance Laws Made
the British Press So Powerful,’’ New Republic (July 25, 2011).
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from the Charity Commission.16 Under this new
law, lobbyist registration rules will apply to chari-
ties; ‘‘organizations not standing as candidates or
political parties’’ will have to register with the
Electoral Commission if they spend a sufficiently
large sum on campaigning; and campaigners will
be subject to a limit of £9,750 for an individual
constituency during election periods.17 Moreover,
the definition of campaigning activities covered by
the new law is broad and could include political
activities permitted to charities. The Charity Com-
mission has announced that it will update its guid-
ance on political activities in light of this new
legislation.

C. Canada
Canada also offers a useful comparison with U.S.

law, given its proximity and the culture and values
that the two countries share, in addition to common
legal sources.
1. Charities. Canadian charities must be organized
for charitable purposes and devote substantially all
their resources to charitable activities. The Income
Tax Act (ITA) does not define charity, and the
Canada Revenue Agency (CRA) looks to the com-
mon law definition of charity for eligibility for
charitable registration. As in the United States,
Canadian charities are not subject to income tax.
Further, individuals receive a tax credit and corpo-
rations receive a deduction for contributions to
registered charities, which issue tax receipts.

Much like the American rule, charities are pro-
hibited by statute from engaging in the direct or
indirect support of, or opposition to, any political
party or candidate for public office. Subsection
149.1(6.1) of the ITA, however, permits political
activities that are ancillary and incidental to chari-
table purposes. In 2003 the CRA issued a major
policy statement to explain what, and to what
extent, political activities are permitted for a regis-
tered charity.18

As explained in the 2003 policy statement, a
charity, as a charitable rather than political activity,
may make the public aware of its position on an
issue if its views are based on a well-reasoned
position and if public awareness campaigns do not
become the charity’s primary activity. Under the

2003 policy statement, activities are presumed to be
political if they involve a ‘‘political call to action,’’
which would include what we deem grass-roots
lobbying. A political call to action is defined in the
2003 policy statement as an appeal to members of
the charity or the general public to contact an
elected representative or public official to urge them
to retain, oppose, or change the law, policy, or
decision of any level of government. Direct commu-
nication by the charity with an elected representa-
tive or public official, however, can be considered a
charitable activity rather than a political activity if it
meets the 2003 policy statement’s requirements for
charitable activities.

Note that the Canadian definition of political
activities is broader than the lobbying that U.S. law
limits. For Canadian charities, as indicated above,
political activity includes a political call to action
regarding public officials, elected officials, and poli-
cies, on a decision of any level of government in
Canada or a foreign country.

According to the 2003 policy statement, charities
are generally permitted to engage up to 10 percent
of their resources in acceptable political activity. The
term ‘‘resources’’ is not defined in the ITA but is
generally considered to include not only financial
assets but also staff, volunteers, equipment, and
offices. Under the 2003 policy statement, smaller
charities (those with up to $200,000 in annual
income) may spend a greater percentage of re-
sources on political activities, according to a sliding
scale. That sliding scale has some similarities to the
section 501(h) election, but it is available only for
charities much smaller than those to which sections
501(h) and 4911 can apply. As a result of 2012
amendments to the ITA, amounts devoted to politi-
cal activities now include gifts to qualified donees
(including registered charities) if it can reasonably
be considered that a purpose of the gift is to support
the donee’s political activities.

In sum, on one hand, Canada’s tax guidance on
charitable political activity specifies how much po-
litical activity is permitted in a way that the amor-
phous ‘‘not substantial’’ test of U.S. law does not.
On the other hand, given the broad definition of
political activity, Canadian charities may be more
constrained than U.S. charities.19

Also, in Canada, amounts devoted to political
activities cannot be used to meet the amount that all
charities are required to spend annually on chari-
table activities or on gifts to other organizations
(that is, the disbursement quota) — an amount

16Alex Massey, ‘‘Why Did the Charity Commission Lobby
Against Its Own Sector?’’ CivilSociety.co.uk (Jan. 20, 2014).

17See ‘‘Lobbying Bill to Become Law After Lords Rebellion
Falters,’’ BBC News: UK Politics (Jan. 28, 2014).

18CPS-022. A recent study concluded that the 2003 policy
statement is generally, but not entirely, consistent with recent
Canadian case law and that where it diverges, the policy
statement takes a more liberal approach. Maurice Cullity Q.C.,
‘‘Charity and Politics in Canada — A Legal Analysis,’’ The
Pemsel Case Foundation, at 27 (Dec. 2013).

19The recent study by Cullity observed that the English 2008
pamphlet ‘‘endorsed an approach that is more benevolent than
the prevailing view in Canada.’’ Id. at 29.
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The 2013 IRS Crisis:
Where Do We Go From Here?

By Donald B. Tobin

The biggest political campaign controversy in
2013 did not involve political candidates but in-
stead centered on the IRS’s enforcement of Internal
Revenue Code provisions regulating the political
activities of some tax-exempt organizations. Some
tax-exempt groups and politicians argued that the
IRS improperly targeted conservative, politically
active tax-exempt organizations for scrutiny, while

others argued that the IRS had failed to enforce
restrictions in the IRC regulating the political activ-
ity of tax-exempt organizations.1 The IRS’s attempt
— and some say ineptitude — in enforcing the
code’s political campaign restrictions caused a po-
litical crisis that rocked America’s trust in the
nonpartisan enforcement of the tax laws. The
Obama administration needs to move quickly to
restore that trust while also restoring confidence
that independent groups will not be able to circum-
vent congressional intent regarding the disclosure
of donors to political organizations.

The underlying causes of the IRS crisis were both
external and internal. First, external factors placed
the IRS in the middle of regulating aspects of
political campaigns — a chore for which it is not
particularly well suited. The statutory regime vests
the IRS with the responsibility of ensuring that
tax-exempt organizations comply with restrictions
on their political campaign activities. It also gives
the IRS the responsibility of policing campaign-
related disclosure provisions that require section
527 political organizations to disclose contributors
and expenditures.

Second, internal factors within the IRS’s control
exacerbated the crisis. Despite a drastically chang-
ing regulatory landscape and significant changes to
the ways tax-exempt organizations engage in politi-
cal activity, the IRS failed to ramp up enforcement
or provide adequate guidance to tax-exempt groups
regarding permissible and impermissible activities.
When the IRS finally sought to engage in some
enforcement, it did so in a way that ignited the
crisis. Because most tax-exempt section 527 political
organizations must disclose the names of their
donors and the amount of their contributions, as
well as the organization’s expenditures, indepen-
dent groups have strong incentives to organize as
tax-exempt entities that are not subject to the dis-
closure provisions, most notably social welfare or-
ganizations and business leagues. The regulatory
structure is inadequate to deal with the growing
number of organizations seeking to avoid political
organization status and thereby avoid the code’s
disclosure provisions. As groups have become more
aggressive in seeking alternative entity status to
avoid disclosure provisions, the regulatory struc-
ture has not kept pace.

1See, e.g., letter to then-IRS Commissioner Douglas Shulman
from Sen. Carl Levin, D-Mich. (July 27, 2012) (calling attention
to the IRS’s inactivity in enforcing the statutory requirement
that social welfare organizations not engage in political activity);
Treasury Inspector General for Tax Administration, ‘‘Inappro-
priate Criteria Were Used to Identify Tax-Exempt Applications
for Review,’’ 2013-10-053 (May 14, 2013).

Donald B. Tobin is the John C. Elam/Vorys Sater
Professor of Law at the Ohio State University
Moritz College of Law. From 1997 to 2001, Tobin
was an attorney on the appellate staff of the Justice
Department Tax Division.

This article argues that the IRS’s new proposed
regulation on candidate-related political activities
is a good first step. It creates a bright-line standard
that is easy to apply and will reduce concerns that
the IRS is manipulating the enforcement process for
political gain. The regulation addresses serious
concerns that some independent groups are circum-
venting disclosure laws in the code. These groups
are improperly arguing that they qualify as social
welfare organizations when in fact they are political
organizations subject to disclosure under section
527. A better solution would be for Congress to pass
broad-based campaign disclosure laws that would
apply regardless of the type of entity engaged in the
activity. Absent broad-based disclosure, the IRS has
the responsibility to enforce the restrictions con-
tained in the code. Under the proposed regulation,
organizations wishing to engage in candidate-
related political activities may still do so. They
simply must do so through a section 527 political
organization and disclose their contributions and
expenditures. However, absent broad-based disclo-
sure, groups will seek out other entity structures to
engage in non-disclosed candidate advocacy.

This article was presented on January 17 at a
symposium in Malibu, Calif., sponsored by Pepper-
dine University School of Law and Tax Analysts.
Twenty of the nation’s leading tax academics, prac-
titioners, and journalists gathered to discuss the
prospects for tax reform as it is affected by two
crises facing Washington: dangerously misaligned
spending and tax policies, resulting in a crippling
$17.4 trillion national debt; and the IRS’s alleged
targeting of conservative political organizations. A
video recording of the symposium is available at
http://new.livestream.com/pepperdine
sol/taxreform.

Copyright 2014 Donald B. Tobin.
All rights reserved.
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The best step Congress and President Obama can
take to restore confidence in the IRS and reduce
damage from the crisis is to pass broad-based
campaign disclosure laws that remove the IRS from
the campaign finance landscape. The IRS is an
organization designed to protect the fisc and en-
force the internal revenue laws. It has no particular
expertise in campaign finance, and placing the IRS
in the middle of this fray can only lead to distrust in
the agency and accusations that the IRS’s decisions
are based on a political agenda.2

Absent new legislation providing for broad-
based disclosure, Treasury can engage in some
self-help activities. In November 2013 the adminis-
tration released a proposed regulation designed to
clarify the rules for tax-exempt social welfare orga-
nizations involved in political activity.3 The regula-
tion is a good first step. It creates a bright-line
standard that is easy to apply and will eliminate
much of the gray area regarding permissible politi-
cal activity. Clearer lines will decrease the IRS’s
discretion and, in turn, reduce the opportunity for
the IRS to be used as a political tool in an adminis-
tration’s toolbox.

In many instances, the proposed regulation does
not go far enough to clarify the rules for tax-exempt
organizations involved in political advocacy. Since
groups have a strong incentive to avoid organiza-
tional forms that require disclosure, regulatory clar-
ity will help prevent gaming by tax-exempt
organizations. Further, the proposed regulation
does not address a constant problem in this area:
the fact that entity-based regulation will encourage
the creation of new and different entities to get
around the current rules. Any final regulation
should be more broad-based and apply to all sec-
tion 501(c) organizations except churches and chari-
ties.

Second, the regulation does not do enough to
address the enforcement problems that surfaced as

part of the crisis. The administration should set out
clear guidance regarding when and how it will
enforce the current rules governing tax-exempt or-
ganizations. It appears the IRS failed to enforce
those rules in the past because it feared entering the
political fray, and there have been almost no court
cases involving the enforcement of political restric-
tions on tax-exempt organizations. The regulation
will have no effect if the IRS continues its practice of
failing to enforce the requirements.4

A. History and Current Regulatory Structure

The history of the statutory structure regulating
tax-exempt organizations indicates that Congress
intended that tax-exempt organizations that wished
to engage in significant political campaign advo-
cacy organize as section 527 political organizations
and disclose their donors and expenditures. The
proposed regulation is not a new attempt by the
administration to place further restrictions on tax-
exempt organizations but is instead an effort to
clarify the current rules and restore equilibrium to
the statutory structure. The attempt by organiza-
tions to circumvent congressional intent and use
other tax-exempt forms as a means of avoiding the
disclosure provisions for section 527 political orga-
nization violates the statutory structure, and the
administration is appropriately taking steps to stop
that abuse. The proposed regulation also provides
clearer standards, which give the IRS less discretion
regarding enforcement and which provide tax-
exempt groups more information about permissible
activities.

1. Structure of exempt organizations. In general,
almost all political campaign activity is conducted
by tax-exempt organizations. Although section
501(c)(3) organizations are prohibited from inter-
vening in a political campaign, social welfare
groups organized under section 501(c)(4), labor
unions organized under section 501(c)(5), and busi-
ness leagues organized under section 501(c)(6) all
may engage in campaign-related political activities.
However, those organizations must be primarily
engaged in activities consistent with their exempt
function, and political campaign activities do not
count as activities consistent with their exempt
function.5

2In fact, even before this crisis, those assertions were made
by Democrats during the George W. Bush administration and by
Republicans during the Obama administration. See Michael
Janofsky, ‘‘Citing July Speech, I.R.S. Decides to Review
N.A.A.C.P.,’’ The New York Times, Oct. 29, 2004 (quoting NAACP
Chair Julian Bond: ‘‘This is an attempt to silence the N.A.A.C.P.
on the very eve of a presidential election. We are best known for
registering and turning out large numbers of African-American
voters. Clearly, someone in the I.R.S. doesn’t want that to
happen.’’); Rebecca Trounson, ‘‘IRS Ends Church Probe but Stirs
New Questions,’’ Los Angeles Times, Sept. 24, 2007 (quoting All
Saints Episcopal Church attorney Marcus S. Owens indicating
his client was concerned that ‘‘the IRS allowed partisan political
concerns to direct the course of the All Saints examination’’);
letter from Senate Finance Committee Republicans to Shulman
(May 18, 2011) (six senators urged the IRS to stop enforcing gift
tax on donations to groups active in politics).

3REG-134417-13.

4Although the crisis is the result of the IRS’s delay in
granting exempt status to organizations, there is little evidence
of significant enforcement actions by the IRS in this area. There
are almost no cases involving the revocation of exempt status
for engaging in political activity, and I am unaware of any
published cases involving the IRS reclassifying an organization
as a section 527 political organization.

5Reg. section 1.501(c)(4)-1(a)(2)(ii).
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Under the current regulatory structure, section
501(c)(3) churches and charities are entitled to re-
ceive contributions, which are deductible by the
donors. Also, in most cases the income of section
501(c)(3) organizations is not subject to tax. How-
ever, section 501(c)(3) organizations are completely
prohibited from engaging in campaign-related po-
litical activities.

Section 501(c)(4) social welfare organizations, the
organizations that are the subject of the proposed
regulation, must not be organized for profit and
must be ‘‘operated exclusively for the promotion of
social welfare.’’6 Although Congress used the word
‘‘exclusively’’ in the statute, a current regulation
provides that an organization qualifies if ‘‘it is
primarily engaged in promoting in some way the
common good and general welfare of the people of
the community.’’7 Intervention in a political cam-
paign is not a social welfare purpose.8 Thus, to the
extent groups seek to engage in significant
campaign-related activities, they do not qualify as
social welfare organizations under current law. Fur-
ther, unlike section 501(c)(3) organizations, social
welfare organizations are not required to file a form
with the IRS seeking recognition of their exempt
status. They may seek recognition by filing a Form
1024, but they are not required to do so.9 A social
welfare organization must file a Form 990 informa-
tion return; however, that return may not be due
(including extensions) for 22½ months from the
group’s creation.10

If anything, the statutory definition providing
that an organization must be exclusively engaged in
social welfare indicates congressional intent that
social welfare organizations not be political cam-
paign advocacy organizations. It is the Treasury
regulation, not the statute, that says a social welfare
organization may engage in some level of political
activity.

The code also provides for myriad other tax-
exempt organizations, including business leagues
and labor unions. Similar to social welfare groups,
these organizations may engage in political
campaign-related activities, but they must be pri-
marily engaged in an exempt activity — promoting
business or labor.11

In 1976 Congress recognized that there was no
organizational category for groups that wanted to
engage in political campaign advocacy. Before 1976,
the IRS simply treated those organizations as tax-
exempt, finding that the organizations had no in-
come within the classic meaning of income. This
informal tax exemption became unworkable, and
Congress enacted section 527. Under section 527, a
political organization is ‘‘operated primarily for the
purpose of directly or indirectly accepting contribu-
tions or making expenditures’’ to influence the
‘‘selection, nomination, election, or appointment of
any individual to any Federal, State, or local public
office.’’12 Just like social welfare organizations, labor
unions, and business leagues, section 527 political
organizations are tax exempt, and contributions to
the organizations are not deductible by donors.

Thus, after 1976 the statutory structure was clear.
Organizations that eschewed campaign activity or-
ganized as either section 501(c)(3) churches or chari-
ties or under another code provision. Organizations
that wished to engage in a small amount of political
campaign activity that was not their primary pur-
pose organized as social welfare organizations, la-
bor unions, or business leagues. Organizations that
wished to engage in significant campaign-related
advocacy did so through section 527 political orga-
nizations. The tax treatment of each organization
was fairly similar, and the intended activity, not the
tax consequences, generally drove entity choice.
2. Intervention in a political campaign. Current
rules governing tax-exempt section 501(c) organiza-
tions (thus excluding section 527 political organiza-
tions) regulate permissible political campaign
activities by setting out whether and how much an
organization can intervene in a political campaign.
Section 501(c)(3) churches and charities are prohib-
ited from intervening in a political campaign. Other
section 501(c) organizations may engage in a lim-
ited amount of activities intervening in a political
campaign, but intervention activities are inconsis-
tent with the groups’ exempt status.13 Section 527

6These organizations are exempt from tax, but unlike section
501(c)(3) churches and charities, contributions to the organiza-
tions are not tax deductible.

7Reg. section 1.501(c)(4)-1(a)(2)(ii); see Rev. Rul. 2004-6,
2004-1 C.B. 328. Lobbying is considered a social welfare activity
as long as the lobbying is related to the organization’s exempt
purpose.

8Reg. section 1.501(c)(4)-1(a)(2)(ii).
9See reg. section 1.6033-1(e). Social welfare organizations can

be ‘‘nondeclaring’’ social welfare organizations. Even if an
organization does not file for recognition, it is required to file a
Form 990 information return.

10Form 990 must be filed by the 15th day of the fifth month
of the end of the tax year. The organization can also seek a
six-month extension. Thus, a social welfare organization may
choose not to file an information return for 22½ months after its
creation. See reg. section 1.6033-1(e).

11See GCM 34233 (Dec. 3, 1969).
12Reg. section 1.527-2(a).
13See section 501(c)(3) (prohibiting intervention in a political

campaign for or against a candidate); reg. section 1.501(c)(4)-
1(a)(ii) (determining that the promotion of social welfare does
not include intervention in a political campaign for or against a
candidate); section 527 (‘‘does not include direct or indirect
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uses slightly different language and addresses an
organization ‘‘influencing or attempting to influ-
ence’’ an election of an individual for public office.
With limited exceptions, the IRS has determined
that if an activity is prohibited as political interven-
tion under section 501(c)(3), it is political interven-
tion for purposes of determining the primary
purpose for other section 501(c) organizations. Also,
with few exceptions, the IRS has determined that if
an action is political intervention for purposes of
the section 501(c)(3) prohibition, it is election activ-
ity for purposes of determining whether an organi-
zation is a section 527 political organization.14 Thus,
if an activity is considered intervention in a political
campaign, a section 501(c)(3) church or charity may
not engage in that activity; a social welfare organi-
zation and other section 501(c) organizations may
engage in a limited amount of the activity; and a
section 527 political organization may rely on that
activity in proving satisfaction of its primary pur-
pose.

There is no bright-line definition of what consti-
tutes intervention in a political campaign, and the
IRS has explained that the determination is based
on all the facts and circumstances. The IRS has
indicated that key factors include whether the state-
ment (1) identifies candidates for public office; (2)
expresses approval or disapproval for a candidate’s
positions or actions; (3) is delivered close to the
election; (4) addresses an issue that has been raised
as an issue distinguishing candidates; (5) is part of
a series of communications on the same issue that
are independent of the timing of any election; and
(6) is made when the identification of a candidate is
related to a non-electoral event.15

Rev. Rul. 2007-41 says ‘‘a communication is par-
ticularly at risk of political campaign intervention
when it makes reference to candidates or voting in
a specific upcoming election.’’

B. Current Problems
Before 2000, the regulatory structure worked

reasonably well. There were some questions regard-
ing the definition of intervention in a political
campaign, but organizations could determine their
proper entity choice fairly easily. Organizations
wishing to be tax-exempt churches or charities
organized as section 501(c)(3) organizations and
avoided intervening in political campaigns. Orga-
nizations that wished to intervene in political cam-
paigns in some circumstances but that still had
another major tax-exempt mission organized as
section 501(c)(4) social welfare organizations or as
another organization under section 501(c). And
organizations that wished to primarily engage in
campaign-related activities organized as section 527
political organizations. Because donations to section
501(c)(3) organizations are tax deductible, organiza-
tions chose to organize as section 501(c)(3) organi-
zations whenever possible. If an organization could
not meet the requirements as a church or charity,
however, the tax treatment of the other tax-exempt
options was very similar. Because the tax treatment
among the different tax-exempt groups was similar,
there was little incentive to game the system. Orga-
nizations engaged in entity choice based on their
purpose, and there was significantly less manipu-
lation and gamesmanship regarding a tax-exempt
organization’s underlying purpose.

This all changed in 2000 when Congress added
disclosure provisions to section 527 and required
most section 527 political organizations to disclose
their donors and expenditures.16 Independent ad-
vocacy organizations that wanted to avoid the
disclosure provisions in section 527 then sought to
organize under other code provisions, principally
as social welfare organizations or business leagues.
The main hurdle for political groups was that to
qualify for exempt status as a social welfare orga-
nization or a business league, their primary pur-
pose needed to be consistent with their exempt
purpose. It is this attempt to circumvent congres-
sional intent regarding political organizations’ dis-
closure of contributions and expenditures that
created most of the current regulatory mess.

Groups wishing to organize as social welfare
organizations instead of as political organizations
embraced several techniques to supposedly meet

participation or intervention in a political campaign on behalf of
or in opposition to any candidate for public office’’).

14See LTR 9808037 (‘‘It follows that any activities constituting
prohibited political intervention by a section 501(c)(3) organiza-
tion are activities that must be less than the primary activities of
a section 501(c)(4) organization, which are, in turn, activities that
are exempt functions for a section 527 organization’’). See also
Elizabeth J. Kingsley, ‘‘Challenges to ‘Facts and Circumstances’
— a Standard Whose Time Has Passed?’’ 20 Tax. Exempt. 5, at
notes 7-9 (Mar./Apr. 2010). The IRS has indicated that in some
circumstances activities that would not be political intervention
in the section 501(c) context might be exempt function activity
for purposes of section 527 when the activity is closely tied to
election-related activities.

15See Rev. Rul. 2007-41, 2007-1 C.B. 1421. See also Rev. Rul.
2004-06 (listing other factors and examples).

16Section 527(j)(1), (j)(3)(A), (j)(3)(B) (requiring disclosure of
donors who contribute more than $200, and expenditures by the
organization exceeding $500).
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the social welfare purpose requirement.17 First, to
justify their exempt status, these new social welfare
organizations needed to engage in social welfare
activity. Political campaign activity would be insuf-
ficient. Some groups met this requirement by en-
gaging in genuine social welfare activities, like
lobbying or promoting issues. Others, however,
sought to meet this requirement by classifying
campaign-related activities as social welfare activi-
ties. Many of these groups appeared to take the
position that as long as the activity was not election-
related under Federal Election Commission rules, it
was a social welfare activity. That position is clearly
contrary to IRS rules and guidance.18 In fact, some
groups maintained that even communication re-
ported to the FEC was not campaign intervention
activity for purposes of determining social welfare
status.19

One particularly interesting method groups used
to ‘‘increase’’ social welfare spending was to make
donations to other social welfare groups. Groups
determined that those contributions were social
welfare because they were made to other social
welfare groups, often with the requirement that
they be spent on social welfare. The recipient group
then transferred the donation to another group,
which transferred it to yet another group. By trans-
ferring these funds and calling the transfers ‘‘social
welfare,’’ each group was able to claim that amount
as a social welfare expenditure. This churning of
money had a multiplier effect and improperly in-
creased the amount that each organization could
claim as social welfare.20 Once the groups could
claim a large amount of social welfare spending,
they had room to engage in significant political
campaign activity.

The second impediment facing groups seeking to
organize as social welfare organizations instead of
as section 527 political organizations was that it was
unclear how much social welfare activity was nec-
essary to satisfy the ‘‘primary’’ requirement in the
regulations. The IRS had never clarified what con-
stituted an organization’s primary purpose. In-
stead, it used a facts-and-circumstances analysis to

reach its conclusion. In many ways, the facts-and-
circumstances approach is preferable to a test that
uses a specific amount of social welfare activity. For
example, a rule that required that a majority of an
organization’s expenditures be for social welfare
would be problematic because an organization
could spend only a small amount of money but
have a huge volunteer contingent that engaged in a
tremendous amount of campaign advocacy. Fur-
ther, groups could use donations to other groups to
inflate their expenditures. A facts-and-
circumstances approach allows for an examination
of what is actually happening, not just what orga-
nizations assert is happening.

Bright-line tests have the advantage of being easy
to enforce, but in the campaign finance arena,
where game playing is extreme, bright-line tests can
often be problematic. Unfortunately, the facts-and-
circumstances approach has failed, and social wel-
fare groups have simply assumed they were
complying with the law as long as their expendi-
tures on social welfare exceeded 50 percent of their
overall expenditures. Groups therefore succeeded
in organizing as social welfare organizations, in-
stead of as political organizations, by characterizing
political campaign activity as social welfare educa-
tion and lobbying and by taking a broad view about
how much social welfare spending was required to
meet the primary purpose standard.

The proposed regulation is an attempt to crack
down on abuse in this area. Some claim that the
regulation is a restriction on the First Amendment,
but restrictions on massive political campaign ac-
tivity by social welfare organizations, labor unions,
and business leagues are not new.21 Groups have
been prohibited from engaging in significant politi-
cal campaign activity for over 50 years. The restric-
tions on political activity by exempt groups merely
define the scope of an organization’s activities.
Organizations can still engage in political campaign
activity. They just must do so in a way that provides
for disclosure of contributors, consistent with Con-
gress’s intent in enacting section 527. The IRS
should not allow groups to avoid disclosure by
masquerading as social welfare organizations. The
new proposed regulation is an attempt to address
this problem.

C. Proposed Regulation
The proposed regulation tackles some of the

existing problems by clearly indicating what types
of political activities will not count as social welfare

17Because the proposed regulation deals with social welfare
organizations, I have limited my analysis to those organizations.
The comments here would also apply to business leagues
organized under section 501(c)(6).

18See Rev. Rul. 2007-41; Rev. Rul. 2004-6 (‘‘when an advocacy
communication . . . does not explicitly advocate the election or
defeat of a candidate, all the facts and circumstances need to be
considered to determine whether the expenditure is for an
exempt function’’).

19Kim Barker, ‘‘How Nonprofits Spend Millions on Elections
and Call It Public Welfare,’’ ProPublica (Aug. 18, 2012).

20Robert Maguire and Viveca Novak, ‘‘Shadow Money
Magic,’’ Center for Responsive Politics (Apr. 2013).

21Ellen P. Aprill, ‘‘Regulating the Political Speech of Non-
charitable Exempt Organizations After Citizens United,’’ 10 Elect.
Law J. 363 (2011) (concluding the restriction on political inter-
vention is constitutional).

COMMENTARY / VIEWPOINTS

1124 TAX NOTES, March 10, 2014

(C
) T

ax A
nalysts 2014. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



activity and by limiting groups’ ability to use donor
social welfare organizations to inflate their social
welfare spending.22 The preamble invites comment
on whether the IRS should propose further regula-
tions defining the term ‘‘primarily,’’ what level of
activity should satisfy the primary purpose stan-
dard, and how to measure the activity. Comment is
also invited on whether the proposed regulation
should be applied to other tax-exempt entities.

1. Create new definition of candidate-related po-
litical activity. The proposed regulation takes a new
and creative approach to regulating intervention in
a political campaign. Because the definition of in-
tervention in a political campaign is inextricably
linked to various tax-exempt organizations, it is
difficult to create a bright-line standard that can be
applied to all of them. To address this in the past,
the IRS used a facts-and-circumstances test, which
allowed it to examine the underlying activity to
determine whether it was really intervention in a
political activity. Because tax-exempt churches and
charities are completely prohibited from interven-
ing in a political campaign, a broad bright-line test
might make it difficult for them to engage in some
activities that, while often partisan, can be con-
ducted in a nonpartisan manner.23 If the bright-line
test was going to apply to all tax-exempt organiza-
tions, the IRS might have to propose a more limited
test, which would allow further circumvention of
the current disclosure rules.

Instead, the proposed regulation creates a new
term, ‘‘candidate-related political activity,’’ which is
used for determining whether a particular activity
is consistent with the exempt organization’s pri-
mary purpose.24 If a social welfare organization
engages in candidate-related political activity, that
advocacy is not considered part of the organiza-
tion’s social welfare activity. By creating the concept
of candidate-related political activity, the proposed
regulation can implement a broader, bright-line
definition that would not have worked if it needed
to be applied to churches and charities.

Under the proposed regulation, a social welfare
organization must still be organized primarily for a

social welfare purpose, and candidate-related po-
litical activity is not considered a social welfare
purpose.

The regulation defines campaign-related political
advocacy to include:

1) Communication expressing a view on a
candidate that ‘‘contains words that expressly
advocate, such as ‘vote,’ ‘oppose,’ ‘support,’
‘elect,’ ‘defeat,’ or ‘reject’’’; or is susceptible to
no other reasonable interpretation; or
2) Public communication ‘‘within 30 days of
the primary or 60 days of the general election’’
that “refers to one or more clearly identified
candidates” or political parties in an election.
These two definitions are very similar to the

definitions for express advocacy and for election-
eering communication currently used to regulate
campaign activity under election laws. Both these
types of communications are generally subject to
disclosure and regulation by the Federal Election
Commission (FEC).

As a catchall, prop. reg. section 1.501(c)(4)-1 also
includes as campaign-related advocacy communi-
cations that are reported to the FEC. This catchall
addresses an ongoing problem whereby organiza-
tions claim that expenditures are campaign related
when filing with the FEC but, when filing with the
IRS, argue they are not intervening in a political
campaign.

Had the regulation stopped there, it would have
closely tracked election law rules and likely been
less controversial. It would also have been a signifi-
cant expansion of the existing rules regulating the
types of activities that social welfare organizations
can engage in and would have allowed for signifi-
cant gamesmanship regarding their activities. That
regulation would also have been completely incon-
sistent with the congressional purpose of requiring
section 527 political organizations to disclose con-
tributions and expenditures.

The proposed regulation includes two other pro-
visions that are designed to allow a bright-line rule
to police the divide between political activity and
social welfare activity. First, the regulation ad-
dresses quasi-campaign-related activity. These are
activities that often have a significant political pur-
pose but could arguably be non-campaign related.
The proposed regulation could have simply created
a bright-line rule allowing all those activities, but
since they are largely done by organizations wish-
ing to influence elections, a bright-line rule classi-
fying these activities as campaign-related is
appropriate.

For example, the proposed regulation classifies
as campaign-related: voter registration drives, get-
out-the-vote drives, distribution of material pre-
pared on behalf of the candidate, preparation or

22Donor social welfare organizations are social welfare orga-
nizations that donate to other social welfare organizations.

23For example, voter registration and get-out-the-vote drives
are often partisan activities done to support a candidate. A
nonpartisan voter registration drive designed to encourage
voter registration, or nonpartisan activity to help get people to
the polls to vote, are not considered intervention in a political
campaign and may be conducted by tax-exempt churches and
charities.

24Prop. reg. section 501(c)(4)-1(a)(2)(iii).

COMMENTARY / VIEWPOINTS

TAX NOTES, March 10, 2014 1125

(C
) T

ax A
nalysts 2014. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



distribution of voter guides, and hosting or con-
ducting an event within 30 days of a primary
election or within 60 days of general election at
which one or more candidates appear.

These activities can easily be conducted in a
nonpartisan manner and not be an attempt to
intervene in a political campaign, but they are often
used by political campaign-related organizations
claiming a nonpartisan purpose when their actual
purpose is to influence an election. Under the
proposed regulation, if these activities are con-
ducted by a section 501(c)(3) organization in a
nonpartisan manner, they would be permitted be-
cause they would not be considered intervention in
a political campaign, but if a section 501(c)(4) social
welfare organization engaged in the same activities,
they would be considered candidate-related politi-
cal activities.

The bright-line determination including all this
activity as campaign-related troubles some com-
mentators. But that treatment makes sense in the
social welfare organization context. A church or
charity is completely prohibited from intervening in
a political campaign. This restrictive definition
would put the charitable status of those organiza-
tions at risk even if they were not engaging in
partisan campaign activity.

In the social welfare setting, however, the orga-
nization is allowed to engage in some amount of
campaign-related advocacy. The proposed regula-
tion would not prohibit a social welfare organiza-
tion from engaging in those activities; it would just
assert that they are not part of the group’s social
welfare purpose. If an organization engages in a
large amount of quasi-political activity, it can either
do so through a connected section 501(c)(3) organi-
zation if the activity is nonpartisan, or through a
section 527 political organization if the activity is
partisan.

Including this quasi-political activity as
candidate-related political activity, however, is im-
portant if we seek a regulation that recognizes
political realities. Over and over, the types of activi-
ties referenced by the proposed regulation have
been used by groups as integral parts of a strategy
to influence elections, while at the same time those
groups have argued their activity was not political.
In fact, social welfare organizations rarely engage in
these activities in a nonpartisan manner. If the social
welfare organization was engaged in a substantial
amount of nonpartisan activities listed in the regu-
lation, the group would organize as a section
501(c)(3) organization and receive the more favor-
able tax treatment. The proposed regulation tackles
the problem of quasi-political activity by recogniz-
ing political reality and classifying this activity as
campaign-related political activity.

For example, social welfare groups have held
political events designed to motivate ‘‘base’’ sup-
porters and have invited political candidates to
rallies and claimed that those activities were social
welfare educational activities.25 Groups have also
engaged in get-out-the-vote activities designed to
defeat a particular candidate and distributed litera-
ture on behalf of a candidate while claiming that the
activity was not political.26 These quasi-campaign-
related activities are difficult to police and are often
political activities masquerading as social welfare
or educational activities. The bright-line test in the
proposed regulation makes clear that these quasi-
campaign activities are treated as candidate-related
political activity for purposes of determining
whether an organization’s primary purpose is social
welfare.

Because social welfare organizations may engage
in some level of political campaign-related activity,
it is less troublesome that some of the advocacy
would traditionally not be considered intervention
in a political campaign. Those activities are simply
part of the allowed activities of social welfare
organizations that are not part of the organizations’
primary purpose. Because a social welfare organi-
zation is still allowed to engage in some of this
activity, the fact that it is not considered interven-
tion in a political campaign in the section 501(c)(3)
context is not problematic. In enacting section
501(c)(4), Congress used the term ‘‘exclusively’’ in
the statute. The current regulations expand on that
term, so a restrictive definition of campaign-related
activity is still consistent with congressional intent.
In fact, even this definition is broader than the
statutory language because it still allows some
amount of activities that are not social welfare
activities. If organizations want to engage in signifi-
cant nonpartisan activities that are classified as
campaign-related activities under the proposed
regulation, they can conduct those activities
through a connected section 501(c)(3) or section 527
organization.

The second major provision in the proposed
regulation that clarifies the rules for social welfare
organizations engaged in political advocacy deals
with donor section 501(c)(4) organizations. These
are social welfare organizations that make large
contributions to other social welfare organizations,
and in some instances, have no other purpose.

25Nicholas Confessore and Michael Luo, ‘‘Groups Targeted
by I.R.S. Tested Rules on Politics,’’ The New York Times, May 26,
2013, at A1.

26Id. (reporting that the Wetumpka Tea Party get-out-the-
vote drive was designed to defeat President Obama and that the
Ohio Liberty Coalition claimed the distribution of door hangers
for Romney was not political).
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These groups claim that those expenditures count
as social welfare spending in determining their
primary purpose. By transferring funds from one
social welfare organization to another, a group can
multiply its alleged social welfare spending without
engaging in social welfare. Moreover, by transfer-
ring from one organization to another, the donor is
able to put more layers between the original dona-
tion and the final expenditure. This potentially
allows donors even further opportunity to avoid
campaign finance disclosure. A recent study by the
Center for Responsive Politics and National Public
Radio traced the money flow of more than $17
million from one donor social welfare organization
to more than 15 organizations.27 Another recent
study by the Center for Responsive Politics and The
Washington Post traced more than $400 million in a
‘‘maze of money’’ that involved the transfer of
funds in a 17-entity network.28

The proposed regulation addresses this issue by
determining that a donation from one social welfare
organization to another is a campaign-related do-
nation unless the recipient organization provides a
statement that it engages in no campaign-related
activity. Nothing in this provision would stop a
donor from giving to a social welfare organization.
It would just stop an intermediate social welfare
organization from acting as a smoke screen for the
original donor or as a manipulator of money flows
to make it look like a social welfare organization is
engaged in a greater percentage of social welfare
activity.

The bright-line rule that the entire contribution
will be considered candidate-related political activ-
ity unless the recipient certifies that it spends no
money on campaign-related activity is strict, but it
has the significant benefit of seriously limiting
major abuse. A social welfare organization that
legitimately wants to contribute to another social
welfare organization that engages in some
campaign-related activity could still make the do-
nation. The only consequence under the proposed
regulation is that the spending would not count as
social welfare spending in determining the donor
organization’s primary purpose.
2. Primary purpose standard. Although the pro-
posed regulation does not address the primary
purpose standard, it does invite comment regarding
whether that standard should be revised, what
amount of activity should constitute primary pur-

pose, and how that amount should be calculated. If
the final regulation is going to usefully curtail
abusive activity, it must clarify the primary purpose
standard. Under the current vague standard,
groups (and, it appears, the IRS) have no clear
guidelines regarding what constitutes the primary
purpose of an organization.29 The vague standard,
especially in light of the IRS’s lack of enforcement,
allows groups to self-determine the amount of
social welfare activity that is sufficient to justify
exempt status. If the IRS cannot articulate a stan-
dard for organizations to follow, there is a signifi-
cant risk that the agency will once again find itself
accused of biased enforcement.

The IRS needs to clarify the amount of nonex-
empt activity that is allowed under the primary
purpose standard. In the church and charity con-
text, the IRS has provided guidance regarding the
primary purpose standard and through regulations
has indicated that to satisfy that standard an orga-
nization may engage in only an insubstantial
amount of nonexempt activity. Members of an
American Bar Association Section of Taxation task
force recommended that social welfare organiza-
tions be allowed to engage in nonexempt activity as
long as the nonexempt activity does not exceed 40
percent of their activity.30 At least at one point, the
IRS appeared to have been applying a 50 percent
standard for determining a group’s primary pur-
pose.31

The problem with a specific amount of activity
versus a facts-and-circumstances approach is that
money is not the only measure of an organization’s
primary purpose. For example, an organization
with thousands of volunteers handing out cam-
paign literature may have few campaign-related
expenditures, but its primary purpose will still
likely be campaign activity and not social welfare
activity.

At some point, clarity here is more important
than perfection. The IRS should set a clear guideline

27Novak et al., ‘‘Wellspring’s Flow: Dark Money Outfit
Helped Fuel Groups on Political Front Lines,’’ Center for
Responsive Politics (Nov. 5, 2013).

28Matea Gold, ‘‘Koch-Backed Political Coalition, Designed to
Shield Donors, Raised $400 Million in 2012,’’ The Washington
Post, Jan. 5, 2014.

29Commentators have suggested standards for primary pur-
pose that include everything from allowing a social welfare
organization to engage only in an insubstantial amount of
nonexempt activity to allowing an organization to engage in
49.9 percent of its activities for a nonexempt purpose.

30See ABA tax section, ‘‘Comments of the Individual Mem-
bers of the Exempt Organizations Committee’s Task Force on
Section 501(c)(4) and Politics,’’ at 9 (May 25, 2004).

31In a presentation on this issue, Marcus Owens, then-
director of the IRS’s Tax-Exempt and Government Entities
Division, said, ‘‘When it comes to political activities, that is,
giving money to a candidate, telling people to vote for a certain
candidate, the rule is that it has to be less than primary. If it’s 49
percent of their income, that is less than primary.’’ Owens,
‘‘Practicing Law Institute Program on Corporate Political Ac-
tivities,’’ Exempt Organization Tax Review, June 1990, at 471.
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of what constitutes the amount of nonexempt activ-
ity an organization may engage in and still qualify
for exempt status. One reason the IRS can justify an
expansive definition of campaign-related activity in
the proposed regulation is that organizations in-
volved in nonpartisan activity classified as
campaign-related activity still can maintain their
exempt status because they are allowed to engage
in a significant amount of campaign-related activity.
The proposed regulation is therefore hard to justify
if the threshold amount of nonexempt activity is too
low or if there is not another outlet for the activity.
The IRS should therefore either create a more lim-
ited definition of campaign-related activity or estab-
lish a level of permissible nonexempt activity that
allows social welfare organizations enough space to
operate in a reasonable way. The exact percent of
the ideal amount of allowable nonexempt activity is
debatable, but a number somewhere between 10
and 30 percent would avoid having organizations
unwillingly violate their exempt status by engaging
in quasi-political activity now classified as
campaign-related activity.

In addressing how to measure the amount of the
activity, the final regulation should adopt a bright-
line rule that is based on the expenditures of an
organization. Although this is a crude measure of
an organization’s activity and purpose, it is fairly
easy to measure and quantify. As long as the
amount of expenditures does not include
passthrough money used to increase the amount of
an organization’s social welfare spending, an ex-
penditure test will capture most of a group’s activi-
ties.
3. Organizations that fall through the cracks. One
problem with the new regulation and the new
standard for campaign-related activity for social
welfare organizations is that organizations engaged
in tax-exempt activities may find that there is no tax
exemption home in which they can organize. In
most cases, these organizations should be entitled
to exempt status. Absent some modification in the
regulation, hybrid groups would be engaged in
tax-exempt activity but would not qualify for ex-
empt status.

a. Hybrid organizations. For example, what hap-
pens to a group involved in education, lobbying,
and candidate-related advocacy? Suppose under
the proposed regulation the organization does not
engage in sufficient social welfare activity to be
characterized as a social welfare organization and
that it also does not engage in enough ‘‘influencing
an election’’ activity to qualify as a section 527
organization. All the hypothetical organization’s
activity is a type that would be tax-exempt, but the
organization would fail to qualify for exempt status
under any code provision. The IRS could treat the

organization as a taxable entity, but that conclusion
makes no sense and would require significant IRS
determinations regarding how to tax the organiza-
tion.

Because the main thrust here is to ensure that
groups are not circumventing congressional intent
regarding the disclosure provisions in section 527,
the proposed regulation should allow any organi-
zation engaged in candidate-related advocacy that
does not qualify as a social welfare organization to
organize as a section 527 organization and treat all
the candidate-related contributions to the organiza-
tion as tax-exempt contributions.32 Alternatively,
the IRS could propose that organizations be able to
create a segregated account for candidate-related
advocacy and traditional section 527 advocacy that
would not count as activity conducted by the social
welfare organization. The amounts in the segre-
gated account would be subject to the disclosure
provisions in section 527.33

b. Other tax-exempt organizations. The pro-
posed regulation invites comment regarding
whether it should apply to other tax-exempt orga-
nizations. The history in this area is clear. If the final
regulations do not apply similar requirements to all
section 501(c) organizations other than charities,
groups will simply reorganize under another code
provision. Groups are already contemplating using
section 501(c)(6) business leagues and section
501(c)(19) veterans organizations as a way to en-
gage in campaign-related activity, and section
501(c) contains many opportunities for organiza-
tions that could be used as an end run around the
regulation.
4. Don’t fight the last battle. Groups have consis-
tently sought organizational forms that allow them
to engage in anonymous campaign advocacy. Clari-
fication of the rules surrounding tax-exempt orga-
nizations and campaign advocacy may encourage
groups to seek out alternative entity classifications
as a means of avoiding restrictions created by the
new regulation. Absent further clarification of the
tax treatment of taxable entities involved in cam-
paigns, there is significant risk that groups will
forgo exempt status and instead organize as taxable
organizations. At the moment, it is unclear what the
tax ramifications would be to a taxable organization
involved in campaign advocacy. Without further

32Under current law, some of the contributions would not be
considered as for the purpose of influencing an election and
would be subject to tax under section 527.

33Social welfare organizations can already create a segre-
gated account to engage in section 527 exempt activity. The
regulations would need to create a broader account to include
campaign-related expenditures as well as expenditures de-
signed to influence an election.
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IRS clarification, taxable organizations may be the
next vehicle of choice to avoid campaign finance
disclosure, which may once again embroil the IRS in
unnecessary political decisions.34

Although any taxable campaign organization
would be subject to tax, the amount of taxable
income for a group might be small. Section 162(e)
prohibits an organization from deducting political
expenditures as an ordinary and necessary business
expense, so presumably a taxable organization
would have some tax liability if its primary purpose
was candidate-related political activity because it
could not deduct campaign-related expenditures.
However, if the group had little to no income, there
would be nothing to tax. Thus, if contributions to
the taxable organization were not considered in-
come, there would be few tax consequences to
using a taxable form as a campaign vehicle.

The IRS rulings in this area are old and are
ambiguous regarding whether contributions to a
taxable campaign organization are income. The IRS
should clarify that contributions to taxable organi-
zations for campaign advocacy are income to the
taxable entity and subject to tax. Alternatively, the
IRS should conclude that contributions are gifts and
thus subject to gift tax. It should also clarify that
taxable entities cannot circumvent this treatment by
claiming that payments to the taxable entity are
nontaxable contributions to capital.

Further, the IRS should clarify that the provisions
in section 527 apply to all organizations that have as
their primary purpose influencing elections, and
that section 527 status is not voluntary. The statute
is written in a way that makes section 527 status
mandatory for all entities that are primarily en-
gaged in influencing elections.35 If section 527 treat-
ment is mandatory, an organization could not

escape its disclosure requirements merely by claim-
ing to be a taxable organization.

D. Conclusion
The administration has taken a strong step for-

ward in proposing a regulation that will clarify the
permissible political campaign activities of tax-
exempt social welfare organizations. The regulation
is helpful in that it creates a bright-line rule that
would provide clear guidance to exempt organiza-
tions and also reduce the amount of discretion the
IRS would need to exercise in determining whether
a group is acting consistently with its exempt status.
By providing clearer rules, the proposed regulation
will also likely reduce the significant gamesman-
ship and violations of exempt status that have
occurred because Congress required disclosure by
section 527 groups.

Correctly implemented, broad-based bright-line
rules will not violate the First Amendment. As long
as there is a reasonable outlet for the communica-
tion in question, the proposed regulation would not
be a significant burden on speech. Organizations
can engage in unlimited political speech. If the
organization’s primary purpose is to engage in
election-related activity, it can organize as a section
527 political organization and disclose its donors
and expenditures. The proposed regulation is all
about basketing an organization into its correct
regulatory home — be that as a charity, social
welfare organization, business league, or political
organization.

Unfortunately, the proposed regulation is a fifth-
or sixth-best choice for dealing with the current
crisis. A better solution would be for Congress to
pass broad-based legislation requiring disclosure of
campaign-related activity and remove the IRS as a
campaign finance regulatory agency. The IRS serves
best when it is collecting revenue and protecting the
fisc, not when it is seen as a political tool of elected
officials, be they the Congress that funds it or the
administration that supervises it.36

34This article does not address all the difficult questions
raised by the use of taxable entities for political campaign
advocacy. For a more thorough discussion of this issue pre-
Citizens United, see Tobin, ‘‘Political Advocacy and Taxable
Entities: Are They the Next ‘Loophole’?’’ 6 First Amend. L. Rev.
41 (2007). Post-Citizens United, taxable corporations are an even
more attractive vehicle for campaign advocacy.

35See, e.g., Gregg D. Polsky, ‘‘A Tax Lawyer’s Perspective on
Section 527 Organizations,’’ 28 Cardozo L. Rev. 1773, 1784 (2007)
(‘‘Status as a political organization is not, as a technical matter,
elective’’).

36The second-best alternative would be for the FEC to
modify its current regulations and require disclosure of contri-
butions to social welfare organizations engaged in express
advocacy or electioneering communication unless the donor
specifically indicates that the contribution may not be used for
those purposes.
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generally equal to 3.5 percent of the value of
property not used directly in charitable activities or
administration. Assets not used directly in chari-
table activities or administration include cash in
bank accounts, stocks, bond, mutual funds, lands,
and buildings.

2. Non-charitable nonprofits. In Canada, the defi-
nition of non-charitable nonprofit under paragraph
149(1)(l) of the ITA (that is, nonprofit organization)
is very broad:

A club, society or association that, in the
opinion of the Minister, was not a char-
ity . . . and that was organized and operated
exclusively for social welfare, civic improve-
ment, pleasure or recreation or for any other
purpose except profit.

This definition includes not only amateur sports
clubs, social clubs, literary societies, and profes-
sional organizations, but also political parties.
These organizations are exempt from income tax,
but donors to them receive no tax benefits. There
are no specific rules limiting any kind of political
activity, including lobbying and campaign interven-
tion, for any type of non-charitable nonprofit. How-
ever, these entities are subject to various generally
applicable lobbying and campaign financing laws
at the federal and provincial levels.

3. Lobbying and campaign finance regulation.
Nonprofits may be required to register under Cana-
da’s Lobbying Act. Importantly, like England and
unlike the United States, Canada limits the amount
candidates and political parties can spend. Under
the Canada Elections Act of 2000, these limits
depend on the number of electors and the popula-
tion density where they are running. Also, regis-
tered political parties, candidates, and third parties
must make financial disclosures. The term ‘‘third
parties’’ includes any group not directly contesting
an election.

More recently, Canada introduced funding limits
on all persons and organizations, other than political
parties themselves, when an election is called. For
example, for the 2014 calendar year, an individual
can contribute C$1,200 to a registered party.20 Fur-
ther, the Canada Elections Act restricts the amount
third parties can spend on some forms of election
advertising during election periods. For April 1,
2013, to March 31, 2014, the total expense limit is

C$200,100.21 Section 319 of the act defines election
advertising as ‘‘the transmission to the public by any
means during an election period of an advertising
message that promotes or opposes a registered party
or the election of a candidate, including one that
takes a position of an issue with which a registered
party or candidate is associated.’’ Contributions to
registered political parties and candidates are, how-
ever, partly deductible for individuals. Corporations
cannot make federal political contributions.

D. Conclusion
Charities in all three countries examined are for-

bidden from direct or indirect campaign interven-
tion, although the definition of campaign
intervention undoubtedly differs in its details. This
consistency is intriguing in light of the frequent criti-
cism of section 501(c)(3)’s prohibition on campaign
intervention. Lobbying limits vary. Compared with
American charities, British charities have more free-
dom to engage in political activity other than
candidate-related campaign intervention. Canadian
charities have a clearer sense of the limits on their
political activity than do U.S. charities, but, unlike
the United States, Canada sweeps more than lobby-
ing into the political activity category.

England and Canada impose no restrictions on
the campaign intervention of non-charitable non-
profits as such. However, they regulate elections
and campaign finance more strictly than we do.
England limits both expenditures and the use of
broadcast media. So does Canada, which also limits
contributions. Thus, for those who believe in cam-
paign finance limitations, the First Amendment
considerations that have driven the Supreme Court
to curb campaign finance regulation, such as in
Citizens United, put particular pressure on tax regu-
lation regarding EOs’ political activities. This inter-
national excursion underscores the importance,
even in light of substantial continued controversy,
of revising and finalizing new Treasury regulations
defining and limiting political campaign interven-
tion by tax-exempt organizations, an effort begun in
November 2013 with the issuance of proposed
regulations defining candidate-related political ac-
tivity for section 501(c)(4) organizations.22

20‘‘Elections Canada: Limits on Contributions,’’ available at
http://www.elections.ca/content.aspx?section=pol&dir=lim&d
ocument=index&lang=e.

21See ‘‘Elections Canada: Limit on Election Advertising In-
curred by Third Parties,’’ available at http://www.elections.ca/
content.aspx?section=pol&document=index&dir=limits/limit_t
p&lang=e.

22REG-134417-13.
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Reforming (and Saving) the IRS by 
Respecting the Public’s Right to Know 

 

       George K. Yin* 
       March 11, 2014 DRAFT 
 

Introduction 

 
In a May, 2013, meeting of the American Bar Association’s Section of Taxation, 

Lois Lerner, Director of the IRS’s Exempt Organization (EO) division, apologized for the 

IRS’s handling of applications submitted to the agency for recognition of the 

applicant’s tax-exempt status.1 The apology preceded by a few days a report issued by 

the Treasury Inspector General for Tax Administration (TIGTA) indicating that the IRS 

had used “inappropriate criteria” in deciding which EO applications deserved 

heightened scrutiny.2 The ensuing torrent of bipartisan criticism directed towards the 

IRS, the forced resignation of the Acting IRS Commissioner, and Lerner’s refusal to 

testify at a Congressional inquiry on Fifth Amendment grounds likely fixed the public’s 

impression of the episode, notwithstanding uncertainty—which may never be 

completely cleared up—as to exactly what the IRS did.3 Loss of public respect for the 

agency and tax system may hurt voluntary compliance, diminish interest in serving in 

the IRS, demoralize and decrease the effectiveness of the current workforce, and result 

in continuing budget cuts for the organization whose principal mission provides the 

lifeblood for the country.4 The goal of this article is to help restore and preserve the 

public’s trust in the tax agency and tax system. 

 

                                                 
* Edwin S. Cohen Distinguished Professor of Law and Taxation and Thomas F. Bergin Teaching Professor, 
University of Virginia. Copyright © 2014 George K. Yin. All rights reserved. The author is a member of an 
informal IRS advisory panel to assist in the development of methodologies for estimating the size and 
scope of the “tax gap.” 
1 See Weisman (2013) (describing Lerner’s apology for IRS’s actions that were “absolutely inappropriate 
and not the way we should do things”). 
2 See TIGTA (2013) at 5. 
3 See POY (2014) at 7-8 (summarizing events); Shear & Weisman (2013) (describing the President as 
“joining a bipartisan chorus of outrage over disclosures that the Internal Revenue Service had singled out 
conservative groups for special scrutiny”). 
4 See IRS Oversight Board (2014) at 9 (fig. 9) (showing public support for IRS funding to enforce tax laws 
reached ten-year low in 2013); NTA (2013b) at 20-22 (describing impact of underfunding on compliance); 
Freda (2013) (describing deleterious effects on IRS workforce); Kranish (2014) (characterizing IRS as a 
“failing agency” because of its budgetary and other problems); Wooten (2014) (describing enactment of FY 
2014 appropriations bill with significant cut to IRS’s budget). 
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 Current law requires the IRS to determine among other things the amount and 

type of political activity undertaken by certain EOs.5 Continuing problems with this 

responsibility have inspired many reform proposals, such as repealing exemption 

categories (or adding new ones), establishing higher thresholds or sharper lines in the 

law, and shifting the political activity responsibility to other bodies, such as the FEC.6 

This article takes a different approach, and assumes that the substantive EO tax law 

remains more-or-less the same and continues to be administered by the IRS. Under 

these tough—but realistic7—assumptions, what can be done to forestall harm from 

future controversies and restore trust in the agency? This article proposes to increase 

the transparency of the IRS’s administrative actions involving EOs. The 

recommendation responds directly to a chief source of the public’s frustration with the 

agency—the inability to monitor its actions and have confidence that the laws are 

being implemented in an even-handed way. 

 

 Proposals to increase the transparency of government commonly confront some 

claimed governmental interest in secrecy, such as a national security or law 

enforcement concern.8 Transparency of the government’s tax decisions, however, 

encounters the further potential objection that it violates the privacy rights of 

taxpayers. This latter clash arises because the government’s tax administration 

decisions generally turn on the information it has extracted under compulsion from 

                                                 
5 See I.R.C. § 501(c)(3) and Reg. § 1.501(c)(3)-1(b)(3) (limiting amount of lobbying activities by section 
501(c)(3) organizations and prohibiting completely their political campaign activities on behalf of or in 
opposition to any candidate for public office); I.R.C. § 501(c)(4) and Reg. § 1.501(c)(4)-1(a)(2)(ii) (limiting 
amount of political campaign activities by section 501(c)(4) organizations). 
6 See, e.g., REG-134417-13, 2013-52 I.R.B. 856 (Dec. 23, 2013) (proposing regulation identifying specific 
political activities not qualifying as promotion of social welfare for purposes of section 501(c)(4)); ABA Tax 
Section (2004) at 139-42 (proposing bright-line expenditure-based test for permissible political activity of 
section 501(c)(4) organization); Aprill (2011) at 402-03 (proposing new exemption category for EOs 
engaged primarily in political activities); Crook (2013) (proposing repeal of section 501(c)(4) and shifting 
some responsibilities to FEC); NTA (2013a) at 16-17 (recommending exploration of having FEC or “other 
specialized agency” handle political activity determination); Tobin (2007) at 1361-62 (proposing 
independent commission outside of IRS to enforce political campaign ban); Tobin (2011) at 444 
(suggesting bright-line safe harbor); Westin & Berkley (2012) at 1611 (proposing higher threshold for 
section 501(c)(4) test). A key issue discussed in this article—the confidentiality of EO tax return 
information—would remain (and possibly be harder to resolve) if the political activity responsibility were 
shifted to another agency. For a comparison of the institutional capacity of the IRS and FEC to regulate 
political activities, see Mayer (2007) at 664-83. 
7 The “political activities” regulation proposed by the Treasury in late 2013 has already engendered 
considerable opposition, and the House has passed a bill delaying any change in the applicable law 
(including finalizing the proposed regulation) for one year. See H.R. 3865, 113th Cong. (2014) (as passed by 
the House); H.R. Rep. No. 113-353 (2014); Carney (2013) (describing widespread opposition to proposed 
regulation); Doyle (2013) (same); Hulse (2014) (same). 
8 See Stone (2011/12) at 83-84. 
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taxpayers. Thus, meaningful transparency of one (the government’s tax decisions) 

almost necessarily requires meaningful transparency of the other (taxpayer tax return 

information).9 The tax agency’s performance will always remain somewhat hidden and 

potentially suspect as long as the public has no access to the tax return information 

used by the agency to administer the law. In contrast, if the tax return confidentiality 

protections of EOs—provided to them and all other taxpayers by section 6103 of the 

Internal Revenue Code—were relaxed, the IRS’s decisions affecting EOs could be 

opened to scrutiny. For example, the IRS could be required to create a public website 

detailing the progress of each EO application from an initial submission to the final 

determination. Other administrative actions involving an EO, such as an audit-related 

development, could be required to be disclosed in the same manner. 

 

Thus, an essential element of the proposal in this article is greater publicity of 

EO tax return information. Disclosure of such information has been previously urged 

primarily to improve public knowledge and monitoring of EO activities and to protect 

the integrity of the electoral process.10 This article offers an additional rationale for 

increased publicity—to enable the public to know about (and monitor) the operations 

                                                 
9 See Bittker (1981) at 494; cf. Emerson (1976) at 20-22 (describing general conflict between right to know 
and right of privacy); Project (1975) at 971-72, 1221-30 (same). The same conflict arises in other 
circumstances where the government collects information of private parties, and FOIA exceptions protect 
the information from disclosure in limited situations. See, e.g., 5 U.S.C. § 552(b)(1) (protecting certain 
classified information), (2) (protecting information involving an agency’s personnel rules and practices), (4) 
(protecting trade secrets and similar privileged information), (6) (protecting an individual’s information, 
such as personnel and medical files, if disclosure “would constitute a clearly unwarranted invasion of 
personal privacy”), and (7) (protecting certain information compiled for law enforcement purposes); 
Fenster (2010) at 648-49 (describing other restrictions on disclosure). Private tax information obtained by 
the government is, however, quite extensive, and the law broadly protects from disclosure such 
information and the government’s administrative use of the information. See JCT (2000a), vol. I, at 15-16, 
22-23 (describing broad protections of section 6103 (tax confidentiality statute)), 93-96 (describing cases 
holding section 6103 either is exception to FOIA or preempts it), 127 (quoting Treasury Secretary’s 
assertion that the IRS has “a data source of unparalleled detail and completeness”); S. Rep. No. 94-938, at 
316-17 (1976). In addition, the public’s right to know in some other contexts may be satisfied through 
mere disclosure of the existence of a collection program and the type of information collected. In contrast, 
in the tax area, both of those facts are known; what is generally unknown (and protected from disclosure) 
is the specific information of taxpayers and the government’s administrative decisions with respect to 
that information. 
10 See, e.g., JCT (2000a), vol. II, at 80 (recommending increased disclosures to monitor EOs, including their 
compliance with tax laws); Aprill (2011) at 403-05 (discussing additional EO disclosures for election law 
purposes); Briffault (2011) (same); Brody (2012) at 226, 232 (supporting disclosures to monitor EO 
governance practices); Steuerle & Sullivan (1995) at 441-42 (“in our judgment, public information is 
potentially the most powerful regulator of [EO] practices”); Tobin (2011) at 438-44 (proposing changes to 
enhance EO disclosure of political activities, primarily for election law purposes). 
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of its government.11 For EOs, the loss of confidentiality protections would be balanced 

by greater assurance that the tax agency is treating them fairly. Moreover, EOs and 

everyone else would benefit from heightened respect for the integrity of the agency 

and tax administration process. 

 

 Part I describes the conflict between the confidentiality of tax return 

information and the public’s ability to monitor its government. It first provides 

background on how the law has produced an information imbalance, initially 

restricting public access to tax return information and then (since 1976) generally 

restricting government access for non-tax administration purposes. The result has 

been to make the access of tax administrators more exclusive. This consequence is 

generally sensible—the information, after all, is collected principally for tax 

administration purposes—but only if the information is used properly for such 

purposes. The “semi-secret” nature of tax return information under current law may to 

some extent increase the possibility of misuse of the information by tax 

administrators, or at least the suspicion of such misuse. 

 

Part I then shows how current law prevents the public from ever learning 

whether its suspicions are justified. Although the IRS has full access to tax return 

information, the law bars the agency from sharing the information with the public. 

This prohibition sometimes creates the perception that the agency has something to 

hide when its administrative decisions are questioned. Moreover, the IRS may interpret 

the prohibition expansively to avoid providing responses even when they would not be 

barred. 

 

In addition, taxpayers can strategically release selective information about 

themselves and launch charges against the agency—either directly or through their 

representatives (such as members of Congress)—and the IRS may be precluded from 

defending itself or providing a complete explanation. When these episodes occur, they 

further obscure the facts from the public and erode respect for the agency. Finally, 

                                                 
11 For a description of the history and rationale of the public’s right to know, see Mayer (2014) at XX 
(summarizing that “the public’s right to have access to information about government activities . . . is well-
established and relatively non-controversial”); O’Brien (1980) at 586-603. According to IRS Policy 
Statement 11-92, “[t]he [IRS] recognizes the people’s right to know about their tax laws and the manner in 
which they are being administered.” I.R.M. 1.2.19.1.7.2 (10-13-1967). 
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when charges of agency wrongdoing are investigated, current law also prevents the 

investigators from clearly revealing the results of their investigations to the public. In 

summary, unless taxpayers waive their rights, it is essentially not possible under 

current law for the public ever to obtain the full account of various controversies and 

to gain (or retain) confidence in the tax agency. More complete publicity of tax return 

information would tend to deter IRS misbehavior, reduce suspicions of such 

misconduct, and promote fuller communication both to establish any impropriety and 

avert false charges against the agency. 

 

The problems outlined in Part I might seem to be unavoidable so long as 

taxpayer privacy rights trump the public’s right to know, the policy preference of this 

country for virtually the entire period it has compelled disclosure of income tax 

information. As explained in Part II, however, Congress has long justified publicity of a 

substantial amount of tax return information of EOs. In particular, there is required 

publicity of EO application materials (but only if and when the application is 

approved), EO annual information returns, and written IRS determinations (with 

taxpayer identifying information generally redacted) issued to taxpayers including EOs 

(such as an exemption revocation).12 This exception for EO return information is 

extremely fortunate, because it is in the EO area that allegations of possible IRS 

misconduct continue to arise (and have arisen repeatedly for at least five decades).13 

Thus, slight liberalizations of existing EO disclosure rules might permit the type of 

transparency that would satisfy the public’s right to know in the precise area of 

greatest need. 

 

Part III describes the specific new disclosures recommended by this article. To 

be exempt, most EOs would be required to apply for recognition of their exemption by 

the IRS, and all application materials would be publicly available upon submission to 

the agency. Section 6103 confidentiality protections would also be relaxed for EO audit 

developments, closing agreements, and final determinations of the agency (without 

redaction of EO identifying information). Finally, the IRS would be required to disclose 

in a timely manner its decisions relating to an EO application and such other 

                                                 
12 See notes 111-135 and accompanying text. 
13 See notes 100-108 and accompanying text. 
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administrative actions. The IRS would not have to disclose its internal deliberations, 

including the composition of formulae used for the selection of cases for higher 

scrutiny or audit. This amount of secrecy is necessary to offset another type of 

information imbalance—the superior knowledge taxpayers have about their own 

affairs that might be relevant to a determination of their tax responsibilities. The 

proposal would also allow information such as trade secrets and similar privileged 

information, classified information for national defense or foreign policy reasons, and 

the identity of an EO’s donors, to be shielded from publicity. Part IV contains a brief 

conclusion. 

 
*     *     * 

 
As the title of this article indicates, this reform proposal has been developed to 

“save” the IRS. Notwithstanding the hopes of its wildest critics, the agency’s survival is 

not in doubt no matter what the current or future controversies ultimately reveal. 

There is, however, some concern about the type of agency that will continue if faith in 

the agency cannot be restored and maintained. In particular, the incessant attacks and 

continuing possibility of suboptimal funding increase the likelihood of capture of the 

agency by those supposedly regulated by it. 

 

Some capture may occur unintentionally. Resource limitations, for example, may 

make the agency more reliant on input from trade organizations and practitioner 

groups to help develop interpretations of the law, and such groups can reasonably be 

expected to make recommendations most compatible with their narrow interests. That 

top IRS management thought it both safe and advisable to issue its first public apology 

in the current controversy to a private group of tax lawyers—rather than to the 

agency’s superiors within the executive branch, the Congress, or the general public—

may indicate that some amount of capture has already occurred.14 Resource limitations 

may also force the agency to be less vigilant in monitoring taxpayer practices, in effect 

ceding (by default) interpretation and enforcement of more aspects of the law to 

private interests. 

 

                                                 
14 See McPherson (2013) (describing Acting IRS Commissioner’s advance knowledge that apology would be 
issued at ABA Tax Section meeting). 
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Some agency capture may be quite deliberate; for example, to deflect criticism, 

the agency may develop a more “customer-friendly” attitude that results in the law 

being twisted in favor of particular groups of taxpayers.15 Although being “customer-

friendly” may be a very smart business practice, it is not necessarily the proper 

approach for a government agency responsible for enforcing the law. This article is 

written in the hope of preserving an agency that never loses sight of the public it 

serves, who expect it to apply the law fairly, but firmly, and with great rigor.16 

 

I.  The conflict between tax return confidentiality 
and the public’s right to know. 

 
This Part explains the conflict between the confidentiality of tax return 

information and the public’s ability to monitor its government’s tax activities. Sections 

A and B provide background on tax return confidentiality, and show how the law has 

gradually produced an information imbalance, first restricting public access to tax 

return information and then (since 1976) generally restricting government access for 

non-tax administration purposes.17 The result has been to make the access of tax 

administrators more exclusive. The imbalance has increased the possibility of misuse 

of the information by tax administrators, or at least the suspicion of such misuse. 

Section C then describes how the law prevents the public from ever discovering 

whether its suspicions are justified. 

 

A. Tax return confidentiality laws prior to the Tax Reform Act of 1976. 

 
The first Civil War income tax laws generally gave the public access to tax return 

information. Tax administrators posted in public places (and published in newspapers) 

lists showing the amount of tax owed by specific taxpayers, and made full tax return 

                                                 
15 In 1998, Congress adopted reforms—sometimes characterized as making the IRS more “customer-
friendly”—that primarily dealt with the IRS’s procedural fairness to taxpayers, and did not include 
recommendations to favor certain taxpayer groups over others. See IRS Restructuring and Reform Act of 
1998, Pub. L. No. 105-206, Title III, 112 Stat. 685, 726-83 (1998); S. Rep. No. 105-174, at 8-9 (1998) 
(agreeing with IRS’s goal of “improving customer service”); Lederman (2003) at 980, 990-1008. 
16 Cf. NTA (2013b) at 20-38 (describing ramifications of underfunding IRS); Hoffman (2013) at 649 (stating 
that IRS enforcement activities fell off significantly following late 1990s charges against the agency and 
subsequent investigations). 
17 For helpful background, see JCT (2000a), vol. I, at 246-79; Treasury (2000) at 15-26; Pomp (1993) at 378-
405; Zaritsky (1974). 
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information available for public inspection.18 The purpose was to advise taxpayers of 

the amount of their liabilities, facilitate collection of the tax, and discourage fraudulent 

returns.19 Congress eventually changed this practice, thanks to leadership from Rep. 

(and future President) James Garfield (R.-Oh.), to respect the countervailing privacy 

interests of taxpayers. Garfield acknowledged the need for some publicity “to act as a 

pressure upon men to bring out their full incomes,” but objected to publication of the 

information in newspapers, which he termed “odious.”20 In 1870, Congress barred tax 

administrators from publishing tax return information in newspapers, but continued 

to allow public inspection.21 Soon after, Congress let the income tax law expire, “in part 

because of problems stemming from publicity of tax returns.”22 

 

The short-lived income tax act of 1894 required returns to be kept 

confidential.23 Under the Tariff Act of 1909, however, which enacted a corporate excise 

tax based on the amount of a corporation’s income, the corporate returns were 

designated as public records “open to inspection as such.”24 This publicity rule, 

modified in 1910 to permit inspection only on order by the President under rules 

prescribed by the Treasury, appears to have been for corporate regulatory purposes 

rather than to further any tax policy objective.25 The first Act of the modern income tax 

in 1913 continued the 1910 treatment of corporate returns and applied it to the 

returns of individuals. Thus, both types of returns were classified as “public records” 

but available for inspection only under order of the President.26 But for two minor 

exceptions, the public has never regained general access to tax return information. 

 

                                                 
18 See Act of July 1, 1862, ch. 119, §§ 6 (requiring taxpayers to submit “list or return” showing “amount of 
annual income”), 14-15 (describing preparation and publication of assessment lists), 16, 18-19 (describing 
preparation and publication of collector’s lists, open to public inspection), 93 (requiring submission of 
income tax return), 12 Stat. 432, 434, 436-39, 475 (1862); Act of June 30, 1864, ch. 173, §§ 11, 18-20, 27-
28, 118, 13 Stat. 223, 225, 228-29, 232-33, 282-83 (1864). 
19 See Zaritsky (1974) at CRS-4 – CRS-6. 
20 See Cong. Globe, 39th Cong., 1st Sess. 2789 (May 23, 1866). 
21 See Act of July 14, 1870, ch. 255, § 11 (last proviso), 16 Stat. 256, 259 (1870); CIR (1870) at 1 (providing 
that although publication of information would end, public access would continue). 
22 Treasury (2000) at 16; Pomp (1993) at 383. 
23 See Act of Aug. 27, 1894, ch. 349, § 34, 28 Stat. 509, 557-58 (1894). 
24 See Act of Aug. 5, 1909, ch. 6, § 38 (¶6), 36 Stat. 11, 116-17 (1909). Confusingly, the statute also made it 
unlawful to disclose tax return information “except upon the special direction of the President.” Id. (¶7). 
25 See Act of June 17, 1910, ch. 297, 36 Stat. 468, 494 (1910); Treasury (2000) at 17; Kornhauser (1990) at 
113-18, 124-30; Zaritsky (1974) at CRS-27. By regulation, Treasury made the returns of public corporations 
available to the public. See T.D. 1665, 13 Treas. Dec. Int. Rev. 117, 119-20 (1910). 
26 See Tariff Act of 1913, ch. 16, § II.G.(d), 38 Stat. 114, 177 (1913). 
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One exception occurred in 1924. Throughout the early years of the modern 

income tax, the Progressives and some other members of Congress urged full publicity 

of tax return information. A principal reason was to prevent fraud by taxpayers. 

Supporters argued that full publicity would let people monitor the accuracy of tax 

filings submitted by their neighbors and others they knew. The potential scrutiny, in 

turn, would encourage taxpayers to be more honest in the first place.27 Advocates often 

drew an analogy to local property tax records, whose publicity facilitated such citizen 

enforcement of the laws.28 As one Progressive wrote during the period of the Teapot 

Dome investigation, “[p]ublicity brings respect for law, whereas secrecy sits on the lid 

of sizzling teapots.”29 

 

Until 1924, these arguments had proved unavailing. Even if so inclined, few 

persons (other than those already performing income tax withholding or information 

reporting) would likely be in a position to detect errors of others.30 Moreover, real 

property tax records contained much less private information than a typical income 

tax return, and the ownership (and approximate value) of such property were generally 

known without regard to those records.31 Finally, as Rep. Cordell Hull (D.-Tn.) noted, 

property tax systems suffered from considerable evasion and avoidance, despite the 

publicity provided.32 The New York Times editorialized ominously against the 

“malicious tittle-tattle” emanating from income tax publicity, which might “convert the 

whole community into a horde of spies or detectives.”33 

 

In 1924, the Progressives finally achieved a measure of success, due in part to 

the fallout of a bitter feud between Sen. James Couzens (R.-Mich.) and Treasury 

                                                 
27 See 53 Cong. Rec. 13291-92 (1916) (Sen. Husting (D.-Wisc.)); id. at 13852-53 (Husting), 13853 (Sen. James 
Reed (D-Mo.)), 13854 (Sen. Norris (R.-Neb.)), 13856 (Sen. La Follette, Sr. (R.-Wisc.)); 65 Cong. Rec. 1208 
(1924) (Norris). 
28 See 53 Cong. Rec. 13852 (1916) (Husting); id. at 13853 (Reed), 13853-54 (Norris); 65 Cong. Rec. 1208 
(1924) (Norris); id. at 2959 (Rep. Browne (R.-Wisc.)), 7676 (Norris). 
29 H.R. Rep. No. 68-179, at 75 (1924) (providing separate views of Rep. Frear (R.-Wisc.)). 
30 The 1913 Act included a broad income tax withholding provision which was replaced by information 
reporting in 1917. See 1913 Act, note 26, § II.D & E., 38 Stat. at 168-70; H.R. Rep. No. 63-5, at XXXVIII 
(1913) (estimating that about two-thirds of the 1913 income tax would be withheld at source); War 
Revenue Act of 1917, ch. 63, §§ 1204(2), 1205, 1211, 40 Stat. 300, 332, 336 (1917); 55 Cong. Rec. 5967 
(Sen. Simmons (D.-N.C.)) (explaining 1917 change). 
31 See Bittker (1981) at 482-83.  
32 See 65 Cong. Rec. 2957 (1924) (republishing Hull’s 1918 views). 
33 Futile Tax Publicity, N.Y. Times, May 23, 1924, at 18. Hull was skeptical of any system that had to rely 
upon informers for its successful operation because he did not think human nature credited that type of 
behavior, “no matter how good or worthy [the informer’s] intentions.” See 65 Cong. Rec. 2957 (1924). 
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Secretary Andrew Mellon in which Mellon was believed to have improperly snooped at 

Couzens’s tax returns.34 The Senate Finance Committee reported a tax bill requiring the 

tax agency to provide public lists of the name, address, and amount of income tax paid 

by all taxpayers.35 On the Senate floor, Sen. George Norris (R.-Neb.) offered an 

amendment to require full publicity of tax returns and, with the Couzens-Mellon feud 

providing an important backdrop, the Senate approved it.36 Although the Norris 

amendment was dropped in conference, the Finance Committee’s taxpayer list 

(including amount of tax paid) was approved and signed into law.37 Just two years later, 

Congress repealed this provision, following continued strong opposition from 

President Coolidge and Secretary Mellon and concerns about taxpayer privacy and 

misuse of the information by the unscrupulous after newspapers began extensive 

publication of the information.38 

 

The second exception occurred in 1934, when Congress approved a law 

requiring taxpayers to attach to their tax returns a pink slip showing the taxpayer’s 

name, address, and amount of gross income, deductions, net income, credits, and tax 

liability, all of which would become part of the public record.39 This provision was 

enacted following an income tax evasion scandal that had been exposed by a Senate 

investigation.40 During Senate debate of another full publicity amendment, proponents 

again contended that it would help curb tax evasion and avoidance.41 Importantly, for 

purposes of this article, Sen. Robert La Follette, Jr. (R.-Wisc.) also argued that publicity 

would permit better monitoring of the tax agency: 
                                                 
34 See Yin (2013) at 821-22, 844-45. 
35 See H.R. 6715, 68th Cong. § 257(e) (1924) (as reported by the Finance Committee). The committee report 
provided no reason for the change. See S. Rep. No. 68-398, at 30 (1924). The prior law had required lists of 
the name and address of each taxpayer, but without the amount of tax paid. 
36 See 65 Cong. Rec. 7692 (1924) (approving Norris amendment 48-27). 
37 See H.R. 6715, 68th Cong. § 257(b) (1924) (as agreed to in Conference); Revenue Act of 1924, ch. 234, § 
257(b), 43 Stat. 253, 293 (1924). According to Amity Shlaes, the publicity of tax information authorized by 
the 1924 Act “represented the progressives’ revenge against Mellon and Coolidge.” See Shlaes (2013) at 
288. 
38 See Revenue Act of 1926, ch. 27, § 257(e), 44 Stat. 9, 52 (1926); 67 Cong. Rec. 2874 (1926) (Sen. Smoot 
(R.-Ut.)); id. at 2882 (Sen. Harrison (D.-Miss.)), 3295 (Sen. Couzens (R.-Mich.)), 3346 (Couzens), 3488 (Sen. 
Copeland (D.-N.Y.)); Blank (2011) at 276-77; Leff (1984) at 67; Pomp (1993) at 392-98. In U.S. v. Dickey, 268 
U.S. 378, 388 (1925), the Court held that because of the change made in the 1924 Act, publication of the 
information in newspapers was permissible notwithstanding the general prohibition against disclosing tax 
return information. See also U.S. v. Baltimore Post, 268 U.S. 388 (1925). 
39 See Revenue Act of 1934, ch. 277, § 55(b), 48 Stat. 680, 698 (1934). 
40 See Kornhauser (2010); Leff (1984) at 68-70; Pomp (1993) at 398-404. 
41 See 78 Cong. Rec. 6544 (1934) (Sen. La Follette, Jr. (R.-Wisc.)). The Senate approved the full publicity 
amendment by a 41-34 vote, but the conference committee limited the publicly available information to 
that required by the pink slip provision. See id. at 6554; H. Conf. Rep. No. 73-1385, at 4 (1934). 
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Today it is an offense for any official of the Internal Revenue Bureau or any employee 
thereof to disclose any facts concerning any return which has passed under his eye.  If 
this [full publicity] amendment shall be adopted, it will be possible for employees in the 
Bureau who are aware of situations which ought to reach the attention of Senators and 
Representatives in Congress, and others who are interested in this problem, to bring 
such situations to their notice.  It will do a great deal, in my opinion, to improve the 
morale and to increase the zeal and vigilance of those who are charged with auditing 
and passing upon the returns.42 
 

Following an extremely well-orchestrated protest, Congress repealed the pink slip 

provision in early 1935 before it ever had any effect.43 Thereafter, no significant 

changes were made to tax return confidentiality law until 1976. 

 

B. Changes to tax return confidentiality laws made by the Tax Reform Act of 1976. 

 
 Although the public was denied access to tax return information prior to 1976, 

the government (beyond the IRS) was not. The 1910 law, continued in 1913 and 

subsequent acts, gave the President authority to determine access to the “public 

records,” and, as the Treasury later explained, “it would have been unrealistic to 

assume that the President could . . . resist agency arguments for more information on 

which to base important decisions.”44 As a result, the period between 1921 and 1976 

was marked by unrestrained growth in the access of returns by federal and state 

agencies.45 One Senator described tax return information during this period as a 

“generalized governmental asset,” with the IRS essentially serving as a “lending library” 

to the rest of the government of the materials submitted to the agency.46 

 

 This practice was curtailed in 1976 following revelations of abuses occurring 

during the Nixon Administration. Two Executive Orders allowing the Department of 

Agriculture to inspect (for “statistical purposes”) the tax returns of all farmers sparked 

                                                 
42 78 Cong. Rec. 6546 (1934); see Kornhauser (2010) at 129-30; Pomp (1993) at 400. In explaining his 
concern, La Follette alluded to a 1920s investigation of the Bureau of Internal Revenue (BIR) (predecessor 
to the IRS), conducted by a Senate Select Committee led by Sen. Couzens (R.-Mich.), which had purportedly 
revealed many instances of “gross favoritism” and “special privileges” granted by BIR employees to 
selected taxpayers. Although this view was frequently repeated, the investigation actually established very 
little BIR corruption. See Yin (2013) at 823 n.181, 838. 
43 See Act of Apr. 19, 1935, ch. 74, 49 Stat. 158 (1935); Kornhauser (2010) at 130-45; Leff (1984) at 70-73; 
Pomp (1993) at 400-04. 
44 Treasury (2000) at 20. 
45 See id.; IRS Report (1975) at 845-53. 
46 See 122 Cong. Rec. 24013 (1976) (Sen. Weicker (R.-Conn.)); Stokwitz v. U.S., 831 F.2d 893, 894-95 (9th Cir. 
1987). 
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public and Congressional outrage.47 Moreover, the Watergate investigations revealed 

the extent to which President Nixon and his White House staff had attempted to use 

the tax agency and its tax return information for political purposes.48 The 1976 Act 

removed the “public record” designation of tax returns and substituted instead a 

general rule of confidentiality under section 6103. The law generally limited access to 

tax return information to tax administrators and others specifically identified by 

Congress, and barred them from disclosing the information to anyone else.49 Even the 

President’s access was restricted. Beginning with the 1976 Act, in order to obtain tax 

return information, the President must personally sign a written request describing the 

information needed and report his action to the Joint Committee on Taxation (JCT), 

which has authority to reveal the disclosure to the Congress if it determines it would 

be in the national interest (such as if the information were obtained for “improper 

political purposes”).50 As a result, it apparently has become standard practice for 

Presidents to steer clear of obtaining any tax return information.51 The basic structure 

of the law provided by the 1976 Act has continued to this day.52 

 

Given the problem confronting Congress in 1976, its response might seem to 

have been perfectly reasonable. Since the principal reason for collection of tax return 

information is for tax administration and the misuse occurring during the Nixon 

                                                 
47 See Exec. Order 11697, 38 Fed. Reg. 1723 (1973); Exec. Order 11709, 38 Fed. Reg. 8131 (1973); House 
Agriculture Hearings (1973); House Gov’t Operations Hearings (1973). As a result of the objections, both 
orders were revoked the following year. See Exec. Order 11773, 39 Fed. Reg. 10881 (1974). 
48 See S. Rep. No. 93-981, at 130-43 (1974); S. Rep. No. 94-938, at 317 (1976); JCT (1975b) at 6-7; Andrew 
(2002) at 179-313. 
49 See Tax Reform Act of 1976, Pub. L. No. 94-455, § 1202(a)(1), 90 Stat. 1520, 1667 (1976) (amending 
section 6103 of 1954 Code). Courts have concluded that section 6103 either qualifies for FOIA exemption 
(3) (5 U.S.C. § 552(b)(3)) or preempts it. See JCT (2000a), vol. I, at 93-96. 
50 See id. at 1672-74 (adding section 6103(g)(1) and (5) of 1954 Code); S. Rep. No. 94-938, at 323 (1976). 
During the Nixon Administration, the IRS’s Chief Counsel questioned whether the Constitution permitted 
the President to be barred from obtaining tax return information. See S. Rep. No. 94-938, at 321 (1976); 
JCT (1975b) at 8; Andrew (2002) at 184-85. For a description of the history and legal authority of White 
House access to tax return information prior to and immediately following the Tax Reform Act of 1976, 
see IRS Report (1975) at 968-80; Benedict & Lupert (1979) at 964-69. 
51 The most recent IRS report of disclosures of tax return information indicates that there were no 
disclosures in 2012 pursuant to section 6103(g) (the provision authorizing Presidential access). See JCT 
(2013) at 3. The listing provides, however, that the information is “regarding appointments,” which may 
refer only to disclosures pursuant to section 6103(g)(2) (for Presidential appointees) rather than section 
6103(g)(1) (an open-ended Presidential access provision). Given the JCT’s specific reporting authority of 
disclosures to Presidents under section 6103(g)(5), it is unclear whether any disclosure under section 
6103(g)(1) must be included in the IRS’s public report. See I.R.C. § 6103(p)(3)(C). 
52 A recent survey of the practices in 37 countries found that although there is some significant variation, 
the tax authorities of most countries “are in principle required to keep [tax] information confidential.” 
Kristoffersson & Pistone (2013) at 3. 
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Administration was mainly by those outside of tax administration, it appeared sensible 

to limit access to tax administrators.53 But the effect of the changes was to increase the 

information imbalance, and to make the access of tax administrators more exclusive. 

This is not to suggest that their access was (or is) in any way “exclusive”; indeed, in 

recent years, the IRS has reported over eight billion tax records being disclosed each 

year outside of the tax agency.54 But some of those with the greatest incentive to 

monitor the possible, improper use of the information—including the President and 

other top officials in the executive branch, the media, other watchdog groups, and 

taxpayers and the general public—had their access restricted or denied completely by 

the 1976 Act and prior changes.55 And, as explained by Sen. La Follette, persons within 

the agency are also limited in their ability to report possible misuse by others.56 

 

Importantly, Congress in 1976 did not follow the alternate strategy of 

increasing, rather than decreasing, publicity of the information. As La Follette argued 

in 1934, such a change might also have helped to prevent misuse of the information by 

increasing the likelihood that those with competing interests might provide the 

necessary checks.57 During the Watergate period, in one of his final public addresses, 

former Chief Justice Earl Warren offered a similar piece of advice. Echoing John Dean’s 

famous words at the Watergate hearings, Warren stated that “[p]olicies of secrecy . . . 

are cancerous to the body politic,” and “[t]here is but one protection against 

governmental deception, and that is the accessibility to inspection by the citizenry of 

public records on every level of government.”58 But rather than shining more light on 

tax return information, Congress chose in 1976 to confine it to a seemingly safer, 

though necessarily darker, corner. Viewed in that way, the changes simply relocated 

                                                 
53 Cf. Treasury (2000) at 42; Mazza (2003) at 1094; Schwartz (2008) at 894. 
54 See JCT (2012) at 3; JCT (2013) at 3. Moreover, the reports do not include every instance of disclosure. 
See Guttman (2000a) at 318. The vast majority of the reported disclosures have been to state tax 
administrators, Congressional committees (including the JCT), and agencies using the information for 
statistical purposes, such as the Bureau of the Census. There have also been a number of disclosures 
made to child support enforcement agencies and for purposes of the Medicare premium subsidy 
adjustment. 
55 Certain Congressional committees and the JCT Chief of Staff have access to the information as well as 
persons in the Treasury Department if their “official duties require such [access] for tax administration 
purposes.” See I.R.C. §§ 6103(f)(1)–(4), (h)(1), 8023(a). IRS and TIGTA personnel have access under the 
latter provision. In addition, in limited circumstances, members of the IRS Oversight Board also have 
access to the information. See I.R.C. § 6103(h)(6). 
56 In 1998, Congress added a whistleblower provision to permit the reporting of possible misconduct to 
certain Congressional committees. See I.R.C. § 6103(f)(5). 
57 See note 42 and accompanying text; cf. Tobin (2011) at 443 n.90. 
58 Warren (1974) at 550. 
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where misuse might occur, and possibly increased the risk of it. The changes also left 

the IRS more vulnerable to suspicions of misuse. 

 

C. Current confidentiality law prevents the public’s right to know. 

 
Unfortunately, current law precludes the public from ever discovering whether 

its suspicions are justified. Although the tax agency has full access to tax return 

information, section 6103 prohibits the agency from sharing it with the public.59 Thus, 

section 6103 may prevent the IRS from responding to well-founded inquiries about its 

decisions. The agency’s reticence may be legitimate—violation of section 6103’s 

proscriptions can result in severe penalties60—but it also may be opportunistic. As one 

critic has observed, “a major beneficiary of the current confidentiality rules is the IRS 

itself because it can use the secrecy rules to limit outside scrutiny.”61 There is a natural 

bias in favor of agency reticence since improper disclosure is punished but improper 

non-disclosure generally is not. Even when the lack of communication is required by 

law, it increases the perception that the agency has something to hide.62 

   

 Current law also makes the agency susceptible to unfounded charges. For 

example, during the Senate Finance Committee’s IRS oversight hearings in 1997 and 

1998, various taxpayers launched charges against the agency. Because the committee 

did not obtain waivers from the witnesses to permit open discussion of their tax return 

information, the IRS was basically prevented from offering full rebuttal.63 Subsequent 

                                                 
59 See I.R.C. § 6103(a) (prohibiting any “officer or employee of the United States” (including a former 
officer or employee) and others granted access to tax return information from disclosing such 
information). 
60 See I.R.C. §§ 7213(a)(1) (felony for willful violations), 7431(a) (civil damages); 18 U.S.C. § 1905 (2012) 
(unauthorized disclosure punishable by fine, imprisonment of not more than one year, and loss of 
employment). 
61 Guttman (2000a) at 318; see also Davis (1997) at 81 (“[t]he irony is that by taking steps to “protect” tax 
returns from the wandering eyes of politicians, an unwitting Congress handed the IRS both a weapon and 
a shield that the tax collector has since used to fend off public scrutiny and to evade public 
accountability”), 165-66, 171-72.. 
62 See Guttman (2000b) at 481-82 (illustrating how section 6103 can work to the agency’s disadvantage). 
63 See Alexander (1999) at 299 (characterizing hearings as “theatrical,” with IRS being unable to rebut 
claims); Hamilton (1998) (describing complaints of past and present top IRS officials about the unfairness 
of the Finance committee hearings because section 6103 waivers had not been obtained). With JCT 
approval, the IRS has a limited ability to disclose return information in order to correct a misstatement of 
fact. See I.R.C. § 6103(k)(3). 
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examination found many of the charges to be baseless, but the harm to the agency and 

tax system had already been done.64 

 

 Finally, as illustrated by the TIGTA audit report issued in 2013 as well as a 2000 

JCT staff report investigating allegations of politically motivated conduct by the IRS 

during the Clinton Administration in administering the EO tax laws, section 6103 also 

prevents investigators from clearly revealing the results of their investigations to the 

public.65 In its 2013 report, TIGTA responded to inquiries about whether certain 

organizations had been unfairly targeted in the EO application process, resulting in 

both delays and unnecessary information demands.66 The TIGTA report’s central 

finding was that the IRS had used “inappropriate criteria” in selecting EO applications 

for greater scrutiny because it had at some point based its decision in part on the 

name of the applicant.67 Its headline piece of evidence was that one-third of the 

applications selected for the higher scrutiny included “Tea Party,” “Patriots,” or “9/12” 

in their names.68 

 

 Although a selection process based on the name of an applicant would seem to 

be an ill-conceived method of administering the law, such evidence does not really 

respond to the underlying policy concern, which is whether the IRS engaged in 

selective enforcement of the tax laws for reasons extraneous to sound tax 

administration.69 On that critical question, the report is essentially silent.70 The report 

does not reveal, for example, the characteristics of the applicant population in order to 

evaluate whether the one-third figure should be considered problematic.71 The report 

also disavows knowledge of whether the policy positions of an organization, as 

opposed to its name, were taken into account in the selection process.72 The report 

                                                 
64 See GAO (1999b); Donmoyer (2000); McKinnon (2000). 
65 See note 59. 
66 See TIGTA (2013) at 3 (describing Congressional concerns instigating audit and report). 
67 See id. at 5. 
68 See id. at 8. 
69 See id. at 3. 
70 The report merely states that the inappropriate selection criteria “may have led to inconsistent 
treatment of organizations applying for tax-exempt status.” Id. at 5. 
71 Cf. Sullivan (2013). 
72 See TIGTA (2013) at 8 n.18. This qualification seems somewhat inconsistent with an earlier statement in 
the report that the IRS “developed and began using criteria to identify potential political cases for review 
that inappropriately identified specific groups applying for tax-exempt status based on their names or 
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states that in certain samples, all of the cases with “Tea Party,” “Patriots,” or “9/12” in 

their names were subjected to the higher scrutiny.73 The importance of this finding, 

however, is ambiguous; since the judgment of the tax agency (apparently for tax 

administration reasons) was to give greater scrutiny to potential “political cases,” all 

such applications may have deserved to be selected.74 In summary, the report provides 

little guidance on whether the IRS acted appropriately or inappropriately in the EO 

application process. 

 

 If anything, the report issued by the JCT staff in 2000 is even less transparent 

than the TIGTA report. In general, the staff rejected all of the allegations of politically 

motivated decisions by the IRS in carrying out its EO responsibilities. Indeed, the staff 

asserted no fewer than 16 times that it had found “no credible evidence” to support 

specific charges against the agency.75 Unfortunately, the staff offered precious little 

evidence in its 162-page report to back any of its conclusions. The staff apparently 

believed section 6103 prevented it from providing more than general conclusions.76 

 

 The staff identified approximately 130 organizations and individuals to be 

within the scope of its investigation based on media reports and other sources. Nine 

cases involved EO applications and the rest concerned IRS examinations of EOs.77 The 

staff provided evidence of the general approval rate of EO applications (between 70-

75%) and EO audit rate (less than 1%).78 At no point, however, did the staff reveal what 

happened to the 130 cases it closely examined, such as the number approved or 

audited, the nature of the approval or audit process, and its comparison to that of the 

total EO population or some relevant sub-group.79 The staff repeatedly concluded that 

                                                                                                                                                             
policy positions instead of developing criteria based on tax-exempt law and Treasury Regulations.” Id. at 5 
(emphasis added). 
73 See id. at 8. 
74 TIGTA examined a sample of the applications given greater scrutiny and questioned the IRS’s judgment 
in 31 percent of the cases. Less than one-fifth of the questioned cases, however, involved Tea Party, 
Patriots, or 9/12 organizations. Further, TIGTA apparently did not always have the same information used 
by the IRS to make its judgment. See id. at 10. 
75 See JCT (2000b) at 6-11. 
76 See id. at 6. 
77 See id. at 5, 14, 17. 
78 See id. at 51, 61. 
79 In a few places, the report alluded to possible problems with IRS procedures but did not elaborate on 
them. For example, the report stated that “differences in the manner in which certain determination letter 
applications were handled may have created perceptions of bias or inconsistent treatment by the IRS.” Id. 
at 16. The report simply advised the IRS “to work aggressively to ensure that these perceptions do not 
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various IRS actions had not been politically motivated or based on the policy views of 

the EOs.80 Yet the staff never described how it determined the political or policy views 

of the EOs, or the analysis it made to assure itself of the IRS’s even-handed treatment, 

such as comparing the tax administration experiences of groups with different views. 

At one point, the staff noted that inadequate recordkeeping by the IRS had prevented 

the staff “from conducting any meaningful analysis of organizations selected for 

examination versus those not selected,”81 an admission certainly raising doubt about 

all of the staff’s conclusions regarding the EO examinations process. In short, it seems 

unlikely that many readers, other than those already convinced that the IRS did no 

wrong, would have found the JCT staff’s 2000 report very informative or persuasive. 

 

 Interestingly, the staff did not follow the model of two Nixon era JCT staff 

reports specifically referenced by the JCT in directing the staff’s 2000 investigation.82 

In general, the two earlier reports provided more specific information about the IRS’s 

activities with respect to particular taxpayers (within the constraints of then-existing 

confidentiality protections), but largely let readers draw their own conclusions about 

the propriety of the IRS’s behavior. 

 

In 1973, the staff reported on the possible political use of the IRS against the 

“enemies” of the Nixon Administration, a charge revealed by John Dean in his 

testimony before the Senate Watergate Committee.83 The staff examined the audit 

experiences (for multiple years) of over 700 persons whose names had appeared on 

either of two different enemies lists, and found that their audit rates (22% and 26%, 

respectively) were somewhat higher than the general audit rate for higher-income 

taxpayers at the time (14%).84 The staff speculated on possible tax explanations for the 

higher rate, including the presence on the lists of a number of journalists and writers 

whose level of business deductions might have triggered the automated formula in use 

                                                                                                                                                             
occur.” Id. Similarly, regarding audits, the report stated that the staff “did identify certain procedural and 
substantive problems with IRS audit procedures that may have contributed to a perception of unfairness 
and may have hampered the IRS’s ability to demonstrate unbiased treatment.” Id. at 19. 
80 See id. at 6-7. 
81 Id. at 19. The report also stated that because of certain IRS database failures, “[i]t is difficult for an 
independent review of IRS practices to obtain an accurate summary of IRS examination activity.” Id. at 20. 
82 See id. at 106. 
83 See S. Rep. No. 93-981, at 7-9, 130-33 (1974); Dean (1976) at 316-17. 
84 See JCT (1973) at 8-9, 11. 
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at the time for identifying returns to be audited.85 The staff noted that over 80 percent 

of the audited returns of persons on the enemies lists were selected as a result of an 

automated program.86 Of the audited returns selected manually, the staff verified that 

virtually all of them contained characteristics justifying the selection (based on pre-

existing IRS procedures).87 The staff did not find any evidence of an audit resulting 

from White House pressure.88 Finally, the staff found no evidence that the audits were 

conducted more harshly than normal or resulted in more vigorous collection 

procedures or more frequent criminal prosecution recommendations.89 In short, 

despite ample evidence of White House efforts to use the IRS as a political tool against 

the Administration’s perceived enemies, it does not appear that the IRS was complicit 

in carrying out that objective.90 

 

 As reported by the JCT staff in 1975, the IRS’s actions were seemingly less 

commendable in connection with a separate Nixon Administration initiative to use the 

tax agency against certain “extremist” organizations (many of which were EOs) and 

individuals (ultimately totaling over 11,000 cases).91 This effort resulted in 225 cases 

being referred to the field for tax collection or audit. Although the staff found that a 

field referral generally was not made unless there was some indication of a tax law 

violation, it noted that in some cases, the “tax deficiency potential appeared to be 

marginal.”92 Moreover, additional information provided by the staff about these 

referrals suggested the possibility of selective enforcement by the IRS. For example, of 

the 136 individuals selected for field referral, 120 (or 88%) appear to have been 

associated with “left-wing” organizations, with only 16 connected with “right-wing” 

                                                 
85 See id. at 9. 
86 See id. at 9-10. 
87 See id. at 7, 10-11. 
88 See id. at 10-11. 
89 See id. at 11-12. 
90 IRS critics sometimes fail to distinguish between what those outside the tax agency may have tried to do 
and what the agency actually did (despite the outside pressure). See Caplin (1984) at 480 (explaining 
difference between White House staff and IRS). Some observers subsequently questioned the quality of the 
JCT’s 1973 probe. See S. Rep. No. 93-981, at 133-34 (1974); Hastings-Black (1974) at 12-13, 18-19. 
91 See JCT (1975a) at 11. The IRS unit handling these cases was eventually called the “Special Service Staff” 
(or “SSS”). Although they had similar purposes, the activities of the SSS and the Nixon Administration’s 
efforts against its “enemies” were separate initiatives. 
92 Id. at 9-10. 
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groups or organizations of unknown political affiliation.93 Similarly, of the 89 

organizations referred to the field, 66 (or 74%) appear likely to have been “left-wing” 

groups, with the remainder uncertain.94 Of the 225 referrals, only 38 taxpayers 

suffered any adverse tax consequence.95 But the mere collection of information and 

referral of a case to the field could have been a form of harassment even—or 

especially—if there were no resulting adverse tax consequence.96 The staff found that 

although the referrals employed some unusual steps not generally followed by the IRS, 

they were not handled by the field more harshly than routine cases.97 

 

 Although more transparent than the later reports, the two issued in the 1970s 

still left unanswered questions. For example, the apparently disproportionate number 

of field referrals of left-wing groups did not foreclose the possibility that the IRS had 

employed a neutral selection process (based solely on tax law factors). Again, what was 

missing was some description of the details of the referred cases as well as the make-

up of the general population. It is evident that absent further relaxation of section 

6103 constraints, even a detailed investigation may not be able to reveal sufficient 

information to the public to evaluate possible misconduct by the IRS.98 

                                                 
93 The individuals referred to the field were associated with organizations classified by the staff as “black 
militant” (63), “anti-war” (24), “left-wing” (10), “right-wing” (7), “civil rights” (10), “student activist” (13), 
and other or unknown (9). See id. at 85. 
94 The organizations referred to the field were classified by the staff as “left-wing” (23), “anti-war” (19), 
“underground” newspapers (15), “black militant” (6), welfare and antipoverty (3), religious (3), and civic, 
educational, social, or other (20). See id. The SSS was also referred 153 cases from the IRS’s EO branch, at 
least 123 of which (80%) appeared to have been “left-wing” organizations. As described by the staff, these 
organizations were “activist students” (11), “anti-war” (20), “Black militant” (48), “civil rights” (27), “left-
wing” (4), “right wing” (16), both “Black militant” and “civil rights” (13), and other (14). See id. at 98-99. 
95 37 cases resulted in tax deficiencies and one organization’s exemption was revoked. See id. at 86. 
96 See S. Rep. No. 94-755 (Book III), at 887-88 (1976) (providing case study illustrating how “dissident 
groups which attracted the attention of SSS were subject to being audited merely because of that 
attention, notwithstanding the lack of tax-related criteria upon which an audit is normally based”). 
97 See JCT (1975a) at 12. A subsequent Senate investigation reported some contrary findings. See S. Rep. 
No. 94-755 (Book III), at 889-90 (1976). 
98 Another example of how section 6103 stifles meaningful disclosure is to compare the quality of 
information provided by two contemporaneous General Accounting Office reports investigating 
allegations of IRS employee misconduct during the late 1990s. The report given privately to Congress 
because of its inclusion of tax return information—but subsequently obtained by the press (with minor 
redactions of certain identifying information)—was far more revealing than the report issued for public 
consumption. See GAO (1999a) (containing public report); GAO (1999b) (containing private report). 
    A further weakness of relying on investigations to satisfy the public’s right to know is the delay in 
determining whether particular allegations have merit. According to a timeline included in TIGTA’s 2013 
report, the first IRS actions potentially triggering taxpayer complaints arose roughly three years prior to 
the report. See TIGTA (2013) at 31. The 2000 JCT staff report had an even greater time lag. The staff was 
asked in early 1997 to investigate allegations of misconduct occurring in 1995 and 1996 and to report to 
the JCT within six months, but the staff work was not completed until March, 2000. See JCT (2000b) at 12-
13, 101-04, 106. In each case, the charges and rumors about the IRS were allowed to fester for some time, 
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 In summary, the restrictions placed on access to tax return information conflict 

with the public’s right to know and subvert public confidence in the tax agency and 

system. This conflict produces a dilemma, since both Treasury and Congress have 

indicated that the same restrictions promote confidence in the tax system by 

protecting the taxpayer’s reasonable expectation of privacy.99 Thus, it would seem that 

either publicity or confidentiality of tax return information might undermine respect 

for the tax system. As explained in the next Part, one way out of this conundrum is to 

focus on the tax return information of EOs.       

 

II.  Publicity of EO tax return information. 

 
This Part describes how and why Congress has long required publicity of a 

substantial amount of EO tax return information, despite the general policy of 

confidentiality. This exception for EO information is very fortunate since it is 

specifically in the EO area that the IRS’s handling of tax matters has been repeatedly 

questioned. Notable disputes during the last 50 years include: 

 
 the “ideological organizations” project during the Kennedy Administration;100 
 the activities of the “Special Service Staff” of the Nixon Administration;101 
 the Center on Corporate Responsibilities case, in which the D.C. District Court 

concluded the IRS had improperly denied the tax-exempt status of an organization 
for political reasons;102 

 the Church of Scientology dispute, in which the IRS’s closing agreement with the 
Church was characterized by the Ninth Circuit in dicta as an “unconstitutional 
denominational preference”;103  

                                                                                                                                                             
thereby potentially causing damage to the agency’s (and tax system’s) reputation without regard to the 
truth of the allegations. 
99 See Treasury (2000) at 21, 33-34; S. Rep. No. 94-938, at 317 (1976); cf. Privacy Report (1977) at 540. 
100 See JCT (1975a) at 101-10 (describing investigation of allegations); S. Rep. No. 94-755 (Book III), at 843, 
890-97 (1976) (describing origins and activities); Andrew (2002) at 25-74 (same); Burnham (1997) (claiming 
Kennedy Administration used IRS for political purposes), Caplin (1994) at [8-9] (explaining Kennedy 
Administration’s interest in investigating “right-wing organizations” and IRS’s response), Cerny (1997) 
(disputing Burnham’s account). 
101 See text accompanying notes 91-97; JCT (1975a) at 1-100 (describing investigation of allegations); 
Senate Judiciary (1974) at 1-3, 9-51 (describing SSS history and activities); S. Rep. No. 94-755 (Book III), at 
842, 876-90 (1976) (same); Andrew (2002) at 250-96 (same); Davis (1997) at 82-96 (same). 
102 See Ctr. on Corp. Responsibilities, Inc. v. Shultz, 368 F. Supp. 863, 878-80 (D.D.C. 1973). 
103 See Sklar v. Comm’r, 282 F.3d 610, 618-19 (9th Cir. 2002), amending and superseding Sklar v. Comm’r, 
279 F.3d 697 (9th Cir. 2002); Sklar v. Comm’r, 549 F.3d 1252, 1265 (9th Cir. 2008); Streckfus (2002) 
(agreeing with Ninth Circuit characterization but criticizing holding). For background on the extensive 
problems faced by the IRS in its dispute with the Church of Scientology, see MacDonald (1997) (disclosing 
leaked closing agreement); Wright (2013) at 279-91. 
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 the IRS’s treatment of the Progress and Freedom Foundation104 and the Abraham 
Lincoln Opportunity Fund,105 two EOs with ties to former Speaker Gingrich; 

 the IRS’s handling of the Christian Coalition’s EO application;106 
 multiple allegations of politically motivated decision-making in the EO area during 

the Clinton107 and G. W. Bush Administrations108; and 
 the current allegations of targeting of conservative political groups in the EO 

applications process. 
 

The reason the EO area has been so controversial appears to be because the law 

sometimes implicates core values, key issues are resolved by amorphous tests 

(supplied by Congress and the Treasury),109 and, as a result, the IRS uses a largely non-

automated process to select cases for closer examination.110 Whatever the reason, this 

important yet peripheral function of the agency seems to have produced harms well 

out of proportion to the significance of the area for the tax system. Because there is 

                                                 
104 After a 3-1/2 year audit, the IRS concluded in late 1998 that the Progress and Freedom Foundation 
(“PFF”) operated as a section 501(c)(3) organization during its first taxable year ending March, 1994. See 
unnumbered TAM, 1999 TNT 24-25 (Dec. 1, 1998); cf. Eilperin (1998) (reporting claim that audit was 
politically motivated); Hill (2003) at 702 n.111 (characterizing IRS’s conclusion regarding PFF as “the most 
inexplicable ruling position [the IRS] has ever taken in this area”); Pine & Miller (1999) (reporting “debates 
over whether IRS supervisors really examined the evidence fully or simply took a bow in hopes of heading 
off a clash with a powerful figure”); Wright (2000) (reporting concerns about political motivation behind 
audit and doubts about quality of IRS’s analysis). 
105 The IRS retroactively revoked the tax-exempt status of the Abraham Lincoln Opportunity Foundation 
(“ALOF”), whose lawsuit to overturn the decision was dismissed on procedural grounds. See Abraham 
Lincoln Opportunity Foundation v. Comm’r, 80 TCM 252 (2000), aff’d 263 F.3d 171 (11th Cir. 2001). The IRS 
subsequently reversed itself and reinstated ALOF’s exemption after the organization’s appeal to an 
independent review process of the IRS (which the agency subsequently abolished later the same year). See 
Harris (2003a) (reporting view that reversal was justified on the merits); Harris (2003b) (providing 
background and explaining review process); Johnston (2003) (reporting surprise about the reversal and 
concern about possible political influence); Stokeld (2003) (reporting abolition of review process); 
Streckfus (2003) (questioning reversal). 
106 Even after taking into account a period of justifiable delay, it took the IRS over a decade to process the 
organization’s application. See Kingsley (2010) at 44-45. A lawsuit filed by the Christian Coalition of 
Florida (“CC-Fla.”) attempting to overturn the IRS’s ultimate determination that the organization was not 
exempt under section 501(c)(4) was dismissed as moot after the IRS refunded the small amount of taxes 
paid by the organization (the jurisdictional basis for the suit). See Christian Coalition of Florida, Inc. v. U.S., 
662 F.3d 1182, 1185-88 (11th Cir. 2011). In 2005, the IRS reached a settlement and recognized the exempt 
status under section 501(c)(4) of the Christian Coalition International (“CCI”), an affiliated but separate 
legal entity from CC-Fla. See Colvin (2005); Stokeld (2005). CCI had previously been awarded attorneys’ 
fees and costs as the prevailing party in prior litigation with the IRS concerning its exempt status in 1990. 
See Christian Coalition Int’l v. U.S., 133 F. Supp. 2d 437, 442 (E.D. Va. 2001). For criticism of the IRS’s 
efforts to avoid review of the merits of its position, see Kingsley (2008) at 42; Kingsley (2010) at 47-48. 
107 See JCT (2000b) at 4, 6-11, 101-04 (summarizing (but rejecting) allegations of political targeting by 
Clinton Administration and listing numerous news stories concerning questions about IRS’s actions); 
Donmoyer & Stokeld (1997). 
108 See TIGTA (2005) at 1-2 (reporting allegations of politically motivated conduct in EO area during Bush 
Administration, but finding no indication IRS’s new, “fast-track” process inappropriately handled 
information items reviewed); All Saints (2007) (demanding explanation and apology for IRS’s two-year 
examination of All Saints Church); Hill (2005) at 205, 218-19 (criticizing IRS’s decision to examine NAACP 
shortly before 2004 general election and suggesting “improper political influence”); Owens (2007) 
(questioning whether “partisan political concerns” led to IRS’s examination of All Saints Church). 
109 See Aprill (2011) at 405; Fishman & Schwartz (2010) at 474-78, 508. 
110 See JCT (2000b) at 65-66. 
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already publicity of a substantial amount of EO tax return information, slight 

liberalizations of current law might provide sufficient transparency to satisfy the 

public’s right to know in the very area where the controversies have been the greatest. 

Section A provides background on the existing EO publicity requirements, and section 

B gives the rationale for the current and even greater publicity. 

 

A. Background of publicity of EO return information.111 

 

 In 1943, Congress approved the first general requirement for an EO to file an 

annual information return with the IRS.112 Congress was concerned that some EOs had 

become engaged in commercial activities that competed with for-profit organizations, 

and thought that data from the returns would help to determine if any changes to the 

tax laws (such as repeal of the exemption) were warranted.113 Congress imposed the 

requirement only on the subset of EOs that were perceived to be engaging in the 

competitive activities; in very general terms, it required organizations now classified as 

private foundations to file returns. Congress exempted from the obligation 

organizations now considered to be public charities.114 Once filed, the returns became 

subject to the same confidentiality rules then applicable to all returns—they were 

classified as “public records” but open to disclosure only by Presidential order.115 

 

 In 1950, Congress increased the information to be included in the annual EO 

returns and required them to be publicly available.116 This legislation grew out of 

concern about abusive practices by some charitable foundations and trusts, including 

self-dealing, imprudent investments, and unreasonable accumulations.117 The House 

proposed a number of reforms which the Senate recast “to remove their harshness.”118 

At the same time, in an unexplained change, the Senate required publicity of the 

                                                 
111 For helpful background, see JCT (2000a), vol. II, at 120-26. 
112 See Revenue Act of 1943, ch. 63, § 117(a), 58 Stat. 21, 36-37 (1944) (adding section 54(f) of 1939 Code). 
113 See H.R. Rep. No. 78-871, at 24-25 (1943); S. Rep. No. 78-627, at 21 (1943). 
114 See 1943 Act, note 112, § 117(a), 58 Stat. at 37 (adding section 54(f) of 1939 Code) (exempting from the 
requirement certain religious and educational organizations, charitable organizations supported by 
government or primarily supported by contributions from the general public, and certain others). 
115 See Internal Revenue Code of 1939 as amended, § 55(a)(1), 53 Stat. 1, 29 (1939). 
116 See Revenue Act of 1950, ch. 994, § 341(a), 64 Stat. 906, 960 (1950) (adding section 153 of 1939 Code). 
117 See JCT (2000a), vol. II, at 121. 
118 S. Rep. No. 81-2375, at 37 (1950); see Troyer (2000) at 53-54. 
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returns.119 Importantly, the legislation (including the new publicity requirement) was 

generally limited to the organizations now treated as private foundations. According to 

the Senate report, “public” charitable organizations would “not ... likely ... become 

involved” in the types of transactions that were thought to be objectionable.120 The 

apparent purpose of the new publicity requirement was to permit public oversight of 

the covered private foundations, which were potentially controlled by just a single 

donor or family. In contrast, public charities would likely have supporters independent 

of any single donor who would “have sufficient interest in the charities’ affairs to look 

into what they were doing.”121 Thus, they possessed “inherent checks” to prevent the 

abusive practices that worried Congress, whereas the private foundations did not.122 In 

summary, following the 1950 change, EOs generally considered to be private 

foundations today were required to file annual information returns and make them 

public; public charities were exempt from both obligations. 

 

 In 1958, Congress required publicity of application materials submitted to the 

IRS by an organization for recognition of its tax exemption, but only if and when the 

IRS recognized the exemption.123 An application was not required of EOs at the time 

since the statute, and not the IRS, conferred the exempt status. Nevertheless, many 

organizations, including especially ones that wished to assure their contributors that 

donations were tax-deductible, applied for the IRS’s “recognition” of the organization’s 

exemption, and Congress required these application materials to be publicized. 

Congress generally applied this new requirement to all EOs, not just the private 

foundations affected by the 1943 and 1950 legislation. Congress added the provision 

to let the public help the IRS determine “whether organizations are actually operating 

in the manner in which they have stated in their applications for exemption.”124 

 

                                                 
119 See S. Rep. No. 81-2375, at 125 (1950). 
120 Id. at 38. 
121 Troyer (2000) at 63. 
122 See id. at 63-64 (describing how the operations of foundations “commonly were carried on from year to 
year without the knowledge, interest, or intervention of any outside party”). One author has suggested 
that disclosure of EO return information is a form of regulation imposed by Congress in lieu of taxation. 
See Hackney (2013) at 120. 
123 See Technical Amendments Act of 1958, Pub. L. No. 85-866, § 75(a)(2), 72 Stat. 1606, 1660 (1958) 
(adding section 6104(a) of 1954 Code). 
124 H. R. Rep. No. 85-775, at 42 (1957); S. Rep. No. 85-1983, at 95 (1958). 



Reforming the IRS - 3/11/2014 3:08 PM Page 24 
 

 Congress made two additional changes in 1969. First, Congress generally 

required organizations claiming to be exempt under section 501(c)(3) to file an 

application for recognition of the exemption.125 Together with the change made in 

1958, this requirement meant that application materials for new section 501(c)(3) 

organizations, as well as any other EOs filing an application (though not required to do 

so), became publicly available once the IRS recognized the exemption.126 Congress 

added the application requirement to ensure that the IRS had sufficient information as 

to the “nature, purposes, and activities” of the organizations in question.127 

 

 Second, Congress generally required all EOs—not just the private foundations 

already obligated to do so since 1943—to file annual information returns in order to 

give the IRS more information on a current basis to enforce the laws.128 Congress 

believed the added information, along with publicity of the tax returns (required since 

1950), would “facilitate meaningful enforcement” of the tax law’s conditions.129 

Congress, however, shielded from publicity the names of contributors to public 

charities in order not to discourage their gifts.130 

 

 Finally, in 1976, Congress added section 6110, which requires publicity of all 

IRS written determinations issued to taxpayers (including EOs) and the background file 

documents relating to the determinations.131 The legislation followed two Circuit Court 

decisions holding that certain written determinations were not protected by the 

                                                 
125 See Tax Reform Act of 1969, Pub. L. No. 91-172, § 101(a), 83 Stat. 487, 492, 494-95 (1969) (adding 
section 508(a) of 1954 Code requiring an organization to give notice that it is applying for IRS’s 
recognition of exempt status). The notice is given through the filing of IRS Form 1023, “Application for 
Recognition of Exemption.” See Reg. § 1.508-1(a)(2)(i). Congress exempted from the notice requirement 
certain religious organizations, organizations (other than a private foundation) whose gross receipts are 
normally not more than $5,000 each year, and other organizations exempted by regulation, and these 
exceptions remain in current law. See 1969 Act, § 101(a), 83 Stat. at 495 (adding section 508(c) of 1954 
Code); I.R.C. § 508(c). 
126 Under current law, section 527 organizations also must file required information with the IRS in order 
to be exempt under that provision. See I.R.C. § 527(i). 
127 H. R. Rep. No. 91-413 (part 1), at 38 (1969); see S. Rep. No. 91-552, at 54 (1969) (describing IRS’s “lack of 
information” about many EOs). 
128 See 1969 Act, note 125, § 101(d)(1) and (2), 83 Stat. at 492, 519-21 (amending section 6033(a) and (b) of 
1954 Code). Congress did not require information returns from substantially the same organizations 
exempt from the notice requirement, and this exception also remains in current law. See note 125; 1969 
Act, note 125, § 101(d)(1), 83 Stat. at 520 (amending section 6033(a)(2) of 1954 Code); I.R.C. § 6033(a)(3). 
129 H. R. Rep. No. 91-413 (part 1), at 36 (1969). 
130 See 1969 Act, note 125, § 101(e)(1), 83 Stat. at 492, 523 (amending section 6104(b) of 1954 Code); S. 
Rep. No. 91-552, at 53 (1969). Under current law, donor information of private foundations and section 
527 organizations is made public. See I.R.C. §§ 527(j), 6104(b) (2d sent.) and (d)(3)(A). 
131 See 1976 Act, note 49, § 1201(a), 90 Stat. at 1660 (adding section 6110 of 1954 Code). 
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confidentiality rules of section 6103 and were disclosable under FOIA.132 Congress 

added section 6110 to resolve unanswered questions and provide an exclusive means 

for obtaining the information. Congress was worried that if the determinations 

remained secret, tax advisors who had knowledge (through their clients) of the IRS’s 

positions would have an unfair advantage. The “special access” of such advisors to the 

rules of law would undermine public confidence in the tax system and generate 

suspicion that the laws were not being applied in an even-handed way.133 Subsequent 

litigation clarified that section 6110 covers written determinations denying or revoking 

the tax-exempt status of an organization.134 Under section 6110, certain information 

(including anything identifying the taxpayer) must be withheld from disclosure.135 

 

 In summary, under current law, there is required publicity of EO application 

materials (but only if and when the application is approved), EO annual information 

returns, and written IRS determinations issued to taxpayers including EOs (with 

identifying information generally redacted). 

 

B. Reasons for existing and increased publicity of EO return information. 

 
 As just described, Congress has required publicity of a substantial amount of 

EO tax return information despite generally protecting the confidentiality of such 

information of all other taxpayers. One important reason relates to the special nature 

of EO tax law as well as the special function of EOs. Unlike issues such as the amount 

of a taxpayer’s income, deductions, or credits—matters about which few persons other 

than the taxpayer (and parties already filing information returns regarding the 

taxpayer) would likely have much knowledge—EO tax law raises questions such as the 

nature of an organization’s activities (and whether they are consistent with its exempt 

purpose), the existence of private benefits obtained by persons involved with the 

organization, and the amount and type of political activity undertaken by the 

                                                 
132 See Tax Analysts & Advocates v. I.R.S., 505 F.2d 350, 354-55 (D.C. Cir. 1974); Fruehauf Corp. v. I.R.S., 522 
F.2d 284, 289-90 (6th Cir. 1975). 
133 See H.R. Rep. No. 94-658, at 314-15 (1976); S. Rep. No. 94-938, at 305-06 (1976). 
134 See Tax Analysts v. I.R.S., 350 F.3d 100, 103-05 (D.C. Cir. 2003) (invalidating a contrary Treasury 
regulation), rev’g 215 F. Supp. 2d 192 (D.D.C. 2002); Dobrovir (2004) (describing background of invalidated 
regulation); Reg. § 301.6104(a)-1(f); T.D. 9581, 77 Fed. Reg. 12202 (Feb. 29, 2012) (preamble). 
135 See 1976 Act, note 49, § 1201(a), 90 Stat. at 1660 (adding section 6110(c) of 1954 Code). 
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organization.136 The public might be expected to have useful information about those 

types of issues. Moreover, the public has an incentive to monitor the tax filings of 

EOs—in contrast to the returns of individuals or for-profit companies—because many 

EOs benefit the public and depend upon public support.137 The publicity might in turn 

give an EO a strong incentive to be compliant in order to protect its public 

reputation.138 In short, the Progressives’ main argument for publicity—to promote 

better tax compliance by allowing public scrutiny—may be particularly valid when it 

comes to EOs, and Congress has long recognized that distinction.139 Public help 

monitoring the tax compliance of EOs is especially valuable given significant 

constraints on the IRS’s resources.140 

 

Another reason for publicity is that it helps to inform the public about EOs and 

permits monitoring of their governance practices (even if unrelated to specific tax law 

conditions).141 According to the Independent Sector (a trade group of EOs), disclosure is 

appropriate to assure contributors, volunteers, and other EO partners that the EO is 

acting in the public’s interest.142 

  

There is also arguably a difference in the privacy expectations of EOs compared 

to all other taxpayers. In general, non-EO taxpayers provide their tax return 

                                                 
136 See, e.g., I.R.C. § 501(c)(3) (identifying exclusive purposes of organizations qualifying for exemption 
under the provision, prohibiting net earnings of such organizations from benefitting any private 
shareholder or individual, limiting amount of lobbying activities of such organizations, and barring their 
intervention in political campaigns); Reg. § 1.501(c)(4)-1(a)(2) (limiting amount of political campaign 
activity of section 501(c)(4) organizations). 
137 Cf. note 33 (doubting incentive of public to act as informants in general case); Zarsky (2013) at 1534-35 
(emphasizing importance of public interest in disclosed information), 1538-39 (describing potential for 
transparency to bring information into the government if there is “significant [outside] knowledge . . . 
regarding the relevant issue and motivation to convey it”). Though perhaps not benefitting the general 
public, tax-exempt mutual benefit organizations nevertheless benefit a group of persons who might have 
knowledge about and reason to scrutinize the organization. Moreover, the general public supports these 
organizations through their tax exemption and, as Congress determined in 1950, their organizational 
structure may make them especially needful of public scrutiny. See text accompanying notes 120-122. 
138 The efficacy of shaming sanctions to improve compliance by for-profit enterprises has, however, been 
questioned. See Blank (2009) at 590; Lenter et al. (2003) at 820-21. 
139 See text accompanying notes 124 and 129; JCT (2000a), vol. II, at 65 (claiming that “public oversight of 
tax-exempt organizations generally is viewed as increasing compliance with Federal and State laws”), 80. 
140 See Brody (2012) at 216-17; Kuhn (2012) at 1055. 
141 See Brody (2012) at 226, 232; Fishman (2003) at 270-72; Steuerle & Sullivan (1995) at 441-42; cf. 
Stephens & Flaherty (2013) (describing illegal diversion of funds from EO); Stokeld (2013b) (describing 
Congressional concern about diversions). 
142 See House W&M (2000) at 50. As previously discussed, the first publicity requirement for EO return 
information grew out of Congressional interest in monitoring EO governance practices. See text 
accompanying notes 116-122. 
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information to the government under compulsion of law.143 In contrast, the information 

provided by EOs to the IRS is to some extent a matter of choice.144 An organization can 

obtain the same privacy protections as all other taxpayers by simply not claiming to be 

exempt. Under this view, the information an EO submits (and that becomes public) is 

roughly analogous to the tax information of taxpayers who choose to seek judicial 

resolution of their tax disputes (which exposes their tax information to the public).145 

Obtaining judicial review of tax disagreements is obviously an important taxpayer 

right, but to protect the integrity of the tax system (and prevent the perception of the 

existence of secret law), Congress since 1924 has placed a significant condition on the 

exercise of that right—publicity of the taxpayer’s return information and other 

materials pertaining to the court’s decision.146 Another rough analogy to the 

information submitted by an EO to the IRS is tax data voluntarily given to a financial 

institution to qualify for a particular type of financing or benefit. 

 

 Finally, the history of section 6110 reflects Congress’s concern about the 

development of “secret law” of the IRS. But the problem of secret law goes beyond the 

substantive positions the agency develops to interpret the law. It applies equally well 

to the procedural steps actually undertaken by the agency to carry out the law.147 How 

                                                 
143 See I.R.C. §§ 6001 (required filing of tax return and other information by taxpayers); 6201(a), 7601(a), 
7602(a) (giving government broad inquiry and inspection authority); Mazza (2003) at 1101 (characterizing 
IRS’s power to compel disclosure of information from both taxpayers and third parties as “expansive”). 
144 See Mayer (2012) at 821-22 (by claiming to be exempt, “nonprofit organizations are voluntarily choosing 
to allow the information they provide to the IRS to also be revealed to the public”); cf. Morrison (2003) at 
725 (“privacy concerns applicable to tax returns of individuals have little or no bearing when it comes to 
organizations, especially those that are given the benefit of not paying taxes on their income and, in some 
cases, allowing their supporters to get a tax break for making a donation”). The information provided by 
an EO on Form 990T, which reports the taxable unrelated business income of an EO, is arguably not 
submitted as a “matter of choice.” But since 2006, Congress has required even this information of section 
501(c)(3) organizations to be publicly available. See I.R.C. § 6104(b) (last sentence), (d)(1)(A)(ii). 
145 See I.R.C. § 6103(h)(4). 
146 See id.; I.R.C. §§ 7458, 7461(a) (requiring publicity of Tax Court proceedings, reports, and evidence); 
1924 Act, note 37, § 900(h), 43 Stat. at 337-38 (making reports of Board of Tax Appeals (predecessor to 
the Tax Court) and all evidence received by Board public records); 65 Cong. Rec. 8132-33 (1924) (statement 
of Sen. Jones (D.-N.M.)) (asserting publicity was necessary to “understand the facts upon which decisions 
are reached, and the taxpayers in the country may have an opportunity to know just how it all happens”). 
In a rare (and perhaps unprecedented) exception, the Tax Court permitted the entire record of a case 
(including the name of the petitioner) to be shielded from public scrutiny in Anonymous v. Comm’r, 127 
T.C. 89, 95 (2006). The court concluded that the risk of severe physical harm to the petitioner (who was a 
foreign national) and petitioner’s family if the litigation were made public was sufficiently great to 
outweigh the public’s interest in knowing about the case, and that the respondent’s position was not 
prejudiced by the lack of public access to the information. For a recent argument supporting increased 
transparency of the judicial system, see LoPucki (2009) at 537-38. 
147 According to Prof. Weidenbruch, full disclosure of the agency’s rules and procedures should assure 
taxpayers that “tax administrators are treating them fairly vis-à-vis similarly situated taxpayers [and 
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the agency uses its limited resources to enforce the law may be at least as important as 

the interpretive positions the agency takes. Thus, publicity that allows procedural 

transparency should promote public confidence in the tax system in the same manner 

as substantive transparency.148 Procedural transparency, of course, would benefit all 

taxpayers, not just EOs. Given, however, the special problems the IRS has experienced 

in administering the EO tax laws, it may be proper to focus on providing procedural 

transparency in that area. 

 

III.  Proposals to increase publicity of EO tax return information 
and the IRS’s EO decisions. 

 
 This Part describes specific proposals to increase publicity of EO tax return 

information and thereby permit greater disclosure of IRS decisions regarding EOs. 

 
A. Transparency of EO application process. 

 
 Under current law, application materials submitted by an organization to the 

IRS for recognition of its tax exemption and any documents issued by the IRS relating 

to the application are publicly available if and when recognition is granted.149 Third-

party communications received by the IRS relating to an application are not covered by 

the publicity rule.150 In addition, information such as trade secrets, other privileged 

                                                                                                                                                             
demonstrate] that neither political nor any other form of influence is involved in individual case 
determinations.” Weidenbruch (1974) at 395. Yet without revealing taxpayer return information—which 
Weidenbruch would keep confidential—it is difficult to see how such disclosure provides any information 
to the public about the agency’s procedures in practice. Cf. Heald (2006) at 31-32 (distinguishing 
“procedural” transparency (the rule book of an organization) from “operational” transparency (the 
application of the rule book to particular cases); Tobin (2007) at 1359-60 (explaining that IRS’s formal 
procedure to limit partisan influence in the EO enforcement area “does not insulate the process from 
political manipulation, nor does it provide for any type of transparency regarding enforcement”); Zarsky 
(2013) at 1512-13 (describing lack of information provided by IRS pursuant to Congressional mandate to 
disclose the agency’s auditing procedures without prejudicing its law enforcement efforts). 
148 See Kornhauser (2005) at 103 (“In regards to taxes, individual citizens essentially have two rights to 
know: a right to know what the tax laws are and a right to know that these laws are being administered 
fairly. Publicity better serves both these functions”); see also JCT (2000a), vol. II, at 65 (increased 
disclosure “may lead to fairer application of the Federal tax laws by enabling taxpayers and others to 
determine if the IRS is applying the law in a consistent manner”); Backus (2008) at 328-30 (urging greater 
transparency of IRS processes and reasoning in EO area); Swibel (2008) at 1637-38 (urging publicity of IRS 
investigations of churches). 
149 See I.R.C. § 6104(a)(1)(A); Reg. § 301.6104(a)-1(c). 
150 See Lehrfield v. Richardson, 132 F.3d 1463, 1465-67 (D.C. Cir. 1998) (upholding validity of Reg. § 
301.6104(a)-1(e) providing that third-party communications were not required to be disclosed by section 
6104). 
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information, or confidential material for reasons of national defense, may be shielded 

from the publicity.151 

 

 The proposal would make application materials, third party communications 

related to the applications, and any follow-up submissions publicly available upon 

their submission to the IRS.152 The same exceptions for trade secrets, other privileged 

information, and confidential material would continue to apply. 

 

 The reason application materials are public under current law is to allow the 

public to help enforce the tax laws.153 Members of the public who are familiar with the 

operations of an EO can assist in determining whether its activities are consistent with 

those described in the EO’s application materials. But this help, for the most part, 

comes too late. Due to resource constraints, the principal time the IRS evaluates the 

eligibility of an organization for exemption is when the organization first applies for 

recognition.154 Once the agency recognizes an organization’s exemption, it is rare for 

the IRS to reconsider the issue.155 Thus, public input at the earlier stage—when an 

application is still pending—would provide the most valuable help to the agency. This 

can occur only if the application materials are available to the public at the earlier 

point. 

 

 To be sure, when an application is still pending, many organizations may have 

little or no track record of activities, and the public, therefore, may have little 

information about them. But in selected cases, the IRS looks beyond the four corners 

of an organization’s application materials to determine whether its representations are 

                                                 
151 See I.R.C. § 6104(a)(1)(D). 
152 See JCT (2000a), vol. II, at 7, 86-88. 
153 See text accompanying note 124. 
154 See Blazek (2012) at 15, 536 (“the highest scrutiny many organizations ever receive occurs during the 
determination process”); Brody (2012) at 208 (quoting Siegel). 
155 The IRS reported processing about 800,000 EO returns in 2011 and examining about 10,700 returns in 
FY 2012 (1.3%). Of the returns examined, most were taxable returns of an EO (such as an employment tax 
return or one reporting unrelated business income). Only about 3,000 (0.4%) EO annual information 
returns were examined. See IRS Data Book (2012) (table 13); see also Brody (2012) at 216-17 n.129 
(reporting estimate of 0.2% EO audit rate and claim that audit rate is “pretty close to infinitesimal, 
especially when you exclude targeted audits [of colleges and hospitals]”). 
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consistent with other available information about the organization.156 At least in those 

cases, public input might be useful.157 

 

 Moreover, publicity of the application materials upon their submission to the 

IRS would facilitate fuller disclosure of the IRS’s consideration of the application. If, 

for example, delays in processing an application or excessive information demands 

cause an organization to withdraw its application, there is no public record of it under 

current law (absent complaint from the organization).158 More generally, as illustrated 

by the current controversy, the procedure used by the agency to process EO 

applications is couched in secrecy.159 The proposal would require timely public 

disclosure of the agency’s administrative decisions involving an application. The IRS 

might be required, for example, to create a website detailing the progress of each EO 

application from initial submission to final determination. The IRS presently maintains 

for internal use a web-based system, called the Tax Exempt Determination System 

(TEDS), containing EO application case histories, and it may be possible to adapt this 

system to permit public access.160 Disclosure of third-party communications relating to 

an application, such as communications from members of Congress, would add to the 

overall transparency. 

 

The proposal, however, would not require disclosure of the agency’s internal 

deliberations, including the details of formulae used by the agency to select 

applications for higher scrutiny. This amount of agency secrecy is necessary to protect 

the agency’s deliberative process and offset another type of information imbalance—

the superior knowledge taxpayers have about information potentially relevant to their 

tax responsibilities. Since enforcement of the tax laws is to some extent a cat-and-

mouse game, the agency’s ability to use its limited enforcement resources most 

                                                 
156 See Hopkins (2011) at 738 (describing IRS’s search of applicant’s website for additional or contradictory 
information). 
157 See van den Berg (2013) (quoting Marcus Owens (former Director of the IRS’s EO Division) as indicating 
there is a “compelling policy argument” to make pending applications public once they have been filed, to 
let the public assist in determining whether recognition should be granted). 
158 The IRS provides aggregate data on applications. In FY 2012, of almost 61,000 closures of applications 
for tax-exempt status, almost 53,000 were approved, 148 were disapproved, and just over 8,000 fell into 
an “other” category, which included withdrawn applications. See IRS Data Book (2012) (table 24). 
159 See Streckfus (2007). For a brief description of the general process used by the IRS in 2011-12 to 
process section 501(c)(3) applications, see ACT (2012) at 8-11. 
160 See I.R.M. § 7.15.1.1 (6/7/2011); ACT (2012) at 8; Hopkins (2011) at 749; NTA (2013a) at 25. 
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efficiently must be preserved.161 The administrative decisions after applying the 

formulae, however, would have to be disclosed, so the IRS would have strong incentive 

to use only tax-based factors in its selection process. 

 

 One possible argument against the proposal is that it might result in disclosure 

of the return information of non-EOs.162 This outcome would occur if an application is 

withdrawn or the IRS refuses to recognize the applicant’s exemption. But this concern 

misconceives the reason for the different publicity of EO and non-EO tax return 

information. Publicity of EO information is required not because of the organization’s 

status as exempt, but because of the type of issues raised by EO tax law and the 

public’s potential interest in monitoring the applicant organization’s compliance with 

that law. To be exempt, an organization must meet the conditions of that law and, in 

general, provide a public benefit and/or have public supporters. Since the public may 

have information relating to the eligibility conditions (and an incentive to provide 

oversight), it is appropriate to allow publicity of application materials even if the 

application is ultimately withdrawn or denied. 

 

 Another possible concern with the proposal is that applicants will be less 

forthright in their submissions if they know their materials will be immediately 

available to the public.163 Further, through reverse engineering of the disclosed IRS 

application decisions, organizations may be able to discern which representations are 

most likely to result in a favorable decision and will tailor their submissions 

accordingly. These possibilities, however, already generally exist under current law. 

Since applicants expect their applications to be approved, they already make 

submissions in anticipation that their materials will be exposed to the public. More 

generally, even without the expected public scrutiny, applicants are well-advised to be 

cautious regarding the amount of information included in their submissions.164 Finally, 

applicants are presently able to tailor their submissions to conform to successful 

representations made by others since the materials of successful applications are 

                                                 
161 Cf. Zarsky (2013) at 1553-57 (generally defending government opacity of proxies developed to identify 
wrongdoers). 
162 See House W&M (2000) at 15 (stmt. of Comm. on Exempt Orgs., ABA Sec. of Tax’n), 25 (stmt. of Coalition 
for Nonprofit Health Care). 
163 See Faber (2000) at 35. 
164 See Blazek (2012) at 538 (describing “common error” of applicants submitting “too much information”). 
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publicly available. The proposal does not change the risk (however small) to any 

applicant that is less than fully candid in its application. If an organization ultimately 

is found to carry out activities substantially different from the representations in its 

application, the organization could suffer retroactive revocation of its exemption.165 

 

 Finally, there may be concern that the proposal would further politicize the 

application process.166 There might be a natural tendency for the public to use the new 

transparency to fixate on the few “hard” (and debatable) decisions by the IRS.167 But the 

potentially controversial nature of the IRS’s EO decisions is a consequence of the 

substantive EO tax law and its impact on matters of fundamental importance, such as 

elections. Making the decisions in secret does not make them any less contentious; if 

anything, it may heighten the degree of controversy. Moreover, the public may already 

have knowledge of some of the hard (and debatable) cases because of disclosures by 

the organizations affected. Those disclosures, however, may not be complete in order 

to put the organization’s position in the best light. Opening up the applications and 

the IRS’s decision-making process would tend to ensure greater fairness by the tax 

agency in processing the applications, and promote fuller communication to help 

insulate the agency from unfounded criticism.168 

 

Under current law, not all organizations are required to file an application for 

recognition of their exemption, and the new publicity requirement might discourage 

them from doing so.169 This consequence would exacerbate existing administrative 

difficulties when organizations whose exemption has not yet been recognized begin 

                                                 
165 See Reg. § 1.501(a)-1(a)(2) (no substantial change permitted in organization’s character, purposes, or 
methods of operation). 
166 See House W&M (2000) at 15 (stmt. of Comm. on Exempt Orgs., ABA Sec. of Tax’n), 25 (stmt. of Coalition 
for Nonprofit Health Care), 46 (stmt. of Free Speech Coalition), 60 (stmt. of Independent Sector); Faber 
(2000) at 35-36. 
167 Cf. Fung & Weil (2010) at 106-08 (describing risk of increased transparency producing excessive 
attention paid to government mistakes). 
168 Cf. Zarsky (2013) at 1549-50 (arguing that it is in the government’s interest to disclose strategies to 
prevent false or biased picture of government practices). 
169 Under current law, unless certain exceptions apply, an organization must submit an application in order 
to qualify as a section 501(c)(3) or 527 organization. See I.R.C. §§ 508(a) and (c), 527(i). No application is 
required to qualify for exempt status under most other provisions, such as sections 501(c)(4), 501(c)(5), 
and 501(c)(6). 
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filing information returns as if they were exempt.170 The proposal, therefore, would 

require most EOs to file for recognition in order to be exempt.171 This step would help 

give the IRS more information about more EOs on a current basis. 

 
B. Publicity of other EO return information and IRS administrative decisions. 

 
 Current law requires publicity of the most recent three years of an EO’s 

information returns.172 Except for private foundations and section 527 organizations, 

an EO’s donor information is shielded from publicity.173 Current law also requires 

publicity of IRS written determinations issued to any taxpayer, including an EO, but 

with certain information (including taxpayer identifying information) redacted.174 The 

general confidentiality protection of section 6103 applies to all other tax 

administrative actions involving an EO, such as audit-related developments and closing 

agreements.175 

 

 The proposal would not change the publicity requirements relating to annual 

information returns, including the non-disclosure of most donor information. While 

there may be important election law reasons to increase disclosure of donor 

information,176 there are only very limited tax policy reasons for such disclosure, such 

as whether a section 501(c)(3) organization qualifies as a public charity rather than a 

private foundation.177 Since the purpose of the proposals in this article is to increase 

the transparency of the IRS’s decisions, there needs to be sufficient tax reason to 

                                                 
170 See Blazek (2012) at 538 (describing how the IRS may not accept the information return unless the 
organization has previously filed an application); see also Aprill (2011) at 402; Hill & Mancino (2013) at ¶ 
32.03; Tobin (2011) at 439-40. 
171 See Aprill (2011) at 401-02; Tobin (2011) at 433-34, 439-40. The proposal could continue current law’s 
exceptions for certain religious organizations and very small EOs. See note 125. 
172 See I.R.C. § 6104(b) and (d). 
173 See I.R.C. §§ 6104(b) (2d sent.) and (d)(3)(A); 527(j)(2) and (3) (requiring disclosure of contributors giving 
$200 or more during the calendar year). 
174 See I.R.C. § 6110(a) – (c). 
175 Neither section 6110 nor section 6104 requires disclosure of closing agreements, and they are therefore 
confidential tax return information under section 6103. See I.R.C. § 6103(b)(2)(B); H.R. Rep. No. 94-658, at 
316 (1976); S. Rep. No. 94-938, at 307 (1976); Tax Analysts v. I.R.S., 53 F. Supp. 2d 449, 452-53 (D.D.C. 
1999) (closing agreement protected from disclosure by section 6103), vacated and remanded, 214 F.3d 
179, 184-85 (D.C. Cir. 2000), on remand, 2004 U.S. Dist. LEXIS 18232 (D.D.C. 2004) (closing agreement 
protected from disclosure), aff’d, 410 F.3d 715, 722 (D.C. Cir. 2005). As part of its settlement with an EO, 
the IRS can require the terms of a closing agreement to be made public. See JCT (2000a), vol. II, at 84-85. 
176 See Aprill (2011) at 403-05; Kuhn (2012) at 1056-57; Mayer (2012) at 812, 814, 822-23; Tobin (2011) at 
443-44. 
177 See I.R.C. § 509(a)(2)(A) (generally excluding from private foundation status a section 501(c)(3) 
organization if it has sufficient broad-based support); Brody (2012) at 205. 
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justify the publicity. Publicity of donor information also raises concerns about its 

impact on giving and the privacy interests of the donors.178 

 

 The proposal would relax confidentiality protections with respect to other IRS 

administrative decisions involving an EO, such as audit-related developments, written 

determinations (with no redaction of taxpayer identifying information), and closing 

agreements, and generally require their timely disclosure by the IRS.179 The precise 

form and extent of the IRS’s disclosures would need to be determined by Congress 

after consultation with all interested parties—the IRS, EOs, and watchdog groups, 

among others. In FY 2012, for example, fewer than 30 percent of the IRS’s EO 

examinations appear to have involved issues regarding the exempt status of an 

organization.180 The balance concerned questions, such as the amount of an 

organization’s employment tax liability or unrelated business income tax, which may 

be of little interest to the public (or about which the public may have little 

knowledge).181 The purpose of the required IRS disclosures is to provide greater 

assurance to EOs and the public that the agency is administering the law in an even-

handed manner based solely on sound tax administration principles. The relaxation of 

EO confidentiality protections would also permit the IRS to respond to assertions of 

unfair treatment by the agency. 

 

For the same reason discussed in connection with EO applications, disclosure 

would not be required of internal agency decision-making relating to how it can best 

utilize its limited enforcement resources. Thus, the details of formulae developed by 

the IRS to identify specific returns to be audited would not have to be disclosed.182 The 

outcomes, however, after applying those formulae—i.e., the identity of the audited EOs 

and the progress of the audits—would have to be disclosed. The IRS again would have 

strong incentive to apply only tax-based factors in making its administrative decisions. 

                                                 
178 See S. Rep. No. 91-552, at 53 (1969); JCT (2000a), vol. II, at 81; Mayer (2012) at 822-23. 
179 See JCT (2000a), vol. II, at 7, 83-86. 
180 See note 155. 
181 Cf. JCT (2000a), vol. II, at 66 (suggesting that disclosures could be limited to claimed violations of tax-
exempt status). 
182 See note 161 and accompanying text; I.R.C. § 6103(b)(2) (last sentence) (generally prohibiting disclosure 
of standards used for the selection of returns for examination); 1998 Act, note 15, § 3503(a), 112 Stat. at 
771 (requiring IRS to provide public statement of criteria and procedures for selecting taxpayers for 
examination, but not to include “any information the disclosure of which would be detrimental to law 
enforcement”); cf. Zarsky (2013) at 1510-13. 
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 One possible concern about this proposal is that the newly disclosed 

information will be confusing and potentially misleading to the public.183 Closing 

agreements, for example, are negotiated settlements in which the parties make 

concessions on disputed points to avoid the greater cost of litigation. In their initial 

stages, audits may include mere assertions by a revenue agent with little or no basis in 

fact or law. Because of resource constraints, the IRS may choose to audit only selected 

EOs while leaving other, similarly situated ones alone. All of these outcomes, if 

disclosed, might conceivably result in an incorrect inference being drawn by the public 

about an EO or the IRS. Concern about that possibility might deter an EO from entering 

into a closing agreement, agreeing to an audit adjustment, or seeking out an IRS 

written determination, and might also change IRS administrative practice. 

 

EO tax law is complicated, and it is reasonable to think that administrative 

actions based on that law may not be easily understood by the public.184 Taken to its 

logical conclusion, however, this objection would lead to no disclosures at all, with all 

administrative (as well as judicial) decisions being made entirely behind closed 

doors.185 For reasons described in this article, a better balance is needed to promote 

public confidence in the tax agency and system. Each of the problems described could 

likely be addressed through additional disclosures by an EO (or the IRS) clarifying the 

nature of the administrative action to the public.186 More generally, an important 

consideration for Congress in determining the specific format of the required IRS 

disclosures would be the minimization of public confusion and misunderstanding. 

Ultimately, efforts such as these may simply be part of the necessary cost of successful 

self-governance if, as famed Progressive publisher S.S. McClure wrote over 100 years 

                                                 
183 See House W&M (2000) at 5-6 (stmt. of Amer. Hospital Assn.), 9 (stmt. of Amer. Soc. of Assn. Execs.), 14-
15 (stmt. of Comm. on Exempt Orgs., ABA Sec. of Tax’n), 24 (stmt. of Coalition for Nonprofit Health Care), 
44-45 (stmt. of Free Speech Coalition, Inc.), 57-59 (stmt. of Independent Sector); Faber (2000) at 33-35. The 
problem of the ability of disclosees to process the information disclosed is a general concern with 
transparency proposals. See Ben-Shahar & Schneider (2011) at 716-18; Etzioni (2010) at 398-400. 
184 See Steuerle & Sullivan (1995) at 441 (describing possible problem of “congestion costs”); Treasury 
(2000) at 33-37 (raising argument to defend confidentiality of tax return information generally). 
185 Cf. Lenter et al. (2003) at 823-24. 
186 Cf. Brody (2012) at 190 (“the solution to the problem of a misinformed public is more disclosure”); 
Zarsky (2013) at 1560-62 (explaining risk of public misinterpretation of disclosed information and 
possible solution of more information). 
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ago, the “vitality of a democracy” depends upon “popular knowledge of complex 

questions.”187 

 

 Another possible concern with the proposal is that the disclosure will show how 

little enforcement activity is actually undertaken by the IRS. Some believe, for example, 

that compliance is promoted by the appearance of a very robust agency and would be 

reduced if this illusion were shattered.188 But the aggregate data on the paucity of IRS 

EO enforcement activity is already publicly available.189 Moreover, in the EO area, some 

amount of enforcement effort concerns compliance with various exemption conditions 

rather than the collection of tax revenue from EOs. To be sure, if conditions are not 

met and exempt status is lost, there might be some tax liability at issue. But that would 

be a second order concern—the principal objective is to make sure an EO continues to 

operate in the manner required by the law. Thus, if the proposal affects compliance in 

the manner suggested, it would likely mean increased disregard by EOs of one or more 

of the EO eligibility conditions (rather than a major loss to the fisc). The development 

would help force policymakers to confront how seriously they wish those conditions to 

be taken.190 This same explanation also helps to allay concerns that the required IRS 

disclosures may go too far to expose the agency’s strategies and undermine its EO 

enforcement ability. 

 

 Some may question why EOs should be “singled out” for loss of confidentiality 

protections since the claimed benefit would be to the tax system as a whole. This 

possible reaction, however, seems small-minded. For whatever reason, the IRS’s 

administration of EO tax laws has been a repeated source of public dissatisfaction that 

can be alleviated through increased transparency of the tax agency’s actions in that 

area. More generally, as Gene Steuerle has written, “[i]f [the EO sector] cares about the 

                                                 
187 See Goodwin (2013) at 449 (quoting McClure). Even if the specific information disclosed is difficult for 
the public to process, the mere fact of greater openness may help the tax agency’s public reputation. 
188 See Blank (2011) at 347-48; Schwartz (2008) at 889-90 (describing reduced compliance in Italy after 
government’s (lack of) enforcement capability was disclosed); cf. Zarsky (2013) at 1558 (explaining 
argument that too much transparency of IRS’s auditing practices may encourage taxpayers to cheat in 
areas not being audited). 
189 See note 155. 
190 See Lenter et al. (2003) at 822 (describing how increased disclosures might alert lawmakers to the need 
for reforms). 
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public, as it claims, then it must also care about . . . the viability of tax 

administration.”191 

 

 Finally, some may be worried that the end result of these proposals (as well as 

those involving EO applications) would be to increase the amount of controversy for 

the IRS. Greater knowledge of how the agency operates may simply generate more and 

more complaints about its judgments, and the IRS’s limited resources would be 

stretched even thinner. But the purpose of the proposals in this article is not to reduce 

the general level of IRS controversies, however desirable that may be. Confronting and 

resolving disputes about the meaning of law and its application to a set of facts would 

seem to be a major and necessary function of any tax collector. Rather, this article 

hopes to minimize a particular type of dispute—whether the IRS is “playing fair” with 

the tools at its disposal. The public’s respect for the tax agency and tax system 

depends upon receiving assurance that this very basic promise of government is being 

kept. 

 

IV.  Conclusion. 

 
The current controversy involving possible political targeting by the IRS in 

administering the EO tax laws is simply the latest in a long succession of similar 

allegations spanning at least five decades. This article has proposed addressing the 

problem through increased transparency of the IRS’s administrative actions involving 

EOs. Greater transparency responds directly to the public’s frustration in not being 

able to monitor the agency and gain confidence that the laws are being applied in an 

even-handed manner. 

 

As explained in this article, the public’s right to know conflicts with taxpayer 

privacy rights because disclosure of government tax decisions almost necessarily 

requires disclosure of the underlying tax information that is the basis for the decision. 

Fortunately, however, Congress has long recognized for good policy reasons a need to 

publicize a substantial amount of tax return information of EOs. Thus, slight 

liberalizations of the disclosure rules already in place may allow sufficient 

                                                 
191 Steuerle (2005) at 135. 
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transparency to satisfy the public’s right to know in the precise area of the law that 

has generated the most controversy. Opening up more EO tax return information and 

IRS EO decision-making to public scrutiny would tend to deter IRS misbehavior, reduce 

suspicions of such misconduct, and promote fuller communication both to establish 

any impropriety and avert false charges against the agency. 

 

Some readers may view this article and its proposals as overly pessimistic. As 

one distinguished practitioner wrote in opposing an earlier proposal for greater 

publicity of EO tax information: 

 
Most practitioners who represent exempt organizations on a daily basis believe that the 
IRS generally does a pretty good job of carrying out its responsibilities. Involving the 
general public in the regulation of exempt organizations, particularly with respect to 
exemption applications and audits, is unnecessary and undesirable.192 

 

This comment reflects the more general concern that although increased transparency 

may succeed in deterring some harmful and even possibly corrupt acts, it also can be 

expected to reduce the number of laudable (though possibly controversial) decisions 

by well-meaning (but risk-averse) public servants who become somewhat intimidated 

by their increased visibility.193 From this practitioner’s perspective, we should just have 

faith in our “pretty good” tax agency and let it fulfill its responsibilities without 

interference from the public.194 

 

And yet, the many well-intentioned decision makers at the tax agency do not 

serve in a vacuum. Among other things, they must have adequate resources and public 

support and cooperation in order for their courageous decisions to result in positive 

outcomes. As shown in this article, the law has isolated the IRS—even more than what 

would normally occur as a result of being the nation’s tax collector—and hamstrung its 

                                                 
192 Faber (2000) at 40; see Williams (2000) (“[y]ou should give the IRS the space, if you will, to make its own 
determination as best it can without outside influences.”). 
193 See Prat (2006) 99-100 (explaining why increased transparency may lead agents to behave 
suboptimally); Schauer (2011) at 1352-54 (“It is likely true that the more strictly we are watched, the less 
likely we are to behave badly. But it is also true that, at times, the more closely we are watched, the less 
likely we are to behave admirably.”). 
194 The quality of an agency’s decisions, however, may depend on more than just the good intentions of its 
workforce. Another important characteristic may be political impartiality, something that may be difficult 
to achieve. See Eaves (2010) at 144-45 (asserting the death of truly impartial civil service); Noveck (2010) at 
51 (“government or government-endorsed professionals are not more impervious to political influence 
than the impassioned public that bureaucrats are supposed to keep at arm’s length.”). 
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ability to rebut criticisms and quash unfounded charges. Combined with the 

underlying assumption of this article—that the substantive EO tax laws (including the 

permissible political activities of EOs)  remain essentially unchanged and continue to 

be administered by the IRS—there is a toxic mix that seems destined to produce 

continuing doubts about the performance and integrity of the agency in the public’s 

mind. A critical first step must be to break the long cycle of suspicions of IRS 

misconduct and stabilize the agency’s public reputation. Only then can the agency’s 

well-meaning decision makers—both within and outside of the IRS’s EO division—begin 

to achieve the success we all hope for. 
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