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independent of the officers of the organization. XXXXX, CFO found the candidate
and the President, XXXXX was involved in the hiring process of who is to be
overseen by the board and accountable to the Board.

Back Office Service Provider-XXXXX, Inc.

On YXOOOXK, XXXXX entered into another agreement with XXXXX, Inc. a for-profit
corporation back office service provider owned by XXX XXXXX and XXXXX. When
this agreement was consummated XXXXX was the President of XXXXX and XXXXX
XXXXX was the President of XXXXX, XXXXX has been provided certain services
pertaining to the conduct of its credit counseling business from XXXXX, since
XXXXX. The agreement is for five year duration and continues on a year to year basis
unless otherwise modified in writing. During this period, XXXXX XXXXX and XXXXX
were each 50% owners of XXXXX.

The agreement also states that should XXXXX lose the ability or desire to cease
involvement in debt management and business and credit counseling, it agrees to allow
XXXXX to negotiate the transfer of XXXXX clients to another non-profit agency of its
choosing. The agreement calls for a fee of $18 per active client per month. Active
clients are defined as those listed in active status on the database at the end of the
month regardless of whether they have made a payment during that month.

The agreement goes on to state that: "as XXXXX' largest credit counseling
agency customer, XXXXX requests, and XXXXX agrees, that all incoming telephone
customer service calls will be answered “XXXXX" to eliminate confusion between the
client or creditor and XXXXX customer service personnel. *

The signers of the agreement were XXXXX, Secretary/ Treasurer of XXXXX and
currently the CFO of XXXXX and XXXXX XXXXX, President of XXXXX and 50% owner
of stock at time of agreement and current President of XXXXX, which became effective

in XXXXX.

In XOXXXX, XXXXX (Dba XXXXX) purchased the stock of XXXXX (Dba XXXXX).
In consideration for each of XXXXX’s and XXXXXany XXXXX's fifty percent (50%) of
the stock of XXXXX, XXXXX and XXXXX each received from XXXXX $ plus
interest for a total of $ plus interest. The payment of the purchase price will
be ten percent (10%) on January 2, XXXXX with the remaining payments made monthly
over a five year period plus an annual interest at 9% of outstanding balance.
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XXXXX also agreed to a noncompete agreement not to work in the credit
counseling business for a period of three years following the closing, XXXXX agreed to
pay . XXXXX $ and additionally consideration XXXXX agrees to pay the
premium for . XXXXX's COBRA continuing health covered for 18 months.

Additionally, XXXXX purchased the stock of XXXXX, herein after referred to
as XXXXX a for-profit corporation that provided computer and software support.
XXXXX agreed to purchase 30% of XXXXX's and XXXXX XXXXX's stock and each
received $ plus interest. The payment of the purchase price will be ten percent
(10%) on January 2, XXXXX with the remaining payments made monthly over a five
year period plus an annual interest at 9% of outstanding balance.

Effective March 1, XXXXX, XXXXX repurchased the remaining outstanding
common stock, not owned by the Organization, by issuing a note payable of $
to be payable to XXXXX, owner of the 40% redeemed stock and President of XXXXX.
After redemption of stock and merger of organization into XXXXX XXXXX became a

leased employee of XXXXX.

The acquisitions were accounted for using the purchase method of accounting.
The excess cost over net assets acquired in the transactions was $ in XXXXX
and $ in which is being amortized on a straight-line basis over five

years.

During XXXXX, XXXXX and its outside accounting firm XXXXX., reviewed
the value of its goodwill and determined that its goodwill in relation to the purchase of
XXXXX and XXXXX was impaired. XXXXX reduced its goodwill by $ , bringing
the value to zero. The impairment which was recognized in operations in XXXXX is
based on the change in business plan for the subsidiaries, XXXXX and XXXXX and
their decision to be a service bureau exclusively for XXXXX rather than other credit
counseling agencies. By reducing goodwill to zero in XXXXX the organization wrote-off
60% of the perceived value (intangible assets) of XXXXX within two years of purchase

of stock.

The Board of Directors approved in the minutes for January XXXXX the
appointment of the current XXXXX board to serve as board of XXXXX. Additionally, the
board instructed XXXXX to call a shareholder meeting of XXXXX for purpose of electing
a new board. YXOOXXX and XXXXX were nominated as candidates, thus ensuring that
XXXXX had effective control over XXXXX . XXXXX was elected to be the vice

president of XXXXX.
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The merger and takeover of XXXXX was driven by two fold: gain control of board
and cash flow from monthly DMP clients. XXXXX prior to being sold to XXXXX, it
actively sought exempt 501(c)(3) credit counseling organizations to provide back office

client services.

Compensation —XXXXX-President and Founder

Information which has been made available from XXXXX indicates XXXXX's
compensation during the time period o XXXXX is as shown in the following table.
During this period of time, XXXXX was the Chief Executive Officer of XXXXX.

KVVVY KK ¥ HOXXHKX I XXX
s B ¥ ' beginning of year $ $ peginning of year
| § year end § Jear end

yd

The Board of Directors of XXXXX takes action on salary levels of . XXXXX. At
the XXXXX meeting, the Board approved an increase in _ . XXXXX’'s compensation to
$ , effective January 1, XXXXX. At the August 9. XXXXX Board of Directors
meeting, XXXXX’s salary was adjusted to § annually to be effective on
September 1, XXXXX. At the January 31, XXXXX Board of Directors meeting, the
Compensation Committee agreed that XXXXX'’s salary would remain at §

At the Board of Directors meeting of November 10, XXXXX, XXXXX's salary was
increased from $ to $ to be effective December 1, XXXXX. These
salary increases came at a time when overall revenue was declining from $ in

XXXXXto $ in XXXXX.

In response toJ_PR #19, . XXXXX stated that XXXXX compensation benefits
for_  XXXXXand "XXXXX reported on Form 990 for XXXXX, XXXXX and XXXXX
were determined by the compensation committee. The Compensation Committee of the
Board of Directors relied on the “Consumer Credit Counseling Industry 1999
Compensation Survey” conducted and published by R.D. Brown & Company. The

Compensation Committee also factored into its decision the cost of living increases into
the survey findings.

In the minutes dated XXXXX XXXXX, CFO and Secretary/Treasurer of Board
“presented the findings of a salary survey conducted by XXXXX. related to officers’
compensation in the consumer credit counseling industry”. In previous discussions with

.. XXXXX the agent was informed that he did not know how study was obtained and
was not an employee at the time, which seems to contradict the minutes of XXXXX.
Board members XXXXX and XXXXX attended meeting via telephone also in
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attendance at the meeting was XXXXX, President of XXXXX. In this same meeting the
board decided on salary for . XXXXX and XXXXX.

During the examination of the books and records it was brought to light that '
XXXXX, CEO, had received several perks, which were not disclosed in the minutes for
XXXXX through XXXXX. These included tax preparation and advisory fees for his
personal Form 1040 and State tax returns, term life insurance paid by XXXXX with
XXXXX's family as beneficiaries. XXXXX also provided internet service and hook-up at
this personal residence, cell phone and corporate credit cards. On numerous occasions
- XXXXX took potential clients to lunch or dinner to discuss debts. On average
XXXXX entertained potential clients, when not in out of town travel status three to four
nights per week and many times on Friday and Saturday night. What is troubling with
this behavior is why is XXXXX providing some potential clients a free meal, while others
must call the toll-free number or come into one of XXXXX's offices? Additionally, it is
disclosed based on travel vouchers that only CEO, . XXXXX provided debt
counseling during dinner meetings. One such person was his future wife XXXXX. She
also accompanied him on some trips. This shows a pattern of control and abuse by the
founder of this organization with minimal oversight. CFO and Board member,

XXXXX approved these vouchers. The compensation listed above for CEO XXXXX did
not include all his fringe benefits that he had received. Form 990 part five was

incorrectly completed.

Revenue Sources

In response to IDR request # 16, XXXXX indicated that it enrolled 5,753; 4,657
new clients in years XXXXX and XXXXX, respectively. XXXXX also indicated that the
number of clients that enrolled for free for XXXXX was 572 out of 5284 or 10% and 480
out of 3633 or 13% enrolled for free in XXXXX. The number of clients that did not pay
any portion of the requested fee for monthly services for XXXXX was 838 of 5,284 or
15% and 505 of 3,633 or 13% for XXXXX. These numbers did not separate the fees
that could not be charged due to prohibition by some States who do not allow an
initiation or monthly fee to be charged. Per interviews with current employees they
rarely waived the monthly fee and generally were not based on income but rather the
client requesting waiver of fee or from a State that did not allow monthly fees to be
charged. It was more common for the initial fee of $25 to be waived versus monthly fee.
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According to its Form 990, XXXXX generated total revenue of §
for the years

§

§

1;and $

KXXXX, XXXXX, and
XXXXX, respectively. Revenue was generated from four main sources:

Amounts received from creditors which were classified as fair share revenue

1.
2. The monthly fee 8% of debt from $0 to $35 per month for XXXXX & XXXXX and
10% of debt from $0 to $50 per month for XXXXX from each participant who
enrolled in a debt management plan.
3. Client enroliment fee of $25 per client enrolied in a debt management plan and
waived for hardship or request.
4. Housing counseling — paid $60 per XXXXX mortgage holder for a meaningful
call. Housing counseling started in June of XXXXX. The remainder of income
was from the sale of the book “XXXXX” for $50 per book sold.
Revenue Type Amount % of | Amount % of Total | Amount % of Amount % of Total
(TYXXXXX) Total (TYXXXXX) Rev. (TY XXXXX) Total (TY XXXXX) Rev.
Rev. (HKXHXX) Rev. (XCEKX)
(XXXXX) (XXXXX)
(1) Fair Share g 65% § 62% § 60% $ 55%
Revenue
(2) Monthly Fees | § 33% $ 36% 3 37% $ 39%
(3) Client g 2% $ 2% $ 1% $ 1%
Enroliment Fees —
(4) Housing 3 Less $ Less than | § 2% $ 5%
Counseling/ than 1% 1%
Book Sales/Other |
Total $ 100% [ § 100% E 100% $ [ 100%

For XOXOOKX, XXXXX, XXXXX and XXXXX, overall amounts paid by consumers to
XXXXX for services constitute approximately 35%, 38%, 38% and 40% of total revenue,

respectively.
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In a letter dated October 16, XXXXX from XXXXX Bank to XXXXX a leased
employee of XXXXX was to advise them of their current Fair Share amount as of
November 1, XXXXX. Based on XXXXX Bank analysis they were given a rating of 8%
out of a possible 11%. Overall performance determines fair share: 11% for exceptional
performance, 9% for outstanding performance, 8% for agencies meeting expectations
and 4% for agencies needing improvement. This letter was provided by XXXXXin

response to IDR# 18 item #9.

The criteria to meet is percentage (%) of missed payments month to month, size
of payment, average risk score at time of set up to come up with overall performance.

The letter goes on to explain how to improve your fair share. The purpose for
setting up performance program — to give you reachable objectives that will help our
Card members and build revenue for your agency and XXXXX. As can be gleaned
from this letter fair share payments do not have a donative intent but are payments for

servicing credit card companies.

In a letter dated July 25, XXXXX, from XXXXX, provided XXXXX with an update
regarding XXXXX's voluntary fair share requirements. An agency must be compliant
with all standards in order to be eligible for voluntary fair share:

a) 501(c)3)
b) Fair Fees (maximum $100 start up / $50 monthly)
c) RPS Payments
d) Decline Rate <30%
o Effective with August XXXXX XXXXX fair share payout
e) RPS Full Budget Proposal

f) Accreditation
e Accreditation process must be completed by August 31, XXXXX to qualify for

a fair share payout in September XXXXX.

Since XXXXX missed the RPS proposal with full budget they did not receive any fair
share for the period from XXXXXX.

Expenditures:

According to the Form 990. XXXXX's total expenditures for XXXXX, XXXXX &
XXXXX were $ § and $ , respectively. At minimum,
looking at four expense categories that were clearly identifiable as expenses associated
with the DMP process — 1) leads/advertising, and 2) XXXXX back- office, 3) interest
fees on note payable to XXXXX and XXXXX and 4) amortization of goodwill associated

Form 886-A(1 1994) Catalog Number 20810W Page31 Department of the Treasury - Imternal Revenue Service
Publish.no.irs.gov



Form 886A . Schedule No. or

(Rev. January 1994) ‘ Explanation of Items Exhibit

Name of Taxpayer Tax Identification Number Year/Period Ended
XXXXX - XXXXX

with purchase of back office and interest on notes payable to XXXXX and XXXXX the
following was noted.

[ Expense XXXXX | % of [ XXXXX % of Total | XXXXX % of Total
Expenses | Total Expenses Expenses | Expenses | Expenses
Expenses

 Leads/Advertising | $ 11% $ 12% $ 12%
XXXXX Back Office | $ 41% $ 42% $ 47%
Interest fees to $ 2% '$ 2% $ 3%
XXXXX and XXXXX
(DP’s) for Notes
payable for
purchase of XXXXX | _
Amortization — & 4% ¢ 5% $0 0%
goodwill from
purchase of back
office - XXXXX
Overall 58% 61% 62%

Excluding any payroll expenses, the annual average amount of XXXXX's overall
expenditures on the DMP process plus purchase of back — office represented 60% of
its total expenses. This figure does not include the labor costs of XXXXX involved in the

processing of DMPs nor does it include the postage and overnight delivery costs or the
telephone fees billed by XXXXX if included would cause this figure to be even higher.

Mortgage Counseling

During the course of the examination XXXXX provided copies of U.S.
Department of Housing and Urban Development (HUD) approval for XXXXX to operate
as a Housing Counseling Agency to provide Mortgage Delinguency, Loss Mitigation and
Money/Debt Management Counseling, the approval covers two-years. The name and
address of XXXXX will appear in HUD approved housing counseling agencies and be
included in the toll-free 1-800 number referral service provided by HUD. Mortgage
assistance income from XXXXX accounted for 1% of revenue for XXXXX and 5% for

XXXXX.

In the Board of Director minutes for XXXXX, dated January 31, XXXXX, * *
YXXXX discussed there involvement with XXX (XXXXX). The XXXXX was
established in mid-XXXXX as a consortium of three credit counseling agencies and
XXXXX to provide third party intervention for home owners who had fallen behind in
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their mortgage payments. XXXXX pays a flat fee to the agencies for counseling their
clients, no matter what the outcome. The XXXXX is looking to expand the number of
creditors involved as sources of referrals. XXXXX proposed that all three Credit
counseling agencies to contribute up to $60,000 to help fund the expansion with the
contribution being paid over six months out of the fees generated. The motion was

passed by the board.

In an article written by XXXXX, titled: “Money Troubles: XXXXX is blazing new
trails in helping delinquent borrowers get out of financial trouble. Its partnership in
XXXXX is saving borrowers from foreclosure. Next stop is XXXXX, XXXXX and XXXXX
for its innovative programs” in Mortgage banking dated June 1, XXXXX, discusses
XXXXX and credit counseling organizations involved in the joint venture. XXXXX,
managing director of the company’s XXXXX(XXXXX) stated that they had found three
agencies; XXXXX, XXXXX, XXXXX; XXXXX, XXXXX; and XXXXX, XXXXX, XXXXX that
together gave XXXXX nationwide, 24/7 coverage through transfers from its own loan
servicing call centers. The overreaching concept of XXXXX was to transform loss
mitigation and keep families in their homes. The article goes on to state, “Since the start
of XXXXX, it has engendered 25,000 counseling sessions, Says XXXXX. As to the
effectiveness of counseling, the company hasn’t yet completed a control-group study
because that usually involves a two-year look back to see whether a program has
worked. The majority of the loans referred to counseling were seriously delinquent, and
51 percent of the loans we counseled are now current,” XXXXX says. However, |
couldn’t say that is was specifically because of counseling that those loans are current.”

XXXXX is providing a service to XXXXX to work with their clients, which is really
outsourcing their work to a non-profit organization. The clients are being referred by
XXXXX and XXXXX receives a $60 fee. The fees collected are not being used for
education but rather to generate more business and revenue. Foreclosure costs to
XXXXX could amount up to 47% of the outstanding loan balance which includes
delinquent interest that does not get paid and the expenses over an average of 18
months it takes to foreclose, fix it up and resell a property, so the cost savings to

XXXXX is enormous.

TAX-EXEMPT CREDIT COUNSELING ORGANIZATIONS

XXXXX Rev.Rul. | Rev.Rul. XXXXX
Alabama 69-441 65-229
501(c)(3) 501(c)(4)
Free Public Yes: Major Yes No Yes, Nominal in
Education activity XXXXX,
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Free Individual

Counseling

XXXXX, and
XXXXX

Yes: Major
activity

Yes Yes

Yes

Debt
Management
Plans

Fees for DMPs

‘Yes: 12% of
counselors’ time

Yes Yes

Yes, about 10%
of calls end in
DMP - Large
percentage of

calls come from

paid leads
through web-

sites. EO pays a
fixed amount

per lead.

Yes: nominal
waived for
hardship

No Yes: nominal

Yes:
waived for
hardship, must
request
reduction or
waived fees. No
sliding scale.
Formal
procedures
started in
XXXXX

Amount of
Revenue from
Fees

Incidental
amount

Minor: main
support from
Fair share and
contributions

None

XXXXX — 62%
Fair share, 36%
monthly fees
and 2% initiation
fees

XXXXX — 60%
Fair Share, 37%
monthly fees,
1% initiation
fees and 1%
XXXXX
counseling fees
XXXXX — 55%
Fair share, 39%
monthly fees,
1% initiation
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fees, and 5%
XXXXX
($60/substantive |
call) counseling |
fees

Public Support Contributions Some: amount | Some: amount No, only

fair share and

from gov't, not specified not specified
private found., & enrolied clients
United Way
Community 60% from All members n/a Not a public
Board general public represent the board - 3 Board
public members, one
Board member
is also CFO.
LAW

Section 501(a) of the Internal Revenue Code provides that an organization
described in section 501(c)(3) is exempt from income tax. Section 501(c)(3) of the
Code exempts from federal income tax corporations organized and operated
exclusively for charitable, educational, and other purposes, provided that no part of the
net earnings inure to the benefit of any private shareholder or individual. The term
charitable includes relief of the poor and distressed. Section 1.501(c) (3)-1(d) (2),
Income Tax Regulations.

The term educational includes (a) instruction or training of the individual for the
purpose of improving or developing his capabilities and (b) instruction of the public on
subjects useful to the individual and beneficial to the community. Treas. Reg. §
1.501(c)(3)-1(d)(3). In other words, the two components of education are public
education and individual training.

Section 1.501(c)(3)-1(a)(1) of the regulations provides that, in order to be exempt
as an organization described in section 501(c)(3), an organization must be both
organized and operated exclusively for one or more of the purposes specified in such
section. If an organization fails to meet either the organizational test or the operational

test, it is not exempt.

Section 1.501(c)(3)-1(c)(1) of the regulations provides that an organization will be
regarded as “operated exclusively” for one or more exempt purposes only if it engages
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primarily in activities that accomplish one or more of such exempt purposes specified in
section 501(c)(3). An organization will not be so regarded if more than an insubstantial
part of its activities is not in furtherance of an exempt purpose. The existence of a
substantial nonexempt purpose, regardless of the number or importance of exempt
purposes, will cause failure of the operational test. Better Business Bureau of
Washington, D.C. v. U.S., 326 U.S. 279 (1945).

Educational purposes include instruction or training of the individual for the
purpose of improving or developing his capabilities and instruction of the public on
useful and beneficial subjects. Treas. Reg. § 1.501(c)(3)-1(d)(3). In Better Business
Bureau of Washington D.C., Inc. v. United States, 326 U.S. 279 (1945), the Supreme
Court held that the presence of a single non-exempt purposes, if substantial In nature,
will destroy the exemption regardless of the number or importance of truly exempt
purposes. The Court found that the trade association had an “underlying commercial
motive” that distinguished its educational program from that carried out by a university.

Similarly, in American Institute for Economic Research v. United States, 302 F.
2d 934 (Ct. Cl. 1962), the Court considered the status of an organization that provided
analyses of securities and industries and of the economic climate in general. The
organization sold subscriptions to various periodicals and services providing advice for
purchases of individual securities. Although the court noted that education is a broad
concept, and assumed for the sake of argument that the organization had an
educational purpose, it held that the organization had a significant non-exempt
commercial purpose that was not incidental to the educational purpose and was not
entitled to be regarded as exempt.

In the case of Consumer Credit Counseling Service of Alabama, Inc. v. U.S., 44
A.F.T.R.2d 78-5052 (D.D.C. 1978), the District Court for the District of Columbia held
that a credit counseling organization qualified as charitable and educational under
section 501(c)(3). It fulfilled charitable purposes by educating the public on subjects
useful to the individual and beneficial to the community. Treas. Reg. § 1.501(c)(3)-
1(d)(3)(i)(b). For this, it charged no fee. The court found that the counseling programs
were also educational and charitable; the debt management and creditor intercession
activities were “an integral part” of the agencies’ counseling function and thus were
charitable and educational. Even if this were not the case, the court viewed the debt
management and creditor intercession activities as incidental to the agencies’ principal
functions, as only approximately 12 percent of the counselors’ time was applied to debt
management programs and the charge for the service was “nominal.” The court also
considered the facts that the agency was publicly supported and that it had a board
dominated by members of the general public as factors indicating a charitable
operation. See also, Credit Counseling Centers of Oklahoma, Inc. v. United States, 79-
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2 U.S.T.C. 9468 (D.D.C. 1979), in which the facts and legal analysis were virtually
identical to those in Consumer Credit Counseling Centers of Alabama, Inc. v. United

States, discussed immediately above.

The organizations included in the above decision waived the monthly fees when
the payments would work a financial hardship. The professional counselors employed
by the organizations spent about 88 percent of their time in activities such as
information dissemination and counseling assistance rather than those connected with
the debt management programs. The primary sources of revenue for these
organizations were provided by government and private foundation grants,
contributions, and assistance from labor agencies and United Way.

Outside the context of credit counseling, individual counseling has, in a number
of instances, been held to be a tax-exempt charitable activity. Rev. Rul. 78-99, 1978-1
C.B. 152 (free individual and group counseling of widows); Rev. Rul. 76-205, 1976-1
C.B. 154 (free counseling and English instruction for immigrants); Rev. Rul. 73-569,
1973-2 C.B. 179 (free counseling to pregnant women); Rev. Rul. 70-690, 1970-2 C.B.
116 (clinic to help users of mind-altering drugs); Rev. Rul. 70-640, 1970-2 C.B. 117
(free marriage counseling); Rev. Rul. 68-71, 1968-1 C.B.249 (career planning
education through free vocational counseling and publications sold at a nominal
charge). Overwhelmingly, the counseling activities described in these rulings were
provided free, and the organizations were supported by contributions from the public.

An organization formed to educate people in Hawaii in the theory and practice of
“est” was determined by the Tax Court to a part of a “franchise system which is
operated for private benefit,” and, therefore, should not be recognized as exempt under
section 501(c)(3) of the Code. est of Hawaii v. Commissioner, 71 T.C. 1067, 1080
(1979). Although the organization was not formally controlled by the same individuals
who controlled the for-profit entity that owned the license to the “est” body of
knowledge, publications, and methods, the for-profit entity exerted considerable control
over the applicant’s activities by setting pricing, the number and frequency of different
kinds of seminars and training, and providing the trainers and management personnel
who are responsible to it in addition to setting price for the training. The court stated
that the fact that the organization’s rights were dependent upon its tax-exempt status
showed the likelihood that the for-profit entities were trading on that status. The
question for the court was not whether the payments made to the for-profit were
excessive, but whether the for-profit entity benefited substantially from the operation of
the organization. The court determined that there was a substantial private benefit
because the organization “was simply the instrument to subsidize the for-profit
corporations and not vice versa and had no life independent of those corporations.”
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The Service has issued two rulings holding credit counseling organizations to be
tax exempt. Rev. Rul. 65-299, 1965-2 C.B. 165, granted exemption to a 501(c)(4)
organization whose purpose was to assist families and individuals with financial
problems and to help reduce the incidence of personal bankruptcy. Its primary activity
appears to have been meeting with people in financial difficulties to “analyze the
specific problems involved and counsel on the payment of their debts.” The
organization also advised applicants on proration and payment of debts, negotiated with
creditors and set up debt repayment plans. It did not restrict its services to the needy.
It made no charge for the counseling services, indicating they were separate from the
debt repayment arrangements. It made “a nominal charge” for monthly prorating
services to cover postage and supplies. For financial support, it relied upon voluntary
contributions from local businesses, lending agencies, and labor unions.

Rev. Rul. 69-441, 1969-2 C.B. 115, granted 501(c)(3) status to an organization
with two functions: it educated the public on personal money management, using films,
speakers, and publications, and provided individual counseling to “low-income
individuals and families.” As part of its counseling, it established budget plans, i.e.,
debt management plans, for some of its clients. The debt management services were
provided without charge. The organization was supported by contributions primarily
from creditors. By virtue of aiding low income people, without charge, as well as
providing education to the public, the organization qualified for section 501(c)(3) status.

The Credit Repair Organizations Act (CROA), 15 U.S.C. § 1679 et seq,, effective
April 1, 1997, imposes restrictions on credit repair organizations, including forbidding
the making of untrue or misleading statements and forbidding advance payment, before
services are fully performed. 15 U.S.C. § 1679b. Significantly, section 501(c)3)
organizations are excluded from regulation under the CROA.

The CROA defines a credit repair organization as:

(A) any person who uses any instrumentality of interstate commerce or the mails
to sell, provide, or perform (or represent that such person can or will sell,
provide, or perform) any service, in return for the payment of money or other
valuable consideration, for the express or implied purpose of—

(i) improving any consumer’s credit record, credit history, or credit rating, or

(ii) providing advice or assistance to any consumer with regard to any activity
or service described in clause (i).
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15 U.S.C. § 1679a(3). The courts have interpreted this definition broadly to
apply to credit counseling agencies. The Federal Trade Commission’s policy is that if
an entity communicates with consumers in any way about the consumers’ credit
situation, it is providing a service covered by the CROA. In Re National Credit
Management Group, LLC, 21 F. Supp. 2d 424, 458 (N.D.N.J. 1998).

Businesses are prohibited from cold-calling consumers who have put their phone
numbers on the National Do-Not-Call Registry, which is maintained by the Federal
Trade Commission. 16 C.F.R. § 310.4(b)(1)(iii)(B); 47 C.F.R. § 64.1200(c)(2). Section
501(c)(3) organizations are not subject to this rule against cold-calling. Because
501(c)(3) organizations are exempt from regulation under the CROA and the cold-
calling restrictions, organizations that are involved in credit repair have added
incentives to be recognized as section 501(c)(3) organizations even if they do not
intend to operate primarily for exempt purposes.

GOVERNMENT POSITION

The Primary activity of XXXXX was not “educational” or “charitable” as defined
under Internal Revenue Code, its Regulations, or legal precedence. The primary
activity was the enrollment of debtors in debt management plans. XXXXX operations
were not consistent with organizations described in section 501(c)(3) of the Code and
its exemption should be revoked. Enrolling clients on a DMP is not an educational

activity.

XXXXX is not engaged primarily in activities that accomplish an exempt purpose.
It did not exclusively serve a charitable class such as low-income individuals. It did
waive fees and provide some services free or below cost if a DMP was desirable to
creditors. Organization operations have an inherently commercial nature and it
provides services to any caller accepted by the creditors. If a caller has ability to pay,
then services are provided at market rates allowed within the State of residence. It
operated to serve a substantial non-exempt purpose.

The purpose of XXXXX's activities differs substantially from those of the
organizations in Rev. Rul. 65-299, Rev. Rul. 69-441, and Consumer Credit Counseling
Service of Alabama, Inc. v. U.S. In this case, XXXXX engages in minimal activities
which further an exempt purpose. lts “counseling” activity is nothing more than an
interviewing activity; XXXXX screens consumers to market and sell DMP services.
There is very little education provided to consumers who contact, or are contacted by
XXXXX from lead tracking. Employees were evaluated not on the ability to provide
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good education or counseling services to clients, but on their ability to identify the
appropriate solution for their problem through mass screening. The evaluation of
employees encouraged interviewing potential DMP candidates, producing the required
100 monthly or 300 quarterly client action plans, and signing and retaining 30 new DMP
clients each month. Counselor compensation rewarded enroliments of consumers in
DMPs and did not encourage any meaningful education or credit counseling to take
place. The training manual reinforces this work environment by setting production
goals for employees to produce 100 CAPs and enroll 30 new DMP clients per month.
This equates to 30% of client calls ending up on DMPs as organization goal. Unlike the
credit counseling organizations described in the Revenue Rulings referred to above,
and in Consumer Credit Counseling Service of Alabama, Inc. v. U.S., XXXXX provides
very little counseling or education to its clients.

Many of the changes that XXXXX has implemented during XXXXX through
XXXXX have been a direct result of catering to the requirements of credit card
companies and the amount of fair share they will pay for servicing their clients. The
credit card companies are looking for credit counseling organizations that are efficient in
transferring funds and retaining clients on DMPs including size of payment and FICO
risk of client which will enrich both organizations. It is in the best interest of the credit
card companies to retain card holders, since it can cost up to $400 in promotions to
obtain new clients.

XXXXX claimed to have engaged in educational outreach activity with various
community groups. However, much of the activity was not geared directly to the
individuals but, organizations that could provide potential future leads which are needed
for XXXXX to grow through the increase in DMPs.

XXXXX engaged in extensive advertising activities in order to generate clients.
The procurement of clients was essential to the organization’s objective to market its
debt management plan (DMP). Only by having clients sign up for DMPs could XXXXX
generate revenue by having such client pay fees and creditors pay fair share and
provide business to XXXXX. XXXXX did not otherwise have an active program of
soliciting charitable contributions. They used the monthly fees and fair share revenue to
purchase new leads at $7.50 - $30 per usable lead in XXXXX through XXXXX.
Generally, if the call lasted less than five minutes there was no charge. Clearly, the only
reason to expend these funds was to obtain potential DMP clients which would in turn
increase revenue, which enables the CEO and CFO to increase their salaries.

The magnitude of XXXXX's advertising is reflected in the percent that advertising
expenses represent to the overall expenditures of the organization. Specifically, 11%,
12%, and 12% of the overall expenditures were spent on advertising, marketing and
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public relations during XXXXX, XXXXX and XXXXX, respectively. The primary
advertising expense was the purchase of leads and yellow page advertising and an
increase in purchases of 60 second spots of airtime on local radio stations in XXXXX.

In some instances, the radio advertisement spoke directly about DMPs. For example,
an advertisement on radio station XXXXX read in part, “XXXXX HAS COUNSELORS
THAT GAVE ME A FREE NONJUDGEMENTAL, CONSULATATION! WE WORKED
OUT A PAYMENT PLAN THAT GAVE ME ONE LOWER MONTHLY PAYMENT AND A
LOWER INTEREST RATE ON MANY OF MY CREDIT CARDS, GETTING THOSE
CREDITORS OFF MY BACK AND PAYING OFF MY DEBT FASTER.” This describes a

DMP and not counseling.

In addition, XXXXX was provided DMP clients by contractors who were paid a
commission. Specifically, XXXXX (a for-profit entity) (XXXXX) enrolled clients. Both
organizations needed each other, XXXXX enrolled them with creditors in order to use
their exempt status to obtain fair share, provide clients to back office service provider to
collect $17 or $18 fee and pay a commission to XXXXX as long as clients continued
there enrollment in a DMP through XXXXX. This relationship had started in XXXXX and
had continued through XXXXX. These clients were not provided educational training or
information by XXXXX. In XXXXX, $ , of client deposits into XXXXX trust
accounts was from XXXXX provided clients. These clients were tracked by XXXXX in
order to determine if the clients remained on DMPs. This is clearly evidence that
XXXXX was more concerned in obtaining clients for DMPs rather then educating clients
on budgeting and finances. Clearly this is an example of operating in a commercial
manner instead of educational or charitable.

XXXXX employees were compensated based on the amount of business they
brought in, and were threatened with being fired for not bringing in enough business.
Employees received minimal training on how to provide educational counseling to
clients on personal money management. For the most part, the employees had
communication or social service backgrounds, and they were trained to sell DMPs to
consumers, whether the consumers’ situations warranted it or not. In fact, the training
did not enable an employee to even know whether a DMP would serve the best
interests of a potential customer. The employees are required to take a self study
course on financial counseling which is paid for by XXXXX, however, most new
counselors are on the telephone taking calls within weeks of being hired with no
financial counseling background or education and generally will take them 6 -12 months
to pass the test and become certified. The course is equivalent to a four credit college

course.

XXXXX dba XXXXX merged with XXXXX, in December of XXXXX due to a
change in XXXXX Statutes that no longer required a non-profit to be incorporated in
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XXXXX to operate a credit counseling business. XXXXX dba XXXXX, which. % of its
stock was purchased by XXXXXin December XXXXX and liquidated its assets into
YXXXX in XOXXXX. This enabled the founders, XXXXX and XXXXX to cash out of
business and leave XXXXX with a considerable debt load. If XXXXX had set up its own
processing center as part of the exempt organization function they would have only
been able to remove the funds of the charity through compensation. Both XXXXX and
XXXXX had very limited risk of loss with for-profit business XXXXX, since there
investment was only furniture and §  in capital. In addition, XXXXX had bought
assets (client accounts on DMPs) from exempt organizations in XXXXX and XXXXX.
The value of these organizations was the cash flow of clients on DMPs.

XXXXX was not operated with public support and public control. It was
controlled by XXXXX XXXXX as CEO, and XXXXX the CFO who is also chairman of
board. The Board has had minimal turnover, the CEO no longer is a Board Member as
of 2000 due to meeting 1SO (International Standards for Quality Management Systems)
requirements. Currently there are three board members and one is an officer of XXXXX.
It was written in the board minutes the discussion of expanding the number of board
members but has never moved forward. Some of the Board Members have worked as
consultants to XXXXX, so they have had a personal business interest of being on the
board. XXXXX was privately supported in aggregate by credit card companies with over
" percent of its income in the form of fair share coming from credit card companies.
The control by the credit card companies of the credit counseling industry was evident
by the review of applications of fair share XXXXX had submitted, and responses to the
applications. The applications required that they be exempt under IRC 501(c)(3), fair
fees charged to clients, RPS payments, retention of clients, accreditation and size of
payments and risk of client determined the amount of fair share received. Because
XXXXX is so dependent DMPs, fair share they are indirectly controlled by the credit
card companies and not necessarily looking out for the best interests of clients.

The reason XXXXX is organized as an exempt organization is to avoid the
regulatory scheme of the Credit Repair Organizations Act (CROA), 15 U.S.C. section
1679, et.seq. CROA was enacted to protect consumers by banning certain deceptive
practices in the credit counseling industry. If XXXXX was a for-profit company, the
CROA would prohibit it from charging fees in advance of fully providing services. In
addition, if XXXXX were for-profit, federal law would prohibit it from purchasing leads
and making cold calls to potential customers. Because section 501(c)(3) organizations
are exempted from the provisions of CROA, XXXXX is able to engage in deceptive
business practices that Congress intended to prohibit when it passed the CROA law.
As such, XXXXX is operated for a substantial non-exempt purpose that of carrying on a
business while avoiding federal regulation. In addition, XXXXX could not collect “fair
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share” payments from creditors if it did not have exempt status. The entire DMP
business depended on an organization having tax-exempt status.

Exempt Organization’s Position

The exempt organization’s position has not been determined.

CONCLUSION

In summary, XXXXX was not operated exclusively for educational or for any
other exempt purposes within the meaning of section 501(c)(3) of the Code since its
primary activity is the sale of debt management plans. XXXXX conducted minimal
educational activities within the community, provided minimal educational training or
counseling to individuals on credit or debt management issues, and did not provide
education in the context of sales of its debt management plans. The debt management
program was not limited to a charitable class and XXXXX did implement a formal
procedure AMP 75-02, “Client Unable to Pay Procedure” some time in XXXXX to waive
or reduce the fees for the indigents or to waive the fees for those to whom such fees
would create financial hardship, but managerial approval was required insuring its
limited use. In some cases clients with very low monthly income paid a higher
percentage fee based on debt owed to creditors than some wealthier clients who had
large amounts of debt and paid a maximum fee of $35 or $50 dollars. Consequently,
the debt management program did not serve a charitable class. Since the primary
activity of XXXXX was the sale of debt management plans which lacked substantial
educational or charitable aspects, its exemption under section 501(c)(3) of the Code

should be revoked effective January 1, XXXXX.
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