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I. Introduction 

A political organization under the Internal Revenue Code (26 U.S.C. § 527) is defined as a party, committee, association, fund, or other organization (whether or not incorporated) organized and operated primarily for the purpose of directly or indirectly accepting contributions or making expenditures, or both, for an exempt function. Id. The "exempt function" of a "political organization" is defined as "influencing or attempting to influence the selection, nomination, election or appointment of an individual to a federal, state, or local public office or office in a political organization. . . ." § 527(e)(2). 

II. Brief History of 527 Political Organizations 

Section 527 was added to the Internal Revenue Code ("Code") in 1974 to provide an exemption from federal income tax and gift tax to "political organizations." In creating Section 527, Congress reasoned that campaigns, party committees, and PACs should not pay taxes on funds contributed to such political entities and used for political purposes. Presumably because these political organizations already registered and reported their contributions and expenditures to the Federal Election Commission ("FEC") or state agencies, Congress created no special registration and disclosure provisions for Section 527 political organizations at the Internal Revenue Service ("IRS"). In fact, the only report they were required to file with the IRS was a (confidential) tax return. 

In 1996, the IRS was asked whether an "issue advocacy" organization that was not registered as a candidate committee, party committee, or PAC could qualify for Section 527 "political organization" tax exempt status if its principle purpose was to influence elections. In several private letter rulings, the IRS said that groups seeking to influence elections through candidate-specific issue advertising would qualify as political organizations, regardless of whether they were registered with the FEC or state election agencies. The IRS reasoned that Congress intended Section 527 of the tax code to cover all political entities, whether or not their activities also fell within federal or state election law. The IRS also apparently was motivated by a desire to have election-influencing activities done by Section 527 groups, rather than by Section 501(c)(4) organizations. 

The problem with this approach became all too apparent in the 1998 election cycle and the 2000 presidential primaries: advertising that attacked specific candidates (but avoided using "magic" words such as "vote for" or "oppose") from new Section 527 political organizations with generic names like "Americans for Better Government" flooded elections. These groups (frequently called "Stealth PACs") often had no apparent existence beyond a registered agent and a post office box and filed no registration statements. Accordingly, their officers and contributors (and often even motives) were a mystery. 

On July 1, 2000, President Clinton signed into law a bill that obligates groups organized under Section 527 of the tax code to disclose their political activities. Under Public Law 106-230, Section 527 groups are required to notify the IRS of their existence within 24 hours of organizing and to file periodic reports disclosing their contributions and expenditures. On August 28, 2000, the National Federation of Republican Assemblies and other plaintiffs filed suit in the U.S. District Court for the Southern District of Alabama arguing that Public Law 106-230 violates the First and Tenth Amendments and unconstitutionally gives the IRS broad and unchecked authority over political activities and expression. 

On October 30, 2000, the IRS issued Revenue Ruling 2000-49 which, among many things, clarified that (1) while campaign committees of state and local candidates and political parties need not file periodic reports on Form 8872, these committees must still register with the IRS in order to preserve the tax exempt status of the money they raise to influence the outcome of local, state, and federal elections; (2) all state and local PACs must disclose their receipts and expenditures to the IRS under the same schedule required by the Federal Election Commission, unless the PACs are operating under FEC regulations or reasonably expect less than $25,000 in receipts; and (3) if Section 527 organizations attempt to evade reporting requirements by re-organizing themselves as Section 501(c) organizations, they will not be forced to disclosed the identity of their donors or vendors, but will still be required to report their aggregate receipts and expenditures in their publicly available Form 990 tax returns. 

On February 8, 2001, Rep. David Vitter (R-La.) introduced a bill (H.R. 527) that would "amend the Internal Revenue Code of 1986 to exempt State and local political committees from duplicative notification and reporting requirements made applicable to political organizations by Public Law 106-230." Only 527s that engaged in activity solely to influence state or local races and were already subject to state and local contribution and expenditure reporting requirements would be exempt from the otherwise applicable registration and reporting requirements. 

III. Current Implications Of Being A 527 Political Organization 

According to the IRS, a "political organization" must be organized for the primary purpose of carrying on exempt function activities. § 527(e)(1). When there are no formal organizational documents, consideration is given to statements of the members of the organization at the time of its formation that they intend to operate the organization primarily to carry on exempt function activities. See generally, 26 C.F.R. §§ 1.527-2(a)(2)-(3) (organizational and operational tests for "political organization" status). A political organization does not need to be formally chartered or established as a corporation, trust, or association; a separate bank account in which political campaign funds are deposited and disbursed only for political campaign expenses can qualify as a political organization. Thus, an organization may maintain a separate bank account used solely for exempt political activities and the account itself could qualify as a Section 527 political organization. 

Since Public Law 106-230 was made effective last year, most Section 527 organizations must now register with the IRS (IRS Form 8871) and file periodic reports (IRS Form 8872) disclosing the names and addresses (and occupation and employer if an individual) of all persons who contribute $200 or more after July 1, 2000, and of all persons receiving expenditures of $500 or more after July 1, 2000.1 Additionally, annual reports must be filed with the IRS (Forms 990, 1120-POL). 

The chief advantage of maintaining a Section 527 political organization is based on the Tax Code's treatment of political organizations. Ordinarily a "Section 501(c) organization" that is exempt from taxation under Section 501(c) still must pay taxes on any expenditure it makes in connection with "influencing or attempting to influence the selection, nomination, election or appointment of an individual to a federal, state, or local public office or office in a political organization." Thus, anything that is an exempt function of a political organization is subject to taxation when done by an organization not qualified as a political organization. For example, contributions by an exempt entity other than political organizations trigger tax liability for the contributing entity. § 527f(1). A Section 527 political organization is specifically exempt from such tax liability. Id. 

In addition, while a political organization is subject to tax on its taxable political income, the Tax Code exempts from taxation funds that the organization sets aside for use in connection with its exempt function if such funds were received as, inter alia, contributions, membership dues or fees, or proceeds from fundraising. § 527(c)(3). Thus, contributions made directly to a Section 527 political organization do not yield taxable income for that organization, nor do its fundraising activities. By contrast, contributions for political activity to an entity that is not exempt under Section 527 may be subject to taxation. 

Accordingly, establishing a separate account as a Section 527 political organization may offer considerable tax advantages to an organization. Through this method, an organization could make soft money contributions intended to influence elections, but would not incur any tax liability as a result. In addition, as long as funds received by the Section 527 account are received in connection with the exempt function (i.e., influencing elections), through the sources described above, they are not treated as taxable income. The account, however, must be kept separate from other funds--any other funds in the account could result in a forfeiture of Section 527 exempt status. 

IV. Conclusion 

Public Law 106-230 was widely viewed as an important breakthrough in campaign finance disclosure and, indeed, has provided more information to the public regarding Section 527 political organizations. Nonetheless, critics bemoan the law on all sides. Campaign finance reformers argue that the law does not require enough information and that loopholes in the law, such as the ability to simply reorganize as a Section 501(c) organization or for-profit corporation, allow many of the same pre-law abuses to remain undetected. Other critics contend that the law is unconstitutional and overbroad. Thus, they argue that while the law was supposedly enacted to uncover the "Stealth PAC" issue advocacy activities that garnered so much negative publicity in the 2000 election cycle, in practice it overreaches by requiring state and local political parties, candidates, and PACs--who often must already file with state and local government entities--to register and/or report with the IRS. Proposed legislation and a court case seek to deal with these alleged inadequacies, but until then, thousands of registrations and reports are publicly available at www.irs.gov/bus_info/eo/8871.html. 



1 Organizations required to file with the FEC are excepted from these Section 527 reporting requirements. Additionally, any organization which reasonably anticipates that it will have less than $25,000 in gross receipts for any taxable year need not file. 
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