








































































































Form 886-A, Examination Report of XXXXX (attached to 30-day Letter)

questions while on the program to contact the customer service department at the number
provided.

Once the application process was complete and the initial “contribution” received,
the completed package was forwarded to XXXXX.

At the time of employment, employees were informed in writing of XXXXX’s
policy of monitoring any phone conversations. Employees were required to sign the
notice acknowledging that they have read and understood the policy and would abide by
such policy. See Exhibit ED-30 for copy of telephone Monitoring Waiver in perso_nnel
file of XXXXX, employees’ phone calls were randomly monitored by their supervisors
and a Counselor Critique — Telephone Monitoring form (critique form) was completed
for each call monitored. The critique form listed seven items which XXXXX felt was
important and employees were rated on these elements. Such elements included the

following:

a)”’Script adherence”

b) “Overcoming Objectives”
¢) “Voice Tone”

d) “Enthusiasm”

e) “Aggressiveness”

f) “Explanation of Benefits”
g) “Professionalism”

A rating of either excellent, good, fair, and poor appeared beside each item listed
above and the supervisor circled the appropriate rating for each call monitored.
Information such as whether consumer was indigent, or was unable to pay the fees was

not included on the form. ‘

From the personnel folder of XXXXX (see attached Exhibit ED-25) the
following information was noted:

Critique Form dated 6/27 & 6/28 — In the manager notes for specific areas
needing improvement the manger note the following “keep calls as short as

needed.”

From the personnel file of XXXXX (see attached Exhibit ED-26):

June 25 & 26 -%  XXXXX more Vigor” “Moderate # of calls. Can make
more” Received a fair for “Enthusiasm”

From the personnel file of XXXXX (see attached Exhibit ED-19):

Critique Form dated June 19, 2001 — Listed under areas needing 'improvement
(manager’s notes) were the following: 1) “Too personal with chent.” 2) «“ Off
script/tries to shortcut; needs to be more informative” 3) “Explanation of
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benefits needs improvement” Employee received a rating of fair and poor for
Script adherence.

Critique Form June — “Must be more thorough with sale. Tendency to “rush sale”

For examination years XXXXX and part of XXXXX, employees’ performance
reviews seem to be based solely on sales figures for most of the periods under
examination. As discussed earlier, the employee’s production was taken into
consideration during performance review. However, review of various personnel files
showed that for most of the periods under examination, this was the main and sometimes
the only factor which was used. Several personnel file were reviewed and the following
performance reviews were noted. '

From the personnel file of XXXXX (see Exhibit ED-19), the following comments
were noted on the “employee Review” dated June 5, 2001:

“Employee has demonstrated good sales skills in the past. However, sales have

dropped $5,000 from the previous month. Employee has been warned about

deviating from the scripts and reporting inaccurate daily totals.” Included in the

“Action” paragraph was the following statement “Needs to increase sales so as to

maintain high levels of performance as demonstrated in previous months.” |

From the personnel file of XXXXX (see Exhibit ED-27).

Employee Review dated XXXXX - “XXXXX concluded the month of August
with § . While employee has now shown improvement, he must focus on

remaining consistent with his sales. Sales should never fall below 15K.
Employee individual goal should be between 17.5 and 20K.”

From Personnel file of XXXXX (see Exhibit ED-28):

Employee Review for XXXXX dated XXXXX - indicated that one of the
following corrections were required immediately: * Follow our scripts
“yerbatim™ each time she is one the phone, regardless of any circumstances. Must
stop from incorporating too much of her own language into the XXXXX scripts.”

From Personnel file of XXXXX (see Exhibit ED-20):

Employee Review dated XXXXX — “Employee has demonstrated excellent sales
skills for the months of February, March, and April, however sales decreased for
the month of May. XXXXX needs to remain more focused in his work and
follow the scripts more closely. Also must watch out for too much time on the
phone and make more telephone calls.”
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From Personnel file for XXXXX (see Exhibit £D-29):

Salary and Performance Review memo showed the following information for one
employee: B.B. “ concluded the month of June at 40 accounts, but for only

$ . XXXXX unfortunately has seemed to lose her way here at XXXXX.
What was once a promising salesperson reaching consistent high sales totals is
now lackluster. XXXXX should work closely with her manager to bring sales
totals back up to where they once were. Salary will be adjusted downwards to
28K. Employee is cautioned that if she does not reach at least 13K in sales for
June 2002 she will be dismissed.” Her Salary was also adjusted on April 29. 2002
for the following reasons “2 out of last 3 months XXXXX has fallen below 13K
in sales. Number of accts are O.K. but is falling short in the dollar category.
Must increase sales to 14K to increase salary back to 34K.”

Personnel file for XXXXX (see Exhibit ED-25):

An employee review memo dated September 9, 2001 noted the following
information “XXXXX concluded the month of August at $ . 3 month avg.
is 15,868. As a senior credit-counselor, XXXXX’s sales should average no less
than 17K based on her annual salary. Will be required to work extra time if
needed. Sales totaling less than 17K will be considered unsatisfactory.”

Personnel file for XXXXX (see Exhibit ED-30):

Salary and Performance review dated August 7, 2000 showed the following:
“XXXXX'’s sales have now significantly suffered over the past 2 months reaching
approximately only 7K in sales. XXXXX is required to determine what the
problem is and take corrective measures immediately. XXXXX is required to put
in additional time to increase her sales back to satisfactory level. Salary will be
adjusted downwards in accordance with the XXXXX sales Performance
Agreement. Must average no less than 14K for two months consecutively to
reinstate salary to $29,000.” XXXXX'’s salary was decreased from $33K to

$29K.
Personnel file for XXXXX (see Exhibit ED-31):

In personnel file folder for XXXXX, Salary and Performance Review dated
August 2002 showed a salary increase from $31,000 to $34,000. The increase
was based on the following information: Current month $15,639; Three Month
Average: $14,287.78; and Six Month Average: $13,899.08.

At some point in XXXXX, XXXXX began to use a performance appraisal which
had several evaluative areas: quality, productivity, job knowledge, reliability,
attendance, independence, creativity, and initiative, adherence to policy,
interpersonal relationships and judgment. However, based on manager’s
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performance appraisal comments in personnel file for XXXXX, the primary focus
remained on enrollment and dollar amounts. See Exhibit ED-47 for performance

appraisal.

Referrals of Customers by XXXXX Employees. In response to [IDR DEB-24,
(see attached Exhibits ED-6 and ED-32), XXXXX stated that it made referrals to
XXXXX. The response further states that XXXXX referred to XXXXX clients who
made seven consecutive, on-time, monthly payments to the debt management program.
Employees were provided information relative to referring consumers to other
companies. Informing consumers about the availability of a consolidation loan was
included in the Sales Presentation script as one of the additional benefits of participating
in XXXXX debt management program. As indicated in the script “This is what makes
our program so unique and gives us an advantage over any other debt consolidation
company.”

According to pages 210 - 212 of XXXXX’s deposition (see Exhibit /6), XXXXX
had links on its website that would say “homeowners click here.” The links pointed to
XXXXX or XXXXX. XXXXX is a mortgage company owned by XXXXX, who
served as a director and vice president for XXXXX from XXXXX to XXXXX (see
XXXXX testimony in Exhibit 25). According to XXXXX, both companies were
basically given free advertisement. See Exhibit 16 in XXXXX's deposition. A review of
XXXXX website also showed a homeowner link to XXXXX which according to
XXXXX response to IDR DEB- 51, item 3, its “counselors” received informal approval
to refer clients to XXXXX Group who were interested in refinancing their property (See
Exhibit ED-33). XXXXX website also had a homeowners’ link 2001 to a website
“XXXXX” The note on the site stated the following “XXXXX a marketing agent of
XXXXX Services, a subsidiary of XXXXX” See Exhibit ED-34 for copies of website
links.

Documents Provided by XXXXX’s Emplovyees to the Consumer. To enroll in
XXXXX’s debt management program, consumers were provided the following forms and
information via facsimile to be completed and returned to XXXXX:

a) A one-page document which touted all the “benefits” of XXXXX’s debt
management program. Such listed “benefits” included one lower monthly
payment, reduction in interest, improved credit, late and over the limit fees
stopped, and end of creditor harassment.

a) The “Agreement” provided the terms of the DMP.
b) An“AUTHORIZATION TO RELEASE INFORMATION" form — allowed

XXXXX to negotiate with the consumer’s creditors.

b) Creditor Information Sheet — requested a list of all unsecured creditors

¢) An “XXXXX Budget Worksheet” was included in the IDR response but as
discussed earlier, it does not appear that this form was sent or used.

See attached Exhibit £D-22 for these documents.
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Once the consumer was enrolled in the program and the initial payment was
received a Welcome Package (See Exhibit ED-35) was sent to the new enrollee. The
package contained all or some of the following information.

a) Letter of Congratulations and welcome; the letter, the following - indicated
that file has been forwarded to XXXXX to whom all future contacts should be
directed; reminder of the benefits of the program, and the necessity for
payments to be made on time.

b) One page instructions — telephone number of client services provided and
instructions to call client services with future questions; the address to which |
all future payments should be made and payment form (cashier’s check, |
money order, etc.).

a) A one page list of Do’s and Don’ts and What If which included information
such as — a) do mail your payment promptly, b) do not miss payments c) Do
not use the accounts on the program d) what if my payment is late €) what if
I withdraw from the program f) what if I lose my job

c) The Welcome Package also included a Two-page handout titled
“IMPORTANT: PLEASE REMEMBER...” which consisted of things the
consumer needed to remember. The reminder items were as follows: a) If
creditors called, ask them to call Client Services Center; b) How to make
monthly payments — cashier’s check, certified bank check, money order or
Western Union with name, social security number and address on the check.
Mailing address of where check needs to be mailed; c) call Client Services
Center if full payment cannot be made; d) information on the negotiation
period; e) possible slight increases might be proposed by creditors; f) what
do if client’s financial situation changes; g) how to request review of one’s
account for loan referral after 7 on-time payments; h) reminder to continue to
make timely payments to XXXXX during the loan evaluation period since late
payments may result in ineligibility for the loan program.

b) List of creditors that the enrollee must call to change their payment due date

¢) A Cease and Desist Notification form and a form titled Collection Agencies
Report which provides instruction on the usage of the form.

d) Payment envelopes and payment coupons.

See Exhibit ED-35 for contents of a sample Welcome Package.

XXXXX claimed that a book titled XXXXX was also sent to individuals who
enrolled in the DMP. According to XXXXX’s response to IDR DEB-DEB-001, question
7 (see Exhibit ED-16) and DEB-44 (see attached Exhibit £D-2), the book was distributed
to consumers who enrolled in the debt management program. According to IDR response
DEB-59 (see Exhibit ED-48), XXXXX itself did not distribute the books. The books
were distributed by an outside vendor. Although, XXXXX paid several invoices relative
for the purchase of the books, it had no mechanism in place to ensure that the companies
responsible for mailing the books actually did mail the books to the consumers. The '
book was not made available to the general public but only to individuals who enrolled in

the debt management program.
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Customer Service Operations as Provided by XXXXX

In XXXXX, XXXXX contracted with a for-profit company, XXXXX, to provide
“customer service” to XXXXX’s clients. Per the agreement, XXXXX was retained to
perform fulfillment, back-office and customer relations services to XXXXX budget plan
clients. Once the completed application and all related documents including the initial
contribution had been secured from the consumer, a package was prepared and forwarded
to XXXXX. Basically, XXXXX was the processing center for XXXXX during the years
under examination and provided services such as, submission of proposal to the creditors,
payment processing, data entry, and customer service to the clients. XXXXX also
handled the fair share payment received from the creditors for distribution to XXXXX.
Page 3 of the agreement excludes intake and counseling services from XXXXX
obligations (see the Fulfillment Agreements in Exhibit ED-36). The agreement also
stated that XXXXX “ will have no further direct contact with the client other than
telephone or face-to-face contact initiated by the client for the purpose of receiving
additional counseling.”

In IDR DEB-45, (see Exhibit ED-2) XXXXX was asked to describe fully any
activities that were conducted by XXXXX to educate XXXXX’s clients. In response,
XXXXX stated that “XXXXX did not provide educational services to XXXXX's

clients.”

Question 29 on the interview questionnaire mailed to an employee SMQG asked if
he generally called the consumer after they enrolled in the DMP to provide additional
counseling. His response was as follows: “This was not encouraged.” If a consumer
called back for further information “-in that case some further counseling might be done.
Mainly consisting of advising the client to monitor statements from creditors, call
XXXXX if needing to make changes or report problems.”  See Exhibit ED-37 for copy
of questionnaire response for S.M.G.

B.B Interview Questionnaire response indicated that once enrolled in the DM? .
she generally did not call consumers back to provide additional counseling. See Exhibit
ED-38 for copy of questionnaire response for B.B.

XXXXX paid XXXXX a total of § in XXXX, $ in XXXXX,
and $ in XXXXX for services associated with the debt management program.
Such amounts represent approximately 36%, 44%, and 42% of XXXXX’s total expenses
for the years XXXXX, and XXXXX, respectively. See Exhibit ED-39 for this analysis
of Forms 990 disclosures.

Website Operations

XXXXX, in response to IDR DEB-001, question 28, (see Exhibit ED-16)
indicated that the website at the time the organization was named XXXXX was online as
of XXXXX. Undated copies of pages allegedly from this website was provided in
response to the IDR. According to [DR response DEB-34, in 2001 a new website was
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being developed under the name of XXXXX to replace the XXXXX site. XXXXX
personnel believe that the XXXXX site went online in XXXXX.

XXXXX also stated that the only portion of its website to which was restrict.ed _
was the portion that allowed enrollees to obtain information about their DMP plan since 1t

contains nonpublic personal information.

Using the internet site for “Internet Archive Wayback Machine”
“Waybackmachine.com” website copies of XXXXX’s website were retrieved from
archive for several dates for XXXXX and XXXXX. Based on the review of the websites
included as Exhibit ED-40 , an overview of the information on the website is discussed
below. The following categories of information as listed in XXXXX’s sitemap is as
follows. Each page from the website has the following statement “A non-profit
organization helping people and families become debt free.”

> Who are we - This portion of the website offered information about
XXXXX and its purpose. The information provided stated that XXXXX
is a non-profit organization dedicated to assist consumers who are having
personal financial difficulties. The site also contained a paragraph which
outlined the benefits of XXXXX’s program. “XXXXX offers the most
beneficial programs in the industry! We offer many unique solutions,
which include debt consolidation loan programs and/or debt management
programs.” There was link on the page for consumers to apply for the

program.

> How we help — List of the benefits that creditors offered for DMP
participants i.e. reduction in minimum payments, consolidation of multiple
payments into one monthly payment, reduce or eliminate interest rate,
elimination of late charges and over the limit fees, and re-aging of past due
accounts to improve credit rating. Site also contained the “Program Steps”
which include the following 1) a review of “credit and budget
information” with “counselor” to arrive at a repayment plan; 2) Decision
on when to begin making first payment; 3) XXXXX contact with
creditors to negotiate lowered monthly payment and reduce interest rates;
4) Client to keep making monthly payment on time. The remaining
portion of this section dealt with “Results”. The section listed the results
that can be expected from participating in the program which include
paying off the debt in much less time than paying on their own due to the
interest reduction. The page has a link for consumers to apply.

> The site also has an application which asked for name, phone number,
address, email address, amount of unsecured debt, best time to reach
consumer, whether or not the person rents or owns their home, if thei.r
mortgage was past due or current and if past due how long; and a section
to check the types of debt i.e. credit cards, personal loans, medical bills,
etc. However, immediately before the application the benefits of the
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program were highlighted with the phone number to call and a link for

access to an online application. On the page was a link which states

“Homeowners CLICK HERE! Clicking on the link takes the consumer to

XXXXX Group website to a page which state the following: “Your hous

is your greatest asset, use it! :
o consolidate debt

lower monthly payments

home improvement

cash advance

or combine all into one loan ...with or without equity”

0000

Consumers were provided an opportunity to apply online or to call a
number to speak with a representative.

In 2001, the homeowners link took the consumer to a website titled
“XX XXX the note on the site stated the following “XXXXX a
marketing agent of XXXXX Services, a subsidiary of XXXXX"

> Typical Client: Site consist of a calculator depicting a consumer with a
balance of $20,500 and a comparison of using the DMP or self pay.
Comparison information includes interest rate, monthly payment, length of
time to pay off debt, and total interest paid to creditor. The comparison is
followed by the following paragraph “XXXXX is ready to offer you a
FREE consultation, to show you how our program can benefit you!
Whether you are current or past due, find out how much our
program can save you, and how many years of payments you can
invest in yourself and your family instead of sending to a creditor.
You owe it to yourself to find out! It costs nothing, and could save you
thousands! Apply online now or Call us toll free at XXXXX”

» Debt Statistics — Has an average of three pages and contained a short
paragraph on pre-approved credit card offers, average family credit card
debt, personal bankruptcy, national consumer debt, and a section titled

- other facts. The facts provided include information such as a) the average
balance on a credit card b) the average interest rate c) average late fee, d)
average household has 10 credit cards e) length of time to pay off a credit
card with average balance of $8,000 with an interest rate of about 18%
when making the minimum payment is 25 years, 7 months f) Total interest
paid out by Americans was $65 billion g) number of bankruptcy filings
for 1999 h) Average American is solicited 7 times per year for credit
cards i) how to calculate debt to income ratio j) typical minimum
monthly payment is 90% interest and 10% principal. This section of the
site also has the phone number for consumers to call for a “FREE
evaluation in 15 minutes or less” or to apply online. The homeowners’

link was also on the page.
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> Testimonials —Titled “What our clients are telling us:” - showed a list of
several comments from clients. This section of the site also has the phone

number for consumers to call for a “FREE evaluation in 15 minutes or
less” or to apply online. The homeowners’ link was also on the page.

> Call us/Contact us — A page with instructions for consumers to fill out an
application on line or call the toll free number which was provided in
order to speak with a “credit counselor” to find out more about how the

program could benefit them.
> Apply Now — to allow individuals to apply for DMP

> Frequently Asked Questions — includes questions such as “why can’t |
just negotiate with creditors on my own?”; “why can’t [ just keep paying
off my creditors on my own?”; “how much will it cost me to be on the
debt management program?”; “how will joining XXXXX’s program affect
my credit rating?”; “Can I send in more money once I have better cash
flow?”; “Will I receive harassing phone calls?” The page also contained a
number for consumers to call for a “FREE evaluation in 15 minutes or less
or to apply online. The homeowner’s link was also on the page.

> Home- A page titled “Welcome to XXXXX" may be representative of
the home site. The page provided a list of benefits that the DMP program

provides.

> Existing Clients Home Page — allowed existing clients to access account
information.

Copies of websites representing time frames in XXXXX for XXXXX were
also retrieved from the wayback machine website. The site showed
information similar to that discussed above under XXXXX.org. Information
included 1) opportunity on each page to apply online 2) list of benefits of
DMP 3) an overview of how the DMP program works 4) reasons why
consumers should choose XXXXX - experience, confidentiality, and
compassion 5) questions and answers — such as Will XXXXX work with all
types of debt; what interest rate do you charge; how much does XXXXX
charge to enroll?; why can’t negotiate with my creditors?; how do I know if
these programs are for me?, etc. In response to the question which asked
“How do the XXXXX debt management and credit counseling programs
work?”, XXXXX statement was as follows: “The XXXXX programs allow
you to pay off your existing unsecured debt under new terms. These new
terms may include lower interest rates, lower monthly payments, and waived
late and over-limit fees. The XXXXX programs do not require you to
declare bankruptcy or take out a new loan. Take two minutes and apply

today.”
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See Exhibit ED-40 for a copy of the website.

Educational Qutreach Activities:

In IDR DEB-40, (see Exhibit ED-2) XXXXX was asked to provide a list of all
workshops and seminars conducted in which members of the general public were in
attendance and all related expenses. In response, XXXXX alleged that a seminar was
held at a shelter for battered women possibly in XXXXX. However, it had no records
relative to material used in the seminar or expenses incurred including expenses
reimbursed to the employee who supposedly conducted the training. XXXXX indicated
in response to IDR DEB-001, question 7, that it provided “free educational services” via
topics on its website. A review of the website primarily shows information directly or
indirectly related to the debt management program such as the benefits of the programs,
and frequently asked questions regarding the debt management program. XXXXX also
stated that it provided a free copy of the book, XXXXX, to DMP participants (see Exhibit
ED-41 for a copy of the book). However, the book was not distributed to individuals
who were in financial crisis but chose not to participate in the program. It was only
distributed to individuals enrolled in the debt management program. In addition, the
book was not referenced in the script and the employees did not inform the consumers
about the availability of the book.

XXXXX, XXXXX, XXXXX and XXXXX

As stated previously, XXXXX founded XXXXX, and eventually spun-off the
customer service department (also referred to as back office services) to his for-profit
company, XXXXX, on XXXXX. As of XXXXX, XXXXX serviced all of XXXXX’s
back office functions as well as all of the XXXXX spin-off CCAs including XXXXX.
Upon formulation of a spin-off CCA, a Fulfillment Agreement is executed by XXXXX
and the CCA (see XXXXX-XXXXX Agreement in Exhibit ED-11). Substantial fees are
then remunerated to XXXXX by the CCA for customer service.

XXXXX was a former employee of XXXXX (see¢ XXXXX testimony in Exhibit
16). XXXXX left XXXXX in XXXXX to form XXXXX/XXXXX. XXXXX was one
of 11 spin-offs that utilized former employees of XXXXX or close friends or family of
XXXXX (see the XXXXX Bankruptcy examiner’s report detailing the start-up
individuals of XXXXX spin-offs and their relationships to XXXXX and XXXXXin
Exhibit 27). XXXXX was able to start XXXXX with co-opted elements from XXXXX
and assistance, financial and marketing, from XXXXX. XXXXX gave XXXXX a
$90,000 loan to start XXXXX (see XXXXX testimony in Exhibit 22). XXXXX also
received leads from XXXXX as its primary marketing source to find potential DMP
clients (again, see XXXXX Testimony in Exhibit 22 and XXXXX testimony and
invoices in Exhibit 70 and Exhibit 42 ). The start up funds and leads were critical to the
formation and going concern of XXXXX. Also critical were co-opted items from
XXXXX: forms, agreements, legal, accounting, and business model practices (see
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XXXXX testimony of 7/8/2004, Page 51-58, in Exhibit 19, for co-opted items from
XXXXX business practices, and XXXXX deposition and testimony in Exhibit 16).
XXXXX agreed to allow XXXXX to start “his own CCA” in return for using XXXXX as
its servicing agency (see XXXXX testimony on 7/8/2004, page 58, Exhibit 19). Hence,
excess XXXXX leads could be timely serviced by XXXXX and XXXXX would be able
to receive exuberant fees the resulting servicing of these DMPs clients.

As stated, XXXXX advertised heavily and received many leads for potential
DMP clients. XXXXX would utilize XXXXXs and XXXXX to reconcile the distribution
of these leads to various CCAs, including XXXXX (see XXXXX testimony in Exhibit 10
and Exhibit 42). XXXXX started as a vehicle to service the excess leads that XXXXX

could not service and solicit for DMPs.

XXXXX also utilized a former XXXXX Director and XXXXX CO0O, XXXXX,
and his company, XXXXX, for purchases of leads. Because of the relationship between
XXXXX, XXXXX, XXXXX and XXXXX, leads purchases were purchased by XXXXX
and directed to XXXXX totaling more than $ in20 (see Exhibit 37 for_the
XXXXX disclosure to the FTC for leads sold to XXXXX directly in 20  and for copies

of XXXXX’s invoices)

XXXXX has paid numerous amounts to XXXXX for back office processing. .
These amounts, from XXXXX billing, are as follows (see attached Invoice Analysis in
Exhibit 28):

XXXXX: None paid, but Accounts Payable to XXXXX for $

XXXXX: $ paid and $ in Accounts Payable to XXXXX
XXXXX: $ paid and $ in Accounts Payable to XXXXX
XXXXX: $ paid and $ due in Accounts Payable to XXXXX

In XXXXX and XXXXX, millions more were paid under the similar fee structure to
XXXXX (and the resulting company, The XXXXX Group) based on the Fulfillment
Agreements signed and leads purchases. _

Non-compete Agreement for XXXXX and XXXXX

According to XXXXX deposition (see Exhibit 49), it was XXXXX’s employment policy
to have all its employees sign a Non-Compete Agreement at the time of employment.
XXXXX was a former employee of XXXXX, entering into competition with XXXXX by
starting XXXXX.

In his deposition, XXXXX was asked whether or not he had signed a non-compete
agreement. The following is an excerpt from XXXXX’s deposition taken from page

101. (See Exhibit 16 for XXXXX’s deposition).

Q Okay. Did you sign any type of agreements that restricted your ability to
compete with XXXXX when you were an XXXXX employee?
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A I don't remember. I do remember the issue coming up why I would not
sign a non-compete.

Q Right.

A And this goes back seven, eight years. Whether or not ultimately I signed

that non-compete -- and I don't want to give you inaccurate informatio_n.
So at first, I said yes, then [ said no. Now I'm telling you I'm not sure ifI
signed a non-compete agreement.

XXXXX in his deposition on page 101 — 102 indicated that he never discussed the issue
of non-compete with XXXXX or XXXXX.

XXXXX in her deposition on April 15, 2004 (page 65) provided the following
information on XXXXX’s policy relative to the non-compete agreement.

The next page, page 7, is the non-compete agreement; do you see that?
Yes, sir.

Did you sign a similar agreement? |
Yes, sir.

Did all employees -- were all employees asked to sign this non-compete
agreement?

Yes, sir.

Were you asked to sign a similar agreement when you were an employee
of XXXXX?

Yes, sir.

Were all XXXXX employees asked to sign non-compete agreements?
Yes, sir.

ROP> OP> OPLOP»LO

Based on the above from XXXXX, it appears that XXXXX as well as other former
XXXXX employees employed in any capacity at XXXXX including former employees
named on XXXXX’s board would have signed a non-compete agreement at the time of
their employment with XXXXX.

Section 4 of the agreement (Exhibit 35 for template copy of agreement used by XXXXX)
reads as follows:

“NON-COMPETITION. The below signed employee agrees that during the term
of its commercial relationship with XXXXX, and for a period of two (2) years thereafter,
it will not, without prior written consent of XXXXX, do any of the following:
(a) Render services to any person, firm or corporation directly or indirectly in
competition with the business, which is now or hereafter performed by
XXXXX.

(b) Hire or offer to hire any employee or agent of XXXXX;

(c) Directly or indirectly engage in or become interested, as an owner,
stockholder, partner, director, officer, employee or agent, in any business or
any enterprise which competes with XXXXX in the business which is now or

hereafter performed by XXXXX; or
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(d) Solicit any person or entity, who was a customer of XXXXX at anytime
during its commercial relationship with XXXXX, or divert, take away or

attempt to divert away such customer.”

Contrary to item (a) above, in XXXX, XXXXX formed a corporation that performed the
exact business activity conducted by XXXXX. XXXXX and XXXXX are both XXXXX
corporations operating in the same markets and therefore XXXXX was in direct
competition with XXXXX. Contrary to item (b) above, XXXXX hired XXXXX's
employees such as XXXXX (See Exhibit ED-51), XXXXX, as well as XXXXX who was
named on XXXXX’s board. Contrary to item (c) above XXXXX became the director,
employee, and agent of XXXXX which competed with XXXXX . Contrary to item (d)
above XXXXX received XXXXX potential customer leads.

XXXXX, known as the founder and controller of XXXXX’s operations, did not
initiate or seek any type of injunction against XXXXX directly or through XXXXX.
Instead, he assisted with the development of XXXXX. As indicated in XXXXX's
deposition on March 3, 2004 (pages 278 — 282 in Exhibit 49), she acknowledged that
XXXXX was involved in the early stage development of other CCAs in the following
manner: :

c) XXXXX shared counseling and education best practices with other CCAs
during their initial state of development.

d) XXXXX and XXXXX advised CCAs on other business practices

e) XXXXX provided training to other CCAs. |

On page 155 of XXXXX’s deposition (in Exhibit 19), XXXXX acknowledgf?d that
XXXXX paid part of XXXXX fees for leads that were supplied to its CCA clients.

XXXXX’s operation was a mirror image of what XXXXX had implemented at
XXXXX., XXXXX through XXXXX had control and power through the non-compete
agreement on whether or not XXXXX could create or otherwise be involved in another
company that was in competition with XXXXX. The creation of XXXXX was not
challenged by XXXXX/XXXXX because XXXXX was going to be treated by XXXXX
as a subsidiary company evidenced by XXXXX and XXXXX involvement in its
formation. The absence of any discussions between XXXXX with XXXXX on the
matter of the non-compete agreement signifies that XXXXX and XXXXX did not
perceive XXXXX was in direct competition with XXXXX. XXXXX, was not perceived
by XXXXX/XXXXX as a direct competitor to XXXXX because XXXXX functioned as
an extension of XXXXX providing similar services in a different location. XXXXX was
not a threat to XXXXX/XXXXX but was an extension of XXXXX’s control of the credit
counseling market. The absence of any legal action against XXXXX or any of XXXXX’s
former employees then employed by XXXXX for violating the non-compete agreement
demonstrates that XXXXX/XXXXX had the ability to control the operations of
XXXXX, since it had the mechanism in place to legally challenge its existence and
operations. The involvement of XXXXX/XXXXX in the establishment of XXXXX, the
business practices that XXXXX shared with XXXXX through its own staff or through
XXXXX staff, and the execution of a fulfillment agreement, a document created solely
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for XXXXX’s purposes, resulted in XXXXX having significant influence over the
operations of XXXXX.

XXXXX’s Revenue Sources

In response to IDR DEB-001, question 7 and 8 XXXXX indicated that it enrolled
19,261 new consumers in its debt management program for the year XXXXX (see
Exhibit ED-16). In response to IDR DEB-57, XXXXX indicated that it enrolled 9,191
and 20,888 new enrollees in XXXXX and XXXXX, respectively. In response to IDR
DEB-009, XXXXX indicated that in XXXXX, three clients did not pay any portion of the
requested enrollment fee (see Exhibit ED-12).

According to its Form 990 returns (see Exhibit ED-42), XXXXX generated total
revenue of § ; $ ;and § for the years XXXXX, and

XXXXX2, respectively. Revenue was generated from three main sources:

1. The initial enrollment fee or “first pay” requested from each individual who
enrolled in the debt management plan. Consumers were asked to give 3% of their
debt load as an initial “contribution.”

2. The monthly fee of $6.00 per account or $25 minimum requested from each

participant who enrolled in a debt management plan.
3. Amounts received from creditors which were classified as fairshare revenue.

Revenue Type | Amount % of total Amount % of Total Revenue
(TY XXXX) Revenue (TY | (TY XXXX) | (TY XXXX)
XXXX)
First Payment [ § & | 69% $ 56%
Monthly Fee |$§ | 18% $ 29%
Fair Share $ 12% $ 8%
Amount % of total
(TY XXXX) Revenue (TY
XXXX)
First Payment | $ 45%
Monthly Fee | § 34%
Fair Share $ 17%

For XXXXX, and XXXXX overall amounts paid by consumers to XXXXX for services
constitute approximately 98%, 91% and 96% of total revenue, respectively. See Exhibit

ED-43, IDR response to DEB-52.
Expenses Paid to/or on behalf of XXXXX

XXXXX controlled XXXXX until XXXXX. Through this control he was able to
select his lead generation company, XXXXX (see the corporate record of XXXXX in

-45-




Form 886-A, Examination Report of XXXXX (attached to 30-day Letter)

Exhibit 29), to sell leads to XXXXX (see the only invoice XXXXX sent XXXXX in
XXXXX that was paid in Exhibit 30). These leads were either fictitious or bogus, but
were paid by XXXXX because XXXXX was in control (see the lawsuit complaint by
XXXXX v. XXXXX in Exhibit 23). XXXXX company, XXXXX, received an advance
payment for leads in XXXXX, for § (see the XXXXX Financial Statement
disclosure in Exhibit 31, Footnote 12).

XXXXX also put three individuals on XXXXX payroll in the years under
examination who did not perform any services for XXXXX: XXXXX, XXXXX, and
XXXXX. These individuals were the girlfriends of XXXXX (see XXXXX testimony in
Exhibit 22 and XXXXX testimony in Exhibit 27). These individuals were “hired” by
XXXXX in XXXXX and put on the payroll by him. They were never seen in an
employment capacity at XXXXX (see XXXXX testimony in Exhibit 22, the testimony of
XXXXX, Human Resources Director in Exhibit 32, and the XXXXX litigation v.
XXXXX in Exhibit 23). The total amounts paid as wages or compensation to these three
girlfriends of XXXXX totaled § in20 (see Exhibit 33 for an analysis of these
payments and Exhibit 23 for the XXXXX complaint.

XXXXX and his wife XXXXX had XXXXX corporate credit cards in XXXXX
which they used for personal expenses. XXXXX also had XXXXX pay for apartments
and other personal expenses from XXXXX funds in XXXXX and XXXXX. The total
disputed business charges for XXXXX amountto $ ~ (expenses include lavish trips,
entertainment and other personal expenses) in XXXX and XXXX American Express
charges (this does not include charges made on his wife, XXXXXs, card). See Exhibit

. 23 for the complaint and the spread sheet of the Analysis of XXXXX AMEX account at
XXXXX in Exhibit 34. XXXXX also paid for an apartment and moving expenses for

himself (see the Complaint in Exhibit 23) totaling $ 0 XKXXXX approximates its
total loss from the XXXXX embezzlement of $ from XXXXX.

The Fulfillment Agreements with XXXXX and Due Diligence by XXXXX

In the accountant’s August 1, 2000 summary of the FA provisions for XXXXX (see
the Exhibit from the Accountants- XXXXX as Exhibit 48), the provisions of all the FAs
(note that all of the initial FA that are signed between XXXXX and CCAs are identical)
are discussed:

e CCA must submit to XXXXX all the documentation for each budget plan client
within S business days following the first remittance

e CCAs must maintain and give full access to such bank accounts (the “trust
accounts”) to allow for the deposits of money and the payment of funds on behalf
of the CCA’s budget plan clients. CCAs can remove monies from the accounts,
the balances can not fall below the amounts necessary to operate the client’s
budget plans

e XXXXX shall deposit client budget payments into the creditor accounts no later
than the fifth day of receipt. XXXXX shall deposit fairshare monies solicited
from creditors no later than the next business day of receipt
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e Compensation for the services provided is $100 as a one time fee for the initial set
up of a new client payment plan. A fee of $25 per client plan per month for each
client on which XXXXX received payments on behalf of during that month is
imposed. The invoicing should include total receipts from the clients, a listing of
the portion of the client receipts that represent client contributions, a listing of the
fair share portion of the payment received from creditors, and total distribution to
creditors.

o The term of the agreement is five years, which automatically renews for an
additional five years unless one of the parties has given notice to the other no less
than one year prior to the end of the lease agreement

The accountant’s summary is indicative of the XXXXX agreements with XXXXX.
XXXXX original Fulfillment Agreement with XXXXX was signed by XXXXX (wife of
XXXXX) for XXXXX (XXXXX) and XXXXX for XXXXX, as President of XXXXX.
XXXXX also signed for XXXXX (XXXXX). The signees did not date the agreement
but the reference, similar to the XXXXX Fulfillment Agreement with XXXXX, is
effective XXXXX (per the first paragraph of the XXXXX Fulfillment Agreement in
Exhibit 17).

XXXXX and XXXXX signed several FA addendums and changes to the original FA.
On XXXXX, XXXXX, through the signature of XXXXX (through signature stamp), and
XXXXX, through the signature of XXXXX, executed a new FA (see Exhibit ED-36).
The new FA was entered into without any due diligence on behalf of XXXXX (see the
Minutes in Exhibit 7). The major changes were as follows: .

e XXXXX obtained full and exclusive access to the trust accounts and XXXXX
would be penalized substantially for breaching this agreement

o  XXXXX can use XXXXX’s fair share monies to pay outstanding balances due for
services .

e OnJan. 1* of each year the fees will increase 2% annually automatically and
other increases can be implemented with a 60-day notice by XXXXX

o Upon termination of the FA if XXXXX is in default of any of its obligations
under the FA, XXXXX can reassign the DMPs to another CCA

o XXXXX is limited forever from being involved in anyway with any other back
office processing business unless it benefits XXXXX (removed the two year non-
compete limitation)

e added a five-year term to the Agreement

This Agreement did not call for any reduction in fees as a result of XXXXX agreeing
to a long-term agreement with XXXXX, agreeing not to compete with XXXXX, and
agreeing to allow XXXXX to have exclusive use of XXXXX’s trust account. Moreover,
XXXXX's agreeing to give XXXXX the ability to reassign clients based on any default
in the agreement was given without any consideration to XXXXX.

On February 7, 2003, (also referred to as the 3/25/2003 Agreement Amendment in the
September 23, 2003 Memorandum of Understanding from XXXXX to XXXXX)
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XXXXX and XXXXX (now XXXXX Group) amended the FA. The agreement was
signed by XXXXX for XXXXX and XXXXX for the XXXXX Group (see attached as
Exhibit 77). This addendum calls for XXXXX to agree to hold XXXXX harmless for
losses and comply with the Gramm-Leach-Bliley Act.

In an updated Memorandum of Understanding dated September 23, 2003, from
XXXXX (signed by XXXXX) to XXXXX, Executive Director for XXXXX, a number of

major changes are set forth:

e The initial set up fee was reduced to $25 per DMP client per month, with
incentive for XXXXX to have its clients sign up for electronic funds transfer.
Also, if state laws limit the amount of fees to be charged by up-front contributions
then XXXXX provided a formula to calculate the fee, if under $25. It also
provided minimum fees of $20 up-front and $10 monthly.

o XXXXX will use XXXXX’s “XXXXX” information system; agree to a transition
period if the Agreement is not extended.

e The agreement is good for another 2 years and extended to J uly 18, 2008.

It appears that this agreement was predicated on several state laws or governmental
regulations that limited the amount of fees that could be charged to DMP clients.

Also, not mentioned in the Agreements, XXXXX has the exclusive right to the
“XXXXX” software package that allows for automating the back office processing of
DMP clients. XXXXX and other XXXXX CCA clients were precluded from purchasing
and using this software prior to August, 2004 (see Exhibit 22 for the testimony of
XXXXX, former Executive Director of XXXXX).

XXXXX has to pay for all added costs as mentioned above (i.e. VANCO fees for
processing EFT payments, postage, etc.). These amounts are in addition to the amounts
for fees that were previously included in the FA. Hence, this is an added cost to XXXXX
that does not appear to be negotiated by XXXXX and discussed in any due diligence or
Board minutes. The decision appears to be unilaterally made by XXXXX and/or
XXXXX Group.

Lack of Superficial Due Diligence

As stated, XXXXX performed limited due diligence in selecting, determining,
pricing, and vetting XXXXX as a vendor. In fact, XXXXX solicited the exact same bids
for services that XXXXX solicited (see the XXX XX Bankruptcy Examiner’s Report that
discusses the documents and analysis performed by XXXXX in selecting XXXXX in
Exhibit 27). Both XXXXX and XXXXX received a pricing bid from XXXXXMS
(owned by former XXXXX business associate, XXXXX); a VISA study that is
referenced in the April 24, 2000, Minutes as a industry trend to outsource customer
service (although this is never discussed or mentioned in the study); a cost analysis from
XXXXX, and an in-house cost analysis (which is actually the in-house cost analysis from

-48 -




Form 886-A, Examination Report of XXXXX (attached to 30-day Letter)

XXXXX)- see the response to IDR DEB-005 and the Due Diligence documents in
Exhibit 54). .

The minutes that discuss the selection of XXXXX are 9 months after the .
Agreement was in effect (see the Minutes in Exhibit 17 and the Fulfillment Agreement in
Exhibit 11). No explanation has been given for the lack of contemporaneous study and

execution of the Agreement.

Payments to XXXXX Under the Fulfillment Agreements and Fair Market Value

Under the Fulfillment Agreements, the following amounts were paid by XXXXX
to XXXXX for back office services only:

Expense Xoox %of Total XXXX % of total
Expenses Expenses Expenses Expenses

XXXXX-Backoffice |3 36% 3 44%
XXxx %of Total
Expenses Expenses

XXXXX-Backoffice | 3. 42%

The IRS Engineering Report and overpayments to XXXXX

The IRS valued the Fulfiliment Agreements and fair market value of the customer

service functions performed by XXXXX.

The IRS Engineering Report concludes that XXXXX is “super-profitable” by
industry standards. In fact, XXXXX, by industry standards, over-charged XXXXX in
processing fees under the Fulfillment Agreement in XXXXX, and XXXXX in the
amounts of $ $ and $ respectively, or a total three-year over-
charge of $ (see IRS Engineer’s report in Exhibit 38 and analysis of
overcharges paid by XXXXX in Exhibit 39)

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 fo'r
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. 8
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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 exet.npt
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
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,
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.

will

Similarly, in American Institute for Economic Research v. United States, 30?
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 purposes

that was not incidental to the educational purpose and was not entitled to be regarded as ‘

exempt.

Rev. Rul. 69-441, 1969-2 C.B. 115, granted exempt status under section 501(c)(3)
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(¢)(3)

status.
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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)(1)(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, 79-2 U.S.T.C. 9468
(D.D.C. 1979), in which the facts and legal analysis were virtually identical to thosein
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. 70-590, 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.

Internal Revenue Code section 501(c)(3) specifies that an exempt organization
described therein is one in which “no part of the net of earnings inures to the benefit of
any private shareholder or individual.“ The words “private shareholder or individual” in
section 501 refer to persons having a personal and private interest in the activities of the
organization. Treas. Reg. § 1.501(a)-1(c). The inurement prohibition provision “is
designed to prevent the siphoning of charitable receipts to insiders of the charity .. ..’
United Cancer Council v. Commissioner, 165 F.3d 1173 (7™ Cir. 1999). Reasonable

3
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compensation does not constitute inurement. Birmingham Business College v.
Commissioner, 276 F.2d 476, 480 (5" Cir. 1960).

An organization must establish that it serves a public rather than a private interest
and “that it is not organized or operated for the benefit of private interests such as
designated individuals, the creator or his family, shareholders of the organization, or
persons controlled, directly or indirectly, by such private interests.” Treas. Reg. §
1.501(c)(3)-1(d)(1)(ii). Prohibited private interests include those of unrelated third

parties as well as insiders. Christian Stewardship Assistance, Inc. v. Commissioner, 70
T.C. 1037 (1978); American Campaign Academy V. Commissioner, 92 T.C. 1053 (1989).
Private benefits include an “advantage; profit; fruit; privilege; gain; [or] interest.”

Retired Teachers Legal Fund v. Commissioner, 78 T.C. 280, 286 (1982).

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
est of Hawaii v. Commissioner, 71 T.C. 1067, 1080 (1979).

501(c)(3) of the Code. .
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.”

In International Postgraduate Medical Foundation, T.C. Memo. 1989-36, one
individual controlled both a nonprofit that ran tours aimed at doctors and their families
and a for-profit travel agency that handled all the nonprofit’s tour arrangements. The non-
profit spent 90 percent of its revenue on travel brochures prepared to solicit customers for
tours arranged by the travel agency. The tours were standard sightseeing trips, with little
of the alleged medical education that was the basis for exemption. The Tax Court held
the petitioner was not tax exempt, finding that it was operated for the benefit of private
interests, namely the founder’s travel agency. The court found that a substantial purpose
of the nonprofit was to increase the income of the travel agency. (In this case there was
both inurement and private benefit.) Also, its activities were directed at providing
opportunities for recreation, not education.

The Credit Repair Organizations Act (CROA), Pub. L. No. 104-208, § 2451, 110
Stat. 3009-455 (Sept. 30, 1996), 15 U.S.C. § 1679 et seq., effective April 1, 1997 imposes
restrictions on credit repair organizations, including forbidding the making of untrue or
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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 of 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).

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 F ederal 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.
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XXXXX’S POSITION

| In the Years under Examination, XXXXX Was Organized and Operat.ed for
Charitable and Educational Purposes, Not for the Benefit of Any Private Entity.

XXXXX, Inc. (hereinafter “XXXXX) takes issue with the conclusions of the
draft report of the Internal Revenue Service (hereinafter the “Service”) detailing its
proposed findings resulting from its examination of XXXXX*s activities during the years
XXXX to XXXX conducted for the purpose of determining whether XXXXX is an
organization exempt from income tax under section 501(¢c)(3) of the Internal Revenue

Code of 1986 (hereinafter the “Code”).

Contrary to the Service‘s proposed conclusions, XXXXX operated exclusively for
exempt purposes within the meaning of section 501(c)(3) of the Code in that it engaged
primarily in educational and charitable activities. The extensive education provided by
XXXXX about budgeting, credit, and debt generally and the availability and operation of
debt management plans specifically served to instruct the public on a useful and
beneficial subject. Further, XXXXX's services were charitable in that they benefited
almost exclusively a low and moderate income clientele. Moreover, in general,
individuals who need a debt management plan are, by definition, in financial distress and
therefore represent their own charitable class.

XXXXX also operated charitably in that it received substantial financial support
for its services from entities other than its clients. This subsidy enabled XXXXX to
perform its services for a cost significantly below what the cost of the services would

have been in the absence of such subsidy.

XXXXX did not operate for a substantial non-exempt purpose. The creation and
implementation of debt management plans furthered XXXXX"*s exempt purposcs.
Moreover, contrary to the Service's contentions, XXXXX did not operate for the 'bcneﬁt
of any third party or for the purpose of avoiding federal regulation under the Credit
Repair Organizations Act, 15 U.S.C. § 1679 et seq. (hereinafter “CROA™).

XXXXX’s earnings did not inure to the wrongful benefit of any private individual
or company. The organization’s service provider and other agreements reflected market
conditions at the time they were entered into, and XXXXX did not otherwise operate

primarily for the benefit of one or more private entities.

[I.  In Recent Years, XXXXX Overhauled Its Leadership, Split from the
XXXXX Group, and Has Increased Its Focus on Charitable and Educational

Activities.

Since XXXXX, XXXXX has been under brand new management, led Py
President & Chief Executive Officer XXXXX. The new management immedl.ately took
on two key and onerous tasks — forcing the resignation of the entire board of directors
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(under threats to XXXXX’s life and that of his family), and moving to terminate the
outsourced payment processing agreement with the XXXXX Group (under the threat of
litigation). The board was replaced with a community-based board that provided
invigorated leadership to the overhauled organization, and, almost immediately upon
XXXXX taking charge of the organization, the fees paid to XXXXX were cut by
approximately 75%. Within a year or so, the contract with the XXXXX Group was
ultimately terminated — following an extremely tortuous, difficult battle with XXXXX -
and XXXXX took in-house all functions (including payment processing) for its clients.
In addition, since XXXXX, XXXXX has provided more comprehensive and effective
educational opportunities to the general public and to individual clients than it had done
in prior years. Set forth below are a number of the notable examples of XXXXX’s recent
operations and activities:

e XXXXX, through the work of its Community Outreach Department, has made
hundreds of presentations on budgeting issues to community groups alone and
as a member of coalitions dedicated to improving financial literacy. In
XXXX alone, XXXXX prepared and delivered more than 200 free workshops
and seminars at a variety of locations inside and outside of XXXXX,
including local schools, public libraries, shopping malls, community centers,
the Boys & Girls Clubs of America, rehabilitation centers, and a veteran’s

group.

e Since XXXX, attendees have received, without charge, a financial literacy
workbook written by XXXXX, entitled XXXXX. XXXXX has spent more

than § preparing and presenting these seminars and workshops and has
given away more than 2,300 copies of the workbook and other educational
materials.

e In addition, from XXXXX through XXXXX, XXXXX broadcasted a weekly
radio program, “XXXXX" on a XXXXX, XXXXX radio station, XXXXX.
XXXXX estimates that the broadcasts reached more than 1,200,000 listeners,
and the organization spent more than § preparing, conducting, and
producing the broadcasts.

e In early XXXXX, XXXXX initiated a program referred to as “XXXXX.
“XXXXX is produced by XXXXX, , and is licensed to XXXXX
through an agreement with the company. The program provides an interactive
educational program dedicated to enhancing an individual’s literacy in sound
money management practices. Individuals take an exam at the end of each
chapter to receive certification, which is awarded upon achieving a grade of
80 percent or above on each test. Certification tests can be taken online or

manually with a pencil and paper.

e Each successful “XXXXX test-taker receives report cards from ?(XXXX that
certify to his or her successful completion of the course. The ind1v1du§l can
then mail the report card to a credit-reporting agency, and a notation will be
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added to the individual’s credit file that indicates that he or she has
successfully completed a financial literacy program. Asa further incentive to
its clients, in early XXXX, XXXXX initiated a program to award debt
management plan participants a $25 refund on their initial contribution upon
passing the exam.

e Between XXXXX and XXXXX, XXXXX prepared, produced, and distributed
four separate educational information packets. The principal recipients of the
educational packets were individuals who contacted XXXXX for assistance
with their financial problems, but who, after discussing their issues with
XXXXX’s counselors, were determined not likely to benefit from enrollment
in a debt management plan. The topics covered by each education packet
included how to change one’s spending habits, understanding credit, taking a
proactive approach to managing finances with budgeting techniques, and how
to provide for basic necessities.

e Since XXXXX, XXXXX has replaced the educational packets. XXXXX
contains much of the same information addressed in the educational packets,
but provides additional details on those topics, and is consolidated into one
publication. XXXXX also contains new information that was not in the
educational packets about spending behaviors, identity theft, and handling
debt according to three different account statuses: current, behind, and in
collections.

e In early XXXX, XXXXX created a series of 55 topical information sheets
(“XXXXX") to submit to consumers who contact XXXXX (not just DMP
clients) upon their request for information related to a specific issue. Each
Topic Mailer is provided free of charge to consumers through the mail upon
request and is available on XXXXX’s website.

e In XXXXX, XXXXX sent out 15,000 calendars (at a significant cost fo
XXXXX) to consumers containing monthly information and suggestions

about personal financial management.

e XXXXX’s website contains a variety of educational materials that are
accessible to the general public 24 hours a day, seven days a week. In
addition to providing access to “XXXXX,” the XXXXX, and XXXXX
discussed above, the website also provides access to additional educational
information. For example, XXXXX posts a budget worksheet and an
interactive loan calculator so that an individual can develop a personal budget
and an understanding of his or her finances.

e  XXXXX's website also hosts a range of audio and video files that viewers can
listen to and watch. For example, recordings of the radio programs and full-
length DVDS from community outreach presentations are available on the

website.
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e XXXXX estimates that, since XXXXX, its employees have spent more than
200 hours making educational materials available on the organization’s
website. XXXXX'’s current website does not track the number of visitors to
it. XXXXX, however, is in the process of designing a newer version of the
website, which will have that capability and will provide enhanced capacity to
offer educational information to the general public.

e As for personal counseling to individuals and families who have financial
problems, regardless of income level, the principal contact with XXXXX
remains the counseling sessions over the telephone. Since XXXXX, however,
counselors have received enhanced training and additional encouragement to
listen to each caller’s concerns, ask a series of questions related to the
consumer’s income, assets, expenses, debts, and past experiences, identify the
scope of the caller’s finance-related problems, and offer, if appropriate,
alternatives to a debt management plan.

e Beginning in XXXXX, XXXXX established an enhanced in-house training
program to support the additional counseling offered to clients. Training time
for beginning counselors was expanded from one to two weeks. During the
first week, trainees thoroughly review XXXXX’s training manual, including
its scripts, are instructed on the use of XXXXX’s computer-based client
database system, learn about the history of credit counseling and XXXXX,
and enhance their understanding of money, debt, credit, and ethical issues.
During the second week, the trainees are allowed to listen as more
experienced counselors provide educational information to clients and study
for their certification exam.

e Since XXXXX, XXXXX has required that each counselor pass the National
Association of Certified Credit Counselors (NACCC) exam before being
permitted to communicate with a consumer. The certification exam consists
of 100 multiple-choice questions that relate directly to the content presented in
the NACCC study manual, which each employee receives upon being hired.
Ninety XXXXX credit counselors have obtained NACCC certification.

e XXXXX requires experienced credit counselors with at least one year of
counseling experience to become certified by NACCC as a “Certified Senior
Credit Counselor.” To achieve that status, XXXXX’s counselors prepare by
reviewing study materials received one month prior to the seminar and then
participate in a one-day long certification course. The program focuses on
enhancing listening skills, problem solving, and client motivation. Since
XXXXX, 14 of XXXXX’s team leaders and managers have become NACCC

Senior Credit Counselors.

e In XXXXX, fifteen of XXXXX’s managers attended and passed a one-day-
long NACCC certification course to become Quality Team Leaders. Each
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manager was required to prepare by reviewing study materials received. one
month prior to the seminar and then participating in the seminar’s activities to
demonstrate the ability to tolerate a rapidly changing work environment,
develop trust, use the conflict management processes to bring differing
perceptions and expectations into harmony, and create an understanding of
effective performance management through accountability and feedback.

o XXXXX requires that all staff (not only its counselors) become certified as
credit counselors through the NACCC. XXXXX also mandates that all ‘
counselors take a minimum of 16 continuing education units every two years
in order to maintain their certifications. XXXXX has taken the certification of
its counselors yet a step further by enrolling over half of its counseling staff in
a Department of Housing and Urban Development certification program.
Moreover, XXXXX continues to maintain its ISO 2000:9001 registration

through BSI.

XXXXX has at all times operated in a manner that is wholly consistent with its own tax-
exempt purposes and all applicable requirements of section 501(c)(3) of the Code, and, as
such, its exempt status should not be revoked for any period of time.

In the event that the Service disagrees with this position, it should consider the
more recent, significant changes made to XXXXX'’s activities, operations and
organizational structure that clearly demonstrate the organization is organized and
operated solely to further a robust program of charitable and educational activities.

Thus, if the Service should conclude that XXXXX’s activities for the years under
examination were not sufficiently consistent with section 501(c)(3) of the Code, the
Service should recognize the recent beneficial changes made by the organization and
exercise its discretion either not to revoke XXXXX’s exemption at all or to reinstate
XXXXX’s exemption effective XXXXX.

Alternatively, the Service should recognize that if XXXXX is not found to hav_e
operated exclusively for educational or charitable purposes within the meaning of section
501(c)(3) of the Code, it did operate exclusively for the promotion of social welfare
under section 501(c)(4) of the Code. Accordingly, XXXXX requests that, if the Service
finally determines that XXXXX’s exemption under the former section should be revoked,
it recognize XXXXX’s exemption from the date of revocation under the latter section.

GOVERNMENT POSITION

Discussion — Form 1023 Application

In XXXXX, XXXXX presented a Form 1023 Application outlining several
proposed educational activities which purportedly would constitute approximately 80%
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of its operations. Based on representations made in XXXXX’s Application, the IRS
granted exemption under section 501(c)(3) of the Code. However, based on the Service’s
review of the evidence gathered through its examination, it has been determined that a
significant portion of the activities outlined in the application did not correctly represent
how the organization did, in fact, actually operate. Moreover, XXXXX did not conduct

any of the activities it proposed in its Application.

Specifically, in the Form 1023 Application, XXXXX indicated that it would
conduct financial and budgeting workshops offered free of charge to religious
organizations civic groups, businesses, labor unions. XXXXX application also discussed
the use of videos, pamphlets and other education materials on budgeting and buying
practice, and sound use of consumer credit to be provided free of charge to the groups
listed above. XXXXX did not conduct financial and budgeting workshops. XXXXX did
not distribute materials or make available materials discussed in its Application to the
local groups. There were no indications that it ever attempted to include any of the local

groups in any aspect of its operations

Discussion — Actual Activities

Based on information obtained during the examination, it was determined that the
primary activity of XXXXX was not educational in the manner described in the Form
1023 Application and was not “educational” or “charitable” as defined under the Internal
Revenue Code, its Regulations, or legal precedence. The primary activity was the sale of
debt management plans. This determination was made based on the types of activities
that XXXXX conducted and the manner in which they were conducted. These factors
together demonstrate that XXXXX’s operations were not consistent with section

501(c)(3) of the Code.

Advertising. XXXXX engaged in extensive advertising activities in order to
generate leads and made significant expenditures to purchase leads from lead generatiqn
companies. The procurement of leads was essential to XXXXX’s objective to market its
debt management plan (DMP). The magnitude of its advertising and lead generation
activity is reflected in the percent that advertising/lead expenses represent to the overall
expenditures of the organization. Specifically, 27%, 26% and 22% of XXXXX’s overall
expenditures were spent on advertising, marketing, and lead generation during XXXXX

and XXXXX, respectively.

Based on the review of XXXXX advertisement on its website and its
advertisement materials, XXXXX had several general points that it wanted to
communicate in its advertisements .

Reduce or Eliminate Interest Rates; Reduce Monthly Creditor Payments;
Consolidate Numerous Bills Into One Easy Payment; Eliminate Late Charges and
Over-the-limit Fees; Free Consultation '
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The duration of the commercials was either 30 or 60 seconds in length. The
presentation and content of XXXXX’s commercials were substantially similar to those
used by commercial enterprises to market their products.

Leads generated by lead companies were procured mainly through b:cmners
strategically placed on various websites to advertise debt consolidation services.
Although XXXXX’s name may or may not have been associated with advertisements on
the banners, such vendors were commercial companies whose sole purpose was to
generate leads for sale, not to educate consumers.

In addition to its radio commercials, and purchasing leads from vendors, XXXXX
also extended its advertising efforts through the use of internet campaign. The formats of

the internet campaigns banners were
XXXXX Click Here.

The time frames for radio commercials and the line spacing used in the internet
campaigns did not allow XXXXX to present extensive amount of information to the
general public. However, within the constraints of time or space, XXXXX consistently
informed consumers of the availability of its debt management plan, giving quick
highlights of the alleged benefits of the program. Thus, the advertising language used
within the time frame served to market the debt management plan. .

Every form of advertising or marketing technique used by XXXXX exclusively
promoted the availability of its DMP product and the alleged benefits of the program.
XXXXX advertisements advocated the sale or availability of the DMP product and did
not provide “education” or any “charity” within the meaning of section 501(c)(3) of the
Code. The term “educational” includes “The instruction of the public on subjects useful
to the individual and beneficial to the community.” In XXXXX's case, however, its
advertisements lack instructional information the nature of which could assist a
financially distressed individual to cultivate credit practices that would eliminate or
minimize future financial disasters. The advertisements did not provide information such
as budgeting techniques, buying practices, or sound use of consumer credit which is
generally a part of the provision of credit counseling and which XXXXX presented as a
part of its proposed activities in the Form 1023 Application. The advertisements did not
fall within the parameters of individual counseling. Rather the advertisements served a
commercial purpose and were being used as a marketing tool to sell debt management

plans.

The advertising and marketing campaigns generated a significant amount of leads
which were used by employees to market the debt management program. XXXXX
operations were statistically driven and were reflected in the goals that were established.
Monthly goals for total initial contributions and number of enrollees relating to sales of
DMPs were communicated to managers and employees.

Employee Qualification, Training and Compensation. To achieve its monthly

goals, XXXXX designed a compensation package for its employees based on production.
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Employees were required to sign a performance agreement at the time they were
employed to acknowledge that salary ranges are “commensurate with account
achievements” (see Exhibit ED-17). Each employee’s base salary and bonus/commission
was based on the number of enrolled consumers and the amount of contribution that the
employee acquired (see Exhibit ED-16 & ED-18). If the figures were in line with
management’s expectations, the form showed an increase in salary for that employee. ]
Employee personnel files also showed decreases in salaries when production was not in
line with management’s expectations (see Exhibits ED-27). Due to the personal financial
gain, the incentive was present for employees to quickly push consumers into a DMP.
There was no incentive for employees to provide meaningful education or counseling
since consumer enrollment in the DMP was their top priority.

Failure to produce at minimum acceptable levels resulted in the employee being
counseled and/or terminated. Review of various personnel file folders showed the
upward or downward adjustment of the employees’ base salary based on their production.
Personnel folders reviewed also showed employees being counseled for inadequate
production. Employees’ personnel files showed individuals being issued warnings for
production below certain amounts. In the personnel file for XXXXX, the State of
XXXXX — Department of Labor indicated the following in a letter “The claimant was
discharged by XXXXX on 5-30-02 because she could not make her sales quotas.”
See Exhibit ED-46.

According to the Managers Weekly Meeting dated September 9, 2002 the
following was noted “Managers need to evaluate everyone in their group. If an
employee hasn’t broken at least $12,000 after their first full 3 months, they need to be
terminated”.  In one weekly meeting managers were told that “Once an employee is
placed in a group, it is the manager’s responsibility to tum their employees into good
sales representative by effectively managing. They should be collecting payments
immediately Can you turn every employee into a good sales representative? Probably
not Make or break them” See Exhibit ED-15 for minutes of weekly meetings. XXXXX
created a “telemarketing” sales environment which resulted in consumers being pressured
into enrolling in XXXXX’s DMP. The environment was not conducive to provide

meaningful education or counseling sessions.

Even though “Credit Counselors” formed the pool of employees responsible for
the provision of “counseling” services to financially distressed individuals, XXXXX did
not require applicants to have prior credit counseling experience or any counseling
experience. It did not require candidates to have a certain level of education or
knowledge in the field of credit counseling. Also, XXXXX did not require candidates to
have any special license or certificates in the area of counseling. XXXXX’s “Credit
Counselor” position was similar to telemarketing positions and its advertisement in the
local papers to fill such positions was similar to the classified ads used for
sales/telemarketing positions (see Exhibit ED-10).

XXXXX provided approximately seven days of in-house training to its qrnployees
(see Exhibit 16 Page 182 of XXXXX Deposition). However, the training materials
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primarily focused on how to sell the debt management plan and aspects associated with
the plan through the use of various scripts (see the Exhibit ED-/3). Use of the script was
emphasized during the training and employees were required to read and follow the script
verbatim. No significant training was provided on counseling methods, counseling
techniques or on topics such as proper budgeting techniques, sound use of consumer
credit, etc. The overall goal and purpose of the training can be summarized in the first
line of “How to be a successful Telephone Sales Representative™ “As new employees we
have all accepted this position with one common goal. To make money"”. (See Exhibit
ED-14) How to sell the DMP was the primary purpose of the training. No training was
provided to equip the employees with skills necessary to counsel in the areas of money
management skills, or sound use of consumer credit.

As a result of XXXXX recruitment practices and the type of training that was
provided, the employees neither had the experience, knowledge, or training, that would
allow them to effectively counsel a financially distressed person. Neither did the
employees’ compensation package provide an incentive for them to educate the
consumers in the area of credit counseling. The scripts used in XXXXX, and XXXXX
had little or no educational content. Minimal educational material was covered in the
training such as credit bureaus and reports; information that would be useful to
consumers was not included in the script. Thus, substantially all of the training that was
provided to the employees served to equip them to sell the debt management plans.

Scripted DMP Enrollment Sessions. To determine the type, level and quality of

credit counseling that was allegedly provided to consumers, the examination team looked

to the scripts since those were primarily the only tools that were used to impart .
information to the consumers. The training materials, including the scripts, also provide
detailed information on the techniques that were used by the employees.

As stated previously, dialogue with consumers was controlled via the mandatory
use of the script. Telephone calls were monitored to make sure that employees were
following the scripts. Deviations from script lead to employee counseling ot termination.

The overall basic purpose of the script was to determine if an individual meets the
requirements for a debt management program and to convince consumers to enroll in the
debt management program by outlining all the benefits associated with the program.
Information provided to consumers to persuade them to enroll in the program included
" the following: a) detailed description of the benefits of a debt management program
which includes low interest rates, reduce payments, one monthly payment, accounts are
brought current, and balance are paid off faster, etc.. The intent was to “get them excited
about the interest rates reductions and additional benefits.” Consumers were also told
about an "advantage” that XXXXX had over any other debt consolidation company,
which was the opportunity to for a consolidation loan. Consumers were told that they
were successful in making seven, on-time payments, they would be referred to one of
their lenders to be reviewed for a debt consolidation loan.
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