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By Jane Hopkins

Maintaining Tax-Exempt Status: 
Necessary Controls to Protect Health 
Care Organizations

An effective system of internal 
controls in a health care organization 
focuses on fi nancial controls, data privacy 
controls, technology security controls, 
and regulatory controls. However, in the 
tax-exempt health care arena, perhaps 
one of the most overlooked areas in 
the internal controls system relates to 
maintaining tax-exempt status. Without 
its tax-exempt status — as granted under 
Internal Revenue Code (IRC) Section 
501(c) — these entities would not only 
be subject to federal, state, and local 
income taxes, but its ability to participate 
in Medicare or Medicaid may be limited, 
its employee benefi t plans may be at risk, 
its ability to generate charitable support 
from its community may be gone, and 
many other activities conducted by and 
within the health care system may no 
longer be viable, or perhaps allowed. 
Thus, when designing and analyzing 
a system of internal controls within a 
health care setting, controls and processes 
should be designed to help a tax-exempt 
entity maintain and protect its tax-exempt 
status.

The conduct of health care for the 
benefi t of the general public has been 
primarily undertaken as a charitable 
activity, exempt from income taxes and 
many other state and local taxes since 
the early 20th century. Surprisingly, 
health care is not specifi cally listed as a 
tax-exempt activity within IRC §501(c). 
Rather, the most authoritative guidance 
comes from the 1969 Revenue Ruling 
69-545, which outlines several community 
benefi t mandates. These guidelines seek 
to improve community access to health 
care and provide emergency care to all 
persons regardless of their ability to pay. 
The community benefi t criteria include: 
maintaining a board comprised of 
community members; offering medical 
staff privileges to all qualifi ed physicians 
in the area; operating a full-time 

emergency room that provides service 
to all, regardless of ability to pay; using 
surplus funds to improve quality of care, 
expand facilities, advance medical training, 
education and research; and admitting 
non-emergency patients able to pay for 
care, including Medicare and Medicaid.

Conducting medical education 
or research programs, public health 
education and health services otherwise 
not available in the community, in 
addition to participating in joint venture 
arrangements that not only maintain 
but increase community benefi t are 
determining factors as well. 

Furthermore, a tax-exempt health 
care entity must also provide charity care. 
Most health care entities provide charity 
care as evidenced by their participation 
in Medicare and Medicaid government-
subsidized health care programs, and by 
providing other types of free or low-cost 
care for persons unable to pay.

So Why Does This Matter Now? 
In 2007, the health care landscape is 
signifi cantly different from what it was 
in 1969, when the community benefi t 
standard was created. Today more than 
67 million people are uninsured; health 
insurance premiums have increased eight 

to 14 percent per annum since the year 
2000; health care as a percentage of overall 
GDP is projected to exceed 15 percent in 
2007; and, hospital operating margins 
show steady growth and average two to 
four percent.

The Level of Interest and Scrutiny 
is Increasing
As a result, there are movements under 
way at both the federal and state levels to 
tighten the community benefi t guidelines 
and possibly even mandate a fi xed 
percentage of charity care as a percentage 
of revenues or charges. Increased scrutiny 
on health care organizations as tax-
exempt entities, in turn, is manifesting 
itself in many ways. Now, more than 20 
states require some type of community 
benefi t and/or charity care reporting, and 
property tax exemptions for hospitals and 
health care facilities have been challenged 
— and often successfully revoked — in at 
least 10 states. In addition, Sen. Charles 
D. Grassley (R-Iowa) recently proposed 
guidelines that increase reporting and 
measurement for tax-exempt health care 
entities, as evidenced by the following 
statement he made at the September 13, 
2006, Senate Finance Committee hearing 
on tax-exempt hospitals:

“…Non-profi t hospitals receive billions 
in tax breaks at the federal, state, and 
local level. The public has a right to expect 
signifi cant, measurable benefi ts in return. 
I hope the hearing will help the Finance 
Committee decide how we can best ensure that 
non-profi t hospitals provide appropriate levels 
of benefi t to the communities they serve.”

And, most recently, the Tax-Exempt 
Hospitals Responsibility Act of 2006 (H.R. 
6420), which proposes bright-line charity 
care rules for specifi ed medical care providers 
as defi ned within a newly proposed 
IRC §501(r), was introduced by Rep. Bill 
Thomas (R-Calif.) on December 8. 

Accounting Matters

“The Tax-Exempt 
Hospitals 

Responsibility Act 
of 2006 (H.R. 6420) 
proposes bright-

line charity 
care rules.”
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In order to conduct their own 
research about the tax-exempt health 
care arena, the Internal Revenue Service 
sent its Compliance Check Questionnaire 
Tax-Exempt Hospitals (Form 13790) 
to more than 500 hospital entities to 
examine their activities more closely. 
Such activities included: emergency room 
policies, board of directors roles and 
responsibilities, staff privileges, medical 
research, professional medical education 
and training, hospital operations, 
uncompensated care, billing practices, 
community activities and programs, 
and compensation methodologies and 
performance evaluation. As a result of 
some of the responses, the IRS has made 
wide-sweeping changes to Form 990 and 
990-T for 2006 and has indicated that they 
are considering overhauling the forms 
entirely.

Consequently, the level of scrutiny 
placed on tax-exempt health care 
entities has increased and transparency 
is imminent since both the Internal 
Revenue Service’s Form 990 and Form 
990-T are now open to public disclosure. 
Now is the time for all tax-exempt 
organizations, especially health care 
entities, to ensure that the appropriate 
policies, practices, and controls are in 
place. There has never been a more 
critical time for tax-exempt health care 
entities to operate in a manner consistent 
with their charitable purposes.  

Steps to support this assertion might 
include:

Implementing Sarbanes-Oxley-like 
governance and internal controls

Establishing and monitoring a Confl ict 
of Interest Policy

Evaluating and documenting unrelated 
business income activities

Evaluating compensation practices 
and policies, including compensation 
reasonableness studies

Undertaking and documenting 
activities that improve community 
access to health care and improve the 
overall health of the community

Evaluating current charity care policy 
and documenting rationale behind it

Documenting the value, frequency and 
types of charity care an entity provides 
at or below cost

Understanding and documenting its 
cost of care versus its charges

Utilizing Form 990 to proactively 
illustrate the entity’s exempt activities 
and its compliance with the community 
benefi t standard

Evaluating the value of the entity’s 
tax-exempt status in comparison to the 
community benefi ts and charity care 
provided.
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Continued public scrutiny, and 
possibly federal and/or state legislation, 
is a certainty for tax-exempt health 
care organizations. Thus, proactively 
creating an environment that promotes 
community health initiatives and 
provides a charity care policy consistent 
with those initiatives is critical for an 
organization to assess its community 
benefi t. Documentation and valuation 
standards to record a tax-exempt entity’s 
community benefi t contributions should 
also be considered and evaluated in 
the context of the organization’s cost 
of care. The IRS will eventually release 
its full fi ndings from the 544 hospitals 
that completed its Compliance Check 
Questionnaire in 2006. These fi ndings — 
coupled with the work to defi ne charity 
care already under way by the Catholic 
Health Association (CHA), American 
Hospital Association (AHA), Health 
Care Financial Management Association 
(HFMA) and others — will reshape 
and redefi ne what and how tax-exempt 
health care entities should measure their 
provision of community benefi t. Is your 
tax-exempt health care organization ready 
to defend its tax-exempt status? NP 

Jane Hopkins, CPA, is a tax director in the 
health care practice at Grant Thornton LLP in 
Minneapolis, Minn. She specializes in regula-
tory and statutory compliance, risk assessment, 
and tax planning. She may be reached at Jane.
Hopkins@gt.com or (612) 677-5150.
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