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T
ax-exempt hospitals and their internal 
auditors need to understand the requirements 
of the tax code and the Affordable Care Act, the 
relationship between community health needs 

assessments (CHNA) and community benefit reporting, the 
federal and state enforcement activity, and lessons learned 
from regulatory scrutiny.

CHNA requirements
On December 20, 2015, the Internal Revenue Service (IRS) 
released the final rules for Internal Revenue Code (IRC) 
Section 501(r)(3) that confirmed or changed the previously 
proposed rules as mandated by the ACA. The final rules 
added new CHNA criteria for hospitals to keep their 
nonprofit 501(c)(3) status.

The final rules apply to not-for-profit entities that are 
required to be licensed or registered as a hospital under 
state law. If an organization operates multiple hospitals, 
each hospital must adhere to the rules separately, even 
if they are operated in the same location. Hospitals using 
the same license, even if located in different buildings, are 
treated as a single hospital entity.

Each not-for-profit hospital must complete a CHNA every 
three years. The CHNA must define the community that 
the hospital serves and assesses the health needs of that 
community with input from the community. The CHNA 
must be approved by an authorized body, usually the 
organization’s governing board, and be made available 
to the public. An implementation plan that outlines how 
a hospital plans to address the prioritized needs must be 
developed and made available to the IRS.

The final rules allow hospitals to choose to update an 
existing CHNA instead of starting an entirely new report 
every three years. The final rules also expanded the list of 
health needs a hospital may address to include preventing 
illness, ensuring adequate nutrition needs, and behavioral, 
social and environmental factors that affect the community’s 
health.
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Standards for reporting of charity care and 
community benefit by tax-exempt hospitals were 
imposed by the Affordable Care Act (ACA) of 2010, 
later amended by the Health Care and Education 
Reconciliation Act of 2010. The ACA’s provisions 
that directly affect hospital organizations include 
three mandates: community needs assessments, 
benefit reporting and reporting to Congress.

Although the ACA’s provisions went into effect in 
2010, noncompliant hospitals are beginning to see 
the consequences. Enforcement activity has increased 
for both community health needs assessment and 
community benefit reporting over the past two years.
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The final rules confirmed that an implementation plan 
must be developed and adopted by the 15th day of the fifth 
month after the last day of the fiscal year for which the 
CHNA was conducted. The IRS continues to define a CHNA 
as being conducted when all requirements have been met 
and the report is “widely available” to the public.

Any hospital not explicitly meeting each of the requirements 
may be fined excise taxes up to $50,000 and/or lose its 
tax-exempt status. The IRS has increased scrutiny of CHNA 
requirements in the last 24 months.

At least one hospital lost its tax-exempt status in 2017 for 
not conducting a CHNA, and dozens have been fined excise 
taxes for not specifically meeting requirements.1 Losing 
tax-exempt status subjects a hospital to the potential for 
significant tax liability, loss of the ability to receive charitable 
contributions and grant funding, and reputational damage.

1 www.bakertilly.com/insights/hospital-loses-federal-tax-
exemption-after-failure-to-conduct-chna/

The IRC 501(r)(3) regulations give some flexibility in how a 
hospital can conduct its CHNA, but several provisions exist 
where unwary hospitals could be noncompliant and might 
receive scrutiny from the IRS.

Some of the often-missed provisions include:

1. Hospitals must report an evaluation of the effect of the 
actions that were taken to address priority needs defined 
in the last assessment. Hospitals may have overlooked 
this new provision under the final rules.

2. CHNAs must be completed for each hospital in 
a system, but they may collaborate with other 
hospitals, public health departments, social service 
organizations, and other community partners if the 
collaborating partners define their service areas to be 
the same.

3. Collaborative reports, even with related hospitals, must 
include the names of the hospitals both on the cover 
of the report as well as throughout the report. And, 
importantly, the reports must show which needs each 
specific hospital plans to address and the needs each 
hospital will not address and why.

4. Hospitals must make a final report of the board-
approved CHNA “widely available” by the end of its 
fiscal year (every three years). Also, hospitals must 
develop an implementation plan to describe how the 
identified priority health needs in the community will be 
addressed.

5. The implementation plan must be approved by the 
board by the 15th day of the fifth month following the 
last day of the fiscal year the CHNA was completed.

6. The CHNA is not considered completed until the date 
when the approved final report is made public, most 
often by placing the report on the hospital’s website.

Community needs assessment – Tax-exempt hospitals 
are required to complete a community health needs 
assessment (CHNA) once every three years.

Community benefit reporting – The IRS must review 
hospitals’ community benefit reporting once every 
three years through Form 990, Schedule H, to decide 
if enough community benefit is given to support the 
hospital’s tax-exempt status.

Report to Congress – The Treasury and Health and 
Human Services Departments must give an annual 
report to Congress on the level of charity care, 
bad debt expenses and the unreimbursed costs of 
government programs.
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Community benefit reporting
The IRS, in its Revenue Ruling 69-545, describes the 
community benefit standard for charitable tax-exempt 
hospitals.2 Since 2008, tax-exempt hospitals have needed 
to report their community benefit and other information 
related to tax exemption on the IRS Form 990, Schedule H.

Community benefits are programs or activities that provide 
treatment and/or promote health and healing as a response 
to identified community needs. Community benefits 
increase access to healthcare and improve community 
health, and they must respond to an identified community 
need and meet at least one of the following criteria.

 • Improve access to healthcare services

 • Enhance health of the community

 • Advance medical or health knowledge

 • Relieve or reduce the burden of government or other 
community efforts

The consequence of not having enough community benefit 
activity is a loss of tax-exempt status on the federal level, 
resulting in the hospital being treated as a for-profit entity. 
On the state level, a hospital considered to give insufficient 

2 www.irs.gov/pub/irs-tege/rr69-545.pdf

community benefit can suffer a loss of property and real 
estate tax exemptions.

While the definition of what counts as community benefit 
may differ between federal and state rules, a great deal 
of overlap exists among the jurisdictions. You must 
understand the federal rules as well as those for the 
state where your hospital operates. Employees who are 
responsible for helping the organization comply with these 
rules must stay up to date on changes and trends to ensure 
proper compliance. Hospitals routinely struggle with 
community benefit reporting in the following ways.

 • Neglecting to keep a correct accounting of community 
benefit activities and tracking measurable outcomes 
from their CHNA initiatives

 • Overlooking specific requirements

 • Not differentiating between activities that can and 
cannot be counted toward community benefit

 • Not developing a measurable action plan for the 
completed CHNA

Community benefit cycle
The community benefit cycle (CBC), illustrated in Exhibit 
1, is a continuous and repetitive model that shows the 
relationship between CHNA and community benefit, and 

Exhibit 1 – Community benefit cycle
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gives a guide for activities. The CBC begins and ends with 
review of the hospital’s community benefit structure and 
components, followed by the initiation of a CHNA every 
three years to depict a community health profile.

Once gathered, the data is reviewed and analyzed to decide 
community health priorities. The hospital must then outline 
new and improved community benefit activities to address 
the prioritized needs.

The CHNA report and the implementation plan are 
published and the hospital submits a Form 990 to the IRS 
annually. Reported community benefit activities should 
reflect the prioritized needs from the CHNA, in addition to 
meeting criteria defined in Schedule H.

Government scrutiny
Forms 990 are reviewed by the IRS for compliance with tax-
exempt requirements and community benefit standards. 
While no specifics have been offered as to how much 
community benefit is enough, the architect of these rules, 
Senator Charles Grassley, has suggested 5–8 percent.

The IRS is required under the ACA to review every hospital’s 
compliance with IRC 501(r)(3) requirements at least once 
every three years. As with other ACA provisions, IRS audit 
activity of these requirements has increased since 2016. 
The IRS Exempt Organization Division, in its 2016 work plan, 
reported 692 reviews and referred 166 hospitals for field 
examination related to 501(r)(3) compliance.

Exhibit 2 – Best practices

1. Maintain the CBC for defining processes and providing oversight to engage community stakeholders in finding 
needs, implementing community benefit initiatives, accounting for activities, evaluating outcomes, submitting 
reporting, and communicating widely.

2. Review community benefit and CHNA reporting to ensure your processes are compliant. Conduct an in-depth 
tax risk assessment to review currently reported community benefits and find over- or underreported activities. 
Consider enlisting subject-matter expertise to assist with the tax risk assessment.

3. Explore options to collaborate with other hospitals or community-based organizations to conduct your next CHNA, 
which can be cost effective as well as a best practice.

4. Create a robust annual community benefit report to highlight required reporting as well as activities that are not 
accounted for in Schedule H, such as economic effect and community building initiatives.

5. Ensure the charity care classification for financial reporting is compliant with all governance and policy issues.

6. Confirm Form 990, Schedule H responses and disclosures reflect compliance with 501(r) and the community 
benefit standard.

7. Elaborate in Form 990, Schedule O, with supplemental disclosures if 990 responses may raise questions or 
inconsistencies.

8. Demonstrate and document that boards are engaged, involved and focused on tax compliance to avoid procedural 
red flags in Form 990.

9. Evaluate how well the hospital’s community benefit activities are communicated so your community stakeholders 
know—and value—what services the hospital provides in support of its tax-exempt status. Widely and often 
communicate community health priorities, focusing on outcomes measurement and community benefit versus 
only the number of programs and dollars invested. Highlight community benefit activities in all external and 
internal communications.

10. Develop a community benefit advisory board made up of hospital leadership, community and population health 
staff, health and social service partners, and other stakeholders to oversee the community benefit program and 
serve as ambassadors. Be sure to engage C-suite, board and local partners as leaders and ambassadors and give 
them community benefit talking points to supplement other communication efforts.

11. Integrate utilization data into your CHNA research and compare with other quantitative and qualitative data to 
inform population health management strategies.
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While hospital organizations are at varying levels of 
compliance on ensuring the reporting of enough 
community benefit, common areas of deficiency are 
appearing.

1. Subsidized health services appear excessive for some 
hospitals.

2. Form 990, Schedule H narratives are not updated 
annually.

3. Activities that do not count as community benefit are 
included on Schedule H, while allowable activities are 
omitted.

4. Indirect costs of programs are often underreported.

5. The quantity rather than the quality of community 
benefit activities is over-emphasized.

In 2016, bills related to community benefit and property 
tax exemption were introduced in Massachusetts, New 
Hampshire, New Jersey, North Carolina, Vermont, Virginia 

and West Virginia. Local municipality and community 
stakeholder scrutiny has also increased over recent years.

Best practices
As many hospitals restart the CBC by conducting their 
third CHNA, now is an excellent time to review your 
organization’s processes and incorporate best practices. 
Use the opportunity to move from compliance-driven 
community benefit processes to processes driven by 
strategy. The steps in Exhibit 2 warrant focus over the next 
round to reduce the risk of unwanted scrutiny and ensure 
your hospital is sufficiently meeting community benefit 
standards.

Conclusion
Community health needs assessments and community 
benefits reporting should be viewed as strategically 
driven processes, not just as routine compliance tasks. The 
benefits include protection from regulatory scrutiny and 
severe financial penalties, improved public perception and 
better health programs for the communities our hospitals 
serve. Internal auditors can give assurance to boards and 
management that these goals are being met. 

The quantity rather than the quality of community 
benefit activities can be over-emphasized.

You are entitled to your own opinion. But you are not entitled to your own facts. ~  Daniel Patrick Moynihan
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