
A
ll tax-exempt hospitals were required to be in 
full compliance with the section 501(r) 
regulations no later than their fiscal year that 
began on or after December 29, 2015. Most 

hospitals spent most of the two years leading up to the 
effective date of the regulations working through many 
nuances to ensure they were compliant.

There are consequences for failure to comply with 501(r) 
requirements, and you should understand how to prepare 
for an IRS audit and how to maintain ongoing compliance.

Overview of 501(r)
Section 501(r) requires that each separately licensed hospital 
facility must have the following in order to maintain 501(c)
(3) tax-exempt status:

 • Community Health Needs Assessment (CHNA) – required to 
be conducted once every three years beginning in 2013

 • Financial Assistance Policy (FAP) – including eligibility 
criteria for free or discounted care

 • Emergency Medical Care policy

 • Limitation on charges for emergency and medically 
necessary care

 • Billing and collection requirements for reasonable efforts 
to be made before engaging in extraordinary collection 
actions

The regulations require very specific, nuanced requirements 
for each of these areas.

The consequences of failure
The implications of noncompliance with one or more parts 
of 501(r) could, at a minimum, result in corrective action of 
minor omissions and errors and possibly public disclosure, 
on the hospital’s Form 990, of failures that are neither willful 
nor egregious. Worst case, it could result in revocation of 
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501(c)(3) tax-exempt status. Noncompliance with the CHNA 
can trigger a $50,000 penalty.

Regulation §1.501(r)(2) and Revenue Procedure (Rev. Proc.) 
2015-21 provide safe harbors under which the hospital 
facility should not lose tax exempt status should a failure 
occur. The revenue procedure addresses two situations: 
1) errors or omissions that are minor, inadvertent, due to 
reasonable cause and promptly corrected; and 2) failures 
that are neither willful nor egregious, promptly corrected 
and are disclosed on the hospital’s Form 990.

In the second situation, Rev. Proc. 2015-21 notes: “A failure 
that is willful includes a failure due to gross negligence, 
reckless disregard, or willful neglect. An egregious failure 
includes only a very serious failure, taking into account 
the severity of the impact and the number of affected 
persons.”

Facts and circumstances are used to make such a 
determination.

This revenue procedure provides a few examples of 
situations that require correction and disclosure. These 
include situations such as the CHNA report or FAP not 
including all required elements, failure by the board to 
adopt the CHNA or a required policy, failure to widely 
publicize policies on its website, or charging FAP-eligible 
individuals more than permitted under the policy due to a 
processing error.

Correction will be unique to the circumstance, but includes 
activities such as adopting and posting policies that meet 
the requirements, and refunding individuals where required. 
In addition, the failure and corrective action must be 
disclosed on the hospital facility’s Form 990.

Rev. Proc. 2015-21 provides examples of omissions and 
errors and that are minor and inadvertent, including a 
situation where the CHNA or FAP is unavailable on the 
website for a short period of time due to an inadvertent 

technological malfunction, or where required signage is 
temporarily blocked or knocked down. Upon discovery, the 
hospital promptly corrects the error and reviews relevant 
practices and procedures to ensure the error does not occur 
again.

The Rev. Proc. notes that these situations are generally not 
considered a failure and therefore do not fall under the 
disclosure requirements discussed above. However, the 
regulations note that such errors or omissions are minor 
only if they are minor in the aggregate. This implies that 
repeated occurrence of such errors or multiple instances of 
noncompliance might not be considered minor.

Hospitals may choose to follow the correction and disclosure 
processes outlined in Rev. Proc. 2015-21 even for situations 
where that is not required. The Rev. Proc. notes that doing 
so could be a factor tending to show that the failure was not 
willful.

Implementation challenges: Effective date prep
When the final regulations were issued in December 2014, 
most hospitals had already conducted one CHNA. There 
were a few minor changes to the CHNA portion of the final 
regulations, but no big surprises. When the effective date of 
the final regulations hit, most hospitals were wrapping up their 
second CHNA and were more confident with this process.

Prior to the ACA, most hospitals had existing policies for 
charity care and billing and collections, and may have 
thought making changes to meet the new 501(r) financial 
assistance sections of the regulations would be a fairly 
straightforward task. When proposed regulations were 
issued in 2011, some hospitals began tweaking policies and 
processes right away. Many hospitals decided to wait and 
see what the final regulations would bring before making 
significant changes. There was generally a lesser sense of 
urgency in this area.

Once the final regulations were issued, the clock began 
ticking to meet full compliance. Hospitals installed teams 
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and compared existing policies to new regulations. The 
financial assistance portion of the regulations is complex, 
and compliance was more tedious and time consuming than 
anticipated.

Hospitals worked diligently. Policies, documents and 
procedures were updated and approved by the board. These 
were translated into other languages, and everything was 
posted to the hospital’s website before the effective date.

We can all relax now, right? Maybe not.

IRS begins 501(r) compliance audits
One of the less focused-upon areas of the ACA is a 
requirement that the IRS review every hospital once every 
three years. Those reviews began a few years ago, and now 
audits have begun.

The audit determination process starts with IRS agents 
conducting a compliance check. During this phase, the 
agents review the hospital’s website, Schedule H (Form 
990), and other publicly available information to learn what 
they can about the hospital’s compliance with 501(r). After 
these compliance checks, the agents select which hospitals 
will be subject to a field or desk audit of their 501(r) 
compliance.

The agents may be more likely to choose hospitals where 
compliance with 501(r) is more difficult to ascertain from 
these publicly available documents—those that require 
additional inquiries.

The audits we are currently seeing are not for fiscal years 
beginning after the regulatory effective date of December 
29, 2015. The audits are going back for periods as early 
as 2014, before the final regulations were issued. During 
this time, many tax-exempt hospitals were familiarizing 
themselves with the rules and readying themselves to fulfill 
the 501(r) requirements, and did not achieve full compliance 
until 2015 or 2016.

By reviewing IRS Information Document Requests, we 
found an emphasis on two areas: 1) the public availability of 
information, and 2) the involvement of a hospital’s board of 
directors in 501(r) compliance.

For example, the IRS seems particularly interested in not 
only seeing the hospital’s CHNA on the website, but also 
wants to see the CHNA Implementation Strategy posted as 
well. Further, the IRS is reviewing hospitals’ websites to see if 
financial assistance information is posted in plain language 
(preferably in multiple languages) so patients know how 
they can get help paying their bills and what programs are 
available to them.

With regards to the board, the IRS is interested in how 
involved the board was with instituting the policies 
required by 501(r), not just that polices were eventually 
implemented. Hospitals have been asked to provide board 
minutes documenting the discussion surrounding 501(r) 
implementation and CHNA development and results.

IRS officials have gone on record repeatedly in the not-
for-profit space stating that they believe there is a strong 
correlation between board involvement and compliance 
with the income tax laws. This correlation also seems to 
impute to 501(r) as well.

Make sure you’re ready for an audit
First and foremost, ensure that you are in compliance with 
the current law, not only in policy, but in practice. This is 
usually affirmed through a gap analysis that compares the 
current policies against the final regulations of 501(r). Any 
areas that need to be adjusted should be updated as soon as 
possible.

Next, go back to your records for the years 2014, 2015 and 
2016 to prepare a package of information documenting 
compliance with 501(r). This includes not just the policies 
themselves, but proof of compliance with the policy—
copies of financial assistance pamphlets, printouts of 
websites showing information, photographs of signage 
around the hospital describing financial assistance 
options, contracts with collection agencies, scripts used 
by collections agents, sample mailings of billings sent to 
patients, etc.

Further, for each of the policies, the hospital would be wise 
to obtain copies of board meeting minutes indicating the 
board’s review and acceptance of these policies. If these 
minutes do not exist for prior years, develop policies that 
ensure that such minutes will be taken in the future.

Ongoing compliance with your 501(r) policies in practice is 
of equal importance. The development of periodic internal 
reviews and assessment of your hospital’s adherence to 
your CHNA, FAP and billing and collection policies is critical 
in order to mitigate possible IRS penalty exposure for 
noncompliance.

Be visible with your compliance
It prudent to go on the offensive and put as much 
information as possible showing your hospital’s fulfillment 
of its 501(r) responsibilities on your website and Schedule H. 
The IRS may thereby be convinced to keep the review at a 
compliance check or perhaps limit the scope of the audit.

If your hospital has gone to the trouble to ensure its 
compliance with 501(r), it should take advantage of the 
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opportunity to make this information publicly available so 
that everyone knows the hospital is compliant.

Tax-exempt hospitals would be wise to ready their 
documentation so that they are prepared for a 501(r) audit, 
which is not a matter of if, but when.

Ongoing compliance and the roll of internal audit
Continuing compliance will be an ongoing challenge 
that eventually will become part of normal operations. 
You should take steps to ensure you maintain vigilant 
monitoring of policies and processes.

Incorporating compliance checks will help your hospital 
with identifying and quickly correcting failures. You will also 
benefit from being able to implement timely adjustments to 
procedures. As discussed previously, even seemingly minor 
omissions and errors that occur frequently and repeatedly 
could be deemed by the IRS as not being considered minor.

Internal audit can help ensure that your hospital is set for 
success in the following ways.

The right team for success
The right team can help ensure your hospital maintains 
compliance with 501(r). The revenue cycle department has 
probably already taken the lead on the FAP and billing and 
collection procedures. The CFO, tax and legal department 
personnel should be kept up to date and communicate 
with the team regarding Form 990 - Schedule H questions, 
answers and disclosures.

Community benefit and relations should help with 
informing the public about your FAP. Who is responsible for 
keeping your website up to date? We recommend including 
someone from your IT department on your 501(r) team. A 
significant amount of 501(r) information is required to be 
on your website. You can be sure it will be the first place the 
IRS will go during their compliance review. Outdated links 
and documents could cause a bigger headache than you 
bargained for.

Develop a list of compliance checks
Start with your policies and procedures and develop a 
checklist of all the procedural requirements. If you haven’t 
already done so, compare that against the regulations to be 
sure nothing is missing.

The regulations are lengthy, but here are a few things to 
consider.

Include on the checklist all required documents and the 
locations where they should be found. The following 
documents must be posted to your website:

 • CHNA

 • FAP and any addendums, and plain language summary

 • Application form and instructions

 • Provider list of those covered and not covered under your 
FAP

 • Instructions to obtain the billing and collection policy

The regulations also require having hard copies of these 
documents on hand at strategic locations in the hospital, 
such as ER and admissions.

All the financial assistance-related documents are required 
to be translated into foreign languages for limited-English 
populations that exceed the lesser of 1,000 people or five 
percent of your community. These also have to be posted on 
your website.

Walk through the hospital, particularly the ER and 
admissions, and look for required signage advising patients 
of the availability of financial assistance and who to contact. 
Is it visible? Are the paper copies of the documents listed 
above available? Is the FAP plain language summary offered 
to all patients?

Regularly perform sample testing of patient cases to ensure 
consistent application of your policies.

Quarterly updates must be made to your provider list of 
those covered and not covered under your FAP. Annual 
updates include, at a minimum, recalculating the amounts 
of generally billed discount percentages. Hospitals have 
120 days after the end of their chosen 12-month cycle to 
prepare the calculation and update their FAP and any related 
documents and websites.

Remember, these updates will also have to be approved 
by the board or their designee, translated into other 
required languages, posted to the website, and 

Publish information on your website showing your 
hospital’s fulfillment of its 501(r) responsibilities.

38  New Perspectives Association of Healthcare Internal Auditors Fall 2017

Feature



distributed in hard copy form. Consider the lead time on 
getting these completed, who must be involved and in 
what order.

Other annual updates include the CHNA Implementation 
Strategy. In addition to attaching it to your Form 990 (or 
optionally posting it on your website), progress updates 
must be described on your Form 990 as well.

Anticipate an IRS audit
Create an annual files with the documentation discussed 
above. This will help prove that not only do you have the 

required policies and documents, but that you adopted and 
posted them timely.

Conclusion
Internally auditing your hospital’s compliance with its 
policies is part of a sound oversight strategy to ensure 
ongoing compliance with the law. It will assist in minimizing 
instances of failure. If errors do occur, it will assist with 
getting things back on track quickly and it will provide 
documentation that you are taking remediation steps where 
necessary. You can help make ongoing compliance with 
501(r) successful. 
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You are the only person on ear th who can use your ability. It's an awesome responsibility. 
~Zig Ziglar


