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TAX ADMINISTRATION

Opportunities Existto Improve Oversight of
Hospitals’ Tax-Exempt Status

What GAO Found:

Nonprofit hospitals must satisfy three sets of requirements to obtain and maintain
a nonprofit tax exemption (see figure).

Requirements for Nonprofit Hos pitals to Obtain and Maintain a Tax-Exe m ption

ORGANIZATIONAL AND OPERATIONAL REQUIREMENTS
A hospital must be organized and operate to achieve a charitable purpose—
the promotion of health for the benefit of the community.

COMMUNITY BENEFITS

Internal Revenue Service has identified six factors that demonstrate communit: bene@
 Operate an emergency room open to all, regardless of ability to pay
» Maintain a board of directors drawn from the community

» Maintain an open medical staff policy

+ Provide care to all patients able to pay, including those who do so through Medicar
« Use surplus funds to improve facilities, equipment, and patient care

* Use surplus funds to advance medical training, education, and research

PATIENT PROTECTION AND AFFORDABLE CARE ACT (PPACA) REQUIREMENTS

Hospitals must:
» Conduct a community health needs assessment
» Maintain a written financial assistance policy

« Set a limit on charges
« Set billing and collection limits

IRS must review each tax-exempt hospital's community benefit activities at least once
every 3 years.

Source: GAO review of relevant laws and regulations. | GAO-20-679

While PPACA established requirements to better ensure hospitals are sening
their communities, the law is unclear about what community benefit activities
hospitals should be engaged in to justify their tax exemption. The Internal
Revenue Senice (IRS) identified factors that can demonstrate community
benefits, but they are not requirements. IRS does not have authority to specify
activities hospitals must undertake and makes determinations based on facts and
circumstances. This lack of clarity makes IRS’s owersight challenging. Congress
could help by adding specificity to the Internal Revenue Code (IRC).

While IRS is required to review hospitals’ community benefit activities at least
once every 3 years, it does not have a well-documented process to ensure that
those activities are being reviewed. IRS referred almost 1,000 hospitals to its
audit division for potential PPACA violations from 2015 through 2019. However,
IRS could not identify if any of these referrals related to community benefits.
GAOQ'’s analysis of IRS data identified 30 hospitals that reported no spending on
community benefits in 2016, indicating potential noncompliance with providing
community benefits. A well-documented process, such as clear instructions for
addressing community benefits in the PPACA reviews or risk-based methods for
selecting cases, would help IRS ensure it is effectively reviewing hospitals’
community benefit activities.

Further, according to IRS officials, hospitals with little to no community benefit
expenses would indicate potential noncompliance. However, IRS was unable to
provide evidence that it conducts reviews related to hospitals’ community
benefits because it does not have codes to track such audits.

United States Government Accountability Office
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GA@ U.S. GOVERNMENT ACCOUNTABILITY OFFICE

441 G St. N.W.
Washington, DC 20548

September 17, 2020

The Honorable Charles E. Grassley
Chairman

Committee on Finance

United States Senate

The Honorable Kevin Brady
Republican Leader
Committee on Ways and Means

House of Representatives

Slightly more than half of community hospitals in the United States are
private, nonprofit organizations.* Nonprofit organizations can obtain and
maintain a federal tax exemption if they are organized for one or more
purposes specified in the Internal Revenue Code (IRC) section 501(c)(3).
These purposes could include providing charity or education, and
continuously operating in pursuit of those purposes.2 The public policy
underlying the exemption for charitable organizations is based on the
concept that the federal government’s loss of tax revenue is offset by
relief from the need to appropriate public funds and from benefits
resulting from the promotion of general welfare.3

Hospitals are on the front line of our national response to Coronavirus
Disease 2019 (COVID-19), with hospitals across the country working at
maximum capacity to treat the sick. The Internal Revenue Service (IRS)
and the Department of the Treasury (Treasury) have recognized the
promotion of health as a charitable purpose and have specified that
nonprofit hospitals are eligible for a tax exemption.4 IRS has further stated

1American Hospital Association, Fast Facts, accessed July8, 2020,
https://lwww.aha.org/statistics/fast-facts-us-hospitals. Communityhospitals exclude
nonfederal psychiatric hospitals and other hospitals, including long-term care hospitals

and those within an institution.

226 U.S.C. § 501(c)(3).

3H.R. Rep. No. 75-1860, at 19 (1938).
“Rev. Rul. 69-545,1969-2 C.B. 117.
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that these hospitals can demonstrate their charitable purpose by
providing services that benefit their communities as a whole.

The Joint Committee on Taxation estimated the total revenue loss from
the tax exemption of hospitals at $12.6 billion in 2002.5 Hospitals reported
that they provided $76 billion in community benefits in 2016—the most
recent data available at the time of our review.6

In a 2008 review, we found that IRS guidance allowed hospitals broad
latitude in determining what constitutes community benefit activities. That
guidance allowed individual hospitals wide discretion in the determination
and measurement of those activities as community benefit for federal
purposes.” In addition, we reported that prior studies by us and the
Congressional Budget Office indicated that tax-exempt hospitals may not
have been defining community benefit in a consistent manner that would
enable policymakers to hold them accountable for providing benefits
commensurate with their tax exemption.

Since then, Congress and the executive branch have taken steps to
bolster IRS’s oversight of tax-exempt hospitals. In 2008, IRS began to
require tax-exempt hospitals to report information about their community
benefits on their annual tax returns. Two years later, the Patient
Protection and Affordable Care Act (PPACA) was enacted, which

5Congressional Budget Office, Nonprofit Hospitals and the Provision of Community
Benefits (Washington,D.C:December2006) reports the Joint Committee on Taxation
estimate. Rosenbaumet. al., “The Value of The NonprofitHospital Ta x Exemption Was
$24 .6 BillionIn 2011,” Health Affairs, vol. 35, no. 7 (2015) estimate the total revenue loss
at $24.6 billion for2011. Most recently, Ernstand Young estimated the federal costof the
tax exemptionin a reportfor the American Hospitals Association at$9 billionin 2016.EY,
Estimates of the Federal Revenue Forgone Due to the Tax-Exemption of Non-Profit
Hospitals Compared to the Community Benefit They Provide,, 2016 (2019). All of these
estimates were based on federal taxrates prior to the implementation ofthe Tax Cuts and
Jobs Act, which reduced corporate tax rates and would likely resultin lower estimates of
the revenue loss.

6For the purposes ofthis report, we use the term “tax-exempt hospitals” to refer to
nongovernmental, nonprofit, and tax-exempt hospitals. Governmenthospitals—including
those at the federal, state, local, and tribal levels—are also exemptfrom federal taxation.

"GAO, NonprofitHospitals: Variation in Standards and Guidance Limits Comparison of
How Hospitals Meet Community Benefit Requirements, GAO-08-880 (Washington,D.C.:
Sept. 12,2008).
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established additional requirements for tax-exempt hospitals to meet to
maintain their tax exemption.s

You asked us to review IRS’s implementation of requirements for tax-
exempt hospitals. This report assesses IRS’s (1) oversight of how tax-
exempt hospitals provide community benefits, and (2) enforcement of
PPACA requirements related to tax-exempt hospitals.

For both objectives, we reviewed relevant provisions of the Internal
Revenue Code, Treasury regulations, revenue rulings, and guidance. We
also reviewed IRS policies, procedures, audit plans, and determining
factors for reviewing tax-exempt hospitals and interviewed IRS officials.
We examined the most recent data available (tax year 2016) from forms
hospitals are required to file with IRS documenting the community
benefits they provide and their compliance with PPACA. To assess data
reliability, we analyzed the content of those data for discrepancies and
interviewed IRS officials about their procedures for preparing the data.
We determined the data were sufficiently reliable for the purposes of our
objectives.

In addition, we interviewed selected stakeholder groups—interest groups
representing both tax-exempt and for-profit hospitals, patient advocacy
groups, and research organizations—to obtain their views on the clarity
and enforcement of the community benefit standard and requirements
included in PPACA. We identified these groups using our prior reports on
tax-exempt hospitals and the recommendations of representatives of the
organizations we interviewed. For more information on our methodology,
see appendix |.

We conducted this performance audit from March 2019 to September
2020 in accordance with generally accepted government auditing
standards. Those standards require that we plan and perform the audit to
obtain sufficient, appropriate evidence to provide a reasonable basis for
our findings and conclusions based on our audit objectives. We believe
that the evidence obtained provides a reasonable basis for our findings
and conclusions based on our audit objectives.

826 U.S.C. § 501(r).

Page 3 GAO-20-679 Tax Exempt Hospitals



Letter

Background

Requirements for Hospitals to Obtain and Maintain a
Federal Tax Exemption

Nonprofit hospitals must satisfy three sets of requirements to obtain and
maintain a federal tax exemption (see figure 1).

Figure 1: Requirements for Nonprofit Hospitals to Obtain Federal Tax-Exempt
Status

ORGANIZATIONAL AND OPERATIONAL REQUIREMENTS

A hospital must be organized and operate to achieve a
charitable purpose—the promotion of health for the %

benefit of the community.

COMMUNITY BENEFITS

Internal Revenue Service has identified six factors that demonstrate community benefit:
» Operate an emergency room open to all, regardless of ability to pay

» Maintain a board of directors drawn from the community

» Maintain an open medical staff policy (i.e., not restrict medical staff privileges to a

limited group of physicians)

* Provide care to all patients able to pay, including those who do so through
Medicare and Medicaid

* Use surplus funds to improve facilities, equipment, and patient care

* Use surplus funds to advance medical training, education, and research

PATIENT PROTECTION AND AFFORDABLE CARE ACT REQUIREMENTS

Hospitals must:

 Conduct a community health needs assessment
* Maintain a written financial assistance policy

« Set a limit on charges

« Set billing and collection limits

IRS must review each tax-exempt hospital’s community
benefit activities at least once every 3 years.

Source: GAQ review of relevant laws and regulations. | GAO-20-679
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Organizational and Operational Requirements

The IRC requires that all organizations seeking a tax exemption under
section 501(c)(3) be organized and operated for one or more purposes,
which can be charitable, religious, or educational, among others.? The
IRC does not specifically identify hospitals as being eligible for a tax
exemption. However, IRS and federal courts have recognized that the
promotion of health for a community’s benefit is a charitable purpose.1°

In addition, Treasury regulation provides that an organization will be
considered as operating exclusively for one or more exempt purposes if it
engages primarily in activities that accomplish those purposes.!* The IRC
does not clarify what activities can demonstrate a charitable purpose, but
IRS has issued revenue rulings with this type of information.'2 For
example, in a 1956 revenue ruling, IRS required tax-exempt hospitals to
provide charity care to the extent of their financial abilities.'3

IRS determined in the ruling that only hospitals that operated for the
benefit of those not able to pay, and not exclusively for the benefit of
those who were able and expected to pay, could qualify for a tax
exemption. Then, in 1959, Treasury updated its regulations to establish
that organizations can receive tax-exempt status by demonstrating a
charitable purpose such as the promotion of health.14

9Section 501 of the IRC covers the majorityof these organizations, which include public
charities, social welfare organizations, business leagues, and private foundations. Other
types of organizations, such as education-oriented programs, farmers’ cooperatives, and
political organizations, are also whollyor partially tax exempt. 26 U.S.C. §§501(c)(3), 521,
527,529-530.

10See GeisingerHealth Planv. Comm’r,985F.2d 1210,1216 (3d Cir. 1993)(discussing
IRS policy and cases construing exemption provisions for hospitals).

1126 C.F.R. § 1.501(c)(3)-1(c)(1).

12A revenue ruling is an official interpretation of the IRC, related statues, tax treaties or
regulations as applied to a specificsetof facts.

13Rev. Rul. 56-185,1956-1 C.B. 202. Charity care is generallydefined as care provided to
patients whom the hospital deems unable to pay all or a portion of their bills.

1426 C.F.R. § 1.501(c)(3)-1(d)(2).
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Community Benefits

In 1969, 4 years after Congress and the President created Medicare and
Medicaid, IRS removed the requirement for tax-exempt hospitals to
provide charity care—patient care without charge or at rates below cost—
when it issued Revenue Ruling 69-545.15 The ruling compares the extent
to which two hypothetical hospitals satisfy the IRC’s requirements for a
tax exemption. In making that comparison, the ruling identifies six factors
that distinguish how one hospital satisfies the requirements and how the
second does not. There is no specific definition of community benefit.
These six factors currently serve as the primary examples of community
benefits that hospitals can provide to obtain and maintain a tax
exemption. The factors are commonly referred to as the community
benefit standard. IRS describes the six factors on its website:

e Operate an emergencyroom open to all, regardless of ability
to pay. A hospital that does not operate a full-time emergency
room may not be fulfilling the community’s need for emergency
health care. If that emergency room is not open to everyone
regardless of ability to pay, the hospital may not be serving a
significant segment of the community.16

e Maintain a board of directors drawn from the community. A
hospital board of directors comprised of independent civic leaders
helps to ensure that the hospital serves public, rather than private,
interests, and therefore operates for the benefit of the community.

¢ Maintain an open medical staff policy (i.e., not restrict
medical staff privileges to a limited group of physicians). A
hospital that restricts its medical staff privileges to a limited group
of physicians is likely to be operating for the private benefit of the
staff physicians rather than for the public interest.

¢ Provide care to all patients able to pay, including those who
do so through Medicare and Medicaid. A hospital that restricts
admissions to patients of staff members, or otherwise

5Rev. Rul. 69-545,1969-2 C.B. 117.

®IRS Revenue Ruling 83-157 established thatif a state health planning agency
determined thatadditional emergencyfacilities would be unnecessaryand duplicative, or if
the hospital offers medical care limited to special conditions unlikelyto necessitate
emergencycare, such as eye or cancer hospitals, then the fact that a hospital
organization does notoperate an emergencyroom will not, by itself, disqualifyit from a tax
exemption.Rev. Rul. 83-157,1983-2 C.B. 94.
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discriminates against patients with the ability to pay for
nonemergency services, is not operating for the benefit of the
community.

¢ Use surplus funds to (1) improve facilities, equipment, and
patient care; and (2) advance medical training, education, and
research. The use of surplus funds for these purposes
demonstrates that a hospital is promoting the health of the
community.1?

The standard makes clear that the factors are examples of ways in which
hospitals can demonstrate community benefits. The standard states that
a hospital need not meet all of the factors to qualify for a tax exemption.
The absence of any one factor, or the presence of others, may not
necessarily be conclusive of the hospital’s community benefits. IRS says
that though a hospital is no longer required to provide charity care it
considers doing soto be a significant factor indicating community benefit.
Furthermore, IRS considers all of a hospital’s facts and circumstances
relevant when determining whether a hospital's community benefits are
sufficient to warrant a tax exemption.

Patient Protection and Affordable Care Act Requirements

The Patient Protection and Affordable Care Act (PPACA) established four
additional requirements that tax-exempt hospitals must meet to maintain
a tax exemption. 18

e Conduct a community health needs assessment. Every 3
years, each tax-exempt hospital mustidentify the community’s
health needs and develop an implementation plan for how it will
address those needs.1?

¢ Maintain a written financial assistance policy. Each tax-exempt
hospital must publish a written policy that identifies who can
qualify for financial assistance for medical services, how the

"IRS, Charitable Hospitals -- General Requirements for Tax-Exemption Under Section
501(c)(3),accessed April 30, 2020.
https://lwww.irs.govicharities-non-profits/charitable-hospitals-general-requirements-for-tax-
exemption-under-section-501¢3.

1826 U.S.C. § 501(r).

19PPACA establishesthata tax-exempt hospital thatdoes notmeet the communityhealth
needs assessmentrequirementmustpayan excise tax. 26 U.S.C. § 4959.
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hospital calculates costs for those services, and the actions the
hospital will take in the event of nonpayment.

¢ Setalimit on charges. A tax-exempt hospital cannot charge
individuals eligible for financial assistance more for medical
services than they do patients with insurance.

o Set billing and collection limits. A tax-exempt hospital may not
take extraordinary collection actions against an individual, such as
filing a lawsuit, before the hospital determines whether that
individual is eligible for financial assistance.

In addition, the law established a new requirement for IRS to review the
community benefit activities of each tax-exempt hospital at least once

every 3 years.20

IRS Oversight of Tax-Exempt Hospitals

The Tax Exempt and Government Entities (TE/GE) division within IRS
oversees tax-exempt hospitals. TE/GE officials said they use two primary
methods to collect information about tax-exempt hospitals and enforce
their compliance with applicable law and guidance: (1) annual tax forms
and (2) regular reviews of hospitals’ community benefit activities.

Form 990, Schedule H

Certain tax-exempt nonprofit organizations, including hospitals, are
required to file Form 990 annually.2® The form requires organizations to

report information including
e employees, governance, and compensation;
e revenue and expenses;
e assets and liabilities;
e employment tax compliance; and

¢ specific organizational issues, such as lobbying by charities and
private foundations.

20PPACA, Pub. L. No. 111-148, title IX, subtitie A, § 9007(c), 129 Stat. 119, 857 (2010).
2126 U.S.C. § 6033.
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In addition, a tax-exempt hospital is required to file Schedule H, titled
“Hospitals,” with its Form 990 annually.22 TE/GE uses Schedule H to

collect information on the activities and policies of tax-exempt hospital
organizations and the hospital facilities and other nonhospital health care
facilities they operated during the tax year.23 Specifically, the schedule

requires tax-exempt hospitals to report information on their
e community benefits provided;
e community building activities;
e bad debt, Medicare costs, and collection practices;

e management structure;

o facilities, including how they met PPACA requirements for each;
and

e supplemental information, including how they promote health.24

Community Benefit Activity Reviews

TE/GE conducts Community Benefit Activity Reviews (CBAR) to meet the
PPACA requirement that it review each tax-exempt hospital's community
benefit activities at least once every 3 years. TE/GE states that these
reviews determine if tax-exempt hospitals are in compliance with both the
community benefit standard and PPACA requirements. TE/GE revenue
agents, who conduct the CBARs, may refer a hospital for audit if they
determine there is potential noncompliance with either the community
benefit standard or PPACA requirements.25

22|n certain circumstances, tax-exempt hospitals maybe required to file other schedules
with their Form 990, in addition to Schedule H.

23RS defines a hospital organization as an entity that operated at leastone hospital
facility during a tax year. A hospital facility is an entity that is required to be lice nsed,
registered, orsimilarlyrecognized by a state as a hospital. Nonhospital health care
facilities mayinclude, but are not limited to, rehabilitation and other outpatientclinics,
mobile clinics, and skilled nursing facilities.

24|RS defines community building activities as activities thatimprove or protect a
community’s health and safety.

25An IRS auditis an examination of an organization's orindividual’s accounts and financial
information to ensure information is reported correctlyaccording to the tax laws and to
verify the reported amountof tax is correct.
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Opportunities Exist to Improve Oversight of
Tax-Exempt Hospitals

Congress Could Clarify the IRC to Improve Oversight of
Tax-Exempt Hospitals

Congress has taken actions that convey an expectation that hospitals, in
exchange for a tax exemption, should provide services and activities that
benefit the immediate communities in which they operate. Specifically, in
PPACA Congress required tax-exempt hospitals to identify each
hospital’'s community’s health needs indicating an expectation that
hospitals provide benefits to the immediate community.26 Hospitals that
fail to do so must pay an excise tax. However, a broad range of activities
fall within the IRC’s requirement for a tax exemption for charitable
organizations, making it challenging to effectively ensure that the
community benefits hospitals provide justify their tax exemption.

Ensuring hospitals are able to meet community health needs is especially
important at this time, as the COVID-19 response strains many of the
nation’s public resources. Congress has provided billions in direct funding
to hospitals to help prevent, prepare for, and respond to the coronavirus.
In doing so, however, Congress set explicit expectations for the use of
that funding.2”

By contrast, IRS does not have authority to define specific types of
services and activities that a hospital must undertake to qualify for a tax
exemption. Instead, it provides guidance on the types of activities that can
demonstrate community benefits. Some health care industry stakeholders
we spoke to told us that IRS’s community benefit standard does not
ensure that the community benefits that tax-exempt hospitals provide
justify their tax exemptions. They explained that the standard only
provides examples and does not establish requirements or expectations

2626 U.S.C. § 501(r).

273pecifically, the funds were to be used for certain types of activities, such as building
temporarystructures and emergencyoperation centers, buying medical supplies and
equipmentincluding personal protective equipmentand testing supplies, and retrofitting
facilities. See, for example, Coronavirus Aid Relief,and Economic Security Act, Pub. L.
No. 116-136, division B, title VIII, 134 Stat. 281 (2020).
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of services and activities that can demonstrate a hospital's community
benefits. They also identified the following specific issues:

¢ Hospitals could address some of the standard’s factors in
ways that do not benefit surrounding communities. Patient
advocate organizations and researchers we spoke to told us, for
example, that a hospital could use its surplus funds to conduct
research that does not specifically benefit the individual
community in which the hospital is located—though it may benefit
the healthcare industry as a whole. Similarly, a hospital could use
surplus funds to build a new facility, such as a state-of-the-art
cancer treatment center, that primarily benefits affluent, insured
patients. Such an activity would not necessarily benefit individuals
across the community in which the hospital is located.

o Some of the standard’s factors may have lost relevance.
Some factors in the community benefit standard may no longer be
relevant for distinguishing between nonprofit and for-profit
hospitals. In 2005, the Commissioner of Internal Revenue told
Congress that some community benefit factors, such as
maintaining an open medical staff policy and accepting patients on
Medicare and Medicaid, are now common features of all
hospitals.28 Additionally, the Emergency Medical Treatment and
Active Labor Act, signed into law in 1986, requires that all
hospitals that operate emergency rooms provide emergency
treatment to all, regardless of ability to pay.29 As a result, these
standards may be a less useful gauge for measuring community
benefit than they once were.

e The standard does not identify some factors that can
demonstrate substantial community benefit. Stakeholders told
us, for example, that the standard does not clearly identify that a
hospital's spending on social determinants of health is an example
of community benefits. Social determinants of health are
economic or social conditions, such as the quality of one’s
housing, that influence health outcomes within groups or
individuals. IRS’s instructions to hospitals for completing their
annual tax returns state that some spending in this area can be

28The Tax-exemptHospitals Sectorbefore the Committee on Ways and Means U.S.
House of Representatives, 109" Cong.8-18, (2005) (statementofMark W. Everson,
CommissionerofInternal Revenue).

29EmergencyMedical Treatmentand Active LaborAct, Pub. L. No. 99-272, title IX, §
9121(b), 100 Stat 164 (1986).
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claimed as community benefit. However, stakeholders told us
these instructions are not clear. As a result, tax-exempt hospitals
might underinvest in such activities, which reduces the benefit to
communities.

Given this ambiguity, a hospital could, in theory, maintain a tax exemption
by operating an emergency room open to all and accepting patients on
Medicare or Medicaid, which are common among hospitals, while
spending little to no money on charity care or other community benefit
activities.

However, other stakeholders, such as representatives of tax-exempt
hospitals, told us that current law and the community benefit standard
offer hospitals needed flexibility in demonstrating community benefits.
They said community health needs vary substantially across the country.
Therefore, community benefits can vary substantially from place to place.
For example, a hospital located in a remote rural community may be the
only hospital within hundreds of miles. Its primary benefit may be the fact
that it exists to serve the community. Such a reason could be sufficient to
justify its tax exemption.

IRS states that it reviews hospitals’ services and activities to ensure that
they are providing community benefits that justify their tax exemptions.
For example, one of the purposes of IRS’s Community Benefit Activity
Reviews is to enforce tax-exempt hospitals’ compliance with the
requirement that they provide community benefits. However, IRS officials
told us that they could not identify whether any tax-exempt hospitals were
referred to its audit division during the period from fiscal years 2015
through 2019 for potentially providing insufficient community benefits
because, as discussed later, the agency does not track this information.
Furthermore, IRS officials told us that the agency has not revoked a
hospital’s tax-exempt status for failing to provide sufficient community
benefits in the last 10 years.

We have previously reported that criteria for a good tax system include
transparency and administrability.30 A transparent tax system is one that
taxpayers are able to understand. Administrable tax systems allow the
government to collect taxes as cost effectively as possible. The way the
tax system is structured by Congress can affect how it is administered,
and this can affect compliance. A nontransparent tax system is

30GAQ, Understanding the Tax Reform Deb ate: Background, Criteria, and Questions,
GAO-05-1009SP (Washington,D.C.: September2005).
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challenging to administer because tax administrators will have difficulty
consistently applying the law to taxpayers in similar situations.

As we have previously reported, the IRC, and IRS’s implementation of it,
provides tax-exempt hospitals with broad latitude to determine the nature
and amount of community benefits they provide.3' However, these broad
requirements create challenges for IRS in administering tax law. IRS, in
its 2009 report on hospital compliance, stated that the community benefit
standard is difficult to administer.32 The lack of clarity makes it difficult for
IRS to ensure that hospitals receiving a tax exemption undertake services
and activities that provide benefits to the communities in which they
operate.

Additional clarity in the IRC about specific services and activities
Congress believes would provide sufficient community benefits could
improve IRS’s ability to oversee tax-exempt hospitals.

IRS Could Improve the Transparency of Community
BenefitData

IRS Does Not Collect Consistent Data on Community Benefits

IRS requires a tax-exempt hospital to file a Schedule H with its Form 990
annually to provide the public with information on their policies, activities,
and the community benefits that their facilities provide. IRS has stated
that a tax-exempt organization’s Form 990, along with its schedules, can
be the primary or sole source of information the public uses to understand
a tax-exempt organization’s operations, such as the community benefits a
hospital provides. The publicly available data are also intended to enable
researchers and the broader public to better understand the level of

community benefits that these hospitals provide.

However, Form 990, Schedule H solicits information inconsistently,
resulting in a lack of clarity about the community benefits hospitals
provide. The schedule includes questions intended to capture information

31GAO, NonprofitHospitals: Variation in Standards and Guidance Limits Comparison of
How Hospitals Meet Community Benefit Requirements, GAO-08-880 (Washington,D.C.:
Sept. 12, 2008).

32|RS, “Tax Exempt and Government Entities,” IRS Exempt Organizations Hospital Study
Executive Summary of Final Report (February 2009)
https://lwww.irs .govipubl/irs-tege/execsum_hospprojrept.pdf.
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on each of the six factors of the community benefit standard. These
questions are located on different parts of the schedule and hospitals are
instructed to address them in different ways (see figure 2).
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Figure 2: Location of Community Benefit Factors on Internal Revenue Service Form 990, Schedule H

LOCATION ON FORM 990, SCHEDULE H COMMUNITY
Part | (aggregated) BENEFIT
e ——— e R— FACTORS
7  Financial Assistance and Certain Other Community Benefits at Cost
Financial Assistance and (a) Number of (b) Persons. (c) Total community | (d) Direct offsetting | (e) Net community (f) Percent
Means-Tested Government Programs pmg‘i‘;‘g‘;‘ﬁggmu (:;’i‘é?g‘} benefit expense revenue benefit expense e‘fp}:ﬁ:[&
a Financial Assistance at cost (from
Worksheet 1) 5 s
b Medicaid {from Worksheet 3, column a) Provide care to all patients able to pay,
¢ ggﬁ%ﬁﬂ%ﬂﬁﬁiﬁd including those who do so through
Worksheet 3, columnb) . . . . Medicare and Medicaid.

d Total. Financial Assistance and
Means-Tested Government Programs
Other Benefits

€ Community health improvement
services and eommumq:I benefit
operations (from Worksheet 4) .

f Health professions education
(from Worksheet 5)

g Subsidized health services (from
Worksheet 6)

h  Research (from Worksheet 7) se surplus funds to advance medical
i Cash and in-kind contributions

for community benefit (from training, education, and research.
Workshest 8) o

Total. Other Benefits .
k Total. Add lines 7d and 7j

N

Part V (by facility)
e e
Policy Relating to Emergency Medical Care

21 Did the hospital facility have in place during the tax year a written policy relating to emergency medical care
that required the hospital facility to provide, without discrimination, care for emergency medical conditions to
individuals regardless of their eligibility under the hospital facility’s financial assistance policy? . . . . 21

Operate an emergency room open to all,
If “No,” indicate why:

regardless of ability to pay.

a [ The hospital facility did not provide care for any emergency medical conditions

b [ The hospital facility’s policy was not in writing

¢ [ | The hospital facility limited who was eligible to receive care for emergency medical conditions (describe
in Section C)

d [ | Other (describe in Section C)

Part VI (aggregated, open question)

5 Promotion of community health. Provide any other information important to describing how the organization’s hospital facilities or
other health care facilities further its exempt purpose by promoting the health of the community (e.g., open medical staff, community
board, use of surplus funds, etc.).

Not restrict medical staff Maintain a board of Use surplus funds to improve
privileges to a limited group directors drawn from facilities, equipment, and

of physicians (i.e., maintain the community. patient care.
an open medical staff policy).

Source: GAO. | GAO-20-679

For three of the factors in the community benefit standard—provide care
to all patients able to pay; use surplus funds to advance medical training,
education, and research; and operate an emergency room open to all—
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IRS explicitly directs tax-exempt hospitals to report on Form 990,
Schedule H the extent to which they have addressed them. For example,
regarding the factors on surplus funds, IRS directs hospitals to identify the
specific costs they incur by providing health education and medical
research.

However, IRS does not explicitly direct tax-exempt hospitals to report on
the other three community benefit factors on Form 990, Schedule H—
maintain an open medical staff policy; have a board of directors drawn
from the community; and use surplus funds to improve facilities,
equipment, and patient care. Rather, IRS asks hospitals to describe
narratively additional information important to understanding the full
scope of the community benefits they provide. In doing so, those three
factors are suggested only as examples they could use in their

description.

This reporting structure can affect the comprehensiveness and
consistency with which a tax-exempt hospital presents its community
benefits:

e |t creates uncertainty about where information on certain types of
activities should be reported. For example, hospital
representatives we spoke to said some of their members are
confused about whether they should report information under
community benefits or community building activities.

e |t generally precludes tax-exempt hospitals from specifically
identifying the amount of surplus funds used to improve facilities,
equipment, and patient care. According to IRS officials, those
costs are located on the main Form 990. However, the information
to which IRS referred—functional expenses and the hospital's
overall balance sheet—do not break out costs attributable to the
improvement of facilities, equipment, or patient care.

e |t could result in potentially incomplete information on how
hospitals are providing community benefits. For example, our
analysis of hospitals’ Form 990, Schedule H filings for tax years
2015 through 2018 identified hospitals that described their open
medical staff policy and how their board of directors was made up
of members from the community. These hospitals also provided
numerous examples of how they used surplus funds to improve
their facilities and patient care. Conversely, we identified other
hospitals that did not address whether they had an open medical
staff policy, a board of directors drawn from the community, or the
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use of surplus funds to improve patient care, facilities, or
equipment.

¢ It limits the comprehensiveness of publicly available data. IRS
releases quantitative, machine-readable files on the community
benefits reported by each tax-exempt hospital on Form 990,
Schedule H.33 However, the files do not contain any community

benefit information that hospitals describe narratively.

We have previously reported on the importance of transparently reporting
open government data.34 Specifically, we reported that data designed to
be open to the public should be provided in useful formats, such as
ensuring users have detailed and disaggregated data. In addition,
agencies should facilitate data discovery for all users, such as utilizing
central data repositories and catalogues to help users easily find the data
they seek.

IRS officials told us that the current Form 990, Schedule H is sufficient, as
it allows tax-exempt hospitals to fully identify and describe their
community benefit activities throughout the form. IRS officials also stated
that Form 990, Schedule H does not specifically ask about surplus costs
for facilities, equipment, and patient care because that information is
already reported by hospitals in another part of Form 990. IRS officials
said they believe that revising the form to include more specific
information would put undue burden on hospitals. According to IRS
officials, hospitals often use prior forms to update their information, and
changes to a form could make it challenging to do so. Additionally,
officials said that new forms take time to design and vet.

However, the Form 990, Schedule H, as it is currently structured, does
not enable tax-exempt hospitals to demonstrate clearly for the public the
extent to which they provide community benefits. Furthermore, the
reliance on an optional narrative answer for some factors results in data
that potentially provide an incomplete picture of a hospital's community
benefits. A revised Form 990, Schedule H that enables tax-exempt
hospitals to present community benefit information clearly, consistently,
and comprehensively could help IRS, Congress, and the broader public

33Forms 990 are disclosable to the publicand can be requested by submitting Form 4506 -
A

34GAQ, Treasury Could Better Align USAspending.gov with Key Practices and Search
Requirements, GAO-19-72 (Washington,D.C.: Dec. 13, 2018).
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better understand the full scope of the community benefits a hospital
provides and whether the benefits sufficiently justify a tax exemption.

IRS Does Not Require Hospitals to Report Community Benefit
Expenses by Facility

Form 990, Schedule H directs tax-exempt hospitals to report their
community benefit expenses at the hospital organization level rather than
at the facility level. Therefore, hospital organizations report community
benefits in the aggregate for all of their facilities. For example, a hospital
organization reports the amount of charity care it provides and its costs
for medical training, education, and research for all of its facilities as a
whole, not for each facility.

In tax year 2016, 46 percent of hospital facilities were part of a hospital
organization, and therefore those facilities’ community benefit expenses
were reported as part of the organization as a whole. For example, a
hospital organization with five facilities could report $24 million in
community benefit expenses on its Form 990, Schedule H. In that case, it
would not be transparent how much each facility contributed to the total.
Two of the facilities could contribute $12 million each in community
benefit expenses, while the other three contribute none. Alternatively, the
community benefit expenses reported by independent hospital facilities
would be transparent (see figure 3).
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Figure 3. lllustration of Community Benefit Data Reported by Hospital Organizations and Independent Hospitals

HOSPITAL FACILITIES THAT ARE PART

OF AN ORGANIZATION INDEPENDENT HOSPITAL FACILITY
— Hospital A — Hospital B
* 5 hospitals 1 hospital

Form 990 | Schedule H

*$24m in total
community benefit
spending

*$3m in community
benefit spending  Form 990 | Schedule H

Community
benefits

reported for the Community
organization benefits

| reported for

the facility

Source: GAO. | GAO-20-679
Congress and the executive branch have previously signaled the
importance of tax-exempt hospitals reporting information on hospital
facilities by including in the Patient Protection and Affordable Care Act
(PPACA) requirements for those hospitals to create community health
needs assessments and associated implementation plans for each of
their facilities. Furthermore, Standards for Internal Control in the Federal
Government states that an organization should use quality information to
achieve its objectives and communicate that information externally. These
standards also call for management to design and implement internal
controls within programs based on the related benefits and costs.35

IRS officials told us that the agency requires a tax-exempt hospital to
report its community benefit expenses on their Form 990, Schedule H at
the organization level because the IRC provides a tax exemption at the
organizational level, not the facility level. IRS directs hospital
organizations to report information about PPACA requirements at the

35GAQ, Standardsfor Internal Control in the Federal Government, GAO-14-704G
(Washington, D.C.: September2014).
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facility level on the form because it is legally required.3¢ Because hospitals
are now required by PPACA to provide information at the facility level,
reporting all information at the facility level could potentially reduce the
burden of aggregating data to the organization level. However, IRS has
not assessed the benefits and costs of requiring hospitals to report their
community benefit expenses at the facility level. Without doing so, IRS
may be missing an opportunity to collect information that would more
clearly and transparently demonstrate the benefits tax-exempt hospitals
provide to the communities in which they operate. This information, in
turn, would allow Congress, IRS, and the public to weigh the costs and
benefits of the hospital’s tax exemption.

IRS Could Improve Oversight of PPACA
Community Benefit Requirements

IRS Verifies Hospitals’ Self-Reported Compliance with the
Four PPACA Requirements

IRS requires hospitals to self-report compliance with all four PPACA
requirements on Form 990, Schedule H, Part V.37 Hospitals must answer
a series of yes or no questions for each of the four PPACA requirements.
For example, they must answer the question, “During the tax year or
either of the two immediately preceding tax years did the hospital facility
conducta community health needs assessment?”

The Tax Exempt and Government Entities (TE/GE) division of IRS verifies
many aspects of the hospitals’ reports during its triennial Community
Benefit Activity Reviews (CBAR). Using guidance called the ACA Desk
Guide, TE/GE revenue agents answer a list of questions to review how
hospitals comply with the PPACA requirements. These questions are
primarily tied to the questions on the Form 990, Schedule H, Part V, but
also include follow-up questions that depend on hospitals’ responses. For

3626 U.S.C. § 501(r).

37Those requirements are to (1) conduct a communityhealth needs as sessmentevery 3
years and develop an implementation plan forhow it will address those needs; (2) publish
a written financial assistance policy; (3) not charge individuals eligible forfinancial
assistance more formedical services than they do patients with insurance;and (4) not
take extraordinary collection actions againstan individual before the hospital determines
whetherthatindividualis eligible forfinancial assistance.
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example, the guide asks revenue agents to verify that the hospital
conducted a community health needs assessment, but also includes
detailed questions on how it was conducted.

TE/GE revenue agents determine a hospital organization’s compliance by
collecting information from a range of public sources, but they do not
contact the organization itself when conducting the CBAR .38 If the
revenue agent cannot verify a hospital's compliance with all the PPACA
requirements, the hospital is to be referred for audit.3® Over the period
from fiscal years 2015 through 2019, TE/GE conducted more than 4,700
CBARs and referred almost 1,000 tax-exempt hospitals for audit because
they identified a potential PPACA violation (see figure 4). Figure 4 shows
that there was an initial rise in the number of CBARs conducted.
According to TE/GE officials, changes in the number of CBARs
conducted are due to several factors, including openings, closings, and
mergers, as well as refinements in selection criteria.

38Public sources revenue agents are instructed to use include Google, Medicare, and
state and hospital websites.

39Revenue agents may also refera hospital fora compliance check. A compliance check,
while less detailed than an audit, consists ofa more thorough review than the CBAR and
is used to determineifthe hospitalis adhering to recordkeeping and reporting
requirements and ifits activities are consistentwith its state d tax-exempt purpose. It does
not relate to determining taxliability or verifying the hospital’s responses coincide with its
records.
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Figure 4: Results of Community Benefit Activity Reviews (CBAR), Fiscal Years
2015-2019
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Note: Hospitals can demonstrate their charitable purpose by providing services that benefit their
communities.

Both TE/GE enforcement of the PPACA requirements and an increase in
self-reported compliance may have contributed to the recent decline in
referrals. As part of that enforcement, TE/GE has issued more than 300
written advisories and levied excise taxes on 40 noncompliant hospitals
from CBARs and resulting audits from fiscal years 2015 through 2018. In
addition, representatives from tax-exempt hospitals told us that TE/GE’s
reviews have been thorough. For example, they cited instances in which
IRS required their hospitals to provide additional documentation to
support information they reported on the Form 990, Schedule H. Our
analysis of Form 990, Schedule H data shows that hospitals’ self-reported
compliance increased each year from fiscal years 2014 to 2016 (see table

1).

|
Table 1: Percent of Tax-Exempt Hospitals Reporting Compliance with Patient
Protection and Affordable Care Act Requirements, by Tax Year

Category 2014 2015 2016
ConductCommunityHealth Needs 85 89 90
Assessments Every 3 Years

Maintain a Financial Assistance Policy 16 33 62
Seta Limiton Charges 91 92 94
Set Billing and Collections Limits 56 70 77

Source: GAO analysis of Internal Revenue Senvice data. | GAO-20-679

Page 22 GAO-20-679 Tax Exempt Hospitals



Letter

TE/GE Could Improve Its Review of Hospitals’
Community Benefit Activities

IRS referred almost 1,000 hospitals to its audit division for potential
PPACA violations from fiscal years 2015 through 2019. However, IRS
could not identify whether any of these referrals related to community
benefits. Our analysis of schedule H data indicates there were hospitals
that could have been at risk for noncompliance with the community
benefit standard during a similar period (see table 2).
.

Table 2: Number of Hospital Organizations with Little to No Community Benefit
Spending, Tax Years 2014-2016

Category 2014 2015 2016
No financial assistance 64 68 48
No communitybenefitspending 48 45 30
Less than 1 percent community 142 137 108

benefitspending

Source: GAO analysis of Internal Revenue Senvice data. | GAO-20-679

Note: Financial assistance includes financial aid (i.e., charity care), Medicaid, and other means-tested
government programs. The calculation of community benefit corrects for hospitals that reported
negative spending values due to excess off-setting revenues, such as grants or Medicaid
reimbursements.

Specifically, we identified 30 hospitals in 2016 that reported no spending
on community benefits, as shown in table 2.40 TE/GE states that it sends
back forms that are materially incomplete and requests that hospitals
complete the missing information; however, we found that some of the
hospitals left the required community benefit section of Form 990,
Schedule H blank. These hospitals may have actually spent funds on
community benefit activities, but did not complete the form. Other
hospitals reported spending amounts that were approximately 0 percent
of expenses .41

In addition to requiring IRS to review hospitals’ compliance with the
PPACA requirements, PPACA required IRS to review information about
hospitals’ community benefit activities at least every 3 years. However,

40The calculation of communitybenefitspending included directoffsetting revenue, such
as grants or Medicaid reimbursements thatcould resultin zero net spending.

41]RS agents in the Statistics of Income group in the Research Applied Analytics and
Statistics Division correct some ofthe Form 990, Schedule H data for obvious errors
before posting the publicfiles onto IRS’s website. However, those changes do notextend
to the forms themselves that TE/GE officials would reviewin a CBAR.
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TE/GE does not have a well-documented process, such as clear
instructions on referring hospitals for audit during its triennial reviews or
automated queries to identify hospitals at risk for noncompliance with the
community benefit standard. TE/GE also does not have a way to track
audits related to tax-exempt hospitals’ community benefit activities.

Referring Hospitals for Audit

TE/GE revenue agents are to follow the ACA Desk Guide to conduct their
triennial reviews of hospitals’ community benefit activities. The ACA Desk
Guide states that the purpose of the CBAR is to determine if hospitals are
compliant with the community benefit standard as well as the additional
requirements for tax-exempt hospitals in PPACA. It also states that the
CBAR survey addresses “501(r)” questions, which relate specifically to
PPACA requirements. However, the instructions for conducting CBARs
do not identify how or when a revenue agent should refer a hospital at
risk of providing insufficient community benefits for audit.

The instructions for conducting CBARSs provide general guidance for the
types of issues that a revenue agent may identify. However, this guidance
does not specifically include potential noncompliance with the community
benefit standard. While there are specific questions that address the
community benefit factors, there is no direction on when a hospital should
be referred for audit if the revenue agent is unable to verify the factor.
According to TE/GE officials, during the CBAR, revenue agents may refer
a hospital for audit because it provides insufficient community benefits,
but the agents do not have guidance that would enable them to make this
determination consistently.

The ACA Desk Guide has specific questions related to community
benefits. These include questions concerning whether the hospital:
¢ maintains a financial assistance policy;
e budgets amounts for free or discounted care;

e operates an emergency room, open to all without regard for ability
to pay;

¢ maintains medical staff at each facility that is open or if it is
restricted to a certain group of physicians;

e maintains a governing body that is composed of a majority of
members of the community; or
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e uses surplus funds to improve patient care, expand facilities, or
advance medical education and research.

TE/GE officials stated that these questions ask the revenue agent to
verify that the organization demonstrates these community benefit

factors.

However, those questions simply ask revenue agents if they can verify
that the hospitals reported in the affirmative; during the CBAR review, the
revenue agent is not able to request any more detailed information on the
amount of care provided or activities conducted. During an audit, an
examiner can request additional information. Further, the guide does not
indicate which or how many of those questions that the revenue agent is
unable to verify justifies referring the hospital for audit.

According to IRS officials, the decision to refer the hospital for an audit is
based on the facts and circumstances of each review conducted.
Updating the instructions for conducting the CBARs to more clearly direct
revenue agents on how to identify and recommend for audit tax-exempt
hospitals at risk of providing insufficient community benefits could help
ensure that revenue agents are identifying hospitals that are potentially
noncompliant with the community benefit standard.

According to TE/GE officials, the CBAR reviews are IRS’s primary
method used for overseeing hospitals’ tax-exempt status. TE/GE will
accept referrals for audit independent of the CBAR, such as those
resulting from audit selections based on the Form 990 that did not relate
specifically to hospitals. However, it does not have a system outside the
CBAR for identifying hospitals at risk for providing insufficient community
benefits. According to TE/GE officials, TE/GE only reviews Form 990 data
during the CBAR.

TE/GE uses models to analyze data from the Form 990 that most tax-
exempt organizations file. Those models include questions to identify
responses on returns that may indicate noncompliance because they do
not meet certain criteria or expected values. Although a hospital may be
selected for an audit as a result of these automated queries, none of the
queries address the community benefit standard or apply to the schedule
H that a hospital includes with its Form 990. According to TE/GE officials,
hospitals with little to no community benefit expenses would be indicative
of potential noncompliance and may warrant an audit. However, as
discussed below, TE/GE was unable to provide us evidence that it
conducts reviews specifically related to hospitals’ community benefits.
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TE/GE officials stated that of 37 hospitals that reported zero or negative
community benefit spending in tax year 2016, 21 were referred for
examination or compliance check as a result of their CBAR reviews.42 Six
of the hospitals were referred for audit based on CBAR review of the
2016 Form 990. The other 15 referrals were made based on other tax
years. In all these cases, the referrals were made as a result of possible
issues with the financial assistance policy or community health needs
assessment. TE/GE officials said that the other 16 hospitals that reported
no spending on community benefits were not referred for audit because
they met the PPACA requirements. According to TE/GE officials, these
requirements address community benefit issues as they relate to financial
assistance policies and community health needs assessments, but they
do not necessarily address the facts and circumstances determination of
meeting the community benefit standard.

TE/GE officials also said automated queries for selecting hospitals to
audit related to the community benefit standard are not needed because
the entire population of hospitals is reviewed at least every 3 years during
the CBAR. TE/GE officials stated that, through these reviews, IRS
collects information necessary for its role in administering the tax law.
Risk-based audit selection methods, such as automated queries to flag
values below certain percentages, could help better identify a hospital at
risk for noncompliance rather than relying solely on the CBAR reviews.

PPACA requires IRS to review, at least once every 3 years, the
community benefit activities of each hospital organization subject to the
PPACA provisions.43. A well-documented and consistently implemented
process for identifying hospitals at risk for noncompliance with the
community benefit standard would help IRS ensure it is effectively
reviewing hospitals’ community benefit activities.

Tracking Review of Hospitals’ Community Benefit Activities

TE/GE also does not have a way to track audits related to tax-exempt
hospitals’ community benefit activities. Specifically, it does not have a
way to determine if hospitals are being selected for audit for potential
noncompliance related to community benefits during a CBAR. Hospitals

42\We provided IRS with a listof 37 hospitals that,based on ourreview of Form 990,
Schedule H data, reported zero or negative net communitybenefitspending fortax year
2016.This numberis largerthanthe amountreported in table 2, because the values in
table 2 correct for the cases forwhich hospitals reported negative spending in Medicaid.

43PPACA, Pub. L. No. 111-148, title IX, subtitie A, § 9007(c), 129 Stat. 119, 857 (2010).
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can also be referred for audit through channels outside of the CBAR and
not all cases referred for audit are accepted for audit. IRS also does not
have a method to track how many hospitals have actually been audited
based on potential noncompliance with community benefits.

According to TE/GE, it uses audit issue codes that differentiate between
PPACA-related noncompliance and other noncompliance. Revenue
agents and examiners use the same set of codes for PPACA-related
issues—revenue agents use them to indicate a deficiency with PPACA
found during a CBAR review and examiners use them to identify issues
found while conducting an audit. TE/GE designates these codes “ACA,”
and they include seven specific categories related to the individual
PPACA requirements. According to TE/GE, issues unrelated to the
PPACA requirements, such as having unrelated business income, are
labeled “non-ACA.” However, there are no codes related to potential
noncompliance with the community benefit standard.

According to IRS, from 2016 through 2019, fewer than 10 cases each
year were referred to its audit division during the CBAR for an issue not
related to PPACA. As stated above, IRS officials told us that they could
not identify whether any tax-exempt hospitals were referred to its audit
division from 2016 through 2019 for potentially providing insufficient
community benefits.

According to TE/GE officials, if a hospital was referred for audit due to
concerns about the community benefits it was providing, a revenue agent
would probably use one of the non-ACA codes, such as “operational
requirements” or possibly “disqualifying operations.” Officials further
stated TE/GE does not have an issue code specifically related to
‘community benefit” because the community benefit standard relates to
qualification for exemption, which has existed since 1969. According to
TE/GE officials, the codes they currently use in the CBAR were
implemented specifically for tracking issues related to the PPACA
provisions identified during CBARs and not for issues with qualification for
exemption. They also said it would be inefficient to have codes that
identify every type of exemption or operational issue that could be
encountered in a case.

Standards for Internal Control in the Federal Government states that
agencies should design information systems to obtain and process
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information to meet the agency’s objectives.44 This design allows the
agency to effectively monitor its operations and ensure it is meeting its
goals.

Similar to how IRS established seven issue codes for the PPACA
provisions, establishing codes for the six community benefit factors would
allow IRS to track audit activity related to community benefits. These
codes for community benefit issues would enable revenue agents to
indicate in their respective review summaries that a hospital is being
referred for audit based on potential noncompliance with the community
benefit standard. In addition, these codes would enable TE/GE to
systematically track whether examiners found deficiencies in how
hospitals provide community benefits during their audits. This information
would enable IRS to demonstrate to Congress and the public that
hospitals’ community benefit activities are being reviewed and whether
hospitals are complying with the community benefit standard.

Conclusions

Hospitals have been able to receive a tax exemption since their inception.
The reasons for that exemption have changed over time from a focus on
charity to a focus on providing community benefits. Congress and the
executive branch have taken steps to bolster IRS’s oversight of tax-
exempt hospitals, including establishing additional requirements to better
ensure that hospitals are adequately serving their communities. However,
the lack of clarity in the law regarding what types of activities hospitals
should be engaged in to justify that tax exemption make it challenging for
IRS to ensure effective oversight.

IRS has identified factors that demonstrate community benefits, but the
agency does not require any one factor to be satisfied and it audits
hospitals on a facts and circumstances basis. These factors vary
significantly from activities that demonstrate direct benefits, such as using
surplus funds for patient care, to broader concepts of community benefit,
such as general medical research. The data IRS collects to provide the
public with information on the policies, activities, and community benefits
that hospital facilities provide are not clear or detailed, reducing both the
transparency of hospitals’ activities and IRS’s ability to effectively verify
the benefits hospitals provide to their communities. IRS actively reviews

44GAQ, Standardsfor Internal Control in the Federal Government, GAO-14-704G
(Washington, D.C.: September2014).
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hospitals’ compliance with PPACA requirements. However, IRS does not
have a well-documented process to ensure or demonstrate it is
consistently reviewing the community benefits hospitals provide. By
taking steps to improve its oversight of hospitals’ tax-exempt status, IRS
could provide Congress and the public with confidence that these
hospitals are adequately serving their communities.

Matter for Congressional Consideration

Congress should consider specifying in the IRC what services and
activities it considers sufficient community benefit. (Matter for

Consideration 1)

Recommendations for Executive Action

We are making the following four recommendations to IRS:

The Commissioner of Internal Revenue should update Form 990,
including Schedule H and instructions where appropriate to ensure that
the information demonstrating the community benefits a hospital is
providing is clear and can be easily identified by Congress and the public,
including the community benefit factors. (Recommendation 1)

The Commissioner of Internal Revenue should assess the benefits and
costs, including the tax law implications, of requiring tax-exempt hospital
organizations to report community benefit expenses on Schedule H by
individual facility rather than by collective organization and take action, as
appropriate. (Recommendation 2)

The Commissioner of Internal Revenue should establish a well-
documented process to identify hospitals at risk for noncompliance with
the community benefit standard that would ensure hospitals’ community
benefit activities are being consistently reviewed. (Recommendation 3)

The Commissioner of Internal Revenue should establish specific audit

codes for identifying potential noncompliance with the community benefit
standard. (Recommendation 4)
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Agency Comments

We provided a draft of this report to the Commissioner of Internal
Revenue for review and comment. IRS provided written comments,
reproduced in appendix ll, stating that it agreed with GAO’s
recommendations. In addition, after a discussion with the IRS
Commissioner for Tax Exempt and Government Entities and other senior
program officials on August 20, 2020, we clarified two recommendations.
First, we clarified Recommendation 1 to include updating instructions
where appropriate and to ensure the information addresses the
community benefit factors. Second, we clarified Recommendation 2 to

include tax law implications as part of assessing the benefits and costs.

As agreed with your offices, unless you publicly announce the contents of
this report earlier, we plan no further distribution until 30 days from the
report date. At that time, we will send copies of this report to the
appropriate congressional committees, Commissioner of Internal
Revenue, and other interested parties. In addition, the report will be
available at no charge on the GAO website at http://www.gao.gov.

If you or your staff have any questions about this report, please contact
me at (202) 512-9110 or lucasjudyj@gao.gov. Contact points for our
offices of Congressional Relations and Public Affairs are on the last page
of this report. GAO staff who made key contributions to this report are
listed in appendix lI.

i

Jessica Lucas-Judy
Director, Strategic Issues
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Appendix |: Objectives,
Scope, and Methodology

This report assesses the Internal Revenue Service’s (IRS) (1) oversight of
how tax-exempt hospitals provide community benefits, and (2)
enforcement of requirements related to tax-exempt hospitals included in
the Patient Protection and Affordable Care Act (PPACA).

To assess IRS’s oversight of how tax-exempt hospitals provide
community benefits we reviewed relevant provisions of the Internal
Revenue Code, Department of the Treasury regulations, revenue rulings,
and guidance. We assessed IRS’s oversight efforts against relevant
federal internal control standards and our criteria for a good tax system.
The relevant internal control principles focus on using and communicating
quality information and designing information systems to achieve
objectives and respond to risks. The criteria for a good tax system
describe principles of transparency and administrability.2 We also
reviewed IRS policies, procedures, audit plans, and determining factors
for reviewing tax-exempt hospitals.

We examined data on community benefit information hospitals report
from Forms 990, Schedule H, which hospitals are required to file with IRS
documenting the community benefits they provide. Those data were
obtained from IRS Statistics of Income (SOI) public microdata files that
cover the entire population of tax-exempt hospitals for tax year up to
2016, the most recent year available at the time of our review. While we
found instances in which some sections of the form H were incomplete,
we determined that the data were sufficiently reliable for addressing our
objectives. We made this determination by performing detailed tests for
errors or discrepancies and interviewing SOI officials on their procedures
for preparing the data.

126 U.S.C. § 501(r).

2GAQ, Standards for Internal Control in the Federal Government, GAO-14-704G
(Washington,D.C.: September2014), and Understanding the Tax Reform Deb ate:
Background, Criteria, and Questions, GAO-05-1009SP (Washington,D.C.: September
2005).
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To assess IRS’s enforcement of requirements related to tax-exempt
hospitals included in PPACA, we reviewed its primary guidance for Tax
Exempt and Government Entities (TE/GE) reviewers—the ACA Desk
Guide—to determine what topics their triennial reviews of hospitals cover.
We also analyzed TE/GE'’s audit referral system to determine the steps
IRS has in place to enforce hospitals’ compliance with the PPACA
provisions and the community benefit standard. We compared data on
Forms 990, Schedule H on hospitals’ self-reported compliance with
PPACA and their reported community benefits with the triennial review
guidance.

In addition, we interviewed selected interest groups representing both tax-
exempt and for-profit hospitals to obtain their views on the clarity and
enforcement of the community benefit standard and requirements
included in PPACA. To identify these groups, we reviewed our past
reports on tax-exempt hospitals that yielded an initial list of seven groups.
Two of those groups declined to participate. The remaining groups that
we spoke to were: American Hospital Association, Association of
American Medical Colleges, Catholic Health Association of the United
States, Federation of American Hospitals, and Healthcare Financial
Management Association. In each of those interviews, we solicited
suggestions for other groups to interview that yielded one group not
already included. That group also declined to be interviewed.

We also spoke to national patient advocacy groups that represent broad
patient interests. We initially identified five groups by soliciting
suggestions from our own health specialists and methodologists. Two
declined to be interviewed and we solicited suggestions for other groups
to contact during our interviews with the three remaining groups identified.
Those groups were Families USA, American Public Health Association,
and Community Catalyst. They suggested additional groups to interview
that were either part of our hospital group interviews, policy group
interviews, or outside our scope.

Lastly we conducted a detailed literature review to identify groups that
have written on the policy implications related to tax-exempt hospitals. In
addition to numerous academic, government, and trade publications, it
also yielded nine articles from think tanks. Based on the results of the
think tank articles we interviewed the following organizations: Hilltop
Institute, Commonwealth Fund, Baker Institute for Public Policy,
Brookings Institute, and Urban Institute. The results of our interviews with
interest groups, advocacy groups, and think tanks may not represent the
views of all groups involved in or with an interest in tax-exempt and for-

Page 32 GAO-20-679 Tax Exempt Hospitals



AppendixI: Objectives, Scope, and
Methodology

profit hospitals. However, they illustrate a range of perspectives on these
topics.
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DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE
WASHINGTON, DC 20224

DEPUTY COMMISSIONER

September 2, 2020

Jessica K. Lucas-Judy

Director, Strategic Issues

United States Government Accountability Office
441 G Street, NW

Washington, DC 20548

Dear Ms. Lucas-Judy:

Thank you for the opportunity to review the draft report of the Government
Accountability Office, GAO-20-679, entitled Tax Administration: Opportunities Exist
to Improve Oversight of Hospitals’ Tax-Exempt Status (job code 103426). We
appreciate the analysis in the report, which observes that administration of the tax law in
this area presents challenges.

Over the past years, the Internal Revenue Service (IRS) has worked toward continuous
improvement of tax administration for tax-exempt hospitals. In 2008, the IRS concluded
a study of tax-exempt hospitals and used this information to develop the Form 990,
Schedule H. This Schedule was designed, with stakeholder input and consultation, to
collect uniform information from tax-exempt hospitals with respect to the community
benefit standard described in Revenue Ruling 69-545. In 2010, we implemented key
provisions of the Affordable Care Act (ACA) addressing additional, statutorily mandated
requirements that must be met by hospitals that are tax-exempt under Section 501(c)(3)
of the Internal Revenue Code. As noted in the report, the ACA also requires the IRS to
conduct a review of the community benefit activities of every tax-exempt hospital at
least every three years. We quickly instituted a program to conduct those reviews, and
we continue to review these organizations. We have also engaged in education with
respect to the various requirements, and we have seen the positive results of this
outreach in the form of increased compliance in the sector.

It is true that there are challenges with respect to administration of the community
benefit standard, which requires consideration of “all of the relevant facts and
circumstances in each case” and under which “the absence of particular factors [set out
in Revenue Ruling 69-545] or the presence of other factors will not necessarily be
determinative.” See Rev. Rul. 69-545, 1969-2 C.B. 117. Those challenges are a product
of the inherent flexibility required under the existing legal guidance to ensure that
hospitals’ activities are considered in the context of their own communities. This is
something the IRS continues to address, and to that end, we have fully considered each
of your recommendations. There are inherent advantages and disadvantages of
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imposing either a standard or a rule, a question of policy on which the IRS must defer to
the Department of the Treasury and the Congress.

We appreciated the opportunity to review and comment on the draft report. Responses
to your specific recommendations to the IRS are enclosed. If you have questions,
please contact me, or a member of your staff may contact Maria D. Hooke, Director,
Compliance Planning and Classification, at 214-413-5500.

Sincerely,

Digitally signed by Sunita B.

Sunita B. Lough tows

Date: 2020.09.02 20:56:49 -04'00"

Sunita Lough
Deputy Commissioner for
Services and Enforcement

Enclosure

Page 36 GAO-20-679 Tax Exempt Hospitals



AppendixIl: Comments from the Internal
Revenue Service

Enclosure

Matter for Congressional Consideration:
Congress should consider specifying in the IRC what services and activities it considers
sufficient community benefit.

Comment:
No comment from the IRS.

Recommendation 1: The Commissioner of Internal Revenue should update Form 990,
including Schedule H and Instructions where appropriate to ensure that the information
demonstrating the community benefits a hospital is providing is clear and can be easily
identified by Congress and the public, including the community benefit factors.

Comment:

The IRS agrees with this recommendation. The current Form 990, including Schedule H
allows for, but is not limited to, reporting on the six factors identified in Revenue Ruling
69-545. Those six factors were relevant in the application of the law to the particular set
of facts in that revenue ruling, but as indicated in the revenue ruling itself, no factor is
determinative in every instance, and other factors may be relevant. The current Form
990, including Schedule H thus appropriately provides flexibility to report information on
“all of the relevant facts and circumstances” regarding the demonstration of community
benefit. Nevertheless, the IRS will review and revise forms and/or instructions to further
clarify and allow for clear identification of information that demonstrates community
benefit as appropriate.

Recommendation 2:

The Commissioner of Internal Revenue should assess the benefits and costs, including
the tax law implications, of requiring tax-exempt hospital organizations to report
community benefit expenses on Schedule H by individual facility rather than by
collective organization and take action, as appropriate.

Comment:

The IRS agrees with this recommendation. The IRS will assess the benefits and costs
of requiring community benefit reporting on a facility-by-facility basis and will take action
as appropriate. As part of the assessment, IRS will take into account that under pre-
existing law, tax exemption is granted and the community benefit standard is therefore
applicable at the organizational level. On the other hand, as enacted by Congress in
2010, the ACA imposes additional requirements codified in Section 501(r) that must be
met, specifically, on a facility-by-facility basis.

Recommendation 3:

The Commissioner of Internal Revenue should establish a well-documented process to
identify hospitals at risk for non-compliance with the community benefit standard that
would ensure hospitals’ community benefit activities are being constantly reviewed.
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Comment:

The IRS agrees with this recommendation. Where compliance with the existing
community benefit standard is based on “all of the relevant facts and circumstances,” it
would not be feasible to identify uniformly applicable indicators of noncompliance with
the standard. However, IRS will update instructions and procedures to improve
documentation of the relevant community benefit facts and circumstances considered
during a review.

Recommendation 4:
The Commissioner of Internal Revenue should establish specific audit codes for
identifying potential non-compliance with the community benefit standard.

Comment:

While potential noncompliance with the community benefit standard is an “operational
issue” for which there are existing codes, the IRS continually seeks to improve its
processes. Accordingly, the IRS agrees with this recommendation and will establish an
Exam Issue Code to more specifically identify potential non-compliance with the
community benefit standard.
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Appendix lll: GAO Contact
and Staff Acknowledgments

GAO Contact

Jessica Lucas-Judy, (202) 512-9110 or LucasJudyJ@gao.gov

Staff Acknowledgments

In addition to the contact named above, Sonya Phillips (Assistant
Director), Jennifer G. Stratton (Analyst-in-Charge), William R. Chatlos,
Steven Flint, Robert Gebhart, James A. Howard, Matthew Levie, Ed
Nannenhorn, Cynthia Saunders, Sonya Vartivarian, Daniel Webb, and

Alicia White made key contributions to this report.
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Data Table

Accessible Data for Figure 4: Results of Community Benefit Activity Reviews
(CBAR), Fiscal Years 2015-2019

Fiscal Community Benefit Hospitals/hospitals organizations referred for
Year Activity Reviews examination for a potential Patient Protection
conducted and Affordable Care Act violation
2015 813 52
2016 968 339
2017 1193 388
2018 988 131
2019 750 49
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Agency Comment Letter

Accessible Text for Appendix || Comments from the
Internal Revenue Service

Page 1
September 2, 2020

Jessica K. Lucas-Judy

Director, Strategic Issues

United States Government Accountability Office
441 G Street, NW

Washington, DC 20548

Dear Ms. Lucas-Judy:

Thank you for the opportunity to review the draft report of the Government
Accountability Office, GAO-20-679, entitled Tax Administration:
Opportunities Exist to Improve Oversight of Hospitals’ Tax-Exempt Status
(job code 103426). We appreciate the analysis in the report, which
observes that administration of the tax law in this area presents
challenges.

Over the past years, the Internal Revenue Service (IRS) has worked
toward continuous improvement of tax administration for tax-exempt
hospitals. In 2008, the IRS concluded a study of tax-exempt hospitals and
used this information to develop the Form 990, Schedule H. This
Schedule was designed, with stakeholder input and consultation, to
collect uniform information from tax-exempt hospitals with respectto the
community benefit standard described in Revenue Ruling 69-545. In
2010, we implemented key provisions of the Affordable Care Act (ACA)
addressing additional, statutorily mandated requirements that must be
met by hospitals that are tax-exempt under Section 501(c)(3) of the
Internal Revenue Code. As noted in the report, the ACA also requires the
IRS to conduct a review of the community benefit activities of every tax-
exempt hospital at least every three years. We quickly instituted a
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program to conduct those reviews, and we continue to review these
organizations. We have also engaged in education with respectto the
various requirements, and we have seen the positive results of this
outreach in the form of increased compliance in the sector.

It is true that there are challenges with respect to administration of the
community benefit standard, which requires consideration of “all of the
relevant facts and circumstances in each case” and under which “the
absence of particular factors [set out in Revenue Ruling 69-545] or the
presence of other factors will not necessarily be determinative.” See Rev.
Rul. 69-545, 1969-2 C.B. 117. Those challenges are a product of the
inherent flexibility required under the existing legal guidance to ensure
that hospitals’ activities are considered in the context of their own
communities. This is something the IRS continues to address, and to that
end, we have fully considered each of your recommendations. There are
inherent advantages and disadvantages of

Page 2

imposing either a standard or a rule, a question of policy on which the IRS
must defer to the Department of the Treasury and the Congress.

We appreciated the opportunity to review and comment on the draft
report. Responses to your specific recommendations to the IRS are
enclosed. If you have questions, please contact me, or a member of your
staff may contact Maria D. Hooke, Director, Compliance Planning and
Classification, at 214-413-5500.

Sincerely,

Sunita Lough

Deputy Commissioner for Services and Enforcement

Enclosure

Page 3

Enclosure

Matter for Congressional Consideration:
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Congress should consider specifying in the IRC what services and
activities it considers sufficient community benefit.

Comment:

No comment from the IRS.

Recommendation 1: The Commissioner of Internal Revenue should
update Form 990, including Schedule H and Instructions where
appropriate to ensure that the information demonstrating the community
benefits a hospital is providing is clear and can be easily identified by
Congress and the public, including the community benefit factors.

Comment:

The IRS agrees with this recommendation. The current Form 990,
including Schedule H allows for, but is not limited to, reporting on the six
factors identified in Revenue Ruling 69-545. Those six factors were
relevant in the application of the law to the particular set of facts in that
revenue ruling, but as indicated in the revenue ruling itself, no factor is
determinative in every instance, and other factors may be relevant. The
current Form 990, including Schedule H thus appropriately provides
flexibility to report information on “all of the relevant facts and
circumstances” regarding the demonstration of community benefit.
Nevertheless, the IRS will review and revise forms and/or instructions to
further clarify and allow for clear identification of information that
demonstrates community benefit as appropriate.

Recommendation 2:

The Commissioner of Internal Revenue should assess the benefits and
costs, including the tax law implications, of requiring tax-exempt hospital
organizations to report community benefit expenses on Schedule H by
individual facility rather than by collective organization and take action, as
appropriate.

Comment:

The IRS agrees with this recommendation. The IRS will assess the
benefits and costs of requiring community benefit reporting on a facility-
by-facility basis and will take action as appropriate. As part of the
assessment, IRS will take into account that under pre- existing law, tax
exemption is granted and the community benefit standard is therefore
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(103426)

applicable at the organizational level. Onthe other hand, as enacted by
Congress in 2010, the ACA imposes additional requirements codified in

Section 501(r) that must be met, specifically, on a facility-by-facility basis.
Recommendation 3:

The Commissioner of Internal Revenue should establish a well-
documented process to identify hospitals at risk for non-compliance with
the community benefit standard that would ensure hospitals’ community
benefit activities are being constantly reviewed.

Page 4

Comment:

The IRS agrees with this recommendation. Where compliance with the
existing community benefit standard is based on “all of the relevant facts
and circumstances,” it would not be feasible to identify uniformly
applicable indicators of noncompliance with the standard. However, IRS
will update instructions and procedures to improve documentation of the
relevant community benefit facts and circumstances considered during a
review.

Recommendation 4:

The Commissioner of Internal Revenue should establish specific audit
codes for identifying potential non-compliance with the community benefit
standard.

Comment:

While potential noncompliance with the community benefit standard is an
“operational issue” for which there are existing codes, the IRS continually
seeks to improve its processes. Accordingly, the IRS agrees with this
recommendation and will establish an Exam Issue Code to more
specifically identify potential non-compliance with the community benefit
standard.
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