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Tax compliance for
the new millennium:
IRS releases Discussion

Draft of redesigned
Form 990—Part 1l

By James R. King, ]D and Gerald M. Griffith, JD

Editor’s note: James R. King is a partner in
the Jones Day law firm in its Columbus,
Ohio office and a member of the Jones Day
Health Law and Tax Practices. Mr. King
is currently a Vice Chair of the American
Health Lawyers Association (AHLA) Tax
& Finance Practice Group. He may be
reached by telephone at 614/281-3928 or
by e-mail at jrking@jonesday.com

Gerald M. Griffith is a partner in the
Jones Day law firm in its Chicago office
and a member of the Jones Day Health
Law and Tax Practices. Mr. Griffith is a
former Chair of the AHLA Tax & Finance
Practice Group and a current member of
AHLA's Board of Directors. He may be
reached by telephone at 312/269-1507 or
by e-mail at ggriffith@jonesday.com.

Part I of this two-part series on IRS Form
990 appeared in the September 2007 issue
of Compliance Today.

he Discussion Draft of the redesigned

Form 990 contains a Core Form and

15 Schedules. For a full list of the
Schedules, please see Part 1 of the article.

Schedule H -Information for hospitals
Organizations that operate a facility that pro-
vides hospital or medical care must complete
new Schedule H, which covers community

benefit and other information for hospitals.

This new Schedule has five parts:
Part I - Community Benefit Report
Part IT - Billing and Collection Practices
Part III - Management Companies and
Joint Ventures
Part IV — General Information

Part V — Facility Information

Schedule H will, of course, be the key sched-
ule for all hospitals. It is where the rubber hits
the road for hospitals in telling their story
about how they meet the community benefit
standard for exemption. In that regard, the
eight pages of instructions that accompany
Schedule H provide readable and largely help-
ful definitions and clarifications for complet-
ing the schedule. In addition, the community
benefit portion of Schedule H is accompanied
by eight helpful Worksheets.! The Worksheets
are not to be filed as a part of the Form 990
filing, but are to be retained to support the

information provided on Schedule H.

IRS rationale and operating assumptions
The IRS explains some of its rationale in
designing Schedule H in the materials ac-
companying the Schedule. The IRS notes,

at one point, “In the hospital area, concerns
continue to be raised about whether there are
differences between for-profit and tax-exempt
hospitals. While the health care sector has
changed dramatically over the last forty years,
the general tax rules governing this sector

have not.”
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Data gathering for policy makers. The
inference here, of course, is that the data
collected in Schedule H can be used not only
to assist the IRS in enforcing the community
benefit standard, but also to compare the
operations of exempt hospitals with those of
non-exempt hospitals. Policy makers can then
use that data for future legislative efforts, if it
reveals that no material behavioral differences
exist to justify the current level of tax subsidy

that exempt hospitals enjoy.

Increased transparency. The IRS also stated,
“The proposed schedule is designed to
combat the lack of transparency surround-
ing the activities of tax-exempt organizations
that provide hospital or medical care.”
Regardless of whether a lack of transparency
existed in the past, the IRS clearly advances
transparency in the areas that Schedule H
addresses. Additionally, Schedule H will
make it possible to compare exempt hospitals
with for-profit hospitals and also with other
exempt hospitals of similar size and mission.
(It is likely, however, that in the early years of
reporting under the new regime, many “false
positives” will occur as hospitals learn the in’s
and out’s of how to consistently report all of

the information that Schedule H requires.)

IRS view of the substantive law. The IRS

then goes on to say that, “In drafting the
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schedule, the Service tried to quantify, in an
objective manner, the community benefit
standard applicable to tax-exempt hospitals.”
While the Discussion Draft does not make,
nor does it purport to make, any changes in
substantive law, the inference here is that the
IRS believes the factors cataloged in Schedule
H are the “objective” metrics under the com-

munity benefit standard.

In that regard, Schedule H only sets forth the
factors that the IRS believes indicate whether
an organization is engaging in activities that
advance community benefit. Schedule H does
not express any view of how much commu-
nity benefit is enough. That task will be left
to the 20/20 hindsight judgment inherent in
the overall facts and circumstances analysis
of Revenue Ruling 69-545 and the courts.
See, for example, ITHC Health Plans, Inc. v.
Commissioner,’ in which the court sum-
marized the community benefit standard and
posited the following “plus” test for deter-
mining whether an organization provides

sufficient benefits to merit § 501(c)(3) status:

In summary, under section 501(c)(3), a
health-care provider must make its services
available to all in the community plus
provide additional community or public
benefits. The benefit must either further
the function of government-funded insti-
tutions or provide a service that would not
likely be provided within the community
but for the subsidy. Further, the additional
public benefit conferred must be sufficient
to give rise to a strong inference that the
public benefit is the primary purpose

for which the organization operates. In
conducting this inquiry, we consider the

totality of the circumstances.®

Thus, under the IHC “plus” formulation, it is
not enough to promote health, nor is it enough

to offer care to the entire community for a fee.
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These are just the starting point for the analysis.
In addition, the organization must demonstrate
that it satisfies one or more otherwise unmet
community needs or that it supplements or ad-
vances governmental programs aimed at meet-
ing those same community needs. Moreover,
the organization must engage these activities at
alevel that is substantial enough to allow the
inference that furthering public benefit is the
organization’s primary purpose. Schedule H will
assist the IRS and organizations in quantify-
ing how well organizations address the various

metrics involved.

Specific comment on the CHA approach
to community benefit. Finally, the IRS
states that,
“For purposes of advancing the discussion
in this area, the Service chose to utilize
the Catholic Health Association’s (CHA)
community benefit reporting model. CHA
is a respected leader in the area of charity
care and community benefit reporting.
The Service recognizes, however, that there
will be alternative reporting models and

welcomes comments in this area.”

This statement acknowledges the fine work the
CHA has done over the past 15 years, but it
also acknowledges that there is not complete
agreement on all factors within the hospital
community and that many respected members
of the hospital community have different views
in some areas. For example, while they agree
on many points, CHA and the American
Hospital Association (AHA) disagree on some
points, such as whether to take the Medicare
“shortfall” into account as an item of com-
munity benefit. IRS expressly acknowledges
this disagreement among knowledgeable and
respected members of the health care sector.®
As a result, we can expect extensive comment
on which portions of the CHA approach
should be followed and where there should be
deviation from the CHA approach.
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Part | - The Community Benefit Report
According the Congressional Budget Office,’
based on calendar year 2002 data (the most
current data available), nonprofit hospitals
receive, in aggregate, approximately $12.6
billion in governmental tax subsidies, broken
down roughly evenly between the federal
government and various state and local tax
exemptions and benefits. This means that,

in aggregate, tax-exempt hospitals receive an
annual tax “subsidy” from the federal govern-
ment of about $6.3 billion in the form of the
basic exemption from paying income tax on
net income, the ability to receive contribu-
tions that are deductible by the contributors,
and the cost savings from the advantages of
tax-exempt financings. They receive another
roughly $6.3 billion from various state and
local governmental entities in the form of
sales and use tax exemptions, income tax

exemptions, and real estate tax exemptions.

Quid pro quo information for tax benefits.
Because of the substantial subsidies, the Com-
munity Benefit Report will be the first place
that the IRS and state regulators look to see
whether a filing organization provides enough
“bang for the buck” - the community benefit
it provides in comparison to the level of tax
subsidy that it receives. This report will also be
the first place that the news media will look,
Continued on page 50
October 2007
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and it will be a source of information for oth-
ers in the community including unions, class-
action plaintiffs lawyers, and tax whistleblow-
ers. As a result, hospitals will want to pay very

careful attention to the data reported here.

Unreimbursed cost of community benefits.
The Community Benefit Report basically fol-
lows the CHA model for reporting community
benefits, and it requires organizations to report,
on a unreimbursed cost basis, the cost of pro-
viding “charity care” and “other benefits.” The
worksheets indicate that the cost data may be
provided based either from the organization’s
own cost-accounting system or based on a

costs-to-charges ratio from cost reports.

In the charity care category, the report asks
for three categories of unreimbursed cost:

(i) “traditional charity care”; (ii) the unre-
imbursed cost of providing Medicaid (the
“Medicaid shortfall”); and (iii) the unreim-
bursed costs of providing benefits under other
government programs. Worksheets that pro-
vide a methodology for computing the costs

with respect to each category are included.

Although Schedule H is based on the CHA
model, and, although CHA and AHA have
disagreed on the treatment of the Medicare
shortfall, it is not clear from the Instructions
whether the Community Benefit Report actu-
ally takes sides in the CHA/AHA Medicare
shortfall debate. The Instructions dealing with
billing and collections clearly exclude Medi-
care and Medicaid from other government
programs, but the Instructions in the Charity
Care section are silent as to whether or not
the Medicare shortfall could be included in
the Other Government Programs category in
some cases, depending on the organization’s
particular circumstances.' This should
generate a significant amount of comment
and continued debate because, for many

organizations, Medicare shortfalls can be an

important issue and may generate losses that
will be material to the organization’s financial
status. In this area, the Healthcare Financial
Management Association Statement 15 con-
cludes that: “. . . each hospital should decide,
based on its circumstances, whether Medicare
shortfalls should be part of its community

benefit disclosure.”" Stay tuned.

In the “Other Benefits” category, the report
asks for cost data regarding the costs of
providing five additional categories of com-
munity benefit:

Community health improvement services

and community benefit operations

Health professions education

Subsidized health services

Research

Cash and in-kind contributions to com-

munity groups'?

If a charitable hospital provides other ad-
ditional benefits to its community that are
not included as part of these five categories,
those benefits presumably do not count for
community benefit purposes in the view

of the IRS. Many charitable hospitals have
developed innovative ways to respond to
community needs in the past, and hopefully
those activities will continue, but Schedule
H contains no place for a hospital to report
them. As with the Charity Care category,
there are worksheets for the Other Benefits
category, and the Instructions provide largely
useful definitions about the items that can
be included in each category. As noted, these
definitions and worksheets are based on the

CHA’s work product in this area.

Community benefit annual reports. In
addition to the cost-based data computed
using the worksheets, the Community Benefit
Report section also asks whether the organiza-
tion produces an annual community benefit

report for its operations and, if so, whether the

report is made available to the public (Part I,
Lines 12a and 12b). The Instructions suggest
some ways in which an organization can make
its Community Benefit Report available to
the public, including to post the report on the
organization’s Web site, to publish and distrib-
ute the report to the public, and to submit the
report to a state agency or other organization
that distributes the report to the public.”
Charity care policies. Schedule H also asks
whether or not the organization has a chari-
ty care policy and then asks for a description
of that policy (Part I, Lines 13a and 13b).
The Instructions indicate that the organi-
zation’s description of its charity care policy
should include, but should not necessarily
be limited to, the following five factors:
Whether the organization determines eli-
gibility for full or partial charity care on
the basis of Federal Poverty Guidelines.
For instance, if a patient’s family income
must be less than a certain percentage
of the Federal Poverty Guidelines for
the patient to qualify for free care, the
organization is to indicate that percent-
age. Similarly, if a patient’s family income
must be within a certain income range to
qualify for discounted care, the organiza-
tion is to indicate that income range;
Whether the organization determines
eligibility for full or partial charity care
on the basis of an asset test. For purposes
of this question, “asset test” means a limit
on the amount of total or liquid assets
that a patient or the patient’s family may
own to qualify for free or discounted care;
Whether the organization applies its
charity care policy uniformly throughout
all of its facilities, or whether the applica-
tion of the policy varies from facility to
facility based on socio-economic factors,
local law, or other factors;
Whether the amount of free or dis-
counted care provided under the policy is

limited by budget caps or other condi-
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tions that may result in persons otherwise
eligible under the policy not receiving
free or discounted care;

How and when the organization informs
its patients of the terms and availability
of the policy, such as posting the policy in
admissions areas, emergency rooms and
other areas of the organization’s facilities
in which eligible patients are likely to be
present; providing a copy of the policy

to patients with discharge materials, and
including the policy or a summary of it in

patient bills.™

These factors indicate that the IRS remains
concerned about the publicity that the
charitable hospital provides for its charity
care policy and the results that the policy
actually produces. For example, in 2001, the
IRS issued a Field Service Advice Memo-
randum containing ' questions designed to
elicit facts regarding a hospital’s charity care
policy and its activities.”® These questions
included whether the hospital had a specific,
written plan or policy to provide free or
low-cost health services; what directives or
instructions the hospital had provided to
ambulance services regarding the transpor-
tation of poor or indigent patients to its
emergency room, and whether the hospital
maintained “detailed records” regarding the
times and circumstances under which it
provided free or reduced-cost care.'® Despite
these questions and the growing focus by
the IRS, states attorney generals, plaintiffs
attorneys, and potential tax whistleblowers
with respect to charity care, no requirement
exists under the community benefit standard
as interpreted by courts or pursuant to Rev-
enue Ruling 69-545 for a hospital to provide
free care in exchange for exempt status under

federal law.

Part Il - Billing and collections

Part IT of Schedule H asks for information re-
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garding billing and collections. To the authors
knowledge, this represents the first time that
the IRS has asked for information regarding
these practices in any organized way. Indeed,
Revenue Ruling 69-545, which sets forth the
community benefit standard, does not men-

tion billing and collection at all.”

Rationale for billing and collection
information. The IRS’s stated rationale for
adding this request for billing and collection
information is that it is needed “in order to
better reflect the revenue stream of the orga-
nization and to enhance transparency regard-
ing these practices.”"® Initially, the “revenue
stream” concept seems valid for purposes of
allowing the IRS to enforce the tax laws. The
validity of this concept, however, depends on
whether this section gives the IRS information
regarding how organizations treat bad debt for
charity care purposes and when the organiza-
tion identifies an amount as either charity care
(never entering into its revenue stream) or as
bad debt (entering into its revenue stream,
but ultimately not collectible). On the other
hand, some of the information collected in
this section seems to have little, if anything, to
do with enforcing the tax laws. It may fall into
the “transparency” category, which makes it
nice to know, particularly for state regulators,

the news media, and plaintiffs lawyers.

Section A — Insurance categories, discounts,
and bad debt:

Insurance. Information is requested in a format
that breaks patients out by the categories of
insurance coverage as follows: (i) Medicare; (ii)
Medicaid; (iii) Other Governmental Programs;
(iv) Private Insurance; and (v) Uninsured.
Section A then requests information regarding
how the organization gets from the gross charge
amount to the “net expected” and the “fees col-
lected.” In that regard, the Instructions contain
a useful and instructive discussion of the “dis-

counts” an organization uses in order to arrive

at the “net expected” number."”

Discounts defined. According to the Instruc-
tions, “discounts” include “any and all billing
or contractual discounts or allowances applied
to the gross charges.” Thus, the Instructions
say that organizations should include discounts,
such as those negotiated with private insurance
companies, discounts applied by government
programs, early payment discounts, discounts
granted automatically to persons without
insurance, and discounts granted to charity
care patients.”' A discount may be any portion
of a gross charge, including 100% of that
charge, and more than one discount may apply
to a given charge. For example, the Instruc-
tions note that a charge may be discounted by
reason of a patient’s insurance policy, and the
co-pay may be further discounted through the

organization's charity care policy.

Calculation of bad debt expense.

Schedule H, Part IT does not define the differ-
ence between charity care and bad debr, but

it does ask the organization to explain how

it calculates bad debt expenses (Part 11, Line
5). In this regard, the Instructions make clear
that the term “discounts” does not include “an
allowance, reduction, or adjustment offered or
provided to settle or collect an amount previ-
ously billed, such as to encourage collection
of a past due amount.”® In other words, dis-

count does not include bad debt. Fair enough.

However, this does not address one of

the more contentious and, in the authors’
view, silly debates in this area — whether an
organization can treat bad debt as charity
care. In the authors’ view, this is a semantic
debate, not a substantive one. As a result,
organizations should take care in answering
this request to ensure that they accurately and
carefully respond, taking into consideration
the principles set forth in Healthcare Finan-

Continued on page 52
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cial Management Association’s Statement 15,
which sets forth a basis for distinguishing bad
debt from charity care for financial account-
ing purposes.*

In general terms, it is easy to tell the dif-
ference between charity care and bad debt.
Charity care is an amount that the organi-
zation intends to “give away” because the
person meets certain criteria. As a result, char-
ity care never enters into the organizations
revenue stream and is never a part of the
organization’s accounts receivable. Bad debt,
on the other hand, is one key measure of an
organization’s revenue cycle effectiveness. It

is an amount that initially enters into the
revenue stream because the organization did
not intend to give it away. It intended to get
paid, but it made a bad credit underwriting
judgment and, therefore, has an “unintended”

operating expense.

The issue that arises here is not one of
whether bad debt can be counted as charity
care, but when the organization makes the
determination that a particular patient is a
charity care patient or a paying patient. Many,
including the IRS in the St. David’s case at
the trial level, have taken the position that,

if an amount ever enters the organization’s
revenue stream, it can never be accounted for
as a charity care amount.” This is a position
reminiscent of the old Will Rogers advice on
picking stocks: “Don't gamble; take all your
savings and buy some good stock and hold

it dll it goes up, then sell it. If it dont go up,
don’t buy it

What Will Rogers said about picking stocks is
equally true about deciding which patient is

a charity care patient and which one is a pay-
ing patient. It is extremely difficult in many
instances to tell whether a particular patient is
eligible for charity care at the point of service,

and it is often the case that the institution,

despite its best efforts, cannot make that
determination until some considerable period
of time after the service is rendered. This
includes, in some cases, waiting until after
collection efforts have commenced and the
information then becomes available. Indeed,
on this point, the United States District
Court in the St. David’s case made the follow-

ing colorful, but cogent, observation:

The government attempts to quibble about
how St. David’s differentiates between free
care that is charity and free care that is bad
debt. The Court thinks that is a silly and
meaningless distinction for purposes of
this case. When all who need emergency
care are treated regardless of willingness

or ability to pay, the function is charitable
regardless of what the accountants discover
later. The government uses the alleged

fact that St. David’s attempts to collect
payment from all patients before determin-
ing whether the care rendered was charity
care or bad debt to show that St. David’s
actually provides no charity care. This
implicitly attempts to require St. David’s to
determine before rendering care, whether
to expect payment from that particular
patient, a luxury allowed only to those
privileged to live in a bubble constructed
by theories without the rude pin prick of
practicality that so frequently bursts such
bubbles. Not surprisingly, the IRS offers no
method by which that determination could
be made, perhaps it could be based on skin
color, the brand name of clothes worn by
the patient upon entering the emergency

room, or shaking a Magic 8-ball.?

It would be helpful if;, in the final Instruc-
tions or in some other form of guidance, the
IRS addressed this issue. In that regard, the
authors urge the IRS to adopt the standards
set forth in the Healthcare Financial Manage-

ment Association’s Statement 15, which sets

forth a thoughtful and useful way of address-
ing this issue: requiring that the organization
make every practical effort to make charity
care eligibility determinations before or at
the time of service, but recognizing that de-
terminations can be made at any time during
the revenue cycle and that there should be no
rigid time limit for when determinations are
made.” This is 2 much better approach than

“shaking a Magic 8-ball.”

Section B — Collection Practices. Sched-

ule H, Part II, Section B asks whether the
organization has a written collection policy
and, if so, for a description of that policy. The
Instructions note that the description should
include a statement of how and when the
organization informs patients of the terms of
the policy as well as a description of how the
organization collects debts from patients.? If
the organization uses collection procedures or
refers collections to third parties, the organi-
zation is to describe when such procedures are
used or when such referrals take place. The
Instructions also indicate that the organiza-
tion should note whether amounts that are
designated as charity care may be subject to
collection procedures or referred for collec-
tion to a third party either before or after the

charity care determination is made.?”

As noted above, the charity care versus bad
debt information seems relevant to the com-
munity benefit standard. However, much of
the remaining request for information is a
stretch, if the goal is enforcement of federal
tax laws. The best theory would be that,
under state charitable law concepts (under
which the health care exemption qualifies

as a tax-exempt purpose) there is a require-
ment that charitable hospitals follow some
particular set of debt collection polices that are
different from those of other organizations.
While many plaintiffs lawyers, some attorneys

general, and some state tax departments have
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made such arguments, no general, underlying
state charitable law concept requires a separate
set of debt collection practices for charitable
hospitals or specifies what those practices
might be. While some states, such as Illinois,
have enacted hospital-specific billing and
collection legislation, the relevant compliance
details are tied to the particular requirements
of the statute and are not susceptible to
uniform national reporting o, arguably, even

within the jurisdiction of the IRS.

As a result, it seems strained to try to shoe-
horn this request into a category that ties
directly to a federal tax law requirement. That
said, the rules under IRC § 6033 and the
Treasury Regulations thereunder clearly give
the IRS the authority to promulgate forms
and instructions requesting information of
this kind. As a result, hospitals should care-
fully describe what they do and why.

Part Il - Management companies and joint
ventures

The Discussion Draft places overall emphasis
on joint ventures outside of schedule H.
Joint ventures have been a hot topic for the
IRS and other regulators, the Senate Finance
Committee and other legislative bodies, the
media, and class-action plaintiffs lawyers.

As a result, under both the enforcement and
transparency prongs of the IRS’s approach to
the redesign of the Form 990, the Discus-
sion Draft, in a number of places, requests

a significant amount of new information

regarding joint ventures.

Core Form 990 - Joint Venture Informa-
tion. The Core Form 990, Part VII, State-
ment Regarding General Activities has a series

of questions regarding joint ventures.

Line 7b asks whether the organization is
related to any tax-exempt or taxable entity,

and, if yes, requires the organization to com-

plete Schedule R regarding related entities.
Note that the definition of “related organiza-
tions” in the Glossary only includes parents,
subsidiaries, brother-sister corporations, and
supporting/supported organizations.* It does
not appear to include any organization where
the control (direct or indirect) is 50% or less,
unless the filing organization is the managing
partner or managing member of a partner-
ship/ limited liability company (LLC) or a

general partner in a limited partnership.

Line 8a asks whether during the tax year the
filing organization conducted all or a substan-
tial part of its exempt activities through or
using a partnership, LLC, or corporation. The
Instructions require organizations to answer
“yes” if the organization conducted exempt
activities through or using one or more part-
nerships, LLCs, or corporations and the ag-
gregate exempt activities conducted through
or by such entities involved a substantial por-
tion of the organization’s capital expenditures
or operating budget or a discrete segment or
activities of the organization that represent a
substantial portion of the organization’s as-
sets, income, or expenses of the organization,
as compared to the organization as a whole.”!
This question does not depend on the level of
control over the other entity, but it does ask
only about substantial activities. The Instruc-
tions do not define “substantial.” However,
based on other guidance in other areas,

anything over 15% may be substantial.**

Line 8b further requires detailed information,
including the primary activity of any partner-
ship, LLC, or corporation in which the filing
organization’s ownership or control was 50%
or less, based on vote or value. This question
only applies if the joint venture is a substan-
tial portion of overall activities of the filing
organization. It represents, however, the first
time that the IRS has asked specifically for

disclosure on the Form 990 of joint venture

arrangements where the exempt organization
does not have more than 50% control, as well
as the first time that the IRS has focused on
ownership percentage. Through this question,
the IRS will be able to identify potential
targets for focused compliance checks or
correspondence audits to assess compliance
with the control test of St. David’s, etc. In
that regard, ownership percentages are also
potentially relevant in analyzing whether
control and other rights are proportionate to
ownership. To date, however, the IRS has not
expressed concern about exempt organiza-
tions that have lower ownership percentages
than voting percentages in partnerships,

LLCs, and corporations.

Line 8¢ secks information about whether

the organization was a partner in a partner-
ship, member of an LLC, or shareholder of a
corporation that was managed by a company
that was controlled by taxable partners,
members, or shareholders. This question does
not depend on the level of control over the
other entity, nor is it limited to substantial
activities. Rather, it applies to even ancillary
joint ventures. It is possible that this question
signals an increased interest by the IRS in
potential inurement and private benefit issues
related to ancillary joint ventures, which may

be reflected in future compliance checks.

Line 11 asks whether the organization has

a written policy or procedure to review the
organization’s investments or participation in
disregarded entities, joint ventures, or other
affiliated organizations (exempt or non-ex-
empt). Like question 8, this question may be
part of a move to gather more information
about nonprofit/for-profit joint ventures and

may signal a future IRS compliance initiative.

Line 12 further asks whether the organiza-
tion has a written policy that requires the

Continued on page 55
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organization to safeguard its exempt status
with respect to its transactions and arrange-
ments with related organizations. The
Instructions indicate that an organization
is to answer “yes” if the organization has
adopted a policy that requires the organiza-
tion to negotiate in its transactions and
arrangements with other organizations such
terms and safeguards adequate to ensure that
the organization’s exempt status is protected.
The safeguards include:
control by the organization over a partner-
ship sufficient to ensure that the partner-
ship furthers the exempt purpose of the
organization;
requirements that a partnership in which
the organization is a partner give priority
to exempt purposes over maximizing
profits for the partners;
that the partnership not engage in any
activities that would jeopardize the
organization’s exemption;
that returns of capital, allocations and
distributions be made in proportion to the
partners’ respective ownership interests;
and
that all contracts entered into by the
partnership with the organization be on
arm’s-length terms, with prices at fair

market value.

If a related organization does not substantially
further the exempt purposes of the organiza-
tion, safeguards might include steps taken to
ensure that the related organization’s activities
will not be attributed to the organization, or
if they are, will not be sufficient to threaten

the organization’s exempt status.

The Instructions are particularly clear about
the safeguards the IRS expects to see in non-
profit/for-profit joint ventures. Although the
question is limited to related organizations,
it is likely that the IRS will apply to same

standards to 50/50 or minority control posi-

Health Care Compliance Association * 888-580-8373 * www.hcca-info.org

tions in assessing unrelated business income
or, where the joint venture is substantial or
involves insiders, determining whether there
is a risk to tax-exempt status (e.g.,inurement,

private benefit).

Schedule H - Joint ventures

Schedule H follows this overall trend in the
Discussion Draft by requesting information
specifically targeted at management com-
panies and joint ventures in the health care
areas. In that regard, Schedule H requires
hospitals to identify all management compa-
nies and joint ventures in which the hospital
is either a partner or shareholder if (a) cur-
rent or former (within the past five years)
directors, trustees, officers, or key employees
(“Listed Persons”) or physicians own in ag-
gregate 5% or more of the profits, interest,

or stock; and (b) either manages hospital or
medical care operations for the filing organi-
zation or directly provides hospital or medical
care, or owns any property used by the filing
organization or others to provide hospital

or medical care. The required information
includes name of the entity, description of its
primary activity, and a breakdown of percent-
age of ownership among the filing organiza-
tion, Listed Persons, and physicians. The
stated purpose of this disclosure, according to
the Instructions, is to provide an “understand-
ing [of] the structure of the [filing] organiza-
tion and any inurement or private benefit
issues.”® Examples given in the Instructions
of organizations to be reported include ancil-
lary-services joint ventures, joint ventures that
lease hospital facilities, and equipment-leasing

joint ventures.*

Given the overall high level of interest in
joint ventures, and the emphasis placed on
joint ventures throughout the Discussion
Draft, health care organizations will have to
take care in describing their joint venture

arrangements and, more importantly, in

structuring them in the first instance. This
is true, not only for the reasons discussed
above, but also because FIN 48 will require
organizations with joint ventures to make a
judgment that their joint venture arrange-
ments are structured in a manner that
enables the organization to take a more-like-
ly-than-not position that the tax structur-
ing they have done works. Then they will
need to make a second judgment as to the
amount of reserve, if any, they need to cover

any uncertainty in their position.

Schedule N — Transfer of assets

This new schedule will have the effect of
exposing more of the formerly private
business transactions of hospitals to public
scrutiny and affect joint ventures and
corporate restructurings. It also may have
the effect of painting an unflattering and,
arguably, inaccurate picture of the health
of the organization. On this schedule, the
IRS combined four distinct concepts into

a single reporting regime — joint ventures,
corporate restructurings, dissolutions, and
transfer of ownership of assets to unrelated
parties. If the organization is involved in a
substantial contraction (defined as the sale,
exchange or disposition or other transfer of
more than 25% of its assets), it would be
required to report the event on Schedule
N. The cover page of the accompanying
Instructions to Schedule N notes that this
reporting requirement includes transfers to
a joint venture or to a for-profit company,
even if the organization receives fair market
value in return as an equity interest in that
other entity. For example, contributing
capital to a joint venture or spinning off
assets to a subsidiary would trigger reporting

on Schedule N.

Part IV - General information
In Part IV, the IRS seeks information regard-
Continued on page 57
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ing how the organization assesses the health
care needs of the communities it serves. This
is a very important portion of Schedule H.
Part IV also seeks information about the
organization’s emergency room policies and
procedures, including the hours of operation,
if applicable, and it seeks any other infor-
mation important to describing how the
organization’s hospital’s facilities further its

exempt purposes.

Community needs assessment process.

The first step in satisfying the community
benefit standard is likely conducting a com-
munity needs assessment. While some have
criticized community needs assessments as,

in effect, disguised market studies, it is clear
that boards should be actively involved in
determining what needs exist in the commu-
nity and how the organization can best serve
those needs, given its financial resources and
charitable mission orientation. In this regard,
all charitable hospitals operate with finite
resources, and, under the community benefit
standard, these hospitals may allocate their
resources in a manner that, in their judg-
ment, best suits the needs of the communities
they serve. In many instances, this means a
substantial dollar commitment to charity care
spending and to other activities that further

charitable health care activities.

In recognition of this fact, the community
benefit standard permits a flexible approach
to determining which services are best suited
to a particular community and how best to
allocate limited resources to meet the needs
of a particular community. These objectives
are generally served by the community needs
assessment process, which involves the board
actively (i) setting the organization’s mission
overall, including the role of charity care and
other tax-exempt objectives in the mission;
(ii) establishing systems to monitor and mea-

sure the organization’s compliance with its
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policies; and (iii) allocating the resources of
the organization in a manner that best serves
the community. Needs assessments need not
be developed unilaterally by each hospital,
and many can rely on existing assessments
prepared by local health departments and
community based organizations. If assess-
ments are not available, then developing
such an analysis can be done together with
community groups as one approach to engag-
ing in productive dialog regarding needs and

collaborative approaches to meet them.

Patient education regarding charity

care and other assistance. Part IV also

asks the organization to describe how the
organization’s patient intake process informs
and educates patients about their eligibility
for assistance under federal, state, or local
government programs, or under the organi-
zation’s charity care policy. Unlike the charity
care and billing and collection portions of the
Instructions, where the IRS suggests the con-
tent it would like to see, the Instructions here
are silent. Organizations will have to come
up with their own descriptions. This free-
form approach will generate a lot of infor-
mation, but, because each organization will
be left to its own devices, the descriptions
will vary widely. This will not facilitate easy
comparison of practices from organization to
organization given the wide variety of ways
in which the information will be presented
on Schedule H, although it may be the IRS’s
plan to sift through these data and generate
specific criteria later.

Whatever the IRS’s approach is here, it would
seem that organizations will almost certainly
include this kind of information along with
the criteria for eligibility for charity care.
Given the calculations of charity care as
excluding other assistance, organizations

will clearly have the information and the
economic incentive to make patients aware of

other organizations that will pay part or all of

the patient’s costs. In any event, organizations
should review what they are doing in this
regard, and take practical steps to ensure that
the information provided to patients is in a

“patient friendly” format.

Parts V - Facilities Information

Part V follows on the last question in Part IV by
seeking specific information regarding activities
and programs conducted at each facility. The
Instructions then go on at some length defin-
ing what constitutes a “facility.” For purposes
of listing its facilities, a “facility that provides
medical or hospital care” means a building,
other structure, or campus that is dedicated to
providing medical or hospital care. A facility
that provides medical or hospital care does not
include a component wing or department of a

hospital, clinic, or other discrete facility.

The Instructions also define what constitutes
“medical or hospital care” as provided by hos-
pitals, rehabilitation institutions, outpatient
clinics, skilled nursing facilities, and commu-
nity mental health or drug treatment centers.
A facility that provides medical or hospital
care includes one that treats any physical or
mental disability or condition, whether on an
inpatient or outpatient basis. Such facilities
also include those of non-medical institutions
(e.g., colleges, prisons) that operate facilities
that provide medical or hospital care. A facil-
ity that provides medical or hospital care does
not include a convalescent home or home for
children or the aged, a cooperative hospital
service organization, or an institution whose
principal purpose or function is to train
handicapped individuals to pursue a vocation.
Nor does it include a facility whose principal
purpose or function is to provide medical
education or medical research, unless it is also
actively used in providing medical or hospital
care to patients as an integral part of medical

education or medical research.

Continued on page 58
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Conclusions and observations

The IRS Discussion Draft is a remarkable work product from an
overstressed agency. It is not perfect by any stretch, but on an overall,
tax policy basis, it is a good first (and giant) step forward. In the
Discussion Draft format, Form 990 is not just for numbers any more.
It has become a disclosure document containing a vast store of readily
available information regarding the activities of an organization and
the extent to which the organization engages in financial transactions

with organization insiders.

From an enforcement prospective, this will not only give IRS ready
access to hard factual data to make judgments about the need for
enforcement actions, but it will also modify behaviors by managers of
tax-exempt organizations. The fact that Form 990 is a public-domain
document gives the IRS a boost in enforcement, because the eyes of
IRS agents will be supplemented by the eyes of state attorneys general,
legislative bodies, the news media, and other interested members of the
general public — all of whom will be able to gain quick and easy access

to a substantial amount of information. Welcome to the future.

1 Itshould be noted that while eight Worksheets are referenced in Schedule H, only seven of the eight are posted
with the materials online. Worksheet 8 is missing in action, though one would imagine it will be located before
the roll out of the final redesigned form.
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14 1d. at pgs. 4-5.
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30 Glossary to Discussion Draft, at p. 8 (available at http://www.irs.gov/charities/article/0,,id=171213,00.heml).

31 Instructions to Discussion Draft, at p. 42 (available at http://www.irs.gov/charities/article/0,,id=171213,00.
html).

32 See Internal Revenue Manual [7.8.1] 27.10.1 (May 25, 1999) (withdrawn LR.C. 501(m) commercial-type
insurance audit guidelines).

33 Supra note 32, at p. 1.

34 Id.atp.7.

October 2007

FOR YOUR

Miami-Based Medicare Billing Company Charged with Fraud
On August 20, 2007, the U.S. Department of Justice announced

that the owner of a Miami-based Medicare billing company has been
charged with submitting $170 million worth of fraudulent bills to

the Medicare program, Assistant Attorney General Alice S. Fisher of
the Criminal Division and U.S. Attorney R. Alexander Acosta of the

Southern District of Florida announced today.

Rita Campos Ramirez, owner of a Medicare billing company named
R and I Medical Billing Inc., was charged in a two-count criminal
information with conspiracy to commit health care fraud and submis-
sion of false claims to the Medicare program, stemming from a scheme
to defraud Medicare of $170 million. The information also seeks

forfeiture.

As charged, from October 2002 through April 2006, Campos was
employed as a medical biller for approximately 75 Miami-based health
clinics that purported to provide HIV infusion services to Medicare
eligible beneficiaries. As part of the scheme, HIV clinic owners would
provide Campos with bills stating that HIV patients were being in-
fused with expensive HIV medications in amounts that Campos knew
were medically impossible. In most instances, the Medicare program
was being billed for the same HIV medications and services at each of
the 75 HIV clinics. During the approximately three-and-a-half year
conspiracy, Campos submitted $170 million in fraudulent medical
bills to the U.S. Department of Health and Human Services on behalf
of the 75 HIV clinics. Of the $170 million in fraudulent bills submit-
ted by Campos, approximately $105 million was paid to the HIV
clinics. Campos received a fee of approximately 5 percent of all claims
paid by Medicare. For more: http:/fwww.usdoj.govlopalpr/2007/Au-
gust/07_crm_G635.html

0IG Releases Advisory Opinion 07-09

On August 28, 2007, the Office of Inspector General released
Advisory Opinion 07-09 concerning a reward program under which
certain consumers receive an annual reward based on the amount
spent on purchases, including purchases of items covered by Federal
health care programs. For more: http://oig. hbs.gov/fraud/docs/adviso-
ryopinions/2007/AdvOpn07-09A. pdf
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