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For over twenty-ive years, the Internal
Revenue Service (“IRS”) Form 990 has
been primarily a numbers document, with
various narrative disclosures tacked on over
the years as gap fillers. Now, with a running
time start to finish that nearly matched the
2008 Presidential campaign, the IRS largely
succeeded in developing a comprehensive
new Form 990 that includes a dizzying array
of change to put disclosure first for exempt
organizations. Although the Form 990 still
includes its fair share of pure financial data,
it is more of a deliberate, substantive disclo-
sure document arguably similar in level of
detail to a bond prospectus, as is to be
expected for a significant sector of the
economy with a significant tax subsidy.
The Government Accountability Office
recently estimated that, as a whole, tax-
exempt hospitals save $12.6 billion in
federal, state and local taxes. !

Many general counsel, executives and
board members at tax-exempt hospitals

also may think that the IRS should
include a warning label on the redesigned
Form 990 (which weighed in at nearly
400 pages in the final draft form and
instructions). After all, considering the

breadth of its enhanced disclosure require-
ments, completing the new Form 990 will
create at least a few headaches, regardless

of the hospital’s size.

The Form 990 is the primary tool
that the IRS uses to oversee the activities
of tax-exempt organizations and to
enforce federal tax laws governing tax-
exempt status. The redesigned Form 990
now more effectively targets real (or
perceived) abusive transactions among
officers, key employees, board members
and hospitals. It also places a greater
burden on hospitals to justify the favor
able tax treatment that they receive. As a
publicly available document, the Form
990 makes any missteps by a hospital
readily available to other federal regula-
tory agencies, state attorneys general,
media and others, who may not have the
hospital’s best interests at heart.

Instead of reaching for a bottle of
aspirin, general counsel, executives and
board members should consider the new
Form 990 as an opportunity for develop-
ing highly focused, effective corporate
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Chair’s Corner

2009 promises to be an exciting
time to be a health lawyer. Like
many things in life, law is cyclical.
Except for occasional statutory and
regulatory changes, the area of
health law has been fairly static in
the last few years. However, it
appears that 2009 is the time that
health law issues may again be in the
forefront, and many of us in the industry are expecting
substantial statutory changes, including efforts once again at
major healthcare reform. These promise to be tumultuous
but exciting times for the industry. Change brings opportu-
nity. | see lots of opportunity for lawyers in the area of

health law.

[ was recently interviewed for an ABA publication
exploring “hot” areas of the law. This particular publication
was geared towards law students. The interview caused me
to focus on health law and to predict the opportunity for
law students in this niche area of the law. It was this process
which made me try to articulate how areas of the law are
cyclical in nature and why I thought health law was once
again going to become a very “hot” area of the law.

The bleak economic outlook has caused Americans
to worry even more about securing and keeping appro-
priate healthcare insurance and accessing healthcare
services. Congress and the Obama administration are
assuring the American public that it is listening and will
address their concerns by passing comprehensive health-
care reform measures. All of this — the debates on the
issues and the Congressional responses — will bring
changes and opportunity for healthcare lawyers.

One of the things I relish most about practicing in this
niche area is that a health lawyer’s practice usually encom-
passes more than implementing certain statutes and
regulations. The area of health law also includes under-
standing a complex industry, grappling with and
determining appropriate health policy, and formulating
government strategy.

Updates on the upcoming debates and any legislative
changes, along with other emerging issues in the health
law area, will certainly be an integral part of the upcom-
ing ABA Health Law Section Emerging Issues
Conference (“EMI”) to be held on February 18 — 20, 2009
at the lovely Disney Yacht Club Resort in Orlando,
Florida. It is hard to believe that this will be the 10th

anniversary of EMI.

continued on page 41
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continued from page 1

governance and articulating more
clearly the valuable benefits that their
hospital provides in exchange for tax-
exempt status. Doing so will not only
simplify the hospital’s compliance with
the new Form 990, but it will also assist
the hospital in protecting the financial
benefits derived from exempt status.

Time is growing short for hospitals
to prepare, given that the new Form 990
is effective for tax years that began in
2008. To assist in that process, this arti-
cle focuses on: key disclosures for
corporate governance and insider finan-
cial relationships (including how some
of those disclosures might be affected by
changes in the governance structure);
the heightened transparency surround-
ing charity care and billing and
collection practices under Schedule H;
continued scrutiny of tax-exempt bond
arrangements in Schedule K; and the
increasingly challenging enforcement
climate for tax law violations, as aided
by recent enhancements to the tax law
whistleblower rules.

Background Information
The IRS overhauled the Form 990

because it was outdated and ineffective.
The last comprehensive revision of the
Form 990 took place in 1979. Since that
time, hospitals outpaced the disclosure
requirements of the Form 990 by develop-
ing increasingly complex compensation
arrangements for executives, implement-
ing intricate corporate structures and
employing aggressive strategies for
remaining financially viable.

The Form 990’s failure to portray
the activities of hospitals accurately,
fueled by newspaper articles focusing on
excessive executive compensation,
minimal charity care and draconian
collection efforts, convinced many
(including key U.S. Senators) that
hospital boards had neglected their
oversight responsibilities and that many
hospitals no longer deserved tax-exempt
status.’
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The IRS released a discussion draft
of a revised Form 990 on June 24, 2007.°
In doing so, Kevin Brown, then Acting
Commissioner of the IRS, acknowl-
edged the failure of the Form 990 to
reflect the activities and operations of
tax-exempt organizations in the 21st
century. Mr. Brown also recognized the
need for greater transparency among
these organizations by stating, “The new
990 aims to give both the IRS and the
public an improved window into the
way tax-exempt organizations go about

their vital mission.™

General counsel, executives and
board members of tax-exempt hospitals
should be concerned about what the
IRS and others will see when they look
through the “improved window” that
the Form 990 creates. Hospitals that
have not adequately controlled the
growth or composition of their boards of
directors, failed to adopt and operate in
accordance with best practices for corpo-
rate governance, or pursued business
strategies without adequate thought of
charity care and other community bene-
fits will find that the redesigned Form 990
and its final instructions (“Instructions”)
flag these failures for further inquiry by
the IRS. Even the many hospitals that
have monitored governance closely and
articulated their charitable mission care-
fully should use the new Form 990 to
evaluate whether further changes to
governance structures or community
benefit programs are desirable.

Focus on Corporate
Governance Generally

The Form 990 and its Instructions
emphasize the importance of effective
governance and ask questions reminis-
cent of the IRS’s draft Good Governance
Practices for 501(c)(3) Organizations,
which called on charities voluntarily to
implement “best practices” for corporate
governance.’” The “good governance
practices” that the IRS enumerated
included focusing on the organization’s
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board size and composition, ensuring
obedience by the organization’s directors
and officers to its charitable mission,
developing effective whistleblower poli-
cies, facilitating a “culture of compliance”
through a code of ethics, and promoting
transparency by making significant finan-
cial and other information readily
available to the public. These “good
governance practices” did not impose
mandatory standards, but they reflected
the practices that would make the IRS
comfortable when it examines an organi-
zation’s financial arrangements with
insiders for potential private inurement,
private benefit and excess benefit.

The IRS credited its “good gover-
nance practices,” in part, with facilitating
“continued discussions within the sector
regarding the respective roles of the IRS,
the states and the sector regarding
nonprofit governance.” After it released
the new Form 990, the IRS issued a
notice stating, “we have removed the
previously posted preliminary staff discus-
sion draft entitled Good Governance
Practices for 501(c)(3) Organizations from
our web site. Current IRS positions on
nonprofit governance are best reflected
in the reporting required by the revised
Form 990 . . .”" In its place, the IRS
added a revised version of the gover-
nance document consistent with the new
disclosure requirements in Form 990.°

How a hospital responds to Part VI —
the governance section of the Form 990
— will likely indicate to the IRS and
others whether the organization is
managed appropriately. For example, Part
VI of the redesigned Form 990 seeks
information about, among other things,
the following policies and practices:

o Whether the directors reviewed the
Form 990 before it was filed;

e Whether the organization has adopted
a written conflicts of interest policy;

® Requirements under the conflicts of
interest policy for officers, directors
and key employees to disclose annually
potential conflicts of interests;

continued on page 4
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continued from page 3

® How the organization monitors and
enforces its conflicts of interest policy;

e Whether the organization has a writ-
ten whistleblower policy and a written
document retention policy;

® The policies and procedures that the
organization employs in establishing
compensation for officers and key
employees;

¢ The manner in which the organiza-
tion makes its Form 990 publicly
available; and

® The way, if at all, that the organiza-
tion makes its governing documents,
conflict of interest policy and finan-
cial statements available to the public.

The Form 990 itself recognizes that
many of its questions concerning corpo-
rate governance and management are
“not required by the Internal Revenue
Code.” This acknowledgment is not an
invitation for organizations to skirt the
questions asked in Part VI. Steve Miller,
the IRS Commissioner for Tax-Exempt
and Government Entities, has made it
clear that the IRS deems these questions
to be relevant in that poorly managed
organizations pose a greater risk of
violating federal tax laws. In fact, Mr.
Miller said earlier this year, “We have
been saying that good governance is a
leading indicator of good tax compli-
ance. In reply, some say: ‘Prove it.” We
are going to try.”'” General counsel,
executives and directors of hospitals
should read this statement as a call to
action for examining their governance
structures and the policies and proce-
dures that they have adopted to prevent,
detect and correct any abusive transac-
tions. The governance questions provide
a useful checklist for measuring current
practices of an organization against what
the IRS likely considers to be industry
“best practices.”

Reconsidering and restructuring the
size and composition of a governing
board may be one way in which hospi-
tals can enhance corporate governance

—

while streamlining compliance with the
Form 990’s disclosure requirements.
Board size and composition for hospitals
is particularly important because of the
highly technical and specialized nature
of the healthcare industry. A board’s
failure to perform its responsibilities effi-
ciently (either because of size or
disinterest) may be measured not only in
terms of reduced revenues, declining
profit margins and weak oversight at the
hospital, but also in poorer service qual-
ity for the hospital’s community.

The IRS has expressed concerns
regarding board size for hospitals and
other tax-exempt organizations. The
IRS studied board size as part of its May
2006 Hospital Compliance Project.' In
releasing its preliminary findings, the
IRS noted that the average hospital
board had 17 members.'? However,
nearly a quarter of the hospitals that the
IRS surveyed had at least 20 members
on its governing board. The IRS noted,
“Hospital board size tended to increase
with hospital revenues ....”" In fact, 49
percent of hospitals with over $250
million in total annual revenue had
boards comprised of 20 or more
members.

The IRS did not offer any specific
guidance on board size as part of its
preliminary report, but its “good gover-
nance practices” expressed concern that
“[s]Jmall boards generally do not repre-
sent a public interest and large boards
may be less attentive to oversight
duties.”™ Similarly, the IRS has stated
that hospitals should be cognizant of the
talents that their board members make
available to the organization. The IRS
has suggested that “[sluccessful govern-
ing boards include individuals who not
only are knowledgeable and engaged,
but selected with the organization’s
needs in mind (e.g. accounting, finance,
compensation, and ethics).””

The administrative burden that
would flow from the expanded Form 990
disclosure requirements for current
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board members also suggest that large
boards may not be the most desirable for
a hospital, either in terms of effective
governance or Form 990 disclosure
compliance. The first chart below iden-
tifies those Lines on the revised Form
990 that solicit information relating in
whole or in part to a hospital’s govern-
ing body. In reviewing it, imagine the
recordkeeping process that a hospital
with a large board would need to
develop and implement in order to track
the information that the Form 990
requests.

Financial Arrangements
with Insiders

Whether it intended to do so or
not, the IRS has imposed a significant
burden on those organizations having
governing boards with more than 20
members. The amount of due diligence
to identify, track and provide complete
responses to these disclosure require-
ments is staggering. For example,
hospitals that have begun to address the
changes wrought by the disclosure-first
approach of the new Form 990 have
found that the length, if not the
complexity, of their annual board
conflict questionnaires will need to
double to gather the necessary informa-
tion. The Instructions for Form 990
include virtual safe harbors for many of
these questions that protect the organi-
zation if it makes a “reasonable effort”
to obtain the information from board
members and others through an annual
questionnaire that explains the infor-
mation sought and the relevant
definitions (e.g., family, business rela-
tionships, interested persons).'® Many of
those definitions, in turn, are expan-
sive, vary based on the question being
asked, or have a variety of exceptions
that may apply. At the same time, IRS
officials have commented informally
that with the implementation of the
new Form 990, it may be time to revisit
and increase the penalties for filing
an incomplete or inaccurate return.'’

Volume 21, Number 3, February 2009



There have also been recent criminal
prosecutions for failing to disclose
insider transactions on the old Form

990."

Rather than attempting this
process, hospitals and hospital affiliates
(e.g., foundations and auxiliaries) with
large boards may want to consider
whether now is the time to reduce board
membership to those directors who are
“knowledgeable and engaged, but
selected with the organization’s needs in

Form 990 Disclosure

Form 990 Section

mind (e.g. accounting, finance, compen-
sation, and ethics).””” Hospitals could
transition the remaining directors into
an advisory capacity, potentially directly
related to the individual’s area of exper-
tise. After all, for purposes of the Form
990, “A member of an advisory board
that does not exercise any governance
authority over the organization is not
considered a director or trustee.””
Alternatively, advisory committees

could be established so that hospitals

can train potential board members and
gauge their effectiveness.

The benefits that a hospital would
receive from a more centralized, focused
board of directors carry over into Form
990 compliance. As noted in the chart
below, the Form 990 disclosure require-
ments generally would not apply to a
director transitioned into an advisory
capacity. This is not to say that, by tran-
sitioning to a smaller board, a hospital
will avoid all reporting requirements.

Effect of Disclosure Requirement on Board

Requirement

Members Transitioned to “Advisory Status”

Core Form, Part I,
Line 3

Number of voting members of
the governing body.

No disclosure required. The disclosure requirement
seeks information about the voting members of the
governing body as of the year end. If a director or trustee
does not have voting rights as of the year end, the orga-
nization does not need to identify the individual in
response to the disclosure requirement.

Core Form, Part I,

Line 4

Number of independent voting
members of the governing body.

No disclosure required. The disclosure requirement
seeks information about the independent voting
members of the governing body as of the year end. If a
director or trustee does not have voting rights as of the
year end, the organization does not need to identify the
individual in response to the disclosure requirement.

Core Form, Part IV,
Line 25a

Did the organization engage in
an excess benefit transaction
with a disqualified person during
the year? If “yes,” complete

Schedule L, Part I.

Potential disclosure required. Disqualified persons
include an individual who is, or during the previous five
years was, in a position to exercise substantial influence
over the affairs of the organization, including a voting
trustee or director as well as his or her family members
and 35 percent controlled entities of the individual or
his or her family members.

Core Form, Part [V,
Line 25b

Did the organization become
aware that it had engaged in an
excess benefit transaction with a
disqualified person from a prior
year? If “yes,” complete Schedule
L, Part .

Potential disclosure required. As noted above, disqual-
ified persons would include former directors and trustees
during a five-year “lookback” period. However, the
disclosure requirement does not necessarily limit itself to
the “lookback” period. Instead, it seeks information
regarding excess benefit transactions identified by the
organization from a “prior year.”

Core Form, Part IV,
Line 26

Was a loan to or by a current or
former officer, director, trustee, key
employee, highly compensated
employee or disqualified person
outstanding as of the end of the
organization’s tax year? If “yes,”
complete Schedule L, Part I1.

Potential disclosure required. As noted above, this
disclosure requirement is not triggered unless the loan
involves a disqualified person (which would include

an individual’s family members as well as 35 percent
controlled entities of the individual or his or her family
members).

Volume 21, Number 3, February 2009
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continued from page 5

Form 990 Section

Form 990 Disclosure

Requirement

Effect of Disclosure Requirement on Board
Members Transitioned to “Advisory Status”

Core Form, Part IV,
Line 27

Did the organization provide a
grant or other financial assis-
tance to an officer, director, key
employee or substantial contrib-
utor, or to a person related to
such an individual? If “yes,”
complete Schedule L, Part II1.

Potential disclosure required. The Instructions state that
prior directors or trustees (as well as their family members
and 35 percent controlled entities) may fall within the
scope of individuals encompassed by this disclosure
requirement. The Instructions to Schedule L, however,
generally require a prior trustee to be reported in Part VII,
Section A before a disclosure requirement exists.

Core Form, Part [V,
Lines 28a to 28¢c

During the tax year, did any
person who is a current or former
officer, director, trustee or key
employee:

e have a direct business relation-
ship with the organization
(other than as an officer, direc-
tor, trustee or employee) or an
indirect business relationship
through ownership of more
than 35 percent in another
entity (individually or collec-
tively with other person(s)

listed in Part VII, Section A)?

have a family member who
had a direct or indirect busi-
ness relationship with the
organization!

® serve as an officer, director,
trustee, key employee, partner
or member of an entity (or
shareholder of a professional
corporation) doing business
with the organization?

If “yes,” complete Schedule L,
Part [V.

Potential disclosure required. The Instructions to
Schedule L again clarify that not all prior officers, direc-
tors, trustees or key employees are considered former
officers, directors, trustees or key employees for purposes
of the disclosure requirement.

First, the officer, director, or key employee must be
reported in Part VII, Schedule A. If the individual is
identified in Part VII, Schedule A, the disclosure
requirement will extend to such individual as well as his
or her family members and any 35percent controlled
entity of such individual or his or her family members.

Second, the disclosure requirement also applies to enti-
ties (other than a tax-exempt organization) of which an
individual listed in Form 990, Part VII, Section A was
serving at the time of the transaction as (1) an officer,
(2) a director, (3) a trustee, (4) a key employee, (5) a
partner or member with an ownership interest in excess
of 5 percent if the entity is treated as a partnership, or
(6) a shareholder with an ownership interest in excess of
5 percent if the entity is a professional corporation.

Third, the disclosure requirement applies specifically
to management organizations in which a former officer,
director or key employee is a direct or indirect

35 percent owner, or an officer, director, trustee or

key employee.

Core Form, Part VI,
Section A, Line 1a

Enter the number of voting
members of the governing body.

No disclosure required. The disclosure requirement
seeks information about the voting members of the
governing body as of the year end. If a director or trustee
does not have voting rights as of the year end, the orga-
nization does not need to identify the individual in
response to the disclosure requirement.

IO\
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Form 990 Disclosure Effect of Disclosure Requirement on Board

Form 990 Section

Requirement Members Transitioned to “Advisory Status”
Core Form, Part VI, Enter the number of voting No disclosure required. The disclosure requirement
Section A, Line 1b members that are independent. seeks information about the voting members of the

governing body as of the year end. If a director or trustee
does not have voting rights as of the year end, the orga-
nization does not need to identify the individual in
response to the disclosure requirement.

Core Form, Part VI, Did any officer, director, trustee Potential disclosure required. The Instructions state

Section A, Line 2 or key employee have a family that an organization must disclose information regarding
relationship or a business rela- family relationships or business relationships among offi-
tionship with any other officer, cers, directors, trustees or key employees. This disclosure
director, trustee or key obligation extends to any former directors or trustees
employee? reported in response to Core Form, Part VII, Section A.

Core Form, Part VI, Did the organization make any Disclosure required. The organization must report any

Section A, Line 4 significant changes to the orga- changes to the organization’s governing documents,
nizational documents since the including any changes to the composition and structure
prior Form 990 was filed? of its governing body.

Core Form, Part VI, Does the organization have a No disclosure required. The Instructions do not

Line 12a to 12¢ written conflicts of interest expressly require an organization to solicit conflicts of
policy? If “Yes”: interest statements from former directors or trustees.

However, an organization may be well advised to have
members of advisory committees disclose conflicts of
interest, particularly those that may be affected by their
advisory capacity (to protect against arguments that the
advisory group had de facto authority and should have
made disclosures).

Are officers, directors or trustees,
and key employees required to
disclose annually interests that
could give rise to conflicts?

Does the organization regularly
and consistently monitor and
enforce compliance with the
policy? If “Yes,” describe in
Schedule O how this is done.

Core Form, Part VII Compensation of officers, direc- Potential disclosure required. As noted below, an orga-
tors, trustees, key employees, top nization must report information about current officers,
five highest compensated employ- directors, trustees or key employees; former directors or
ees and highest paid (top five for trustees; and former officers or key employees.

professional and top five for other
services) independent contractors.

Core Form, Part VII, List all of the organization’s Potential disclosure required. The organization must

Section A, Line la former directors or trustees that report information about former directors or trustees. As
received, in the capacity as a noted above, however, this obligation does not extend to
former director or trustee of the all prior directors or trustees. Instead, an organization must
organization, more than $10,000 disclose information in response to this requirement if (and
of reportable compensation from only if) the organization reported (or should have reported)
the organization and any related the individual as a director or trustee on a Form 990 for one
organization. of the five prior years and paid the individual reportable

compensation in excess of $10,000 during the calendar
year ending with or within the organization’s tax year for
his or her service as a former director or trustee.

continued on page 8
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continued from page 7

Form 990 Section

Form 990 Disclosure

Requirement

Effect of Disclosure Requirement on Board
Members Transitioned to “Advisory Status”

Core Form, Part VII,
Section A, Line 1a

List all of the organization’s
former officers, key employees
and highest compensated
employees who received more
than $100,000 of reportable
compensation from the organiza-
tion and any related organization.

Potential disclosure required. The organization must
report information about former officers, key employees
and highest compensated employees. This obligation
does not extend to all prior officers and key employees.
Instead, an organization must disclose information on
Part VII, Section A if (and only if) the organization
reported (or should have reported) the individual as an
officer or key employee on a Form 990 for one of the
five prior years and paid the individual reportable
compensation in excess of $10,000 during the calendar
year ending with or within the organization’s tax year.

Core Form, Part VII,
Section A, Line 3

Did the organization list any
former officer, director or trustee,
key employee or highest
compensated employee on line
la? If “yes,” complete Schedule ]
for such individual.

Potential disclosure required. If an organization reports
a former officer, director or trustee, key employee or
highest compensated employee in Part VII, Section A,
it must complete a Schedule ] for such individual.

Core Form, Part VII,
Section A, Line 5

Did any person listed on line 1a
receive or accrue compensation
from any unrelated organization
for services rendered to the orga-
nization? If “yes,” complete
Schedule ] for such person.

Potential disclosure required. The Instructions state —
without distinguishing between current and former
directors, trustees, officers or key employees — that an
organization must complete Schedule ] if the person
receives or accrues compensation from an unrelated
organization for services rendered to the filing organiza-
tion in the person’s capacity as an officer, director,
trustee, or employee of the filing organization.

Schedule H, Part IV

Management companies and
joint ventures with combined
officer, director, trustee, key
employee and staff or employed
physician ownership of more
than 10 percent of the equity
interest in the joint venture.

Potential disclosure required. Schedule H, Part IV
(which is optional for 2008) requires each hospital to
list those management companies and joint ventures in
which any officer, director or key employee own in the
aggregate 10 percent of the entity’s interests and provide
management services, medical care, equipment and
other tangible or intangible personal property to the
hospital. The Instructions state that this disclosure
requirement extends to anyone who served as a director
during the tax year in question. The Instructions suggest
that, other than the year in which the director transi-
tioned off the board, the organization would have no
reporting obligation. However, other sections of Form
990, particularly Schedule L, Part IV, may apply.

IOO
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Form 990 Section

Form 990 Disclosure

Requirement

Effect of Disclosure Requirement on Board
Members Transitioned to “Advisory Status”

Schedule H, Part VI,
Line 6

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

Potential disclosure required. This disclosure require-
ment pertains to mission effectiveness. An advisory
board may be relevant in communicating how the orga-
nization receives input on and adapts to changing
community needs to fulfill its mission (i.e., one form of
community outreach).

Schedule ]

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

Potential disclosure required. If an organization reports
a former officer, director or trustee, key employee or
highest compensated employee in Part VII, Section A,
it must complete Schedule ] for such individual.

Schedule ], Part I, Lines
la& 1b

Requires disclosure of certain
benefits that an individual
receives (such as first class travel
accommodations); health club
dues or fees; and spending
accounts as well as information
regarding the organization’s poli-
cies and procedures with respect
to such benefits.

Potential disclosure required. This disclosure require-
ment tracks the Core Form, Part VII, Section A, Line
la. Accordingly, former directors moved to an advisory
role would need to be included in this disclosure for five
years if they received more than $10,000 in reportable
compensation from the organization and any related
organization.

Schedule ], Part I, Line 3

Requires a “check the box”
disclosure of the process used by
the board or committee to estab-
lish CEO compensation.

Potential disclosure required. The organization must
describe the processes that it undertakes to establish
CEO compensation.

Schedule J, Part I,
Lines 5-8

Requires disclosure of whether
any of the interested persons
whose compensation is reported
in Form 990, Part VII, Section
A, Line 1a receives or is entitled
to compensation contingent
upon the revenues or net earn-
ings of the organization or any
related organization, or any non-
fixed (e.g., discretionary)
payments, and whether they
can rely on the initial contract
exception to avoid excess
benefit.”!

Potential disclosure required. An organization that
bases compensation on revenues or net earnings or
other factors would need to describe the compensation
formula.
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continued from page 9

Form 990 Section

Form 990 Disclosure

Requirement

Effect of Disclosure Requirement on Board
Members Transitioned to “Advisory Status”

Schedule L, Part [

Requires disclosure of certain
benefits that an individual
receives (such as first class travel
accommodations); health club
dues or fees; and spending
accounts as well as information
regarding the organization’s poli-
cies and procedures with respect
to such benefits.

Potential disclosure required. Disqualified persons
include an individual who is, or during the previous five
years was, in a position to exercise substantial influence
over the affairs of the organization, including a voting
trustee or director.

Schedule L, Part II

Requires disclosure of whether
any of the interested persons
whose compensation is reported
in Form 990, Part VII, Section A,
Line la receives or is entitled to
compensation contingent upon
the revenues or net earnings of
the organization or any related
organization, or any non-fixed
(e.g., discretionary) payments,
and whether they can rely on the
initial contract exception to
avoid excess benefit.*

Potential disclosure required. To the extent that an
organization has participated in a loan with a disquali-
fied person, such as a prior director or trustee, the
organization must complete Schedule L, Part II, if the
loan remains outstanding as of the end of the organiza-
tion’s tax year. The Instructions state that a “loan” for
Schedule L purposes includes debt originally made by or
to a third party that is transferred to the organization or
disqualified person.

Schedule L, Part 111

Requires the organization to:

¢ [dentify the disqualified
person(s) that received an
excess benefit in the transaction;

¢ [dentify the organization
manager(s), if any, that partici-
pated in the transaction,
knowing that it was an excess
benefit transaction;

® Describe the transaction; and

State whether the transaction
has been corrected (which typi-
cally would require repayment or
return of property plus interest).”

Potential disclosure required. Schedule L, Part III
requires organizations to disclose information regarding,
among others, former directors or trustees, their family
members, and 35 percent controlled entities.

The Health Lawyer
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Form 990 Disclosure

Effect of Disclosure Requirement on Board

Form 990 Section » .
Members Transitioned to “Advisory Status”

Requirement

Schedule L, Part IV Potential disclosure required. The Instructions to
Schedule L again clarify that not all prior officers, direc-
tors, trustees or key employees are considered former
officers, directors, trustees or key employees for purposes

of the disclosure requirement.

Requires the organization to
disclose information on loans,
including salary advances and
other advances and receivables,
that remain outstanding as of the
end of the organization’s tax

year Significantly, however, a further exception exists to the

reporting requirement. An organization is not required
to report transactions with an individual or organization
for a dollar amount that did not exceed the greater of
$10,000 or 1 percent of the organization’s total revenue
for the organization’s tax year. This exception is not
available if total payments for all transactions between

the parties exceed $100,000 for the tax year or the
transaction was compensation to a family member of a
current officer, director or key employee of the organiza-
tion in excess of $10,000.

Hospitals who implement more
effective governance through a reduction
of “excess” board members should be
cognizant of potential state law fiduciary
obligations that may be imposed on advi-
sory bodies. For example, many states,
including Ohio, define a “fiduciary”
broadly in such a manner as to impose
obligations on such persons when acting
in the capacity as an advisor.* Hospitals
would be well advised to consider their
respective state laws and director and
officer insurance policies to determine
whether the advisory board would be
subject to similar fiduciary duties prior to
restructuring their governing boards.

Form 990 Section

Community Benefit Element

Community Benefit

Highlighted

Much of the criticism that members
of Congress, state attorneys general and
others have directed toward charitable
hospitals involves why these organiza-
tions deserve tax-exempt status. The IRS
developed the “community benefit stan-
dard” in 1969 to distinguish between
for-profit and tax-exempt hospitals.
While the Form 990 itself does not
change this standard for exemption, the
following chart, drawn from Schedule H
to the Form 990, indicates what factors
the IRS will consider in determining

whether a hospital continues to qualify
for exemption under the community
benefit standard. In other words, the
Form 990 does not make new law or add
regulations, but it does reflect the indicia
of community benefit that the IRS is
likely to look for under the existing
exemption standards.” An increasing
number of states, such as California and
[llinois, will require separate community
benefit reports that do not necessarily
follow the format or scope of the new

Schedule H.?

Impact on Hospital Operations

Schedule H, Part I,
Lines 1a and 1b
(Optional for 2008)

Does the organization have a
charity care policy? If “yes,” is it
a written policy?

Nothing in the community benefit standard requires an
organization to have a charity care policy. This fact is
not lost on Senator Grassley and others critical of the
community benefit standard. For example, Senator
Grassley has noted, “Non-profit doesn’t necessarily
mean pro-poor patient.

927
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continued from page 11

Form 990 Section

Community Benefit Element

Impact on Hospital Operations

Schedule H, Part I,
Lines 6a and 6b
(Optional for 2008)

Does the organization prepare an
annual community benefit report?
If “yes,” does the organization
make it available to the public?

The federal community benefit standard also does not
require an organization to publish a community benefit
report.

Schedule H, Part II
(Optional for 2008)

Community Building Activities

The IRS recognizes that the scope of community benefit
exceeds charity care alone. Part of the scope, at least
according to Schedule H, includes physical improve-
ments and housing; economic development; community
support; environmental improvements; leadership devel-
opment and training for community members; coalition
building; community health improvement advocacy;
workforce development; and similar activities.

Schedule H, Part III,
Sections A, B and C
(Optional for 2008)

Requires hospitals to provide
specific information on bad debt
expense, Medicare receipts and
collection practices.

The primary burden of Schedule H, Part III will fall on
the hospital’s finance staff. However, the focus on collec-
tion practices is likely to draw greater attention by states
attorneys general, media and others in light of recent
efforts to closely regulate hospital billing practices.”®

Schedule H, Part IV
(Optional for 2008)

Requires hospitals to provide
information regarding joint
ventures and management orga-
nizations in which officers,
directors and/or key employees
participate.

The Instructions provide examples of the types of joint
ventures that a hospital would need to report. These
include “joint ventures formed by the organization and
its officers or physicians to conduct an exempt or unre-
lated business activity, a company owned by the
organization’s officers or physicians that owns and leases
to the organization a hospital or other medical care
facility, and a company that owns and leases to entities
other than the organization diagnostic equipment or
intellectual property used to provide medical care.””

The Health Lawyer
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Schedule H, Part I, requires each
hospital to report whether it has
adopted a charity care policy, prepares
annual reports regarding the commu-
nity benefits that it provides and makes
such reports available to the public.
Nothing in the community benefit
standard requires an organization to
have a charity care policy or to produce
an annual community benefit report.
However, Schedule H leads off with this
series of questions, from which it is
fairly obvious that the IRS considers
charity care policies and community
benefit reports as a significant, if not
vital, condition of a hospital’s tax-
exempt status. Part [ also asks the
organization to identify by cost the
amount that it spends in pursuit of
charity care and other community
benefits, such as research, education of
healthcare professionals and delivery of
subsidized healthcare services.

Schedule H, Part II provides an
opportunity for organizations to
demonstrate the “community building
activities” that their hospitals conduct.
The final Instructions explain that
these activities include those that
protect or improve the community’s
health or safety and are not reported
elsewhere on Schedule H.”® Specific
examples of community building activi-
ties listed in Schedule H, Part II
include physical improvements and
housing; economic development;
community support; environmental
improvements; leadership development
and training for community members;
coalition building; community health
improvement advocacy; and workforce
development.

Schedule H, Part III focuses on how
a hospital reports “bad debt” expense;
how it accounts for Medicare costs and
reimbursements; and what billing and
collection practices it has adopted. For
directors and hospital executives not
assigned to the CFO’s office, this last
item is likely to be the most important.
Hospital billing and collection practices

Volume 21, Number 3, February 2009

have an unwritten, emotional compo-
nent that goes well beyond a patient’s
financial information. Real (or even
perceived) abuses in billing and collec-
tion activities by hospitals create
dramatic newspaper headlines that can
have devastating consequences for an
organization’s reputation and its
finances. For example, in April, The
Wall Street Journal ran a front-page story
entitled “Cash Before Chemo” that
focused on efforts by M.D. Anderson
Cancer Center to collect a $105,000 fee
before it would provide treatment to an
underinsured patient.”! The story not
only exposed M.D. Anderson and its
management to widespread criticism
regarding this alleged practice, but it
also drew the attention of Senator
Grassley.

In July 2008, Senator Grassley
submitted over 40 information requests
to M.D. Anderson on various matters
ranging from its charity care policy to its
corporate governance policies.”” Upon
receiving M.D. Anderson’s responses,
Grassley raised the possibility of further
federal regulation of governmental
hospitals. He said, “I hope the hospital’s
response will provide useful information
to help guide Congress on the decision
of whether government hospitals should
be subject to the same standards as char-
itable hospitals, since they receive the
same federal tax benefits.”” Grassley
went on to reiterate his disdain for the
community benefit standard applicable
to tax-exempt, non-governmental
hospitals. “Because it’s a government
entity, M.D. Anderson doesn’t have to
satisfy the weak community-benefit

standard that applies to private charita-
ble hospitals,” he said.”*

Schedule H, Parts IV and V request
detailed information regarding the
participation of the organization in joint
ventures with directors, key employees
and physicians and the activities that
occur at each facility the organization
operates. This information will not only
be of interest to the IRS in assessing

The Health Lawyer

compliance with federal tax laws, but
will also be of interest to federal agen-
cies charged with administering the
myriad of laws and regulations that
govern financial relationships between
hospitals and physicians.

Tax-Exempt Bonds

The new reporting requirements of
Form 990 and Schedule K provide an
easy-to-follow path for the IRS to chal-
lenge the tax-exempt status of the
interest on a particular bond issue and
impose significant reporting and infor-
mation gathering burdens that did not
previously exist in prior iterations of
Form 990. These burdens will now
include annual expenditures of time,
organizational resources and funds that
previously only had to be expended at
the time the bonds were first issued.
Some of these burdens are centered in
areas that the IRS has identified as
being target enforcement areas in its Tax
Exempt Bond Division’s annual work
plans. Complying with these new
annual disclosure requirements in some
cases will require, as described below,
the equivalent of an internal or external
audit of the use of tax-exempt bond
proceeds.

Any organization that reported an
outstanding tax-exempt bond issue
which had both an outstanding princi-
pal amount in excess of $100,000 as of
the last day of the tax year and was
issued after December 31, 2002 must
answer “Yes” to question 24a of Form
990, Part IV, and complete Schedule K.
While Schedule K is effective for tax
years that begin in 2008, only Part [ is
required to be completed for the 2008
tax year. Parts II, IIl and IV are optional
for 2008, but fully effective for 2009. No
reporting is required under the final
Form 990 and instructions for Schedule
K for bonds issued before 2003, except
that Bonds issued after December 31,
2002, to refund bonds issued before
January 1, 2003 have special reporting
requirements in Schedule K.

continued on page 14
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continued from page 13

Form 990 Disclosure

Form 990 Section . Impact on Operations
Requirement
Schedule K, Part I Disclose the following informa- Only Part I is required for 2008. Organizations should

tion regarding each bond complete multiple Schedule K’s if necessary to account

issuance: for all bond issues.

e [ssuer Name; The IRS requires reporting on “outstanding” bond issues
on Schedule K, even if previously defeased, if such

e Jssuer EIN; i ..
bonds were issued after December 31, 2002. This is

e CUSIP#” likely to create a greater reporting burden over time as

bonds issued after 2002 are refunded. If any of the bond
proceeds were used to refund a prior issue, the date of

® Issue Price; issue for each of the refunded issues must be reported. If
an issue had multiple purposes, all purposes must be
reported.

e Date Issued;

e Description of Purpose;

® Defeased? (yes or no); and . . '
The Instructions for Part I note that the information

* On Behalf of Issuer? required to be reported in Part [, including issuer name,

(yes or no). EIN, CUSIP#, issue date, issue price and purpose should
be “consistent” with the information included on Form
8038 filed by the Issuer in connection with the bond
issue.”® It can be expected that if the review of Part K
reveals that a Form 8038 was not filed as required, or if
Part [ is inconsistent with the information reported on
Form 8038, an IRS examination may be triggered.

It is likely that most organizations will not have bonds
which were issued by the organization “on behalf of a
state or local governmental unit” (i.e., tax-exempt
bonds issued under Revenue Ruling 63-20). Conduit
bond issues that are issued directly by a state or local
governmental unit are not issued under Revenue Ruling
63-20, and almost all healthcare organizations will
check “no” for this item regarding “On Behalf of Issuer”
for each bond issue.”

— The Health Lawyer Volume 21, Number 3, February 2009



Form 990 Disclosure

Form 990 Section ; Impact on Operations
Requirement

Schedule K, Part II Seeks information regarding use After 2008, Part II will need to be completed for each
(Optional for 2008) of the bond proceeds, such as: bond issue listed in Part I of Schedule K.
e Gross proceeds in reserve Form 8038 is a useful guideline for reporting certain
funds; information in Part I, including gross proceeds in

reserve funds, issuance costs, working capital expendi-
tures and capital expenditures, if Form 8038 was
e Working capital expenditures; properly completed at the time of bond issuance.

e [ssuance costs;

e Capital expenditures; and Line 8 requires the organization to provide the year in
which construction, acquisition or rehabilitation of the
financed project was substantially completed. For multi-
ple projects, the organization should provide the latest
year in which construction, acquisition or rehabilitation
of each of the financed projects was substantially
completed. For example, if a bond issue financed the
construction of three projects which were substantially
completed in 2003, 2004, and 2005, the latest year,
2005, would be entered in response to this item for that
bond issue.

¢ Information regarding whether
the organization maintains
adequate books and records to
support the final allocation of
bond proceeds.

Line 11 requires the organization to indicate whether a
final allocation of bond proceeds has been made. This
item should be answered for most project issues only
after consultation with bond counsel, as the rules
regarding “final allocation” and when it occurs are
complicated and present potential pitfalls.

An organization must maintain adequate records regard-
ing the expenditure and allocation of bond proceeds
sufficient to survive an examination by the IRS, which
generally requires a detailed description of expenditures
made from bond proceeds, including specific projects
and lists of equipment acquired and their completion
dates as well as reasonably expected economic lives.

continued on page 16
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continued from page 15

Form 990 Section

Form 990 Disclosure
Requirement

Impact on Operations

Schedule K, Part 111
(Optional for 2008)

Seeks information regarding
private business use, such as:

e Was the organization a partner
in a partnership, or a member
of an LLC, which owned prop-
erty financed by tax-exempt

bonds?

e Are there any management or
service contracts with respect
to the financed property which
may result in private business
use!

® Does the organization
routinely engage bond counsel
or other outside counsel to
review any management or
service contracts or research
agreements relating to the
financed property?

® Amounts of private business use
arising from non-governmental
organizations that are not tax-
exempt and from unrelated
business income activities.

Optional for 2008, but a preview to what will be
required in future tax years and the work that would be
required now to survive an IRS examination of the use
of tax-exempt bond proceeds. This is a road map for the
IRS of potential examination/audit issues, and must be
carefully and thoroughly analyzed and completed by the
organization.

Answering the questions in Part III regarding manage-
ment and service contracts and research contracts that
may result in private use is complicated by the fact that
the instructions require that the organization answer
“Yes” even if the organization has determined that the
management, service or research contracts meet the safe
harbors available under the applicable IRS Revenue
Procedures governing such contracts.

The IRS asks in Line 3c of this Part whether the organi-
zation routinely engages bond or other outside counsel
to review management, service and research contracts —
a strong hint as to the level of review the IRS expects to
ensure compliance with private use rules.

Answering item 5 requires an organization to compute
the average percentage of bond financed property for
each bond issue used in an unrelated trade or business
during the relevant tax year, to the nearest tenth of a
percent. For this purpose, management, service or
research contracts which meet the safe harbors need not
be reported in the percentage of “private use.”
Answering this question will likely require an internal
or external private use audit of all reported bond issues,
and that process is best initiated before Part III becomes
effective in order to create a template for developing the
private use computation.

If the answer to question 7 (whether the organization
has adopted management practices and procedures to
ensure post issuance compliance for its bonds) is “No,”
the organization can expect its bond issues to be exam-

ined by the IRS.

The Health Lawyer
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Form 990 Disclosure

Form 990 Section .
Requirement

Impact on Operations

Schedule K, Part IV
(Optional for 2008)

Lines 3a, b and c relate to payments under qualified
hedges/swaps; an area of focus for the IRS in its tax-
exempt bond work plans and one where IRS officials
have noted some significant issues.™

Seeks information regarding
arbitrage, such as the following:

o Whether a Form 8038-T has
been filed with respect to the
issue;

o Whether the bond is a variable

rate issue; and

Reporting of guaranteed investment contracts (“GICs”),

another area of work plan focus of the IRS, is required

here.”” Each filing organization should confirm with its

bond counsel when bidding GICs that all applicable

e Whether any bonds were requirements of the Code will be met, as compliance
invested beyond an available with those requirements must now be certified on line
temporary period. 4d.

Item 5 requires reporting of unspent bond proceeds
beyond any allowed “temporary period” during which
bond proceeds can be invested without regard to yield.
For example, a typical project fund may be invested for
three years before yield restrictions apply (although arbi-
trage rebate may apply from day one). If an organization
has project funds that were not spent within three years,

it should consult with bond counsel on how to address
unspent bond proceeds after the allowed temporary
period, and be prepared to explain to the IRS why it did
not meet the three year temporary period. The Tax
Exempt Bonds Division of IRS views arbitrage profits on
unspent project fund proceeds as a target area for its
enforcement efforts, as disclosed in its recent work plans
and as seen in recent examinations.

Whistleblower Statutes
Highlight Need for
Governance and
Community Benefit Review

Traditionally, policing responsibili-
ties of tax-exempt organizations fell to
the IRS and state attorneys general.
This enforcement environment is
changing dramatically thanks to two
factors — the significant disclosure
requirements of the Form 990 and the
newly created IRS Whistleblower
Office. Congress amended the federal
tax code in 2006 to increase the poten-
tial reward for informants who bring
violations of tax laws to the attention of
the IRS. These rewards may be 15 to 30
percent of the proceeds that the IRS
collects (including penalties, interest,

Volume 21, Number 3, February 2009

additions to tax, and additional
amounts) as a result of an action based
on information that the informant
provided.® Presently, these enhanced
whistleblower provisions apply only to
disputes involving more than $2 million
in tax, penalties, additions to tax and
additional amounts. The IRS may pay
reward up to a lower 10 percent maxi-
mum if the whistleblower’s tip is based
on public information (e.g., from Form
990 or other reports),” and in smaller
cases (under $2 million) whistleblowers
still can recover up to a 15 percent
bounty.* Although tax law violations
are prosecuted exclusively by the
government, the IRS has discretion to
enter into tax administration contracts
with whistleblowers and their attorneys
to share confidential return information

The Health Lawyer

(e.g., tax returns of subsidiaries, directors
and officers and prior closing agree-
ments) to allow the whistleblower to
assist in the investigation.” These
developments have established a cottage
industry of attorneys and others ready to
report tax-exempt organizations and
their board members for violations of
various federal tax laws.

IRS Enforcement Initiatives

Focused compliance initiatives are
gaining in popularity, and the IRS has
already reached hundreds of nonprofit
hospitals with initiatives focused on
executive compensation, insider loans,
private use of bond financed facilities
and community benefit activities. There
are no signs of these focused reviews

continued on page 18
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continued from page 17

slowing down or stopping at a single
contact per hospital. Rather, with the
added details that will be reported on
the Form 990, the IRS is likely to
expand the range of issues that it
reviews through these compliance
checks and correspondence exams. In
that regard, the most recent compliance
initiative involves a compliance check
of approximately 400 colleges and
universities on a variety of issues,
including unrelated business income.*
Given historic IRS skepticism on the
level of compliance in reporting and
properly allocating revenues and
expenses from unrelated trade or busi-
ness activities,® it is reasonable to
expect that the unrelated business
income portion of this latest initiative
will be carried over to the tax-exempt
healthcare sector in the years to come.

Conclusion

General counsel, executives and
their boards should view the Form 990
as an opportunity to enhance corporate
governance, potentially through the
reduction in size of an organization’s
board and the adoption of procedures for
accurate Form 990 reporting. One help-
ful method to ensure that the transition
to the revised Form 990 does not
present board members with any
surprises is to conduct a mock audit
based on 2007 information. Doing so
will identify potential disclosure issues
and consequences when the new Form
990 takes effect for the 2008 tax year.
This exercise can be especially benefi-
cial for Schedule H, most of which is
optional for 2008, and the various inter-
twined disclosures regarding corporate
governance and executive compensa-
tion. Organizations also should consider
whether to conduct this mock audit
exercise under privilege to try to protect
against discovery of the resultant work
product by the IRS, state regulators,
plaintiffs attorneys, unions or other
interested adverse parties. In order to
ease the compliance pains under the

18

new Form 990, general counsel and
governance specialists also should
consider reviewing the organization’s
current governance policies and
revamping board education programs.
The updated board education may
include a substantive review of the new
reporting requirements in the Form 990,
IRS views of governance best practices,
the need for expanded annual question-
naires, and the importance of full
disclosure to protect the organization
and the board. By following these steps,
hospitals will be better positioned to
respond to these changes and to put
disclosure first in the new Form 990.
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