ver the past few decades, reduced reimbursement

from government payers and a quickly expanding

uninsured population have put pressure on non-
profit hospitals to find new ways to finance their operations.
Increasingly, nonprofit hospitals are forming joint ventures
with for-profit entities.? These arrangements allow nonprofit
hospitals to provide needed services in the community and
to benefit from the management expertise of their for-
profit partners.’> Since the late 1990s, these ventures have
faced increasing scrutiny from the Internal Revenue Service
because of claims that benefits to the for-profit partners are
more than insubstantial. Some of these ventures have caused
the IRS to revoke the nonprofit partner’s tax-exempt status.*

In addition to facing increased scrutiny over their part-
nerships with for-profit entities, nonprofit hospitals have
recently been asked to show that they provide enough
benefits to the community to justify these hospitals’ tax-
exempt status.” Over the past few years, critics have
accused nonprofit hospitals of taking advantage of steep
tax breaks while providing little care to indigent patients
and aggressively pursuing patients who cannot pay their
bills.® In 2006, the IRS initiated an investigation into the
level of benefits nonprofit hospitals actually provide to
the community. The IRS’s findings led to changes in the
requirements for how nonprofit hospitals are to report
their activities that benefit the community. ’

This article argues that the analysis of whether joint ven-
tures between nonprofit and for-profit hospitals cause the
nonprofit partner to lose its tax-exempt status should be
tied to the new standards for community benefit that are
established in the Affordable Care Act (ACA).® The current
framework for determining whether the nonprofit partner
may retain its tax-exempt status focuses on whether the
organization seeking exempt status serves a charitable pur-

Nonprofit Joint Ventures
and Community Benefit: A
New Approach

By Gail Rebecca Floyd

pose and whether the arrangement allows the nonprofit
entity to act exclusively in furtherance of the charitable
purpose.’ This standard requires the nonprofit partner to
have control of the joint-venture organization’s assets and
day-to-day operations to ensure that it is able to initiate
projects that further its mission and do not provide exces-
sive benefit to the for-profit partner.'

The discussion also argues that the current framework
is too complex and does not ensure that nonprofit joint
ventures provide adequate benefits to their communities.
A better approach would be to allow compliance with the
new community benefit standard that is set forth in the
Affordable Care Act to create a presumption that the ben-
efits provided to for-profit partners are insubstantial. This
alternative approach would provide more clarity to entities
that want to initiate joint ventures between nonprofit and
for-profit organizations and to the practitioners who help
to structure these transactions.

This article discusses the rationale and requirements
for allowing hospitals to be tax-exempt and explores the
evolving community benefit standards for nonprofit hospi-
tals and also describes the economics behind joint ventures
between nonprofit hospitals and for-profit entities and
explains the legal framework for analyzing the impact on
the nonprofit partner’s tax-exempt status. Last, the article
explains how the changing community benefit standards
should affect the analysis of joint ventures between non-
profit and for-profit hospitals.

Nonprofit Status for Hospitals and Evolving Community
Benefit Standards

Overview of Federal Tax Exemption for Hospitals
Hospitals may be exempt from federal taxation under
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LR.C. § 501(c)(3) if they are “organized and operated
exclusively for religious, charitable, scientific ... or edu-
cational purposes.”™ In order to meet the requirements
of § 501(c)(3), an entity must meet an organizational test
and an operational test.'? The organizational test consid-
ers whether the entity’s governing document (1) limits the
organization’s activities to one or more charitable purposes
and (2) does not allow the entity to engage in more than
an insubstantial amount of noncharitable activity. The
operational test examines whether or not the organization
actually operates in a manner that furthers its charitable
purpose.t! The operational test requires the organization
to operate exclusively for one or more exempt purposes
and prohibits the organization’s earnings from inuring to
the benefit of one or more private individuals or share-
holders."

In Revenue Ruling 56-185, the IRS articulated the
standards a hospital must meet to qualify for federal tax
exemption under § 501(c)(3)'*—including the requirement
that the hospitals must operate in a way that serves those
unable to pay, to the extent that the hospitals are finan-
cially able to do so, and that the hospital’s earnings do
not inure directly or indirectly to any private individual
or shareholder. In 1969, the IRS broadened the scope
of its charity care standard in response to fears that the
new Medicare and Medicaid programs would dramatically
reduce the number of patients needing charity care and
therefore would make it difficult for hospitals to meet the
exemption requirements.'”” In Revenue Ruling 69-545, the
IRS stated that hospitals may be eligible for tax-exempt
status if they operate an emergency room that is open to
everyone in the community regardless of ability to pay,
participate in the Medicare and Medicaid programs, have
a governing board composed of members of the commu-
nity, and maintain an open medical staff.’¥ Ruling 69-545
also stated that a hospital would not qualify for tax-exempt
status if it provided care only to those who were able to
pay for it."” In 1983, the IRS further broadened the scope
of the § 501(c)(3) exemption for hospitals when it ruled
that operating an emergency room was not necessary to
maintain tax-exempt status if local planning officials deter-
mined that doing so would unnecessarily duplicate exist-
ing services in the area.?

As the requirements imposed on hospitals that seek
to obtain tax-exempt status under § 501(c)(3) have been
relaxed, critics have pointed out that the distinction
between for-profit and nonprofit hospitals has nearly dis-
appeared.”! Some have argued that there is little empirical
evidence that nonprofit and for-profit hospitals differ in
the range and price structure of the services they offer.*
However, other research has demonstrated that nonprofit
hospitals are more likely to offer unprofitable services that
are needed in the community than their for-profit competi-
tors are, and these nonprofit hospitals are unable to offer
more lucrative services solely because of the profit-making
potential of these services.?
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Changing Community Benefit Requirements for Non-
profit Hospitals

The Hospital Compliance Project and Schedule H of the New
IRS Form 990

In response to questions about what role nonprofit hos-
pitals should play in the health care debate, in May 2000,
the IRS initiated the Hospital Compliance Project, whose
aim was to study the community benefits that nonprofit
hospitals provide and to examine how nonprofit hospitals
establish executive compensation.?® The major findings of
the study, as explained in final report of the project, were
the following:

* Hospitals had different definitions of uncompensated
care.

* Hospitals’ expenditures associated with community
benefits averaged about 9 percent of total revenue.

* Uncompensated care was the largest component of the
reported benefits provided to the community.

* Hospitals” spending on medical research and commu-
nity health programs combined made up an average of
less than 3 percent of total revenue.

One of the most important ways in which the results
of the Hospital Compliance Project were used was in the
development of Schedule H of the revised IRS Form 990,%
which the IRS issued the 2008 tax year with the goal of
enhancing transparency and forcing hospitals to go to
greater lengths to justify their tax-exempt status.” Schedule
H requires nonprofit hospitals to provide detailed informa-
tion about their charity care policies and the amount of
charity care they actually provide as well as an explana-
tion of their billing and collection practices and how they
report expenses involving bad debts. The information
requested on Schedule H is to be presented in narrative
form, which allows hospitals to explain their activities and
how they provide benefits to the community.*

The New Community Benefit Standard Under § 501(r)

When the ACA was enacted in March 2010, Congress
modified the Internal Revenue Code to include § 501(r),
which imposes the following new requirements for chari-
table hospitals seeking tax-exempt status:

* Nonprofit hospitals must conduct a community health
needs assessment every three years by soliciting input
from people in the community, developing a strat-
egy for meeting the identified community needs, and
making the needs assessment widely available to the
public.? In addition, the hospital must adopt a policy
that requires it to provide emergency medical care to
all who need it regardless of their ability to pay for the
service.*

* Hospitals must adopt a written financial assistance
policy and widely publicize the policy throughout the
community.’*!

* Hospitals may not charge patients who need financial
assistance more than the lowest amount charged to



people who have insurance coverage and are prohib-
ited from using gross charges.?

* Hospitals may not engage in extraordinary collection
practices before determining patients’ eligibility for
financial assistance.?

In addition to the above changes to LR.C. § 501, the
ACA requires nonprofit hospitals to explain how they
are addressing community needs on their Form 990, to
describe any identified community needs they are not
addressing, and to explain why those needs are not being
met.** The ACA also imposes a $50,000 fine on hospitals
that fail to comply with the new requirements.”> Notably,
the ACA requires hospitals to adopt policies related to
charity care policies and to provide more detail in report-
ing their community benefit activities, the act did not set
a quantitative standard for the amount of community ben-
efits nonprofit hospitals must provide in order to maintain
their tax-exempt status under § 501(c)(3).%

Joint Ventures Between Nonprofit and For-Profit Hospitals

Economics of Joint Ventures

Nonprofit hospitals may enter into joint ventures with
for-profit entities for a variety of reasons.” In general, joint
ventures between for-profit and nonprofit organizations
involve an infusion of capital from the for-profit partner and
allow the nonprofit organization to expand the amount of
charitable services it provides as its infrastructure and staff
expands.® For struggling hospitals, joint ventures with for-
profit entities can provide needed capital and can help the
hospital recruit management talent, pool risk in an emerg-
ing service line, and offer new services to communities in
need.”

There are two main types of joint ventures between
nonprofit and for-profit hospitals.® In an ancillary joint
venture, a nonprofit hospital enters into an agreement
with a for-profit entity to engage in a specific activity, such
as the operation of an imaging center or ambulatory sur-
gery center.’! The nonprofit hospital typically contributes
assets and/or cash to the venture, usually a limited liability
corporation, and the for-profit partner contributes cash.
The nonprofit and for-profit entities negotiate ownership
interests in the venture; the new corporation operates and
manages the facility; and the nonprofit partner continues
to own and operate the hospital.”

A whole-hospital joint venture is a transaction in which
a nonprofit hospital contributes the entire hospital, and the
for-profit partner contributes cash.* An operating agree-
ment between the parties establishes ownership interests
as well as issues related to governance and control.” When
the transaction is complete, the joint venture owns and
operates the hospital, and the nonprofit entity’s sole activ-
ity is participation in the joint venture.

The Legal Framework for Analyzing Joint Ventures

Early Standards
Before the early 1980s, any organization having tax-

exempt status under IL.R.C. § 501(c)(3 that formed a joint
venture with a for-profit entity became ineligible for tax-
exempt status because the Internal Revenue Service viewed
the arrangement as a vehicle for the nonprofit organiza-
tion to share in the net profits of a for-profit partner.?’
The IRS later revised its position on these arrangements
and developed a two-prong test for determining when an
organization’s tax-exempt status can be questioned: (1)
the “charitable purpose” test, which examines whether or
not participation in the joint venture furthers the nonprofit
entity’s tax-exempt purpose,® and (2) the “private benefit”
test, asks if the organization is able to operate exclusively
for its charitable purpose and results in more than inciden-
tal benefit to the for-profit partner.®

The IRS’s Revenue Ruling 98-15

As joint ventures between nonprofit hospitals and for-
profit entities became more popular during the 1990s,
practitioners requested further guidance from the IRS
about the tax implications of these arrangements.>® In 1998,
the IRS issued Revenue Ruling 98-15, which shifted the
focus of the analysis to the determination of which partner
controls the assets and the operation of the joint venture.>!
The IRS held that a nonprofit hospital involved in a joint
venture with a for-profit entity would continue to qualify
for tax-exempt status under the following conditions:

* The governing documents committed the joint venture
to pursue the nonprofit hospital’s charitable mission
over maximizing profits of the for-profit partner.

* The nonprofit entity had voting control over the govern-
ing board, which ensured that it could initiate activities
that furthered its charitable mission.

* Management contracts with any third parties were
reasonable and did not provide more than incidental
private benefit.”

A joint venture that did not meet these requirements
would be ineligible for tax-exempt status.

Application of Revenue Ruling 98-15

The first case in which the IRS applied the standard set
in its Revenue Ruling 98-15 was Redlands Surgical Services
v. Commissioner.” In this case, a nonprofit hospital formed
a wholly owned subsidiary whose sole activity was par-
ticipating in a joint venture with a for-profit partner that
owned and operated an ambulatory surgical center.>® The
Tax Court found the newly formed nonprofit organization
ineligible for tax-exempt status for the following reasons:

* The for-profit partner was not obligated to put chari-
table interests ahead of profits.

* The nonprofit organization did not have voting control
over the partnership.

* The long-term contract between the parties allowed the
for-profit partner to control the day-to-day operations
of the joint venture.

* The for-profit partner gained market advantages as a
result of the arrangement.>
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The decision in Redlands was controversial because
the surgical center actually increased the nonprofit part-
ner’s ability to pursue charitable activities and because the
analysis made it difficult to determine how the Tax Court
would apply the control test to ancillary joint ventures.>

Another case related to the standard set in the IRS’s
Revenue Ruling 98-15, St. David’s Health Care System
v. United States, involved a nonprofit hospital that had
entered into a whole-hospital joint venture with a for-
profit hospital chain because of financial difficulties facing
the health care market.”” The IRS revoked the hospital’s
tax-exempt status because of its participation in the joint
venture, and the hospital sued to recover the taxes it had
already paid.” In overturning the district court’s grant of
summary judgment in favor of the nonprofit hospital, the
Fifth Circuit found that there were genuine issues of mate-
rial fact as to whether the nonprofit hospital had ceded
effective control to its for-profit partner in the joint ven-
ture.”® Even though the nonprofit hospital had half of the
votes on the governing board and could block objection-
able programs, the hospital did not have enough control
to initiate programs that might benefit the community.®
On remand, a jury found that the hospital was entitled
to a federal tax exemption and awarded back taxes the
hospital had paid.®" After this decision, practitioners in the
field viewed control of the governing board as the per se
standard for whether a joint venture with a for-profit entity
will threaten a nonprofit hospital’s tax-exempt status.®

How the Changing Community Benefit Standards Should
Affect the Joint Venture Analysis

Criticisms of the Current Standard

In its Revenue Ruling 98-15, the IRS states that a non-
profit hospital’s partnership with a for-profit entity will not
threaten the hospital’s tax-exempt status if the partnership
furthers the nonprofit entity’s charitable purpose and allows
the nonprofit partner to act exclusively in furtherance of
the purpose that resulted in gaining tax-exempt status.®
According to the IRS, if the for-profit partner has control
over the organization’s assets and activities, the benefit to
the for-profit partner will be more than incidental and the
organization will therefore fail to be organized and operated
exclusively for purposes that allow it to be exempt from
federal taxes.” However, the IRS arrives at this conclusion
without explaining why the for-profit partner’s control or
even shared control of the organization’s activities ensures
that the benefit to the for-profit will be more than incidental
and negates the possibility that the partnership will further
the organization’s charitable purpose.

In Redlands the Tax Court found that the absence of
any obligation to put the nonprofit hospital’s charitable
mission ahead of profit and the absence of formal or infor-
mal voting control by the nonprofit partner meant that the
surgery center was not operating exclusively for purposes
for which it would receive tax-exempt status.” In addi-
tion to analyzing the factors included in Revenue Ruling
98-15, the Tax Court reviewed the actual operations of
the joint venture® and found that the surgery center failed
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to provide free care to indigent patients, did not operate
an emergency room, and treated a negligible number of
Medicaid patients.” Some commentators have argued that,
even though the Tax Court claims to have based its deci-
sion on Revenue Ruling 98-15, the court was significantly
influenced by the nonprofit hospital’s failure to provide
charity care.®

In St. David’s Health Care System v. United States, a non-
profit hospital formed a joint venture with a for-profit hos-
pital chain because reduced reimbursements from managed
care organizations and government payers were making it
difficult for the nonprofit partner to carry out its charitable
mission.” Even though the joint venture’s partnership agree-
ment gave each party 50 percent control of the governing
board, the agreement also stated that the joint venture was
to operate in compliance with the community benefit stan-
dard set forth in Revenue Ruling 69-545.7° Within four years
of executing the agreement, the partnership had provided
$64 million worth of uncompensated care, including $17
million in subsidized care to Medicare and Medicaid patients
and $24 million in care to indigent patients.”! Overall, the
hospital provided an increase in uncompensated care
amounting to $26 million in the four-year period following
formation of the partnership.” The district court analyzed
the joint venture under the standard set forth in Revenue
Ruling 09-545 and found that the nonprofit organization
was entitled to summary judgment on the issue of whether
it was operating exclusively for a charitable purpose.”? On
appeal, the Fifth Circuit found Revenue Ruling 98-15 to
be the starting point for analysis and reversed the district
court’s summary judgment because the nonprofit hospital
lacked sufficient control over the governing board and
could not initiate charitable programs without support from
its for-profit partner.™

The Redlands and St. David’s cases demonstrate the
tension between the IRS’s emphasis on which party has
operational control in a joint venture between a nonprofit
and a for-profit organization and the actual benefit such a
venture provides to the community. The court in Redlands
applied the standard set out in Revenue Ruling 98-15 but
seemed ready to uphold denial of the venture’s tax-exempt
status because of its poor record of charity care.” The dis-
trict court in St. David’s found that, because the hospital
provided enough charity care to meet the requirements
set by Revenue Ruling 69-545, the hospital was operating
exclusively for a charitable purpose, despite the 50/50 split
in voting rights on the board.” When the Fifth Circuit put
Ruling 98-15 at the starting point of the analysis, the court
effectively placed the governance and control issues ahead
of the community benefit standards set out in prior IRS
rulings, making it unclear whether a nonprofit hospital’s
charitable activities would weigh into the analysis at all.

Courts that need to review the tax status of nonprofit
joint ventures may have trouble applying the IRS standards
because the IRS has not been clear in its explanation of
what is expected of tax-exempt hospitals. In Revenue
Ruling 56-185, the IRS includes operation “to the extent of
its financial ability for those not able to pay for services”
among the four factors required for a hospital to be tax-



exempt under § 501(c)(3),” indicating that the IRS views
some level of uncompensated care to be a requirement
for federal tax exemption. In Ruling 69-545, the IRS over-
ruled the community benefit requirement found in Ruling
56-185 when it broadened the standard for eligibility under
§ 501(c)(3) by including “promotion of health” under the
definition of “charity” and removing the requirement of
delivering uncompensated care.”® When the IRS issued
Revenue Ruling 98-15 to explain how a joint venture with
a for-profit partner would affect a nonprofit hospital’s
tax-exempt status, the IRS’s focus was mainly on prevent-
ing more than incidental benefit to private third parties.
Moreover, Ruling 98-15 did not make it clear whether the
standard under Ruling 69-545 was still intact, or whether
the IRS was reinstating the requirement to provide some
level of uncompensated care.

Another problem with the current framework is that it
ignores the potential for community benefit when non-
profit hospitals form joint ventures with for-profit entities.
In St. David’s, the nonprofit hospital was able to provide
more uncompensated care after the hospital formed its
partnership with a for-profit hospital chain.” In Redlands,
the nonprofit entity argued that the joint venture arrange-
ment helped further its charitable purpose by expanding
access to its services in the community based on the medi-
cal needs of its members.* Forming a partnership with
a for-profit entity that has experience and management
expertise enables a joint venture to provide a benefit to the
community even if the nonprofit hospital does not provide
uncompensated care by bringing new and more efficient
services to the area.”

Another reason for the confusion found in the cur-
rent framework is that the case law and Revenue Rulings
describe the need for nonprofit hospitals to be able to initi-
ate charitable activity but fail to define “charitable activity”
fully. Even though the IRS did not have the data gathered
by the Hospital Compliance Project when it issued its most
recent rulings on joint ventures between nonprofit and
for-profit entities, the project’s final report shows that the
vast amount of community benefit provided by nonprofit
hospitals is through uncompensated care to uninsured and
underinsured patients.** The project found that, on aver-
age, less than 20 percent of total expenditures on com-
munity benefits were for community health programs.®
The data seem to indicate that the charitable programs that
nonprofit hospitals are supposed to be able to initiate on
their own, without approval from their for-profit partners
under the Ruling 98-15 standard, are programs that provide
medical services to the needy. Communities could benefit
a great deal from partnerships between nonprofit and for-
profit organizations if the for-profit partner were able to
provide an infusion of capital to the hospital and help it
operate more efficiently, allowing the hospital to provide
more care to indigent patients.

Neither the cases nor the Revenue Rulings discuss
whether nonprofit and for-profit hospitals differ in the
types of services they offer. Research has shown that some
services—such as psychiatric and emergency care, AIDS/
HIV services, burn treatment, and treatment for alcohol

and substance abuse—are less profitable and more likely
to be offered by nonprofit hospitals.*® Some commenta-
tors have even suggested that provision of these services
should be considered per se community benefits.® If joint
ventures with for-profit entities allow nonprofit hospitals
to continue to offer such services, communities stand to
benefit substantially.

The control standard included in Revenue Ruling 98-15
may even threaten benefits provided to communities by
making joint ventures between nonprofit and for-profit
organizations unattractive to for-profit entities.® Requiring
joint ventures to put the nonprofit hospital’s charitable
objectives ahead of profits increases the risk for the for-
profit partner,”” which may be unwilling to contribute
large amounts of capital if they will not be able to have
the control necessary to ensure that they can profit from
the undertaking.® This chilling effect on joint ventures will
have a negative impact on accessibility if the rules make it
too difficult for nonprofit hospitals to find for-profit part-
ners that can help finance the hospital’s operations.*

Applying the New Community Benefit Standards

The current framework for analyzing joint ventures
between nonprofit hospitals and for-profit entities is
designed to ensure that the nonprofit hospital does not
violate the private benefit prohibition under the operation-
al test of the § 501(c)(3) requirements by providing more
than incidental benefits to the for-profit partner.”® The IRS
presumes that, if the nonprofit hospital has control over
the joint-venture organization’s assets and operations, the
nonprofit hospital will be able to ensure that its activities
further the organization’s charitable mission and that the
benefits to for-profit partners are only incidental.”!

Over the last decade, much of the health care debate
has shifted to ensuring that nonprofit hospitals provide
enough community benefits to justify their tax-exempt
status.” The revised IRS Form 990 increases transparency
for nonprofit hospitals and provides clear standards for
how they are to report the benefits they provide to their
communities.”” With LR.C. § 501(r), Congress set new
requirements for nonprofit hospitals making it easier to
distinguish them from their for-profit counterparts.”® This
article argues that the new community benefit standard
will ensure that joint ventures between nonprofit and
for-profit organizations will operate in accordance with
the nonprofit partner’s charitable mission better than the
current control standard does. Joint ventures between
nonprofit hospitals and for-profit entities that comply with
the § 501(r) standard should be presumed to comply with
the operational test under § 501(c)(3). If a joint venture is
in compliance with § 501(1r), it will be operating in a man-
ner that satisfies expectations for how nonprofit hospitals
should behave and should therefore be able to maintain
its tax-exempt status.

Under the new standard, nonprofit hospitals engaging
in joint ventures with for-profit entities will be required to
comply with the § 501(r) standard if the hospitals wish to
remain tax-exempt under § 501(c)(3). For-profit partners
may gain some benefit under the arrangement because the
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current control standard allows them to benefit to a cer-
tain degree, but the venture will be subject to the § 501(r)
community benefit standards. Because an influx of cash
and assets will be what allows the organization to conduct
community benefit activities, the for-profit partner should
be able to have enough operational control to ensure that
the organization functions as efficiently as possible.

To comply with LR.C. § 501(v), the organization formed
by the joint venture will be required to conduct an assess-
ment of the community’s health care needs at least once
every three years.”” In conducting the needs assessment, the
joint venture will have to seek input from community lead-
ers and people with specialized knowledge and expertise in
public health and to develop an implementation plan and
make it widely available to the public.” The Affordable Care
Act also requires nonprofit hospitals to describe any identi-
fied health need that is not being met and to explain why
such needs are not being addressed.”” Under the control
standard, the nonprofit partner in the venture must have
control over organizational operations, but the organization
is not required to function in a way that actually responds
to the community’s health needs. In complying with the
requirement to conduct an assessment of the community’s
health care needs, the nonprofit and for-profit partners will
be forced to respond to community needs and will be held
accountable when they are not being met.

Compliance with § 501(r) will require the joint-venture
organization to develop a financial assistance program, to
establish eligibility requirements, and to make the program
widely available to the public.”® The joint venture will also
be required to adopt a policy for treating all patients who
need emergency medical care regardless of their ability to
pay.” This new standard makes it more likely that non-
profit hospitals will provide some level of charity care to
the community—and perhaps even a higher level because
of the requirement to publicize their financial assistance
programs widely. A joint venture that complies with the
§ 501(r) standard should be able to maintain tax-exempt
status regardless of whether the for-profit partner has
operational control, because the financial assistance policy
requirement makes it more certain that community needs
are actually being met.

LR.C. § 501(x) prohibits nonprofit hospitals from charg-
ing patients who are eligible for financial assistance more
than the lowest amount charged to patients who have
insurance coverage and also prohibits the use of gross
charges.'™ This provision has the potential to reduce the
level of revenue a nonprofit hospital receives from unin-
sured patients. Thus, a for-profit partner should be able to
have more control over hospital operations so that it can
provide needed medical services at a reduced cost.

The new § 501(r) also prohibits nonprofit hospitals
from engaging in extraordinary collection actions before
determining whether a patient is eligible for financial
assistance.'’! This provision is a response to complaints
that nonprofit hospitals have used aggressive debt collec-
tion practices against indigent patients in the past.!® This
rule can also have a potential impact on hospital revenue,
because it makes it more difficult to collect payment from
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certain patients. Because the requirement prohibits certain
collection practices and potentially reduces reimburse-
ment, the for-profit partner’s control over the organiza-
tion’s operations should not threaten tax-exempt status,
because the for-profit partner may be better able to ensure
that the hospital is operating efficiently.

Compliance with § 501(r) should not be too difficult to
assess, because Schedule H of the revised IRS Form 990
already requires reporting much of this information.'”® By
enacting § 501(r), Congress has clarified its expectations
for how nonprofit hospitals are to differentiate themselves
from their for-profit counterparts. Under this new stan-
dard, organizations wishing to enter into a tax-exempt
joint venture between a nonprofit and for-profit entity will
be aware of the kind of community benefit activities the
venture will be expected to initiate. For-profit entities that
comply with the requirements of § 501(r) in a joint venture
with a nonprofit hospital will be likely to contribute much
to the community by increasing the availability of needed
health care services in the area and by allowing the organi-
zation to offer more uncompensated care. A nonprofit/for-
profit joint venture that complies with the standards set in
§ 501(r) should be presumed to be offering only incidental
benefit to the for-profit partner because the benefit gained
by the community is so large by comparison.

Potential Problems with the New Standard

The first potential problem with the new standard is
that nonprofit organizations that operate more than one
hospital facility must meet the requirements of § 501(r) for
each individual facility.' Tt is unclear whether failure to
meet the § 501(r) requirements will cause just one facility
to lose its tax-exempt status under § 501(c)(3) or cause the
entire hospital system to lose tax-exempt status.'® In addi-
tion, there is a question as to whether or not a system that
operates a hospital and other ancillary facilities, such as a
nursing home and imaging center, would lose tax-exempt
status for all facilities if only the hospital failed to comply
with § 501(1).

The second major concern is what types of organiza-
tions will be subject to the new § 501(r) standards. The
rule defines “hospital” as “an organization which operates
a facility which is required by a State to be licensed, regis-
tered, or similarly recognized as a hospital,” and also “any
other organization which the Secretary determines has
the provision of hospital care as its principal function.”'®
The definition that the rule provides presents a problem
because some states define “hospital” more broadly than
others do'”—for example, Florida defines hospital as any
facility that offers medical care beyond a 24-hour period,
whereas New York’s definition includes any facility that
provides services for treatment and prevention of disease
that are performed under the supervision of a physician.!%
If an ancillary health care facility is operated in a state that
defines “hospital” broadly, the facility could be subject
to the requirements set forth in § 501(r), even though it
provides a very limited range of services and does not
provide 24-hour care.'” Moreover, giving the U.S. treasury
secretary authority to determine that other facilities fall



under the definition of “hospital” increases uncertainty as
to which organizations will be subject to the statute.'

The third potential problem with the law concerns how
the community health care needs assessment, which is
required under L.R.C. § 501(r), will apply to ancillary joint
ventures. Many ancillary facilities are operated to provide a
specific service."! The law is unclear as to whether orga-
nizations that are operated for a limited purpose will be
expected to conduct a community needs assessment and
address identified needs that the facility is not prepared to
accommodate.'? This will probably be less of a problem for
facilities in states where the definition of “hospital” is nar-
row and does not include ancillary health care facilities.

Another major concern relates to the provision that
requires nonprofit hospitals to provide emergency medical
care. This provision conflicts with Revenue Ruling 83-157,
in which the IRS found that operating an emergency room
is not necessary to maintaining tax-exempt status under
§ 501(c)(3).'" The provision is problematic because many
ancillary health care facilities provide outpatient services
and are not equipped to handle emergency cases.!' In
addition, in Revenue Ruling 83-157, the IRS found that a
hospital may have perfectly good reasons for not operat-
ing an emergency room—for example, when the facility is
located in a region that already has adequate emergency
medical services or the facility provides specialized ser-
vices, such as an eye or cancer hospital, which do not
require involve emergency treatment.'

The fifth potential problem relates to the penalty
imposed for noncompliance. I.C.S. § 501(r)(7) imposes an
excise tax of $50,000 for any hospital that fails to meet
the requirements of § 501(r)—a fine that could be quite
substantial for some small facilities.!'® On the other hand,
large facilities may find it much more cost-effective to pay
the fine than to actually comply with § 501(r).*”

Finally, another potential problem with the new rule is
that it does not set a quantitative standard for community
benefit. Some commentators in the field predicted that, if
Congress ever passed a community benefit requirement for
nonprofit hospitals, it would include a minimum percent-
age of annual revenue that had to be spent on uncompen-
sated care and community benefit activities."'® However,
in the final report of its Hospital Compliance Project, the
IRS noted that community benefit expenditures were con-
centrated in a relatively small number of hospitals and that
setting a specific percent-of-revenue threshold would have
a disproportionate impact on some hospitals and would
effectively end tax-exempt status for others.'™ Still, it is
possible that, without a quantitative community benefit
requirement, many nonprofit hospitals will attempt to offer
as few community benefits as they can get away with and
still be compliant with § 501(r).

Conclusion

Joint ventures between nonprofit hospitals and for-
profit entities have the potential to enhance community
benefit because of the possibility of expanding the range
of available services in the area and allowing organizations
to provide more uncompensated care to indigent patients.

The current standard for analyzing the effect of these
arrangements on nonprofit hospitals’ tax-exempt status
under § 501(c)(3) is too restrictive, because it places too
much emphasis on the for-profit partner’s ability to control
the organization’s day-to-day operations. The focus of the
analysis should be on whether the arrangement provides
substantial benefit to the community—not impermissible
gain to the for-profit partner.

Now that Congress has clarified how nonprofit hospitals
are expected to behave, this framework should apply in
the joint venture context as well. A joint venture between
a nonprofit hospital and a for-profit entity—a venture that
complies with the requirements of § 501(r)—should be
presumed to be providing only insubstantial benefits to
the for-profit partner. Such a rule would allow for-profit
entities to have the operational control necessary to ensure
that the organization functions in the most efficient manner
and would make joint ventures with nonprofit hospitals
more attractive to for-profit entities. Communities will
benefit from a more flexible standard that allows nonprofit
hospitals to form the partnerships that allow them to con-
tinue to offer needed services. TFL
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