CoMMITTEE FOR A RESPONSIBLE FEDERAL BUDGET

CHAIRMEN
MiTcH DANIELS
LEON PANETTA
Tmv PENNY

PRESIDENT
MAYA MACGUINEAS

DIRECTORS

BARRY ANDERSON
ERSKINE BOWLES
SAXBY CHAMBLISS
KENT CONRAD

Jim COOPER

DAN CRIPPEN
ESTHER GEORGE
WILLIS GRADISON
KEITH HALL

JANE HARMAN
HEIDI HEITKAMP
WILLIAM HOAGLAND
JAMES JONES

JOHN KASICH

Lou KERR

RoN KIND

MARJORIE MARGOLIES
DAVE McCURDY
JAMES MCINTYRE, JR.
MICHAEL NUTTER
JUNE O’NEILL

MARNE OBERNAUER, JR.

RUDOLPH PENNER
FRANKLIN RAINES
ROBERT REISCHAUER
REID RIBBLE
CHARLES ROBB
ISABEL SAWHILL
ALAN K. SIMPSON
JOHN SPRATT
EUGENE STEUERLE
DAVID STOCKMAN
JOHN TANNER
Tom TAUKE
CAROL COX WAIT

1025 Connecticut Ave NW e Suite 1100 ® Washington, DC 20036 ¢ Phone: 202-596-3597 e Fax: 202-478-0681 ® www.crfb.org

The Federal Tax Benefits for Nonprofit Hospitals
June 12, 2024

Health Savers Initiative

More than half of the nation’s hospitals are designated as “charitable” nonprofit
institutions by the Internal Revenue Service (IRS), exempting them from most federal,
state, and local taxes and making donations to them eligible for a tax deduction.

Linked to this status is the requirement that nonprofit hospitals deliver benefits to the
communities they serve. Such benefits can encompass a broad range of activities like
charity care and financial assistance programs, local health improvement programs, and
health professional education. However, there is insufficient enforcement of existing
requirements and no unambiguous federal statutory or regulatory definition of
“community benefits.”

Research consistently shows that nonprofit hospitals are failing to meet community
benefit obligations under all but the broadest (many argue, overly expansive)
definitions.! Investigative reports highlight instances where such hospitals prioritize
financial gains over community welfare, often neglecting those in need of financial
assistance. Furthermore, evidence suggests nonprofit hospitals offer fewer community
benefits compared to for-profit hospitals.

Over the next decade (2025-2034), we estimate that the federal revenue loss from the
nonprofit hospital tax exemption will total around $260 billion.

Given the substantial amount of revenue devoted to subsidizing nonprofit hospitals,
policymakers should work towards reducing those subsidies and/or enforcing stricter
requirements for substantial community benefit provision.

* %k X X

The Health Savers Initiative is a project of the Committee for a Responsible Federal Budget, Arnold
Ventures, and West Health, which works to identify bold and concrete policy options to make health care
more affordable for the federal government, businesses, and households. This brief presents an option meant
to be just one of many, but it incorporates specifications and savings estimates so policymakers can weigh
costs and benefits, and gain a better understanding of whatever health savings policies they choose to pursue.

Disclaimer: This publication reflects the position of the Committee for a Responsible Federal Budget and not those of individual Board members.



The Tax Exemption and “Community Benefits”

Of the nation’s 5,129 community general hospitals, 2,987 (58 percent) are non-governmental, nonprofit
institutions that are exempt from most taxation.? There is no official government tally of the lost
revenue from the tax exemption; however, researchers have used different methods to estimate the
value of the exemption. KFF has produced the most recent estimate, suggesting that nonprofit
hospitals collectively enjoyed $28.1 billion worth of tax exemptions in 2020 — $14.4 billion from federal
taxes and $13.7 billion from state and local.?

Hospitals designated as 501(c)(3) nonprofit organizations gain several advantages, including
exemption from federal income taxes and various state and local taxes on net income, real property,
and purchased goods. They may also access favorable borrowing terms akin to governmental entities,
and donations made to them are tax-deductible on donors' federal income tax returns.

In 1956, the IRS first issued a standard requiring that in exchange for their nonprofit designation,
hospitals should provide charity care “to the extent of [their] financial ability.”* This requirement
underscored the significant need for direct charity care at that time, given it predated the
establishment of Medicare and Medicaid.

In 1969, in response to arguments from the hospital industry asserting that Medicare and Medicaid
had diminished the necessity of charity care, the IRS revised its standard, shifting focus to the broader
concept of "community benefits." Hospitals would now be required to demonstrate efforts in
promoting the health of a class of persons who “represent the broad interests of the community
served.”® The IRS also stipulated six factors that hospitals should fulfill to maintain tax exempt status
(see Figure 1).° These criteria serve as benchmarks to ensure that tax-exempt hospitals are actively
contributing to the welfare of the community.

Fig. 1: Descriptions of IRS Nonprofit Hospital Activities

IRS Requirements to Maintain Tax-Exempt IRS Form 990 Reporting Categories for
Status Community Benefits:
1. Hospitals must have emergency rooms accessible | 1. Financial assistance at cost (originally known as
to all individuals, irrespective of ability to pay charity care)
2. Hospitals must maintain a board of trustees 2. Unreimbursed Medicaid services
representative of the community they serve 3. Costs of other means-tested government programs
3. Refrain from restrictive medical privileges 4. Community health improvement services and

4. Provide patient care to all patients including those community benefit operations
on Medicare and Medicaid
5. Surplus funds go toward expanding facilities and

Health professions education
Subsidized health services

COEN O

improving the quality of patient care Research
6. Advancement of medical training, education, and Cash and in-kind contributions for community
research programs benefit
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For the subsequent 40 years, federal policy on community benefit saw no significant alterations.
However, in 2009, the IRS introduced Schedule H to Form 990, allowing, but not requiring, tax-exempt
hospitals to provide information on the nature and cost of community benefits.” In 2010, the
Affordable Care Act (ACA) mandated increased transparency from nonprofit hospitals, with regular
compliance monitoring by the IRS, and barred certain excessive billing and debt collection practices.’

The U.S. Government Accountability Office (GAO) reviewed the landscape for federal nonprofit
hospital regulations and summarized that despite the ACA’s additional requirements, “the law is
(still) unclear about what community benefit activities hospitals should be engaged in to justify their
tax exemption.”? Furthermore, they found that the IRS has not enforced accountability, even for some
hospitals that report no community benefit spending at all. IRS assessments often rely upon secondary
data sources and hospital-reported information, and few hospitals have been referred for potential
ACA violations.

GAO identified weaknesses in the structure of Form 990 community benefit standards, notably that
benefit reporting is made only at the “hospital organization” level rather than the individual hospital
facility level. This poses challenges to transparency, particularly in an era of hospital consolidation
and growth of multi-hospital organizations, as it provides wide latitude for gaming reported benefit
spending. In essence, GAO suggests the IRS could take more proactive measures to ensure that
hospitals are complying with their obligations under the law.1°

Hospitals’ Community Benefit Performance

There is no definitive benchmark for assessing community benefit spending. However, independent
analysts have shown that nonprofit hospitals likely fail any test of community benefit sufficiency by
delivering no more in the major categories of community benefit than do for-profit hospitals, and in
total do not deliver community benefits sufficient to justify their tax exemption.!!

Examinations of hospitals’” community benefit performance have focused on both the original
definition of the concept — charity care, the largest tangible category of benefit, and on broader
measures of community benefits.!? For charity care, Figure 2 shows an analysis by Johns Hopkins
University researchers that used data from 2018 to estimate the average charity-care-to-expense ratio
of nonprofit and for-profit hospitals.!3

Their analysis shows that nonprofits provide charity care at 2.3 percent of operating expenses, relative
to an estimated value of the tax exemption of 4.3 percent of operating expenses.!* KFF found similar
results in 2020 but noted the wide ranges in charity care provision. The top 9 percent of hospitals in
delivering charity care spent 7 percent of operating expenses or higher. However, the 8 percent least
charitable hospitals only gave charity care equal to 0.1 percent of operating expenses.!

Both studies also found that nonprofit hospitals generally provide less charity care than their for-profit
counterparts, likely because for-profit hospitals can deduct charity care costs from taxes and have a
vested interest in building their reputations in local communities, particularly in areas where they
directly compete with nonprofit hospitals.
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Fig. 2: Ratio of Charity Care to Operating Expenses in Nonprofit and For-Profit Hospitals, 2018

4.5% Estimated Value of Tax Exemption: 4.3% of Operating Expenses
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Source: Bai et al., Health Affairs, 2021.

Media investigations have also targeted nonprofit hospital misconduct, particularly regarding charity
care. As just one example, a 2022 investigative report by the New York Times featured Providence
Health, a 51-hospital system on the west coast with revenues of $27 billion and $1.2 billion worth of
tax exemptions. Despite earning substantially high net income, the hospital system’s charity care
expenditures in 2018 amounted to just above 1 percent of operating expenses, well below the national
average, and fell below 1 percent in 2021.1¢

Moreover, it failed to screen patients timely for eligibility for charity care, as required under its home
state law of Washington, and sought payment from thousands of patients who later were found to be
eligible for free care. This aggressive collection approach led many patients to feel harassed, both by
Providence and the collection agencies it enlisted, and resulted in damaged credit scores for some.
Providence has certainly not been alone in this behavior — a research team looking at the 100 largest
hospitals found that 26 of the hospitals filled collection lawsuits, of which 17 were nonprofits (eight
were government-owned and one was for-profit).!”

Broader analyses of community benefits that include spending beyond just charity care also suggest
nonprofit hospitals are falling short relative to tax benefits. The nonpartisan Lown Institute produces
an annual “Fair Share” measure as part of its hospital index, and in 2024 found that “80 percent of
nonprofit hospitals spent less on financial assistance and community investment than the estimated
value of their tax breaks.”!® Other researchers have found similar results, over a variety of time
periods, using a variety of methodologies.!”
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Questions about nonprofit hospitals” performance in meeting expectations certainly are not new. In
2006, the Senate Finance Committee (SFC), then chaired by Senator Charles Grassley (R-IA), launched
an inquiry into nonprofit hospitals” practices. The committee concluded, in part:

Non-profit doesn’t necessarily mean pro-poor patient. Non-profit hospitals may
provide less care to the poor than their for-profit counterparts. They may charge poor,
uninsured patients more for the same services than they charge insured patients. They
sometimes give their executives gold-plated compensation packages and generous
perks such as country club memberships. All of this calls into question whether non-
profit hospitals deserve the billions of dollars in tax breaks they receive from federal,
state, and local governments.?

Policymakers continue to worry that nonprofit hospitals are not meeting their community benefit
obligations. In August 2023, Senators Grassley, Bill Cassidy (R-LA), Raphael Warnock (D-GA), and
Elizabeth Warren (D-MA) — two Democrats and two Republicans — wrote to the IRS Commissioner
and the Treasury Department’s Office of the Inspector General seeking answers to questions about
the performance of both hospitals and the oversight agency.?!

The “Medicaid Shortfall” as a Form of Community Benefit

Defenders of the current system contend that their contribution to the community exceeds the value
of their tax exemption by a significant margin. The American Hospital Association estimates that
nonprofit hospitals provide four times the value of their tax exemption — $130 billion in 2020 alone of
total community benefits.?

They arrive at this estimate utilizing an expansive, yet not convincing, definition of what qualifies as
community benefits. Notably, hospitals add the value of what they consider to be the “Medicaid
shortfall” to their claimed benefit spending. The concept is that the costs to deliver services to
Medicaid beneficiaries — who today comprise about one in four Americans — exceed the payments
they receive from the state and federal government for that care, and thus the “shortfall” should count
as a community benefit.

The Medicaid shortfall is one of the expenses that can be reported to the IRS on the 990 form and, as
such, has been included in many analyses of community benefits. Research has shown it comprises
the largest category of such benefits, between 40 to 45 percent of total benefit spending.?®

There are several problems with including this concept in the definition of community benefits. The
biggest flaw is that the evidence shows that nonprofit hospitals do not differ from their for-profit
counterparts with respect to Medicaid costs, and in half of states with both types of hospitals,
nonprofits had lower Medicaid cost to expense ratios relative to for-profits.2*

Also, there are a number of ways that the federal government and state governments plus-up hospital

payments for those that serve a high proportion of indigent patients. Federal Disproportionate Share
Hospital (DSH) payments are one type of targeted payment, with allocations to states totaling over
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$14 billion a year from 2020-2022.2 Moreover, there are various types of other supplemental Medicaid
payments intended to lift hospital finances but not directly connected to service provision that have

grown substantially over time. The fastest growing of these are “State Directed Payments,” which
allow states to lift hospital payments up to the levels of commercial insurance and which have likely
eliminated any Medicaid shortfall in at least some states.?

It is also true that for Medicaid, reimbursement levels are determined predominantly by state
governments and are not linked to specific nonprofit hospital decision-making based on community
needs. There are other categories of community benefits reported on the 990 that are similarly
problematic in that they aren’t linked to hospital decisions about community needs. For example,
health professional education expenses may be useful for society at large but may not aid the local
community or address the health-related needs of people served by an individual nonprofit hospital.

The Cost of the Nonprofit Hospital Tax Benefit

The cost to the federal government from allowing hospitals to claim nonprofit status, in the form of
lost tax revenue, is substantial. There is an abundance of evidence that the tax benefits to those
hospitals exceed tangible community benefits that are supposed to be tied to nonprofit status.

By our rough estimate, the existence of nonprofit hospital status will cost the federal government $260
billion over a decade in lost revenue. This includes forgone corporate tax revenue, the benefit
associated with being able to issue tax-exempt bonds, and lost individual income tax revenue related
to the deductible charitable contributions from donors.

Importantly, this estimate is rough and comes with a high degree of uncertainty. Challenges arise
from the limited availability of comprehensive data on hospital income, tax rates, and the scope of
revenue implications, spanning federal, state, and local levels. Our estimate is derived from two
calculations by KFF of the cost of the federal tax breaks in 2020. They estimated the cost at $14.4 billion
using their own methodology and $18 billion using the methodology of the Johns Hopkins Bloomberg
School of Public Health.?”

Notably, our estimate is based on current tax rates and deducted charitable contributions, and thus
effectively assumes full extension of the expiring parts of the 2017 Tax Cuts and Jobs Act (TCJA). The
cost would likely be higher under current law and could differ in other ways depending on the tax
reforms and modifications enacted as part of a possible 2025 tax bill.
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Conclusion

Given its large cost and questionable value, policymakers should work to reform or repeal the tax
advantages for nonprofit hospitals and should also improve the regulatory regime to ensure
transparency, accountability, and provision of community benefits.

Short of a full or partial repeal, several potential solutions exist to improve the value and combat the
inefficiency of the tax benefits (we dive more deeply into them in the appendix). It's worth noting that
states have also tried to address these issues by implementing general community benefit
requirements, minimum standards linked to property tax amounts, and/or income thresholds for free
or reduced-cost care.?

Increased transparency through improved hospital reporting and publication of data would enhance
accountability and enable stakeholders to better assess hospitals' performance in delivering
community benefits. The next step would be to define the concept of community benefit more
explicitly, thereby establishing a standardized framework for evaluating hospitals' contributions to
their communities. Additionally, setting minimum acceptable levels of community benefit spending
could establish benchmarks to ensure hospitals are meeting their obligations effectively. Moreover,
expanding enforcement efforts by subjecting hospitals to greater scrutiny and imposing real penalties
for violations could incentivize compliance with community benefit requirements. Ultimately, if the
system remains unworkable and there are other, more efficient health care system investments, or
revenue is needed, the option of eliminating the tax deduction altogether could be considered.
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Appendix: Possible Reforms

1. Refine Reporting and Require Greater Transparency

Form 990 Schedule H is intended to serve as the vehicle for the IRS and other stakeholders to learn
where hospitals are steering their community benefit resources. For there to be true transparency, the
IRS needs to revamp Schedule H to require hospitals to give much more detail on the nature and
quantity of their community benefit spending. Furthermore, the IRS should produce annual reports
based on the aggregated data and make the complete dataset available to qualified independent
researchers.

One important change would be for Congress to mandate that reporting of hospital community
benefit programming and outlays be done at the facility level rather than at the parent organization
level. Although GAO recommended this change in 2020, the IRS dismissed it as “such reporting would
impose [a] greater burden on tax-exempt hospitals and IRS with no tax administration benefit.”?

However, “tax administration benefit” is not the true goal. Taxpayers need more visibility as to the
real beneficiaries of hospitals’ contributions. For example, in a multi-hospital system operating a
central teaching hospital and several community general hospitals, facility-level reporting would
reveal if a disproportionate amount of the dollars was going toward medical education, which as
discussed before, isn’t necessarily benefiting the local community.

2. Issue Rules on Valuing Tax Exemptions

To further establish taxpayer visibility, the IRS could establish guidelines for quantifying the dollar
value of federal tax exemptions for nonprofit hospitals. These guidelines are essential for resolving
inconsistencies, particularly in assessing the value of uncompensated care, which currently exist
between the IRS instructions for completing Form 990 Schedule H, Medicare's cost reporting
requirements, and the generally accepted accounting principles of the Financial Accounting Standards
Board.*® With clear guidelines in place for determining the net income or profit of nonprofit hospitals,
the IRS and other stakeholders could eliminate debates surrounding the worth of the tax exemption.

3. Define Community Benefit More Plainly

Having a clear definition of acceptable forms of community benefit is crucial to ensure that hospitals,
the government, and independent monitors, can understand hospital expectations and measure
performance. In its 2020 report, GAO recommended that Congress revise the tax code to better specify
what services and activities qualify as community benefit.3!

Certain questionable categories currently included in the IRS's list of acceptable expenditures, such as
the Medicaid shortfall and medical education costs, should be reconsidered. Alternatively, any
funding hospitals receive to offset these costs should be deducted from their calculations of
community benefit expenditures.
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At the same time, the rules need to be modernized to take account of new and different ways that
hospitals may support their communities including newer programs that address “social
determinants of health” including housing and nutrition programs. Further value would come from
requiring hospitals to focus their community benefit spending on needs identified in their ACA-
mandated community health needs assessments.

4. Set Minimum Levels of Community Benefit Spending

After defining what constitutes community benefit and understanding the extent of federal tax
exemption for nonprofit hospitals, determining the baseline level of community benefit spending
should theoretically be straightforward. However, there will always be some ambiguity and the
potential for manipulation by motivated parties. Therefore, to ensure accountability, Congress could
establish a minimum requirement for community benefit spending.

Oregon offers one of the few models for such a system.** Their methodology devised by the state with
input from hospitals and others, considers multiple factors to recognize the different circumstances of
each hospital: historic and current community benefit spending by the hospital and its affiliated
clinics; demographics of the population served; spending on social determinants of health by the
hospital and affiliated clinics; identified community needs; the hospital’s need to expand the health
care workforce; the financial position of the hospital and affiliated clinics; and any taxes paid to
federal, state, or local authorities.

5. Expand Enforcement

Per the ACA’s requirements, the IRS reviews every nonprofit hospital’s community benefits at least
every three years. Whether the IRS reviewers are probing deeply enough or making enough referrals
of potentially noncompliant hospitals is less certain. Thus, Congress could direct the IRS to strengthen
enforcement and provide the agency more enforcement tools. First, the IRS should widen the focus of
its community benefit activity reviews to fully encompass hospitals” financial assistance and billing
and collections practices. The aggressive efforts of some hospitals when it comes to pursuing patients
for unpaid bills need policing as much as do hospitals community benefit spending, if not more so.

Second, the IRS needs a wider array of sanctions to apply to noncompliant hospitals. Today, if the IRS
determines that a hospital is in violation, its available sanctions are severe: either requiring the hospital
to pay federal taxes on all its net income for the year in question or revoking the hospital's tax
exemption entirely. The IRS should be empowered to impose intermediate sanctions — such as fines
of varying degrees — based on the nature and scale of a hospital's infractions. Freed from the burden
of proving a massive and incontrovertible violation, the agency would have a stronger incentive to
identify and address noncompliance. Additionally, hospitals facing intermediate sanctions might be
incentivized to improve their performance rather than resorting to challenging extreme penalties.
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