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Tax-Exempt Status: IRS Denies Commercial ACO Tax-Exempt Status Under Section
501(c)(3) (Part Two of a Two-Part Series)

On April 8, 2016, the Internal Revenue Service (IRS)
publicly released its Private Ruling 201615022, dated
January 15, 2016, which denied granting tax-exempt
status under Section 501(c)(3) of the Internal Revenue
Code (IRC) to an accountable care organization (ACO)
not participating in the Medicare Shared Savings
Program (MSSP).! The IRS found that a substantial
portion of the activities of the ACO, in particular
negotiating agreements with third-party payors on
behalf of member physicians, benefitted private
individuals to such a degree that the IRS deemed the
ACO to have a “substantial nonexempt purpose [that]
destroys the exemption under § 501(c)(3).”* The ruling
provides a further example of regulatory scrutiny related
to tax-exempt status of healthcare enterprises, in
conjunction with recent tax rulings in New Jersey and
Illinois. This Health Capital Topics article, the second
and final installment of the two-part series examining
the increasing regulatory scrutiny regarding tax-exempt
status of healthcare enterprises, will detail this IRS
ruling, as well as how the ruling continues the recent
regulatory trend scrutinizing tax-exempt status and the
potential implications of this trend for health systems.

The ACO subject to the IRS’s ruling was formed by an
existing tax-exempt healthcare system (System) to
create and manage a clinically integrated network.® The
ACO did not directly provide health services to the
general public; rather, the ACO negotiated and executed
agreements with third-party payors on behalf of
System’s physicians. In addition, the ACO collected,
aggregated, and analyzed data regarding patient
satisfaction and provider performance, and implemented
financial incentives for the participating physicians in
order to accomplish the ACO’s goals of reducing
healthcare costs; increasing patient access to, and
quality of, care; and improving population health.®> The
physicians providing services for System fell into three
general groups: (i) those employed by System, (ii) those
from independent practice groups with medical staff
privileges at System, and (iii) those practicing at
hospitals unaffiliated with System.® The IRS noted that
approximately half of the physician members of the
ACO fell into categories (ii) and (iii).”

In its ruling, the IRS opined that the ACO at issue failed
to qualify for tax exemptions because the ACO: (1) did
not operate exclusively for exempt purposes; and, (2)
did not operate primarily for a public purpose, under
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IRC § 501(c)(3).® Taking into consideration the facts
and circumstances surrounding the ACO, the IRS stated
that the tax exemption requirements under IRC §
501(c)(3) were not met.® Under § 501(c)(3) of the IRC,
a tax-exempt organization is required to be “organized
and operated exclusively for religious, charitable,
scientific, testing for public safety, literary, or
educational purposes...,” among other purposes.™
According to its letter ruling, the IRS found that the
ACO failed to operate exclusively for charitable
purposes, as a substantial activity of the ACO was
negotiating payor agreements on behalf of System’s
participating physicians.> As half of the physicians
were independent or unaffiliated with System, the IRS
mentioned its finding from Notice 2011-20 that
“negotiating with private health insurers on behalf of
unrelated parties generally is not a charitable activity,
regardless of whether the agreement negotiated involves
a program aimed at achieving cost savings in health
care delivery.”? The ACO at issue operated in a similar
manner as the healthcare entity subject to IRS Revenue
Ruling 86-98, in which the subject entity negotiated
with various HMOs on behalf of its member providers,
and then administered and distributed claims received
from its physician members.™® These functions provided
an available pool of physicians for the HMO
subscribers, while also providing a pool of patients for
its member physicians.™ The IRS found that the entity’s
primary activities were “t0 serve as a bargaining agent
for its members... and to perform the administrative
claims services.”" These findings were reflected in the
IRS’s April 2016 ruling, which found that the ACO’s
primary beneficiary was not the public, but rather the
ACO’s member physicians.*®

Next, the IRS determined that the ACO also failed to
qualify for an exemption due to charitable activities
through “lessening of the burdens of Government™' as a
non-MSSP participating ACO.'® For an organization’s
activity to lessen government burden, there must be an
objective manifestation that the government considers
that activity its burden. The IRS noted that
“...Congress established the MSSP to be conducted
through ACOs in order to promote quality
improvements and cost savings in health care.
Therefore, participation in the MSSP by an ACO will
generally further the charitable purpose of lessening the
burdens of government...”® In its 2011-20 Notice, the
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IRS  expected that, “..absent inurement or
impermissible private benefit, any MSSP payments...
would derive from activities that are substantially
related to the performance of the charitable purpose of
lessening the burdens of government...”* While the
ACO’s general goals of promoting health may be
recognized as a charitable activity, the IRS noted that
“not every activity that generally promotes health
furthers charitable purposes under IRC § 501(c)(3).”%
The IRS opined that even if the ACO conducted
numerous activities which may further charitable
purpose, the existence of a single substantial nonexempt
purpose “destroys the exemption regardless of the
number or importance of exempt purposes.”** The IRS
held that the ACO’s activities of promoting health
through its clinical integration were more akin to a
pharmacy’s activities of promoting health through
selling prescriptions, which, considered alone, fails to
qualify for an exemption under IRC § 501(c)(3).%

The IRS letter ruling serves as another example of
increasing regulatory scrutiny regarding tax-exempt
status for healthcare enterprises. This decision follows
the IRS’ guidance regarding tax exemptions for ACOs
in IRS’ Notice 2011-20,” which noted that ACOs
participating in the MSSP may qualify for tax-exempt
status, but that many non-MSSP activities by ACOs are
less likely to satisfy the regulatory thresholds necessary
to receive tax-exempt status.?® Additionally, as
discussed in the first installment of this Health Capital
Topics two-part series, regulatory scrutiny regarding the
tax-exempt status of healthcare providers has amplified
over the past two years. In addition to the IRS denial of
tax-exempt status to the ACO at issue in its exemption
request ruling from January 2016, Carle Foundation
Hospital’s revocation of its state property tax exemption
was upheld in early 2016 in Illinois, and Morristown
Memorial Hospital’s revocation of its state property tax
exemption was upheld in 2015 in New Jersey. In
addition to this increased scrutiny of tax-exempt status
for healthcare providers generally, the ruling
demonstrates this trend has broadened to include ACOs,
a central component of the ACA.”® Although this IRS
ruling is non-precedential, and another non-MSSP
related ACO may attempt to persuade the IRS that it
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qualifies for tax exemptions, the ruling adds to the IRS’s
body of regulatory literature regarding tax-exempt status
and ACOs. It may be prudent for non-MSSP ACOs to
consider the IRS’s position in its Private Ruling
201615022 and determine whether its activities further
IRC § 501(c)(3) charitable purposes.”
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HEALTH CAPITAL
CONSULTANTS (HCC) isan
established, nationally recognized
healthcare financial and economic
consulting firm headquartered in
St. Louis, Missouri, with regional
personnel nationwide. Founded in
1993, HCC has served clients in
over 45 states, in providing
services including: valuation in all
healthcare sectors; financial
analysis, including the
development of forecasts, budgets
and income distribution plans;
healthcare provider related
intermediary services, including
integration, affiliation, acquisition
and divestiture; Certificate of
Need (CON) and regulatory
consulting; litigation support and
expert witness services; and,
industry research services for
healthcare providers and their
advisors. HCC’s accredited
professionals are supported by an
experienced research and library
support staff to maintain a
thorough and extensive knowledge
of the healthcare reimbursement,
regulatory, technological and
competitive environment.
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Officer of HEALTH CAPITAL CONSULTANTS (HCC), a nationally recognized healthcare financial
and economic consulting firm headquartered in St. Louis, MO, serving clients in 49 states since
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need and other regulatory and policy planning consulting.

Mr. Cimasi holds a Master in Health Administration from the University of Maryland, as well as several professional
designations: Accredited Senior Appraiser (ASA — American Society of Appraisers); Fellow Royal Institution of
Chartered Surveyors (FRICS — Royal Institution of Chartered Surveyors); Master Certified Business Appraiser
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Advisors). He has served as an expert witness on cases in numerous courts, and has provided testimony before federal
and state legislative committees. He is a nationally known speaker on healthcare industry topics, and is the author of
several books, the latest of which include: “Adviser’s Guide to Healthcare — 2nd Edition” [2015 — AICPA];
“Healthcare Valuation: The Financial Appraisal of Enterprises, Assets, and Services” [2014 — John Wiley & Sons];
“Accountable Care Organizations: Value Metrics and Capital Formation” [2013 - Taylor & Francis, a division of
CRC Press]; and, “The U.S. Healthcare Certificate of Need Sourcebook™ [2005 - Beard Books].

Mr. Cimasi is the author of numerous additional chapters in anthologies; books, and legal treatises; published articles
in peer reviewed and industry trade journals; research papers and case studies; and, is often quoted by healthcare
industry press. In 2006, Mr. Cimasi was honored with the prestigious “Shannon Pratt Award in Business Valuation”
conferred by the Institute of Business Appraisers. Mr. Cimasi serves on the Editorial Board of the Business
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AICPA] numerous chapters in legal treatises and anthologies, and peer-reviewed and industry articles such as: The
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and he has spoken before the Virginia Medical Group Management Association (VMGMA) and
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where she conducts project management and consulting services related to the impact of both
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services necessary to support certified opinions of value related to the Fair Market Value and
Commercial Reasonableness of transactions related to healthcare enterprises, assets, and services.
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Health Law, from Saint Louis University School of Law, where she served as Fall Managing Editor
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