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The highly-regarded "Principles for Good Governance and Ethical Practice: A
Guide for Charities and Foundations" (the "Guide") * includes as Principle 12
that: "A substantial majority of the board of a public charity, usually meaning at
least two-thirds of the members, should be independent.” Independence, for
this purpose, is defined as not being an employee of the organization or
otherwise receiving, directly or indirectly (e.g., through a family member),
material financial benefits from the organization. The Guide acknowledges
exceptions for private foundations and certain medical research organizations,
supporting organizations, religious organizations, and charitable trusts.

The nonprofit world is moving toward the adoption of "best practice"”
governance standards. Congress, the IRS, and state regulators are also moving
toward strongly recommending or even mandating such standards. The
nonprofit world, however, is very large and very diverse in its structures and
purposes, and the governance needs of its constituents are accordingly varied.
For example, the Guide does not acknowledge an exception for tax-exempt
physician organizations, which exist in large numbers in both academic and
community settings, and which often have physician-controlled boards. The
application of the "board independence” standard to tax-exempt physician
organizations would upset a careful balance that the IRS has established
between accepting physician control as the most effective way for these
organizations to achieve their clinical and other charitable goals, and placing
limitations on that control with respect to the determination of physician
compensation.



While the IRS itself recommends majority independent boards in its recently
issued and somewhat controversial guidance on governance, = the IRS has also
long recognized that such physician organizations, with appropriate safeguards
in place, can best achieve their tax-exempt purposes under the control of their
physician employees. In particular, while the IRS prefers that boards of tax-
exempt hospitals be comprised principally of independent members, it
historically has not imposed such a requirement on clinics, faculty practice
foundations, or other tax-exempt physician organizations.

The IRS position on physician presence on the boards of Section 501(c)(3)
health care organizations has had a long evolution but has never clearly been
stated in any precedential guidance. Furthermore, most of the guidance
available, whether precedential or not, relates specifically to hospitals, not to
clinics, faculty practice foundations, or other types of tax-exempt physician
organizations.

The IRS released its first written position with respect to the requirements
applicable to a hospital seeking tax-exempt status under Section 501(c¢)(3) in
1956. In Rev. Rul. 56-185, 1956-1 CB 202, exemption for hospitals was based
solely on whether the hospital provided care to the poor to the extent of its
financial ability to do so. There was no discussion concerning the composition of
the board.

In 1969, the IRS issued Rev. Rul. 69-545, 1969-2 CB 117, which both modified
Rev. Rul. 56-185 (by removing the requirement to care for poor patients at no
charge or below cost) and provided other grounds for how hospitals could
qualify for tax-exempt status under Section 501(c¢)(3). In Rev. Rul. 69-545,
which is still in effect today, the IRS compared a hospital that qualified for tax-
exempt status under Section 501(c)(3) with a hospital that did not qualify. The
IRS listed five factors that it found relevant to its determination that the first
hospital was tax exempt.? Four of the five favorable factors related to the
operations of the hospital. The other favorable factor, however, was that the
hospital was governed by a board of "prominent citizens in the community."” By
contrast, the hospital that did not qualify for tax-exempt status was governed
by "the five doctors [who were responsible for all admissions to the hospital],
their accountant, and their lawyer.” This distinction between the governance of
the "good"” hospital and the
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governance of the "bad” hospital is the basis of the IRS's current restrictive
position on the presence of physicians on the boards of tax-exempt hospitals. *

For a time there was a question as to whether a hospital seeking tax-exempt
status must have all five favorable factors (including the community board
factor). In 1983, the IRS clarified Rev. Rul. 69-545 by releasing Rev. Rul. 83-
157, 1983-2 CB 94. The new ruling stated explicitly that a hospital does not
have to have all five favorable factors in order to qualify for tax-exempt status.
Rather, the IRS said, its determination of tax-exempt status was based on the
totality of the facts and circumstances. The IRS also stated that a significant
factor in demonstrating that a hospital was operating for the benefit of the
community—and, therefore, entitled to tax-exempt status—was a hospital with
"a board of directors drawn from the community." There is no requirement,



however, that a tax-exempt hospital (or any other tax-exempt health care
organization) have a majority of its board comprised of non-physicians.

Between 1979 and 1981, the IRS denied tax-exempt status to three faculty
practice foundations—i.e., organizations that employ physicians with medical
staff privileges at a teaching hospital and faculty appointments at a medical
school affiliated with the hospital.? In each case, the Tax Court reversed the
Service's denial, and granted tax-exempt status to the organization based on its
support of the teaching, research, and clinical care mission of the teaching
hospital and medical school. In each case, the IRS noted that the organization
was controlled by its employed physicians, but had made arrangements to
ensure that the physicians did not finally determine their own compensation
(e.g., through the use of an independent compensation committee or medical
school compensation guidelines). Because the determinations of tax-exempt
status for the so-called "great clinics” (e.g., Mayo, Lahey, Geisinger) were made
so long ago, and through an administrative process that did not generate
precedential or other guidance, these cases remain the best guidance for
physician organizations seeking tax-exempt status. Moreover, since these
decisions, the IRS has granted tax-exempt status to many community hospital-
affiliated group practices. These organizations provide clinical care at
convenient locations in the community but, in most cases, have little or no
involvement in teaching and research. These organizations, many of which have
physician or physician-majority boards, usually rely on independent
compensation committees to approve physician compensation.

In private letter rulings issued the early 1990s, the IRS issued its most
restrictive position with respect to the ability of physicians to serve on the
boards of certain health care organizations—the "20% safe harbor." Under the
20% safe harbor, a health care organization seeking tax-exempt status was
required to include a provision in its governing documents that limited physician
membership on the board of directors to 20% or less of the total number of
directors. In the 1994 IRS publication that set it out, the 20% safe harbor was
to be limited to group practices that were part of integrated delivery systems. ©
This safe harbor was subject to much criticism. In particular, the critics asserted
that physician control was appropriate for some tax-exempt health care
organizations, and noted that most tax-exempt faculty practice foundations and
clinics did not comply with the safe harbor and could not do so without making
fundamental, and unhelpful, changes to their governance. The IRS responded by
stating that the 20% safe harbor was a standard for initial determinations of
tax-exempt status, and was not intended to be applied to existing tax-exempt
health care organizations.
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In 1997, the IRS supplemented the 20% safe harbor with a policy more
consistent with its historical position on tax-exempt status requirements for
physician organizations. It did so in an article on tax-exempt status
requirements for certain health care organizations in its Continuing Professional
Education (CPE) text in which board composition was again discussed.? In this
CPE article, the IRS set out its "Community Board and Conflicts of Interest
Policy." According to the IRS, this policy is to be "generally applied" by IRS
agents in reviewing exemption applications for health care organizations that
are part of larger health care systems. Under this policy, to be recognized as tax
exempt under Section 501(c)(3), the organization must demonstrate that it has
a "community board" and a substantial conflict of interest policy, like the model



policy attached to the CPE article. "Community board" is defined as a board in
which independent members comprise a majority. Practicing physicians
associated with (e.g., employed by, on the medical staff of) the organization are
not considered independent under this policy and so, while they may serve on
the board, they must comprise less than 50% of its members. The policy also
stated, however, that for existing health care organizations, the IRS will
consider historic development and the record of charitable operations to
determine whether a community board is necessary. Specifically, the IRS stated
that "[w]here facts and circumstances, such as a long history of community
service and the absence of inurement or private benefit, provide assurance that
the community benefit standard is satisfied, the community board standard may
not be required."®

As noted above, the Service's concerns regarding physicians serving on the
boards of tax-exempt health care organizations stems from the important
decisions that boards make that could directly affect the ability of physicians to
earn income by providing medical services to patients. Accordingly, to the
extent that a Section 501(c)(3) organization puts in place policies and
procedures designed to protect against possible abuses—specifically activities
that could result in improper private benefit to physicians—the Service's
concern regarding physician control over governance can be addressed. In Rev.
Rul. 83-157, the IRS stated explicitly that its determination of tax-exempt
status is based on the totality of facts and circumstances, not just a single
factor such as board composition. To that end, if a Section 501(c¢)(3) physician
organization (1) adopts and adheres to a substantial conflict of interest policy
similar to the Service's model policy; ? (2) has its physician compensation
reviewed and approved by an independent compensation committee or other
disinterested person (e.g., a medical school dean); ** and (3) carries on
additional charitable activities such as teaching, research, and/or community
outreach, physician control of the board should not raise significant tax-exempt
status issues.

Conclusion

When it called for a two-thirds super-majority of independent directors in the
"Principles for Good Governance and Ethical Practice,” the Panel on the
Nonprofit Sector was focused on the ethical operation of charities. "Ethical," in
this context, means that charitable funds are devoted to charitable purposes
and are not misapplied in a non-charitable manner. As stated in its Preamble,
the Panel's report "[sets] forth a comprehensive set of principles to inform the
field" of ethical practices. The purpose of the principles "is to reinforce a
common understanding of transparency, accountability, and good governance
for the sector as a whole—not only to ensure ethical and trustworthy
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behavior, but equally important, to spotlight strong practices that contribute to
the effectiveness, durability, and broad popular support for charitable
organizations of ail kinds."

So while the Panel acknowledged the importance of the effective operation of
charities, and the positive effect that ethical practices can have on efficiency,
efficiency was not the focus of its principles. Ethical and effective operations are
two very different matters. Indeed, the Panel questioned whether it is possible



and/or reasonable to measure the effectiveness of charitable organizations
(i.e., whether the charities actually achieve their mission). ** Health care
organizations, however, already have their effectiveness actively measured and
assessed. Indeed, such efforts, which are expanding rapidly, are seen by many
as a key component of meaningful health care reform. While there are concerns
about the fairness of these assessments, there is a broad consensus that
American health care consumers are not getting their money's worth from
either charitable or non-charitable providers. As the Institute of Medicine stated
in the very first line of its seminal report: "Fundamental changes are needed in
the organization and delivery of health care in the United States.” ** The report
takes its title from the conclusion that: "Between the health care we have and
the health care we could have lies not just a gap, but a chasm."

The problems do not, however, appear to be tied to physicians' control or lack of
control over health care organizations. The changes needed in the health care
system instead go to the core of how health care is delivered. To champion and
drive such changes, charities that provide health care services will need
leadership that understands the failings of the current system and how such
failings can be remedied. That is, charities that provide health care services will
need practicing clinicians in board leadership positions, because such clinicians
are often the best source of such knowledge. The major challenges that
nonprofit health care providers face with respect to their effectiveness, and the
imperative that they serve as leaders of fundamental health care delivery
reform, do not compel a conclusion that such organizations must be controlled
by physicians (i.e., non-independent board members). But those challenges do
compel a conclusion that physician control of charitable health care providers
should not be prohibited unless it can demonstrated that other, substantial
harms will stem from such control. As the IRS has recognized, the existence of
other procedures and controls can prevent such harms while still permitting
charitable health care providers to take full advantage of the leadership
physicians can provide.*® A diverse and robust non-profit sector that permits as
broad a range of leadership models as possible will offer the best hope that the
health system will be equal to the daunting challenges ahead.
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