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TAX IMPLICATIONS

RALpPH Levy, JR.

IRS Revokes Tax-Exempt Status of
Nonprofit Foster Agency

Ralph Levy, Jr. is of counsel in the
Nashville, Tenn. office of Dickinson
Wright PLLC. He can be reached at
615/620-1733 or by email at rlevy@
dickinsonwright.com. Dickinson
Wright PLLC is a full-service law firm
with over 400 attorneys with offices in
Michigan, Tennessee, Arizona, Nevada,
Ohio, Kentucky, Washington, D.C., and
Toronto, Ontario.

Nonprofit Health Care Providers Should Adopt and
Adhere to Policies and Procedures Designed to
Comply with IRS Requirements

he Internal Revenue Service (IRS) recently
released a Final Adverse Determination Letter

dated January 30, 2019' (the Letter) that revoked
the federal tax-exempt status of'a nonprofit foster agency.
This action by the IRS should serve as a reminder that
nonprofit health care providers should adopt and adhere
to policies and procedures designed to comply with
the operational requirements imposed on federal tax-
exempt entities.

In the Letter, the IRS found that the nonprofit fos-
ter agency (NFP) had not established that it was being
operated for tax-exempt purposes and that no part of
the NFP’s net earnings did not inure to the benefit of
any private shareholder or individual. These opera-
tional requirements are imposed by Internal Revenue
Code Section 501(c)(3) and its regulations.

As a result, contributions to NFP will no longer be
tax deductible by their donors, and NFP must file Form
1120 U.S. corporate federal income tax returns. Finally,
the IRS indicated that it was going to advise the appro-
priate state officials of revocation of the tax-exempt sta-
tus of NFP.

The Letter included a separate explanation of the
facts and law relied on by the IRS in reaching the con-
clusions stated in the Letter. Interestingly, both the offi-
cers of NFP and its counsel had agreed to the findings
by the IRS in the Letter. This unusual procedural pos-
ture was likely a result of NFP’s decision to discontinue
its operations based on its operating losses, which had
resulted in NFP’s auditors indicating that these ongoing
losses and NFP’s inconsistent ability to maintain suf-
ficient cash with which to support its operations raised
substantial doubt about its ability to continue as a going
concern.
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Tax Implications

The primary reason relied on by the
IRS to determine that NFP was not being
operated for a tax-exempt purpose was
NFP’s highly limited attempts to recruit
foster parents, which the NFP’s govern-
ing documents indicated was its purpose.
Since NFP’s chief executive officer (CEO)
was employed as a full-time school social
worker/counselor, the agency’s activities
to recruit and certify foster parents were
highly limited.

The remainder of the explanation that
accompanied the Letter related to the IRS
finding of private inurement based on the
compensation, reimbursement, and other
payments made by NFP to CEO and oth-
ers. Treasury Reg. § 1.501(c)(3)-(1)(c)(2)
provides that a tax-exempt entity is not
operated exclusively for tax-exempt pur-
poses “if its net earnings inure in whole or
in part to the benefit of private sharehold-
ers or individuals.”

The IRS cited several facts to support
its finding of private inurement based on
NFP’s payment of excessive compensation
to its CEO:

m The CEO was paid compensation in
excess of the compensation limits speci-
fied in NFP'’s governance documents and
board resolutions.

m As a result of NFP's payment of com-
pensation to CEO, NFP had incurred
employment taxes, at least a portion of
which had not been paid by NFP.

m Even though for certain payroll periods,
NFP had withheld from CEQ’s wages
the required income tax withholdings
and remitted the withheld amounts, the
IRS had reallocated at least a portion of
these withheld taxes to satisfy a portion
of NFP’s unpaid employment taxes. As
a result, NFP's CEO had claimed credit
on her personal income tax return for
withheld income taxes in excess of the
amount “deemed paid” by NFP on CEO’s
benefit.

m To make things worse, NFP had failed to
withhold taxes from wages paid to CEO

for three quarters, and NFP also failed to

pay Social Security and Medicare taxes

on the wages paid to CEO during those
periods.

Although the IRS did not indicate how
NFP’s unpaid employment taxes consti-
tuted excessive compensation, it con-
cluded that NFP had paid CEO excessive
compensation, which resulted in private
inurement to her benefit.

In addition to private inurement based
on NFP’s payment of excessive compensa-
tion to CEQO, the IRS found that NFP had
improperly reimbursed CEO for mile-
age and business meals. In response to
requests for same, NFP did not provide
the IRS with substantiation of'the business
trips for which CEO had been reimbursed
by NFP for mileage or with documentation
to support the reimbursements to CEO for
business meals.

Finally, the IRS indicated that NFP
made certain payments to CEQO’s father
and to NFP’s chief financial officer, but
during the audit process NFP had not pro-
vided substantiation or justification for
these payments.

In summary, the IRS concluded that
private inurement took place as a result
of NFP’s payment of excessive compensa-
tion to CEO, improper reimbursements of
mileage, expenses for business meals of
CEO, and also due to payments to CEQO’s
father and NFP’s chief financial officer as
to which NFP had not provided the IRS
with substantiation.

Tax exempt health care providers should
use the Letter as a blueprint not for how
to comply with the operational require-
ments imposed on tax-exempt organiza-
tions but as guidance as to practices that a
tax-exempt organization should avoid.

To minimize exposure in this area, a tax-
exempt health care provider should form
a Compensation Committee from its gov-
erning body, and this committee should

CONTINUED ON PAGE 63
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scrutiny, it is worth focusing attention
around explaining why the services were
rendered to each patient on each date of
service—not in a summary format. Every
single date of service should be addressed
in explanation directing the auditor to
the specific documentation that supports
what was done. The point is to make it
as difficult as possible for the reviewer to
not see the precise documentation that
substantiates the appropriateness of the
services. On the other hand, even if the
auditors are focused on one particular
issue, they do have the authority to deny
or reverse payment on other services as
well.

Before the voluntary repayment rules
were published, where records were
sub-optimal and it was obvious on ini-
tial review before they were submitted,
it was my standard advice to repay those
claims before the audit and not dispute
them in the audit. The new rules, how-
ever, confound this advice because once
the practice repays any of those claims,
that triggers an entirely new and separate
obligation to look back six years to evalu-
ate claim submission for the same types
of services. Today, my advice is to wait for
the results of the audit.

We now come finally to the real impli-
cations of an audit with a result that finds
monies are owed; it is certainly legitimate
to appeal that determination. Once the
appeals process is concluded, even if the
audit was for the previous two years, the
repayment rules would, however, require
the audit subject to look back to include a
full six years of evaluation, based on the
evidence that the audit produced, which
as noted above, is always considered cred-
ible. There are many challenges in the

voluntary repayment rules, including how
to identify the size of the overpayment,
how and whether to extrapolate, how to
use legal counsel, how and to whom to
report, and more. There, however, has
been little appreciation of the new perils
that arise from audits, given those rules.

Endnotes

1. For a deeper consideration of voluntary repay-
ments by physicians generally, see Gosfield, “The
Oxymoronic Landscape of Voluntary Repayments,”
HEALTH LAW HANDBOOK, (2017 edition)
WestGroup a Thomson Company, pp. 71-99,
www.gosfield.com/images/Publication_Files/AGG.
TheOxymoronicLandscape.Final.122116.pdf.

. 42 CFR401.303 et seq.

. 81 Fed Register 7661 (2/12/16).

. See 81 Federal Register 7659, (Feb 12,2016).

. 81 Federal Register 7667, (February 12,2016).

Id.
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consider whether to engage the services of
outside experts to conduct a compensation
review and to advise the Compensation
Committee and the board or other gov-
erning body of the organization regarding
its conflicts of interest and compensation
policies and its expense reimbursement
procedures. Another approach to support
a defense of a private inurement claim by
the IRS would be for the tax-exempt health
care provider to conduct a self-audit or
third-party audit to confirm adherence to
all compensation, reimbursement, and
payment policies and procedures.

Endnote

1. The Letter is IRS Release Number 201922036,
released on May 31, 2019.
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