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I. INTRODUCTION

Managed health care systems have been created as an alternative to the
fee-for-service method of providing health care. 1 The prototypical example of
a managed health care system is the health maintenance organization (HMO).
An HMO is a public or private, state-licensed entity organized to provide basic
and supplemental health care services to its members via a prepaid financing
program.2 Accordingly, a multitude of health services are provided to members
who pay a fixed rate regardless of the frequency, extent, or kind of health care
provided.3

In our society, where affordable and accessible health care is one of the
foremost national concerns, the HMO is consistently viewed as a viable answer

1Under a "fee-for-service" health care system, individuals are charged a fee each
time they receive medical services. This charge is made for each service rendered, and
its amount is usually based on the type of service rendered. To avoid the risk of having
to pay a large health care bill following medical treatment, many individuals in our
country obtain health care insurance. Under such a system, when medical services are
rendered, the insurance company will pay all or a portion of such charges.

2See 42 U.S.C. § 300e(a) (1988).

342 U.S.C. § 300e(b)(1) (1988).
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to our health care troubles. 4 In fact, both political parties have advocated the
proliferation and utilization of HMOs in the parties' national health care
policies.5

As HMOs grow in size and number, so will questions of their operation and
treatment under the law, particularly with respect to their treatment under the
Internal Revenue Code (the Code). Like many hospitals, some HMOs are
organized and operated as nonprofit entities and seek tax exemption under
§ 501 of the Code.6 Those HMOs that are exempt under § 501(c)(3) qualify as
charitable organizations, and those exempt under § 501(c)(4) qualify as social
welfare organizations. Both § 501(c)(3) and § 501(c)(4) organizations are
exempt from federal income taxation, but qualification as a § 501(c)(3)
organization carries with it many other benefits that make qualification under
this provision very desirable.

Since the beginning of the comprehensive federal income tax, many
hospitals have enjoyed an exemption from federal taxation as charitable
organizations. 7 Although the role of the hospital has evolved over the past
century, many hospitals still qualify under § 501(c)(3) as charitable
organizations and rely on their tax-exempt status to provide quality health
care.8 This exemption saved hospitals, as a whole, approximately $1.5 billion
in federal taxes during fiscal year 1992.9

HMOs and hospitals are similar institutions in that they are health care
organizations. There are, however, vast differences between hospitals and
HMOs, including differences in the way the institutions are organized and
differences in the basic services that the institutions provide. Nonetheless, the
Internal Revenue Service (the Service), the courts, and Congress have

4 But see, e.g., Bruce J. Winick, Rethinking the Health Care Delivery Crisis: The Need for
a Therapeutic Jurisprudence, 7 J. L. & HEALTH 49 (1992-93)(pointing out that HMOs are
also subject to the inflationary problems that have plagued the pay-for-service system
supplemented with insurance and Medicare, due to the fact that there are no marginal
costs to the consumer, thereby prompting an "all you can eat" approach by the consumer
to care from an HMO).

5 See generally RobertPear, Bush at Odds with IRS over Treatment of HMOs, N.Y. TIMES,
Feb. 9, 1992, at 28; Clinton Administration's proposed Health Security Act, HR. 3600,
103rd Cong., 1st Sess. (1993).

6 See I.R.C. § 501 (1995).
7 BRUCE R. HoPKINs, THE LAW OF TAX-EXEMPT ORGANIZATIONS 37 (5th ed. 1987).
8 See generally Health Insurance Plan of Greater New York, 1993: Hearings on H.R. 3600

Before the House Comm. on Ways and Means, 103rd Cong., 1st Sess. 11470 (1993) (statement
of Marc Wolfert, V.P. of Government Assisted Programs for the Health Insurance Plan
of Greater New York); I.R.S. Exempt. Rul. 93-12011 (Nov. 17,1993).

9See generally Tax Treatment of Health Care Organizations, 1993: Hearings on H.R. 3600
Before the Subcomm. on Select Revenue Measures of the House Comm. on Ways and Means,
103rd Cong., 1stSess. 12803 (1993) [hereinafterTax Treatment underH.R. 3600] (statement
of RobertS. McIntyre, Director, Citizens for Tax Justice)(citing testimony by the Treasury
Department in 1991).

[Vol. 9:187
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continued to compare and analogize HMOs to hospitals when deciding the
tax-exempt status of HMOs. As a result, some HMOs have been precluded from
tax exemption based on dissimilarities between their operation and structure
and the operation and structure of hospitals.10

The question of tax exemption for HMOs is further complicated because
HMOs offer, as part of their services, a form of health care financing. Some have
argued that HMOs are simply health insurance companies."1 The 1986
amendments to the Code revoked any tax exemptions given to commercial
insurance companies, 12 and therefore, classification as a commercial insurance
company would be detrimental to an HMO seeking tax exemption.' 3 Congress,
however, exempted from this revocation "incidental health insurance provided
by a health maintenance organization of a kind customarily provided by such
organizations." 14 The Service currently interprets this rule of law favorably for
most HMOs with regard to classification as commercial insurers.15

Nevertheless, the fact that members of an HMO assure themselves health care
based on prepaid fees to the HMO represents a function that is arguably a type
of insurance.16 This fact, coupled with the fact that HMOs are not per se
hospitals, has undermined attempts by HMOs to attain tax-exempt status.

1 0 HMOs across the country are organized and operated in a number of ways. For
example, a "staff model" HMO operates a full-scale medical facility and hires physicians
and support staff as employees of the HMO, compensating these employees based on
some type of fixed salary. "Group model" HMOs usually operate a full-scale medical
facility but contract with existing groups of physicians and support staffs to provide
care at the HMO. The care providers are usually contracted based on a fixed
compensation that is normally a function of the number of members in the HMO.
Individual Practice Association (IPA) HMOs may or may not operate a medical facility
and, if no medical facility is owned, contract with local hospitals to provide such
facilities. Care in this style of HMO is provided by physicians who are part of an
individual practice association operating out of their own offices. Similarly, "network
model" HMOs contract with medical groups, private physicians and hospitals to
provide care to their members. Finally, HMOs can be, and usually are, organized and
operated by employing a combination of the above characteristics. See Kenneth L.
Levine, Geisinger Health Plan Likely to Adversely Affect HMOs and Other Health
Organizations, 79 J.TAx'N 90, 91 n. 6 (1993).

1 1 See Testimony of Blue Cross and Blue Shield Association on Tax Provisions in the Health
Security Act, 1993: Hearings on H.R. 3600 Before the Subcomm. on Select Revenue Measures
of the House Comm. on Ways and Means, 103rd Cong., 1st Sess. 12808 (1993)(statement of
Mary Nell Lehnhard, Senior Vice President, Blue Cross and Blue Shield Association)
[hereinafter Testimony of Blue Cross Blue Shield]; see also Philip S. Neal & Suzanne M.
Papiewski, Taxation of HMOs Now and Under Health Care Reform-Separating Fact From
Fiction, 9 ExEMPT ORG. TAX REV. 577 (1994).

1 2 The Tax Reform Act of 1986, Pub. L. No. 99-514, 100 Stat. 2085 (1986).
1 3 See I.R.C. § 501(m) (1995).

14 I.R.C. § 501(m)(3)(B) (1995).

15 See Gen. Couns. Mem. 39,828 (Sept. 10,1990).
1 6 See Testimony of Blue Cross Blue Shield, supra note 11 and accompanying text.
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Given the similarities between HMOs and both hospitals and insurance
companies, the standards that have developed around hospitals and insurance
companies are relevant to the issue of tax exemption for HMOs. These
standards, however, are not always appropriate. Bottom line, the unanswered
question is the policy issue of whether health care management companies
should be tax-exempt.

The Service has been willing to grant tax exemptions only to select HMOs
meeting specific organizational and operational criteria.17 The Service
approaches the question of tax exemption for HMOs on a case-by-case basis
under a two-tiered analysis.18 First, the Service looks to whether an HMO is
providing substantially health care services or insurance services.19 If the HMO
is deemed to be providing substantially an insurance service, it will not be
granted any tax exemption.20 Second, if the HMO is providing substantially
health care services, then the examination moves to the second tier, and the
question of tax exemption will be decided in accord with the standards
developed for hospitals.21 Those HMOs meeting the qualifying criteria
adopted for hospitals will qualify as charitable organizations and gain
exemption under § 501(c)(3).22 Those HMOs that do not meet the standards for
exemption that have been adopted for hospitals will be precluded from
charitable status and will have to rely on gaining exemption as social welfare
organizations pursuant to § 501(c)(4).23

Although judicial review of the Service's position on this matter is sparse, a
1993 Third Circuit opinion has affirmed the Service's philosophy regarding
§ 501(c)(3) charitable status.24 Furthermore, recent health care proposals have
adopted the Service's current philosophy regarding exemption of HMOs. 25

Some commentators have suggested that the current approach regarding tax
exemption to HMOs is too limited, precluding worthy institutions of

17 See generally Geisinger Health Plan v. Commissioner, 985 F.2d 1210 (3d Cir. 1993).
18 See Gen. Couns. Mem. 39,828 (Sept. 10, 1990).

191d.
20Id.
21id.
22See Harry G. Gourevitch, Tax Aspects of Health Care Reform: The Tax Treatment of

Health Care Providers, 9 EXEMPT ORG. TAX REV. 1317, 1319 (1994).
23Id.
24Geisinger, 985 F.2d 1210.
25See Clinton Administration's proposed Health Security Act, H.R. 3600, 103rd

Cong., 1stSess. (1993);seealso Description and Analysis of Provisions in the Health Security
Act (H.R. 3600) Relating to the Tax Treatment of Organizations Providing Health Care Services
and Related Organizations, 1993: Hearings on H.R. 3600 Before the Subcomm. on Select
Revenue Measures of the House Comm. on Ways and Means, 103rd Cong., 1st Sess. 12785
(1993) [hereinafter Health Security Act Description] (prepared by the Staff of the Joint
Committee on Taxation).
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exemption, especially as charitable organizations under § 501(c)(3). 26 These
commentators suggest that tax exemption is an essential option to those in the
health care industry and limiting this option to HMOs will inhibit the growth
of nonprofit HMOs and, likewise, inhibit their role in our nation's health care
reform.27 Others, especially those in the health insurance business, have argued
that health care institutions should not be exempt, especially HMOs.28 Their
arguments are grounded on the theory that HMOs are simply health care
insurers and tax exemption to such organizations creates an uneven playing
field, treating similarly situated taxpayers differently.29

In light of the expected role HMOs will play in this country's health care
reform, the continued debate over the Service's position regarding tax
exemption for HMOs, the recent judicial confirmation of the Service's position,
and proposals to codify the requirements a tax-exempt HMO must meet, a
closer look at HMOs and the questions involving iheir tax exemption is
warranted. Specifically, this note will examine the criteria that hospitals must
meet to attain tax-exempt status and will consider the appropriateness of these
criteria with respect to HMOs. This will entail a closer look at the Service's
current position with respect to HMOs and the case law that has evolved in the
hospital and HMO area. Also, this note will examine the law defining insurance
providers and consider the arguments that have and will be asserted regarding
whether HMOs are simply insurance companies. Finally, this note will
conclude with the suggestion that the question of tax exemption for HMOs is
purely a policy question that should be viewed apart from hospitals and
insurance companies, whereby Congress should simply consider whether
tax-exempt managed health care companies are beneficial to our health care
system.

II. SIGNIFICANCE OF TAX-EXEMPT STATUS

Section 501(a) of the Code offers complete forgiveness30 from federal
taxation to any of more than twenty categories of organizations. 31 For example,
§ 501(c)(3) offers tax forgiveness to those organizations which qualify as
"charitable."32 Beyond this federal tax forgiveness, however, those organiza-

2 6 See Levine, supra note 10, at 98.
2 71d.
2 8 See Testimony of Blue Cross Blue Shield, supra note 11.
2 9 See Neal & Papiewski, supra note 11, at 587.

3 0Although an organization may be exempt from taxation under I.R.C. § 501(a)
(1995), there is still a tax levied on income that is earned as a result of an unrelated
business activity. See IR.C. § 501(b) (1995); see generally I.R.C. §§ 510-514 (1995).

3 1See I.R.C. § 501 (1995).
3 21R.C. § 501(c)(3) (1995).
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tions qualifying as "charitable" organizations reap other tax benefits not spelled
out under § 501.33

For example, organizations meeting the "charitable" requirements of
§ 501(c)(3) are also eligible to receive charitable contributions from individual
taxpayers under § 170.34 Accordingly, taxpayers who contribute to such
charitable organizations may deduct their contributions as allowed pursuant
to § 170. Furthermore, organizations qualifying under § 501(c)(3) can benefit
from tax-exempt financing by issuing tax-exempt bonds in conjunction with a
state or local municipality pursuant to § 103 of the Code.35 With this advantage,
such "charitable" organizations can quickly finance expansion and upkeep
expenses through bond financing at a lower rate of interest than they could
otherwise obtain in the market.36 Finally, many states offer freedom from state
and local income taxes to those organizations qualifying as "charitable" under
§ 501(c)(3).37 Therefore, although § 501(c) offers freedom from federal taxes to
a variety of organizations, qualification as a § 501(c)(3) organization is by far
the most desirable.

Section 501(c)(4) organizations receive the same forgiveness from federal
income taxation under § 501(a) as charitable organizations. 38 They cannot,
however, benefit from tax-exempt bond financing, receive tax-exempt
contributions and often do not receive favorable treatment regarding state and
local taxes.39

III. THE HISTORY OF TAX EXEMPTION FOR HOSPITALS

As the reality of federal income taxation took on full steam in the early
twentieth century and was finally ratified by the Sixteenth Amendment in 1913,
Congress saw the need to exempt certain organizations from income taxation.4 0

Some commentators have suggested that these exemptions derived from a

33 See generally Health Security Act Description, supra note 25.
34 See I.R.C. § 170 (1995).

35 See I.R.C. § 103(a), (b) (1995); see also I.R.C. §§ 141-45 (1995).
36 Because interest received on bonds satisfying the requirements of § 103 is tax-free

to the recipient, such bonds can be offered at a significantly lower rate of interest (a rate
equal to the after-tax rate of interest on equivalent taxable bonds). Thus, § 103 allows
states and municipalities (and certain private entities borrowing through states and
municipalities, such as hospitals) to finance their activities at a lower cost.

37But see, e.g., Utah v. Intermountain Health Care, Inc., 709 P.2d 265 (1985)(holding
that tax exemption given to hospitals is inconsistent with the Constitution of the State
of Utah, thereby revoking any state and local tax exemptions provided to hospitals
under state statutes and ordinances).

381.R.C. § 501(c)(4) (1995).
39See Gourevitch, supra note 22, at 1320.
40See James J. McGovern, The Exemption Provisions of Subchapter F, 29 TAx LAW. 523,

524-27 (1976).
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Sound Health maintained a subsidized membership program. This program,
supported by charitable contributions, 122 gave members of the community
who were unable to pay an opportunity to join the HMO at a reduced or
minimal charge. 123 The court further found that public interests were being
served because the HMO had a nondiscriminatory hiring policy whereby all
qualified physicians were welcome to join the staff.124 Thus, even though
Sound Health only serviced its members,12 5 Sound Health sufficiently
demonstrated that public rather than private interests were being served by its
open membership policy. 126

B. The Geisinger Decision

The Service's latest attempt to limit the tax exemption given to HMOs
involved the Geisinger Health Plan (hereinafter GHP). GHP is an HMO
incorporated under both state and federal law and was part of a larger health

122See I.R.C. § 170 (1995). An organization that qualifies as a charitable organization
under § 501 (c)(3) may accept contributions that are tax-deductible contributions.

123Sound Health, 71 T.C. at 184.

124A nondiscriminatory hiring policy is significant when weighing public versus
private interests. The essence of the prohibition on benefiting private interests is the fear
that private shareholders or founders of the organization are the ones being benefited
rather than the public or the portion of the public whom the institution is organized to
benefit. For example, some hospitals or HMOs may be established, managed, operated,
and serviced exclusively by a small group of doctors. Such institutions would fail the
tax-exempt requirements when the "interests of charity are sacrificed to the private
interests of the founder[s] or [shareholders]," even though the institution may be
operated like any other tax-exempt hospital. See Sound Health, 71 T.C. at 186 (quoting
ExEMPT ORcANIzATIONS HANDBOOK (3 I.R.M. 7751), Part VII, 382.1(2)).

1251n addition to servicing its members, Sound Health also serviced nonmembers in
its emergency room. Sound Health notified a local ambulance company to bring all
emergency patients to the HMO emergency clinic regardless of membership. See 71 T.C.
at 184.

126 The court further reasoned that "[tihe main difference between [Sound Health and
an exempt hospital] is the time when they [and HMO or hospital] obligate themselves
to provide health care services." 71 T.C. at 187. The hospital has the opportunity, except
in the emergency situation, to wait until a person needs medical treatment before the
decision is made regarding whether the person will be treated. Id. An HMO, however,
must make a determination regarding whom it is going to treat at the time of
membership rather than when an individual becomes ill. Id. Both the decision of the
hospital and the HMO regarding who will be treated are financial decisions based on
who can pay the service fee. Id. In either situation, however, the indigent emergency
patient will not be denied service. 71 T.C. at 187. See also Levine, supra note 10, at 98.
Both hospitals and HMOs serve to promote the health of a community but differ only
regarding when payment is made. With HMOs, payment is made in the form of a
subscriber fee, but with hospitals, payment is made following the performance of
services. Ultimately, this should have no significance in determining community
benefit.
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care network called the Geisinger System.127 The Geisinger System was a
parent system that consisted of eight other health care entities, all of which were
tax-exempt.128 In 1987, consistent with the status of each constituent member
in the system, GHP petitioned the Service for exempt status as a charitable
organization under § 501(c)(3). 129

The Service, relying on the ruling set forth in Sound Health,13 0 denied GHP's
request on the grounds that GHP did not meet all of the elements set forth in
Sound Health.131 Particularly, the Service relied on the fact that GHP was not
organized as a health care provider.132 Instead, GHP contracted with groups
of physicians and other hospitals within the larger Geisinger System to provide
health services to its members. 133 The HMO contracted with physicians to
provide these services and compensated the physicians based on a flat monthly
fee. 134 The hospitals with which the HMO contracted were compensated on a
per diem basis for inpatient services, while the outpatient services were
charged to the HMO at a discounted rate.135

In an attempt to challenge the Service's decision, GHP sought a declaratory
judgment from the United States Tax Court. The Tax Court, in Geisinger Health
Plan v. Commissioner,13 6 overturned the Service's ruling and held that GHP
qualified as a charitable organization under § 501(c)(3). 13 7 The court
concluded, as a factual matter, that GHP was organized and operated for the
purpose of promoting the health of the community.138 Additionally, the court
found that the group of persons benefited by GHP was sufficient to constitute
a community.139

In reaching these conclusions, the court relied on the Treasury
Regulations, 140 which require tax-exempt organizations to be organized and

127Geisinger v. Commissioner, T.C. Memo 1991-649,62 T.C.M. (CCH) 1656, rev'd, 985
F.2d 1210 (3d Cir. 1993).

12 81d. at 1656-60.
1 2 91d.

13071 T.C. at 158.

131Geisinger, 62 T.C.M. (CCH) at 1656-60.
1321d.
1 33 1d.

134 d.
13 5Geisinger, 62 T.C.M. (CCH) at 1656-60.
1361d. at 1664.

13 71d. at 1661-64.
138[d.

13 9 Geisinger, 62 T.C.M. (CCH) at 1662-64.
140Treas. Reg. § 1.501(c)(3)-1 (a) (1959).
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operated exclusively for a tax-exempt purpose. As was mentioned, GHIP's
stated tax-exempt purpose was the promotion of health of the community, a
charitable purpose under the common law of trusts and under the Eastern
Kentucky decision.14 1 To meet the requirement that an entity be organized and
operated for a tax-exempt purpose, the Treasury Regulations require an entity
to engage primarily in activities that serve its exempt purpose. 142 Aware of this
requirement, the Tax Court chose to focus on GH1's exempt purpose rather
than the nature of the activities in which GHP engaged. 143 Because GHP
promoted the health of the community, its stated purpose, the court concluded
that the issue of how it promoted the health of the community was of no
significance. Therefore, GHP qualified for exemption even though GHP's
primary activity was arranging for health care rather than actually providing
hands-on health care.144

Also at issue was whether the group of persons benefited by GHP was large
enough to constitute a community. Because the Treasury Regulations 145 require
that public rather than private interests be served, the Service argued that, by
arranging for the health care of only its members, GHP served private interests
rather than public interests.146 The Tax Court, relying on the Sound Health
decision, concluded that GHP did serve a sufficiently large class of the
community to pass the public/private test.147 Similar to the reasoning in Sound
Health, the Tax Court considering GHP's status reasoned that the lack of
significant barriers to membership indicated that the entire community was
"eligible" to benefit from GHP through membership.14 8 Furthermore, the court
considered the fact that GHP had a subsidized membership program, which
served to allow membership to those who would otherwise be financially
unable to join.149

On appeal to the Third Circuit, the appellate court overturned the Tax
Court's decision holding that "GHP does not qualify for tax-exempt status ...

14 1See supra note 64 and accompanying text (describing the law of charitable trusts).

142Treas. Reg. § 1.501(c)(3)-1(c)(1) (1959).

14 3 Geisinger, 62 T.C.M. (CCH) at 1660.
1441d. at 1662-64.

145§ 1.501(c)(3)-1(d)(ii) (1959).

146Geisinger, 62 T.C.M.(CCH) at 1662-63.
14 7 1d. at 1662.

1481d.

1491d. The number of people actually admitted by G-P under the subsidized dues
program was thirty-five. Geisinger, 62 T.C.M.(CCH) at 1660. GHP claimed that the
subsidized dues program would assist a more significant number of people once
financing for the program matured. /d. Moreover, GHP maintained that the success of
this program hinged on whether GHP qualified for exempt status, thereby enabling it
to receive § 170 contributions (recall that the ability to receive tax-deductible
contributions is a benefit of the § 501(c)(3) status). Id.
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since it does no more than arrange for... health care services."150 Furthermore,
the fact that GHP arranged for the medical care of only its members indicated
that it failed to serve a charitable purpose, especially where few members were
admitted under the subsidized membership program.151

The Third Circuit began its analysis by acknowledging that GHP was not a
hospital. The court maintained, however, that hospital precedent was
applicable since GHP's stated purpose was the promotion of health.152

Subsequently, based on its understanding of the law of tax-exempt hospitals,
the court concluded that the applicable test was whether GHP "primarily
benefited the community."153

Relying on this test, the court concluded that the Sound Health court
misapplied the law in reasoning that a public interest was served by the fact
that the entire community was "eligible" to become a member.154 The Geisinger
court opined that GHP's membership program served to primarily benefit
itself, only "secondarily benefiting the community."155

The Geisinger court, however, did not overrule the decision set forth in Sound
Health. Rather, it modified the ruling by holding that the Sound Health HMO
provided "additional indicia of a charitable purpose," thereby allowing it to
qualify under § 501(c)(3).156 Such "additional indicia of a charitable purpose"
included Sound Health's full-scale emergency room and outpatient clinic
which were open to the entire community.157

With regard to GHP's subsidized membership program, the court
discredited it as offering no additional indicia of a charitable purpose.158 The
court particularly noted that GHP had only thirty-five subsidized members as
opposed to the nearly seventy thousand paying members.159

15OGeisinger Health Plan v. Commissioner, 985 F.2d 1210,1220 (3d Cir. 1993).

15 1 d.

152M. at 1216.
153 d. at 1217.

154985 F.2d at 1218.
155 d. at 1219.

156Id. at 1217-20.
15 71d. at 1218.

158985 F.2d at 1220.
15 9 d. GHP argued that Sound Health had subsidized its program only $158.50 at the

time it was granted tax exemption. Id. The court, however, opined that Sound Health
had benefited the community in other ways via the emergency room and outpatient
clinic. Id.

[Vol. 9:187
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VI. GEISINGER'S EFFECT ON HMOs SEEKING EXEMPTION

Congress has contemplated codifying standards that would delineate
HMOs based on their organizational structures and operation.160 Under such
a statute, each HMO would be classified and its classification would affect its
ability to gain tax exemption. 161 The rule of law as set forth in Geisinger would
serve as the basis for determining whether HMOs can be charitable
organizations pursuant to § 501(c)(3). 162 Exemption as a charitable
organization would require satisfying the community benefit standard,
establishing that the HMO serves public rather than private interests, and
assuring that net income does not inure to the benefit of any individual or
private shareholder. 163 Congress has also contemplated codifying the
standards an HMO must meet to gain exemption under § 501(c)(4). 164 One
commentator has suggested that this standard would involve a community
benefit standard that is less demanding than the community benefit standard
for § 501(c)(3) organizations. 165 Health insurance companies, of which Blue
Cross/Blue Shield is a prototypical example, would continue to be precluded
from § 501(a) exemption pursuant to § 501(m)(3).166

Since Congress began considering health care reform, much debate has
surrounded the issue of tax exemption for HMOs. Advocates at one end of the
debate, especially those in the health insurance industry, have argued that all
HMOs should be precluded from tax exemption.167 Their arguments are
grounded on the premise that HMOs simply offer a form of health insurance
and, therefore, they should be treated like other health insurers.168 At the other
end of the debate, advocates have argued that a strong tax-exempt health care
system is vital to maintaining a quality health care system. 169 As one

1 6 0 See Health Security Act Description, supra note 25.

161See Neal & Papiewski, supra note 11, at 585.
1 6 2 See Gourevitch, supra note 22, at 1320.
1 6 3 5ee supra notes 148-59 and accompanying text (discussing the Third Circuit's

decision in Geisinger); see also supra notes 52-65 and accompanying text (discussing the
standard that the Service has adopted for considering an HMO's exemption).

164See Gourevitch, supra note 22, at 1319.
1 6 51d.

1661d. at 1321; Blue Cross/Blue Shield Organizations are generally taxed in the same
manner that property and casualty insurance companies are taxed, but are "entitled to
a special income tax deduction ... enabling them to take a tax deduction, for regular tax
but not alternative minimum tax purposes, equal to 25 percent of claims and expenses
for the taxable year reduced by the adjusted surplus at the beginning of the year." Id.;
see also I.R.C. § 833 (1995).

167See Testimony of Blue Cross Blue Shield, supra note 11.
1681d.
16 9 See Boisture, supra note 82.



JOURNAL OF LAW AND HEALTH

commentator has suggested, in a nonprofit health care system, "patients'
interests, not profits are paramount."170

Current statutory proposals strike a compromise between the opposite ends
of the debate, allowing exemption to some HMOs as § 501(c)(3) organizations,
and to others as § 501(c)(4) organizations. Similarly, the holding in Geisinger
falls midway between the opposing views in the debate, allowing tax
exemption as charitable organizations to those HMOs that look most like
hospitals.

Because any legislation ultimately passed by Congress will have a significant
impact on the future of HMOs, a closer look at the reasoning supporting the
current proposals is warranted. The Geisinger decision currently represents the
Service's and the Clinton Administration's standard for considering the status
of HMOs as charitable organizations. Congress, prior to codifying this rule of
law, should consider the reasoning on which this rule of law is based.
Particularly, should HMOs be compared to hospitals when considering their
status as charitable organizations pursuant to § 501(c)(3)? Also, does the
community benefit standard, as set forth in Geisinger, make sense?

The Third Circuit in Geisinger based its conclusion on two factors. First, GHP
was primarily benefiting itself since only members could obtain its services.
Second, GIP lacked any indicia of a charitable purpose, such as the operation
of an emergency room open to the public or some type of outpatient service.

These reasons appear to have been guided by two themes. First, the Third
Circuit seemed to be swayed significantly by the fact that GHP was not a
hospital or similar institution. GHP was simply a health care manager,
arranging for the health services of its members through a managed system.
The weight given to this fact is evident in the court's concluding statement that
"GHP does not qualify.., since it does no more than arrange for... health
care."171 In fact, this reasoning pervaded the opinion, in that the court began
its analysis by applying precedent that had related exclusively to the question
of tax exemption for hospitals. The fatal impact that this line of reasoning had
on GIP's tax exemption manifests itself in the court's observation that GHP
lacked an "outpatient service" or simply failed to provide "free care." 172 Both
of these criteria are applicable exclusively to institutions that provide hands-on
health care treatment. Since GHP was not organized and operated to provide
hands-on health care treatment, it was precluded from attaining § 501(c)(3)
status once the court began this reasoning. Although HMOs have traditionally
been thought of as hybrid hospital-health insurers, they are not exclusively
organized and operated in this manner. The impact that Geisinger will have on
HMOs, therefore, is significant since those not resembling hospitals will be
precluded from attaining § 501(c)(3) status.

17 0 d. at 785.

171Geisinger, 985 F.2d at 1220.
172Id.
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Second, the court created and applied what appears to be a new community
benefit standard. The court ruled that an institution will qualify as a tax-exempt
entity if it "primarily benefits the community."173 This test, however, is clearly
distinguishable from the requirements of the Treasury Regulations. The
Treasury Regulations require tax-exempt organizations to operate by
"engag[ing] primarily in activities which accomplish" a charitable purpose, and
this charitable purpose must serve "a public rather than a private interest."174

The court's application of this "primarily benefits" test proved fatal to GHP's
§ 501(c)(3) tax-exempt status. This is not surprising, however, since the
requirement that an organization primarily benefit the community is almost
insurmountable. 175 In fact, if such a test were applied to all § 501(c)(3)
organizations, there would be few tax-exempt organizations left.1 76 For
example, churches and related religious organizations are operated to
primarily benefit their members, although the entire community could be
eligible for membership. Likewise, educational institutions operate primarily
for the benefit of their own students. Educational institutions are also similar
to hospitals in that students attending educational institutions pay for the
service of education directly or indirectly through some third party payment
system such as grants, scholarships or loans. Bottom line: charities primarily
benefit the poor; scientific organizations seeking cures for diseases primarily
benefit people with those diseases; organizations to prevent cruelty to children
or animals primarily benefit children and animals; and hospitals operate
primarily to benefit patients who pay for services, either directly or indirectly
through some third party payment system such as private insurance, Medicare
or Medicaid.

All the institutions mentioned above are tax-exempt because they are
organized and operated to engage primarily in activities to further their exempt
purpose and to serve public rather than private interests. They do not, however,
operate to primarily benefit the community. Arguably, the govemment, armed
forces, law enforcement, and similar institutions are the only organizations that
are organized and operated to primarily benefit the community.

Thus, Geisinger seems to be grounded on somewhat shaky ground.
Nonetheless, the court may have arrived at the right decision. The decision in
Geisinger was directed to the charitable status of HMOs and their tax exemption

1731d. at 1217.

174See 26 C.F.R. §§ 1.501(c) & (d)(1)(ii) (1959).
175The court in Sound Health, 71 T.C. at 185, made a similar argument:

If any "preferential treatment" is given to Association members, then
it is the preferential treatment common to every charitable organization
that benefits the community by benefiting a certain class of individuals.
To our knowledge, no charity has ever succeeded in benefiting every
member of the community. If to fail to so benefit everyone renders an
organization noncharitable, then dire times must lie ahead for this
nation's charities.

1 7 61d.
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under this status. The case was not, however, determinative of the general
question of exemption for HMOs under § 501(a). Thus, although an HMO may
not meet the requirements of § 501(c)(3) status, exemption as a social welfare
organization pursuant to § 501(c)(4) is still a possibility.177

An organization qualifying as a social welfare organization under § 501(c)(4)
obtains the same freedom from federal taxation under § 501(a) as a charitable
organization qualifying under § 501(c)(3). The major shortcoming of § 501(c)(4)
status, however, is the inability to obtain tax-free bond financing. The inability
to obtain tax-free bond financing may be significant to HMOs needing to
expand their medical facilities as demand for health services increases, but
HMOs that do not maintain medical facilities (such as IPA and network model
HMOs) should not be affected by this shortcoming. The hospitals or staff model
HMOs with which the IPA or network model HMOs contract for services will
be able to obtain § 501(c)(3) status under the current law of Geisinger. Thus, if
Congress decides that HMOs are worthy of tax exemption under § 501(c)(4),
the decision in Geisinger should not have a major impact on those HMOs unable
to gain § 501(c)(3) exemption status.

VII. THE NEXT DEBATE: EXEMPTION AS A SOCIAL WELFARE ORGANIZATION

Many HMOs have taken advantage of the § 501(c)(4) status and many others
are sure to follow, especially in the wake of the Geisinger decision. 178 This trend
will inevitably lead to a debate over whether HMOs deserve to be exempt as
social welfare organizations. Rather than argue the similarities and differences
beteen HMOs and hospitals, this debate will most likely center around the
differences and similarities between HMOs and insurance companies.

Those in the health insurance industry have argued that any exemption for
HMOs will result in treating similarly situated taxpayers differently.179 Such
arguments are grounded on the contention that the services provided by
HMOs, especially IPA and network model HMOs, are tantamount to the
services provided by the insurance industry18 0

The Service's current position is that HMOs transfer risk to the primary
care physicians and, therefore, are distinguishable from health insurance

177See T.J. Sullivan, The Tax Status of Nonprofit HMOs After Section 501(m), 50 TAX
NOTES 75,80 (1991)(indicating that the Service's position requires HMOs seeking social
welfare status to meet a community benefit standard, one that is less exacting than the
standard for charitable status); see also Gen. Couns. Mem. 39,829 (Aug. 24, 1990). The
impact that the Geisinger decision will have on the application and interpretation of this
standard is not presently clear. See Gourevitch, supra note 22, at 1319.

1781n 1992, only 32.5 percent of all HMOs were exempt as either charitable or social
welfare organizations. Robert A. Boisture, Assessing the Impact of Health Care Reform on
the Formation of Tax-Exempt Health Care Providers and HMOs, 9 ExEMr ORG. TAX REV.
271,283 (1994).

179See Testimony of Blue Cross Blue Shield, supra note 11.
1 8 0 Id.

[Vol. 9:187



1994-95] TAX EXEMPTION TO HEALTH ORGANIZATIONS 211

providers. 81 Advocates for the health insurance industry, however, argue that
the Service's position is misdirected on two counts. First, insurance advocates
contend that HMOs are never fully relieved of risk "unless the insured relieves
the insurer of risk."182 Second, such advocates contend that any risks that may
be transferred are simply physician benefits, and non-physician benefits, which
comprise a majority of the cost, are not transferred. 183

The Code at § 501(m)(3) indicates that "incidental health insurance provided
by a health maintenance organization" is not considered commercial-type
insurance for purposes of § 501(m). Pursuant to § 501(m), an organization, "a
substantial part of [whose] activities consists of providing commercial-type
insurance," is precluded from exemption under § 501. Without a more precise
rule by Congress, the issue of whether IPA or network model HMOs provide
incidental health insurance will inevitably come before the courts. Similar to
the situation in Geisinger, a court will be forced to make a policy decision
regarding whether IPA or network model HMOs are worthy of exemption. At
the center of the debate will be the issue of whether HMOs are or are not health
insurance companies. This debate, like the debate over whether HMOs are or
are not hospitals, could continue indefinitely. Thus, it is incumbent upon
Congress to decide whether managed care is worthy of exemption. This
decision should not be made based on the comparability of hospitals to HMOs
or the comparability of health insurance companies to HMOs, but rather the
decision should be based on whether tax-exempt HMOs are needed and
whether they provide a benefit to our health care system, thereby promoting
the health of the community.

The question of whether managed health care systems should be exempt is
worthy of direct consideration for several reasons. As our society continually
attempts to reform the overall health care system, it is quite clear that health
care management, financing, and organization play as important a role as the
provision of health care treatment itself. Managed care is not a service that
hospitals have traditionally provided and often does not involve hands-on
medical treatment. Instead, managed health care is simply a means of
controlling the inflationary effects of a pay-for-service system of health care.
Although managed health care can assume a variety of structures and
operational formats, institutions that provide health care management
essentially organize, finance and manage health care delivery in a manner
which maximizes efficiency and minimizes cost. The question of whether
organizations providing this service should be tax-exempt has never been
addressed in this light.

181 See Gen. Couns. Mem. 39,828 (Sept. 10, 1990).
182 See Testimony of Blue Cross Blue Shield, supra note 11.
1831d.



JOURNAL OF LAW AND HEALTH

VIII. CONCLUSION

Managed health care organizations will play an important role in this
country's health care reform. These organizations offer advantages over the
current pay-for-service system, including the ability to control costs.
Exemption from federal income taxation has historically been an option for
hospitals, economically affecting the operation and survival of many hospitals.
Tax exemption could also play a vital role in the proliferation, financing and
operation of many HMOs.

The recent decision in Geisinger has narrowed the opportunity for many
HMOs to gain exemption as charitable organizations. Although the reasoning
of the Geisinger court can be debated, the decision appears to have resulted in
a logical approach to the question of tax exemption for HMOs. Those HMOs
that operate full-scale medical facilities and employ large medical staffs can
gain exemption as charitable organizations and reap the derivative benefits of
this status in order to maintain and grow their medical staffs and facilities.
HMOs that do not operate full-scale medical facilities should still be permitted
to gain exemption as social welfare organizations, a status that does not carry
the derivative benefits of charitable status. An HMO not operating a medical
facility, however, probably does not need the derivative benefits of the
charitable status.

The question of exemption for HMOs will continually be debated as those
in the health care industry compete for market share and seek identical tax
treatment. While Congress is currently considering codifying the holding of
Geisinger, legislators should directly consider the reasons why HMOs should
or should not be taxed. Such a forthright debate would serve to delineate the
requirements for charitable status and the requirements for social welfare
status. In doing so, Congress should consider whether managed health care
systems offer any benefit to the community by strengthening the health care
system. This is clearly a policy question that should be left to the legislature.

ARTHUR M. REGINELLI
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