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TAX EXEMPTS IN PITTSBURGH

(Act 55 Hearings, City Council Chambers, August 30, 2007)

e We’re referring to the large healthcare & educational institutions, not the small
service agencies or religious groups (separation of power).

e The extent of tax-exempts in the region: 15 of the top 25 employees are tax-
exempt (2007 Book of Lists, Business Times). 8 of them are healthcare and
educational tax-exempts; the others are government bodies. Tax-exempt
assessments in the City have risen from $6B in 2002 (the last assessment year) to
$7.7B in 2007, a 28% increase. The educational & healthcare institutions own
over $3B worth of property in Pittsburgh alone. That’s over $32M in real estate
taxes the city loses. If you include the school district and county, that’s $88M in
lost real estate tax just in Pittsburgh ($32M — City; $42M - school district; $14M
— county). That breaks down to $625 per Pittsburgh real estate taxpayer
(123,741) - $397 for the colleges, $228 for the hospitals. For individual
taxpayers, that represents $263 in City Real Estate taxes, $339 in School Board
taxes, and $23 in County taxes.

SOLUTIONS:

o Revenue Sharing: As done in Connecticut, municipalities are reimbursed around
% of the tax exempt tax losses by the state. Pennsylvania has a model for this,
paying counties for lost taxes because of state parkland. This is an ideal solution,
sparing the tax-exempt entities any cost and having everyone in the state shoulder
part of the burden of what are primarily regional assets. A PEL study in Central
PA recommended a mix between state revenue sharing and mandatory PILOT
payments to host municipalities. But several efforts over the years have come up
short for revenue sharing in Harrisburg. The state Senate is holding hearings
regarding this issue around Pennsylvania.




Public Service Fund: PILOTS used to make up a small but predictable City
revenue stream, providing $2-3M and room for growth until the Purely Public
Charity Act (Act 55) simplified the 5-point test. The PILOTs were replaced by
the Public Service Fund, a voluntary association of tax-exempts willing to donate
to their host City. Pittsburgh’s Fund, recognizing the City’s plight, formed and
promised $13.5M over 2005-07. we would like to see the Fund become
permanent, dependent on the larger, money earning institutions — not the Little
Sister of the Poor! — and base its’ donation on the assessed value of its’ property.
Act 47 anticipated $6M/year from the tax-exempts in our recovery Plan, and
we’re far from that figure to date.

City Contracts: Another possible trade off is the donation of services to offset the
tax deficit. We have a variety of contracts with the colleges and healthcare
institutions worth at least $5M/year. We could take it out in trade.

City Perks: The universities and hospitals could partner with the City to provide
the citizens with a fair trade of services. For example, the colleges could buy into
the “Pittsburgh Promise” campaign by offering the school district a reduced rate
for sending city students to their institutions. The hospitals could offer a voucher
good for an annual physical for city residents, or neighborhood health tests and
follow-up. The last two options fit into the Market Based Revenue Opportunities
model, substituting service in lieu of revenues.

Footnote: UPMC Profits, 2002-2007: $618M -2007; $521M - 2006; $291M —
2005; $248M —2004; $61M — 2003; $23M —2002. That represents a 25-fold
jump in profits since 2002.
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Costs of Tax Exempts on City vs. County Real Estate Taxpayers

Health care institutions cost the City Taxpayer on average
Institutions of Higher Learning cost City Taxpayers on average
Sports and Cultural Institutions cost City Taxpayers on average

Total City Taxpayer costs.

Health care institutions cost the County Taxpayer on average
Institutions of Higher Learning cost County Taxpayers on average
Sports and Cultural Institutions cost County Taxpayers on average

Total County Taxpayer costs.

$227.28 per year
$397.43 per year
$326.40 per year

$951.11 per year

$ 8.55 per year
$ 14.96 per year
$ 10.73 per year

$ 34.24 per vear
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To the Honorables: Mayor Luke Ravenstahl
and Members of Pittsburgh City Council:

The Office of City Controller is pleased to present this performance audit on
Payment in Lieu of Tax Alternatives conducted pursuant to the Controller’s powers
under Section 404(c) of the Pittsburgh Home Rule Charter.

EXECUTIVE SUMMARY

The proliferation of tax exempt property is a problem that affects Pittsburgh and
many other cities. The 1997 Institutions of Purely Public Charity Act (Act 55) made it
difficult for cities to challenge tax exemption requests and removed the incentive for
Pittsburgh’s non-profits to enter into voluntary Payment in Lieu of Tax (P.I.L.O.T.)
agreements with the City. This audit reviews the impact of tax exempt property on City
revenue, residents and services and explores alternatives to direct in lieu of tax payments
from the City’s tax exempt universities and hospitals.

Findings and Recommendations

o Real Estate or Property taxes are the City's largest source of General Fund
revenue. Real Estate tax revenues comprised 28.9% of total fiscal year 2006
revenue. The General Fund pays for the public safety and public works services
that benefit all non-profit employees and clients.

e As tax exempt property increases, the tax burden increases on taxable property.
City residents, therefore, bear an increased burden in the form of increased tax
rates.

Tax Losses from Tax Exempts

e Tax exempt institutions comprise over 36 percent of the total assessed value of
city property. The exact percent is probably higher because the County sometime



undervalues exempt property because there is no need for accurate assessments
for tax purposes.

In addition to exemption from Real Estate taxes, non-profits also are exempt from
paying the City’s Business Privilege tax and Institutional service Privilege tax.

Two of the largest tax exempts are the University of Pittsburgh and the University
of Pittsburgh Medical Center (UMPC). The City’s Property tax loss from the
University in 2006 was $14,975,438 dollars and $8,347,136 dollars from UPMC.

Other States P.I.L.O.T. Programs

Connecticut and Rhode Island recognize that colleges, universities and hospitals
benefit all state residents and not just those who happen to live in the particular
city or town where such institutions are located. These states provide payments to
cities and towns to help offset the revenue lost from tax exempt property.

City P.LLL.O.T. Agreements

Prior to Act 55, the City had P.I.L.O.T agreements with many of the city’s major
real estate tax exempt institutions. Negotiated in the late 1980°s, these
agreements of varying terms and conditions provided a predictable revenue source
for City budget planning. After Act 55, the agreements were not renewed.

While laudable, these payments were much less than the City’s Real Estate tax
loss: from 1973 to 2006, payments by UPMC amounted to 8 % of the City's Real
Estate tax loss from UPMC exempt property. Allegheny General Hospital and
West Penn Health System’s payments for the same period are 10% of the City’s
tax loss. Mercy Hospital’s P.LLL.O.T. payments from 1999 through 2006 only
amounts to 1.6 % of the Real Estate tax loss for those years.

Local universities P.I.L.O.T. payments did little to offset the Real Estate tax loss:
University of Pittsburgh, 1975 through 2006: less than 1%; Duquesne University,
1992 through 2006, 1.1%; Carnegie Mellon, 2004 to 2006, 1%.

Pittsburgh Public Service Fund

e The Act 47 Recovery Plan anticipated $6 million a year from the City’s
non-profit institutions. However, the City was given $13.25 million over
three years from a consortium of nonprofits called the Pittsburgh Public
Service Fund.



Profitable Nonprofits

e The term nonprofit is a Federal Income Tax classification that often bears
little resemblance to the institution’s bottom line. Nonprofit UPMC’s profits
for nine months of fiscal year were $459 million dollars. At this rate, UPMC
is headed for a 2007 surplus of over $500.000,000 dollars.

City Contracts with Tax Exempts

o The City has a number of contracts with divisions of local universities and
healthcare providers who are exempt from property and other City taxes. For
example, City will pay UPMC $9,635,860 over two years to manage its
Workers Compensation Program.

State Reimbursement and P.I.LL.O.T Agreements
The best solution to the City’s exempt property tax loss dilemma would be a state
reimbursement plan similar to that in Connecticut. A formula for annual reimbursement

would provide needed and predictable revenue for all cities with tax exempt property.

RECOMMENDATION No. 1:

The City and its major nonprofit institutions should partner into lobbying for a
statutorily mandated P.I.L.O.T. payment program similar to the one in Connecticut.
Other Commonwealth cities and nonprofits should be asked to join this lobbying effort.
The Hospital Association of Pennsylvania, which was so successful in passing Act 55,
should be recruited to use their extensive lobbying power.

RECOMMENDATION No. 2:

The City simultaneously should try to negotiate a five or ten year voluntary
payment agreement with the Pittsburgh Public Service Fund. One term of the agreement
should be that payments terminate the first year the City would receive revenue from a
State reimbursement program.

Payment in Lieu of Tax Alternatives

While direct revenue from the State or nonprofits is preferable, the City should try
to reduce its expenses by renegotiating its contracts with local nonprofits to offset real
estate tax loss. For example, the City will pay UPMC approximately $5.873,683.00 this
year for workers compensation and health care management. The City will lose
$7.080,298.99 in real estate tax from UPMC owned properties.



RECOMMENDATION No. 3:

City Administration should attempt to get its service contracts with large
nonprofit tax exempts like UPMC for free or at reduced costs. This would help offset the
revenue loss from tax exempt property.

RECOMMENDATION No. 4:

City Administration should try to negotiate a benefit to City residents from the
large nonprofit tax exempts. For example, the University of Pittsburgh should be
encouraged to offer a tuition reduction to any graduate of a City high school or to any
City resident. Residency requirements such as length of residency would be determined
by mutual agreement of the parties. The University could also become a partner in the
Pittsburgh Promise Program and offer free tuition to any qualifying Pittsburgh Public
School graduate.

Sincerely,
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Anthony J. Pokora

Deputy;tontroller




INTRODUCTION

This performance audit on Payment In Lieu of Tax Alternatives was conducted
pursuant to the Controller’s powers under Section 606(c) of the Pittsburgh Home Rule
Charter. The audit reviews the impact of tax exempt property on City revenue, residents
and services and explores alternatives to direct in lieu of tax payments from the City’s tax
exempt universities and hospitals. Generally accepted governmental auditing standards
were followed.

OVERVIEW

The proliferation of tax exempt property is a problem that affects Pittsburgh and
many other cities. With the expansion of hospitals and universities this problem
increases. At issue is how to compensate for the ongoing reduction in property tax
revenue, the City’s main source of revenue.

In 1874 the Pennsylvania State Constitution allowed the state legislature to
exempt “purely public charities” from taxation because churches were the main providers
of charitable activities. Church run schools and hospitals relieved government of the cost
of performing these services. Over the years, exemptions were extended to other
organizations that offered charitable or educational services.

The growing number of charitable institutions seeking exemption from property
tax resulted in challenges by local governments. The term “purely public charity” is not
defined in the State constitution and exemption challenges were decided by the courts. In
1985, the Pennsylvania Supreme Court, relying on almost 100 years of judicial precedent,
established five criteria to determine if an entity was a purely public charity (Hospital
Utilization Project v. Commomwealth, 487 A2" 1306, 1985) (HUP). Under the HUP
test, a non-profit institution qualifies as a purely public charity (“PPC”) if it:

1. Advances a charitable purpose;

2. Donates or renders gratuitously a substantial portion of its services;

3. Benefits a substantial and indefinite class of persons who are legitimate
subjects of charity;

4. Relieves the government of some of its burden;

5. Operates entirely free from private profit motive.

The HUP decision did not put an end to exemption challenges. Assessment
officials and charitable organizations disputed how to apply the five point standard to
various exemptions in the county assessment laws. In an effort to reduce tax exemption
challenges, many charitable institutions entered into voluntary Payment In Lieu of Taxes
(P.L.L.O.T.) agreements with local governments. The amount of the payments varied
and, while never equal to the amount of lost tax revenue, did help offset the cities’
revenue loss.




To purportedly end the inconsistent application of eligibility standards for
charitable exemptions, the State Legislature passed the Institutions of Purely Public
Charity Act (IPPCA) in 1997. The Senate version of IPPCA, Act 55, was signed into law
by Governor Ridge on November 26, 1997. The [PPCA and Act 55 incorporated the five
point HUP test but also listed specific ways in which the five criteria could be satisfied.

ACT 55

The Act codified the HUP test and provided quantitative criteria for institutions of
purely public charity. For example, the charitable purpose requirement could be satisfied
if the organization is organized and operated primarily to fulfill any one or combination
of the following purposes: relief of poverty, advancement and provision of education,
advancement of religion, prevention and treatment of disease or injury, including mental
retardation and mental disorders, government or municipal purposes or accomplishment
of a purpose which is recognized as important and beneficial to the public and which
advances social, moral or physical objectives.

The effective result of Act 55, which, according to the City Law Department,
was written principally by the Hospital Association of Pennsylvania, was to make it
easier for a non-profit to qualify as an “institution of purely public charity” and to
become exempt from paying property and sales and use taxes.

For example, if a hospital has a posted admission policy offering free services for
those who qualify, it will meet the requirement of “‘benefiting a substantial and indefinite
class of persons who are the legitimate subjects of charity”, regardless of how many
people actually receive free services.

The Act also declared that property owned by state related universities was public
property for purposes of exemption from State and local and taxation as long as it was
actually and regularly used for public purposes. The Act resulted in a chilling effect
that effectively killed most attempts by political subdivisions to challenge exemption
requests.

By making it easier for non-profit organizations to meet the purely public charity
(PPC) standard, the State Legislature also removed the incentive for Pittsburgh’s
non-profits to enter into voluntary P.I.L.O.T. agreements with the City. This audit
examines the effect of Act 55 on City tax revenues and offers suggestions for non-
traditional P.I.L.O.T. agreements.




