The Charitable Property

Tax-Exemption

Debate

The financial crisis has affected public-sector and nonprofit relations in
one city, which has taken an age-old debate nationwide.

by Kevin Kearns, Jonathan Livingston, and Christine Waller

OR LOCAL GOVERNMENTS ACROSS THE COUNTRY,
real estate property taxes are an impor-
tant source of revenue. Charitable orga-
nizations that do not pay property taxes
create special budgetary challenges for munici-
palities with large land-owning nonprofits, such
as universities and hospitals. Recently, Pittsburgh,
Pennsylvania, has become the epicenter of heated
debate on how local government should face this
challenge amid serious fiscal distress.
Southwestern Pennsylvania’s large nonprofit
sector is concentrated especially within the bound-
aries of the city of Pittsburgh. Estimates suggest that
35 percent to 40 percent of Pittsburgh’s property is
not taxable. Although the land is owned mostly by
federal, state, and local governments, nonprofits
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also own a significant portion of this nontaxable
property. Thus, as local taxing jurisdictions have
challenged charitable property tax exemptions on
legal grounds, imposed municipal service fees, or
asked nonprofit institutions to voluntarily contrib-
ute to public coffers through payments in lieu of
taxes (PILOTSs), tensions have mounted.

During the summer and fall of 2009, the debate
gained significant momentum, as city and county
officials floated—and now have tabled—various
increasingly harsh proposals, including levying
additional taxes on nonprofit payrolls, fees on
hospital patients, service fees on dormitory
rooms, a service fee on nonprofit property calcu-
lated by square footage, and, finally, a “fair share”
tax on students.

Conflict over property tax exemptions is
nothing new in Pennsylvania. Prior to 1997, the
property tax exemption for Pennsylvania non-
profits was governed by a Pennsylvania Supreme
Court case interpreting the state constitution’s
exemption from property taxes for “organiza-
tions of purely public charity.” Hospital Utili-
zation Project v. Commonwealth established a
five-part definition of a purely public charity that
was so stringent that many nonprofits worried
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that if required to do so in court, they could not
meet the test. Emboldened by the case law, local
governments in Pittsburgh and Philadelphia
extracted significant concessions from large
nonprofit institutions, especially hospitals and
universities, often via contentious negotiations
and thinly veiled threats.

Act 55 of 1997 softened the definition of a
purely public charity and explicitly exempted non-
profit hospitals and universities. With the passage
of Act 55, local taxing jurisdictions in Pennsyl-
vania were forced to be less confrontational. In
Pittsburgh, this took the form of a roundtable of
nonprofit and government leaders, which negoti-
ated a lump-sum payment from the nonprofits to
the city of Pittsburgh. But contributions from the
roundtable of nonprofits never met the expecta-
tions of city officials, resulting in a series of claims
and counter-claims about broken promises. But
since the economic collapse of 2008, as all parties
began to feel the effects of the crisis, rancor
increased. Nonprofits claimed that they could
no longer afford the level of voluntary payments
they had made in the past, while the city claimed
that it needed even more contributions to meet
its obligations.

In 2007 the major health-care system in the
region broke ranks with the roundtable and
established its own corporate social-responsi-
bility initiative: a fund to provide partial college
scholarships to any student who graduated from
the troubled Pittsburgh public-school district.
Meanwhile, the same health-care system incurred
public criticism for appearing to operate as an
aggressively competitive business rather than a
charitable organization and for closing a hospital

that serves a poor community.

An Arcane Revenue Structure
Amid the increasingly dysfunctional discourse,
the Johnson Institute for Responsible Leadership,
a program of the Graduate School of Public and
International Affairs at the University of Pitts-
burgh, convened a forum of local and national
experts on November 6, 2009.

The panel experts forged a balanced dia-
logue on a divisive issue, exploring the histori-
cal context that frames the current debate in
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Pittsburgh and around the country. Along with
issues of accountability and ethics for nonprofit
institutions and municipal governments, legal
precedents were discussed. Those at the forum
agreed that a structured and civil dialogue would
align different sectors in creating a solution that
must be reached at the state level.

Panel expert Woods Bowman identified one of
the major difficulties in addressing the issue: we
are “trying to solve twentieth-century problems
with a nineteenth-century revenue structure,”
Bowman noted.

Echoing Bowman’s sentiment, Sabina Deitrick
stressed that the “bell towers of the universities
have replaced the smoke stacks of the cities as
the driving forces in Pittsburgh’s economy.” She
emphasized that outmoded municipal tax struc-
tures simply do not work today.

Offering possible solutions, James Turner refer-
enced the state of Connecticut as a potential model.
In 2008, Connecticut reimbursed local governments
with $120 million to account for tax-exempt value
not paid by nonprofits. But getting Pennsylvania to
consider such measures will require considerable
reformation of existing state procedures.

When local groups come together and put pressure on the state,

the state government will respond.

Historically, diverse groups of institutions
have worked toward structured solutions to
these kinds of problems. When local groups come
together and put pressure on the state, the state

government will respond, Turner noted.

Community Implications

Despite an unambiguous Pennsylvania law about
the rights and privileges of nonprofit property
owners, local taxing jurisdictions continue to
press for concessions and threaten to circumvent
existing law. Minnesota went through a similar
battle in 2008, ultimately requiring the legislature
to adopt a new definition of “organizations of
purely public charity,” with the final support of
nonprofits, local assessors, and the state’s Depart-
ment of Revenue. While still unfolding, the Pitts-
burgh example offers important lessons for other
communities that have struggled to reconcile
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the historic rationale for nonprofit property tax
exemptions with today’s fiscal realities. It is clear
that all parties have a responsibility to engage in
problem-focused discussions of the issue.

To resolve this issue, nonprofits need to
assume broader leadership and accountability.
The onus of this leadership falls largely on the
leaders of acute-care hospital facilities and edu-
cational institutions, as they are often the target
of public-sector hostilities. These entities need
to understand that it is not useful to base their

arguments solely on the fact that they significantly
contribute to local economies through employ-
ment and derivative investments. In Pittsburgh,
nonprofits contribute a staggering $17 billion
annually to the regional economy and, in the wake
of the industrial decline, have arguably been the
economic salvation of the city. Regardless, for-
profit firms also contribute significantly to local
economies, and they are taxed. Nonprofits must
base their claim for tax exemption on their chari-
table outcomes, not on their economic impact.
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Nonprofit institutions must also refrain from
financial doublespeak, which they have done,
for example, in claiming to be charitable insti-
tutions while simultaneously operating like any
for-profit business. Amid the increasingly conten-
tious public debate over tax exemptions, the large
university-affiliated health system in Pittsburgh
announced plans to close a financially distressed
hospital in one of the poorest communities in the
region. As public officials claimed that the deci-
sion violated the charitable purpose of the health
system, tempers flared further. Nonprofits have a
fiduciary obligation to make the best use of their
limited assets, and sometimes they must make the
difficult decision to close facilities.

Nonprofits should also be cognizant that
efforts to define the terms of the negotiations may
backfire. The initiative of the large health system
in Pittsburgh to fund college scholarships for
public-school graduates was implicitly cited as a
substitute for making a tax payment. In fact, just
before the scholarship initiative was launched,
the health system asked that any donations to the
program be deducted from future tax obligations
in the event that its tax-exempt status changed.
This last-minute request resulted in significant
public criticism of the health system. The schol-
arship program itself did nothing to assuage the
concerns of Pittsburgh officials and, indeed, may
have incensed officials further.

Nonprofits must not shoulder the burden of
paying for financial mismanagement or legacy
obligations. It is no secret that the city of Pitts-
burgh has tried to minimize its unfunded pension
liability by placing the burden on college stu-
dents, who had no role in creating the problem.
Service fees based on square footage of property
are nothing but a property tax masked as a fee;
service fees based on a percentage of tuition
are arbitrary and capricious. Attention must
be focused on the nonprofit institutions, not on
those who use their services.

Local taxing jurisdictions must also avoid
ploys that raise the stakes or shift the discourse
from the negotiating table to the tabloids. The
ploy of the city of Pittsburgh to place a tuition
tax on students is questionable on legal grounds
but plays well in a working-class community
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with entrenched town-and-gown tensions. Such
obvious ploys do little to advance the public inter-
est with civility and instead foster a climate of
hostility and rancor.

Local governments have directed their atten-
tion toward nonprofit organizations that generate
a substantial amount of earned income. “Govern-
ment sees PILOT programs as a way to tax income
instead of properties,” Evelyn Brody asserted at
the forum convened by the Johnson Institute.
“That’s why the hospitals and universities are
attractive and not churches. . . . This is really an
extralegal self-help policy.”

Local governments and nonprofits hope that
state government will take responsibility for
relieving the local government’s fiscal squeeze.
Because states grant taxing authority to their
localities and also exemptions to nonprofits, they
must be part of the solution. This can be done by
compensating local governments for lost revenue
or by authorizing new sources of revenue for local
jurisdictions. As the forum noted, antiquated state
revenue structures need to be revised for the new

Nonprofits must base their claim for tax exemption on their

charitable outcomes, not on their economicimpact.

economic environment. Like many other cities that
are home to large nonprofit institutions, the city of
Pittsburgh offers many benefits to the surrounding
region. Yet it must fund these assets largely on its
own with an antiquated property tax. Commuters
from surrounding suburban towns who work in
Pittsburgh, for example, pay only $52 per year to
work in the city. A small portion of the region’s
sales tax supports some of the city’s nonprofit
assets. But more regional support must be given
to nonprofit assets that have a regional impact.

Nonprofits, local taxing jurisdictions, and
the state government all have a responsibility to
resolve this issue, and the resolution hinges on a
structured and civil dialogue involving key leaders
from all sides.

To comment on this article, write to us at feedback@
npgmag.org. Order reprints from http://store.nonprofit

quarterly.org, using code 160412.

THE NONPROFIT QUARTERLY 47



