Approved December 18, 1997. A concludes that it could better serve itsegard to the consequences for maximiz-
community if it obtained additional fund-ing profitability.
Donald C. Lubick, ing. Bis interested in providing financing The governing documents further pro-
Acting Assistant Secretary offor A's hospital, provided it earns a reavide that all returns of capital and distrib-
the Treasury. sonable rate of returrd andB form a lim- utions of earnings made to owners ®f

(Filed by the Office of the Federal Register oniteq liability (_:ompanyC. .AconFribgtes all ﬂshaII be proportional to their owners_hip
January 12, 1998, 8:45 a.m., and published in tHaf its operating assets, including its hospinterests irC. The terms of the governing
issue of the Federal Register for January 13, 199fal toC. B also contributes assets@ In documents are legal, binding, and en-

63 F.R.1917) return, A and B receive ownership inter- forceable under applicable state law.
ests inC proportional and equal in value C enters into a management agreement
i i to their respective contributions. with a management company that is unre-
Section 501.—Exemption From C's Articles of Organization and Oper-lated toA or B to provide day-to-day man-
Tax on Corporations, Certain ating Agreement (“governing docu-agement services ©. The management
Trusts, Etc. ments”) provide thaC is to be managed agreement is for a five-year period, and

26 CFR L.501(6)(3)-1: Organizat e by a governing board consisting of thre¢he agreement is renewable for additional
. c)(3)-1: Organizations organized .~ . . A .

and operated for religious, charitable, scientific, individuals chosen b’?‘ and two deVIdl_J five year perIOdS by mutual 9onsem' _The

testing for public safety, literary, or educational ~ als chosen byB. A intends to appoint management company will be paid a

purposes, or for the prevention of cruelty to community leaders who have experienceanagement fee for its services based on
children or animals. . : ) :
(Also 88 170 and 509) with hospital matters, but who are not of’'s gross revenues. The terms and condi-
the hospital staff and do not otherwise erfions of the management agreement, in-
Tax consequences of participation by gage in business transactions with theluding the fee structure and the contract
hospitals described in section 501(c)(3) hospital. term, are reasonable and comparable to
of the Code in joint ventures with for-  The governing documents further prowhat other management firms receive for
profit entities. This ruling provides ex- vide that they may only be amended witisimilar services at similarly situated hos-
amples illustrating whether nonprofit hosthe approval of both owners and that &itals. C may terminate the agreement for
pitals that participate in joint venturesmajority of three board members must ag-ause.
with for-profit entities continue to qualify prove certain major decisions relating to None of the officers, directors, or key
for exemption as organizations describe@’s operation, including decisions relatemployees ofA who were involved in

in section 501(c)(3) of the Code. ing to any of the following topics: making the decision to forn were
A. C's annual capital and operatingPromised employment or any other in-
Rev. Rul. 98-15 budgets; ducement byC or B and their related enti-
B. Distributions of C’s earnings; ties if the transaction were approved.
ISSUE C. Selection of key executives; None ofA’s officers, directors, or key em-
Whether, under the facts described D- Acquisition or disposition of health ployees have any interest, including any
care facilities: interest through attribution determined in

below, an organization that operates an _ . S
acute care hospital continues to qualify E- €ontracts in excess of $x per year; accordance with the principles of § 318,

for exemption from federal income tax as F- Changes to the types of services of? Bor any of its related entities.

an organization described in § 501(c)(3) fered by the hospital; and Pursuant to § 301..7.701—'3(b) of the
of the Internal Revenue Code when it G- Renewal or termination of manageProcedure and Administrative Regula-
forms a limited liability company (LLC) ment agreements. | tions, C WI|.| be treated as a partnership
with a for-profit corporation and then The governing documents require thafor fgderal Income tax purposes.
contributes its hospital and all of its othefc OPerate any hospital it owns in a man- Alntends to use any distributions it re-
operating assets to the LLC, which theRer that furthers charitable purposes b§elves fromC to fund grants to support

operates the hospital. promoting health for a broad cross sectiofctivities that promote the health as
of its community. The governing docu-cOMmunity and to help the indigent ob-
FACTS ments explicitly provide that the duty oft@in health care. Substantially all %
o the members of the governing board tgrantmakmg will be 'funded by dlstrlpu-
Situation 1 operateC in a manner that furthers chari-fions fromC. A's projected grantmaking

A is a nonprofit corporation that ownstable purposes by promoting health for 70gram and its participation as an owner
and operates an acute care hospitdhas broad cross section of the communit! C will constituteA's only activities.
been recognized as exempt from federalverrides any duty they may have to OPelsiyation 2
income tax under § 501(a) as an organizate C for the financial benefit of its own-
tion described in § 501(c)(3) and as othegrs. Accordingly, in the event of a con- D is a nonprofit corporation that owns
than a private foundation as defined iflict between operation in accordancend operates an acute care hospahas
8§ 509(a) because it is described imith the community benefit standard andeen recognized as exempt from federal
§ 170(b)(1)(A)(ii)). B is a for-profit cor- any duty to maximize profits, the mem-income tax under § 501(a) as an organiza-
poration that owns and operates a numbbers of the governing board are to satisfifon described in § 501(c)(3) and as other
of hospitals. the community benefit standard withouthan a private foundation as defined in
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8§ 509(a) because it is described imewable for additional five-year periodsCourt stated that “the presence of a single
8 170(b)(1)(A)(iii). E is a for-profit hos- at the discretion of’s subsidiary.F may . .. [non-exempt] purpose, if substantial
pital corporation that owns and operatestgrminate the agreement only for causén nature, will destroy the exemption re-
number of hospitals and provides mankE's subsidiary will be paid a managemengardless of the number or importance of
agement services to several hospitals thige for its services based on gross revruly . . . [exempt] purposes.”
it does not own. enues. The terms and conditions of the Section 1.501(c)(3)-1(d)(1)(ii) pro-
D concludes that it could better serve ittnanagement agreement, including the fagdes that an organization is not organized
community if it obtained additional fund- structure and the contract term other thaor operated exclusively for exempt pur-
ing. Eis interested in providing financingthe renewal terms, are reasonable amgbses unless it serves a public rather than a
for D's hospital, provided it earns a reacomparable to what other managememirivate interest. It further states that “to
sonable rate of returnD andE form a firms receive for similar services at simi-meet the requirement of this subdivision,
limited liability company,F. D con- larly situated hospitals. it is necessary for an organization to estab-
tributes all of its operating assets, includ- As part of the agreement to fori D  lish that it is not organized and operated
ing its hospital td=. E also contributes as- agrees to approve the selection of two indfer the benefit of private interests . . . .”
sets toF. In return,D andE receive Vviduals to serve &s's chief executive offi-  Section 1.501(c)(3)-1(d)(2) provides
ownership interests proportional and equaler and chief financial officer. These indithat the term “charitable” is used in
in value to their respective contributions. viduals have previously worked f& in  § 501(c)(3) in its generally accepted legal
F's Articles of Organization and Oper-hospital management and have businesense. The promotion of health has long
ating Agreement (“governing docu-expertise. They will work with the man-been recognized as a charitable purpose.
ments”) provide thaF is to be managed agement company to overses day-to- See Restatement (Second) of Trusts,
by a governing board consisting of threglay management. Their compensation 8§ 368, 372 (1959); 4A Austin W. Scott
individuals chosen by and three indi- comparable to what comparable executivegnd William F. FratcherThe Law of
viduals chosen bg. D intends to appoint are paid at similarly situated hospitals.  Trusts§§ 368, 372 (4th ed. 1989). How-
community leaders who have experience Pursuant to 8 301.7701-3(15)will be ever, not every activity that promotes
with hospital matters, but who are not ofireated as a partnership for federal tax ilvealth supports tax exemption under
the hospital staff and do not otherwise erfOmMe purposes. 8§ 501(c)(3). For example, selling pre-
gage in business transactions with the D intends to use any distributions it rescription pharmaceuticals certainly pro-
hospital. ceives fromF to fund grants to support motes health, but pharmacies cannot qual-
The governing documents further proactivities that promote the health bfs ity for recognition of exemption under
vide that they may only be amended witgommunity and to help the indigent ob-§ 501(c)(3) on that basis alon&edera-
the approval of both owners and that in health care. Substantially allBfs  tjon Pharmacy Services, Inc. v. Commis-
majority of board members must approv@rantmaking will be funded by distribu-sjoner,72 T.C. 687 (1979), aff'd, 625 F.2d
certain major decisions relatingfis op- tions fromF. D's projected grantmaking 804 (8th Cir. 1980) (Federation Phar-
eration, including decisions relating toProgram and its participation as an owneiacy). Furthermore, “an institution for

any of the following topics: of F will constituteD’s only activities. the promotion of health is not a charitable
A. F’'s annual capital and operatingLAW institution if it is privately owned and is
budgets; run for the profit of the owners.” 4A

B. Distributions ofF’s earnings over a  Section 501(c)(3) provides, in part, forAustin W. Scott and William F. Fratcher,
required minimum level of distribu- the exemption from federal income tax off he Law of Trust§ 372.1 (4th ed. 1989).
tions set forth in the Operatingcorporations organized and operated eX3ee also Restatement (Second) of Trusts,
Agreement; clusively for charitable, scientific, or edu-§ 376 (1959). This principle applies to

C. Unusually large contracts; and cational purposes, provided no part of thBospitals and other health care organiza-

D. Selection of key executives. organization’s net earnings inures to thgons. As the Tax Court stated, “[w]hile

F's governing documents provide thabenefit of any private shareholder or indithe diagnosis and cure of disease are in-
F’s purpose is to construct, develop, owryidual. deed purposes that may furnish the foun-
manage, operate, and take other action in Section 1.501(c)(3)-1(c)(1) of the In-dation for characterizing the activity as
connection with operating the health careome Tax Regulations provides that afcharitable,’ something more is required.”
facilities it owns and engage in other healtbrganization will be regarded as operateGonora Community Hospital v. Commis-
care-related activities. The governing docexclusively for one or more exempt pursioner,46 T.C. 519, 525-526 (1966), aff'd
uments further provide that all returns oposes only if it engages primarily in activ-397 F.2d 814 (9th Cir. 1968) $bnord).
capital and distributions of earnings madgies which accomplish one or more ofSee also Sound Health Association v.
to owners ofF shall be proportional to such exempt purposes specified ifommissioner7l T.C. 158 (1978), acq.
their ownership interests b 8 501(c)(3). An organization will not be1981-2 C.B. 2 (Sound Health);

F enters into a management agreemesb regarded if more than an insubstanti&eisinger Health Plan v. Commissioner,
with a wholly-owned subsidiary dE to part of its activities is not in furtherance985 F.2d 1210 (3rd Cir., 1993kVv'g 62
provide day-to-day management servicesf an exempt purpose. Better Business T.C.M. 1656 (1991) (“Geisinger”).
to F. The management agreement is forBureau of Washington, D.C. v. United In evaluating whether a nonprofit hos-
five-year period, and the agreement is reéStates, 326 U.S. 279, 283 (1945), thepital qualifies as an organization de-
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scribed in § 501(c)(3), Rev. Rul. 69-545, In Butler v. CommissioneB6 T.C. for-profit limited partnerships substan-
1969-2 C.B. 117, compares two hospit097 (1961),acq. 1962-2 C.B. 4 tially furthered a non-exempt purpose,
tals. The first hospital discussed is con(‘Butler’), the court examined the rela-and serving that purpose caused the orga-
trolled by a board of trustees composed afonship between a partner and a partnenization to serve private interests. The or-
independent civic leaders. In additionship for purposes of determining whetheganization entered into partnerships as a
the hospital maintains an open medicahe partner was entitled to a business bahe percent co-general partner of existing
staff, with privileges available to all qual-debt deduction for a loan he had made tanited partnerships for the purpose of
ified physicians; it operates a full-timethe partnership that it could not repay. hsplitting the tax benefits with the for-
emergency room open to all regardless dfolding that the partner was entitled to therofit partners. Under the management
ability to pay; and it otherwise admits allbad debt deduction, the court noted thatgreement, the organization’s authority as
patients able to pay (either themselves, ¢jb]y reason of being a partner in a busi€o-general partner was narrowly circum-
through third party payers such as privateess, petitioner was individually engagedcribed. It had no management responsi-
health insurance or government progrania business.” Butler, 36 T.C. at 110&it- bilities and could describe only a vague
such as Medicare). In contrast, the seing Dwight A. Ward v. Commission@(Q charitable function of surveying tenant
ond hospital is controlled by physiciansT.C. 332 (1953)aff’'d 224 F.2d 547 (9th needs.
who have a substantial economic interegir. 1955). In est of Hawaii v. Commissionéefl
in the hospital. This hospital restricts the In Plumstead Theatre Society, Inc. vI.C. 1067 (1979)aff'd in unpublished
number of physicians admitted to theCommissionery4 T.C. 1324 (1980), opinion647 F.2d 170 (9th Cir. 1981)g5t
medical staff, enters into favorable rentahff'd, 675 F.2d 244 (9th Cir. 1982)of Hawail'), several for-profit est organi-
agreements with the individuals who con¢“Plumsteat), the Tax Court held that a zations exerted significant indirect control
trol the hospital, and limits emergencycharitable organization’s participation a®ver est of Hawaii, a non-profit entity,
room and hospital admission substantiallp general partner in a limited partnershighrough contractual arrangements. The
to the patients of the physicians who condid not jeopardize its exempt status. Thé&ax Court concluded that the for-profits
trol the hospital. Rev. Rul. 69-545 notesrganization co-produced a play as one sfere able to use the non-profit as an “in-
that in considering whether a nonprofiits charitable activities. Prior to the openstrument” to further their for-profit pur-
hospital is operated to serve a private beimg of the play, the organization encounposes. Neither the fact that the for-profits
efit, the Service will weigh all the rele-tered financial difficulties in raising its lacked structural control over the organi-
vant facts and circumstances in each casshare of costs. In order to meet its fundzation nor the fact that amounts paid to
including the use and control of the hospiing obligations, the organization formed dhe for-profit organizations under the con-
tal. The revenue ruling concludes that thimited partnership in which it served agracts were reasonable affected the court’s
first hospital continues to qualify as an orgeneral partner, and two individuals and aonclusion. Consequently, est of Hawaii
ganization described in § 501(c)(3) andor-profit corporation were the limited did not qualify as an organization de-
the second hospital does not because itpgrtners. One of the significant factorscribed in § 501(c)(3).
operated for the private benefit of thesupporting the Tax Court's holding was In Harding Hospital, Inc. v. United
physicians who control the hospital. its finding that the limited partners had ndStates,505 F.2d 1068 (6th Cir. 1974)
Section 509(a) provides that the terncontrol over the organization’s operations(“Harding’), a non-profit hospital with an
“private foundation” means a domestic or In Broadway Theatre League of Lynchindependent board of directors executed a
foreign organization described inburg, Virginia, Inc. v. U.S.293 F.Supp. contract with a medical partnership com-
§ 501(c)(3) other than an organization de346 (W.D.Va. 1968) @Broadway Theatre posed of seven physicians. The contract
scribed in § 509(a)(1), (2), (3), or (4). The.eagué), the court held that an organiza-gave the physicians control over care of
organizations described in § 509(a)(1) intion that promoted an interest in theatricdhe hospital’'s patients and the stream of
clude those described in § 170(b)(1)arts did not jeopardize its exempt statug§icome generated by the patients while
(A)(iii). An organization is described in when it hired a booking organization toalso guaranteeing the physicians thou-
§ 170(b)(1)(A)(iii) if its principal purpose arrange for a series of theatrical perforsands of dollars in payment for various
is to provide medical or hospital care.  mances, promote the series and sell segipervisory activities. The court held that
Section 512(c) provides that an exempon tickets to the series because the coifie benefits derived from the contract
organization that is a member of a partract was for a reasonable term ang@onstituted sufficient private benefit to
nership conducting an unrelated trade grovided for reasonable compensatiofreclude exemption.
business with respect to the exempt organd the organization retained ultimate auANALYSIS
nization must include its share of the partthority over the activities being managed.
nership income and deductions attribut- In Housing Pioneers v. Commissioner, For federal income tax purposes, the
able to that business (subject to thé5 T.C.M. (CCH) 2191 (1993), aff'd, 49 activities of a partnership are often con-
exceptions, additions, and limitations irF.3d 1395 (9th Cir. 1995pmendedb8 sidered to be the activities of the partners.
§ 512(b)) in computing its unrelated busi+.3d 401 (9th Cir. 1995) Kousing Pio- See, e.g., ButlerAggregate treatment is
ness income.See alsaH.R. No. 2319, neers), the Tax Court concluded that analso consistent with the treatment of part-
81st Cong., 2d Sess. 36, 111-112 (1950yganization did not qualify as anerships for purpose of the unrelated busi-
S. Rep. No. 2375, 81st Cong., 2d Sess. 28501(c)(3) organization because its activaess income tax under § 512(c). See H.R.
109-110 (1950); § 1.512(c)-1. ities performed as co-general partner iho. 2319, 81st Cong., 2d Sess. 36, 110-
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112 (1950); S. Rep. No. 2375, 81st Congreturns fromC will be proportional to activity as ‘charitable,” something more is
2d Sess. 26, 109-110 (1950); § 1.512(c}heir respective investments & The required.” Sonora,46 T.C. at 525-526.
1. In light of the aggregate principle dis-governing documents & commitC to See also Federation Pharmacy; Sound
cussed irButlerand reflected in § 512(c), providing health care services for the ber-lealth; andGeisinger In the absence of
the aggregate approach also applies fefit of the community as a whole and ta binding obligation if+’'s governing doc-
purposes of the operational test set forthive charitable purposes priority ovemuments for to serve charitable purposes
in 8 1.501(c)(3)-1(c). Thus, the activitiesnaximizing profits forC's owners. Fur- or otherwise provide its services to the
of an LLC treated as a partnership for fedthermore, througA’s appointment of community as a whold; will be able to
eral income tax purposes are consideredembers of the community familiar withdeny care to segments of the community,
to be the activities of a nonprofit organithe hospital toC’s board, the board’s such as the indigent. BecauBewill
zation that is an owner of the LLC wherstructure, which giveA’'s appointees vot- share control of with E, D will not be
evaluating whether the nonprofit organiing control, and the specifically enumerable to initiate programs withifa to serve
zation is operated exclusively for exempated powers of the board over changes imew health needs within the community
purposes within the meaning ofactivities, disposition of assets, and rewithout the agreement of at least one gov-
§501(c)(3). newal of the management agreemext, erning board member appointed by As

A 8 501(c)(3) organization may form can ensure that the assets it owns throughbusiness enterprige will not necessar-
and participate in a partnership, includingC and the activities it conducts through ily give priority to the health needs of the
an LLC treated as a partnership for fedare used primarily to further exempt purecommunity over the consequencesis
eral income tax purposes, and meet th@ses. Thugh can ensure that the benefiprofits. The primary source of informa-
operational test if participation in the partto B and other private parties, like thetion for board members appointed By
nership furthers a charitable purpose, andanagement company, will be incidentalill be the chief executives, who have a
the partnership arrangement permits th® the accomplishment of charitable purprior relationship witte and the manage-
exempt organization to act exclusively irposes. Additionally, the terms and condiment company, which is a subsidiarytof
furtherance of its exempt purpose antlons of the management contract, includFhe management company itself will
only incidentally for the benefit of the for-ing the terms for renewal and terminationhave broad discretion ovérs activities
profit partners.See PlumsteaandHous- are reasonable. FinallXs grants are in- and assets that may not always be under
ing Pioneers.Similarly, a § 501(c)(3) or- tended to support education and researthe board’s supervision. For example, the
ganization may enter into a managemermnd give resources to help provide healtmanagement company is permitted to
contract with a private party giving thatcare to the indigent. All of these facts anénter into all but “unusually large” con-
party authority to conduct activities oncircumstances establish that, whepar- tracts without board approval. The man-
behalf of the organization and direct theicipates in formingC and contributes all agement company may also unilaterally
use of the organization’s assets provideof its operating assets ©, andC oper- renew the management agreement. Based
that the organization retains ultimate auates in accordance with its governing domn all these facts and circumstancBs,
thority over the assets and activities beingments,A will be furthering charitable cannot establish that the activities it con-
managed and the terms and conditions plrposes and continue to be operated edtcts through further exempt purposes.
the contract are reasonable, including reatusively for exempt purposes. “[lIn order for an organization to qualify
sonable compensation and a reasonableBecauseA’'s grantmaking activity will for exemption under § 501(c)(3) the orga-
term. See Broadway Theatre Leaguebe contingent upon receiving distributionsiization must ‘establish’ that it is neither
However, if a private party is allowed tofrom C, As principal activity will con- organized nor operated for the ‘benefit of
control or use the non-profit organizatinue to be the provision of hospital careprivate interests.”Federation Pharmacy,
tion’s activities or assets for the benefit oAs long asA’s principal activity remains 625 F.2d at 809. Consequently, the bene-
the private party, and the benefit is not inthe provision of hospital caré will not fit to E resulting from the activitie®
cidental to the accomplishment of exempbe classified as a private foundation in aczonducts througl will not be incidental
purposes, the organization will fail to becordance with 8§ 509(a)(1) as an organizade the furtherance of an exempt purpose.

organized and operated exclusively fotion described in § 170(b)(1)(A)(iii). Thus,D will fail the operational test when
exempt purposesSee est of Hawaii; = | it formsF, contributes its operating assets
Harding; § 1.501(c)(3)-1(c)(1); and Situation 2 to F, and then serves as an owneFof

§ 1.501(c)(3)=1(d)(L)(i)- WhenD andE form F, andD con- 5 pING

tributes its assets t§ D will be engaged
in activities that consist of the health care A will continue to qualify as an organi-
After A andB form C, andA con- services it provides through and any zation described in § 501(c)(3) when it
tributes all of its operating assets@pAs grantmaking activities it can conductforms C and contributes all of its operat-
activities will consist of the health careusing income distributed by. However, ing assets t& because has established
services it provides throug@ and any unlike A, D will not be engaging primar- that A will be operating exclusively for a
grantmaking activities it can conductily in activities that further an exempt pur-charitable purpose and only incidentally
using income distributed bg. Awill re- pose. “While the diagnosis and cure ofor the purpose of benefiting the private
ceive an interest i€ equal in value to the disease are indeed purposes that may funterests oB. FurthermoreA's principal
assets it contributes ©, andA’'s andB's  nish the foundation for characterizing thectivity will continue to be the provision

Situation 1
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of hospital care whe€ begins opera- to establish that it will be operated excluSection 509.—Private

tions. ThusAwill be an organization de- sively for exempt purposes. Foundation Defined

scribed in § 170(b)(1)(A)(iii)) and thus,

will not be classified as a private foundaPRAFTING INFORMATION Whether an organization that operates an acute
tion in accordance with 8§ 509(a)(1), as The principal author of this revenuecare hospital constitutes an organization whose prin-
long as hospital care remains its principqlu"ng is Judith E. Kindell of the ExemptCipal purpose is providing hospital care within the

activity. g . . _meaning of § 170(b)(1)(A)(iii) of the Internal Rev-
Yy Organizations Division. For further infor enue Code for purposes of § 509(a)(1) when it forms

D WI.” VI(.)Iate the rgquwe_ments to be anmation regarding this revenue ruling CON3 |imited liability company (LLC) with a for-profit
organization described in § 501(c)(3}act Judith E. Kindell on (202) 622-6494corporation and then contributes its hospital and all
when it formsF and contributes all of its (not a toll-free call). of its related operating assets to the LLC, which then
operating assets tobecausé® has failed operates the hospital. See Rev. Rul. 98-15, page 6.
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