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Dear Sir or Madam:

This is in response to your letter requesting rulings regarding the federal tax consequences associated
with the transactions described below.

M is a nonprofit corporation formerly known as N M is recognized as exempt from federal income
tax under section 501 (a) of the internal Revenue Code (the Code) as an organization described in
section 501 (c)(3) of the Code. M is classified as other than a private foundation under section 509{a)(1)
of the Code because it is a hospital within the meaning of section 170(b)(1)(A)(iii). M provides a full
range of healthcare services, including emergency room services, on a nondiscriminatory basis to all
members of its community regardless of any individual's abilty to pay for services rendered. You further
indicate that M's Board of Trustees is broadly representative of the community which it serves and that M
maintains an open medical staff.

A newly formed organization took the name N and it filed Form 1023, Application for Recognition of
Exemption under section 501(c)(3) of the Code and requested to be classified as a supporting
organization within the meaning of section 509(a){(3). Concurrently with the issuance of this ruling, N is
being issued a letter recognizing it as exempt fmm federal income tax under section 501(¢)(3) and
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classifying it as an organization described in section 509(a)(3).

The members of N will be those persons serving as its Trustees. You state that the Board of Trustees
of N will consist of thirty-one (31) voting trustees. Trustees shall include “Elected Lay Trustees,”
“Physician Trustees,” and “Special Voting Trustees.” The Elected Lay Trustees are individuals who are
broadly representative of the community served by N and M and otherwise unrelated to those
organizations. The Physician Trustees shall be individual physicians who hoid important administrative
positions at M or affiliated entities and several “at large” physician representatives. The Special Voting
Trustees shall be the President and Chief Executive Officer and Executive Vice-President of N , the
Chairperson of P and one representative selected by members of the women's auxiliary organizations
associated with M. Sixteen (16) of the thirty-one (31) voting trustees serving on the N Board will be
representatives of M , N s supported organization. You represent that physician representation on the N
Board shall at all times be limited to less that 50% and further state that your Code of Regulations will be
. amended accordingly.

N will coordinate, oversee, and govern the hospital system as a parent corporation. N will replace M
as the sole member, sole sharehoider or controlling entity with respect to four affiliated organizations. In
addition, N will become the sole corporate member of M , replacing M °s trustees, who currently serve as
the members of M . The organizations other than M of which N will become the sole member, sole
shareholder or controlling entity are referred to as the Subsidiaries and are further described as follows:

(A) Qs a professional corporation which is recognized as exempt under section 501(c)(3)
and is classified as other than a private foundation since it is a supporting organization under
section 509(a)(3) of the Code. Q provides inpatient coverage services for certain of M 's
patients and a 24-hour obstetric and gynecology residency training preceptor program
operated at M. M will control Q pursuant t0 a Share Contro! Agreement between the
Corporation and the sole shareholder of Q . The share control agreement is necessitated by
ambiguities in T law as to the corporate practice of medicine. Although recent changes in T
statutes suppuit an argument that either a T corporate entity or a T limited liability company
could directly employ physicians, Q follows the more traditional pattern of having a hospital-
affiliated corporation which renders professionai services incorporated as a professional

corporation which is then controlled through an appropriate mechanism.

o

(B) R isa nonprofit corporation and is recognized as exempt from federal income tax
under section 501(c)(3) of the Code and is classified as other than a private foundation
by virtue of it being classified as an educational organization within the meaning of section
170(b)(1(A)Gi). R provides a program of education and teaming for young children.
Many participants in the program are children of employees of M. However, the program
Is open to all members of the community at an affordabie cost. N will be the sole member of
R.

(C) S is another professional corporation which will be affiliated with N . S employs 15 primary
care physicians rendering services at eight physician office sites in two counties within M 's
s service area. N will control S pursuant to a Share Control Agreement between N and the
sole shareholderof S .

(D) Uisa for-profit corporation which leases buiidings and equipment to physicians and M. N will
be the sole shareholder of U .

/
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You state that in addition to its interests in the subsidiaries, N may assume M ‘s joint venture interests
inVand W. V is a nonprofit corporation which has two classes of members --Class A members who
are physicians and a Class B member which is M. You indicate that V might best be described as a
“physician hospital organization” which contracts or arranges contracts with health maintenance
organizations, preferred provider organizations, third party administrators, employers and others to
provide or arrange for the services of physicians, hospitals and other healthcare providers. W is an
arrangement among M and 25 other area hospitals or social service agencies/bureaus, both private and
govemmental. W is recognized as exempt from federal income tax under section 501(c}(3) of the Code
and is classified as a supporting organization under section 509(a)(3) of the Code. You state that W
exists to arrange, promote, facilitate and encourage health and social sefvice initiatives in Northeast T .

X is an HMO wholly-owned by V . It provides comprehensive healthcare services to an enrolied
popuiation for a predetermined, prepaid monthly fee. X enrollees are eligible to receive healthcare
services from multiple providers, including M .

You indicate that another M affiliate is Y . Y is a for-profit corporation which is a domestic stock
property and casualty company. The company offers preferred provider products through which enrolled
members elect to receive care from a network preferred provider or a non-network provider at the
member's option. You further indicate that it is likely that M will remain the sole shareholder of Y
immediately following the restructuring. This is because M is currently considering a restructuring of
certain of its insurance-related activities which involve Y , X and V. You indicate that implementation of
that restructuring will not go forward until favorable rulings conceming this ruling request are received.
You state that it is likely that the result of the reorganization will be that V as it is currently structured will
cease to exist and either N or H wili be joint owners of Y with M affiliated physicians. It is anticipated that
N or M will retain a controlling interest in Y subsequent to the reorganization of the insurance activities.
You represent that the proposed reorganization involving Y and V is a transaction entirely separate and
apart from the proposed restructuring.

Based on the foregoirg you have requested the following rulings:
AstoN:

(1) That (a) implementation of the restructuring and (b} N ‘s carrying out of the transactions
contemplated by the restructuring will not, either alone or collectively, adversely affect the status of
N_as exempt from federat income tax pursuant to section 501(a) of the Code as an
entity organized and operated as described in section 501(c)(3) of the Code.

(2) That (a) implementation of the restructuring and (b) N ‘s carrying out of the transactions
contemplated by the restructuring will not, either alone or collectively, adversely affect the status of
N as other than a private foundation as an entity organized and operated as described in section
509(a)(3) of the Code.

(2) That any transfers of assets, personnel and/or resources (a) to N from M or any subsidiary or (b)
from N to M or any subsidiary, which transfers are in furtherance of the exempt purposes of N and
will not constitute an unrelated trade or business within the meaning of section 513 of the Code with
respect to N and will not result in N being subject to the tax on unrelated business taxable income

pursuant to section 511 of the Code.
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Asto M :

(1) That (a) implementation of the restructuring , (b) M ‘s camrying out of the transactions
contemplated by the restructuring, and {c) M ‘s participation in the hospital system, will not, either
alone or collectively, adversely affect M ‘s status as exempt from federal income tax pursuant to
section 501(a) of the Code as an entity organized and operated as described in section 501(c)(3) of
the Code.

(2) That (a) implementation of the restructuring (b) M ‘s carrying out of the transactions
contemplated by the restructuring , and (c) M ‘s participation in the hospital system, will not, either
alone or collectively, adversely affect M ‘s status as other than a private foundation as an
entity organized and operated as described in sections 509(a)(1) and 170(b)(1)(A)(ii) of the Code.

(3) That any transfers of assets, personnel and/or resources (a) to M from N and/or any
subsidiary (b) from M to N and/or any subsidiary, which transfers are in furtherance of the
exempt purposes of N, will not constitute an unrelated trade or business within the meaning
of section 513 of the Code with respect to M and will not result in M being subject to the tax on
unrelated business taxable income pursuant to section 511 of the Code.

Section 501(a) of the Code provides an exemption from federal income tax for organizations
described in section 501(c)(3), including organizations that are organized and operated exclusively for
charitable, educational or scientific purposes.

Section 1.501(c)(3)-1(d)}(2) of the income Tax Regulations (Reguiations) provides that the terrn
“charitable” is used in section 501(c)(3} of the Code in its generally accepted legal sense.

in the general law of charity, the promotion of health is considered to be a charitable purpose.
Restatement (2™), Trusts, Sections 368 and 372, IV Scott on Trusts (3" ed. 1967), Sections 368 and
372.

Rev. Rul. 68-545, 1969-2 C.B. 117, establishes that a nonprofit organization whose purpose and
activity include providing hospital care is promoting health and may, therefore, qualify as organized and
operated in furtherance of a charitable purpose, provided other requirements of section 501(c)(3) are
met.

Section 511(a) of the Code imposes a tax on the unrelated business income tax of organizations
described in section 501(c). '

Section 512(a)(1) of the Code defines unrelated business taxable income as the gross income
derived by an organization from any unrelated trade or business regularly carvied on by it, less the
allowable deductions which are directly connected with the carrying on of the trade or business, with
certain modifications.

Section 512(b)(5) of the Code defines the term “unrelated business taxable income” as the gross
income derived from any unrelated trade or business regularly carried on by the organization, less
allowable business expenses directly connected with the carrying on of such trade or business. This
section excludes all gains and losses from the sale, exchange, or other disposition of property other than
(1) stock in trade or other property which would be property includable in inventory if on hand at the end
of the year, and (2) property held primarily for sale to customers in the ordinary course of the
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organization’s trade or business.

Section 513(a) of the Code defines unrelated trade or business as any trade or business the conduct
of which is not substantially related (aside from the need of the organization for funds or the use it makes
of the profits derived) to the exercise of the organization's exempt purposes or functions.

Section 1.513-1(d)(2) of the Regutations provides, in part, that a trade or business is related to
exempt purposes only where the conduct of the business activities has a causal relationship to the
achievement of exempt purposes; and it is substantially related for purposes of section 513 only if the
causal relationship is a substantial one. Thus, for the conduct of trade or business from which a
particular amount of gross income is derived to be substantially related to purposes for which exemnption
is granted, the production or distribution of goods or the performance of the services from which the
gross income is derived must contribute importantly to the accomplishment of exempt purposes.

You represent that M will act exclusively for exemp! purposes by promoting health in a charitable
manner for the benefit of the community. |n addition, you indicate that M will promote the furtherance of
education and scientific purposes through support of the teaching, research and other educational
activities of M. M has been created and its activities are intended to (a) maintain and improve the
quality of healthcare services, (b) ensure and enhance the continued access of all members of the
community to a full range of high quality healthcare services rendered on a nondiscriminatory basis
without regard to race, creed, color, national origin, economic status or participation in government
sponsored programs such as Medicare or Medicaid and (c) support medical education and health related
research programs. M will accomplish these objectives by (i) serving as an entity focused specifically on
expansion of healthcare services and complementary activities through relationships, alliances and other
strategic sleps that position the hospital system to better serve and/or address the healthcare needs of
the community, (ii) establishing a more efficient governance structure which allows the Board of M to
focus on system-wide matters while the Board of M focuses on patient activities, (iii) monitoring, directing
and guiding the operation and development of the hospital system, particularly the development of M
and (iv) permitting the shifting of certain administrative/planning activities from M and other subsidiaries
as necessary to obtain the benefits of focused management and strategic ptanning so as to improve the
efficiency of the delivery of heaithcare services.

You indicate that M's tax-exempt and charitable purposes will be unchanged by the restructuring. M
will continue to operate hospital facilities for the benefit of all persons without regard to their ability to
pay. M will make its services available on a nondiscriminatory basis and will continue to operate an
emergency room open to and for the benefit of the community it serves. You state that M will be
govermned by a Board of Trustees composed of persons broadly representative of all members of the
community it serves and will continue to promote scientific and educational purposes by participating in
graduate medical education programs for physicians and allied health care professionals and conducting
and supporting scientific research.

Accordingly, based on the facts and representations set forth, we rule as follows:
Asto N:
N, at the time this ruling is issued is being recognized as exempt from federal income tax under

section 501(c)(3) of the Code and is being classified as a supporting organization within the meaning of
section 509(a)(3) of the Code.
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(1) That (a) implementation of the restructuring and (b) N' s carrying out of the transactions
contemplated by the restructuring will not, either alone or collectively, adversely affect the status of
N as exempt from federal income tax pursuant section 501(a) of the Code as an entity organized
and operated as described in section 501(c)(3) of the Code.

(2) That (a) implementation of the restructuring and (b) N s carrying out of the transactions
contemplated by the restructuring will not, either alone or collectively, adversely affect the status of
N as other than a private foundation as an entity organized and operated as described in section
509(a)(3) of the Code.

(3) That any transfers of assets, personnel, and/or resources (a) to N from M or any subsidiary or
(b) from N to M or any subsidiary, which transfers are in furtherance of the exempt purposes of N,
will not constitute an unrelated trade or business within the meaning of section §13 of the Code with
respect to the tax on unrelated business taxable income pursuant to section 511 of the Code.

Asto M :

(1) That (a) implementation of the restructuring, (b) M’s carrying out of the transactions
contemplated by the restructuring and (c) M's participation in the hospital system, will not , either
alone or collectively adversely affect M's status as exempt from federal income tax pursuant
to section 501(a) of the Code as an entity organized and operated as described in section 501{c)(3)
of the Code.

(2) That (a) implementation of the restructuring, (b) M’s carrying out of the transactions
contemplated by the restructuring, and (c) M's participation in the hospital system, will not, either
alone or collectively, adversely affect M's status as other than a private foundation as an entity
organized and operated as described in sections 509(a)(1) and 170(b)(1)(A){iii) of the Code.

(3) That any transfers of assets, personnel and/or resources (a) to M from N and/or any
subsidiary (b) from M to N and/or any subsidiary, which transfers are in furtherance of the exempt
purposes of M and the hospital system, will not constitute an unrelated trade or business within the
meaning of section 513 of the Code with respect to hospital and will not result in Hospital being
subject to the tax on unrelated business taxable income pursuant to section 511 of the Code.

These rulings are based on the understanding that there will be no material changes in the facts upon
which they are based.

These rulings do not address the applicability of any section of the Code or Regulations to the facts
submitted other than with respect to the sections described.

These rulings are directed to the organization that requested them. Section 61 10()(3) of the Code
provides that they may not be used of cited as precedent.
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We are informing your key District Director of this action. Please keep a copy of this ruling in your
permanent records.

Sincerely,

Manager Exempt Organizations
Technical Group 1
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