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Dear

This is in reply to your letter dated January 26, 2001, and
subsequent correspondence requesting a ruling on behalf of Cinic
regardi ng whet her the contract between Cinic and Billing will be
classified as a partnership for federal incone tax purposes and
whet her the fees paid by Cinic to Billing for billing and
collection services will be deductible by Cinic as ordinary an
necessary busi ness expenses under 8 162 of the Internal Revenue
Code.

The information provided states that Cinic is a State
professional |limted liability conpany conposed of nenbers of the

clinical faculty of the Medical School

The Cinic operates primarily within space | eased from



University in nedical center facilities (the Medical Center) and
uses the equipnment, facilities, and other assets of the Medi cal
Center and the Hospital to provide medical services, all in
return for an anount determ ned annually by the Cinic and
University to represent the value of the facilities,
nonpr of essi onal services, goodw ||, and ot her val uabl e

consi deration made available to the Cinic by University.

The dinic has been recognized by the State courts and by
the Internal Revenue Service as an independent entity separate
fromUniversity and the Health System The Health Systemis a
State non-profit corporation qualified as an exenpt organi zation
under 8 501(c)(3). The Health System operates Hospital, an
operating division of the Health System

The Cinic’s clinical practice operations began in D1,
shortly after the Hospital opened. Until D2, the arrangenent
bet ween the nmenbers of the Cinic consisted of only unwitten
understandings. |In D2, the nenbers of the Cinic formalized the
ternms of the partnership under the State version of the Uniform
Part nership Act.

In D3, the dinic converted froma general partnership to a
professional |limted liability conpany in order to gain the
benefits of limted liability and i nprove the managenent of the
or gani zat i on.

Most of the ddinic's clinical practice is carried on in
space specifically designated for the Clinic in the Medica
Center and in the Hospital. Virtually all of the dinic
departments, however, also engage in practice at clinics or
hospital s of f-canpus, several of which are outside of the Gty
conmuni ty.

From the opening of the Hospital in D1 until D2, the
rel ati onship between the dinic and University consisted of only
an unwritten understanding. In D2, the dinic and University
entered into a formal contract to govern the terns of their
relationship (the D2 Agreenent). Pursuant to the D2 Agreenent,
the Cinic pays annually to University an anount determ ned by
the dinic and University to represent the value of the
facilities, nonprofessional services, goodw ||, and other
val uabl e consi deration nade available to the dinic by
Uni versity.

Many Clinic patients are also patients of the Health System
However, the Health Systemand the Cinic have historically
mai nt ai ned separate billing systens and departnents that
duplicate many of the costs associated with the collection of
pati ent accounts and the managenent of patient financial records.



In D4, University and the dinic agreed to cooperate in
seeking to inprove the coordination of adm ssions as well as

billings, and a conputer and software system were acquired to
devel op an adm ssion systemthat avoi ded duplication of effort,
and that systemis still being operated today by the dinic for

the benefit of both the dinic and the Health System
Nevert hel ess, significant portions of both the dinic’'s and the
Health Systemis billing and coll ection process continues in a
separate and uncoordi nated system

On the recomendati on of independent consultants, the dinic
and the Health System have agreed to coordinate their billing and
collections activities with a single billing and col |l ections
agent so as to achieve greater efficiencies in the billing and
col l ection process. To acconplish this goal, the Health System
has created a newlimted liability conmpany (Billing), which wll
performbilling and collection services for the Health System
Billing is a single nenber limted liability conpany, with the
Heal th System as the sole nenber. Pursuant to § 301.7701-3(b) of
the Procedure and Administration Regulations Billing is
di sregarded as a separate entity fromits owner, Health System
The Health Systemw ||l appoint all nmanagers and hire all
enpl oyees of Billing.

The dinic has agreed to purchase billing and collection
services fromBilling and to appoint Billing as the Cinic’s
agent to collect its account receivables pursuant to certain
gui delines. The guidelines and other ternms of the rel ationship

between the Cinic and Billing are set forth in the Services
Agreenent, being entered into by and between the dinic and
Billing. The Cinic will remt to Billing a fixed annual fee in
exchange for the services perforned by Billing as an agent to

collect the dinic’'s receivabl es.

Pursuant to the terns of the Services Agreenment, the Cinic

and Billing will negotiate each year the fee to be charged by
Billing for the billing and collection of the Cinic’ s accounts
receivables. 1In the event they cannot agree on a nutually

acceptable fee, the prior year’'s fee for services will remain in
effect.

The Services Agreenent al so provides that either party can
cancel the agreenment on 60 days’ notice. |If the Services
Agreenent is cancelled, Billing will continue to provide services
for a ten-nmonth period during which tine the dinic will pay fees
equal to the greater of Billing s cost of providing such services
or the fair market value of such services.

To insure quality standards and to protect the interest of
the physician/patient relationship, Billing nust performthe



billing and collection services in accordance with the witten
standards set forth in the Services Agreenment. Al of the dinic
accounts will be collected by Billing as an agent and solely in

the name of the dinic. The Services Agreenent affirns that the
Clinic patient accounts receivable and nedical records remain at
all tinmes property of the Cinic, and in no way are being
transferred, assigned or factored to Billing. Furthernore,
Billing has no authority to "exercise control or negotiate any
funds" of the dinic, and has no financial interest in the
accounts col lected on behalf of the dinic. The proceeds
collected by Billing for the Cinic’s accounts nust be remtted
to the Cinic, except for the fee due Billing for its services.

In order to maintain a consistently high | evel of custoner
service, Billing has created a conmttee (the Council) with
client representation to nonitor the quality of its services and
busi ness operations. Pursuant to the ternms of the Services
Agreenent and in recognition of the primary inportance of the
physi ci an/ patient relationship, the Health System agreed that at
| east half of the nenbers of the Council will be representatives
fromthe Cinic. The Council will approve the annual operating
pl an and proposed budget, and will nonitor Billing s operations
to ensure Billing conplies with the Services Agreenent
guidelines. The Council will have the right to inspect the books
and records of Billing to monitor financial stability. However,
except for the approval of an operating plan and budget, the
Council will have no legal authority and will serve primarily as
an advi sory conmm ttee.

Section 761 provides that the term partnership includes a
syndi cate, group, pool, joint venture, or other unincorporated
organi zation through or by nean of which any business, financi al
operation or venture is carried on, and which is not a
corporation, trust or estate.

Section 1.761-1(a) of the Inconme Tax Regul ati ons provides
that the term partnership nmeans a partnership as determ ned under
8§ 301.7701-1, 301.7701-2, and 301.7701-3.

In order for a joint venture or other contractual
arrangenent to be classified as a partnership for federal tax
purposes it must first be determ ned that the joint venture or
ot her contractual arrangenent gives rise to a separate entity for
federal tax purposes. See 8§ 301.7701-2(a). Section 301.7701-1
provides that a joint venture or other contractual arrangenent
may create a separate entity for federal tax purposes if the
participants carry on a trade, business, financial operation, or
venture and divide the profits therefrom Nevertheless, a joint
undertaking nerely to share expenses does not create a separate
entity for federal tax purposes. For exanple, if two or nore



persons jointly construct a ditch nerely to drain surface water
fromtheir properties, they have not created a separate entity
for federal tax purposes. Mere co-ownership of property that is
mai ntai ned, kept in repair, and rented or |eased does not
constitute a separate entity for federal tax purposes. For
exanple, if an individual owner or tenants in common of farm
property lease it to a farner for a cash rental or a share of the
crops, they do not necessarily create a separate entity for
federal tax purposes.

The Service Agreenent expressly states that the parties
intend to create an i ndependent contractor relationship. There
is no reference to a partnership relationship in the Service

Agreenent. Under the Service Agreenent, Cinic will pay Billing
a predetermned fee. Neither Billing nor Health Systemw ||

share in the profits of Cinic and the fee charged by Billing for
services rendered will be determined on an arnms’ |length basis in

advance without regard to Cinic’'s profits. The Service
Agreenment does not provide for the sharing of profits or |osses
between Clinic and Health Systemor Billing. It is represented
that the parties will not hold thenmsel ves out as partners.

Further it is represented that the parties do not contenplate or
expect that under the current federal tax |aws that a partnership
tax return will be required to be filed by the Internal Revenue
Servi ce.

Accordingly, based on the information provided and the
representati ons nade, we conclude that the contractual
rel ati onship, as set forth in the Services Agreenment, between

Cinic and Billing will not give rise to a separate entity for
federal tax purposes between Cinic, Billing, Health System and
University. Therefore, this relationship will not be a

partnership for federal tax purposes.

Section 162 provides, in part, that there shall be allowed
as a deduction all the ordinary and necessary expenses paid or
incurred during the taxable year in carrying on any trade or
busi ness.

Section 1.162-1 provides, in part, that business expenses
deducti bl e fromgross incone include the ordinary and necessary
expenditures directly connected with or pertaining to the
t axpayer’s trade or business, except itens which are used as the
basis for a deduction or a credit under provisions of |aw other
than § 162.

An expense is "ordinary" if, according to time, place, and
circunstance, it is normal, usual, or customary to the taxpayer
in the taxpayer’s course of business. Wlch v. Helvering, 290
U 'S 111, 113 (1933); Deputy v. Du Pont, 308 U S. 488, 495
(1940). An expense may be ordinary even if it is only nade once
in the taxpayer’'s lifetinme, as long as the transaction out of
whi ch the obligation arose is commobn and accepted in the




t axpayer’s particul ar business. Wlch at 113.

A "necessary" expense is one that is appropriate and hel pful
to the devel opnent of the taxpayer’s business. Wlch at 113.
When det erm ni ng whet her an anount is ordinary and necessary, the
reasonabl eness of the anpbunt is called into question. C aravella

v. Conm ssioner, T.C Menp 1998-31. An anount is considered
unreasonable if it is greater than the anmount that woul d have
been negoti ated between parties dealing at arns’ length. GIlI v.
Conmi ssioner, T.C. Meno 1994-92.

In the present case, Cinic represents that nedica
practices frequently contract with third parties for the billing
and col |l ection of patient accounts, and such services are typical
busi ness services that are incurred by many organi zati ons,

i ncl udi ng nedi cal practices. Thus, the fees charged by Billing
are ordinary expenses in the dinic’'s business. The dinic
represents that the collection and billing of patient accounts by
Billing will result in the Cinic s business becom ng nore

efficient, with nore collections on accounts, and | ess wasted
resources. This would certainly be appropriate and hel pful to
Cinic’'s business, nmaking the fees necessary to dinic’'s
business. Finally, the dinic represents that the fees and
expenses charged by Billing are the result of an arms |ength
negoti ati on between the Cdinic and Billing, making the fees and
expenses reasonabl e in anount.

Accordingly, the dinic may deduct as ordinary and necessary
expenses under 8§ 162 the fees and expenses charged by Billing
under the Services Agreenent for the processing and collection of
the Cinic’' s accounts.

Except as specifically set forth above, no opinion is
expressed concerning the federal tax consequences of the facts
descri bed above under any other provision of the Code.

This ruling is directed only to the taxpayer who requested
it. Section 6110(k) of the Code provides that it may not be used
or cited as precedent.

I n accordance with a power of attorney on file with this
office, a copy of this letter is being sent to the dinic.

Si ncerely yours,
J. THOVAS HI NES
Chi ef, Branch 2
Ofice of the Associate Chief Counse
(Passt hroughs and Speci al | ndustries)
Encl osures: 2
Copy of this letter
Copy for section 6110 purposes



