Section 501.—Exemption From Tax
on Corporations, Certain Trusts,
Etc.

26 CFR 1.501(c)(3)-1 Organizatiors organized
and operatel for religious charitable scientific,
testing for public safey, literary, or educational
purposes or for the preventim of cruelty to
children or animals.

Tax consequence of physician re-
cruitment incentives provided by hos-
pitals described in sectin 501(c)(3 of
the Code This ruling provides ex-
amples illustrating whethe nonprofit
hospitas tha provide incentives to phy-
siciars to join their medica stdfs or to
provide medica services in the commu-
nity violate the requiremerd for exemp-
tion as organizatiors describé in sec-
tion 501(c)(3 of the Code.

Rev. Rul. 97-21
ISSUE

Whethe, unde the facts described
belov, a hospita violates the require-
mens for exemptiomm from federa in-
come tax as an organizatian describé in
§ 501(c)(3 of the Internd Revenue
Code when it provides incentives to
recrut private practie physiciars to join
its medica stdf or to provide medical
service in the communiy.

FACTS

All of the hospitas in the situations
describe belov hawe been recognized
as exemp from federd income tax
unde 8§ 501(3 as organizatios de-
scribed in § 501(c)(3 and operae in
accordane with the standard for ex-
emption s& forth in Revene Ruling
69-545 19692 C.B. 117. The physi-
ciars describd in the following recruit-
ing transactios do not hawe substantial
influence over the affairs of the hospi-
tals tha are recruiting them Therefore,
they are not disqualified persols as
definad in § 4958 nor do they hawe any
persondor private intereg in the activi-
ties of the organizatios tha would
subje¢ them to the inuremen proscrip-
tion of 8§ 501(c)(3) Furthermore in
Situatiors 1, 2, ard 4, the physicians
hawe no pre-existing relationshp with
the hospitd or the membes of its board.
For purpose of this revenee ruling, the
physician recruiting activities described
in Situatiors 1, 2, 3, ard 4 are assumed
to be lawful. Howeve, becaus the
Internd Revene Servie does not have
jurisdiction regardirg whethe the activi-
ties describé in Situatiors 1, 2, 3, and
4 are lawful unde the Medicae and
Medicaid anti-kickbadk statute, 42
U.S.C § 1320a-7b(h) taxpayes may
not rely upon the facts or assumptions
describé in this ruling for purposes
relating to that statute.

Situatian 1

Hospitd A is located in Couny V, a
rurd area and is the only hospital
within a 100 mile radius Couny V has
been designatd by the U.S. Public
Healh Servie as a Healh Professional
Shortag Area for primary medica care
professiona (a categoy tha includes
obstetricias and gynecologists) Physi-
cian M recenty completel an ob/gyn
resideng and is not on Hospitd A’s
medicd stef. Hospitd A recruis Physi-
cian M to establif amd maintan a
full-time private ob/gyn practie in its
servie are ard becone a membe of
its medicd stdf. Hospitd A provides
Physicim M a recruitmen incentive
packa@ pursuan to a written agreement
negotiatel at arns-length The agree-
mert is in accordane with guidelines
for physician recruitmen tha Hospital
A's Boad of Directas establishes
monitors ard reviews regulary to en-
sure tha recruiting practices are consis-
tert with Hospitd A's exemp purposes.
The agreemen was approvel by the
committee appointel by Hospitd A’'s

Board of Directors to approwe contracts
with hospitd medica stdf. Hospitd A
does nat provide ary recruiting incen-
tives to Physician M othe than tho= set
forth in the written agreement.

In accordane with the agreement,
Hospitd A pays Physiciaan M a signing
bonus Physician M’s professionhliabil-
ity insurane premiun for a limited
period provides office spa@ in a build-
ing owned by Hospitd A for a limited
numbe of yeas at a belov marke rent
(after which the rentd will be at fair
marke value) and guaranteg Physician
M’s mortgage on a residene in County
V. Hospitd A alo lends Physiciam M
practie start-ip financid assistane pur-
suan to an agreementha is properly
documentd ard beas reasonald terms.

Situatian 2

Hospitd B is located in an economi-
cally depresseé inner-city area of City
W. Hospitd B has conducte a commu-
nity need assessmetriha indicates both
a shortag of pediatriciars in Hospital
B’s servie area and difficulties Medic-
aid patiens are having obtainirg pediat-
ric services Physician N is a pediatri-
cian currently pradicing outsice of
Hospitd B’s servie area ard is nat on
Hospitd B’s medicd stdf. Hospitd B
recruis Physician N to relocae to City
W, establid and maintan a full-time
pediatrt practie in Hospitd B's service
area becone a membe of Hospitd B’s
medica stdf, and tred a reasonable
numbe of Medicad patients Hospitd B
offers Physician N a recruitmen incen-
tive packa@ pursuamto a written agree-
mert negotiate at armis-lengh and ap-
proved by Hospial B’'s Board of
Directors Hospitd B does not provide
ary recruiting incentives to Physician N
othe than those sd forth in the written
agreement.

Unde the agreementHospitd B re-
imburses Physiciam N for moving ex-
penss as defined in § 217(b) reim-
burses Physicim N for professional
liability ‘“tail” coverag for Physician
N’s former practice ard guaranteg Phy-
sician N’s private practie incone for a
limited numbe of years The private
practie@ income guaranteg which is
propery documentedprovides tha Hos-
pital B will make up the differen@ to
the extert Physiciam N practices full-
time in its servie area ard the private
practiee does not generag acertan level
of net income (after reasonatd expenses
of the practice) The amoun guaranteed
falls within the range reflected in re-



gional or national surveys regarding in-for its radiology department. Hospital Drequirement that their purposes may not
come earned by physicians in the sameffers Physician P a recruitment incenbe illegal. See Restatement (Second) of

specialty. tive package pursuant to a written agreefrusts § 377 (1959); 4A Austin W.
o ment, negotiated at arm’s-length andScott and William F. FratcheiThe Law
Situation 3 approved by Hospital D's Board of of Trusts § 377 (4th ed. 1989);Bob

- ; ; . Directors. Hospital D does not provideJones University v. U.S461 U.S. 574,
call_l|)? Sdpétparlegsésa l?ﬁ:éfdci'g/ Zr:ezcg?ogi]t'yany recruiting incentives to Physician P591 (1983); Rev. Rul. 80-278, 1980-2

X. Hospital C has conducted a commu2ther than those set forth in the writtenC.B. 175; Rev. Rul. 80-279, 1980-2

A - - agreement. C.B. 176.
Q:tgyer?teggﬁeif? r—zasrsemhear:/tir:gaéiflf?éjdlct:;\/tzztlj"f‘ Pursuant to the agreement, Hospital D Section 1.501(c)(3)-1(c)(2) states that

ting access to care because of a shorta arantees Physician P’s private practicen organization is not operated exclu-
of obstetricians in Hospital C's service come for _the first few years thatswely for_charlf[able purposes if its net
area willing to treat Medicaid and char-Physician P is a member of its medicakarnings inure in whole or in part to the
ity care patients. Hospital C recruitsStaff and provides coverage for its ra_chbeneﬁt of private shareholders or indi-
Physician O, an obstetrician who is2/09Y department. The private practiceviduals. .
currently a member of Hospital c'gincome guarantee, which is pr(_)perly Section 1.501(_a)—_1_(c) defines private
medical staff, to provide these servicedocumented, provides that Hospital Dshareholder or individual” as referring
and enters into a written agreement wit ill make up the d|ffer_ence to Physmanm persons havmg_ e_t_personal and private
Physician O. The agreement is in accor: E[o the exttent the prtlvate Ipra(I:tlcc—:]; doe;pterest in the activities of the organiza-
; P - not generate a certain level of netion.
rent ot Hoamral Ca "Soacd income (after reasonable expenses of the Section 1.501(c)(3)-1(d)(1)(i)_states
Directors establishes, monitors. and rebractice). The net income amount gua}rthat an organization is not organized
views regularly to ensure that recruitingam.eed falls Wlthln the range reflected. mexclu_s_lvely for any of the purposes
egional or national surveys regardingspecified in § 501(c)(3) unless it serves

ractices are consistent with Hospital -, . . . .
?:'s exempt purpose. The agreementpwdgcome earned by physicians in thepublic, rather than private interests.

approved by the officer designated bysame specialty. Thus, an organization applying for tax

: ; : tion under § 501(c)(3) must es-
Hospital C's Board of Directors to enter.., _.. exemp L 4
into contracts with hospital medicaIS'tuatlon 5 tablish that it is not organized or oper-

staff. Hospital C does not provide any Hospital F is located in City Z, a at?_\:je\f/orF\)tSIe ggfgzts of19p6rg/3e énéer(isit?
recruiting incentives to Physician Omedium to large size metropolitan areay i< that a non-brofit hospital that
other than those set forth in the writtenBecause of its physician recruitmen enefits a_broad cpross sectliaon of its
agreement. Pursuant to the agreemergractices, Hospital F has been foun%Ommunit by having an ooen medical
Hospital C agrees to reimburse Physiguilty in a court of law of knowingly ¢ ¢ andya {)oard gf trustpees broad
cian O for the cost of one yearsand willfully violating the Medicare and o ccantative of the community. o era%’_
professional liability insurance in returnMmedicaid ~anti-kickback statute, 42inp S lltime emercons roomyb gn oy
for an agreement by Physician O to treall.S.C. § 1320a—7b(b), for providing re-ni0 oo oo CTETIRREY OO BPED ¢
a reasonable number of Medicaid andruitment incentives that constitutedotherv\?iSe admitting all yatient% );ble o
charity care patients for that year. payments for referrals. The activities, o " ither themseglves por throuah third

resulting in the violations were substanIo Y ' 9

Situation 4 tial party payers such as private health in-
: surance or government programs such as

Hospital D is located in City Y, a | aw Medicare) may qualify as an organiza-
medium to large size metropolitan area. tion described in § 501(c)(3). The same

Hospital D requires a minimum of four Section 501(c)(3) provides, in part,standard has been used by the courts as
diagnostic radiologists to ensure adfor the exemption from federal incomethe basis for evaluating whether health
equate coverage and a high quality ofax of corporations organized and opermaintenance organizations qualify for
care for its radiology department. Twoated exclusively for charitable, scien-exemption as organizations described in
of the four diagnostic radiologists cur-tific, or educational purposes, provided§ 501(c)(3). Sound Health Association
rently providing coverage for Hospital Dno part of the organization’s net earny. Commissioner71 T.C. 158 (1978),
are relocating to other areas. Hospital Dngs inures to the benefit of any privateacq. 1981-2 C.B. 2Geisinger Health
initiates a search for diagnostic radiolo-shareholder or individual. Plan v. Commissioner985 F.2d 1210
gists and determines that one of the two Section 1.501(c)(3)-1(d)(2) of the In-(3rd Cir. 1993),rev'g 62 T.C.M. (CCH)
most qualified candidates is Physician Reome Tax Regulations provides that thd656 (1991).

Physician P currently is practicing interm “charitable” is used in § 501(c)(3) Rev. Rul. 72-559, 1972-2 C.B. 247,
City Y as a member of the medical staffin its generally accepted legal senseholds that an organization that provides
of Hospital E (which is also located in The promotion of health has long beersubsidies to recent law school graduates
City Y). As a diagnostic radiologist, recognized as a charitable purpoSee during the first three years of their
Physician P provides services for paRestatement (Second) of Trysg§ 368, practice to enable them to establish legal
tients receiving care at Hospital E, but372 (1959); 4A Austin W. Scott and practices in economically depressed
does not refer patients to Hospital E oMWilliam F. Fratcher,The Law of Trusts communities that have a shortage of
any other hospital in City Y. Physician P§§ 368, 372 (4th ed. 1989); and Revavailable legal services and to provide
is not on Hospital D's medical staff. Rul. 69-545, 1969-2 C.B. 117. Underfree legal service to needy members of
Hospital D recruits Physician P to jointhe common law of charitable trusts, allthe community may qualify as an orga-
its medical staff and to provide coveragesuch organizations are subject to thaization described in § 501(c)(3).



Rev. Rul. 73-313, 1973-2 C.B. 174following conditions are met: (1) the Avenue Clinic v. Commissione8l T.C.
holds that attracting a physician to gpurpose of the organization is charitable141 (1958);Birmingham Business Col-
community that had no available medi-(2) the activities are not illegal, contrarylege, Inc. v. Commissioner276 F.2d
cal services furthered the charitable purto a clearly defined and establishedt76 (5th Cir. 1960).
pose of promoting the health of thepublic policy, or in conflict with express  Third, the organization may not en-
community. In Rev. Rul. 73-313, resi-statutory restrictions; and (3) the activi-gage in substantial activities that cause
dents of an isolated rural communityties are in furtherance of the organizathe hospital to be operated for the
had to travel a considerable distance tq,n5 exempt purpose and are reasorbenefit of a private interest rather than
obtain care. Faced with the total lack ofy\y related to the accomplishment ofpublic interest so that it has a substantial
local services, the_commumty formeq anpat purpose. non-exempt purpose. Section
organization to raise funds and build a 1.501(c)(3)=1(d)(1)(ii).
medical office building to attract a doc- ANALYSIS Finally, the organization may not en-

tor to the locality. (No hospitals or gage in substantial unlawful activities
existing medical practices were in- In order to meet the requirements OlAs discussed in Rev. Rul. 75-384, Rev.

volved.) The ruling states that certaing 501(c)(3), a hospital that prOVideSRul 80-278 and Rev. Rul. 80-279. the
facts are particularly relevant: (1) therecruitment incentives to physicians.q quct of an unlawful activity is incon-
demonstrated need for a physician tenust provide those incentives in a Mangiciant with charitable pur oges AN of-
avert a real and substantial threat to thger that does not cause the Orga”izatioé‘anization conducts anp arc):tivity. that is
community; (2) evidence that the lack ofio violate the operational test ofynjawful, and therefore not in further-
a suitable office had impeded efforts 105 1 501(c)(3)-1. Whether the recruit-ance of a charitable purpose, if the
attract a physician; (3) the arrangementyent incentives cause the organizatioBrganization's property is to be used for
)[/\r/]ere completely ?tt.armﬁ'- Ierggtth, and (4%, yiolate the operational test is deteran objective that is in violation of the
person connected with the organizationined based on all relevant facts andriminal law. Activities can accomplish
and the recruited physician. The ruling%[rcumstances. When a § 501(c)(3) hosan unlawful purpose through either di-
states that, under all the circumstance?'tal recruits a physician for its medicalrect or indirect means.
taff who is to perform services for or

the arrangement used to induce th& Lo P
doctor to gI]ocate a practice in the are®n behalf of the organization, the orgasSituation 1

“bear[s] a reasonable relationship toiZation meets the operational test by . o - -
promotion and protection of the healthS"oOWing that, taking into account all of Like the organization described in

o . ; ; P ev. Rul. 73-313, Hospital A has objec-
of the community” and any private the benefits provided the physician b>)tiqve evidence demonstrating a need for
benefit to the physician is incidental toh€ Organization, the organization is pay ' ' =@ .- = -0 b0t Sl
the public purpose achieved. It con/Nd reasonable compensation for the>eliclans and gynscoodis's >
cludes that the activity furthers a chari.Services the physician is providing inService area and has engaged in physi-

y retum. A somewhat different analysisCian recruitment activity bearing a rea-

table purpose and the organization quali ust be applied when a § 501(0)(3)sonable relationship to promoting and

fies for exemption as an organizatio : : L S protecting the health of the community
described in § 501(c)(3). ospital recruits a physician for ItSin accordance with Rev. Rul. 69-545.

Rev. Rul. 75-384, 1975-2 C.B. 204Mmedical staff to provide services o, luyy"c neidies provided to the
holds that an organization whose pri{"eMbers of the surrounding community oo f oo graduates in Rev. Rul
mary activity is sponsoring antiwar pro-2ut not necessarily for or on behalf of 57 - %% 0 payment of a bonus, the
test demonstrations in which demonstral’® 0rganization. In these cases, a V'Olaéuaram'ee of a mortgage, the reimburse-
tors are urged to commit violations oflo Will resit from a failure to comply T 7% professional liability insurance
local ordinances and breaches of th¥/th any of the following four require- _ provision of subsidized office space
public order does not qualify as anMeNs: - for a limited time, and the lending of
organization described in § 501(c)(3) First the organization may not €N980%tart-up financial assistance as recruit-
because its activiies demonstrate aff Substantial activities that do not fur- i jncentives are reasonably related to
illegal purpose that is inconsistent withther the hospital's exempt purposes of,sing physician M to become a mem-
charitable purposes. that do not bear a reasonable relatiore "¢ Hospital A's medical staff and to

Rev. Rul. 80-278, 1980-2 C.B. 175ship 10 the accomplishment of thos€,qipjich and maintain a full-ime pri-
and Rev. Rul. 80-279, 1980-2 C.B. 176purposes. As discussed in Rev. Rul...”op/00n practice in Hospital As
discuss the qualification as organization§0-278 and Rev. Rul. 80-279, in detergy oo area The provision of the incen-
described in § 501(c)(3) of organiza-Mining whether an organization Meelgy o5 nder the circumstances described
tions that conduct environmental litiga-the operational test, the issue is whethef, o 5" the charitable purposes served
tion and environmental dispute mediathe particular activity undertaken by the,  “yo" hocnital and is consistent with
tion. In holding that these organizationsPrganization is appropriately in further-y * o irements for exemption as an
may qualify, the rulings state that, inance of the organization’s exempt purq oanization described in § 501(c)(3).
determining whether an organizationPOSe.
meets the operational test, the issue is Second, the organization must nokijyation 2
whether the particular activity under-engage in activities that result in inure-
taken by the organization appropriatelyment of the hospital’s net earnings to a Like Hospital A in Situation 1, Hospi-
furthers the organization’s exempt purprivate shareholder or individual. Antal B has objective evidence demonstrat-
pose. The rulings state that an organizaactivity may result in inurement if it is ing a need for pediatricians in its service
tion’s activities will be considered per-structured as a device to distribute the@rea and has engaged in physician re-
missible under § 501(c)(3) if the net earnings of the hospitabee Lorain cruitment activity bearing a reasonable



relationshp to promotirg and protecting
the healh of the communiy in much
the sanme manne as the organization
describé in Rev. Rul. 73-313 As with
the recruitmen incentive packa@ pro-
vided by Hospitd A, the paymen of
moving expensesthe reimbursememn of
professionh liability ‘“tail” coverage,
ard the provision of a reasonald private
practie inconme guarante as recruitment
incentives are reasorebly related to
causirg Physician N to becone a mem-
ber of Hospitd B’s medica stdf and to
establid and maintan a full-time pri-
vate pediatrc practie in Hospitd B’s
servie area Thus the recruitmen activ-
ity describd furthers the charitabé pur-
poses serval by the hospitd and is
consisteh with the requiremerd for ex-
emptian as an organization describé in
§ 501(c)(3).

Situatian 3

In accordane with the standard for
exemptiom se forth in Rev. Rul. 69-545,
Hospitd C admits ard treas Medicaid
patiens on a non-discriminatoy basis.
Hospitd C has identified a shortag of
obstetricias willing to tred Medicaid
patients The paymen of Physician O's
professionh liability insurane premi-
ums in retum for Physiciam O's agree-
men to trea a reasonald numbe of
Medicad and charity care patiens is
reasonalyl related to the accomplish-
mert of Hospitd C's exemp purposes.
Becaus the amoun paid by Hospitd C
is reasonald ard ary private beneft to
Physician O is outweighe by the public
purpog servel by the agreementthe
recruitmen activity describe is consis-
tert with the requiremenrd for exemption
as~ an~ organization— described- in
§ 501(c)(3).

Situation 4

Hospitd D has objective evidence
demonstratig a neal for diagnostt ra-
diologiss to provide coverag for its
radiology departmen so tha it can
promot the healh of the communiy.
The provision of a reasonald private
practie income guarante as a recruit-
mert incentive that is conditiona upon
Phystian P obtaining medicd staff
privileges and providing coverag for
the radiology departmenh is reasonably
related to the accomplishmen of the
charitabk purposs serveal by the hospi-
tal. A significart fact in determinimg that
the communiy beneft provided by the
activity outweigls the private benefit
provided to Physician P is the determi-

nation by the Boad of Directors of

Hospitd D tha it need additionad diag-

nostc radiologist to provide adequate
covera@ and to ensue ahigh quality of

medicd care The recruitmen activity

describd is consisteh with the require-
mens for exemptiom as an organization
describé in § 501(c)(3).

Situatian 5

Hospitd F has engagéd in physician
recruiting practices resultirg in a crimi-
nd conviction As in Rev. Rul. 75-384,
the recruiting activities were intentional
ard criminal, nat isolated or inadvertent
violations of a regulatoy statute An
organizatio tha engage in substantial
unlawfu activities including activities
involving the use of the organizations
propery for an objectie tha is in
violation of crimind law, does not
qualify as an organization describé in
§ 501(c)(3) Becaus Hospitd F has
knowingly and willfull y conducte sub-
stantid activities that are inconsistent
with charitabé purposes it does not
comply with the requirements of
§ 501(c)(3 ard § 1.501(c)(3)-1.

HOLDING

The hospitas in Situatiors 1, 2, 3,
and 4 hawe nat violated the requirements
for exemption from federd income tax
as~ organizations~ described- in
8§ 501(c)(3 as aresut of the physician
recruitmen incentive agreemerst they
hawe made becaus the transactios fur-
ther charitabé purposesdo nat resut in
inurement do not resut in the hospitals
servirg a private rathe than a public
purpose ard are assumd to be lawful
for purposs of this revene ruling.

Hospitd F in Situatim 5 does not
qualify as an organization describé in
§ 501(c)(3 becaus its unlawfu physi-
cian recruitmen activities are inconsis-
tert with charitabé purposes.

SCOPE

This ruling addressg only issue un-
der § 501(c)(3 in the describé situa-
tions No inferene is intenda as to any
othe isste unde ary othe provision of
law, including any isswe involving
worker classification income tax conse-
guencs to the physicians and applica-
tion of the Medicae and Medicad anti-
kickbak statute 42 U.S.C § 1320a—
7b(b).

DRAFTING INFORMATION

The principd autho of this revenue
ruling is Judih E. Kindell of the Ex-
emp Organizatioms Division. For further
information regardirg this revenwe rul-
ing conta¢ Judih E. Kindell on (202)
622-649 (nat a toll-free call).




