Federal Registes / Vol. 51. No. 171 / Thursday, September ¢, 1688 / Rules and Regulations

31813

20 CFR Parts 1 and 502
(V0. 8100}

income Tax; Taxable Years

After Decamber 31, 1953; OMS Controd
Numbers Under the Paperwork
Reduction Act Cooperative Hospital
Sarvice Organizations

AQENCY: Internal Revenue Service,
Treasury.

ACTION Final regulstions.

BUMMARY: This document contains finat
regulations relating to the treaiment of
certain cooperative hospital service
orgenizations. Changes 10 the applicable
tax law were made by the Revenue and
Expenditure Control Act of 1968 and by
the Tax Reform Act of 1978. The final
regulations provide the public with the
guidance needed to comply with those
Acts and sffect organizations seeking 1o
gualify for tax exempt staius as
organizstions described in section
Ol(e).

pATER: The requiations are effective
generally for taxable years ending after
June a.m !m'l:‘thc case :f.n:ncd
services, the reguiations sre effective for
taxabls years snding sfter December 2,
1978, Howaver. pursuant to the grant of
section 7005(b) reliel. sn organization
that hes recaived a ruling or
determinstion letter recogniting it as
sxempl under saction 501(e) has uafll
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January 2. 1987 10 conform s operetions  howspital servioe otgunizafions. Where
regulations, these recommendations are neither
contrary te the statatory lenguage nor
inoeneietem with Congressional intemt,
they have been incerporsted in the final
regulafions. Thuw, for example. caphal
contributions have bewn eaciuded from
the definition of “ast samings”™ and need
not vatisfy the sllecation and payment
ndes: $he status of memburship duws
and related membership assceaments,
gifts and grunte has been darified:
cortwin inoome dertved from sources
that are incidental %o f::.ct mb“%fm
£Xempt PuUrposes Or ions
deemed petmiesibie: a section 302(s)
organization own shodk 0 end
recaive de:z Treca cortain public
corporations whers such ownership e »
condition for obtaini
minimiv services o then
bospitals whem mandsted by o
governmental unit as a condition Yor
opserating in a pevticwler i
{or other reesons. ham Deets deemed
permissible: and the effective date
provision hes beenr modified Tor s
sufficiernt 10 permit orgenizations .
bave streedy been recogniced as exempt
under saction 501{e) to modffy thair
operations e bring thewm imto
conformance with the

Lartsia comments. howwver,
recommandad changes thet would
permit cooperative hospital service
orgenizalions to sngage in precticas that
are vither beyond &;' soope of or
directly contrary to stetstory
language of section 501{e). Those
recommends

inconstetent with the holding of HCSC—
Lamdynvﬁbdmml
1901} Accordingly, regulations
: " recommendations
. example, permit 8 h
section 3 ization 0 engage
mhlodmd.u:m"muulu'
‘those activities do net become the

wvoly-cvered Tor proft

subsidiafien: generaily vell sorvicos to
othee then patre
any services which xre identified by the
ganindu as cutdlodh;l
ormed centrelly: or pay dividends on
capitsl wech

anges ure dles made
under § 1.170A~Mc)1] end § 1.903{k)-2
of the Intome Tax Regils

Noospplicability of Executive Order
12

The Comminsicass of lnieresd
Revenus ban detmrmiond that this
Fugnlation Is act & major cale as deltaed

- in Executive Orddar 12291 Acooedingly,

Regquilatory {svpact Anniyels s net
recpetred.

1o the requirementa of the

FOR PURTHER INEORMATION CONTACT:
Sylvia F. Humt orHurry Beker of the
Employet Plans and Exempt
Orgmnitetions Division. Office of he
Chief Counsel, Internal Revenoe
Service. 1111 Constitution Avenus, N'W._
Washington, DC 20224 [Attention
CC:EE) (202-508-4232).

SUPPLEMENT AL WAFONIA TION:

Fock pound

GOn January 11, 1984, the Internal
Revenue Service published propowed
regulstions in the Federal Register 10
amend tbe Income Tax Ragulations (28
CFR Part 1) wnder sections 1% snd 501
of the Internal Revenue Code of 1854 [0
FR 1384). By notice published in the
Federal Registar on March 28, 1964 (4D
FR 11188). the public wes invited to
comment orally upea the isvaes
addressed in the proposals. A public
hearing was held on May 31. 1988, :

This document contains final
regulations under sections LHLNINA) -
and 501(e}. These regulations are issued
1o conform the regulstions to section
109(a) of the Reveaus and
Control Act of 1968 (82 Stat. 209} and
section 1212{a} of the Tax Reform Act of
1978 (90 Stat. 1720) and are issued under
the autharity cantained in sectioa 7808

of the Code {S8A Stat 717; 39 LS.C,
7803}

Commenty and Ruvisions

After considemi:hn- of sll comments
received regarding the proposed
regulations. those proposed regulstions
are adopted. ae revised, by this Treasury
decision

Several cemmeg:: lndlulod‘
uncertainty us to meaning of crrtuisn
of the yorrs in the proposed
reguiations and requested clarfication
of the positions snnounced. These
recommendations have generslly been:
.doTed and are nfg:nd in the ¥nal
reguletions. Thus, for exemple. an
afocation will be desmed sulicient ¥ ¢
consints of bookkeeping entrivs and
weritten notice to the pa
retention of nel earvings may b based
on the ressonably anticipeted needs of
the organization; permissible sources of
invesizmm incoms {particelasly vty
sospect 10 runi) bave been cinrfiek:
radiology aervioss are »
i..n:ludc‘ within the md ™ ek

e “wating rights” of pairon-
bogpitals has bews defined.

Oohar u;n:cm recomenendell 2can
exienmive P onCeTing
sccounting sad aperation praciioes..
These changes. it was notad. would
aliow grester Gexihility for cooperative

jurisdiction. or

requirements o

Reguletory Plexibility Act

The Internal Revanue Service has
coacluded thai the regulsiions harew
e \nlerpraigtive and thet the notice
and public procedure requiremants of §
US.C 553 do not epply. Accordingly,
these regulations do not constitute
regulstions subject to the Regulatory
Flexibiity Act (5 US.C. chapter §}.

Prperwodck Reduoctios Act

The oollection of infarmetion
requirements contained m this
regelation has been submitied 1o the
Offica of Management and Budget
(OMB) I sccardance with the
mguirements of the Paperwork
Reduction Act of 1980 Thase
requiremants have hoen approved by
OMDE sader contral numbar 1345-0814.
Deaftiag Infornation

Ths principal wuthor of these
regqulations is Harry Beker of the
Employes Plane and Exempt
Qrganizations Division of the Office of
Chidl Connsel. Intemat Reveoue
Service. However. permornel from ofhwe
offtons of the briernal Reverrve Service

List of Subjects
2CFR 1.01-1—1.281-4
lacome taxes. Deductions.
2 CFR 1.501{a)-1=—1.528-10
lncome taxes, Exempt Organizatioos,
Coaparatives.
2 CFR Port 822
Reporting and Recardkesping
Requirements,
Adeption of Amendmants to the
Raguiations

PARY (—-[AMENDED)

Accordingly. the amendments 10 29
CFR Paris 1 and 832 published a2 @
natice of proposed rulemaking in the
Foderal Register on January 11, 108¢ (49
FR 1354} ure bereby adoptad s
lmndnd.lonndnfuﬂowm foc

Paragraph & The suthodty citstion
Part 1 conlinwes 10 read in part:

Aviberity: 28 US.C. 008" * *,

Pur. £ Raragraph tc)(?) of §1.170A-0 is
revised 1 read m foliows:

| §LATeA6 Oufinion of seatien
m

1708

$<) Hospitals end sedical research
orgowisatisns—{1) Hosp/rely. An
organization (other than one deectibed

L
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in subparagraph {2) of this paragraph) is
described in section 17001 Ha)(iii) if:
(i} 1t is & bospitsd, and
(i) lts principal purpose or function is
the providing of medical or hospital care
or medical education or medical
research,

The term "bospital” includes [A) Federal
hospitals and (B) State, county, and
municipal bospitala which are
instrumentalities of governmental unily
referred to io section 170(c}{1) and
otherwise coma within the definition. A
rehabilitation institution. outpatient
clinic. or community mental hesith or
drug treatment cenier isay qualify as &
“hospital” within the mesning of

_tu}:diyicion (i) of this subparagraph il its

principal purpose or functioa is the
providing of hospital or medical care.
For purposes of this subdivision, the
term “roedical care” shall include the
trestmant of any physical or mental
disability o¢ condition. whether on an
inpatient or outpatient basin, provided
the cost of such treatment is deductible
under section 213 by the person treeted.
An organization, all the
sccomrnodations of which qualify
being part of a “skilled nursing facility”
within the neaning of 42 U.S.C. 1308x{j).
may qualify as a “hospital™ within the
meuning of subdivision (i} of this
subparagraph il its principal purpose or
function is the providing of hospital or
avedical care. For taxable years ending
after June 20, 1968, the lerm “Bospital™
aiso includes cooperative hospital
service organizations which mest the
requirements of section 501(s) and
§ 1.501(e}=1. The term “hospital™ does
not. however, include convalescond
homes or homes for children or the aged.
not does the urim include l:mintloa:.
whose ptincipat purpose or fanction
to train handicapped individuals to
pursue some vocation. An organtzation
whose principal purposs or fenction is
the providing of wedicat sducation or
medical research will not be coosidered:
s “hospital” within the mesning of
wubdivision {1) of this subparagraph,
unless it i slso actively engeged in
providing medical or hospital care lo
patients on ite premioss or in ite
facilities, on an inpatient or outpatient:
beris. as an integral part of its medical
education or medical ressarch functions
See. however. subparagraph (2] of this
parsgraph with respect to certain
medical research organizations

Par. 3. Section 1.501{s}-1 i
redesignated as § 1.501(%)-1.

Pat. 4. The lollowing new § 1.501{e)-1
{s ndded immedistely after § 1.500(d)}-1:

§1.501{s)-1 Cooperative hospital service
organizitions.

[a) Geneoral rule. Section 501{e} is the
exclusive and controlling section under
which a cooperative bospital service
organization can qualify as a charitable
organization. A cooperative hospital
service orgenization which meets the
requirements of section $01(e) and this
section shall be treated a9 an
organization described i section
S01{c}{3}. exempt from taxstion under
section 501{s}. and referrad Lo in section
170(b)INA) {ik) (relsling Lo percantage
limitations oa charitable contributions).
In order to qualify for tax exempt status.
a cooparative hospital service
organization must—

(1) Be organized and opersied 0a a
cooperative baais.

(2) Perform. on s centralized basia,
only one or more specifically
enumeratad sarvices which, if performed
directly by & tax exempt hospital. would
constitute activities in the exercise or
performance of the purpcee or function
conzstx’tutim the basis for its exemption,

2

(3) Perform such setvice or services
solsly for two or more patroa-hospitale
o8 described in pareagraph (d) of this
socti -

on.

(b) Organized and opercied on &
cooperative bozis—{1) In gerwral. ln
order to meet the requirements ol
section 301{e). the organization must be
orgenized and operated o e
cooparativa basis (whether oe not under
& specific statuta on cooperatives) and
muat allocate or pay all of ita net
earmings within 8% months afier the:
close of the taxable year to its patron-
hospitals on the basis of the
of its sarvices performed {or sach
patron. To “allocate” its net eamings to
ite patron-hospitatle, the orgenization
must make appropriste bookkeeping
sntries and provide timaly writtew
no::a to eech patro:;l::pﬂd disclosing
10 the patron-hoepit amownl
cl.locnr:d 1o it on the books of the
organization. For the
requiresents of & section 301(s}
organization. see § 1.521-1{a){1}.

{2} Percentage of services defined.
The percantage of services performed
for sach patron-hospital may be
determingd oo the basis of either the
value or the quantity of the services
provided b;‘ﬂ:cl ot;nlutl::: the .
patron-hospital, provided basie
realistic im terms of the sctusl camt of the
sarvices to the nization.

(3) Retention of aet sami

will a0t be .
coaperative bospital service
organization solaty becasuss b
organization. insteed of paying sl net
samings o its patron-hospitals, retalas

an smount for mich purposes as retinn
indebtedness, expanding the services osf
the organizatioa, or for any other
necessary purpose and allocates mch
amounts 1o its patroos. However, such
funds may not be secumulated beyond
the resscnably anticipated needs of the
organizstion. See. § 1.537-1(b). Whather

there : an improper accumulation of
funds the particular
dircumstances 3 [
where an organization retains net
eamings for necessary purposes, the
organization’s records tust show each
patroa’s rights and interests in the funds
retained For purposes of this paragraph,
the term “net earnings™ does not inciude
capital contributions to the orgenization
and such contributions need not satisfy
the allocation or payment requirementa.
(4} Nonpa and other income.
An orgenization ibed in section
501{e] may, in addition to net earnings,
receive membership dues and related
-mhnhndi? nmmenim lees, gifts,
ganis and income nonps
sowrces such as investment of m
earnings. However. such an organization
cannot be exempt If it engages in vay
business other than that of providing the
specified services, described in
ph (). for the spacified patron-
itals, described in paregraph (d}.
Thua, sn organization described in
saction SO1{¢) penerally canmot have
unretsted business taxable income as
defined in section 312, sithough it may
SArR cectain intereal. annuities,
royaities. and rents which are excluded
from unrelated business taxable income
because of the modifications contained
i sectiocas 512(b) (1}, (2) or {3]). An
organization described in section 501{e]
may, however. have debi-financed
incoma which is treated as unrelated
business axable incoma solely because
of the applicability of section 514 In
addition. status under section
501(e) will act tﬂoct:d :;I:u :::‘l
from personal ea wi
s treated as unrelated business
taxable income under section
S12(bXAXii] solely becausa the remt
attributable ta the personal property ie
more than incidental or under saction
S12{b)INBXK(} solely because the rent
attributable to the property
sxceeds 30 pevcent of the total rent
recaived or :li':-d und? .::d k':':i?
Exsmption notbe s
because the determination of the
amount of rent depends tn whole or in
mc- the income or profits derived
the proparty lessed. Sew. section
F12(bASHBNl). An organization
described In section $01{s) may slsos
derive nonpatronage incoms from
sources that are incidental to the
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conduct of its exempt purposes or
functions. For example. income derived
from the operation of s cafeterls or
vending pachines primarily for the

} smployees or the
disposition of by-products in
subsiantially the same stats thl were
in on completion of the axempt
{e.g- the sale of silver wasts produced in
the processing ofx-utuﬁlm] will not be
considered unrelated business taxable
income. See. sectica 513(s}{2) and
§ 1.513=1{d)(4){ii). The nonpatronage
and other income permitted undar this
subparagraph (4) must be allocated or
paid as provided in subparagraph {1} o¢
retained as provided in subparagraph-
{3).

{5) Stock ownership—{i) Copital stock
of organization. An crganization does
not meet the requirements of section
S01(e) unless all of the organization’s
outstanding cspital stock, if there is
such’stock. is held solely by its patron-
hospitals. However, no amounst may be
paid as dividends on the capital stock of
the organization. For purpases of the
preceding sentence, the term “capitel
stock” inciudes common stock {whether
voting of nonvoting), preferred stock, or
any other form evidencing a proprietary -
interest in the organization.

(ii) Stock ownership as a condition for
obtaining credit. I by statutory
requirement & cooperstive hospital
service organization must be &
sharehaider in & United States of siste
chartered corporation as a condition foe
obtaining credit from that corporate-
lender, the ownership of sheres and the
payment of dividends thereon will not
for such reason be a basis for the denial
of exemption lo the orgenization. See.
¢ 3.. Nationa! Consumer Cooperstive
Bank.12USC. 3001 st sag.

(c} Scape of services—{1) Permissable
services. An organization meels the
requirements of section 501{e} only if the
orgenization performs. on s centraliz
basis. one or more of the following
services and only such yervicex dein
processing. (including the
purchasing and dispensing of drugs and
pharmaceuticale to petron-hospitals).
warehousing. billing and collection. .
food, clinical [including rediology)-
(ndustrial engineering (including the
installation. maintenance and repair of
biomedical and similar equipmaent).
laboratory. printing. communications,
recard canter. and personnel (including _
recruitment. selection, testing.
education and placement of personnei)
servicas. An organizatior ie not
described in section 301{e) il, in addition
10 of insiead of one or more of these:
specified services. tha organization
performs any other service (other than

services referred to under paragry;
{b)(4) that are incidental to the co::ud
of exempt purposes or functions).

(2) HHlustration. The provisions of this
subparagraph may be illustrated by the
following example.

An
Example. An organization p';:u':.

tive basle solely for petron-howpitals
muﬂd is an orgenization described in

section 5M{ck3} and sxempi from Laxation
under section S01{a}. Howaver, in saddition te
this service, the organitation operstes
laundry services for its patron-hosprtale. This
cooperstve Hon dows not meed the
requirements of this paragraph becawss H
performs laundry services not specified in this
paragreph M

{d) Patron-hospitals—{1) Defined.
Section 501(¢) cnly spplies if the
organization performs its services solely
for two or mors patron-hospitals euch of
which lo——

(i) Az organizetion described in
section 50t(c)(3) which is exempt from
taxation under section 501(s).

{ii) A constituent part of an
orgenization described in saction
S01(c}(3) which is exempt from taxstion
under section 501(a) and which, if -
organized sad opersted as & separaie
entity, would constitute an orgsnization
described in section 301(c)(3), ov

{ili) Owned and operated by the
United States. a State. the District of
Columbia, or a possession of the United
States. or & political subdivision or an
agency or instrumentality of eny of the
foregoing. )

(2) Business with nonvoting patron-
hospitals. Exemption will not be denied
8 cooperative hospital service
organization sciely because the
orgenizatios {whether organized ou &
stock or mambership basis) transacts
business with patron-hospitals which do
not havs voting rights in the
organization and 'ore do not
participate in the decisions sflecting the
operstion of the organization. Whare the
organization has both peucn-hospilals
with voling rights and patron-hospitals
without such rights. the organization
must provide at least 50 percent of its
services to petron-hospitels with voting
tights in the orgenization. Thus. the
percentage of services providad to
nonvoting patrons may not excesd the
percantage of such services provided to
mm A patron-hospital will be

1o have voting rights in the

cooperative hu‘r.ul servics -
orgenization if the patron-hoepitel may
vote directly on matters sffecting the
operstion of the organization or if the
patron-hospitel may vots in the election
of coopersiive board members.

Notwithslanding that an organizstion
may have both voting and nonvoting
patron-hespitals. pstronage refunds
must nsveribeless be silocated or paid
to ali patron-hospitals soleiy on the
basis specified in paragraph {b) of this
section.

{3} Services to other organizations. An
orgapization does not meset the
requirgments of section 501(#) if. in
addition to psrforming services for
pa tals [entities described in
subdivisions (i), (ii) or {iii} of
”n graph (1]]. the orgenization

orms any service for any other

organization. For example. &
cooperative hospital service
orgenization is not exempt if it performs
services for convalescent homes for
children or the aged. vocational taining
facilities foe the handicapped.
educational institutions whick do not
provide hospital care in their {acilities.
and propristary hospitala. However, the
;winlon of the specified services

tween or among cooperative hospital
service organizations mesting the
e st A erasaie
saction ls permi issi
is the provision of the spam
to entities which are pot patron-
hospitals, but only if such services are
da minimis end are mandated by a
governmental unit as, for example. &
condition for licensing.

(e) Effective dotes. An organization,
other than an organitstion performing
clinical services. may meet the
requirements of section 501{e) and be &
tax exemy tion for taxable
years ending after June 28, 1968. An
orgenization performing clinical services
may meet the requirements of section
501{e) and be u tax exempt organization
for taxable years ending after December
31, 1976. However. pursuant to the
authority conteined in section 7805(b} of
the Intemal Ravenus Code. thess
regulations shall not become effective
with respect to an organization which
has received a ruling o determination
letter from the Internal Revenoe Service
recognizing its exemption under section
30t{e] until january 2. 1967,

PART 802—{AMENDERD]

Pee. & The authority citstion for Part
802 continues to read as follows:
Awhority: ¥ USC. 7e08

Par. & Section 002.101(c) is amended
by inserting the following item in the
sppropeiate place in the table:

F oLt OME contrel munber. -
* [ ]

- L] ]

(c'. s 8
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This Tressury dacision s issued under
the authority contained in section 7008
of the Internal Revenue Code of 1954,
(8aA Stat. :17; 26 U.S.C. 7908}

Roscos £ h’o kw
Comissioret of Internol Reverwen

Approved:
|- Roger Meots.

Assistont Secretary of the Treasury.
August 13, 1988,
[FX Doc. 8-19040 Filed 930 45 am)
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