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Rosenthal v. Commissioner, 63 T. C. 454 (1975)

Payments  to  medical  residents  for  services  rendered  to  hospitals  are  taxable
compensation, not excludable scholarships or fellowship grants.

Summary

In  Rosenthal  v.  Commissioner,  surgical  residents  sought  to  exclude  payments
received from hospitals as scholarships under IRC Section 117. The Tax Court ruled
that these payments were compensation for services rendered, not scholarships,
because  the  residents  provided  substantial  medical  services  under  hospital
supervision, received compensation based on service length rather than need, and
enjoyed  employment  benefits.  This  decision  clarified  that  medical  residency
payments are taxable income when primarily for services provided to the hospital,
impacting how similar payments should be treated for tax purposes.

Facts

The petitioners  were  surgical  residents  in  a  program affiliated  with  Marquette
University,  rotating  between  Milwaukee  County  General  Hospital  and  Wood
Veterans  Administration  Hospital.  They  received payments  from these  hospitals
based on their level  of  residency, not individual need, and performed extensive
medical services including operations, patient care, and emergency services. The
hospitals estimated that residents spent 75% of their time on clinical duties. The
residents also pursued a master’s degree in surgery, but this did not affect their
compensation.

Procedural History

The IRS determined deficiencies in the petitioners’ income tax returns, asserting
that the payments were taxable income. The petitioners challenged this in the U. S.
Tax Court, which consolidated their cases for trial.

Issue(s)

1. Whether payments received by surgical residents from hospitals are excludable
from gross income as scholarship or fellowship grants under IRC Section 117?

Holding

1.  No,  because  the  payments  were  compensation  for  services  rendered  to  the
hospitals, which were subject to the hospitals’ direction and supervision.

Court’s Reasoning

The  Tax  Court  applied  the  regulation  under  IRC  Section  117,  which  excludes
amounts paid as compensation for services or for the benefit of the grantor. The
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court found that the residents’ extensive medical duties, the hospitals’ dependency
on  these  services,  and  the  structured  compensation  based  on  service  length
indicated  the  payments  were  for  employment  services.  The  court  rejected  the
argument that the primary purpose was educational, citing the significant services
provided and the employment-like benefits received. The court distinguished this
case from Wells, where the services were less impactful to the hospital’s operations.
The decision aligned with prior cases like Bingler v. Johnson, emphasizing that true
scholarships are ‘no-strings’ educational grants.

Practical Implications

This ruling established that medical residency stipends, when primarily for services
rendered to  the hospital,  are taxable  income.  Legal  practitioners  should advise
clients in similar situations that such payments cannot be excluded as scholarships.
This  decision  influences  how  residency  programs  structure  compensation  and
benefits,  ensuring  clarity  on  the  tax  implications  for  residents.  It  also  affects
hospitals’ financial planning, as they must consider the tax status of payments to
residents.  Subsequent cases,  like Hembree v.  United States,  have followed this
precedent, reinforcing its impact on tax treatment of medical residency payments.


