Lowry Hospital Association v. Commissioner, 66 T. C. 850 (1976)

A nonprofit hospital’s tax-exempt status under IRC § 501(c)(3) can be revoked if its
net earnings inure to the benefit of private individuals.

Summary

Lowry Hospital Association, a nonprofit hospital, lost its tax-exempt status under
IRC § 501(c)(3) because its net earnings benefited Dr. Lowry, its founder, and his
family. The hospital made unsecured loans at below-market rates to a nursing home
owned by Dr. Lowry and his trust, paid nursing home patient expenses, and
operated in close integration with Dr. Lowry’s private clinic. The Tax Court upheld
the retroactive revocation of the hospital’s exempt status, finding that the IRS was
not fully informed of these arrangements when the exemption was granted.

Facts

Lowry Hospital Association, a nonprofit corporation under Tennessee law, operated
a hospital in Sweetwater, Tennessee. The hospital was founded by Dr. Telford A.
Lowry, whose clinic was located in the same building and shared facilities,
personnel, and expenses with the hospital. Dr. Lowry and his family controlled the
hospital’s board of directors. From 1965 to 1968, the hospital made significant
unsecured loans to a nursing home owned by Dr. Lowry and a trust for his children.
In 1969, the hospital paid expenses for nursing home patients who could not pay,
effectively preventing the nursing home from incurring bad debts.

Procedural History

The hospital was initially granted tax-exempt status under IRC § 501(c)(3) in 1963.
In 1971, the IRS proposed revoking this status, and in 1972, the revocation was
finalized retroactively to 1967. The hospital appealed to the U. S. Tax Court, which
upheld the IRS’s decision.

Issue(s)

1. Whether Lowry Hospital Association qualified as a tax-exempt organization under
IRC § 501(c)(3) during the years in issue.

2. Whether the hospital’s tax-exempt status could be retroactively revoked for
taxable years ended prior to November 7, 1972.

Holding

1. No, because a portion of the hospital’s net earnings inured to the benefit of Dr.
Lowry and his family through unsecured loans to his nursing home, payments of
nursing home patient expenses, and the integration of the hospital’s operations with
Dr. Lowry’s private clinic.

2. Yes, because the IRS was not fully informed of the material facts when the
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original ruling was issued, and there were material changes in the facts subsequent
to the exemption grant.

Court’s Reasoning

The Tax Court applied the requirement of IRC § 501(c)(3) that no part of a tax-
exempt organization’s net earnings may inure to the benefit of any private
individual. The court found that the hospital’s unsecured loans to Dr. Lowry’s
nursing home at below-market rates, which were subordinated to Dr. Lowry’s
personal loans, inured to his benefit by reducing his financial risk and lowering the
nursing home’s interest costs. The court also noted that the hospital’s payment of
nursing home patient expenses directly benefited Dr. Lowry and his children as
owners of the nursing home. The court scrutinized the close integration of the
hospital and Dr. Lowry’s clinic, citing cases such as Harding Hospital, Inc. v. United
States and Sonora Community Hospital, and found that the hospital failed to prove
that its net earnings did not inure to Dr. Lowry’s benefit. For the retroactive
revocation, the court applied IRC § 7805(b) and found no abuse of discretion by the
IRS, as the hospital had not fully disclosed the material facts.

Practical Implications

This decision underscores the importance of maintaining a clear separation between
nonprofit and private operations to preserve tax-exempt status. Nonprofit hospitals
and similar organizations must ensure that their financial dealings, such as loans
and expense payments, are conducted at arm’s length and do not inure to the
benefit of private individuals. The case also highlights the IRS’s authority to
retroactively revoke tax-exempt status if material facts were not disclosed or
changed significantly after the exemption was granted. Subsequent cases, such as
Redlands Surgical Services v. Commissioner, have applied similar reasoning to deny
or revoke tax-exempt status where private inurement was found. This ruling may
prompt nonprofit organizations to review their operations and relationships with
private entities to ensure compliance with IRC § 501(c)(3).
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