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Sound Health Association v. Commissioner, 71 T. C. 158 (1978)

A Health Maintenance Organization (HMO) can qualify as a charitable organization
under Section 501(c)(3) if it serves the public interest and does not provide a form of
insurance.

Summary

Sound Health Association, a non-profit HMO, sought recognition as a charitable
organization under Section 501(c)(3). The IRS had denied this status, arguing that
the  Association  primarily  served  its  members  and  offered  a  form of  insurance
through  its  prepayment  plan.  The  Tax  Court  found  that  the  Association  was
organized and operated exclusively for charitable purposes, providing health care
services to both members and non-members, including emergency care and services
to  the  indigent.  The  court  rejected  the  IRS’s  arguments,  emphasizing  that  the
Association’s broad membership eligibility and community benefit initiatives aligned
with the charitable purpose under Section 501(c)(3).

Facts

Sound Health Association,  a  Washington non-profit  corporation,  operated as  an
HMO providing health care services on a prepaid basis to members and fee-for-
service to non-members. The Association offered emergency care to all, regardless
of membership or ability to pay, and had programs to subsidize dues for those
unable to pay full membership fees. Its operations included an outpatient clinic and
plans to conduct health education and research. The IRS granted the Association
status under Section 501(c)(4) but denied it under Section 501(c)(3), citing that it
served private interests and provided a form of insurance.

Procedural History

The Association applied for recognition as a Section 501(c)(3) organization in 1973,
which the IRS denied. After an administrative appeal, the IRS issued a final adverse
determination in 1977. The Association then sought declaratory judgment in the U.
S. Tax Court under Section 7428.

Issue(s)

1. Whether the Association serves a public rather than a private interest as required
by Section 501(c)(3).
2. Whether the Association’s prepayment feature constitutes a form of insurance,
thus disqualifying it from Section 501(c)(3) status.

Holding

1.  Yes,  because the Association’s  broad membership eligibility  and provision of
services to non-members and the indigent demonstrate a public interest.
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2. No, because the prepayment feature does not provide a form of insurance but
rather  spreads  the  risk  of  illness  across  the  membership,  which  benefits  the
community.

Court’s Reasoning

The court applied the organizational and operational tests to determine eligibility
under  Section  501(c)(3).  The  Association’s  articles  of  organization  limited  its
purposes to charitable activities, meeting the organizational test. Operationally, the
Association provided emergency care to all  and had programs for the indigent,
aligning with the community benefit standard established in Revenue Ruling 69-545.
The court rejected the IRS’s argument that the prepayment feature was insurance,
emphasizing that  the Association’s  primary purpose was to provide health care
services, not to operate as an insurance company. The court distinguished this case
from others where organizations served limited groups or were operated for private
benefit, noting the Association’s broad community service.

Practical Implications

This  decision clarifies  that  HMOs can qualify  as charitable organizations under
Section 501(c)(3) if they operate to benefit the community at large. It expands the
understanding of charitable purpose to include preventive health care and risk-
spreading mechanisms that do not constitute insurance. Legal practitioners should
advise similar organizations to ensure their operations align with community benefit
standards.  This  ruling  may  encourage  more  HMOs  to  seek  charitable  status,
potentially affecting their funding and tax treatment. Subsequent cases have applied
this ruling to assess the charitable status of organizations providing health services,
reinforcing its impact on the legal landscape.


