B. H. W. Anesthesia Foundation, Inc. v. Commissioner, 72 T. C. 681 (1979)

A nonprofit organization can maintain its tax-exempt status under Section 501(c)(3)
even if it pays reasonable compensation to its members.

Summary

B. H. W. Anesthesia Foundation, a nonprofit corporation operating the
anesthesiology department of a teaching hospital, sought recognition of exemption
under Section 501(c)(3). The IRS argued that the foundation was operated for the
private benefit of its member physicians due to the compensation they received. The
Tax Court held that the foundation was entitled to exemption because the salaries
paid to its members were reasonable and did not constitute a distribution of profits.
The decision underscores that reasonable compensation does not defeat an
organization’s tax-exempt status when its activities primarily serve charitable and
educational purposes.

Facts

B. H. W. Anesthesia Foundation, Inc. , was established as a nonprofit corporation to
manage the anesthesiology department of the Boston Hospital for Women, which is
affiliated with Harvard University Medical School. The foundation’s member
physicians, all staff members of the hospital and faculty at Harvard, provided
services to patients and engaged in research and education. The foundation
collected fees for these services and disbursed them as salaries to members and
payments to the hospital. Despite a decline in the number of members from 24 in
1970 to 14 in 1976, the total salaries paid decreased, indicating that the increase in
receipts was not directly correlated with members’ compensation.

Procedural History

The foundation applied for tax-exempt status under Section 501(c)(3) on February 2,
1976. After more than 270 days without a final determination from the IRS, the
foundation petitioned the U. S. Tax Court. The IRS issued an unfavorable ruling
post-petition, but the court found jurisdiction due to the foundation’s exhaustion of
administrative remedies and the lack of progress in the ruling process.

Issue(s)

1. Whether the B. H. W. Anesthesia Foundation, Inc. , qualifies for tax-exempt status
under Section 501(c)(3) despite paying compensation to its member physicians.

Holding

1. Yes, because the salaries paid to the member physicians were reasonable and did
not constitute a distribution of the foundation’s profits.
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Court’s Reasoning

The court reasoned that the foundation’s operations served charitable and
educational purposes, as conceded by the IRS. The key issue was whether the
compensation to members disqualified the foundation from exemption. The court
emphasized that reasonable salaries do not defeat exemption if the organization
primarily serves exempt purposes. It considered the nature of the services provided
by the members, their skills, and the fact that the compensation was less than what
they could earn in private practice. The court also noted the foundation’s
commitment to serving all patients regardless of ability to pay and its contributions
to the hospital’s operating costs. The court distinguished this case from others
where organizations were found to be mere incorporations of private practices,
citing the foundation’s integral role in the hospital and its adherence to reasonable
compensation limits set by Harvard.

Practical Implications

This decision clarifies that nonprofit organizations can pay reasonable compensation
to their members without jeopardizing their tax-exempt status under Section
501(c)(3). It provides guidance for similar organizations to structure compensation
policies that align with their charitable missions. The ruling also emphasizes the
importance of demonstrating that compensation is not a disguised distribution of
profits. For legal practitioners, this case serves as a reference for advising nonprofit
clients on maintaining exemption while fairly compensating their staff. Subsequent
cases have cited B. H. W. Anesthesia Foundation to support the principle that
reasonable compensation is compatible with tax-exempt status.
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