Associated Hospital Services, Inc. v. Commissioner, 74 T. C. 213 (1980)

A cooperative hospital laundry service is considered a feeder organization under
section 502 and thus not exempt under section 501(c)(3) of the Internal Revenue
Code.

Summary

Associated Hospital Services, Inc. , formed by four tax-exempt hospitals to provide
laundry services, sought exemption under section 501(c)(3). The IRS denied the
exemption, classifying it as a feeder organization under section 502. The Tax Court
upheld this decision, relying on the reenactment doctrine and the consistent
application of regulations since 1952. The court found that despite the hospitals’
efforts to gain legislative exemptions, Congress had repeatedly declined to include
laundry services in the exempt category, thereby endorsing the IRS’s position. This
ruling emphasizes the importance of legislative history and regulatory consistency in
determining tax-exempt status for cooperative hospital service organizations.

Facts

Associated Hospital Services, Inc. , a Louisiana nonprofit corporation, was
established in 1969 by six hospitals, later reduced to four, all of which were tax-
exempt under section 501(c)(3). The corporation’s sole purpose was to provide
laundry services exclusively to its member hospitals. It operated on a 24-hour basis,
six days a week, using bactericides to ensure bacteria-free laundry, a service not
available from commercial laundries in the area. The hospitals funded the
corporation’s operations through loans and assessments based on operational costs,
ensuring that it operated at little to no profit. The IRS denied the corporation’s
request for tax-exempt status under section 501(c)(3), classifying it as a feeder
organization under section 502.

Procedural History

The IRS issued a final adverse ruling in 1978, denying the corporation’s tax-exempt
status. Associated Hospital Services, Inc. , then sought a declaratory judgment from
the U. S. Tax Court. The case was submitted for decision based on the pleadings,
administrative record, and a supplemental stipulation of facts. The Tax Court ruled
in favor of the Commissioner, upholding the IRS’s determination that the
corporation was a feeder organization under section 502 and not exempt under
section 501(c)(3).

Issue(s)

1. Whether Associated Hospital Services, Inc. , is a feeder organization under
section 502 of the Internal Revenue Code.

2. If not a feeder organization, whether Associated Hospital Services, Inc. , is
exempt from tax under section 501(a) by virtue of being an exempt organization
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under section 501(c)(3).
Holding

1. Yes, because the corporation fits the definition of a feeder organization as per the
long-standing IRS regulations and the reenactment doctrine, which Congress has
not amended despite multiple opportunities.

2. No, because as a feeder organization under section 502, the corporation cannot
be exempt under section 501(c)(3).

Court’s Reasoning

The court’s decision was based primarily on the reenactment doctrine, which holds
that regulations long in effect and consistently applied by the IRS are deemed to
have congressional approval unless Congress acts to change them. The court noted
that since 1952, the IRS had consistently denied tax-exempt status to cooperative
hospital laundry services, and Congress had repeatedly declined to include such
services in section 501(e) despite being aware of the IRS’s position. The court
rejected the corporation’s argument that it was an extension of its member
hospitals, instead finding that it was operated for the primary purpose of carrying on
a trade or business, which would be unrelated if conducted by any one of the
member hospitals. The court also considered the legislative history and the
competitive impact of such cooperatives, concluding that the IRS’s position was
consistent with congressional intent.

Practical Implications

This decision has significant implications for cooperative hospital service
organizations, particularly those providing laundry services. It underscores the
importance of legislative history and the reenactment doctrine in tax law, indicating
that organizations must closely monitor legislative developments and IRS
regulations to determine their tax-exempt status. For similar cases, the ruling
suggests that cooperative services not explicitly included in section 501(e) are likely
to be classified as feeder organizations unless Congress acts to change the law. This
decision may also influence how hospitals structure their cooperative services,
potentially leading them to reconsider the economic benefits of such arrangements
against the tax implications. Additionally, this case highlights the tension between
tax-exempt organizations and commercial enterprises, as the court considered the
competitive impact of tax-exempt cooperatives on commercial laundries.
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