Florida Hospital Trust Fund v. Commissioner, 103 T. C. 140, 1994 U. S. Tax
Ct. LEXIS 53, 103 T. C. No. 10 (1994)

Cooperative hospital service organizations are not permitted to provide insurance
but may only purchase insurance on behalf of their members.

Summary

The case involved three Florida-based hospital trusts that sought tax-exempt status
under IRC section 501(c)(3) as cooperative hospital service organizations. The IRS
denied their exemption, asserting that the trusts were not purchasing insurance on a
group basis as required by section 501(e) but were instead providing commercial-
type insurance, which is prohibited under section 501(m). The Tax Court upheld the
IRS’s decision, ruling that the trusts’ activities did not qualify them as cooperative
hospital service organizations because they were directly providing insurance rather
than purchasing it on behalf of their members. This decision clarifies the distinction
between purchasing and providing insurance in the context of cooperative hospital
service organizations.

Facts

The Florida Hospital Trust Fund, Florida Hospital Excess Trust Fund B, and Florida
Hospital Workers’ Compensation Self-Insurance Fund were established under
Florida law to provide self-insurance against hospital professional liability and
workers’ compensation claims for their member hospitals. These member hospitals
were either government-run or qualified under IRC section 501(c)(3). The trusts
pooled resources, employed insurance professionals, and adjusted member
premiums based on actual losses. They sought tax-exempt status under IRC section
501(c)(3) as cooperative hospital service organizations, but the IRS denied their
applications, leading to the trusts filing a declaratory judgment action in the U. S.
Tax Court.

Procedural History

The trusts filed petitions with the U. S. Tax Court seeking a declaratory judgment
that they were exempt from federal income tax as cooperative hospital service
organizations under IRC section 501(e). The IRS had previously issued final adverse
determination letters denying the trusts’ exemption applications, which led to the
trusts exhausting their administrative remedies before filing in court. The Tax Court
consolidated the cases and decided them based on the pleadings and stipulated
administrative records.

Issue(s)

1. Whether the trusts were engaged in purchasing insurance on a group basis as
contemplated under IRC section 501(e)(1)(A).
2. Whether a substantial part of the trusts’ activities consisted of providing
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commercial-type insurance within the meaning of IRC section 501(m).
Holding

1. No, because the trusts were not purchasing insurance but were instead acting as
insurers themselves, which is not permitted under section 501(e)(1)(A).

2. Yes, because the trusts were providing commercial-type insurance, which is
prohibited under section 501(m).

Court’s Reasoning

The court focused on the plain language of IRC section 501(e)(1)(A), which allows
cooperative hospital service organizations to engage in purchasing insurance on a
group basis, not providing it. The trusts were established to provide self-insurance
and employed professionals to administer insurance programs, which the court
found to be providing insurance rather than purchasing it. The court also
determined that the trusts’ activities fell within the scope of section 501(m), which
denies tax-exempt status to organizations engaged in providing commercial-type
insurance. The legislative history of section 501(m) and the policy concerns about
unfair competition with commercial insurers supported the court’s decision. The
trusts’ argument that they were merely facilitating their members’ self-insurance
was rejected, as the trusts were integral to the insurance programs and thus were
the insurers. The court also dismissed the trusts’ contention that the lack of
commercial insurers in Florida should exempt them from section 501(m),
emphasizing Congress’s intent to level the playing field for commercial insurers.

Practical Implications

This decision clarifies that cooperative hospital service organizations under IRC
section 501(e) may only purchase insurance on behalf of their members and cannot
act as insurers themselves. Legal practitioners advising such organizations must
ensure that their clients do not cross the line into providing insurance, as this would
disqualify them from tax-exempt status. The ruling impacts how hospitals and
similar organizations structure their insurance arrangements, emphasizing the need
to work with external insurance providers rather than self-insuring through
cooperative trusts. This decision may influence future cases involving the tax
treatment of cooperative arrangements in other sectors, highlighting the importance
of adhering to the statutory language regarding permissible activities for tax-exempt
status.
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