Hospital Corp. of Am. v. Commissioner, 107 T. C. 116 (1996)

The nonaccrual-experience method applies to income from hospital services and
medical supplies used in those services under Section 448(d)(5).

Summary

Hospital Corporation of America challenged the IRS’s determination that it could not
use the nonaccrual-experience method for uncollectible receivables in 1987 and
1988. The Tax Court upheld the validity of the IRS’s amended formula for this
method but ruled that the method could be applied to all hospital income, including
that from medical supplies, as these were integral to the services provided. The
court rejected the IRS’s contention that medical supplies constituted separate sales,
affirming that all hospital income stemmed from service performance.

Facts

Hospital Corporation of America (HCA) and its subsidiaries operated hospitals and
elected to use the nonaccrual-experience method under Section 448(d)(5) for 1987
and 1988. The IRS disallowed this method, arguing that HCA could not segregate
income from services and medical supplies sales. HCA maintained that all income
was from services, including the use of medical supplies. The hospitals billed
patients for services and supplies, with insurers typically paying a flat rate for
procedures, not itemized charges.

Procedural History

HCA filed petitions in the U. S. Tax Court after the IRS disallowed its use of the
nonaccrual-experience method. The cases were consolidated for trial, briefing, and
opinion. The Tax Court issued a prior opinion on related tax accounting issues and
addressed the nonaccrual-experience method in this case.

Issue(s)

1. Whether the amended temporary regulations under Section 448(d)(5) are a valid
interpretation of the statute?

2. Whether income from medical supplies is eligible for the nonaccrual-experience
method under Section 448(d)(5)?

Holding

1. Yes, because the amended temporary regulations provide a reasonable
interpretation of the statute’s ambiguous language regarding the calculation of
uncollectible amounts.

2. Yes, because income from medical supplies is considered part of the income
earned from the performance of services by hospitals, and thus eligible for the
nonaccrual-experience method.
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Court’s Reasoning

The court found Section 448(d)(5) ambiguous as to the method for calculating
uncollectible amounts, thus deferring to the IRS’s amended formula under the
Chevron doctrine. The court rejected HCA’s argument that the Black Motor formula
was required, noting that the statute did not specify a particular method. On the
issue of medical supplies, the court reasoned that these were integral to the medical
services provided by hospitals, and thus income from supplies was part of service
income. The court cited cases like Abbott Labs. v. Portland Retail Druggists
Association, which supported the view that hospitals use supplies for their own
purposes in providing care, not for resale.

Practical Implications

This decision clarifies that hospitals can apply the nonaccrual-experience method to
all income, including that from medical supplies, under Section 448(d)(5). It
provides a precedent for other service industries where supplies are integral to
service delivery. Practitioners should note that the IRS’s formula for calculating
uncollectible amounts under this method was upheld, despite its deviation from the
Black Motor formula. This ruling may affect how hospitals and similar service
providers account for uncollectible receivables, potentially influencing their
financial planning and tax strategies. Subsequent cases, like those involving other
service sectors, might reference this decision when addressing the application of the
nonaccrual-experience method.
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