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Pis a nonprofit corporation. |Its sole activity
is participating as co-general partner with a for-
profit corporation in a partnership that is genera
partner of an operating partnership that owns and
operates an anbul atory surgery center. Held: On the
facts involved herein, P has ceded effective control
over the operations of the partnerships and the surgery
center to private parties, conferring inpermssible
private benefit. P is therefore not operated
exclusively for exenpt purposes within the neaning of
sec. 501(c)(3), I.R C 1986.
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THORNTON, Judge: Petitioner brought this action for a
decl aratory judgnent, pursuant to section 7428 and Title XXl of
this Court's Rules. Petitioner requests the Court determ ne the
correctness of respondent’s adverse determ nation with respect to
its initial qualification as a tax-exenpt organi zati on under
section 501(c)(3).! The parties have submitted this case fully
stipul ated under Rule 122 on the basis of the pleadings and the
stipul ated adm nistrative record, which is incorporated herein by

this reference.

FI NDI NGS OF FACT

Petitioner is a California nonprofit public benefit
corporation with its principal place of business in Redl ands,
California. It is a wholly owned subsidiary of Redl ands Heal th
Systens, Inc. (RHS), a California nonprofit public benefit
corporation that has been recogni zed as exenpt under section
501(c)(3) of the Code and as a public charity within the neaning
of section 509(a). RHS is the parent corporation of three
subsidiaries in addition to petitioner, nanmely Redl ands Conmunity
Hospital (Redl ands Hospital) and Redl ands Community Hospit al
Foundati on (Redl ands Foundation), both of which are California

nonprofit public benefit corporations that have been recogni zed

1 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code as in effect for the time period
referred to. Al Rule references are to the Tax Court Rul es of
Practice and Procedure.
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as exenpt under section 501(c)(3); and Redl ands Health Servi ces,
a for-profit corporation.

As described in nore detail below, and as reflected
schematically in the appendi x hereto, in 1990 RHS becane co-
general partner with a for-profit corporation, Redl ands-SCA
Surgery Centers, Inc. (SCA Centers), in a general partnership
formed to acquire a 61l-percent interest in an existing outpatient
surgical center in Redlands, California, two blocks fromthe
Redl ands Hospital facility. This general partnership in turn
becanme sol e general partner in the California limted partnership
that owns and operates the surgical center. Under a |long-term
managenent contract, SCA Managenent Co. (SCA Managenent)--a for-
profit affiliate of SCA Centers--nanages the day-to-day
operations of the surgical center, in return for a percentage of
gross revenues. Several nonths after form ng the general
partnership, RHS forned petitioner to succeed to its interest in
it.

Petitioner has no activity other than its involvenent with
the partnerships. The question is whether petitioner is operated
exclusively for exenpt purposes within the neaning of section

501(c)(3). W hold that it is not.

Redl ands Hospi t al

Since its founding in 1929, Redl ands Hospital has been

recogni zed by respondent as a charitabl e organization descri bed
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in section 501(c)(3) and as a "hospital"” described in section
170(b) (1) (A (iii). Its mssion includes providing necessary
nmedi cal care free of charge, or at a discount, to individuals

wi t hout insurance or other neans of paying.

Redl ands Hospital has its own outpatient surgery program
within the hospital facility. It also nmaintains a 24-hour
energency roomthat provides energency nedical services for al
patients regardless of their ability to pay. It maintains an
open nedical staff and is governed by a comuni ty-based board of
directors. It does not discrimnate on the basis of race,

gender, age, color, national origin, or disability.

I nl and Surgery Center, L.P

Since its inception in 1983, the Inland Surgery Center
Limted Partnership (the Operating Partnership) has operated a
freestandi ng anbul atory surgery center (the Surgery Center) in a
12, 000-square foot building within two bl ocks of Redl ands
Hospital. During the 1980's, the Operating Partnership was a
successful for-profit venture, serving only surgical patients who
were able to pay, by insurance or otherwise. Prior toits
affiliation with the General Partnership, the Operating
Part nershi p conprised Beaver Medical Cinic, Inc., and sone 30
physi ci an partners, who were al so physicians on the nedical staff

of Redl ands Hospital.
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The Affiliation of Redl ands Hospital Wth the Surgery Center

Bef ore 1990, Redl ands Hospital desired to increase its
out patient surgery capacity but |acked the capital resources and
experience to devel op and operate its own freestandi ng outpatient
facility. In addition, such a facility would have been in
conpetition with the existing Surgery Center, and there was
concern that the Redl ands comrunity could not sustain both.

On March 1, 1990, RHS and SCA Centers entered into a
general partnership agreenent to acquire jointly a 61-percent
general partnership interest in the Surgery Center.? The
partnership is known as Redl ands Anbul atory Surgery Center (the
CGeneral Partnership).

SCA Centers is a for-profit, wholly owned subsidiary of
Surgical Care Affiliates, Inc. (SCA), a publicly held corporation
based in Nashville, Tennessee, and specializing in owing and
managi ng anbul atory surgery centers.® Prior to formation of the
CGeneral Partnership, neither SCA nor any of its affiliated
entities had any rel ationship, contractual or otherw se, with RHS

or any of its affiliated entities, or with the Surgery Center.

2 Redl ands Hospital is also a signatory to the general
partnership agreenent but only with respect to secs. 16 and 17 of
t hat agreenent (regardi ng nonconpetition and affiliated status).

3 As of 1995, SCA owned, in whole or part, and operated
approxi mately 40 anmbul atory surgery centers throughout the United
States, sone of which were owned in part by tax-exenpt health
care systens.
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Par t ner shi p,

borrow ng $796, 829 from SCA and the bal ance of $334, 460 from

Redl ands Hospi tal.
and stock to the General Partnership. In return for its

approxi mately 37-percent capital investnent, RHS received a 46-

SCA Centers contributed $1, 946,993 in cash

in

percent interest in profits, |osses, and cash-flows of the
CGeneral Partnership. In return for its approxi mately 63-percent
capital investnent, SCA Centers received a 54-percent interest
profits, |osses, and cash-flows of the General Partnership.

The General Partnership agreenment provides in relevant part:

Thi s AGREEMENT OF GENERAL PARTNERSHI P,
of the 1st day of March,

AGREEMENT OF GENERAL PARTNERSHI P
OF REDLANDS AMBULATORY SURGERY CENTER

SURCGERY CENTERS, INC., a California corporation ("SCA
Centers”) and a wholly owned subsidiary of Surgical

Affiliates, Inc. ("SCA") * * * RHS Corp., ("RHS") a
California not-for-profit corporation, * * * and Redl ands

a California not-for-profit corporation
SCA Centers and RHS are collectively

Communi ty Hospital,
(the "Hospital").

referred to as "Partners."”

W TNESSETH:

VWHEREAS, RHS desires to insure the
avai lability of high quality health services
in the nost cost effective setting in which
such services can be rendered; and

WHEREAS, the use of an anbul atory surgica
center by the area-wide residents wll
contribute to RHS s corporate goal of
provi di ng conprehensive health care services
at an affordable price; and

WHEREAS, SCA is a corporation that is engaged
in the devel opnent and managenent of

Care

[is] entered into as
1990, by and bet ween REDLANDS- SCA
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anbul atory surgical centers and has the
experti se necessary to operate anbul atory
surgical centers; and

WHEREAS, RHS and SCA Centers desire to enter
into a Partnership to be equally controlled
by representatives of the Partners.

NOW THEREFORE, in consideration of the

mut ual covenants herein contained, SCA
Centers and RHS agree to be partners in a
general partnership (the "Partnership")
pursuant to the California Uniform
Partnership Act (the "Act") on the ternms and
conditions hereinafter set forth.

1. Nane and Pur pose.

(a) The Partnership shall be carried on
under the nanme of Redl ands Anbul at ory
Surgery Center or such other name as may
be sel ected by the Managi ng Directors.
The Partnership has been forned to
acquire a 61 percent general partner
interest (the "General Partner
Interest”) in a California limted
partnership (the "Operating

Part nershi p") which owns and operates a
freestandi ng anbul atory surgery center
in Redlands, California known as the

I nl and Surgery Center (the "Center").
The Partnership may engage in any and
all other activities as may be
necessary, incidental or convenient to
carry out the business of the
Partnership as contenplated by this

Agr eenent .

* * * * * * *

3. Term The Partnership shall comence on April 30,
1990, or such |later date as the Partners shal
nmutual |y agree, and shall continue until March 31,
2020, or such other date as the partners shal
mut ual [sic] agree.

4, Managenent .
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(a) Ceneral Mnagenent by the Managing Directors.
The general managenent and determ nation of al
guestions relating to the affairs and policies of
the Partnership, except for questions relating to
t he nedi cal standards and nedical policies of the
centers, shall be decided by a magjority vote of
the Managing Directors. The Managing Directors
shal |l consist of four (4) persons, tw (2) of whom
shall be chosen by SCA Centers and two (2) of whom
shall be chosen by RHS. Notw thstanding the
above, it is recognized that the Managi ng
Directors have no authority to amend the
Partnership Agreenment. In the event the Managi ng
Directors are unable to agree on a matter, either
Partner may institute the followi ng arbitration
procedure to resolve the matter. Wthin three (3)
days of a Partner's notifying the other of
institution of this arbitration procedure, each
Partner shall select an arbitrator to resolve the
matter. Wthin seven (7) days after the selection
of the arbitrators, those arbitrators shall sel ect
athird. Wthin five (5 days after selection of
the third arbitrator, each Partner shall submt in
witing to each of the arbitrators the Partner's
position on the matter to be resolved. The
arbitrators shall decide the matter and advi se the
Partners in witing of their decision within
fourteen (14) days after the Partners' subm ssion
of their witten positions. In hearing such
arbitration the arbitrators shall determne the
procedural rules to be applied and shall apply the
substantive | aw of the State of California wthout
regard to conflict of |aw considerations. The
decision of a majority of the arbitrators shall be
final and binding. The costs and expenses of the
arbitrators shall be divided equally between the
Partners.

(b) Medical Advisory Goup. The
determ nation of all questions relating
to the medi cal standards and nedi cal
policies of the center shall rest with
t he Medi cal Advisory G oup. The
determ nation as to what constitutes a
nmedi cal decision, standard or policy
shall rest with the Managi ng Directors.
The Managing Directors shall select 50
percent of the Medical Advisory G oup
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(c) Operating Partnership Agreenent and
Pur chase Agreenent. RHS hereby

aut hori zes SCA Centers to execute on
behal f of the Partnership: (i) the
Operating Partnership's Partnership
Agreenent; (ii) an agreenent to acquire
the General Partner Interest (the
"Purchase Agreenent"); and (iii) al
exhibits to the Purchase Agreenent.

* * * * * * *

12. Managenent Agreenent. The Operating
Partnership shall enter into a Managenent
Agreenent with SCA Managenent Conpany, a
whol | y- owned subsi diary of SCA (" Managenent")
wher eby Managenent assunes ful

responsibility for adm nistering the day-to-
day operation of the anmbulatory center in
accordance with the goals, policies and

obj ectives of the Qperating Partnership. The
Agreenent will be for a termof fifteen (15)
years with two (2) five (5) year extensions
at Managenent's sole discretion and w ||
provi de Managenent with a fee equal to Six
Percent (6% of the Operating Partnership's
gross revenues. Legal, accounting, travel,

| odgi ng, neals and other such professional
servi ces associated with the managenent and
adm ni stration of the anbul atory surgery
center shall be reinbursed to Managenent.

13. Quality Assurance Agreenent. Mnagenent
shall enter into an [sic] Quality Assurance
Agreenment with RHS whereby RHS will agree to
perform certai n manageri al and supervisory
qual ity assurance duties in connection with
the operation of the Center. The Quality
Assurance Agreenent will continue fromyear
to year unless termnated by either of the
parties thereto. RHS will receive no fee
under the Quality Assurance Agreenent during
the first year thereof and thereafter will be
paid a fee equal to one percent of gross
revenues as defined in such Agreenent,
payabl e nont hly.

* * * * * * *
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16. Non-Conpete. The Partners and RHS
hereby agree that during the termof this
Partnership, and for two years thereafter,
neither party, nor an affiliate of either
party, shall participate in the ownership,
managenent or devel opnent of a free-standing
surgical center which is within those
portions of San Bernardino and Riverside
Counties falling within a twenty (20) mles
radi us of the Center unless authorization is
obtained fromthe other party. Further, the
Hospital shall not expand or pronpte its
present outpatient surgery programwthin the
Hospital. Notw thstanding the foregoing in
the event that either Partner acquires the
entire interest of the other Partner herein,
this Section 16 shall not apply thereafter to
the purchasing Partner or its affiliates.

17. Affiliated Status. To the extent
legally perm ssible, the Hospital agrees to
recogni ze the surgery center as an affiliate
for managed care contracting purposes (i.e.,
HVOs and PPQs).

18. New Servi ces and Procedures.

(a) Exhibit B lists nedical services
and procedures currently avail abl e at
the Center and those which the Partners
expect to be perfornmed there in the near
future. SCA Centers acknow edges t hat
(1) RHSis an affiliate of the Hospital
and (2) that the Hospital enjoys a

val uabl e reputation in the area for
providing quality nedical care to
patients, (3) that the Hospital's
association with the Center through
RHS s participation in this Partnership
W ll benefit the Center and (4) that RHS
has an inportant interest in ensuring

t hat services and procedures perforned
at the Center, or by an entity with
which RHS is associ ated by virtue of
this Partnership, within the Hospital's
service area are only such services and
procedures which are recogni zed by a
majority of the nedical comrunity as
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bei ng safely and efficaciously perforned
in a non-hospital, outpatient setting.

(b) Unl ess ot herw se approved by the
Managi ng Directors (whose actions in
matters under this Paragraph shall be
final and not subject to arbitration or
review, even if deadl ocked), no
procedures or services currently
available to patients in the State of
California which are not |isted on
Exhibit B shall be perfornmed at the
Center (or by RHS, SCA or the Center
l[imted partnership, or an affiliate of
any of them excluding the Hospital),
within the area set forth in Paragraph
16, unless and until such procedures or
services are perfornmed or available on a
non- hospital, outpatient basis at a
majority of the free-standi ng outpatient
surgery facilities in Inperial, Kern
Los Angel es, Orange, R verside, San

Ber nardi no, San Di ego and Ventura
Counti es.

(c) Wth respect to new services or
procedures which first becone avail abl e
in California during the term hereof,
such services or procedures shall not be
performed by RHS, SCA, the Center
l[imted partnership or an affiliate of
any of themin the area identified above
until the Managing Directors determ ne,
based on reliable nedical evidence

and/ or testinony, that such services and
procedures can be safely and

ef fi caci ously perfornmed on a non-

hospi tal, outpatient basis.

* * * * * * *

23. Assignnent. Each Partner shall have the
right, without the prior approval of the
other and wi thout triggering the provisions
of paragraph 14 hereof, to transfer or assign
all or any part of its interest in this
Partnership to an affiliated entity; * * *

in the event either Partner assigns its
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i nterest hereunder the provisions of Section
16, shall continue to apply to the assignor,
as well as to the assignee, and the interest
hel d by the assignee shall be subject to
repurchase as provided in Section 19 hereof,
upon the breach of Section 16 by the
assignor, the assignee [or] their Affiliates.

The General Partnership’'s Acquisition of the Operating
Part nershi p | nterest

Ef fective April 30, 1990, the General Partnership entered
into an anended and restated agreenent of the Qperating
Partnership in accordance with the Revised Limted Partnership
Act of the State of California. Pursuant to this agreenent, the
General Partnership acquired, for approximately $3 mllion, a 61-
percent general partnership interest in the Qperating
Partnership.* As part of the purchase price, the General
Partnership agreed to contribute $1,598,495 by delivering to the
limted partners (wth the exception of Beaver Medical Cinic)

shares of SCA common stock with an equival ent market val ue.?®

“ Prior to Apr. 30, 1990, the three general partners of the
Operating Partnership were two individuals who had aggregate
ownership interests of 24 percent, and Beaver Medical dinic,
Inc., which had a 6-percent ownership interest. Effective Apr.
30, 1990, the two individual general partners sold their
aggregate 24-percent interests, and Beaver Medical Cinic, Inc.
converted its 6-percent general partner interest into a 10. 3-
percent limted partner interest. The other limted partners are
physi ci ans who are also on the nedical staff of Redl ands
Hospi t al .

> The General Partnership subsequently reduced its ownership
interest in the Operating Partnership to 59 percent as a result
of the sale of 2 percent of the general partner interest to a
(continued. ..)
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To determ ne the General Partnership’s investnent, the
Qperating Partnership was valued at four to five tinmes earnings.
No formal appraisal was acquired; rather, the valuation was
determ ned based on SCA s experience and know edge of the narket
and by a review of historical records. An unrel ated bidder (a
for-profit conpany, not otherwi se identified in the record) was
of fering the Operating Partnership a higher purchase price based
on approximately six tines earnings. The existing partners of
the Operating Partnership agreed to the offer nmade by the General
Partnership due to the desire to have an affiliation with
Redl ands Hospital for quality control review and ot her reasons,
such as to supervise the teaching and nai nt enance of up-to-date
surgery net hodol ogi es.

The General Partnership is the sole general partner of the
Operating Partnership. There are 32 limted partners. Except
for Beaver Medical Cinic, Inc., the limted partners are al
physi ci ans who are al so on the nedical staff of Redl ands
Hospital. Two of the |imted partners are board nenbers of
Redl ands Hospital and RHS. The anended Operating Partnership
agreenent contains no statenent of charitable purpose and inposes

no requirenment that the Operating Partnership operate for a

°(...continued)
physician, with that interest then being converted to a limted
partner interest. The limted partners currently have a 41-
percent interest in the Qperating Partnership.
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charitabl e purpose. Relevant portions of the anended Operating

Partnershi p agreenent are set out bel ow

AMENDED AND RESTATED CERTI FI CATE AND AGREEMENT
OF LI M TED PARTNERSHI P
OF | NLAND SURGERY CENTER, L. P.

* * * * * * *

I V.  BUSI NESS

The business of the Partnership is to own and operate
the Center and to carry on any and all activities necessary,
proper, convenient, or advisable in connection therewth.

* * * * * * *

VI.  CAPI TAL CONTRI BUTI QN, STATUS AND
ADDI TI ONAL WORKI NG CAPI TAL

6.1 Capital Contribution of the General Partner. Upon
execution of this Agreenent, the General Partner wll
contribute $1,979,077 to the Partnership to be paid
$1, 655,842 by check or by wire transfer and $1, 598, 495 by
del i vering Shares,[®] which shall be sinultaneously
distributed to the Limted Partners, other than [Beaver
Medical Cinic], in the amounts set forth on Schedule C
For purposes of paynment of the contribution, the Shares
shal |l be valued at the average of the closing prices of the
Shares, as reported by the NASDAQ Nati onal Market System on
each of the five trading days which are prior to the ten
busi ness days prior to April 30, 1990.

* * * * * * *

SCA will also nake available to each Limted
Partner, other than [Beaver Medical Cinic], appropriate
officers of SCA who wll respond to questions relating to
the material furnished and the business and affairs of SCA.

The Limted Partners who receive such shares shal
not sell, exchange, pledge hypot hecate or ot herw se di spose

6 Paragraph 1.25 of the Operating Partnership agreenent
defines “Shares” as “$.01 par value common stock of SCA”.
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of the shares prior to the date six nonths have el apsed from
the date this Agreenent is executed. In any transfer of the
Shares, the Limted Partners shall conply with the
prospectus delivery requirenents of the Securities Act of
1933.

7.3 Mnagenent Fees. SCA Managenent Conpany, a
subsidiary of SCA, will enter into a Managenent Agreenent
with the Partnership pursuant to which SCA Managenent
Conmpany will provide managenent, purchasing and ot her
servi ces and support to the Partnership. SCA Managenent
Conmpany will be reinbursed for any direct costs incurred in
managi ng the Partnership and will be paid an annual
managenent fee equal to 6% of the Partnership’ s G oss
Revenues payabl e nonthly.

VI11. ALLOCATI ON OF | NCOVE AND LOSS: CASH DI STRI BUTI ONS

8.1 Available Cash Flow The Partnership shal
di stribute Available Cash Fl ow and any ot her property
received by the Partnership as a result of the operations of
the Center or sale of its assets (a) 1.1366%to the hol der
of each outstanding Unit,(b) 10.3%to [Beaver Medi cal
Clinic] and (c) the balance to the General Partner.

* * * * * * *

8.4 Profits and Losses. Profits and | osses shal
be allocated 10.3%to [Beaver Medical Cinic], 1.1366%to
t he hol der of each Unit and the bal ance to the General
Part ner. * ox %

| X. RIGHTS, POAERS AND OBLI GATI ONS OF THE GENERAL PARTNER

9.1 Powers. The managenent and control of the
Partnership and its business and affairs shall rest
exclusively with the General Partner, which shall have al
the rights and powers which may be possessed by a general
partner pursuant to the Act, and such additional rights and
powers as are otherw se conferred by | aw or are necessary,
advi sabl e or convenient to the discharge of its duties under
this Agreenent. The General Partner shall be the "tax
matters partner” wthin the nmeaning of the Code. W tthout



- 16 -

l[imting the generality of the foregoing, the General
Partner may, at the cost, expense and risk of the
Par t ner shi p:

9.1.1. Spend the capital and net incone of
the Partnership in the exercise of any rights or
powers possessed by the General Partner hereunder;

9.1.2. Lease the Land, manage and operate
the Center and enter into agreenents containing
such terns, provisions and conditions as the
Ceneral Partner in its discretion shall approve;

9.1.3. Purchase fromor through others
contracts of liability, casualty and ot her
i nsurance which the General Partner deens
advi sabl e for the protection of the Partnership or
for any purpose convenient or beneficial to the
Par t ner shi p;

9.1.4. Incur indebtedness in the ordinary
course of business;

9.1.5. Subject to the provisions of Section
9.4.1.2 of this Agreenent, sell or otherw se
di spose of, upon such terns and conditions as the
Ceneral Partner may deem advi sabl e, appropriate or
conveni ent, any of the assets of the Partnership;

9.1.6. Invest in short-term debt obligations
(i ncluding obligations of federal and state
governnents and their agencies, commercial paper
and certificates of deposit of commercial banks,
savi ngs banks or savings and | oan associ ati ons)
and “noney market” mutual funds, such funds as are
tenporarily not required for the purposes of the
Part nershi p’s operations; and

9.1.7. Delegate all or any of its duties
hereunder and, in furtherance of any such
del egati on, appoint, enploy, or contract with any
person (including affiliates of the General
Partner) for the transaction of the business of
t he Partnership, which persons may, under the
supervi sion of the General Partner, act as
consul tants, accountants, attorneys, brokers,
escrow agents, or in any other capacity deened by
the General Partner necessary or desirable, and
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pay appropriate fees to any of such persons;

provi ded, however, the CGeneral Partner shall not
del egate duties hereunder which are required to be
performed by SCA Managenent Conpany under the
Managenent Agreenent.

9.2. Independent Activities. Subject to the
provi sions of Section 16.2 of this Agreenent, the Ceneral
Partner and each Limted Partner may, notw thstanding the
exi stence of this Agreenent, engage in whatever activities
t hey choose, whether or not the sane be conpetitive with the
Partnershi p, wi thout having or incurring any obligation to
offer any interest in such activities to the Partnership or
any party hereto, and, as a material part of the
consideration for the General Partner’s execution hereof and
for the adm ssion of such Limted Partner, each Limted
Part ner hereby waives, relinquishes and renounces any such
right or claimof participation.

9.3. Duties. The General Partner shall nmanage and
control the Partnership, its business and affairs to the
best of its ability and shall use its best efforts to carry
out the business of the Partnership. The General Partner
shall devote itself to the business of the Partnership to
the extent that it, in its discretion, deens necessary for
the efficient carrying on thereof. The General Partner
shall act as a fiduciary with respect to the saf ekeepi ng and
use of the funds and assets of the Partnership.

9.4, Certain Limtations.

9.4.1 Wthout obtaining the consent of al
of the Partners, the General Partner shall not:

9.4.1.1. Act in contravention of this
Agr eenent;

9.4.1.2. Except as provided in Article Xl
of this Agreenent, do any act which would nmake it
i npossible to carry on the ordi nary busi ness of
t he Partnershi p;

9.4.1.3. Confess a judgnent against the
Par t ner shi p;

9.4.1.4. Assign the Partnership property in
trust for creditors or on the assignee’ s prom se
to pay the debts of the Partnership;
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9.4.1.5. Submt a Partnership claimor
l[tability to arbitration or reference; or

9.4.1.6. Dispose of the goodwi Il of the
Par t ner shi p.

* * * * * * *

9.6. Medical Advisory G oup. The Partnership shal
have a Medi cal Advisory G oup consisting of six Limted
Partners appoi nted annually. Three nenbers of the Medi cal
Advi sory Group shall be appointed by [Beaver Mdi cal
Clinic]. The three remai ning nmenbers shall be appointed by
the General Partner. Vacancies in the Medical Advisory
Group shall be filled in accordance with the above
procedure. Subject to |law regul ations, and the standards of
applicabl e regul atory bodi es, the nedical standards of the
Partnership wll be under the control of the Medica
Advi sory Group. The General Partner will determ ne what are
medi cal standards and policies.

* * * * * * *

10.4 &overnnent Requlation. 1In the event that, in the
opi nion of counsel to the Partnership, the referral of
Medi care or any other patients to the Center by Partners
beconmes illegal, the Partnership shall require each Limted
Partner to offer his interest to the General Partner for
five times the reportable taxable income allocated to that
interest on the Partnership Return for the tax year
i mredi ately preceding the year in which counsel determ nes
such reference is illegal. Up to 50% of the purchase price
shall, at the option of the General Partner, be paid in
unregi stered Shares. The General Partner shall have 30 days
in which to accept such offer.

* * * * * * *

XV. LIABILITY OF THE GENERAL PARTNER

15.1. Return of Capital Contribution. Anything in
this Agreenent to the contrary notw t hstandi ng, the General
Partner shall not be individually liable for the return of
the Capital Contributions of the Limted Partners, or any
portion thereof, it being expressly understood that any such
return shall be nmade solely from Partnership assets.
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15.2. Exculpation and Indemification. The doing of
any act or the failure to do any act by the General Partner
shal |l not subject the General Partner to any liability to
the Partnership or the Partners, except for gross negligence
or wllful mal feasance. The Partnership shall indemify the
Ceneral Partner against |osses sustained in connection with
the Partnership, provided that the | osses were not the
result of gross negligence, self-dealing or willfu
mal f easance on the part of the General Partner.

* * * * * * *

16.5. Anmendnents. Anmendnents to this Agreenent may be
proposed by the General Partner or Limted Partners with a
Limted Partnership Percentage in excess of 50%

* * * * * * *

16.5.2. In addition to any anendnents ot herw se
aut hori zed herein, the General Partner may, w thout
obtaining the consent of the Limted Partners, amend this
Agreenment fromtine to tine:

(a) To add to the representations, duties or

obl i gations of the General Partner or its
affiliates or surrender any right or power granted
to the General Partner or its affiliates herein,
for the benefit of the Limted Partners; and

(b) To cure any anmbiguity, to correct or

suppl emrent any provision herein * * * which may be
i nconsi stent with any other provision herein, or
to make any other provisions with respect to
matters or questions arising under this Agreenent
* * * g5 the case may be, which will not be

i nconsistent with the provisions of this Agreenent
* * *  provided that the Partnership receives a
witten opinion of independent counsel that such
anmendnent does not adversely [a]ffect the
interests of the Limted Partners.

* * * * * * *

(e) Upon advice of counsel that the operations of
the Partnership are in violation of |law, to cause
this Agreenent to conply with | aw, provided,
however, such anmendnments shall not alter
materially the econom c objectives of the
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Partnership and, further, provided that any
amendnent to or deletion of any provision shal
not in the opinion of the General Partners
materially reduce the economc return to the
Li mted Partners.

The Managenment Contract With SCA Managenent

Pursuant to the provisions of paragraph 12 of the General
Partnershi p agreenment, supra, and paragraph 7.3 of the Operating
Partnershi p agreement, supra, on April 30, 1990, the Operating
Partnership entered into a contract with SCA Managenent, whereby
SCA Managenent was retained “for the purpose of rendering
managenent, adm ni stration and purchasi ng servi ces and support,
and all other managenment support needed for operation and, in the
best interest, of the [Surgery] Center”. The nmanagenent
agreenent is signed on behalf of both the Qperating Partnership
and SCA Managenent by David E. Crockett, in his capacities as
secretary and vice president, respectively, of these two
entities.

Pursuant to the managenent contract, SCA Managenent has
wi de-ranging authority for operational nmanagenent of the Surgery
Center, except that it has “no power or authority to nake any
decision relating to the care or treatnent of patients or other
medi cal matters”, this power and authority being specifically

reserved to the Operating Partnership s Medical Advisory
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Committee.” SCA Managenent is authorized to enter into contracts
relating to the affairs of the Surgery Center, subject to certain
exceptions, requiring express authorization of the Qperating
Partnershi p. These exceptions include | ease or contractual
obligations requiring paynents in excess of $50,000 in any 12-
nmont h period, and obligations to a related party in excess of
$5, 000.

The managenent contract states that SCA Managenent is
authorized to provide services to the Qperating Partnership
(referred to as “the Owmer” in the follow ng quoted provisions),
as foll ows:

1. MANAGEMENT SERVI CES

1. Subj ect to the provisions of Article |, the
Manager will render all services, direction, advice,
supervi sion and assi stance in the operation of the Center,
as necessary, including, but not in any way limted to, the
fol | ow ng:

A. Mintaining the accreditation of the Center
wi th the proper agencies and insurance conpanies;

B. Arranging for the purchase by the Omer of
hazard, liability, professional and other necessary
i nsurance coverage for the Center; provided, however,
that the physicians practicing in the Center shal
obtain their own mal practice insurance;

C. Enploying, supervising, directing, |easing and
di scharging on behal f of the Oaner, all non-physician
personnel perform ng services at the Center, including

" Under paragraph 9.6 of the Operating Partnership
agreenent, the general partner (i.e., the General Partnership)
determ nes what are nedi cal standards and poli ci es.
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the adm nistrator of the Center, as needed. The
adm ni strator shall be subject to the Owmer's approval.

D. Negotiating fee paynent nethods, including
Medi care rei nbursenent, with the appropriate third
party payers and state and federal agenci es;

E. Establishing staffing schedul es, wage
structures and personnel policies for all personnel;

F. Determning and setting patient charges for
services provided by the Center, excluding charges for
physi ci ans' services, and arranging for paynment of such
charges by others, when appropri ate;

G Providing adm nistrative policies and non-
nmedi cal operating procedures to all departnents;

H.  Providing standard formats for all charts,
i nvoi ces and other forns used in the operation of the
Center;

|. Providing for the purchase or |ease by the
Omner of all supplies and equi pment used in the
operation of the Center;

J. Directing the day-to-day operations of the
Center to insure the operations are conducted in a
busi ness-|i ke manner;

K. Devel opi ng an ongoi ng adverti si ng and
pronotion program

L. Negotiating or retaining on behalf of the
Owner contractual relationships for anesthesi ol ogy,
radi ol ogy and pat hol ogy services, as appropriate; and

M Performng all managenent and non-nedi cal
oversight responsibilities for the Oaner.

2. Al costs and expenses incurred with respect to the
services specified in Paragraph 1 above will be borne by the
Manager .

11,  ACCOUNTI NG AND BOOKKEEPI NG SERVI CES
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1. The Manager agrees to review, direct and supervise
the foll owm ng accounting and bookkeepi ng services for the
Owner in the operation of the Center.

A. Receipt for and deposit in a special bank
account selected by the Owmer, separate fromall other
noni es of the Manager, all funds received fromthe
operation of the Center and supervise the di sbursenent
of such funds for the operating expenses of the Center;

B. Miintain the books of account, including al
journals and | edgers, check register and payrol
records;

C. Post all patient and other charges, including
necessary anal ysis and corrections;

D. Establish adequate receivable, credit and
col l ection policies and procedures;

E. Process vendor's invoices and ot her accounts
payabl e;

F. Prepare payroll checks fromtinme sheet
sumari es prepared under the Manager's supervi sion;

G Prepare payroll and supervise preparation of
the Owmer's tax returns (fees paid to i ndependent
accountants will be the responsibility of the Oaner);

H.  Prepare nonthly bank reconciliations;

|. Prepare and distribute to the Ower nonthly
profit and | oss statenents;

J. Establish patient insurance billing
pr ocedur es;

K. Furnish the Owmer on or before the 30th day
followi ng the end of each cal endar quarter (i) an
accrual basis bal ance sheet of the Owmer at the end of
the previous quarter and (ii) an accrual basis
statenent of income for the quarter then ended of
"avail abl e cash” at the end of such quarter and (iii) a
list of all outstanding and unpaid obligations of the
Owmner at the end of such quarter. * * *
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L. Furnish the Owmer for its approval, during the
fourth quarter of each fiscal year, the operating
budget and capital expenditure budget of the Center for
the next fiscal year
Under the managenent contract, SCA Managenent is entitled to
receive a nonthly managenent fee equal to 6 percent of gross
revenues, defined as the net collectable portion of revenues
billed as fees or other charges arising out of the operation of
the Surgery Center, with no deduction for bad debts. In
addi tion, SCA Managenent is entitled to be reinbursed for direct
expenses incurred in managi ng the Surgery Center. The QOperating
Partnership is required to approve any single expense in excess
of $5, 000.
The term of the managenent contract is equal “to the term of
any i ndebtedness, |ease or other obligation of the * * *
[ Operating Partnership] guaranteed by SCA or an affiliate of SCA
but not less than 15 years.” The managenent agreenent is
renewabl e by SCA Managenent at its option for two 5-year terns.
Except for circunmstances involving bankruptcy or insolvency, the
managenent contract is term nable by the Operating Partnership

only if SCA Managenent breaches the agreenent, and then generally

only after a 90-day notice and 90-day cure peri od.

Managi ng Directors of the General Partnership

As indicated in paragraph 4 of the General Partnership

agreenent, supra, overall managenent of the General Partnership,
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except for questions of nmedical standards and nedi cal policies,
is vested in its managing directors, consisting of four persons,
two of whom are appointed by petitioner, and two of whom are
appoi nted by SCA Centers. The managi ng directors of the General
Partnership neet on a quarterly basis. Their activities and
responsi bilities include:
a. Devel opi ng and approving the Surgery Center's
capi tal and operating budgets;

b. Approving distributions of the Surgery Center's

ear ni ngs;
C. Hring and firing the Surgery Center's manager;
d. Revi ewi ng the Surgery Center's financial results;
e. Revi ewi ng proposed capital equipnent purchases of

the Surgery Center;

f. Appoi nting one-half of the nenbers of the Surgery
Center Medical Advisory Cormittee

g. Facilitating the | ending of equipnent from
Redl ands Hospital to the Surgery Center;

h. Revi ewi ng the Surgery Center's use of nursing
staff;

i Coordi nating training and nmentoring opportunities
bet ween Redl ands Hospital and the Surgery Center;

J - Approvi ng any |ong-term debt obligations;
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K. Approving any obligations for repairs, equipnent,
additions, or betterments to the Surgery Center;

l. Approving any | ease or contractual obligations
requi ring paynents in excess of $50,000 in the aggregate for
any twel ve-nonth period or those obligations not in the
ordi nary course of business; and

m Approving any obligation to a related party in

excess of $5, 000.

Qual ity Assurance Agreenent

Par agraph 13 of the CGeneral Partnership agreenent, supra,
requi res SCA Managenent to enter into a quality assurance
agreenent with RHS whereby RHS will agree to perform*“certain
manageri al and supervisory quality assurance duties” in
connection with the operation of the Surgery Center. The General
Part nershi p agreenent provides that the quality assurance
agreenent is to continue fromyear to year unless term nated by
either of the parties.

Ef fective April 30, 1990, SCA Managenent and RHS entered
into a quality assurance agreenent. The agreenment states that
SCA Managenent “retains RHS for the purpose of the managenent and
supervi sion of quality assurance prograns for the [ Surgery]
Center and [to] oversee its affairs, and for providing additional

services as SCA [ Managenent] may reasonably request.”
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The quality assurance agreenent recites as one of its
prem ses that SCA Managenment “desires to reinburse RHS for
certain services, including without Iimtation nanagenent and the
supervision of quality assurance progranms with respect to the
[ Surgery] Center.” Under the quality assurance agreenent, RHS
was to receive no fee during the first year and thereafter was to
be paid a nonthly fee equal to 1 percent of gross revenues. In
addi ti on, SCA Managenment was to reinburse RHS for its direct out-
of - pocket expenses incurred in managi ng and supervising the
gual ity assurance program The quality assurance agreenent
states that RHS appoi ntees as managi ng directors shall not
recei ve any conpensation from SCA Managenent, but that SCA
Managenent shall reinburse themfor all reasonable travel
expenses and out - of - pocket expenses.

On Septenber 30, 1990, RHS transferred its obligations and
rights under the Quality Assurance Agreenent to petitioner.

By its ternms, the quality assurance agreenment was to
continue fromyear to year unless term nated by either SCA
Managenent or petitioner. The quality assurance agreenment was to
term nate automatically, however, if the nunber of surgical cases
performed at the Surgery Center was |ess than 4,225 during any
year. The agreenent states that if it is termnated for any
reason, the parties agree to negotiate in good faith an agreenent

on substantially the sane terns.



Medi cal Advi sory G oup

Pursuant to paragraph 9.6 of the Operating Partnership
agreenent, supra, all questions regarding nedi cal standards and
policies at the Surgery Center are determ ned by a Medi cal
Advi sory Group, which also reviews procedures being perfornmed at
the Surgery Center. The Medical Advisory Goup is conposed of
si x physicians who are all Iimted partners of the Operating
Partnership. The managing directors of the General Partnership
sel ect three nenbers of the nedical advisory group; Beaver
Medical Cdinic--whichis alimted partner in the Operating
Part nershi p--selects the other three menbers. Prior to the
affiliation of the General Partnership with the Surgery Center,

t he Medi cal Advisory G oup was inactive.

Redl ands Surgi cal Services (Petitioner)

On August 1, 1990, 5 nonths after entering into the Ceneral
Partnershi p agreenent, RHS incorporated petitioner as a
California nonprofit public benefit corporation. On Septenber
30, 1990, RHS transferred its interest in the General Partnership
to petitioner.

RHS fornmed petitioner with the intent that petitioner's sole
pl anned activity would be its efforts with respect to the
Operating Partnership. The decisions to incorporate petitioner

as a separate corporate entity and to transfer the interests in
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Partnership to petitioner were made to protect

Redl ands Hospital and Redl ands Foundation from potenti al

creditors of the Surgery Center and to keep petitioner's and the

Surgery Center's activities free of the debt covenants of

Redl ands Hospi tal.

Petitioner’s articles of incorporation state in rel evant

part:

ONE:

TWO.

FOUR:

Fl VE:

The nane of this Corporation is REDLANDS SURG CAL
SERVI CES.

This Corporation is a nonprofit public benefit
corporation and is not organized for the private
gain of any person. It is organized under the
Nonprofit Public Benefit Corporation Law for
charitabl e purposes. The corporation is organized
solely for the benefit of, and to carry out the
charitabl e purposes as stated in the respective
Articles of Incorporation of (a) RHS Corp., a
California nonprofit corporation, (b) Redlands
Community Hospital, a California nonprofit
Corporation, and (c) Redl ands Comrunity Hospital
Foundation, a California nonprofit corporation.

* * * * * * *

(a) The property of this corporationis
irrevocably dedicated to charitable purposes, and
no part of the net inconme or assets of this
corporation shall ever inure to the benefit of any
director, officer or nenber of this corporation,

or to the benefit of any private individual.

* * * * * * *

(a) This corporation is organized exclusively for
charitabl e purposes within the nmeani ng of Section
501(c)(3) of the Internal Revenue Code.

Not wi t hst andi ng any ot her provisions of these
Articles, the corporation shall not carry on any
activities not permtted to be carried on (i) by a
corporation exenpt from Federal inconme tax under
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Section 501(c)(3) of the Internal Revenue Code of
1954, as anended (or the correspondi ng provision
of any future United States Internal Revenue Law
or (ii) by a corporation, contributions to which
are deducti bl e under Section 170(c)(2) of the
I nt ernal Revenue Code of 1954, as anended (or the
correspondi ng provision of any future United
States Internal Revenue Law).

Petitioner's bylaws |limt nmenbership to one nenber. The
sol e nenber is RHS, which has the right to elect, renove, and
fill vacancies in petitioner's Board of Directors. Petitioner's
byl aws provide that the directors nust be anong those persons
serving as nenbers of the Enterprise Commttee of petitioner's
parent corporation RHS.

Petitioner's sole source of financial support is its share
of the revenues fromthe Operating Partnership. Petitioner has
no paid or salaried enployees. The president of Redl ands

Hospital serves concurrently as petitioner’s president.

The Surgery Center's (perations

The Surgery Center operates on a nondi scrimnatory basis
both as to doctors and patients. There are no restrictions as to
whet her a surgical patient can be operated on at the Surgery
Center, other than a review as to the appropriateness of
conducting the surgical procedure in an outpatient setting and
the overall nedical condition of the patient. There is
practically a 100-percent overlap between surgeons who operate at

Redl ands Hospital and at the Surgery Center.
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Bet ween 1990 and 1995, the nunber of surgical procedures

performed at the Surgery Center increased 10 percent. Over the

sanme period, the nunber of outpatient surgeries perforned at

Redl ands Hospital decreased from 2,239 to 1,864.°8

Pr ocedures Authorized To Be Perforned at the Surgery Center

The General Partnership agreenent specifies the types of
medi cal services and procedures to be avail able at the Surgery
Center, which include: Arthroscopic surgeries, |aproscopic
surgeries (including hysterectom es and appendectom es),
coni zations, tonsillectom es, herniorrhaphy and eye surgeries.
When such procedures involve a higher-risk patient, they are
performed at Redl ands Hospital or another acute-care hospital.
The decision to performsurgery at a hospital rather than at the
Surgery Center is exclusively a nedical decision

The General Partnership agreenent generally provides that,
unl ess ot herw se approved by the managing directors, the Surgery
Center will not perform new surgical procedures until they are
avai |l abl e on a nonhospital, outpatient basis at a majority of
freestandi ng outpatient surgery facilities in the area. |If the

managi ng di rectors deadl ock over approval of new procedures, the

8 The administrative record does not reflect the nunber of
out pati ent surgical procedures perforned at the Surgery Center or
Redl ands Hospital since 1995.
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arbitration provisions of the partnership agreenent do not apply
to break the deadl ock.

Petitioner's appointees to the managi ng directors have
successfully bl ocked vari ous proposals by SCA Centers that
addi ti onal surgical procedures be conducted at the Surgery
Center. For exanple:

-- SCA Centers requested that Redl ands Hospital transfer al

of its outpatient surgery volunme to the Surgery Center.

Petitioner's appointees to the managi ng directors, however,

did not feel that this was an appropriate use of the

facility nor in the best interests of Redl ands Hospital and

voted against this proposal. As a result, outpatient

surgeries continue to be performed at Redl ands Hospital.

-- SCA Centers proposed that the Surgery Center offer new
surgi cal procedures that would require the patient to stay
overnight to recover. Petitioner's representatives did not
think this was an appropriate service to offer at the
Surgery Center and voted agai nst perform ng these procedures
at the Surgery Center. As a result, surgical procedures
that require 24-hour recovery tine are perfornmed at a

hospi t al

-- SCA Centers proposed that physicians be permtted to

performretinal attachnments at the Surgery Center and
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requested that the Surgery Center purchase the necessary

equi pnent for the surgical procedure. Petitioner did not

believe there was sufficient volune in the Redl ands patient

community to maintain quality control over this type of

surgery, and so its two appointees to the managi ng directors

vot ed agai nst the purchase of the equi pnent and the

performance of this type of eye surgery at the Surgery

Center.

In addition, petitioner’s appointees to the board of
directors voted agai nst SCA Center’s proposal to bill on behalf

of Redl ands Hospital for outpatient surgeries perforned there.

Paynent for Services

The Surgery Center's charges are determ ned on the basis of
customary and usual charges for simlar services provided by
ot her organi zations in the area. The Surgery Center offers no
free care to indigents and has no energency roomor certification
to treat the emergency patient population. For persons who are
unable to pay, an effort is nmade to provide all necessary
services and to assist the patient in qualifying for appropriate
medi cal coverage including Medi-Cal. The Surgery Center also
provi des paynent plans for patients to nmake paynent for
procedures nore affordable.

Since the General Partnership acquired its interest in the

Operating Partnership, the Surgery Center has accepted nore



- 34 -

managed care (i.e., care provided by health mai ntenance
organi zations (HMOs)). Prior to April 1990, the Surgery Center
had HMO contracts with 7 HMJ s and preferred provider
organi zations (PPOs). As of April 1994, the Surgery Center had
contracts with 21 HMO s and PPOs. For the last 6 nonths of
1993, managed care (i.e., care provided by HMO s and PPO s)
accounted for alnost half of the Surgery Center's total facility
i nvoi ces. The General Partnership agreenent states that Redl ands
Hospital agrees to recognize the Surgery Center as an affiliate
for managed care services to the extent |legally perm ssible.

For the last 6 nonths of 1993, Medi care accounted for about
12 percent of total Surgery Center invoices. Because greater
medi cal risks attend surgery of older patients, such as the
typi cal Medicare patient, nost Medicare surgeries are perforned
in a hospital setting, rather than in a surgery center.

Medi cai d rei nbursenents are substantially bel ow t hose
provi ded by Medicare. Medi-Cal is the State of California's
Medi cai d program under Federal law. The California Medi-Cal
patient group consists, in large part, of indigents, nothers, and
children. These patients' greatest needs are for enmergency room
and obstetrics and gynecol ogy (OB/ GYN) nedical service. As a
result, this group of patients is nore likely to avail thensel ves

of the enmergency roomfacilities at Redl ands Hospital rather than
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ei ther Redl ands Hospital's or the Surgery Center's surgical
facilities.

The Surgery Center has no contract with Medi-Cal directly,
al t hough a negligi bl e anobunt of Medi-Cal coverage is provided for
surgeries perforned at the Surgery Center pursuant to
partici pating hospital agreenents between Redl ands Hospital and
the Blue Cross of California Medi-Cal Managed Care Program
effective Decenber 1, 1994, and between Redl ands Hospital and
Pacifi Care of California, a California HMO, effective June 1
1994. For the last 6 nonths of 1993, the Surgery Center's
Medi cai d invoices totaled 18, or less than 1 percent (8/10 of 1
percent) of all its invoices.

| ntegration of the Activities of Redl ands Hospital and the
Surgery Center

Since its affiliation with the General Partnership, the
Surgery Center has served as a training site for Redl ands
Hospital nurses in outpatient procedures. Redlands Hospital
nursing surgery staff nmenbers train at the Surgery Center in
ci rcunst ances where the frequency of a particular surgery at the
Surgery Center makes such training nore efficient and econom cal .
This is especially true of procedures that are nore often
performed at the Surgery Center than at Redl ands Hospital (e.g.,

tonsillectony and cataract surgeries).
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To be a nenber of the Redl ands Hospital physician staff, a
physi ci an nmust be board-certified in his or her specialty and
regarded by Redl ands Hospital as a capable practitioner.

Redl ands Hospital uses a "proctory” review process to approve new
menbers of its physician staff. Before the General Partnership
acquired its interest in the Surgery Center, no proctoring was
conducted at the Surgery Center. Since the affiliation of the
Surgery Center with the General Partnership, it is frequently the
case that, as new surgeons join Redlands Hospital's staff, the
Redl ands Hospital proctoring requirenents are satisfied, in whole
or in part, during surgeries perfornmed at the Surgery Center.

Redl ands Hospital has been involved in teaching new
procedures to be perfornmed at the Surgery Center. An exanple is
| aser arthroscopic surgery, which elimnates incision. These
procedures were devel oped at Redl ands Hospital, and the know edge

was shared with the Surgery Center.

The Surgery Center’'s Financial Results

The Surgery Center’s profit levels and payor mx are
conparabl e to other anbul atory surgery centers. |Its profits are
used for equipnent additions, replacenents, inprovenents in
services, and cash distributions to the partners.

In the first 5-nonth period after April 30, 1990, when the
anended Operating Partnership and the SCA Managenent contract

becane effective, the Operating Partnership had net incone of
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$451, 430, which was 34.5 percent of gross revenues. SCA
Managerent received $80, 458 in fees.
Cash distributions fromthe Operating Partnership to
petitioner, SCA Centers, and the Iimted partners, expressed as
an average rate of return on investnent basis for fiscal years

1990- 1993, were as foll ows:
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Aver age Rates of Return

FY90 FY91 FY92 FY93 FY90- FY93
Petitioner 6. 3% 24. 9% 34. 9% 43. 5% 27. 4%
SCA Centers 4. 4% 17. 3% 25. 4% 31. 5% 19. 6%
Limted Partners 5.1% 21. 4% 31. 0% 38. 5% 24. 0%

Upon its Form 1023, Application for Recognition of
Exenption, under section 501(c)(3), filed August 7, 1990,
petitioner estimated that between 50 and 80 percent of its total
annual income would be used to support RHS and Redl ands Hospital,
whi ch were stated to have total annual |osses of $340,544 and
$460, 595, respectively. Petitioner has used its share of the
cash distributions fromthe Operating Partnership to pay off the
note payable to SCA for its initial capital contribution® and to

make distributions to RHS or Redl ands Hospital.

Fi nal Adverse Ruling

In its final adverse ruling, respondent determ ned that
petitioner is "not operated exclusively for charitable purposes
within the nmeani ng of section 501(c)(3). You are operating for a
subst anti al nonexenpt purpose and your operations benefit private

interests nore than incidentally."

® The note payable to SCA of $769,829 was paid in full by
April 1992.
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Petiti oner has exhausted its admnistrative renedies within

the I nternal Revenue Service.

OPI NI ON

|. The Parties’ Positions

Respondent contends that petitioner is not operated
exclusively for charitabl e purposes because it operates for the
benefit of private parties and fails to benefit a broad cross-
section of the community. In support of its position, respondent
contends that the partnership agreenents and rel at ed managenent
contract are structured to give for-profit interests control over
the Surgery Center. Respondent contends that both before and
after the General Partnership acquired an ownership interest in
it, the Surgery Center was a successful profit-mking business
that never held itself out as a charity and never operated as a
charitabl e health-care provider.

Petitioner argues that it neets the operational test under
section 501(c)(3) because its activities with regard to the
Surgery Center further its purpose of pronoting health for the
benefit of the Redl ands comrunity, by providing access to an
anbul atory surgery center for all nenbers of the community based
upon nedi cal need rather than ability to pay, and by integrating
the outpatient services of Redlands Hospital and the Surgery
Center. Petitioner argues that its dealings with the for-profit

partners have been at armis length, and that its influence over



- 40 -

the activities of the Surgery Center has been sufficient to
further its charitable goals. Petitioner further contends that
it qualifies for exenption because it is organized and operated
to performservices that are integral to the exenpt purposes of
RHS, its tax-exenpt parent, and Redl ands Hospital, its tax-exenpt

affiliate.

1. Applicable Legal Principles

A. Oper ati onal Test

To qualify for exenption from Federal income tax, an
organi zati on nust be “organi zed and operated exclusively for
* * * charitable * * * purposes”. Sec. 501(c)(3); see Church of

Scientol ogy v. Commi ssioner, 823 F.2d 1310, 1315 (9th Cr. 1987),

affg. 83 T.C. 381 (1984).
The applicable regul ations provide as foll ows:

(c) Operational test--(1) Primary activities. An
organi zation will be regarded as “operated exclusively” for
one or nore exenpt purposes only if it engages primarily in
activities which acconplish one or nore of such exenpt
pur poses specified in section 501(c)(3). An organization
will not be so regarded if nore than an insubstantial part
of its activities is not in furtherance of an exenpt
purpose. [Sec. 1.501(c)(3)-1(c)(1l), Income Tax Regs.]

The operational test focuses on the actual purposes the
or gani zati on advances by neans of its activities, rather than on
the organi zation's statenment of purpose or the nature of its

activities. See Anerican Canpai gn Acadeny v. Conm ssioner, 92

T.C. 1053, 1064 (1989); Goldsboro Art lLeague, Inc. v.
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Comm ssioner, 75 T.C. 337, 343 (1980); Aid to Artisans, Inc. v.

Comm ssioner, 71 T.C. 202, 210-211 (1978). To determ ne whet her

the operational test has been satisfied, we | ook beyond “the four

corners of the organization’s charter to discover 'the actua

obj ects notivating the organization'”. Anmerican Canpai gn Acadeny

v. Comm ssioner, supra at 1064.

Al t hough an organi zati on m ght be engaged in only a single
activity, that single activity mght be directed toward nultiple
pur poses, both exenpt and nonexenpt. |[If the nonexenpt purpose is
substantial in nature, the organization will not satisfy the

operational test. See KJ's Fund Raisers, Inc. v. Comn Ssioner,

166 F.3d 1200 (2d G r. 1998), affg. w thout published opinion

T.C. Meno. 1997-424; Manni ng Association v. Conmi ssioner, 93 T.C.

596, 603-605 (1989); Anerican Canpai gn Acadeny v. Comn SsSioner,

supra at 1065; Copyright Cearance CGr., Inc. v. Conm ssioner, 79

T.C. 793, 804 (1982). *“The presence of a single * * * [non-
exenpt] purpose, if substantial in nature, will destroy the
exenption regardl ess of the nunber or inportance of truly * * *

[ exenpt] purposes.” Better Bus. Bureau, Inc. v. United States,

326 U.S. 279, 283 (1945).

The fact that an organi zation engages in a trade or business
is not conclusive of a substantial nonexenpt purpose and does
not, in and of itself, disqualify the organization from exenption

under section 501(c)(3), provided the activity furthers or
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acconpl i shes an exenpt purpose. See Federation Pharmacy Servs.,

Inc. v. Conm ssioner, 72 T.C. 687, 691 (1979), affd. 625 F.2d 804

(8th Cir. 1980); est of Hawaii v. Comm ssioner, 71 T.C 1067

1079 (1979), affd. w thout published opinion 647 F.2d 170 (9th
Cr. 1981); secs. 1.501(c)(3)-1(c)(1) and 1.501(c)(3)-1(e)(1),
| nconme Tax Regs.

Whet her an organi zation has a substantial nonexenpt purpose
is a question of fact to be resolved on the basis of all the
evi dence presented by the adm nistrative record. See B.S.W

G oup, Inc. v. Conmm ssioner, 70 T.C 352, 357 (1978); see also

Church by Mail, Inc. v. Conm ssioner, 765 F.2d 1387, 1390 (9th

Cr. 1985), affg. T.C. Meno. 1984-349; est of Hawaii V.

Comm ssi oner, supra at 1079. “Factors such as the particul ar

manner in which an organization’s activities are conducted, the
commerci al hue of those activities, and the existence and anount
of annual or accumnul ated profits are rel evant evidence of a

f or bi dden predom nant purpose.” B.S.W Goup, Inc. V.

Conmi ssi oner, supra at 358.

The burden of proof is on petitioner to denonstrate, based
on materials in the admnistrative record, that it is operated
exclusively for exenpt purposes and that it does not benefit
private interests nore than incidentally. See Rule 217(c)(2)(A);

Church of Scientology v. Conmi ssioner, 823 F.2d at 1317; Florida

Hosp. Trust Fund v. Conmi ssioner, 103 T.C. 140, 146 (1994), affd.
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71 F.3d 808 (11th Cir. 1996). For purposes of this proceeding,
we assume that the facts as represented in the admnistrative
record are true, although in the course of our review we may draw
our own ultimate conclusions and inferences fromthe facts. See

Aneri can Canpai gn Acadeny v. Conmi ssioner, supra at 1063-1064;

Houston Lawyer Referral Serv., Inc. v. Comm ssioner, 69 T.C 570,

573- 575 (1978).

B. Pronoti on of Health as a Charitabl e Purpose

Section 501(c)(3) specifies various qualifying exenpt
pur poses, including “charitable” purposes. The term “charitable”
is not defined in section 501(c)(3), but is used in its generally

accepted |l egal sense. See Nationalist Mvenent v. Comm ssioner,

102 T.C. 558 (1994), affd. per curiam37 F.3d 216 (5th G
1994); sec. 1.501(c)(3)-1(d)(2), Incone Tax Regs. I n appl yi ng
this standard, courts have | ooked to the |aw of charitable

trusts. See Sound Health Association v. Comm ssioner, 71 T.C.

158, 177 (1978); see also Bob Jones Univ. v. United States, 461

U S. 574, 588 n.12 (1983).
The pronotion of health for the benefit of the community is

a charitable purpose. See Eastern Ky. Wlfare Rights Og. v.

Sinon, 506 F.2d 1278, 1288-1289 (D.C. Cr. 1974), vacated on

ot her grounds 426 U.S. 26 (1976); Sound Health Association v.

Conmi ssioner, supra at 177-181; see also 2 Restatenent, Trusts

2d, secs. 368, 372 (1959); 4A Scott & Fratcher, Law of Trusts,
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secs. 368, 372 (4th ed. 1989). As applied to determ nations of
qualification for tax exenption, the definition of the term

“charitabl e’ has not been static. See Eastern Ky. Wl fare R ghts

Og. v. Sinpbn, supra at 1287-1290; Sound Health Association v.

Comm ssi oner, supra. Suffice it to say that, in recognition of

changes in the health-care industry, the standard no | onger
requires that “the care of indigent patients be the primary
concern of the charitable hospital, as distinguished fromthe

care of paying patients”. Sound Health Association v.

Conmmi ssi oner, supra at 180. Rat her, the standard reflects "a

policy of insuring that adequate health care services are
actually delivered to those in the community who need them” 1d.
at 180-181. Under this standard, health-care providers nust neet
a flexible community benefit test based upon a variety of
i ndi cia, one of which nmay be whether the organization provides
free care to indigents. Cf. id. at 184-185 (subsidized dues
program was an i ndicium of charitabl e purposes).

To benefit the community, a charity must serve a
sufficiently large and indefinite class; as a corollary to this
rule, private interests nust not benefit to any substanti al

degree. See id. at 181.

C. Proscri ption Agai nst Benefiting Private Interests

An organi zati on does not operate exclusively for exenpt

purposes if it operates for the benefit of private interests such
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as designated individuals, the creator or his famly,
shar ehol ders of the organi zation, or persons controlled, directly
or indirectly, by such private interests. See sec. 1.501(c)(3)-
1(d)(2)(ii), Income Tax Regs. The private benefit proscription
inheres in the requirenment that an organi zati on operate
excl usively for exenpt purposes.

As stated in Anerican Canpai gn Acadeny v. Conm ssioner, 92

T.C. 1053, 1065-1066 (1989):

When an organi zation operates for the benefit of
private interests such as designated individuals, the
creator or his famly, sharehol ders of the

organi zation, or persons controlled, directly or
indirectly, by such private interests, the organization
by definition does not operate exclusively for exenpt
pur poses. Prohibited private benefits may include an
“advantage; profit, fruit; privilege; gain; [or]

interest.” (Qccasional econom c benefits flowing to
persons as an incidental consequence of an organization
pur sui ng exenpt charitable purposes will not generally

constitute prohibited private benefits. Thus, should
* * * [the organi zation] be shown to benefit private
interests, it will be deened to further a nonexenpt
pur pose under section 1.501(c)(3)-1(d)(1)(ii), Incone
Tax Regs. This nonexenpt purpose will prevent [the
organi zation] fromoperating primarily for exenpt

pur poses absent a showi ng that no nore than an

i nsubstantial part of its activities further the
private interests or any other nonexenpt purposes.
[Citations and fn. ref. omtted.]

The proscription against private benefit shares conmon
el enments with, but is distinct from the proscription against the
i nurenent of organizational earnings to private sharehol ders and
i ndi viduals, as contained in section 501(c)(3) and sections

1.501(a)-1(c) and 1.501(c)(3)-1(c)(2), Income Tax Regs. See
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Aneri can Canpai gn Acadeny v. Conmi ssioner, supra at 1068. The

proscription against private benefit enconpasses not only
benefits conferred on insiders having a personal and private
interest in the organization, but also benefits conferred on

unrel ated or disinterested persons. See id.; Christian

St ewar dshi p Assistance, Inc. v. Conmi ssioner, 70 T.C. 1037

(1978) .

The nere fact that an organi zati on seeki ng exenption enters
into a partnership agreement with private parties that receive
returns on their capital investnents does not establish that the
organi zati on has inperm ssibly conferred private benefit. The
guestion remai ns whet her the organi zati on has a substanti al
nonexenpt purpose whereby it serves private interests. Conpare

Plunstead Theatre Socy., Inc. v. Conm ssioner, 675 F.2d 244 (9th

Cr. 1982), affg. per curiam74 T.C 1324 (1980) (a nonprofit
arts organi zation furthered its charitabl e purposes by
participating as sole general partner in a partnership with

private parties to produce a play), w th Housing Pioneers, Inc.

v. Comm ssioner, 49 F.3d 1395 (9th Cr. 1995), affg. T.C Meno.

1993-120 (a nonprofit corporation’s participation as co-general
partner in | owinconme housing partnerships, structured to trade
off its tax exenption to secure tax benefits for its for-profit
partners, had a substantial nonexenpt purpose and inperm ssibly

served private interests).
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The proscription against private benefit corresponds to a
simlar proscriptionin the law of charitable trusts. “A trust
is not a charitable trust if the property or the incone therefrom
is to be devoted to a private use.” 2 Restatenment, Trusts 2d,
sec. 376 (1959). An organization's property nmay be inpermssibly
devoted to a private use where private interests have control
directly or indirectly, over its assets, and thereby secure
noni nci dental private benefits.

For instance, in est of Hawaii v. Conm ssioner, 71 T.C. 1067

(1979), several for-profit ‘est’ organizations that had no fornal
structural control over the nonprofit entity in question
nevert hel ess exerted "considerable control™ over its activities.
The for-profit organi zations set fees that the nonprofit charged
the public for training sessions, required the nonprofit to carry
on certain types of educational activities, and provided
managenent personnel paid for and responsible to one of the for-
profits. Under a licensing agreenment with the for-profits, the
nonprofit was allowed to use certain intellectual property for 10
years, and at the end of the l|icensing agreenent, all copyrighted

mat eri al, including new material devel oped by the nonprofit, was

required to be turned over to the for-profits. The nonprofit was

required to use its excess funds for the devel opnment of ‘est’ or
rel ated research. The for-profits also required that trainers

and | ocal organizations sign an agreenent not to conpete with
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est’ for 2 years after termnating their relationship with *est
or gani zat i ons.

In est of Hawaii v. Conm Ssioner, supra at 1080, this Court

agreed with respondent that the nonprofit was “part of a
franchi se systemwhich is operated for private benefit and * * *
its affiliation with this systemtaints it with a substanti al
comercial purpose.” W found that the “ultinmate beneficiaries”
of the nonprofit’s activities were the for-profit corporations,
and that the nonprofit “was sinply the instrunent to subsidize
the for-profit corporations and not vice versa”. [d. at 1082.
This Court held that the nonprofit was not operated exclusively

for exenpt purposes. See also Harding Hosp., Inc. v. United

States, 505 F.2d 1068 (6th Cir. 1974) (inperm ssible private
benefit resulted froma nonprofit hospital's contract with a
physi ci an group, giving thema virtual nonopoly over care of the
hospital's patients and the i ncome streamthey represented, and
provi di ng the physician group with fees for supervising the

hospital's nedical staff); Sonora Comrunity Hosp. V.

Comm ssioner, 46 T.C. 519 (1966) (inperm ssible private benefit

resulted froman arrangenent whereby a for-profit |aboratory was
permtted to occupy space in the nonprofit hospital rent-free,
and paid the hospital’s founding doctors a share of the

| aboratory’s gross revenues in consideration of patient referrals

and adm nistrative services), affd. 397 F.2d 814 (9th Cr. 1968).
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[, Petitioner’'s CQaimto Exenption on a “Stand-Al one” Basis

Applying the principles described above, we next consider
whet her petitioner has established that respondent inproperly

denied it tax-exenpt status as a section 501(c)(3) organi zati on.

A The Rel evance of Control--The Parties’ Positions

Respondent asserts that petitioner has ceded effective
control over its sole activity--participating as a co-genera
partner with for-profit parties in the partnerships that own and
operate the Surgery Center--to the for-profit partners and the
for-profit managenent conpany that is an affiliate of
petitioner’s co-general partner. Respondent asserts that this
arrangenent is indicative of a substantial nonexenpt purpose,
wher eby petitioner inperm ssibly benefits private interests.

Wt hout conceding that private parties control its
activities, petitioner challenges the prem se that the ability to
control its activities determnes its purposes. Petitioner
argues that under the operational test, “the critical issue in
determ ni ng whet her an organi zati on’s purposes are noncharitable
is not whether a for profit or not for profit entity has control.
Rather, the critical issue is the sort of conduct in which the
organi zation is actually engaged.” On brief, the parties agree
t hat under an aggregate theory of partnership taxation, the

partnerships’ activities are considered petitioner’s own
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activities. Petitioner’s brief states: “The evidence in the
adm nistrative file denonstrates that * * * [the Qperating
Part nershi p] has been operated in an exclusively charitable
manner since 1990". Therefore, petitioner concludes, it should
be deened to operate exclusively for charitabl e purposes.

We disagree with petitioner’s thesis. It is patently clear
that the Operating Partnership, whatever charitable benefits it
may produce, is not operated “in an exclusively charitable
manner”. As stated by Justice Cardozo (then Justice of the New
York Court of Appeals), in describing one of the “ancient
principles” of charitable trusts, “It is only when incone may be
applied to the profit of the founders that business has a

begi nning and charity an end.” Butterworth v. Keeler, 219 N.Y.

446, 449-450, 114 N.E 803, 804 (1916). The Operating
Partnership's incone is, of course, applied to the profit of
petitioner’s co-general partner and the nunerous |limted
partners. 1t is no answer to say that none of petitioner’s
income fromthis activity was applied to private interests, for
the activity is indivisible, and no discrete part of the

Operating Partnership's income-producing activities is severable

10 1 n making these observations, we are mindful that it is
the status of petitioner, not of the General Partnership or the
Qperating Partnership, that is in issue. Indeed, it is not
meani ngful to speak of a partnership’ s exenpt status, given that
partnershi ps are nontaxable entities. See sec. 701.
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fromthose activities that produce incone to be applied to the
ot her partners’ profit.

Taken to its logical conclusion, petitioner’s thesis would
suggest that an organi zati on whose nmain activity is passive
participation in a for-profit health-service enterprise could
t hereby be deenmed to be operating exclusively for charitable
pur poses. Such a concl usion, however, would be contrary to well -
established principles of charitable trust |aw

Frequently, a business enterprise may have charitabl e
effects. * * * A private hospital relieves sickness and
suffering. * * * However, the primary object of these
institutions is the pecuniary gain of the operators. Hence
trusts to aid in the founding or maintenance of private
hospitals or clinics * * *  which are business enterprises
operated for the purpose of making profits for stockhol ders
or owners, are not charitable even though they involve
incidentally some public benefits. “It is not charity to
aid a business enterprise.” [Bogert & Bogert, The Law of
Trusts and Trustees, sec. 364 (Rev. 2d ed. 1991) (quoting
Butterworth v. Keeler, 219 N Y. at 449, 114 N.E at 804);
fn. refs. omtted.]

Clearly, there is sonething in conmon between the structure
of petitioner’s sole activity and the nature of petitioner’s
purposes in engaging in it. An organization’s purposes my be
inferred fromits manner of operations; its “activities provide a
useful indicia of the organi zation s purpose or purposes.”

Living Faith, Inc. v. Conm ssioner, 950 F.2d 365, 372 (7th Cr

1991), affg. T.C. Meno. 1990-484. The binding commtnents that
petitioner has entered into and that govern its participation in

the partnerships are indicative of petitioner’s purposes. To the
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extent that petitioner cedes control over its sole activity to
for-profit parties having an i ndependent economc interest in the
sanme activity and having no obligation to put charitable purposes
ahead of profit-nmaking objectives, petitioner cannot be assured
that the partnerships will in fact be operated in furtherance of
charitabl e purposes. |In such a circunstance, we are led to the
conclusion that petitioner is not operated exclusively for
charitabl e purposes.

Based on the totality of factors described bel ow, we
conclude that petitioner has in fact ceded effective control of
the partnerships’ and the Surgery Center’s activities to for-
profit parties, conferring on themsignificant private benefits,
and therefore is not operated exclusively for charitable purposes
wi thin the neaning of section 501(c)(3).

B. | ndicia of For-Profit Control Over the Partnerships’
Activities

1. No Charitable Obligation

Not hing in the General Partnership agreenent, or in any of
the other binding conmmitnents relating to the operation of the
Surgery Center, establishes any obligation that charitable
pur poses be put ahead of econom c objectives in the Surgery

Center’s operations. The General Partnership agreenent does not
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expressly state any mutual |y agreed-upon charitabl e purpose or
obj ective of the partnership.

After the General Partnership acquired its 61-percent
interest, the Operating Partnership--which had | ong operated as a
successful for-profit enterprise and never held itself out as a
charity--never changed its organi zi ng docunents to acknow edge a
charitabl e purpose. Indeed, in at |east one instance the
Operating Partnership agreenent explicitly acknow edges the
partnership’s noncharitable objectives. Section 16.5.2 of the
Operating Partnership agreenent, supra, in authorizing the
CGeneral Partnership to anmend the Operating Partnership as
necessary to conply with legal requirenents, specifies that this
authority may be exercised only if “such amendnments do not alter
t he econom c objectives of the partnership or materially reduce

the economc return to the limted partners.”

11 The prefatory “Wiereas” clauses to the General
Partnership agreenment recite that RHS is entering into the
agreenent to “insure the availability of high quality health
services in the nost cost effective setting in which such
services can be rendered” and because “the use of an anbul atory
surgical center will contribute to RHS s goal of providing
conprehensi ve health care services at an affordable price.” The
partnershi p agreenent, however, does not reflect that this was a
mut ual prem se. The partnership agreenent states as the purpose
of the partnership nerely the acquiring of a 61-percent interest
in the Operating Partnership, stating that the General
Partnership “may engage in any and all other activities as nay be
necessary, incidental or convenient to carry out the business of
the Partnership as contenplated by this Agreenent.”
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2. Petitioner’'s Lack of Formal Control

a. Mnaging Directors

Under the General Partnership agreenent, control over al
matters ot her than nedical standards and policies is nonmnally
di vi ded equal |y between petitioner and SCA Centers, each
appointing two representatives to serve as nanagi ng directors.
(As discussed infra, matters of nedical standards and policies
are determ ned by the Medical Advisory G oup, half of whom are
chosen by the General Partnership’ s nmanaging directors.)
Consequently, petitioner may exert influence by bl ocking actions
proposed to be taken by the managing directors, but it cannot
initiate action without the consent of at |east one of SCA
Center’s appointees to the nmanaging directors. For instance,
petitioner |acks sufficient control unilaterally to cause the
Surgery Center to respond to community needs for new health
services, nodify the delivery or cost structure of its present
health services to serve the conmunity better, or, as discussed
in nore detail infra, term nate SCA Managenent, if SCA Managenent
were determ ned to be managing the Surgery Center in a manner
i nconsistent with charitabl e objectives.

The adm nistrative record shows that petitioner has
successfully bl ocked vari ous proposals to expand the scope of
activities performed at the Surgery Center. Petitioner’s ability

to veto expansion of the scope of the Surgery Center’s
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activities, however, does not establish that petitioner has
effective control over the manner in which the Surgery Center
conducts activities within its predesi gnated sphere of
operations. Nor does it tend to indicate that the Surgery Center
is not operated to maxim ze profits with regard to those
activities. Indeed, given that all the partners except
petitioner are for-profit interests not shown to be notivated or
constrai ned by charitable objectives, and given that all the
[imted partners except Beaver Medical dinic were issued SCA
common stock when the General Partnership acquired its interest
in the Operating Partnership, and given that SCA Managenent
derives a managenent fee conputed as a percentage of gross
revenues, we find, in the absence of evidence to the contrary,
that a significant profit-mking objective is present in the
Surgery Center’s operations. The high rates of return earned on
the partners’ investnents (including petitioner’s) in the
Operating Partnership bolster this finding.

In sum the conposition of the managi ng directorship
evi dences a |lack of mpjority control by petitioner whereby it
m ght assure that the Surgery Center is operated for charitable

pur poses. 2 Consequently, we |l ook to the binding commtnents

2. The managi ng directors of the General Partnership are
functionally equivalent to a hospital's board of directors, the
i mportance of which has been described as foll ows:

(conti nued. ..)
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made between petitioner and the other parties to ascertain
whet her ot her specific powers or rights conferred upon petitioner
m ght mtigate or conpensate for its lack of majority control

b. Arbitration Process

The General Partnership agreenment provides for an
arbitration process in the event that the managi ng directors of
the General Partnership deadl ock over a matter other than nedi cal
standards and nedi cal policies, such as approval of new surgical
procedures. Under these provisions, in the event of a deadl ock,
each of the co-general partners selects one arbitrator, and these
two arbitrators select a third. The arbitrators have final
authority to decide matters referred to them The ground rul es
for the arbitration process are mninmal and provide petitioner no
assurance that charitable objectives will govern the outcone.
Under the CGeneral Partnership agreenent, the arbitrators are not

required to take into account any charitable or community benefit

2(, .. continued)

The board of directors, its conposition, and its
functions are relevant to tax exenption * * * the
conposition of the board provides inportant evidence that
the hospital serves public rather than private purposes.

For exanple, it is fair to presune that a board of directors
chosen fromthe community would place the interests of the
community above those of either the nanagenment or the

medi cal staff of the hospital. Thus, the relevance of the
board is that its process should indicate whether the
hospital is operated for the benefit of the conmunity or to
secure benefits for private interests. [Mncino, “lncone
Tax Exenption of the Contenporary Nonprofit Hospital”, 32
St. Louis U L.J. 1015, 1051 (1988).]



- 57 -
objective, but are sinply required to “apply the substantive | aw
of California”.

Petitioner asserts that since 1990, neither co-general
partner has invoked the arbitration clause. The adnmi nistrative
record is inconclusive on this point. Even assum ng arguendo
that petitioner’s assertion is correct, it nerely tends to show
that petitioner and SCA Centers have avoided conflict with regard
to those operating decisions that are subject to arbitration.
Whet her such conflicts have been avoi ded because petitioner’s
pur poses and the purposes of its for-profit partner are so
closely aligned, or for sone other reason, the adm nistrative
record does not reveal. Cearly, however, the arbitration
process does not significantly mtigate petitioner’s |ack of
maj ority control to provide any assurance that the General
Partnership will operate to put charitable objectives ahead of
econoni ¢ obj ecti ves.

c. The Managenent Contract

The managenent contract between the Qperating Partnership
and SCA Managenent confers broad powers on SCA Managenent to
enter into contracts, to negotiate with third-party payers and
State and Federal agencies, and to set patient charges for all
services provided, with the exception of charges for physicians’
services. |In short, SCA Managenment is authorized to manage as it

sees fit many of the day-to-day operations of the Surgery Center,
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reserving to the Medical Advisory G oup of the Operating
Partnership the authority to nake all nedi cal deci sions.

Under the managenent contract, SCA Managenent is entitled to
recei ve fees equaling 6 percent of the Operating Partnership’s
gross revenues each nonth, in addition to reinbursement of its
di rect expenses. This revenue-based conpensation structure
provi des SCA Managenent an incentive to nmanage the Surgery Center
so as to nmaximze profits.®®

As a practical matter, the Operating Partnership is | ocked
into the nmanagenent agreenent w th SCA Managenent for at |east 15
years. At its sole discretion, SCA Managenent may renew the
agreenent for two additional 5-year periods on the same terns and
conditions. The Operating Partnership has the right to term nate
t he managenent contract for breach, but only after the Operating

Partnership has given witten notice describing in detail the

13 The managenent contract defines gross revenues as “the
net coll ectable portion of revenues billed as fees or other
charges arising out of the operation of the [Surgery] Center,
with no deduction for bad debts.” Petitioner suggests on brief
that this neans that SCA Managenent has no disincentive to treat
patients who are unable to pay for treatnent, because the “gross
revenues” on which its managenent fee is based would include the
chargeabl e anount for the services rendered. W do not find
t hese argunents convincing. 1In the first instance, the Surgery
Center does not provide charity care. Moreover, petitioner’s
argunment does not address to what extent charitable services, if
they were provided, would give rise to “net collectable * * *
revenues”. Nor does petitioner’s argunent address the broader
poi nt that the managenent contract gives SCA Managenent an
econonmic interest to maxim ze revenues in all aspects of the
Surgery Center’s operations, and not just as relate to charity
care.
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basis on which it believes termnation is justified. Because the
i ssuance of such a term nation notice would require approval by a
majority of the General Partner’s managing directors, petitioner
could not effect the issuance of such a notice w thout the
consent of SCA Centers, which is an affiliate of SCA Managenent.
Thus, even if petitioner determ ned that SCA Managenent were
managi ng the Surgery Center in a manner inconsistent with
charitabl e purposes, petitioner could not be assured of any
remedy.

Mor eover, neither the General Partnership agreenent, the
Operating Partnershi p agreenent, nor the nmanagenent contract
itself requires that SCA Managenent be gui ded by any charitable
or conmmunity benefit, goal, policy, or objective. Rather, the
managenent contract sinply requires SCA Managenent to render
services as necessary and in the best interest of the Operating
Partnership, “subject to the policies established by [the
Operating Partnership], which policies shall be consistent with
applicable state and Federal |aw.”

Petitioner argues that the managenent contract “was
negotiated at arnis |ength, between parties of equal bargaining
strength”. The adm nistrative record does not support this
contention. Although the CGeneral Partnership agreenent was
negoti ated between RHS and SCA Centers, it contains only a sparse

description of several key features to be included in the
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managenent contract.! The actual managenent contract is between
SCA Managenent and the Operating Partnership, and contains nuch
nore extensive and detailed provisions than are stipulated in the
Ceneral Partnership agreenent. Notably, the termof the
managenent agreenent is at variance with the termstipulated in
t he General Partnership agreenent.

The adm nistrative record does not reveal that petitioner or
RHS had any role in negotiating the actual managenent contract.
It is executed for both the Operating Partnership and SCA
Managenment by the sane individual--David E. Crockett--in his dual
capacities as secretary of SCA Centers and vice president of SCA
Managenent, raising the suggestion, if not the likelihood, of
sel f-deal i ng between these two SCA affili ates.

Respondent asserts, and we agree, that this |ong-term
managenent contract with an affiliate of SCA Centers is a salient

i ndi cator of petitioner's surrender of effective control over the

% The General Partnership agreenent nerely provides that
SCA Managenent will assunme “full responsibility for adm nistering
t he day-to-day operation of the anbulatory center in accordance
with the goals, policies and objectives” of the Operating
Partnership, and stipulates an initial 15-year term renewable
for two 5-year terns, and a fee equal to 6 percent of the
Operating Partnership’ s gross revenues.

15 Whereas the General Partnership agreement stipulates a
15-year initial termfor the managenent contract, the actual
managenent contract nodifies this provision to the advantage of
SCA and its affiliates by providing that the initial termis
equal to the termof any indebtedness, |ease, or other obligation
of the Qperating Partnership guaranteed by SCA or SCA s
affiliate, but not |less than 15 years.
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Surgery Center’s operations to SCA affiliates, whereby the
affiliates were given the ability and incentive to operate the
Surgery Center so as to maxim ze profits. This surrender of
effective control reflects adversely on petitioner's own
charitabl e purposes in contracting to have its sole activity

managed in this fashion. Cf. est of Hawaii v. Conm ssioner, 71

T.C. 1067 (1979).

d. Medi cal Advi sory G oup

The Operating Partnership agreenent del egates authority for
maki ng deci si ons about care and treatnment of patients and ot her
medi cal matters to the Operating Partnership’s Medical Advisory
Group. This group was inactive before the General Partnership
became involved with the Operating Partnership, but there is no
evi dence to show what role, if any, petitioner played in
reconstituting the Medical Advisory G oup.

Only three of the six nmenbers of the Medical Advisory G oup
are selected by the General Partnership. The other three are
sel ected by one of the limted partners, Beaver Medical dinic.
It is telling that the Medical Advisory Goup is conposed
entirely of limted partners of the Operating Partnership, all of
whom (except Beaver Medical Cinic) received common stock in SCA
when the General Partnership acquired its Operating Partnership
interest. Taking all these considerations into account, it is

clear that petitioner lacks sufficient influence to determ ne the
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resolution of any matter brought before the Medical Advisory
Group. Mreover, there is no evidence in the record that the
deci sions of the Medical Advisory Conmittee are subject to
i ndependent review by petitioner or Redl ands Hospital.

e. Termnation of Quality Assurance Activities

As required by the General Partnership agreenent, on Apri
30, 1990, SCA Managenent entered into a quality assurance
agreenent with RHS. The termof the quality assurance agreenent
was conditioned on nai ntenance of a specified | evel of surgery
activity in the Surgery Center. Petitioner concedes that the
qual ity assurance agreenent term nated after the first year.?®
Al t hough the agreenent required the parties to negotiate a new
gual ity assurance agreenent in the event of such a term nation,
there is no evidence in the record that such negotiations ever
occurred. '

The term nation of the quality assurance agreenent vividly
evi dences petitioner’s |ack of effective control over vital

aspects of the Surgery Center’s operations. Quality assurance

* The term nation of the quality assurance agreenent is
disclosed in petitioner's reply brief, filed on May 11, 1998.
Petitioner's counsel represent that the fact of the term nation
of the quality assurance agreenent was first disclosed to them on
or about Apr. 30, 1998.

7 Under the quality assurance agreenent, petitioner was
entitled to a fee equal to 1 percent of gross revenues,
commencing in the second year. Because the agreenent term nated
after the first year, it appears that petitioner never received
any fees under the agreenent.
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agreenents in the health-care industry serve the inportant dual
functions of attenpting to avoid inappropriate services (e.g.,
the wong services for the patient’s needs, or services that are
i nproperly rendered), and seeking to assure that enough services
are provided to neet the patient’s needs. See 2 National Health
Lawyers Association, Health Law Practice Guide, sec. 25.1, at 25-
3 (1997). The record does not reflect that petitioner perfornmed
any quality assurance work. Likewi se, the record is silent as to
how petitioner, in the absence of any operable quality assurance
agreenent, purports to assure itself that these vital functions
wi |l be discharged consistently with charitabl e objectives.

3. Lack of Informal Control

The adm ni strative record provides no basis for concl udi ng
that, in the absence of formal control, petitioner possesses
significant informal control by which it exercises its influence
with regard to the Surgery Center’s activities. Nothing in the
adm ni strative record suggests that petitioner conmands
al l egiance or loyalty of the SCA affiliates or of the limted
partners to cause themto put charitable objectives ahead of
their own econom c objectives. Indeed, until April 1992,
petitioner was in a debtor relationship to SCA. The |limted
partners (except for Beaver Medical dinic, Inc.) all becane
common st ockhol ders of SCA when the General Partnership acquired

its interest in the Operating Partnership.
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The adm nistrative record does not establish that petitioner
has the resources or ability effectively to oversee or nonitor
the Surgery Center’s operations. Petitioner has al nost no
resources apart fromits assets invested in the General
Partnership. The president of Redlands Hospital al so serves as
petitioner’s president and as one of the four nmanagi ng directors
of the General Partnership.

On brief, petitioner argues that its influence in the
partnerships is evidenced by various changes that it says
occurred in the operation of the Surgery Center after April 1990,
when the amended Operating Partnership agreenent becane
effective. Petitioner suggests that these operational changes
denonstrate that its influence is sufficient to allowit to
achieve its charitable goals through the partnerships' activities
and denonstrate that for-profit interests do not control the
partnerships and the Surgery Center. As described in nore detai
bel ow, the record does not support petitioner’s contentions.

a. Change in Criteria for Procedures Perforned at the
Surgery Center

Petitioner asserts that after the General Partnership
acquired its interest in the Operating Partnership, “the decision
to performa surgery at the Surgery Center was changed from an
econom c to exclusively a nedical decision. Accordingly, RHS

achieved its goal of providing conplete access to freestanding
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anbul atory surgery center care for all nmenbers of the Redl ands
comunity irrespective of their ability to pay.”

Thi s proposed finding of fact is not supported by the
record. Neither before nor after petitioner’s involvenent with
it has the Surgery Center provided charity care. Moreover, the
adm ni strative record indicates that one aspect of anbulatory
surgery centers that nmakes them attractive investnent
opportunities in the first instance is that they boast favorable
“procedure and payer m xes”.!'® Consequently, it is not apparent
fromthe record to what extent the decision to performa surgery
at the Surgery Center has ever been an “econonmic” rather than a
“medi cal ” decision, or exactly how that situation m ght have
changed after April 1990.

Even if we assune, arguendo, that a change in criteria did
occur after April 1990, the record does not establish

petitioner’s role in effecting any such change.

8 The adm nistrative record includes an investnent sunmary
with respect to SCA and anot her national health-care provider,
Medi cal Care International, published by Shearson Lehnman
Brot hers, dated Aug. 7, 1991. The report states: “To a |arge
extent the favorable payer mx is a function of the fact that
many procedures safely performed on an outpatient basis happen to
be those with a young patient population.” Simlarly, inits
argunments to justify the Surgery Center’s low rate of Medi-Ca
patients, petitioner notes that the Surgery Center does not
performthe types of procedures--enmergency roomtreatnents and
obstetrics and gynecol ogy--that typically account for a
"substantial majority" of |owincone surgical expenses for a
comunity.
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b. Provision for Indigent Patients

Petitioner concedes that as of Decenber 31, 1993, Medi - Cal
patients accounted for only 0.8 percent of total procedures
performed at the Surgery Center. Petitioner argues that the type
of services which the Service Center offers is not the type of
services typically sought by | owincone individuals. Petitioner
notes that Redl ands Hospital has negotiated certain provider
agreenents that designate the Surgery Center as a subcontractor
to provide outpatient services for Medi-Cal patients, and that
Redl ands Hospital has caused the Surgery Center to increase its
nunber of managed care contracts. Petitioner suggests that these
efforts denonstrate petitioner’s influence over the operations of
the Surgery Center and evidence petitioner's charitable purposes.

We do not find petitioner’s argunments convincing. The facts
remai n that the Surgery Center provides no free care to indigents
and only negligible coverage for Medi-Cal patients. That |ow
i ncome individuals may not typically seek the types of services
the Surgery Center offers may partially explain the virtual
absence of relief it provides for such individuals. But it
provi des no i ndependent basis for establishing petitioner’s
charitable purposes in its involvenent with the Surgery Center.
Moreover, the activities of Redl ands Hospital in effecting sone
negli gi bl e degree of Medi-Cal coverage at the Surgery Center and

in increasing the nunber of managed care contracts do not provide
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a basis for establishing petitioner's exenption. Cf. Harding

Hosp., Inc. v. United States, 505 F.2d 1068 (6th G r. 1974)

(activities perforned by third parties did not provide a basis
for organization’s exenption).

Petitioner asserts that the Surgery Center has no
requi renent that patients denonstrate an ability to pay before
receiving treatnment. The record does not reflect whether any
such policy has been comunicated to its patients. Petitioner
suggests that this policy is evidenced by the Surgery Center’s
“substantial Medicare” patronage. The record shows that Medicare
accounted for 12 percent of invoices at the Surgery Center in the
| ast half of 1993. The record does not reflect, however, whether
the Surgery Center waives fees in excess of those covered by
Medi care and accordingly does not establish that ability to pay
is not a factor even for patients covered by Medicare. Mboreover,
the Surgery Center’s treatnent of Medicare patients cannot on
this record be attributed to petitioner’s influence over the
Surgery Center’s operations. According to the affidavit of M.
James R Hol nes, who was president of petitioner and Redl ands
Hospital at the time of the affidavit, the Surgery Center “has

regularly treated Medicare patients * * * since before 1990.”
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c. Coordination of Activities of Redl ands Hospital and

the Surgery Center

In arguing that it plays an active role in the conduct of
the Surgery Center’s activities, petitioner cites a nunber of
ways in which Redl ands Hospital has integrated its activities
with those of the Surgery Center since the General Partnership
acquired its interest in the Qperating Partnership. These
i ncl ude Redl ands Hospital’s use of the Surgery Center as a site
for training and surgeon proctoring, as well as various other
cooperative training and educational activities between Redl ands
Hospital and the Surgery Center.?!®

Al t hough there may be cooperation between the Surgery Center
and Redl ands Hospital, nothing in the record suggests that these
vari ous cooperative activities are nore than incidental to the
for-profit orientation of the Surgery Center’s activities.

Hardi ng Hosp., Inc. v. United States, supra at 1075-1076

19 The admi nistrative record contains unexpl ai ned
i nconsi stencies regarding certain of these training procedures.
On the one hand, a letter in the adm nistrative record, dated
Nov. 23, 1994, from Ernst & Young to respondent’s representative,
cites laproscopic chol ecystectony (gall bladder surgery) as an
exanpl e of a new procedure that Redl ands Hospital was extensively
i nvolved in teaching to physicians using the Surgery Center. On
the other hand, an affidavit of Gary J. Cottingham president of
RHS and Redl ands Hospital from Sept. 22, 1987, to May 12, 1995,
states that SCA Centers requested that the Surgery Center begin
to perform outpatient chol ecystectom es at the Surgery Center,
but that the General Partnership’ s managing directors rejected
the proposal. M. Cottinghanmis affidavit states: “At |east
t hrough May 1995, * * * CQutpatient chol ecystectom es were not
performed at [the Surgery Center].”
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(educational, training and conmunity-oriented progranms conducted
at a hospital and funded by a third party were not sufficient to
nmerit the hospital’s tax exenption where other disqualifying

factors were present).

C. Conpetitive Restrictions and Market Advant ages

By entering into the General Partnership agreenent, RHS
(petitioner's parent corporation and predecessor in interest in
the General Partnership) not only acquired an interest in the
Surgery Center, but also restricted its future ability to provide
out patient services at Redl ands Hospital or el sewhere w thout the
approval of its for-profit partner. Paragraph 16 of the General
Part nershi p agreenent, supra, prohibits the co-general partners
and their affiliates from owning, managi ng, or devel opi ng anot her
freestandi ng outpatient surgery center within 20 mles of the
Surgery Center, without the other partner’s consent. Moreover,
Redl ands Hospital nay not “expand or pronote its present
out patient surgery programwthin the Hospital.” In fact,
out patient surgeries perforned at Redl ands Hospital decreased
about 17 percent from 1990 to 1995, while those perforned at the
Surgery Center increased.

The General Partnership agreenent also restricts the parties
and their affiliates from providing outpatient surgery services
and procedures that the agreenment does not specifically authorize

to be provided at the Surgery Center (hereinafter referred to as



- 70 -

nonli sted services). Under this agreenent, Redl ands Hospital,
but not the co-general partners or any of their other affiliates,
is allowed to performnonlisted outpatient services that were
currently available to patients in California at the time the
Ceneral Partnership agreenent was executed. By contrast, neither
Redl ands Hospital nor the co-general partners or their affiliates
are allowed to performnonlisted outpatient services that first
becone available in California during the termof the General
Partnership agreenent (i.e., until March 31, 2020), unless the
managi ng directors of the General Partnership approve.?

Consequently, RHS effectively restricted its own ability to
assess and service community needs for outpatient services until
the year 2020. It is difficult to conceive of a significant
charitabl e purpose that would be furthered by such a restriction.

The adm nistrative record contains a market research report
on the anbul atory surgery center industry, prepared by Ernst &
Young and transmtted to Redl ands Hospital on Cctober 20, 1994.
This report describes the strong novenent toward providing health
care services in anbul atory settings, driven both by econonic

consi derati ons and technol ogi cal advances.? The report notes

20 As previously discussed, petitioner |acks sufficient
control to dictate any such approval by the managi ng directors,
and, in the event of deadl ock, the matter would go to
arbitration

2l The report states that during the 1980's, hospital-based
(continued. ..)
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that hospitals face “strong conpetition” in this market. It
cites econom ¢ advantages that freestandi ng anbul atory surgery
centers enjoy over hospitals. These advantages include, anong
ot her things, higher turn-over of operating roons that increases
t he nunber of “fee-generating procedures” surgeons can do; | ower
nurse conpensation that in turn |leads to “higher margi ns”; and
the “general tendency for private payers to account for a high
percentage of a surgery center’s m X, since npbst procedures
performed in outpatient settings are el ective (nonenergency) and
are done on younger, non-Mdicare patients.” The report cites
physician relations and capital as two nmajor barriers to entering
this market.

The Shearson Lehman Brot hers investnent summary, see supra
note 18, contains simlar facts and conclusions. The report
i ndi cates that SCA and Medical Care International are the two
mai n surgi cal center chains, that they are highly profitable, and
that their margins are likely to continue noving higher. The
report notes that one reason for the high profitability of these

chains is that “they typically shadow price hospitals, which tend

24(...continued)
out patient surgeries grewfrom3 mllion in 1980 to 11 mllion in
1990, and that nonhospital -based surgery vol une increased even
faster, experiencing a 21.1-percent growth in procedures between
1989 and 1990 al one. The report projects continued growth in
this industry, stating: “The expansion of anbul atory surgery
service centers is likely to be accel erated by econom c
incentives * * * as well as new technol ogi cal devel opnents.”
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to charge very high rates for outpatient surgery so they can
shift costs to the private sector and spread out their overhead.”
The report states that “one m ght expect hospitals to fight hard
for this business by starting up their own FASCs [freestanding
anbul atory surgery centers]”, but that this had not happened to
date because it is very hard for hospitals to do so, due partly
to problens hospitals face in throwing off their own “culture”
and creating an autononous unit that is small, friendly, and
efficient. The report states: “[SCA s] strategy of devel oping
three-way joint ventures--consisting of a |ocal hospital,
surgeons, and the conpany--represents an attractive opportunity
to address these cultural problens.” The report notes:
t he FASC niche of the health care services industry has the
further attraction of considerable consolidation
opportunity. W believe that nultispecialty, nonhospital
FASCs currently nunber 600-700, wth perhaps another 100
openi ng each year. Yet there are currently only two chains,
Medi cal Care International and [ SCA] affiliates, which have
a total of 109 units. * * *
Once a surgical group decides to sell its center, there is
generally only one bidder (Medical Care or [SCA]), with the
price typically five to seven tinmes pretax incone. * * * The
key issue for MDs is not the nodest anobunt of cash that
cones froma sale but the operating environnent for them
once the center changes hands.
In the instant case, the Surgery Center had not one but two
bi dders, the General Partnership, offering four to five tines

earni ngs, and another unrelated, for-profit bidder, otherw se

unidentified in the record, offering approximately six times
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earnings. A letter fromErnst & Young to respondent’s
representatives, dated July 14, 1992, indicates that the Surgery
Center took the General Partnership’s offer instead of the other,
hi gher bid because of a desire to have an affiliation with
Redl ands Hospital for quality control and other reasons.

Viewed in its totality, the admnistrative record is clear
that SCA and petitioner derive nutual econom c benefits fromthe
Ceneral Partnership agreenent. By borrow ng necessary up-front
capital from SCA, RHS (petitioner's predecessor in interest in
the General Partnership), overcane a capital barrier to gain
entry into a profitable and growi ng narket niche. By formng a
partnership with RHS, SCA Centers was able to benefit fromthe
established rel ati onshi p between Redl ands Hospital and the
limted partner physicians to acquire its interest in the Surgery
Center at a bargain price.

By virtue of this arrangenent, petitioner and SCA Centers
realized further nutual benefits by elimnating sources of
potential conpetition for patients, as is evidenced by the
restrictions on either party’s providing future outpatient
services outside the Surgery Center, and by Redl ands Hospital’s
agreeing not to expand or pronpte its existing outpatient surgery
facility at the hospital. 1In light of the statenent in the
record that it is typical for national chains such as SCA to

“shadow- price” hospitals in charging for services at outpatient
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surgery centers, it seens nost likely that one purpose and effect
of the contai nnent and contracti on of Redl ands Hospital’s
outpatient surgery activities is to elimnate a conpetitive
constraint for setting Surgery Center fees (a matter del egated to
SCA Managenent under the nmanagenent contract, excluding charges
for physicians’ services). Mreover, market consolidation
provi ded petitioner and SCA Centers nutual advantages by
elimnating pressures to conpete in spending for expensive
equi prent . %

There is no per se proscription against a nonprofit
organi zation's entering into contracts with private parties to
further its charitable purposes on nmutually beneficial terms, so
| ong as the nonprofit organi zati on does not thereby inpermssibly

serve private interests. Cf. Plunstead Theatre Socy. V.

Comm ssioner, 75 F.2d 244 (9th Cir. 1982); Broadway Theatre

League v. United States, 293 F. Supp. 346 (WD. Va. 1968). 1In

the instant case, however, RHS relied on the established

rel ati onshi p between Redl ands Hospital and Redl ands physicians to
enable RHS and SCA affiliates jointly to gain foothold, on
favorable ternms, in the Redl ands anbul atory surgery market.

Then, by virtue of their effective control over the Surgery

22 As stated in a letter in the admnistrative record
witten on behalf of petitioner fromErnst & Young LLP to
respondent, dated Nov. 23, 1994, “The Hospital and * * * [the
Surgery Center] also share surgical equipnent so as to avoid a
‘“medi cal arns race’ in the Redlands health care community.”
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Center, the SCA affiliates have been enabled to operate it as a
profit-maki ng business, with significantly reduced conpetitive
pressures from Redl ands Hospital, and |largely unfettered by

charitabl e objectives that mght conflict with purely comrerci al

objectives. Cf. est of Hawaii v. Conm ssioner, 71 T.C. 1067,

1080 (1979); Housing Pioneers, Inc. v. Conm ssioner, T.C Meno.

1993-120, affd. 49 F.3d 1395 (9th G r. 1995). The net result to
the SCA affiliates is a nonincidental "advantage; profit; fruit;
privilege; gain; [or] interest” that constitutes a prohibited

private benefit. See Anerican Canpai gn Acadeny v. Conm SssSioner,

92 T.C. 1053, 1065 (1989).

D. Concl usi on

Based on all the facts and circunstances, we hold that
petitioner has not established that it operates exclusively for
exenpt purposes within the neaning of section 501(c)(3). 1In
reaching this holding, we do not view any one factor as crucial,
but we have considered these factors in their totality: The |ack
of any express or inplied obligation of the for-profit interests
involved in petitioner's sole activity to put charitable
obj ecti ves ahead of noncharitable objectives; petitioner's |ack
of voting control over the General Partnership; petitioner's |ack
of other formal or informal control sufficient to ensure
furtherance of charitable purposes; the long-termcontract giving

SCA Managenent control over day-to-day operations as well as a
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profit-maxim zing incentive; and the market advantages and
conpetitive benefits secured by the SCA affiliates as the result
of this arrangenment with petitioner. Taken in their totality,
t hese factors conpel the conclusion that by ceding effective
control over its operations to for-profit parties, petitioner
i nperm ssibly serves private interests.

V. Petitioner’s Caimto Exenption Under
the Integral Part Doctrine

Petitioner argues that even if it does not qualify for tax
exenption on a “stand al one” basis, it qualifies for exenption
under the integral part doctrine.

The integral part doctrine is not codified, but rather is
the outgrowth of judicial opinions, rulings, and regul ations.
The precise contours of this doctrine are not clearly defined.

The sem nal case of Squire v. Students Book Corp., 191 F.2d 1018

(9th Cir. 1951), held that an organi zation that operated a
bookstore on the prem ses of a college for the acconmodati on of
students and faculty was exenpt because it bore a “close and
intimate relationship” to the functioning of the college itself.

See al so Brundage v. Conmi ssioner, 54 T.C. 1468 (1970); Estate of

Thayer v. Conmi ssioner, 24 T.C. 384 (1955).

Shortly after the decision in Squire, Treasury regul ations

acknow edged the exi stence of the integral part doctrine in
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provi di ng an exception to the feeder organization rul es under
section 502. %
Section 1.502-1(b), Inconme Tax Regs., provides as foll ows:

(b) If a subsidiary organi zation of a tax-exenpt
organi zation would itself be exenpt on the ground that its
activities are an integral part of the exenpt activities of
t he parent organization, its exenption will not be |ost
because, as a matter of accounting between the two
organi zations, the subsidiary derives a profit fromits
dealings with its parent organization, for exanple, a
subsidiary organi zation which is operated for the sole
pur pose of furnishing electric power used by its parent
organi zati on, a tax-exenpt educational organization, in
carrying on its educational activities. However, the
subsidiary organi zation is not exenpt fromtax if it is
operated for the primary purpose of carrying on a trade or
busi ness which woul d be an unrel ated trade or business (that
is, unrelated to exenpt activities) if regularly carried on
by the parent organi zation. For exanple, if a subsidiary
organi zation is operated primarily for the purpose of
furnishing electric power to consuners other than its parent
organi zation (and the parent’s tax-exenpt subsidiary
organi zations), it is not exenpt since such business woul d
be an unrelated trade or business if regularly carried on by
the parent organization. Simlarly, if the organizationis
owned by several unrel ated exenpt organizations, and is
operated for the purpose of furnishing electric power to
each of them it is not exenpt since such business woul d be
an unrel ated trade or business if regularly carried on by
any one of the tax-exenpt organizations. For purposes of
t hi s paragraph, organizations are related only if they
consi st of - -

(1) A parent organization and one or nore of its
subsi di ary organi zations; or

2 Al though these regul ations relate expressly to
determ ni ng whet her an organi zation is a feeder organization
wi thin the neaning of sec. 502 (an issue that respondent does not
raise in the instant case), this Court previously has referred to
these regulations in applying the integral part doctrine in the
context of sec. 501(c)(3) exenptions. See Ceisinger Health Plan
v. Comm ssioner, 100 T.C. 394, 401 (1993), affd. 30 F.3d 494 (3d
Cr. 1994).
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(2) Subsidiary organizations having a comobn

parent organization. An exenpt organization is not

rel ated to anot her exenpt organi zation nerely

because they both engage in the sane type of exenpt
activities.

Since Squire, only a relatively small nunber of cases have
applied the integral part doctrine. These cases are fact-

specific. See Ceisinger Health Plan v. Conmm ssioner, 30 F.3d

494, 501 (3d Cir. 1994), affg. 100 T.C 394 (1993), and cases
cited therein. As applied in a nunber of these cases, the
integral part doctrine requires the organization in question to
provi de “necessary and i ndi spensabl e” services solely to an
exenpt organi zation to which it bears some |egal or significant

operational relationship. See, e.g., Hospital Bureau of

Standards & Supplies, Inc. v. United States, 141 C. d. 91, 158

F. Supp. 560, 562 (1958) (recognizing exenption of an
organi zati on that provided “necessary and i ndi spensabl e’ product
testing and purchasing of hospital supplies for its exenpt nenber

hospital); University Med. Resident Servs., P.C. v. Conm Ssioner,

T.C. Meno. 1996-251 (nmenbershi p organi zations that conducted
clinical training prograns for menber universities were not

exenpt); Council for Bibliographic & Info. Techs. v.

Comm ssioner, T.C Menp. 1992-364 (recogni zi ng exenption of an

organi zati on that conducted “necessary and i ndi spensabl e”
activities for exenpt nenber libraries). As applied in these

cases, the integral part doctrine operates to recogni ze a
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derivative exenption of an organi zati on which serves only anot her
exenpt organi zation and perfornms essential services that the

client organi zation otherw se woul d have perforned for itself to

acconplish its own exenpt purposes. See B.S.W Goup, Inc. V.

Comm ssioner, 70 T.C. 352, 360 (1978); University Med. Resident

Servs., P.C. v. Conmissioner, supra, and cases cited therein.

Consistent with this rationale, professional group practices
serving exenpt entities have been granted tax exenption under the

integral part doctrine. See University of Mass. Med. Sch. G oup

Practice v. Comm ssioner, 74 T.C 1299 (1980); B.H W Anesthesia

Found., Inc. v. Comm ssioner, 72 T.C. 681 (1979); University of

Md. Physicians, P.A. v. Conmmissioner, T.C Menp. 1981-23. These

cases invol ved anest hesi ol ogy services or faculty nedi cal
activities that were provided solely to the served hospital or
medi cal school and that were essential to the operation of the

hospital or medical school. See Geisinger Health Plan v.

Comm ssioner, 100 T.C. 394 (1993).

In Ceisinger Health Plan v. Conmi ssioner, supra, this Court

denied a claimfor tax exenption asserted by an HMO under the
integral part theory. W reasoned that the group-practice line
of cases was not controlling because, unlike the exenpt

organi zations in those cases, the HMO had a popul ati on of

subscri bers that did not overlap substantially with the patients

of the related exenpt entities. |In considering whether the HMO S
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activities would have constituted an unrel ated business if
conducted by its affiliate, we noted that section 513(a) defines
“unrel ated trade or business” by reference to conduct that is
“not substantially related” to the organization’s exenpt
functions. W stated that the determ nation whether conduct is
“substantially related” in this context “considers the degree to
whi ch incone is earned from services rendered or sales made to
persons who are not patients of the exenpt affiliated entity.”
Id. at 405. Noting that entities related to the HMO provi ded 80
percent of the hospital services rendered to the HMO s patients,
we held that the record in CGeisinger did not justify a concl usion
as to whether the instances in which the HMO s subscribers were
served by unrelated entities were substantial or insubstantial.
See id. at 406. Accordingly, we held that the HMO failed to
establish that its activities conprised an integral part of its
affiliate’ s exenpt activities.

Simlarly, in the instant case, petitioner has failed to
establish that the Surgery Center’s patient popul ation overl aps
substantially with that of Redl ands Hospital. The record does
not reveal what percentage of persons served at the Surgery
Center are patients of Redlands Hospital. Cearly, however, the
Surgery Center was perform ng anbul atory surgery on a for-profit
basis for its own patients before petitioner was ever involved

and presumably continued to do so afterward.
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Even if we were to assune, arguendo, that the patient
popul ati ons of the Surgery Center and Redl ands Hospital overlap
substantially, this circunstance would not suffice to confer
exenption on petitioner under the integral part doctrine. In al
the precedents cited above in which courts have applied the
integral part doctrine to recognize a derivative exenption, the
or gani zati on has been under the supervision or control of the
exenpt affiliate (or a group of exenpt affiliates with comon
exenpt purposes) or otherwi se expressly limted in its purposes
to advancing the interests of the affiliated exenpt entity or
entities, and serving no private interests.? For instance, in

Squire v. Student Book Corp., 191 F.2d 1018, 1019 (9th G r

1951), all actions of the bookstore's board of trustees were
submtted to the president of the college for approval, and the
coll ege conptroller acted as ex officio treasurer of the
bookstore. The bookstore paid no rebates and no part of its
earnings inured to private benefit. It seens clear that such

considerations are central to the court's holding in Squire that

24 1n CGeisinger Health Plan v. Conm ssioner, 100 T.C. 394,
402 (1993), affd. 30 F.3d 494 (3d Cir. 1994), we stated that the
parti es had agreed that “an organization is entitled to exenption
as an integral part of a tax-exenpt affiliate if its activities
are carried out under the supervision or control of an exenpt
organi zation and could be carried out by the exenpt organization
wi t hout constituting an unrelated trade or business” (enphasis
added). In CGeisinger, we made a factual finding that the
affiliated exenpt foundation controlled the HMO. See id. at 396.
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t he bookstore's business enterprise “bears a close and intimte
relationship to the functioning of the College itself.”?

By contrast, as previously discussed, petitioner's sole
activity (the Surgery Center) is effectively controlled by for-
profit parties. The operations of the Surgery Center plainly are
not dedi cated to advancing the interests of petitioner’s exenpt
affiliates other than as those interests m ght happen to coincide

with the comrercial interests of petitioner’s for-profit

% See also University of Mass. Med. Sch. Group Practice v.
Comm ssioner, 74 T.C. 1299 (1980) (organi zation granted exenption
was created pursuant to a special act of the State |egislature as
an integral part of the affiliated nmedical school and university
hospital); B.H W Anesthesia Found., Inc. v. Comnm ssioner, 72
T.C. 681, 683 (1979) (organization granted exenption was the
i ncorporation of the affiliated hospital's departnent of
anest hesi ol ogy, and nost control rested directly or indirectly
with the departnent's chairman); Brundage v. Conm ssioner, 54
T.C. 1468 (1970) (public nmuseumthat was determ ned to be an
integral part of the Gty of San Francisco's city school system
had previously been conveyed to the city); Estate of Thayer v.
Comm ssioner, 24 T.C. 384 (1955) (alumi association’s activities
were for the purpose of advancing the affiliated public
uni versity, which held possession of, adm nistered, and invested
t he association’s endowrent fund, with no noneys used for the
benefit of any alumus); University Med. Resident Servs., P.C V.
Comm ssioner, T.C Meno. 1996-251 (organi zations’ nenberships
consisted entirely of nonprofit schools and affiliated teaching
hospital s, representatives of which made all deci sions about the
organi zations’ activities); Council for Bibliographic & Info.
Techs. v. Conm ssioner, T.C Menp. 1992-364 (organi zation’s
menbership consisted entirely of public and academ c libraries,
representatives of which conprised the organization’s board of
trustees); University of Md. Physicians, P.A v. Conm ssioner,
T.C. Meno. 1981-23 (the organization's articles limted its
activities to serving the interests of the affiliated nedical
school and hospital, and petitioner could not be used to serve
any private purpose of its stockholders); Hospital Bureau of
Standards & Supplies, Inc. v. United States, 141 C. Cd. 91, 158
F. Supp. 560, 562 (1958) (organization s nmenbership consisted
entirely of nonprofit hospitals).
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partners. Moreover, as previously discussed, petitioner
i mperm ssibly serves private interests. Petitioner’s activity is
not so substantially and closely related to the exenpt purposes
of its affiliates that these private interests nay be

di sregarded. See Ceisinger Health Plan v. Conm ssioner, 100 T.C.

at 406, 407. Accordingly, petitioner is not entitled to
exenption under the integral part doctrine.

Remai ni ng contentions not addressed herein we deem
irrelevant, without nerit, or unnecessary to reach.

To reflect the foregoing,

Decision will be entered

for respondent.
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