Internal Revenue Service Department of the Treasury
P.0O. Box A-3290, DPN 22-3

District Director Chicago, Illinois 60690

Date:

Key District: [ IIEIGzIGNEG

Person to Contact: [NGcINEE
Telephone Number: [EEGE

CERTIFIED

This is a final adverse determination letter indicating that your

orga anization does not meet the requirements of section 501(c)(8) of the
internal Revenue Code for tax years beginning after |ENENENENEGEEGEGE
The adverse determination is being made according to the enclosed
technical advice received from the National Office of the Internal
Revenue Service sent to the Chicago Key District office on August 22,
1994,

Dear Applicant:

Contributions to your organization are not deductible under section 170
0f the Code.

vou are required to file Federal income tax returns on Form 1041 for

..1 vears as stated in the thirty day letter mailed on January 13, 1993.

You should file the return with your key District Director, EP/EO Division,
within thirty days from the date of this letter unless a request for an
axtension of time is granted. Processing of income tax returns and
assessments of any taxes due will not be delayad Dbecause you have filed a

v evition of declaratory judgment under section 7428 of the Code. You should
‘2ie returns for later tax years with the appropriate service center shown in

U

the instructions for those returns.

"¢ vou decide to contest this determination under the declaratory
Judgment provisions of section 7428, a petition to the United States Tax
Court, the United States Court of Claims, or the District Court of the
United States for the District of Columbia must be filed within ninety
days from the date this determination was mailed tc you. Contact the
clerk of the appropriate court for rules for filing petitions for

declaratory judgment.

#2 will notify the appropriate State officials of this action, as required
mection 6104(c) of the Code.

i you have any questions, please contact the person whose name ang
vvlophone number are shown in the heading of this letter.
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Marilyn W. Day
District Director
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INTERNAL REVENUE SERVICE

NATIONAL OFFICE TECHNICAI. ADVICE MEMORANDUM

District Director S T s
Chicago District -

. - vy
N L PN AR ATy crwogm. nmrin

Taxpayer's Name:

Taxpayer's Address:

Taxpayer's Identification Number:
Years Involved: Al.
Date of Conference: March 4, 1994

Issue:

Whether a trust, which was created solely to provide
supplemental retirement benefits to a named employee of an
organization exempt under section 501(c) (3) of the Internal
Revenue Code, qualifies for exemption under section 50i(cj (3)7?

Facts:

OO @O
) vas formed under a Trust
Agreement on I beotveen
, the Trustee, and an
organization which had been recognized as exempt from federal
income tax under section 501(c) (3) of the Code. has the
right to remove the trustee and appoint a successor trustee.

Subsequent to the date of I = -x:cnption

application, and its primary subsidiary,
merged into another
. The new entity

The term "' vill be used in
before the merger and

health care system effective
resulting from the merger is

this memo to refer to both
after the merger.

B s -:cnpt from federal income tax under section
301(c) (3) of the Code. It serves as the parent corporation of a
multi-corporate health care system.* owns and operates
Il hospitals and EMnursing homes. additional hospitals
nave affiliation arrangements with .
mro7ides certain financial vlanning, marketing, human resources
and administrative services to the affiliates. and




-2 -

—

its affiliated hospitals have .l licensed beds. IIIEIEINGGE
also owns and operates Il separately incorporated physician
clinics, and manages [ additional clinics. and its
subsidiaries also own and operate over [l diversified health care
businesses. 's projected operating revenue for M is
S :ntities which now make up the system
had assets of approximately S for the vear ending
I -

I was created for the purpose of giving

B - funding vehicle to provide supplementary retirement
benefits for I onder the h
I 2 rangement. He also participates in a qualified
pension plan described in section 401(a) of the Code. It is a
defined benefit plan under section 401(a) and the benefit is
calculated based on the employee's final pay, social security
payments, and length of service. The tax rules applicable to
such trusts prevent the distribution of the full formula amount
to persons compensated at || I s lcvel. Accordingly,
h agreed to provide a benefit to || I under a
non-qualified retirement program, the principal purpose of which
is to provide a benefit which, when added to the benefit under
the 401 (a) gualified plan, is equal to the full formula amount.

B rorticipates in another plan called the
(the

iDeferred Compensation Supplement Arrangement®). The Deferred
Compensation Supplement Arrangement is a defined contribution
zyvpe of benefits plan which requires |l to contribute
SHEE <ach vear until | ccases employment with

. The Deferred Compensation Supplement Arrangement and
Trust (the "Deferred Compensation Supplement Trust") was created
simultaneously with the Full Formula Trust for the purpose of
giving | 2 funding vehicle to provide these additional
retirement benefits for . The Deferred Compensation
Supplement Trust has also filed an application for recognition of
exemption under section 501(c) (3) of the Code and has yet to
receive a ruling on its application.

I, oo

currently the Chief Executive

Officer of . Untll ﬂ was
President o- and Chief Executive Offlcer of

chief Executive Officer of | TS

raesponsible for overseeing the operation of the _ systemn
and its | srployees. *, an experienced hospital
zdministrator, works more than ¢0 hours per week for [N
Z: nas held offices in a number of health care plore551 onal
rryanizaticns and iz =z member cf the koard cof dirsctors ci =

(W4

R
fu



number of organizations. He is a member of the [ lrerson

Board of Directors of ||| GTEGEGEG- . ;

ER . -

on January 13, 1993, you issued an .initial adverse
determination in connection with the Full Formula Trust's
exemption application. In a letter dated February 12, 1993, the
Full Formula Trust submitted its protest to your adverse ruling.
Upon review, the St. Paul Appeals Office suggested that you
withdraw your adverse ruling and forward this matter for
technical advice to us since a companion application, the
Deferred compensation Supplement Trust, was under consideration
by this office. Your adverse determination has not been
withdrawn.

Applicable Law:

Section 501(c) (3) of the Code provides exemption to
organizations organized and operated exclusively for educational,
charitable, or other exempt purposes.

Section 1.501(c) (3)-1(c) (1) of the regulations provides that
an organization will be regarded as "operated exclusively" for
one or more exempt purposes only if it engages primarily in
activities which accomplish one or more such exempt purposes
specified in section 501(c)(3). An organization will not be so
regarded if more than an insubstantial part of its activities is
not in furtherance of an exempt purpose.

Section 1.501(c) (3)-1(d) (1) (ii) of the regulations provides
that an organization is not organized or operated exclusively for
one or more of the purposes specified in section 501 (¢) (3) of the
Code unless it serves a public rather than a private interest.

Section 1.501(c) (3)~=1(d) (2) of the regulations provides the
term "charitable" is used in section 501(c) (3) of the Code in its
generally accepted legal sense and includes the relief of the
poor and distressed or of the underprivileged, and the promotion
of social welfare by organizations designed to lessen
neighborhood tensions, to eliminate prejudice and discrimination,
or to combat community deterioration.

In Russell v. Allen, 107 U.S. 163, 167 (1982), the Supreme
Court stated that charitable trusts "may, and indeed must, be for
the benefit of an indefinite number of persons; for if all the
beneficiaries are personally designated, the trust lacks the
assential element of indefiniteness, which is one characteristic
c¢f a legal charity." See also Thomason v. Commissioner, 2 T.C.
L42, (1943); Davis v, Commissioner, 55 T.C. 416, 124 (1979);
sconzt The Law of Trusts § 375 (4th ed. 1989).




Rev. Rul. 56-138, 1956~1"C.B. 202, held that a trust
organized and operated by- an employer for the primary purpose of
paying pensions to its retired employees was not organized
exclusively for charitable purposes to be entitled to exemption
under section 501(C) (3) of the Code.

Rev. Rul. 68-422, 1968-2 C.B. 207 held that an organization
created pursuant to the will of a stockholder of a company to pay
pensions to all retired employees of that company did not qualify
for exemption under section 501(c) (3) of the Code. The pension
benefits were paid to all retired employees age 65 or over,
regardless of thalr economic resources. Although the company did
not have a pension plan, its retired employees generally received
social security payments. The company did not contribute funds
to the organization nor did the company have any control over its
affairs. The organization in this case did not pay pensions on
the basis of need. It did not show that the retired employees of
the company as a class lack the necessities or comforts of life.
Accordingly, the organization did not qualify for exemption from
Federal income tax as a charitable organizatioa under section
501(c) (3) of the Code.

Rev. Rul. 72-147, 1972-1 C.B. 147, held that an organization
formed to provide low income housing to families (but gave
preference to employees of the individual who created and
controlled the organization), was not described in section
501(c) (3) of the Code, because the organization served the
zrivate interests of the creator rather than the public interest.

Rev. Rul. 73-126, 1973-1 C.B. 220, held that an exempt
organization's payment of reasonable pensions to retired
employees at the discretion of its Board of Directors does not
adversely affect its exempt status. The organization carried out
1ts charitable program through a staff of salaried employees. It
had no established retirement plan for these employees but has
followed a general practice of paying pensions to retired
employees at the discretion of its Board of Directors. The
recipients had no enforceable rights tou payment. The pensions
are not gratuities but represent extra compensation for past
services, are reasonable in amount as compensation for such
services, and would be deductible for Federal income tax purposes
iZ incurred in the conduct of trade or business. The payment of
censions toc retired employees is an accepted method of emplovee
compensation used by many public and private organizations.

Since the payments for the pensions in this case were reasonable
compensation in the light of the surrounding circumstances, they
1= 3 Irorer 2xpense 1n the cperation of the organization's

charitable program and did not constitute the improper use of the



organization's charitable resources, nor do they constitute
inurement of the organlzatloﬁ1s net earnings. to private.
individuals within the meaning of section 501(t) (3) of the Code.

Rev. Rul. 78-41, 1978-1 C.B. 148, held that a trust created
by an exempt hospital for the sole purpose of accumulating and
holding funds to be used to satisfy malpractice claims against
the hospital, and from which the hospital directs the
bank-trustee to make payments to claimants, was operated
exclusively for charitable purposes and is exempt from tax under
section 501(c) (3) of the Code. By serving as a repository for
funds paid in by the hospital, and by making payments at the
direction of the hospital to persons with malpractice claims
against the hospital, the trust was operating as an integral part
of the hospital. Of equal importance is the fact that the trust
was performing a function that the hospital could do directly.

Rationale:

The Full Formula Trust's primary objective is to provide
with a supplemental retirement benefit in accordance
with his employment agreement with | BBl The Fuil Formula
Trust's primary activity is to hold and invest funds to provide
deferred compensation benefits to a single person who is not a
member of a charitable class.

While a charitable organization may pay reasonable
retirement benefits to its retired employees (Rev. Rul. 73-126),
and a tax-exempt hcspital may create a subsidiary exempt trust to
satisfy its liability insurance claims (Rev. Rul. 78-41), these
rulings do not suggest, nor does any other legal authority
indicate, that a trust created by a charitable organization to
benefit a single employee may be exempt as a charitable trust
under section 501(c) (3) of the Code. By engaging primarily in
activities not in furtherance of an exempt purpose, the Full
Tormula Trust is not operated exclusively for one or more exempt
purposes pursuant to section 1.501(c) (3)-1(c) (L) of the
regulations.

Further, because the Full Formula Trust serves the benefit
zf a designated private individual, it fails the public interest
r2quirement of section 1.501(c) (3)-1(d) (1) (ii) of the
regulations. In this regard, the sole purpose of this trust is
To provide one individual with a supplemental retirement benefit.
iny benefit to the public is minor or incidental. The trust is
rrganized for the benefit of a single beneficiary and not for a
‘maritakle class. The trust's representatives assert that the
Jrovision of retirement benefits to the chief executive officer



of its controlling hospital furthers the exempt purposes of the
hospital. In our view, -the relationship between the compensation
of one individual and the: furtherance of a hospital's exempt
purposes is not a compelling one-and does not overcome the fact
that the primary purpose of the trust is to provide substantial
retirement benefits to a private individual.

We conclude that the Full Formula Trust is operated for the
substantial benefit of one individual contrary to the
requirements for exemption under section 501(c) (3) of the Code.
Compare Rev. Ruls. 56-138 and 68-422. Rev. Rul. 73-126 is not
relevant to the disposition of this matter since the applicant
trust under review has been established for one individual.

We also find that the Full Formula Trust is distinguishable
from the trust described in Rev. Rul. 78-41. Whereas that trust
was formed by a hospital to be operated to defray claims against
the hospital or its doctors, and thus benefitting the hospital,
the applicant Trust was operated to defray a specific expense for
the benefit of a single person.

Conclusion:

Based on the foregoing, the Full Formula Trust which was
created to provide supplemental retirement benefits to a single
employee of an organization described under section 501¢{c) (3) of
the Code does not qualify for exemption under section 501 (c) (3).
We concur with your adverse ruling.

-End-



Internal Revenue Servi. Department of th.reasury

District 230 South Dearborn Streest
Director Chicage, 1llineis ©00604

Emplover ldentification NMumber:

Person to Contact:
Telerhone Number:
Refer Reply to:

Internal Revenus Service

CERTIFIED oo JAN 13 1583
I

W nave considered your ap
Federal income tax under Se

f)r«-

~ecognition of ewemption from
3 of the Internal Revenue {(ode

that vou were formed under a Trust

o establish supplemental

own 1 Trust Azree t are
te for || - o create o funding vehicie for

vour application and supp “"ng dﬁcmumentation the activ
. - ool

funded by contributions made by _ an esempt
0 { He

deacribed in Section 501(c3{3) of the Internal Heveme Code.

ization are to
. -
suppiemental

Zection H0I(c{3) of the Code providea for the exemption from Federal income

{
tay of corporations org~1 zed and operated erxclusively for religiocus.
charitable, literary, scientific, and educational purposes:; no part of the net
exrnings of which inures o any private shareholder or individual.

Se Y 3)-1 of the Income s relates tn the definition
ot v and ceperation of organisations descrined in Section

50 aquoted. in part. as follows:

(& nicational and _operational testsz. (1) In order to he exempt as an
LYg bilon described in Section B01{c){3), an organizaticon must oe both

ory =3 ared or srclusively for one or more of the purposss zpecified
in secti I an organization fails to meet either the crganizaticonal
Lo the operational test, it is not exempt. (2) The ternm 'e mpt DUrpOSe
oy rposes’, as used in this section, means any purpose or purposes apecified
in on BUL{c{3...0"
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r the brief and it appears that the «

to you. Any submission must be signs

f the matter is to ke handled by & re

¢ Heguirements regarding the filing o

of enrollment to practice must be meti.

t Organization Appeal Procedures for A
explains in detail vour rights and procedures.

17 you do not protest this determination 1
considered by the Internal Revenue Service as i

i ratd remedies.  Section 7428(h)( the Internal
rt that "A declaratory . uHGr nt or decree uﬂae* thiz seclion

sued in any proceeding unless the Tax Court,

District Court of the United States for the

ines that the organization involved has exhaus

remedies avallable to it within the Interna .

Plaase keep this determination letter in vour rpermanent records.

¥ you agree with this determination, please sign and return the enclosad Form

1f we do not hear from vou within 3¢ davs from the date of this letter, this
d ! 11 becom In accordance with Code Secticn 6104(¢). we
officials of this action

vours,

£ icere ly

Marilyn W.

District Dlr‘ tor
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