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St. David' sHealth Care System, Inc. (“St. David's’) brought suit in federal court to recover
taxesthat it paid under protest. St. David’ sargued that it wasacharitable hospital, and therefore tax-

exempt under 26 U.S.C. 8 501(c)(3). The Government responded that St. David’ s was not entitled
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to atax exemption because it had formed a partnership with afor-profit company and ceded control
over its operations to the for-profit entity. Both St. David's and the Government filed motions for
summary judgment. The district court granted St. David' s motion, and ordered the Government to
refund the taxes paid by St. David's for the 1996 tax year. The district court also ordered the
Government to pay $951,569.83 in attorney’ s fees and litigation costs. The Government filed the
instant appeal. We conclude that this case raises genuine issues of material fact, and that the district
court thus erred in granting St. David's motion for summary judgment. We therefore vacate the
district court’s decision, and remand for further proceedings.
I

For many years, St. David' s owned and operated a hospital and other health care facilitiesin
Austin, Texas. For most of its existence, St. David’s was recognized as a charitable organization
entitled to tax-exempt status under § 501(c)(3).

Inthe 1990s, dueto financid difficultiesin the health careindustry, St. David’ sconcluded that
it should consolidate with another health care organization. Ultimately, in 1996, St. David' sdecided
to forma partnership with ColumbiadlHCA Healthcare Corporation (“HCA”), afor-profit company
that operates 180 hospitals nationwide. HCA aready owned severa facilities in the suburbs of

Austin, and was interested in entering the central Austin market. A partnership with St. David's

! Non-profit organizations that are “organized and operated exclusively for religious,
charitable, scientific, . . . literary or educational purposes’ can qualify for atax exemption under 8
501(c)(3). 26 U.S.C. §501(c)(3). Although the statutory provision does not specifically mention
medical care, the Internal Revenue Service (*IRS’) has long viewed the provision of health care as
a“charitable’ purpose under § 501(c)(3). See Geisinger Health Plan v. Commissioner, 985 F.2d
1210, 1216 (3d Cir. 1993); seealso Rev. Rul. 69-545, 1969-2 C.B. 117 (1969) (“ The promotion of
hedlth . . . is one of the purposes in the general law of charity that is deemed beneficial to the
community asawhol€.]”).
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would allow HCA to expand into that urban market.

St. David's contributed al of its hospital facilities to the partnership. HCA, in turn,
contributed its Austin-area facilities. The partnership hired Galen Health Care, Inc. (“Galen”), a
subsidiary of HCA, to manage the day-to-day operations of the partnership medica facilities.

In 1998, the IRS audited St. David's and concluded that, due to its partnership with HCA,
St. David' sno longer qudified asacharitable (and, thus, tax-exempt) hospital. The IRS ordered St.
David' sto pay taxes. St. David' spaid the requisite amount under protest, and subsequently filed the
instant action, requesting a refund.

The partiesfiled cross-motionsfor summary judgment. Thedistrict court granted themotion
filed by St. David’ sand ordered the Government to refund the taxes paid by the hospital for the 1996
tax year. The court also decided that, because the Government’ s position (that St. David’ swas not
entitled to an exemption) was not substantialy justified, the Government should pay attorney’ sfees
and other litigation costs in the amount of $951,569.83. See 26 U.S.C. § 7430(c)(4)(A),(B)
(indicating that the “prevailing party” inatax caseisentitled to attorney’ sfees and costs, unlessthe
Government isthe non-prevailing party and establishesthat its position was“ substantially justified”).
The Government filed this appeal.

I

We review the district court’s ruling on a motion for summary judgment de novo, applying
the same legal standard as the district court. Wyatt v. Hunt Plywood Co., 297 F.3d 405, 408 (5th
Cir. 2002). Summary judgment should be granted only when there is “nogenuine issue as to any
materia fact[.]” FeD.R. Civ. P. 56(c); Wyatt, 297 F.3d at 408-09. An issue of fact is material only

“if its resolution could affect the outcome of the action.” Wyatt, 297 F.3d at 409.
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In determining whether there is a dispute as to any materia fact, we consider all of the
evidenceintherecord, but we do not make credibility determinations or weigh theevidence. Reeves
v. Sanderson Plumbing Prods., Inc., 530 U.S. 133, 150 (2000). Instead, we “draw all reasonable
inferences in favor of the nonmoving party[.]” 1d.; Wyatt, 297 F.3d at 409. |f we determine, after
accepting the facts as presented by the nonmoving party, that “the moving party is entitled to a
judgment as a matter of law,” we affirm the grant of summary judgment. FeD. R. Civ. P. 56(c).

TheGovernment clamsthat thedistrict court erred inconcluding that St. David’ swasentitled
to § 501(c)(3) tax-exempt status. The burden wason St. David’sto prove that it qualified for atax
exemption. See Nationalist Movement v. Commissioner, 37 F.3d 216, 219 (5th Cir. 1994); Senior
Citizens Sores, Inc. v. United Sates, 602 F.2d 711, 713 (5th Cir. 1979) (“It is the burden of the
party claiming the exemption . . . to prove entitlement to it.”).

In order to qualify for tax-exempt status, St. David's was required to show that it was
“organized and operated exclusively” for a charitable purpose. 26 C.F.R. § 1.501(c)(3)-1(a). The
“organizational test” required St. David’ s to demonstrate that its founding documents: (1) limit its
purposeto “oneor moreexempt purposes’; and (2) do not expressy empower St. David sto engage
more than “aninsubstantia part of its activities’ in conduct that fails to further its charitable goals.
ld. 8 1.501(c)(3)-1(b). The parties agree that St. David's articles of incorporation satisfy the
organizational test.

To pass the “operational test,” St. David's was required to show: (1) that it “engage[s]
primarily in activities which accomplish” its exempt purpose; (2) that its net earnings do not “inure
to the benefit of private shareholders or individuals’; (3) that it does “not expend a substantial part

of its resources attempting to influence legidation or political campaigns’; and (4) that it “serve[s|
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avaid purpose and confer[s] a public benefit.” Nationalist Movement, 37 F.3d at 219-20. The
parties appear to agree that, because St. David's contributed al of its medical facilities to the
partnership, we must look to the activities of the partnership to determine if St. David' s satisfies the
operational test.

The Government argues that St. David's cannot demonstrate the first element of the
operational test.? The Government asserts that, because of its partnership with HCA, St. David's
cannot show that it engages “primarily” in activities that accomplish its charitable purpose. The
Government doesnot contend that anon-profit organization should automatically |oseitstax-exempt
status when it forms a partnership with a for-profit entity. Instead, the Government argues that a
non-profit organization must sacrificeitstax exemption if it cedes control over the partnership to the
for-profit entity. The Government asserts that, when a non-profit cedes contral, it can no longer
ensure that its activities viathe partnership primarily further its charitable purpose. In this case, the
Government contends that St. David's forfeited its exemption because it ceded control over its
operations to HCA.

St. David’ srespondsin part that the central issue in determining its tax-exempt statusis not
which entity controlsthe partnership. Instead, St. David' s appears to assert, the pivotal questionis
one of function: whether the partnership engages in activities that further its exempt purpose. St.
David' s argues that it passes the “operational test” because its activities via the partnership further
its charitable purpose of providing health careto all persons.

St. David's relies in particular on a revenue ruling issued by the IRS, which provides

guidelinesfor hospitals seeking a 8§ 501(c)(3) exemption. Revenue Ruling 69-545 setsforth what has

2 The parties agree that St. David' s satisfies the other three elements of the test.
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come to be known as the “community benefit standard.” See IHC Health Plans, Inc. v.
Commissioner, 325 F.3d 1188, 1197 (10th Cir. 2003); see also Rev. Rul. 83-157, 1983-2 C.B. 94
(1983) (noting that hospitals can be tax-exempt if various factors demonstrate that the “hospitals
operate exclusively to the benefit of the community”). The RS generally accords tax-exempt status
to independent non-profit hospitals that satisfy this standard.

Under the* community benefit standard,” anon-profit hospital can qualify for atax exemption
if it: (1) provides an emergency room open to al persons, regardiess of their ability to pay; (2) is
willing to hire any quaified physician; (3) is run by an independent board of trustees composed of
representatives of the community (“community board”); and (4) usesall excessrevenuesto improve
facilities, provideeducational services, and/or conduct medical research. SeeRev. Rul. 69-545, 1969-
2 C.B. 117 (1969) (outlining the community benefit standard); see also IHC Health Plans, 325 F.3d
at 1197 n.16 (noting several relevant factorsfor determining whether a hospital confersasignificant
community benefit, including the provision of free or below-cost care; the treatment of individuals
eligible for Medicare or Medicaid; the use of extrafundsfor research and educational programs; and
the composition of the board of trustees). A hospital need not demonstrate al of these factorsin
order to qualify for § 501(c)(3) tax-exempt status. See Geisinger, 985 F.2d at 1219; Rev. Rul. 69-
545, 1969-2 C.B. 117 (1969) (stating that “[t]he absence of particular factors’ will not necessarily
prevent a hospital from obtaining an exemption); see also Rev. Rul. 83-157, 1983-2 C.B. 94 (1983)
(noting that, under certain circumstances, ahospital can satisfy the community benefit standard even
if it does not provide free emergency room care). Instead, the hospital must show, based on the
“totality of the circumstances,” that it is entitled to atax exemption. Geisinger, 985 F.2d at 1219.

St. David's contends that its activities via the partnership more than satisfy the community
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benefit standard. St. David’'s notes that the partnership hospitals perform a number of charitable
functionsinthe Austin community. According to St. David’s, the partnership not only providesfree
emergency room care, but also has opened the rest of its facilities to al persons, regardless of their
abilityto pay.® Inaddition, St. David’ sasserts, the partnership hospitals maintain open medical staffs.
Findly, St. David' sstatesthat it usesthe profitsthat it receivesfrom the partnership revenuesto fund
research grants and other health-related initiatives.*

We have no doubt that St. David’s via the partnership provides important medical services

® The Government suggests that there is afactual dispute regarding whether the partnership
provides free care, because the partnership hospitals seek to collect payment from all patients.
However, as the Government concedes in its origina brief, “collection efforts do not definitively
indicatethat . . . care[is] not charitable.” See also Maynard Hosp., Inc. v. Commissioner, 52 T.C.
1006, 1026 (1969) (indicating that “charitable services’ may include collection attempts, aslong as
“[p]atients who were found unable to pay their bills often had them reduced or entirely canceled”).
The arguments made by the Government regarding St. David's collection efforts fail to create a
genuine issue of fact as to whether the partnership facilities dispense charity care.

* The Government contends that the partnership hospitals do not satisfy the community
benefit standard, because the partnership lacks a community board. The Government notesthat half
of the members of the partnership’s Board of Governors are appointed by HCA, and that two of the
membersappointed by St. David’ sare physiciansat partnership hospitals. The Government contends
that these individuas have a financial interest in the partnership hospitals, and therefore cannot be
deemed “independent” representatives of the community who are likely to give a high priority to
charitable concerns. Cf. Rev. Rul. 69-545, 1969-2 C.B. 117 (1969) (indicating that a hospital is
more likely to perform charitable work that benefits the community if its board of directors is
composed of i ndependent community members, and not composed of individua swho haveafinancia
interest in the hospital).

The Government may be correct in asserting that the partnership does not have acommunity
board. However, thisfact does not suggest that the partnership hospitalsfail to meet the community
benefit standard. As we have just explained, a hospital need not demonstrate every factor set forth
in Revenue Ruling 69-545 in order to qualify for atax exemption. The partnership hospitals can
therefore satisfy the community benefit standard, whether or not they are run by an independent
community board.

-7-



to the Austin community.® Indeed, if the issue in this case were whether the partnership performed
any charitable functions, we would be inclined to affirm the district court’s grant of summary
judgment in favor of St. David's.

However, we cannot agree with St. David's suggestion that the central issue in this case is
whether the partnership provides some (or even an extensive amount of) charitable services. Itis
important to keep in mind that § 501(c)(3) conferstax-exempt statusonly on those organi zationsthat
operate exclusively in furtherance of exempt purposes. 26 C.F.R. 8 1.501(c)(3)-1(a). Asaresult,
in determining whether an organization satisfies the operational test, we do not smply consider
whether the organization’ s activities further its charitable purposes. We must also ensure that those
activitiesdo not substantially further other (non-charitable) purposes. If morethan an“insubstantial”
amount of the partnership’ sactivitiesfurther non-charitable interests, then St. David’ s can no longer
be deemed to operate exclusively for charitable purposes. See Nationalist Movement, 37 F.3d at 220
(“*Anorganization will not be. . . regarded [as operated exclusively for an exempt purpose] if more

than an insubstantial part of its activitiesis not in furtherance of an exempt purpose.’”) (quoting 26
C.F.R. §1.501(c)(3)-1(c)(1)).°
Therefore, even if St. David's performs important charitable functions, St. David’'s cannot

qualify for tax-exempt statusunder § 501(c)(3) if itsactivitiesviathe partnership substantially further

® The amicus brief filed by the City of Austin confirmsthat St. David's performs important
charitable work in the Austin area

® As St. David' s points out, the requirement that an organization operate “exclusively” for
exempt purposes is not as absolute as the term “exclusive” might make it appear. An organization
can be deemed to operate exclusively for exempt purposes if it engages “primarily” in activities that
further its charitable purposes. See Nationalist Movement, 37 F.3d at 219. Nonetheless, an
organization cannot be deemed to operate exclusively or primarily for charitable purposes when a
substantial portion of the organization’s activities further non-charitable purposes.
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the private, profit-seeking interests of HCA. Seeid. at 220 (“‘[T]he presence of a single [non-
exempt] purpose, if substantial in nature, will destroy the exemption regardliess of the number or

importance of truly [exempt] purposes.’”) (quoting Better Business Bureau of Washington, D.C. v.
United Sates, 326 U.S. 279, 283 (1945)); cf. Est of Hawaii v. Commissioner, 71 T.C. 1067, 1078-79
(1979) (“The operational test focuses on the purpose rather than the nature of an organization's
activities.”) (citation omitted) (emphasis added).

In order to ascertain whether an organization furthers non-charitable interests, we can
examine the structure and management of the organization. See Church of Ethereal Joy v.
Commissioner, 83 T.C. 20, 22-23 (1984). In other words, we look to which individuals or entities
control the organization. Seeid. at 23; see also Lowry Hosp. Ass'nv. Commissioner, 66 T.C. 850,
859-60 (1976) (concluding that a hospital could not be deemed to operate exclusively for charitable
purposes, partly because of the “control and dominance” exercised by a single physician over the
hospital’ saffairs). If privateindividualsor for-profit entities have either formal or effective control,
we presume that the organization furthersthe profit-seeking motivations of those private individuals
or entities. That istrue, even when the organization is a partnership between a non-profit and afor-
profit entity.” See Redlands SQurgical Servs. v. Commissioner, 113 T.C. 47, 75 (1999) (“An

organization’s property may be impermissibly devoted to a private use where private interests have

control, directly or indirectly, over its assets, and thereby secure nonincidental private benefits.”).®

’ For purposes of simplicity, we use the term “partnership” to refer to a number of similar
combinations between non-profit organizations and for-profit entities, including limited partnerships
and limited liability companies.

8 In Redlands, the tax court was presented with a situation that, in many ways, resemblesthe
present case. In Redlands, a non-profit organization formed a partnership with afor-profit entity to
operate a surgical center. 113 T.C. at 48, 64. The tax court stated that the non-profit would not
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When the non-profit organization cedes control over the partnership to the for-profit entity, we
assumethat the partnership’ s activities substantially further the for-profit’ sinterests. Asaresult, we
conclude that the non-profit’s activities via the partnership are not exclusively or primarily in
furtherance of its charitable purposes. Thus, the non-profit is not entitled to atax exemption. See
Rev. Rul. 98-15, 1998-1 C.B. 718 (1998) (“[I]f aprivate party isallowed to control or use the non-
profit organization’s activities or assets for the benefit of the private party, and the benefit is not
incidenta to the accomplishment of exempt purposes, the organization will fail to be organized and
operated exclusively for exempt purposes.”); see also Est of Hawaii, 71 T.C. at 1080 (concluding
that a non-profit could not qualify for tax-exempt status, because it was effectively, athough not
formdly, controlled by for-profit interests); cf. Church of Ethereal Joy, 83 T.C. at 23 (“Although
control by . . . asmall group may not necessarily disqualify [an organization] for exemption, it
provides an obvious opportunity for abuse of the claimed tax-exempt status.”) (internal quotation

marks omitted).

automatically lose its tax-exempt status because it had entered a partnership with afor-profit entity.
Id. at 74-75. However, the court indicated, the non-profit organization might not qualify for atax
exemption if it lacked control over the partnership. Seeid. at 75. The non-profit organization in
Redlands argued that the central issue was not one of control. Id. at 77. Instead, the non-profit
contended, the central question should be whether the partnership in fact performed charitable work.
Id. Thetax court rejected this position, and appeared to conclude that the central issue was indeed
oneof control. Seeid. at 78 (“To the extent that [the non-profit organization] cedes control over its
sole activity to for-profit parties having an independent economic interest in the same activity and
having no obligation to put charitable purposes ahead of profit-making objectives, [the non-profit]
cannot be assured that the partnershipswill infact be operated in furtherance of charitable purposes.
In such acircumstance, we are led to the conclusion that [the non-profit] is not operated exclusvely
for charitable purposes.”). The Ninth Circuit, in a short per curiam opinion, affirmed. Redlands
Surgical Servs. v. Commissioner, 242 F.3d 904, 904-05 (9th Cir. 2001). Notably, the court of
appedls stated that “we adopt the tax court’s holding that [the non-profit organization] has ceded
effective control over the operations of the partnerships and the surgery center to private parties,
conferring impermissible private benefit.” 1d. at 904 (internal quotation marks omitted) (emphasis
added).
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Conversdly, if thenon-profit organization entersinto apartnership agreement with afor-profit
entity, and retains control, we presume that the non-profit’s activities via the partnership primarily
further exempt purposes. Therefore, we can conclude that the non-profit organization should retain
its tax-exempt status. See Plumstead Theatre Soc'y, Inc. v. Commissioner, 74 T.C. 1324, 1334
(1980) (concluding that a non-profit theater organization could retain its tax-exempt status, even
after forming alimited partnership with afor-profit entity, in part because “[t]he limited partnershave
no control over the way [the non-profit organization] operates or manages its affairs’); see also
Broadway Theatre League of Lynchburg, Va., Inc. v. United Sates, 293 F. Supp. 346, 354 (W.D.
Va. 1968) (concluding that anon-profit theater group could maintainitstax-exempt status, even after
entering a contract with a for-profit booking agent, because the contract did not give the agent
control over the operations of the non-profit).

The present case illustrates why, when a non-profit organization forms a partnership with a
for-profit entity, courts should be concerned about the relinquishment of control. St. David's, by its
own account, entered the partnership with HCA out of financial necessity (to obtai n the revenues
needed for it to stay afloat). HCA, by contrast, entered the partnership for reasons of financial
convenience (to enter anew market). The starkly different financia positions of these two parties
at the beginning of their partnership negotiations undoubtedly affected their relative bargaining
strength. Because St. David' s*needed” this partnership morethan HCA, St. David' smay have been
willing to acquiesce to many (if not most) of HCA’s demands for the fina Partnership Agreement.
In the process, of course, St. David’ s may not have been able to give a high priority to its charitable
objectives. Asaresult, St. David’s may not have been able to ensure that its partnership with HCA

would continually provide a “public benefit” as opposed to a private benefit for HCA. Cf. IHC
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Health Plans, 325 F.3d at 1195 (noting that tax exemptions under 8§ 501(c)(3) constitute akind of

“quid pro quo” and “*are justified on the basis that the exempt entity confers a public benefit—a
benefit which the society or the community may not itself choose or be able to provide, or which
supplements and advances the work of public institutions already supported by tax revenues™)
(quoting Bob Jones Univ. v. United States, 461 U.S. 574, 591 (1983)) (emphasisin original).

These precedents and policy concerns indicate that, when a non-profit organization forms a
partnership with afor-profit entity, the non-profit should loseitstax-exempt statusif it cedes control
to the for-profit entity. See Redlands, 242 F.3d at 904 (holding that a non-profit organization is no
longer entitled to tax-exempt status when it “has ceded effective control . . . to private parties’)
(internal quotation marks omitted). Therefore, in our review of the district court’s summary
judgment ruling, we examinewhether St. David’ shas shown that thereisno genuineissue of material
fact regarding whether St. David' s ceded control to HCA.

A recent IRS revenue ruling provides astarting point for our analysis. In Revenue Ruling
98-15, the IRS indicated how a non-profit organization that forms a partnership with a for-profit
entity can establish that it hasretained control over the partnership’ s activities. See Rev. Rul. 98-15,
1998-1 C.B. 718 (1998). The revenue ruling states that a non-profit can demonstrate control by
showing some or all of the following: (1) that the founding documents of the partnership expressy
state that it has a charitable purpose and that the charitable purpose will take priority over all other

concerns, (2) that the partnership agreement gives the non-profit organization amajority vote in the

partnership’sboard of directors; and (3) that the partnership is managed by an independent company
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(an organization that is not affiliated with the for-profit entity). Seeid.’

The partnership documentsin the present case, examined in light of the above factors, leave
usuncertain asto whether St. David’ s has ceded control to HCA. St. David’ s did manage to secure
some protections for its charitable mission. First of al, Section 3.2 of the Partnership Agreement
expressy states that the manager of the partnership “shall” operate the partnership facilities in a

manner that complieswiththecommunity benefit standard.’® Thisprovision appearsto comport with

® We generally accord significant weight to the determinations of the IRS in its revenue
rulings. See Estate of McLendon v. Commissioner, 135 F.3d 1017, 1023 n.10 (5th Cir. 1998) (“In
this circuit, revenue rulings are generally given weight as expressing the studied view of the agency
whoseduty it isto carry out the statute.”) (internal quotation marksomitted); but seealsoid. at 1024
(noting that revenue rulings are“ clearly less binding on the courts than treasury regul ations or Code
provisions’).

St. David's contends that the most relevant IRS guideline is Revenue Ruling 69-545. As
discussed above, that ruling liststhefactorsthat govern whether ahospital (acting independently) can
be deemed a charitable organization. See Rev. Rul. 69-545, 1969-2 C.B. 117 (1969). Revenue
Ruling 69-545, however, isnot directly on point. Theruling doesnot addressthe situation presented
by this case: how a charitable hospital can retain its tax-exempt status when it forms a partnership
with a for-profit entity. Revenue Ruling 98-15, which expressly deals with that issue, serves as a
better guide in the instant case.

19 Section 3.2 of the Partnership Agreement states:

In furtherance of the purposes of the Partnership described in Section
3.1, the Manager shall causethe Facilitiesto conduct the businessand
operations of the Partnership in such a manner as to satisfy the
community benefits standard generaly required of hospitals under
Section501(c)(3) of the Code of (i) accepting Medicareand Medicaid
patients, (ii) accepting all patients in an emergency condition in their
emergency rooms without regard to the ability of such emergency
patients to pay, (iii) maintaining open medical staffs, (iv) providing
public health programs of educational benefit to the community, and
(v) generdly promoting the hedlth, wellness and welfare of the
community by providing quality health care at areasonable cost. The
Partnership intends to operate its business in such a manner so as not
tojeopardizethe statusof [St. David' 5] or the[St. David' 5] Affiliates,
to the extent applicable, as organizations described in Section
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thefirst factor in Revenue Ruling 98-15, which indicates that the partnership’ s founding documents
should contain astatement of the partnership’ scharitable purpose. See Rev. Rul. 98-15, 1998-1 C.B.
718 (1998) (indicating that “[t]he governing documents’ of the partnership should “commit [the
partnership] to providing health care servicesfor the benefit of the community asawhole andto give
charitable purposespriority over maximizing profits’); compareRedlands, 113 T.C. at 78-79 (noting,
asafactor suggesting that the non-profit organization lacked control, that the partnership documents
did not expresdly state that the partnership had a charitable mission)!* St. David's asserts that if
Galen, the manager of the partnership facilities, fails to adhere to this requirement, St. David's can
sue in Texas state court for specific performance of the Partnership Agreement.

The Management Services Agreement between Galen and the Partnership further provides

that, if Galen takes any action with a “materia probability of adversely affecting” St. David' s tax-

501(c)(3) of the Code.

" The Government contendsthat Section 3.2 of the Partnership Agreement does not meet the
standard established by Revenue Ruling 98-15. The Government argues that it is not sufficient for
apartnership agreement to state that amanager “shall” abide by the community benefit standard; the
agreement must also expressly require the manager to place charitable concerns above other goals.

We are not persuaded by the Government’ s narrow interpretation of Revenue Ruling 98-15.
The term “shdl” clearly indicates that the manager of this partnership is required to abide by the
community benefit standard. SeeValdezv. Cockrell, 274 F.3d 941, 950 (5th Cir. 2001) (“Theword
‘shdl’ is mandatory in meaning.”); In re DP Partners Ltd. P’ ship, 106 F.3d 667, 670-71 (5th Cir.
1997) (“Use of the word ‘shall’ connotes a mandatory intent.”). The mandatory nature of Section
3.2 isfurther evidenced by the specificity of the provision: it carefully lays out the manner in which
the manager “shal” adhere to the community benefit standard. See supra note 10.

Asour discussion below indicates, Section 3.2 cannot, standing alone, ensurethat St. David's
has an adequate amount of control over partnership operations. Other provisions of the partnership
documents must provide St. David' s with an effective means of enforcing the manager’ s obligation
to abide by the community benefit standard. Seeinfra. Nevertheless, as apurely textual matter, the
purpose statement in Section 3.2 appearsto comply with thefirst factor listed in Revenue Ruling 98-
15.
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exempt status, that action will be considered an “[e]vent of [d]efault.” Management Services
Agreement, section 7(d). TheManagement ServicesAgreement authorizesSt. David' stounilaterally
terminate the contract with Galen if it commits such a “default.” See Management Services
Agreement, section 7 (“ If any Event of Default shall occur and be continuing, the non-defaulting party
may terminate this Agreement . . . . Any action to be taken by the Partnership under this paragraph
may be taken by the [St. David' §] representatives on the Governing Board[.]”).

In addition, St. David’s can exercise a certain degree of control over the partnership viaits
membership on the partnership’ sBoard of Governors. St. David’ sand HCA each appoint half of the
Board. No measure can pass the Board without the support of amgjority of the representatives of
both St. David's and HCA. See Partnership Agreement, section 1.8 (noting that Board approval
“means approval of not less than a mgority of a quorum of [HCA] Governors and not less than a
majority of aquorum of [St. David's] Governors’). Thus, through itsvoting power, St. David’'scan
effectively veto any proposed action of the Board of Governors.

St. David's aso contends that the Partnership Agreement gives it authority over the
partnership’s Chief Executive Officer (“CEQ”). The agreement permitted St. David’ sto appoint the
initial CEO, subject to the approval of the HCA membersof theBoard of Governors. See Partnership
Agreement, section 8.2. The agreement further provides that either HCA or St. David's can
unilateraly remove the CEO. Seeid. St. David' s suggests that this termination power enablesit to
ensure that the CEO will promote charitable objectives.

Findly, St. David's argues that its power to dissolve the partnership provides it with a
significant amount of control over partnership operations. The Partnership Agreement states that,

if St. David' sreceives|legal advice (from an attorney that has been deemed acceptable by both HCA
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and St. David's) that its participation in the partnership will hinder itstax-exempt status, St. David's
can request dissolution. See Partnership Agreement, section 15.1(f). St. David’ s assertsthat it can
use the threat of dissolution to force the partnership to give priority to charitable concerns.
According to St. David's, the above protections in the partnership documents (the purpose
statement in the Partnership Agreement; St. David' s power to terminate the Management Services
Agreement and the CEOQO; its ability to block proposed action of the Board of Governors; and its
power of dissolution) provide it with alarge measure of control over partnership operations.
However, as the Government argues, there are reasons to doubt that the partnership
documents provide St. David' s with sufficient control. First of al, St. David’ s authority within the
Board of Governorsislimited. St. David' s does not control amgjority of the Board. See Rev. Rul.
98-15, 1998-1 C.B. 718(1998) (indicating that anon-profit can retain control over apartnership with
a for-profit if it selects a mgjority of the partnership’s board of directors, but will have difficulty
controlling the partnershipif it hasonly an equal share of theboard). Asaresult, although St. David's
can veto board actions, it does not appear that it can initiate action without the support of HCA.
Thus, at best, St. David's can prevent the partnership from taking action that might undermine its
charitable goals; St. David's cannot necessarily ensure that the partnership will take new action that
furthersits charitable purposes. See Redlands, 113 T.C. at 79-80 (finding that the non-profit did not
have sufficient control in part because the non-profit could only veto partnership action; the non-

profit could not initiate action without the consent of the for-profit entity).*

12 St. David's appears to contend that its authority to appoint the chairman of the Board of
Governors, see Partnership Agreement, section 8.4(b)(i), givesit asignificant amount of control over
the Board. Itisnot clear, however, how this appointment power provides St. David’' swith any real
authority. The Partnership Agreement does not appear to permit the chairman to make decisions or
initiate action without the consent of the rest of the Board. See Partnership Agreement, section
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Second, Galen, which manages the operations of the partnership on a day-to-day basis, isa
for-profit subsidiary of HCA. Asaresult, it is not apparent that Galen would be inclined to serve
charitableinterests. It ssemsmorelikely that Galen would prioritize the (presumably non-charitable)
interests of its parent organization, HCA. See Rev. Rul. 98-15, 1998-1 C.B. 718 (1998) (indicating
that acharitable hospital isunlikely to be in control of a partnership with afor-profit entity when the
partnership manager is a subsidiary of the for-profit entity); see also Redlands, 113 T.C. at 83-84
(“[T]hislong-term management contract with an effiliate of [thefor-profit entity] isasalient indicator

of [the non-profit’s] surrender of effective control over the [partnership’s] operations”).*

8.4(c) (“[N]o member of the Governing Board, acting aone, shall have the authority to act on behalf
of the Governing Board.”). Thus, it doesnot seem that the chairman could initiate any action without
the support of amajority of the HCA representatives on the Board.

3 Our concerns about Galen's affiliation with HCA are magnified by the fact that the
partnership’s contract with Galen appoints the manager for an extraordinarily long term. The
Management Services Agreement statesthat Galen will remain the manager until 2050, aslong asan
HCA ffiliate continues to be a general partner of the partnership. See Management Services
Agreement, section 6. Such “job security” could make Galen less responsive to any allegations by
St. David'sthat Galen was not managing the partnership in accordance with the community benefit
standard. See Redlands, 113 T.C. at 82-83 (finding problematic the fact that the partnership was
“locked into” a management contract with an affiliate of the for-profit partner, when the contract
provided for a 15-year term and the possibility of renewing that term for two additional five-year
periods).

In addition, part of Galen’s fee is computed as a percentage (1%) of the partnership’s net
revenues. See Management Services Agreement, section5(a).  Such acontingency could give Galen
an incentive to maximize revenues, and to neglect charitable goals. This fact, standing alone, does
not necessarily preclude tax-exempt status for the non-profit partner. See Rev. Rul. 98-15, 1998-1
C.B. 718 (1998) (noting that a partnership paid its manager a fee based on the partnership’s gross
revenues, and nonetheless concluding that the non-profit member of the partnership was entitled to
tax-exempt status). However, thisfact, particularly when considered in light of Galen’ srelationship
withHCA, does suggest that Galen will not be inclined to prioritize charitable goals. See Redlands,
113 T.C. a 80 (citing the fact that the manager “derive[d] a management fee computed as a
percentage of gross revenues’ as a factor suggesting that the partnership had a “significant profit-
making objective’).
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Galen’ sapparent conflict of interest isonly partly mitigated by thefact that Section 3.2 of the
Partnership Agreement requires the manager to abide by the community benefit standard. Asthe
Government points out, that requirement is useful only to the extent that the governing documents
of the partnership empower St. David' sto enforce the provision. St. David’' s appears to assert that
the primary means through which it can force Galen to comply with Section 3.2 is by taking legal
action. Given thetime and expense of judicia proceedings, we doubt that St. David’ swill resort to
litigation every time Galen makes asingle decision that appearsto conflict with the community benefit
standard.

St. David' saso assertsthat it can control the management of the partnership viaits position
on the Board of Governors. However, the power of the Board is limited in scope. The Board of
Governors is empowered to deal with only mgor decisions, not the day-to-day operation of the
partnership hospitals.’* Thus, St. David’s could not, via its position on the Board, overrule a
management decision that fell outside the range of the Board’ s authority.

The Management Services Agreement does appear to provide St. David' s with a certain
degree of control over Galen. The agreement permits St. David' sto unilaterally cancel the contract
with Galen if the manager takes action that has a“material probability” of undermining St. David's
tax-exempt status. It is not entirely clear whether St. David’s would be willing to exercise this
termination option without the consent of HCA. Nor isit clear whether St. David’ scould ensurethat

Galen was replaced by a manager that would prioritize charitable purposes. Nonetheless, the

4 The Board can consider matters such as: (1) amendments to the Partnership Agreement,
the Management Services Agreement, and other mgor partnership documents; (2) sales of
substantially all partnership assets; (3) approval of annual operating and capital budgets; (4) thehiring
the partnership’ s CEQ; (5) any changein the mission of the partnership; and (6) authorization of debt
in excess of 10% of the partnership’s assets. See Partnership Agreement, section 8.4(c).
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Management Services Agreement does appear to give St. David's some authority over Galen, and
therefore seemsto provide St. David’ s with a degree of control over partnership operations.

We are aso uncertain about the amount of control that St. David's exercises over the
partnership’s CEO. St. David's appears to assert that its authority to appoint the initial CEO, and
its power to terminate the officer, demonstrate its control within the partnership. The Government
has created a general issue of material fact, however, regarding St. David' s by pointing to instances
in which the CEO failed to comply with the Partnership Agreement. Although the Partnership
Agreement states that the CEO “shdl” provide the Board of Governors with annual reports of the
amount of charity care, see Partnership Agreement, section 8.4(f), it seems that no such report was
prepared for 1996 (the first year of the partnership and the tax year at issueinthiscase). Indeed, it
doesnot appear that any annual report on charity carewasprepared until after the RS began auditing
the partnership. Despite St. David’ s assertions about its power over the CEO, the non-profit does
not claim to have taken any punitive action against the CEO for falling to prepare these reports. |If
St. David' swasinfact unableto enforceaprovision of the Partnership Agreement dealing specifically
with charity care, that raisesseriousdoubtsabout St. David’ scapacity to ensurethat the partnership’s
operations further charitable purposes.

Findly, we question the degree to which St. David’ s hasthe power to control the partnership
by threatening dissolution. First of all, the Partnership Agreement appears to permit St. David’' sto
request dissolution only when there is a change in the law, not Ssimply when the partnership fails to
perform afew charitable functions. See Partnership Agreement, section 15.1(f) (indicating that the
partnership “shall” be dissolved upon “[t]he request of [St. David’ g] for dissolution . . . in the event

[St. David' 5| receivesan opinion of counsel, from counsel reasonably acceptableto [St. David' s] and
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the [HCA] Governors, that as a result of a rule, regulation, statute, Internal Revenue Service
government pronouncement, or court decision . . . enacted or issued subsequent to the date hereof

whichwould cause the participation of [St. David' s] or the[St. David' 5] Affiliatesinthe Partnership
to be inconsistent with [their] Status . . . as organizations described in Section 501(c)(3) of the
Code’). Second, HCA may not take serioudly any threat of dissolution made by St. David's. HCA

must be aware that St. David's has a strong incentive not to exercise its power to dissolve the
corporation. The partnership documentsinclude a non-compete clause, which providesthat, in the
event of dissolution, neither partner can compete in the Austin areafor two years. See Contribution
Agreement, section 11.1. That result might be dightly unpleasant for HCA, but would not destroy
the entity; HCA would till have its nationwide health care business. For St. David's, by contrast,

dissolution would be disastrous. St. David’ s servesonly the Austin community. If it wereforbidden

from competing in that area, St. David’ s would (in effect) cease to exist. In light of the redlities of

the situation, it seems unlikely that St. David’' s would exercise its option to dissolve the partnership
even if the partnership strayed from St. David’s charitable mission.

The evidence presented by the parties demonstrates that there remain genuine issues of
materia fact regarding whether St. David' s ceded control to HCA. Therefore, we vacate the district
court’s grant of summary judgment in favor of St. David's.*®

For the above reasons, we VACATE the district court’s summary judgment ruling and its

award of attorney’s fees and costs and REMAND for further proceedings.

> Because we vacate the district court’s judgment, we need not address the other issue
presented by the instant case: whether the district court abused itsdiscretion in awarding attorney’s
feesand coststo St. David’'s. Because St. David' sisno longer the prevailing party in this matter, it
isnot entitled to fees or costs. See 26 U.S.C. 8 7430(c)(4)(A) (indicating that only the “prevailing
party” is entitled to costs).
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