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B
ecause of the cur rent v igorous 
enforcement of federal tax laws, not-
for-profit corporations that seek or 
wish to preserve tax-exempt status 
for retirement housing and long-

term care facilities must become familiar with the 
Internal Revenue Service's ( IRS 's ) specific 
exemption requirements. 

Tax-exempt status has long been perceived as 
appropriate for the traditional retirement home 
(i.e., congregate housing and life-care facility), 
which serves the elderly and typically experiences 
low profit margins . However , since 1987, 
Congress and the IRS have become particularly 
concerned with the potential for tax abuse by own
ers of "luxurious" tax-exempt retirement housing 
facilities for the "wealthy elderly" (particularly 
those facilities financed with tax-exempt bonds). 
In addition, the IRS has increased its scrutiny of 
organizations having or applying for tax-exempt 
status. Furthermore, Congress is considering two 

separate legislative proposals to allow the IRS to 
impose "intermediate" tax sanctions, short of revo
cation of tax-exempt status, to penalize tax-exempt 
organizations that fail to comply with the federal 
tax code and associated regulations.1 

FUNDAMENTALS OF EXEMPTION 
Section 501(a) of the Internal Revenue Code 
exempts organizat ions described in section 
501(c)(3) from federal income tax. An organiza
tion that is both organized and operated exclu
sively for religious, charitable, scientific, literary, 
or educational purposes or for testing for public 
safety may qualify for tax-exempt status under 
section 501(c)(3).2 The theory is that the federal 
government is compensated for lost tax revenue 
because it does not have to finance such activities. 

To qualify for section 501(c)(3) status, an 
organization must be both organized and operat
ed for one or more exempt purposes.3 An organi
zation will be considered as organized exclusively 

S u m m a r y Tax-exempt status has long 
been perceived as appropriate for the traditional 
retirement home (i.e., congregate housing and life-
care facility), which serves the elderly and typically 
experiences low profit margins. An organization 
that is both organized and operated exclusively for 
religious, charitable, scientific, literary, or educa
tional purposes or for testing for public safety may 
qualify for tax-exempt status under Internal 
Revenue Code section 501(c)(3). 

The Internal Revenue Service uses the generic 
term "homes for the aging" to include all forms of 
retirement housing facilities (except nursing homes 
that solely provide the highest level of nursing 
care). A home for the aging that qualifies under 
section 501(c)(3) (through satisfaction of the orga
nizational and operational tests) will qualify for 

charitable status for federal tax purposes if it oper
ates to satisfy the following basic needs of aged 
persons: suitable housing, healthcare, and finan
cial security. 

In general, not-for-profit organizations recog
nized as exempt under code section 501(c)(3) may 
be eligible for tax-exempt financing to develop a 
home for the aging through the issuance of tax-
exempt bonds.Effective tax-exemption planning is 
a necessary part of the business planning process 
by sophisticated not-for-profit organizations that 
own and operate (or desire to own and operate) 
charitable homes for the aging and similar housing 
facilities serving the elderly. The benefits of exempt 
status remain attractive for many such organiza
tions. The challenge of obtaining and maintaining 
that status is becoming far more burdensome. 
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for exempt purposes 
only if its articles of 
incorporation: 

• Limit its corporate 
purposes to one or 
more exempt purposes 

• Do not expressly 
empower the organiza-

C ongress is con

sidering allowing the 

able housing criterion if 
it provides residential 
facilities that are specifi
cally designed to meet 
some combination of 
the physical, emotional, 
recreational, social, reli
gious, or similar needs 

tion to (1) devote of aged persons, 
more than an insub- The IRS has cited the 
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ities to influencing leg- J - - t > ^ L \ J L l l l j J l J o C 1L1LCI dence that housing was 
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mediate tax sanctions. 
ganda or otherwise, | 2 | 
participate or intervene 
(directly or indirectly) 
in any political cam
paign, or (3) engage in 
activities associated with an "action" organization 
(as defined in the Treasury Regulations) 

• Allow distribution of its assets on dissolution 
only to other section 501(c)(3) entities or to the 
federal, state, or local government4 

An organization will be regarded as operated 
exclusively for one or more exempt purposes only 
if it engages primarily in activities that accomplish 
one or more exempt purposes. An organization 
will not be so regarded if more than an insubstan
tial pan of its activities is not'm furtherance of an 
exempt purpose and if (1) its net earnings inure 
in whole or in part to the benefit of private share
holders or individuals or (2) it serves a private 
rather than a public interest.5 

SPECIFIC CRITERIA FOR HOMES FOR THE AGING 
The IRS uses the generic term "homes for the 
aging" for all retirement housing facilities (except 
nursing homes that solely provide the highest 
level of nursing care [i.e., skilled care]). The IRS 
recognizes the elderly arc susceptible to physical 
and financial distress and have special needs such 
as suitable housing; physical and mental health
care; civic, cultural, and recreational activities; 
and an environment conducive to dignity and 
independence. According to section 501(c)(3), 
fulfilling these needs may constitute "charitable 
purposes" even though direct charitable assis
tance may not be provided." 

A home for the aging that qualifies under sec
tion 501(c)(3) (through satisfaction of the orga
nizational and operational tests) will qualify for 
charitable status for federal tax purposes if it 
operates to satisfy the following basic needs of 
aged persons: 

• Suitable housing 
• Healthcare 
• Financial security7 

Suitable Housing An organization satisfies the suit-

M 
needs of the aged: fire-
resistant construction 
materials; safety features 
such as bathroom grab-
bars; wide doorways, 

ramps, and elevators for wheelchair access; slip-
resistant floors; convenient electrical outlets and 
cabinets; windows at eye level for residents in 
wheelchairs; 24-hour emergency alarm service; and 
lounges and indoor and outdoor recreational areas. 
Healthcare An organization satisfies the healthcare 
criterion if it provides some form of healthcare or 
maintains a continuing agreement with other 
organizations, facilities, or healthcare personnel 
to maintain its residents' physical and, if neces
sary, mental well-being. 

Substantial on-site nursing or healthcare facili
ties are not a prerequisite for satisfying the criteri
on. Rev. Rul. 72-124 requires only "limited nurs
ing care." Also acceptable is a facility that pro
vides transportation for medical examination and 
fol low-up t rea tment and that provides an 
employee on 24-hour call to give temporary aid 
in emergencies, contact healthcare professionals, 
and ensure that the steps necessary to render care 
are implemented . When an organiza t ion is 
restricted by state ccrtificate-of-need laws from 
developing a healthcare component for its new 
home for the aging, such transfer agreements and 
similar arrangements might satisfy this criterion. 
Financial Security The IRS has stated that an orga
nization meets the financial security criterion if it 
satisfies three conditions: 

• A Policy of Financial Assistance. The organi
zation must establish a policy of maintaining in 
residence residents who become unable to pay 
regular charges. The organization may accomplish 
this by applying its reserves, seeking funds from 
local and federal welfare units, soliciting funds 
from its sponsoring organizations or its members, 
or applying some combination thereof.8 

Rev. Rul. 72-124 sanctions a selective admis
sion policy: Organizations can admit only those 
persons able to pay the established rates. The IRS 
has not definitively addressed whether there are 
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limits to the responsibility of a home for the 
aging in carrying out such a policy. It is submit
ted that it would be an inappropriate application 
of the financial security test to require an organi
zation to place itself in financial distress in order 
to implement such a policy. 

• Lowest Feasible Cost . The organization 
must provide services to its elderly residents at 
the lowest feasible cost, taking into consideration 
such expenses as the payment of indebtedness, 
maintenance of adequate reserves to ensure the 
life care of each resident, and reserves for the 
facility's physical expansion commensurate with 
its resources and the community's needs.' 

By its nature, lowest feasible cost is a relative 
criterion. The IRS requires that services be pro
vided at the least possible expense. Any entrance 
fee or monthly fee charged will not be per se 
determinative of operation at the lowest feasible 
cost, but is to be considered in relation to all 
expenses. Although "wasteful expenditures" are a 
strong indication that an organization is not 
charging the lowest feasible cost, using commer
cial services rather than volunteers or obtaining 
aid from other charitable organizations or gov
ernment is not inconsistent with operations at 
lowest feasible cost.10 

• Financial Accessibility. An organization's pay
ment structure must be set at a level that is within 
the financial reach of a "significant segment" of 
the community's elderly persons." The IRS has 
not provided any specific guidelines for defining 
what constitutes a "significant segment" or how 
to document financial accessibility. In a recent 
ruling, the IRS extended section 501(c)(3) status 
to a home for the aging whose charges were 
allegedly affordable to approximately 75 percent 
of its community 's aged persons.12 However, 
there is no precedent to suggest that the 75 per
cent level is a standard to be applied in determin
ing compliance with this condition. 

A home for the aging developed as a "luxury" 
facility should not automatically be prohibited 
from qualifying for section 501(c)(3) status. The 
IRS general counsel has stated that a facility's lux
urious nature is not a determinative factor." 
Rather, the financial accessibility test is the proper 
test (assuming the other criteria apply). However, 
the significant increase in so-called luxury homes 
for the aging that has occurred since the IRS last 
addressed the issue may create some risk in con
tinued reliance on this position.11 

Related Rulings The IRS has applied the three-con
dition test to grant tax-exempt status to homes 
for the aging corporations involved in: 

• Expansion of an existing charitable organiza
tion to include an apartment complex for the 
elderly15 

• Development of a "rest facility in the coun
try" providing poor elderly persons with a two-
week vacation16 

• An exempt home for the aging's acquisition 
of a building with a swimming pool, restaurant, 
and commercial and residential tenants 

• Development of a meals on wheels program 
for the elderlyr 

• Development of a home outreach program 
for the elderly"1 

A particularly significant development in this 
regard was the 1993 action of the IRS in granting 
tax-exempt status to an equity-based continuing 
care retirement community (CCRC) owned and 
operated by Pacific LifeCare Corporation of 
Santa Rosa, CA." The CCRC featured a unique 
cooperative membership option, as well as a tra
ditional entrance fee option. Prices ranged from 
$175,000 to 5400,000, depending on the specific 
option and type of unit. The CCRC was able to 
overcome the obstacles to exemption presented 
by its equity model and pricing schedule and 
receive exemption after a two-and-a-half \car 
review. 

QUALIFICATION BY NURSING FACILITY 
To qualify for section 501(c)(3) status, a nursing 
home, unless it is organized and operated primar
ily for the "promotion of health" (the term used 
in Rev. Rul. 69-545), :o must satisfy the three-part 
criteria established in Rev. Ruls. 72-124 and 79-
18. In Rev. Rul. 69-545, the IRS determined 
generally that the promotion of health is a chari
table purpose adequate to maintain the section 
501(c)(3) status of hospitals that do not violate 
the private inurement/private benefit restrictions 
and that provide healthcare services to the com
munity at large without discrimination. 

There is a dearth of authority under the code, 
regulations, IRS rulings, and court decisions, 
however, regarding the basis on which homes for 
the aging and nursing facilities could be treated as 
hospitals engaged primarily in the promotion of 
health. 

In a 1982 private letter ruling, the IRS deter
mined that a skilled nursing facility, providing a 
high level of nursing care (with hospital and 
physician support), should be considered a hospi
tal, but that "health care facilities provided by 
convalescent homes for the aged and infinn are as 
a rule limited in nature and do not provide exten
sive medical care."21 

The IRS also determined that an intermediate 
care facility whose principal function was to house 
aged or infirm persons requiring nursing care but 
not immediate medical attention was not a hospi
tal.32 In a 1978 private letter ruling, the IRS deter
mined that a geriatric home providing its residents 
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with skilled nursing 
beds and having a full 
staff of physicians and 
inpatient medical ser
vices (except surgery) 
did not qualify as a hos
pital because its prima
ry purpose was not car
ing for the sick or 
injured but housing the 
aged.2-' 

This suggests that, 
for a nursing facility to 
be regarded as orga
nized and operated pri
marily for the promo
t ion of health and 
obtain recognition of 
exempt status as a hospital, rather than under the 
three-part test, it is well advised to provide high-
level nursing care with hospital and physician sup
port . Nursing facilities providing less urgent 
nursing care (such as intermediate or sheltered 
care) are well advised to qualify for exemption 
under the three-part test. 

TAX-EXEMPT FINANCING 
In general, not-for-profit organizations recog
nized as exempt under code section 501(c)(3) 
may be eligible for tax-exempt financing to devel
op a home for the aging through the issuance of 
tax-exempt bonds. In addition to the general 
restrictions associated with the issuance of such 
bonds , interested tax-exempt organizat ions 
should consider other specific restrictions associ
ated with homes for the aging. 

In mid-1988, then-Rep. Brian J. Donnelly, D-
MA, proposed dramatic new restrictions on the 
ability to finance certain types of homes for the 
aging with "Qualif ied Section 5 0 1 ( c ) ( 3 ) " 
bonds—the most popular tax-exempt bond vehi
cle for developing new facilities. Donnelly's con
cern was that some charitable organizations were 
using tax-exempt bonds to finance rental housing 
projects that served an affluent population. He 
said that tax-exempt bonds should be used to 
finance retirement housing only where legitimate 
governmental or charitable purposes are served. 

Accordingly, the Technical and Miscellaneous 
Revenue Act of 1988 provided that a bond used 
directly or indirectly to provide residential rental 
housing would not qualify as a section 501(c)(3) 
bond unless it meets one of three criteria: 

• Provides residential rental property as the first 
use of such property (i.e., new construction) 

• Meets the low-income targeting rules of code 
section 142(d)—that is, at least 40 percent of 
rental housing units built with bond proceeds are 

occupied by tenan ts 
having incomes of 60 
percent or less of the 
area ' s median gross 
income, or at least 20 
percent or less of those 
housing units are occu
pied by tenants having 
incomes of 50 percent 
or less than the re
gion's median income 

• Provides certain 
substantially rehabili
tated property 

CONCERN WITH 
"ABUSIVE" TRANSACTIONS 
The IRS has announced 

that its examiners will closely scrutinize potentially 
"abusive" transactions in which charitable organiza
tions purchase or sell healthcare facilities (including 
homes for the aging) purchased with tax-exempt 
bonds. Transactions of this type may result in loss 
of exempt status. The release identifies three types 
of abusive transactions: 

• A charitable organization acquires a nursing 
home or hospital with proceeds of tax-exempt 
bonds. For example, a developer may acquire a 
nursing home and resell it at a substantial profit 
to a new or existing charity over which the devel
oper exercises control. The developer may also 
enter an agreement with the charitable organiza
tion to rehabilitate, manage, or operate the nurs
ing home for an excessive fee. 

• A charitable organization leases or sells 
healthcare or similar facilities that it financed with 
proceeds of tax-exempt bonds. The facilities are 
leased or sold to partnerships or other entities in 
which the physicians, medical staff, or charitable 
organization have a financial interest. 

• A private healthcare corporation sells an 
unprofitable facility to a charitable organization. 
For example, a private corporation may set up a 
new charitable organization to issue tax-exempt 
bonds and use the proceeds along with purchase 
money debt to purchase the facility from the pri
vate corporation at an inflated price.21 

The IRS has also announced that it has issued 
new instructions to its examiners with respect to 
processing applications for recognition of section 
501(c)(3) status submitted by nursing homes, 
old age homes, extended care facilities, hospitals, 
and other healthcare organizations. The instruc
tions describe abusive situations that the IRS 
intends to curtail.25 Indeed, the Internal Revenue 
Manual identifies the specific questions an IRS 
specialist may ask and documents he or she may 
request in connection with an application for 

lRS examiners 

will closely examine 

potentially "abusive" 

transactions. 
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recognition of section 501(c)(3) status submitted 
by a not-for-profit organization wishing to issue-
tax exempt bonds to support its (putative) tax-
exempt purpose.'6 This substantial list under 
scores the degree of detail involved in applying 
for recognition of exemption for such a project. 

A TIME OF SCRUTINY 
An organization wishing to maintain or seek feder
al tax-exempt status for the ownership and opera
tion of a home for the aging or to seek tax-exempt 
financing for the development of such a facility 
must commit to a thorough tax-planning effort. 

Unless the proposed facility is dedicated to 
serving low-income elderly, the principal tax issue 
will be the ability to develop or maintain a facility 
that is financially feasible yet satisfies the three-
pronged IRS test for establishing tax-exempt sta
tus. This challenge is rendered difficult by the 
dearth of useful tax guidance on arrangements 
that satisfy the test. Particularly needed is guid
ance on the IRS financial security criterion with 
respect to lowest feasible cost, a rate structure 
affordable to a substantial segment of the area's 
elderly population, and limitations on the facili
ty's obligation to maintain residents unable to 
make their payments. A newly formed corpora
tion that seeks tax-exempt status to develop a 
home for the aging with the proceeds from tax-
exempt bonds will ha\e its exemption application 
closely scrutinized by the IRS. 

This challenge is also made difficult by the fact 
that the IRS position on exempt status is based 
on a revenue ruling issued more than 20 years 
ago. The drafters of Rev. Rul. 72-124 could hard
ly have predicted the operational and financial 
structure and resident payment obligations of 
many of today's homes for the aging. 

The IRS is in the process of restructuring the 
focus (to one based more on concepts of commu
nity benefit) of its circa-1969 standards for hospital 
tax-exempt status. The Social Accountability 
Program: Continuing the Community Service 
Tradition of Not-fot-Profit Homes and Services 

for the Aging (Catholic Health Association, St. 
Louis, and American Association of Homes for the 
Aging, Washington, DC, 1993) describes how an 
organization can operate from a community bene
fit focus. It is conceivable that the homes-for-the-
aging standards may be subject to such revision. If 
so, are they likely to be more (or less) flexible? 

The prospect of federally mandated universal 
healthcare has caused some persons to question 
the value of continuing to grant tax-exempt sta
tus to hospitals. The Clinton healthcare reform 
proposal contemplates greater focus on hospitals 
providing communit)' benefit as a condition to 
maintaining tax-exempt status. Although the fate 

of healthcare reform is unclear, the prospect is for 
additional community benefit requirements for 
both hospitals and homes for the aging. 

Furthermore, all exempt organizations are cur 
rently operating in an environment of unprece
dented IRS scrutiny, with the possibilities of 
audits and the potential adoption of regulations 
providing for intermediate tax sanctions against 
organizations found not to be in compliance with 
tax-exemption standards. 

Given these factors, effective tax-exemption 
planning is a necessary part of the business plan
ning process by sophisticated not-for-profit orga
nizations that own and operate (or desire to own 
and operate) charitable homes for the aging and 
similar housing facilities serving the elderly. The 
benefits of exempt status remain attractix'e for 
many such organiza t ions . The challenge of 
obtaining and maintaining that status is becom
ing far more burdensome. D 
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