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IRS Issues Clarification for Tax-Exempt Management Contracts –
Impact on Healthcare Providers
In IRS Revenue Procedure 2017-13 (Rev. Proc. 2017-13), the IRS clarifies safe harbor
conditions under which a management contract will not result in private business use of a
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property financed by tax-exempt bonds.
By way of background, the Internal Revenue Code allows tax-exempt bonds (i.e. interest
on the bond is not taxable) to be issued by or on behalf of a nonprofit (i.e. Section 501(c)(3))
entity, provided certain conditions are satisfied. One such condition is that the bonds not be
“private activity bonds,” or support a “private business use” generally meaning that if a bond
benefits a private business, as defined by statute and regulations, the interest on the bond is
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not tax-exempt. This ruling will have significance to many healthcare providers with physician
contracts.
Last year, in Rev. Proc. 2016-44, in an effort to clarify provisions in (old) Rev. Proc. 97-13,
the IRS provided more flexible safe harbor conditions under which a management contract
would not result in private business use. The former provisions in Rev. Proc. 97-13 which
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limited the length of contracts between an issuer and private individuals were replaced.
Under Rev. Proc. 2016-44, the term of the contract had to be no longer than 30 years or 80%
of the weighted average of the reasonably expected economic life of the property financed
with the tax-exempt bonds. However, there were questions raised that Rev. Proc. 2017-13
has attempted to address.
In particular, Rev. Proc. 2017-13 clarifies one provision of Rev. Proc. 2016-44 related to
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how physician groups set rates under management or service contracts with healthcare
organizations. Rev. Proc. 2016-44 provided that, as one condition of meeting the safe harbor
for avoiding private business use, a healthcare organization must exercise a significant
degree of control over the property managed or used by the private business entity (e.g.,
demonstrating that the healthcare organization either approves such rates or requires that
the rates charged are reasonable and customary as determined by an independent third
party). Subsequent to the Rev. Roc. 2016-44, many questions arose about the requirement
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to approve the rates in various circumstances in which it may not be feasible to approve
each specific rate charged, such as for a physician’s professional services at a hospital. Rev.
Proc. 2017-13 now clarifies that a healthcare organization may satisfy the approval of rates
requirement by approving a reasonable general description of the method used to set the
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rates or by requiring that the physicians charge rates that are reasonable and customary as
specifically determined by, or negotiated with, an independent third party. Rev. Proc. 201713 also supplements prior guidance by clarifying (i) that payments to service providers cannot
be based on profits or losses of the facility, and (ii) that deferred compensation payments
cannot be made more than five years from when the compensation was earned.
Rev. Proc. 2017-13 applies to management or service contracts entered into on or after
January 17, 2017, but can be applied to any such contract entered into before that date.
This is a changing area of law that is heavily dependent on specific facts, as such, Rev.
Proc. 2017-13, and related guidance, should be considered by healthcare organizations and
physician groups as they enter into or renew their management and service contracts.
Questions?
If you have questions about this alert, please contact: Joan Feldman at (860) 251-5104 or
jfeldman@goodwin.com; Vincenzo Carannante at (860) 251-5096 or vcarannante@goodwin.
com; Bruce Chudwick at (860) 251-5114 or bchudwick@goodwin.com; or Robert Day at (860)
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