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Morristown Memorial Hospital: Is It Open Season on Nonprofit Status? 

By Rebecca Waddell* 

Nonprofit entities everywhere closely watched as the New Jersey Tax Court, in a 

case of first impression, eliminated Morristown Memorial Hospital's property tax 

exemption. Since 2006, Morristown Memorial Hospital (Hospital), a nonprofit 

hospital that is a member of Atlantic Health System, has battled with the town 

of Morristown over the line between nonprofit and for-profit activities. Citing 

several factors in his opinion, Judge Vito Bianco found that the Hospital 

conducted many of its affairs in a for-profit manner and, therefore, the Hospital 

was responsible for back property taxes in the amount of $2.5 million per year. 

The ruling was limited to the Hospital's state property tax exemption, and did 

not affect its federal tax status as a nonprofit. If, however, other courts adopt 

the reasoning of the New Jersey Tax Court, the door may be open to nonprofit 
status challenges, with the potential loss of cherished tax-exempt status. 

In reaching his decision, Bianco found the following areas that blurred the line: 

Corporate Structure. The Hospital maintained a "labyrinth" corporate structure 

that intertwined nonprofit and for-profit subsidiaries. For example, the Hospital 

issued loans to for-profit entities (both affiliated and non-affiliated). The Hospital 
also owned a number of for-profit physician practices. 

Executive Compensation. According to Bianco, the Hospital paid its executives 

unreasonably high salaries, including $5 million to its Chief Executive Officer in 

2005. Bianco reasoned that the salary benefit structure, which included (1) an 

automobile stipend, (2) a cell phone plan, and (3) a golf club membership, did 

  



 

not equate to reasonable compensation. 

For-Profit Physician Services. The vast majority of services were provided by 

either "voluntary" physicians or by exclusive contract (for-profit) physicians. The 

court stated that it was "unable to discern between the non-profit activities . . . 
and the for-profit activities carried out by private physicians." 

Compensation of Employed Physicians. The Hospital employed a small number of 

physicians. The court's analysis of the terms contained within the employed 

physicians' contracts demonstrated a "profit-making purpose." One such 

contract featured incentive compensation that was calculated based on the 

number of new patients and number of surgeries performed, with the Hospital 

and the physician splitting the revenue brought in by the increase in surgeries. 

Third-Party Agreements. Bianco ruled that the contracts for certain services 

(such as food service), which included a split of budgetary savings, resembled 

incentive compensation or profit sharing disguised as cost savings. Bianco stated 

that only the auditorium, fitness center, and visitor's garage would not be 

assessed for property tax purposes. 

On July 9, Atlantic Health System and the town of Morristown jointly announced 

that they would engage in talks to end the legal battle. Although a financial 

settlement in this dispute will end this case, and preclude a further challenge in 

New Jersey (and perhaps the U.S. Supreme Court), the groundwork has been 

laid for challenges to nonprofit status. Hospitals that depend upon their nonprofit 

status should take note of this case and review their operations and structure to 

confirm that their for-profit and nonprofit activities do not fall within "blurred 

lines." 

*We would like to thank Rebecca M. Waddell (Hall Render Killian Heath & Lyman 

PC, Philadelphia, PA) for authoring this email alert and Al Ziad Haidar (Summer 

Associate, Hall Render Killian Heath & Lyman PC, Troy, MI) for providing 

assistance. We also would like to thank Ritu Kaur Cooper (Hall Render Killian 

Heath & Lyman PC, Washington, DC) for reviewing it. AHLA would like to thank 

the Hospitals and Health Systems Practice Group leadership for sharing this 

email alert with the Business Law and Governance, In-House Counsel, and Tax 

and Finance Practice Groups.  

Member benefit educational opportunity: 

Participate in the webinar--ACA Implementation: The Next Hurdles (or Steps) for 

Exchanges (Advanced) (tomorrow, July 14). 
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