Before the

Administrative Hearing Commission

State of Missouri

CLARK STREET PROJECT,
)



)



Petitioner,
)




)


vs.

)

No. 03-0309 AF 




)

DIRECTOR OF REVENUE,
)




)



Respondent.
)

DECISION 


Clark Street Project is not entitled to an award of attorney fees and expenses incurred in this case or in Clark Street Project v. Director of Revenue, No. 02-0482 RV (Mo. Admin. Hearing Comm’n Jan. 30, 2003) (the underlying case).   

Procedure


On February 28, 2003, Clark Street Project filed an application for an award of attorney fees and expenses incurred in the underlying case.  This Commission convened a hearing on the application on August 13, 2003, before Commissioner Chris Graham.  James W. Erwin and Janette M. Lohman, with Thompson Coburn LLP, represented Clark Street Project.  Ronald Clements represented the Director.  Clark Street Project filed a final affidavit of fees and expenses on January 26, 2004.  


Commissioner June Striegel Doughty, having read the full record including all the evidence, renders the decision. Section 536.080.2;
 Angelos v. State Bd. of Regis’n for the Healing Arts, 90 S.W.3d 189 (Mo. App., S.D. 2002).  

Findings of Fact

Clark Street Project 

1. Clark Street Project is a not-for-profit corporation organized and existing under the laws of the State of Missouri and located in the City and County of Cape Girardeau.  On February 16, 2001, Clark Street Project was incorporated under the “General Not for Profit Corporation Law” of the State of Missouri.   

2. Clark Street Project was created by volunteer supporters of Notre Dame Regional High School because the school had been unable to find a reliable facility in the Cape Girardeau area to use for bingo games.

3. Notre Dame Regional High School is a ministry of the Roman Catholic Diocese of Springfield-Cape Girardeau.    

4. Prior to the formation of Clark Street Project, Notre Dame supporters held bingo games at various locations in the area.  The group first held bingo games in a banquet hall north of Cape Girardeau, but due to logistical problems, the building owner suggested that they go elsewhere.  The group next rented a vacant grocery store, but the owner sold the building.  

5. A group of Notre Dame supporters then began discussing leasing or purchasing a more permanent hall so they would not have to keep moving every two or three years.  The group looked at buildings in the area, such as an old skating rink and an old Wal Mart, but found that these buildings were not appropriate for their needs.  Therefore, the group joined together 

and formed Clark Street Project to construct a building and provide leases for organizations to hold bingo games.  The bingo games were temporarily moved to a building in the city park.  

6. The organizers of Clark Street Project were initially going to organize under the offices of the Diocese, but upon advice by accountants that they could form a § 501(c)(25) exempt organization, they did so.
  However, the building was built on property of the Diocese.  

7. Section VIII of Clark Street Project’s articles of incorporation states:  


The corporation is organized to own real property for rental to the general public for the conduct of activities, the sole purpose of which is to financially benefit Notre Dame Regional High School in Cape Girardeau, Missouri and the NDHS Education Fund Foundation, both of said entities operating as 501(c)(3) entities, and to carry on such other purposes as are permitted under Section 355.025 RSMo. and as do not disqualify the corporation as an exempt corporation pursuant to Section 501(c)(25) of the Internal Revenue Code, and to do all other acts necessary and incident to achieve the objectives of this corporation consistent with the General Not For Profit Corporation Law of the State of Missouri and Section 501(c)(25) of the Internal Revenue Code.


This corporation is organized exclusively for charitable purposes within the meaning of Section 501(c)(25) of the Internal Revenue Code of 1954, as amended.


Upon dissolution of the corporation, the Board of Directors shall, after paying or making provision for the payment of all the liabilities of the corporation, dispose of all of the assets of the corporation exclusively for the purposes of the corporation or to Notre Dame Regional High School and/or the Notre Dame High School Education Fund Foundation, both of which are qualified as exempt organizations under Section 501(c)(3) of the Internal Revenue Code of 1954, or if not then in existence, other religious organizations qualifying as exempt organizations under Section 501(c)3 of the Internal Revenue Code of 1954 and which organizations pursue any or all of the objectives for which this corporation is established.  

8. Article II of Clark Street Project’s bylaws states:

The sole and exclusive purpose of this corporation is to benefit financially Notre Dame Regional High School and Notre Dame High School Education Fund Foundation and there shall be no distribution to any entity other than these two designated, all as set forth in the Articles of Incorporation of this nonprofit corporation.

9. Article III of the Notre Dame Catholic High School Education Fund Foundation’s bylaws provides:  

The purpose of the Notre Dame High School Education Fund Foundation is to develop, promote and sustain Catholic Secondary Education and to receive, invest and reinvest, and to disburse monies and other properties for the purpose of support and preservation exclusively for the benefit of Roman Catholic Secondary Education at Notre Dame Regional High School, Cape Girardeau, Missouri.

10. Clark Street Project obtained 100% financing from a lending institution in order to build the bingo hall because the lender wanted to help out with the project. 

11. Clark Street Project leases the bingo hall to the following organizations for their bingo games:

· Kiwanis Club of Cape Girardeau

· Benevolent and Protective Order of Elks, Lodge # 639 

· Notre Dame Regional High School Home & School Association 

· St. Mary’s Home and School Association

· Humane Society of Southeast Missouri

· Optimist Clubs of Cape Girardeau and Jackson

· Noon Optimist Club of Jackson

· Excelsior Optimist Club

· Notre Dame Regional High School Athletic Booster Club

12. The Diocese, the Kiwanis Club, the Elks Club, the Humane Society, and the Optimist Club of Cape Girardeau hold sales/use tax exemption letters from the Director.  

13. The lessee organizations, not Clark Street Project, actually conduct the bingo games.  

14. Under the lease agreements, Clark Street Project is the exclusive provider of food, drinks, and concessions for consumption on the leased premises, but the lessees are permitted to bring alcoholic beverages onto the premises for consumption by, but not sale to, their club members.  

15. The bingo hall was specifically designed to be used for bingo games.  The facility features a partition, as well as separate heating and air conditioning systems, to create a smoking section and a smoke-free section.  

16. Clark Street Project charges each organization, including Notre Dame, $950 per night to rent the hall for its bingo games.  That is the same amount that Notre Dame previously paid to rent other facilities for bingo games.  Clark Street Project charges Notre Dame the same rate as the other organizations because the bingo laws require it to do so.  

17. Since the bingo hall opened, Clark Street Project has donated $20,775 to Notre Dame.  

18. The donations to Notre Dame go into the operating budget to help cover the operating costs of the school and to reduce the cost of tuition for the students there.  

19. Clark Street Project intends to donate all net proceeds to Notre Dame.  However, Clark Street Project has been building a reserve to cover the hall’s operating expenses, which have been greater than anticipated.  

20. Clark Street Project obtained its tax-exempt status from the IRS as a 501(c)(25) organization on October 31, 2001. 

21. Clark Street Project received tax-exempt status from the Cape Girardeau County Assessor for property tax purposes on grounds that the property is “used for purposes purely charitable and not held for private or corporate profit[.]”  

The Underlying Case

22. Clark Street Project filed an application with the Director for a sales/use tax exemption as a charitable organization.  

23. On January 11, 2002, the Director sent a letter stating that Clark Street Project did not qualify for a sales/use tax exemption.  The letter stated that Clark Street Project should contact Pat Frazier with any questions. 

24.  In response, Clark Street Project’s corporate secretary, Stephen Dirnberger, called Pat Frazier, an employee of the Director, who told him that Clark Street Project did not fit into the Department’s criteria for a charitable organization to qualify for tax exempt status.  Dirnberger believed this was because Clark Street Project was a § 501(c)(25) organization rather than a § 501(c)(3) organization.  

25. On January 16, 2002, Dirnberger sent a letter to Frazier, stating that Clark Street Project could have applied for § 501(c)(3) status with the IRS, but based on consultation with legal counsel, Clark Street Project was advised to apply for a § 501(c)(25) designation.  Dirnberger stated that only a § 501(c)(3) entity could be a beneficiary of Clark Street Project’s activities.  

26. On February 8, 2002, the Director issued a final decision denying Clark Street Project’s application for a sales/use tax exemption.  

27. On April 1, 2002, Clark Street Project filed a complaint challenging the Director’s decision.  

28. On May 7, 2002, Clark Street Project’s board members met with employees of the Director, including attorneys with the General Counsel’s Office, to discuss classification as a charitable organization.  The board members offered information regarding the § 501(c)(25) 

classification and answered inquiries as to whether Bingo World was in competition with any other facilities in the area.    

29. On May 16, 2002, John A. Layton, an attorney and Clark Street Project board member, wrote to James L. Spradlin, the Director’s associate counsel, with additional information, including the bylaws of the Notre Dame High School Education Fund Foundation and a copy of a Yellow Pages listing showing only one bingo hall provider in Cape Girardeau.  Layton included information from the Springfield/Cape Girardeau Catholic Diocese supporting the fact that the § 501(c)(3) organizations were viable entities.  

30. On July 2, 2002, Spradlin responded, stating that the Director still did not believe that Clark Street Project qualified for an exemption and that the parties would proceed to a hearing before this Commission.  

31. Although one of the Board members was an attorney, Clark Street Project’s board members decided to consult with Janette M. Lohman regarding the case because Lohman had been referred to them for her expertise in sales/use tax matters.  

32. During opening statements at the hearing before this Commission in the underlying case, counsel for the Director argued that a bingo hall does not qualify as a charity, that Bingo World was a place of amusement, and that Bingo World was a business that competed with other arenas that could potentially hold bingo games.  In briefing before this Commission in the underlying case, counsel for the Director argued that Clark Street Project did not qualify as a charitable organization for the following reasons:  

· It only benefited a limited number of people, and did not benefit the public and society in general.

· Renting a bingo hall is not a charitable function or activity.  

· Clark Street Project is in competition with other businesses in the area.  

· Only charitable and religious organizations and elementary and secondary schools are entitled to an exemption under § 144.030.2(19).  The legislature did not intend that a separate entity could be established to make a profit and then donate its profits to another organization to avoid taxation.  

33. On January 30, 2003, this Commission issued its decision granting Clark Street Project’s application for exemption as a charitable organization on the bases that:  

· the case was similar to St. John’s Medical Center v. Spradling, 510 S.W.2d 417 (Mo. 1974), which involved food services and gift shops in not-for-profit hospitals;

· a charitable organization is not required to serve everyone in the general public;

· fund raising was the charitable function and activity of the organization; and 

· Clark Street Project is distinguishable from a commercial enterprise. 

Findings Pertaining to Attorney Fees and Expenses


34.
Clark Street Project has four employees and a net worth of approximately $50,000.  


35.
In the underlying case, Clark Street Project was primarily represented by Lohman, then with Blackwell Sanders Peper Martin LLP.  Lohman donated her time spent on the case.  However, Lohman supervised a team of attorneys and assistants who worked on the case and billed for their time.  Clark Street Project incurred $13,966 in attorney fees and $570.80 in expenses, a total of $14,536.80, in the underlying case.  


36.
Lohman is now a partner with Thompson Coburn LLP.  Lohman has continued to donate her time in the present case, but pursuant to its agreement with Thompson Coburn, Clark Street Project has incurred $16,955 in attorney fees for other Thompson Coburn attorneys who worked on this case, in addition to $783.88 in expenses.  

Conclusions of Law


Clark Street Project claims attorney fees and expenses under § 536.087.1, which provides:  


A party who prevails in an agency proceeding or civil action arising therefrom, brought by or against the state, shall be awarded those reasonable fees and expenses incurred by that party in the civil action or agency proceeding, unless the court or agency finds that the position of the state was substantially justified or that special circumstances make an award unjust.  

The purpose of § 536.087 is to require state agencies to carefully scrutinize proceedings and to increase the agency's accountability.  Wadley v. Department of Social Services, 895 S.W.2d 176, 178-79 (Mo. App., S.D. 1995).  The statute was designed “to encourage relatively impecunious private parties to challenge abusive or unreasonable government behavior by relieving such parties of the fear of incurring large litigation expenses.”  Hernandez v. State Bd. of Regis’n for the Healing Arts, 936 S.W.2d 894, 902 (Mo. App., W.D. 1997).

I.  Prevailing Party


Section 536.087.1 authorizes an award of attorney fees to a non-state party who “prevails” in an agency proceeding or civil action arising therefrom.  A corporation qualifies as a “party” under § 536.085(2)(b) if its net worth did not exceed seven million dollars and it did not have more than 500 employees at the time the underlying case was initiated.  There is no dispute that Clark Street Project meets these criteria.  There is no dispute that Clark Street Project prevailed in the underlying case by obtaining a favorable decision.  Section 536.085(3).

II.  Substantial Justification


A prevailing party is entitled to an award of attorney fees and expenses unless we determine that “the position of the state was substantially justified or that special circumstances make an award unjust.”  Section 536.087.1.  The State has the burden to prove that its position was substantially justified.  Melahn v. Otto, 836 S.W.2d 525, 529 (Mo. App., W.D. 1992).  The Director’s position need not be correct or even highly justified, but it must have a clearly 

reasonable basis in fact and law.  Hernandez, 936 S.W.2d at 903.  The Director’s position must be in good faith and capable of being reached by a reasonable person.  Id.  Section 536.087.3 provides in part:  

The fact that the state has lost the agency proceeding . . . creates no legal presumption that its position was not substantially justified.  Whether or not the position of the state was substantially justified shall be determined on the basis of the record (including the record with respect to the action or failure to act by an agency upon which a civil action is based) which is made in the agency proceeding or civil action for which fees and other expenses are sought, and on the basis of the record of any hearing the court or agency deems appropriate to determine whether an award of reasonable fees and expenses should be made, provided that any such hearing shall be limited to consideration of matters which affected the agency’s decision leading to the position at issue in the fee application.  


This Commission obviously disagreed with the Director’s position in the underlying case.  However, as § 536.087.3 provides, the fact that the Director lost the underlying case does not create a legal presumption that her position was not substantially justified.  In addition, as the Director noted in the underlying case, an organization’s “federal exemption does not conclusively establish exempt status for purposes of state taxation.”  St. Louis Labor Council, AFL-CIO v. Director of Revenue, No. 84-0762 RS (Mo. Admin. Hearing Comm’n Jan. 24, 1986).  


In the underlying case, the Director argued that the legislature did not intend that someone could establish a separate entity to make a profit and then donate the profits in order to avoid taxation.  The Director quoted The Sunday School Bd. of the Southern Baptist Convention v. Mitchell, 658 S.W.2d 1, 6 (Mo. banc 1983), which states:  

It is not enough, however, that the profits are ultimately used for religious or charitable purposes.  “[A]n exemption will not be granted covering property which houses a business operated for the purpose of gaining a profit, even though it is turned over to a parent organization to be used for what are admittedly independently religious or charitable purposes.”  


In that case, the Court held that a religious bookstore operated by the Sunday School Board of the Southern Baptist Convention did not qualify for a property tax exemption for buildings used for religious or charitable purposes.  Section 137.100(5).  The Court relied on a number of facts, including:  the bookstore sold materials to the public, as well as to churches and Sunday schools; its literature was not purely denominational; its goods were priced at competitive retail prices; and the store earned some profit from its operations.  Both the Supreme Court and this Commission have found property tax cases useful in analyzing whether an organization qualified as a charitable organization for purposes of the sales/use tax exemption of § 144.030.2(19).  


Although we distinguished the Sunday School Bd. case, 658 S.W.2d at 6, in our decision in the underlying case, that case at least supported the Director’s argument that someone could not establish a separate entity and then donate its “profits” in order to avoid taxation.  The formation of a separate not-for-profit corporation to run a bingo hall for fundraising purposes was a unique situation not previously addressed in the cases before this Commission or the courts.  


In its decision in the underlying case, this Commission relied on St. John’s Medical Center v. Spradling, 510 S.W.2d 417 (Mo. 1974).  In that case, the Court allowed a § 144.030.2(19) exemption for food services and gift shops in not-for-profit hospitals, even though the gift shops were operated by separate volunteer auxiliary organizations (one of which was even separately incorporated from the hospital that it served).  Although we found that case analogous, the Director notes the factual dissimilarity between that case and the underlying case because the food service and gift shop functions were at least closely correlated to the hospital’s stated charitable purpose of health and healing for their patients.  Clark Street Project, the Director argues, was established as a 

separate money-making endeavor that rented out a building used for bingo games, and the bingo games had no direct correlation to the charitable purposes, functions, and activities of the organizations that it served.  The distinction that the Director makes is reasonable.  


In addition, the issue of exempt status for a § 501(c)(25) organization was an issue of first impression.  Section 501(c)(25) of the Internal Revenue Code provides federal tax-exempt status to a corporation that is organized for the exclusive purpose of holding title to and collecting income from property and remitting the income to an organization that is exempt under Internal Revenue Code § 501(c)(3).  Although we found the case analogous to St. John’s Medical Center, 510 S.W.2d 417, that case and Director of Revenue v. St. John’s Regional Health Center, 779 S.W.2d 588 (Mo. banc 1989), were the only two precedents from the Missouri Supreme Court involving exempt status under § 144.030.2(19).  The question of exempt status for a § 501(c)(25) organization had not been previously addressed by either this Commission or the courts of this state.  Therefore, we conclude that the Director was substantially justified when she decided to litigate that issue and obtain a ruling.  


The Director raised other arguments in the underlying case that were not as convincing as her arguments regarding Clark Street Project’s status as a separate entity.  For example, the Director argued that Clark Street Project did not fulfill any public purpose because it benefited only a limited number of people in a private school.  As we noted in our decision in the underlying case, an organization may serve a particular group of people yet still be classified as a charitable organization.  The Director also argued that Clark Street Project competes with other businesses in the area for bingo games.  As we noted, in St. John’s Regional Health Center, 779 S.W.2d at 590, the Court held that competition with commercial enterprises does not deprive an organization of a charitable exemption.  However, because the Director raised an important issue 

regarding the exempt status of a § 501(c)(25) organization – a separate entity from the charitable organization that it benefits – the Director’s position overall was substantially justified.  
Summary


Because the Director’s position in the underlying case was substantially justified, Clark Street Project is not entitled to an award of attorney fees and expenses incurred in this case and the underlying case.  


SO ORDERED on April 19, 2004.



________________________________



JUNE STRIEGEL DOUGHTY



Commissioner

	�Statutory references are to the 2000 Revised Statutes of Missouri, unless otherwise noted.  





	�Section 501(c)(25) of the Internal Revenue Code provides federal tax-exempt status to a corporation that is organized for the exclusive purpose of holding title to and collecting income from property and remitting the income to an organization that is exempt under section 501(c)(3).
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