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JUN 28 2004

EIN: 91-1940922

Re: Proposed Adverse Determination (FinaD Randall & Danskin, P.S.

Spokane Downtown Foundation
$ 31,465,000 Parking Revenue Bonds 1998

This is to inform you that we have concluded our examination of the Bond Issue(s)
named above (the “Bonds™). We have made a proposed determination that the interest
paid to bondholders is not excludable from gross income under section 103 of the Internal
Revenue Code. The enclosed agents report provides an explanation the facts, law, and
analysis on which this proposed determination is based.

We encourage you to immediately contact the person named above to begin negotiations
to resolve problems with the Bond Issue through a closing agreement This will be your
last opportunity to conduct settiement negotiations with this office.

If you choose to not pursuc a closing agreement, you may formally respond to this
proposed determination as follows:

1. Request an administrative appeal of your case to the Office of
Appeals of the IRS. The Office of Appeals is separate and independent
of the IRS office that made this proposed adverse determination with
respect to the bonds. The administrative Appeals process is explained in
Revenue Procedure 99-35, 1999-41 L.R.B. 501.



If you decide to request an Appeals review, you must submit your
request in writing within 30 days of the date of this letter. Your
request must include a detailed written response to this proposed adverse
determination and include any further explanation of the Issuer’s position
regarding the issue(s) in dispute. The request for an appeal should be sent
to the following address: IRS:TE/GE:TEB 7222, 56 Inverness Drive East,
Englewood, CO. 80112

2. You also have the right to contact the Office of the Taxpayer
Advocate. Taxpayer Advocate assistance is not a substitute for
established IRS procedures, such as the formal Appeals processes. The
Taxpayer Advocate is not able to reverse a legally correct tax
determination. The Taxpayer Advocate can, however, see that a tax
matter that may not have been resolved through normal channels gets
prompt and proper handling. If you want Taxpayer Advocate assistance,
please contact the Taxpayer Advocate for the IRS office that issued this
letter. See the enclosed Notice 1214, Helpful Contacts for Notice of
Deficiency, for Taxpayer Advocate telephone numbers and addresses.

If you do not respond in writing within 30 days of the date of this letter, you will
forfeit your opportunity for Appeals review and our proposed determination becomes
final. At such time, you should advise the appropriate paying agents to report the interest
as taxable to the beneficial holders of the Bond Issue. Corrected information returns
(Form 1099 (Corrected)) must also be filed with the Internal Revenue Service and issued
to the bondholders as required under section 6049 of the Internal Revenue Code.

If you have any questions concerning this matter, please contact the person whose name
and phone number are shown on this letter.

Thank you for your cooperation.

Sincerely,

ere'k'Kni
Manager TEB Group 7222

Enclosures:
Notice 1214

cc: Bradley S. Waterman
City of Spokane



TAX EXEMPT BOND EXAMINATION PROGRAM

Proposed Adverse Determination
BOND ISSUER: Spokane Downtown Foundation
BOND ISSUE:  Parking Revenue Bonds, 1998 (River Park Square Project)
Facts

The Spokane Downtown Foundation (the “Issuer’) was created and incorporated as a
“Washington Non-Profit Corporation” on November 15" 1996. The purposes and powers of the
corporation include, among others, that the corporation will engage in activities and have powers
consistent with a non-profit corporation described in Internal Revenue Code (IRC) §501(c)(3).
The corporate documents, as filed, were deficient as to the required language to qualify the entity
as a 501(c)(3), (i.e. dissolution clause was not in compliance with IRC §501(c)(3) requirementsf.

The original incorporation indicated 1114, inc. a Washington Corporation as the registered agent
for the Foundation. Duane M. Swinton (the Developer's Atiorney) signed as Vice President of
1114 Corporation.

The Articles of incorporation were amended August 27" 1998. The purposes of the corporation
were expanded and continued to use the basic IRC §501(c)(3) language. The powers of the
entity continued to be fimited to IRC §501(c)(3) activities. The Article VI limitations section was
very specifically limited to 501(c)(3) activities and updated the dissolution clause to be in basic
compliance with IRC §501(c){3). This amendment also indicated a newly placed Board of
Directors (Chris Schnug, Dave Broom, Tom White).

Per the amended Articles of Incorporation, 3 new Board Members/Directors were appointedz.
The Board Members/Directors were selected by,

« RW. (Bob) Robideaux--Citizens Reaity Company & R.W. Robideaux Associates

« Duane Swinton--—-Developer's Attorney

+ Betsy Cowles—Developer (Owner of Citizens Reaity & Lincoln Investments)
The selection process was not based on qualifications; these were just people they knew.? The
primary job of the Board was to work on financing the garage.‘ The new Board of Director's per
the Amended Articles filed August 27" 1998 was in place 3 days before the bonds were dated
September 1, 1998.

Per the amended Articles of Incorporation PTSGE, a Washington Corporation is the registered
Agent for the Foundation. Michaei C. Ormsby (bond counsel) signed documents for PTSGE.

The entity never filed Form 1023 to request Tax Exempt Status under IRC §501(c)(3). For
purposes of the bond issuance in question, the Spokane Downtown Foundation was purported to
be an organization described in Revenue Ruling 63-20.

TIRC § S01(c)3) requires the dissolution clause state that assets will be distributed to other 501(c)(3)
entities that have been in existence for certain periods of time.

2 per Betsy Cowles Testimony (Page 249-250)

3 Per Betsy Cowles Testimony (Page 251) & Mike Ormsby Testimony (Page 422)

4 Per Mike Ormsby's (Bond Counsel) Testimony (page 423)



in 1993 the City Planning Staff and Parking subcommittee, as part of a Central Business District
Plan update, conducted a study of the parking situation in Spokane. This study indicated that the
supply outweighed the demand. The study area had a 47% surplus of parking spaces while the
core area had a 17% surplus in parking spaces. The study added that reducing parking costs is a
priority in order to get people to come downtown”®.

In the downtown area there was a development known as River Park Square. Within this
development was a parking garage that provided 750 spaces. The development was owned by
Lincoln Investment Company and Citizens Realty Company (collectively the “Developer’). The
development was the subject of a redevelopment plan that was to include a Nordstrom's, rentable
retail spaces, 24-screen theater complex and retail atrium. An integral part of the redevelopment
was to rehabilitate and expand the existing parking garage, originally built in 1973. The
expansion would add approximately 554 spaces, for a total of 1,304.

In 1994 Emst & Youn% looked at the value of the garage and concluded the value to be between
$4 & $6 million dollars®. In 1995 there was a plan discussed and considered that would have the
City buy the garage and renovate it. It was collectively determined at that time that the garage
could support approximately $14 million in tax exempt debt (purchase price plus renovation).

The tota! renovation plan of River Park Square was estimated to cost approximately $100 million
dollars. The Developer did not have the financial wherewithal to cover the redevelopment cost
alone. The Developer was in a position where they had to raise money for the redevelopment or
the existing tenants would move out of the downtown development to the suburbs. The City of
Spokane (City) was desirous of revitalizing downtown, keeping sources of sales tax revenue in
place, keeping property values up and encouraging redevelopment.

The Developer and the City explored various funding options for the redevelopment project in
conjunction with tenants and others. These options included the sale of assets, government
grants, etc. In this consideration it was determined that the Developer could expand and
rehabilitate the parking garage and then sale it to the City.

Once it was determined that the Garage could be renovated and sold to the City as part of a
funding mechanism for the rest of the project, a chain for events was put in place that appears to
be designed to hide the true nature of the transaction. This is despite testimony that the
transactions goal was always to buy the garage and provide excess monies to the developer to
be used for the total redevelopment’. This is currently acknowledged as being understood by the
City from the start.

On June 14, 1995 the City Council approved three resolutions. Resolution 95-75 provided for the
vacation of Post Street from Spokane Falls Boulevard to Main Street. Resolution 95-74
authorized the City Manager and staff to proceed with the possible acquisition of a public parking
garage facifity. Resolution 85-73 approved the application of the HUD Section 108 loan (which
would finance the Nordstrom store in the Project).

In a memo dated February 28, 1996, the Developer records that it “will spend approximately 2.5
million improving the structure and then sell the garage to the City for 9 million and, in addition,

5 Report Prepared by Spokane Unlimited, Inc. & Downtown Spokane Association

¢ Per Betsy Cowles Testimony (Page 34)

7 Betsy Cowles Testimony (Page 122, 310) Duane Swinton Testimony (Pages 659-672) Mike Ormsby
Testimony (Page 265)



lease the land to the city for approximately 20 yearsa. The parking garage \;vill revert {o River Park
Square with the exercise of an option to purchase at the end of the lease.”

-----—Appraisal Repotts

In April of 1996, at a public hearing, the City commissioned Walker Parking Consultants (Walker)
to provide additional services of a feasibility study concerning the River Park Square parking
garage. Walker submitted this report to the City in June of 1996.

Walker had previously done work for the Developer on this project prior to the City Contract The
work for the Developer consisted of preparing various financial projections relating to the garage.

The City commissioned two real estate appraisal firms — Daniel Barrett and Auble & Associates —
to value the parking garage. The firms were required to value the garage on an investment value
pbasis. The investment values and projections to be used were those embedded in the Walker
report. :

The Walker study was to place a value on the garage under the “investment valuation” method.
The investment valuation method is not a fair market valuation, Walker was not engaged to do
the appraisal, just to determine investment valuation. Investment valuation, irrtheory, is the value
of a specific property to a specific investor based on the present value of a projected revenue
stream. The projected revenue stream in these valuations is exceptionally important, the higher
the revenue stream used the higher the value obtained. In this case, for each dollar of revenue
used in the revenue stream, the theoretical value of the garage increased by $13.

Walker's study used unrealistic projections for the revenue stream. The dollars per hour charged,
the length of stay, etc. were all overstated given history and economic climate of Spokane and
the downtown area. Provisions for the value of the Developer's option o purchase the property
at the end of the financing, for assumed validation programs, for the AMC default, for the 50/50
revenue split, for disincentives to use the garage after 6 PM and on weekends as a result of free
street parking and other garages reduced rates, etc. were all ignored in the study. Soitis clear
that the Walker study was not a “fair market” {reasonable man willing buyer willing seller theory)
valuation study, but was rather a concocted valuation based on unreasonable assumptions
provided by the Developer.

On April 11, 1996, the City sent the two appraisal companies instructions to use the revenue
aumbers from Walker's report'®. A March 18, 1996 memo from Bob Robideaux states, “Scope of
the Appraisal’ to the appraisers. The March Memo states this is not a market value appraisal and
lays out specific items to be followed to arrive at a value.

tn a May 10, 1996 memo, Walker stated that if free parking were given to everyone who attends a
movie, the revenues to the garage will be severely impacted. Free parking for movie customers
is an industry standard which should have been used for the Walker report.

In June of 1996, the City Council adopted Resolution 86-77, which authorized the City Manager
to meet with the Developer to prepare a report on the feasibility of acquiring the River Park
Square parking garage.

¥ Betsy Cowles Testimony (Page146-149) & Exhibit 549 to that Testimony

nurement is strictly forbidden by a Rev. Ruling 63-20 type of corporation. No consideration was paid to
the Issuer/Foundation or Price reduction provided on the purchase of the garage for the value of this option.
See “Ground Lease™ documents

1 April 11, 1996 Letter from Dennis Beringer, Real Estate Projects Manager to Appraiser detailing Scope
of the Appraisals; & Betsy Cowles Testimony (Page 164); & Daniel Barrett Testimony (Pages 16-17)



The Auble & Assaciates report was dated July 11, 1996. The report stated that “if market value
were estimated, the resulting value would be significantly lower”. Auble questioned some
assumptions in the Walker report. The parking revenue rate used was $1.50 while the current
rate is $1.00. The average stay is estimated at 3 hours while it has been 1.2 hours over the last 5
years. The parking validation program is not considered so revenue is grossly overstated. Auble
valued the garage at $34,300,000 using Walkers unreasonable assumptions, as directed.

Barrett submitted a report on July 8, 1996. The report notes that 40% of the revenues in the
Walker report come from cinema patrons”. The report was highly skeptically of the data source it
was forced to use. Barrett calculates the value of the garage using the Walker assumptions at
$44,400,000. Barrett values the garage at $33,165,000 under a scenario where he reduces the
cinema revenues by 25%. He calculates the value of the garage at $25,100,000 when he reduces
the cinema revenues by 50%. Using the required numbers and assumptions it is clear the
valuation was rigged to get to a number high enough to provide the developer with funds for the

private portion of the project.

In spite of the negative comments from the appraisal reports, on July 15, 1996, the City Council
approved Resolution 96-94 which gave the City staff approval to negotiate a ground lease and a
purchase agreement relating to the garage. B

An August 14, 1996 memo from the City's attorney to the developer describes a meeting between
the City and the rating agencies. Both rating agencies were “incredulous” that there would be
outside contro! over parking rates.

This apparently caused Walker to issue a revised report on September 3, 1996. A further resuit
was in October of 1996, when the City commissioned Coopers & Lybrand to perform a review of
the Walker feasibility study concerning the parking garage.

The Coopers & Lybrand report found numerous problems with the Walker study including:

« The Walker report does not assume any costs or lost revenues from a
validation program, despite the fact that there already is a parking
program in place.

» The Easy Pass Validation Program provides up to two free hours of
parking, free parking after 6:00 PM and all day Sunday & a free fransit
ride.

= The Walker report assumes full parking lot fees from cinema patrons,
estimated at $3.75 per car and 623,323 cars while historically, no theater
in America charges its patrons for parking.

» The Coopers & Lybrand report stated that the tax exempt bond rate
would increase the investment value of the improvements and would
provide “Unrealized Equity” to the Developer.

« The private part of the report compares the Developer expense
reimbursements of $11.02 per square foot to $6.95 per square foot for
similar properties (provided by ULI's Dollars and Cents, a National Trade
Magazine). The report also notes the operating income would provide for
significant participating income to the lessor (Developer) and minimal
participating income to the lessee.

' Barrett Appraisal (Page 43)




The Walker report was again revised in 1998 for Bob Robideaux. No work was ever performed
for the foundation.

-—---Bond Counsel Activity

Mike Ormsby an attorney with the firm of Preston, Gates & Ellis, LLP ultimately issued the tax
opinion with respect to the issuance of $31,465,000 Spokane Downtown Foundation Parking
Revenue Bonds, 1998 (River Park Square Project). These bonds were issued to purchase the
parking garage facility (not the land it sits on).

Mike Ormsby as Bond Counse! was in a position where he should have represented the Issuing
Authority, Spokane Downtown Foundation. No formal engagement contract was established. Mr.
Ormsby's activities in this deal are indicated to be the following;

« August 1896 a waiver request of the City is made in order for Mr. Ormsby to
assist R.W. Robideaux & Associates on behalf of the Developer in conjunction
with the bond financing, covenants, & revenue. Waiver was granted.

«  On September 16, 1996 is last work completed for Developer. "2
« On September 17, 1996 meeting with Mayor on financing™

s« On October 1, 1996 Preston Gates formaiiy withdraws from representation of the
Developer and Prudential

+ Preston Gates requested a waiver in order to represent Prudential Securities. Not
Granted

+ Mr. Ormsby wrote to Mr. Robideaux requesting a fee increase due to various
events that had transpired.™

Mr. Ormsby originally was approached by Bob Robideaux, Duane Swinton and Betsy Cowles.
Betsy Cowles owns the Developers and Mr. Robideaux and Mr. Swinton work for her in one
capacity or another. They approached Mr. Ormsby as to his willingness to be invoived in the
financing and to be Bond Counsel to the Foundation.™

---—-Bonds Issued

On December 15, 1996, the newspaper (which is owned & controlled by the Developer) printed
an article which stated “a non-profit corporation formed by River Park Square’s owners will issue
bonds to buy the garage after it has been renovated and expandedm. A public development
authority, formed by the city of Spokane, would then sublease the garage and the land beneath it
from the non-profit corporation, Spokane Downtown Foundation™.

On December 24, 1996, the Underwriter sent all parties involved a letter regarding the Bonds
rating. The concerns the rating agency had included the parking meter revenues, the validation

2 Per Mike Ormsby’s billing records

1 per Mike Ormsby’s billing records .6 hours charged to foundation (Foundation incorporated 11/15/96)
" 1ncreased fees associated with the bond issue would delay the date on which the developer would share
in the 50/50 revenue split contemplated and written into the official bond documents. Mr. Robideaux’s
company is an affiliate of the Developers.

'* Mike Ormsby Testimony (Page 429)

16 Also stated in Duane Swinton Testimony (Page 38-39) Mike Ormsby Testimony (Page 428)




program, and the 50/50 split in remaining revenues (they wanted the City's share to be plowed
back into the deal).

On January 13, 1897, the City Council passed Resolution 87-2 which approved the plan to have
the Issuer purchase the garage and then lease it to the PDA.

At the January 27, 1997, City Council meeting the following events occurred,;

(1) A representative from Coopers & Lybrand summarized their findings, pointing cut
major flaws in the proposed purchase and lease of the Project. The resuits of the
Coopers & Lybrand presentation was there was an undisclosed annual shortfall of $1.6
million.

(2) A rival developer stated that “the parking structure itself has a fair market value
considerably less. | think we all understand that. It is being used as a vehicle to get tax-
free bond money to the developer, which will enable them and assist the proponents of
the project to compete, we believe, unfairly with our facility in attempting to secure
tenants.

(3) the City Council adopted Ordinance C31823 which created the parking meter revenue

fund. This pledged parking meter revenues to the PDA in the event parking revenues are

insufficient to make ground lease payments and pay operating expenses.
)t appears that the City, acting as the Issuer, participated in this structured transaction to aid in
the development of the downtown area. The form of the structure is extremely flawed, as the
substance show inurement/private benefit for the Developer. The flow of funds from the
operations of the Garage were prioritized in the Official Statement in the “Sources of Payment
and Security for the Bonds” section under "Flow of Funds” on page 15:

“First, to pay Fixed Facility Rent'’;

Second, to pay Fixed Ground Rent'®;

Third, to pay Operating Expenses'®;

Fourth, to pay Administrative Variable Ground Rent™;

Fifth, to pay Variable Ground Rent”' (equal to 50% of the money in the Revenue Account
remaining after payments made in First through Fourth above);

Sixth, if the Authority has received a loan of Parking Meter Revenues from the City to pay
Fixed Ground Rent or Operating Expenses, to repay amounts owed to the City®;

17 payment of Revenues to Bond lnvestors

18 Represents payment of an encumbrance on the property. The ground under the garage was not sold and
is owned by the developers. Payments were inflated via the feasibility study and reduce the value of the
leasehold improvements. This reduction in value was not considered in the sale. These payments as well
as priority #3 were secured by a pledge of parking meter revenue.

' Payment of the normal operating expenses of the facility is secured by a pledge of parking meter
revenues,

 This payment of $45,000 per year was to compensate the Developer for a loss of income due to increased
administrative costs of approximately $500,000.

2! This provision provided a 50/50 revenue split between the City and the Developer.

2 Repayment to the City for any Parking Meter Revenues tapped to pay Priority #2 and #3.



Seventh, to make payments into the Rate Stabilization Amount until the amount therein
equals $2,000,000;

Eighth, to make payments into the Renewal and Replacement Account until the amount
therein equals $1,5000,000;

Ninth, to pay Variable Facility Rent, which shall be used by the Foundation solely for the
purpose of repaying, defeasing or otherwise paying all outstanding Bonds;

Tenth, to pay additional Variable Facility Rent (equal to 20% of the money in the
Revenue Account remaining after payments made in First through Ninth above), so long
as such additional Variable Facility Rent is used solely for lawful purposes under the
Foundation nonprofit corporate statutes designed to benefit and improve the downtown
neighborhood; and

Eleventh,” for any lawful purpose of the Authority.”

in September 1998 the Bonds were issued. The proceeds were escrowed and allowed to be
used as collateral by the Developer for private construction loans associated with the entire
redevelopment project”.

In November of 1998, two months after the bonds were issued, the River Park Square operator
requested Walker to revise their assumptions.

On June 8% 1999, AMC (owner/operator of the 24 theatre movie complex in the Project)
discovered for the first time that they would not receive free parking for their patrons. AMC
threatened to leave the mall or encourage their patrons to park elsewhere. The public was never
informed of the AMC problems per various city council notes and council member statements.

On June 10, 1999, AMC sent a letter to the Developer that stated, "AMC has directed me to
provide a formal notice to you of a potential default in landiord’s obligation in regard fo parking
under the lease.” The Developer had been required to represent to the Foundation that there
were no potential events of default. The Bond Counsel verified that the Foundation would have
had an argument to not close the sale of the garage due to this notice of default™.

Walker prepared a revised report dated June 12, 1999, which projected that revenues would be
insufficient by approximately $1.24 million per year due to the flat rate parking charges of $2.00
after 5 p.m. and on Sundays. The revenue projection for the 2000 year was $4.6 million, the
revised revenues were $2.1 million. The garage had not yet been purchased even though the
bonds had been issued. No adjustment to the purchase price was made as a result of this event
or revised report.

On July 30, 1998, the Developer sent AMC a letter agreeing to pay them $400,000 to be applied
toward validation and parking costs for AMC customers. On August 1, 1999 the developer made
a payment of $400,000%°.

On August 2, 1899, AMC sent a letter to the Developer which was a notice of default®®. The
Issuer's counsel was not aware of this letter.

2 Coopers & Lybrand Analysis Page 22

 There was no significant event notice made of the default, the Developer certified in the purchase
asgrcement that no significant event of default has occurred.

¥ This payment artificially propped the purchase price of the garage up. In addition, no analysis was made
by bond counsel as to whether this payment represents a kickback, private payment, excess reserve fund or
other. The payment may represent more than one of these items. No adjustment was made to purchase
price for the default of the other 19 years of payments used in the feasibility study.



On August 13, 1999 the Issuer/Foundation attorney (Bond Counsel) wrote a letter to the
Developer asking, since the purchase price is based on a revenue stream and the revenue
stream has been revised downward shouldn't the purchase price have a corresponding
downward adjustment. The Developer never responded and the attorney never followed up.

At a meeting of the PDA Executive Session on August 25, 1999, which included Spokane Council
Member Roberta Greene and the City's attorney, a decision to not reveal the default of the bonds
was made. The PDA is the Authority controlled by the City to oversee operations of the garage
once the purchase is made. The Issuer/Foundation does not appear to have had a voice in this
matter.

On September 24, 1999, the Developer signed a reimbursement agreement with the issuer which
provided the Issuer with the funds equal to any shortfall in revenue from AMC. The Issuer was
required to keep this agreement confidential?’. The Developer said it would provide any defense
against any action taken to try o make this agreement public and pay any penalty assessed by
the court.

On September 28, 1999, the Issuer purchased the garage for $26 million pursuant to the Garage
Purchase and Sale Agreement signed on August 1, 1998, -

On September 28, 1999, the Developer entered into a parking facility operator agreement with
the POA where the PDA agreed to operate the parking facility for a temporary period of time.

Changes to the validation system and rate changes in the fall of 1999 caused additional revenue
shortfalls above and beyond those that were to be experienced by virtue of the excessive price
paid for the garage. The PDA declined to be a permanent operator of the parking facility when it
became apparent that the City would not use parking meter revenues to cover the shortfail.

On April 26, 2000 the City Council voted not to use parking meter revenue for operation and
maintenance costs and ground rent.

On September 20, 2001 US Bank issued a significant event notice to the bondholders which
advised of the default of the bonds. Prudential Securities, the underwriter, had previously
determined the Bonds were unsuitable for their clients regardiess of sophistication.

On January 28, 2004 an administrative ruiing was issued by a United States District Judge with
respect to various liability issues. It appears the ruling dealt with state law issues of liability as
related to the Foundation as well as others. This ruling does not appear to consider requisite
contral and positions of influence with respect to the Foundation for purposes of federal tax law
and tax administration. For federal tax law purposes the requisite control and positions of
influence with respect to inurement and private benefit issues are different. The analysis under
federal tax law will, therefore, be different from any analysis under State law and may reach a
different conciusion.

LAW
Revenue Ruling 63-20 provides that obligations issued by a nonprofit corporation formed under

the generai nonprofit corporation law of a state for the purpose of stimulating industrial
development within a political subdivision of the state will be considered issued “on behalf of” the

2 This significant event was not disclosed.

7 private payment for private use of the Garage, which indicates the issuance was a private activity bond.
The use of a confidentiality clause for this agreement cannot be seen in any type of a positive manner, it
was meant to conceal the source and reason for the payment, which in tum would keep the garage purchase
price artificially propped up.



politicat subdivision, for purposes of §1.103-1 of the Income Tax Regulations, provided each of
the following requirements is met;

¢ (1) the corporation must engage in activities which are essentially public
in nature;

« (2) the corporation must be one which is not organized for profit (except
to the extent of retiring indebtedness);

= (3) the corporate income must not inure to any private person;

« (4) the state or a political subdivision thereof must have a beneficial
interest in the corporation while the indebtedness remains outstanding
and it must obtain full legal title to the property of the corporation with
respect to which the indebtedness was incurred upon retirement of such
indebtedness; and

« (5) the corporation must have been approved by the state or a political
subdivision thereof, either of which must also have approved the specific
obligations issued by the corporation. Interest received from such
obligations is excludable from gross income under the provisions of §
103(a)(1) of the Internal Revenue Code of 1954,

Internal Revenue Code (IRC) §141(a) provides the term “private activity bond” means any bond
issued as part of an issue -—
{1) which meets—-
{A) the private business use test of paragraph (1) of subsection (b), and

(B) the private security or payment test of paragraph (2) of subsection
(b}, or

(2) which meets the private loan financing test of subsection (c)

IRC §141(b)(1) provides the private business use test is met if more than 10% of the proceeds of
an issue are to be used for any private business use.

IRC §141(b)(2) provides the private security or payment test is met if the payment of the principle
of, or the interest on, more than 10% of the proceeds of such issue is directly or indirectly-—
(A) secured by an interest in—

(i} property used or to be used for a private business use, or

(i) payments in respect of such property, or
(B) to be derived from payments in respect of property, or borrowed money,
used or to be used for a private business use.

IRC § 141(c) provides an issue meets the test of this subsection if the amount of the proceeds of
the issue which are to be used to make or finance loans to persons other than governmental units
exceeds the lesser of ....(A} 5% of such proceeds, or ...(B) $5,000,000.

Income Tax Regulation (ITR) §1.141 provides the reasonable expectations test must take into
account reasonable expectations about events and actions over the entire stated term of the
issue.

IRC §148(d) provides that reasonably required reserve or replacement funds shall not exceed
10%.

IRC §1.148-10(a)(4) provides the Anti-Abuse Rules and Authority of the Commissioner. [t further
provides that, *...an action overburdens the tax exempt bond market... if it results in issuing more




bonds, issuing bonds earlier, or allowing bonds o remain outstanding longer than is otherwise
reasonably necessary ....".

IRC §1.148-10{a)(2) provides,”...any is an abusive arbitrage device if the action has the effect of -
—(ii) overburdening the tax exempt bond market...".

Government's Position

Qualified Issuer?:

{1) Revenue Ruling 63-20---provides obligations issued by a nonprofit corporation
formed under the general nonprofit corporation iaw of a state for the purpose of
“stimulating industrial development” within a political subdivision will be
considered issued “on behalf of" the political subdivision. ..

The bonds issued for this project were for the renovation of a parking garage (privately funded}
then purchased with the bond proceeds. In addition, the bond was issued in an amount in excess
of the fair market value purchase price of the garage, with renovations, to funnel or further fund
the developer in the completion of the entire River Park Square project. The entire redevelopment
project was estimated at $ 100 million and consisted of a retail store, movie complex and parking
garage.

The redevelopment does not appear to fall within the meaning of “stimulating industrial
development” as defined in Revenue Ruling 63-20. This is far from an industrial development.

(2) Revenue Ruling 63-20—provides that *... obligations issued by a nonprofit
corporation ...will be considered issued “on behalf of” provided...the following
requirement(s) is met: (1) the corporation must engage in activities which are
essentially public in nature......

The “corporation” as identified in Revenue Ruling 63-20 for this case is the Spokane Downtown
Foundation (“Issuer” or “Issuer/Foundation” or “Foundation”). The Issuer did not engage in
activities that are “essentially public in nature” as required by Revenue Ruling 63-20.

The term “essentially public in nature” has a basic meaning as stated and should be examined in
the context of general nonprofit corporation powers and purposes as stated in the Issuers Articles
of incorporation and Amended Articles of Incorporation.

The Articles of incorporation, filed November 14, 1996, state the purposes of the Foundation
{Issuer} to be;

(1) To provide services which will aid general economic development in downtown
Spokane including, but not limited to, owning & operating a parking facility in
downtown Spokane so as to provide low-cost, short term parking for members of the
public utilizing downtown facilities and amenities, including Riverfront Park, City Hall,
the City Library and downtown retail stores;

(2) To engage in any other lawful activity which may hereafter be authorized from time to
time by the Board of Directors; provided, however, that the purposes for which the
corporation is formed shall at all times be consistent with §501(c)(3) of the Internal

Revenue Code of 1986, ..., including within such purposes the making of
distributions to organizations that qualify as exempt organizations under §501(c)(3) of
the Code,
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The amended Articles of incorporation filed August 27, 1998 (just days before issuance of the
Bonds) changed the purposes of the Foundation to refiect,

(1) To combat community deterioration and to carry out community revitalization and
community economic development by receiving and administering funds exclusively
for educational and charitable purposes,

(2) To assist in the erection and maintenance of public buildings, monuments, facilities,
or works to lessen the burdens of government, and to promote social welfare;

(3) To initiate and carry out activities to stimulate economic development in economically
depressed areas of the City of Spokane and its environs and, in particular, to
undertake activities which: a.) relieve poverty and lessen neighborhood tensions
caused by a lack of jobs in deteriorated or depressed areas by providing fraining
opportunities for the unemployed or the under employed and creating employment
opportunities for minority and other disadvantaged groups; and (b) combat
community deterioration and eliminate blight by undertaking activities which stimulate
and guide the establishment of new businesses among minority and other
disadvantaged groups and which rehabilitate and revive existing businesses
operated by members of minority or other disadvantaged groups.

{4) To provide services which will aid general economic development in downtown
Spokane including, but not limited to, owning and operating a parking facility in
downtown Spokane so as to provide low-cost, short term parking for members of the
public utilizing downtown facilities and amenities, including Riverfront Park, City Hall,
the City Library and downtown retail stores;

(5) To aid, support, and assist by gifts, contributions or otherwise, other corporations,
community chests, funds & foundations organized and operated exclusively for
charitable, scientific, or educational purposes, no part of the net earmings of which
inures to the benefit of any private shareholder or individual, no substantial part of the
activities of which is carry on propaganda, or otherwise attempting to influence
legislation; and

(6) To do any lawful activities which may be necessary, useful or desirable for the
furtherance, accomplishment, fostering or attainment of the foregoing purposes,
either directly or indirectly and either alone or in conjunction or cooperation with
others, whether such others be persons or organizations of any Kind or nature, such
as corporations, firms, associations, trusts, institutions, foundations or governmental
bureaus, departments or agencies.

The original Articles of Incorporation limit the purposes of the corporation to those purposes that
are consistent with an organization/corporation described in IRC §501(c)(3). The Amended
Articles of Incorporation recite in their entirety, at times verbatim, the purposes of a 501(c)3)*
organization/corporation. Some liberty is taken in the purpose section to wrap the parking garage
up in IRC §501(c)(3) language.

The amended Articles of Incorporation “Articie 1V” indicate the powers of the corporation/Issuer.
This section states in part, “The Corporation shall have the power to do all lawful acts or things
necessary, appropriate, or desirable to carry out and in furtherance of its purposes described in
Article Il which are consistent with the Washington Nonprofit Corporation Act and § 501(c)(3} of
the Code of the Internal Revenue Code of 1986, ...". The powers of the corporation/lssuer are
clearly limited to activities and actions that are consistent with IRC §501(c)(3).

As a result of the stated purposes of the corporation, and the similarities in the stated rules of
Revenue Ruling 63-20 and those of IRC §501(c)(3), it is useful to look to IRC §501(c)(3) and
related regulations to define and clarify the rule *...corporation must engage in activities which are
essentially public in nature”.

® 5ee IRC §501(c)(3) and related regulations

11



Under Treasury Regulation §1.501(c)(3)-1(c)(1), an organization is considered operated
exclusively for exempt/public purposes only if it engages “primarily” in activities that further an
exempt/public purpose. No more than “an insubstantial part of its activities™ may be devoted to
other purposes.

Treasury Regulation §1.501(c)(3)-1(d){1)(ii) provides that an organization is not organized and
operated exclusively for charitable/public purpose unless it serves a public rather than private
interest.

Whether or not an organization satisfies these requirements is determined by examining the
actual purpose of the organizations activities, not its statement of purpose”. An organizations
purpose may be inferred from its manner of operating”. The organization has the burden of
proving that it is operated exclusively for exempt/public purposes™”.

The organization/lssuer is incorporated as a Washington nonprofit corporation, purportedly to act
as a Revenue Ruling 63-20 corporation for federal tax purposes, with purposes and powers
limited to IRC §501(c)(3). In determining the issuers compliance with the tax law we must look to
the term “exclusively” as has been applied to 501(c)(3) organizations and the term “essentially” as
applied to Revenue Ruling 63-20 organizations. The terms as applied to each type of entity, and
as both apply to this entity, are virtually identical and as such will demand parity of analysis.

Both terms require the activities of the respective corporations to serve public interest and
engage in public activities. Both terms appear to allow some level of activity that may be directed
to other than public interest.

According to the 501(c)(3) regulations it is necessary for an organization to establish that it is not
organized and operated for the benefit of private interests. Given the Issuers Articles of
Incorporation and the purported 63-20 status, it is reasonable to apply the standards outlined in
the 501(c)(3) regulations as they relate to private benefit.

For 501(c)(3) organizations, if an organization serves a public interest and also serves a private
interest other than incidentally, it is not entitled to exemption under IRC §501(c)(3)*. It stands to
reason in this case that if a private interest is served more than “incidentally” by the purported 63-
20 Issuer then the Issuer is not a “qualified on behalf of” Issuer.

Incidental or incidentally in this context has both a qualitative and quantitative connotation.

(1) Qualitative means the “incidental” private benefit must be a necessary
concomitant of the activity which benefits the public at large; in other words,
the benefits to the public cannot be achieved without necessarily benefiting
certain private individuals™,

(2) Quantitative means that if the purposes or operations of an organization are
such that private individuals who are not members of a charitable class
receive other than an insubstantial or indirect economic benefit therefrom,
such activities are deemed repugnant to the idea of an exclusively public
charitable purpose®. The result is the same even if the purposes and
activities of the organization would be exclusively public were it not for the
element of private benefit.

% American Campaign Academy v. Commissioner, 92 T.C. 1053. 1064 (1989}
3 Living Faith. Inc. v. Commissioner, 950 F.2d 365, 372 (7" Cir.1991)

¥ Tax Ct. R. 217(c)(2)(A); .Church of Scientology, 832 F.2d at 1317

2 G.C.M. 37166, G.C.M. 35701, Rev. Rule 69-545, 1969-2 C.B.117

* Example: Rev. Rule 70-186, 1970-1 C.B. 128

3 Example: Rev, Rule 76-152, 1976-1 C.B. 151; G.C.M.3570}
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Private benefit arising from an organization’s activities must be “incidental” in both qualitative and
gquantitative aspects in order to be entitled to exemption under IRC §501(c)(3). If they are not, the
activities are deemed to serve other than a public purpose. The substantiality of the private
benefit is measured in the context of the overall public benefit conferred by the activity™.

Applying the principles discussed above to this case, it is clear there was substantial and
excessive private benefit derived by private interests. The Issuer must engage in activities which
are essentially public in nature in order to qualify as an “on behalf” of Issuer. The issuer engaged
in activities that, more than insubstantially, benefited private parties.

The Issuer was;

(1) Established by the developer; and

(2) The developer's Attorney established the corporation and served as registered agent
of the corporation®; and

(3) The developer initially approached, engaged and essentially hired Bond Counsel;
and

(4) The developer initially approached and hired the Board of Directors as listed in the
Amended Articies of Incorporation®’; and

(5) Via the originat 501(c)(3) language in the Articles of Incorporation filed by the
Developer's Attorney & the 501(c}(3) language in the Amended Articles of
incorporation did obfuscate the true nature of the corporation/lssuer, and

(6) Developer required a revenue stream analysis, provided a number of the
assumptions for the analysis, used the analysis as an appraisal with the knowledge
that the analysis substantially overstated the value of the garage; and

(7) Allowed the parking rates in the analysis to determine revenue stream to be up to
double the rate in effect, the hours of stay to be double a reasonable number,
ignored the validation programs, etc...all of which have the effect of overstating the
value of the property which ultimately (if the financing is to be paid) demand the
garage to set rates much higher than would be necessary were this a true arms
length transaction®: higher parking rates is diametrically opposed to the purpose of
the Issuer/corporation established by the developer, and

(8) The developer adjusted and set the land lease rates in opposition to the garage
purchase price based on the Walker parking analysis study; and

(8) The developer benefited excessively from the land lease since it was predicated on
the parking analysis study that was overstated and the revenue stream was
discounted on a tax exempt bond financing rate; and

(10) The developer put in place prior to the sale of the garage a parking oversight
committee (composed of the Developer & Developer's tenants) to set the hours of the
garage, the pricing structure of the garage, and various other items that amount to
special legal entitlements™; and

(11)The developer sought to conceal the AMC theatre default on the garage, prior to the
sale of the garage, via confidentiality agreements and a payment to AMC to cover
shortfalls in the garage revenue for the first year as a result of the defauit, thus
keeping the purchase price of the garage artificially elevated; and

(12)The developer required the City to pledge parking meter revenues for fixed ground
rent (payment to the developer for what appears to be an encumbrance on the
property) and operating expenses, which increased the rating on the bonds and
added to the overvaluation of the garage via discounting the revenue stream at the
bonds interest rate; and

3 Rev. Rule 75-286, 1975-2 C.B. 210; Rev. Rule 68-14, 1568-1 C.B. 243

3 Duane Swinton Testimony (Pages 38-39) & Mike Ormsby Testimony (Page 428)

¥ Betsy Cowles Testimony (Pages 249-250)

3 John Dorsett Testimony (Pages 139-140)

3 Article 2.1 of Parking Agreement & John Dorsett Testimony (Page 139-140) & Parking Covenants
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(13)The developer wrote into the bond documents, via Bond Counsel, the 4™ priority
payment of administrative variable ground rent which was designed o reimburse the
developer for the administrative costs incurred by the City and the Issuer to get the
financing (this is why bond counsel inquires of the developer to increase his fees
because any administrative fee that comes out of proceeds reduces the developers
overall take); and

{14)The developer wrote into the bond documents, via Bond Counsel, the 5" priority
payment of “variable ground rent’ more appropriately know as a 50/50 split of
revenue/profits; and

(15)The developer wrote and entered the ground lease prior to the sale of the garage
including a provision that allows the developer to purchase the garage at the end of
the lease for it's then fair market value not it's “investment value” based on revenue
stream that the developer is selling the garage to the Issuer for.

It is clear from the facts that a number of priorities were at work here. The City priority was
clearly to keep that portion of downtown viable and ensure sales tax revenues. The developer's
priorities were to keep that area of downtown viable and the retail shops in place to ensure
continued lease revenue and property value protections. The developer owned that area of
downtown known as River Park Square.

In order to accomplish these goals the River Park Square area had to be redeveloped. The
developer did not have the financial wherewithai to go it alone on the estimated $100 million
project. So a scheme was devised that would allow the developer to renovate and sale the
garage to the City and in the process generate approximately $10 million in cash the developer
would plow back into the “private” portion of the project. it is unreasconable from the facts of this
case to conclude otherwise. It is unreasonable from the facts of this case, in their entirety, to
conciude that this is an everyday willing buyer and willing seller at fair market value transaction.
Given the facts it is unreasonable to conclude this is an arms length transaction. No reasonable
person given the facts would have purchased this facility under these terms for the price paid.

The City now states {and claims to have stated all along) that part of the purchase price was
designed to provide capital to the developer to assist in the overall project. Given the facts, as we
now know them, this appears to be the case. The price was determined prior to the Issuer being
created, subsequent events that affected the price were ignored, obviously incorrect revenue
stream assumptions were ignored, validation programs were ignored, control contracts and
issues were ignored, AMC default was concealed, developers ground rent was secured (parking
meter revenues), etc..

The lssuer ultimately issued $ 31,465,000 in tax exempt bonds and paid $ 26,500,000 to the
developer for the purchase of a garage whose fair market value at best was $15,000,000. Even
today, current independent appraisals indicate the fair market value of the garage lo be

$ 14,000,000 maximum.

The Issuer 63-20 corporation is not a qualified “on behalf” of issuer because it has not engaged in
activities which are essentially public in nature. Failure to negotiate a fair market value based on
all the facts and subsequent events is not an activity which is essentially public in nature. This
single fact will result in harm to the public through higher parking fees. Enriching the developer
via the purchase by at least $10 million is not essentially public in nature. Providing specia! legal
entittements to the merchants (who are tenants of the developer) to set hours of operations and
rates charged is not an activity essentially public in nature. 1n fact, aimost none of the activities of
the Issuer/fFoundation were essentially public in nature. All of the activities were directed at
getting the financing in place to provide funds to the developer to assist in the redevelopment of a
private retail center. The private benefit is direct and indirect, is substantial and is both qualitative
& quantitative.
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{3) Revenue Ruling 63-20—provides that *.._obligations issued by a nonprofit
corporation...will be considered issued “on behalf of” provided...the following
requirement(s) is met: (2) the corporation must be one that is not organized
for profit (except to the extent or retiring indebtedness)....

To determine if the Issuer is organized for profit we must first look to the organizing documents.
In this case the organizing documents indicate that the Issuer is incorporated under the
Washington Nonprofit Corporation Laws. The incorporation documents further state the Issuer is
a corporation with purposes and powers consistent with IRC §501(c)(3}. The basic organizing
documents appear to be in compliance with Revenue Ruling 63-20.

The operational aspects of the ssuer must be explored to determine if the Issuer, in fact,
operates, as stated on the organizational documents.

The Issuer, as noted above, issued bonds to purchase a garage from the developer. The
purchase price was excessive. This was obvious and ignored. Events that occurred after the
City agreed to the purchase price (prior to the Issuer being established) and the actual sale date
were ignored. No price adjustment was made as a result of these events. No reasonable man
would have purchased the facility, knowing all the facts, for the price paid. So the actual sale of
the facility itself was designed to enrich the deveioper to help fund the private development
portion of the project. Therefore, the Issuer actually operated for the developer to profit The
developer established the Issuer, appointed Bond Counsel, and the Board as was previously
noted.

The parking oversight committee, established by the developer, has special legal entitiements to
set the garage hours of operation, establish the parking rates and determine validation programs
to be used. The oversight committee is comprised of merchants of the River Park Square, all
tenants of the developer and the Developer. Allowing the garage to operate for the benefit &
profit of the tenants and developer also constitutes private use under IRC §141 {see discussion in
this report on private use and payments in respect of use). In addition, this operation as a whole
conveys private benefitfinurement upon the developer (see discussions on engaging in activities
“essentially” public in nature and discussion on inurement).

The garage generates revenue from its operation. This revenue is pledged to pay 11 items by
priority. The second priority is to pay “fixed ground rent”. This payment is made to the developer
as a lease payment for the land the garage sits on. Due to the obvious irregularities in the
parking analysis done by Walker, and subsequent appraisals (as directed), the garage purchase
price was excessive. The ground rent is based on these obviously improper valuations that the
Board of the issuer chose to ignore. The ground rent is an entirely fictitious valuation.

The ground rent was designed to give the Developer a ten percent return on the value of the land,
increasing every three years by 10%*. Based on the underl¥ing value of the land of $6.7 million
this would reflect an initial ground rent payment of $ 670,000 !. The negotiated term of the base
ground rent only, results in excess payments of and profit to the developer in excess of $15
million over the 20 year term of the lease*?.

The developer has indicated the base ground rent and participation feature (4™ priority) were
designed to compensate the developer for “Unrealized Equity”, the difference between the
appraised investment value (excess & non-reflective of FMV) and the sale price of the garage (%
26 million}**. The excess of investment value over market value of the garage with
improvements is created solely by the favorable bond financing rate resulting from the City's

% Coopers & Lybrand Parking Garage Analysis (Page 17)
! Coopers & Lybrand Parking Garage Anatysis (Page 17)
# Coopers & Lybrand Parking Garage Analysis (Page 17)
# Coopers & Lybrand Parking Garage Analysis (Page 18)
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pledge of parking meter revenues and is not reflective of the contributory value of the land*. The
pledge of parking meter revenues is only for the benefit of the developer as it serves as a sort of
credit enhancement reducing the bond financing rate. That rate is used to discount cash flow to
determine the investment value (lower the rate the higher the value created). In addition, if the
bond defaults from lack of revenue, as they did, the ground rent (2™ priority) gets paid regardiess
because the parking meter revenue pledge is for ground rent and operating expenses only. The
developer was insulated from any risk of loss, leaving investors ( 1™ priority) hanging in the wind.

The developer has an option to purchase the garage at fair market value®®. This is substantially
less than the investment value used to sell the facility to the Issuer. Basically, once the bonds are
paid by the Issuer, the City receives title to the improvements {garage) unencumbered by debt,
but still subject to the ground iease™®. In effect, the City is entitled to use the improvements for a
maxir&um of 25 years at which time the developer may purchase the property for fair market
value™.

The 4™ priority payment of the revenue generated by the garage is “administrative variable
ground rent”. This rent is to reimburse the developer for the administrative costs incurred by the
City in the issuance of the Bonds. These payments represent a preferential return to the
developer for loss of income resulting from increased debt service payments as a result of bonds
being issued to cover the administrative costs incurred by the City. Basically, the increased debt
service of the administrative cost portion of the bond issue will reduce monies available for the
50150 revenue split (5"’ priority) or may increase the wait time to get to the 50/50 split. These
payments clearly increase the overall excess profit the developer realized on the date of sale.
This payment was put in the bond documents as a payment of “administrative variable ground
rent” basically to conceal the true nature of the expense. This clause organizationally and
operationally is for the developer's profit.

The 5" priority payment is for “variable ground rent”. This payment is equal to 50% of the money
in the Revenue Account. Basically, after priorities 1 thru 4 are paid the developer shares in an
equal 50750 split of the revenues/net income of the facility. Clearly, this profit sharing
arrangement with the developer is an operation for the benefit and profit of the developer.

Clearly, given the facts in this case, the Issuer/Foundation despite being incorporated under the
nonprofit laws of the State of Washington and despite the fact that the Articles of Incorporation &
Amended Articles of incorporation indicate the Issuer to be described in, and conduct activities of,
a 501(c)(3) public entity, it is operated for the profit of the developer. Itis unreasonable to believe
the aspects of this transaction were negotiated in an arms length environment. In an arms length
environment no reasonable person would have purchased this facility under the terms used.

The Issuer/Foundation has argued that the price of the purchase was negotiated by the City.
This was three years before the actual purchase occurred. The Foundation when established (by
the developer as previously noted) did nothing to exercise its apparent right to renegotiate the
purchase price as the result of items that affect the value of the leasehold improvement whether
using investment value or fair market value. Clearly, the value of the land lease should have
been determined as all arms length ground leases are, on the fair market value basis which will
accurately reflect the contributory value of the land in this type of arrangement”. In addition, the
pledge of parking meter revenue, the administrative variable ground rent (preferential payment $
45,000), the 50/50 revenue split, the option for the developer to purchase the improvements at
fair market value, the right of private interests to control prices, hours of operation and select
private operators, and the AMC theater default (discussed below) all reduce the value of the

* Coopers & Lybrand Parking Garage Analysis (Page 18)
* See Ground Lease Agreement
*® Coopers & Lybrand Parking Garage Analysis (Page 19) & See Ground Lease Agreement

7 Land lease is overstated because City’s discount rate was applied to cash flows C&L Analysis (Page 11)
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leasehold improvements to the Issuer/Foundation. A true arms length negotiation would have
resulted in significant reductions in the price paid for the facility under both the investment
valuation method used and any fair market valuation method. Most of the items noted above
were known and ignored in order to unjustly enrich and profit the developer.

(4) Revenue Ruling 63-20—provides that “... obligations issued by a nonprofit
corporation...will be considered issued “on behalf of" provided...the following
requirement(s) is met: (3) the corporate income must not inure to any private
person...

As discussed above in Part (2) of the Government's Position regarding the Issuer/Foundation
(corporation) engaging in activities which are essentially public in nature, it was shown that if an
organization is engaging in activities which provide substantial private benefit, it is not, then
considered to be engaging in activities of a public nature.

For purposes of Part (2) the private benefit must be substantial. For purposes of this section,
Revenue Ruling 63-20, identical to (RC §501(c)(3), provides an absolute prohibition on
inurement. The relationship between inurement and private benefit was clarified in American
Campaign Academy v. Commissioner, 92 T.C. 1053 (1989). The court explained that, “while the
prohibitions against private benefit and private inurement share common and overlapping
elements, the two are distinct requirements which must be independently satisfied.” The court
stated that the presence of private inurement violates both prohibitions, but the absence of
inurement does not mean the absence of private benefit. Inurement, then, may be viewed as a
subset of private benefit.

The proscription against inurement generally applies to a distinct class of private interests,
typically persons who, because of a particular relationship with an organization, have an
opportunity to control or influence its activities*. Therefore, regulations interpreting 501(a) of the
Code (where inurement has generally been dealt with) make clear the words “private shareholder
or individual” in §501(c)(3) refer to persons having a personal and private interest in the activities
of the organization, as opposed to members of the general public.

in this case, the Issuer/Foundation purports to be described in IRC §501(c)(3), although it never
formally applied for recognition, and purports to be a 63-20 corporation/lssuer. Under Revenue
Ruling 63-20 we believe the term “private person” has the same connotation and meaning as the
term “private shareholder or individual” in IRC §501 and related rulings.

it is clear from the facts of this case, the developer had, and continues to have, a particular
relationship with the City of Spokane and the Issuer/Foundation such that it was in a position to
control or influence its activities. The relationship with the City was one of essentially mutual
goals in the accomplishment of the redevelopment project for different ends. The relationship
with the Issuer/Foundation was cne of creation, establishment, appointment of directors a few
days before issuance, efc.

It is clear that the developer would meet the definition of private person for purposes of the
inurement proscription. Although not a board member or employee, a close working relationship
existed and services were performed for the [ssuer/Foundation. To that extent the developer
would possess the requisite relationship to find inurement, similar to the retationships outlined in
(G5.C.M. 39498 ang G.C.M. 39670. Given the facts, to conclude otherwise is unreasonable.

Even though the developer is subject to the inurement proscription, it does not mean there can be
no economic dealings between the parties. The inurement proscription does not prevent the
payment of “reasonable compensation” for goods or services.

4% .C.M. 39862
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There are a number of different arrangements in this case that give rise to, and result in,
inurement. These arrangements emanate from the actual sale of the garage and the resulting
contractual obligations. The sale of the garage was to the Issuer/Foundation created and
established by the developer. The method to get to a purchase price was purported to be
negotiated with the City. The purchase price was based on an analysis performed by Walker
Parking Consultants in which the developer provided most if not all of the underiying assumptions
to be used. The analysis notes that this is not a fair market value valuation but is rather an
analysis given specific assumptions. After the analysis was complete, two appraisers were hired
to do investment valuation appraisal and were directed to use the numbers in the Walker
Analysis®®. This was despite the fact that the City of Spokane had throughout its entire existence
always used the fair market value valuation method.

Coopers & Lybrand, as well as both appraisers, pointed out that the assumptions in the Walker
report were excessive™. The excessiveness was in the assumed length of stay, rates per hour,
disregarded parking validation programs, disregarded disincentives to use garage after 6 and on
Sundays due to free parking in the area, etc. Walker did no local market analysis of rates in this
market and what it would bear. The developer provided assumptions used as well as others.
The appraisers were told to discount the cash fiows for purposes of the investment value at the
City's presumed discount rate (credit rate). Coopers & Lybrand presentation to the City, as noted
previously, pointed out a revenue shortfall of $ 1.6 miliion the first year. This is both significant
and material, and was ignored.

In the Walker report approximately 52% of all cars parked in the garage will come from cinema
patrons. Given that the Walker report does not take the disincentives into account after 6 and on
weekends, and the fact that they believe they know of only one cinema in the country that does
not provide for free parking or validated parking, approximately 50% of the total revenue stream
used in the report represented by the cinema patrons, is a gross valuation overstatement.

in addition, parking rates after 6 PM and on weekends were reduced significantly prior to the
purchase of the garage by the Issuer/Foundation. This rate reduction resuited in a $1.24 million
shortfall in projected revenue for the first year alone. The change in parking rates and resulting
revenue shortfalls were ignored by the issuer/Foundation and did not result in any negotiations to
adjust the purchase price of the facility. A reasonable person would have negotiated the price
significantly under any valuation method.

While the appraisals and studies were done with significant disclosures embedded, the City and
developer for purposes of the transaction ignored the information. All assumptions to be used by
the appraisers were dictated to them. The appraisals in reality were nothing more than a notch in
post of public deception.

The purchase price of the property was purportedly decided in 1996. The bonds were issued in
1998 and the sale took place in 1999. [n that time frame, Coopers & Lybrand was contracted to
accomplish a Parking Garage Analysis, or more specifically a due diligence study for the City.
This report was relatively critical of the Walker study as well as pointing out the flaws the
appraisers had pointed out. The study did not address whether the proposed financing could be
supported by the assumed revenues but did clearly state that a significant valuation probiem
existed here. The report also points out that the City reduced the purchase valuation by reducing
the cinema patron revenue in the projection by 43%. Therefore, the cinema patron revenue
which accounted for approx. 50% of the total revenue was reduced by 43% thus reducing the
total revenue stream used for the investment valuation method by approximately 20%. No other
adjustments were made. This reduction resulted in an offsetting increase in the cost/value of the
ground lease.

** Betsy Cowles Testimony (Page164) & Daniel Barrett Testimony (Pages 16-17) & April 11, 1996 Letter
from City to Appraisers
5® gee Coopers & Lybrand Parking Garage Analysis January 27, 1997
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No adjustments were made with respect to the purchase price;
» As a result of the parking charges being lowered after 6 and on weekends in the
summer of 1999. This reduction in rates occurred before the sale;
> As a result of the developers right of first refusal on the purchase of the property
if another party made an offer to buy,
As a result of the developers option to buy the property at fair market value at the
end of the ground lease;
As a result of the cbvious and apparent overstatements embedded in the Walker
report;
As a result of the increase in the ground lease (encumbrance) payment and
obvious overstatement of the contributory value of the land via the investment
valuation method (2™ priority of payments from project revenues);
As a result of the administrative variable ground rent payment clause (4" priority
on project revenues)
» As aresult of the variable ground rent payment (5" priority on revenues)
representing a 50/50 split of revenuefincome of the project;
> As a result of the developer's parking oversight committee private interests had
operational control of the facility for setting rates, hours of operation and
selection of private operator; -
» Nor as a result of the AMC Cinema's default (*)

v Vv ¥

v

(*) AMC Default--AMC was notified June 8, 1999 that their patrons are not to receive free parking
at the garage. These patrons accounted for approximately 50% of the revenue stream
purportedly used to determine a purchase valuation. AMC indicated a default on the iease to the
developer. AMC indicated they were seeking free parking at another garage or would move out
of the development and into the suburbs. This fact (AMC would not get free parking) was
obviously hidden from AMC and the public from 1898 unti just before the sale was to occur, but
after the bonds were issued. it is standard and customary for theatres to get free parking for their
patrons throughout the country®'. The City, Issuer/Foundation and the developer all knew this yet
hid the fact that AMC would not get free parking from AMC until June of 1988.

To cure the AMC default the developer entered into a confidentiality agreement with the
Foundation (signed by Mr. Ormsby who was Bond Counsel to the Issuer/Foundation). As noted
above Mr. Ormsby was initially approached by the Developer to participate as Bond Counsel in
this deal for the issuer/Foundation the Developer created. This agreement noted that if it became
public significant damage to the developer may result. The developer at this point is two months
from the sale of the garage to the Issuer/Foundation for a price that will resuit in approximately
$10 million in gain. The $10 million or so is an amount the City had been trying to get to the
developer in order to help finance the entire $100 million redevelopment. The redevelopment
however, was a private project that did not follow public contracting rules and was designed for
the benefit of the developer, not the public. The confidentiality agreement sought to keep hidden
the fact that AMC filed a default on the lease and as a result the developer agreed to put up
$400,000 to cover lost revenues from an AMC validation program for the 1% year.

A couple of problems are present here. First, the $400,000 payment, and concealment of that
payment, resulted in the purchase price of the garage not being adjusted downward given that
half the revenue the purchase price was based on was non-existent. In addition, the payment
was only for the 1* year and ignored the next 19 years. No reasonable person would have
purchased this garage for the prices suggested given any of the facts, much less this one alone.
There was no arms length transaction. The payment of the $400,000 and concealment of the
facts served to artificially hold up the already excessively inflated price of the garage. This
resulted in direct benefit to the developer of approximately $10 million dollars or more given that
the fair market value for the garage as was repeatedly indicated to be $10 to 15 million.

51 John Dorsett Testimony (Pages 143-146)
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Payment of the $400,000 to be used for garage shortfalls, as a result of the AMC theatre default,
will be discussed further below as to whether this creates an additional debt service reserve fund
(thus disqualifying the bonds), represents a kickback, supports an overissuance arbitrage issue or
represents all these things.

The direct result of the payment, the concealment {confidentiality agreement) and the certification
by the developer on the purchase agreement directly and unjustly enriched the developer with
$10 million or more dollars of the Issuer/Foundations assets.

It is clear that the developer is a “private person” for purposes of the proscription on inurement
under both Revenue Ruling 63-20 and IRC §501(c)(3). Itis also clear that significant inurement
was bestowed upon the developer, as well as private benefit, that indicates the Issuer/Foundation
is engaging in activities substantially other than those essentially public in nature.

Whether the purchase price was negotiated in an arms length methodology with full and fair
disclosure is not really relevant for this analysis. It unreasonable to believe this was an arms
length transaction in light of all the facts to the contrary. The important facts of this analysis are
all the obvious and repeated “reds flags” raised in the process of this transaction and the
consistent “disregard” for common sense required of those red flags. Exercisifig common sense
in this transaction would have been an activity in the publics benefit. To meet the arm-length
standard at a minimum it must be between parties of equal bargaining power and result in
reasonable terms. The terms of this transaction were not reasonable and not in the publics
interest.

The concealment, via confidentiality agreement, with the Issuer/Foundation regarding the AMC
default, and the commitment & payment made by the developer to protect the purchase price
($10 million profit) and the fact that the payment was for only one of the 20 years the revenue
stream was based on, gives clear indication of private interest being served as weli as direct
private inurement on the date of sale of the garage.

The establishment of the parking oversight committee, where all the power was ceded to select
the private operator of the garage, set the operational hours of the garage and {o set the rates
charged by the garage all indicate non public purposes are being served and inurement. This
arrangement forecloses the power of any public authority. This armrangement is at odds with, and
creates a substantial conflict between, the fiduciary duty requiring the facility to be operated and
engaged in activities essentially public in nature and the natural desires of Nordstroms and the
Developer to further their pecuniary interests. The surrender of effective control and profits (5
priority payment) reflect adversely on the |ssuer/Foundations own public purposes in having its
sole activity managed by private parties that stand to profit (oversight committee).

The developer is paid several fees from the revenue generated from the operatlon of the garage.
The various ground rents that are described in the priority of payments and the st phiority
payment is a 50/50 revenue split. This is a direct sharing in the revenuefincome of the facility that
the developer and Nordstroms have complete operational control over, Whether or not payments
have been made yet is not the issue with this clause since this situation exists for 20 years. ltis
an enforceable clause on the date of issue of the bonds and represents a private interest as well
as inurement of income and assets to a private person.

The City, as stated above, now claims in testimony that part of the reason for this Bond issue was
to help provide financing to the overall project. As evidence of this, it was disclosed to Coopers &
Lybrand that the Bonds were to be used to “take down” the construction financing upon

completion of the garage and completion of the Nordstrom and theatre portions of the projectsz.

52 Coopers & Lybrand Parking Garage Analysis (page 22)
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The Bonds were to be issued prior to the start of construction and held in escrow until completion.
The Bond proceeds were used as pledged collateral for the construction financing. This
disclosure is clear that the bond proceeds were to be used for the private portion of the facility.
This results in direct inurement to the developer.

In the “Privileged & Confidential” section of the Coopers & Lybrand report an analysis of the
internal rate of return to the developer was conducted. The cash flows from the base ground rent
only were analyzed. The cash flow analysis for the garage, as prepared by Walker, indicated
significant participating income to the Developer. For purposes of this calculation, models
prepared by the Developer were refied on. In effect, the developer inciuded an amount in the
calculation for the “contributory value of land” for the parcel underlying the Nordstroms store.

This indicates that Nordstroms is not paying lease payments for the underiying land. So in the
Nordstrom case, the land underlying it is of no contributory value to the leasehold improvements,
but the land underlying the garage (which partially underlies Nordstrom) is of great contributory
value as indicated by the excessive ground lease payments. This is smoke and mirrors. The
value of the property was pumped up by the Walker Parking Report using the investment value
analysis, relying on the Developer for assumptions and ignoring all the items that reduce the
value of the property. Then from that figure getting to an allocation point that put cash in the
Developers pocket and the rest being deemed a ground lease. In effect, the ground lease is a
created and arbitrary number. At the rates paid, the ground rent for the garage and Nordstrom
and possibly others, is more than covered and is secured by a pledge of parking meter revenue,
a pledge of security the investor/Bondholders do not have. Since the developer has been able to
shift the burden of ground rent to the Issuer/Foundation it has increased its bargaining power with
the private tenants in terms of lease of the improvements.

There is an absolute prohibition on inurement for a 63-20 corporation to qualify as an “on behalf’
of issuer. This same prohibition is equally applicable to IRC §501(c){3) non profit corporations.

It is clear, from the facts, that this prohibition has been explicitly violated. This transaction, and
the redevelopment project, from day one was dependent on being able to get enough financing in
the developer/project owners pocket to get it done. This initially was to be done via the
renovation and sale of the garage and the use of a HUD loan. The HUD loan was somewhat
dependent on certain garage analyses and some irregularities in that process have been noted.
For purposes of this report those irregularities will not be addressed.

The Project was dependent from the start on the garage valuation. in this case, the garage was
clearly overvalued. The overvaluation was the result of the method dictated by the City and the
assumptions used as provided by the Developer (as shown throughout this report). In addition,
the City, the Developer and Bond Counsel all ignored the obvious overstatements as detailed in
all the reports on the project provided. All parties involved appear to be struck by ostrich fever, a
collective burying of heads in the sand. This is clearly what the developer needed.

As a result, the Issuer/Foundation purchased the garage for at least $ 10 million more than the
fair market value of the garage then and now. The § 10 million is direct inurement to the
Developer. A ground lease was entered that provides direct inurement to the developer in the
created excess's of the payments over fair market value. This amounts to several million dollars
over the life of the lease. The ground lease provides for a right of first refusal to purchase, at fair
market value, the facility, should a buyer appear during the term of the lease. The ground lease
also provides an option for the Developer to purchase the property at fair market value at the
end of the lease. Neither the Issuer/Foundation nor the City were compensated for the value of
these options directly or via a reduced purchase price for the facility or via a ground lease
reduction. It was not in the equation for the ground lease or the purchase price, although under
the structure of the purchase and the lease, the values were created values and reducing these
items for the option values would still have not removed the direct inurement from the transaction.

The AMC Theater default which occurred after the bonds were issued but prior to the sale of the
garage and resulting confidentiality agreement (concealment), lack of any negotiation on the
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issue, or price adjustment on the leasehold improvement (garage) further supports a finding of
inurement. It is unreasonable to believe this transaction at any stage was an arms length
negotiated transaction. When 50% of the revenue that supports an investment value valuation is
in jeopardy or non existent (as in this case) what reasonable person or entity engaged in an arms
length transaction would sign confidentiality agreements to conceal that fact and then pay full
price for the facility? The $400,000 payment to cover lost revenues is nothing more than a
kickback of Bond proceeds to make it appear there are no lost revenues as a result of AMC's
default. This portion of the transaction represents affirmative acts engaged in by the Developer,
Bond Counsel, the Issuer/Foundation and the City to the detriment of the public and for the direct
and private benefit of the developer, inurement, This portion of the transaction raises troubling

aspects of potential fraud.

Revenue from the garage will be paid for priority items as noted previously. The ground lease,
priority 2, is inurement in that it is a created value to funnel money to the developer. The
administrative variable ground rent, priority 4, is inurement in that it is a preferential payment to
the Developer intended to compensate for the administrative costs incurred by the City for the
bond issuance that were paid out of Bond Eroceeds. These administrative costs would have
delayed the start of payments under the 5" priority and resulted in the City and the Developer
sharing in the issuance costs. The variable ground rent, priority 5, is a 50/50 revenue/income
split of the garage revenues between the Issuer and the Developer. This is inurement and
indicates the garaged is being operated for profit.

All the items noted in this “inurement” section, Section 4 of the Government's Position also
constitute “private benefit” under Section 2 of the Governments Position. This is because
inurement is a subset of private benefit. The Bonds are taxable private activity bonds.

(5) Revenue Ruling 63-20—provides that ... obligations issued by a nonprofit
corporation...will be considered issued “on behalf of" provided...the following
requirement(s) is met: (4) the state or political subdivision thereof must have
a beneficial interest in the corporation while the indebtedness remains
outstanding and it must obtain full legal title to the property of the
corporation with respect to which the indebtedness was incurred upon
retirement of such indebtedness...

It is clear from the facts of this case that the indebtedness (Bonds Issued) was incurred to
purchase a leasehold improvement, the garage, and provide money to the developer for
completion of additional “private” parts of the overall project. In addition, the indebtedness was
incurred prior to the start of construction in order to allow the developer to use the proceeds as
collateral to secure financing for the garage portion as well as other portions of the project.

Whether the State or political subdivision has a beneficial interest in the IssuerfFoundation
(corporation) while the indebtedness is outstanding is unclear. The Issuer/Foundation, as
previously noted established the foundation and essentially appointed the Board and hired the
Bond Counsel. The Gity Parking Development Authority is charged with overseeing the garage
operations. The Developer & Nordstroms, via the parking oversight committee have the right to
select the private garage operator, set rates and set hours of operation. Since the City and the
issuer/Foundation have no real control of any of the operations of the garage, it appears there are
no real beneficial interests. The written interests appear to be for appearance purposes only, not
within the spirit and intent of the law, and perform no other function than to help conceal the true
private nature of this financing to the detriment of the public.

The City must obtain full legal title to the property of the Issuer/Foundation with respect to which
the Bonds are issued. Although it is stated that the City wili have full title to the garage upon
retirement of indebtedness, it is subject to a number of conditions. The ground underneath the
garage is owned and will be owned by the Developer. The ground is subjectto a ground lease
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payment made by the owners of the garage. The Developer has an option to purchase the
garage at fatr market value for which the City was not compensated. As struciured it appears the
land and associated ground lease constitute an encumbrance on the property.

It addition, the intent of the transaction was to get funds to the developer o help in the financing
of the overall project. The fact that it was done through a methodology that essentially attempted
to conceai this fact does not change the outcome. The Bond proceeds while escrowed were
used as collateral, by the Developer, for construction loans. These loans were for the garage and
the Nordstroms portion of the project. Upon the sale the loans were paid off. The true nature of
the use of the Bond proceeds was concealed in the valuation situation. The indebtadness was
used not only for the garage but also for the Nordstroms porttion of the project which is owned by
the Developer. The City will not obtain titie to this property.

it is clear from the facts of this case that the Spokane Downtown Foundation is not a qualified
«on behalf” of issuer under Revenue Ruling 83-20. Itis also clear that the Spokane Downtown
Foundation is not an organization described in IRC § 501(c)(3) as generally alluded fo in the
Articles of Incorparation. The Bonds are taxable private activity bends.

Qualified Bonds?:

In addition to the qualified issusr question addressed above, these bonds had to be qualified
under the Internal Revenug Code for tax exemption.

{1) IRC §141(a) provides the term “private activity bond” means any hond igsue as part
of an issue—(1) which meets—

(A) the private business use test of paragraph (1) of subsection (b}, and
(B) the private security or payment test of paragraph (2) of subsection (b}, or

The private business use test is met if more than 10% of the proceeds of an issue are to be used
for any private business use.

The private security or payment test is met if the payment of the principle of, or the interest on,
more than 10% of the proceeds of an issue is (under the terms of such issue ar any underlying
arrangement) directly or indirectly-—(A) secured by any interest in—{i) property to be used for
private business use, or (i) payments in respect af such property, or (B) to be derived from
payments (whether or not to the issuer) in respect of property, or borrowed money, used or to be
used for a private business use,

Income Tax Regulation §1.141-3(b)}2).(3)(4) & (7) provide definitions of types of private business
use arrangements.
¥ ITR 1.141-3(b)(2) states that ownership by a nangovernmental
person of financed property is private business use of the

property

» ITR 1.141-3(b)(3) states that a lease of financed property to a
nongovemmental person is private use,..to determing the
arrangements proper characterization it is necessary to consider
alt the facts....(i) degree of control exercised over the property by
nongovernmental person; and (i) whether the nongovernmental
person bears risk of loss....

¥ TR 1.141-3(b){4) states a management contract with respect to
financed property generally results in private business use of
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that property if the contract provides for compensation for
services rendered.....based in whole or in part on a share of net
profits

» TR 1.141-3(b)(7) states any other arrangement that conveys
special legal entitlements for beneficial use of bond proceeds or
of financed property that are comparable to special legal
entittements....result in private business use.

ITR 1.141-3(f} example 5 states;

Rights to control use of property treated as private business use—parking tot.
Corporation C and City D enter into a plan to finance the construction of a parking lot adjacent to
C’s factory. Pursuant to the plan, C conveys the site for the parking lot to D for a nominal
amount, subject to a covenant running with the land that the property be used only for a parking
lot. In addition, D agrees that C will have the right to approve rates charged by D for use of the
parking lot. D issues bonds to finance construction of the parking lot on the site. The parking lot
will be avaitable for use by the general public on the basis of rates that are generally applicabie
and uniformly applied. The issue meets the private business use test because nongovernmental
person has special legal entitlements for beneficial use of the financed facility that are
comparable to an ownership interest.

In this case, a parking oversight committee was established consisting of Nordstroms, the Garage
Ownier, a Retail Owner and one other Occupant of the Retail Center. Since the committee was
established prior to the sale of the garage, the term “Garage Owner” is unclear as to whether it
was the Developer and then the Issuer/Foundation or whether it referred to the Developer only.

In any event, the balance of power of the committee rests with the private sector. This committee
was given the power to determine hours of operation and set rates. These powers are special
legal entittements for beneficial use of the financed facility that are comparable to an ownership
interest.

In addition, Nordstroms and the Developer retain the power to select the private operator of the
facility. With these provisions the power of any public authority was removed from the operation
of the garage. These provisions are special legal entitlements that cause this bond issuance to
meet the private use test of IRC §141.

The developer had the right to use the Bond proceeds as collateral for private loans for the
garage and Nordstroms construction between date of issue and date of sale. Exclusive use of
Bond proceeds for the entire period.

ITR §1.141-4(d) makes it clear that property used or to be used for a private business use and
payments in respect of that property are treated as private security if any interest in that property
or payments secures the payment of debt service on the bonds. Therefore, in this case the
revenues generated by the facility (operation of the garage) will pay debt service on the bonds.
This is the only source for debt service on the Bonds aside from reserve accounts funded with
bond proceeds and a direct $400,000 payment made by the Developer.

Clearly the bonds meet the private payment and security tests of IRC § 141 and are not qualified
tax exempt obligations. The Bonds are taxable private activity bonds.

Additionally, as discussed above in the qualified issuer section, it was the intent of the bond issue
to provide financing to the Developer for private portions of the project, exclusive of the garage
portion. This intent is shown by the way the entire transaction was handled in ignoring all the
significant and material items that otherwise would have caused a reasonable person, in an arms
length negotiation, to conclude the value of the garage is significantly lower and cause
renegotiation or walking on the part of the reasonable person. The fact of this matter is the casino
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was n;_gged. Any adjustment in the purchase price resulted in an adjustment of the ground
lease™. If the price went down, the lease went up.

In any event, the developer profited unfairly to the tune of at least $10 million dollars. The
Developer also made a $400,000 payment to cover the first year shortfall in revenues as a result
of the AMC theater defauit. This payment was made by the developer in order to conceal the
default thus protecting the excess valuation of the garage and $ 10 plus million in excess monies
funneled to the developer to pay construction loans and other aspects (private aspects) of the
project. One material item the valuation ignored was a validation program. A validation program
was in place at the garage and every other garage in the area. This essentially results in the
Developer being provided excess funding via the Bond issuance used for the Nordstroms
construction as well as other aspects. The $ 400,000 payment, as a result of the AMC default, is
in respect of those monies. Any validation program that requires merchants to pay any amount
(reduced or otherwise) will result in additional private payments. it was clear on date of issue that
some validation program will have to be put in place. it was even clearer on the date of sale. Itis
clear the expectations on both date of issue and sale were unreasonable. It is also clear that the
$ 400,000 payment for the 1™ year only, coupled with the valet parking and reserved spaces for
various business's and the clear expectation of a validation program, that the private use and
payment tests are met with respect to the excess valuation payment to the Developer. The
Bonds are taxable private activity bonds. All items discussed above also corstitute items that
result in private inurement/benefit and result in the corporation not qualifying as a qualified “on
behalf” of issuer as discussed in the Qualified Issuer § of this report.

{2) IRC §141(c) provides an issue meets the test of this subsection if the amount of
the proceeds of the issue which are to be used to make or finance loans to
persons other than governmental units exceeds the lesser of ....(A) §% of such
proceeds, or ...{B) $5,000,000

In this case at least $ 10,000,000 dollars in monies were passed to the Developer as part of a
purported arms length purchase of the garage. As noted above, the Developer and other tenants
of the project have special legal entitlements to the garage. Those rights, as well as others, make
it clear the garage is used for private use, and the payments on the bonds are in respect of that
private use. The excess valuation of the garage was used for Nordstrom construction and other
private aspects of the project. The payments in respect of that private use are also from the
garage revenues. The Developers who borrowed this excess valuation amount controls the
garage per the special legal entitiements. That control generates revenue with which the
Developer is able to repay the excess amounts (private loan). The private loan financing test of
IRC §141(c), is met with respect to these bonds. The Bonds are taxable private activity Bonds.

(3) Income Tax Regulation (ITR) §1.141 provides the reasonable expectations test
must take into account reasonable expectations about events and actions over
the entire stated term of the issue.

Itis clear from the facts that the reasonable expectations test of ITR §1.141 were not met. if the
expectations were reasonable for the issuance of this debt, a lot less debt would have been
issued and a lot greater public benefit would have been derived.

Reasonable expectations would have demanded that all significant material aspects of the deal
be explored prior to the expenditure of the funds. Reasonable expectations and commaon sense
tell us that if you want cheaper parking downtown you don't overpay for a garage. Reasonable
expectations tell us that when a parking analysis report, at least two subsequent appraisal reports
(although directed by the City as to what the outcome would be), and another parking analysis
study point out repeatedly, numerous and substantial material items affecting the clear

%! Duane Swinton Testimony (Pages 267, 601-603)
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overvaluation of the garage, that someone would check into these items. Reasonable
expectations demand that when a material default on the revenue stream the valuation was
based on occurs only months from the expenditure of the funds that someone would put the
brakes on the deal rather than enter into a confidentiality agreement to hide that fact and the cure
that was put in place. Reasonable expectations would have resulted in someone noting that the
cure for the deal was for only one year, not the 20 years the bonds will be outstanding, and
putting the brakes on the deal until the revenue stream could be assured for a number of years in
the future or the purchase price adjusted downward. Reasonable expectations would have
resulted in real appraisals performed by the appraisers rather than the values derived from
assumptions dictated to the appraisers that would result in a predetermined outcome.
Reasonable expectations would have resulted in the City using the same fair market appraisal
valuation criteria it had always used in the past, which is much less susceptible fo manipulation
and trickery, and wouid have resulted in a fair valuation. Reasonable expectations would
demand that the garage operations be in the hands of a public entity rather than in the hands of a
committee representing the Developer and various tenants of the project.

In this case, given the facts, it is unreasonable to believe or argue that the Issuer/Foundation or
the City had anything that resembled a reasonable expectation. The Bond issue from the start
was clearly for the substantial private benefit of the developer, to the detriment of the public. The
Bonds are taxable private activity bonds. -

{4) IRC §148(d) provides that reasonably required reserve or replacement funds
shall not exceed 10%

On the date of issue a reserve fund to pay debt service was established. The fund was 10% of
the proceeds. Payment of the $ 400,000 to cure the AMC default by the developer created a fund
to pay debt service on the bonds. This fund, with the initial 10% deposit of bond proceeds and
the $ 400,000 payment puts the reasonably required reserve or replacement funds at
approximately 11.2% in violation of IRC §148. The $ 400,000 reserve was established by the
Developer while the bond funds were invested and being used as collateral for private ioans. It
also was established just before the sale of the garage was made. The money, in effect,
represents a kick-back of bond proceeds paid to the developer, in the transaction. The $400,00
payment protected the developer’s interest, to the detriment of the general public. The Bonds
are taxable private activity bonds under IRC §148.

(5) IRC §1.148-10(a){4) provides the Anti-Abuse Rules and Authority of the
Commissioner. It further provides that, “...an action overburdens the tax exempt
bond market....if it results in issuing more bonds, issuing bonds earlier, or
allowing bonds to remain outstanding longer than is otherwise reasonably
necessary ....".

IRC §1.148-10(a)(2) provides,”...any action is an abusive arbitrage device if the
action has the effect of (i) overburdening the tax exempt bond market...”

An abusive arbitrage device is defined in IRC §1.148-10 as any action that has the effect of (ii)
overburdening the tax exempt market. In this case the Issuer/Foundation issued more bonds
than was reasonably necessary for the purchase of a parking garage. The bonds were issued o
among other things enable the developer to use the proceeds as collateral for construction loans
on the garage as well as private portions of the project such as the Nordstroms renovation. More
bonds were issued than necessary to achieve the purported governmental purpose here. In
addition, the facts support a conclusion that the purpose of the issue was also to provide funds
directly to the Developer to help fund the entire project. Again, more bonds were issued than
necessary to accomplish the purported governmental purpose of the bonds. The actions by the
issuer allowed the Developer to exploit the difference between taxable and tax exempt rates to
obtain a material financial advantage and gain. The bond issuance is an abusive arbitrage device
and the bonds are taxable.
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Conclusion:

The Spokane Downtown Foundation is not a qualified “on behalf” of issuer for purposes of
Revenue Ruling 63-20 and the bonds do not qualify for tax exemption as a result. The Bonds are
taxable private activity bonds.

The Spokane Downtown Foundation is not a qualified 501(c)(3) organization and is not exempt
from taxation under the Code. The bonds are not qualified private activity bonds under IRC §145.
This is addressed solely because the organizing documents purport that this corporation is
essentially described in 501(c)(3) of the Code. Itis not. The Bonds are taxable private activity
bonds.

The Spokane Downtown Foundation Parking Revenue Bonds, 1998 (River Park Square Project)
are private activity bonds. The bonds meet the private use and payment tests, and the private
loan financing test. The bands also fail to meet the reasonable expectations test by failing to take
into account the reasonable expectations about events and actions over the entire life of the
bonds. The reasonably required reserve or replacement fund exceeded 10% of bond proceeds.
More bonds were issued than necessary for the governmental purpose of the'issue. The Bonds
are taxable private activity bonds.
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@ IRS

Department of the Treasury
internal Revenue Service

Notice 1214 (Rev. 2-2004)
Catalog Number 26162Z

Helpful Contacts for Your
“Notice of Deficiency”’

Do you have questions/concemns about this “Notice of
Deficiency?" First contact the person whose name and
telephone number appear at the top of your letter. This
person can directly access your tax information and help you

get answers.

Do you want agsistance by a Taxpayer Advocate? This

assistance is not a substitute for established IRS procedures,
formal Appeals processes, etc. The Taxpayer Advocate

cannot reverse legal or technically correct tax determinations,
nor extend the time allowed by law to file a petition in the

U.S. Tax Court. However, the Taxpayer Advocate can give
your tax matter proper and prompt handling when unresolved
through normal channels. You can call toll-free 1-877-777-4778
and ask for Taxpayer Advocate assistance, or call the telephone
number of the Taxpayer Advocate for the IRS office listed
below that issued this “Norice of Deficiency.”

ALABAMA
Birmingham Office
Taxpayer Advocate

801 Tom Martin Br
Birmingham, AL 35211
(205) 912-5631

ALASKA

Anchorage Office

Taxpayer Advocate

949 East 36th Ave., Stop A-405
Anchorage, AK 99508

{907) 271-6877

ARIZONA

Phoenix Office

Taxpayer Advocate

210 E. Earll Drive, Stop 1005-PHX
Phoenix, AZ 85012

(602) 207-8240

ARKANSAS

Little Rock Office

Taxpayer Advocate

700 West Capitol St., Stop 1005-LIT
Little Rock, AR 72201

(501) 324-6269

CALIFORNIA

Laguna Niguel Office
Taxpayer Advocate

24000 Avila Road-Reom 3362
Laguna Niguel, CA 92677
(949) 389-4804

Los Angeles Office
Taxpayer Advocate

300 N. Los Angeles St.
Stop 6710 Room 5109
Los Angeles, CA 90012
{213) 576-3140

Oakland Office
Taxpayer Advocate
1301 Clay St. # 15408
Oakland, CA 94612
(510} 637-2703

Sacramento Office
Taxpayer Advocate
4330 Watt Ave.
Sacramento, CA 9582
(916) 974-5007

San Jose Office

Taxpayer Advocate

55 §. Market St., Stop HQO00-4
San Jose, CA 95113

(408) 817-6850

COLORADO

Denver Office

Taxpayer Advacate

600 17th Su, Stop 1005-DEN
Denver, CO 80202-2490
{303) 445-1012

Hartford Qffice
Taxpayer Advocale
135 High St., Stop 219
Hartford, CT 06103
{860) 756-4555

DELAWARE
Wilmington Office
Taxpayer Advocate
409 Silverside Rd.
Wilmington, DE 19809
(302) 7191-4502

Baltimore Office

Taxpayer Advocate

31 Hopkins Plaza Room %40
Baltimore, MD 21201

(410} 962-2082

FLORIDA |
Ft. Lauderdale Office
Taxpayer Advocate
1850 SW 6th Court
Plantation, FL. 33324
(954) 423-7677

Jacksonville Office
Taxpayer Advocate

841 Prudential Dr., Suite 100
Stop: TA: Atlanta/Intl: JAX
Jacksonvilte, FL 32207
{904) 665-1000

GEORGIA
Atlanta Office
Taxpayer Advocate

401 W, Peachtree S, NW,

Summit Building
Stop 202-D
Atlanta, GA 30308
(404) 338-8099

HAWAII

Honolulu Office

Taxpayer Advocate

Stop H-405

300 Ala Moana Blvd., #50089
Honolulu, HI 96850

(808) 539-2870

IDAHOQ

Baise Office

Taxpayer Advocate

550 West Fort St., Box 04!
Boise, 1D 83724

(208) 334-1324

ILLINOIS
Chicago Office
Taxpayer Advocate
230°S. Dearborn St.
Stop 1005-CHI
Chicago, IL 60604
(312) 566-3800

Springfield Office
Taxpayer Advocate
320 W. Washington 5t.
Stop 1005-5PD
Springfield, IL 62701
(217) 527-6382

INDIANA

Indianapolis Office

Taxpayer Advocate

575 N. Pennsylvania St., Stop TAT70
Indianapolis, IN 46204

(317) 226-6332

[OWA
Des Moines Office
Taxpayer Advocate

210 Walnut St_, Stop 1005- DSM

Des Moines, [A 50309
(515) 284-4780

KANSAS

Wichita Office
Taxpayer Advocale
271 W, 3rd St., North
Stop 1005-WIC
Wichita, KS 67202
(316} 352-7506

KENTUCKY

Louisville Office

‘Taxpayer Advocate

600 Dr. MLK Jr. Place
Federal Building-Room 622
Louisville, KY 40202

(502) 582-6030

LOUISIANA

New Orleans Office
Taxpayer Advocate

600 South Maestri P1, Stop 2
New Qrleans, LA 70130
(504) 558-3001

MAINE

Augusta Office
Taxpayer Advocate

68 Sewall St., Room 313
Augusta, ME 04330
(207) 622-8528

MARYLAND

Baltimore Office

Taxpayer Advocate

31 Hopkins Plaza Room 940
Baltimore, MD 21201

{410) 962-2082

MASSACHUSETTS
Boston Office
Taxpayer Advocate
25 New Sudbury St.
Boston, MA 02203
{617) 316-2690

MICHIGAN

Dretroit Office

Taxpayer Advocate
McNamara Federal Building

477 Michigan Ave. - Room 1745

Detroit, M1 48226
(313) 628-3670

MINNESOTA

St. Paul Office
Taxpayer Advocale
Sop 1005-STP

316 North Robert St.
St Paul, MN 55101
(651) 312-7999
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MISSISSIEFT

Jacksan Office

Taxpayer Advocate

100 W. Capitol St., Stop JK31
Jackson, M3 39269

(601) 292-4800

MISSOURIL

St. Louis Office

Taxpayer Advocate

Robert A. Young Building

1222 Spruce Street, Stop 1005-8TL
St. Louis, MO 63103

(314) 612-4610

MONTANA

Helena Office

Taxpayer Advocate

10 West 15th St., Suite 2319
Helena, MT 59626

{406) 441-1022

NEBRASKA

Omaha Office

Taxpayer Advocate

1313 Farnam St., Stop 1005-OMA
Omaha, NE 63102

(402) 221-4i8t

NEVADA

Las Vegas Office
Taxpayer Advocate
4750 West Qakey Blvd.
Stop 1005-LVG

Las Vegas, NV 89102
(702) 455-1241

Pertsmouth Office
Taxpayer Advocate
Federal Office Building
80 Daniel St.
Partsmouth, NH 03301
{603) 433-0571

NEW JERSEY
Springfield Office
Taxpayer Advocate
955 S. Springfield Ave.
Springfield, NJ 07081
(973) 921-4043

NEW MEXICO
Albuquergue Office
Taxpayer Advocate

5338 Montgemery Blvd. N.E.
Stop 1005-ALB
Albuquerque, NM §7109
{505} 837-5505

NEW YORK

Albany Office

Taxpayer Advocate

Leo O'Brien Federal Building
1 Clinton Square

Albany, NY 12207

(518) 427-5413

Brooklyn Office
Taxpayer Advocate
10 Metro Tech Center
625 Fulton S1.
Brooklyn, NY 11201
{718) 488-2080

Buffalo Office
Taxpayer Advocate
201 Coma Park Blvd.
Buffalo, NY 14227
{716) 686-4850

Manhaitan Office
Taxpayer Advocale

290 Broadway - T" Floor
New York, NY 10007
(212} 436-1011

Greensboroe Office
Taxpayer Advocate

320 Federal Place, Room 125
Greensborg, NC 27401

(336) 378-2180

Fargo Office

Taxpayer Advocate

657 2nd Ave, N., Stop 1005-FAR
Fargo, ND 58102

(701) 239-5141

Cincinnati Office
Taxpayer Advocate

550 Main St., Room 3530
Cincinnati, OH 45202
(513) 263-3260

Cleveland Office

Taxpayer Advocate

1240 E. Ninth St., Room 423
Cleveland, OH 4419%

{216) 522-7134

OKLAHOMA

Oklahoma City Office
Taxpayer Advocate

55 N. Robinson, Stop 1005-0KC
Oklahoma City, OK 73102

(405) 2974055

OREGON

Portland Office

Taxpayer Advocate

1220 5.W. 3rd Ave., Stop 0-405
Portland, OR 97204

(503} 326-2333

PENNSYLVANIA
Philadelphia Office
Taxpayer Advocate

600 Arch St., Reom 7426
Philadelphia, PA 19106
(215) 861-1304

Pittsburgh Office

Taxpayer Advocate

1000 Liberty Ave., Room 1602
Pittsborgh, PA 15222

{412) 395-5987

RHODE ISLAND
Providence Office
Taxpayer Advocate
380 Westminster St.
Providence, RI 02903
(401) 525-4200

Columbia Office
Taxpayer Advocate
1835 Assembly St.
466

Columbia, SC 29201
(803) 253-3029

Aberdeen Office
Taxpayer Advocale
115 41h Ave. Southeast
Stop 1005-ABE
Aberdeen, SD 57401
(605) 226-7248

TENNESSEE
Nashville Office
Taxpayer Advocate
801 Broadway, Stop 22
Nashville, TN 37203
{615) 250-5000

TEXAS

Austin Office

Taxpayer Advocate

300 E. 8th St., Stop 1005-AUS
Austin, TX 78701

(512) 499-5875

Dallas Office
Taxpayer Advocate
1114 Commerce St
10* Floor MC1005
Dallas, TX 75242
(214)413-6500

Houston Office

Taxpayer Advocate

1919 Smith St., Stop 1005-HOU
Houston, TX 77002

(713) 209-3660

UTAH

Salt Lake City Office

Taxpayer Advocate

50 South 200 East, Stop 1005-SLC
Salt Lake City, UT 84111

(801) 799-6958

YERMONT
Burlington Office
Taxpayer Advocate
Courthouse Plaza

199 Main St.
Burlington, VT 05401
(802) 860-2089

YIRGINIA

Richmond Office

‘Faxpayer Advocate

400 North 8th §t., Room 916
Richmond, VA 23240

(804} 916-3501

Seattle Office

Taxpayer Advocate

915 2nd Ave., Stop W-405
Seattle, WA 98174

{206) 220-6037

WEST VIRGINIA
Parkersburg Office
Taxpayer Advocate

425 Juliana St.
Parkersburg, WV 26101
(304) 420-6616

WISCONSIN

Milwaukee Office
Taxpayer Advecate

310 West Wisconsin Ave.
Swp 1005-MIL
Milwaukee, WI 53203
(414) 297-3046

WYOMING
Cheyenne Office
Taxpayer Advocate
5353 Yellowstene Rd.
Stop 1005-CHE
Cheyenne, WY 82009
(307) 633-0300

YIN
ABROAD OR IN 15,
TERRITORIES
International
Taxpayer Advocate
T Tabormco Street
San Patricio Office Building
Room 200
Guaynaho, Puerto Rico 00966
or
P.O.Box 193479
San Juan, Puerto Rico 00919-3479
{7871 622-8930 English
{787) 622-8940 Spanish

CENTERS

Andover Center
Taxpayer Advocate

P.O. Box 9055, Step 120
Andover, MA 01810-9055
{978) 474.5549

Atlanta Center

Taxpayer Advocate

P.O. Box 48-549, S10p 29A
Doraville, GA 30362

(770} 936-4500

Austin Center

Taxpayer Advocate

P.O. Box 934, Stop 1005-AUSC
Austin, TX 78767

(512) 450-8300

Brockhaven Center
Taxpayer Advocate
P.0, Box 960, Stop 102
Holisville, NY 11742
(631} 654-6686

Cincinnati Center
Taxpayer Advocate

P.O. Box 1235, Stop 11-G
Cincinnad, OH 45201-1235
(859) 669-5316

Fresno Center

Taxpayer Advocate

P.O. Box 12161, Stop 1394
Fresno, CA 93776

(559) 442-6400

Kansas City Center
Taxpayer Advocate
P.O. Box 24551

Stop 1005 - ROE
Kansas City, MO 64131
{816) 926-2493

Memphis Center

Taxpayer Advocale

P.O. Box 30309AMEF, Siop 13M
Memphis, TN 38130

(901) 395-1900

QOgden Center
Taxpayer Advocale
P.0. Box 1640
Stop 1005

Ogden, UT 84402
(801} 620-7168

Phitadelphia Center
Taxpayer Advocale

P.O. Box 16053, DP #1300
Philadelphia, PA 19114
{215) 516-2499
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