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IN mE C IR curr C OUR T OF THE FIRS T CIRCUIT

STATE OFHAWAll

In the Matter of the Estate 'EQUrrY NO. 2048)
)
)
)
)
)
)
)
)
)
)
)

of
INTERIM TRUSTEES' PROPOSED.
FINDINGS OF FACT, CONCLUSI.ONS OF
LAW AND'ORDER; ATTACHMENTS
"A" - "D"; CERllF1CATE OF SERVICE

BERNICE P. BISHOP,'

Deceased.

Hearing Date: December 13, 1999 .

Time: 9:00 a.ID.
Judge: The Honorable Colleen Hirai

INTEmM TRUSTEES' PROPOSED FINDINGS OF FACT.
CO:NCLUSIONS OF LAW AND ORDER

FINDINGS OF FACT1

A. Back2I'Ound.

1 In 1884, Princess Bernice Pauahi Bishop (the "Princess"), the great-

granddaughter and last s1D'Viving heir of King Kamebameha the Great, died. The Princess' Will

(the "Will") . created the Bishop Estate, a perpetual charitable trust, and provided for the

establishment of~o schools "m the Hawaiian Islands. . . one for boys and one for girls, to be
. .

known as and called the ~ebameha Schools." The two schools were later merged and now

operate as a coeducational iDStitution at the: principal campus at Kapalama Heights in Honolulu

and at other locations in the HaWaiian Islands. The ~ishop Estate is now known as and refetrcd

to as Kamehameha Schools Bernice Pauahi Bishop Estate (the "Trost Estate" or "KSBB"). (Exh.

181,188, and 304].











The SPTs asked their tax advisors to evaluate the FomtS 5701. to advise13.

them of the strength of the IRS's position on the issues, and to assist the SPTs in negotiating a

resolution of these issues with the IRS. [Testimony of R.. Kihune, R.L. Moore, and D.

Cornwell].

On March 3, 1999, the SPT's tax advisors along with Robert Kihunc,14.

Chair of the SPTs, met with IRS representatives in' Los Angeles to discuss the Fonns 5701. This

meeting was designed to give the Trost Estate's tax advisorn an opportunity to clarify issues

raised by the FOImS 5701 and to enable the IRS and the Trost Estate to discuss a schedule for

discussion of the Forms 5701 to detennine whether the issues raised in the Forms 5701 could be

resolved short bfijtigation. [Testimony of R. Kibane].

The!'e are st~dLrd procedures available for taxpayers to contest issuesIS.

raised in an IRS audit if the audit issues cannot be resolved at the Fonn 5701 stage. However.

these procedures are time consuming and costly and, where the issues are as numerous and

complex as those arising out of the IRS audit ofKSBE, the anmini~ve andjudicial

procecdings to resolve such issues can take years to complete at a cost ofmiUions of dollars.

rresti~~ny.ofR..L. Moore and B. Hopkins]. .

. .
In ~s case, the IRS offered KSBE the opportunity to utilize a special16.

consolidated procedUre that could enable KsBE and the IRS to attempt to resolve the KSBE
. .

audit issues on an expedited basis. The special consolidated procedure consisted of bringing

together rcprcsentatives of the IRS District Office, the Exempt Organizations Division of the IRS

National Office, and the IRS Office of Chief Counsel to fOtnl a single IRS negotiating team with
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In early August 1999, the Interim Trustees agreed on the final tenus of a

Closing Agreement with the IRS. Under the terms of the Closing Agreement, the tax-exempt

statUs ofKSBB will be preserved for all pet periods and on a going-forward basis. A condition
. .

precedent to the execution of the Closing Agreement, howevm, is the permanent resignation or

removal of all five of the h1cumbent Trustees. [Exh. 217 aDd %%1] [Testimony ofR. Kibune).

37.
. ,'.

On August 12, 17 and 19, 1999, Miller &; Chevalier,

PricewaterhouseCoopers. and Arthur Andersen provided the Interim Trustees with the\r

respective opinions that the proposed settlement agreement with the IRS was reasonable. [Em.

%13, %%% at Tab 8, and %23].
,

On August 12, 1999, Rob~ L. Moore, senior tax litigation counsel at

Miller & Chevalier, provided the Interim Trostees with an ext~ve opinion letter assessing the

risk that the tax.exempt status of the Trost Estate would be lost if the proposed revocation of its

tax-exempt status were litigated. Mr. Moorets letter confirmed the oral advice that he ~

provided to the Interim Trustees in Washington, D.C. in early lulythat "[s]hould the matter

proceed to litigation, we conclude that the Estate faces a significant risk that the [1RS~s]
, .

revocation .of~BB's Secti~ SO.1(c)(3) s~,wo~d be sustained," ~ a consequence, Mr,

Moore recommended that 'weighing these costs and the significant risks involved with this

litigation. . . it is our opinion that avoiding litigation of the revocation issues through a

13





The Petition for Approval of the Closing Agreement was heard on October

8, 1999. [Em. 306].

On December 1, 1999, the Probate Court entered an order approving the44.

Closing Agreement. In so doing. the Probate CoUrt found that "loss of the tu exempt status of

the Trust Estate could result in a ~cia1loss to Kamchameha Schools Bishop Estate in excess
, .

of $7 SO million and would have immediate, pennanent and' adverse consequences on the future

operation of the Trost Estate, its s~bsidiaries and affiliated organization, the beneficiaries of the

Trost Estate and the Hawaiian Community." [Exh. 30&]. The Probate Court found that "the

proposed settlement avoids costly and lengthy administrative appeals and litigation with the IRS

over issues arising ou~ of the IRS audit of the Trust Estate. . . [and] that there is no certainty (or

even a probability) that the Trost Estate would ultimately prevail in the litigation with the IRS,"

[Exh.306]. The Probate Court further found that "the expert opinions of Arthur Andersen,

Price WaterhouseCoopers and Miller & Chevalier, on which the Interim Trostees relied in passing

their August 19, ~ 999 Resolution agreeing to the IRS settlement and to the filing of a petition to

remove the Incumbent Trustees, Irs crMible and 1UDD;~ bv the relevant facts and

circumstances." ~hasil ad~) [Em. 306].
. .

. The misconduct of thermnai DinS Incwnbents has Dlaced the tax.exemnt status at riskc.

1.
.

Excessive Trnstee Com~ation

During the late 1980's and early 1990's, the appreciation of Hawaiian real.

eatate, coupled with the forced conversion of tnlst land, resulted in dramatic increases in

revenues flowing into the Trust Estate. These increases were accompanied by increases in KSBE

trustee ~Ommi88ions, as reflected in the data for fiscal years 1992-19.98.

15
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1. Is the compensation paid to KSBE trustees excessive?

2. If the compensation is excessive, does it constitute private
inurement?

3. If there is private inurement, how does it affect the tax-.ex~pt
status ofKSBE?

[Em. 20 at 10].

48. On AprilS, 1994, the Incumbent Trustees submitted a response to the

Request for Technical Advice and attached a 1993 study prepared by Strategic Compensation

Associates ccSCA "). The SCA study was based entirely on data ftom for-profit organizations

~ did not include any cOmpensation data n-om non-profit institutions or educational

institutions. [Em. 21-].

In early 1995, the IRS NationaJ Office declined to provide 'Technical49.

Advice on the hlcwnbent Trustees' comp~ation. The National Office advised KSBE.that the

SC~ study was deficient because it was not based on data from educational institutions and that

the IRS would not defer to state law for purposes of the reasonableness of compensation for IRS

purposes. The National Office further advised KSBE that the IRS would conduct a formal audit

ofKSBE and that the reasonab~eneSs of trustee compensation would be one of the issues

examined in that audit. [Exh.45,51] [Testimony ofL. Lindley]. Despite the IRS criticisms of

the SCA study and the refusal to defer to state law, the TnlStees took no action to revise their

compensation. Instead. in fiscal year 1995, they increased their compensation from 5915,238 to

5938,047.

17 .









Adler ofVemer Liipfert contacted the CheyeMe River Sioux Nation and advised it that the Trust

Estate was "considering a change in its domicile," noting that the Trust Estate was currently

"subject to intense scrutiny by the State Legislature and Attorney General" in its present location.

Vemer Liipfert identified a number of "primary" factors that the Trust Estate was exaJnining,

including limitations on trustee liabi~ty, the scope of fiduciary duties oftrust.ecs. resnlctions on

trustee compensation, the scope of the Attorney General's review, intervention by the State

Legislature, and restrictions on tI1l:St involvement in business transactions. [Em. 63].

59. In conjunction with the domicile proj ect, Verner Liipfert also examined

convcrting the Trust Estate to a taxable entity. In a June 2, 1995 memorandum, Vemer Liipfert

identified various ben~fits to converting to a taxable status, including: the "avoidance of various

federal and state scrutiny as a public charitable organization, " the ability to "aggressively pursue

the production of income, " and that '~stees' compensation will be governed by state law."

[ED. 60 at 7).

60. As part oftbis project, memoranda were also prepared on trustee

compensation. [Em. 59 and 61]. These memoranda made clear that KSBE was aware of the

IRS contTov~ ~eming Tmst~ compensation as well as the potential threat it posed to

KSBE's tax-exempt status. A June 2, 1995 memorandum states as follows:

Due to the large dollar figures being paid to KSBE tnlstees, questions
have been raised over whether the Internal Revenue Service (the "Service")
will assert successfully that a trustee has received unreasonable compensation.
The tnJStees compensation is established by a Hawaiian state statute, which
provides that the trustees receive as annual compensation varying percentages
of the estate's monies received in the nature ofrevenuc or income. We have
been asked to consider whether there is any doctrine of preemption or similar
doctriDe that would apply and necessitate the acceptance by the Service of this
statutory compensatory fonnula as reasonable compensation.

21
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It is important to KSBE to explore this compensatory issue because the
existence ofunrcasonable compensation presents the issue of whether the
exempt organ~~tion is benefitting private interests. IfKSBE was found to be
benefitting private interest, then the Service could but by no means would be
compelled to revoke KSBE's federal tax-exempt status. Therefore, we have
considered the circumstances under which the Service has determined
compensation paid by tax-exempt organizations to be reasonable.

[En. 61 at 1-2].

61. Further memoranda on possible changes in domicile and tax status were

prepared in August 1995 and in November 1996. (Exh.69 and 147].

62. In September 1995, Mr. Adler met with Trustee Wong and Gov. Waihee

to discuss the change of domicile project. At the meeting, Mr. Wong described the transfer of

domicile as "an explosive issue, poliucal dynamite." He instnlctcd Mr. Adler to '~are all

necessary papers for the transfer and put it on the shelf until we make a decision as to whethcr to

go", (Adler Deposition].

63. KSBE expended almost 5300,000 in evaluating a possible change in

domicile and tax status. (Testimony of S. Garnett; Exh. 307] These expenditures were not in

the interest ofKSBE and instead related to the private intercsts and priorities of the Incumbent

Trostees.

3. Intermediate Sanctions Lobb~ng

In September 1995, the Incumbent TlUStees turned their attention to efforts64.

to defeat the Intermediate Sanctions legislation that was introduced in Congress. This legislation

was mriformly perceived as benefitting tax-exempt organizations by giving the IRS an option,

other than revocation of the organization' s tax-exempt status, that could be used directly against

insi~ such as the KSBE Trustees, who used tmst funds for their private inurement, such as

22





compensation package is comparable to "either tax-exempt or for-profit taxable organizations,"

[Esb. 87 at 2].

Bymid-Novembcr 1995, Congress passed the Intennediate Sanctions68.

legislation as part of the larger Balanced Budget Reconciliation Act. In a November 27, 1995

memo, 8tu Spencer, a powerful Republican lobbyist with the finn of Hecht Spencer and

Associates (whom the InCumbent Trostees had alSo retained), wrote to Trustee Wong to clarify

the Incumbent Trustees' position regarding the intermediate sanctions legislation:

In preparation for my meeting with Senator Dole ~~g the
first week in December 1, I want to make sure that I am going to
present the message that the Trustees want me to carry. Following
will be my understanding ofwhme we are in the process and what I
believe that the Tmstees would like to see accomplished.

**.

Bishop'$ number one goal is elimination of the interim sanctions
provision. This win be my missiOn with Senator Dole.

[Eo. IDS at 2J.

69. . Whm it b~~ clear in late November 1995 that the Intelm~e

SBnCti~.legislation would be enactedt the Inctunbent TlUStees through Verner Liipfert shifted

.their strategy to attempting to' modify the Conference Committee Report in order to employ the

mechanisms establiShed under State Jaw for trustee compensation as being controlling for IRS

purposes. The Incumbent TnlStees sought to delete or modif,' what WI! known as the 6Cstate law

footnote," which provided that the approval of a compensation PackagC by a state or local

legislative body or court would ~ be determinative of the reasonableness of the compensation.

[Exh. 109 at 5]. AlthouSh this footnote was "clearly aimed at KSBB," the Incumbent Trustees
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Kamehameha Schools and reflected poorly upon the Board of Trostees," and that: "Though the

alanns were being sounded by the actions of one of the Trustees, the others either ignored it, or

failed to grasp the consequences of it." [Exh. 341 at 32].

In March 1998, the Western Association of Schools and Colleges

CIW ASC") Committee visited the Kamehameha Secondary School for their reaccredItation

review. The W ASC Coli1mittee also reported that a "perverse application of top-down decision-

making which has openly undervalued, ifnot scorned. the professional expertise, talent and

commitment of the non-administrative staffhas produced an oppressive, ~timidating, and fearful

professional climate in this school." [Exh. 178 at 16].

84. In response to a petition filed by Trustees Stender and Jervis to remove

TNstee Lindsey, the Probate Court on May 6) 1999 found that Ms. Lindsey breached numerous

duties and ordered her removal. Throughout the trial, both Trustees Peters and Wong defended

I.Jndsey's actions and opposed her removal. [Exh. 209].

During the same time that Mrs. Lindsey was mismanaging Kamehame.ha

Schools, the Incumbent Tnlstees allowed more than 5350 mi11ion to accumuJate, without

both~ng. to develop a comprehensive strategic plan for its use for education purposes.. , . . . .
. ,

Moreover, in the face of this substantial accumulated incOme, they reduced the scope of the Trust

.
Estate's educational activities by cutting various community outreach programs. Although the

Trust Estate' 8 budget for expenses that personally benefitted the Incumbent Trostees was

seemingly limitleSl (such as for lobbying against intermediate sanctions, for investigating ~

change in domicile or tax status, or for excessive trustee compensation), the budget for the
,

schools was appBImltly"zero growth." [Exh. 209, 304].

]0





to protect the ability of the mcumbent Trustees to control the level of their compensation. [Exh.

181].

The documents concerning a possible change in domicile and tax status89.

are equallyal3Iming. Rather than demonstrating concern on the part of the mcumbent Trustees

about complying with 'applicable state and IRS requirements. the relevant docwnents reflect an

attempt to avoid state and federal scrotiny of their actions. These documents reflect an effort and

desire to change the rules governing appropriate trustee conduct rather than seeking to comply

with those roles, which only serves to enhance the risks of litigation. [Em. 60 and 63.]

90. The risks of litigation are further increased by the allegations concerning

excessive commercial activity (non-Bml'5 length dealings), prohibited political activities, and the

neglect of the educational missio;n of the Trust. When all the facts are viewed in their totality,

there is substantial evidence that KSBE was not operated '4exclusively" for exempt purposes and

that there were more than "insubstantial" non-~empt pUIposes,. including substantial private

inurement to the Incumbent Tmstees.

8. Potential Financial Loss

. 91. In her August 16, 1999 opini.on letter, Diane Cornwell of Arthur Andersen

estimated the financial impact"ofK.SBE's potentia11oss of its tax-exempt status to be in excess of

figure and now estimates that the financial cost could exceed 5900,000,000. [Exh. 227]. The

evidence demonstrates that KSBE faces an enormous potential loss if it were to lose itS tax-

exempt status. (A copy of Ms. Cornwell's October 6, 1999 expert report is contained In

Attachment C hereto)
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2. AulroSt 31. 1999 Rulin£!

On August 31, 1999, Judge Hirai granted the Attorney General's request94.

for the temporary removal of Incumbent Trustees Peters and Wong. The court found that the

Peters 3;nd Wong had 'Violatoo several binding court orders requiring them to, among other

things ;

- Segregate income and corporate accounts of the Trust;

- Disclose the total amount of accumulated income in the 109th. 110th
and 111 th aImual accounts;

- Plan for the expenditure of the Estate's substantial accumulated income;

- Term~ate the lead trostee system of governance; and

~ Waive commissions calculated on final distributions of capital.

[Em. 114].

With respect to the waiver of commissions on final distributions of95.

capital ('"mOC"), the facts are quite revealing, Under an order entered by this Court in

1966, it was agreed between KSBE Trustees and the Attorney General that KSBE

Trustees would take no comm;~sions on final payments involving the constnlction of

, , '

buildings and improvements at Kamehameha Schools. Until, 1994, all TnlStees abided by

the court order and did not take FDOC commissions. After the close of fiscal year 1994,

however, Trostee Peters learned. that the Estate bad to ~te off approximately $18

million in capital losses, which would have the effect of reducing significantly the

Commissions payable to the Incumbent Trustees. (Em. 2, 3, 4, 5) (Testimony of W.

Chin].

34



Instead of foregoing commissions, Trustee Peters instIucted staff to96.

"be creative" in finding ways to reverse the reduction in the commissions pa}"Clble to the

Incumbent Trustees. The solution was that the Incumbent Tl1lStees retroactively took

commissions for 1994 on FDOCs, totaling approximately $449,178. When combined

with amounts takeD in 1995, the total commissions rakeD on FDOC was $615,844, or

$123,168 per Trustee. This action was in direct violation of this Court's 1966 order that

no commissions were to be paid on FDOC. (Exh.4 and 5] rrestimony ofW. Chin].

The reasonableness of the IRS condition of removal or resienation of the
IncUmbent Trustees

E.

AS already discussed above, the IRS's demand as to removal of the97.

Incumbent Trustees is based on evidence that thoy "have a history of ignoring Probate

Court orders, Master Report recommendations, Probate Court stipulations and the advice

of independent experts whose opinions were sought out by KSBE at great. expense to

~BE, relating to activities which impact KSBE's exempt status," and 'llave a history of

pursuing activities which aTe inconsistent with furthering KSBE's exempt purpose."

(ED. 221at 1).

There i~ ample evidence that the Incumbent Trustees failed to98.

adhere to prior court orders, Stipulations and the opinions of independent experts. For

example, the Probate Court on August 31,1999, temporarily removed Incumbent

Trustees Peters and Wong because they breached their fiduciarj duties to the Estate by

violating six different COUrt orders and Hawaii' s UnifOtn1 Prudent Investor Act.

Similarly. although independent experts advised the Incumbent Trostees on the
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n. CONCLUSIONS OF LA ~

A. Standing

1.

B.

explained that:

Whether a trustee should or should not be removed is a.
question addressed to the sound discretion of the court, and
is dependent upon the circumstances of each particular
case. .. A court of equity may and wiD remove a ttustee
who has been guilty of some breach of trust or violation of
~ The exercise of this function by a court of equity
belongs to what is called its sound judicial discretion and is

36



not controlled by positive rules except that the discretion
must not be abused.

!!.Q!!, 33 Haw. at 357 (citations omitted) (emphasis in original).

The Interim Trustees' decision to'enter into a closin!!'a2reemen! with the
m.s (of which theuennanent removal of the Incumbent Trustees is~a
condition) is reasonable and a Droner exercise of their discrerion

c.

3.
.. .

The discre,tionary decisions of~stees.in administering a trust

usually will not be subject to judicial interference in the absence of an abuse. See

Takabuki V. ChinE. 67 Haw. 515, 530,695 P.2d319, 328 (1985); In re Estate ofHolt.'33

Haw. 352, 356 (193.5). An abuse of discretion occurs when a decision clearly "exceeds

the bounds of reason, all of the circumstances. .. being considered." Con v. McCarthy.

72 Haw. 20, 28-29 8~ P.2d 881,887 (1991) (citations omitted). --Where discretion is

conferred upon the trustee with respect to the exercise of a power, its exercise is not

subject to control by the court, except to prevent an abuse by the trustee afms discretion."

Takabuki. 67 Haw. at 530,695 P.2d at 328 (quoting Restatement (Second) ofTrosts §

187 (1959».

Estate and its subsidi.nes and affiliated organizations in a manner consistent with the
. .

Will ofBemice Pauahi Bishop and the Codicils thereto and subject to such duties,.

responsibilities, and fiduciary ~bligations as are imposed by law and under the Will of

The decision of theBernice Pauahi Bishop and die Codicils thereto..' [Em. 206 at 13].

Interim Tmstces to enter into the Closing Agreement with the IRS (of which pcnnanent
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removal of the Incmnbent Trustees is a condition) is reasonable since the Closing

The court approved the ClosingAgreement preserves the Estate's tax-exempt status.

Agreement and concluded that "the settlement between the IRS and the Trust Estate, as

set out in the Closing AgI:eement. . . is reasonable and i.ti the best interest of the Trost

Estate, subsidiaries and affiliated o~ganizations, the beneficiaries of the Trust Estate and

the Hawaiian community." [Exh. 306 at 7].

s. The condition that Lindsey and Peters resign or be pennanently

removed is also reasonable one in view of the prior actions of the Trustees. ~ Proposed

Findings n 45 - 98. Lindsey and Peters have shown no willingness to abide by the rules

and standards that govern their conduct as Trustees. Accordingly, their pennanent

removal is a-reasonable condition to resolve the IRS audit on behalf of the Trost Estate.

D. Trustees Lindsev and Peters have a dutY to resi2I1 to urotect the tax-exemnt
_st~b1s~o~f~th~~Trust Estate and to act in the best interest of the TmstEstate

6. Trustees have a duty "not to exercise any power under this chapter

in such as way as to deprive the trust of an otherwise available t~ ex-emption

Haw. Rev. Stat. § SS4A-3(b) (1993) (emphasis supplied). Tnistees have a paramount

duty of loyalty to the Estate. See.Restatement (Second) of Trusts § 170(1) (1959); Ahuna

v. Deoartment of Hawaiian Home~~s. 64 Haw. 327, 340, 640 P.2d 1161, 1169 (1982).

lobn Langbein, a Yale law professor who specializes in the area of7

tn1st and fiduciary administTation, has opined that:

The trustees' duty of loyalty -their duty to administer the
tmst solely in order to maximize the interests of the
bmeficiaries of the tIUSt-applies to every facet of the
trustees' powers, including the power to resign.

:38



***

In the present case, the trustees' failure to vacate their

trust~ps threatens to cost the tIUst its tax-exempt status,

and hence, to trigger losses of the magnitude discussed
above. In these circumstances, acceding to the IRS'
dClnand for resignation is the courSe that maximizes the
interests of the tIust and its beneficiaries. The trustees have
a fiduciary duty to take that step. .

John Langbein Letter, daled October 6, 1999, at page 3-4. 'CA copy of the Langbein

Letter is contained in Attachment D hereto.)

Removal of a tms~e is appropriate when his/her continuance. in8.

office would be detrimental to the proper ~~stration and best interests of the trust.

Restatement (Second) of Trusts, § 107, comment a (1959); Estate of Malone. 597 P .2d

1049, 1050 (Colo. App. 1979) (In detennining whethcrto remove atrustcc "[t]he court's

paramount regard m~ be for the interest of the trost". See generally, Bogert, The Law

of Trusts and Trustees. § 527 (2d Ed. 1993 and Supp. 1997); Scott, The Law ofTrosts: §

107 (41h Ed. 1987 and Supp. 1997). The detrimental effect ora trustee's continuance in

office is not measured by a particular act, transaction, or alleged misdeed. Instead,

removal of a trustee is appropriate when, considering ~.e totality of the circmnstances,

such ~ova1 is ~ the best interests of the trust. Estate of Holt 33 Haw. 352, 362 (1935);

Comerica Bank v,_Citv_ofAdrian. 446 N. W.2d 553,561 (Mich.'App. 1989).

In ~~ ~f - HQlt. although the court found nothing in the record9.

that specifically reflected on the trostee' s honesty or impugned his integrity. the court

held that removal of the trustee was nonetheless appropriate. Hgl1, 33 Haw. at 362. The

court looked at the totality of the circumstances and concluded that there was sufficient
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evidence that the removed trustee was "not sufficiently careful and diligent in the

perfOIII1ance of his duties to meet the requirements of good stewardship" of the trust. &

Similarly, in Comerica~Bank. the court considered several factors and held that the

trustee's ~"hostile attitu~" fai~ure to timely pay ou~ trust income, violation ora cOUrt

order, and failure to timely file an accounting, taken together, justified removal of the

trustee.

Removing Lindsey and Peters is clearly in the best interests of the10.

Trost Estate. The IRS is unwavering in its position that their removal is a non-negotiable

term of the settlement. The Trust Estate risks losing its tax-exempt status, with an

estimated financia11oss of over $900 million dollars. Under the circumstances, their

continuance in office is detrimental to the proper adm1n1stration and best interests of the

trust, and they must be removed.

1inds~ and Peters have nlaced the tax-exemnt status oftbe Trost at riskE.

Placin2: the tax-exemut status of the trust at risk is a brear.h~.f
.Peters' and Lindsev's duN oflovaltv and urudence and H.R.~
554A-3

1.

Th~ duty of loyalty requires ~ees to. admini~ter the trust "solely"lL
. .

in the interest of the trust. Restatement (Second) ofTrosts § 170(1) (1959); AhJlna. 64

Haw. at 340, 640 P .2d at 1169. The duty 0,£ loyalty &~ludes a tIustee from dealing

with trust assets to his own advantage or benefit." ~~er v. Hawaiian TroSt_C~o-,-. 47

Haw. 548, SS8., 393 P.2d 96, 103 (1964). A tIustee "violates the duty of loyalty not only

when the trustee purchases t1ust Properly individually, but also when the tIUStee uses tnJst

property for the trustee' 5 own financial or other purposes." Restatement (Third) of TnlSts
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§ 170, comment 1 (1992). Moreover:

In administering the trust the trustee is under a duty to the
beneficiaries not to be. influenced by the interest of any
third person or by motives other than the accomplishment
of the puzposes of the trust.

Restatement (Thiid) ofTroSts, § 170, (comment q) (1992).

12. A trustee" s conflict of interest justifies his immediate removal.

Hanson v. First State Bank & Trust Co., 385 S.E.2d 266, 267 (Ga. 1989). In Hanson. the

~ourt noted:

The pwpose of this rule is require a trustee to maintain a position
where his every act is above suspicion, and the trust estate, and it
alone, can receive not only his best services, but his unbiased and
uninfluenced judgment. Whenever he acts otherwise. or when he
has pla~ed himself in a position that his personal interest has or
may come into conflict wfth hi.r duties as a trustee, or the interesls
of the beneficiarieof he represents, a court of equity never hesitates
to remove him.

ld. at 267 (emphasis supplied). This mIe equally applies to charitable tJUStS. Leahy v.

Commission for Blind. 456 P .2d 77 (Ore. 1969).

The duty of pmdence requires a ~ to '"observe the standards in13.

dea1~g with the bust assets that would be observed ,by a pmdent person dealing with the

property of another, and if the trustee has special skills or is named tn1stee on the basis of

representations of special skills or expertise, the trustee is under a duty to use those
. .

skills." Haw. Rev. Stat. § S60~7-302 (1993); cf. Restatement (Second) ofTrosts § 174

(1959).

Hawaii's UnifoI1I1 Trustees' Powers Act explicitly recognizes the14.

trustee's duty to preserve the tax-exempt status of the trust:
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In the exercise of the trustee's powers including powers
granted by this chapter, a tn1stee has a duty to act with due
regard to the trustee's obligation as a fiduciary, including a
duty not to exercise any power under this chapter in such as
way as to deprive the trust of an otherwise available tax
exemption. . . .

Haw. Rev. Stat. § SS4A-3(b) (1993)(emphasis supplied).

Through their misconduct, Trostees Lindsey and Peters have,15.

breached their duties of loyalty and prudence and have violated H.R.S. §SS4A-3. They

have placed the tax-exempt status at significant risk by claiming excessive compensation,

seelcing to avoid state and federal scrutiny, opposing the mtermediate Sanctions

legislation, ~gaging in excessive commercial activity and prohibited political activity,

and neglecting the primary purpose of the Trust

16. Tax-exempt status is a privilege that the federal government

confers on organizations that operate for charitable purposes. The federal government

gives charitable organizations an exemption ftom federal income tax, however, only

b~se it exp~ the income that would otherwise be taxed will be used for public, not

private purposes. To ensme that excmpt funds are used solely for public purposes, the

qualification of~ organization f~r tax-exempt,status under the mtemal,Revenue Code ~s

governed by explicit and long-established rules of federal law. These federal Nl~
. .

similar to the duties of loyalty and prodence imposed under state trust law.

17.
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2. Areas in which Trustees Lindsev and Peters have ulaced the tax-exemgt
status at risk

19. Trustees Lindsey and Peters have placed KSBE's tax-exempt status

at risk by their actions in the following respects.

Excessive compensation -- ~ Proposed-Findings 1!1! 45-5,4.a.

b. Possible change in domicile and tax starns -- ~ ProposedFindings W 55.63. .

Intermediate Sanctions lobbying -- ~ Proposed Findings ~ 64-
72.

c.

d. Excessive commercial activity -- S Prpposed Findings ft 73.74.

Prohibited political activity -- ~ Proposed Findings ~ 75-80.e.

f.' Neglect ofTmst Bstatc's educational mission - g Proposed
Findings" 81-8S.

The totality of facts and circumstances demonstrate the failure tQ
operate KSBB exclusively for its charitable purposes and to avoid
non-exempt purpose of more than an "insubstantial" nature ~ ~Proposed Findings ft 86-90. .

g.

20. The Incumbent Tmstees did not aDt with the care and caution

required to protect the Bstate's.tax-uempt status. Thay ign~ the Estate's charitable

purposc and took unreasonable actions that placed the exempt status at serious risk.

Thcse acti~ provi~ independent grounds for their removal.

F. Removal for Violatin2 ~urt Orders

"t is the duty ofa trustee to comp~y with orders of the court, duly21.

made in pursuance oftbe jurisdiction and control ofthc court over the tnlst estate.

Violations of orders of the court in tTust matters are punishable as con~empt. .. The
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.
failure or refusal of a trustee to obey lawful orders of the court with respect to the trust is

ground for his removal." Rc Hill's Estate, 75 N.W.2d 582,591-92 (Wis. 1956). See aLso

Willard v. McKnge. 232 A.2d 322 (Conn. 1967).

22.. In Willard. 232 A.2d 322 (Conn. 1967). a trustee ofa testamentary

trust submitted annual accounts to the probate court. The pourt ordered the trustee to

reimburse the estate for two disapproved transactions, but the trustee failed to comply

with the order. The court removed the trustee for neglecting to perfonn the duties orhis

trust. The Connecticut Supreme Court upheld the trustee's removal, reasoning that:

The order of the Probate Court. . . was made within the
court J s jurisdiction and in the performance of its statutory

duty. The bustee refused to comply with the order. He is
not relieved ftom the burden of~ default by the fact that
he did not agree with the reasons for the co1Dt's order.
Obedience to the 07'der of the court Wa.J the tnutss 's first
duty. An appeal would have protected his every right.

~ at 325-326 (emphasis supplied).

23. Trustees Lindsey and Peters have blatantly disregarded court

orders. Although they agreed to implement a CBQ..based management system by

March 31, 1999, they failed to ,do so. ~ Prop,osed F~ings W 92-93. These Trustees

have also failed" to comply with a n~bcr of other court orders, including restrictions on

'taking commissions ,on fina1 distributions of capital. ~ Proposed Findings" 94-96.

These actions provide a final ground justifying the removal of these Trost~.
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m. ORDER

Based on the foregoing, Henry HaaIilio Peters and Marion Mae Lokelani

Lindsey shall be immediately and permanently rtmloyed as Trustees of the Kamchameha

Schools ,Bishop Estate, ~ec~ve)y as of the date of this order.

DATED: Honolulu, Hawaii

-

JUDGE OF THE ABOVE ENm"LBD COURT
I.,
t

Respectfully submitted this 13th day of December 1999.

KAWAS
GLAS ~G

M. MlY AGI
Attorneys for Robert K. U. Kihunc, Constance H. Lau,
Francis A. Koala, David P. Coon and Ronald D. Libkuman,
Tn1stees under the Will and of the Estate of
Bernice Pauahi Bishop, Deceased
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