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MASTER’S REPORT REGARDING SPECIAL PURPOSE
——ZRUSTEES' REPQRT FILED APRIL 27, 1999
Comes now COLBERT M. MATSUMOTO, duly appointed Master

for the 109% 1107, and 111% Annual Accounts of HENRY HAALILIO
PETERS, OSWALD KOFOAD STENDER, RICHARD SUNG HUNG WONG, MARION MAE
LOKELANI LINDSEY and GERARD AULAMA JERVIS, TRUSTEES UNDER THE
WILL AND OF THE ESTATE OF BERNICE PAUAHI BISHOP, DECEASED
(hereinafter the "Incumbent Trustees") and hereby submits this
report and makes the findings sat forth therein regarding the
Special Purpose Trustees’ Report filed herein on April 27, 1999,
regarding the pending IRS Audit of the Trust Estate and its

subsidiaries.



I. EROCEDURAL HISTORY
On November 17, 1997, the Master's Report on the One

Hundred Ninth Annual Account of the Trustees ("109th Master's
Report") first disclosed to the Court the pendency of the IRS
Audit of the Trust Estate. Your Master reported that

The information sought pursuant to the audit is
quite extensive and overlaps a number of areas of
inquiry in connection with the annual account. Despite
the potential significance of that inquiry, your Master
has not had an opportunity to cbtain adequate
information regarding its nature and scope.

The Masgter’s Consolidated Report on the 109" 110%
and 111** Annual Accounts of the Trustees filed herein on
August 7, 1998 “"Master's Consolidated Report”) again reported
that the IRS was conducting a wide-ranging audit of the Trust
Estate. The IRS Audit was described as covering activities of
the Trust Estate and Incumbent Trustees during the three fiscal
years being reviewed.

The Master’s Consolidated Report cautioned that based
upon issues raised by the Information Document Requests ("IDRs")
relating to individual Incumbent Trustees, their conduct might
become subjects of the audit. As such, negotiations between the
IRS and the Trust Estate through the Incumbent Trustees might
involve situations of conflicting interests which might
necessitate Court intervention to ensure that such conflicts
would be dealt with appropriately and the interests of the Trust
Estate properly protected. Recommendation No. 18 of the Master’s
Consolidated Report therefore recommended that the Court issue

appropriate orders to the Incumbent Trustees



f// A stipulation regarding Recommendation No. 18 of the
Master’s Consolidated Report could not be reached among the
Incumbent Trustees, the Attorney General and your Master.
Consequently, after a hearing held on October 2, 1998, the Couyr

Consclidated Report on the 109%, 110%, and 111% Annual Accounts
of the Trustees on October <l, 1598 ("Order Adopting

Recommendation No. 18*). Pursuant to that order, the Incumbent
Trustees were required to:

Provide the Master with timely confidential reports
regarding the status of the IRS Audit, including any
issue which may raise a potential conflict between the
interests of any Trustee pPerscnally and the interests
of the Trust Estate and any negotiations between the
Trustees and the IRS related o a resolution of issues
affecting the Trust Estate;

The Order Adopting Recommendation No. 18 further

‘equired that:

Should the overall resolution of issues between the
Trust Estate and the IRS include the proposed
resolution of any issue in which one or more Trusteas
may face a conflict of interest, the Trustees shall
neither negotiate nor enter into any Closing Agreement
Or other agreement relating to the Proposed resolution
without notice to, review by, and approval of this
Court pursuant to a proper petition in accordance with
HRS § 554A-5(b) or such other procedure as this Court
may order.

In the meantime, the Trust Estate had received a
mmunication from the Internal Revenue Service on October 1
98 which, in part, advised:

Because there is an apparent conflict between the
Lrustees’ individual interests and the duties of the
trustees with regpect to the examination of tha Righep



Estate, we [the IRS] have suspended communication with
the trustees and their agents and powers of attorney
with whom we have been dealing. We will resume
communications and the exchange of information upon
notification that the issue concerning the conflict of
interest has been resolved so that we know that the
persons with whom we are dealing are authorized to act
on behalf of the Estate in this matter.

See Exhibit XX to Master’s Second Supplemental Report on the One

Hundred Ninth, One Hundred Tenth, and One Hundred Eleventh Annual
Accounts of the Trustees (“Master’s Second Supplemental Report”).

Your Master therefore caused to be filed on November 2,
1998, the Master’s Second Supplemental Report and on November 13
1998, filed Amended Reccommendation No. 22 to the Master’s Second

Supplemental Report on the One Hundred Ninth, One Hundred Tenth,
and One Hundred Eleventh Annual Accounts of the Trusteesg. After

a hearing held on November 13, 1998, the Court issued an Order

Adopting Amended Recommendation No. 22 of the Master’s Second
Supplemental Report on the One Hundred Ninth, One Hundred Tenth,
and One Hundred Eleventh Annual Accounts of the Trustees (“Order

Adopting Recommendation No. 22") on December 9, 1998. That orxder

provided, in part, that:

Nathan T. K. 2Aipa, Mark McConaghy of
PriceWaterhouseCoopers LLP, and Colbert M. Matsumoto be
appointed as persons authorized to jointly and
immediately communicate with the Internal Revenue
Service (“IRS”) on behalf of the Trust Estate, its
subsidiaries and affiliates, with respect to all issues
concerning the IRS examination for the purpose of
determining the nature and extent to which there may be
a conflict between the Trustees’ individual interests
and their duties as Trustees with respect to the IRS
examination of the Trust Estate.



On January 4, 1999, the Trust Estate received several
IRS Form 5701s from the IRS which identified various issues
related to the IRS Examination (“IRS Form 5701s”)

On January 9, 1999, your Master was informed by Nathan
T. K. Aipa, Esq., general counsel of the Trust Estate, and Mark
McConaghy, Esq., tax counsel to the Trust Estate, that after each
of them had reviewed the IRS Form 5701s, it was their opinion
that each of the Incumbent Trustees faced actual, apparent, and
material conflicts of interests between their individual
interests and the interests of the Trust Estate with respect to
the issues raised in the IRS Form 5701s and the IRS Audit. Your
Master subsequently reviewed the IRS Form 5701ls and also reached
the same conclusion

Your Master then proposed to the Incumbent Trustees
that they all voluntarily recuse themselves from participating in
the IRS Audit. A majority of the Incumbent Trustees declined to
do go. However, on January 21, 1999, a Petition for Approval of
Voluntary Recusal With Respect to Pending Tax Audit and for
Appointment of a Panel of Special Administrators With Respect to
Pending Tax Audit was filed by Trustees Oswald Kofoad Stender and
Gerard Aulama Jervis (“Stender/Jervis Petition”). Your Master
then filed the Report of the Master Pursuant to the Order
Adopting Recommendation No. 18 of the Master'’s Consolidated
Report on the 109%, 110%, and 111" Annual Accounts of the
Trustees Filed on October 21, 1998, and the Order Adopting
Amended Recommendation No. 22 of the Master's Second Supplemental

Report on the One Hundred Ninth, One Hundred Tenth, and One
Hundred Eleventh Annual Accounts of the Trustees Filed on






process of addressing the issues raised in the Form 5701s with
the aim of eventually entering into a Clesing Agreement with the
IRS which would resolve all issues raised by the IRS Audit

Your Master now submits this Report to address various
matters raised in the Special Purpose Trustees’ Report which
require the Court’s immediate attention and action.

A. REMOVAL OR_RESIGNATION OF INCUMBENT TRUSTIEES

The Special Purpose Trustees report that during their
April 19, 1999 meeting, the IRS identified various conditions for
any Closing Agreement. Most significant, however, is the first
condition demanded by the IRS which it described as “non-
negotiabie”. That condition (hereinafter referred to as “IRS
demand for removal or resignation of the Incumbent Trustees”

requires:

1. . The permanent removal or resignation of all
‘five incumbent Trustees . . . from all positions held
by them in KSBE, its profit and not-for-profit
subgidiaries, support organizations, affiliates, and
investments (hereinafter “subsidiaries”). . . . The
IRS wants assurance by appropriate Court action that
this process is underway and will be accomplished in
the near future. The IRS stated if it did not receive
a “clear signal” that appropriate action was being
taken to satisfy this condition, that the IRS would
discontinue negotiations with the Special Purpose
Trustees and begin the process to seek revocation of
KSBE’s tax exempt status

Special Purpose Trusteesg’ Report at 3-4.
Your Master has met with all of Special Purpose
Trustees regarding the IRS’' demands. Your Master has also

reviewed the IRS Form 5701s and other documents and materials












District Office, the National Office, and the Office of the Chief
Counsel of the IRS to work toward a negotiated administrative
resolution of the IRS Audit on a coordinated basis (hereinafter
referred to as the “Special Coordinated Process”). See Lettex
dated April 27, 1999, from Mazrk McConaghy of
PriceWaterhouseCogpexs to Special Purpose Trustees attached as

Exhibit C to Special Purpose Trusteeg’ Report.
1l6. The Special Coordinated Process has been described
a8 :

[Aln opportunity to streamline resolution of the
case and to meet directly with those key IRS
officials who would have the ultimate decisions-
making authority for resolution of the case.

* * *
From a procedural standpoint, the IRS’s invitation
to proceed on its coordinated approach as outlined
above has the potential for an expedited
resolution of all of the issues raised in the IRS
audit with KSBE’s tax-exempt status intact. The
IRS believes that this process could be completed
by the fall of 19989.

See Letlter dated Apxril 27, 1999, from Mark McConaghy of
BriceWaterhouseCoopexs to Special Purpose Trustees attached as

Exhibit C to Special Purpose Trustees’ Report.
17. Under the Special Cocordinated Process:

[A]lll of the draft IRS notices of proposed
adjustment corresponding to the KSBE reporting
years ending June 30, 13992 through June 30, 1996
would be considered together, and an attempt would
be made to resolve them all on a global basis. 1In
contrast to the standard IRS procedures [under the
Coordinated Process] the IRS would give early
consideration to its proposed revocation of KSBE's
tax exempt status with an aim toward withdrawing
the proposed revocation in the event that certain

11






Special Purposa Trustees attached as Exhibit C to Special Purpose

Trustees’ Report.

20. The Special Purpose Trustees have been advised and
are convinced that the alternative route of proceeding through
the IRS Standard Procedure and engaging in prolonged litigation
with the IRS is not in the best interests of the Trust Estate and

entails uncertain risks of potentially significant financial

proportions. See Letter dated April 27, 1999, from Robert L.
Chevalier to the Special Purpose Trustees attached as Exhibit D
to the Special Purpose Trustees’ Report;. Letter dated April 27.
Purpose Trugsteeg attached as Exhibit C to Special Purpose
Trustees’ Report.

The Special Purpose Trustees have been advised

that:

By reason of the inherent risks and uncertainties
relating to litigation, it is important for you to
note that if tax-exempt status were lost as a
result of litigation, there would be a significant
financial impact.

See Letter dated April 21, 1999, from Diane Cornwell of Arthux
Andersen LLP to Special Purpose Trusteeg attached as Exhibit B to

the Special Purpose Trustees’ Report.

22. The Special Purpose Trustees have also been

advised that

Under standard IRS procedures, the resolution.
of a proposad revocation of tax-exempt status can
be prolonged over a number of years before the
issue is either ultimately resolved or a decision
to litigate made. Following the IRS standard

13



procedures would not be in the best interests of
KSBE.

* * *

Agide from the extensive legal fees involved
it must be remembered that the' outcome of any
litigation is uncertain. Thus, as in all cases,
risks are necessarily associated with the ocutcome
of the IRS’s challenge to KSBE’s tax-exempt
status. If the outcome of the IRS’s challenge is
adverse to KSBE, we understand that this would
have a major financial impact on KSBE.

It is for these reasons that we recommend
that all steps be taken to ensure that the
[Special Coordinated Procedure] is applied to the
resolution of the audit issues.

Special Purpose Trugstees attached as Exhibit D to the Special
Purpose Trustees’ Report.

23. The - Special Purpose Trustees are of the unanimous
opinion that they will be able to take advantage of this
opportunity to negotiate a Closing Agreement through the Special
Coordinated Procedure only if the permanent removal or
resignation of the Incumbent Trustees has been achieved or the
Incumbent Trustees are removed on an interim basis pending
proceedings leading to permanent removal of the Incumbent
Trustees in the “near future.”

24. The Special Purpose Trustees have been advised
that:

[I)f a clear signal is not forthcoming that the
IRS governance demands will be met, the IRS has
indicated that it would proceed with steps to
revoke KSBE's tax-exempt status. In that event,
KSBE could present its case before the IRS under

14



the established examination procedures, and seek
to dissuade the IRS from that action. Should
efforts to disguade the IRS not succeed, then KSBE
would likely be faced with litigation with all its
inherent risks.

See Letter dated April 27, 1999, from Maxk McComaghy of
PricewatexhouseCoopexrs to Special Purpoge Txustees attached as
Exhibit C to Special Purpose Trusteesg’ Report

25. The Special Purpose Trustees state:

If the negotiations are discontinued by the
IRS, KSBE will then be involved in an
administrative hearings process within the IRS,
and if the IRS’' decision were to be adverse to
KSBE, an appeal would be made to the appropriate
court to finally resolve the issue. In the event
of an adverse decision, KSBE could lose its tax
exempt status with severe tax ramifications.

Special Purpose Trustees’ Report at 7.

26. The Special Purpose Trustees do not have the power
or authority to satisfy the IRS demand for removal or resignation

the Incumbent Trustees.
27. The mere rigk of revocation of the tax-exempt

status of the Trust Estate generated by the District Office of
the IRS through the initiation of a process to revoke the tax-
exempt status, and the ensuing litigation with the IRS concerning
such revocatiom would likely result in financial consequences for
the Trust Estate of a material nature. Among such financial
consequences include the following:

(a) During the years of litigation, the Trust

Estate’s operations would operate under a substantial cloud of

is8












Special Purpose Trustees have little recourse but to turn to the
Court with their dilemma.

The importance of the tax-exempt status makes the
Special Purpose Trustees duty-bound to protect it. In addition
to their common law fiduciary duties as Trustees, HRS § 554A-3(b)

of the Uniform Truastees’ Powers AcCt mandates that:

tax exemption, deduction, or credit for tax purposes or

deprive a donor of a trust asset of a tax exemption,-

deduction, or credit or operate to impose a tax upon a

donor Qr other person as owner of any portion of the

trugt. “Tax" includes, but is not limited to, any
federal, state, or local income, gift, estate, or
inheritance tax.

[(emphasis added].

The Incumbent Trustees are equally obliged to satisfy
this duty to protect the tax exemption of the Trust Estate. If
each Incumbent Trustee’s continued tenure in the position of
Trustee results in jeopardy to the tax-exempt status of the Trust
Estate, would he or she be properly discharging his or her legal
duty to the Trust Estate by failing to step down from the
position of Trustee? That may well be the case under the
circumstances involved with the Tax Audit as described by the
Special Purpose Trustees.

' It is within the power of the Court, sitting in equity,
to temporarily remove or suspend a serving trustee and to appoint
an interim trustee to take the place of the serving trustee if by

so doing the Court will be preserving, protecting and furthering

the interests of the trust.
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~~mirable iurisdiction of the Court. See Kapigoland Pazk

preservation Saciety v, Hopolulu, -- - 751 P.2d 1022

«woww. The exercise of the power to remove a trustee revokes

the court’s sound discretion. ln_zg_sggagg_gtJm;L;. 33 Haw. 352
(1935) . S T e —~rsaw# +n vemove a trustee &S
among the “great powers which courts of equity have over trust
estates”). The Hawaii Supreme Court explained:

The power of a court of equity to remove a trustee
is a discretionary power and its exercise will not be
disturbed on appeal unless the discretion has been
abused.

33 Haw. at 356-357.

Based upon the foregoing factual findings,
circumstances as reported herein, as reported in the Special
Purpose Trustees’ Report, Youl Master’'s review of the IRS Form
570im, ana Sase2d upon the potential jeopardy to the financial
interests of the Trust Estate by the circumstances involving the
IRS Audit of the Trust Estate, your Master recommends that the
Court immediately cause TO be issued and served upon each
Incumbent Trustee an order directing him or her to show cause why
he or she should not be removed on an interim basis from his or
ner position as Trustee and all other positions held by him or
] - emiekEe rha mrust Estate, its for profit and not - for-profit
subsidiaries, support organizations, affiliates, ana iuvsevww---5
(collectively referred to as the wgubsidiaries”) pending a

further heaxring, on a date to be set at the Court’s earliest

availability, ' . v - ~w m~+ rhe Tncumbent Trustees

WA e W e -

should be permanently removed from his or her position as Trustee
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