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DAF notes

Donor-advised funds (DAFs) have emerged in
recent years as a powerful force in charitable giving.
Donors get the benefit of immediate tax deductions
for major charitable gifts while deferring the decisions
on which charities should be beneficiaries, and how
much and when they should receive support. A gift of
appreciated securities to a DAF is especially attractive,
as the donor avoids income tax on the capital gain
while securing a deduction for full fair market value.

Of course, the DAF is not required to follow the
donor’s advice in future years. That loss of donor con-
trol is what justifies the tax treatment. Yet as a practi-
cal matter, DAFs are unlikely to upset donors.

A recent case sheds new light on the obligations of
DAFs to their donors [Fairbairn v. Fidelity Investments
Charitable Gift Fund, Case No. 3:18-cv-04881-JSC, USS.
Dist. Ct. N.D. Cal. (Feb. 26, 2021).

The facts

Malcolm and Emily Fairbairn were successful hedge
fund managers. For seven years they avoided income
taxes on their compensation from offshore funds. A
change in the tax law in 2007 meant that they had to
recognize that income by 2017. The amount of the
income came to about $250 million.

In anticipation of this major tax obligation, the
Fairbairns decided to make a major charitable gift in
2017. They considered but rejected the idea of a pri-
vate foundation, as it would require too much time
and attention to manage. In early 2017 they began
discussing a donation of appreciated assets to DAFs
sponsored by Fidelity Charitable and JP Morgan, with
which they had donated earlier. They chose Fidelity,
they later testified, because the person they dealt
with promised that the donated shares would be sold
gradually and not until 2018, so as to not depress the
values by selling at once in a large block. However,
that agreement was not reduced to writing, and in
fact was contrary to Fidelity's published policies for

DAF donations.

The Fairbairmns owned shares of Energous, which
they purchased before its IPO at share prices from
$3 to $12. Energous was developing technology for
wireless recharging at a distance, and they expected
FCC approval in 2017. In fact, that approval arrived on
December 20, 2017, and the news became public on
December 26. The price of Energous stock shot up
on the news. The Fairbaims transferred 700,000 shares
to the Fidelity DAF on December 28, and another
1.23 million shares on December 29.

Contrary to the couple’s expectations, Fidelity sold
the entire 1.93 million-share position on the afternoon
of December 29. The donation secured an income
tax charitable gift deduction of $55 million for
the Fairbairns.

The lawsuit

On August 18, 2018, the Fairbairns filed a lawsuit
claiming that the sale of the shares on one afternoon
violated four separate promises that had been made to
them to induce them to choose Fidelity:

» that the sale would not represent more than 10% of
the daily trading volume;

» that sophisticated, state-of-the-art methods would
be used to liquidate the stock;

» that the Fairbaims would be allowed to advise on a
price limit for the sale; and

 that the liquidation would be delayed until 2018.

The couple also alleged that, apart from the prom-
ises made, the sale of the entire block of stock in one
afternoon was negligent and violated a duty of care
owed to them.

Fidelity moved for summary judgment, on the the-
ory that once the transfer was complete the only duty
owed to the Fairbaims was the acceptance of their
advice on charitable distributions. To the surprise of
many observers, that motion was denied, and a trial
was ordered.



The judgment

The Fairbairns lost their case. As to the unkept
promises, the Court found that the sale of 1.93 million
shares was actually less than the 10% of daily trading
volume on December 29, 2017. The other promises
were either unproven or reliance upon them was not
reasonable. The Fairbairns needed that tax deduction,
the Court reasoned, and by the end of December they
had no other option for securing it. Their motivation
therefore could not have been the promises made to
them.

As to the negligence claim, Fidelity's actions were
consistent with their published policies. The Court
also noted that the average sale price of donated

shares was $22, the highest price ever until December
27, 2017. The shares never traded above $23 in 2018
or later. By the time the opinion was written, those
shares were trading at about $5.

The strikingly unusual facts in this case may make
it seem like “problems of rich people.” However, the
case does suggest that DAFs may have legal obliga-
tions to their donors that continue to be actionable
after a donation is made, even though the plaintiffs
lost in this case. Sponsoring organizations need to be
very careful about their promises to potential donors.
Donors ought to keep in mind that if they retain legal
rights or controls over a major donation, it could very
well undermine the charitable deduction that they are
hoping to secure.

CASES AND RULINGS

Nonprobate assets inherited by
murderer’s heirs are not subject to
equitable recovery by the victim's heirs.

Bewley v. Heady, NO. 2019-CA-1625-MR
(Ky. Ct. App. Sept. 25, 2020)

Before they married, Gloria and Russell Dorris each
had children from earlier marriages. The marriage did
not last, and the couple divorced in 1998. However,
they remained in contact and apparently friendly, as
Gloria attended medical appointments with Russell,
she and her children were named beneficiaries on his
life insurance, and Gloria was nominated as executor
of Russell's will.

Unfortunately, something changed. In 2017 Russell
broke into Gloria's home, murdered her, and later
committed suicide in her home.

Gloria's estate brought a wrongful death action
against Russell's estate, but his estate contained very
little. His major assets, an annuity and a brokerage
account, passed to his children outside of probate.
Gloria's estate asked that a constructive trust be
imposed upon the nonprobate assets to permit an
equitable recovery for Gloria's heirs.

It is well settled that a murderer may not profit
financially from his crime; he or she may not inherit
from his victim. The law concerning the murderer’s
family and heirs is less well established. The Kentucky
appellate court ruled that a constructive trust was
not appropriate: “Russell's children were not enriched
at Russell's expense; after all, Russell had chosen them
as his transfer-on-death beneficiaries. Russell’s chil-
dren were not enriched at Russell's estate’s expense
because, as Appellants had alleged, Russell's estate
never had any interest or expectancy in the non-
probatable assets.” More to the point, Russell's children
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were not enriched at Gloria's expense because she
never had any interest in the non-probatable assets
and because those assets were never any form of
profit from Gloria's death.” Accordingly, Russell’s chil-
dren will keep their inheritance.

The limits of trust decanting;
trustees held personally liable for costs.

Hodges, Jr. v. Johnson, No. 2019-0319, Supreme
Court of New Hampshire (Sept. 23, 2020)

In 2004 David Hodges, Sr., established two irrevo-
cable trusts, one exempt from the generation-skipping
transfer tax and the other not exempt. His business
associates served as trustees. The beneficiaries of the
trusts were his then wife, his three biological children,
and his two stepsons. Five years later, David had sec-
ond thoughts about his earlier generosity. His lawyer
explained that though the irrevocable trust could not
be amended, it could be decanted into a new trust,
and the successor trust did not have to have identical
beneficial interests.

David liked that idea—he liked it perhaps too much.
In a 2010 decanting the interests of the stepsons were
extinguished. A 2012 decanting removed one of the
biological sons. The 2013 decanting removed the
interest of the now ex-wife. At no time did the trustees
raise an objection or even consult with independent
counsel on the propriety of their actions.

In 2014 the beneficiaries who had been cut out of
the trusts brought a lawsuit to have all the decantings
declared void, and they won. Interestingly, although
the facts suggested that David may have retained
effective control of the trusts, the courts declined to
void the decantings on that basis, as it would have



had major federal tax consequences. Rather, they ruled
that the trustees had failed to give proper weight to
the interests of all of the beneficiaries or to the original
purpose of the trust, and so they failed in their fiduciary
duties.

New trustees were appointed for the trusts. The
former trustees then filed a motion to recover the
costs they had incurred in defending the decantings.
The new trustees not only resisted that request, they
demanded that the former trustees personally pay the
costs incurred by the trust in getting the decantings set
aside! Given the extent of their breach of fiduciary duty,
the court ordered the former trustees to pay up, and
the New Hampshire Supreme Court now affirms.

A trustee’s "unlimited discretion”
does not extend to taking all of the trust
assets for himself.

Roenne v. Miller, No. 120,054, Court of
Appeals of Kansas

Sonja’s estate consisted of farm real estate and
equipment and an oil lease. She bequeathed the farm
property to her two sons, Brad and Mark, and created
a trust for all five of her children to hold the oil lease.

Brad was the trustee of the trust. Mark later assigned
his interest in the land to Brad.

Brad managed the farm and used all of the trust
income to pay down debt on the property and fund
the agricultural operations. He effectively treated the
trust as his own, never distributing anything, not even
an accounting, to the other trust beneficiaries, his sib-
lings. The trust income came to $1.3 million over the
years. In 2013 and 2014 Brad conveyed the mineral
rights in the trust to himself personally, leaving nothing
in the trust.

The other beneficiaries filed suit in 2015. They
lost. The trial court held that the trust instrument was
clear and unambiguous. Brad as the trustee was given
“absolute discretion” over the uses of trust principal
and income. Viewing Sonja’s will and trust documents
together, the trial court concluded that Brad was only
doing what she would have wanted.

The appellate court now reverses, holding that the
trial court failed to take into account settled trust law.
“Absolute discretion” does not trump a trustee’s fidu-
ciary duties of loyalty to all the beneficiaries, the duty
to act in good faith and with impartiality. The interests
of the other beneficiaries may not be simply ignored,
as Brad did.

The case was remanded for further consideration,
including possible remedies.

WASHINGTON TALK

Now that the Covid-19 relief package has been
enacted, the Biden administration is expected to
turn to an infrastructure spending program coupled
with major tax hikes. “Anybody making more than
$400,000 will see a small to a significant tax increase,”
President Biden said during a televised interview that
aired on March 17.

Bloomberg reports that key tax increases could
include:

« a 33% increase in the corporate tax rate, going

from 21% to 28%;

* higher income tax rates for those earning more
than $400,000;

« for those earning more than $1 million, taxing
capital gains as ordinary income; and

» expanding the reach of the estate tax.

The estate tax could be expanded by cutting the
federal exempt amount, or some interests that are cur-
rently not included in the federally taxable estate might
become included. The administration has stated that it
does not favor the wealth tax ideas being put forward
by some in Congress.

There has been considerable political concern
expressed about the widening gap between the rich-
est Americans and the poorer ones. This gap was not

built out of high salaries or tax loopholes. It consists
primarily of unrealized capital gains in shares held by
the owners of very successful companies, especially
the founders. As such, that wealth is tricky to tax, given
that the decision to realize a capital gain is voluntary.
What's more, many billionaires have turmned philanthro-
pist, giving appreciated shares of stock to private
foundations where they escape taxation forever.
Warren Buffett and Bill Gates are two notable examples
of tax-savvy billionaires.

The answer that Senate Finance Committee Member
and former candidate for president Elizabeth Warren
came up with is a wealth tax. The bill, named the Ultra-
Millionaire Tax Act, would apply an annual 2% tax to
wealth from $50 million to $1 billion, and 3% on wealth
owned in excess of $1 billion. Supporters of the tax
suggest it would have raised $114 billion in 2020 alone.

How does that burden fall upon some of our more
famous billionaires? Business Insider calculated that
Jeff Bezos would have owed $5.7 billion, Elon Musk
$4.6 billion, Bill Gates $3.6 billion, and Mark Zuckerberg
$3.0 billion.

Of course, these gentlemen don't have that kind of
cash on hand or in the bank. They would most likely
have to sell stock, realizing taxable gains, and then
have to sell more stock to raise the money to pay the
capital gains taxes.



Then they would have to do it again the following
year.

One of the selling points of the wealth tax, accord-
ing to its advocates, is that it would only affect about
100,000 American families. Opponents wonder how
long that limitation would last. They point out that the
original income tax also applied to relatively few fami-
lies when it was created. The tax in 1913 was 1% on
income over $3,000, escalating to a top rate of only
7% on income greater than $500,000. That half million
would be $13,283,535.35 inflation-adjusted to 2021.

No estimates have been provided for the
nontax costs of implementing a wealth tax. Setting
a value for publicly traded stocks and bonds is easy
enough, of course. Finding an accurate value for
closely held businesses, real estate, and fine art is
another matter. Appraisers and tax lawyers could look
forward to years of profitable employment in aiding
with wealth tax
compliance.

However, a study done by the Tax Foundation and
reported in The Wall Street Journal came to a surpris-
ing conclusion about the biggest beneficiaries of an
American wealth tax. Selling billion-dollar-size lots of
stocks is no simple matter. According to the study,
foreign billionaires would be the most likely buyers of
those assets, and they would likely purchase them at
fire-sale prices. Perhaps this is why most of the coun-
tries that have tried wealth taxes have already aban-
doned the experiment.

[s it possible that the wealth tax proposal will simply
be leverage for raising the existing federal estate tax
rate and lowering the exemption amount?

SECURE 2.0. In 2019 many estate plans were
upended by the Setting Every Community Up for
Retirement Enhancement Act, generally known as the
SECURE Act. The Act's liberalizations of some rules
were “paid for” by severe restrictions on the use of
“stretch [RAs” in estate planning.

In 2020 Ways and Means Committee Chair Richard
Neal and ranking Republican Kevin Brady introduced
Secure 2.0. Observers believe it has a chance of pas-
sage in 2021. The key item of interest to estate plan-
ners is that required minimum distributions could be
delayed until age 75.

Legislative gestures. Senator Ted Cruz introduced
S. 126, which would make permanent the personal
tax changes of the Tax Cuts and Jobs Act, including
the doubling of the amount exempt from the federal
estate and gift tax. In the absence of such legislation
these provisions will sunset at the end of 2025.

Representative Bob Latta introduced the
Permanently Repeal the Estate Tax Act of 2021. The
bill would not affect the gift tax but would retain
stepped-up basis at death.

S. 617 in the Senate, the Death Tax Repeal Act of
2021, would end the estate and generation-skipping
tax but preserve the federal gift tax, with a permanent
lifetime exemption of $10 million plus inflation adjust-
ments since 2011. That bill is silent on basis step-up at
death. The bill, introduced by Senator John Thune,
has more than 20 co-sponsors.

None of the bills are expected to advance this year.

The IRS released a one-sheet summary of high-
lights of the federal estate tax filings. As expected, the
number of estate tax returns fell following the dou-
bling of the amount exempt by the TCJA in 2017. In
2019, the year in which most returns for 2018 dece-
dents were filed, the number of returns was 6,409, and
the total estate tax revenue was just over $13.2 billion.

California had the most taxable estates in 2019, half
again as many as runner-up Florida. But when one
looks at the number of estate tax returns per 100,000
of population, a different picture emerges. Wyoming
is the leading producer of estate tax returns by that
metric, followed by the District of Columbia. Florida
is third, California fourth, and South Dakota comes
in fifth. Perhaps that explains Senator Thune's strong
interest in repealing the federal tax at death.
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