New L egidation Holds Trusteesto a Higher Standard

Braverman, Steven

The Journal of Wealth Management; Spring 2006; 8, 4; ProQuest Central

pg. 7

STEVEN BRAVERMAN
is the managing director
of TAHOE Adyvisers,
Englewood Cliffs, NJ.
sbraverman @tahoeadvisers.com

SPRING 2006

Reproduced with permission of the copyright owner. Further reproduction prohibited without permissionyyapaw.manaraa.com

New Legislation Holds Trustees
to a Higher Standard

STEVEN BRAVERMAN

s new legislation begins to take

effect—specifically, the Uniform

Prudent Investor Act (UPIA) and

the Revised Uniform Principal and
Income Act (UPAIA)—trustees are under
increasing pressure to exercise best practices
in trust management. And as the pressure on
trustees increases, levels of service and per-
formance from the past no longer meet today’s
higher standards.

UPIA compliance is indeed an impor-
tant issue for wealth managers, and a number
of articles—several of them appearing in this
publication—have explored this topic from
a variety of angles.! This article illustrates
the definition of “prudent” with regard to
UPIA and UPAIA and specific trust manage-
ment lessons to be learned as a result of
recent litigation and the subsequent judicial
decisions—notably the Dumont Trust case.?
UPIA does not just require a higher standard
of due diligence on the part of trust managers; it
also compels them to consider new investment
products, such as derivatives and exchange-
traded funds (ETFs), and this article will explore
the proper application of these investments as
a means of risk management, as well as the
necessity to leverage best-of-breed financial
advisers for such highly specialized instruments.

THE PRUDENT INVESTOR RULE

In essence, trustees in the 40 states that
have adopted UPIA are now required to

manage trust assets as a prudent investor—that
is, in a manner consistent with modern port-
folio theory. They must consider the risk and
return of the portfolio as a whole and must
show due diligence in carrying out the invest-
ment goals of the trust, including the charter
as expressed by the trust’s benefactor, the needs
of the beneficiaries, and the current state of
the financial world and the trust.

No longer can trustees satisfy their obli-
gations by investing in the most conservative
vehicles. They must also protect against infla-
tion erosion of the trust by balancing risk to
generate a reasonable return. To mitigate the
increased risk associated with investing to gen-
erate a greater return, trustees are therefore
obligated to implement risk management
appropriate to the portfolio’s investment goals.

Under UPAIA, trustees are tasked with
administering the trust based on what is fair
and reasonable to all trustees—favoring nei-
ther income nor principal growth, but rather
the benefit of the trust—by allowing the
trustees to make allocation adjustments
between dividend/interest income and prin-
cipal growth. Significantly, the UPAIA also
updates the outdated 1962 UPAIA by recog-
nizing investrnent vehicles, such as hedge funds,
that were not in existence when the original
legislation was adopted.

Many trustees are finding challenging
the intricacies of portfolio management needed
to ensure that the trust remains UPIA and
UPAIA compliant. The increase in recent years
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of fiduciary litigation cases against trustees for failing to
propetly protect holdings, or for seeking aggressive returns
by investing in too-volatile stocks, should make trustees
sit up and take notice.

THE SIGNIFICANCE OF THE DUMONT
TRUST DECISION

In today’s litigious society, trustees are well advised
to protect themselves against the possibility of failing to
comply with current regulations by delegating responsi-
bility for the investment decisions to qualified advisers.

Take, for example, the Dumont Trust, which was
adjudicated under UPIA legislation in Rochester, New
York.? The heirs of the late Charles Dumont successfully
sued the trust’s financial managers, the former Lincoln
First Bank (now a part of Chase Manhattan Bank),
for failing to protect them from the value erosion of
the frust’s primary investment holding, Eastman Kodak
stock. The bank was ordered to return some $21 million
in commission fees accepted for financial management
of the portfolio, representing their entire financial man-
agement engagement since January 1974, the date the
court ruled they should have begun to take action to
protect the trust.

At the core of the issue in the Dumont Trust is the
language of the trust instrument: Dumont expressed his
desire that the trust hold the Kodak stock and that the
trustees would not be held “liable for any diminution in
the value of such stock.”* The trust instrument further
expressed that the Kodak stock may be sold “in case there
shall be some compelling reason other than diversification
of the investment for doing so.” Despite lacking docu~
mentation, the financial managers, as can be inferred from
their actions in the management of the trust, believed that
Dumont’s intention was that the trust hold the Kodak
stock even in the face of a drop in value of the stock.

However, UPIA holds financial mangers to a higher
standard. Although the Dumont Trust managers might
demonstrate that they followed the directives expressed in
the trust instrument, they failed to protect the needs of
the beneficiaries, and they failed to exercise due diligence
in considering the current state of the trust’s principal
holding: the Kodak stock.

In essence, the judge ruled that the financial man-
agers of the Dumont Trust did not take adequate steps to
protect the trust from the devaluation of the Kodak stock
and, furthermore, could offer no documentation to sub-
stantiate a claim of considered trust management. Judge
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Calvaruso, the New York Judge in the Dumont Trust case,
went as far as to state that the bank, in assuming that the
trust’s directives called for the maintenance of the Kodak
stock position, thereby avoided performing portfolio man-
agement “while still collecting its standard fiduciary com-
missions.” In effect, he said that the financial managers
collected $21 million in commissions for doing nothing.

Of particular interest is the method used to measure
the damages to the trust implemented by Judge Calvaruso.
He calculated a value for the trust based on the value the
trust would have attained had it been managed in accor-
dance with the prudent investor rule. That is, he projected
the value of the trust as if the Kodak stock had been sold
in 1974, when the wealth management firm first took
over management of the account. Although the financial
managers began to sell the Kodak stock in 2001, the court
ruled that the diversification should have taken place in
1974, when Kodak’s struggles first caused significant ero-
sion in the value of the stock. And he concluded that the
trustees were to return all commission fees received for
management of the trust.

At first glance, the Dumont Trust case may not appear
applicable to today’s complex investment world, but trust
managers should take heed. The judge in the Dumont
Trust case rendered his decision in June 2004, and his
opinion on the case demonstrates a strict interpretation
of UPIA, as well as alarming penalties for failing to comply.
The implications of the outcome of the Dumont Trust
case, and the precedent it sets, are being felt throughout
the country. Trustees in the 40 UPIA states should pay
very close attention.

COMPLYING WITH UPIA AND UPAIA

One of the clear messages sent by the UPIA and
UPAIA and the subsequent judicial interpretations is that
trust fiduciaries must exercise—and document—appro-
priate due diligence in the management of the trust.

In a May 2000 article entitled “The Total Return
Trust Revolution: The Opportunity and the Challenge,”
Alan J. Mittleman articulated 10 guidelines for compliance
with the Prudent Investor Rule:®

1. Diversification is fundamental to management of
risk.

2. Trustees have a duty to diversity.

3. Risk or speculative investments are not prohibited
from a portfolio, per se.

4. Losses are not prohibited in a diversified portfolio.
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5. Diversification minimizes overall risk and permits
a portfolio to assume greater risk in individual
investments.

6. A diversified portfolio with great risk in individual
investments can have less overall risk than an undi-
versified portfolio with lower risk in individual
Investments.

7. The “old rule” of the Restatement (Second) of
Trusts that forbade any form of speculation inhibits
truly effective trust management.

8. Overall return of the portfolio is more important
than never having a loss.

9. Income tax consequences can be a valid consider-
ation in determining investment strategy.

10. There is no single investment strategy that should
apply to all portfolios.

In essence the Prudent Investor Rule requires trust
managers to maximize total returns of the portfolio, rather
than trying to maximize the return of each and every
investment. This investment approach is in line with
modern portfolio theory, which seeks to balance risk and
return in the portfolio as a whole.

THE IMPORTANCE OF NEW INVESTMENT
PRODUCTS

One of the most interesting developments of the
UPIA is that it opens up investment products that were pre-
viously considered to be speculative, as long as the product
provides benefit to the portfolio in diversification or risk
management. However, this broadening of risk manage-
ment opportunities exposes the trust manager to increased
risk of entering into uncharted territory. Under UPIA,
fiduciaries are encouraged to seek out investment profes-
sionals, delegating responsibility for investment tactics that
fall beyond the scope of the fiduciary’s expertise. The trustee
is still responsible for exercising due diligence in selecting
the appropriate financial adviser, monitoring the perform-
ance of the investment professionals, and ensuring that the
trust’s strategic objectives are being best served.

The interrelation of Sarbanes-Oxley with UPIA
is still being untangled in the courts, but as Sarbox, as it is
commonly called, requires that the advisory relationships
be at arm’s length—the relationship must be independent
to avoid conflict of interest—it is not unreasonable to
project that this legislative trend toward increased trans-
parency will be extended to the management of trusts.
Given the 30-year reach of the decision in the Dumont
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Trust case, the prudent trust manager will take pains to
comply with the increased ethical responsibility dictated
by UPIA.

THE USE OF DERIVATIVES IN TRUSTS

Once considered non-traditional and high risk,
derivatives are becoming increasingly recognized as a
responsible and effective method of managing investment
risk as a means of preserving trust principal. However,
many intricacies exist in terms of their structure and
pricing. Trustees concerned about UPIA and UPAIA com-
pliance can benefit from the addition of a derivatives
expert as an independent resource in determining the
most effective solutions.

Jay D. Adkisson, a Texas lawyer and author of Asset
Protection, in a February 2004 presentation to the Second
International Forum on International Estate and Income
Tax Planning sponsored by the Institute for International
Research in Miami, Florida, said:

Derivatives are a valuable financial tool that can
manage risk. While the law is currently unsettled
as to a trustee’s duty to use derivatives to minimize
portfolio risk, certainly good financial practice
demands their consideration and the law will soon
reflect this.®

The value of derivatives as investment vehicles
is determined by the underlying financial instruments,
which can include stock, bonds, precious metals, or interest
rates. Derivatives may be exchange-traded instruments or
may be created for the investor by a bank of broker, in
which case the derivates cannot be traded in the open
market. Further, derivatives may be based upon stipulated
financial conditions many years in the future, and there-
fore a comprehensive understanding of their valuation
requires complex analysis of a number of interrelated con-
ditions.

The use of derivatives is also of particular importance
for trusts that hold heavily concentrated stock positions
but are constrained by the rules of the trust from divesting
these holdings. By exercising a put-hedge strategy, the
trust can benefit from limiting the market risk of the
concentrated holding while maintaining the original
investment—a strategy that might have protected the
Dumont Trust’s managers.

One method of obviating sale of the original stock
holding in a trust while taking steps to hedge against a
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downside move would be to create a customized deriv-
ative product using zero-cost collars. In exchange for estab-
lishing some fixed maximum level of loss the holder would
suffer from should the stock take a precipitous dive (e.g.,
a drop of more than 10%), the trust forgoes appreciation
above a specified amount (e.g., appreciation of more than
30%).This allows for the protection of a hedge while still
allowing for some upside potential. And the original stock
holding is untouched.

Another method for achieving risk management
while holding the original concentrated stock position
would be to use options on an ETF that trades in corre-
lation with the holding. Take, for example, a trust with a
concentrated stock position in a bank stock. By finding
an ETF that trades in tandem with, but doesn’t include,
the original stock position, the trust can buy put options
on the ETF to obtain downside insurance. The strategy
is that if the ETF falls, then the original bank stock posi-
tion would drop as well, and the put options on the ETF
will effectively serve the function of hedging the original
bank stock position. For fiduciaries who want to partially
finance the put purchase while capping their upside expo-
sure in a proxy hedge synthetic short such as this, one
strategy would be to sell a call and buy a further out-of-
the-money call. This will allow for risk to be predefined
should the ETF rally but the original stock holding not
rally in correlation. Of course, a complex transaction of
this nature is best handled by a financial adviser highly
experienced in the use of ETFs and options, and that is
especially true for a trust.

DEMONSTRATING DUE DILIGENCE
THROUGH THE USE OF EXPERT ADVISERS

Care must be taken, however, to avoid UPIA-prob-
lematic conditions when considering derivatives as an
investment choice for a trust. The very nature of deriva-
tives—their complex valuation and over-the-counter
(OTC) trading status—can create potential conflicts of
interest by financial advisers recommending derivatives
products that are underwritten by their own firms.”

In the above scenario, the trust manager achieves
the UPIA requirement of exercising the Prudent Investor
Rule by protecting the trust principal while maximizing
investment return—balancing the risk and return of the
portfolio—and at the same time exercises due diligence
by engaging the services of an adviser experienced in
the strategy and execution of these complex financial
products. By leveraging the expertise of an experienced
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derivatives consultant, the trustee satisfies the require-
ments of UPTA and UPAIA legislation, including pre-
servation of the trust principal, risk diversification,
maximizing return, and showing due diligence in the
management of the trust.

Although some protection is afforded investors by
the Sarbanes-Oxley Act, UPIA compliance requires that
trust managers exercise due diligence in the selection of
financial advisers, and the need for expert advice increases
in direct correlation with the complexity of the proposed
investment vehicle. Trust managers indeed have a duty
to obtain outside verification of the investment product
when an open trading market does not establish a public
value.

The emerging judicial and legislative landscape is
in such flux that even without the intent to deceive, the
possibility for conflict of interest is strong for advisers
selling OTC products that are issued by their own firms.
The most prudent approach, and one that will likely leave
the trust manager in the safest position from a UPIA
compliance perspective, is to chose financial advisers who
are independent and who don’t stand to benefit from an
obligation to a specific firm’s book offerings.

Both conceptually and practically, this brave new
financial world requires a new level of due diligence and
transparency on the part of the prudent trust adviser. With
the new legislative outlook and today’s litigious-minded
trust beneficiaries, trustees would be well advised to adopt
a sound portfolio management strategy that includes the
guidance of best-of-breed financial advisers.
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practices in trust management. Further, as the pressure on trustees
increases, levels of service and performance from the past no
longer meet today’s higher standards. The author illustrates the
definition of “prudent” with regard to UPIA and UPAIA and
offers specific trust management lessons to be learned as a result
of recent litigation and the subsequent judicial decisions. Then,
he argues that UPIA not only requires a higher standard of due
diligence on the part of trust managers but also in fact compels
them to consider new investment products, such as derivatives
and exchange-traded funds. Finally, he explores the proper appli-
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magnitude of the gains for levels of annual wage income rang-
ing from $50,000 to $200,000. They show that the gain (as
measured by the difference in after-tax retirement income from
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