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SPONSOR STATEMENT for
House Bill 321

The Uniform Prudent Investor Act reverses common law rules that restrict
the investment powers of trustees. The new act requires a trustee to invest as
a prudent investor would, using reasonable care, skill and caution in light of
the objectives and risk tolerance of the individual trust. Diversification of
assets is an obligation. Trustees can delegate investment responsibilities to
experts. Within the scope of these powers and duties, trustees can choose to
invest in any kind of asset that meets the objective of the specific trust.

W hat are the specific advantages of the Uniform Prudent Investor Act?

1 Trusts are likely to achieve a better return for beneficiaries than is the
case under the common law rules.

2. Trustees can protect the trust corpus better through diversification of
assets than is the case under the common law rules

3. Truj tees can invest to counter the effects of inflation, something that
the common rules do not allow,

4. A trustee no longer is forced to relay upon his or her own knowledge

and expertise, but can acquire investment services to enhance his or
her own knowledge and skill.

5. Trustees can take into account the changing character and kinds of
assets available for investment, free from archaic restrictions.


http://wvAvakfcpubliMns.org

Trustees are judged on overall performance of the assets in a trust,
rather than on the performance of specific assets.

The specific needs of each trust can be taken into account in devising
investment strategy, rather than be subordinate to generic investment
rules treating all trusts as the same.

The Act will provide uniformity of law, necessary in an interstate
investment environment.
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MEMORANDUM February 9, 1998
SUBJECT: Sectional Summary (HB 321)
TO: Representative Joe Ryan
FROM: Tamara Brandt Cook
Director

Here is the sectional summary you requested for a bill dealing with trusts based on the
Uniform Prudent Investor Act of the National Conference of Commissions on Uniform State

Laws.

Secs. 1and 2. Correct a cross-reference to a statute repealed in this bill.

Sec. 3. Adds a new article —the Uniform Prudent Investor Act.
Sec. 13.36.200. Requires a trustee to comply with the prudent investor rule and
permits the rule to be expanded, restricted, eliminated, or altered by the provisions ofa trust.
Sec. 13.36.205. Requires a trustee to manage assets by considering thepurposes,
terms, distribution requirements, and other circumstances of the trust. Lists specific
circumstances that a trustee must consider. Requires a trustee to make a reasonable effort
to verify facts relevant to management of trust assets. A trustee with special skills has a duty

to use those skills.
Sec. 13.36.210. Requires diversification of investments, unless the purposes of the

trust arc better served without diversifying.
Sec. 13.36.215. Requires a trustee to review a trust and make decisions regarding

assets within a reasonable time after accepting a trusteeship or receiving the assets.

Sec. 13.36.220. Requires a trustee to manage assets solely in the interest of the
beneficiaries.

Sec. 13.36.225. Requires a trustee to act impartially if a trust has two or more

beneficiaries.
See. 13.36.230. A trustee may only incur costs that are reasonable in managing a

trust.
Sec. 13.36.235. Compliance with the prudent investor rule is determined in light of

the facts existing at the time of the .. dice's decision or action.
Sec. 13.36.240. A trustee may delegate investment and management functions, but

the trustee must exercise care, skill and caution in selecting an agent, establishing the terms
of the delegation, and reviewing the agent's actions.

SECTIONAL ANALYSIS



Representative Joe Ryan
February 9, 199S
Page 2

Sec. 13.36.260. Certain general phrases that may appear ir a trust invoke the

standards of this article.
Sec. 13.36.265. The new article applies to trusts existing on and createdafter the

effective date of those sections, but, as applied to existing trusts, the article governsonly

decisions or actions that occur after the effective date.
Sec. 13.36.270. The new article is to construed to make uniform the law among the

states that adopt a Uniform Prudent Investor Act.
Sec. 13.36.275. The short title is the Uniform Prudent Investor Act.
Sec. 4. The existing statute dealing with atrustee's standard of care is repealed.

Sec. 5. Immediate effective date.

TBC:glc
9S-070.glc
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SPONSOR STATEMENT for
House Bill 321

The Uniform Prudent Investor Act reverses common law rules that restrict
the investment powers of trustees. The new act requires a trustee to invest as
a prudent investor would, using reasonable care, skill and caution in light of
the objectives and risk tolerance of the individual trust. Diversification of
assets is an obligation. Trustees can delegate investment responsibilities to
experts. Within the scope of these powers and duties, trustees can choose to
invest in any kind of asset that meets the objective of the specific trust.

W hat are the specific advantages of the Uniform Prudent Investor Act?

1 Trusts are likely to achieve a better return for beneficiaries than is the
case under the common law rules.

2. Trustees can protect the trust corpus better through diversification of
assets than, is the case under the common law rules

3. Trustees can invest to counter the effects of inflation, something that
the common rules do not allow.

4. A trustee no longer is forced to relay upon his or her own knowledge
and expertise, but can acquire investment services to enhance his or
her own knowledge and skill.

5. Trustees can take into account the changing character and kinds of
assets available for investment, free from archaic restrictions.
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Trustees are judged on overall performance of the assets in a trust,
rather than on the performance of specific assets.

The specific needs of each trust can be taken into account in devising
investment strategy, rather than be subordinate to generic investment
rules treating all trusts as the same.

The Act will provide uniformity of law, necessary in an interstate
investment enviroment.
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SUBJECT: Sectional Summary (HB 321)
TO: Representative Joe Ryan
FROM: Tamara Brandt Cook
Director /

Here is the sectional summary you requested for a bill dealing with trusts based on the
Uniform Prudent Investor Act ofthe National Conference of Commissions on Uniform State

Laws.
Secs. 1and 2. Correct across-reference to a statute repealed in this bill.

Sec. 3. Adds a new article — the Uniform Prudent Investor Act.

Sec. 13.36.200. Requires a trustee to comply with the prudent investor rule and
permits the rule to be expanded, restricted, eliminated, or altered by the provisions of a trust.

Sec. 13.36.205. Requires a trustee to manage assets by considering thepurposes,
terms, distribution requirements, and other circumstances of the trust. Lists specific
circumstances that a trustee must consider. Requires a trustee to make a reasonable effort
to verify facts relevant to management of trust assets. A trustee with special skills has a duty
lo use those skills.

Sec. 13.36.210. Requires diversification of investments, unless the purposes of the
trust are belter served without diversifying.

Sec. 13.36.215. Requires a trustee to review a trust and make decisions regarding
assets within areasonable time after accepting a trusteeship or receiving the assets.

Sec. 13.36.220. Requires a trustee to manage assets solely in the interest of the
beneficiaries.

Sec. 13.36.225. Requires a trustee to act impartially if a trust has two or more

beneficiaries.
Sec. 13.36.230. A trustee may only incur costs that are reasonable in managing a

trust.
Sec. 13.36.235. Compliance with the prudent investor rule is determined in light of

the facts existing at the time o f the trustee’s decision or action.

Sec. 13.36.240. A trustee may delegate investment and management functions, but
the tmstee must exercise care, skill and caution in selecting an agent, establishing the terms
of the delegation, and reviewing the agent's actions.

SECTIONAL ANALYSIS
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TO: Representative Joe Ryan
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Here is the sectional summary you requested for a bill dealing with trusts based on the
Uniform Prudent Investor Act o fthe National Conference of Commissions on Uniform State

Laws.

Secs. 1 and 2. Correct across-reference to a statute repealed in this bill.

Sec. 3. Adds a new article — the Uniform Prudent Investor Act.
Sec. 13.36.200. Requires a trustee to comply with the prudent investor rule and
permits the rule to be expanded, restricted, eliminated, or altered by the provisions of a trust.
Sec. 13.36.205. Requires a trustee to manage assets by considering thepurposes,
terms, distribution requirements, and other circumstances of the trust. Lists specific
circumstances that a trustee must consider. Requires a trustee to make a reasonable effort
to verify facts relevant to management of trust assets. A trustee with special skills has a duty

to use those skills.
Sec. 13.36.210. Requires diversification of investments, unless the purposes of the

trust arc better served without diversifying.

Sec. 13.36.215. Requires a trustee to review a trust and make decisions regarding
assets within areasonable time after accepting a trusteeship or receiving the assets.

Sec. 13.36.220. Requires a trustee to manage assets solely in the interest of the

beneficiaries.
Sec. 13.36.225. Requires a trustee to act impartially if a trust has two or more

beneficiaries.
Sec. 13.36.230. A trustee may only incur costs that are reasonable in managing a

trust.
Sec. 13.36.235. Compliance with the prudent investor rule is determined in light of

the facts existing at the time of the ‘rustee's decision or action.
Sec. 13.36.240. A trustee may delegate investment and management functions, but
the trustee must exercise care, skill and caution in selecting an agent, establishing the terms

of the delegation, and reviewing the agent's actions.

SECTIONAL ANALYSIS
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Sec. 13.36.260. Certain general phrases that may appear in a trust invoke the

standards of this article.
Sec. 13.36.265. The new article applies to trusts existing on and created after the

effective date of those sections, but, as applied to existing trusts, the article governs only
decisions or actions that occur after the effective date.
Sec. 13.36.270. The new article is to constmed to make uniform the law among the

states that adopt a Uniform Prudent Investor Act.
See. 13.36.275. The short title is the Uniform Prudent Investor Act.
Sec. 4. The existing statute dealing with a trustee's standard of care is repealed.

Sec. 5. Immediate effective date.
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PHONE: (907)465-3600

CHCEO-THEATTCRNEY (A\ERAL \4 FAX:  (907)465-2075

February 12, 1998

The Honorable Joe Ryan
House of Representatives
Alaska State Legislature

State Capitol, Room 420
Juneau, Alaska 99811

Re: HB321: Uniform Prudent Investor Act

Dear Rep. Ryan:

The Department of Law has reviewed HB 321, which proposes enactment of the
Uniform Prudent Investor Act. We find no legal problems. The bill is an important vehicle to
keep our law current on modem portfolio theory and trust management principles.

Sincerely,

BRUCE M. BOTELHO
ATTORNEY GENERAL

By: Deborah E. Behr
Assistant Attorney General

DEB:ng
HALEGIS93UJILLV32I_HB LTK

cc: Pat Pourchot, Legislative Director
Office of the Governor

Chrys.al Smith. Legal Administrator
Dept, of Law

Mary Ellen Beardsley
Assistant Attorney General
Anchorage

Vince Uscra
Assistant Attorney General
Juneau

03.cmn
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January 30, 1998

The Honorable Joe Ryan
House of Representatives
Alaska State Legislature

State Capitol, Room 420
Juneau, Alaska 99811 HAND DELIVERED

Re:  House Bill 321, Uniform Prudent Investor Act

Dear Representative Ryan:

You have asked for my comments on HB 321, which proposes enactment of the

Uniform Prudent Investor Act. It very closely tracks the “official" version promulgated by
the National Conference of Commissioners on Uniform State Laws. |strongly support i,

and urge its passage.

The only significant modifications from the official version are the following:

L sec.Vsamendment of AS 13.16.350(a) merely picks up, with regard to the
standards applicable to the personal representative of an estate, the standards in
the new statutes, for consistency;

2. sec. 2'samendment of AS 13.26.245 does the same thing for the duties of
a conservator;

3. proposed AS 13.36.265(b) (on pa?e 5 of the bill) merely makes the
“application” section specifically applicable to the decisions and actions of personal
representatives and conservators, as dealt with in secs. 1 and 2 of the hill;

4. sec. 4 of the bill repeals AS 13.36.075, the current section that sets out a
trustee's standard of care and performance, again to be consistent with the
amendments made in secs. 1and 2, the substance of existing AS 13.36.075 is set
out and expanded upon in proposed AS 13.36.205 (at pages 2 and 3 of the hill).

PUBLIC COMMENT
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January 30, 1998

This bill was promulgated by the National Conference in 1994, has already been
enacted in 19 states, and is pending in at least seven others. (The latest figures that |
have are dated July 1, 1997. Iwill try to get you an update.)

|will slightly paraphrase a purpose statement from the National Conference: This
Act removes much of the common-law restriction upon the investment authority of
trustees and similar fiduciaries. It allows them to use modern portfolio theory to guide
investment decisions. A fiduciary's performance is measured on the performance of the
whole portfolio, not upon the performance of each single investment This Act allows the
fiduciary to delegate Investment decisions to qualified and supervised ager' . It requires
sophisticated risk-return analysis to guide investment decisions. Thus, this Act expedites
trust mana?ement, while assuring both the person creating the trust and the beneficiary
of a trust of a sound set of standards for that management.

I hope that these comments are helpful to you in getting this bill enacted this year.
You might also want to consider the Uniform Principal and Income Act as a companion
bill, or as part of this one. Let me know if you have any questions: however, this is
another subject on which Commissioner Jerry Kurtz is more well-versed than |.

Yours truly,

Arthur H. Peterson
Uniform Law Commissioner
for Alaska

cc:  Rest of Alaska’s ULC Delegation:
Deborah E. Behr
W. Grant Callow
Tamara Brandt Cook
L.S (Jerry) Kurtz, Jr,
Jay A. Rabinowitz

AHP/ph



Rirska Trust Company
Wealth Management Specialists

February 9, 199S

Representative, Joe Ryan
2011 Farmer Place, #4
Anchorage, Alaska 9950S

Re: The Prudent Investor Act

Dear Joe:

| have been advised that you would like a brief summary of what the new Prudent
Investor act accomplishes. The Prudent Investor Act is designed to replace the antiquated
"Prudent Person Rule”.

The Prudent Investor Act requires that the trustee, or other fiduciaries, incorporate
a modem portfolio theory in to its investment approach. This requires the trustee, or
other fiduciary, to consider all appropriate factors in implementing a portfolio of
investments.

The major points of the new legislation are to clarify, or allow for, the following:

(1) The standard of prudence applies to the trust as a whole instead of individual
investments.

(2) The overall investment strategy should be based upon the risk and reward objectives
suitable for the trust.

(3) The duty to diversify must be part of the investment strategy, unless the trustee
reasonably determines that it ;s in the interest of the beneficiaries not to diversify,
taking in to account the purposes, terms, and provisions of the governing document.

(4) No particular investment is inherently prudent or imprudent.

(5) No special status is given to original investments and the trustee must review them
within areasonable time.

R hs Bl

Phone: 07 270 Z)% 907 258 1449
X.alaska



(6) A corporate trustee, or paid professional advisor acting as trustee, is accountable
under a special investment skills standard.

(7) Delegation of investment authority is permitted but the trustee retains liability for the
investment performance of the delegce.

This new statute is designed to raise the level of the trustees responsibility and
duties to the beneficiaries. The overall investment strategy needs to be designed to enable
the trustee to make appropriate present, and future, distributions to the beneficiaries.

When structuring a portfolio the trustee needs to consider the following:

* The size of the portfolio.

* The expected duration of the trust.

e Liquidity and distribution requirements.

* General economic conditions.

* The effect of inflation-or deflation.

 The tax consequences of investment decisions or strategies, and of distributions of
principal or income to the beneficiaries.

¢ The role that each investment plays within the overall portfolio.

¢ The expected total return of the portfoliofrom bothincome, and appreciation from
capitol.

» The distribution needs of the beneficiaries.

A version of the Prudent Investor Rule has been approved by over (20) states and
it is anticipated that over the next few years, all states will incorporate the Prudent
Investor Rule standards and requirements.

Please Ic' me know if the above explanation is sufficient. 1would be happy to
discuss any further clarification that you may need on this matter.

Sincerely,

President & CEO

DJB/ss



UNIFORM PRUDENT INVESTOR ACT

-A SUMMARY -

Trustees of trusts and like fiduciaries have been subject to rules severely restricting
the types of investment modalities in which they can invest the assets of the trusts that they
administer and manage. Interest-bearing instruments —safe income —of limited kinds (no
junk bonds) are the limit of risk permitted or thought to be permitted under the traditional
rules. Protect the paper value of the principal at all costs is the mandate for trustees. In
addition, a trustee’s performance is rated by the performance of each and every investment,
singly, and not on the performance of the whole of the portfolio. And trustees have been
precluded from obtaining professional investment help.

The result for trusts is modest income production at best without regard for the
erosion of a trust’s assets by inflation. Can it be that these rules miscalculate the real risk
and actually jeopardize the assets of a trust rather than provide for their protection?

The answer is yes. And a remedy is now at hand in the Uniform Prudent Investor
Act (UPIA), promulgated by the Uniform Law Commissioners in 1994. The adoption of this
act by the state legislatures will correct the rules, based on false and damaging premises, that
now govern the actions of trustees.

By no means does UPIA turn trustees into unrestrained speculators. It prorides rules
governing investment that, in fact, result in greater protection fcr the trust’s assets while
providing a prospect of better income. UPIA does not encourage irresponsible, speculative
behavior, but requires careful assessment of investment goals, careful analysis of risk versus
return, and diversification of assets to protect them. It gives the trustee the tools to
accomplish these ends. UPIA requires trustees to become devotees of "modem portfolio
theory” and to invest as a prudent investor would invest “considering the purposes, terms,
distribution requirements, and other circumstances of the trust” using "reasonable care, skill,
and caution."

The trustee has a list of factors which must be considered in making investment
decisions, including "general economic conditions,” "possible effect of inflation or deflation,"
"the expected total return from income and the appreciation of capital,” and "other resources
of the beneficiaries."” The trustee must take tax consequences of investment decisions into
account There is a positive obligation to diversify assets "unle ss the trustee reasonably
determines that, because of special circumstances, the purposes of the trust are better served
without diversifying." The trustee’s obligations arc significant, requiring sophisticated
approaches to investment that really take into account the right risk-to-rctum ratio for the
particular trust.

In addition, a trustee’s performance in UPIA is measured by the performance of all
the assets together. A loss with respect to a single asset docs not mean that the trustee has
violated his or her fiduciary responsibilities. The act takes the truly holistic approach to
investment practices.

BACKGROUND
INFORMATION



Ln return for these obligations, UPIA removes any restrictions upon the types of
investment modalities which may be chosen in a trust’s portfolio. It is quite possible, for
example, to hold positions in high-interest bonds (junk bonds) or mutual funds investing in
such bonds, in a diversified portfolio, if such an investment meets the needs of the particular
trust in light of the risk/return analysis specific to that trust.

One of the boons to trustees of smaller trusts is the ability to invest in mutual funds.
Mutual funds reduce investment risk by diversifying their portfolios. By using mt .ual funds,
a trustee of a trust that does not have a large enough corpus to effectively diversify its assets
can enhance diversification of the trust’s portfolio to limit the trust’s risk of loss.

UPIA also permits the trustee to delegate investment and management functions
"that a prudent trustee of comparable skills could properly delegate under the
circumstances." Careful selection of the agent and careful, periodic review of the agent's
actions are part of the trustee’s responsibility when delegating authority. .An agent has a
responsibility of reasonable care in conducting the delegated business of the trust.

Why is it that the prudent man rule of prior law may, in fact, jeopardize the assets
in a trust? Some of the instruments in which trustees have been able to invest have become
more volatile in price. Treasury bonds, for example, long thought to be safe investments,
now fluctuate considerably in value with the fluctuation of interest rates. The former so-
called safe investment may not be so safe anymore. In contrast, common stocks have shown
consistently better returns over the years than bonds - yet trustees have been prevented
from investing in common stocks. Stocks have been historically safer investments, therefore,
in diversified portfolios than bonds have been. Trusts have been deprived of return at some
greater risk by the antiquated rules that govern investment of their assets.

By far the most insidious damage to trust assets comes from inflation. If trustees
cannot invest in modalities that exceed the rate of inflation in return, the inevitable result
is diminution of the corpus of the trusts they manage. The beneficiaries of trusts so
restricted lose in all ways, both with respect to income and principal.

The UPIA provides rules that can be modified or waived in the trust agreement Any
person who wishes to put property in trust and who wants to provide different standards of
conduct for the trustee is permitted to do so under UPIA

UPIA provides a reasonable approach to the investment of trust assets that better
meets the needs of beneficiaries while preserving trust assets. It should become the law in
every state as soon as possible.

Founded in 1892, the Natior.cl Conference of Commissioners on Uniform Stole Law: is a confederation cf
slate commissioners on uniform laws. Its membership is comprised o f300practicing lawyers, judges, and
law professors who are appointed by each o fthe 50 stales, the District of Columbia, Puerto Rico and ike US.
Virgin Islands to draft uniform and modelstate laws and work toward their enactment



A Few Facts About
THE UNIFORM PRUDENT INVESTOR ACT

PURPOSE.: This act removes much of the common law restriction upon the investment
authority of trustees of trusts and like fiduciaries. It allows such fiduciaries
lo utilize modem portfolio theory to guide investment decisions. A
fiduciary's performance is measured on the performance of the whole
portfolio, not upon the performance of each investment singly. The act
allows the fiduciary to delegate investment decisions to qualified and
supervised agents. It requires sophisticated risk-return analysis to guide
investment decisions.

ORIGIN: Completed by the Uniform Law Commissioners in 1994.

ENDORSED BY: American Bar Association
American Bankers Association

STATE Arizona New Jersey *

ADOPTIONS: Arkansas * New Mexico
California North Dakota
Colorado Oklahoma
Connecticut * Oregon
Idaho * Rhode Island
Maine Utah
Minnesota Washington
Missouri West Virginia
Nebraska

1997 lowa

INTRODUCTIONS: District of Columbia Massachusetts
Hawaii Mississippi
Indiana Vermont

For any further information regarding the Uniform Prudent Investor Act, please contact John
McCabe or Katie Robinson at 312-915-0195.



ORGANIZATION

Tlic National Conference of Commissioners
on Uniform State Laws lias worked for the
uniformity of stale laws since 1892. It is a non-
profit unincorporated association, comprised of
state commissions on uniform laws from each
state, the District of Columbia, the Common-
wealth of Puerto Rico and the U.S. Virgin Is-
lands. Each jurisdiction determines the method
of appointment and the number of commis-
sioners actually appointed. Most jurisdictions
provide for their commission by statute.

There is only one fundamental requirement
for the more than 300 uniform law commis-
sioners: that they be members of the bar in the
jurisdiction they represent. While some commis-
sioners serve as state legislators, most arc prac-
titioners, judges and law professors. They serve
for specific terms, and receive no salaries or fees
for their work with the Conference.

The stale uniform law commissions come
together asthe National Conference for one pur-
pose — to study and review the law of (he slates
to determine which areas of law should be
uniform. The commissioners promote the prin-
ciple of uniformity by drafting and proposing
specific statutes in areas of Ihe law where unifor-
mity between the states is desirable. |l must be
emphasized that the Conference can only
propose — no uniform law is effective until a
state legislature adopts it.

The Conference is a working organization.

The uniform law commissioners participate in
drafting specific ucts; they discuss, consider and
amend drafts of other commissioners; they
decide whether lo recommend an acl as a
uniform or a model act; and they work toward
enactment of Conference acts in their home

jurisdictions.

HISTORY

The uniform law movement began in the lat-
ter half of the 19th century. The Alabama State
FJar Association recognized as early as 1881 the
legal tangles created by wide variations in state
laws. But it was not until 1889 that the American
Bar Association decided, at its 12lh Annual
Meeting, lo work for "uniformity of the laws" in
the then 44 states.

Within a year, the New York Legislature
authorized the governor to appoint three com-
missioners to explore the best way to effect
uniformity of law between increasingly inter-
dependent stales. The ABA endorsed New
York’saction. The result was the first meeting of
the Conference o fSlate Boards of Commissioners
on Promoting UniformityofLaw in the U.S.

Seven states sent commissioners to that first
meeting of the Conference in Saratoga Springs,
New York in 1892. By 1912, every stale had ap-
pointed uniform law commissioners. The U.S.
Virgin Islands is the last jurisdiction to join, ap-
pointing its first commission in 1988.

Since its organization, the Conference has
drafted more than 200 uniform laws on

numerous subjects and in various fields of law,
setting patterns for uniformity across the nation.
Uniform acts include the Uniform Probate
Code, the Uniform Child Custody Jurisdiction
Act, the Uniform Partnership Act, the Uniform
Anatomical Gift Act and the Uniform Limited
Partnership Act.

Most significant was the 1940 Conference
decision to attack major commercial problems
with comprehensive legal solutions - a decision
lhat set in motion the project to produce the
Uniform Commercial Code. The Code took ten
years lo complete and another 14 years before il
was enacted across the country. It remains the
signature product of the Conference.

Today the Conference is recognized
primarily for its work in commercial law, family
law, probate and estates, law of business or-
ganizations, health law, and conflicts of law. It

rarely drafts law that is regulatory in character.

FINANCIAL SUPPORT

The major portion of financial support for
the Conference comes from state appropria-
tions. Expenses arc apportioned among the
states by means of an assessment based on
population.

The Conference gets maximum results from
minimum budgets because its major asset, draft-
ing expertise, is donated. The only compensa-
tion for commissioners is the satisfaction derived
from solving important legal problems. Commis-

sioners devote hundreds and even thousands of



hours — amounting in some eases lo millions
ofdollarsworth oflime — to ihe development
of uniform and model acts. No stale could af-
ford (he bills for the legal expertise (hat is
donated to the drafting of uniform stale laws,

PROCEDURES

Each uniform law is years in the making.
The process starts with the Scope and
Program Committee, which initiates the
agenda of the Conference. It investigates
each proposed act, and then reports lo the
Executive Committee whether a subject is
one in which it is desirable and feasible lo
draft auniform law. If the Executive Commit-
tee approves a recommendation, a drafting
committee of commissioners is appointed.
Drafting committees meet throughout the
year. Tentative drafts arc not submitted to
the entire Conference until they have
received extensive committee consideration.

Draft acts arc then submitted for initial
debate of the entire Conference at an annual
meeting. Each act must be considered sec-
tion by section, at no less than two annual
meetings by all commissioners silting as a
Committee of the Whole. With hundreds of
trained eyes probing every concept and word,
it is arare draft that leaves an annual meeting
in the same form it was initially presented.

Once the Committee of (lie Whole ap-
proves an act, its final test is a vote by states

one vote per stale. A majority of the

X A"stales present, and no less than 20

stales, must approve an act before it can be offi-
cially adopted as a Uniform or Model Acl.

At that point, a Uniform or Model Acl is of-
ficially promulgated for consideration by the
stales. Legislatures arc urged to adopt Uniform
Acts exactly as written, to "promote uniformity in
law among the several states.” Model Acts arc
designed to serve as guideline legislation, which
slates can borrow from or adapt lo suit their in-
dividual needs and conditions.

When drafting is completed on an act, a
commissioner’'s work has only begun. They ad-
vocate the adoption of uniform and model acts in
their home states. Normal resistance lo anything
"new" makes this the hardest pari of a
commissioner’'sjob. Util the result can be work-
able modern stale law that helps keep the federal
system alive.

The work of the Conference simplifies the
legal life ofbusinesscs and individuals by provid-
ing rules and procedures that arc consistent from
stale to state. Representing both stale govern-
ment and the legal profession, il isagenuine con-
federation of stale interests. It has sought to
bring uniformity lo the divergent legal traditions
of more than 50 sovereign jurisdictions, and has

done so with significant success.



FISCAL NOTE

STATE OF ALASKA

1998 LEGISLATIVE SESSION

Revision Dale:

Title:

Sponsor:

Requestor:

Uniform Prudent Investor Acl

Rep Ryan

House Labor and Commerce

Expenditures. Ravenues

OPERATING EXPENDITURES

FY 99

PERSONAL SERVICES

TRAVEL

CONTRACTUAL

SUPPLIES
EQUIPMENT

LAND & STRUCTURES
GRANTS. CLAIMS
MISCELLANEOUS
TOTAL OPERATING

CAPITAL EXPENDITURES

CHANGE IN REVENUES

FUND SOURCE

1002
1003
1004
1CC5
10C6
-0 fer
(TOTAL

GF Me-ta:

0.0

0.0

FY CO

0.0

0.0

Department:
BRU:

Component:

BILL NO. HB321 (H) L&C
Commerce and Economic Development
Banking. Secunties and Corporations

3arkmqg Secunties and Corporations

COMPONENT SERIAL NO.

(Thcusards ol Dollars)

FY 01

Federal Receipls
GF Match
General Fund

GF Program Receipls

Health

Estimate of any current year (FY 98) cost: S

POSIrTIONS
FULL-TIME
PART-TIME
TEMPORARY

ANALYSIS:

Prepared by:

Division:

Approved by Commissioner

Agency:

(Attach a separate page if necessary)

willis F. Kirkpatnck. D

o

o.C

I 1 TE]
r e C t

Banking. Securities and Corporalions

Oeborah 3. Sedwck /-J.

i/.

Commerce and Ecc/iomic Development

00

00

FYO02 FYy 03 FY 04

0.0 0.0 0.0

0.0 0.0 0.0

(Thousands of Dollars)

465-2521

Dale: Z .-ULXL

Date: j <?-5/~

PREPARER TO PROVIDE ALL DISTRIBUTION COPIES TO GOVERNOR S LEGISLATIVE OFFICE
-crfurther ais:rcut:on .rrorration, caitne Governors Legislative Office

FISCAL NOTE(S)

Pago 1 of 1



STATE OF ALASKA
1998 LEGISLATIVE SESSION

Revision Date:

TitJe: Uniform Prudent Investor Ac
Sponsor: Rep Pyan
Requestor: House Labor and Commerce

Expenditures Revenues
OPERATING EXPENDITURES
PERSONAL SERVICES
TRAVEL
CONTRACTUAL
SUPPLIES
EQUIPMENT

LAND 4 STRUCTURES
GRANTS. CLAIMS
MISCELLANEOUS
TOTAL OPERATING

CAPITAL EXPENDITURES
CHANGE IN REVENUES

FUND SOURCE
1002
1003
1004
1305
10C5
Q—or

TOTAL

Federal Receipts

G F Match

General Fund

GF Program Receipts

Gr Me-ta: Health

Estimate of any current year (FY 98) cost: S

posrriONS
-ULL-TIME
PART-TIME
TEMPORARY

ANALYSIS:

Prepared by:
D /tsion:

Banking. Secunties and Corporations

FISCAL NOTE

BILL NO. HB321 (H) L&C

Department: Commerce and Economic Development

BRU:

Component:

Banking. Secunties and Corporations

Banking Secunties and Corporations

COMPONENT SERIAL NO.

'Thousands of Dollars)

FY 99 FY CO FYOt

0.0 0.0

0.0 0.0

00

00

FYO02 FY 03 FY 34

0.0 0.0

0.0 0.0

(Thousands of Dollars)

(Attach a separate cage if necessary)

Willis F. Kirkpatrck. Direcio*//J/fe * '

Approved by Commissioner. Deborah B Sedwek Ao N

Agency:

-Cr funney

Commerce and Eccr&mic Development

PREPARER TO PROVID%,ALL DISTRIBUTION COPII‘FES TO GOVERNOR S,LE

ISrcuton nromration. ca.

(Governors

FISCAL NOTE(S)

03

465-2521
‘9 A~

Phone:
Date:_7

Daterj .5-

LATIVE OFFICE

Legislative Office

Page 1ol 1

0.0

0.0



Uniform Prudent Investor Act

Investment Legislation
Governing Trusts and Foundations
As of Noventer, 1997

Hdudary Trst Company Inlemalional

BACKGROUND
INFORMATION



Investment Legislation Governing
Trusts and Foundations (by Slate)
As of November, 1997

A model Uniform Prudent Investor Act
(“UPIA”)was promulgated by the National
Conference of Commissioners on Uniform State
Laws in 1994 and recommended for enactment by
the stales. The L’PIA allows trustees and similar
fiduciaries to employ modern portfolio theory to
guide investment decisions, jnd evaluates a
fiduciary’s conduct based on a strategy for the total
portfolio, rather than on the selection ofindividual
assets. In addition, the UPIA makes the following
alterations in the former criteria for fiduciary
investment: (A) the tradeoffbetween risk and return
is identified as the fiduciary’s central investment
consideration; (B ) categoric restrictions on opes of
investments have been abrogated; (C) the concept
that fiduciaries should diversify portfolio invest-
ments has been integrated into the definition of
prudence; (D) the much criticized rule of trust law
forbidding the trustee to delegate investment and
management functions has been reversed (some
jurisdictions impose notice requirements not
mandated by the UPIAi; and iE) the trustee may
be relieved from liability for acts of the agent, if
certain requirements are met.

It should be noted that charitable foundations
and private trusts are subject to similar investment
rules. The UPIA is applicable to foundations
organized in trust form. Charitable corporations,
on the other hand, are governed in many jurisdic-
tions by the Uniform Management of Institutional
Funds Act I“I'MIFA"i. The far right column

of the chart indicates whether a state has adopted

UMIFA.

The chart at Ihe right shows the states Ihat hove
adopted the UPIA, or substantial portions thereof, as
of this publication. Additionally, many other states
ore identified that now require a total portfolio
approoch to investment management, but which do
not otherwise have provisions resembling the UPIA.
If a state has no total portfolio statute, the chart
makes no representation regarding whether that
state's laws contain any other provision resembling

the UPIA.
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Dist. of Columbia
Florida
Georgia
Hawaii

Idaho

Illinois
Indiana

lowa

Kansas
Kentucky
Louisiana
Maine
Maryland
Massachusetts
Michigan
Minnesota
Mississippi
Missouri
Montana
Nebraska
Nevada

New Hampshire
New lerst.
New Mow.ii
New York
North Carolina
North Dakota
Ohio
Oklahoma
Oregon
Pcnnsyh ama
Rhode Island
South Carolina
South Dakota
Tennessee
lesas

Utah
Vermont
Virginia
Washington
West Virginia
Wisconsin
Wyoming

7/20/96
3/31/97
1/1/96
711/95
6/2/97

10/1/93

4114197

711197
1/1/92

711/93

1/1/97
10/1/94

1/1/97

8/28/96

412197

317197
711/95
1/1/95

8/1/97

11/1/95

9/9/95

8/6/96

711195

7/1/95

4/6/92

7123795

711196

5/16/89

713/86
2/1/95

1/1/98

4/22/cl

7/15/96

t0/1/89

4/17/89

6/5/90

7/1.89
6/16/91

s0

j Ala Code 8% .

| Anz. Res Sta:
Act 940 ot IV
Cal Prob. Coe
Colo. Res Sta’
Public Act N"
Del Code Ar
D.C. Super <:
Fla. Stat. Ann
Ga. Code Anr
30 Hawaii Re
Idaho Code J
760 IIl. Comp

lowa Code Ar
Kan. Stat. Ar:
Kent. Res St.

Me. Rev. Sta:
Md. Est. 8 7-

Minn. Stat A

j Mu. Ann S:z
Mont. Co.:.c
Legislative lo
Nev. Res Sta-

N.l. Stat Ar
N.M. Stat »
N V. Est, r

N.D. Cent i

Okla. Stat
Or. Res s;a:

R.I. Stat. jj*
St. Code A
S.D Codiric
Tcnn. Cod,
Tc\. Prop s
Utah Code

Va. Code A
Wash. Res i
W Va 11k

|4l

10
),



20.2 jnd 19-3-322
§§ 14-7601 to 14-7611

160-45 to 16054
n §§ 151.1-101 to 15 1.1-115
140
1°,83302
h. R, 5(a)
18.11 and 518.112
'I-S-2 .
-.unites 554C
10
\nn. 8§ 5/5 and 5/5.1

-53.123
:S-1202 and 17-5004
“ 277—applies only to corporate fiduciaries

nt. 18-A.§ 7-302
*dcann. § 15-114

'01B.151 and 501B.152

*6 900 to 456.913
“2-34-114

t 050

20-11.1 to 315:20-11 12
0-7-601 to 45-7-612
Trusts Law § 11-2.3

>.02 08.1 to 59-02-08 11

("5.60 to 175.72
194 to 128.218

18 15-13
. *-302
\nn. 8§ 55-5-6 to 55-5-16
75117
§ 113.056
4-7-302

45 1
* § 11.100.010 et seq.

1to 44-6C-15

No

Yes
Yes
Yes
Yes
Yes
No
Yes
Yes

Yes
Yes
Yes

No
Yes
Yes

Yes
Yes

Yes

Yes
No
Yes
No

Yes
Yes
Yes

Yes

Yes
Yes

Yes
No
Yes
No
No
Yes

No
No
Yes

* **

% S"

No

Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes

No
Yes
No

Yes
Yes

Yes

Yes
Yes
Yes
Yes

Yes
Yes
Yes

Yes

Yes
Yes

Ycs
Yes
Yes
Yes
Yes
Yes

Yes
Yes
Yes

AV
V'/\

l.VI*I

No

Yes
Yes
Yes
Yes
Yes
No
No
Yes
No
Yes
Yes
Yes

No
Yes
Yes

Yes
Yes

Yes

Yes
No
Yes
No

Yes
Yes
Yes

Yes

Yes
Yes

Yes
No
Yes
No
No
Yes

Yes
Yes
Ycs

<r>-
IV * N

Yes

Yes
Yes
Yes
Yes
Yes
No
No
Yes
No
Yes
Yes
Yes

No
Yes
Yes

Yes
Yes

Yes

Yes
No
Yes
No

Yes
Yes
Yes

Yes

Yes
Yes

Yes
No
Yes
No
No
Yes

No
No
Yes

\

*_

No

Yes
Yes
Yes
Yes
Yes
No
No
Yes
No
Yes
Yes
Yes

No
Yes
No

Yes
No

Yes

Yes
Yes
Yes
No

Yes
Yes
No

Ycs

Ycs
Yes

Yes
No
No
No
No

No
No
Yes

*—

<N

04>

< jFrt
\

No

No
No
No
No
No
No
No
Yes
No
No
No
Yes

No
Yes
No

No
No

No

No
No
No
No

Yes
No

No

No
No

No
No
No
No
No
No

No
No
No

Yes
No
No

Yes
Yet
Yet
Yes
Yes
Yes
Yet
Yes
Yet
Yes
Yet
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
No

Yes
Yes
Yes
No

Yes
Yes
No

Yes
Yes
Yes
Yes
Yes
Yes
No

Yes
Yes

Yes
Yes
No

Yes
Yes
Yes
Yes
Yes
Yes

W4

S'e

0



Fiduciary Trust Company International
Two World Trade Center

New York, New York 10048-0772
Telephone: 212-466-4100

Fax: 212-524-5011

Fiduciary Trust International of California
444 South Flower Street

Suite 3010

Los Angeles, California 90071-2961
Telephone: 213-4S9-7400

Fax: 2 13-459-2078

Fiduciary International, Inc.
1717 Pennsylvania Avenue, NW
Suite 630

Washington, DC 20006
Telephone: 202-393-7900

Fax: 202-393-7906

Fiduciary Trust International of the South
International Place

100 S.F.. Second Street

Suite 2300

Miami, Florida 33131

Telephone: 305-372-1260

Fax: 305-372-0654

Fuluturi Tiuet <ompim Infomdtuwl i v "l
srujdlv uvv1 for cctk referenoe onls and shoud i t Telied
tmfhl *?cop gmtgetglsﬁuﬂ"{erhdhjwfﬁe Tt
omiuns: Inunutmnjl is undct no atsligtion to uxdjie
information 00Nt reJ k P

Il vr



March 1996 Volume 81/No. 3

The Uniform Prudent Investor Act and the
Future of Trust Investing

John H. Lengbrin

REPRINTED FROM THE

March 1996 Vol. BI/N'o. 3

Copijrijhl 1996 by tht Untnniiy oUowi (Jo~a Liv Rrvic»)



The Uniform Prudent Investor Act and

the Future of Trust Investing

John H. LengbeTT?

In recent years, American law has undergone a fundamental revision
of the rules that govern how trustees invest. In 1987 the American Law
Institute (ALI) began working on a partial revision of the Restatement of
Trusts devoted exclusively to modifying trust-investment law. The ALI
approved the new Restatement at its annual meeting in 1990 and released
the final text in 1992.1 Working from a preliminary text of the new
Restatement, Illinois enacted legislation in 1991 embodying the key
Restatement principles.’

In 1991 the Uniform Law Commission* began a three-year drafting
project to codify the revised Restatement principles as d uniform law,
which became the Uniform Prudent Investor Aci The Uniform Law
Commission promulgated the final text of the Act in 1994.* The American
Bar Association approved the Act at its February 1995 midyear meeting.*
Already in 1995 seven states enacted the Uniform Prudent Investor A*c

e Chancellor Kent Professor of Law and Legal History, Yale University. This ankle
expands upon the Turin'ea Lecture presented at the University of Jowi, November 2, 1995.
Some themes of this article were sketched earlier In presentations to the 1995 annual me-ting
of the American College of Trust and Estate Counsel, Scottsdale, Ariiona, March 9-10,
Although 1served as the reponer for the Uniform Prudent Investor Act, | must emphasize
that the views advanced in this article are mine and do not necessarily represent the views of
the Uniform Law Commission. Suggestions from Edward C Halbarh, Jr., and Roger Ibbotson.
are gratefully acknowledged.

1. Restatement {Third) of Trusts: Prudent Investor Rule (1992). Professor Edward C
Halbarh. Jr., of the University of California at Berkeley served as the reporter and principal
drafter. He has discussed the-project in Edward C Halbach, Jr., Trust Investment Law in the
Third Restatement, 77 lowa L. Rev. 1151 (1992), substantially repubiiihed as Edward C.
Halbach, Jr., Trust Investment Law in the Third Restatement, 27 Real Prctx, Profa. k Tr.J.
407 (1992); and Edward Q_Halbach, Jr., Redefining the "Prudent Investor Rule* for Trustees,
129 Tr. L Est. 4 pee. 1990).

2. 760 ILCS 885/5 (prudent Investing), 5/5.1 (delegation) (1992). The principal
draftci has described the Illinois act in Lyman W. Welch, How the Prudent Investor Rule May
Affect Trustees, 1JO Tr. L Est. 15 (Dec 1991), substantially repubiiihed as Lyman W. Welch,
Action is Needed In Response to Changes In Fiduciary Investment Duty, 18 AICTEC Note 81
(1992).

5. The Commission's proper name Is National Conference of Commissioners
Uniform Sate Laws (NCCUSL).

4. Unit Prudent Investor Act (1994), 7B U.LA. 16 (Supp. 1995) [hereinafter UPIA).

5. Uniform acts arc routinely submitted to the American Bar Association (ABA) for
approval. The relevant ABA sections customarily appoint advisors f the Uniform Law

Commission’s drafting committees. The ABA advisor for the Uniform Prudent Investor Act
vis Joseph Karuganer.
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California,* Colorado,” New Mexico,” Oklahoma," Oregon,” Uiali,"
and Washington.” The Uniform ACt Is expecled lo lie widely enacted In
Ihe yean lo come. In advance of Ihe Uniform Acl, several ilalei enacted
legislation patterned on the 1992 Reilalemenl or on the Illinol* acl.
Including Kansas," Florida,” Maryland,” New York," South Dakota,"
and Virginia." We thin have a jubilandal core of ilalei, Including loine
of the moil populoui, Ihat have already enacted the Uniform Act Or
loinething like 11 I ihould also emphasis/: that die Reilalemenl and the
Uniform Act did not Invent the refonni dial diey embody, and dial icveral
stales, for example, lowa" and Ceorgla,” revised lhelr suiutcs In
advance of the two nadonal law reform projecu to Incorporate some of die
principles diat now appear In Ihe Restatement and In the Uniform Act.
The Uniform Prudent Investor Acl Implements a llghdy Interconnect-
ed set of refonni. These adjustments to the legal regime were driven hy
profound clianges that have occurred across the past generation In our
understanding of die Investment function. Tills new learning ahniil lhe
Investment process Is called the theory of eflicleril markets, or more
hroadly, Modern Portfolio Theory (MPT)." Four Nohel prlres In
economics have dins far heen awarded for the academic work dial
hlendfled and verified the theory of efficient markets,” and more will
come. As | cover the main features of the Uniform Prudent Investor Acl, |
have die occasion to point out places In which the Influence of MPT Is
much lu evidence. | have tried, however, to avoid the forInddingjargon of
Lawyers and courts can understand the

Ihe efficient market literature.
capital asset pricing

essential findings of MPT without mastering Irelai,
models, correladon coefficients, and the like.
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TRUST INVESTING az

Tills Article Is meant to serve as a guide lo the Uniform rnulent
Investor Acl | point lo the main reforms and explain what motivated
them. | also attempt a look Into (he future, offering some prediction!
ahout how iriiit-Invesunent practice Is likely lo change as the principle!
embodied In lhe Reiialeinent and die Uniform Act take efiTecL Among die
change! foreieen are greater use of equities; of pooled Investment vehicles,
such ai mutual funds; and of reladvcly unconvendonal Investments, iiich as
foreign securities and derivatives. | alio speak of die tendency to break up
trusteeship and allocate lu ftmcdons among spedallied service providers. 1
suggest dial, even diough die Uniform Prudent Investor Act Is debull law
that the settlor of the trust can alter or oust, die Act Is likely to limit die
settlor's power to Impose manlfesdy uneconomic Investment restsicdons. |
also explain why die new uust-Invesiment law Is likely to have unsettling
cffecu upon the seemingly quite distinct sulject of princlpal-and-Income
law, that is, upon die rules that govern lhe allocations that trustees are
commonly obliged to make between current and future beneficiaries of die

trust.

I. Older Standards of prudent Investing

Before cantoning die Uniform Act, | want to cast a brief backward
glance at lhe Imil-Inveiiment law (hat descended Into the 1980s—die law
that the ALI and the Uniform Law Commission determined lo reform.
Dear In mind Ihat the rules of trust Investment law (lint we are discussing

are default rules, rules lhat the senior can alter hy apt language lu die

inui Instrument.
English law got off lo a had start on (rust Investing. In 1719

Parliament authorised (niilees to Invest In shares of die Soudi Sea
Company. A number of them did, anil when die South Sea 'Hubble* hunt
ihe next year, share prices declined hy 90 percent. The Chancellors look
fright and developed a restricted Hit of presumptively proper trust
Investments, Initially government bonds, taler well secured first mortgages.
Lord St. Leonard's Act In 1859 added Hast India stock, and across die
decades, some dribbles of legislation approved various odier Issues. Only In
1001 was ihe English statute amended to allow trustees to Invest In equities
more generally, and even then die Investment was subject to a celling of
half Use trust fund." That legislation remains In force, aldiough an
official revision commission has begun to deliberate on reforming IL
Some American Jurisdictions had a similar history In the nlnetecndi
and early twentieth centuries, developing so-called legal Hsu" of courU
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approved or legblatlvely-approved Inveslinenis, wildcli were Initially
restricted to government liontli anil Ant mortgages, Iml grudgingly
expanded In tome stale* lo Include selected corporate Issiiea.

The path of the Allure In American law led away from legal lists,
however, and wat forged In Maua.huielU, In 18.10, In the celebrated cate
of Jlaivar] Collet v. Amoy,” Ihe Supreme Judicial Court adopted what

came to he known as the prudent man rule.
Tnnieei, said lhe Mauachuieiit court, should "otucrvo how men of

prudence .., manage their own afflrirs, not In regard to speculation, Imt
In regard lo die permanent dlipoildon of Uielr fundi, considering the
probable Income, as well as the proliable safety of the capital to he
Invested.™ The Massachusetts rule represented a great advance" by
abandoning die attempt to specify approved types of Investment. ITutlence
Isanother wortl i r reasonableness, and lhe prudent man rule echoed the
contemporaneouily developed reasonable man rule In Ihe law of
negligence, 'rise standard of prudent Investing was Ihe standard of Industry
practice—what other trustees similarly situated were doing. Investment
practice under the prudent man rule Jed rapidly tojudicial approval of the
use of corporate securities, bad) equities and bonds, In trust accounts. lly
the 1910s many American stales had adopted by statute a vctalon of the
Massachusetts rule lhat the American Hankers Association promoted on
behalf of corporate fiduciaries." flic Uniform I'ruileni Investor Act Is
designed to replace lhat acl.

The prudent man ride at applied hy the courts came lu he encrusted
with a strong emphasis on avoiding so-called ‘speculation,* whatever that
meant.” (Kecall the language from Hmuard ColUtt v. Amoiy, cautioning
the trustee to Invest ‘mil in regard to speculation' and lo treat ‘die
probable safely of Ihe capital* as central.)** As late as Ihe 1959
Kesiatement we And the assertion that ‘die purchase of shares of stock on
margin or purchase of bonds selling at a great discount because of
uncertainty whether diey will lie paid on maturity” Is speculative anil
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Imprudent.” In some Jurisdictions Investing In Junior mortgages, no
matter how well secured, was per sc Impniilent. TlIsc view crystallised
that an Investment In a ‘new and untried enterprise*" was Inherently
speculative and Imprudent. LudicrousJudicial applications of die notion of
speculation continued In someJurisdictions Into recent limes,"

Trustees In the Ant half of lhe twentledi century, preoccupied wldi
avoiding speculation and preserving capital, were Inclined lo emphasise
long-term government and corporate bonds as dm characteristic i/ust
Investment. Experience with Inflation after World War Il taught Ihat bonds
placed significant InAadon risk on die bondholder. Investments In debt
could therefore experience declines In real value as severe as In equldes.
We now know that. In InAadon-aijlusied terms, die long-term real rale of
return on equldes has greatly exceeded bonds. The SlnqueAeld/Ibbouon
studies estimate the biAailon-actJuaicd rale of return on stocks since the
1920s at about 9 percent per year, as compared lo about 9 percent for
bonds." Fiduciaries have adapted lo Ibis knowledge, and through the
second half of the century, have tended to Increase dte propordon of
equity In trust accounts, al least In those trust accounts Ihat can bear die

greater volatility of equldes,

Il. Til* Uniform TRimmr Inwujtor act

| turn now to die Uniform Prudent Investor Act, with a view to
Identifying and explaining lu main refornu. As the title of the Acl makes
dear, the legislation retains the prudence iiantlurd." As did die 1092
Keslaieinent, die Act ukes die opportunity to unisex the prudent man,
who has now become the prudent Investor. The Act dlreeu the trustee to
Invest ‘as a prudent Investor would ... .*"

lu giving content to the prudence label, die Act makes three great
changes in the law. All three were presaged In die 1992 Restatement. First,
lhe Act ardculates a greatly augmented duty lo dlvtnliy tru.: Invest-
menu.” Next, In place of die old preoccupation with avoiding
jpeeitlailon, the Act auhstllulea a requirement of sensitivity lo die risk
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tolerance of (lie particular trust, directing llic trustee lo Invcil Tor "risk anil
reiurri objectives reasonably lulled lo die trust.*" Finally, (lie Acl reverie<
die much crilldied nondelegatlon rule of Former law anil actually
encourages ihiileei lo delegate Inveilmenl responsibilities lo profession-

als.w
1 A. Divmification

A duly 10diversify (nut Investments has been recognized In American
trust law for about a century." In recent decades lhe Importance of
diversification has been Increasingly emphasized among Investment
professionals,, and accordingly, die trustee™ duly lo diversify has become
more acute—for example, In ERISA, the 1974 federal pension leglsladon, a
fiduciary must diversify the Inveslinenis of participant* and henelldsrlei lo
minimize risk of loss unless doing so Is dearly Imprudent.” The 1992
revision of die Restatement of Trust* Integrated lhe duty to diversify Into
ihe veiy definition of prudent Invesdng."”

The Uniform Frudent Investor Act demands that the ‘trustee Shall
diversify the Investments of the trust unless Ihe trustee reasonably
determines that, because ofipedal circumstances, the purposes of the trust
are heller served without diversifying,*" The official Comment to Ihe Act
identifies two situations In which resisting diversification might he

appropriate: first, when Ihe tax cost of selling low-basls securities would

outweigh the gain from diversification; and second, when the settlor

mandates that the trust retain a family business. When, however, lhe trust
Investor starts with cash in hand, falling to dlvers'fy Is Incxctiscahle.

The emphasis on diversification also undeiiles another prominent
feature of lhe Uniform Act, the portfolio standard nr care In section 2(h),
which reads: 'A trustee's investment and management decisions respecting
Individual assets must he evaluated not In isolation hut in the context of

).
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the trust portfolio as a whole....*" The official Comotenl says: "An
Investment that might he Imprudent standing alone can become pnnlent If
undertaken lu sensible reladon lo oilier trust assets, or to oilier nontntit
assets.*"

This Insistence on diversifying Investments responds to one of the
central findings of Modern Portfolio Theory, that there are huge and
essentially costless gains lo diversifying the portfolio thoroughly. To
undcnland why, begin wills lhe obvious truth lhat some securities are
riskier than others. Investon demand to be paid to bear the greater risk.
For example, a sUrt-np computer sofiware company In Silicon Valley
entails a far larger risk of disappointing returns or total failure than does a
seasoned blue chip tucls as Mobil Oil or Ceneral Electric, If you are a
Silicon Valley entrepreneur who wants me to Invest In your alarl-up (Inn,
you must ofler me an expected return (lhat Is, a combination of dividends
and capital appreciation on the securities) that Is higher than Mobil or CE
will pay me in order to Induce me to Invest in your siskler venture, Till*
calculation Is called the rlik/reitini curve: lhe higher expected return on
lhe Investment compensates me for hearing die greater rbk of the
investment being disappointing,

Modern Portfolio Theory Isolates three distinct components of the
risk of owning any security: market risk, Industry rbk, and (Inn risk. Market
risk Iscommon to all securities; it reflects general economic and political
conditions, Interest rates, and so forth. Intimity risk, by contrast, Is specific
to the firms In a particular Industry or an Industry grouping. Finally, firm
risk refet* lo factor* that (ouch the fortunes only of Use Individual firm.
Thus, If we take the International oils for an example, we recall Dial all the
producer* suffered from die 1973 Arab oil embargo (Industry rbk), hut
only Exxon Incurred lhe liabilities arbIng from Ihe great Alaskan oil spill
of March 1989 (firm rbk).

The capital market Investigator* have actually been able to compute
the approximate weight of ihe three elements Ihat comprise the rbk of
securities ownership. In round numbers, market risk has been reckoned at
30 percent; the risk of Industiy anil odter groupings at SO percent; and
firm risk at 20 percent." These numbers underlie Ihe Intense preoccupa-
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Won wiliti diversification as (lie means of reducing die rbk of Invesdng. hy
definition, market rbk cannot be eliminated through diversification, since
market risk b common to all securities. Rut Industry risk and firm rbk ran
be reduced greatly through diversification. To continue with die example
of die oil Industry, contrast an Investor who owned only international oil
shares In 1073 with an Investor whose portfolio was broadly diversified
across many Industries, The oil embargo damaged lhe International oils
and die automobile and airline Industries, but it triggered a boom In
domestic olb, in coal stocks, in synthetic fuels, In the energy conservation
firms, and in die oilfield equipment industry, We see, therefore, that
Industry risk Is often negatively correlated. Owning stocks In these other
Induitiies would, In part, have offset lhe damage to die Industries harmed

by die embargo.
Likewise, wldiln an
cannut predict the Alaskan oil spill, or any odicr firm-specific hazard,
lower rny exposure to such firm-specific risks by Investing not only In
Kxxon, but also [IP, Shell, Mobil, Texaco, and the others. Indeed, il
commonly happens dial the performance of firms In (he same Industry Is
negatively correlated—the success of one firm comes at ihe expense of Its
competitors. Efficient market theory Instructs us that It is Impossible to

outsmart .the market hy predlcdng which securities will do better or
Owning many securities enhances lhe chances nf offsetting losers

industry, dlvenificatlon reduces risk. Since |
| can

worse,”

with winners,'*
In the literature of Modem Portfolio Theory, a telling expression lias

licen coined to describe what It wrong with imtlcrrilvenllicailon:
imamfttiualt) rilk. No one pays the Investor for owning too few stocks.
Recall lhat when | spoke of Ihe difference between lhe Silicon Valley start-
up and Mobil Oil, I said that the greater rbk Intrinsic lo the start-up was
reflected In its expected return. The Investor faced with a choice between
mature blue chips and an Imperiled new venture will prefer the blue chips
unleu lhe new venture offers a superior return, a risk premium. Moving
out on the risk/return curve In dda way, we routinely observe dial the
Investor who bears die greater risk U compeniateil for Il Ily contrast, no
one compensates lhe Investor for having a portfolio lhat neglects lo hold
securldes In enough Industries and firms lo achieve effective diversification.
Underdlverilficadon entails needless risk, risk that can he avoided by

constructing a sufficiently large and representadve portfolio.
Diversification tends lo push the Investor toward very large portfolios.

Although much of die benefits of dlversificadon can be achieved with a

carefully selected smaller portfolio,™ optimal dlverslficadon probably
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requires a portfolio containing hundreds of Issues. Reladvely few Investors,
or for our purposes, reladvely few (rust fiimls have that much money lo
Invest, Accordingly, an Investor who seeks lo eliminate die uncompensated
risk of undcrtlivenlficailon will usually need to Invest In some form of
pooled Investment vehicle, such as mutual funds or bank common trust

R Sniiiu(%o INRiRLMAIin

The Uniform Prudent Investor Act ellmmates die old categoric
restrictions an particular types of Investments, such as lhe proldbldon on
Junior mortgages. Secdon 2(e) of the Acl provides: ‘A trustee may Invest In
any kind of property or type of Investment consistent with the standards of
this (Act].* The official Comment explains:

The universe of Investment products changes Incessantly.
Investments dial were at one lime diought loo risky, such as
equities, or more recently, Allures, are now used In fiduciary
portfolios. Dy contrast. lhe luvesUnent dial was at one dine
thought Ideal for trusts, Ihe long-term bond, has been dbcovered
to Import a level of risk and volatility—In this case, Inflation
risk—lhat had not been anticipated.”

The idea (bat some securldes are Intrinsically loo risky for trust
Investors collides with die central findings of Modern Portfolio Theory.
MPT teaches that lhe risk Intrinsic lo any marketable security Is
presumptively already discounted Into the current price of the security.
Hence, on an expected return basis, die rbk Is compensated risk. Thus, for
lo drink that die shares of a bankrupt
markets are so efficient at

funds.

example, there Is no reason
company are mbpriced. The securities
discounting Information abuut future profitability that today's price fiilly

Impounds the future prospects fur any firm, even a bankrupt firm, on an
expected value basb.

Furthermore, lhe risk of a hlgh-rbk Investment can be materially
reduced dirough diversification, Thai is why lonhlidcateri Investors who
Invest In surt-up or otherwise fragile firms commonly employ venture
capital funds, which spread the risk or failure of any single firm across a
portfolio of many Anns. The same logic underlies so-called vulture Amds
that Invest In bankrupt or troubled Anus. Some of die firms will Aril, but
many will thrive. A basket of such securities offers die likelihood of a high
net return on an expected return basis.

The drafters of die Uniform Prudent Investor Act reasoned that "(rust

beneficiaries are belter protected by ... emphasis on close altendon lo
risk/return objectives... llian In attempts to Identity categories of
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Investment that are per ae pnitlenl or linpriiileni.*" Tlte heart of the Acl,
section 2(h), states lhat the ‘trustee's Investment anti management
tledsloni” are required to “hav[c) risk anil return oljjectlvci reasonably
suited lo the u-usi.**” The Act recognises lhat Investment returns correlate
strongly with rbk. However, as lhe official Comment explains, ’tolerance
for risk varies greatly wills the financial and other circumstances of die
Investor, or In the case of a trust, with the purposes of the trust and lhe
relevant circumstances or the beneflclaiies.*" Ily way of Illustration, the
Comment oluerves lhat If Ihe "main purpose* of Ihe particular trust "Is to
support an elderly widow of modest means,* Ihat tntsi "will have a lower
risk tolerance than a trust to accumulate for a young scion of great
wealth.*'*

Thus, ihe Act aspires lo free lruitces from die old rrcoccopallon wilh
avoiding speculation. Should we expect lo see future trust portfolios

stuffed with penny slocks, I'otish itoly futures, and Crarlsl Itosalan bonds?

The answer, of course, Is no. For most lrusii ami trustees, lhe outer

reaches of Ihe tisk/relurn distribution will he cvny hit as unsuliahle as
before. What has changed Is that the trustee Is now able to examine the
risk tolerance of each particular trust and lo tailor lhat (nut’s Investment

policy accordingly.

C, fitlegation
The last of Ihe great reforms of lhe Uniform Trudem Investor Act Is
to pul the final nails In the coffin of ihe much criflrlzcil former mle dint
forbade trustees lo delegate Investment and management functions."”

I. Tin IUccivid Noiidilignllou Huh

The rule against tlelegaUng Investment flmcdoiis was a branch of the
general nondelegailnn rule of trust law. As formulated In ihe 1059
Iteiiatement, die nomlelcgailon rule placet die trustee ‘under a duly to
(he beneficiary not to dele rate to others die tinlng of acts which die
tnniee can reasonably he required personally lo perform.*" The rationale
for the nondelegailon rule has always been murky." The core nodon Is to
protect the settlor's reliance when the personality of die trustee Is a vital
component of the settlor's Intention. We can well Imagine the case In
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which the settlor's tleclilon to establish a trust Is modvatctl hy confidence
In the good Judgment of die pardeulnr Irusiee, especially when die trust
bestows dbcredon upon die trustee In mailers of distribution, lhat Is, In
allocating shares among beneficiaries. Accordingly, we can understand N
rule lhat says dial If die particular trustee accepts (he Inisi, die trustee
cannot dump It ofT on someone else—at least not without following die
procedures for trustee resignation and trustee succession that are
contained In the trust Instrument or In the default law.

The traditional nondelegailon rule was, however, overbroad. Courts
tended lo read die requirement that the trustee not delegate ’acts which
the trustee can reasonably he required personally lo perform*" as a
prohibition on delegating any (ltncdon dial looked to he Important. Tlte
courts attempted to dUtlngiilsli pedestrian activities, stxalled ministerial
functions, which the trustee could delegate, from discretionary (Unctions
(hat were nondelegable. TlIte tlraflers of die second Restatement
perpetuated this standard even while admitting Ihat they could Identify no
‘clear-cut line dividing the ads which a trustee can properly delegate from
those which lie cannot properly delegate.*" The nondelegailon rule
effectively forced the iruilee to conduct peisonally all major sspccti of
administering the tnist, necessarily including Investment. Tlte second
Restatement was crystal clear about Investing: "A trustee cannot properly
delegate lo another power to select InveiUiicnU.*"

As ihe Investment function has grown ever more complex, there U
ever leu reason lo believe lhat nonspeclallsti are 1M to conduct I,
Especially when family members or odter amateurs serve as trustees, (lie
need fur outside Investment expertise Is often acute. The old
tioudelegadon ride permitted such trustees lo uke advice from outside
spedalbts, hut required die trustees lo go through die motions of
appearing lo evaluate Ihe advice and to form an IndependentJudgment
about whether or not lo follow Il. Often enough, this resulted In tie facto
delegation, “When the Investment advisor 'recommends' and lhe trustee
routinely 'decides' lo follow lhe advice, lhe Inislec In reality Is delegating

(lie selection of Investments,*"
Dissatisfaction with ihe noutlelegailou rule In Invesunent mailers
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became Inleme. In recent decades a variety of special-purpose aialtilei
reversed the tiorulelegailnn ntle fur Invcitinent anti oilier ipedallietl
functions, tlte Uniform Trustees' Powers Acl In 19(H," ibe Uniform
Management of Institutional Funds Act In 1972," anti ERISA," (lie
federal [tension reform law, In 1974." Early In the history of tlte mutual
fund Industry, Il was feared that a trustee could not properly Invest In
mutual fund shares without violating the nondelegailon rule (on the
theory that die Intslee was delegating the Investment choices in the mutual
fund manager)." Tlte mutual fund indusliy responded hy securing
legisladon that remains In force In most states expressly aiilhnriring
trustees lo Invest In mutual funds,"

2. Abrogating tin Noiultltgation Itule

Tlte 1092 Restatement achieves a major reform of Ihe nondelegailon
rule. Nominally, tin. Restatement leaves the general nondelegailon
principle Intact, hut effectively reduces It lo a suhrule of the duly of
prudent administration and makes It easy lo overcome. Hie new rule
reads: 'A trustee lias U duty personalty to perform the responsibilities ttf
the trusteeship txttjil at ajmnlail fnnon might itltgutt those responsibilities
to others.p” Applying that norm to the investment function, die new
Restatement not only empowers die trustee lo delegate Investment anil
management powen, Il provides lhat (he trustee 'may sometimes have a
duly... to delegate (Investment) Amcllons. In such manner as a
prudent investor would delegate tinder the circumstances.*’*

‘Ilte Uniform Acl follows the Restatement in crafting a delegation
regime. Section 9(a) empowers the trustee to ‘delegate Investment anil
management functions lhat a prudent trustee of comparable skills could
properiy delegate under die circumstances.”1As replacement safeguards,
the Acl Imposes duties of rare, skill, and caution on trustees In selecting
agents, in formulating (he terms of the delegation, and In reviewing 'the
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agent’s performance and compliance wilh Ihe terms of die delegadon.*"
The Act provides diat lhe trustee who complies wlllt these standards *Is not
liable ... for lhe decisions or actions of lhe agent to whom lhe flmcdon
was delegated.*" Instead, an aggrieved beneficiary must look exclusively
to lhe agent, who 'owes a duty to Ihe trust lo exercise reasonable care to
comply svidi the terms of die delegation.*"

The official Comment explains the ‘tension*’* Inherent in a
permissive delegation nile. "If lhe trustee delegates effectively, die
beneficiaries obtain the advantage of lhe agent's specialised Investment
skills or whatever other attributes Induced the trustee to delcgafc,*"
However, *If the trustee delegates to a knave or an Incompetent, lhe
delegation can work harm upon the beneficiaries.*” The requirement
that die trustees use care, skill, and caution in selecting agents. In
formulating the terms, and In monitoring compliance *Is designed to strike
lhe nppropnrte balance between the advantages and Ihe haunts of

TMJIST INVESTING

delegation.*™
3. Minimising Coilt

lu connection svlih delegadon, | conclude dds survey of (he main
features of the Uniform Act by directing attention lo @ seemingly unrelated
provision of lhe Act, section 7, which deals with Investment costs. It
provides Ihat *(I)n Investing and managing trust assets, a trustee may only
incur costs lhat are appropriate and reasonable In relation to die assets,
lhe purposes of lhe (rust, and lhe skills of the trustee.*” There Is nodilng
novel about the trustee's duly to minimize costs In every facet of trust
administration." As die official Comment remarks, ‘Wasting beneficiariesl

In devising and hnplcmendng strategies for lhe

money Is Imprudent.
trustees are obliged to

Investment and management of trust assets,
minimize costs.*"
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The Uniform Acl forcicci llial practice miller llic Aci'i permissive
delegation regime will he a main tpliere for applying Ihe duty 10minimize
com. The official Comment oluervei: "The Inmee mini lie alert in protect
Ilic henefidary from ‘'tinuhle illppIng.' If, for example, ihe trustee's regular
compensation schedule presupposes that the inniee will conduct the
Investment management funcilnn, It ihoiihl ordinarily follow lhat ihe
tnuiee will lower Iu fee when delegating Ihe Investment function lo an

ouulde manager.*"

] IIl. Tim Future op TRUirr Invejtinc
What wjll The future hring under this new legal regime for trust
Investing? m
A, Grtnttr Un of Egnitiu

ThLs Article has cmphaslted Ihat die new Reilalemenl ami Ilhe
Uniform Prudent Inveimr Act are designed to liberate trust Investors from
ihe farmer preoccupallon wilh ‘avoiding speculailon.* lixircmcly
comeivaiive Investing will continue to he appropriate for tnist accounts
that cannot hear die volatility of riskier asseu. Uui for irusU that can hear
some exposure lo lhe greater volatility characteristic of cipdlles. lhe
superior long-term returns will JusUfy the risk. As a practical mailer,
therefore, IThe Unlfonn Act's Invitation to trustees to tailor Inveslinenis to
the risk tolerance of the particular tnist Is likely lo result in greater use of

erpiflies, apart from lhe most tbk-avetse trusts.
Ch.iitahle trusts and foundations arc particularly likely candidates for

Increasing their exposure to equities. The Prefatory Nate to the Unlfonn
Art ohseives that although the *Act Is centrally concerned with the

Investment responsibilities* of private trusts, *llie ptmleut Investor rule also

hears on charitable* trusts." llecause charitable trusts anil foundations
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have exceplloually long lime horizons In comparison wills die lyplc.il
private (nisi, they are uniquely sidled lo ride out the down-market cycles

Ilial Inhere In stock-market Investing,"

JI. Mon Pooling, luss liulitililnnl Security Selection

My most confident prediction Is that (lie future will see Inisleci
making ever greater use of pooled Investment vehicles. It will he ever leu
common for a trustee lo construct a portfolio of Individually selected
securldes. Increasingly, Use main work of die fiduciary investor will he what
has come to he called asset allocation. The tnislee will form a view of llic
needs, resources, and risk tolerances of ihe beneficiaries or die pardcular
Inisl. The trustee will dien decide what propordon of lhe portfolio to
Invest lu what classes of assets. These choices will lake die form of
allocating lhe Imsl assels among large, dlvendfled portfolios, primarily
mutual funds and hank common trust fundi. Under the Uniform Act, hodi
the enhanced duty lo diversify and die portfolio standard of care point sis
In that dlrc'tlon. As | have previously emphasized, few truits have die
resources (o achieve thorough dlversificadon wldiout using pooled vehicles.

The movement away from Individual slock selection responds (o die
two central discoveries of Modern Portfolio 1'heaty, One of these findings
| have already discussed—die large and euendally costless returns (o he
had from optimizing diveislficailou. Ilie oilier great lesson from MIT Is
ihe undemanding of why Individual slock selection is so perilous—why,
lhat is, investors (ind It so hard to pick winners and lo avoid losen. For
persons who are not familiar wills die remarkable Insights of MIT on dill

subject, a brief overview may he useful.

I. Empirical Evidence on institutional Pori/olios

Over lhe past generation, dozens of research projects, mostly
rouducled from universliy nuance departments, have produced astonishing
empirical data on lhe Investment performance of professional portfolio
managed, The early studies were based on data from Investment
companies, that U, mutual funds, hut subsequent studies have replicated
the results for other types of Institutional portfolios. These mullet have
found that professionally managed InstltuUonal portfolios as a group
actually uudeqierformed die broad stock market averages such as die
Standard and Poor’s 500 slock Index." TlIte funds did not show superior
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Haiiaicnitnl of Truiu Jlap (1080)%). ) . )

& Tin cut foe gealer eq,llx(ogcnuao In diaillalUe pori/dlio ladaek}lad InJalin A
Exdit It Lawill S. Lei @ of Your Ad Invciliniiit Auunpaoni, Founodllon New Jen.
Fb. IDO, n S dnobidJdnA HEeit landll S Snili, tveiilng In US Jowtdee i »
\dation of Yaur thi , Fouiidaltm Newi, Nov-Uee. IV t 1t; Jdn A Ede Till
Piuden Invtilor ard Qialiahle Tiuiii, IS fruitak_Eraltt, Die 1004 d S

8S dallresicy, anpn noli tl, 1t SS(lununailalni dan for inuluel Hindi fiom 1083
IPit andtor berk; Ininrenre aonpery, ard livwulnitnt manegrr potifillol troin 106s-77).



Bl 1OWA LAWHIIVIRW [0

Judgment either In picking nocks or anticipating general market
movements.*" Further, no Individual fund outperformed die market with
a coiiilitcncy greater titan the law of avcragei would predict." A fund that
performed well one year tvas at likely lo perform pootly the next year as It
was to continue doing well.

Similar reanlu continue to lie reported. For example, acrou tlte ten
yean ending In 1003, the Mornlngilar mutual fund research organlratlon
found that ‘tllveriined U.S. stock funds relumed an average 12.8%,
compared with H.9% for the Standard K Poor't 50t)siock Index."*' An
important scholarly examination of penjlon fund Inveslinenis In common
stocks published in 1092 concluded that ‘pension fund equity managers
seem to subtract rather than add value relative to Ihe performance of the
Standard K P'oor’s 500 Index.*** The authors of ihe study computed that
managed U.S. pension equity portfolios underperform the untnanaged
averages hy ahotil 1.5 percent, which translates to n loss of about fiS
billion a year."

| began learning about tills empirical work on securldes prices In the
early 1970s as a young law teacher al Ihe University of Chicago, which was
then a hotbed of efficient market research, 1 still remember my Initial
sense of disheliefabout die findings, because they were so counterintuitive,
flow was It possible that die sophisticated anil experienced Investment
professionals managing the great Insdltiilnua! portfolios could achieve
results so disappointing? 'llicsc managers were the best ami the brightest.
They worked under compensation arrangements that gave them powerful
Incentives to achieve lhe best possible results In lhe portfolios lhat they
managed. Yet lhe data showed lhat they couldn't even hit the side of the
ham, In the sense that they had been unable to match the performance of
the broad market averages.

In 1975 Hustors Malklcl published Ills celehialctl popularisation of
Modern Portfolio Theory, titled A Jtmulm Walk Doan Wall Shut, a 1mok
now In Its fifth edition, lie taunletl the professionals wilh lhe claim "that a
blindfolded chimpanzee throwing starts at the [stock tables hi lhe] \alt
Situl Journal can select a portfolio lhat performs as well as those managed
hy the experts."" The hook caused some resentment, because as Malklicl
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later acknowledged, "financial analysts In phi-striped mils do not like being
compared with hare-nssed apes.*"
2. Efficient Mnikeli

W hat explains tills astonishing evidence? Why have the professional
Investment manager* performed so poorly? Modem Portfolio 'llteory
supplies a crisp answer to lhat question. In a nutshell, the Insight li Ihat
tite professional portfolio managers are not Incompetent hurgleii, Indeed,
Just lhe opposite. They are so good it what they do dial they effectively
cancel each other out.

To understand why, start with the basics." Tlte price of a security
represents the present discounted value oflts Allure earnings. Further, for
every buyer there must he a seller—someone who has formed an opposite
Judgment about ihe value of lhat future earning* stream at the security’™
current price. Ifall Inveitnn agreed lhat a particular security was a bargain
at Its current price, no one who owned the security would sell It at that
price. Only an Increase In price would Induce *eller* lo tell. Tills It why ive
can say lhat, presumptively, any security Is correctly priced at lu current

trading level.
To outperform tlte market—lhat Is, consistently to Identify

undervalued or overvalued securities In advance of other Investors—an
Investor must predict future eamlingt with superior speed and accuracy.
Hut here die task becomes daunting, New Information about Individual
companies Is disseminated rapidly as a result of modern communication*
systems. Tlte securities laws have largely choked off Inside Information u a
source of advantage In trailing. Economic development lechnologlcal
Innovation, foreign affairs, polltiral events, social changes—all profoundly
affect the prices of securities, yet these phenomena are notoriously difficult
In foresee.

I'rnfessinnal securities analysU are thus largely limited to Interpreting
Information already In the public domain and available to other analyst*,
lu order lo outperform (lie market lhe portfolio manager Itu lo be
consistently better at making such Interpretations than tlte thousands of
competing professionals who are Interpreting the same data. Tlte theory of
efficient markets posits Ihat everything that Is known or knowable about
Ihe price of a publicly traded security Is alreadyfull) rtJlecUi In lit/nice. The
securities market* are so eflicleiit In discounting Information and pricing
securities lhat not even the professionals can consistently Identify
undervalued and overvalued securities before other Investor* get there.
The Indifferent performance rerortl of professional Investment managers
Is, therefore, "exactly what we should expect In an efllcleiit market/"
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One response 10 (lie lesson that you cannot lieat the market It that
you might make a conihleretlJudgment to ceate attempting Il, eipednlly If
yon can pocket the tavingt from not trying, A vait proportion of all
fiduciary Investing It now conducted "passively,” In so-called Index or
market fundi. Tltcte fundi undertake limply lo replicate the performance
or the broad market Indexei.M In the mltl-1970i when market Amds first
appeared, they attracted only a few hundred million dollars, most or It
from die AT&T pension funds. Today, hundred! of lilllinns of dollars lu
American equldes arc indexed/’

3 IrdidcatMids

Not all markets are efficient. The reason lhat Malklel’s dart-throwing
chimpaniee can outperform most of die professionals Is that the chimp Is
throwing daru at a talde of market prices. The clilinp Is a free rider, taking
advantage of die accuracy of the Informadon already Impounded In the
published prices for publicly traded securities. Dut some assets do not have
a market price, TWo such classes or assets lhat are prominent In family
wealth, and hence lend to show up In trusts, are real estate and close
cogioratlnni. There Is no market price for your house. Your house Is
unique, hence yesterday's trade of a house ncarhy does not accurately
value your house. Likewise, because there Is no orderly market for close
cogioradon shares, the chimp with lhe darts cannot hit a market price for
them.
To conclude: Modern I'ortfollo Theory has taught us Ihat the game or
slock picking Is costly and futile for most Invcsloti, especially small
Investors, while emphasising (he large and essentially costless gains lhat are
to be had from maximising diversification. These twin Insights point the
fiduciary Investor—that b, die prudent Investor—strongly toward lhe use of
ponied Investment vehicles that are large enough lo achieve high levels of
diversification at reasonable cost. The Investment path of the future for
trusts, especially smaller (rusts, Is the mutual fund or the hank common

trust fund.
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THUST® INVFSTING
C. Intermational Investing

lly freeing Inulees from die old concern to avoid speculation, and hy
relieving them of the categoric restrictions forbidding particular sorts of
Investments, lhe Restatement and the Uniform Act will make It easier for

the trust Investor lo Include in llic portfolio relatively novel types of assets,

when such assets are likely to enhance diversification or to Improve

expected return on a risk-adjusted basis.
Tlte licst example of thb new openness to fiduciary Invcsdng Is

occurlng In foreign securities. Until die 1980s, It was relatively uncommon
to find foreign securities In American trust portfolios.” There have been
a variety of quite legitimate concerns about Investing abroad. Tlte liquidity
of most foreign markets is Inferior lo lhat of die American markets,
transaction costs on foreign exchanges are higher, die regulatory and
accounting standards abroad are often leu exacting dtan in die United
Stales, and currency rbk Introduces a fitrdter source of volatility.
Nevertheless, these drawbacks pale when contrasted against die great
advantages orinlernadonal investing.

Foreign securldes enhance diversification. As of year-end 1994,
American equldes coiudlutcd 85.1 percent of die capltallailon of die
world's equity markets. *To Ignore non-U.S. markets b to Ignore 64.0
percent of the total global market.”" Furthermore, die world's securldes
markets lend lo move against each other rather than In alignment. Dack in
lhe early 1980s Richard llrenley showed ‘dial a well diversified
International portfolio is only about... (wo thirds as risky as a diversified
portfolio of U.S. slocks.*I' Returns so superior led Drealey to conclude:
"You need a very posldve reason not lo Invest a significant proportion of

your slock portfolio overseas.” 11
Investing abroad has boomed. Between 1975 and 1992, total
Jnlernadonal equity mutual fund assets Increased from f800 million lo over
f43 billion."1 There lias been a comparable Increase In International
Investing among pension funds, charitable endowments, hank common
tnist Atuili, and other fiduciary Investors. Using data from die Nadonal
Association of College and University fiuilneu Officers, the Hew Yoik Tires
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recently reported dial 7.5 percent of college and tinlvenliy endowments
arc now Inveated In foreign cqnlflej. For Yale University, the Titiut
reported 12 percent of die endowment In foreign equities." Foreign
holdings constituted 7.2 percent of the assets of United States pension
funds as of 1993 and are projected to reach 11.5 percent In 1008,

The 1002 Restatement expressly endorses trust Investment In foreign
securities."* The Uniform Acl does not single out any asset class for
special approval, Imt hy emphasizing diversification, die lotal-porlfollo
standard of care, and lhe abrogadon of categoric restrictions on types of
Investment, die Uniform Act leaves no doubt dial it buttresses International

Investing."*
D Derivativa
Derlvadves constitute anodier category of unconvendonal assets
destined to become more prominent In fiduciary portfolios. Scandals

connected with the use of derlvadves have been front page news In recent
months. Rogue trailers have Indicted huge losses on the Dalwa Dank, on
the Common Fund, and on lhe venerable but now defunct narlngs Ilank.
Companies as sophisticated as Ceneral Electric and Tractor & Camlile are
litigating about large losses sustained from Investments lu derlvadves.
Orange County, California, Is In bankruptcy thanks lo lhe county
treasurer's penchant for Investing In derivatives.” Prom a distance,
therefore, derlvadves seem to be well worth avoiding, especially Ifyou are a
trustee charged wilh Investing prudently for your beneficiaries.

As Is so often the case, however, the headlines tell only part of Ihe
story. Tlte scandals Involve cases In which derivatives were used In a fashion
lhat Increased portfolio risk enormously. Embarrassed Investors were
effectively placing Immense bets on lhe future of Interest rales, nr In lhe
case of Darings, on the future price levels of die Japanese slock market.
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Sudi Investments are highly unlikely lo qualify In a private trust account
under any formuladon of prudence, because die downside risk Is larger
than die risk tolerance of almost any trust Investor.

There are, however, risk-reducing uses of derivatives. Tlte Uniform
Act's abrogation of categoric restricdons on types of Investments allows
trustees to use derlvadves in such cases. Ceorge Crawford, In Ills
intrlgulngly dded ardde, *A Fiduciary Duly to Use Derlvadves?,* illustrates
a pardcularly compelling case."* Crawford posits a situation Involving an
elderly woman whose asseu consist dlspropordonately of a large block of
shares In die Philip Morris Company. She bought llic sharej decades ago,
and they have appreciated hugely. She goes to the local bank and setsup a
tnist for henelf for life, with die remainder to her sibling*. She tranifera
Hie Philip Morris shares to the tnist, togedter widt her odter holdings. Tlte
trust Is seriously underdlvenine<l;-sixty percent of Its assets are tied up In
Philip Morris stock. Alas, die bank as tnislce faces a difficult problem:
Selling Pblllp Morris slock would result In @ taxable gain, with perhaps 30
percent of die proceeds being lost to taxadon. Under die rule diat allow*
stepped-up basis at deadt, Ihat tax liability would be completely avoided If
the tnist retained die slock until die settlor's death,

In trailldonal trust administration, die trustee would be faced wldi a
choice between selling die shares, duis Incurring die tax cost; or holding
die shares and nmnlng die risk of underdlvcrsificadon. In Crawford's
parable, die Iniitee opts lo bold and remain underdlvenlified. Soon
thereafter, Philip Morris plunges from J78 per share lo 152 per share.”**
Crawford suggests dial die trustee bad a third alternadve, an idlemadve so
compelling dial die tnistee might he liable for breach of die duty of
prudent Investing for falling to have taken It. Tlte trustee should have
bought a dctivailve, a put option on Philip Monis common, dial would
have Increased In value In the event lhat the price of the underlying

< common stock declined. Buying put opdens can be cosdy, but for a
number of large capltall/adon slockj, Including Philip Monls, low-cost put
options called LEAPS (Tong-lcrm equity appredadona™) can be purchased.
Crawford ntni die numbers and shows that die advantage to bolding die
Pblllp Morris and ofiietdng die risk of decline by buying LEAPS Is so
overwhelming by comparison either widi selling die shares and paying die
tax bill or doing nodilng and risking die loss from underdlveniflcadon
dial the prudence standard should compel die use of tbu deiivadve.

As Crawford's example suggests, | think we can confidendy predict
dial the coming decades will witness ever greater use of rlik-reduedon
strategies employing derlvadves In trust portfolios.
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li, Iteduced Deference to tin Paj/er 'Frail

An nilil (rail of ilie older trust Investment law In deciding wlicilier a
Innlee has Inveiird prudently liai lieen die inclination lo give great weight
lo die Iriinee'i Internal procedure* Tor
Inveitmenii. Ifa corporate Innlee’i Hie redlei a plenitude of deliberation
—an Investment committee, a securldes selection commlnee, and a
portfolio manager for the particular Iruil, all busily pumping quartet)/
memoranda about iliclr due delllierateneu Inlo lhe flic—die courts have
lomellmet been willing to treat tills paper trail as presumptive evidence of
prudence.l' A practitioner treatise remarks on this phenomenon: *fn
cases Involving the propriety of Investments, die decision-making proceis
may be as Important as die decision Itself, at least for purposes of
determining the trustee's responsibility.*1"

| suspect'that die courts have tended to fall hack on evidence of
seemingly sound Internal procedures because die substantive standard of
prudent Invesdng has been so Imprecise. I'rocedoralom Is a common
retreat In fields In which sulisiantlve law provides Inadequate guidance
—American adininltlradve law It a prominent example. Tor the future,
however, particularly as regards the Intensified duty to dlveislfy under the
new Restatement and the Uniform Acl, | predict (hat Ihe courts will feel
less neeil to retreat to the procedurallsm of die paper (rail. No amount of
paper trail can excuse lhe five-bond or ten-stock portfolios still found In

00?

too many (rust accounts.
‘Ilie greater olijecdvhy ami precision of the modern standards for

prudent Invesdng manifest lheuuelve* well beyond the duly to diversify.
For example, as trust Investing moves toward ever greater use of broad*
based portfolios, it will become easier to measure Investment performance
and to identify substandard returns. Many types of mutual funds and
common (rust funda are easily comparable. Most tponsois offer the
chocolate, vanilla, and strawberry of corporate bond portfolios—short,
Intermediate, and long term. Most offer @ comparable array of U.S.
treasury bond funds. And we are now seeing ever increasing standardly*
lion of types of equity funds.

Consider, therefore, a simple case. Suppose that a trustee determines
to Invest twenty percent of lhe tnist In an intermediate-term bond fund.
Suppose, further, dial die pardcular intermediate bond fund that the
trustee chooses persistently underperforms odier Intermediate-term bond
funds on account of drastically higher expense ratios. In view of die
trustee's duly to monitor,I' the burden will more easily shift to Ihe
trustee lo explain why lhe trustee chose diat pardcular fund. Under die

10 riilnpe U< mon <>i|(<nliil ustipto Is Juik v. Unhid Jims Truil Ga, Hi P
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prudence standard, tho comparability of Increasingly standardised fund
types will allow trustees (and the con.is who oversee trustees when
beneficiaries are unhappy) greater precision In examining Investment
performance. The point Is not (hat a disappointing fund or fund year Is
Ipso facto Imprudent—far from Il The point Is that die growing
comparability of fund types provides a more precise and objective
benchmark for evaluadng claims that a certain fund Is to manlfcsdy
Inferior lo competitors Ihat Investing In It, or retaining Il, Is Imprudent.

F. Increased Scrutiny of Uneconomic Settlor Instruction}

I would also predict dial die greater clarity or die new tnist
Investment law will result in leu deference to (he wishes of Ilie trust settlor
In an uncommon but troubling case—die case In which die seldor
attempts to Impose a manifestly stupid Investment restricdon on die (rusL

Take as die stardng point the proposldon, strongly endoned In
section 1(h) of die Uniform Act,1" dial almost all tnist law Is default law,
rules diat yield to die contrary wishes of die settlor. Tnist law presumes
that die settlor has the best Interests of the beneficiaries al heart when die
settlor imposes restrictions on die dbjiosllinn of tnist property. If, for
example, | leave my summer cottage on hake Adams In trust for my
children wldi Inslnicilons lhat It not he told but kept In the family for
recreational use, that Instruction will he honored even If die beneficiaries
would rather not tel foot on die shores of ljike Adams ever again,1'
Under conventional American trust law, the settlor's properly rights are
Indulged. At settlor, 1 Bin entitled to decide what Is best for my
beneficiaries, subject only to die rule against perpeluldet.

There arc, however, llmliadoni. If | devise properly to a trust
directing lhat the trustee erect equestrian statues of me In public squares
In lowa, lhat provision will be Invalidated. A private trust must be for die
benefit of die beneficiaries; a charitable trust mutt tadsfy standards of
public benefit. The trust to endow lowa with bronze, equestrian Langbelnt
achieves neither.""

Even when lhe tetdor's Instruction Is not manifestly loony, die
deviation doctrine allows a court lo alter an unwise Investment restricdon
'If necessary to cany out the purposes of lhe trust.*1' The leading case

IS 'Tin Invtilor ruts, s iltfiull rus, nigr ke upended, raitrdisil, elltriniled,
or oilunwtis sliirtd byllis poiddis etsiruil* UiAT (), DULA 11 (Sup IMS),
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Inul, ilit btnrftcMti csa copd lu terininiilon.* Reiuiimtnl ot Trutu
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Involved a iruil tel up hyJoseph Pulitzer for Idi children, Il which lie
forbad die irmieei In tell ihe Aims VOIK WbilUneivipapcr. Wlien The paper
became iinprnfuahle, die triuleei received Judicial approval lo icll I(
anyhow.™ The reasoning In inch cajei li dial subsequent experience has
revealed a con/llcl between die aelllor'a donihiant purpoie, which li lo
benefit die trust beneficiaries; and die aelllor'a subsidiary purpose, which li
lo benefit diem In a pardcular way—In 1nlilur, hy keeping die Ntu Yok
Worldin die iruil. The courl ii ihnply preferring die dominant puipose, in
order (o carry out the aelllor’a presumed Intent.

Suppose, however, Ihat lhe Iruil hniniinent lit Piililur had foreseen
and recited lhe danger dial die paper might become unprofitable, and
had directed retention of die Investment In any event. | have no doubt that
the court in Pulilurwould hive ordered Ihe trustees lo sell die newspaper
desplle Ihe senior's direction lo relain IL The settlor's Instruction lo retain
lhe newspaper at all costs would come lo resemble my ImlrucUon to litter
the lowa landscape wilh equestrian slalues. If die senior directs an
oljecdvely stupid Investment policy, die court will direct deviation even
though the senior anticipates die clrctimiiaiice.' 'Hie senior Is
presumed to Intend lo benefit the beneficiaries, but if It can be shown dial
a term of die trust mauifesdy harms lhelr Interests, die court will order

deviation from Il A private trust must he for the benefit of die

beneficiaries.
Now consider a type of Investment Instruction lhat Is closer lo

reality.1' The senior has worked all llls life for, let us say, HIM. Through
stock options and company sponsored Investment plans, lie has
accumulated a large block of HIM common stock. He dies, leaving die
block In trust with Instructions not in sell iL 'Hie block Is die only
substantial asset of lhe Iruil, and herause die senior's death results In a
stepped-up basis, selling die block Incurs no lax coil. Suppose, further,
Ihat die senior leaves a letter explaining his thinking. “l worked for HIM
for 35 years, lliey were wonderful to me, lliey helped me Imy die slock,
and die slock zoomed In value throughout iny career. YouJust cannot do
heller.*

What Is happening In lids case Is llial die senior Is Imposing Ids
supposed investment wisdom on llic trust In circumstances In which die
investment strategy Is objectively stupid and Imprudent. We now know lhat
lhe advantages of diversifying a portfolio of securities are so great Ihat It Is

117. Un rullliir. 210N.v-1 17 (NY. Jur. 0. 1QH), off*  160N.YA OB (NY. Ap.
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folly not to do Il. 1 am not saying that you can never have an
untierdlverslifletl trust fluid. It will remain common to place a ftmlly firm
or a family farm In Iruil, notwithstanding diat such a trust will oflen he
underdlverilfled. There's nothing wrong wldi using a trust as part of die
succession arrangements for a family enterprise, i further concede,
following die ofliclal Comment lo the Uniform Prudent Investor Act,™
that (here will remain cases In which lhe ux cost of diversifying a low-hasls
asset may outweigh the gain,"1When, however, the intsL assets are cash
nr cult-equivalent, In die sense lhat diversification can he achieved al Hide
cost, | believe lhat Ihe courts will come to view die advantages of
diversification as so overwhelming dial die settlor's Interference with
effective dlversificadon will he found In' be Inconsistent widi the
requirement (bat a private Iruil must be for die benefit of the beneficiary.

G 'raclinnalion o/TruiUuhip

Trusteeship entails diree reladvely distinct functions: Investment,
administration, and distribution. Invutnunl Includes not only die Initial
selection of securldes or odter assets, but also die tasks Of monitoring die
Investments for continuing suitability, Investing new Hindi, and vodng the
shar.’i. Adminltlrallon includes the range of accounting, reporting, and tax
filing. Tlte responsibility for taking custody of securities Is anodier branch
of trust admlInlistradon. Unusual trust assets may require odter administra-
tive work—maintaining and leasing real estate, Insuring and safekeeping
the I'lcassn and die diamond flam, and so forth, Ditlriliullou 1s snmelimes
mechanical, but trust Instruments often bestow ujton trustees ilie discretion
to spray, sprinkle, Invade, accumulate, terminate, and so fordi.
Distribution, therefore, requires Inlerpreting and applying die somcdmcs

language of die ixitsl Instrument) and Il commonly Involves

complex
In order to keep abreast of Uielr

contact with the current beneficiaries,

needs and circumstances.
In former centuries, wlicn ancestral laud was die prototypical trust

asset, dieie three functions of trusteeship were Inextricably merged. Tlte
trustees were oflen not much more llian nominees—mere stakeholders
—and die family dial lived on the land managed IL As financial assets have
become die characteristic asset of die modem managerial trust, diere Is
ever leu reason for these three reladvely disparate functions—investment,
administration, and distribution—to remain consolidated In a single pair of
hands. No deep connecdon exists between, for example, being good at
working wldi beneficiaries on the distribution side, and being expert al
Investing unit funds or preparing fiduciary tax returns.

As Modern Portfolio Theory and die modernized prudent Investor
nonn drive fiduciaries to use ever larger portfolios, there will be ever leu
reason to think that family tnisteei, ami even small hank trustees, can

is0. UNAﬂlii" ant . .
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competently conduct the Investment Aincllon Inlioiuc. Tlic delegation
doctrine llial it legitimated under die 1092 Itestaiement and die Uniform
Acl"l facllluiei die me of outilde Inveiiment products and niiulde
Inveilineni inanagen. llank (nut departments are making ever greater me
of mutual riiiidi.I' Wlien the funds are Internally managed, they
constitute a dote alternative to hank-operated common truil fumli. When
lhe hank as tnittee met externally managed mutual Hindi, the trustee
commonly retains the asset allocation decisions for the particular Iruil In*
home while effectively delegating detailed portfolio management to the
outilde Investment company, lids Is an Intennedlaie position between
completely Internalised Inveiiment management and complete delegation
of the Inveiiment function.

One consequence of legitimating die delegation of Investment
funcdons will likely he a greater willingness on the part of lawyers lo serve
as trustee*."1l Lawyer* hring expertise in die interpretation of unit
Instruments, and ihe typical law firm exhibits more stable personnel
practices than ihe perennial revolving door that has been inch a troubling
feature of hank trust departments. Thus, on the distribution side, lawyeu
and law ftnns have formidable comparative advantages as fiduciaries, fly
contrast, lawyer* have no particular reason to he in lhe Investment
business—at least If the Investment function emails the wotk of arlvely
constructing anil maintaining portfolios as opposed to making or
ovenedng asset allocation decisions among externally managed portfolios.
The delegadon doctrine may eticouiagc more lawycti and law firms to
accept trmteeshljis, hy keeping distribution work lii-linuse, while facilitating

the delegation of detailed investment and administrative functions to

specialised providers.

/1. Principal anil Incomi

I conclude my efforts to peer Into Die future Of trust Investing by

turning to a seemingly quite distinct subject; the rules governing how

trustees allocate Ihe receipts from Insst inveslinenis between principal and
Income, The new trust Investment law Is undermining lhe practices that
trustees have long followed for discharging ihclr duty of Impartiality to
multiple beneficiaries. We are learning that the duties of prudent Investing
and of Impartiality have had a more Intimate connection than has been
understood. Traditional principal aniMiicnmc concepts will not survive In

the world of MPT-tIrlven Investing.

II*. SiairmnomU tl *ol
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Moil trusts provide for multiple Interests, commonly a life estate,
followed by remainders—for example, to my widow for her life, remainder
to my lIssue. Trust law requires the tmstee Its such cues to adhere lo what
Is called ihe duly of Impartiality, 'ilie Itciiaiemrnt veiilon says: "Ifa trust Is
created for beneficiaries In incceaslon, the trustee Is tinder a duty to lhe
successive beneficiaries lo act with due regard to (heir respective
Interests.""* fn allocating the receipt* and expenses of die tnist, the
current beneficiary "Is entitled lo, and only lo, the net Income*1' of the
Inul, Other Inveiiment return*, etpedally capital appreciation, accnic lo
the corpui of the trust. The Uniform rrinclpal ami Income Actl' and
comparable nommlfonu legislation regulate coiporate dtslslbsKloiM,
assigning dividends and Interest to Income, while accndng stock splits and
other capital account transactions lo the remainder InleretL

In former centuries, when agricultural real estate was the typical tnist
asset, die concept of net Income had iu Intuitive, largely self-denning hull,
which left scant discretion In the trustee. The life tenant wu entitled lo die
fruits and rents of die land. Difficulty In ascertaining what wa* Incc.no
arose only at the margin, with gravel plu and Umber standi mil die
like."" As the portfolio of financial assets displaced agricultural land from
Ilic prototypical modern trust, die concept of Insst Income became vutly
more inanlpidable In die hands of the trustee.

In modern circumstances, the trustee's Investment decisions largely
determine the income allocation to lhe current beneficiary. If die trustee
loads die portfolio wilh the shares uf so-called growth companies lhat
retain their profits for internal expansion anti |uy Hide or no dividends,
conventional Income will he Impaired. lly contrast, were the trustee to skew
the portfolio tuward high-yielding slocks mil hoods, which lend lo deliver
most Of Iltelr return In dividends and Interest rather dim to experience
much capital appreciation, the mill'* Investment policy would favor die
VurTent henellciary sml Impah the remainder InieresL At eldier extreme,
or anywhere between, die trustee who liu Investment tilscredon
ifiacin tin tncoint Inti tj choailtif Ihi Invalmiili. The duty of Impartiality
constrains die trustee hy requiring "due regard" lo the Interests of
principal and Income, hut wldiln Ihe sphere of discretion that die duty of
impartiality permits, trustees commonly make Investment decisions wldi a
view to achieving the desired Income level.

Ily distorting Investment choices In order to maximise a pardcular
form of return (whether dividends and Interest or capital appreciation),
conventional truit Investment pracdces diat are designed to satisfy

ItS. IWiunmin! ( Suom? olTrusuJ SS (199
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principal aiid intome concemi come Inin Iciulnn wlili Modern Portfolio
Theory. ‘lInii, for example, Ihe Inniee who li admInhfcrinj; a ir.nl Ihat
needi 10achieve a high level of current income may Teel obliged to inveit
heavily In liondi, even though It Is known lhat eipdllei outperform hnndi
across lhe long term on a lotal-relurn hula. The conventional principal*
and Income rulei drive lhat trualee to accept a lIOMT loial return In order
10 olnaln a particular /dim of relum—Inlereil rather than capital
appreciation. In many trust portfolio! that could pnulently tolerate greater
ritk hy holding a higher proportion of equities, Ihe tiuiicei have refrained
from investing appropriately lit ripiiilci hecaine such a portfolio commonly
produces less current income.

The lesson, In the words ofJoel Dnluis, Is dial 'Investing should not
he connected with principal and Income allocation."* Instead, the
trustee should first invest to maximise total return, and then, In a separate
anil subsequent step, 'allocate the return as fairly us possible* In a
prominent article published in 198(1,Jeffrey Cordon olneivcd that skewing
the portfolio to achlc a a particular Income/principal allocation also
Impairs diversification."1

Our traditional notion lhat she current beneficiary automatically
receives all the 'Income* has concealed from us the truth that the trustee’s
Investment pulley largely deienulnes how much that Income will lie.
Accordingly, an MIT-driven regime llial would allow lhe trustee lo Invest
for the maximum return suitable lo the trust, regardless of form, and then
to allocate lo Income llial portion llial the trustee determines lo lie
appropriate for discharging the duly of Impattialliy, would Involve no
fundamental departure from the Inner limcilnnal balance of the present
taw. Under either scheme, the trustee decides how much of lhe trust’s
Investment return In devote lu the Income Interest. Hut greater candtir
about the relationship between investing and allocating would allow the
trustee to follow investment practices llial would produce superb r returns

for bolls current and remainder beneficiaries.
Two main suggestions have been made fur devising allocation

1)9. Jot1 << lotillt, TIx rtolxtt Wotld tI tIx Cml of tIx CailMry It e New Iilml|>«l iml
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lout iabirtu baiaxan Tncanii* ond "yulnclpal* (airtd by atliltd Inul law b
pietouudly tiKonalalanl w8la Ux poailoHo ilxoiy pirodigm.
J.rnor 11 Oerdan, TIx rulllli.J Jurvinl or Itx CwiullsIn«'l riu-Jtnl Stan Hula, to
longtlftili, ailprs non 19, ol tvs, 110, loidoolxlj/ ifuald (a Jtlitay N. (Joidon, ‘tIx
ruiilliif 1'fliliunn ol Ux Coiiiirslixil riudaul Sim Hull. Il NV.U. L Kn. It, 1000

TTIMVTINVESTING 000

formulas lo fbcllllate loul-relttrn Investing: Hie unlinisl. and equitable
reallocation. The unlinisl Is common lu die world of fomiilatJoni and
charitable trusts,fantl Iu lax planning for Individuals after die
enactment of Chapter M of the Internal Revenue Code),I' Under a
unitrust, all die Investment gains for the. accounting peHosl are Inldally
assigned lo principal, without regard to form (diat Is, whether dividends,
Inlereil, or capital appreciation). Thereafter, a spending formula (for
example, five percent of principal, or the Inflation rate plus two percent) Is
ujcil lo determine lhe share fur cunr.ut-year dliiillmdon, Il b no accident
lhat ihe unltruit has thin far thrived mostly In the tax-exempt world of Ihe
IRC jj 501 (e)(3) organisation, where there Is no lax reward for preferring
capital gains over dividends and interest, ami no lax penalty for
recognising capital gains, 'llial Is lo say, our rules of taxation, as well as
our rules for alloradng principal and Income, can Impede (otalreturn
Investing for taxable trusts.

Under a system of equitable reallocation, tlte trustee would retain die
conventional furm-drlven categories as die initial stage of priuclpal-aiid*
income allocation. If, however, die trustee were to determine diat dto
outcome achieved for die particular trust by applying diose form-driven
rules did not coirecdy balance die needs of current and remainder
beneficiaries, die trustee would have die duly lo reallocate llie returns in
order to discharge die duly of Impartiality.

As | write, a Uniform Law Commission drafting committee is wrestling
with proposed revisions to die Uniform [I’rIncllial ami Income Act,
Including llic challenge of adapting the princlpal-antl-Income rules lo die
world of lotal-relurit Investing under die Uniform Prudent Investor Act.
Tlie committee considered unlinist solutions but is presently Inclined to
recommend a limited form of equitable reallocation."* It remains to be
seen whether this proposal will survive In die draft, ami wltedier the Adi
Commission will endorse 1I.

I suspect dial some decades will lie needed to harmonize fully the
present tensions among total return-investing as facilitated by die prudent
investor paradigm, recognition-based Income taxation, and prindpal-and*
Income law. The Uniform Piudent Investor Act does not even address
these issues, hut by committing Ameilraii trusi-luvesimenl law to die main
principles of Modem Portfolio Tlieoiy, (lie Act lias brought awareness of
these tensions onto tlte agenda diat confronts legal pollcymaken and
practicing lawyers In trust and estate law, ami that b a glam first step.

1. Jed IT liuUb, Rail Raun Madam Ponf.II* Tixary, and Call.|t, UnInnlir. and
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A model L’'nilbrm Prudent Investor Act
t“L’PIA“)was promulgated by the National
Conference of Commissioners on Uniform State
Laws in 1994 and recommended for enactment by
the states. The L’PLA allows trustees and similar
fiduciaries to employ modern portfolio theory to
guide investment decisions, and evaluates a
fiduciary’s conduct based on a strategy for the total
portfolio, rather than on the selection of individual
assets. In addition, the CPIA makes the following
alterations in the former criteria for fiduciary
investment: (A) the tradeoff between risk and return
is identified as the fiduciary’s central investment
consideration; (B) categoric restnctions on types of
investments have been abrogated; (C) the concept
that fiduciaries should diversity portfolio invest-
ments has been integrated into the definition ot'
prudence; (D) the much criticized rule of trust law
forbidding the trustee to delegate investment and
management functions has been reversed (some
lurisdictions impose notice requirements not
mandated by the L’PIAu and iE]| the trustee nut-
be relieved from habihtv for acts of the agent, if
certain requirements arc met.

It should be noted that charitable foundations
jnd private trusts are subject to similar investment
rules. The L'PIA is applicable to foundations
organized in trust form Charitable corporations,
on the other hand, are governed in mam jurisdic-
tions by the Uniform Management of Institutional
Funds Act (“I'MIF.Vt. The far right column

of the chart indicates whether a state has adopted

L'MIFA.

The <hort al the right »how» the »tate» that hove
adopted the UPIA, or subitantiol portions thereof, at
of this publication. Additionally’, many other stoles
ore identified that now require o totcl portfolio
approoeh to investment monogement, but which do
not otherwise have provisions resembling the UPIA.
If a state has no totol portfolio stofute, the chart
makes no representation regarding whether that
state's lows contain ony other provision resembling

the UPIA.
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Fiduciary Trust Company International
Two World Trade Center

New York, New York 10048-0772
Telephone: 212-466-4100

Fax: 212-524-5011

Fiduciary Trust International of California
444 South Flower Street

Suite 3010

Los Angeles, California 90071-2961
T.lcphone: 213-4S9-7400

Fax: 213-489-2078

Fiduciary International, Inc,
1717 Pennsylvania Avenue, N\V
Suite 630

Washington, DC 20006
Telephone. 202-393-7900

Fax: 202-393-7906

Fiduciary Trust International of the South
International Place

100 S.E. Second Street

Suite 2300

Miami, Florida 33131

Telephone 305-372-1260

Fax: 305-372 0654
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SENATE COMMITTEE REi ORT

*x
DATE: 3/25/98 FURTHER: Finance
DATE TURNED G
IN TO OFFICE: 3~3Q -1lo
Judiciary Committee considered HOUSE BILL NO. 321 am

"An Act relating to trusts, to the prudent investor rule, and to standards of care applicable to personal

representatives, conservators, and trustees; and providing for an effective date."

and recommends: Senate Bill:
[ ]same title
[ 1 be replaced with CSsS 1 ] new title
House Bill:

[ 1 adopt previous CsS [ 1 same title
[ ] technical title
[ 1 attached amendment(s) [ ] new: SCR"
[ ] adopt Letter of Intent by _ Committee
[ ] further referral to the Committee
CUM CHAR:
T a t
NEW FISCAL NOTE(S): PREVIOUS FISCAL NOTE(S):*
Department Date Zero Fiscal Department Date Zero Fiscal

€0/J/U Mauc, j SozoiirrKi

\%

[ ] APPROPRIATION - no fiscal note #include fiscal notes accompanying Governor's hill



