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Let me begin with a note of caution about claims for investment losses in the form of some sage advice from Keynes.  He noted after the 1929 crash: “A sound banker, alas, is not one who foresees danger and avoids it, but one who, when he is ruined, is ruined in a conventional and orthodox way with his fellows, so that no one can really blame him.”  Talk about tick box society.  
It is a breach of trust not to pursue a good claim on behalf of a trust so long as there are sufficient funds to pay for it. (Re Brogden 1888)

A trustee would be wise to do so in any event:  (1) the trustee is likely the only party with a potential claim against the wrongdoers to the trust property and (2) the trustee may well face a claim themselves in the face of a failed investment, especially if they take no steps.  
Obviously, the opinion of counsel should be sought on potential proceedings to determine whether there is a good claim and one must consider whether a Beddoe application is appropriate.

Against Whom Might a Claim on Behalf a Trust be Brought?

There are several obvious targets of claims for investment losses:  asset managers, financial advisors and the trustees (or former trustees) themselves.

1) 
Asset Managers:  Until the passage of the Trustees Act 2000, trustees were not permitted to engage a discretionary asset manager for the trust property unless expressly permitted by the trust instrument.  
This has now changed.  If an asset manager has been retained.  There are two obvious lines of enquiry to determine if a claim may lie against the asset manager:
a) 
Claim sounding in negligence or breach of contract:  An asset manager owes the trustee a duty to take reasonable care in selecting and monitoring the assets under management.  A potential line of enquiry would whether the investment manager has met this duty.
b) 
Claim for breach of statutory duty:  The trustee must provide the manager with a policy statement embodying the investment objectives of the trust and obtain a written agreement that the manager will follow it.  Has there has been compliance with this statement?
2) Investment Advisors:  For some time, the wise trustee has obtained investment advice.  The obligation to obtain investment advice (except in narrow circumstances) is now codified in section 5 of the Trustees Act 2000.  Again, there are at least two potential lines of enquiry to determine if a potential claim may lie against an investment advisor.
a)  Negligence/Breach of contract:  The advisor is under a duty to take reasonable care in respect of their advice. If incompetent advice is given, then it is actionable. 
b)  Breach of regulatory requirement:  Whilst there is no statutory requirement on the trustee to provide the adviser (as opposed to the manager) with investment objectives, advisers (if regulated by the FSA) are required to determine the client’s investment objectives (FSA conduct of business sourcebook, 9.2.2). Even without regulatory issues, it is hard to imagine how the adviser could do their job in the absence of such guidance.  If there has been a failure to obtain or follow such guidance then a claim may lie.
Another interesting and possibly timely line of enquiry will relate to the method of compensation for any asset manager or investment  advisor.  
In the context of a trust (where the trustee himself could not take such a commission) is it lawful for the trustee to permit a manager or adviser to be paid by commissions or must the trustee enter exclusively into fee for service arrangements for such assistance and advice?  If the management or advice has been skewed by the commission structure is it actionable by a trustee or beneficiary?  
What is the trustee’s own exposure?
There are really three kinds of difficulty into which a trustee can get himself with respect to the exercise of his investment power:

1 He can make Investments which are not authorized by either the trust deed or statute;

2 He can behave in way which demonstrates infidelity or disloyalty; 
3 He can make investments which are authorized but where the trustee has taken less care than one might have hoped. I will inaccurately but conventionally refer to last as negligent investment.
1)  An Investment Which is Not Authorized:  such an investment is a breach of trust and a breach of fiduciary duty.  The most important duty of the trustee is to obey the terms of the trust and to keep within the terms of its authority.  An investment which is not authorized by the trust instrument or any statutory power is the trustee’s worst nightmare.  
The beneficiary has an investment by investment right of election:  the good ones she will keep for the trust and she will complain about the bad ones.  A beneficiary’s complaint will result in the “falsifying” of the account.  This means that any bad investment will be removed from the trust’s accounts (the investment will in effect have been made by the trustee on his own behalf on not behalf of the trust) and the trustee will in the usual course be ordered to make the trust whole by reimbursing it for the amount of the entire investment.  
The trustee’s honesty is not a defence; his skill in making the investment is not a defence. Indeed if he makes a series of unauthorized investments and some are profitable and some are not, the trustee must make good the bad investments and is unlikely to be able to reduce this liability by the profit on the good ones! Causation, foreseeability and remoteness are irrelevant to determining the liability or amount of compensation for such a breach.
2)   The second form of trouble, infidelity or dishonesty on the part of the trustee is treated similarly.  There is one improvement however: at least causation now matters.  However, the burden of establishing there was no causation is on the trustee; so good luck.  

Unless the trustee can establish that any loss would have been incurred even without a breach of fiduciary duty then the trustee must compensate the trust.  Foreseeability and remoteness both remain irrelevant considerations.
3) The third form of trouble, Authorized but negligent investments are very different in kind from unauthorised investments, infidelity or dishonesty. An authorised but negligent investment is a breach of trust as well but it is not a breach of fiduciary duty.   This was put nicely by Tony Molloy QC:  “competence is the duty of a fiduciary but it is not a fiduciary duty”.

My view is that most possible claims for trustee investment loss liability will fit within his last category of trustee investment liability, the “negligent” investment.   

What is the standard of care expected of the trustee in connection with an authorized investment?

At common law, In Re Whiteley (1886) 33 CHD 347, 355: established that the trustee must invest prudently as though he were investing for the benefit of others for whom he was morally obliged to provide both for now and for some time to come.  
In the UK, the Trustees Act 2000 also provides a statutory duty of care to “exercise such care and skill as is reasonable in the circumstances, having regard in particular – 
(a) to any special knowledge or experience that he has or holds himself out as having, and

(b) if he acts as a trustee in the course of business or profession, to any special knowledge or experience that it is reasonable to expect of a person acting in the course of that kind of business or profession.”
The beneficiary of a trust where the trustee has failed to meet this standard of care may require an account on the basis of “wilful default” (as so often happens in equity, the language is unfortunate and casts a moral aspersion on conduct that would not to contemporary eyes be justified for an action akin to negligence). 
In any event if an account is taken.  The account may be surcharged and the trustee ordered to compensate the trust for either lost capital or income where such loss was caused by the trustee failing to act either prudently (as required by the common law) or “with reasonable care and skill” (as required by statute).
Significantly here equity will follow the law.  Causation, remoteness and foreseeabilty matter for these claims.  
Similarly to a claim in negligence, proof of Damage Is Required and this can be difficult to establish:   Nestle v. NatWest is a much maligned case in this area.  The trustee’s behaviour was notoriously bad.  They were unaware of the investment objectives of the trust and did virtually nothing to oversee the investments.  As a result of which indifference the beneficiaries felt the investments had not appreciated sufficiently in value.  The beneficiaries still lost their claim! 
Why?  The only evidence of any loss by the trust was the increase in the value of the index compared to which the investments had underperformed.  This evidence was simply not good enough to establish a loss as the index is notoriously difficult to beat and a great many properly managed funds underperform it.  
The Hail Mary plea:  Section 61 of the Trustee Act 1925
The court has a discretion to relief trustees from personal liability under section 61 where they have acted “honestly”, “reasonably” and should “fairly” be excused from the breach of trust.  All three elements must be established and after that it is a matter for the discretion of the Court.
A Note About Hedge Funds

I did want to make a particular point about investments in hedge funds.  Many of these have now been illiquid for quite some time. In many cases there will be little the trustee can do but the matter of whether to appoint a liquidator over the fund, remove the trustee of a unit trust or request relief from a protector (often the only truly independent actor in the structure) must be evaluated from time to time.  
The first thing to consider and what is often misunderstood even by the banks involved themselves is the nature of the investment.  Many purported hedge fund investments are actually derivative contracts with banks.  Under these arrangements the banks themselves made the investments and are the registered investors.  The bank customers actually hold synthetic mirror investments to the hedge fund which entitles them to participate in the hedge funds returns as though they had made the proposed heavily leveraged investment in the funds themselves.  These synthetic investments do not offer any opportunity to take steps against the funds themselves which rights remain with the bank.

However, if the trust is actually invested in a hedge fund, there have been some very positive jurisprudential developments this year for investors.  Perhaps the most important is the Privy Council decision in Srategic Turnaround which held that in the circumstances of the case (which were far from unique) that the fund could not withhold payment of the redemption proceeds.
There are many kinds of hedge funds (albeit there are firm precedents that were used again and again) and so each case must be evaluated on its merits.  However, more and more investors are seeking to exercise their rights and that will place increasing pressure on trustees to take steps against these dormant (read dead) investments.

Final Three Points


Those are the basic who, what and whys of trust investment losses.  However, I do want to make three final points:

1.  Exoneration Clauses:  The law on these clauses is very straightforward in the UK, an exoneration clause excluding everything short of fraud is enforceable if clearly drafted: Armitage –v- Nurse & others 1997.  Accordingly, the trust instrument may essentially deprive the beneficiaries of any claim short of fraud.

2.
Most trusts are structured such that investments are not made by the trust directly but rather through a company whose shares are owned by the trustee.  This does NOT immunize the trustee from liability for investment losses.   
The decision in Bartlett is the orthodox first port of call when discussing the obligations of a trustee when dealing with the investment activities of a company owned more or less by the trust.  

I find this orthodoxy quite frankly bizarre for 2 reasons:

a.  The judge, Justice Brightman, expressly held that the case decided nothing new (he was simply following the decision In Re Lucking) and the trial had been an enormous waste of time.  The Defendant trustee was clearly in breach of its obligations; the trustee was not permitted to sit back and merely receive annual reports on the company but was required to take a more active role in the governance of a company more or less controlled by the trust. 
b. The only novel point in the decision appears in Obiter Dicta where the Court held that as the trustee was a professional bank trustee, it would be held to a higher standard than a non-professional trustee.  Parenthetically, this higher standard is repeated in the Trustees Act 2000.  Importantly, however as the trustee failed any test for responsible behaviour, the higher standard of care expected of a professional trustee made absolutely no impact on the decision. Whilst the case set out examples of fairly onerous steps that a normal trustee might be expected to take where it held a controlling interest in a corporation as trust property; the judgment does not offer a single example of an additional step that might be expected of a professional trustee.

3. 
Ansbacher:  This is a relatively recent Jersey decision on a strike out application which was made on the basis that any loss to the trust was “reflective” of a loss to the company owned by the trust. 
This is essentially In re Lucking all over again.  The “reflective loss” problem purportedly arises as a result of two early decisions which established the separate corporate personality of a company.  
Salomon –v- Salomon: company is independent of its shareholders (even where there is only one)

Foss v- Harbottle:  a shareholder may not recover directly for harm to the company as the loss in share value is purely derivative or reflective loss.  
There have always been exceptions to the Rule in Foss v. Harbottle including for claims independently actionable by the claimant.  Here of course the law is clear that the trustee’s failure to actively supervise the closely held company is an independently actionable  breach of trust.

My view is that any ultimate decision in Ansbacher will follow existing precedent and permit such claims. Holding company structures are now endemic to the trust world and it cannot be the case that by putting the trust property into a holding company, all trustees are absolved of any responsibility for investment losses.    It must be the case as has already been decided In re Lucking and confirmed in Bartlett [both of which are already the law in Jersey] that a trustee remains liable for such losses as the trustee owes an independently actionable duty to the beneficiaries, breach of which does not merely reflect losses of the company.  Albeit I concede it may throw up interesting valuation issues.
Thank you very much.  
Nick Holland
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