EIDUCIARY PROFESSIONS

Can We Talk?

Communication is one of a trustee’s greatest protections against
costly litigation. Sounds simple. Unfortunately, it often isn’t

The most frequently cited reason for lawsuits against attorneys is poor
client communication. Comprehensive communication is especially criti-
cal in the complex, emotional and often conflict-ridden relationships
between trustees and beneficiaries. In an effort to mitigate potential lia-
bility associated with the role of trustee, fiduciaries can request instruc-
tions from the probate court, purchase malpractice or liability insurance,
or retain knowledgeable agents to assist with a trust's administration.
Such protections may prove useful. But the best safeguard is effective and
By Maureen S. frequent communication with beneficiaries.
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with the beneficiary essential facts relevant to the beneficiary’s interest in
the trust. That's simple in theory. It becomes problematic when the trust’s
investments have declined or a trustee’s longstanding client asks that one
of the other beneficiaries be kept in the dark. Often, there is an added layer
of complexity: When the trustee consults his own attorney about trust
matters, can the beneficiary pierce the attorney-client privilege to access
such communications? The answer is sometimes ‘yes” and sometimes no.’
Courts around the country issue a constant barrage of decisions on
all these issues. Some recent cases provide guidance to fiduciaries on what
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information they must communicate, when
>
and to whom.
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There are some facts trustees must divulge.
Trustees must tell beneficiaries of the nature
of their interest in trust. (The only exception is
blind trusts in which the settlor specifically
requests that a beneficiary, who is usually the
settlor himself, be kept in the dark.) When the
beneficiaries’ rights change, even if their iden-
tities do not, trustees must let the beneficia-
ries know. As obvious as this may seem, sever-
al recent cases held trustees liable for this very
breach. Among them, Dumont is a dramatic,
cautionary tale:

Last June, the Surrogate’s Court of Monroe
County in New York faulted a bank trustee for
failing to inform a beneficiary that she was
entitled to mandatory income distributions.”
The beneficiary had been receiving discre-
tionary distributions. When her mother died,
her interest shifted. Yet the trustee continued
to administer the trust as if nothing had
changed. The trustee failed to discuss with the
beneficiary the terms of the trust, the trust’s
investments or the beneficiary’s income
needs. For this and other breaches, the trustee
was held liable for more than $20 million.

Similarly, both the individual and bank
trustees in McNeil * misled a current benefi-
ciary to believe he was only a remainder ben-
eficiary. The trustees kept this information
from the beneficiary, despite their fiduciary
duties, because of a verbal request from the
trust donor, a long-standing client, and, after
his death, continued requests from the
donor's family. For this breach, the Supreme
Court of Delaware removed the trustees from
office and surcharged them one-fifth of their
commissions from 1987 until 1996. Although
the dollar amount of the surcharge was not
revealed in the reported decision, surely the
commissions paid on a $300 million trust
were significant. The moral of these stories:
The fact that someone is a trust beneficiary
should never be concealed.

While delivering good news to a benefi-
ciary is usually an easy conversation to have, it
can be difficult to let him know the trust's
investments are failing. Still, bad news must

be conveyed. In Dumont the testator had
instructed the trustee to retain his holdings in
Eastman Kodak Company and ordered that,
absent some “compelling reason other than
diversification,” the stock not be sold. The
stock value dropped; the trustee failed to sell;
ultimately, the beneficiary sued. In addition to
faulting the trustee’s interpretation of what
justified a sale of the stock, the Surrogate's
Court also expressed its displeasure with the
trustee’s lack of communication with the ben-
eficiary. The judge scolded the trustee for a
lack of ongoing and sufficient communication
with the beneficiary and for failing to discuss
the terms of the trust or the trustee’s rationale
for refusing to sell the Kodak stock. Not even
the dramatic decline in the value of the Kodak
stock—the trust’s only asset—prompted the
trustee to engage in sufficient dialogue.
However unpleasant it may be to tell benefi-
ciaries that the assets in their trusts are per-
forming poorly; trustees should make a special
effort to communicate with beneficiaries in
these situations.

Other types of discussions also must take
place regularly. Whenever a trustee engages in
any type of transaction with a beneficiary,
communication is crucial. If a trustee fails to
disclose relevant information to a beneficiary
and obtain the beneficiary’s informed consent,
the trustee’s actions may be challenged later
(even if the statute of limitations has run out).
The beneficiaries in Boyce Family Trust v.
Snyder " agreed to buy a supermarket, but
their consent was not informed. About five
years later, the trustee was held liable for
breach of fiduciary duty. The trustee had
extensive experience in the grocery industry,
but failed to disclose to the beneficiaries infor-
mation relevant to the sale. The trustee down-
played the impact that the opening of a
Walmart nearby would have on their business
and misinformed the beneficiaries as to the
readiness of their store’s manager. The
Missouri Court of Appeals emphasized that
the trustee had a duty to inform the beneficia-
ries of all facts known to him so that the bene-
ficiaries could have made an informed decision
about purchasing the store. A trustee’s actions
may be challenged indefinitely if he does not
obtain the beneficiaries' informed consent.

More
discussions,
while they
might not
have insulated
the trustee in
Dumont from
liability, may
have led to
less severe

penalties.
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In contrast, when a trustee fully
informs a beneficiary, the beneficia-
ry cannot successfully challenge the

trustee’s actions—even if those
actions would otherwise constitute a
breach of duty. In February 2004,
the New York Surrogate’s Court of
New York County upheld a fee
agreement between a trustee and a
beneficiary.9 After full disclosure and
open negotiations, the charitable
beneficiary agreed to a fee arrange-
ment in a written document dated
1973. When the charity later com-
plained, documentation demon-
strating the beneficiary’s informed
consent proved crucial to the
trustee’s success in defeating the
lawsuit. In this case, the beneficiary
had no grounds on which to chal-
lenge the validity of the transaction.
However, the state attorney general,
who joined in this case but was not a
party to the 1973 fee agreement,
could challenge the validity of the
fee agreement. In the end, the
Surrogate's Court found that there
had been no fraud or overreaching
by the trustee and the trustee had
been justified in increasing its fees.

It is important not only to fully
inform a beneficiary about transac-
tions, but also to memorialize that dis-
closure in writing and to obtain and
keep evidence of meetings, phone calls,
memoranda and the like. Also, when
acting as a trustee of a charitable trust,
it is important to engage in early com-
munication with the state attorney gen-
eral and, when appropriate, to obtain
his written and informed consent.

HowTtobolilrt

So what, precisely, should be commu-
nicated, when and to whom?

Rule number one: be specific and
detailed. Trustees should discuss with
the beneficiaries the particulars of
their investment decisions, as well as
their interpretation of trust language.
Although these conversations may be
time consuming, trustees should
make a concerted effort. In Dumont,”

the court not only chastised the bank
trustee for the infrequency of its com-
munications with the beneficiary, but
also for the content of those commu-
nications. While the trustee dis-
cussed, in general terms, the overall
financial situation of the beneficiary’s
several accounts, it did not communi-
cate the terms of the Dumont Trust or
the trustee's interpretation of contro-
versial language. The trustee also
failed to articulate its rationale for
that particular trust’s investment
strategy. In addition, the discussions
that the trustee had with the benefi-
ciary were poorly documented. If
several trusts are managed by one
trustee, the trustee should make sure
to discuss, with specificity; the terms
and investments of each separate
trust. The beneficiary’s interests
should not be managed in totality.

Rule number two: communicate
frequently. It is a constant struggle for
fiduciaries to find time to conduct
enough meetings to sufficiently com-
municate with beneficiaries. Clearly,
the trustee in Bellows v. Pomp]un"
should have made more of an effort.
Despite numerous requests from the
beneficiaries, the trustee provided
them with only one informal update
on the administration process during
her three years as a trustee. Still, it's
unclear precisely how many meet-
ings satisfy the frequency require-
ment. The trustee in Dumont was
held liable in part for not holding “fre-
quent” communications with the
beneficiary.lz Unfortunately, the judge
offered no benchmarks for what
would have constituted frequent dia-
logue. But certainly more discussions,
while they may not have insulated the
trustee from liability, may have influ-
enced the judge and decreased the
penalties he imposed.

Some trustees find it helpful to set
up quarterly meetings with benefi-
ciaries. When such meetings have a
fairly regular timetable, it is more dif-
ficult for the trustee to postpone
them, and they take less effort to

schedule. Communicating by tele-
phone or email is a convenient sup-
plement to regular face-to-face
meetings as well. Regardless of how
communicating with beneficiaries is
accomplished, trustees should take
care to do so frequently.

It is a good idea to hold these
meetings even if there isn't much to
say. When trustees make an effort to
communicate with beneficiaries, ben-
eficiaries feel valued. This is important
because it means that if investments
later fail or concerns arise, beneficia-
ries will be less likely to sue.

Rule number three: communicate
with the right party. The trustee in
Hatleberg v.  Norwest  Bank
Wisconsin notified the attorney who
had drafted the trust document of an
error he discovered in the trust
instrument. But he never told the
donor or beneficiary. To make matters
worse, this drafting attorney no
longer represented the donor. Due to
the error in the trust, at the donor’s
death her estate was liable for an
additional $173,000 in estate taxes.
The beneficiary sued the trustee—
and won. Disclosures to closely relat-
ed parties do not suffice. Trustees
must sometimes tell beneficiaries
about errors that others and even
they themselves have committed.
Even if such a discussion results in the
loss of an account, this loss is prefer-
able to a long and costly lawsuit.

Even when there’s a responsible
party that still has a relationship with
the beneficiary, it's still good practice
to communicate directly with the
beneficiary. We make this recom-
mendation even though the defen-
dant in the Locke Family Trust was
not in breach.

In that case, the trustees delegated
investment responsibilities to a trust
company.” The trustees also hired an
individual as their agent to work with
the trust company. The trustees gave
the agent authority regarding all trad-
ing and investment decisions. The
trust’s investments failed and the
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trustees sued the trust company. The
Minnesota Court of Appeals held that
when the trust company communicat-
ed with the trustees’ agent, it was as if
the trust company was communicat-
ing directly with the trustees. The trust
company was not faulted for not com-
municating directly with its clients, the
trustees. In contrast to Hatleberg,
when there is an actual agency rela-
tionship between parties, communica-
tion with the agent is sufficient. In
Hatleberg, if the beneficiary had been
an existing client of the attorney, the
communication probably would have
been sufficient. Still, in keeping with
the adage “better safe than sorry,” we
recommend direct communication
with the party at issue whenever pos-
sible and appropriate.

Trustees, beneficiaries, and as
demonstrated in the Locke Family
Trust case, even their agents must
communicate with one another.
Trustees should not, however, be
forced to communicate with third
parties. l{:Sun Trust v. Children’s
Hospital ~ involved a trust that was
created by a hospital as part of a set-
tlement agreement in a medical mal-
practice case. The trust was funded
with $100,000 and the trustee was
directed to use the trust to pay for the
beneficiary’s medical expenses. The
hospital also was directed to replen-
ish the corpus of the trust as needed.
A dispute arose between the trustee
and the hospital regarding the defini-
tion of “medical expenses” and
whether the trust's assets might be
used for home nursing care. The hos-
pital charged the trustee with con-
cealing material information in
breach of its fiduciary duty. The case
dealt with many issues, but on the
communication front, a Virginia cir-
cuit court held in April 2003 that the
trustee was under no duty to commu-
nicate with the hospital. Even though
the hospital asked to be kept apprised
of the trust's management, the
trustee was under no obligation to
comply; its failure to do so, therefore,

did not constitute bad faith or a
breach of trust. Unless set forth in the
trust agreement, a trustee is not
obligated to share information with a
third party who is neither a co-trustee
nor a beneficiary.

While trustees understand that
they must treat all beneficiaries
impartially, this becomes difficult
when they are faced with pressure
from clients or even the trustee’s

own conscience. A familiar conflict
arose in McNeil v. McNeil." The
trust at issue held about $300 mil-
lion; the beneficiaries were a surviv-
ing spouse and four children. The
fourth child became estranged from
the family (although the decision
doesn’t reveal why). While the
spouse and the others remained
involved in the trust's management,
the trustees heeded the family’s
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request to keep certain information
from the estranged child. The
Supreme Court of Delaware held
that the trustees breached their fidu-

ciary duties. Despite exculpatory
language in the trust instrument, the
trustees were not relieved of their
duties to inform the beneficiaries
and treat them impartially.

Trustees have a duty to furnish
information upon request. Further-
more, even without a request, the
trustees have an affirmative duty to
communicate essential facts to the
beneficiary. In this case, information
was denied even after the beneficiary
made reasonable requests. To add
insult to injury, the trustees shared
similar information with the other
beneficiaries. While it may be tempt-
ing to withhold information from one
of the beneficiaries, a trustee may
never under any circumstances favor
one beneficiary over another, unless
the trust instrument so directs.

WHAT’S PROTECTED?
What critical conversations can a
trustee keep private? Communic-
ations between attorneys and their
clients are privileged. But the protec-
tion available to communications
between attorneys and their clientg
serving as fiduciaries is not absolute.

Despite a trustee’s best efforts to com-
municate appropriately with beneficia-
ries, there will be times when conflicts
arise. When the trustee consults his
attorney on these matters, it's impor-
tant to know what will be protected by

the attorney-client privilege.

States differ as to whether benefi-
ciaries are entitled access to commu-
nications between the trustee and his
attorney. In California and Texas, for
example, such communications are
protected.‘9 Other states, such as
Delaware, have carved out excep-
tions to the attorney-client privilege
for beneficiaries and have required
disclosure of otherwise privileged
communications.  These states see
the professional responsibilities of the
attorney of the fiduciary as running
through to the beneficiaries. In
Follansbee v. Gerlach, “ the Court of
Common Pleas of Pennsylvania,
Allegheny County, held that there
was no attorney-client privilege with
respect to communications regarding
the management of the trust. The
court reasoned that trust law imposes
a duty on trustees to share with the
beneficiaries information relating to
the trust, including opinions of coun-
sel that guide the trustee in his
administration of the trust. On the
other hand, the decision also stated
that if a conflict arose between a ben-
eficiary and a trustee, and the trustee
hired his own independent counsel,
paid for by his private funds and not
out of the trust's assets, their commu-
privileged.
Similarly, in a Florida case decided
last summer, Jacob v. Barton, “ aben-
eficiary sued a trustee over alleged
mismanagement of a trust'’s funds.
The Florida district court’s decision
upheld the attorney-client privilege

nications would be
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with respect to the trustee’s attor-
ney’s billing records. The court rea-
soned that the trustee hired the attor-
ney to defend her in the dispute with
the beneficiary; therefore the trustee,
not the beneficiary, was the client.

If a trustee is practicing in a state
that protects the privilege, the
trustee should take care to preserve
the privilege whenever possible. In
Jacob, if the trustee had shared the
billing records with a third party, the
records would no longer have been
privileged. In a separate hearing in
Dumont for instance, the beneficia-
ries argued that the trustee should
disclose a certain memorandum pre-
pared by the trustee's internal per-
sonnel. The Surrogate’s Court did
not analyze whether the privilege
applied because the trustee had
waived the privilege by presenting
the memorandum to the judge as
part of an in camera review.

Whether or not communications
between the trustee and his attorney
are privileged, their relationship
demands additional considerations.
First, irrespective of what a trustee
tells the attorney in confidence, the
trustee is still bound by his fiduciary
duty to disclose material facts
regarding the administration of the
trust to the beneficiaries. Meanwhile,
the attorney representing a fiduciary
of a trust or an estate should take
care to explain to the beneficiaries
that they are not his clients, that the
attorney represents the fiduciary and
that the beneficiaries may obtain
their own independent counsel.

DOINGOURBEST

It is not immediately obvious what
courts will see as sufficient commu-
nication. But the caselaw provides
some guidance. So we must use our
best judgment to determine when,
how and with which parties to com-
municate. Then document, docu-
ment, document. Trustees also must
discern when, if at all, their own
attorney—client communications
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may be protected. The risk of get-
ting it wrong is enormous. 1
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