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26 U.S. Code § 2035 - Adjustments for
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Current through Pub. L. 114-38 (http://www.gpo.gov/fdsys/pkg/PLAW-114publ38/html/PLAW-114publ38.htm). (See
Public Laws for the current Congress (http://thomas.loc.gov/home/LegislativeData.php?n=PublicLaws).)
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(a) INCLUSION OF CERTAIN PROPERTY IN GROSS ESTATE If—
(1) the decedent made a transfer (by trust or otherwise) of an interest in any property, or relinquished
a power with respect to any property, during the 3-year period ending on the date of the decedent’s
death, and
(2) the value of such property (or an interest therein) would have been included in the decedent’s
gross estate under section 2036, 2037, 2038, or 2042 if such transferred interest or relinquished
power had been retained by the decedent on the date of his death,
the value of the gross estate shall include the value of any property (or interest therein) which
would have been so included.
(b) INCLUSION OF GIFT TAX ON GIFTS MADE DURING 3 YEARS BEFORE DECEDENT’ S DEATH
The amount of the gross estate (determined without regard to this subsection) shall be increased by the
amount of any tax paid under chapter 12 by the decedent or his estate on any gift made by the decedent
or his spouse during the 3-year period ending on the date of the decedent’s death.
(c) OTHER RULES RELATING TO TRANSFERS WITHIN 3 YEARS OF DEATH
(1) IN GENERAL For purposes of—
(A) section 303(b) (relating to distributions in redemption of stock to pay death taxes),
(B) section 2032A (relating to special valuation of certain farms, etc., real property), and
(C) subchapter C of chapter 64 (relating to lien for taxes),
the value of the gross estate shall include the value of all property to the extent of any interest
https://www.law.cornell.edu/uscode/text/26/2035
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therein of which the decedent has at any time made a transfer, by trust or otherwise, during the
3-year period ending on the date of the decedent’s death.
(2) COORDINATION WITH SECTION 6166
An estate shall be treated as meeting the 35 percent of adjusted gross estate requirement of section
6166(a)(1) only if the estate meets such requirement both with and without the application of
subsection (a).
(3) MARITAL AND SMALL TRANSFERS
Paragraph (1) shall not apply to any transfer (other than a transfer with respect to a life insurance
policy) made during a calendar year to any donee if the decedent was not required by section 6019
(other than by reason of section 6019(2)) to file any gift tax return for such year with respect to
transfers to such donee.

(d) EXCEPTION
Subsection (a) and paragraph (1) of subsection (c) shall not apply to any bona fide sale for an adequate
and full consideration in money or money’s worth.
(e) TREATMENT OF CERTAIN TRANSFERS FROM REVOCABLE TRUSTS
For purposes of this section and section 2038, any transfer from any portion of a trust during any period
that such portion was treated under section 676 as owned by the decedent by reason of a power in the
grantor (determined without regard to section 672(e)) shall be treated as a transfer made directly by the
decedent.
(Aug. 16, 1954, ch. 736, 68A Stat. 381 (http://uscode.house.gov/statviewer.htm?volume=68A&page=381);
Pub. L. 87–834, § 18(a)(2)(C) (http://www.gpo.gov/fdsys/browse/collection.action?collectionCode=PLAW),
Oct. 16, 1962, 76 Stat. 1052 (http://uscode.house.gov/statviewer.htm?volume=76&page=1052); Pub. L. 94–
455, title XX, § 2001(a)(5) (http://thomas.loc.gov/cgi-bin/bdquery/L?d094:./list/bd/d094pl.lst:455(Public_Laws)),
Oct. 4, 1976, 90 Stat. 1848 (http://uscode.house.gov/statviewer.htm?volume=90&page=1848); Pub. L. 95–
600, title VII, § 702(f)(1) (http://thomas.loc.gov/cgi-bin/bdquery/L?d095:./list/bd/d095pl.lst:600(Public_Laws)),
Nov. 6, 1978, 92 Stat. 2930 (http://uscode.house.gov/statviewer.htm?volume=92&page=2930); Pub. L. 97–34,
title IV (http://thomas.loc.gov/cgi-bin/bdquery/L?d097:./list/bd/d097pl.lst:34(Public_Laws)), §§ 403(b)(3)(B),
424(a), Aug. 13, 1981, 95 Stat. 301 (http://uscode.house.gov/statviewer.htm?volume=95&page=301), 317;
Pub. L. 97–448, title I, § 104(a)(9) (http://thomas.loc.gov/cgi-bin/bdquery/L?
d097:./list/bd/d097pl.lst:448(Public_Laws)), (d)(1)(A), (C), (2), Jan. 12, 1983, 96 Stat. 2381
(http://uscode.house.gov/statviewer.htm?volume=96&page=2381), 2383; Pub. L. 105–34, title XIII, § 1310(a)
(http://www.gpo.gov/fdsys/pkg/PLAW-105publ34/html/PLAW-105publ34.htm), Aug. 5, 1997, 111 Stat. 1043
(http://uscode.house.gov/statviewer.htm?volume=111&page=1043); Pub. L. 106–554, § 1(a)(7)
(http://www.gpo.gov/fdsys/pkg/PLAW-106publ554/html/PLAW-106publ554.htm) [title III, § 319(14)], Dec. 21,
2000, 114 Stat. 2763 (http://uscode.house.gov/statviewer.htm?volume=114&page=2763), 2763A–646.)
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CRUMMEY v. C.I.R, 397 F.2d 82 (9th Cir. 1968)

United States Court of Appeals, Ninth Circuit.

CRUMMEY v. C.I.R
397 F.2d 82 (9th Cir. 1968)
D. Clifford CRUMMEY et al., Petitioners,
v. COMMISSIONER OF INTERNAL
REVENUE, Respondent.

On February 12, 1962, the petitioners executed, as
grantors, an irrevocable living trust for the benefit of
their four children. The beneficiaries and their ages at
relevant times are as follows:

Nos. 21607, 21607-A.
United States Court of Appeals, Ninth
Circuit.
June 25, 1968.
Wareham C. Seaman (argued), Alvin R. Wohl, John
B. Cinnamon, of Seaman, Couper Wohl, Sacramento,
Cal., for appellant.
Stuart A. Smith (argued), Meyer Rothwacks, David O.
Walter, Attys., Dept. of Justice, Harry Marselli, Atty.,
Tax Division, Dept. of Justice, Mitchell Rogovin, Asst.
Atty. Gen., Tax Division, Richard C. Pugh, Acting
Asst. Atty. Gen., Lester Uretz, Chief Counsel, Internal
Revenue Service, Washington, D.C., for appellees.
Before BROWNING and DUNIWAY, Circuit Judges,
_
and BYRNE , District Judge.
_.

Hon. William M. Byrne, Senior District
Judge, Central District of California, sitting
by designation.

BYRNE, District Judge:
This case involves cross petitions for review of decisions of the Tax Court of the United States. Jurisdiction in the Tax Court was based upon 26 U.S.C. §
7442. Jurisdiction in this court is based upon 26 U.S.C.
§ 7482 and 7483.

Age 12/31/62 12/31/63 John Knowles Crummey 22
23 Janet Sheldon Crummey 20 21 David Clarke
Crummey 15 16 Mark Clifford Crummey 11 12
Originally the sum of $50 was contributed to the trust.
Thereafter, additional contributions were made by
each of the petitioners in the following *83 amounts
and on the following dates:
$ 4,267.77 6/20/62 49,550.00 12/15/62 12,797.81 12/
19/63
The dispute revolves around the tax years of 1962 and
1963. Each of the petitioners filed a gift tax return for
each year. Each petitioner claimed a $3,000 per beneficiary tax exclusion under the provisions of 26 U.S.C. §
2503(b). The total claimed exclusions were as follows:
D.C. Crummey 1962 — $12,000 1963 — $12,000 E.E.
Crummey 1962 — $12,000 1963 — $12,000
The Commissioner of Internal Revenue determined
that each of the petitioners was entitled to only one
$3,000 exclusion for each year. This determination
was based upon the Commissioner's belief that the
portion of the gifts in trust for the children under the
age of 21 were "future interests" which are disallowed
under § 2503(b). The taxpayers contested the determination of a deficiency in the Tax Court. The Commissioner conceded by stipulation in that proceeding that
each petitioner was entitled to an additional $3,000
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exclusion for the year 1963 by reason of Janet Crummey having reached the age of 21.
The Tax Court followed the Commissioner's interpretation as to gifts in trust to David and Mark, but
determined that the 1962 gift in trust to Janet qualified
as a gift of a present interest because of certain additional rights accorded to persons 18 and over by California law. Thus, the Tax Court held that each petitioner was entitled to an additional $3,000 exclusion
for the year 1962.
The key provision of the trust agreement is the "demand" provision which states:
"THREE. Additions. The Trustee may receive
any other real or personal property from the
Trustors (or either of them) or from any other
person or persons, by lifetime gift, under a Will
or Trust or from any other source. Such
property will be held by the Trustee subject
to the terms of this Agreement. A donor may
designate or allocate all of his gift to one or
more Trusts, or in stated amounts to different
Trusts. If the donor does not specifically
designate what amount of his gift is to augment
each Trust, the Trustee shall divide such gift
equally between the Trusts then existing,
established by this Agreement. The Trustee
agrees, if he accepts such additions, to hold and
manage such additions in trust for the uses and
in the manner set forth herein. With respect
to such additions, each child of the Trustors may
demand at any time (up to and including December
31 of the year in which a transfer to his or her
Trust has been made) the sum of Four Thousand
Dollars ($4,000.00) or the amount of the transfer
from each donor, whichever is less, payable in cash
immediately upon receipt by the Trustee of the
demand in writing and in any event, not later than
December 31 in the year in which such transfer was

child. The property received pursuant to the demand
shall be held by the guardian for the benefit and use
of the child." (emphasis supplied)

The whole question on this appeal is whether or not
a present interest was given by the petitioners to their
minor children so as to qualify as an exclusion *84 un1

der § 2503(b) The petitioners on appeal contend that
each minor beneficiary has the right under California
law to demand partial distribution from the Trustee.
In the alternative they urge that a parent as natural guardian of the person of his minor children could
make such a demand. As a third alternative, they assert
that under California law a minor over the age of 14
has the right to have a legal guardian appointed who
can make the necessary demand. The Commissioner,
as cross petitioner, alleges as error the Tax Court's ruling that the 1962 gifts in trust to Janet (then age 20)
were present interests.
1.

26 U.S.C. § 2503(b) provides in part: "Exclusions From Gifts. — In the case of gifts
(other than gifts of future interest in property) made to any person by the donor during
the calendar year 1955 and subsequent calendar years, the first $3000 of such gifts to such
person shall not, for the purpose of subsection (a), be included in the total amount of
gifts made during such year. * * *"

It was stipulated before the Tax Court in regard to the
trust and the parties thereto that at all times relevant
all the minor children lived with the petitioners and
no legal guardian had been appointed for them. In addition, it was agreed that all the children were supported by petitioners and none of them had made a demand against the trust funds or received any distribution from them.

made. Such payment shall be made from the gift of
that donor for that year. If a child is a minor at
the time of such gift of that donor for that year,

The tax regulations define a "future interest" for the
purposes of § 2503(b) as follows:

or fails in legal capacity for any reason, the child's
guardian may make such demand on behalf of the

casetext.com/case/crummey-v-cir
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"`Future interests' is a legal term, and includes reversions, remainder, and other interests or estates,
whether vested or contingent, and whether or not
supported by a particular interest or estate, which are
limited to commence in use, possession or enjoyment
at some future date or time." Treasury Regulations of
Gift Tax, § 25.2503-3.

proposition that they could look at circumstances as
well as the trust agreement and under such circumstances it was clear that the minor could not make the
demand and that no guardian had ever been appointed who could make such a demand.

This definition has been adopted by the Supreme
Court. Fondren v. Commissioner of Internal Revenue, 324 U.S. 18, 65 S.Ct. 499, 89 L.Ed. 668 (1945);
Commissioner of Internal Revenue v. Disston, 325
U.S. 442, 65 S.Ct. 1328, 89 L.Ed. 1720 (1945). In Fon-

F.2d 118 (7th Cir. 1951). In that case the donor *85 set

dren the court stated that the important question is
when enjoyment begins. There the court held that
gifts to an irrevocable trust for the grantor's minor
grandchildren were "future interests" where income
was to be accumulated and the corpus and the accumulations were not to be paid until designated times
commencing with each grandchild's 25th birthday.
The trustee was authorized to spend the income or invade the corpus during the minority of the beneficiaries only if need were shown. The facts demonstrated
that need had not occurred and was not likely to occur.
Neither of the parties nor the Tax Court has any disagreement with the above summarization of the basic
tests. The dispute comes in attempting to narrow the
definition of a future interest down to a more specific
and useful form.
The Commissioner and the Tax Court both placed
primary reliance on the case of Stifel v. Commissioner
of Internal Revenue, 197 F.2d 107 (2nd Cir. 1952). In
that case an irrevocable trust was involved which provided that the beneficiary, a minor, could demand any
part of the funds not expended by the Trustee and,
subject to such demand, the Trustee was to accumulate. The trust also provided that it could be terminated by the beneficiary or by her guardian during minority. The court held that gifts to this trust were gifts
of "future interests". They relied upon Fondren for the

The leading case relied upon by the petitioners is
Kieckhefer v. Commissioner of Internal Revenue, 189
up a trust with his newly born grandson as the beneficiary. The trustee was to hold the funds unless the
beneficiary or his legally appointed guardian demanded that the trust be terminated. The Commissioner
urged that the grandson could not effectively make
such a demand and that no guardian had been appointed. The court disregarded these factors and held
that where any restrictions on use were caused by disabilities of a minor rather than by the terms of the
trust, the gift was a "present interest". The court further stated that the important thing was the right to
enjoy rather than the actual enjoyment of the property.
The Kieckhefer case has been followed in several decisions. In Gilmore v. Commissioner of Internal Revenue, 213 F.2d 520 (6th Cir. 1954) there was an irrevocable trust for minors. It provided that all principal and accumulated income would be paid on demand
of the beneficiary. The trust was to terminate on the
beneficiary's death. Anything remaining in the trust at
the time of death would go to the beneficiary's estate.
The Tax Court stated that the demand provision
would have made the advancements "present interests" but for spendthrift provisions and the authority
of the Trustee to invest in non-income producing
properties. The Circuit agreed that the demand provision made the advancements "present interests" and
further held that the other provisions did not change
that character. Reliance was placed on the "right to enjoy" language of Kieckhefer.

casetext.com/case/crummey-v-cir
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In United States v. Baker, 236 F.2d 317 (4th Cir. 1956)
the court followed the Kieckhefer case in holding that

erty. If it is not likely, then the gift is a "future interest". At the other extreme is the holding in Kieckhefer

advances were "present interests" where:

which says that a gift to a minor is not a "future interest" if the only reason for a delay in enjoyment is
the minority status of the donee and his consequent
disabilities. The Kieckhefer court noted that under the

"The trust agreements with which we are concerned
here created no barriers to the present enjoyment by
the infants of the trust property beyond those which
are established by the laws of North Carolina."
That case involved a trust for minors where income
and principal were to be used for the support, education and benefit of the beneficiaries according to the
discretion of the trustee who was to act as if he were a
guardian. What was not expended went to the beneficiary on his 21st birthday.
A final case of interest is Trust No. 3 v. Commissioner, 285 F.2d 102 (7th Cir. 1960). This involved
the question of whether certain income was taxable
to a trust or to the beneficiaries. The court held the
income was taxable to the beneficiaries where they
had the right to terminate the trust or take any part
of it on demand. The beneficiaries were minors, and
no guardian had been appointed. The Commissioner
urged that no one was ever qualified to make the demand and thus that the beneficiaries could not have
taken any property from the trust in the tax year. The
court relying on Kieckehefer said:
"This distinction is unconvincing in view of the fact
that the appointment of a guardian for a minor under
a state law is a matter of routine in which the federal
government has no concern."
Although there are certainly factual distinctions between the Stifel and Kieckhefer cases, it seems clear that
the two courts took opposing positions on the way the
problem of defining "future interests" should be resolved. As we read the Stifel case, it says that the court
should look at the trust instrument, the law as to minors, and the financial and other circumstances of the
parties. From this examination it is up to the court to
determine whether it is likely that the minor beneficiary is to receive any present enjoyment of the prop-

terms there present, a gift to an adult would have qualified for the exclusion and they refused to discriminate
*86 against a minor. The court equated a present interest with a present right to possess, use or enjoy. The
facts of the case and the court's reasoning, however,
indicate that it was really equating a present interest
with a present right to possess, use or enjoy except for
the fact that the beneficiary was a minor. In between
these two positions there is a third possibility. That
possibility is that the court should determine whether
the donee is legally and technically capable of immediately enjoying the property. Basically this is the test relied on by the petitioners. Under this theory, the question would be whether the donee could possibly gain
immediate enjoyment and the emphasis would be on
the trust instrument and the laws of the jurisdiction as
to minors. It was primarily on this basis that the Tax
Court decided the present case, although some examination of surrounding circumstances was apparently
made. This theory appears to be the basis of the decision in George W. Perkins, 27 T.C. 601 (1956). There
the Tax Court stated that where the parents were capable of making the demand and there was no showing that the demand could be resisted, the gift was of
a present interest. This approach also seems to be the
basis of the "right to enjoy" language in both Kieckhefer and Gilmore.
Under the provisions of this trust the income is to be
accumulated and added to the corpus until each minor reaches the age of 21, unless the trustee feels in
his discretion that distributions should be made to a
needy beneficiary. From 21 to 35 all income is distributed to the beneficiary. After 35 the trustee again has
discretion as to both income and corpus, and may distribute whatever is necessary up to the whole thereof.
Aside from the actions of the trustee, the only way any
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beneficiary may get at the property is through the "demand" provision, quoted above.

It is further agreed that a minor cannot sue in his own
name (Cal.Civ.Code, *87 § 42) and cannot appoint an

One question raised in these proceedings is whether
or not the trust prohibits a minor child from making
a demand on the yearly additions to the trust. The key
language from paragraph three is as follows:

agent. (Cal. Civ.Code, § 33). With certain exceptions a
minor can disaffirm contracts made by him during his
minority. Cal.Civ.Code, § 35. A minor under the age
of 18 cannot make contracts relating to real property
or personal property not in his possession or control.
Cal.Civ.Code, § 33.

"If a child is a minor at the time of such gift of that
donor for that year, or fails in legal capacity for any
reason, the child's guardian may make such demand
on behalf of the child."
The Tax Court interpreted this provision in favor of
the taxpayers by saying that "may" is permissive and
thus that the minor child can make the demand if allowed by law, or, if not permitted by law, the guardian
may do it. Although, as the Commissioner suggests,
this strains the language somewhat, it does seem consistent with the obvious intent in drafting this provision. Surely, this provision was intended to give the
minor beneficiary the broadest demand power available so that the gift tax exclusion would be applicable.
There is very little dispute between the parties as to
the rights and disabilities of a minor accorded by the
California statutes and cases. The problem comes in
attempting to ascertain from these rights and disabilities the answer to the question of whether a minor
may make a demand upon the trustee for a portion of
the trust as provided in the trust instrument.
It is agreed that a minor in California may own property. Estate of Yano, 188 Cal. 645, 206 P. 995 (1922).
He may receive a gift. DeLevillain v. Evans, 39 Cal.
120. A minor may demand his own funds from a bank
(Cal.Fin.Code, §§ 850 853), a savings institution
(Cal.Fin. Code, §§ 7600 7606), or a corporation
(Cal.Corp.Code, §§ 2221 2413). A minor of the age of
14 or over has the right to secure the appointment of
a guardian and one will be appointed if the court finds
it "necessary or convenient". Cal.Prob.Code, § 1406;
Guardianship of Kentera, 41 Cal.2d 639, 262 P.2d 317
(1953).

The parent of a child may be its natural guardian,
but such a guardianship is of the person of the child
and not of his estate. Kendall v. Miller, 9 Cal. 591;
Cal.Civ.Code, § 202.
After examining the same rights and disabilities, the
petitioners, the Commissioner, and the Tax Court
each arrived at a different solution to our problem.
The Tax Court concentrated on the disabilities and
concluded that David and Mark could not make an
effective demand because they could not sue in their
own name, nor appoint an agent and could disaffirm
contracts. The court, however, concluded that Janet
could make an effective demand because
Cal.Civ.Code, § 33 indirectly states that she could
make contracts with regard to real and personal property.
The Commissioner concentrated on the inability to
sue or appoint an agent and concluded that none of
the minors had anything more than paper rights because he or she lacked the capacity to enforce the demand.
The petitioners urge that the right to acquire and hold
property is the key. In the alternative they argue that
the parent as a natural guardian could make the demand although it would be necessary to appoint a
legal guardian to receive the property. Finally, they
urge that all the minors over 14 could make a demand
since they could request the appointment of a legal
guardian.
The position taken by the Tax Court seems clearly
untenable. The distinction drawn between David and
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Mark on the one hand, and Janet on the other, makes
no sense. The mere fact that Janet can make certain
additional contracts does not have any relevance to
the question of whether she is capable of making an
effective demand upon the trustee. We cannot agree
with the position of the Commissioner because we do
not feel that a lawsuit or the appointment of an agent
is a necessary prelude to the making of a demand upon
the trustee. As we visualize the hypothetical situation,
the child would inform the trustee that he demanded his share of the additions up to $4,000. The trustee
would petition the court for the appointment of a legal
guardian and then turn the funds over to the guardian.
It would also seem possible for the parent to make the
demand as natural guardian. This would involve the
acquisition of property for the child rather than the
management of the property. It would then be necessary for a legal guardian to be appointed to take charge
of the funds. The only time when the disability to sue
would come into play, would be if the trustee disregarded the demand and committed a breach of trust.
That would not, however, vitiate the demand.
All this is admittedly speculative since it is highly unlikely that a demand will ever be made or that if one is
made, it would be made in this fashion. However, as a
technical matter, we think a minor could make the demand.
Given the trust, the California law, and the circumstances in our case, it can be seen that very different
results may well be achieved, depending upon the test
used. Under a strict interpretation of the Stifel test of
examining everything and determining whether there
is any likelihood of present enjoyment, the gifts to minors in our case would seem to be "future interests".
Although under our interpretation neither the trust
nor the law technically forbid a demand by the minor,
the practical difficulties of a child going through the
procedures seem substantial. In addition, the surrounding facts indicate the children were well cared
for and *88 the obvious intention of the trustors was
to create a long term trust. No guardian had been ap-

pointed and, except for the tax difficulties, probably
never would be appointed. As a practical matter, it
is likely that some, if not all, of the beneficiaries did
not even know that they had any right to demand
funds from the trust. They probably did not know
when contributions were made to the trust or in what
amounts. Even had they known, the substantial contributions were made toward the end of the year so
that the time to make a demand was severely limited.
Nobody had made a demand under the provision, and
no distributions had been made. We think it unlikely
that any demand ever would have been made.
All exclusions should be allowed under the Perkins test
or the "right to enjoy" test in Gilmore. Under Perkins,
all that is necessary is to find that the demand could
not be resisted. We interpret that to mean legally resisted and, going on that basis, we do not think the
trustee would have any choice but to have a guardian
appointed to take the property demanded.
Under the general language of Kieckhefer which talked
of the "right to enjoy", all exclusions in our case would
seem to be allowable. The broader Kieckhefer rule
which we have discussed is inapplicable on the facts
of this case. That rule, as we interpret it, is that postponed enjoyment is not equivalent to a "future interest" if the postponement is solely caused by the minority of the beneficiary. In Kieckhefer, the income was
accumulated and added to the corpus until the beneficiary reached the age of 21. At that time everything
was to be turned over to him. This is all that happened
unless a demand was made. In our case, on the contrary, if no demand is made in any particular year, the
additions are forever removed from the uncontrolled
reach of the beneficiary since, with the exception of
the yearly demand provision, the only way the corpus
can ever be tapped by a beneficiary, is through a distribution at the discretion of the trustee.
We decline to follow a strict reading of the Stifel case
in our situation because we feel that the solution suggested by that case is inconsistent and unfair. It be-
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comes arbitrary for the I.R.S. to step in and decide
who is likely to make an effective demand. Under the
circumstances suggested in our case, it is doubtful that
any demands will be made against the trust — yet
the Commissioner always allowed the exclusion as to
adult beneficiaries. There is nothing to indicate that it
is any more likely that John will demand funds than
that any other beneficiary will do so. The only distinction is that it might be easier for him to make such
a demand. Since we conclude that the demand can
be made by the others, it follows that the exclusion
should also apply to them. In another case we might
follow the broader Kieckhefer rule, since it seems least
arbitrary and establishes a clear standard. However, if
the minors have no way of making the demand in our
case, then there is more than just a postponement involved, since John could demand his share of yearly
additions while the others would never have the opportunity at their shares of those additions but would
be limited to taking part of any additions added subsquent to their 21st birthdays.
We conclude that the result under the Perkins or
"right to enjoy" tests is preferable in our case. The
petitioners should be allowed all of the exclusions
claimed for the two year period.
The decision of the Tax Court denying the taxpayers'
exclusions on the gifts to David and Mark Crummey is
reversed. The decision of the Tax Court allowing the
taxpayers' exclusions on the 1962 gift to Janet Crummey is affirmed.
*89

casetext.com/case/crummey-v-cir

7 of 7

HATLEBERG v. NORWEST BANK WISCONSIN, 2005 WI 109 (Wis. 2005)

Supreme Court of Wisconsin.

HATLEBERG v. NORWEST BANK WISCONSIN
2005 WI 109 (Wis. 2005)
Susan HATLEBERG, Plaintiff-Respondent,
v. NORWEST BANK Wisconsin, n/k/a
Wells Fargo Bank, Defendants-AppellantsPetitioners.
Supreme Court of Wisconsin.
No. 2003AP40.
Oral Argument January 7, 2005.
Decided July 7, 2005. *235
REVIEW of a decision of the Court of Appeals. Affirmed and cause remanded.
For the defendants-appellants-petitioners there were
briefs by Dennis M. Sullivan, Stephanie Finn and Herrick
Hart, S.C., Eau Claire, and oral argument by Dennis M.
Sullivan.
For the plaintiff-respondent there was a brief by Paul
J. Gossens and Paul J. Gossens, S.C., Wauwatosa, and oral
argument by Paul J. Gossens.
An amicus curiae brief was filed by John E. Knight,
James E. Bartzen, Kirsten E. Spira and Boardman, Suhr,
Curry Field LLP, Madison, on behalf of the Wisconsin
Bankers Association.

*236 *237 *238 *239

¶ 1. DAVID T. PROSSER, J.
This is a review of a published decision of the court of
appeals, Hatleberg v. Norwest Bank Wisconsin, 2004 WI

App 48, 271 Wis. 2d 225, 678 N.W.2d 302. The court
of appeals affirmed a judgment of the circuit court for
Eau Claire County, Eugene Harrington, Judge, holding Norwest Bank (now known as and hereinafter referred to as Wells Fargo Bank) liable for breach of
fiduciary duty in its capacity as trustee of an irrevocable trust set up by Susan Hatleberg's mother, Phyllis
Erickson. Wells Fargo appeals, and we affirm on different grounds.
¶ 2. In this case, during its tenure as trustee, Wells
Fargo became aware of a defect in a trust that it had
not drafted. It did not reveal that defect to the grantor,
Erickson. After Erickson's death, the trust was subject
to increased tax liability due to the drafting *240 defect.
Hatleberg sued Wells Fargo on behalf of Erickson's estate, alleging several theories of liability. The circuit
court concluded that Wells Fargo breached a duty to
Erickson, and the court of appeals affirmed.
¶ 3. We reach the following conclusions: First, on the
facts of this case, Wells Fargo had no duty to review
the Erickson trust to ensure its effectiveness as an instrument to avoid estate taxes. The pertinent facts are
that the trust instrument did not assign this responsibility to the trustee and the trustee did not draft
the trust. Second, inasmuch as Erickson's estate suffered no physical harm, Wells Fargo was not subject
to "Good Samaritan" liability under § 323 of the Restatement (Second) of Torts. Third, Wells Fargo negligently breached a duty to Erickson by continuing to
advise her to contribute money to the trust to save
estate taxes after it realized the trust was defective.
Therefore, we affirm the decision of the court of appeals on different grounds and remand to the circuit
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court to allow it to determine whether there ought to
be any adjustment in damages.

I. FACTS AND PROCEDURAL
POSTURE
¶ 4. The Eau Claire bank now known as Wells Fargo
has been called several names. In 1984 it was known
as American National Bank and Trust Company. At
some point in 1984, Ted Erickson, Phyllis Erickson's
husband, met with Dale Sevig, American National's
"Vice President and Senior Trust Officer," about es1
tate planning possibilities. On September 6, 1984, Sevig wrote a follow-up letter to Ted Erickson, expressing Sevig's interest in "hopefully help[ing] you with
your *241 estate and investment planning." Sevig attached extensive documentation and a suggested estate plan for the Ericksons.
1.

Sevig stated that one of his roles at the
bank was to "solicit . . . business if possible
for the bank."
¶ 5. Unfortunately, Mr. Erickson died in March 1985.
On March 27, 1985, Sevig wrote another letter, this
one to Mrs. Erickson, expressing condolences and soliciting her business: "[I]t will be quite easy to set up
a trust account so we can help you on bill paying and
watching your investments, plus whatever else needs
to be done on your financial matters." Sevig's handwritten note on the letter indicates that he called Mrs.
2
Erickson about the letter on April 8, 1985. Eventually, she agreed to set up a revocable trust, with the bank
serving as trustee. Sevig set up the revocable trust and
3
handled many of Erickson's finances through it. The
revocable trust is not at issue in this case.
2.

Wells Fargo's expert admitted that if he
had received the letters Sevig sent Erickson,
"it would be fair to conclude that the bank is
saying `We have special knowledge to be
your estate and investment planner.'"

3.

Despite his repeated contacts with the Ericksons, Sevig claimed that he never held
himself out as a financial planner. However,
he also testified that he was "probably" Phyllis Erickson's "sole financial advisor." Sevig
also stated that the bank's job with respect to
Erickson was "investment management . . .
where we could suggest various courses of
investments for her and carry those out." In
her revocable trust, Erickson gave the bank
the right to "invest, reinvest, [and] maintain"
her investments at the bank's "sole discretion." As Sevig summarized it, "She just plain
gave us the right to manage her portfolio as
we deemed fit for her."
¶ 6. Sevig also recommended that Erickson set up an
irrevocable trust to reduce her estate taxes by taking
4
advantage of the gift tax exemption. He offered to refer *242 her to an attorney he believed to be an expert in estate planning who would draft the irrevocable trust. Erickson decided that she would set up an irrevocable trust, but she wanted her neighbor, Attorney Richard Duplessie, to draft the trust instrument.
By his own admission, Duplessie was not an expert
in estate planning; nevertheless, Erickson insisted that
he draft the trust. Duplessie agreed to do so, essentially
copying the instrument from a form book. Duplessie
testified that Erickson intended the trust to provide a
way for her to reduce her estate taxes.
4.

See 26 U.S.C. § 2503(b) (2000) ("In the case

of gifts (other than gifts of future interests in
property) made to any person by the donor
during the calendar year, the first $10,000 of
such gifts to such person shall not . . . be included in the total amount of gifts made during such year.").
¶ 7. The parties agree that the trust was defective be5
cause it did not contain "Crummey provisions." These
provisions take their name from the Ninth Circuit's
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decision in Crummey v. Commissioner of Internal Revenue, 397 F.2d 82 (9th Cir. 1968). Crummey provisions
give the trust beneficiaries present interest gifts,
thereby qualifying the gifts for the annual gift tax exclusion. Id. at 83-84. In effect, the provisions require
the trustee to notify the trust beneficiaries that they
have a right of withdrawal of the gifted funds. See
Mark Bradley, et al., Eckhardt's Workbook for Wisconsin
Estate Planners, § 8.246 at 85-86 (4th ed. 2003). If the
beneficiaries are not given a withdrawal right, the
trust deposits do not qualify for the annual gift tax exclusion. *243
5.

Wells Fargo asserted at oral argument that
this is technically incorrect. Counsel stated
that the trust need not contain explicit Crummey provisions so long as the beneficiaries
are somehow notified of their present interest. For our purposes, the distinction is not
relevant because neither action was taken
here.
¶ 8. Initially, this error went unnoticed. In 1985 Erickson began to make deposits of $40,000 ($10,000 for
each of four family members) annually into the irrevocable trust, and continued to do so for 11 years.
¶ 9. In 1988 Sevig noticed the absence of Crummey
provisions in the trust during the bank's annual review of the trust provisions. He immediately notified
Duplessie via a handwritten note, and attached suggested Crummey provisions that would "solve the gift
tax exclusion problem." Until that time, Duplessie had
never heard of Crummey provisions. Duplessie re-

contributions to the trust principal. The trust was
never amended.
¶ 10. Duplessie and Sevig independently admitted that
neither one of them informed Erickson of the concerns about her trust. On the contrary, Sevig advised
Erickson to continue to make trust contributions,
which she did. Sevig stated: "I reviewed your trust for
gifts made in 1990 and 1991 as follows: 1. $10,000.00
to Susan on 12-11-90. You can do so again in 1991
for the $10,000.00 annual exclusion. . . . Again, for estate tax purposes, it makes sense to do the gifts." (Emphasis added.) Hatleberg testified that Sevig told Erickson
"there [were] absolutely no problems, everything was
fine. She had nothing to worry about." In 1995 Sevig
advised Erickson that "I think you can afford another
round of gifts for the grandchildren." *244
¶ 11. Erickson continued to make gifts each year
through tax year 1996. She deposited a total of
$440,000 in the trust over the 11-year period between
1985 and 1996. She died in November 1998. Upon her
death, Sevig wrote to her probate attorney: "The lack
of ` Crummey' provision[s] concerns one for her taxable estate." When the estate filed its tax return, it had
to recapture the $440,000 in gifts and pay $173,644.00
in additional estate taxes. Hatleberg, who described
herself as "stunned" at that development, called Sevig
to demand an explanation; Sevig replied, "I prefer not
to answer that question with you because I may have
to face you in a court some day." When later questioned about what he meant by that, Sevig said, "We
can smell these things."

ceived the communication but informed Sevig that
he believed the trust was adequate as written. Duplessie also thought Sevig's concern was irrelevant as it
was too late to add the Crummey provisions. He "as-

¶ 12. On April 17, 2000, Hatleberg sued Wells Fargo
and Duplessie, alleging negligence. Duplessie reached
a $173,000 settlement with the estate and has been
dismissed from the lawsuit. The remaining parties
tried the case without a jury on July 23 and 24, 2002.

sumed that [because this was an irrevocable trust],
that meant you couldn't amend it." Duplessie also (erroneously) believed the trust was "completely funded";
i.e., he believed Erickson would not make any further

¶ 13. The circuit court rendered its decision on August
22, 2002. The court made extensive factual findings, of
which the following are excerpts:
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Finding No. 1: "Crucial to [Sevig's] advice was the tax
savings that could be achieved for federal estate taxes."
Finding No. 4: "[T]he reduction of the estate tax liability was one of the essential purposes for the trust."
Finding No. 16: "Mr. Sevig and others at [Wells Fargo] discovered the fundamental flaw in the irrevocable trust in 1988. . . . [N]either Sevig nor any other
representative of [Wells Fargo] did anything to alert
Mrs. Erickson or her beneficiaries about the trust document flaws." *245
¶ 14. Later in its oral decision, the court added, "suffice
it to say the primary purpose for the trust was to reduce the Ericksons' estate tax." The court concluded
that Wells Fargo "had a duty to Phyllis Erickson and
her beneficiaries to furnish complete and accurate information concerning the trust." The court held that
Wells Fargo breached that duty, and that damages of
$300,933.00 would make the estate whole. It concluded that Wells Fargo was entitled to an offset of approximately $173,000 due to the Duplessie settlement,
and therefore owed the estate $127,993.00. Wells Fargo moved for reconsideration, asking, among other
things, for the court to make findings assessing the
comparative negligence of the parties. The court
granted the motion and held that Wells Fargo was 60
percent liable and Duplessie was 40 percent liable. Accordingly, the court increased Wells Fargo's liability
to $182,359.31. Wells Fargo appealed, and the court
of appeals affirmed. We granted Wells Fargo's petition for review.

II. STANDARD OF REVIEW
¶ 15. Whether negligence exists is a mixed question
of fact and law. Rockweit v. Senecal, 197 Wis. 2d 409,
423, 541 N.W.2d 742 (1995). "Whether certain events
occurred are questions of historic fact to be determined by the circuit court." Jorgensen v. Water Works,
Inc., 2001 WI App 135, ¶ 8, 246 Wis. 2d 614, 630
N.W.2d 230. "Findings of fact shall not be set aside
unless clearly erroneous, and due regard shall be given
to the opportunity of the trial court to judge the *246

credibility of the witnesses." Wis. Stat. § 805.17(2)
6
(2001-02). On the other hand, the existence and
scope of a duty of care is a pure question of law, which
this court reviews de novo. Stephenson v. Universal Metrics, Inc., 2002 WI 30, ¶ 15, 251 Wis. 2d 171, 641
N.W.2d 158. Whether the facts as found show that
the defendant violated a particular duty is also a question of law. Jorgensen, 246 Wis. 2d 614, ¶ 8.
6.

All references to the Wisconsin Statutes
are to the 2001-02 edition unless otherwise
indicated.
¶ 16. In reviewing the court's award of damages, an
appellate court may not substitute its judgment for the
fact finder's. Teff v. Unity Health Plans Ins. Corp., 2003
WI App 115, ¶ 41, 265 Wis. 2d 703, 666 N.W.2d 38.
Rather, we simply determine whether the award falls
within reasonable limits, viewing the evidence in the
light most favorable to the award. Id.

III. NEGLIGENCE
¶ 17. In this case, it is undisputed that Wells Fargo,
in its capacity as trustee, paid asset manager, and (arguably) financial planner, owed certain duties to Erickson. Indeed, in Wisconsin, "`[e]veryone owes to
the world at large the duty of refraining from those
acts that may unreasonably threaten the safety of others.'" Alvarado v. Sersch, 2003 WI 55, ¶ 13, 262 Wis. 2d
74, 662 N.W.2d 350 (citing Palsgraf v. Long Island R.R.
Co., 162 N.E. 99, 103 (N.Y. 1928) (Andrews, J., dissenting)). In other words, "[e]very person has a duty
to use ordinary care in all of his or her activities, and a
person is negligent when that person fails to exercise
ordinary care." Alvarado, 262 Wis. 2d 74, ¶ 14. *247
¶ 18. We must decide the scope of Wells Fargo's duties to Erickson. We have organized our analysis into
three categories: (1) Duties arising in Wells Fargo's
undisputed capacity as trustee; (2) Duties arising in
Wells Fargo's disputed capacity as financial planner or
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advisor; and (3) Duty to avoid negligently providing
inaccurate information. We address each in turn. Ultimately, we conclude that Wells Fargo violated a duty arising in its capacity as a financial advisor to avoid
providing false information to Erickson.
A. Duties Arising in Wells Fargo's Capacity as Trustee
¶ 19. The parties, and the court of appeals, focused
their analyses on Wells Fargo's duties as a trustee.
As the court of appeals correctly noted, generally a
trustee's duties are explicitly defined in the trust instrument. Hatleberg, 271 Wis. 2d 225, ¶ 10; see also McGeoch Building Co. v. Dick Reuteman Co., 253 Wis. 166,
175, 33 N.W.2d 252 (1948) ("[T]he instrument creating the trust . . . is to be looked to for stipulations fixing the obligations of the parties"); Saros v. Carlson, 244
Wis. 84, 88, 11 N.W.2d 676 (1943) ("It is a trustee's
paramount duty to . . . comply with the terms of the
trust.").
¶ 20. However, the duties of a trustee go beyond the
four corners of the trust document. For example, a
trustee has the duty to be "vigilant" in guarding the
trust's assets. In re Revocable Trust of McCoy, 142 Wis.
2d 750, 756, 419 N.W.2d 301 (Ct.App. 1987). The
trustee must "warn [the grantor] regarding easily
identifiable impediments or pitfalls" that would
thwart the grantor's intent. Id. at 757. This court has
recognized *248 the trustee's duty to "disclos[e] relevant information." Hammes v. First Nat'l Bank Trust Co.,
79 Wis. 2d 355, 368, 255 N.W.2d 555 (1977).
¶ 21. This court has also held that trustees are fiduciaries, and as such, have a duty to employ "diligence,
prudence, and absolute fidelity" in managing a trust.
Sensenbrenner v. Sensenbrenner, 76 Wis. 2d 625, 635,
252 N.W.2d 47 (1977). Wisconsin has enacted the
Uniform Fiduciaries Act, which explicitly defines
"fiduciary" to include "a trustee under any trust . . . or
any other person acting in a fiduciary capacity for any
person, trust, or estate." Wis. Stat. § 112.01(1)(b).

¶ 22. With these background principles in mind, we
turn to the parties' arguments.
¶ 23. Hatleberg raises three arguments that Wells Fargo breached a duty in its capacity as Erickson's trustee.
First, she argues that Wells Fargo, as trustee, had a
duty to review the trust to ensure that it worked for
its intended purpose. Second, Hatleberg believes that
a duty of notification arose when Wells Fargo discovered the deficiency in the trust. Third, she alleges that
Wells Fargo violated its fiduciary duty as trustee.
¶ 24. Hatleberg first argues that because Wells Fargo
held itself out as possessing special expertise in trust
planning and management, it owed Erickson a duty
to review the trust to ensure that it would perform
its intended purpose. The court of appeals did not directly decide this question; it "disagree[d]" with Wells
Fargo's contention that it had no duty to examine the
document for accuracy, Hatleberg, 271 Wis. 2d 225, ¶
10, but later noted that "Wells Fargo may have originally had no duty to review the trust for accuracy.
. . ." Id., ¶ 15. Ultimately, it appears the court *249
"[a]ssum[ed] without deciding that Wells Fargo had
no duty originally, [but] it created the duty itself." Id.,
¶ 10.
¶ 25. Here, the trust instrument contained no language requiring the trustee to review it for effectiveness. In view of the fact that Wells Fargo did not draft
the trust, we have serious reservations about Hatleberg's invitation to impose liability for failing to ensure that the trust worked for its intended tax avoidance purpose. In this case, Wells Fargo was involved
in Erickson's estate and financial planning from the
beginning, and had at the very least a general idea
as to her intentions. Some trustees, however, might
not be aware of the ultimate purposes of particular
trusts. Their activities might be limited to safeguarding a trust's assets and distributing the assets to the
beneficiaries. We are reluctant to impose liability on
a trustee for not discovering and correcting a defect
in a trust resulting from negligence by an unaffiliated
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drafter, unless that responsibility was assumed by contract. We therefore decline to impose a general duty to
review a trust document drafted by another and draw
legal conclusions as to its effectiveness.
¶ 26. We turn now to Hatleberg's second argument.
The parties, and the court of appeals, focused on
Hatleberg's contention that when Wells Fargo discovered that the trust was defective, it should have notified her. Hatleberg relies on the Restatement (Second)
of Torts § 323, commonly known as the "Good Samaritan" provision. It provides:
One who undertakes, gratuitously or for consideration, to render services to another which he should
recognize as necessary for the protection of the other's
person or *250 things, is subject to liability to the other
for physical harm resulting from his failure to exercise
reasonable care to perform his undertaking, if (a) his
failure to exercise such care increases the risk of such
harm, or (b) the harm is suffered because of the other's
reliance upon the undertaking.
Restatement (Second) of Torts § 323 (1976) (emphasis
added).
¶ 27. On its face, this provision requires that the plaintiff suffered "physical harm" to her person or property.
Hatleberg argues that Erickson's estate "suffered real
physical harm by having its assets reduced." The court
of appeals appears to have accepted Hatleberg's argument, but did not specifically cite the Restatement; instead, it relied on Nischke v. Farmers Merchants Bank

102. Here, the only harm is the reduction of the estate's assets. Despite the voluminous number of cases
applying this section of the Restatement, we have
found no cases — and Hatleberg has not cited any —
holding that purely economic harm satisfies the "physical harm" requirement. On the contrary, the authority is unanimous: *251 the Good Samaritan provision
of the Restatement does not apply to "economic harm
arising out of an alleged abuse of a contractual relationship." Love v. United States, 915 F.2d 1242, 1248
(9th Cir. 1990); see also Jones Laughlin Steel Corp. v.
Johns-Manville Sales Corp., 626 F.2d 280, 287-88 (3d
Cir. 1980) ("Neither the rule nor its accompanying
commentary and illustrations extends liability for negligence to encompass economic losses"); Oregon
Laborers-Employers Health Welfare Trust v. Philip Morris,
Inc., 17 F. Supp. 2d 1170, 1183 (D. Or. 1998)
("[P]hysical harm is a requisite element of a claim for
breach of an assumed duty"); Nat'l Crane Corp. v. Ohio
Steel Tube Co., 332 N.W.2d 39, 43 (Neb. 1983); Carlotti
v. Employees of Gen. Elec. Fed. Credit Union No. 1161, 717
A.2d 564, 566-67 (Pa.Super.Ct. 1998). We discern no
justification to depart here from the established interpretation. Purely financial harm does not equal physical harm. We decline to extend the Good Samaritan
rule to nonphysical harm, and withdraw any language
to the contrary in the court of appeals' opinion.

1994). In turn, the Nischke court directly relied on

¶ 29. Finally, in her third argument, Hatleberg alleges
that, as the trustee, Wells Fargo acted as a fiduciary,
and had a duty to provide Erickson with information
relevant to trust administration — specifically, its
knowledge that the trust was defective due to the lack
of Crummey provisions.

the Restatement. It stated: "Wisconsin has long recognized that liability may be imposed on one who, having no duty to act, gratuitously undertakes to act and
does so negligently." Id. at 113. Nischke then cited and

¶ 30. Wells Fargo disputes that it had any such duty,
but argues that even if it did have a duty to disclose the
information about the lack of Crummey provisions,

Trust, 187 Wis. 2d 96, 522 N.W.2d 542 (Ct.App.

quoted the Restatement.
¶ 28. In Nischke, the "physical harm" to be remedied
was soil and water contamination caused by a leaking
underground gasoline storage tank. 187 Wis. 2d at

it adequately satisfied its obligation by disclosing the
information to the trust drafter, Attorney Duplessie.
Wells Fargo argues that Duplessie was Erickson's
agent for purposes of the irrevocable trust. *252 The
parties dispute the facts relating to Duplessie's status
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(or lack thereof) as Erickson's agent. The circuit court
made no factual findings about Duplessie's post-drafting relationship with Erickson. As a matter of course,
this court is not qualified to make findings of fact. See
Wurtz v. Fleischman, 97 Wis. 2d 100, 108, 293 N.W.2d
155 (1980). Accordingly, we could remand for further
factual findings. However, in light of our conclusion
in Part III.C., infra, we need not decide whether the
notice to Duplessie satisfied Wells Fargo's fiduciary
duty to "disclose relevant information." Therefore, the
need for a remand on those grounds is obviated.
B. Duties Arising in Wells Fargo's Capacity as Financial Advisor
¶ 31. Hatleberg argues that Wells Fargo held itself out
as an expert in financial planning, and that it committed professional negligence by failing to inform her
of the problems with the trust. As a threshold matter, Wells Fargo disputes the contention that it was
Erickson's "financial planner," alleging instead that it
was only her "investment planner." On the facts here,
we fail to see how the label pinned on the bank would
include or exclude the bank from concern about the
tax consequences flowing from its management of Erickson's money. The facts show that, by his own admission, Wells Fargo's employee, Sevig, deliberately
solicited Erickson's business and extensively managed
her financial affairs. Indeed, Wells Fargo's own expert
admitted at trial that if he had been on the receiving
end of Sevig's solicitations, he would have concluded
that Wells Fargo wanted to be his "investment planner."
¶ 32. Whether Wells Fargo styles itself an "investment planner," "financial planner," or "financial advisor," *253 it bears responsibility for its actions. A fiduciary duty may arise in these circumstances. See Merrill Lynch v. Boeck, 127 Wis. 2d 127, 136, 377 N.W.2d
605 (1985) ("A fiduciary relationship arises from a formal commitment to act for the benefit of another . .
. or from special circumstances from which the law
will assume an obligation to act for another's bene-

fit."). In determining whether a fiduciary relationship
has arisen, courts consider a variety of factors, including whether there is dependence and inequality based
on weakness of age or mental strength, lack of business intelligence, inferior knowledge of facts involved,
or other conditions giving one side an advantage over
the other. Prod. Credit Ass'n of Lancaster v. Croft, 143
Wis. 2d 746, 755-56, 423 N.W.2d 544 (Ct.App. 1988).
Wells Fargo admitted at oral argument that it owed
a fiduciary duty to Erickson, and that that duty required it to furnish complete and accurate information
to the grantor. Again, however, it argues that it satisfied the duty to Erickson by notifying Duplessie of
the problem. For the same reason discussed above, we
decline to determine whether notice to Duplessie satisfied Wells Fargo's obligation to Erickson to disclose
information about the defect.
¶ 33. Instead, we turn to Hatleberg's final argument,
which definitively settles this case.
C. Duty to Avoid Negligently Providing Information
¶ 34. Even if we accept, arguendo, Wells Fargo's arguments that its notice to Duplessie constituted notice to
Erickson, we still must address the fact that Sevig continued to advise Erickson to contribute money to the
trust to save estate taxes after he knew the trust was
defective. *254
¶ 35. Wisconsin courts have frequently held that
claims for professional malpractice lie in tort. See, e.g.,
Milwaukee County v. Schmidt, Garden Erikson, 43 Wis.
2d 445, 452-53, 168 N.W.2d 559 (1969) (architects);
Smith v. Long, 178 Wis. 2d 797, 802, 505 N.W.2d 429
(Ct.App. 1993) (lawyers); Milwaukee Partners v. Collins
Engineers, Inc., 169 Wis. 2d 355, 363, 485 N.W.2d 274
(Ct.App. 1992) (engineers).
¶ 36. Wells Fargo admitted at oral argument that it
had a professional duty to furnish complete and accurate information to Erickson. We need not go that far.
7
This is not a "duty to disclose" case.
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7.

In general, "silence, a failure to disclose a
fact, is not an intentional misrepresentation
unless the seller has a duty to disclose." Ollerman v. O'Rourke Co., 94 Wis. 2d 17, 26, 288
N.W.2d 95 (1980); see also Tietsworth v.
Harley-Davidson, Inc., 2004 WI 32, ¶¶ 12, 14,
270 Wis. 2d 146, 677 N.W.2d 233.
¶ 37. In this case, despite its knowledge of the problem
with the trust, Wells Fargo assured Erickson that "she
had nothing to worry about," and that "for estate tax
purposes, it makes sense to do the gifts." These assertions are not disputed. Thus, we decide only whether,
by affirmatively making such statements to Erickson,
Wells Fargo breached a duty. We conclude that it did.
¶ 38. Wisconsin has adopted Restatement (Second) of
Torts § 552. See Citizens State Bank v. Timm, Schmidt Co.,
113 Wis. 2d 376, 385-86, 335 N.W.2d 361 (1983); Milwaukee Partners, 169 Wis. 2d at 362-63. That section
provides in relevant part:
§ 552. Information Negligently Supplied for the Guidance of Others. *255 (1) One who, in the course of his
business, profession or employment, or in any other
transaction in which he has a pecuniary interest, supplies false information for the guidance of others in
their business transactions, is subject to liability for
pecuniary loss caused to them by their justifiable reliance upon the information, if he fails to exercise reasonable care or competence in obtaining or communicating the information.
¶ 39. We conclude that all the elements listed in §
552 are present here. Wells Fargo made false statements to Erickson by telling her that "for estate tax
purposes, it makes sense to do the gifts" and that there
were "no problems" with her trust after it knew of the
Crummey problem. Wells Fargo made the statements
in the course of its business. Wells Fargo intended to
guide Erickson's business practices ("it makes sense to
do the gifts"). Wells Fargo had a pecuniary interest in
the transactions, as it received a fee for serving as the

trustee. Erickson relied on Wells Fargo's statements
and suffered pecuniary loss in the amount of more
than $173,000 in taxes. Accordingly, Wells Fargo had
— and breached — a duty under § 552.
¶ 40. Similarly, we have no difficulty concluding that
Wells Fargo's statements to Erickson are negligent
8
misrepresentations under Wisconsin common law.
The tort of negligent misrepresentation has four elements. Gorton v. Am. Cyanamid Co., 194 Wis. 2d 203,
223, 533 N.W.2d 746 (1995). They are:
8.

Indeed, it is not impossible to view the
bank's representations to Erickson as intentional misrepresentations.
(1) a duty of care or voluntary assumption of a duty on
the part of the defendant; (2) a breach of that duty, i.e.,
failure to exercise ordinary care in making the representation *256 or in ascertaining the facts; (3) a causal
link between the conduct and the injury; and (4) actual
loss or damage as a result of the injury. Id.; see also Wis
JI — Civil 2403.
¶ 41. Wells Fargo's conduct satisfies all these elements. We have already discussed Wells Fargo's potential duty under various theories: its duty as trustee,
its duty as financial planner or advisor, and its duty
under the Restatement (Second) of Torts to avoid
negligent misrepresentations. Under any of these theories, Wells Fargo had a duty to ensure that the information it actually provided to Erickson was correct.
Wells Fargo breached that duty by failing to exercise
ordinary care; it told Erickson to continue contributing to the trust even though it knew the trust was defective for her objective. Finally, both the causal link
and resulting injury are clear; Erickson's estate paid
increased taxes due to Wells Fargo's failure to inform
her of the deficiencies. Had it told her of the problem,
she could have remedied it in part by giving the beneficiaries a present interest in future gifts or by setting
up a new trust.

casetext.com/case/hatleberg-v-norwest-bank...

8 of 9

HATLEBERG v. NORWEST BANK WISCONSIN, 2005 WI 109 (Wis. 2005)
¶ 42. As a matter of law, we conclude that, because
Wells Fargo held itself out as an expert in managing
Erickson's finances, it had a duty to avoid providing
false information to its client. It breached that duty,
and we therefore affirm the court of appeals.

cision of the court of appeals. We remand to the circuit court to allow it to determine whether there
ought to be any adjustment of damages, consistent
with our holding.

¶ 43. Our holding should not be interpreted as encouraging trustees and financial professionals to remain silent rather than risk providing false information to their clients. As we have recognized, trustees
have a duty to disclose "relevant information."
Hammes, 79 Wis. 2d at 368. *257

affirmed and the cause is remanded.

By the Court. — The decision of the court of appeals is

*258

IV. DAMAGES
¶ 44. As we have noted, the circuit court apportioned
the damages, finding Wells Fargo 60 percent liable
and Duplessie 40 percent liable. Wells Fargo does not
challenge that finding on appeal, and we do not disturb it. However, our holding in this case is that Wells
Fargo's liability does not date back to its original receipt of the trust document in 1985, but began when
it first negligently misrepresented to Erickson that she
should continue making contributions to the trust.
This occurred in 1988, three years after the trust's creation. In light of this change from the circuit court's
and court of appeals' holdings in this case, we remand
this case to the circuit court to allow it to determine
whether there ought to be any adjustment in damages.

V. CONCLUSION
¶ 45. In summary, we reach the following conclusions:
First, on the facts of this case, Wells Fargo had no
duty to review the trust to ensure its effectiveness
as an instrument to avoid estate taxes. Second, inasmuch as Erickson's estate suffered no physical harm,
Wells Fargo was not subject to "Good Samaritan" liability under the Restatement (Second) of Torts. Third,
Wells Fargo negligently breached a duty to Erickson
by continuing to advise her to contribute money to
the trust to save estate taxes after it realized the trust
was defective. Therefore, we ultimately affirm the de-
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OPINION

CHIN, U.S. District Judge
In 1987, plaintiff Ladislaus Von Hoffmann ("Von
Hoffmann") purchased $30 million worth of "vanishing premium" life insurance from defendant The Prudential Insurance Company of America ("Prudential")
Defendant Alexander Alexander, Inc. ("A A") was the

broker. Premiums were to "vanish" after seven years
because the first seven years worth of premiums were
expected to generate sufficient dividends to eliminate
the need for Von Hoffmann to pay any further premiums. Prudential and A A were careful to provide disclaimers; they advised Von Hoffmann that the sevenyear premium feature was based on expected investment returns and that they could not guarantee future
performance. They specifically noted that if investments did not perform as predicted, additional premiums would be required. They provided illustrations
to show how the process would work, and represented that actual dividends paid on life insurance policies
had exceeded the illustrated dividends for the prior
twenty years.
In fact, the premiums did not "vanish" after seven
years, and to date the cost of the policies has exceeded
the originally projected premiums by more than $3.3
million. Von Hoffmann and his wife, Beatrix Von
Hoffmann (the "Von Hoffmanns"), brought this action for, inter alia, common law fraud, alleging that
Prudential and A A engaged in a scheme of marketing
fraud. The Von Hoffmanns' claims against Prudential
have been settled, but plaintiffs' claims against A A
remain. A A moves pursuant to Fed.R.Civ.P. 56 for
summary judgment dismissing plaintiffs' claims for
common law fraud, negligent misrepresentation, negligence, and violation of New York Insurance Law §
2123. A A also moves to dismiss Prudential's *255
cross-claims for indemnification and contribution as
moot.
Although certain of the Von Hoffmanns' claims are
time barred and must be dismissed, their principal
claims, including the claim of fraud, survive, for a rea-
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sonable jury could find that A A failed to disclose a
critical fact — Prudential had changed its methodology for calculating dividends, and thus the twentyyear history of dividends touted by A A and Prudential
was no longer applicable. Although A A and Prudential had provided certain disclaimers, including a statement that future dividend rates could not be guaranteed, a reasonable jury could surely find that the failure to disclose the change in methodology constituted a material omission. Accordingly, A A's motion for
summary judgment is granted in part and denied in
part. A A motion to dismiss Prudential's cross-claims
for indemnification and contribution is granted, as it
has not been opposed.

BACKGROUND

cies with a "vanishing premium" or "abbreviated payment plan" option, where Von Hoffmann would make
only seven cash premium payments, and after that, the
1
premiums would "vanish" or "abbreviate." (Id. ¶ 6;
Am. Compl. ¶ 47; Lopez Decl. ¶ 6). Between December 1986 and June 1987, A A provided "illustrations"
concerning the policies, i.e., written promotional material used to "illustrate" how a policy would perform,
which Lopez delivered to Von Hoffmann. (Lopez Decl. ¶ 7). Von Hoffmann asserts that each illustration
was accompanied by either a cover letter or fax cover
sheet representing that premiums would "abbreviate"
in seven years. (Von Hoffmann Decl. ¶ 8; Lopez Decl.
¶ 7)
1.

A. Facts
The facts set forth below are drawn from the parties'
motion papers and supporting materials, and are construed in the light most favorable to the Von Hoffmanns for purposes of this motion.
In 1986, Von Hoffmann sold one of his businesses,
Omicron Holdings, Inc., which carried three life insurance policies on his life totaling $50,000,000. (Von
Hoffmann Decl. ¶ 2). In deciding what to do with the
policies once the business was sold, Von Hoffmann
had his company's controller, Albert Lopez, consult
with A A, the insurance broker Von Hoffmann had
relied on since 1977. (Id. ¶¶ 1-3). Under this arrangement, Von Hoffmann retained authority over
whether to purchase a policy, and Lopez relayed any
information or documents he received from A A to
Von Hoffmann. (Id. ¶ 3).
Concerned with cost, Von Hoffmann advised A A that
he wanted to pay the premiums on any policy he purchased as quickly as possible. (Id. ¶ 5; Lopez Decl. ¶ 5).
A A responded that a single-premium policy was not
feasible. (Von Hoffmann Decl. ¶ 5). Instead, A A encouraged Von Hoffmann to purchase whole life poli-

Prudential describes this type of policy as
follows: "When a policy `abbreviates', it has
reached the point where enough premiums
have been paid in cash so that future projected dividends, plus those already used to purchase paid-up additional insurance, are sufficient to pay the remaining premiums on an
annual mode." (Lopez Decl. Ex. 8).
In 1987, Von Hoffmann "question[ed A A] about the
credibility of Prudential's dividend scales," whether
the illustrated dividends were likely to be paid, and
if so, what the basis was for such expectation. (Pls.'
56.1 Statement ¶ 28; Von Hoffmann Decl. ¶ 10). A A
responded by letter dated June 12, 1987, enclosing a
marketing brochure and other materials intended to
"support the strong record of Prudential *256 over a
very long period of time." (Lopez Decl. Ex. 6). These
illustrations explained that the policyholder would
make only seven out-of-pocket cash premium payments, and that the remaining premium payments
were to be paid out of funds accumulated in the policies. (Von Hoffmann Decl. ¶ 12; Lopez Decl. ¶¶ 10,
12). In addition, they showed that Prudential's actual
dividends on life insurance policies had exceeded the
illustrated dividends for the previous twenty years.
(Von Hoffmann Decl. ¶ 10; Lopez Decl. ¶ 13 Ex. 6).
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The illustrations also stated that premium payments
were required for every year of the policy, and that
"Annual payments are assumed." (Von Hoffmann Decl. ¶ 12; Lopez Decl. Ex. 6). A A did not disclose that
the illustrated dividends for the twenty-year period
were based on an outdated method of crediting dividends that was no longer applicable. (Pls.' Opp'n
Summ. J. at 3-4). A A did not disclose that similar results could not be expected under the new method of
crediting dividends.
Von Hoffmann claims that A A withheld information
from him, including a particular five-page illustration
concerning his policies. (Id.). Specifically, Von Hoffmann claims that even though A A received the complete five-page illustration from Prudential, A A always removed page five (and also erased the page
numbers) before forwarding the illustrations to Von
Hoffmann. (Pls.' Opp'n Summ. J. at 3; Lopez Decl ¶
17). Page five was entitled "Explanation of the Abbreviated Payment Plan," and disclosed that cash premium payments might be required for more years than
illustrated. (Pls.' Opp'n Summ. J. at 3). Von Hoffmann
also claims that A A removed page three on a number
of occasions. (Id.). Page three stated that "Annual payments are assumed," and also, that dividend amounts
are "not guarantees or estimates for the future" and illustrated dividends are "likely to change as current interest rates change." (Lopez Decl. Ex. 6). Von Hoffmann admits that he received page three on this occasion, however, included with the illustrations attached
to A A's June 12, 1987 letter. (Pls.' 56.1 Statement ¶
57; Lopez Decl. Ex. 6).
Based on A A's advice, Von Hoffmann decided to convert the three life insurance policies that Omicron
Holdings, Inc. had carried on his life into whole life
insurance trusts for his daughters worth $30 million.
(Von Hoffmann Decl. ¶ 3). The Von Hoffmanns
signed the insurance applications in July of 1987 and
the policies were issued in August of 1987 (id, ¶ 11),
creating two life insurance trusts with Mrs. Von Hoffmann as trustee. (Id. ¶ 3). Von Hoffmann acknowl-

edges that the front covers of both policies state that
"Premiums are payable throughout the Insured's lifetime." (Id. ¶ 12 Ex. 1). In addition, the policies provide
that the policy and the application form the entire
contract, and that modifications may only be made by
a Prudential officer in writing. (Von Hoffmann Decl. Ex. 1). Von Hoffmann asserts, however, that on
the applications for the policies, A A typed "Abbreviated Payment Plan" under the section entitled "State
any special request." (Id. ¶ 13 Ex. 1; Lopez Decl. ¶ 16).
Von Hoffmann understood this phrase as referring to
the illustrations he received, which showed that annual premiums would vanish after seven premium payments were made. (Von Hoffmann Decl. ¶ 13).
On or about October 7, 1987, on request from Von
Hoffmann, Prudential prepared materials for Von
Hoffmann to illustrate Prudential's "projection of values for future years." (Lopez Decl. Ex. 8). The illustrations included the complete five-page illustration referred to above. (Id. ¶ 17 Ex. 8). Von Hoffmann asserts
that this was the first time he received the complete
five-page illustration. (Pls.' *257 Mem. Opp'n Summ. J.
at 4; Von Hoffmann Decl. ¶ 28). As mentioned above,
page three explained, under the heading "Explanatory Notes," that dividend amounts are "not guarantees
or estimates for the future"; illustrated dividends assume that current rates of investment earnings will
continue each year into the future; and illustrated dividends are therefore "likely to change as current interest rates change." (Lopez Decl. Ex. 8). Page Five, "Explanation of the Abbreviated Payment Plan," provided: "[t]he dividends used in this illustration are based
on the current scale and are not guaranteed. The possibility exists that cash premium payments may be required for more or fewer years than the period illustrated." (Id.). This was the first time the Von Hoffmanns saw page five.
Prudential also attached a cover letter and a form
called the "Abbreviated Payment Plan Authorization"
with the illustrations. (Lopez Decl. ¶ 17 Ex. 8). The
letter informed Von Hoffmann that "[b]ased on [pru-
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dential's] projections, [the Von Hoffmanns'] policies
will have the premiums `vanish' or `abbreviate' after
seven annual payments." (Lopez Decl. Ex. 8). It also
explained that the enclosed "authorization to proceed
on [the Abbreviated Payment Plan] basis will be sent
to the trustee when the eighth premium is due." (Id.).
The authorization itself provided that Prudential
would begin paying premiums on the policies by "surrendering paid-up additional coverage and/or withdrawing accumulated dividends" when it determined
that the dividends would be sufficient to pay future
premiums. (Id.). It also stated that continuation of the
present rates "is not guaranteed" (Id.). Finally, the authorization explained that if Prudential determined
that dividend accumulation and the cash value of paidup additional coverage were not sufficient to pay a
premium when due, the agreement would end. (Id.).
Lopez states that he asked A A about the meaning
and effect of the explanatory notes and authorization
form, and that A A assured him that these items were
"boilerplate," i.e., automatically generated whenever a
policy was issued. (Id. ¶ 17) Lopez reported this information to Von Hoffmann. (Id.)
On or about January 8, 1992, A A first informed Von
Hoffmann, in writing, that ten premium cash payments would be required on his policy instead of seven. (Von Hoffmann Decl. ¶ 14; Lopez Decl. ¶ 21 Ex.
10). Von Hoffmann requested an explanation. (Von
Hoffmann Decl. ¶ 14). By letter dated February 5,
1992, Prudential provided detailed information regarding the major elements of the dividend formula,
as well as information concerning "the recent dividend changes." (Defs.' 56.1 Statement Ex. 19). In his
letter to A A of March 4, 1992, Von Hoffmann acknowledged receipt of this information, and posed additional questions concerning whether to continue his
payments under the policies. (Id. Ex. 20). Von Hoffmann also requested a meeting with a representative
from Prudential, and on April 24, 1992, Jim Avery met
with Von Hoffmann in his home. (Von Hoffmann Decl. ¶ 17).

Avery testified that, at the meeting, Von Hoffmann
asked numerous questions regarding "why dividends
had done what they had done on his policy" and that
"[h]e wanted to understand the investment generation method." (Avery Dep. 46:5-8). Avery also testified that he and Von Hoffmann "went through
tremendous detailed conversations about dividends,
dividend determination, how to view this, investment
generation, company policy, who determines dividends." (Id. at 47:12-17). Avery stated that Von Hoffmann "quite frankly, drilled me for two and a half
hours nonstop." (Id.). *258
Von Hoffmann admits he understood that the exact
amount of future dividends was not guaranteed, and
that interest rates in the economy were not guaranteed. (Pls.' 56.1 Statement ¶ 54). He claims that he believed, however, that the illustrated dividends for his
policy were "actuarially sound," which he based, in
part, on Prudential's history of paying high dividends.
(Id.) He also admits that he "may have suspected there
was a risk that more than seven cash payments might
be needed." (Id. ¶ 55). He claims that he did not know,
however, that the dividend payments could decrease
to the extent that the abbreviated payment plan could
not be sustained. (Von Hoffmann Decl. ¶ 9). He also
claims that A A did not inform him that Prudential
had recently changed its method of calculating dividends to a new method that was much more volatile.
(Id. ¶ 10). He also contends that Prudential and A
A refused to provide specific information as to how
Prudential credited dividends to its policies and A A
and Prudential also did not explain the differences between the new and old methods for crediting dividends or their effect on the dividend illustrations. (Id.
¶¶ 15-16)
From 1992 through 1995, Lopez and Von Hoffmann
exchanged correspondence with A A and Prudential,
whereby Von Hoffmann sought further explanation
as to why his policies did not abbreviate. (Id. ¶ 19). He
states that he received little information in response.
(Id.) In the summer of 1996, Von Hoffmann received
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a copy of a report entitled "The Multi-state Life Insurance Task Force and Multi-State Market Conduct
Examination of The Prudential Insurance Company
of America" (the "Task Force Report"), drafted by the
Examiners of The Multi-state Life Insurance Task
Force From Several State Departments of Insurance
and other State Regulatory Agencies. (Id. ¶ 20 Ex. 2).
The report revealed, among other things, that Prudential had "changed its method of allocating interest
to dividends," making transactions appear more beneficial to customers. (Id. Ex. 2). It also reported that
some of Prudential's agents had engaged in abusive
sales practices. (Id.). Von Hoffmann claims that when
he read the Task Force Report, he suspected for the
first time that Prudential and A A had committed
fraud. (Id. ¶ 22).

of action. I discuss the merits first and the statute of
limitations defense second. *259 A. The Merits 1. Ap-

B. Prior Proceedings

Edison Co. of N.Y., Inc., 623 N.Y.S.2d 591, 593 (1st
Dep't 1995) (citations omitted). Additionally, the elements of fraud are "narrowly defined, requiring proof
by clear and convincing evidence." Gaidon II, 704
2
N.Y.S.2d at 186. 2. Application

The Von Hoffmanns filed the complaint in this action
on June 18, 1997. On September 9, 1997, the case was
transferred to the United States District Court for the
District of New Jersey, by order of the Judicial Panel
on Multidistrict Litigation. The Von Hoffmanns filed
an amended complaint in the District of New Jersey
on November 17, 1997. The parties engaged in discovery. On January 22, 2001, again by order of the Judicial Panel on Multidistrict Litigation, the case was
remanded to this Court. On January 8, 2002, A A
filed this motion for summary judgment dismissing
the first, fourth, fifth, and ninth causes of action, and
dismissing the cross-claims for indemnification and
contribution as moot.

DISCUSSION
The Von Hoffmanns have asserted claims against A A
for common law fraud, negligent misrepresentation,
negligence, and violation of New York Insurance Law
§ 2123. A A moves for summary judgment dismissing
the claims on the grounds that they are time-barred;
with respect to the fraud claim, A A argues in the alternative that the Von Hoffmanns fail to state a cause

plicable Law

To state a claim for fraudulent inducement in an insurance context, a plaintiff must allege a misrepresentation or material omission by the defendant that induced the plaintiff to purchase the policies, as well
as scienter, reliance, and injury. Gaidon v. Guardian
Life Ins. Co. of Am., 704 N.Y.S.2d 177, 185 (1999)
("Gaidon II") (citing New York Univ. v. Continental
Ins. Co., 639 N.Y.S.2d 283, 289 (1995)). Claims for
fraud in the inducement cannot be based on a "mere
unfulfilled promissory statement," but may be
grounded on a "promise made with the preconceived
and undisclosed intention that the promise will not
be performed." United Safety of Am., Inc. v. Consol.

2.

A A argues that the Von Hoffmanns may
not rely on the policy illustrations as evidence of fraud because they are not part of
the policies and the policies contain merger
clauses. (Defs.' Mem. Supp. Summ. J. at 11).
This argument is inapplicable. Under New
York law, a general merger clause declaring a
writing to be the entire agreement between
the parties will not bar admission of parol
evidence to establish fraud in the inducement of the contract. First Nationwide Bank
v. 965 Amsterdam, Inc., 623 N.Y.S.2d 200,
202 (1st Dep't 1995) (citing Sabo v. Delman,
164 N.Y.S.2d 714, 717 (1957)).
The Von Hoffmanns argue that A A committed fraud
in four respects:
First, A A falsely represented that premiums would
"vanish" after seven years; Second, A A modified Pru-
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dential's sales illustrations to delete information that
might have cast doubt on the seven-year schedule;
Third, A A provided no illustrations showing longer
payment periods or using lower rates; and Fourth, A
A failed to disclose that the illustrations and representations as to twenty years of performance were based
on an out-of-date method for crediting dividends — a
method that was no longer applicable to the policies A
A was trying to induce the Von Hoffmanns to buy —
that likely predicted more optimistic results.
Resolving all conflicts in the evidence and drawing all
reasonable inferences in favor of the Von Hoffmanns,
I conclude that, standing alone or together, the first,
second and third alleged misrepresentations do not
form a basis for a fraud claim as a matter of law, for the
"vanishing premium" feature was not guaranteed. The
fourth alleged misrepresentation is sufficient, however, to support a claim for fraud; considering all the evidence, I conclude that genuine issues of material fact
exist as to whether A A fraudulently withheld material information to induce the Von Hoffmanns to purchase the Prudential policies.
(a) Vanishing Premiums
The Von Hoffmanns claim that A A fraudulently induced them to purchase Prudential insurance policies
based on the first, second, and third misrepresentations set forth above. In light of the New York Court
of Appeals' decision in Gaidon II, discussed below, to
the extent the fraud claim is based on these alleged
*260 misrepresentations, it fails because the Von Hoffmanns cannot establish the "threshold element" for a
claim of fraud, namely, misrepresentation or material
omission. Gaidon II, 704 N.Y.S.2d at 186.
In Gaidon II, the court addressed claims of fraud similar to those at issue here, arising out of the sale of
"vanishing premium" life insurance policies. The
plaintiffs there alleged, essentially, that they purchased
their life insurance policies relying on misleading illustrations and the defendants' false representations
that the premium payments on the policy would "van-

ish" after eight years. Id. at 179. They argued that the
illustrations were based on dividend projections that
the insurer "knew or should have known were untenable." Id.
The court considered the illustrations, noting that
limitations accompanying each illustration disclosed:
"`Figures depending on dividends are neither estimated nor guaranteed, but are based on the [current
year's] dividend scale,'" and "`[a]ctual future dividends
may be higher or lower than those illustrated depending on the company's future experience.'" Id. at
179-80. In addition, the defendants argued that the
projections were based on the "continuation of an existing state of affairs and cannot be construed or characterized as guarantees." Id. at 186. The court ultimately found that "[b]y stating that the illustrated dividend/interest rates are not guaranteed and that they
may be higher or lower than depicted, defendants
made a partial disclosure."Id. at 186. It also observed,
however, that the defendants "failed to reveal that the
illustrated vanishing dates were wholly unrealistic."Id.
at 187. Nevertheless, the court held that the insureds
had not established the misrepresentation element required to state a claim for fraudulent inducement, and
that the disclaimers were sufficient to "absolve [the
defendants] of fraud." Id. at 186. See also Heslin v.
Metro. Life Ins. Co., 733 N.Y.S.2d 753, 755-56 (3d
Dept 2001) (relying onGaidon II and affirming dismissal of fraud count for failure to state a claim in vanishing premium context)
In this case, as in Gaidon II, A A gave the Von Hoffmanns illustrations representing that the out-of-pocket cash premiums would "vanish" after seven years.
The Von Hoffmanns claim that A A knew or should
have known that their payments would not actually
vanish as represented in the illustrations. As in
Gaidon II, the illustrations here contained express disclaimers. In fact, Von Hoffmann admits that he received one such illustration before he purchased the
policies, which stated: "Illustrated dividends on permanent policies assume that current rates of invest-
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ment earnings . . . will continue each year into the future. Thus illustrated dividends are likely to change as
current interest rates change." (Pls.' 56.1 Statement ¶
57; Lopez Decl. Ex. 6). Another disclaimer explicitly
stated "[t]he dividends used in this illustration are
based on the current scale and are not guaranteed. The
possibility exists that cash premium payments may be
required for more or fewer years than the period illustrated." (Lopez Decl. Ex. 8) (emphasis added). Accordingly, even if A A had removed certain pages and
deleted page numbers from the illustrations before
forwarding them to the Von Hoffmanns, the illustrations it did provide nevertheless contained the disclaimers just described. In light of the Court of Appeals' conclusion in Gaidon II, I conclude that the first,
second, and third alleged *261 misrepresentations are
3

not sufficient to sustain plaintiffs' claim for fraud. (b)
Material Omissions
3.

Even if the Von Hoffmanns could establish
a material misrepresentation or omission in
these respects, they could not establish reasonable reliance. See, e.g., Goshen v. Mutual
Life Ins. Co. of New York, No. 600466,
95-006, at *8 (N.Y. Supp.Ct. Oct. 21, 1997)
(finding plaintiffs' reliance on assumption
that they had right to believe, based on illustrations and representations of sales agents,
that interest and dividends assumptions on
which vanishing premium policies were
based would not change to be "unreasonable,
both based on the specific disclaimers contained in the illustrations and the accompanying documents, and upon common experience"); see also Gaidon v. Guardian Life
Ins. Co. of Am. ("Gaidon I"), 679 N.Y.S.2d
611, 612 (1st Dep't 1998) ("[E]ven if a [fiduciary or confidential] relationship had arisen
and given rise to a duty to speak accurately,
plaintiffs' reliance still had to be reasonable. .
. . ") (citation omitted), aff'd, 727 N.Y.S.2d 30
(2001)

Although the Von Hoffmanns cannot reasonably argue that they were defrauded into believing the premiums were sure to vanish in seven years or that the
rates would not change, a reasonable jury could conclude that A A committed fraud by omitting material
information in an effort to induce the Von Hoffmanns
to purchase the policies. For example, if the Von Hoffmanns' allegations are true, A A used Prudential's favorable twenty-year performance history to induce
them to buy the policies, knowing that Prudential had
changed its methodology for crediting dividends, and
knowing that the information was therefore misleading. The old method — which generated the twenty
years worth of favorable results — was no longer applicable, and A A and Prudential knew that the new
method would generate different results. A reasonable
jury could certainly conclude that this omitted information was material, and that a reasonable investor
would have wanted to know that the method used
to generate the twenty years worth of results was no
longer being used and that a new, perhaps less favorable method was going to be used instead.
In addition, for purposes of this motion, I assume that
A A consistently omitted certain pages from the illustrations. A reasonable jury could rely on these omissions in considering whether the failure to disclose the
change in dividend methodology was material and deceitful. Although some of the information apparently
was provided on one or two occasions, a reasonable
jury could still conclude that the overall effect was to
mislead the Von Hoffmanns. Moreover, A A has not
disputed that it earned more than $1 million in commissions on these sales; a jury could reasonably find
scienter, or, an intent to defraud, from A A's omission of material information. (Pls.' Opp'n Summ. J. at
1). Finally, the fact that the Von Hoffmanns understood that the "vanishing premium" feature was not
guaranteed does not change the result. A reasonable
jury could find that information concerning Prudential's change in methodology was critical to a decision
whether to purchase the policies — information A A
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Purposefully withheld to induce the Von Hoffmanns
to purchase the policies.
An issue of fact also exists as to what was discussed
at the 1992 meeting. A A points to Jim Avery's deposition testimony that suggests that the different
methodologies were discussed, but Von Hoffmann has
submitted sworn statements attesting to the fact that
Prudential's change in methods and the ramifications
thereof were not fully disclosed. For purposes of this
motion, I must accept Von Hoffman's version as true.
Von Hoffmann asserts that in 1996, when he received
the Task Force Report, *262 he suspected for the first
time that prudential and A A had committed fraud.
The "Task Force" was formed by the New Jersey Insurance Commissioner in April of 1995, in response
to "widespread allegations of improper sales and marketing activity of life insurers." (Von Hoffmann Decl.
Ex. 2). The report states, "[i]n the wake of lawsuits
and publicity about Prudential, the Task Force's first
objective was to review allegations of improper sales
practices regarding the company. . . ." (Id.). It concluded, inter alia, that Prudential had "changed its method
of allocating interest to dividends," making transactions appear more beneficial to customers, and that
some of Prudential's agents had engaged in abusive
sales practices. (Id.). For all these reasons, I conclude
that genuine issues of material fact exist as to whether
A A fraudulently withheld material information to induce the Von Hoffmanns to purchase Prudential insurance policies.
2. Statute of Limitations
I turn now to the statute of limitations defense and I
discuss the claims for (a) fraud, (b) negligent misrepresentation, and (c) negligence and violation of the Insurance Law.
( a) Fraud
Under New York law, the statute of limitations for
a claim of fraud is six years. N.Y. C.P.L.R. § 213(8)

(McKinney 1990). In addition, C.P.L.R. § 203(a) provides that the time within which an action must be
commenced "shall be computed from the time the
cause of action accrued to the time the claim is interposed." Alternatively, if the limitations period is computed from the time when facts were discovered or
could have been discovered with reasonable diligence,
then § 203(f) requires that the action be commenced
within two years after the actual or imputed discovery.
As a general rule, under § 203(a), a claim for fraudulent inducement in the execution of an agreement
"`accrues upon the execution of the agreement,'" i.e.,
the time the fraud was committed. In re Estate of
Blake, 723 N.Y.S.2d 563, 564 (3d Dep't 2001) (quoting
Pommer v. Trustco Bank, 583 N.Y.S.2d 553, 555 (3d
Dep't 1992)). Here, it is undisputed that the Von Hoffmanns signed the insurance applications in July of
1987, and the policies were issued in August of 1987.
The complaint in this action was filed on June 18,
1997, nearly ten years later. Hence, this claim is timebarred under § 203(a). The Von Hoffmanns argue,
however, that their claim is not barred under § 203(f).
They claim that they first discovered the fraud in the
summer of 1996, when they received and read the
Task Force Report. Because they filed the complaint
in 1997, just one year later, the Von Hoffmanns argue
that their claim is timely.
Under § 203(f), the two-year statute of limitations
runs from discovery of the fraud, or from the time
when facts could have been discovered with reasonable diligence. The Second Circuit has held that "[t]he
test as to when fraud should with reasonable diligence
have been discovered is an objective one." Armstrong
v. McAlpin, 699 F.2d 79, 88 (2d Cir. 1983) (citing
Warner v. Republic Steel Corp., 103 F. Supp. 998,
1009 (S.D.N Y 1952)). Where the relevant facts are
not disputed, the question of when a plaintiff has inquiry notice is a question of law to be decided by the
court. Dodds v. Cigna Sec., Inc., 12 F.3d 346, 352 n.
3 (2d Cir. 1993) (resolving issue of inquiry notice on
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motion to dismiss where facts needed to determine
when reasonable investor of ordinary intelligence
would have been aware *263 of fraud could be gleaned
from the complaint and supporting documents); see
also Foxley v. Sotheby's. Inc., 893 F. Supp. 1224, 1231
(S.D.N.Y. 1995) (same); see also C.P.L.R. § 203(f)
Commentary ("CPLR 203(f) requires the court to determine when the cause of action actually accrued in
order to apply the alternate formula.")
As noted, the Von Hoffmanns claim that they first discovered Prudential and A A's fraud in the summer of
1996, and filed their complaint within two years of
discovery, in accord with § 203(f). The facts are disputed, and on the evidence before the Court, I conclude that a reasonable jury could find that A A's alleged fraud could not have been discovered until the
summer of 1996.
First, for purposes of this motion, I assume that A A
consistently removed certain pages from the illustrations and omitted other material information regarding the potential performance of the policies. I have
already concluded that a reasonable jury could find
that A A omitted this information in an effort to mislead the Von Hoffmanns, and induce them to buy the
policies. It follows, therefore, that a reasonable jury
could find that the Von Hoffmanns were in fact misled, and did not suspect that the policies might not
perform as promised.
Second, I have also concluded that an issue of fact
exists as to what was discussed at the 1992 meeting.
Notwithstanding Von Hoffmann's diligence in requesting information — and even requesting a meeting — he asserts that Avery refused to provide "proprietary information" and that, in the end, Prudential's
change in methodology and the ramifications thereof
were not fully disclosed. Crediting Von Hoffmann's
version, as I must on this motion, I conclude that a
reasonable jury could find that A A's alleged fraud
could not have been discovered, with reasonable diligence, until the summer of 1996.

(b) Negligent Misrepresentation
In New York, a claim for negligent misrepresentation
based on the same facts as a claim for fraud is governed
by the six-year statute of limitation for fraud under
C.P.L.R. § 213(8). Fromer v. Yogel, 50 F. Supp.2d 227,
242 (S.D.N.Y. 1999) (collecting cases, and reasoning
that the six-year period for fraud applies because the
claim depends on an act of misrepresentation whether
negligent or intentional); Ambassador Ins. Co. v. Euclid Servs., Inc., No. 80 Civ. 1235, at *4, 1984 WL 341
(S.D.N.Y. May 24, 1984) (applying § 213(8) because
the "essence of the complaint" sounded in fraud even
though the limitations period for negligence under §
214(4) is three years); see also In re Argo Communications Corp., 134 B.R. 776, 794-96 (Bankr. S.D.N.Y.
1991) (applying § 213(8) where the claim is closely
aligned with a claim for intentional misrepresentation) Further, a cause of action based on negligent
misrepresentation accrues "on the date of the alleged
misrepresentation which relied upon by the plaintiff."
Fandy Corp. v. Lung-Fong Chen, 691 N.Y.S.2d 572,
573 (2d Dep't 1999) (citation omitted)
Here, the alleged negligent misrepresentation occurred in 1987, when A A encouraged Von Hoffmann
to purchase a policy with a "vanishing premium" option, provided illustrations in support of the policy,
and, most significantly, omitted information as to the
change in dividend methodology. (Von Hoffmann
Decl. ¶ 5; Lopez Decl. Ex. 6). Von Hoffmann states
that he "relied on A A's advice," and ultimately purchased the policies in July of 1987. (Von Hoffmann
Decl. ¶ 3, 11) Therefore, under § 213(8), the statute
of limitations on this claim expired in 1993. Alternatively, *264 however, under § 203(f), a two-year limitations period runs from discovery of the negligent
misrepresentation, or from the time when facts could
have been discovered with reasonable diligence. For
the reasons already stated, a reasonable jury could find
that A A's alleged misrepresentation could not have
been discovered with reasonable diligence until the
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summer of 1996. The claim thus may be timely under
§ 203(f).

(c) Negligence and Violation of
New York Insurance Law § 2123
In Chase Scientific Research. Inc. v. NIA Group, Inc.,
the New York Court of Appeals held that claims
against insurance agents and brokers for failure to
procure adequate insurance are governed by the
three-year limitations period for negligence actions
under C.P.L.R. § 214(4), and the six-year period for
breach of contract actions under § 213(2). 725
N.Y.S.2d 592, 598 (2001). Here, the Von Hoffmanns
assert a claim for negligence, alleging that A A
breached its duty of care to act with reasonable skill
and diligence in selling Prudential's policies by failing,
among other things, to disclose all material facts. (Am.
Compl. ¶¶ 83-84). Liability for A A's alleged failure to
disclose material facts, and the Von Hoffmanns' ability
to assert a cause of action, arose in 1992, at the latest,
when the Von Hoffmanns were told that ten premium
payments would be required on the policy instead of
seven. Accordingly, under § 214(4), this claim is time4
barred.
4.

Although no claim for breach of contract
has been alleged, such claim would also be
time-barred under § 213(2) because the sixyear period of limitations would run from
the time the Von Hoffmanns received the
policies. Santiago v. 1370 Broadway Assoc.,
695 N.Y.S.2d 326, 327 (1st Dept 1999) (citation omitted), aff'd in part and modified in
part, 725 N.Y.S.2d 599 (2001).
Similarly, under § 214(2), the statute of limitations for
claims based on violation of New York Insurance Law
§ 2123 is also three years. The statute begins to run at
the time the false or misleading statements are made.
See Dolce v. Northwestern Mutual Life Ins. Co., 708
N.Y.S.2d 327, 327 (2d Dep't 2000) (computing three-

year period of limitations from time policy was issued)
(citing Goldberg v. Manufacturers Life Ins. Co., 672
N.Y.S.2d 39, 43 (1st Dep't 1998)) (computing limitations period from time policy was purchased). Here,
A A's allegedly false and misleading statements were
made in early 1987, and the policies were purchased in
July and issued in August of 1987. Therefore, under §
214(2), this claim is also foreclosed.

(i) Equitable Tolling
Finally, the Von Hoffmanns argue that their claims
for negligence and violation of New York Insurance
Law § 2123 are timely because the applicable statutes
of limitation are equitably tolled. This argument is rejected. The doctrine of equitable tolling does not apply to these state law claims, as the doctrine only tolls
the statute of limitations with regard to federally created causes of action. Dep't of Econ. Dev. v. Arthur
Andersen Co., 747 F. Supp. 922, 943 (S.D.N.Y. 1990)
(finding federal equitable tolling doctrine inapplicable
to common law negligence claim) (citing Ingenito v.
Bermec Corp., 441 F. Supp. 525, 553 n. 26 (S.D.N.Y.
1977) (citing Holmberg v. Armbrecht, 327 U.S. 392,

397 (1946))); see also Nigerian Nat'l Petroleum Corp.
v. Citibank, N.A., No. 98 Civ. 4960 (MBM), 1999 WL
558141, at *4 n. 4 (S.D.N.Y. July 30, 1999) (citation
omitted). *265

CONCLUSION
For the reasons set forth above, A A's motion to dismiss the Von Hoffmanns' claims is denied in part and
granted in part; Prudential's cross-claims for indemnification and contribution are dismissed, as moot. The
parties shall appear for a pre-trial conference on June
7, 2002 at 2:00 p.m.
SO ORDERED.
*290
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Irrevocable Life Insurance Trusts
Trustee Duties and Responsibilities
Aaron E. Futterman, Esq.
Futterman & Lanza, LLP
Generally, an irrevocable life insurance trust (“ILIT”) is designed so that the
insurance proceeds owned and held by the trust can pass to the trust beneficiaries
without incurring estate tax. The insured is typically the creator of the trust. The creator
of the trust is called the Grantor, or the Settlor, or the Trustor. The trust is administered
by the trustee, according to the terms (i.e. instructions) of the trust. Finally, the
beneficiaries are the people or organizations who benefit from the trust.

Purposes:
Provide for family upon death: A quick and efficient way to pass money to
beneficiaries upon death while minimizing (or eliminating) the estate tax. The key is that
the life insurance money will be held separate from an estate for valuation purposes.
For estates in excess of the current 2016 estate tax exemption level of $5.45 million
($10.9 million combined for married couples), having life insurance available to recoup
the 40% estate tax is good planning. Grantor can control how the money in the trust is
distributed through the provisions in the trust.
Provide liquidity to pay taxes, expenses, and debts. A large estate often has
money tied up in illiquid assets. An ILIT provides liquid cash that can be accessed
quickly. This can save an estate from being forced to sell assets (often at a depressed
price) to raise cash.
How an ILIT Works
The creator of the ILIT, known as the Grantor, may either assign an existing
policy to the ILIT or fund the ILIT with cash or property that is used to purchase a new
life insurance policy.
Three-year rule: If the Grantor gifts an existing or new policy to the ILIT, then he
must live for three years thereafter. Otherwise, if the Grantor dies within the three year
period, the funds will be included in his taxable estate. If the Grantor transfers property

1

or cash to the trustee of the trust, and the trustee uses the property to purchase a new
insurance policy on the life of the Grantor, the three-year rule will not apply (preferred).
The trust will open a bank account should be set up.
Future premium payments are typically made available to the trust by the
Grantor. The Grantor typically will gift the necessary funds to the trust, which can then
be used by the trustee to pay the premiums. The most common way a Grantor funds an
existing ILIT in order for the trustee to make premium payments is through Crummey
Withdrawal Powers.
Crummey Withdrawal Powers create an immediate exercisable withdrawal
power for the beneficiary.
Upon the death of the grantor, the insurance carrier pays the trustee the
proceeds from the policy. The proceeds are then used by the trustee for the benefit of
the trust beneficiaries, in accordance with the terms of the trust.
If the deceased-insured’s estate needs more liquidity (i.e. cash) to pay taxes,
debts, expenses, etc.…, the trustee may use the life insurance proceeds to either
purchase assets from the deceased’s estate or the trustee may loan money from the
trust to the estate.

ILIT Traps to Avoid
(1) “incidents of ownership”: If there are incidents of ownership then the life
insurance will be included in the Grantor’s estate and frustrate the purpose
(i.e. to avoid estate tax) of the life insurance trust.
(2) Avoid Making Gifts of a Future Interest: Gifts of a future interest cannot be
excluded and count against your lifetime exclusion.
(3) Trustee choice: Need someone you can trust and you need someone that is
responsible. In many instances, the best choice for a trustee of an ILIT is a
professional fiduciary.

2

I.

Pros and Cons of Being a Trustee of an ILIT
A. Pros:
1.
2.

It can be an honor to be asked
Compensation

B. Cons: A trustee is a “fiduciary”
1.
Held to a high standard of performance
2.
Responsibilities/Aggravation

II.

III.

An ILIT Trustee’s Job Is Demanding and Out of His/Her Control
A.

Not consulted about the trust’s terms

B.

Didn’t select policy

C.

No control over new funds coming into the trust

D.

Can’t change the terms of the trust

Being A Trustee Is A Dangerous Job
The Trustee Should Use Sound Business Judgment;
The Trustee Can Be Personally Liable For Losses

3

Trends Making a Trustee’s Job Difficult
1. Policy may not perform as expected
2. Insurers have developed new life insurance policies
3. Trustee performance standards

1. The Policy May Not Perform as Expected
Life insurance illustrations are projections based on many assumptions
Assumptions are sometimes wrong
Interest rates --Mortality rates
Expenses
Performance of the policy
The longer the insured lives, the greater the potential for change

2. New Policies Are Available
value.

New products can have new features and benefits that may provide excellent
Some new policies may have lower premiums

Medical advances and increasing life expectancies have resulted in more flexible
underwriting

3. Increased Trustees’ Duties
Performance standards have changed
More is required of trustees today
The Prudent Investor Rule
4

What Standards Must a Trustee Satisfy?
The trust may establish standards
“Prudent Investor” Standard—goal is to grow the principal

EPTL §§ 11-2.3 Prudent investor act
(a) Prudent investor rule.
A trustee has a duty to invest and manage property held in a fiduciary capacity in
accordance with the prudent investor standard ….
This section shall apply to any investment made or held on or after January first,
nineteen hundred ninety-five by a trustee.
(b) Prudent investor standard.
(1) The prudent investor rule requires a standard of conduct, not outcome or
performance. Compliance with the prudent investor rule is determined in light of
facts and circumstances prevailing at the time of the decision or action of a trustee.
A trustee is not liable to a beneficiary to the extent that the trustee acted in
substantial compliance with the prudent investor standard or in reasonable reliance
on the express terms and provisions of the governing instrument.
(2) A trustee shall exercise reasonable care, skill and caution to make and
implement investment and management decisions as a prudent investor would
for the entire portfolio, taking into account the purposes and terms and
provisions of the governing instrument.
(3) The prudent investor standard requires a trustee:
5

(A) to pursue an overall investment strategy to enable the trustee to make
appropriate present and future distributions to or for the benefit of the beneficiaries
under the governing instrument, in accordance with risk and return objectives
reasonably suited to the entire portfolio;
(B) to consider, to the extent relevant to the decision or action, the size of the
portfolio, the nature and estimated duration of the fiduciary relationship, the
liquidity and distribution requirements of the governing instrument, general economic
conditions, the possible effect of inflation or deflation, the expected tax
consequences of investment decisions or strategies and of distributions of income and
principal, the role that each investment or course of action plays within the overall
portfolio, the expected total return of the portfolio (including both income and
appreciation of capital), and the needs of beneficiaries (to the extent reasonably
known to the trustee) for present and future distributions authorized or required by the
governing instrument;
(C) to diversify assets unless the trustee reasonably determines that it is in the
interests of the beneficiaries not to diversify, taking into account the purposes and terms
and provisions of the governing instrument; and
(D) within a reasonable time after the creation of the fiduciary relationship, to
determine whether to retain or dispose of initial assets.

The “Prudent Investor” Standard
Applies modern investment principles to trust management:
Trustees must use reasonable strategies to grow the trust assets
Trust assets should be managed together as a single portfolio
Absent special circumstances, trust assets should be diversified
Trustees can hire professionals to help in making decisions

6

The “Prudent Investor” Standard
The trustee should implement good procedures
Adopt a formal investment strategy to grow the trust
Diversify the trust’s assets
Regularly monitor asset performance
Make changes as necessary

Trustees Often Need Assistance
Administering an ILIT can be difficult:
Life insurance policies are complex financial instruments
The policy may not perform as originally expected
Funds to pay the premiums may not come into the trust
Cash value withdrawals or loans may limit the policy’s performance

To Reduce Personal Risk Trustees Should:
Know exactly what the trust requires
Monitor the performance of trust’s policies regularly
Document all actions taken
Seek detailed information about the life insurance policies

7

Lawsuits Against ILIT Trustees
There is an increasing trend toward lawsuits against trustees related to their fiduciary
duties and supervision of trust assets.
1. However, there are only a few specific cases involving the ongoing review of
trust-owned life insurance.
2. Typically, the ILIT trust beneficiaries bring the lawsuit.
lawsuit.
established.

a. The donor-insured generally does not have standing to bring the
b. The donor-insured generally has no interest in the trust after it is
c. Often the donor-insured is deceased when the lawsuit is brought.

3. These cases are very fact specific.
4. Many cases turn on the specific language in the trust instrument.
5. An unscientific sense is that many of these lawsuits settle out of court.
Potential Bases of Exposure
1. Negligence in Administering the ILIT.
2. Negligence in Maintaining the Life Insurance Policy.
3. Inadequate Design or Premium Funding.
4. Carrier Insolvency.
5. Conflict of Interest.
6. Bad Investment Decisions and Inadequate Management of the Insurance
Portfolio.
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MEINHARD v. SALMON
249 N.Y. 458 (N.Y. 1928)
MORTON H. MEINHARD, Respondent, v.
WALTER J. SALMON et al., Appellants.
Court of Appeals of the State of New York.
Argued December 4, 1928
Decided December 31, 1928 *459
Appeal from the Supreme Court, Appellate Division,
First Department. *460
Nathan L. Miller, Harold Otis and Walter H. Bond for appellants.
John W. Davis, Ralph Wolf, Edwin D. Hays and Samuel R.
Feller for respondent. *461

CARDOZO, Ch. J.
On April 10, 1902, Louisa M. Gerry leased to the
defendant Walter J. Salmon the premises known as
the Hotel Bristol at the northwest corner of Fortysecond street and Fifth avenue in the city of New
York. The lease was for a term of twenty years, commencing May 1, 1902, and ending April 30, 1922. The
lessee undertook to change the hotel building for use
as shops and offices at a cost of $200,000. Alterations
and additions were to be accretions to the land.
Salmon, while in course of treaty with the lessor as to
the execution of the lease, was in course of treaty with
*462 Meinhard, the plaintiff, for the necessary funds.
The result was a joint venture with terms embodied
in a writing. Meinhard was to pay to Salmon half of
the moneys requisite to reconstruct, alter, manage and

operate the property. Salmon was to pay to Meinhard
40 per cent of the net profits for the first five years
of the lease and 50 per cent for the years thereafter. If
there were losses, each party was to bear them equally.
Salmon, however, was to have sole power to "manage,
lease, underlet and operate" the building. There were
to be certain pre-emptive rights for each in the contingency of death.
The two were coadventurers, subject to fiduciary duties akin to those of partners ( King v. Barnes, 109 N.Y.
267). As to this we are all agreed. The heavier weight
of duty rested, however, upon Salmon. He was a coadventurer with Meinhard, but he was manager as well.
During the early years of the enterprise, the building, reconstructed, was operated at a loss. If the relation had then ended, Meinhard as well as Salmon
would have carried a heavy burden. Later the profits
became large with the result that for each of the investors there came a rich return. For each, the venture
had its phases of fair weather and of foul. The two
were in it jointly, for better or for worse.
When the lease was near its end, Elbridge T. Gerry
had become the owner of the reversion. He owned
much other property in the neighborhood, one lot adjoining the Bristol Building on Fifth avenue and four
lots on Forty-second street. He had a plan to lease the
entire tract for a long term to some one who would
destroy the buildings then existing, and put up another in their place. In the latter part of 1921, he submitted such a project to several capitalists and dealers.
He was unable to carry it through with any of them.
Then, in January, 1922, with less than four months of
the lease to run, he approached the defendant Salmon.
The result was a new lease to the Midpoint Realty
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Company, which is owned and controlled by Salmon,
a lease covering the *463 whole tract, and involving
a huge outlay. The term is to be twenty years, but
successive covenants for renewal will extend it to a
maximum of eighty years at the will of either party.
The existing buildings may remain unchanged for seven years. They are then to be torn down, and a new
building to cost $3,000,000 is to be placed upon the
site. The rental, which under the Bristol lease was only
$55,000, is to be from $350,000 to $475,000 for the
properties so combined. Salmon personally guaranteed the performance by the lessee of the covenants of
the new lease until such time as the new building had
been completed and fully paid for.
The lease between Gerry and the Midpoint Realty
Company was signed and delivered on January 25,
1922. Salmon had not told Meinhard anything about
it. Whatever his motive may have been, he had kept
the negotiations to himself. Meinhard was not informed even of the bare existence of a project. The
first that he knew of it was in February when the lease
was an accomplished fact. He then made demand on
the defendants that the lease be held in trust as an
asset of the venture, making offer upon the trial to
share the personal obligations incidental to the guaranty. The demand was followed by refusal, and later
by this suit. A referee gave judgment for the plaintiff,
limiting the plaintiff's interest in the lease, however,
to 25 per cent. The limitation was on the theory that
the plaintiff's equity was to be restricted to one-half of
so much of the value of the lease as was contributed or
represented by the occupation of the Bristol site. Upon cross-appeals to the Appellate Division, the judgment was modified so as to enlarge the equitable interest to one-half of the whole lease. With this enlargement of plaintiff's interest, there went, of course,
a corresponding enlargement of his attendant obligations. The case is now here on an appeal by the defendants.
Joint adventurers, like copartners, owe to one another, while the enterprise continues, the duty of the

finest *464 loyalty. Many forms of conduct permissible
in a workaday world for those acting at arm's length,
are forbidden to those bound by fiduciary ties. A
trustee is held to something stricter than the morals
of the market place. Not honesty alone, but the punctilio of an honor the most sensitive, is then the standard of behavior. As to this there has developed a tradition that is unbending and inveterate. Uncompromising rigidity has been the attitude of courts of equity when petitioned to undermine the rule of undivided loyalty by the "disintegrating erosion" of particular exceptions ( Wendt v. Fischer, 243 N.Y. 439, 444).
Only thus has the level of conduct for fiduciaries been
kept at a level higher than that trodden by the crowd.
It will not consciously be lowered by any judgment of
this court.
The owner of the reversion, Mr. Gerry, had vainly
striven to find a tenant who would favor his ambitious
scheme of demolition and construction. Baffled in the
search, he turned to the defendant Salmon in possession of the Bristol, the keystone of the project. He figured to himself beyond a doubt that the man in possession would prove a likely customer. To the eye of
an observer, Salmon held the lease as owner in his
own right, for himself and no one else. In fact he held
it as a fiduciary, for himself and another, sharers in a
common venture. If this fact had been proclaimed, if
the lease by its terms had run in favor of a partnership, Mr. Gerry, we may fairly assume, would have
laid before the partners, and not merely before one
of them, his plan of reconstruction. The pre-emptive
privilege, or, better, the pre-emptive opportunity, that
was thus an incident of the enterprise, Salmon appropriated to himself in secrecy and silence. He might
have warned Meinhard that the plan had been submitted, and that either would be free to compete for
the award. If he had done this, we do not need to say
whether he would have been under a duty, if successful in the competition, to hold the lease so acquired for
the *465 benefit of a venture then about to end, and
thus prolong by indirection its responsibilities and duties. The trouble about his conduct is that he excluded
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his coadventurer from any chance to compete, from
any chance to enjoy the opportunity for benefit that
had come to him alone by virtue of his agency. This
chance, if nothing more, he was under a duty to concede. The price of its denial is an extension of the trust
at the option and for the benefit of the one whom he
excluded.
No answer is it to say that the chance would have
been of little value even if seasonably offered. Such a
calculus of probabilities is beyond the science of the
chancery. Salmon, the real estate operator, might have
been preferred to Meinhard, the woolen merchant.
On the other hand, Meinhard might have offered better terms, or reinforced his offer by alliance with the
wealth of others. Perhaps he might even have persuaded the lessor to renew the Bristol lease alone,
postponing for a time, in return for higher rentals, the
improvement of adjoining lots. We know that even
under the lease as made the time for the enlargement
of the building was delayed for seven years. All these
opportunities were cut away from him through another's intervention. He knew that Salmon was the
manager. As the time drew near for the expiration of
the lease, he would naturally assume from silence, if
from nothing else, that the lessor was willing to extend it for a term of years, or at least to let it stand
as a lease from year to year. Not impossibly the lessor
would have done so, whatever his protestations of unwillingness, if Salmon had not given assent to a project more attractive. At all events, notice of termination, even if not necessary, might seem, not unreasonably, to be something to be looked for, if the business
was over and another tenant was to enter. In the absence of such notice, the matter of an extension was
one that would naturally be attended to by the manager of the enterprise, and not neglected altogether. At
least, there was nothing in the situation to give warning to any one that while the lease was still in being,
there *466 had come to the manager an offer of extension which he had locked within his breast to be utilized by himself alone. The very fact that Salmon was
in control with exclusive powers of direction charged

him the more obviously with the duty of disclosure,
since only through disclosure could opportunity be
equalized. If he might cut off renewal by a purchase
for his own benefit when four months were to pass
before the lease would have an end, he might do so
with equal right while there remained as many years
(cf. Mitchell v. Reed, 61 N.Y. 123, 127). He might steal
a march on his comrade under cover of the darkness,
and then hold the captured ground. Loyalty and comradeship are not so easily abjured.
Little profit will come from a dissection of the precedents. None precisely similar is cited in the briefs of
counsel. What is similar in many, or so it seems to
us, is the animating principle. Authority is, of course,
abundant that one partner may not appropriate to his
own use a renewal of a lease, though its term is to begin at the expiration of the partnership ( Mitchell v.
Reed, 61 N.Y. 123; 84 N.Y. 556). The lease at hand with
its many changes is not strictly a renewal. Even so, the
standard of loyalty for those in trust relations is without the fixed divisions of a graduated scale. There is
indeed a dictum in one of our decisions that a partner, though he may not renew a lease, may purchase
the reversion if he acts openly and fairly ( Anderson v.
Lemon, 8 N.Y. 236; cf. White Tudor, Leading Cases in
Equity [9th ed.], vol. 2, p. 642; Bevan v. Webb, 1905, 1
Ch. 620; Griffith v. Owen, 1907, 1 Ch. 195, 204, 205).
It is a dictum, and no more, for on the ground that he
had acted slyly he was charged as a trustee. The holding is thus in favor of the conclusion that a purchase as
well as a lease will succumb to the infection of secrecy
and silence. Against the dictum in that case, moreover,
may be set the opinion of DWIGHT, C., in Mitchell
v. Read, where there is a dictum to the contrary (61
N.Y. at p. 143). *467 To say that a partner is free without restriction to buy in the reversion of the property where the business is conducted is to say in effect
that he may strip the good will of its chief element of
value, since good will is largely dependent upon continuity of possession ( Matter of Brown, 242 N.Y. 1, 7.)
Equity refuses to confine within the bounds of classified transactions its precept of a loyalty that is undi-
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vided and unselfish. Certain at least it is that a "man
obtaining his locus standi, and his opportunity for making such arrangements, by the position he occupies as
a partner, is bound by his obligation to his co-partners in such dealings not to separate his interest from
theirs, but, if he acquires any benefit, to communicate
it to them" ( Cassels v. Stewart, 6 App. Cas. 64, 73). Certain it is also that there may be no abuse of special opportunities growing out of a special trust as manager
or agent ( Matter of Biss, 1903, 2 Ch. 40; Clegg v. Edmondson, 8 D.M. G. 787, 807). If conflicting inferences
are possible as to abuse or opportunity, the trier of the
facts must make the choice between them. There can
be no revision in this court unless the choice is clearly wrong. It is no answer for the fiduciary to say "that
he was not bound to risk his money as he did, or to
go into the enterprise at all" ( Beatty v. Guggenheim Exploration Co., 225 N.Y. 380, 385). "He might have kept
out of it altogether, but if he went in, he could not
withhold from his employer the benefit of the bargain" ( Beatty v. Guggenheim Exploration Co., supra). A
constructive trust is then the remedial device through
which preference of self is made subordinate to loyalty
to others ( Beatty v. Guggenheim Exploration Co., supra).
Many and varied are its phases and occasions ( Selwyn
Co. v. Waller, 212 N.Y. 507, 512; Robinson v. Jewett, 116
N.Y. 40; cf. Tournier v. Nat. Prov. Union Bank, 1924, 1
K.B. 461).
We have no thought to hold that Salmon was guilty
of a conscious purpose to defraud. Very likely he assumed *468 in all good faith that with the approaching
end of the venture he might ignore his coadventurer
and take the extension for himself. He had given to
the enterprise time and labor as well as money. He
had made it a success. Meinhard, who had given money, but neither time nor labor, had already been richly
paid. There might seem to be something grasping in
his insistence upon more. Such recriminations are not
unusual when coadventurers fall out. They are not
without their force if conduct is to be judged by the
common standards of competitors. That is not to say
that they have pertinency here. Salmon had put him-

self in a position in which thought of self was to be renounced, however hard the abnegation. He was much
more than a coadventurer. He was a managing coadventurer ( Clegg v. Edmondson, 8 D.M. G. 787, 807).
For him and for those like him, the rule of undivided
loyalty is relentless and supreme ( Wendt v. Fischer,
supra; Munson v. Syracuse, etc., R.R. Co., 103 N.Y. 58, 74).
A different question would be here if there were lacking any nexus of relation between the business conducted by the manager and the opportunity brought
to him as an incident of management ( Dean v. MacDowell, 8 Ch. D. 345, 354; Aas v. Benham, 1891, 2 Ch.
244, 258; Latta v. Kilbourn, 150 U.S. 524). For this
problem, as for most, there are distinctions of degree.
If Salmon had received from Gerry a proposition to
lease a building at a location far removed, he might
have held for himself the privilege thus acquired, or so
we shall assume. Here the subject-matter of the new
lease was an extension and enlargement of the subjectmatter of the old one. A managing coadventurer appropriating the benefit of such a lease without warning to his partner might fairly expect to be reproached
with conduct that was underhand, or lacking, to say
the least, in reasonable candor, if the partner were
to surprise him in the act of signing the new instrument. Conduct subject to that reproach does not receive from equity a healing benediction *469
A question remains as to the form and extent of the
equitable interest to be allotted to the plaintiff. The
trust as declared has been held to attach to the lease
which was in the name of the defendant corporation.
We think it ought to attach at the option of the defendant Salmon to the shares of stock which were owned
by him or were under his control. The difference may
be important if the lessee shall wish to execute an assignment of the lease, as it ought to be free to do with
the consent of the lessor. On the other hand, an equal
division of the shares might lead to other hardships.
It might take away from Salmon the power of control
and management which under the plan of the joint
venture he was to have from first to last. The number
of shares to be allotted to the plaintiff should, there-
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fore, be reduced to such an extent as may be necessary to preserve to the defendant Salmon the expected measure of dominion. To that end an extra share
should be added to his half.
Subject to this adjustment, we agree with the Appellate Division that the plaintiff's equitable interest is to
be measured by the value of half of the entire lease,
and not merely by half of some undivided part. A single building covers the whole area. Physical division
is impracticable along the lines of the Bristol site, the
keystone of the whole. Division of interests and burdens is equally impracticable. Salmon, as tenant under
the new lease, or as guarantor of the performance of
the tenant's obligations, might well protest if Meinhard, claiming an equitable interest, had offered to assume a liability not equal to Salmon's, but only half as
great. He might justly insist that the lease must be accepted by his coadventurer in such form as it had been
given, and not constructively divided into imaginary
fragments. What must be yielded to the one may be
demanded by the other. The lease as it has been executed is single and entire. If confusion has resulted
from the union of adjoining parcels, the trustee who
consented to the *470 union must bear the inconvenience ( Hart v. Ten Eyck, 2 Johns. Ch. 62).
Thus far, the case has been considered on the assumption that the interest in the joint venture acquired by
the plaintiff in 1902 has been continuously his. The
fact is, however, that in 1917 he assigned to his wife all
his "right, title and interest in and to" the agreement
with his coadventurer. The coadventurer did not object, but thereafter made his payments directly to the
wife. There was a reassignment by the wife before this
action was begun.
We do not need to determine what the effect of the
assignment would have been in 1917 if either coadventurer had then chosen to treat the venture as dissolved. We do not even need to determine what the
effect would have been if the enterprise had been a
partnership in the strict sense with active duties of

agency laid on each of the two adventurers The form
of the enterprise made Salmon the sole manager. The
only active duty laid upon the other was one wholly
ministerial, the duty of contributing his share of the
expense. This he could still do with equal readiness,
and still was bound to do, after the assignment to his
wife. Neither by word nor by act did either partner
manifest a choice to view the enterprise as ended.
There is no inflex ble rule in such conditions that dissolution shall ensue against the concurring wish of all
that the venture shall continue. The effect of the assignment is then a question of intention ( Durkee v.
Gunn, 41 Kan. 496, 500; Taft v. Buffum, 14 Pick. 322;
cf. 69 A.S.R. 417, and cases there cited).
Partnership Law (Cons. Laws, ch. 39), section 53, subdivision 1, is to the effect that "a conveyance by a partner of his interest in the partnership does not of itself dissolve the partnership, nor, as against the other
partners in the absence of agreement, entitle the assignee, during the continuance of the partnership, to
interfere in the management or administration of the
*471 partnership business or affairs, or to require any
information or account of partnership transactions, or
to inspect the partnership books; but it merely entitles the assignee to receive in accordance with his contract the profits to which the assigning partner would
otherwise be entitled." This statute, which took effect
October 1, 1919, did not indeed revive the enterprise
if automatically on the execution of the assignment a
dissolution had resulted in 1917. It sums up with precision, however, the effect of the assignment as the
parties meant to shape it. We are to interpret their relation in the revealing light of conduct. The rule of the
statute, even if it has modified the rule as to partnerships in general (as to this see Pollock, Partnership, p.
99, § 31; Lindley, Partnership [9th ed.], 695; Marquand
v. N.Y.M. Co., 17 Johns. 525), is an accurate statement
of the rule at common law when applied to these adventurers. The purpose of the assignment, understood
by every one concerned, was to lower the plaintiff's
tax by taking income out of his return and adding it
to the return to be made by his wife. She was the ap-
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pointee of the profits, to whom checks were to be remitted. Beyond that, the relation was to be the same
as it had been. No one dreamed for a moment that
the enterprise was to be wound up, or that Meinhard
was relieved of his continuing obligation to contribute
to its expenses if contribution became needful. Coadventurers and assignee, and most of all the defendant
Salmon, as appears by his own letters, went forward
on that basis. For more than five years Salmon dealt
with Meinhard on the assumption that the enterprise
was a subsisting one with mutual rights and duties,
or so at least the triers of the facts, weighing the circumstantial evidence, might not unreasonably infer.
By tacit, if not express approval, he continued and preserved it. We think it is too late now, when charged as
a trustee, to come forward with the claim that it had
been disrupted and dissolved. *472
The judgment should be modified by providing that at
the option of the defendant Salmon there may be substituted for a trust attaching to the lease a trust attaching to the shares of stock, with the result that one-half
of such shares together with one additional share will
in that event be allotted to the defendant Salmon and
the other shares to the plaintiff, and as so modified the
judgment should be affirmed with costs.

ANDREWS, J. (dissenting).
A tenant's expectancy of the renewal of a lease is a
thing, tenuous, yet often having a real value. It represents the probability that a landlord will prefer to relet
his premises to one already in possession rather than
to strangers. Less tangible than "good will" it is never
included in the tenant's assets, yet equity will not permit one standing in a relation of trust and confidence
toward the tenant unfairly to take the benefit to himself. At times the principle is rigidly enforced. Given
the relation between the parties, a certain result follows. No question as to good faith, or injury, or as to
other circumstances is material. Such is the rule as between trustee and cestui ( Keich v. Sanford, Select Cas.

in Ch. 61); as between executor and estate ( Matter of
Brown, 18 Ch. Div. 61); as between guardian and ward
( Milner v. Harewood, 18 Ves. 259, 274).
At other times some inquiry is allowed as to the facts
involved. Fair dealing and a scrupulous regard for
honesty is required. But nothing more. It may be stated generally that a partner may not for his own benefit
secretly take a renewal of a firm lease to himself. (
Mitchell v. Reed, 61 N.Y. 123.) Yet under very exceptional circumstances this may not be wholly true. (W.
T. Leading Cas. in Equity [9th ed.], p. 657; Clegg v. Edmondson, 8 D.M. G. 787, 807.) In the case of tenants
in common there is still greater liberty. There is said
to be a distinction between those holding under a will
or through descent and those holding under independent *473 conveyance. But even in the former situation the bare relationship is not conclusive. ( Matter of
Biss, 1903, 2 Ch. 40). In Burrell v. Bull (3 Sand. Ch. 15)
there was actual fraud. In short, as we once said, "the
elements of actual fraud — of the betrayal by secret action of confidence reposed, or assumed to be reposed,
grows in importance as the relation between the parties falls from an express to an implied or a quasi trust,
and on to those cases where good faith alone is involved." ( Thayer v. Leggett, 229 N.Y. 152.)
Where the trustee, or the partner or the tenant in
common, takes no new lease but buys the reversion in
good faith a somewhat different question arises. Here
is no direct appropriation of the expectancy of renewal. Here is no offshoot of the original lease. We so held
in Anderson v. Lemon ( 8 N.Y. 236), and although Judge
DWIGHT casts some doubt on the rule in Mitchell v.
Reed, it seems to have the support of authority. (W. T.
Leading Cas. in Equity, p. 650; Lindley on Partnership
[9th ed.], p. 396; Bevan v. Webb, 1905, 1 Ch. 620.) The
issue then is whether actual fraud, dishonesty, unfairness is present in the transaction. If so, the purchaser
may well be held as a trustee. ( Anderson v. Lemon, cited
above.)
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With this view of the law I am of the opinion that the
issue here is simple. Was the transaction in view of
all the circumstances surrounding it unfair and inequitable? I reach this conclusion for two reasons. There
was no general partnership, merely a joint venture for
a limited object, to end at a fixed time. The new lease,
covering additional property, containing many new
and unusual terms and conditions, with a possible duration of eighty years, was more nearly the purchase
of the reversion than the ordinary renewal with which
the authorities are concerned.
The findings of the referee are to the effect that before
1902, Mrs. Louisa M. Gerry was the owner of a plot
on *474 the corner of Fifth avenue and Forty-second
street, New York, containing 9,312 square feet. On it
had been built the old Bristol Hotel. Walter J. Salmon
was in the real estate business, renting, managing and
operating buildings. On April 10th of that year Mrs.
Gerry leased the property to him for a term extending
from May 1, 1902, to April 30, 1922. The property
was to be used for offices and business, and the design
was that the lessee should so remodel the hotel at his
own expense as to fit it for such purposes, all alterations and additions, however, at once to become the
property of the lessor. The lease might not be assigned
without written consent.
Morton H. Meinhard was a woolen merchant. At
some period during the negotiations between Mr.
Salmon and Mrs. Gerry, so far as the findings show
without the latter's knowledge, he became interested
in the transaction. Before the lease was executed he
advanced $5,000 toward the cost of the proposed alterations. Finally, on May 19th he and Salmon entered
into a written agreement. "During the period of twenty years from the 1st day of May, 1902," the parties
agree to share equally in the expense needed "to reconstruct, alter, manage and operate the Bristol Hotel
property;" and in all payments required by the lease,
and in all losses incurred "during the full term of the
lease, i.e., from the first day of May, 1902, to the 1st
day of May, 1922." During the same term net profits

are to be divided. Mr. Salmon has sole power to "manage, lease, underlet and operate" the premises. If he
dies, Mr. Meinhard shall be consulted before any disposition is made of the lease, and if Mr. Salmon's representatives decide to dispose of it, and the decision
is theirs, Mr. Meinhard is to be given the first chance
to take the unexpired term upon the same conditions
they could obtain from others.
The referee finds that this arrangement did not create
a partnership between Mr. Salmon and Mr. Meinhard. In this he is clearly right. He is equally right in
holding *475 that while no general partnership existed the two men had entered into a joint adventure
and that while the legal title to the lease was in Mr.
Salmon, Mr. Meinhard had some sort of an equitable
interest therein. Mr. Salmon was to manage the property for their oint benefit. He was bound to use good
faith. He could not willfully destroy the lease, the object of the adventure, to the detriment of Mr. Meinhard.
Mr. Salmon went into possession and control of the
property. The alterations were made. At first came
losses. Then large profits which were duly distributed.
At all times Mr. Salmon has acted as manager.
Some time before 1922 Mr. Elbridge T. Gerry became
the owner of the reversion. He was already the owner
of an adjoining lot on Fifth avenue and of four lots
adjoining on Forty-second street, in all 11,587 square
feet, covered by five separate buildings. Obviously all
this property together was more valuable than the
sum of the value of the separate parcels. Some plan
to develop the property as a whole seems to have occurred to Mr. Gerry. He arranged that all leases on his
five lots should expire on the same day as the Bristol Hotel lease. Then in 1921 he negotiated with various persons and corporations seeking to obtain a desirable tenant who would put up a building to cover
the entire tract, for this was the policy he had adopted. These negotiations lasted for some months. They
failed. About January 1, 1922, Mr. Gerry's agent ap-
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proached Mr. Salmon and began to negotiate with
him for the lease of the entire tract. Upon this he insisted as he did upon the erection of a new and expensive building covering the whole. He would not consent to the renewal of the Bristol lease on any terms.
This effort resulted in a lease to the Midpoint Realty Company, a corporation entirely owned and controlled by Mr. Salmon. For our purposes the paper
may be treated as if the agreement was made with Mr.
Salmon himself. *476
In many respects, besides the increase in the land
demised, the new lease differs from the old. Instead
of an annual rent of $55,000 it is now from $350,000
to $475,000. Instead of a fixed term of twenty years
it may now be, at the lessee's option, eighty. Instead
of alterations in an existing structure costing about
$200,000 a new building is contemplated costing
$3,000,000. Of this sum $1,500,000 is to be advanced
by the lessor to the lessee, "but not to its successors or
assigns," and is to be repaid in installments. Again no
assignment or sale of the lease may be made without
the consent of the lessor.
This lease is valuable. In making it Mr. Gerry acted in
good faith without any collusion with Mr. Salmon and
with no purpose to deprive Mr. Meinhard of any equities he might have. But as to the negotiations leading to it or as to the execution of the lease itself Mr.
Meinhard knew nothing. Mr. Salmon acted for himself to acquire the lease for his own benefit.
Under these circumstances the referee has found and
the Appellate Division agrees with him, that Mr.
Meinhard is entitled to an interest in the second lease,
he having promptly elected to assume his share of the
liabilities imposed thereby. This conclusion is based
upon the proposition that under the original contract
between the two men "the enterprise was a joint venture, the relation between the parties was fiduciary
and governed by principles applicable to partnerships," therefore, as the new lease is a graft upon the

old, Mr. Salmon might not acquire its benefits for
himself alone.
Were this a general partnership between Mr. Salmon
and Mr. Meinhard I should have little doubt as to the
correctness of this result assuming the new lease to be
an offshoot of the old. Such a situation involves questions of trust and confidence to a high degree; it involves questions of good will; many other considerations. As has been said, rarely if ever may one partner
without the knowledge of the other acquire for himself the renewal of *477 a lease held by the firm, even
if the new lease is to begin after the firm is dissolved.
Warning of such an intent, if he is managing partner,
may not be sufficient to prevent the application of this
rule.
We have here a different situation governed by less
drastic principles. I assume that where parties engage
in a joint enterprise each owes to the other the duty of
the utmost good faith in all that relates to their common venture. Within its scope they stand in a fiduciary relationship. I assume prima facie that even as between joint adventurers one may not secretly obtain
a renewal of the lease of property actually used in the
joint adventure where the possibility of renewal is expressly or impliedly involved in the enterprise. I assume also that Mr. Meinhard had an equitable interest
in the Bristol Hotel lease. Further, that an expectancy
of renewal inhered in that lease. Two questions then
arise. Under his contract did he share in that expectancy? And if so, did that expectancy mature into a graft
of the original lease? To both questions my answer is
"no."
The one complaint made is that Mr. Salmon obtained
the new lease without informing Mr. Meinhard of his
intention. Nothing else. There is no claim of actual
fraud. No claim of misrepresentation to any one. Here
was no movable property to be acquired by a new tenant at a sacrifice to its owners. No good will, largely
dependent on location, built up by the joint efforts of
two men. Here was a refusal of the landlord to re-
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new the Bristol lease on any terms; a proposal made by
him, not sought by Mr. Salmon, and a choice by him
and by the original lessor of the person with whom
they wished to deal shown by the covenants against
assignment or underletting, and by their ignorance of
the arrangement with Mr. Meinhard.
What then was the scope of the adventure into which
the two men entered? It is to be remembered that before their contract was signed Mr. Salmon had obtained *478 the lease of the Bristol property. Very likely the matter had been earlier discussed between them.
The $5,000 advance by Mr. Meinhard indicates that
fact. But it has been held that the written contract defines their rights and duties.
Having the lease Mr. Salmon assigns no interest in it
to Mr. Meinhard. He is to manage the property. It is
for him to decide what alterations shall be made and
to fix the rents. But for twenty years from May 1,
1902, Salmon is to make all advances from his own
funds and Meinhard is to pay him personally on demand one-half of all expenses incurred and all losses
sustained "during the full term of said lease," and during the same period Salmon is to pay him a part of the
net profits. There was no joint capital provided.
It seems to me that the venture so inaugurated had in
view a limited object and was to end at a limited time.
There was no intent to expand it into a far greater undertaking lasting for many years. The design was to
exploit a particular lease. Doubtless in it Mr. Meinhard had an equitable interest, but in it alone. This interest terminated when the joint adventure terminated. There was no intent that for the benefit of both
any advantage should be taken of the chance of renewal — that the adventure should be continued beyond that date. Mr. Salmon has done all he promised
to do in return for Mr. Meinhard's undertaking when
he distributed profits up to May 1, 1922. Suppose this
lease, non-assignable without the consent of the
lessor, had contained a renewal option. Could Mr.
Meinhard have exercised it? Could he have insisted

that Mr. Salmon do so? Had Mr. Salmon done so could
he insist that the agreement to share losses still existed
or could Mr. Meinhard have claimed that the joint
adventure was still to continue for twenty or eighty
years? I do not think so. The adventure by its express
terms ended on May 1, 1922. The contract by its language and by its whole import excluded *479 the idea
that the tenant's expectancy was to subsist for the benefit of the plaintiff. On that date whatever there was
left of value in the lease reverted to Mr. Salmon, as
it would had the lease been for thirty years instead
of twenty. Any equity which Mr. Meinhard possessed
was in the particular lease itself, not in any possibility
of renewal. There was nothing unfair in Mr. Salmon's
conduct.
I might go further were it necessary. Under the circumstances here presented had the lease run to both
the parties I doubt whether the taking by one of a
renewal without the knowledge of the other would
cause interference by a court of equity. An illustration
may clarify my thought. A and B enter into a joint
venture to resurface a highway between Albany and
Schenectady. They rent a parcel of land for the storage
of materials. A, unknown to B, agrees with the lessor
to rent that parcel and one adjoining it after the venture is finished, for an iron foundry. Is the act unfair?
Would any general statements, scattered here and
there through opinions dealing with other circumstance, be thought applicable? In other words, the
mere fact that the joint venturers rent property together does not call for the strict rule that applies
to general partners. Many things may excuse what is
there forbidden. Nor here does any possibility of renewal exist as part of the venture. The nature of the
undertaking excludes such an idea.
So far I have treated the new lease as if it were a renewal of the old. As already indicated, I do not take
that view. Such a renewal could not be obtained. Any
expectancy that it might be had vanished. What Mr.
Salmon obtained was not a graft springing from the
Bristol lease, but something distinct and different —

casetext.com/case/meinhard-v-salmon

9 of 10

MEINHARD v. SALMON, 249 N.Y. 458 (N.Y. 1928)
as distinct as if for a building across Fifth avenue. I
think also that in the absence of some fraudulent or
unfair act the secret purchase of the reversion even by
one partner is rightful. Substantially this is such a purchase. Because of the mere label of a transaction we
do not place it on one *480 side of the line or the other. Here is involved the possession of a large and most
valuable unit of property for eighty years, the destruction of all existing structures and the erection of a new
and expensive building covering the whole. No fraud,
no deceit, no calculated secrecy is found. Simply that
the arrangement was made without the knowledge of
Mr. Meinhard. I think this not enough.
The judgment of the courts below should be reversed
and a new trial ordered, with costs in all courts to
abide the event.
POUND, CRANE and LEHMAN, JJ., concur with
CARDOZO, Ch. J., for modification of the judgment
appealed from and affirmance as modified; ANDREWS, J., dissents in opinion in which KELLOGG
and O'BRIEN, JJ., concur.
Judgment modified, etc.
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§§ 11‐2.3 Prudent investor act
(a) Prudent investor rule.
A trustee has a duty to invest and manage property held in a fiduciary
capacity in accordance with the prudent investor standard defined by
this section, except as otherwise provided by the express terms and
provisions of a governing instrument within the limitations set forth by
section 11‐1.7 of this chapter. This section shall apply to any
investment made or held on or after January first, nineteen hundred
ninety‐five by a trustee.
(b) Prudent investor standard.
(1) The prudent investor rule requires a standard of conduct, not
outcome or performance. Compliance with the prudent investor rule is
determined in light of facts and circumstances prevailing at the time of
the decision or action of a trustee. A trustee is not liable to a
beneficiary to the extent that the trustee acted in substantial
compliance with the prudent investor standard or in reasonable reliance
on the express terms and provisions of the governing instrument.
(2) A trustee shall exercise reasonable care, skill and caution to
make and implement investment and management decisions as a prudent
investor would for the entire portfolio, taking into account the
purposes and terms and provisions of the governing instrument.
(3) The prudent investor standard requires a trustee:
(A) to pursue an overall investment strategy to enable the trustee to
make appropriate present and future distributions to or for the benefit
of the beneficiaries under the governing instrument, in accordance with
risk and return objectives reasonably suited to the entire portfolio;
(B) to consider, to the extent relevant to the decision or action, the
size of the portfolio, the nature and estimated duration of the
fiduciary relationship, the liquidity and distribution requirements of
the governing instrument, general economic conditions, the possible
effect of inflation or deflation, the expected tax consequences of
investment decisions or strategies and of distributions of income and
principal, the role that each investment or course of action plays
within the overall portfolio, the expected total return of the portfolio
(including both income and appreciation of capital), and the needs of
beneficiaries (to the extent reasonably known to the trustee) for
present and future distributions authorized or required by the governing
instrument;
(C) to diversify assets unless the trustee reasonably determines that
it is in the interests of the beneficiaries not to diversify, taking
into account the purposes and terms and provisions of the governing
instrument; and
(D) within a reasonable time after the creation of the fiduciary
relationship, to determine whether to retain or dispose of initial
assets.
(4) The prudent investor standard authorizes a trustee:
(A)
to invest in any type of investment consistent with the
requirements of this paragraph, since no particular investment is
inherently prudent or imprudent for purposes of the prudent investor
standard;
(B) to consider related trusts, the income and
resources
of
beneficiaries to the extent reasonably known to the trustee, and also an
asset's
special
relationship
or value to some or all of the
beneficiaries if consistent with the trustee's duty of impartiality;
(C) to delegate investment and management functions if consistent with
the duty to exercise skill, including special investment skills; and
(D) to incur costs only to the extent they are appropriate and
http://www.nysl.nysed.gov/libdev/excerpts/ept11-23.htm
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reasonable in relation to the purposes of the governing instrument, the
assets held by the trustee and the skills of the trustee.
(5) Trustee's power to adjust.
(A) Where the rules in article 11‐A apply to a trust and the terms of
the trust describe the amount that may or must be distributed to a
beneficiary by referring to the trust's income, the prudent investor
standard also authorizes the trustee to adjust between principal and
income to the extent the trustee considers advisable to enable the
trustee to make appropriate present and future distributions
in
accordance with clause (b)(3)(A) if the trustee determines, after
applying the rules in article 11‐A, that such an adjustment would be
fair and reasonable to all of the beneficiaries, so that current
beneficiaries may be given such use of the trust property as is
consistent with preservation of its value.
(B) In deciding whether and to what extent to exercise the power
conferred by clause (b)(5)(A), a trustee may consider, in addition to
the factors stated in clauses (b)(3)(B) and (b)(4)(B), the following
factors to the extent relevant:
(i) the intent of the settlor, as expressed in the governing
instrument; the assets held in the trust; the extent to which they
consist of financial assets, interests in closely held enterprises,
tangible and intangible personal property, or real property; the extent
to which an asset is used by a beneficiary; and whether an asset was
purchased by the trustee or received from the settlor;
(ii) the net amount allocated to income under article 11‐A and the
increase or decrease in the value of the principal assets, which the
trustee may estimate as to assets for which market values are not
readily available; and
(iii) whether and to what extent the terms of the trust give the
trustee the power to invade principal or accumulate income or prohibit
the trustee from invading principal or accumulating income, and the
extent to which the trustee has exercised a power from time to time to
invade principal or accumulate income.
(C) A trustee may not make an adjustment:
(i) that diminishes the income interest in a trust that requires all
of the income to be paid at least annually to a spouse and for which an
estate tax or gift tax marital deduction is claimed;
(ii) that reduces the actuarial value of the income interest in a
trust to which a person transfers property with the intent to qualify
for a gift tax exclusion;
(iii) that changes the amount payable to a beneficiary as a fixed
annuity or a fixed fraction of the value of the trust's assets;
(iv) from any amount that is permanently set aside for charitable
purposes under a will or the terms of a trust unless the income
therefrom is also permanently devoted to charitable purposes;
(v) if possessing or exercising the power to make an adjustment causes
an individual to be treated as the owner of all or part of the trust for
income tax purposes, and the individual would not be treated as the
owner if the trustee did not possess the power to make an adjustment;
(vi) if possessing or exercising the power to make an adjustment
causes all or part of the trust assets to be included for estate tax
purposes in the estate of an individual who has the power to remove a
trustee or appoint a trustee, or both, and the assets would not be
included in the estate of the individual if the trustee did not possess
the power to make an adjustment;
(vii) if the trustee is a current beneficiary or a presumptive
remainderman of the trust;
(viii) if the trustee is not a current beneficiary or a presumptive
remainderman, but the adjustment would benefit the trustee directly or
indirectly; or
(ix) if the trust is an irrevocable lifetime trust which provides
http://www.nysl.nysed.gov/libdev/excerpts/ept11-23.htm
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income to be paid for life to the grantor, and possessing or exercising
the power to make an adjustment would cause any public benefit program
to consider the adjusted principal or income to be an available resource
or available income and the principal or income or both would in each
case not be considered as an available resource or income if the trustee
did not possess the power to make an adjustment.
(D) If item (b)(5)(C)(v), (vi), (vii), or (viii) applies to a trustee
and there is more than one trustee, a co‐trustee to whom the provision
does not apply may make the adjustment unless the exercise of the power
by the remaining trustee or trustees is not permitted by the terms of
the trust.
(E) A trustee may release the entire power conferred by clause
(b)(5)(A) or may release only the power to adjust from income to
principal or the power to adjust from principal to income if the trustee
is uncertain about whether possessing or exercising the power will cause
a result described in items (b)(5)(C)(i) through (vi) or (b)(5)(C)(viii)
or if the trustee determines that possessing or exercising the power
will or may deprive the trust of a tax benefit or impose a tax burden
not described in clause (b)(5)(C). The release may be permanent or for a
specified period, including a period measured by the life of an
individual.
(F) Terms of a trust that limit the power of a trustee to make an
adjustment between principal and income are not contrary to this section
unless it is clear from the terms of the trust that the terms are
intended to deny the trustee the power of adjustment conferred by clause
(b)(5)(A).
(6) Special investment skills.
For a bank, trust company or paid professional investment advisor
(whether or not registered under any federal securities or investment
law) which serves as a trustee, and any other trustee representing that
such trustee has special investment skills, the exercise of skill
contemplated by the prudent investor standard shall require the trustee
to exercise such diligence in investing and managing assets as would
customarily be exercised by prudent investors of discretion
and
intelligence having special investment skills.
(c) Delegation of investment or management functions.
(1) Delegation of an investment or management function requires a
trustee to exercise care, skill and caution in:
(A) selecting a delegee suitable to exercise the delegated function,
taking into account the nature and value of the assets subject to such
delegation and the expertise of the delegee;
(B) establishing the scope and terms of the delegation consistent with
the purposes of the governing instrument;
(C) periodically reviewing the delegee's exercise of the delegated
function and compliance with the scope and terms of the delegation; and
(D) controlling the overall cost by reason of the delegation.
(2) The delegee has a duty to the trustee and to the trust to comply
with the scope and terms of the delegation and to exercise the delegated
function with reasonable care, skill and caution.
An
attempted
exoneration of the delegee from liability for failure to meet such duty
is contrary to public policy and void.
(3) By accepting the delegation of a trustee's function from the
trustee of a trust that is subject to the law of New York, the delegee
submits to the jurisdiction of the courts of New York even if a
delegation agreement provides otherwise, and the delegee may be made a
party to any proceeding in such courts that places in issue the
decisions or actions of the delegee.
(d) Investment in securities of related investment companies.
A trustee holding funds for investment may invest the same in
securities of any management type investment company or trust registered
pursuant to the federal investment company act of nineteen hundred
http://www.nysl.nysed.gov/libdev/excerpts/ept11-23.htm
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forty, as amended, notwithstanding that the trustee or an affiliate of
the trustee acts as investment advisor, custodian, transfer agent,
registrar, sponsor, distributor, manager or provides other services to
the investment company or trust. Unless the will, lifetime trust or
order appointing the trustee provides otherwise, the trustee shall elect
annually
either
(i)
to receive or have its affiliate receive
compensation for providing such services to such investment company or
trust for the portion of the trust invested in such investment company
or trust or (ii) to take annual corporate trustees' commissions with
respect to such portion.
(e) As used in this section:
(1) the term "trustee" includes a personal representative, trustee,
guardian, donee of a power during minority, guardian under article
eighty‐one of the mental hygiene law, committee of the property of an
incompetent person, and conservator of the property of a conservatee;
(2) the term "trust" includes any fiduciary entity with property owned
by a trustee as defined in this section;
(3) the term "governing instrument" includes a court order; and
(4) the term "portfolio" includes all property of every kind and
character held by a trustee as defined in this section.
[Close this window]
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District Court of Appeal of Florida, Fifth District.

SANDERS v. CITIZENS NAT. BANK
585 So.2d 1064 (Fla. Dist. Ct. App. 1991)
LEE G. SANDERS, APPELLANT, v.
CITIZENS NATIONAL BANK OF
LEESBURG, APPELLEE.

trust instrument expressly provided that appellant had
no legal duty to continue to fund the trust.
1.

The great majority of such trusts are "unfunded", i.e., established without the assets

No. 90-2290.
District Court of Appeal of Florida, Fifth
District.
September 5, 1991. Rehearing Denied
October 1, 1991.
Appeal from the Circuit Court, Lake County, Mark J.
Hill, J. *1065
Gordon G. Oldham, Jr., of Cauthen Oldham, P.A.,
Tavares, for appellant.
Walter S. McLin, III of McLin, Burnsed, Morrison,
Johnson Robuck, P.A., Leesburg, for appellee.

GRIFFIN, Judge.
Appellant seeks review of an order dismissing with
prejudice his suit seeking damages against Citizens
National Bank of Leesburg (the "Bank") on claims of
negligence, breach of contract, "failure of consideration" and accounting. Appellant alleged, in summary,
that the Bank undertook, for consideration, to serve
as trustee of an unfunded irrevocable life insurance
1
trust which the appellant wished to establish for his
wife and children as beneficiaries. Because the trust
corpus was not sufficient to fully fund the insurance
policy premiums, appellant periodically transferred
funds to the trust so the bank could pay the premiums
without invading the cash value of the policies. The

necessary to pay premiums; the settlor typically makes the monies available to pay the
premiums as they come due. G. Bogert,
Trusts and Trustees § 235 (rev. 2d ed. 1984).
The complaint alleges that, beginning approximately
three years after the trust was established, the Bank
repeatedly failed to timely pay premiums necessary
to maintain the various policies that formed the corpus of the trust and made misrepresentations both
to the appellant and to the beneficiaries concerning
their mismanagement of the trust. Due to the failure
to timely pay premiums, the largest policy in the trust
was cancelled. Because of health problems experienced by appellant in the intervening years, the only
replacement policy the Bank was able to obtain contained less favorable terms at a higher premium.
When appellant discovered the bank's error he refused to fund this new policy, so the Bank exhausted
the cash value of the remaining policies in the trust
to recover the cost of the replacement policy which
the bank had "loaned" to the trust. The Bank then resigned as trustee.
The beneficiaries of the trust filed suit against the
Bank and appellant filed his own separate action. The
trial court ruled that appellant had no standing to sue
for the Bank's alleged misconduct as trustee, because,
by the express terms of the trust instrument, appellant
had divested himself irrevocably of all legal and equi-
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table claim to the corpus of the trust and retained no
other rights under the trust instrument.
Appellant first urges, analogizing himself to a
promisee in a third party beneficiary context, that
general contractual principles should apply and allow
2
him to assert a claim. The creation of a trust, however, is essentially a conveyance, rather than a contract, and trust principles rather than contract principles normally apply. Restatement (Second) of Trusts §
197 (1959). It is well recognized that the settlor of an
irrevocable trust who has retained no beneficial interest in the trust res has no right of action against
the trustee for either breach of the trust or breach of
contract. 3 W. Fratcher, Scott on Trusts, *1066 §§ 197.2,
200.1 (4th ed. 1988); G. Bogert, Trusts and Trustees § 42
(rev. 2d ed. 1984). See also Restatement (Second) of Trusts
§ 200 (1959).
2.

Many courts have allowed an insured under a policy of life insurance to recover damages as though he were the real beneficiary of
the promised performance. 5 A. Corbin,
Corbin on Contracts § 1088 (1964).

3

Professor Gaubatz, the author, suggested the well-recognized rule that the settlor of an irrevocable trust
may not sue to enforce a trust is actually subject to
a number of exceptions that have developed without
being much noticed or analyzed. 62 N.C.L.Rev. at 905.
Appellant contends the exceptions identified by Professor Gaubatz should apply in this case. The exceptions are: (1) the grantor had some foreseeable economic interest in the subject matter of the alleged
breach; (2) the breach violated the grantor's substantial expectations, which expectations resulted from the
trustee's action in soliciting or accepting the trust; or
(3) the grantor is acting as the representative of the
beneficial interests.
3.

Standing In One Private Law Setting, 62
N.C.L.Rev. 905 (1984).
To begin with, none of these identified exceptions was
pleaded in appellant's complaint or was supported by
the facts pleaded. Even looking beyond the pleadings
to the assertions made by both parties in the briefs,
it does not appear any of these exceptions could or
should apply in this case. The only "economic interest"
identified by appellant is that the purpose of the trust
was to pay the taxes on appellant's estate. The exception for frustration of a settlor's "substantial expectations" appears designed to protect against a fraudulent
misrepresentation made to procure establishment of a
charitable trust, not the negligent performance of the
fiduciary's duties, or even misrepresentations made to
the settlor in the course of carrying out the trustee's
duties, as allegedly occurred in the present case. Finally, appellant is not functioning as the "representative"
of the beneficiaries; they have brought suit in their
4
own right.
4.

In a 1984 law review article entitled Grantor Enforcement of Trusts: Standing In One Private Law Setting,

J. Gaubatz, Grantor Enforcement of Trusts:

Professor Gaubatz points out that the classically recognized exception to the "no
grantor enforcement" rule is where the
grantor pleads the existence of a contractual
undertaking between the grantor and the
trustee separate from the trustee's duties as
trustee under the trust agreement. 62
N.C.L.Rev. at 910. In the present case, appellant clearly alleged that the basis of his breach
of contract claim was the trust agreement of
March 23, 1981.
One reason to look closely at the "no grantor enforcement" rule in the present case is concern that restricting a cause of action to the beneficiaries might prevent
recovery from the Bank equal to the loss caused by
the bank's errors in light of the fact that appellant's
funding of the trust was voluntary and virtually all
trust transactions involved the appellant and the Bank
5
alone. If the facts alleged by the beneficiaries are
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proved, however, the broad equitable powers of the
lower court appear adequate to redress any breach of
6
duty by the trustee. The appellant has not identified
any special damage he has directly suffered as the re7
sult of the Bank's actions. Based on the allegations
of appellant's complaint, there is no reason to depart
from the rule that the settlor of an irrevocable trust
cannot sue the trustee for breach of its trust duties.
Appellant's suit was properly dismissed.
5.

Depending on the facts developed at trial,
even if the Bank had made no error and,
thus, had no duty to repair the damage to the
trust, the beneficiaries were entitled to be
notified by the trustee that the trust corpus
was threatened so that they could have the
opportunity to preserve it. G. Bogert, Trusts
and Trustees § 238 (rev. 2d ed. 1984).
6.

See Corbin on Contracts § 1088 n. 82; Bogert

§ 238 at 81.
7.

No attempt is made to explain appellant's
need or desire to sue in his own right. We
note, however, that appellant's principal
claims are legal in nature, punitive damages
are claimed and a jury trial is demanded.
AFFIRMED.
DAUKSCH and COBB, JJ., concur.
*1067
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Term
Guaranteed to age 82
Ends at age 82 Less than 2% payout

* Flexible Premium Not Guaranteed
Universal Life
Variable
Adjustable
Indeterminate
Indexed

Whole Life Guaranteed for Life
Dividends
Blended contracts

3Types of Policy Design

NO ONE CONCENTRATING ON
FACT IT WAS NOT GUARANTEED

EVERY ONE CONCENTRATING ON INTEREST RATE THEY COULD EARN

INTEREST SENSITIVE UNIVERSAL LIFE INSURANCE

EF HUTTON RESPOND WITH NEW INS PRODUCT1983

BILLIONS DOLLARS LEAVE CASH VALUE TO BANK CD’s

EARLY 1980’s INS POLICY CASH VALUE 3% vs BANKS & C.D’S 18-21 %+t

1970-1980’s interest rates were 5-6%
1980-1983 Interest rates climb to 21%

PREMIUMS SHOULD BE INCREASED
BUY & HOLD vs BUY & MANAGE

LENGTH OF COVERAGE DECREASES

PREMIUMS STAY SAME

DEATH BENEFIT STAYS SAME

INTEREST RATES DECREASE

LENGTH OF COVERAGE CAN INCREASE
PREMIUMS CAN BE REDUCED
*********************************

PREMIUM STAYS SAME

DEATH BENEFIT SAME

INTEREST RATES INCREASE

YUY

BBUYUYBUYBBBBUYBUY
BBBBBuuBBBBBBBBBB
BBU

Unintentional Mistakes Contribute to 23%

Over 70% of Accommodation Trustees haven’t reviewed Life portfolio in 12 Years

90% Trust Owned Life Ins Owned by Accommodation/Unskilled Trustees

10% of Trust Owned Life Ins owned by Institutional Trustees

June 2014 Harris Poll 60% of Private Owners
believe their Life Ins premium is “ Set in Stone”

Approximately 23% is Expiring Prematurely

45% of Life Ins purchased between 1983 and 2003 was Non Guaranteed

FUTURE RATE ADJUSTMENTS,NOR PREMIUM
INCREASES NOR GUARANTEES DISCUSSED

WHAT INTEREST RATE TO BE ASSUMED
PREMIUM OBTAINED BASED ON ABOVE FACTORS

HOW LONG SHOULD INSURANCE LAST

HOW MUCH INSURANCE DESIRED

AGE OF INSD
HEALTH OF INSD

Mr. Smith

Agent What Interest rate



9%

Age 95

$1,000,000

Agent who should be trustee Mr. Smith My oldest Son
Application Signed Attny asked to set up Trust
No mention of :
Guarantee Time Period
Changing Interest rates strategy
Trustee qualifications knowledge, specialized skills

Agent Premium needed for $1 mil to age 95 is $14,000
Agent To avoid Estate Taxes have it owned by a Trust

Mr. Smith

Agent How long last





Mr. Smith.

Agent. How much Ins

4.4 % Actual Interest rate achieved



Premium needed today to age 95 $26,000

Current premium provides$450,000 to age 95





Current $14,000 & Ins will expire 2017@ age 89

8-9% Assumed Interest rate not achieved



HOW LONG THE CONTRACT WILL SURVIVE???
DEPENDS ON









The Insurance Agent/Broker
The CPA, ATTNY
The Private Trustee
The Institutional Trustee

 The Advisors Role:







* Embarrassed
*No $$ Incentive
*80-90% Leave Business
*Agent/Broker Perceived Negative Reputation
*Hi Pressure, Don’t Trust, Don’t Understand

Why Don’t Agents/Brokers Go Back to Client

95% @ Initial sale 5% for service
No Incentive to Service Current Policy/Client

Lions Share Commission Earned Upfront

Gathers all relevant data
Reviews client intentions
Discusses those named Trustee, Beneficiary
Discusses administrative Crummey provisions
Discusses trustees role and duties

Does Not Discuss
The need to monitor, review & actively manage
Grantor’s Life Insurance contract and Premium .









May confirm Life Insurance required
May confirm adequate cash flow available
Prepares Trust or Gift Tax Returns

But Usually Not involved in:
Performance evaluations
Adequacy of premium payments ,
Annual monitoring, Nor mentioning problem









Unaware of assumed Fiduciary Liability



Doesn't have skills to monitor, review& adjust
premiums based on changing conditions.
WHO

Unaware of performance risk they assumed

Asked to Sign Life Ins contract as Owner



RESPONSIBLE FOR 23% EXPIRING PREMATURELY

*Unaware of problem nor possess skills to properly manage ILIT

*But No Instruction is provided by parents nor adviser’s

*Fiduciary liability & personally responsible for loss of assets.

BAD NEWS

Entrusted to manage current & future generation’s assets

An opportunity to manage all of the Trust’s assets

An Honor and Statement of Trust

Good News – Bad News
An Amateuer
Trustee
is:
GOOD NEWS

 Companies are constantly developing Improved products

 Company’s Investment, Interest rate experience changed

 Cost of Insurance has changed [new mortality tables 2010]

 Company’s financial position may have Deteriorated

 Policies Did Not perform as illustrated Inadequate funding



















PREMIUMS RAISED OVER THE YEARS TO COVER TO AGE 95

Fulfill their fiduciary duties in managing TOLI
Have Fiduciary Liability for maintaining trust assets
Attempt to minimize their liability exposure
Maintain good communication with client
Avoid any damage to organizations reputation
Familiar with all available options, and benefits
In compliance with all OCC annual regulations
Outsource expert services needed for life Insurance

Institutional Trustee Duties

Private Trustees do Not have Ins knowledge



POLICY LACKS ACTIVE MANAGEMENT!!

No one advised Trustee to Increase premiums

Interest rates steadily declined last 25 years

No one monitoring performance evaluation

Few Owner’s Trustees know there’s a problem



Considered a better value per dollar of premium

Evaluated contract to reduce unnecessary costs

Explored option to obtain new additional benefits

Updated and checked beneficiary & ownership?

Obtained expert advice to keep policy in force?

Have They?

Key Questions for Trustees
Responsible for T.O.L.I.

A Sophisticated Financial Asset



Insurance Ideally Suited For Trust Ownership
BUT
Life Insurance Policies Are Not Self-Managing

Inadequately Funded Life Policies Can& Do Laps







Provides Creditor Protection & Management

A Tax Free, Leveraged, Risk Transfer Mechanis



ttributes of Trust Owned Life Insuranc

Insurance Co. Content with current situation- Not their problem

In Best interest of Insurer when Contract expires or reduced

Rely On Old “As-Sold” Illustrations Encourages “Buy & Hold” mentality

False Impression that Life Agent/Co. Duty Is to Monitor

Company Provides only as required “Annual Reports”

Notice to Alert policy holders of Problem/Danger is Insufficient

Currently Increasing COI’s first time WSJ Dec 2015















Insurance Industry‘s Posturing



Insurance Performance Evaluation

IPE

AFS Adequate Funding Statement

Investment Policy Statement

IPS

UPIA Uniform Prudent Investor Act

Private trustees should follow same rules
as the Institutional trustees

Intent to provide update for specific beneficiary needs

Relative time frame

Risk tolerance Guidance

Planned gifting guidelines

Preference for restorative action if necessary











Guidance regarding the Grantor’s purpose for Policy

Every Private Owner/ Trustee Should Obtain Grantor’s

Investment Policy Statement

Risk of liability is high without a prudent process

Risk of liability is low if you document a prudent process





Life Insurance must be treated as any other asset class

It is all about the Process



Uniform Prudent Investor Act
U.P.I.A Summary

Adopt formal investment strategy to protect trust $$

Diversify the trust’s assets to protect against loss

Regularly monitor asset performance & reduce costs

Make changes as necessary and review all info annually

Retain advice of experts in areas they have no skill.











Make certain Entire Trust Portfolio in substantial compliance

Implement good procedures that can be followed



Prudent Investor Standards
Trustee Must:

 Projected Values interest rate changes
 Guaranteed Values Decreasing
 23% Expiring Prematurely

Market Conditions

 Reduced Costs & or Increased Benefits.

 Availability of new medical advances/Information
 Increased Life Expectancies

Planning Needs Changes
Secondary Market Availability (Life Settlement)
 Monumental Changes in Underwriting



Substantial Product Innovations
 Chronic Care riders vs LTC riders



Pearson v Barr 2002 wl 1970144 CA Superior
Beneficiary sues CPA for failing to pay Life premium

Grill vs. Lincoln National
Beneficiary sue Lincoln National for withholding information regarding a life settlement

Charles Paradee lll vs. Eleanor Paradee
Violation by Trustee of a duty trustee owes beneficiary is a Breach od Trust

Schneider case (First of Kind)
 A personal representative of Estate may make a legal malpractice claim against an Attny

French vs. Wachovia Analysis by bank proved action was in best interest of client, UPIA

Stuart Cochran vs. Key Bank First appellate ILIT case re Breach of Fiduciary liability

Trustee Lawsuits

June 29, 2010 Overturning state law, New York’s highest court this month ruled that estates and beneficiaries can sue
estate-planning attorneys for malpractice. “The decision is going to change the whole dynamic between estate-planning
attorneys and the executor after death,” said Henry J. Leibowitz, senior counsel in the personal-planning department at
Proskauer Rose LLP. “Courts decide cases based on precedence, and there are years and years of cases that say attorneys
are protected this way.” So-called privity laws prohibiting similar suits against attorneys are in effect in Alabama, Arkansas,
Maine, Maryland, Nebraska, Ohio and Texas. The New York case was brought by the estate of Saul Schneider, which
accused trust and estate attorney Victor M. Finmann of failing to advise Mr. Schneider properly in the transfer of a $1
million life insurance policy. Mr. Finmann’s actions allegedly led to an additional tax bill of $500,000, according to the
plaintiff’s attorney. Mr. Schneider bought the policy in April 2000 and transferred ownership from himself to two family
limited partnerships that he controlled over the next few years. In 2005, he transferred ownership back to himself. When
he died, the life insurance policy’s proceeds were counted as part of Mr. Schneider’s gross taxable estate, according to
court documents. Mr. Finmann was allegedly representing Mr. Schneider from April 2000 until the client’s death in October
2006. The estate pursued a lawsuit against Mr. Finmann in 2007, accusing the attorney of malpractice and claiming that he
had either negligently advised Mr. Schneider into moving the policy or failed to advise him against doing so. “As far as my
client is concerned, there is no evidence that he did anything wrong, and ultimately, we expect judgment to be entered in
his favor,” said Peter J. Mastaglio, an attorney at Cullen & Dykman LLP, who is representing Mr. Finmann. While the lower
court had granted Mr. Finmann dismissal of the complaint due to failure to state a cause of action, the appellate division
stated that an estate may not sue for malpractice, because the contractual relationship was between the estate-planning
attorney and Mr. Schneider — not his beneficiaries. The State of New York Court of Appeals reversed the decision of the
New York State Supreme Court Appellate Division on June 17 and reinstated the estate’s claim. The estate “essentially
stands in the shoes of the decedent and therefore has the capacity to maintain the malpractice claim on the estate’s
behalf,” according to the decision.









An effective way to;
Prevent unpleasant family disputes and
Avoid client dissatisfaction.

A way to Compare the current policy against
other available Contracts in the market today.

A means to examine the performance of current
in-force coverage to Identify potential areas of
Improvement & prevent premature lapse

A means of providing Grantors Trustees and
Private Owners an objective evaluation

Provides documentation demonstrating trustees prudent
exercise of fiduciary power in event of future a future lawsuit.

Defines the required premium needed to guarantee policy is
20%
adequately funded to remain in force to specific desired age.
20%

“Adequate Funding Statement”

Adequate Funding Statement



In-Force Ledger – Independently verifying that
current policy projections and funding levels will
keep policy in-force to life expectancy

value that is significantly higher in the secondary
market than its cash surrender value.

 Fair Market Value – The policy may have a fair market

contract taking advantage of Industry advances ?

 Product and Carrier advancements Is the current

insurance policy. Is there a similar policy less costly?

 Mortality – The single most expensive portion of a life







Waiting period
Inflation options
How qualify to purchase/ Underwriting
How Collect Benefits
Industry overview & Future outlook
 Traditional /Stand Alone Plans
 Linked/Hybrid/Combo Plans
 Deductibility and Credits as Incentive ?

Daily Benefit
 Duration

Tax Free transfer from Annuity if used to pay LTC
Ability to use SPIA to pay LTCI premiums

CHRONIC CARE vs Long Term Care Rider
Good News Leverage /Tax Benefits / Wont Waste $

NEW BENEFITS PREVIOUSLY UNAVAILABLE
Insurance Industry Solution Combine Life & LTCI

Long Term Care Benefits
Long Term Care Issues
MAY NOT USE / WASTE MONEY/ SELF INSURE

Long Term Care Ins

$100,000
Premium
OR

$159,689 Death
Benefit

Example for a 68-year old male,
Preferred non-tobacco user.
Benefits vary according to age,
gender and tobacco use.

OR

Up To $6,654 monthly
For 6 Years

$497,067
Care Benefit

How Total Living Coverage(TLC) Works

Resource Insurance Consultants (RIC) is a Policy Analysis Firm.

The “T.O.L.I Center” provides Actuarial policy reviews and
documents needed to track and Monitor policy progress.

“Veralytic” an Analytic Firm Provides Industry Valuable Policy Dat







Use a Trusted Resource for Consultative Impartial Advice

Obtain Additional Information About Clients Life Portfolio

Most Important Factor Is In Your Intake

Third Party Review Resources















Make Best Use of What You Have Today

What Was Good then may not be Good Today
Contract performance Needs to be examined
May or may Not need Life Ins today
May need Income Stream or LTCI
Need Credible Independent Suitable Advice
Comparing what you have vs What's Available

Pay a higher premium

Lengthen duration of coverage

Obtain new contract if able to qualify

Life Settlement

Convert to Income stream to pay for LTCI











Reduce face amount

Remediation Choices



Poor Health

May prevent this option

Possibilities
Better underwriting
Lower costs
More coverage
More benefits
Obtain “Request for Proposals” and Analyze

Standard
Smoker

Smoker = Cigarettes

Preferred

Standard
Non-Smoker

(Most policies based on the 1980 CSO Mortality Table)

1990 Life Insurance Rate Classes

Tobacco = Cigarettes,
Chew, Pipe, Cigar

Preferred
Plus

Preferred

Standard
Plus

Standard
Tobacco

(Most polices based on 2000 CSO Mortality Table)

2005 Life Insurance Rate Classes

Grille vs Lincoln National Life

WHY?

Insurance Company Prohibits Discussion

Possibilities
Surrender Cash Value to Insurance company
Stop paying & Lapse existing life policy
OR
Obtain a higher offer on Secondary market
& Instead of paying $26,000 Insd can receive a
lump sum or partial Buyout of his Life Ins policy













Outcome of Review: Reduce premiums to $19,000 &
guaranteed the same $1mm to age 95.

A UL policy held within Irrevocable Life Insurance Trust
Total current coverage $1mm
Health –Was Issued with Standard Smoker rates in 2002,
New Standard Plus rates negotiated in 2013
Current premium requirements were for $25,000
to maintain guaranteed death benefit to age 84

Male 52 – 2 Contracts with B+ rated carrier
Total Death benefit $1,160,000 with
Cash Value of $90,000
Health – Preferred Non-Smoker
Current premium $10,600 Guaranteed to age 82

Maintained $10,600 Premium

Guaranteed new policy to age 100

A+ rated carrier,

Increased Death Benefit to $1,875,000

By Arranging for a 1035 tax free exchange of $90,000







GOOD HEALTH &
TAX FREE EXCHANGE
ALLOWED …….

M 65 F 61
$1MIL Second to Die
Premium $16,000

CURRENT SITUATION

M 65 F 61
$2 MIL Second to Die
Premium $16,000

PROPOSED SITUATION
















In 30 YEARS
$175,000 NET

$40,000
$15,000 TAXES
$125,000 NET
In 20 YEARS
$150,000 NET

F 65 75
$100,000 X 4% In 10 YEARS

TAXABLE INVESTMENT
NOT GUARANTEED
NO LEVERAGE
LOW INTEREST RATE
VOLATILE CAN DECREASE

OPTION 1 MF

OPTION 2 SPL

F 75
$100,000 $227,ooo NET





TAX FREE
GUARANTEED
FULLY LEVERAGED
IMMEDIATELY AVAILABLE
F 65
$100,000 $316,000NET



SPIA

Life
Insurance
Policy

Income
Tax Free

Situation
What bet life ? What bet Annuity?
 Male 76 has $600,000 in Taxable CD earning 3.0% gross
RESULTING IN 2.0% = $12,000 Net Annual Income
Solution
 Purchase $285,000 SPIA paying $26,300 Net Annual Incom
 Purchase $315,000 SPIA paying $29,000 Net & use to
purchase $600,000 life insurance.
Result
 Net Lifetime Income(2 times) Guaranteed against risk
 $600,000 Asset Removed from taxable estate

Tax
Deferred
Account
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