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Introductory Note

The British Columbia Law Institute has the honour to present:
Report on Trustee Investment Powers

This report contains recommendations for changes to the provisions of the Trustee Act
dealing with investment by trustees. It is the first of a series of reports that form part of a
larger project on the Trustee Act and related laws aimed at introducing reforms that will
allow the law to meet the present-day requirements of trusteeship. While the Trustee Act
remains an important statute affecting a great variety of legal relationships, many of its
provisions are out of keeping with present-day conditions and practices and some provisions
are so seriously outdated as to be significant obstacles to efficient trust administration.

This project, one of the first undertaken by the Institute, has its origins in work done by our
predecessor body, the Law Reform Commission of British Columbia. It is being carried
forward on our behalf by a our Trustee Act Modernization Committee whose members were
appointed by the Board of the Institute to reflect the wills and trusts Bar, the professional
fiduciary sector, and academic specialists in trust law.

The recommendations of the Trustee Act Modernization Committee set out in this Report
have the full support and endorsement of the Institute and its Board and we commend them
for implementation.

April 1, 1999 Gregory K. Steele
Chair, British Columbia Law Institute
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Report on Trustee Investment Powers

Introduction
(a) General

This report contains recommendations by the Trustee Act M odernizationCommittee
of the British Columbia Law Institute for changes to the provisions of the Trustee Act
deding with investment by trustees. It has been prepared by the Committee as part of the
Institute’ s project onreform of the Trustee Act. Asthisisthe first of a series of reports
that the Committee will issue as the project progresses, abrief explanationof the Trustee
Act project and the Committee’ s objectives and methodol ogy is appropriate.

(b) The Trustee Act Reform Project

One of the projects undertaken by the British Columbia Law Institute after its
formation in 1997* was an overall reform of the British Columbia Trustee Act so as to
allow the Act to meet the presernt-day requirements of trusteeship. While the Trustee Act
remains an important statute affecting a great variety of legal relationships, many of its
provisons are out of keeping with present-day conditions and practices and some
provisons are so seriously outdated as to be significant obstacles to efficient trust
administration. Other provinces and territories have moved to reform their trustee
legidation, but the British Columbia statute remains in need of substantial revision.

(c) The Trustee Act Moder nization Committee

The Trustee Act M odernization Committee (“the Committee”) isone of the Project
Committees through which the Institute carries out its program. Its members were
appointed by the Board of the Institute to reflect the wills and trusts Bar, the professional
fiduciary sector, and academic specialistsintrust law.

1. TheBritish ColumbiaLaw Institute was formed in 1997 under the Society Act to carry on the work of the former
British Columbia Law Reform Commisdon. Its objectives are to promote theclarification and simpilification of the
law and its adaptation to modern social needs, to promote improvement of the administration of justice and respect
for theruleof lav, and to promote and cary out scholarly research.
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Report on Trustee Investment Powers

(d) The Committee’ s Methodol ogy

The Committee intendsto address various aspects of the Trustee Act that areinneed
of reform in a series of short consultative documents and reports. The consultative
documents, which will containproposals for reform and the explanationfor them, will be
circuatedto interested sectors such asthe trust and fiduciary industry, the Bar, the Public
Trustee' sOffice, and non-profit foundationsto obtain comment onthe proposals. They will
also be made available to the public uponrequest. Following this consultation phase, the
Committee will finalize its positionon the matters addressed by the proposals and present
recommendations for legislative change in a series of reports. The reports will receive
similar circulation, and will also be sent to the Attorney General.

Theultimateaim of the Committee isto prepare acomprehensive draft of areformed
Trustee Act in modern, easily comprehended language. The Statute will contan new
provisons required for the legal and financial climate in which trustees now fulfil their
duties as well as those elements of the existing Act that must be retained.

1. The Consultation Paper on Trustee Investment Powers and Response

At an early gage, the Committee identified investment powers as the area of the
Trustee Act that was most urgerntly in need of reform. In March 1998, it circulated a
ConsultationPaper on Trustee I nvestment Power sand received comment onthe proposals
it contained from numerous organ zations and individual s. Their names arelistedat the end
of this report. The Committee gave full consideration to all comments received on the
Consultation Paper in formulating the recommendations set out inthis report.

An additional issue relating to investment of trust property raised in one response to
the Consultation Paper was the difficulty the current law creates for ingtitutions and
foundations wishing to invest on a “total return’ basis in order to stahilize their anrnual
spending asapercentage of the average val ue of their endowments over anextended period
of time. The Committee recognizes the importance of this issue, but notes that the
obstacles to total return investment stem primarily from rues of gereral trust law
characterizing receipts as capita or incomein nature and that require trustees to maintain
distinctions between the two, rather than from existing statutory investment powers.

2 British Columbia Law Institute



Report on Trustee Investment Powers

Instead of expanding the scope of this report, the Committee plans to addresstotal return
investment as a discrete issue at a later stage in this project.?

[11. What isWrong With Investment Powers Under the Present Trustee Act?
(a) The“Legal List” of Authorized Investmentsin Section 15 of the Trustee Act

Trusteeswho are not given expressinvestment powers by atrust instrument must rely
on the power given by the Trustee Act. Unlike the reformed legislation of some other
provinces, British Columbia’ s Trustee Act limits the range of investmerts that can be made
by trusteesto the “authorized” list that appears insection15. The list isheavily weighted
towards government and municipa fixed-rate bonds and imposes severe restrictions on
investment inequities. Only the shares of Canadian companies qualify, and only if they
meet certain teds related to dividends. For those trustees who do not have the flexibility
of wide investment powers and are therefore confinedto section 15, itisnow very difficult
to determine whether a particular stock qualifies as an authorized investment or not, and
the fact is that most financial institutions have given up trying. Mutual funds, a practical
investment vehid e that could be quite useful for trusts of moderate size, are not mentioned
insection15.?

Manitoba, New Brunswick, NovaScotia, and thetwo territoriesamended their trustee
legidation to abolish the “legal list” at various times inthe past and replaced it with a
simple requirement for trustees to invest in a prudent manrer. No restrictions are placed
on the categories of investments that may be selected.* The Uniform Law Corference of
Canada recommended such a move in 1970. In 1996 the ULCC expanded onits 1970
proposal inthe Uniform Trustee I nvestment Act 1997, on which the recent Prince Edward

2. Recent amendments to thelegidation under which the Vancouver and VictoriaFoundations operate specificaly
authorizetotal return investing. See S.B.C. 198, ¢.48, s.3; S.B.C. 198, c.49 ss. 1 Legislation modifyingthese
rulesto facilitate investment by charities on atotal return basisis under consideration in Manitoba by the Law
Reform Commission of that province..

3. Theobgadetoinvesment in mutual funds presented by the rule against delegation by trustees isdiscussed later in
the report.

4. Nova Swmotia s legislation provides for restrictionsto be imposed by regulation, but none have so far been passad.
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legislationis modelled.”> Ontario® and Saskatchewan’ have very recently passed | egisl ation
to repeal thelegal list. Their legislation varies in certainrespects from the ULCC uniform
statute.

British Columbia should also consider reform. Nowadays, trustees face much more
fluid investment market conditions than they did forty years ago, when the legal list last
underwent comprehensiverevision. Asaconsequence, they requiremor eflexibility intheir
investment strategies. Itisnolonger possible to define prudenceininvestment as placement
of the entire fund in fixed-rate bonds, with limited income-generating potential and little
scope for capital growth. Some improvement upon the present “legal list” in the British
Columbia Trustee Act is necessary.

(b) Outdated Registration Requirements

Section 20 of the Trustee Act requires that a trustee ensure that all securities
belonging to thetrust fund are registered in the trustee’s nameas trustee for the parti cular
trust to which the securitiesbelong. It also requiresthat all transfers be made on the books
of the issuing corporation in the trustee’ s name. While this section does not apply to trust
companies, it can be a major problem for pension fund trustees and those administering
larger trust funds with substarntial holdings in equities. Section 20 of the Trustee Act is
simply inconsistent with modern book-based methods of securitiestrading, which no longer
involve the physical movement of share certificates. Modern trading methods depend
instead on af ungible massof interchangeable securitiesheldin a central depository. Some
typesof securities arenot certificatedat all. Settlement of tradesis doneelectronicaly, and
athree-day settlement cycle is now standard.

It is impossible to complete trades in this environmert if share certificates must be
manually processed to change the names on them merely to comply with section 20. In

5. SP.E.I.1997,c. 51. Wewish to acknowledge out indebtedness to the Uniform Law Conference of Canada, for its
work embodied in the Uniform Trusteelnvestment Act, 1997 which provided us with an excellent point of
departure for further work and thought in relation to thistopic.

6. S.0.1998,¢c.18,s.16. The Ontario anendment had not been proclaimed in force as of March 1, 1999.

7. S.S5.1998,c.40,s.3.
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addition, as modern securities trading methods make the share registers of public
corporations largely meaningless, the requirement for al trarsfers on the books of the
issuer to be completed in the trustee’s name is virtually nonsensical. Section 20 is being
ignored in practice, although this amounts to a breach of trust.

Repeal of smilar requirements has been urged in England, and the Alberta Law
Reform Institute recommended amendment of the corresponding Alberta provision in its
lengthy study on transfers of investment securities? Trust instrumerts often contain an
express power to alow nominee holdings, in order to bypass this section and enable
trustees to invest efficiently under contemporary conditions. Section 20 has definitely
outlived its useful ness.

(c) Asset-by-asset Assessment of the Trustee’ s Performance and the
Rule Against Netting Losses Against Gains

(i) Investment selection

Current trug law requires that a determination of whether or not a trustee has acted
prudently in investing the trust fund be made on an asset-by-asset approach. In other
words, a trustee may be found liable for breach of trust simply because a decision to
acquire a particular security for the portfolio resultsin loss and is considered imprudent.
It is not a defence that the trustee may have acted prudently in relation to the overall
balance of assets in the portfolio.

(if) Anti-netting
A related rule of trust law prevents losses from being netted against gains in

determining theamount that atrustee in breach may be required to pay to the trust fund if
a particular investment decision turns out badly.

8. AlbertaLaw Reform Institute, Report on Invest ment Securi ties (1993) at 246-247 .
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(iilf) Uneasy fit with modern portfolio theory

Theserulestend todiscouragetrugeesfrom applying investmert strategiesthat make
use of modernportfolio theory, which is based on reduction of overall risk to the portfolio
as a whole by acquiring a wide range of investments. Those carrying higher return, and
correspondingly greater risk, are balanced in awell-diversified fund by those carrying lower
risk. Portfolio theory recognizes the fact that concentration in afew securities means
lossesinthose categories will magnify the proportional lossto the fund. It dso recognzes
that the probability of lossinagreat number of categoriesat the sametimeis much smaller
than the chance of lossinone category. Inother words, modern portfolio theory favours
diversification.

(d) Restrictions on Delegation
(i) Generally

Current trust law greatly restricts the power to delegate authority with respect to
investment. While trustees may carry out actual transactions through agerts, such as
stockbrokers, without any special pow ers conferred by a trust instrumert, they require an
express power inorder to delegate authority over:

1. thedetermination of the “mix,” i.e., the ratio of equity to debt securities in the
portfolio;

2. thesdection of investments; and

3. thetiming of purchases ard sales.

Trusteesmust alwaysretain thefinal resporsibility for the investment of the fundsfor
which they are responsible, but it is not always practical for atrusteeto specifically select
and approve every purchase and sale, or personally execute the documents necessary to
transfer the securities. In the case of atrust fund that requires day-to-day investment
activity, itisseldomfeasible. The current ground rule ondelegation of investment authority
intrust law placestrustees at a disadvantagein relationto other investors by denying them
the ability to make effective use of investment managers.

6 British Columbia Law Institute
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(if) TheNon-Delegation Rule and Invesment in Mutual Funds

In some recent Canadian decisions, notably Re Haslam and Haslam,? the prohibition
on delegation of discretionary functions has been applied so as to prevent trusts from
investing in mutual funds unless an express power allows it. As the actual securities
portfolio underlying the mutual fund units is managed by others, the selection of
investments is one step removed from the trustee. Acquisition of mutual fund units is
therefore considered to be an improper delegation of authority by the truseeto the mutual
fund managers.

Mutual funds are advantageous to most investors because of their high degree of
liquidity and theavailability of professional management of the underlying portfolio. Itis
unrealistic to deny trusteesthe opportunity to obtain these advantages for the benefit of the
trust. Thisis particularly true inthe case of trusts of intermediate size, large enough to
warrant some equity holdings but not large enough to allow for full diversification.

The Uniform Trustee Investment Act, 1997 contains a section that would expressy
reverse Haslam, if enacted. Haslam has not yet been applied by a British Columbia court,
but the possibility that it would be followed certainy exists. The general law of trusts, of
which the non-delegationrule is a part, is the same inBritish Columbia asthe current law
in Ontario.

9. (194)114D.LR.562 (Ont Gen.Div.). InO'BrienEstatev. O'Brien, (20 December 1996) No. 02-77/95 (Ont.
Gen. Div.), however, the court did not object to investment of a portion of the estate in mutual funds by trustees
who had apower toinves in their sole and uncontrolled discretion. The only obj ection was toinvestmentin
“emerging markets” funds, which was seen asoverly speculative. A lessrigid view of the rule against delegationis
also found in Re Miller (1987) 26 E.T.R. 188 (Ont. Surr. Ct.), where the court allowed the cost of investment advice
as an expense of the estate, noting that obtaining advice is not adelegation in itself.
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V. Reforms Recommended by the Trustee Act M odernization Committee

(a) Replacement of “ Legal List” With aGeneral Requirement to Invest As Would
a Prudent Investor

The Committee proposes that the “legal list” of authorized investmerntsinsection15
of the Trustee Act be repeal ed and replaced with aprovision stating simply that trusteesare
expected to invest trust property as would a prudent investor. This would remove
restrictions on the categories of investments that are open to trustees and allow them to
invest in a manner best suited to the requirements of the particular trust for income and
capital growth at no more than areasonable level of risk. The change would bring British
Columbia’ sTrustee Actinto linewithreform of trustee legidationesew here in Canada and
inthe common law world.

Those who responded to the Consul tation Paper were predominantly infavour of the
abolitionof the legal list, though some correspondents favoured restrictions oninvestment
in the case of committeeships, smal funds and trusts of minors property. Some
correspondents al so expressed concern that financially unsophisticated trustees may beleft
without guidance if the legal list isrepeal ed.

TheCommittee considered all of these submissions carefully, but isnot persuaded that
a statutory list of authorized investment categories provides a satisfactory solutionto any
of the difficulties faced by the trustee or other fiduciary inthe cases suggested by some
correspondents as onesinwhich the range of investments should be limited. The statutory
list is equally likely to become a trap for an inexperienced trustee as a guide, since the
trustee may not be aware of the legidation and unwittingly depart from the list, thereby
committing a breach of trust. It is also undesirable to restrict any trustee or fiduciary to
categories of investments that may cease to be safe or productive with change in market
conditions. Flexibility to deal with altered circumstances is asimportant to a trustee of a
small fund as a large one.

The same standard of care appliesto all trustees, whether the funds they administer
are large or small and regardless of the level of financial sophistication of the trustee. It
iIsmore appropriate for atrustee seeking general guidance from the Act to be informed of
the duty to act as a prudent investor would, rather than be lulled into thinking that

8 British Columbia Law Institute
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adherenceto alist of investment categorieswill relieve the trustee of all further obligation
to ensure aproper rate of returnand capital growth, while also guarding against undue risk
to the trust capital.

The Committee believes that thegeneral “prudent investor” requirement should apply
to all express and implied trusts, subject to any express termsregarding investmert of the
trust property, or the nature of a particular trust. The nature of some trusts may preclude
the imposition of aduty to invest. For example, a trust might be created solely for the
purpose of preserving atangible asset, or might be intended to have such a short duration
asto make it impractical to require the trustee to invest the trust property.

The change from astatutory list of authorized investmentsto a genera requirement
of prudence ininvestment without restriction by category of security could take one of
threeforms.*® The first would simply contain a statemert of the rule, without more. If the
authorized list of investmertsisreplaced by astandard of thislevel of generality, however,
is something more required for the guidance of trustees? Should there also be principles
set out for egablishing aninvestment strategy and makinginvestment decisions? If so, two
further variants are possible. One is to supplement the prudent investor rule with alist of
factors that would normally be takeninto account inmaking investmerts. This approach
was taken in the ULCC Uniform Trustee Investment Act 1997, which contains optional
guidelinesderived from thosein the American Uniform Prudent Investor Act. These are:

(&) general economic conditions;
(b) thepossbleeffect of inflation or deflation;
(c) the expected tax consequences of investment decisions or strategies,

10. Inthis Report we refer to therecommended provision conferring a power to invest in any form of property or
security without restriction by category, subject always to theoverriding requirement of prudence, as the “ prudent
investorrule.” In the publicaions of various law reform bodies, most notably the American Law Institute s
Restatement 3d; Trusts (Prudent Investor Rule) (1992), the term “prudent investor rule” is used in distinction to
“prudent man rule.” “Prudent man rule” denotes an earlier approach to the reform of statutory powers of trustees
in which legal list regimes likesection 15 of the current B.C. Trustee Act werereplaced with apower toinvest in
any form of property or security, but which did not involve adoption of modern portfolio theory. The changes
recommended by the Committee go beyond the mere abolition of the Iggal list, and thusbeyond the phaseof
refomm of trustlaw in the U.S. and some Canadian jurisdictions that is often described by referenceto a* prudent
man” or “ prudent person” rule. The Committee’suse of the term “prudent investor rul€’ in this reportis
consistent in a broad sense with the use of that term in the Restatement 3d and other recent legal literature.

British Columbia Law Institute 9
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(d) therolethat each investmert or course of action playswithin the overall
trust portfolio;

(e) the expected tota return from income on the appreciation of capital;

(f) other resources of the beneficiary;

(9) needsfor liquidity, regularity of income, and preservation or appreciation
of capital;

(h) anasset’s special relationship or specia value, if any, to the purposes of
the trust or to one or more of the beneficiaries.

The third variant would beto makethe criteriacompulsory. This approach wastaken in
the amendment recently passed by the Ontario Legislature.™

A number of correspondentswho commented on theConsultationPaper favoured the
inclusion of optional guidelines. None advocated mandatory ones.

Over the course of time guidelines may be seen as a checklist that must be gone
throughinorder for aninvestment decisionto be considered prudent inalegal sense. The
standard of “prudence” might thus become equivalent to a mechanical process of
demonstrating compliancewiththe check listrather thanacaref ul analy sis of risk and return
in light of prevailing conditions. It is unlikely that less sophisticated trustees would be
assisted to any great degree by the inclusion of guidelines such as those listed above, as
they will require expert advice in any event in order to assess tax consequences and
inflation. More sophisticated trustees will be awvare that factors such as those listed in(a)
to (h) above playapart inevery well-considered investmert decision. The Committee does
not see guidelines as necessary or desirable, and we do not recommend their inclusion in
the legislation.

A question closely related to that of investment guidelines is whether trustees should
be under a statutory obligation to establish an investment strategy. Some of our
correspondentsfavoured impositionof such aduty. It may be noted that it isincreasingly
common for trustees to formulate and record the investment objectives for the funds they
administer, partly inan effort to demonstrate that their later decisions are not taken on an

11. Seefootnote®.
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ill-considered or capricious basis. The Committee nevertheless suspects that a duty to
establish aninvestmen strategy would be unenforceable in practice.

A reformed statutory investment power should allow trusteesfull access to mutual
funds, so as to make available the benefits of diversification and professional fund
management that this familiar and widely-used investment vehicle can provide. In this
regard we have principally inmind the limited ability of small and medium-sized truststo
sustain the transaction costs associated with diversifying a portfolio through direct
investment inthe equities and bond markets.**

Numerous enactments regulating the administration of various funds incorporate
section15 of the Trustee Act by reference. These provisions typicdly state that the fund
may be invested in “securitiesinwhich trustees are authorized by law toinvest.”** Repeal
of the present section15 will require the legislature to consider whether the regrictions on
investment that section 15 currently imposes should continue to be placed on the funds in
question. If theenactmentsgiving apower to invest in securitiesauthorized for trusteesare
simply left to stand, the new statutory powers of investment would probably apply by virtue
of section 36(1)(f) of the Interpretation Act. Section 36(1)(f) provides that where an
enactment is repealed and another issubstituted by way of amendment, areference to the
repeal ed enactment in other provincial legidation is construed as a reference to the new
enactment relating to the same subject matter.

The non-statutory rule of interpretation governing references to legislation in deeds
andother documentsisdifferent, however. A referenceinatrustinstrument to alegislative

12. Theseremarks are not made without awareness of the problems of conflict of interest and lack of adequate
disclosure in the mutual fund industry identified in the Stromberg Report prepared for the Office of Consumer
Affairs of Industry Canada. The requirement of prudence applies equally to investment in mutual funds asto
investment in other forms of securities or property. See Stromberg, Invest ment Funds i n Canada and Consumer
Protection (Industry Canada, Oct. 1998).

13. Some examples are section 27(1) of the Real Estate Act R.S.B.C. 1996, ¢.397, and section 43(3) of the Islands
Trust Act, R.S.B.C. 19%, c.239. Section 15 of the Trustee Act would automatically apply to any trust unless, and
to the extent, that it is displaced by an express teem or legislative provision. Theexpress incorporéion by
reference of s. 15 in these exampl es therefore does little more than simply exclude the implication of any broader
power of investment. Themorerecent tendency in British Columbia legidation establishing public foundationsis
to stateeithe that section 15 does not goply or that the fund may be placed in securitiesin which a prudent person
might invest. See Cultural Foundation of British Columbia Act, R.S.B.C. 1996, ¢.90, s8; Hospital Foundations
Act, R.S.B.C. 1996, c.200, s.32; Health Research Foundation Act, R.S.B.C. c.184, s.8.
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provisionor to the law aff ecting some act or matter is normaly read as areference to the
provision or the general law as it stood at the time the document was executed, in the
absence of a contrary intertionon the part of the settlor. Thus, questions of interpretation
will arise under instruments predating theintroduction of the prudent investor rule asto the
scope of powersto invest in“ securitiesinwhich trustees are authorized by law to invest.”

These questions emerge in relation to the broader issue of whether the prudent
investor rule, and other changes to the statutory powers under the Trustee Act, should
apply to trusts created before the changes come into force. The Committee believes that
the reformed statutory powers should apply to pre-existing trusts, unless they are actually
inconsistent with the terms of those trusts. Thiswould be inkeeping with the purpose of
the Trustee Act, namely to supply a basic framework of administrative powersthat are not
specifically conferred on the trustee by the actual terms of the trust, but which areessential
under contemporary conditions.

The Committee recommends:;

1. (a) Thelist of authorized investments in section 15 of the B.C. Trustee Act
should be repealed. In its place, there should be a provision imposing a
general duty to invest prudently, without reference to a list of categories of
investments.

(b) The provision imposing the general duty of prudent investment should
apply to all expressand implied trusts, subject to the expresstermsof thetrust,
unless the nature of a particular trust or the cir cumstances surrounding its
creation are inconsistent with the existence of a duty to invest on the part of
the trustee.

(c) The provision imposing the general duty of prudent investment should
apply whether the trust cameinto effect beforeor after the repeal of the list of
authorized investments.

(d) Investment of trust property in mutual funds should be authorized, subject
to the general duty of prudence. The provision should state thatinvestment in
mutual fundsis not a delegation of powers by the trustee.

12 British Columbia Law Institute
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(e) The legislature should consider whether the new statutory investment
powers should apply to fiduciary obligations governed by other legislation
incorporating section 15 of the Trustee Act by reference.

(b) Diversification in Modern Portfolio Theory

Trust law should reflect the fact that an assessment of risk versus return is a part of
every decision to invest in a security, and that the overall risk to the portfolio can be
managed by acquiring a range of securities that are not subject to the same influences on
value. Thus, it should recognize that diversification is a prudent strategy under most
circumstances.

It does not follow from this that the Trustee Act should impose a duty on trustees to
diversify thetrug portfolio. Many funds are not largeenough to permit full diversification
and sustain the cost of the advice that would be required to attainit. Trustees of small
funds may be constrained to place the fund in a relatively small and liquid range of
securities that do not require day-to-day management. Thus, even though the ULCC
Trustee Investment Act, 1997 contains an obligationto diversify that the trustee may show
isinappropriate in the case of a particular trust, the Committee opposes the imposition by
the Trustee Act of apositiveduty to diversify. No support for such aduty wasfound inthe
comments received by the Committee on the Consultation Paper.

A changethat the Committee does see as necessary, however, isfor the standard of
“prudence” to be applied to investment decisions ona portfolio-wide basis rather thanon
aninvestment-hy-investment basis, as general trust law now stipulates whenthose decisions
are called into question. The overall prudence of atrustee’s investment strategy is not
necessarily compromised by losses on a few individual securities if acquisition of those
securities was appropriate in the context of diversification. The Committee therefore
recommends that trustees should not be liablefor lossesoccurring in relationto particul ar
investmerts, if a prudert investor could have made those investmentsin the context of a
generally prudent investment strategy.

Closely associated with the feature of current trust law requiring investment-by-
investment consideration of thepropriety of atrustee’sinvessment decisonsisthe rule that
preverts losses from being off-set by gains in determining the amount for which a trustee

British Columbia Law Institute 13
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isliable for investing in amanner producing loss to the trust. Thisrule may be argued to
be unnecessarily harsh. It permits more than 100% recovery, and fails to take accourt of
the uncertainty inherert inall investment decisions. Retention of this*anti-netting” rule
would sit uneasily with the concept of portfolio-wide assessment of investment
performance.

The opposite view is that to abolish the arti-netting rule would be to remove a
deterrent against carelessness ininvesting trust property, and allow delinquent trustees to
benefit from their own imprudence.

Inthe Consultation Paper the Committee raised the question whether the anti-netting
rule should be abolished. The correspondents who addressed this question all favoured
abandonment of the rule, some emphasizing that the assessment of investmert performance
on a portfolio-wide basis made the rule virtually redundant in any case. The Committee
agrees that the scope for operation of the anti-netting rule will be greatly reduced if
portfolio-wide assessment is mandated by the Act. The Committee still sees some value
inretaining a deterrent, however, and favours retention in cases where an investment loss
isassociated with abreach of trust involving dishonesty. Therule should not apply where
an investment loss is attributabl e solely to bad judgmert ininvestment matters.

Accordingly, the Committee recommends:

2. (a) Therule of general trust law that requires decisions of trustees to be
assessed on an investment-by-investment basis when they are called into
guestionshould be abrogated. The Trustee Act should be amended to provide
that the trustee’ s performance should be assessed on a portfolio-wide basis,
with thetest being whether the overall investment strategy was prudent for the
circumstances of the trust.

(b) Therule of general trust law that prohibits losses from being off-set by
gains in the assessment of damages for br each of trust should not be applied
where the breach arises solely from imprudence in investment of the trust
property, not associated with dishonesty on the part of the trustee,

14 British Columbia Law Institute
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(c) Delegation of Authority in Investment Matters

The Committee observesthat delegationistaking place asapractical necessity intrust
administration and that it no longer makes sense to prohihbit it. Even within financial
institutions, delegation may arise from the fact that the invessment arm may be in a
corporate organization separate from the branches handling other aspects of trust
administration. While responses to the Consultation Paper were by no meansuniform as
to the degree of delegation that should be possible in investment matters, the Committee
considersthat broader statutory powers of delegation are required in investment as well as
in other aspects of trusteeship. Trustees should have access to professona fund
management as other prudent investors do. If trustees who delegate authority exercise
prudencein selecting the agent to carry out an investment-related task, delineateclearly the
scope of theauthority to be delegated, and supervise the agent in a reasonable manrer, as
they are now required to do by general trust law, it should not matter that the authority that
IS delegated contains some element of discretion. The discretion might extend, for
example, to selection of investmentsand the making of decisionswith respect to thetiming
of acquisitions and dispositions on aday-to-day basis. This doesnot mean that the trustee
should be relieved of final responsibility for properly supervising the agent’s exercise of
limited discretionary power.

The Committee recommends:

3. Trusteesshould be permitted to delegate authority in relation to invesment
of trust property to the degree to which delegation under the circumstancesis
in keeping with ordinary prudent investment practice. This should be true
even if the delegation involves some element of discretion. Trustees who
delegate authority should be required to determine the investment objectives
for the particular trust in question, exercise prudence in selecting the agent,
acquaint the agent with the investment objectives, determine the appropriate
limits of the authority delegated, and supervise the agent’ s performance.

British Columbia Law Institute 15
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(d) Common Trust Fund of a Trust Company
(i) Generally

In British Columbia, trust companies are now authorized to pool trust assets for
investment purposes if the trusts attaching to those assets do not prohibit it."* Pooling into
a common trust fund inthis manner allows for more efficient investment of smaller trusts.
In particular, brokerage commissions and other expenses associated with securities
transactions are spread over all the participating trusts, rather than being borne by them
individually. Greater diversificationcan be attained at alower cost to each trust thanif the
funds were invested separately. Greater stability in portfolio value and greater regularity
of income may be achieved than is usually possible with individual small portfolios.
Pooling inthis mamer thus provides some of the same advantages as mutual funds, but also
the additional advantage that full information is available regarding al portfolio
transactions. Inaddition, management fees are not charged in respect of the values of units
inthe common trust fund. Thetrust estate is charged only the trust company’ s regular fee
for fiduciary services.

(i1) Common Trust Fund Units as Trust Investments

Asthe law presently stands, the deposit of trust property with atrus company that
is not one of the trustees, with the intention being to place the deposited property in the
trust company’s common trust f und, would most probably be an impermissible delegation
of the trugee’ sinvestment powers. The Committee nevertheless believes that it would be
useful for trustees to have the power to invest trust property in a common trust fund
operated by a trust company for the reasons mentioned in subsection (i) above.

(iti) Trust Company as Co-Trustee
It is fairly common for a trust company to be appointed a co-trustee together with a

relative of the settlor or testator. The present law likdy prevents trust funds administered
in this manner from being placed ina common trust fund operated by the corporate co-

14. Financial | nstituti ons Act, R.S.B.C. 1996, c. 141, s. 72.
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trustee, as this would also be treated as a delegation by the individual co-trustee.’®> The
Committee believes that investment through the common trust fund should be allowed in
this situationalso. Theefficienciesthat may be derived outweighthe theoretica objections
that might be mounted onthe basis of the anti-delegation rule.

The Committee accordingly recommends:

4. (a) Individual trustees should be permitted to place trust funds for
investment in a common trust fund managed by a trust company.

(b) Investmentin a common trust fund administered by a cor porate co-trustee
should also be permissible.

(e) Provision for Investment Through Normal Investment M arket Procedures:
Repeal of Section 20 of the Trustee Act

In order to invest effectively, trustees should be able to make use of standard
investment market procedures. One of theseis to invest through atrading account with a
securitiesfirm. Section 20 of the Trustee Act, which requiresall securitiesheld by a trust
to be inthe trustee’ s name, should be repealed and replaced by a provision allowing trust
securitiesto be held in the name of a securities depository or anominee, as long asit is
possible to determine what securities a trust holds at any given time.

The Committeerecelved no response urging the retention of section 20 and several
that supported its repeal. We also observe that section 14 of the Public Guardian and
Trustee Act of British Columbia,*® a recent enactment not yet brought into force, permits
investments made by the Public Guardian and Trustee to be made in the name of a bank or
a trust company or their nominees despite section 20 of the Trustee Act, as long it is
apparent that the Public Guardian and Trustee is the beneficial owner. Section 14 also
permits investmerts of the Public Guardian and Trustee to be maintained in a book-based

15. SeeCentral Guaranty Trust Co. v. Sin-Sara (1995), 24 O.R. (3d) 820 (Gen. Div.).

16. R.S.B.C. 1996 (Supp), ¢.383.
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system by asecuritiesdepository. Thisrecent enactment reinforces the view that section
20 of the Trustee Act is badly outdated.

The Committee recommends:

5. Section 20 of the Trustee Act, which requires all trust securities capabl e of
registration to beregistered in thetrustee’ sname astrustee for the particular
trust, should be repealed to allow investment of trust property to be carried
out through contempor ary exchangetr ading methods, subject to arequirement
that the holdings of the trust be identifiable at any given time.

(f) Ethical and Philosophical Criteria for Investment Selection

Anissue that hasarisenrelatively recently concernsthe application of w hat have been
referredto as* ethical investment” policies by trustees. Ethical investment policiesinvolve
the use of moral, philosophicd, and religious criteriaforinvestmen selection, rather than
exclusively economic factors. Various mutual fund issuers now advertise “ethical
investment funds”, which exclude from their portfolios securities linked to particular
companies or industries whose activities are percelved to run counter to these non-
economic criteria. Manitoba's Trustee Act was recently amended to state that the use of
non-financid criteriain setting an investment policy or making investment decisions does
not amourt to a breach of trust initself.'’

Asthe law now standsin British Columbia, trustees are likely inbreach of trust if they
apply non-economic criteriainsel ecting investmerts, such as a policy of boycotting certain
industries or securities of certain governments, and thereby obtain a lower levd of return
than would be the case if only economic considerations were used.'®

Anassumptionthat investmentpoliciesreflecting aparticular phil osophica standpoint
invariably bring about lower returns would be unjudified. But whether trustees should be

17. C.CM,, c. T160,s 79.1, asenacted by SM. 1995, c. 14, s.3.

18. SeeCowanv. Sargill, [1985] Ch. 270.
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freeto subordinate the financial well-being of thetrust to ethica or philosophica concerns
of their own or of others, even those of beneficiaries, isa troublesome question.

It may be difficult to determine a consersus among the bereficiaries of alarge trust,
such as one relating to a pension fund. The doubt that would surround an attempt to gauge
attitudes among a large group of beneficiaries highlights the tenuous basis for alowing
trustees to depart from economic criteria*®

Asthe achievement of any indirect aims through atrust depends largely onthat trust
being able toserveitsimmediat efinancial purposes, legisation putting non-financial criteria
for investment on the same level as financial ones would not be likely to send the correct
message to those administering trusts. Our view, therefore, is that the Trustee Act should
not authorize trustees to give weight to non-financial criteria for investment. Instead, the
power should have to come from the trust instrumert.

The Committee recommends:;

6. There should be no change in the law regarding the application of non-
financial criteria (e.g. ethical and philosophical criteria) for investment
selectionby trustees. Application of non-financial criteria must be authorized
by the terms of the trust if the trustees are to be excused from liability for
obtainingalower return than conventional financial investment criteriawould
produce.

V. Conclusion

TheTrustee Act Modernization Committee believesthechangesitrecommendsinthis
Report will provide trustees with adequate statutory powers to invest trust property

19. An Ontario statute passed during the apartheid era, the South African | nvestments Act, R.S.0O. 1990 c¢. S. 16,
imposed arequirement to test theviews of bendidaries of a trust having fewer than 100 bendidaries before the
trustees could make use of aprovision that relieved them of liability for breach of trust if they refused to acquire
potentially profitable South African invegments or disposed of them. If there were more than 100 beneficiaries,
the trustees had to have reasonable grounds to believe that amajority in interest of the beneficiaries did not oppose
such moves.
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efficiently and productively under cortemporary circumstances.
enactment. A point of departure for legidative draftersis the ULCC Uniform Trustee
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Investment Act 1997, which has already been followed or adapted in four provinces.

The Committee expresses its thanks to those individuals and organzations who
commented on the proposals in the Consultation Paper on Trustee Investment Powers.
The Committee has drawn great assistance from their participation in this law reform

project.

VI.

20

Summary of Recommendations

1. (a) The lig of authorized investments in section 15 of the B.C. Trustee Act
should be repealed. In its place, there should be a provision imposing a
general duty to invest prudently, without reference to a list of categories of
investments.

(b) The provision imposing the general duty of prudent investment should
apply to all expressand implied trusts, subject to the expresster ms of thetrust,
unless the nature of a particular trust or the circumstances surrounding its
creation are inconsistent with the existence of a duty to invest on the part of
the trustee

(c) The provision imposing the general duty of prudent investment should
apply whether the trust cameinto effect before or after the repeal of the list of
authorized investments.

(d) Investment of trust property in mutual fundsshould be authorized, subject
to the general duty of prudence. The provision should statethat investment in
mutual fundsis not a delegation of powers by the trustee.

(e) The legislature should consider whether the new gatutory investment
powers should apply to fiduciary obligations governed by other legislation
incorporating section 15 of the Trustee Act by reference.
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2. (a) Therule of general trust law that requires decisions of trustees to be
assessed on an investment-by-investment basis when they are called into
guestionshould be abrogated. The Trustee Act should be amended to provide
that the trustee’ s performance should be assessed on a portfolio-wide basis,
with the test being whether the overall investment strategy was prudent for the
circumstances of the trust.

(b) Therule of general trust law that prohibits |osses from being off-set by
gains in the assessment of damages for breach of trust should not be applied
where the breach arises solely from imprudence in investment of the trust
property, not associated with dishonegly on the part of the trustee.

3. Trusteesshould be permitted to delegate authority in relation to invesment
of trust property to the degreeto which delegation under the circumstancesis
in keeping with ordinary prudent investment practice. This should be true
even if the delegation involves some element of discretion. Trustees who
delegate authority should be required to determine the investment objectives
for the particular trust in question, exercise prudence in selecting the agent,
acquaint the agent with theinvestment objectives, determine the appropriate
limits of the authority delegated, and supervise the agent’ s performance.

4. (a) Individual trustees should be permitted to place trust funds for
investment in a common trust fund managed by a trust company.

(b) Investment in a common trust fund administered by a corporate co-
trustee should also be permissible.

5. Section 20 of the Trustee Act, which requires all trust securities capabl e of
registrationto beregisteredin the trustee’ s name astrustee for the particular
trust, should be repealed to allow investment of trust property to be carried
out through contempor ary exchangetrading methods, subject to arequirement
that the holdings of the trust be identifiable at any given time.

6. There should be no change in the law regarding the application of non-
financial criteria (e.g. ethical and philosophical criteria) for investment
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selectionby trustees. Application of non-financial criteria must be authorized
by the terms of the trust if the trustees are to be excused from liability for
obtainingalower return than conventional financial investment criteriawould
produce.
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Appendix

Trustee Act
R.S.B.C. 1996, Chapter 464

Selected provisions

Section 15 — Trustee authorizd investments

24

15

A trustee may invest trust money in hisor her hands, if the invesmentisinall other respects
reasonable and progper, in

(@)
(b)

(©)

(d)

(€)

(f)

securities of Canada, a province, the United Kingdom, the Uni ted States of America

or amunicipal corporation in a province,

securities the paymert of the principal andinterest of whichisguaranteed by Canada,

a province, the United Kingdom, the United States of America o a municipal

corparation ina province,

securitiesissued for school, hogital, irrigation, drainage or ather similarpurposesthat

are secured by or payable aut of rates or taxeslevied under the |aw of a province on

property in that province,

bonds, debent ures or other evidence of i ndebtednessof a corporation that are secured

by the assignment to a trudee of paymentsthat Canada or a province has agreed to

make, if those payments are sufficient to meet the interest on all the bonds,

debentures o other evidence of indebtedness outstanding asit falls due and alsoto

meet the principal amount of all the bonds, debentures or other evidence of

indebtedness on maturity,

bonds, debentures or other evidence of indebtedness of a corporati on incorporated

under the | aws of Canadaor a province that are ful ly secured by a mortgage, charge

or hypothec to atrustee on any one or combination of the following assets:

(i land;

(ii) the plant or equipment of a corporati on that i s used in the transaction of its
busness;

(iii) bonds, debentures or other evidence of indebtedness or shares of aclassor
classes authorized by this secti on,

bonds, debenturesor ather evidence of indelbtedness of a corporation incorporated

under the laws of Canada or a province if the corporation has earned and paid a

dividend,

(i) ineachof the 5 yearsimmediatel y preceding the date of i nvestment, at least
equal to the specified annual rate on al of its preferred shares, or
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(9)

(h)

(i)

()

(k)

()

(m)
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(i) ineachyear of aperiod of 5 years ending less than one year before the date of
invegment, on its common shares of at least 4% of the average value at which
the shares were carried in the capital stock account of the corporation during
the year inwhich the dividend waspaid,

guaranteed trust or investment certifi cates of

(i) abank, or

(i) acorporation that isincorporaed under the laws of Canada or of a province
and that has a busness authorization to cary on trust business or deposit
business,

bonds, debentures or other evidence of indebtednessof aloan corporation or similar

corporation

(i) that at thetime of investment has all of the following:

(A) powertolend money on mortgages, charges or hypothecsof real edate;
(B) apaid up nonreturnalle capital gock of nat less than $500 000;
(C) areservefund amountingto nat lessthan 25% of itspaid up capital, and

(ii) the stock of which hasa market valuethat isnot less than 7% in excessof its
par value,

preferred shares of a corporation incorporated under the |aws of Canada or of a

province if the corporation haspaid a dividend,

(i) ineach of the 5 yearsimmediately precedingthe date of investment, a least
equal to the specified annual rate on al of its preferred shares, or

(i) ineachyear o aperiad of 5 yearsending less than one year before the date of
invegment, on its common shares of at least 4% of the average value at which
the shares were carried in the capi tal stock account of the corporation during
the year inwhich the dividend waspaid,

firs mortgages charges or hypothecs on land inCanada, but only if the loan does not

exceed 75% of the value of the property at the time of the loan as established by a

valuator whom the trugee believes on reasonable grounds to be competent and

independent,

securities isaued or guaranteed by the International Bank for Reconstruction and

Development edablished by the Agreement for an International Bank for

Reconstruction and Development, approved by the Bretton Woods and Related

AgreementsAct (Canada), but only if the bonds debentures or other securities are

payable in the currency of Canada, the United Kingdom, a member of the British

Commonwealth or the United Statesof America,

fully paid common sharesof acorporation incorporated under thelawsof Canadaor

of aprovincethat, in each year of aperiod of 7 years ending | ess than one year before

the dat e of i nvestment, has pai d adivi dend on itscommon shares of at | east 4% of the
average value a which the shares were carried in the capita stock account of the
corporation during the year i n which the divi dend was paid, and

depogtsin, or non-equity or membership sharesor other evidence of i ndebtedness of,

acredit union.

British Columbia Law Institute 25



Report on Trustee Investment Powers

Section 16 — National Housing Act mortgages

16

Despi te section 15 (j), atrustee investing trust money in a first mortgage security on land
in Canada, if the mortgageis an insured | oan under the National Housing Act (Canada), is
not chargeabl e with breach of trust merely because the amount of the | oan exceeds 75% of
the value of the property mortgaged.

Section 17 — Investment rules

17

(1)
)
(3)

(4)

©®)

(6)

()
(8)

In deter mini ng mar ket values, atrustee may rely on published mark et quotations.

A corporation that is a trustee must not invest trust money in its own securities.
Inthe caze of an investment under sction15 (e), theinclugon, asadditional security
under the mortgages chargesor hypothecs, of other assets not of acl ass authorized
by thisAct asinvestmentsdoesnot render thebonds, debentures or other evidence of
indebtednessineligibde as aninvegment.

No investment may be made under section 15 (e), (f), (h), (i) or (1) that would at the
time of making the invegment cause the aggregate market value of the investments
made under those paragraphs to exceed 35% of the market val ue at that time of the
whde trug estate.

For the purpose of subsection (4), investments made by the testator or settlor and
retained by thetrustee under the authority of thetrust i nstrument and that comewithin
any of the classesauthorized by sction 15 (e), (), (h), (i) or (1) are deemed to have
been made by the trustee.

No sale or other liquidation of any investment made under section 15 (e), (f), (h), (i)
or () isrequired merely because of achange in therati o between the mark et value of
that invegment and the market value of the whde trug estate.

In case of investment under section 15 (i) or (1), not more than 30% of the tatal issue
of sharesof any corporaion may be purchased for any trust.

No invegment may be made under section 15 (i) or (1) unlessthe shares are listed at
the time of invegment on a recognized stock exchange.

Section 18 — Additional investments

18

In addition tothe investmentsauthorized by section 15 or by the trust instrument, except if
that ingrument expresdy prohibits the invesment, atrustee may invest funds inthe other
securitiesthe court onappli cationi naparti cul ar case approves asfit and proper, but nothing
in this «ction relieves the trustee of hisor her duty to take reasonable and proper care with
regpect toinvestmentsso authorized.

Section 19 — Depasitories

26
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19 A trugee may, pending the invegment of trug money, depost it during a time thatis

reasonable inthe circumgancesin
(@ abank, or
(b) acorporation that has a bus ness authorizati on to carry on deposit bus ness.

Section 20 — Investments in truste€ sname

20

(1) Except in the case of a security that cannot be registered, a trustee who invedsin
securities must require them to be registered in his or her name asthe trustee for the
particulartrug for which the securitiesare held, and the securitiesmay be transerred
only on the books of the corporation in hisor her name astrugee for the trug estate.

(2) This<ction doesnot apply toa corporationthat hasa bus ness authorizationto carry
on trust busness,
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Section 21 — Instrumert creating the trust

21 (1)

(2)

The powers conferred by thi sAct relating to trusteeinvestmentsarein additi on to the
powers conferred by any instrument creating the trug.

Nothing in thisAct relating totrugee i nvestmentsauthorizes atrusee to do anything
the trustee isin expresstermsforkidden to door toomitto do anything the trustee is
in expresstermsdirected to do by the ingrument creaing the trud.

Section 22 — Variation of trustee investments

22 (1)

)

3)

28

A trudeein hisor her discretion may

(@) calintrug fundsinvested i n securities other than those authori zed by thisAct
and invest them in securiti es authorized by this Act, and

(b) varyany investmentsautharized by thisAct.

A trugeeis nd liable for a breach of trust merely because the trugee continuesto

hold an investment that since its acquisition by the trustee has ceased to be one

authorized by the indgrument of trug or by thisAct.

If atrustee hasimproperly advanced trust money onamortgagethat would at the time

of theinvestment have been aproper i nvestment in all respects for aless sum than was

actually advanced, the security is deemed to be an authorized investment for the

smallersum, and thetrusteeisonly liableto mak e good the excessamount advanced,

withintered.
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