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Why a Trust may Own an Interest
In a Closely-Held Business

* There are many reasons that a trust may own a minority
or majority interest in a closely-held business.

* The settlor may transfer such an interest into the trust as
part of an estate plan or otherwise.

* The trustee may create a closely-held business and
transfer assets into the business.

* The main reason to do so is risk avoidance.

* Also, it may assist in limiting the duty to diversify and
maintaining ownership of a family business.



Issues to Consider Before
Creating A Closely-Held Business

* Creating a closely-held business will create new duties to
properly manage the ownership interests.

* This may create principal versus income issues that impact
an income beneficiary.

* May limit a trustee’s ability to diversity assets.

* Fractional ownership of business may devalue the asset,
which may be good or bad depending on circumstances.

* This may make termination of the trust easier.
* This may have tax benefits.

* This may make it easier to avoid probate if a co-owner
dies.

» Compensation issues for dual roles.



A Common Scenario

* Father’s life work was building up his widget
company to leave a legacy for his family.
* Widget Co. became very successful.
* 100 employees and over $10 mil in revenue last year.

* Father had two children — Son and Daughter —
who do not get along
* Daughter has been in charge of HR for last year.
* Son has been CEO for last 10 years.

* Mother is still living, but has been diagnosed with
dementia and now lacks capacity.



A Common Scenario

* Father died last year.

* Son is appointed Trustee of the Trust:
* Holds 75% of Widget Co. shares (Mother holds 25% individually).
* Income to Mother for her life.

* At Mother’s death, principal outright to Son and Daughter with 1%
to current President and 1% to Vice President, who have been
long-time employees

* Son, as CEO andTrustee, would like to sell Widget Co.

* Daughter opposes the sale and Son’s recent statement that he
deserves to take the same salary as Father.



A Common Scenario

*Son comes to you for advice.
* Who do you represent?
* What is Son’s standard of care?
* Who does he owe duties to?
* What advice do you give?
* What conflicts should you watch out for?



Fiduciary Duty vs. Business Judgment Rule vs. "Other”

The Conflict Between Standards



Trustee Fiduciary Duties

* A trustee is held to the highest fiduciary standard.

* Trustee duties:

* Administertrustin good faith

* Administertrustin accordance withterms and purposes of trust

e Administertrustin interestof beneficiaries

* Loyalty

* Impartiality

* Care

 Use special skills orexpertise

* Prudentadministration
* Exercise reasonable care, skill and caution
* Make trust property productive

» Keepbooksandrecords

* Inform beneficiaries of material facts

See UNIFORM TRUST CODE §§ 801—13 (2000).



Trustee Fiduciary Duties

* Trustees have a very strict duty of loyalty.

* The Uniform Prudent Investor Act states: “A trustee shall
invest and manage the trust assets solely in the interest of
the beneficiaries.” (emphasis added).

* This duty of loyalty can be compared with investment
advisors, who also owe fiduciary duties.

* Investment Advisors have a “best interest” standard of loyalty and
would allow a win-win position.

* Trustees have a “sole interest” standard and cannot benefit (other
than direct compensation) and must be in a win-neutral position.
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Trustee Fiduciary Duties

"A trustee must always act solely in the
beneficiaries’ interest. If the trustee violates any
duty owed to the beneficiaries, the trustee is
liable for breach of trust...In a trust relationship,
then, the benefits belong to the beneficiaries and
the burdens to the trustee. The office of the
trustee is thus by nature an onerous one, and the
proper discharge of its duties necessitates great
circumspection.” Moeller v. Superior Court, 16 Cal.4th
1124 (1997).
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The Business Judgment Rule

* The business judgment rule is
a standard of judicial review of
corporate director conduct.

* |t seeks to prevent courts from
examining the wisdom of a
: corporate director’s decision,
\ instructing them instead to
focus on the processby which
the decision was reached.
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The Business Judgment Rule

* The business judgment rule establishes a
rebuttable presumption that a corporate
director’s decisions were made:

* In good faith

* With the care that a reasonably prudent person
would use

* With the reasonable belief that he or she was
acting in the best interest of the company
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The Business Judgment Rule

e Other formulations:

* In good faith = duty of care

* With the care that a reasonably prudent
person would use = duty to be informed

* With the reasonable belief that he or she
was acting in the best interest of the
company = duty of loyalty
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The Business Judgment Rule

* A plaintiff attacking a
decision of a corporate
director must provide
evidence to rebut one or
more of these three
presumptions.

* This effectively precludes claims against
directors that sound in ordinary negligence.
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The Business Judgment Rule

* Protects “well-meaning directors who
are misinformed, misguided, and
honestly mistaken.”

* A court will not substitute its own
judgment for that of the corporation’s
noard of directors.

*Rule gives deference to the board.
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The Business Judgment Rule

* A plaintiff must plead/prove, e.q.:
* Fraud
* Breach of trust
* Conflict of interest
* Gross negligence
* Corruption/Improper motive
* Bad faith

* Failure to investigate
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The Business Judgment Rule

* If presumption is overcome, burden
shifts to Board to show that transaction
was “fair” and they met their fiduciary
responsibilities.

* Objectively fairand reasonable.

* Special committees and fairness opinions
help Board to satisfy obligation to
exercise sound business judgment in
approving transactions.
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The Business Judgment Rule

Example: Georgia

* Georgia first recognized the business judgment rule
as part of its common law.

* FDIC v. Loudermilk, 295 Ga. 579 (2014): “[T]lhe
business judgmentrule... generally precludes
claims against officers and directors for their
business decisions that sound in ordinary negligence,
except to the extent that those decisions are shown
to have been made without deliberation, without
the requisite diligence to ascertain and assess the
facts and circumstances upon which the decisions
are based, or in bad faitH.
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The Business Judgment Rule

Example: Georgia

* Georgia codified its business judgment rule in 2017 in response to
the holding in Loudermilk:

* "There shall be a presumption that the processa director
followed in arriving at decisions was done in good faith and
that such director has exercised ordinary care provided,
however, that this presumption may be rebuttedby evidence
that such process constitutes gross negligence by being a
gross deviation of the standard of care of a director in a like
position under similar circumstances.”
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The Business Judgment Rule vs.
Fiduciary Duties

* Directors in most states also have duties of
oyalty, care, and good faith

* However, a Trustee’s duties are generally seen as
more stringent than a director’s duties.

* See Paddock v. Siemoneit, 218 S.W.2d 428 (Tex. 1949)
(“Acts which might well be considered breaches of trust
as to other fiduciaries have not always been so
regarded in cases of corporate officers or directors.”)
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The Business Judgment Rule vs.
Fiduciary Duties

* In Stegemeierv. Magness, 728 A.2d 557, 562 (Del.
1999), the Delaware Supreme Court held that the
standard of fiduciary duty for a corporate director was
not that for a trustee.

* Self-dealingis virtually prohibited for trustees, but not
directors (i.e., when a majority of disinterested directors
approve the transaction).

* Directors can be protected by businessjudgment rule —but
not trustees.

* Applicable standard based on the “legal format
the grantor chose to accomplish his purposes.”

* If the grantor chose a trust, “the stricter principles of
trust law must apply to the challenged transaction.”
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The Business Judgment Rule vs.
Fiduciary Duties

* Many Courts agreed that either the more stringent
“trust” fiduciary standard appliesor the less stringent
“director” fiduciary standard, which is subject to the
business judgmentrule.

* Betty G. Weldon RevocableTrust ex rel. Vivion v. Weldon ex rel.
Weldon, 231 S.W.3d 158 (Mo. Ct. App. 2007) (the more strict
trust fiduciary duties must be applied over business
judgment rule).

* In re Koffend's Will v. First National Bank of Minneapolis, 218
Minn. 206, 219 (1994) (trust law trumps corporate law in
determining 3_u¢st|ons involving testamentary dispositions
of corporate dividends).

* Estate of Feraud, 92 Cal.App.3d 717 (Ct. App. 1979) (corporate
standard of reasonableness was not proper standard in
determining compensation, because stock was held in trust).
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The Business Judgment Rule vs.
Fiduciary Duties

* But not all courts agree with this interpretation:

* Wood Prince v. Lynch, 2005 WL 373805 (R.I. 2005)
(unpublished) (because director and trustee duties are
substantially similar, Directors/Trustees were entitled
to protection of business judgment rule).
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Competing Standards

*Rollins v. Rollins, 338 Ga. App. 308 (2016)

* The Georgia Court of Appeals and the Supreme
Court of Georgia clarify the competing duties of
trustees also controlling a business.

* Two brothers acting as:
* Trustees of certain trusts, and

* Individual partners of a partnership in which
the trusts also are partners
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Competing Standards

* Following the death of the
trusts’ settlor, the brothers
amended the partnership
agreement to:

* Name themselves as
managing partners, and

* Change the partnership’s
distribution scheme to the
purported detriment of the
trusts’ beneficiaries.
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Competing Standards

* One of the main issues the courts faced is what
standard to use in judging the brothers’ conduct.

* The Georgia Supreme Court ultimately applied
different standards depending on the capacities
the brothers occupied when taking certain
actions.
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Competing Standards

* Amending the partnership agreement required
the brothers to act in both their capacities as
trustees of the trusts (which were partners) and
their individual capacities as partners themselves

* In voting as trustees on behalf of the trust/partners, the brothers
owed a duty to the trusts’ beneficiaries, and therefore were held to
a fiduciary duty standard.

* On the other hand, in voting as individual partners, the brothers
owed a duty to the other partners (i.e., the trusts themselves), and
not to the beneficiaries of the trusts, and therefore were held to a
partnership duty standard.
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Competing Standards

* Some jurisdictions hold thatthereisa cleardistinction between
the person as trustee and as director/officer only where the
trust does not have a majority of the corporate stock and does
not, therefore, have control over the company.

* So, in these jurisdictions, if the trust has control over the
company, the person’s conduct regardingthe operations of the
company may be imputed to the personin his or her capacity as
trustee and as an officer/director.

* Similarly, if a trustee has control of the comf)any, some
jurisdictions hold thatthe trustee must disclose company
information to a requesting beneficiary.

* Anattorneyshould be very careful to research the law in the

reIevantiurisdiction asthiscan have adrasticimpact onthe
person’s liability.
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Competing Standards

The Common Scenario:

* Son is appointed Trustee of the Trust
* Trust
* Holds 75% of the shares of family company
* Mother holds remaining 25% outright
* Income to Mother for her life

* How does the trustee resolve the conflict in how
orofits of company are to be used —for the income
beneficiary, or for capital expenditures?
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Evaluating the Common Scenario

* Understand first who your client is and in what
capacity they are bringing their claims.
* Decide which state’s law applies:
* E.g., Missouri law governs trust but company in Texas.

* Decide standard that applies to each proposed
action:
* Acting as Trustee?
* Acting as Shareholder?
* Acting as President?
* Acting as Son looking out for Mother?
* If those duties conflict..... What do you do?

31



Other Potential Claims

* What are the appropriate damages or remedies?

v Damages for waste?
v Damages for trustee self-dealing?

v Damages for loss of appreciation of the business held as a trust
asset?

v Damages for mismanagement of the business asset — lost profits?
v Removal of the trustee?

v" Disgorgement of trustee fees?

v’ Dissolution of the business?
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Other Potential Claims

* Should the claim be a direct actior) or must it be a derivative
action?

» Doesthe trust, as shareholder, have a specialinjury not suffered by
the other non-party shareholdersandthe corporation?

» Foradirectaction, canthe trust show that the reasonsforrequiringa
derivative suit do not apply?
» (1) prevention of multiple suits by shareholders;

> (2) protection of corporate creditors by ensuring that the recovery goes to the
corporation;

> (3) protection of the interest of all the shareholders by ensuring that the recovery
goes to the corporation, rather than allowing recovery by one or a few shareholders
to the prejudice of others; and

> (4) will the action provide compensation to injured shareholders by increasing their
share values?
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Other Potential Claims

v'The business asset is an investment held by the trust.

v"Would application of the “Prudent Investor Rulsuggest
that the business be sold, and the proceeds invested in
other, or productive investments?

v'Uniform Prudent Investor Act § 2(a):

A trustee shall administer the trust as a prudent person would, by
considering the purposes, terms, distributional requirements, and
other circumstances of the trust. In satisfying this standard, the
trustee shall exercise reasonable care, skill, and caution.
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Your Client and The Quagmire of Conflicts

The Conflicts
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The Attorney-Client Privilege

* Understand the capacity in which you
represent a client who wears different hats.

* “"Capacity”isthelegal role in which a T
person performs an actBlack’s Law
Dictionary199 (7" ed. 1999).

* Person sued in one capacityisa different
legal person fromthat personin another
capacity. Benderv. Williamsport Area Sch.
Dist., 475 U.5. 534, 543—44 & n. 6 (1986);
Alexanderv. Todman, 361 F.2d 744, 746 (3d
Cir.1966).
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Representing Different
Capacities

* Scenario: Trustee of trust owns controlling
interest in closely held company, is an officer and
director of the company, and beneficiary of the
trust.

* Capacities you might represent provide
representation:

* To the person individually (to enforce rights as
beneficiary or defend against claims of wrongdoing).

* To the person as trustee of the trust.

* To the person as director of the company.
* To the person as officer of the company.

* To the company as its counsel.
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Keeping the Capacities Straight

* When suing or defending a fiduciary who wears
ﬂﬂultiple hats, keep straight which duties tie to which
at.

* Adamv. Harris, 564 S.W.2d 162 (Tex. App.—Houston
[14th Dist.] 1978, writ ref'd n.r.e.) shows this
distinction:

* Testamentary trust held controllinginterest in trucking
company.
* Trustee was made director of company.

* Company boughttruck insurance frominsurance company
owned by trustee’s brothers.

* Beneficiaries sued trustee for self-dealing.
* Trial court refused to award damages for self-dealing.
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Keeping the Capacities Straight

* Appellate court agreed there was no self-dealing:

The flaw in [beneficiaries’] argument, however, is that
whatever breach of fiduciary duty [trustee] committed
was in his capacity as director of the truckline
corporation and not in his capacity as trustee. [Trustee]
did not self-deal with the trust property, the shares in the
corporation, but rather with the corporation’s property,
the monies used to purchase the insurance for the
trucks. Section twelve of the Texas Trust Act directs that
a “trustee shall not buy norsell . . . any property owned
by or belonging to the trust estate . . .fromorto...a
relative . ...” Here, no property either entered or left the
trust res; the trustee neither bought nor sold trust

property.
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Keeping the Capacities Straight

* Two approaches to avoiding the result in Adam v. Harris.

 Approach #1: Breach of fiduciary duty suit against trustee.

* Failure to act as controlling shareholder to supervise board of
directors and vote out self-dealing board members.

* Failure as controlling shareholder to bring shareholder derivative
suit against breaching board members.

* Failure as trustee to properly manage trust asset.

* Approach #2: "Double derivative” suit against directors.

* Sue derivatively on behalf of trust, since trustee will not sue
himself.

* On behalf of trust as shareholder, sue directors derivatively on
behalf of corporation.
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If @ Conflict Arises

* One person may need separate counsel in
different capacities.

* For example, a trustee sued for breach of
fiduciary duty may need two attorneys:

* One to advise trustee on trust administration and
management of closely held business.

* One to defend breach of fiduciary duty suit.

* Separate representations help keep trustee’s
defense privilege intact in states that apply
fiduciary exception.
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The Attorney-Client Privilege

* Always be sure:
* Who is the client?
* What is the scope of the matter?

* A lawyer’s communications with a fiduciary may
not remain privileged.

* Possible ways to invade the attorney-client
privilege:
* Fiduciary exception
* Successor fiduciaries
 Change of corporate control
* Joint privilege
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