The New Limited Prudent-Man Rule in Ohio

BY Cuarres F. JounsTON*

On August 7, 1953, over the veto of Governor Lausche, the
Ohio General Assembly passed Amended House Bill No. 138 which
will permit fiduciaries to invest 35% of trust funds in securities
other than those provided for in the so-called “legal” list in Sec-
tion 2109.37 of the Ohio Revised Code.! The new law, effective
November 7, 1953, represents a very limited acceptance of the
Prudent-Man Rule in Ohio.

Since the inception of the modern trust into our society, there
has always been the open question as to the proper investment
selections for a trust corpus. Since a trustee was generally under
a duty to make the trust property productive while conserving the
principal, the trustee faced the task of combining “safety” with
“income” in the same investment. After a period of liberality in
trust investments, necessitated by the need of capital in early
American business, the states caused the forms of investment to
crystallize in governmental bonds and real estate mortgages. By
1900, the vast majority of states were legal list states following the
so-called New York rule which permitted fiduciaries to invest
only in securities prescribed by statute. Often such statutes did
not allow investments in corporate securities. The role of a trustee
during this era was mainly that of a conservator of principal.®

With the growth and expansion of our nation since 1900, the
size of trust assets has grown to high figures and has called for
a revaluation of trust investments in the light of a modern econ-
omy. Since 1937, there has been a rapid change by most states from
the legal list to the “Massaschusetts” or “Prudent-Man Rule” for
fiduciary investments. Under this rule, the trustee is bound by no
list of investments and may invest in corporate stocks and bonds
as long as it is a prudent investment. Prior to 1940, only nine
states followed the Prudent-Man Rule; now about 32 states have a
similar rule in operation.? Even New York, which has been con-
servative since the days of King v. Talbot,* has accepted a modified
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35% Prudent-Man Rule in 1950.° During the depression, states with
legal lists fared no better than those with the Prudent-Man Rule
since municipal obligations and real estate mortgages held up no
better than equity securities. As stated in Harvard College v.
Amory,® the capital is always a hazard.

Since World War II, the cry by fiduciaries for further avenues
of investment forced most states to adopt the Prudent-Man Rule
or to widen “legal” lists to the breaking point. Funds caught in
legal list investments during the last 15 years have returned much
lower income and growth than in Prudent-Man Rule states because
of the inability of the trustee to balance a portfolio with invest-
ments in corporate stocks. In recognition of this handicap, almost
all trust indentures today contain clauses giving the trustee dis-
cretionary investment powers. Advocates of the rule feel that they
have better opportunity for diversification, more income yield,
more flexibility, and better ability to change investments with
economie conditions.

Governor Lausche and other opponents of the Prudent-Man
Rule feel that though stocks produce greater income, there is a cor-
responding insecurity in the investment which is overlooked in
boom periods.” They also feel that there is no need for the rule
under legal lists, since a settlor can provide for non-legal in-
vestments by expressing such intention in the trust agreement.

The duty of a trustee under the Prudent-Man Rule is best
exemplified by the classic statement from Harvard College v.
Amory:8

All that can be required of a trustee to invest, is, that he

shall conduct himself faithfully and exercise sound dis-

cretion. He is to observe how men of prudence, discretion,
and intelligence manage their own affairs, not in regard to
speculation, but in regard to the permanent disposition

of their funds, considering the probable income, as well as

the probable safety of the capital to be invested.

Generally, he is under a duty to combine safety with productivity,
to avoid speculation, to diversify the risk, to exclude his selfish in-
terest, and to turn to a court of equity for advice if needed.® In
states that have recently accepted the Prudent-Man Rule, fiduci-
aries have realized that with the greater freedom in investments,
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they face greater pitfalls and have, therefore, been cautious in using
their new discretion.®

For many years in Ohio, the rule has been that a trustee is
without authority to place the funds in other than legal list in-
vestments, except where a trustee is given discretion as to choice
of investments or is given definite instructions to place them in
non-legal investments by the trust instrument.l! The legal list in
Ohio has generally consisted of various types of governmental ob-
ligations and bonds, bonds issued under various Federal home loan
acts, and first mortgages on real estate.!? The Ohio legal list was
under considerable attack during the last decade and a limited
Prudent-Man Rule bill was passed in 1950 but vetoed by Gov-
ernor Lausche.

The new law, Section 2109.371 of the Ohio Revised Code, will
allow trustees, administrators, executors, and guardians, other
than guardians bound by the Uniform Veterans’ Guardianship
Act,®® to invest in stocks, bonds, debentures, notes, equipment trust
obligations, or other evidences of indebtedness of a corporation
organized and existing under the laws of the United States, Dis-
trict of Columbia, or of any state of the United States and in certain
governmental obligations not eligible under the “legal” list up to
a limit of 35% of the aggregate market value of the trust fund.*
Once the 35% is determined, the fiduciary need not sell because
of a change in relative market value of such investments either in
legals or non-legals. An executor or administrator must obtain the
approval of a court for such investments in absence of permission in
the instrument creating the trust. The new law does not affect
the right of a fiduciary to retain investments in non-legals received
by him in the creation of the trust, though such non-legals will
necessarily be required to be computed in determining the 35%
limit.*s

The investment should be made in such securities “provided
the same may be lawfully sold in Ohio” and as “would be acquired
by prudent men of discretion and intelligence in such matters
seeking a reasonable income and the preservation of their capital.”
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Though “lawfully sold in Ohio” probably refers to securities ex-
empted or registered under the Ohio “Blue Sky” laws,!® the lan-
guage could stand to be more explicit as in the New York law.l?

The new law also allows investment in securities of any open-
end and closed-end management type investment trust company
within the 35% limitation. Such a clause has been recently added
by Mayo A. Shattuck to the Model Prudent-Man Rule Statute and
passed in a few states.’® For small irusts such investments have
been advised for diversification of the risk. Though such statu-
tory authorization would probably not be needed under discre-
tionary clauses or the Prudent-Man Rule, most fiduciaries favor
such statutory permission to delegate their authority to trust com-
panies.??

Though the new law provides for investment trusts, it fails to
provide for the increasingly popular common trust fund which
has been valid in Ohio since 1943.2° Though such funds are in their
infancy in Ohio and there is no case law on the subject, most states
which have a modified Prudent-Man Rule like New York and New
Jersey have had to correlate the two statutes.?! In computing the
35% which a trustee may invest under the New York law, the
trustee should exclude the value of any investment made in a legal
common trust fund.?? If the use of the legal common fund trust does
take place in Qhio, the statutes should be correlated or clarified
in the future. Such difficulties as correlation with common trust
funds, difficulties in valuation, and restrictions on diversification
have lead to attacks on the limited Prudent-Man Rule.23

Unless the trust instrument limited the trustee to legals at the
time the trust was created, changes in investment statutes are
valid to previously created trusts.?* The courts of New York have
tended to be liberal in extending the provisions of their new statute
to existing trusts which are silent as to investments while to the
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contrary have been strict in extending it to trusts with special in-
vestment provisions.?®

The new Ohio law is definitely a welcomed step forward, but
was taken with great conservatism. Since the fiduciary is still
bound to a legal list, the new law is only a liberal extension of the
old legal list to new securities and not a true Prudent-Man Rule.
As in other states, the new discretion probably will be taken with
caution, and, if good times persist, there undoubtedly will be new
efforts to pass a 100% Prudent-Man Rule in Ohio.

25 Torrance, see footnote 10, supra.



