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Makital

Current state law often creates a
Hobson’s choice when a spouse decides
between separate and community property
to fund an investment opportunity

There is no dOUbt that a fiduciary duty exists between
spouses in California, but the scope of that duty has become a much
debated legal issue. Changing standards emanating from the courts
and arguably inconsistent legislative enactments have created great
uncertainty as to what is or should be the governing standard of the
fiduciary duty owed by one spouse to the other. Anything less than
a careful and thorough reading of recently amended Family Code
Section 721 will not shed clarifying light on whether the prudent
investor rule does or does not apply between spouses. The current
ambiguity in this regard has created frustration for lawyers and con-
fusion for clients.

Recognition of a duty between spouses began over 40 years ago,
with Vai v. Bank of America,' in which the California Supreme Court
held that “because of his management and control over the commu-
nity property, the husband occupies the position of trustee for his wife
in respect to her one-half interest in the community assets.” From then
until today, courts and the legislature have twisted and turned in

their respective efforts to define an equitable standard of duty between
spouses. In 1973, the court of appeal held that the fiduciary duty did
not extend to all the husband’s business dealings with community prop-
erty but was to be limited to property settlements with his wife.? In
1975, the legislature enacted Civil Code Section 5125, which pro-
vided equal management and control of community property and
reduced the spousal duty to “good faith.”

In 1979, the California Supreme Court spoke again,® this time to
limit the period during which the spousal duty exists to the time
prior to filing a petition for dissolution. As a result, the court held, “from
the time that wife filed her petition seeking dissolution of the
marriage...her relationship with her husband was an adversary one.
Any obligation of trust between them [is] terminated.” The supreme
court held that the mere disclosure of an asset was sufficient and that
further information regarding the nature or value of the asset was not
necessary.® Still, notwithstanding the end of an obligation of trust,
in 1983, the court of appeal recognized that a duty of good faith re-
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mained on the husband as a fiduciary for his wife beyond the date of
the parties’ separation as to those community assets remaining
in his control.®

In re Marriage of Stevenot” set forth a restrictive interpretation of
spousal duties. The standard of fiduciary duty, compared with a
standard of “good faith” at a certain stage of the relationship, juxta-
posed with a confidential relationship prior to the date of separation,
created an ambiguous mix of definitions and standards. What Stevenot
did not do was to discuss and explain the nature, scope, and mean-
ing of the fiduciary duty between spouses before filing a dissolution
proceeding.

In 1991, applicable sections of the Civil Code were amended to
replace the good faith standard with a heightened duty of care
between spouses, making applicable the rules governing fiduciary rela-

tionships.® The ambiguity which had by then evolved, however,
required definition and distinction between the standards of good faith
and fiduciary duty. An attempted clarification came in 1994 in In re
Marriage of Reuling,’ in which the court of appeal explained that
“given a stated judicial distinction between the two standards and the
subsequent change in the statutory language from ‘good faith’ to
‘fiduciary duty,” we may reasonably infer that the Legislature intended
by the 1991 amendments to replace a lesser standard with one
deemed higher.”*°

A stricter standard of spousal fiduciary duty emerged at the dawn
of the new century. In re Marriage of Brewer & Federici'! heightened
the fiduciary duty and shifted the burden of disclosure to the spouse
in a superior position to obtain records or financial information from
which an asset could be valued.!?

In Re Marriage of Duffy

At the time of the 2001 decision in In e Marriage of Duffy, Family
Code Section 721 set forth the fiduciary duties between spouses. The
statute specifically excluded Probate Code Section 16040 from the def-
inition of spousal fiduciary duties. The duty of care mandated by
Section 16040 is synonymous with the level of care required by the
prudent investor rule.’® Section 16040 requires a trustee to adminis-
ter a trust with “reasonable care, skill, and caution under the cir-
cumstances then prevailing that a prudent person acting in a like capac-
ity would use....”*

In re Marriage of Duffy® reversed the trial court and held that a
spouse generally is not bound by the prudent investor rule and does
not owe to the other spouse the duty of care that one business part-
ner owes to another.! The Duffy facts illustrate this point and are help-
ful in better understanding the practical impact this case would have
on the duty that spouses owe to each other. Vincent and Patricia
Duffy were married in 1962. For 34 years, between 1963 and 1997,
Vincent made investments in real estate, business ventures, and
vacation property. The trial court found that Vincent made investments
without consulting his wife or obtaining her input and failed to tell her
how he was funding the investments, ignored some of her requests
for financial information, and treated her in a curt and dismissive man-
ner that had the effect of discouraging further questioning. The trial
court determined that Vincent breached his fiduciary duty to his wife
and ordered him to pay her approximately $400,000 in damages.!”
Vincent appealed the trial court’s finding of breach of his fiduciary
duty; Patricia appealed the trial court’s denial of her request for fees.
The Second District affirmed in part and reversed in part.

The court of appeal dealt with the degree of Patricia’s requests and
the degree of Vincent’s refusals to respond. The appellate panel con-
cluded that Vincent had a duty to disclose financial information, but
Patricia had a corresponding duty to request information. The court
determined that the trial court had erred in concluding that Vincent
breached his fiduciary duty of disclosure to Patricia. According to the
court of appeal, “[A] spouse generally is not bound by the prudent
investor rule and does not owe to the other spouse the duty of care
one business partner owes to another.... To summarize, [Vincent
Duffy did not owe Patricia Duffy] a duty of care in investing the com-
munity assets. Inasmuch as [he owed her] no duty of care, he cannot
have breached that duty.”8

The legislature reacted swiftly to the Duffy decision with enactment
of Senate Bill 1936. Although this amendment to Family Code Section
721, which became effective January 1, 2003, consisted of only six
words and four numbers,” it has produced a torrent of debate and
uncertainty. There is a good reason why so much confusion on this
topic has arisen. The language of Section 721 is seemingly inconsis-
tent with the uncodified section of the statute. For example, the leg-
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islature on one hand appears to exclude the prudent investor rule by
stating at the beginning of the statute:

Except as provided in Section...16047 of the Probate Code

[which defines and embodies the prudent investor rule], in

transactions between themselves, a husband and wife are sub-

ject to the general rules governing fiduciary relationships
which control the actions of persons occupying confidential rela-
tions with each other.?

However, just a few lines later, in the same statute, the legislature
appears to include the prudent investor rule in uncodified Section 2
in stating:

It is the intent of the Legislature in enacting this act to clarify

that Section 721 of the Family Code provides that the fidu-

ciary relationship between the spouses includes all of the
same rights and duties in the management of community prop-
erty as the rights and duties of unmarried business partners

managing partnership property, as provided in Sections 16403,

16404, and 16503 of the Corporations Code, and to abrogate the

ruling in In re Marriage of Duffy (2001) 91 Cal. App. 4th 923,

to the extent that it is in conflict with this clarification.?!

Many who adopt the view that the amended statute has inconsistent
provisions argue that the legislature intended to exclude the prudent
investor rule.?? Their argument rests on the fact that the legislature failed
to specify in Section 2 of the uncodified provision which of the two hold-
ings in Duffy it intended to abrogate.? According to this viewpoint, the
legislature did not abrogate the Duffy holding that the prudent investor
rule did not apply.** This is a legitimate argument because it attempts
to harmonize the two seemingly inconsistent provisions.

A better reasoned basis for this position eliminates the fog that has
hovered over the statute since its enactment. Careful reading of the
cross references in Section 721 to the Probate and Corporations
Codes clarifies the legislature’s intent. Prior to Duffy and the enact-
ment of SB 1936, the legislature excluded Probate Code Section
16040 (the duty of care contained in the prudent investor rule) from
the definition of spousal fiduciary duties. With the enactment of SB
1936, the legislature also excluded Probate Code Section 16047 from
the definition of spousal fiduciary duties. By excluding Section 16047
in the newly amended statute, the legislature affirmed the Duffy
holding that spouses do not owe a duty of care to each other as non-
marital business partners do.

The legislature, rather than abrogating Duf/y’s exclusion of the pru-
dent investor rule, opted for a more moderate set of duties encom-
passed by amended Section 721’s cross-reference to Corporations Code
Section 16404.% Section 16404 requires business partners to refrain
from “engaging in grossly negligent or reckless conduct, intentional
misconduct, or a knowing violation of the law.”? By adding to Section



721 a reference to Corpora-
tions Code Section 16404, the
legislature intended that
spouses would owe each other
a duty of care. However, it
would be the degree of care
owed between nonmarital
business partners instead of
the duty of care mandated by
Probate Code Section 16040.
For example, under Corpora-
tions Code Section 16404, a
spouse’s conduct would have
to be more egregious to
breach the fiduciary duty.
Mere negligence, which would
be sufficient to hold spouses
accountable under Probate
Code Section 16040, would not
be sufficient under Corpora-
tions Code Section 16404.
Thus, the legislature made
clear that spouses do indeed owe each other a duty of care, however,
a lesser duty than the one rejected in Duffy.

This argument explains the debatable inconsistency in the provi-
sions of Section 721. It allows Duffy’s exclusion of the prudent investor
rule to stand and clarifies which holding in Duffy the legislature
intended to abrogate in Section 2 of the uncodified part of the statute.
Meaningful support exists for the view that the prudent investor rule
does not apply as part of the fiduciary duty between spouses in the
new statutory language.

Although no published court of appeal case has yet dealt with these
issues, two recent unpublished California appellate opinions, In re
Marriage of Fell”” and In re Marriage of McGuire,?® share the conclusion
that the prudent investor rule does not apply. In addition, well-reasoned
commentary substantiates the position that the prudent investor
rule does not and should not apply to the duty between spouses.®

On the other hand, if one wanted to argue that the prudent investor
rule does and should apply, the core argument would rest on five spe-

cific words added to Section
721. SB 1936 added the lan-
guage “including, but not lim-
ited to” when referring to the
duties set forth in Family
Code Section 721 (b) (1)-(3).2°
“By not limiting the right of
spouses to sue each other for
only the rights specifically
enumerated in Family Code
Section 721(b), the new code
section allows spouses to sue
each other for breach of fidu-
ciary duty even though [itis]
not specifically listed in Fa-
mily Code Section 721 (b).”! If
the statute expressly “ex-
cludes” the prudent investor
rule, however, the general lan-
guage of “including, but not
limited to” does not bring it
back. In statutory construc-
tion, the specific controls over the general.?? On the other hand, the
position that the fiduciary duty described in amended Section 721 is
the same as contained in the prudent investor rule is strengthened
in the introduction to SB 1936.% However, this minority viewpoint leads
to numerous interpretive problems and would open the door to end-
less litigation.

Regardless of how one reads Section 721—to include or exclude
the prudent investor rule—much can and should be done to clarify
the existing law. Despite the fact that one respected family law attor-
ney recently wrote that the new amendments “have added a wel-
come clarity to understanding spousal fiduciary duty,”* few would dis-
agree that more clarity is needed. The legislature should state
explicitly whether the prudent investor rule applies. It would be even
more constructive if the legislature would enact language stating
affirmatively what the fiduciary duty between spouses is, rather than
continually obfuscating the issue with convoluted cross-references to
the Family, Corporations, and Probate Codes.®

The Shifting Burden of Proof

In re Marriage of Haines firmly established the doctrine in
California that when one spouse alleges a breach of fiduciary duty,
the burden shifts to the accused spouse to prove that he or she has
not committed the breach.* There are two different theories under
which courts have reached this conclusion. One theory appears in the
context of undue influence and the other arises within the ambit of
constructive fraud.

According to Family Code Section 721 (b), transactions between
a husband and a wife are subject to the general rules governing fidu-
ciary relationships that control the actions of persons occupying con-
fidential relations with each other. This confidential relationship
imposes a duty of the highest good faith and fair dealing on each
spouse, and neither shall take unfair advantage of the other.?”

In Haines, a case involving undue influence, the wife deeded her
interest in a residence to her husband in exchange for his cosigna-
ture on a loan to purchase an automobile.?® At the trial, the wife
argued that she only deeded away her interest in the residence
because of undue influence. The court held she had the burden of prov-
ing this allegation and had failed to do so0.*® The court of appeal
reversed the trial court, observing that, although spouses have the
right to enter into transactions, when an interpersonal transaction

advantages one spouse, the law presumes the transaction to have been
induced by undue influence.®

The reasoning supporting this judicially created presumption is
that spouses are subject to special rules that control the actions of per-
sons occupying confidential relations with each other.*! Because of
these special rules, the burden is placed on the advantaged spouse
to prove by a preponderance of the evidence that no undue influence
was exerted and that the transaction was made freely and voluntar-
ily with a complete understanding of the effect of the transfer.*? Based
on this determination, the Haines court emphasized that the trial court
should have placed the burden of proof on the husband, the advan-
taged spouse, and not on the wife.®

A recent important case illuminating this principle, In re Marriage
of Delaney,** held that the Haines presumption of undue influence over-
comes the presumptions in Family Code Section 2581 (that property
acquired during marriage in joint tenancy is community property) and
Evidence Code Section 662 (that an owner of legal title to property
owns the full beneficial title). In Delaney, one spouse gained an advan-
tage over the other in a property transaction in which the husband’s
separate property house was transferred by grant deed to the husband
and wife as joint tenants incident to obtaining a home improvement
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loan. The trial court set aside the deed, and the court of appeal
affirmed, relying on the Haines presumption of undue influence in
transactions between spouses. The Delaney opinion restated the req-
uisite burden to overcome the presumption of undue influence in an
interspousal transaction in straightforward language that under-
scores the difficulty in overcoming the presumption:

[I]t was Wife’s burden to establish that Husband’s transmu-
tation of the Property to joint tenancy was freely and voluntarily
made, with full knowledge of all the facts, and with a complete
understanding of the effect of a transfer from his unencum-
bered separate property interest to a joint interest as Husband
and Wife.*

One can now legitimately argue that Delaney has raised the bar to
overcoming the Haines presumption of undue influence. The Haines
standard of preponderance of the evidence to rebut the presumption
remains, but Delaney’s language and holding emphasize the strength
of the presumption of undue influence and the current difficulty of over-
coming it. Creative practitioners, responding to these developments,
may consider addressing and attempting to overcome the presump-
tion of undue influence in a postnuptial agreement incident to a mate-
rial interspousal transfer or transmutation of property interests.

Another recent California case focusing on the burden of proof
issue is In re Marriage of Lange.* Lange held that a rebuttable pre-
sumption arises when one spouse obtains an advantage over the
other spouse in a community property transaction.*” This result
occurs because a fiduciary generally obtains an advantage if his or her
position is improved, he or she obtains a favorable opportunity, or he
or she otherwise gains, benefits, or profits in an interspousal trans-
action.*® In Lange, the husband executed a promissory note and deed
of trust to his wife. The court held as a matter of law that the wife
received an advantage or benefit from her husband’s execution of the
promissory note and deed of trust because she then became a secured
creditor, entitled to a 10 percent interest on her husband’s obligation.
As the court explained, the wife was charged with dispelling the pre-
sumption of undue influence and, because she failed to do so, the note

and the deed of trust were held unenforceable.

These cases are intensely fact-driven. In re Marriage of Friedman®
provides a good example of a case in which a factual showing rebutted
the presumption of undue influence. Friedman upheld a postnuptial
agreement on the ground that the Haines presumption of undue
influence was dispelled by the evidence. The husband met his burden
of showing that his wife was “not induced to execute the postnuptial
agreement through mistake, undue influence, fraud, misrepresenta-
tion, or any other breach of the Friedman'’s confidential relationship”
and that there was no “taint” to the agreement.

Burden of proof issues also arise in breach of fiduciary duty
claims that involve constructive fraud. In fact, a finding of construc-
tive fraud formed part of the basis for the holding in Haines. Similarly,
in In re Marriage of Baltins, the court held that “constructive fraud
comprises all acts, omissions, and concealments involving breach of
legal or equitable duty, trust, or confidence, and resulting in damage
to another.” Numerous law review articles echo the logic and argu-
ments of the courts.®

In contrast to these cases, the court of appeal, in Bono v. Clark,>*
recently held that the presumption of wrongdoing does not arise sim-
ply from the disappearance of a community asset. As in cases involv-
ing undue influence, in this area of the law the inquiry is particularly
fact-intensive. Bono upheld a trial court’s determination that the wife
had failed to carry her burden of proof that her husband inappropri-
ately disposed of assets. According to this opinion, the mere absence
of personal property assets years after separation is insufficient to raise
an inference that the husband disposed of them inappropriately.>

Critics of the holding in Bono have argued that if it can be demon-
strated that certain marital assets exist on the date of separation and
are in the possession of one spouse, it becomes that spouse’s oblig-
ation to account for them. If he or she cannot do so, then that party
should be charged for their value. To hold otherwise, opined one com-
mentator, makes a mockery of the concept of fiduciary duty because
the spouse in possession of real or personal property should bear full
responsibility.*®

Potential Breaches of Fiduciary Duty

An inherent tension has long existed when one spouse chooses
between separate property and community property to fund invest-
ment opportunities presented during marriage. As the duty of spouses
toward each other has been heightened from disclosure to good
faith and then to fiduciary duty, this tension has increased. Proposed
resolution of this conflict is often addressed in prenuptial agree-
ments. But once married, the fiduciary duty one spouse owes the other
makes this tension a Hobson’s choice (given the vagaries of the
nature and extent of factual disclosures between married partners illus-
trated by Duffy) because of the present uncertainty in the nature
and scope of spousal fiduciary duties. In Duffy, the court put it this
way: “A breach of loyalty could occur simply from seizing an excel-
lent investment opportunity for the benefit of one’s personal property
rather than for the benefit of the community estate.”

The duty of loyalty to one’s spouse and to the community has been
infused into the fiduciary duty obligation.®® If no notice is given to the
other spouse and marital property is utilized for an investment, undis-
closed profits are susceptible to a claim of breach of fiduciary duty,
with possibly draconian results.* If community property is not prop-
erly handled, and the investment loses value, losses are susceptible
to a claim of breach of the fiduciary duty owed to the other spouse,
and a charge for the lost funds may be imposed against the mis-
managing spouse.®

Arecent case illustrates the dilemma. In In ve Marriage of Destein 5
the husband had historically successfully invested the bulk of his sep-
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arate property in growth assets, specifically non-income-producing real
estate. The trial court imputed investment earnings for purposes of
calculating child support. On appeal, the husband contended that the
trial court was not entitled to second-guess his reasonable investment
strategy. The court of appeal rejected his argument and upheld the
trial court’s ruling. The Destein opinion cites case authority from
other jurisdictions and text authority to support its reasoning and con-
clusion that the historic allocation of assets to growth, rather than
income, does not preclude imputation of income to such assets.%
This type of second-guessing of marital investment philosophy and
decision making, if applied to a prudent investor rule between spouses,
could create endless litigation between spouses and requires courts
to act as investment advisers.

Another recent appellate decision, In re Marriage of Hixson,
restricted the requirement for disclosing and sharing business oppor-
tunities that are presented to just one spouse.® The trial court held
that the ex-husband was not required to share a postjudgment invest-
ment opportunity with his ex-wife because, based on Family Code
Section 2102(a), the asset had been distributed by a stipulated judg-
ment.5 However, there was no indication in the opinion that the asset
had “actually been distributed” as required by Section 2102(b), and
continuation of the fiduciary duty until distribution, as required by that
section, should have been discussed and considered.®® The surpris-
ingly restrictive opinion in the Hixson case teaches the lesson that dura-
tion of the spousal fiduciary duties after separation and even judgment



must be carefully examined under both
Family Code Section 2102(a) and Section
2102(b).

It is difficult enough in California for
intended spouses to negotiate and sign an
enforceable prenuptial agreement. Statistics
tell us it is even harder to stay married. Now
we see that even during marriage, California
spouses are confronted with a combustible
mix of disclosures, decisions, and duties that
affect their money, investments, businesses,
and financial well-being. Ultimately, their emo-
tional well-being is at stake when the com-
plexities of legislative enactments and judicial
interpretation are made known to them.
Professional representatives, including attor-
neys, accountants, business managers, invest-
ment advisers, and financial planners have a
duty and responsibility to inform clients of
their rights and responsibilities during all
stages of a relationship. It is no longer accept-
able to wait until things go wrong, to advise
clients after the fact of the new rules and
standards. As the court of appeal recently
observed: “Judicial decisions in family law
cases have lasting effects on the parties’
homes, familial relationships, and families.”%
The new rules and standards, amended
statute, spirited current debate, and changing
and often inconsistent judicial interpretations
are too critically important to overlook when
providing advice to clients. Professional excel-
lence and responsibility to clients deserve
no less commitment than faithful and con-
tinuing study and critique of this evolving
and important area of the law. [ ]
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Code §721 indicating changes enacted by SB 1936:
§ 721 Contracts with each other and third par-
ties; fiduciary relationship
(a) Subject to subdivision (b), either husband
or wife may enter into any transaction with the
other, or with any other person, respecting
property, which either might if unmarried.
(b) Except as provided in Sections 143, 144,
146, and 16040 and 16047 of the Probate Code,
in transactions between themselves, a hus-
band and wife are subject to the general rules
governing fiduciary relationships which control
the actions of persons occupying confidential
relations with each other. This confidential
relationship imposes a duty of the highest good
faith and fair dealing on each spouse, and nei-
ther shall take any unfair advantage of the
other. This confidential relationship is a fidu-
ciary relationship subject to the same rights and
duties of nonmarital business partners, as pro-
vided in Sections +5649—1+5620—15021 d
15622 16403, 16404, and 16503 of the
Corporations Code, including, but not limited
to the following:
(1) Providing each spouse access at all times
to any books kept regarding a transaction for
the purposes of inspection and copying.
(2) Rendering upon request, true and full infor-
mation of all things affecting any transaction
which concerns the community property.
Nothing in this section is intended to impose
a duty for either spouse to keep detailed books
and records of community property transac-
tions.
(3) Accounting to the spouse, and holding as
a trustee, any benefit or profit derived from any
transaction by one spouse without the consent
of the other spouse which concerns the com-
munity property.
Sec. 2: It is the intent of the Legislature in
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