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Semester 1, 2003
Lecture
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4. Identification and mixing

5. Mixing trust money with trustee’s money

6. Mixing two or more trusts funds
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Reading: Heydon, Ch 37
Key Authorities:
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* Brady v Stapleton
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*  Scott v Scott

* Re Hallett’s Estate



* Re Oatway

* Lofts v MacDonald



* Scott v Scott

* Re Stenning




* Keefe v Law Society of NSW

1.
Underlying principles

When a trustee or other fiduciary breaches their (fiduciary?) duties by dealing with trust property as if it were their own (ie, inconsistently with their equitable obligations respecting the property), then they will be personally liable for any loss or gain arising therefrom. However, if the trustee or other fiduciary is insolvent or otherwise impecunious, to the effect that the amount of compensation actually recoverable is less than the amount of unauthorised gain or loss, then – since the equitable obligations are “attached”, “annexed” or “appended” to the property – the beneficiaries may prefer to pursue a claim against the misused property rather than a merely personal action against the defaulting trustee or fiduciary.

Tracing involves following trust property (or funds or other property into which the trust property is converted) through a string of successive owners, and it also allows restitution where the form of the trust property has been altered. Having ‘traced’ the misused property to its new legal owners, the beneficiary may assert priority over others for repayment in accordance with the general principles of priorities. See, eg, Latec Investments Ltd v Hotel Terrigal Pty Ltd (1965) 113 CLR 265 regarding requitable priorities. 

2.
Common law origins

There are three prerequisites for a common law tracing action, namely:

· A pre-existing action at common law (eg, conversion, fraud);

· A clear line of succession to the property in question; and

· The property remains ‘identifiable’.

The common law has given the third requirement a very narrow construction, to the effect that common law tracing is not possible after the property becomes indistinguishable from other property by reason of intermixing. This difficulty often arises in the commercial context of “Romalpa clauses”. In Puma Australia Pty Ltd v Sportsman’s Australia Ltd [1994] 2 Qd R 159, McPherson ACJ summarised the common law position regarding tracing as follows:

What is clear is that at law the right [of tracing] ceases when the thing, or mopre often the proceeds of its sale in the form of money, is intermixed with other things or money so as to lose its identity … Once that point is reached, the common law, acknowledging that ‘money has no earmark’, abandons the pursuit to equity.

Two points should be observed in relation to identification of intermixed property:
1. Property which is intermixed with other property may nevertheless remain identifiable if it has identifying marks, serial numbers etc;

2. Proceeds of sale of property will not be identifiable if such proceeds are inter-mixed with other funds (ie, notes and coins are not ‘earmarked’).

3.
Equitable tracing: fiduciaries & constructive trust

The preconditions for tracing in equity may be summarised thus:

· Breach of fiduciary duty (or possibly an equitable proprietary right);

· Clear line of succession to the property contrary to the duty; and

· Property remains ‘identifiable’ (more liberal than the common law rule).

Tracing in equity results in two possible forms of equitable relief:

1. Order to restore the unmixed money (or property acquired with such money) to the applicant; or

2. Declaration of charge upon the mixed fund (or property acquired wholly or partly with such fund) in favour of the applicant.

It should be observed from the outset that the equitable remedy of tracing, like other equitable rights, ends when the property is acquired by a bona fide purchaser for value without notice: Canada Pacific Airlines Ltd v Canadian Imperial Bank of Commerce (1988) 42 DLR (4th) 375.

It has been suggested that the remedy of tracing is only available against fiduciaries. For example, in Re Diplock’s Estate [1948] Ch 465, the English Court of Appeal held that the existence of a fiduciary relationship is a precondition to the availability of tracing in equity. This suggestion is problematic. Although the range of fiduciaries is very broad, and while the first limb in Barnes v Addy may operate to extend the range by rendering the recipients of trust property ‘constructive trustees’ (and thus also fiduciaries), the precondition, if correct, may produce inexplicable results. 
The authors Goff and Jones argue:

It principle it is regrettable that the courts should insist on a fiduciary relationship as a prerequisite of tracing in equity. It is fortunate that the class of fiduciaries is a very wide one. To refuse an equitable proprietary claim because there is no fiduciary relationship could produce absurd and anomalous results. It is inconceivable that the courts would not allow for this reason a plaintiff, whose money had been stolen [by a thief not being a fiduciary], to trace in equity into the bank account of the thief [the stolen funds being intermixed with the thief’s own funds or other stolen funds]. In our view the courts should not hesitate to hold that a person who is legally and beneficially entitled to property should be able to trace in equity into a mixed fund.

4.
Identification and mixing

Since an important function of equity is to provide relief from the strict rigours of the common law, it is perhaps not surprising that the courts in equity have taken a more liberal approach to the ‘identifiability rule’. Thus, as McPherson ACJ pointed out in Puma Australia Pty Ltd v Sportsman’s Australia Ltd, above, when property becomes indistinguishable from other property due to intermixing, then the tracing pursuit might be continued in equity.

In Re Hallett’s Estate (1880) 13 Ch D 696, Jessel MR described the different position in equity regarding intermixed property, as follows:

Supposing the trust money was 1000 sovereigns [ie, coins], and the trustee put them into a bag, and by mistake, or accident, or otherwise, dropped a sovereign of his own into the bag. Could anybody suppose that a Judge in Equity would find any difficulty in saying that the cestui que trust has a right to take 1000 sovereigns out of that bag? … If, instead of lending the whole amount in one sum simply, he had lent added a sovereign, or had added 500 of his own to the 1000, the only difference is this, that instead of taking the bond or the promissory note, the cestui que trust would have a charge for the amount of the trust money on the bond or promissory note. So it would be a simple contract debt; that is, if the debt were of such a nature as that, as between the creditor and the debtor, you could not sever the debt into two, so as to show what part was trust money, then the cestui que trust would have a right to a charge upon the whole.
5.
Mixing trust money with trustee’s money

When a trustee or other fiduciary mixes trust funds (it is correct to say “trust funds” the defaulting fiduciary is a constructive trustee) with the trustee’s or other fiduciary’s own money, equity presumes that (assuming there is an amount remaining) any ensuing transactions involved only the trustee’s or other fiduciary’s personal money, with the result being that the residue is presumed to be trust money. 
The equitable presumption is known as the rule in Re Hallett’s Estate (1880) 13 Ch D 696. In that case a trustee (solicitor) had mixed money held upon trust for a client with his own money. The solicitor then died insolvent, and the question was whether the client had a claim to balance standing in the solicitor’s bank account. The client was allowed in equity to trace her money into the bank account, and to claim the balance as being trust money, thus removing that balance from the amount available for distribution among the creditors of the solicitor’s estate. It was presumed that the solicitor (presumed honest intent?) had exhausted all of his own money before eating into the trust money, and so the residue was purely trust money. 

The mixing rules apply equally to money and other property. In Brady v Stapleton (1952) 88 CLR 322, which involved the intermixing of company shares, Dixon CJ and Fullagar J confirmed that the rule in Re Hallett’s Estate does not only apply to money. Their Honours cited the example of a trustee who uses trust funds to purchase a grey horse and a black horse, or a grey horse alone, and then went on to state:

In such a case equity imposes a charge on the two horses or the one horse. But, where it is possible to give effect to the rights of the cestui que trust by simply taking out so much money or so many bonds or so many shares, the cestui que trust may elect whether he will take the property in specie out of the mass or have a charge on the mass. … The real distinction which equity draws is between the case where it is, and the case where it is not, practicable to give effect to the rights of the cestui que trust by appropriating to him a specific severable part of the available property.
Also see Scott v Scott (1962) 109 CLR 649 – discussed in tutorials.

6.
Mixing two or more trusts funds

The general rule is pari passu, ie, the beneficiaries of several trusts are taken to have an interest in the mixed fund which is in the same proportion as their respective contributions to the fund. For a more detailed explanation of the pari pasu principle, see Windsor Mortgage Nominees Pty Ltd v Raymond Griffith Cardwell [1979] ACLC ¶40-540.
The so-called “rule in Clayton’s case” (1816) 1 Merc 572; 35 ER 781, basically is a first-in-first-out rule which refers to “running accounts”. The rebuttable presumption (ie, a rule of evidence rather than a rule of law) is that the money first paid into a bank account is drawn out first.  The presumption arguably does not apply automatically:

· against the express contrary intention (eg, the bank account agreement); or

· in circumstances that would work an injustice or which point to a contrary conclusion: Barlow Clowes International Ltd v Vaughan [1992] 4 All ER 22; Re Registered Securities [1991] 1 NZLR 545.

In Re Australian Home Finance Pty Ltd [1956] VLR 1, Herring CJ took the view that where there is a large body of contributors, the whole body should bear the loss (pari passu) rather than entirely by the particular individuals who happened to be the first, second, third or fourth contributors. 
In Keefe v Law Society of NSW (1998) 45 NSWLR 451, a solicitor had transferred client (trust) funds into his general account for costs and disbursements without any authority from the clients. Priestley JA preferred the rateable (pari passu) approach rather than the first-in-first out approach. On this basis, when the solicitor’s trust account balance became less than it was supposed to be, the solicitor was in breach of trust to all clients whose money he held upon trust since all of those clients had a rateable interest in the shortfall.

7.
Mixing trust money with third party’s money 

While the position of third party recipients will be examined in tutorials, the relevant scenarios are: 

· Purchaser with notice;

· Bona fide purchaser without notice;

· Volunteer mixing with own property – expending on improvements to realty: Generally see Re Diplock; Gertch v Atsas [1999] NSWSC 898 (Heydon at [37.28C].
