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APPORTIONMENT BETWEEN PRINCIPAL AND
INCOME OF A TRUST AFTER MORTGAGE
FORECLOSURE

The twelve years that have followed the collapse of 1929 have
seen many problems arise to plague the trustee in the adminis-
tration of his trust. He has been faced on one side with a devalu-
ation of corpus investment, and on the other side with a de-
crease in income return. To preserve the one without unduly
jeopardizing the other has required an instinctive sixth sense
not usually possessed by the ordinary fiduciary, whether cor-
porate or individual; but his problem is two-fold when his in-
vestment suddenly fails both in its production of income and in
its principal valuation. Such is the case when there is a default
in the payments on a mortgage comprising a portion of the
trust assets. The income, of course, stops immediately, and the
total loss of the investment secured by the mortgage is a pros-
pect of the not too distant future. The trustee then has the
double duty of rescuing the investment, and returning it to
income productivity. The rights of the life tenant entitled to
the income and the rights of the remaindermen ultimately
entitled to the corpus must both be given protection. If the
grantor, or the testator, in the case of the testamentary trust,
has been far sighted enough to direct his trustee in the rescue

of the fallen investment, and has outlined the respective rights
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of the life tenant and remainderman, the task of the trustee is
greatly lightened. He need only follow his directions. The ex-
pressed intentions of the creator of the trust as set forth in the
trust instrument will govern. The course however is seldom
made so simple, for more often than not the grantor fails to
disclose his intentions at all, and then the trustee must resort
to a proper application of the rules of law to the particular set
of facts confronting him,

It will therefore be assumed in discussing the treatment of
this problem by the trustee that the trust instrument is silent
with respect to the intentions of the grantor, or the testator,
as the case may be. It will also be assumed that there is no
negligence or breach of duty on the part of the trustee towards
any of his cestui que trustents for which he might incur per-
sonal liability.

The failure of an investment such as a trust mortgage involv-
ing, as it does, loss of both principal and income is best ap-
proached by consideration of two fundamental questions which
inevitably arise before ultimate liquidation. First, what be-
comes of the net proceeds finally realized? Secondly, how are
these net proceeds determined? Although it may appear more
logical to ascertain what the net proceeds are before considering
their distribution, a thorough understanding of the ultimate
rights of the life tenant and remaindermen will greatly sim-
plify the application of the principles of accounting used to
determine the net figure available for distribution.

I. APPORTIONMENT OF NET PROCEEDS

It is universally accepted that the loss occasioned by the
failaire of a mortgage investment, affecting as it does, both life
tenant and remainderman, should be borne by both.! The loss

1. See 103 ALR. (1936)) 1271; 115 AL.R. (1938) 881; 116 AL.R.
(1938) 1354; 129 AL.R. (1940) 1314; 2 Scorr oN TrusTs (1939) Sec.

241.3; 49 Harvarp Law Review (1936) 805; 84 U. or Pa. Law REVIEW
(1935-6) 157,
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results from the fault of neither and to require either to sustain
the full burden alone would obviously be inequitable. It is both
logical and just that the burden be distributed between the
parties in proportion to the respective interests which they have
in the enterprise. From this proposition there is practically no
dissent and the only difference of opinion is upon the method
of computing these interests.

The method endorsed by the Restatement of Trusts® appor-
tions the net proceeds by ascertaining the sum which with the
interest thereon at the rate of return currently realized by trust
investments will equal the net proceeds received. This sum
becomes the share allocated to principal and the balance be-
comes that allocated to income. It is not surprising that this
method should have the approval of Professor Scott,® the Re-
porter for the American Law Institute on Trusts, in his recent
work, in which he argues convincingly its equitable treatment
of both life tenant and remainderman. Some of our States, not-
ably Pennsylvania,* Rhode Island® and Massachusetts® have
followed this method consistently.

2. AWMERICAN LAW INSTITUTE, RESTATEMENT OF THE LAwW OF TRUSTS,
section 241 reads as follows: “(1)Unless it is otherwise provided by the
terms of the trust, if properly held in trust to pay the income to a
beneficiary for a designated period and thereafter to pay the principal
to another beneficiary is property which the trustee is under a duty to
sell, and which produces no income or an income substantially less than
the current rate of return on frust investments, . .. and the trustee
does not immediately sell the property, the trustee should make an
apportionment of the proceeds of the sale when made, as stated in
subsection (2). “(2) The net proceeds received from the sale of the
property are apportioned by ascertaining the sum which with interest
thereon at the current rate of return on trust investments from the
day when the duty to sell arose to the day of the sale, would equal the
net proceeds; and the sum so ascertained is to be treated as principal
and the residue of the net proceeds as income.”

3. 2 Scorr oN TrusTs (1939) Sec. 241.3.

4. Nirdlinger’s Estate, 327 Pa. 171, 193 A. 30 (1937).

5. Greene v. Greene, 19 R, 1. 619, 35 A. 1042, 35 L.R.A. 790 (1896).

6. Springfield Safe Deposit & Trust Co. v. Wade, ..... Mass ..., 24
N.E. (2d) 764 (1940).
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The second method divides the net proceeds between the
remainderman and the life tenant in the same proportion which
the principal sum due on the mortgage bears to the interest due
thereon.” It is this method which is of primary interest to the
trustee in New Jersey, as our courts have applied it repeatedly
since it was first laid down here in Hagan v. Platt.® In ascer-
taining the ratio between principal due and interest due, it is
to be noted that there are two possible periods during which
the investment may be unproductive of income. The first period
is that from the date of the first default to the date of the fore-
closure sale, and the interest due is computed at the rate which
the mortgage bears on the unpaid balance of principal for the
whole period. If the property is then purchased by a third per-
son, the salvage is complete and the loss can be immediately
computed and apportionment made. Often, however, there is no
purchaser at the foreclosure sale, whereupon the trustee is
forced to buy in himself to protect the inyestment until a favor-
able sale can be effected. In such a case a second period of un-
productivity commences and interest is again computed at the
mortgage rate on the principal balance until the date of final
sale of the real property purchased on foreclosure. Thus inter-
est is computed from the date of the first default to the date
when salvage or liquidation is complete and the original mort-
gage investment as well as its security is converted into cash.

It is worth noting in passing that the mathematical result
obtained by the two methods differs only to the extent that the
current rate of return realized on trust investments differs from

7. This rule was followed by the New York Courts (Re Chapal,
269 N.Y. 464, 199 N.E. 762, 103 A.L.R. 1268, and Re Otis, 276 N.Y. 101,
11 N.E. (2d) 556, 115 AL.R. 8756 (1937), rchearing denied, 277 N.Y.
650, 14 N.E. (2d) 203) until enactiment of Chapter 452 of the Laws of
New York, effective April 13, 1940, constituting sec. 17-c¢ of the Personal
Property Law.

Cf. Uniform Principal and Income Act, Sec. 11, adopted by the
National Conference of Commissioners on Uniform State Laws in 1931.

8. 48 N.J.Eq. 206, 21 A. 860 (Ch. 1891).
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the rate of return which the defaulted mortgage bears. The
former of course is a variable figure, while the latter is con-
stant. It has been argued that this flexibility of the first method
results in a more equitable distribution, in that the life tenant
should be entitled to no more than the current rate of return in
the determination of his proportionate share.® It may be sug-
gested, however, that a mortgage investment is not inherently
speculative and that the advantages of a fixed return may have
been the controlling factor in the selection of the investment.
It is not entirely improbable that the collateral security of bond
and mortgage was intended for the protection of the fixed in-
come as well as the principal debt.

Ag stated before, the New Jersey method of apportionment
was first laid down in Hagan v. Plett'® in 1891 when the court
not only established the principal but made the computation,
saying,

“The amount involved in the loss is $1,200; the amount
of interest due when the mortgaged premises were finally
realized upon was $1,252. The amount realized was $1,-
267.94. This must be so divided and apportioned that the
amount set aside as principal shall bear the same propor-
tion to the amount to be paid to the tenant for life that
$1,200 bears to $1,252. The resalt is that the principal sum
is to be restored to the extent of $620.52, and the tenant for
life will be paid $647.42.°1

The case involved a loss resulting from an investment of the
trust fund in a mortgage, and where such a loss has ensued
there has been no deviation from the rule. This is true whether
the mortgage investment was part of the original trust estate,'?

9. See note 3, supra.

10. 48 N.J.Eq. 206, 21 A. 860 (Ch. 1891).

11. Id. at 48 N.J.Eg. 208.

12. Equitable Trust Company v. Swoboda et al.,, 113 N.J.Eq. 399, 167
A. 525 (Ch. 1933).
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whether it was a subsequent investment of the trustee,® or
whether it represented a purchase money mortgage taken back
upon the sale of real property which was a part of the original
trust estate.!* The principle is summarized by Vice-Chancellor
Lewis in Hudson County National Bank v. Woodruff et al,’® as
follows:

“The evidence discloses the trustee’s freedom from negli-
gence or bad faith in the administration of its stewardship
and that any ensuing losses are attributable solely to
causes beyond its control or that of the life tenant or re-
maindermen. The trust does not exempt the remain-
dermen from the visitation of the possible perils and
losses occasioned by failure of investment, nor should
such, in fairness and justice, be thrown entirely upon the
life tenant. The properties having been held for antici-
pated, but unattained, appreciation, the delay should be
held to be as a joint venture between the life tenant and
the remaindermen because such an investment situalion
involves the salvage of a security, which, obviously, is a
security not for principal alone but income as well, Hence,
the ensuing loss, as was said by V. C. Reed in Trenton Safe
Deposit & Trust Co., v. Donnelly, 65 N. J. Eq., 119, 55 A.
92, 93, should ‘be apportioned between the life tenant and
the remaindermen in the proportion that the debt due the
first bears to the amount which should come to the second,
namely, the amount of the corpus of the estate; or, con-
versely, the amount realized shall be set apart to the re-
maindermen and the life tenant in the proportion that the

13. Trenton Trust & Safe Deposit Company v. Donnelly, 65 N.J.Eq.
119, 55 A. 92 (Ch. 1903).

14. Fidelity Union Trust Company v. Murphy et al., 124 N.J.Eq. 201,
1 A. (2d) 201 (Ch. 1938).

15. 122 N.J.Eq. 444, 194 A. 266 (Ch. 1937), aff’d, 123 N.J.Eq. 585, 199
A. 399 (E. & A. 1938).
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corpus bears to the unpaid interest due the life tenant.’
Recognition and approval of this rule is to be found in
Hagan v. Platt, 48 N. J. Eq. 206, 21 A. 860; Tuttle’s Case,
49 N. J. Eq. 259, 24 A. 1; Equitable Trust Company v.
Swoboda, 113 N. J. Eq. 399, 167 A. 525; and In Re Chapal’s
Will, 269 N. Y. 464, 199 N. E. 762, 103 A. L. R. 1926.7¢

The rule was affirmed once more in Fidelity Unton Trust Com-
pany v. Murphy et al.X”

The rule is not so clear however where the ultimate conver-
gion produces a net profit rather than a net loss. In Parker v.
Seeley'® it was held that appreciation as well as depreciation
should be apportioned according to the Hagan rule on the
theory that the purchase of the foreclosed premises by the trus-
tee represented an investment of income as well as principal,
and hence the life tenant was entitled to enjoy the profits along
with the remainderman.

The court here considered two earlier cases (Parker v. John-
Son'® and Outcalt v. Appleby®™) in both of which it had been
held that profits were to accrue to the fund or trust corpus. In
the Johnson case as in the Seeley case final sale of the foreclosed
premiges resulted in a net profit over and above the principal,
interest, and all costs and expenses. The Johnson case was dis-
tinguished on the ground that the court at that time did not
have the Hagan v. Platt®* rule to follow, and further that there
were other mortgages upon which a loss could be anticipated and
against which a reserve should be established in the trust fund,
so that the profits of one investment could make up the losses
of another. Outcalt v. Appleby® was distinguished on the

16. Id. 194 A. 266 at 269.

17. 124 NJ.Eq. 201, 1 A. (2d) 201 (Ch. 1938).
18. 56 N.J.Eq. 110, 38 A, 280 (Ch. 1897).

19, 37 N.J.Eq. 366 (Ch. 1883).

20. 36 N.J.Eq. 73 (Ch. 1882).

21. 48 N.J.Eq. 206, 21 A. 860 (Ch. 1891).

22. 36 N.J.Eq. 73 (Ch. 1882).
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ground that there was a sale of unproductive real property
which had been held as a part of the original estate.

In McCoy v. McOloskey®® the mortgaged premises were sur-
rendered and conveyed by the mortgagor in lieu of foreclosure,
but due to an appreciation in the value of the property an ulti-
mate profit was anticipated. The court realizing that any in-
crease in the asset upon conversion into money was prospective,
held that the proceeds would be principal of the trust “subject
to the payment of the interest on the mortgage.”** This would
appear to revert to the rule of Parker v. Johnson*® but the
court then proceeded to cite Parker et al v. Seeley et al,*® saying,

“If, however, the mortgage is to be regarded as merged
in the legal title (the understanding as to this has not
been made clear) then, upon a sale at a profit, the widow
will be entitled to participate in the profits, proportion-
ately, as her share of the accrued interest at the time of
the merger bears to the principal debt.”*?

The question arose again in Burnett et al v. Witschief*®
where the testator left the residue of his estate to his widow for
life. The executors, under a power of sale, sold a piece of real
property, taking back a purchase money mortgage. This they
later foreclosed, buying in the property, which was subsequently
regold at an increase over the first sale price. The widow, citing
Parker v. Seeley®® and Hagan v. Platt,® claimed apportionment,
Vice-Chancellor Backes held that the sale worked no conversion
and that the widow was entitled only to the net yield of the

23. 94 N.J.Eq. 60, 117 A. 473 (Ch. 1922).

24, Id. 117 A. 473 at 475.

25. 37 N.J.Eq. 366 (Ch. 1883).

26. 56 N.J.Eq. 110, 38 A. 280 (Ch. 1897).

27. 94 N.J.Eq. 60, 117 A. 473 at 475 (Ch. 1922).
28. 96 N.J.Eq. 71, 126 A. 23 (Ch. 1924).

29. 56 N.J.Eq. 110, 38 A. 280 (Ch. 1897).

30. 48 N.J.Eq. 206, 21 A. 860 (Ch. 1891).
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land, whether in the form of rent or of interest on the mort-
gage. The increase in the sale price was held to be principal
subject only to a payment to the widow of a sum equal to the
income lost during the period of default.

The next case was Skinner v. Boyd® where the mortgaged
premises, conveyed to the trustee pending foreclosure, were sold
at a profit. It was held that,

“The profit is to be apportioned between the principal
and income in the ratio which the principal sum involved
bears to the interest due upon it at the time when the
security was realized upon. Hagan v. Platt, 48 N. J. Eq.
206, 21 A. 860; Tuttle’s Case, 49 N. J. Eq. 259, 24 A. 1;
Parker v. Seeley, 56 N. J. Eq. 110, 38 A. 280; Trenton
Trust & Safe Deposit Co. v. Donnelly, 656 N. J. Eq. 119,
55 A. 92.732

The last case to consider the question of a profit arose in 1933
in Fquitable Trust Company v. Swoboda et al®® where the court
spoke as follows,

“Should it so happen that the frustee purchase the mort-
gaged premises at the foreclosure sale or sales, and subse-
quently sell at a profit over and above the amount of the
principal, costs, etc. then the profit will belong to the
corpus of the estate and not to the life tenant. Parker v.
Johnson, 37 N. J. Eq. 366. On the other hand, should the
final result be that the property is bought in by the trus-
tees and subsequently sold at a loss, there will be an appor-
tionment between principal and income in accordance with
the principle laid down in the following cases: Hagan v.
Platt, 48 N. J. Eq. 296, 21 A. 860; Tuttle’s Case, 49 N. J.

31. 98 N.J.Eq. 55, 130 A. 22 (Ch. 1925).

32. Id. 130 A. 22 at 23.
33. 113 N.J.Eq. 399, 167 A. 525 (Ch. 1933).




116 NEWARK LAW REVIEW

Eq. 259, 24 A. 1, 2; Trenton Trust & Safe Deposit Co. v.
Donnelly, 65 N. J. Eq. 119, 55 A, 92,78

It is suggested that it is neither inequitable nor illogical that
ultimate profit be treated differently from ultimate loss. In the
latter case there is not enough realized upon final sale to pay
both life tenant and remainderman their full shares, whereas
in the former case there is surplus over and above their com-
bined shares. It is to be noted that the full fixed return pro-
vided by the mortgage security is realized by the life tenant
before there is any surplus and that the corpus is restored to
the original amount for reinvestment in income producing
assets. In addition to this there is a surplus available for in-
vestment, which is a new source of income. This provides a
means whereby the life tenant can also participate in the profits
in that the income will thereafter be increased by the return
which the surplus produces. While he does not share any profits
directly under the rule of Equitable Trust Company v. Swobodae
et al,3® the tenant for life does share indirectly.

To summarize the rules of distribution upon final conversion
in the light of the latest cases, it may be said:

If there is a net logs the net proceeds will be apportioned in
the ratio which the share of income bears to that of corpus;

If there is a net profit after the payment in full of the shares
due to both income and corpus, it will be added to the corpus
of the trust.

II. DETERMINATION OF NET PROCEEDS
‘We have seen that upon the default of a mortgage the trustee

enters upon a salvaging process by which he hopes to restore
productivity. Pending the restoration, what was previously an

34. Id. 167 A, 525 at 526.
35. 113 N.J.Eq. 399, 167/A. 525 (Ch. 1933).






