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bXPL.AN.ATION OF T.J:1J.:, COM.WN TRUST FUND Rl:,GULATION. 

I appreciate the invitation of the Trust Division to 

discuss the new regulation of the Board of Governors of the Federal 

Reserve System relating to common trust funds. This undertaking is 

especially pleasant because of the long and close association we had 

with your Special Committee on Common Trust Funds in connection vri th 

the preparation of the regulation. As you know, the Corrmittee consists 

1.08 

of Mr. Carl w. Fenninger, Chairman, and Messrs. Oliver Wolcott, Rodman 

Ward, Charles B. Royce, and Walter Reid Wolf, all of whom are very helpful 

and pleasant gentlemen to work with. The sruno is true of Mr. Gilbert 

Stephenson, who has workud very closely with the Committee and with us. 

All of these gsntl(.;mon havo put in a trereendous areount of time and work 

on the problem, and their cooperation and assistance have been invaluable. 

Tho topic nssignud to me was 1 11 Lxplanc,tion of tho New 

Regulations"; and that sounded easy enough to one who hnd participo.tc.d 

so intimately in the drafting of thu regulation. However, before 

undertaking the preparation of this talk, I read the very able and 

aomprohensive discussion of that subject contained in a lending article 

by Mr. George c. Bar~le.y in the Trust Companies magazine for January, 

1938; and I found that there was very little left for me to say on the 

subject that had been assigned to mo. 

! considered various imaginary legnl remedies, including 

an action for do~ages for trespassing on my preserve, a suit for 
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infringement of my copyright, nnd a complaint to the Feder~"Ll 1're.de 

Commission that he had engr.ged in unfair competition; but I concluded 

instead to tender him my compliments for doing a better job thun I 

could have done. I also decided that, instead of attempting to repeat 

or supplement his very fine explnnation of the regulation, I would 

endeavor to give you something of its background and philosophyo 

THE BOARD'S JURISDICTION 

109 

Before undertaking to discuss tho regulation, it mny be 

desirable to explain why the Board of Governors was called upon to issue 

any regulation upon this subject. 

Section 11 (k) of the Federnl Reserve Act authorizes the 

Board to grunt trust powers to national bunks and to promulgate such 

regulations as it may doom neccssnry to enforce compliance with the 

provisions of the Act on that subject and the proper exercise of tho 

powers grr.nted. 

Section 169 of the Revenue Act of 1936, which exempts 

common trust funds from tuxation as corporations, defines the term 

"common trust fund" us a fund mdnto.ined by a bank -

(1) Exclusively for thu collective investment and 

reinvestment of moneys contributed thereto by the bank in 

its capacity as a trustee, executor, administrator or 

gunrdian; and 

(2) In conformity with tho rules and regulations 

prevailing from time to time of the Board of GOVGrnors of 

the Federal Reserve System pertaining to the collective 
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investment of trust funds by nationnl bunks. 

lflbile the Board 1 s power to issue regulati or.s on this 

subject relates only to national bnnks, all banks and trust companies, 

national and State, member and nonmember, which desire to operate 

common trust funds must comply with the regulation if they desire to 

obtain the tax exemption granted by the Revenue Act of 1936. 

HISTORICAL BACKGROUND 

The original Federal Reserve Act of December 23, 1913, 

authorized the Federal Reserve Board to grant by special permit to 

nc,tional bc.nks applying therefor 1 when not in contravention of State 

or local law, the right to act as trustee, executor, administrator, 

or registrar of stocks and bonds, under such rules and regulations 

us the Board might prescribe. 

By subsequent cmendments, these powers WtJre broadened 

somewhat; certain regulatory provisions were inserted in the law; and 

it was mado clear that the exercise of trust powers by national banks 

should not be de0~ed to be in contravention of State or local law if 

tho exercise of such powers by Stnte corporations which competed with 

no.tionnl banks was authorized or permitted by State law. 

The purpose of Congress in granting trust powers to 

national eanks was to enable them to meet the competition of State 

lanks exercising trust powers; and thus to preserve the national bank 

system. This was considered particularly important in connection with 

tho enactment of the Federal Reserve Act, because the Act permitted 
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State bnnks and trust companies to became members of the Federal 

Reserve System and thereby to obtain not only the valuable privileges 

and benefits of membership but also the prestige of Federal supervision, 

which had previously been enjoyed solely by national banks. 

In sustaining the constitutionality of this grant of 

trust powers to national bunks, the Supreme Court of the United Stutes 

ruled that it was merely an incident to the right of Congress to 

establish national bunks and to preserve them from destructive 

competition. In this connection, the Court said: 

111 
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In accordance with this statement of the Supreme Court, 

the Board's regulations on this subject have always been formulated 

with a view of coordinating the exereise of trust powers by national 

banks with the provisions of State law regulating the exercise of such 

powers by State corporations. 

COLIECTIVE INVESTMENTS FORBIDDEN 

For many years the collective investment of trust funds 

was forbidden by the Board's regulation governing the exorcise of trust 

powers by national banks. Thus the very first regulation issued by the 

Board on this subject, under date of February 15, 1915, provided that, 

"The funds, securities and investments held in each trust shall be kept 

separate and distinct from the general funds and securities of the bank, 

and separate and distinct from ono enother." This of course was simply 

o. restatement of fundamental principles of State lew applicable general

ly to fiduciaries and Wf\S retained in the rogulntion with no substantial 

chnngo until 1936. 

While minor exceptions wore mado by rulings in 1921 and 

1928, first as to odd nmounts of trust funds not exceeding fifty dollars 

and later as to cash balances too small to be invusted separately t~ 

ndv::mtC~go, no ruling on this subjoct was published until March 1933 

and it w~~G not until 1936 thr:t tho Board modified tha regulation to 

tho extent of providing thet, when the co.sh balances to tho credit of 

certain trusts nre too smnll to bo invested separately to advantage, 

such small r.mounts mo.y bo invested collectively, provided: ( 1) That tho 
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bank owns no participntion in the securities in which such collective 

investments are made and has no interest in them except as trustee or 

other fiduciary, and (2) that such co~lective investments ~ro not 

prohibited by State law or by the instrument creating tho trust. 

THE MOVEMENT FOR COJYIMON TRUST FUNDS 

The suggestion that this provision should bo made much 

broader so that nntional banks could establish more elaborate common 

funds and use them on a much larger scale as a means of affording to 

113 

small trusts the advantages of wider diversification nnd more efficient 

o.nd economical administration, wr:-.s mo.do to tho Board by the Special 

Committee on Common Trust Funds ·when tho Beard was considering a 

general revision of its regulation governing the exorcise of trust 

powers by national bunks enrly in Jnnunry, 1936. After some discus-

sion, it was agreed that tho suggestion involved a major cho.ngo in 

policy which w·ould require lengthy invostigo.tion and a very thorough 

study and thnt it was not necessary to dclny tho revision of tho rogu-

lo.tion until this problem could be solved, especially in view of tho 

fact thet, oven if tho Board ht:\d grnntod such permission in its regula-

tion, no practical usc could be mndo of it until tho revenue laws were 

amended so as to oxotilpt such funds from taxation as corporations. 

It was understood, however, that tho promulgation of the 

1936 regulation would not preclude further consideration of this sub

ject by the Board at a later date and that your Special Comnnttoo would 

submit to tho Beard dofinito recommendations for a regulation which 
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would provide for the proper establishment and operation of such funds 

and adequate safeguards against their nbuse. 

In the Revenue Act of 1936, enacted on June 22, 1936, 

provision was made foT the exemption of common trust funds from taxation 

us corporations when they are maintained by banks in c0nformity with 

rules and regulations of the Reserve Board pertaining to the collective 

investment of trust funds by national banks. Congress apparently felt 

that the operation of common trust funds is such a departure from the 

usual rules of investing funds of individual trusts that it should not 
.. 

sanction the practice unless some Federal agency were charged with the 

responsibility of providing such regulatory safe guo. rds as may be o.dequate 

to prevent abuses. 

The tax problem having boon solved, the Special Committee 

of the Trust Divis ion appointed for this purpose undertook the formidable 

task of preparing for tho Boo.rd's considero.tion a report containing a 

thorough discussion of this subject and definite recommendations as'to 

safeguards which should be incorporated in any regulation authorizing 

tho operation of common trust funds by n~tiono.l banks. The Committee 

did an enormous amount of work and conferred with the members of the 

B•ard and its staff before it submitted a formal report containing its 

definite recommendations under date of December 14, 1936. 

After tho Board and its staff had made a thorough study 

of tho problem~ a tentative draft of the regulation wns sent tG the 

American Bankers Association, the twelve Federal Reserve banks~ all 
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of the Stnte supervisory authorities, end various other interested 

parties with n request thnt they give the Board tho benefit of their 

comments nnd suggestions. A large volume of replies was received 

o.nd it was found thnt opinions differed very widely not only as to 

the detailed provisions of tho proposed regulation, but also as to 

tho advisability of tho Board issuing any regulation on this subject. 

After the criticisms nnd suggestions hnd boon analyzed 

nnd studied and additiono.l conferences had boon held with tho members 

of tho Special Comrrdttoe of the Trust Division and other interested 

parties, n revised draft of the proposed regulation wns prepared and 

the Board promulgated tho now regulation to tnkc offoct on December 

31, 1937. 

THE FUNDAMENTAL PROBLEM 

11.5 

Tho most importnnt question to be decided in considering 

the advisability of issuing a regulation on this subject wus whether 

nntionul bnnks should be permitted to depart from tho long established 

principlt.l of trusteosb.ip vrhich requires o. trustee to koep tho assets 

of ouch trust separate and distinct from tho assets of other trusts. 

This urinciplo is not nn arbitrary or tochnicnl rule but,. 

like most principles of common lnw o.nd equity jurisprudence, is based 
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upon sound practical reasons. It is intended to insure that the 

affairs of eaoh trust will be administered solely with a yiew of 

accomplishing the objects of that trust and to prevent the interests 

of a trust from being complicated through joint investments with the 

rights of strangers or required to share in the losses of other funds. 

The Board could not permit national banks to depart 

from this prinoiple except to the extent permitted by State law, 

because it cannot authorize them to violate the State law; but several 

States had enacted statutes expressly authorizing the collective 

investment of the funds of various different trusts and the practice 

probably was lawful in most, if not all, of the States when authorized 

by the terms of the instrument creating the trust. 

In the final analysis, it appeared that the question 

whether the collective investment of the funds of various different 

trusts should be permitted was not a question of national policy to 

be decided by the Board of Governors of the FedGral Reserve System 

but a question which should be left to the decision of the various 

States and to the persons creating trusts, especially in view of 

~~6 
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the fact that the Supreme Court had stated that, 11 the general subject 

of regulating the character of business just referred to is peculiarly 

within State administrative control." 

Furthermore, if any question of national policy were 

involved, Congress had alrea~ given an indication of its view as 

to what such policy should be by incorporating in the Revenue Act 

of 1936 a special tax exemption to common trust funds maintained by 

banks solely for the purpose of investing funds held by them as 

trustees, executors, administrators or guardians. 

In the light of this Congressional action and in 

accordance with the policy adopted by Congress in authorizing the 

exercise of trust powers by national banks when the exercise of such 

powers by competing State corporations is authorized or permitted qy 

State law, the Board decided to permit national banks to invest the 

funds of various trusts hold by them collectively in common trust 

funds when such investments are authorized or permitted by the laws 

of the State in which the national bank is located. 

OTHER MAJOR PROBLEMS 

Congress, however, had granted the tax exemption only 

on condition that such common trust funds be operated in accordance 

with regulations prescribed by the Board, thereby placing upon the 

Board a definite responsibility to prescribe regulations upon this 

subject containing adequate safeguards against abuse. The Board 
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undertook to discharge this responsibility to such extent as seemed 

possible in view of the fact that common trust funds are a 

comparatively new development in this countr,y, there are only a few 

in operation, and our experience with them is very limited. 

In lieu of the ancient safeguard of requiring the funds 

of eaoh trust to be kept separate and distinct from the funds of every 

other trust in order that one trust might not be eompelled to share 

in losses which should be borne by another, the regulation contains 

provisions designed to guard against preferences and to provide for 

the pro rata distribution of all profits and losses on a fair and 

equitable basis. These are the provisions recommended by your Speeial 

Committee on Common Trust Funds which require periodic valuations of 

assets and permit the admission of participations to, or their 

withdrawal from, the common fund only on the valuation dates and on 

the basis of such valuations. 

In order to guard against the possibility that the funds 

of a trust might be invested collectively in a common fund when it was 

n~t suitable to the peculiar needs of that particular trust, reliance 

was placed upon the trust investment committee of the bank and no 

funds are permitted to be invested in a participation in a common 

trust fund without the approval of such committee. 
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LIMITATIONS ON AMOUNT 

Another major question was what limitation, if any, 

should be prescribed on the amount of the funds of any one trust 

which might be invested in a common trust fund. The replies to the 

Board's request for comments and suggestions on the tentative draft 

of the Tegulation disclosed a vast but not unexpected diversity of 

opinion on this question. They suggested amounts ranging all the 

way from $1,000 to $100,000, and a few suggested that there should 

be no limitation on the amount. 

The principal argument in favor of the common trust 
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fund was that it would afford to small trusts much better diversification 

of investments and more economical and efficient administration than 

can be afforded where the funds of each trust must be invested and 

administered separately. It had also been argued that the resulting 

efficiency and economy in administration would enable banks to afford 

expert trust services to many persons of small means who could not 

obtain such services if their funds had to be invested and administered 

separately. These arguments did not support the suggestion that there 

be no limitation on the amount of the funds of any one trust which 

might be invested in a common fund, Furthermore, there was a 

possibility that large participations by large trusts in the same 

common fund with small trusts might produce conflicts of interest. 
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In view of these considerations, it seemed advisable to 

prescribe some limit upon the amount of the funds of any one trust which 

could be invested in the common trust fund; and this limit was fixed at 

:;~25,000, which was the amount prescribed by the New York State law 

governing the operation of common trust funds. It had been represented 

that it was mora difficult to invest small funds in New York than in 

other parts of the country and 1 since the New York legislature had 

apparently decided that ~25,000 was a large enough amount of the funds of 

any one trust to be invested in a common trust fund in the State of 

New York, it seemed safe to assume that this amount was adequate for any 

part of the country. 

Provisions were also inserted in the regulation to the 

effect that no one trust shall own a participation exceeding 10 per cent 

of the connnon trust fund; that the amount investud by any such fund in 

the stocks, bonds or other obligations of any one person, firm, or 

corporation (excepting obligntions issued or guaranteed as to principal 

and intorost by the United Status}. shall not c;;xcood 10 per cent of the 

value of the entire fund; and that the fund shall not own more than 5 

per cent of the outstanding shares of stock of any corporation. 

INVl~STMENT THUST R1ST.iUCTION 

Much consideration was given to various restrictions 

designed to guard ag~inst the usc of common trust funds for purposes 

other than those for which they are intended and especially as devices 

for the sale of participations in securities to the public; but it was 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Z-79 

121 
- 14 -

found thnt most of the restrictions suggested f'or this purpose, such 

c.s a proposed 'restriction on the inclusion of funds of revocnble trusts, 

would unduly limit or hnmper the proper use of common trust funds. 

It was finally decided to denl with this problem by 

inserting the following provision in the regulntion: 

"The purpose of this section is to permit the use 
of Common Trust Funds, as defined in section 169 of the hevenue 
Act of 1936, for the investment of funds held for true fiducinry 
purposes; o.nd the operation of such Common Trust Funds us 
investment trusts for other thnn strictly fiduciary purposes 
is hereby prohibited. No bank administering a Common Trust 
Fund shall issue any document evidencing n direct or indirect 
interest in such Conunon Trust Fund in any form which purports 
to be nogotinble or assignable. The trust investment committee 
of n bank operating a Common Trust Fund shall not permit any 
funds of any trust to be invested in n Con~on Trust Fund if 
it has reason to believe thnt such trust was not created or is 
not being usod for bonn fide fiducio.ry purposes." 

This is believed to bo sufficient~ especially in viow of 

the fuct that tho Rovenue Act defines n common trust fund us a fund 

maintained by a bo.nk in conformity with the Bonrd 1 s ruguluti ons and 

exclusively for the collective investment and reinvestment of moneyG 

contributed thereto by such bunk in its capacity as n trustee., executor, 

administr(i.tor or guardit:m; nnd any use of a. common fund for any other 

purpose or o.ny wilful violation of the regulation would subject .tho 

entire fund to tc,xation as n corporation and probn.bly subject the 

bank to a surcharge in the amount of the bntiro tux. 
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MISCELLANEOlTS PROVISIONS 

In order to facilitate admissions to and withdrawals from 

a common trust fund, some provision had to be made for the maintenance 

of adequate liquidity. Your Committee suggested that the Board might 

require that at least 60 per cent of the value of a common trust fund 

should be maintained in cash and readily marketable securities. However, 

it appeared likely that a trust institution would maintain a considerably 

higher percentage of liquidity than that required in the regulation, in 

order to avoid the possibility of the commo:(l trust fund becoming frozen 

by falline; below the required percentage. There was also a possibility 

that, if too high a percentage of liquidity were required, the earnings 

of the common trust fund might be adversely affected. 

Accordingly, the regulation lays down the principle that 

any bank administering a common trust fund must maintain in cash and 

readily marketable securities such part of the assets of the common 

trust fund as shall be deemed by the bank to be nece§sary to provide 

adequately for the needs of participating trusts and to prevent inequities 

between such trusts. In addition to this general principle, the regulation 

requires that not less than 40 per cent of the value of the assets in a 

common trust fund shall be maintained in cash and readily marketable 

securities. 

It seems obvious that persons interested in trusts 

participating in a common trust fund should be advised of their rights 

and of the operations of the common fund. To this end, the regulation 

contains provisions requiring each common trust fund to be established and 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Z-79 123 
-16-

maintained under a written plan, that an annual audit be made of each such 

fund, and that copies of the plan and of the audit shall be furnished to 

interested parties upon request. 

Likowise, since a fiduciary is permitted to charge fees for 

the administration of each individual trust, a bank operating u common 

trust fund is not permitted to charge any additional foe for tho 

mana.gcment of the common trust fund. 

For equally obvious reasons, the regulation forbids the 

bank operating a common trust fund from investing any of its own funds 

in such co~non trust fund or having any selfish interest in the assets of 

such fund, und the operation of tho fund is mr..do subject to gonvral 

prohibitions against self dealing contained in other sections of the 

regulation. 

Although the provisions of the regulation applicable 

especially to common trust funds are contained in section 17 which is 

headed "Common Trust Funds", it must not be supposed thr:.t the provisions 

of this section nrc the only provisions of tho regulation which must be 

taken into account in this connection. On the contrary, the investment 

of the funds of any trust in a common trust fund are subject to all the 

other applicable provisions of tho regulation. 

FUNDAMENTAL PRINCIPLES 

It may be said by wny of summary that the provisions of 

tho regulation governing common trust funds are based upon the following 

fundamental conceptions: 
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1. That the advisability of banks operating common trust 

funds is a question of poli~y for the determination of the individual 

States in the diScharge of their responsibility for the regulation of 

the administration of trusts; 

2. That a common trust fund should not be used by banks 

as a device to engage in the sale of participations in securities to 

the public; 

3. That where an individual trust is of such size that 

its funds may be invested separately to advantage, it is preferable 

that such funds be invested separately rather than in a common trust 

fund; 
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4. That preferences between individual trusts participating 

in a common trust fund must bo avoided; 

5. That a bank administering a common trust fund should 

not have any selfish interest in the assets held in such fund; 

6. That persons having an interest in trusts participating 

in a common trust fund should be kept fully advised of tho rights of 

tho participating trusts and of the status of the participations of 

such trusts; and 

7. That banks administering common trust funds should not 

receive mnnagament foes or other additional compensation for the 

administration of such funds. 

SMALL FUNDS • 

Some ~f you may have wondered why a provision similar to 

that contained in the 1936 regulation for tho investment of cash balances too 
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small to be invested separately to advantage was retained in the new 

regulation which also permits the collective investment of trust funds 

on a muoh larger scale. This was done because it appeared that many 

banks would not be interested in the establishment or operation of 

common trust funds on any large scale but that the limited authority 

to make collective investments of small cash balances representing the 

odds and ends of various different trusts might be helpful to them and 

they should not be deprived of this privilege or have its exercise 

complicated by the elaborate machinery necessary to safeguard the 

establishment and operation of larger common trust funds designed for 

more general use. 

Some curiosity also seems to exist as to why the amount 

125 

of any one trust which might be invested in this smaller and simpler type 

of common trust fund was limited to $1 1 200. Several banks had complained 

tho.t the language of tho old regulation, "cash bo.lunces * * * too small 

to be invested separately to o.dvo.ntago", wo.s too vo.guo and that it should 

be made more specific. It appeared that, if the limit were fixed at 

$1,200, this would er~ble tho banks to invest odd amounts of eo.ch trust 

in such a fund until a particular trust had accumulated enough to 

withdraw its funds from the common fund, invest thom separately in a 

$1,000 bond, and pay, in addition to the face amount thereof, any 

necessary premium, accrued interest, commissions and othor incid~~tal 

costs. 
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CONCLUSION. 

It is hoped that the provisions of the regulation do not 

appear to be unduly long or complicated. However. it is feared that 
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the actual operation of common trust funds will involve many complications 

and considerable expense as a result of the practical difficulties 

necessarily inherent in the problem of handling collectively the 

investment of tho funds of many different trusts. 

These complications arc mentioned, not with a view of 

discouraging the establishmunt und operation of common trust funds, 

but with tho view of suggesting thr,t any trust institution contemplating 

the establishment of such a fund should first inform itsolf thoroughly 

not only of the legal requirements but also as to the prc~tical and 

accounting probl~s involved in the operation of such a fund and should 

carefully weigh the advantages and disadvantages both to tho trust 

institution and to the various trusts involved before reaehing a 

decision as to whether or not it will establish such a fund. In this 

connection it would be advisable to consult the operating officers of 

some of the trust institutions who have had experience in tho operation 

of such funds and who nrc familic.r with tho prc.ctico.l problems involved. 

In concluding those remarks~ I should like to make two 

statcmonts of a co.utiono.ry nature. 

The first is with reference to tax exemptions. Under tho 

Revenue Act of 1936, common trust funds arc entitled to tax exemption 
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only if they are operated in conformity with the Board's rules and 

regulations. Therefore, u bunk operating u common trust fund should 

be particularly careful to conform to the requirements of the regulation 

in order that the tux exemption mny not be forfeited and the trust 

institution possibly surcharged for the resulting costs to the 

participating trusts. 

Lastly but most important of all, those interested in 

the development of the common trust funds should do everything in 

their powor to see that each such fund is properly and prudently 

operated. I know of nobody better situated or better equipped to 

undertnke the tusk of safeguarding this development than the Trust 

Division of the American Bunkers Associc.tion; and I o.m confident that 

the Board of Governors and other supervisory authorities oo.n rely upon 

their cooperation and assistance to this end. 
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