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(c) * * *
(6) For purposes of paragraph (c)(5) of

this section, a transfer of assets will not
be treated as resulting in a
diversification of the transferors’
interests if each transferor transfers a
diversified portfolio of assets. For
purposes of this paragraph, a portfolio
of assets is diversified if it satisfies
section 368(a)(2)(F)(ii), applying the
relevant provisions of section
368(a)(2)(F), except that, in applying
section 368(a)(2)(F)(iv), Government
securities are included in determining
total assets, unless the Government
securities are acquired to meet section
368(a)(2)(F)(ii).
* * * * *
Margaret Milner Richardson,
Commissioner of Internal Revenue.
[FR Doc. 95–19449 Filed 8–9–95; 8:45 am]
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SUPPLEMENTARY INFORMATION:

Background

This document proposes amendments
to the Income Tax Regulations (26 CFR
part 1) under section 584 of the Internal
Revenue Code of 1986 relating to
common trust funds.

A common trust fund is an
investment vehicle set up by a bank in
the form of a state-law trust. The
investors in a common trust fund,
referred to as participants, are trusts and
certain other accounts for which the
bank acts as a fiduciary.

Section 584(b) provides that a
common trust fund is not subject to
taxation. Instead, each participant that
invests in the common trust fund
includes its proportionate share of the
common trust fund’s income or loss on
its own return.

Under section 584(e), the contribution
of property to a common trust fund is
a taxable event to the contributing
participant. This provision was added to
section 584(e) by the Tax Reform Act of
1976 and was intended to prevent
participants from using a common trust
fund to diversify their portfolios tax-
free. Accordingly, the legislative history
to the 1976 amendment indicates that
mergers or divisions of common trust
funds will continue to be tax-free as
long as the combining or dividing funds
have portfolios that are diversified
within the meaning of the corporate
merger rules. S. Rep. No. 938, pt. 2, 94th
Cong., 2d Sess. 48 (1976), 1976–3 (Vol.
3) C.B. 643, 690. The diversification test
for corporate mergers, section
368(a)(2)(F)(ii), was enacted in 1976 as
part of the same legislation.

Section 1.584–4(a), promulgated in
1984 and based on the 1976
amendment, provides that the transfer
of a participating interest as a result of
the combination of two or more
common trust funds, or the division of
a single common trust fund, is not
considered an admission or a
withdrawal if the combining, dividing,
and resulting funds have diversified
portfolios within the meaning of section
368(a)(2)(F)(ii).

Under section 368(a)(2)(F)(ii), a
corporation has a diversified portfolio if
not more than 25 percent of the value
of its total assets is invested in the stock
and securities of any one issuer and not
more than 50 percent of the value of its
total assets is invested in the stock and
securities of five or fewer issuers. For
purposes of the section 368(a)(2)(F)(ii)
test, all members of a controlled group
of corporations (within the meaning of
section 1563(a)) shall be treated as one
issuer. Also, a person holding stock in
a regulated investment company, real
estate investment trust, or other
investment company (as defined by
section 368(a)(2)(F)(iii)) that meets the
requirements of section 368(a)(2)(F)(ii)
shall be treated as holding its
proportionate share of the assets held by
the company. Section 368(a)(2)(F)(iv)
provides that in determining total

assets, certain assets shall be excluded,
including cash and cash items
(including receivables), Government
securities, and assets acquired to meet
section 368(a)(2)(F)(ii) or to cease to be
an investment company. Section
368(a)(2)(F)(v) provides that section
368(a)(2)(F) shall not apply if the stock
of each investment company is owned
substantially by the same persons in the
same proportions. Section
368(a)(2)(F)(vii) defines securities for
purposes of clauses (ii) and (iii) of
section 368(a)(2)(F).

Reasons for Change
Excluding Government securities

from a common trust fund’s total assets
pursuant to section 368(a)(2)(F)(iv)
could inappropriately cause a fund with
investments in Government securities to
fail to be diversified under section
368(a)(2)(F)(ii). For example, if 95
percent of a common trust fund’s assets
are invested in Government securities
and five percent are invested in the
stock of corporation X, only five percent
of the fund’s total assets (that is, only
the X stock) would be included in total
assets in applying section
368(a)(2)(F)(ii). As a result, the X stock
would be treated as constituting 100
percent of the common trust fund’s
assets and the fund would not satisfy
the 25 and 50 percent test of section
368(a)(2)(F)(ii). Because excluding
Government securities from a common
trust fund’s total assets could cause a
fund with investments in Government
securities to fail to be diversified under
section 368(a)(2)(F)(ii), common trust
funds might be discouraged from
investing in Government securities.

Explanation of Provisions
Under the proposed amendment to

§ 1.584–4(a), the diversification test
applied to a common trust fund at the
time of a merger or division will
continue to be section 368(a)(2)(F)(ii).
However, the test is modified so that
Government securities are now counted
in determining a fund’s total assets,
unless the Government securities are
acquired to meet section 368(a)(2)(F)(ii).

For purposes of § 1.584–4(a), relevant
provisions of section 368(a)(2)(F) will
apply to the section 368(a)(2)(F)(ii) test.
Those provisions include the controlled
group and look-through rules found in
clause (ii) (members of a controlled
group of corporations are considered as
one issuer and persons holding stock in
certain investment companies are
treated as holding a proportionate share
of the investment company’s assets), the
common ownership rule found in clause
(v) (diversification will not be
considered to occur if the interests in


