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1. Background to Trust Law and Taxation 

1.1. A Few Words on Terminology (and Parentheses) 
The term “grantor” trust is, in my opinion, somewhat misleading. All trusts have grantors, also referred to 
as a settlor, creator, (less commonly) a trustor, or (for purposes of this article) Uncle Bill. In fact, the 
existence of a grantor is one of the prerequisites of trust themselves. Nevertheless, the IRS in its infinite 
administrative wisdom has long divided trusts into one of three categories: the grantor trust, the 
nongrantor trust, and the charitable trust. 

In this article, we will look first at the most basic definitions that shape the trust law, and then we will take 
a deep dive into the Internal Revenue Code (the “Code”) to determine whether a trust should be treated 
and taxed as a grantor trust.  Along the way, we will use examples to shed a light on areas of the law that 
otherwise might be deemed “esoteric” or “boring” or “drool-inducing,” lest you, dear reader, lose interest 
or the desire to carry on.  Sally forth, and Briefly Taxing shall sally with you.1 

1.2. What is a Trust? 
At its most basic, a trust is a relationship between three parties—the grantor, the trustee, and the 
beneficiary. It is an entity created and governed under the law of the state in which it was formed. The 
relationship is “fiduciary” in nature. For your Latin lesson of the day, “fiduciary” is derived from the verb 
fido, which means to trust in or give confidence to. (And yes, this is also the derivation of the once-common 
dog’s name Fido.) Thus, a fiduciary relationship is one in which a party places a special trust, confidence, 
and reliance in another party. The trusted party, in turn, has a “fiduciary duty” to that party and the party’s 
beneficiaries.  

In the context of a trust, a fiduciary relationship is created between the grantor, the trustee, and at least 
one beneficiary for a stated purpose. Trust may be created during the grantor’s life (referred to as an “inter 
vivos” trust) or at the grantor’s death through his or her will (a “testamentary” trust). A trust may be 
revocable, meaning that the grantor may amend, modify, or even revoke (terminate) the trust at any time. 
An irrevocable trust, on the other hand, may not be modified, amended, or revoked after it is created, 
except in limited circumstances. A grantor trust may either be revocable or irrevocable. If the grantor trust 
is irrevocable, the grantor may retain only a limited number of rights with regard to the trust. 
Notwithstanding the limited number, these retained rights—as we will discuss below—can be very 
powerful. 

A trust may be “simple” or “complex.” A simple trust is required to distribute all income on an annual basis 
and cannot distribute the principal (also referred to as the “corpus,” though not in this article, because 
corpus, in Latin, means body, from which the words “corpse” and “corpuscularianism” are derived…and the 
last thing we want is to bring up the image of a cadaver within a grantor trust or to make our dear readers 
minds drift to the seventeenth century theory that explains natural transformations based on the result of 
the interaction of particles, or posits that the introduction of mercury could result in the alchemical 
transmutation of base metals into gold) of the trust or make charitable contributions. A complex trust is 
defined in the negative as being any trust that is not simple. Grantor trusts are neither simple nor complex 
but are instead creatures of the Internal Revenue Code (the “Code”). 

 
1 Generally, sally is a noun or, in this case, an intransitive verb and is derived from the Middle French saillie, itself derived from the 
Old French, saillir, meaning to rush forward, itself derived from the Latin verb salire, meaning “to leap.”  Now you know…and now 
you also know what to expect from the footnotes in the rest of the article… Don’t say you weren’t warned. 



1.3. Who is the Grantor of a Trust? 
The grantor creates the trust relationship, and generally he or she is the owner of the assets that are initially 
contributed to the trust. Most commonly, the grantor establishes the terms and provisions of the trust 
relationship between the grantor, himself, the trustee, and any beneficiary within a written trust 
instrument. 

1.4. What Purpose does the Trust Instrument serve? 
The actual trust instrument generally sets forth the rights, powers, and duties of the grantor and the 
trustee—including the powers to amend, modify, revoke, or terminate the trust; the distribution provisions 
regarding the assets of the trust; the designation of an initial trustee and terms for the selection of 
successor trustees; and a statement designating the “situs” of the trust, which is a fancy way of saying a 
designation of the state under which the terms of the trust agreement are to be governed. In a sense, the 
trust instrument is a contract between the three parties (grantor, trustee, and beneficiary), which governs 
the rights and obligations of all parties thereto. 

1.5. What is a Trustee? 
The trustee may be an individual or a “corporate trustee.” When assets are contributed to the trust, the 
trustee takes legal title to those assets and must administer the trust in its assets on behalf of the 
beneficiaries in accordance with the terms of the trust instrument. As a fiduciary, the trustee is charged 
with the duty to act for the benefit and in the best interest of the beneficiary or classes of beneficiaries, 
which may even include the grantor. The grantor can, and in many cases does, serve as the initial trustee 
of the trust. 

1.6. Grantor Trusts, in a Nutshell 
The term “grantor trust” is used in the Code to describe any trust over which the grantor (or another owner) 
retains the power to control or direct the trust’s income or assets. Because the grantor (or other owner) 
retains certain powers over or benefits in a trust, any income generated by the assets of the trust will be 
taxed to the grantor rather than to the trust. A grantor can be taxed on the income or principal of a trust, 
or both. If the grantor is treated as the owner of only part of the trust, the grantor will be taxed on the 
income from that part of the trust, and the rest of the income will be taxed according to the regular rules 
regarding the income taxation of trusts and estates.2  

With regard to revocable trusts—since the grantor has the ability to amend, modify, or revoke the trust—
these trusts will always be grantor trusts. An irrevocable trust, on the other hand, can be treated as a 
grantor trust under certain conditions all of which are found in the “grantor trust’s” contained in IRC §§ 671 
through 678. If the trust satisfies any of these conditions, then the grantor is treated as the owner of the 
trust’s assets, and the trust is disregarded as a separate tax entity so that all income is taxed to the grantor. 

1.7. Income Taxation of Trusts 
The rules related to the taxation of all trusts are contained in subchapter J of the Code, which encompasses 
IRC §§ 641 through 692. All trusts (except grantor trusts in certain circumstances, as discussed below) must 
file a Form 1041 in any year where the trust has at least $600 in income, or the trust has a nonresident 
alien beneficiary. The Form 1041 is an income tax return used by estates and trusts to report their income 
and pay taxes thereon. Because, as mentioned above, all of a grantor trust’s income is taxed to the grantor, 
no Form 1041 is necessary for grantor trust—provided that the individual grantor reports all income and 
expenses on his own Federal income tax return (e.g., a Form 1040).  

 
2 Treas. Reg. § 1.671-2(d). 



In most respects, a trust computes its taxable income and deductions in much the same way as an individual 
taxpayer. To this end, a trust is generally allowed most of the same credits and deductions an individual 
would be allowed. Similarly, if a deduction is not allowed for an individual, it will not be allowed for a trust 
(e.g., personal living expenses, recreational expenses cost of a child’s education, depreciation of a personal 
residence, etc.). Like a partnership, trusts are required to prepare Schedules K-1 for its beneficiaries, 
disclosing any amounts distributed by the trust to such beneficiaries. As with distributions from a 
partnership disclosed on a Schedule K-1, a beneficiary is required to pick up and report such distributions 
as income on the beneficiary’s Federal income tax return. 

Like individuals, trusts (other than simple ones) may make charitable contributions and made the 
corresponding deductions. Such charitable deductions must meet similar rules to those deductions that 
apply to individuals, except that the percentage limitations in IRC § 170 do not apply to trusts.3 It should be 
noted, however, that a charitable contribution made to a grantor trust will be aggregated with the grantor’s 
other charitable contributions to determine their deductibility under the limitations of IRC § 170(b)(1).4  

One important difference to note between individual income taxes and trust income taxes is that the 
marginal tax rate for trusts graduates much more quickly than for individuals. Thus, a trust with only 
$13,050 in income will pay the top marginal rate ($3,146 plus 37% of the excess over $13,050). In contrast, 
an individual will only hit the top tax bracket (as of the writing of this article) when the individual has income 
of $523,601 or more ($628,301 for married individuals). Thus, grantor trusts offer significant advantages 
vis-à-vis the marginal tax rate because the income of the trust would be taxed at the grantor’s individual 
marginal tax rate, which in many cases will be less than the trust’s marginal tax rate. 

1.8. Gift Taxation of Trusts 
For purposes of the Federal gift tax, contributing assets to a trust may or may not require the filing of a 
Form 709 (Gift Tax Return). For gift tax purposes, a gift is complete (and gift tax is due) only when the donor 
(the person making the gift) has “irrevocably parted with dominion and control” over all or part of the 
transferred property—whether directly or indirectly—thereby leaving the donor without the power to 
change its disposition (whether for the benefit of the donor or for the benefit of others). Thus, for 
irrevocable (non-grantor) trusts, a gift is complete once the contribution is made to the trust, and gift taxes 
are due at the time of the contribution. 

With respect to irrevocable inter vivos trusts, however, a gift tax return would generally be due, because 
the gift (the contribution of property to the trust) is “complete.” Similarly, testamentary trusts are subject 
to estate and gift tax rules and filing requirements. 

 
3 Depending on the donee organization, an individual’s deduction for charitable contributions is limited to 50 percent or 30 percent 
of the taxpayer's contribution base. An individual's contribution base is the adjusted gross income (AGI) computed without regard 
to any net operating loss carryback.  
 
Organizations subject to the 50 percent limitation for individuals are those described in IRC 170(b)(1)(A)(i) through (viii), which 
include churches, schools, hospitals, university endowment foundations, publicly supported organizations, and governmental units. 
Other organizations subject to this limitation are IRC 509(a)(2) and (3) organizations, private operating foundations, and private 
nonoperating foundations described in IRC 170(b)(1)(E)(ii) and (iii). The 50 percent limitation also applies to cooperative hospital 
service organizations and cooperative service organizations of operating educational organizations described in IRC 501(e) and (f).  
 
The 30 percent limitation on the contribution deduction applies to IRC 501(c)(3) private foundations except those described above, 
and all IRC 170(c) organizations other than IRC 170(c)(1) and 170(c)(2). 
4 See Treas. Reg. § 1.671-2(c). 



If the trust is a grantor trust, generally no gift tax would be due the donor contributes property to the trust. 
This is so, because there is no completed gift due to the grantor’s retained powers over the assets. Thus, a 
grantor’s contribution of assets to a grantor trust amounts to a transfer of wealth that is not subject to gift 
tax during the grantor’s life. 

  



2. Grantor Trusts – A Deep Dive 

2.1. Types of Grantor Trusts 
There are innumerable types of grantor trusts that can be created for tax and estate planning purposes, 
but for the purposes of this article, we’ll limit the discussion to three specific ones.  

The simplest of these grantor trusts is the revocable living (inter vivos simply means “during life”) trust, 
which is created by a grantor during his life. because the grantor retains the ability to revoke the trust 
during his life, the assets of the trust will be included in the grantor’s estate at his death under IRC § 2038. 

A “grantor retained annuity trust” or “GRAT” is a type of irrevocable trust that allows the grantor to draw 
income during the grantor’s life. once the grantor dies, or the annuitization period ends, any remaining 
assets in the trust are passed to its beneficiaries.  

An intentionally defective grantor trust (“IDGT”) is another type of revocable trust, which treats the grantor 
as the owner of the assets for income tax purposes, but not for estate tax purposes. Thus, the grantor will 
pay income tax on income generated by the trust’s assets during his life, but the assets will exist separately 
from his estate when he passes away. IDGTs are used to help minimize estate and gift tax liability. Although 
the trust is irrevocable, because an IDGT is a grantor trust (meaning that the grantor has retained certain 
powers over the disposition of the assets), it is often more “flexible” than even a revocable inter vivos trust, 
and the estate tax savings offer an even greater benefit to that of a revocable inter vivos trust. 

2.2. Uses of Grantor Trusts 
Ironically, the grantor trust rules were first developed in the late 1960s in an effort to curb the “abusive” 
use of trusts to shift income into lower tax brackets. Because the individual and trust tax rates graduated 
at the same rate, wealthy individuals could set up multiple smaller trusts and avoid the higher individual 
rates. Many such trusts reverted back to the grantor, and so the tax savings potential was substantial. Thus, 
the grantor trust rules were developed to trace the income generated by the assets back to the grantor. In 
1986, however, the marginal tax rates for trusts were substantially compressed to the present levels. 

Though no longer used to shift income into lower tax brackets, the grantor rules continue to apply. 
Somewhere along the way (probably even before the 1986 changes came into effect), tax and estate 
planners saw the opportunity to utilize grantor trusts to their clients’ advantage. For instance, revocable 
grantor trusts can be used to avoid probate. Because legal title to the grantor/decedent’s property was 
either placed in trust or transfers to the trust at the grantor’s death, no probate assets (or at least very few) 
remain to go through the probate process, which is simply the legal process to transfer title of a decedent’s 
assets. 

Aside from avoiding probate, grantor trusts are most often used nowadays in the context of intra-family 
planning as a technique to avoid the compressed tax bracket applicable to trusts. Instead of contributing 
an asset to a trust and reaching the top marginal tax bracket very quickly, donors may still utilize the asset 
protection and management advantages of a trust but may structure such trust so that the trust’s income 
will be taxed to the grantor (or even, in some cases, to the beneficiary) if the marginal tax rate applicable 
to the grantor (or beneficiary) is lower than that of the trust, as it often will be. 

Grantor trusts also utilize the concept of “leveraged” gifts. If a grantor creates a trust for the benefit of a 
beneficiary, and if the beneficiary and trust do not have to pay tax on the income derived from the assets 
contributed to the trust, it is as if the grantor is providing an additional gift each year that the grantor pays 
taxes on the trust’s income. If the income accumulates within the trust, and such income is ultimately 



distributable to the beneficiary, such income will be distributed tax free to the beneficiary—without the 
beneficiary ever having paid taxes on the income. 

Finally, because the IRS treats a grantor trust as a “look through” entity, a grantor trust may hold stock of 
an S corporation (as if the grantor held the stock directly). Even though for tax purposes the grantor is 
treated as holding stock directly, for asset protection purposes the stock is titled in the name of the trust. 
Thus, in the event that the grantor/shareholder is sued, divorces, files bankruptcy, or becomes part of a 
guardianship proceeding, the stock is essentially insulated and protected from such legal proceedings. 

There are a number of other uses for grantor trusts, such as Medicaid and long-term care planning, and we 
may write about these in a separate article. However, for purposes of this article, we did not want to get 
too far into the weeds on how to use a grantor trust; rather we wanted to focus mainly on when a trust will 
be considered to be a grantor trust. 

2.3. So, Who’s the Grantor? 
The threshold question we must first explore is deceptively simple: Who is the Grantor?  Like most 
questions in tax law, the answer is not so very straightforward.  

The term “grantor” is not defined in the Code. Instead, we must look to the Treasury Regulations for the 
definition of this rather critical term. Specifically, Treas. Reg. § 1.671-2(e) provides that a grantor includes 
any person to the extent such person either creates a trust, or directly or indirectly makes a gratuitous 
transfer of property (including cash) to a trust. A “gratuitous transfer” is any transfer other than one made 
in consideration for fair market value. Thus, if Uncle Bill creates a trust, contributes property to it, and does 
not receive fair market value consideration for the contribution of property to the trust, such transfer will 
be considered “gratuitous.” 

If a person creates or funds a trust on behalf of another person, both persons will be treated as grantors of 
the trust. However, a person who creates a trust but makes no gratuitous transfers to the trust is not 
treated as an owner (grantor) the trust (or any portion thereof) under the grantor trust rules (IRC §§ 671-
678). Finally, a person, who funds a trust with an amount that is directly reimbursed to such person within 
a reasonable period of time and who makes no other transfers to the trust that constitute gratuitous 
transfers, is not treated as a Grantor. 

Example: Uncle Bill creates a trust for the benefit of dear Aunt Ethel, his wife, and funds it with the 
proceeds from selling his controlling share of German ostrich farm (Riesenvögel, A.G., which, 
translated loosely, means “Big Ass Birds, Incorporated”). Both Bill and Ethel would be considered 
grantors of the trust. If Bill creates a trust for the benefit of Aunt Ethel, but the sale of Riesenvögel 
fell through at the last minute (due to an unfortunate translation error and a group of “sensitive” 
Austrian hedge fund managers), and the trust is not funded, then neither Bill nor Ethel will be 
considered grantors of the trust. Finally, if Bill funds Ethel’s trust with a loan, which the trust pays 
back to Bill within a year, then Bill will not be treated as the trust’s grantor. 

Attribution rules apply to grantor trusts. Thus, under IRC § 672(e), Uncle Bill is treated as holding any power 
or interest that Aunt Ethel holds. Specifically, a grantor will be treated as holding any power or interest held 
by (a) any individual who was the spouse of the grantor at the time of the creation of such power or interest; 
or (b) any individual who became the spouse of the grantor after the creation of such power or interest, 
but only with respect to periods after such individual became the spouse of the grantor.5 An individual, who 

 
5 IRC § 672(e)(1)(A)-(B). 



is legally separated from his spouse under a decree of divorce or an order of separate maintenance, shall 
not be considered as married for purposes of the grantor trust rules.6 Much has been written about the 
spousal attribution rules. 

This attribution rule was enacted in 1986 to curb the use of “spousal remainder trusts,” which were trusts 
that paid income to a beneficiary (such as the Grantor’s child) for a term of years and then, at the end of 
the term, the remainder would pass to the Grantor’s spouse. Although, as discussed below, if Uncle Bill 
personally held the remainder interest (a reversionary interest), the trust would be considered a grantor 
trust under IRC § 673; however, if Ethel held the interest, under the pre-1986 rules, the trust would not 
have been treated as a grantor trust. As a result of the 1986 changes to the Code, under IRC § 673, Bill will 
be treated as the owner of any portion of a trust in which he has a reversionary interest in either the 
principal or the income if, at the time of the transfer to the trust, the reversionary interest has a value 
exceeding 5% of the value of the portion that may revert. Applying IRC § 672(e)(1)(A), if Ethel has a 
remainder interest in the trust that exceeds 5% of the value of the trust at the time of the transfer to the 
trust, Bill will be treated as the owner of the trust. 

2.4. The Underlying Principle (and a Stretched Pinocchio7 Metaphor) 
Funding a trust is only the first step on the path of becoming a grantor. The “principle underlying” the 
grantor trust rules is that, in general, the income of a trust, over which the grantor (or another person) has 
retained substantial dominion or control, should be taxed to the grantor (or the other person) rather than 
to the trust that receives the income or to the beneficiary to whom the income may be distributed.8 
Because “substantial retained dominion or control” does not flow mellifluously off of one’s tongue, these 
retained rights are often simply referred to as “strings.”  

Using a marionette-qua-trust as a metaphor, these strings in the puppeteer’s (Grantor’s) hands allow 
Geppetto to manipulate the marionette (the trust and its assets) in a number of ways.9 To stretch the 
metaphor to its outer limits, sometimes Geppetto will craft the marionette, but the puppeteer will let one 
of the audience members pull Pinocchio’s strings. In this case, the audience member (generally a trust 
beneficiary) will be treated as the owner (grantor) of the trust.10 

So, what are these strings?  

  

 
6 IRC § 672(e)(2). 
7 Which, is a great mental image in and of itself… 
8 Treas. Reg. § 1.671-2(b). 
9 See IRC §§ 673-677. 
10 See IRC § 678. 

https://www.actec.org/assets/1/6/Notice_2018-37_Comments_on_guidance_in_connection_with_the_Repeal_of_Section_682.pdf


3. The Retained Interests (Pinocchio’s Strings) 
Uncle Bill will be deemed to have retained substantial dominion or control (to hold the trust’s strings) under 
five specific circumstances contained in IRC § 673 through IRC § 677. As such, Bill’s trust will be treated as 
a grantor trust under the Code if any of the following apply: 

• Bill holds a reversionary interest in the assets of the trust;11 

• Bill controls the beneficial enjoyment of the assets of the trust or its income;12 

• Bill retains certain administrative powers over the trust;13 

• Bill retains the power to alter, amend, modify, terminate, or “revoke” the trust;14 or 

• Bill receives distributions from the trust.15 

Before we discuss Pinocchio’s five strings, we need to first define certain terms that are used in IRC § 673 
through IRC § 677 when discussing retained interests. 

3.1. Grantor Trust Definitions and Rules in a Nutshell 
IRC § 672 provides the rules and definitions that are used throughout the rest of the grantor trust sections 
of the Code. IRC §§ 672(a)-(c) define the key terms “adverse party,” “nonadverse party,” and “related or 
subordinate party.” The rules describing when conditions precedent must be satisfied to exercise a 
beneficial (economic) interest are found in IRC § 672(d). Important rules addressing the role of the grantor’s 
spouse are described in IRC § 672(e). Finally, rules addressing grantor trusts with domestic beneficiaries 
and foreign grantors are found in IRC § 672(f). 

3.1.1. Adverse and Nonadverse Parties 
The presence of an “adverse party” in the trust may insulate the trust from grantor trust treatment if a 
power of the grantor may be exercised only in conjunction with or with the consent of this adverse party. 
On the flip side of this adverse party coin, if a nonadverse party holds certain powers over a trust (including 
the power to give consent)—even if the grantor does not hold such power—the grantor may be treated as 
the owner of the trust. It is the party’s interest in the trust that we care about.  

It should be noted that, under the Code, it is not enough that Uncle Bill and Cousin Elmer’s relationship has 
soured (to the point that Bill symbolically spits at the feet of anyone who even mentions Elmer’s name in his 
earshot) subsequent to the creation of the trust of which Bill is the grantor and Elmer is a beneficiary. 
Elmer’s beneficial (economic) interest in the trust must be adverse to an exercisable power held by Bill. 

At its most basic, an “adverse party” is a person with a “substantial beneficial interest” in the trust, which 
economic interest would be adversely affected by the exercise or non-exercise of the power that the party 
possesses over the trust.16 Rather unhelpfully, the Treasury Regulations define “substantial beneficial 
interest” as an interest in the trust, the value of which, in relation to the total value of the trust property 
subject to the power, is “not insignificant.”17  

Thanks for nothing, guys. This is about as helpful as a “Mind the Gap” sign to Stevie Wonder, and 
has the same definitional quality as the picture of “Me and Daddy” I have in my office that was 

 
11 IRC § 673. 
12 IRC § 674. 
13 IRC § 675. 
14 IRC § 676. 
15 IRC § 677 
16 IRC § 671(a); Treas. Reg. § 1.672(a)-1(a). 
17 Treas. Reg. § 1.672(a)-1(a). 



scrawled by my three-year-old son on a sheet of printer paper in red crayon before his fine motor 
skills had yet caught up with his creativity. You had one job, Treasury. One job.  

Forshame.  

As you can imagine, numerous cases have turned on what “not insignificant” means. Generally, the courts 
have held that where the beneficiary’s interest is wholly discretionary (meaning that making distributions 
is left up to the judgment of the trustee), the beneficiary likely does not have a substantial beneficial 
interest.18 Similarly, where the interest of the beneficiary is contingent (and this contingency is remote 
enough), the interest is not substantial.19 Remoteness, like significance and pornography,20 is in the eye of 
the beholder (or the purview of the courts, as it were). 

On the obverse side of the coin, a “nonadverse” party is defined simply as a party, who is not an adverse 
party.21 The Treasury regulations provide that attribution rules (such as those found in IRC § 318) do not 
apply to “attribute” adversity to a related party. Thus, even if Elmer’s interest in the Bill’s trust were actually 
adverse to Bill’s interests, Elmer’s common law wife Lou Anne would not be considered an adverse party—
no matter how much the black eye she gave to Bill two Thanksgivings ago to “protect Elmer’s honor” might 
suggest otherwise. (For those who have followed Briefly Taxing’s accounts of Bill’s life, this Thanksgiving, 
was two years subsequent to the infamous “turkey leg incident,” in which it was Aunt Ethel dealing the coup-
de-grace to Bill’s right eye.) 

Critically, a trustee is not an adverse party merely because of his interest as trustee.22 If, however, the 
trustee also has the power to distribute income or principal to himself (thereby making the trustee an 
income beneficiary), then the trustee would be an adverse party to the grantor (assuming that the trustee 
and grantor are not the same person, as is the case with most revocable trusts).23 Having a right to 
reasonable fees or commissions as a fiduciary does not, itself, convey a beneficial interest in the trust to 
the trustee.24 

Example: Uncle Bill creates a trust and names Aunt Ethel’s jailbird step-nephew Jim-Bob as trustee 
(for some unknown reason). The trust provides that the Jim-Bob has the power to distribute all of 
the income and principal of the trust to himself. This would, clearly, make Jim-Bob adverse to Bill, 
the grantor of the Trust.25 Alternatively, if the trust provided Jim-Bob with purely administrative 
powers and did not bestow upon the convicted felon discretion with respect to the beneficial 
interests in the trust, Jim-Bob will not be considered an adverse party—even if Jim-Bob were also 
a beneficiary of the trust. Still, one questions the motives and wisdom behind choosing Jim-Bob, 
whose notoriety for poor decisions is not a well-kept secret in the family, for a task more complex 

 
18 Holt v. United States, 669 F. Supp. 751 (W.D. Va. 1987), aff’d, 842 F.2d 1291 (4th Cir. 1988); Barker v. Commissioner, 25 T.C. 1230 
(1956); Chase National Bank v. Commissioner, 225 F.2d 621 (8th Cir. 1955). 
19 Id. 
20 See Jacobellis v. Ohio, 378 U.S. 184, 197 (1964) (J. Stewart concurring). Jacobellis is a Supreme Court decision handed down in 
1964 involving whether the state of Ohio could, consistent with the First Amendment, ban the showing of the Louis Malle film The 
Lovers (Les Amants), which the state had deemed obscene and pornographic. Not venturing an attempt to define “pornography,” 
Justice Potter Steward stated only “I know it when I see it, and the motion picture involved in this case is not that.” 
21 IRC § 671(b); Treas. Reg. § 1.672(b)-1. 
22 Treas. Reg. § 1.672(a)-1(a). 
23 Treas. Reg. § 1.672(a)-1(b). 
24 Reg. 1.672(a)-1(a); Reinecke v. Smith, 289 U.S. 172 (1933); Duffy v. United States, 487 F.2d 282 (6th Cir. 1973), cert. denied, 416 
U.S. 938 (1974). 
25 See Estate of Paxton v. Commissioner, T.C. Memo. 1982-464. 
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than working on a line assembling squirrel feeders, a job from which he was fired no less than three 
times for gross incompetence. 

Under most circumstances, a beneficiary will be an adverse party to an economic interest held by the 
grantor (such as the right to distributions or a reversionary interest in the principal of the trust).26 If, 
however, the beneficiary’s right to share in the income or principal of a trust is limited to only a part, he 
may be an adverse party only as to that part.27  

Example: Uncle Bill creates a trust, with his children Leroy, Jethro, Jedediah, and Jennie as equal 
income beneficiaries. Bill cannot revoke the trust without Jennie’s consent, after all, she is the only 
one of his brood with half an ounce of sense. Bill would be treated as the Grantor of the trust only 
as to three-fourths of the trust (his idiot boys’ shares). Items of income, deduction, and credit 
attributable to that three-fourth portion of the trust will be included in determining Uncle Bill’s 
income tax (if he actually files this year). 

The interest of a beneficiary entitled to only the ordinary income of a trust may or may not be adverse with 
respect to the grantor’s exercise of a power over principal.28  

Example: Uncle Bill creates a trust payable to Jennie for life, with a power to Jennie to appoint the 
principal to Bill either during his life or through Jennie’s will. Assuming that Jennie’s power of 
appointment is not a “general” power of appointment, as defined by IRC § 2041(b)(1), Jennie’s 
interest in the trust is adverse to Bill during his life, but is not adverse to Bill (with respect to the 
return of the principal) after Jennie’s death. Stated differently, Jennie’s interest is adverse only as 
to ordinary income of the trust. Her interest is not adverse as to income allocable to the principal 
of the trust, such as capital gains. Assuming that Bill has retained no other strings (under IRC § 674, 
IRC § 676, or IRC § 677), Bill would not be taxed on the ordinary income of the trust, but he would 
be taxed (under IRC § 677) on the income allocable to the trust’s principal since Jennie has the 
discretion to accumulate such principal-related income for a future distribution to Bill.  

The interest of a remainderman is adverse to the exercise of any power over the principal of a trust, but 
not to the exercise of a power over any income interest preceding his remainder.29  

Example: Uncle Bill creates a trust which provides for income to be distributed to Jennie for 10 
years and then for the principal to go to Jethro, if he is then living and not incarcerated (the prior 
condition being far more likely than the latter, given Jethro’s track record with “the law”). Bill also 
gives Jethro a power to revest the principal of the trust in Bill. This power to revest, which is 
exercisable only by Jethro, makes Jethro an adverse party. It should be noted, however, that if Bill, 
instead, gave Jethro a power only to distribute part or all of the ordinary income of the trust to Bill, 
Jethro may or may not be considered adverse as to the trust’s income. In this case, if Jethro were 
determined to be a nonadverse party, the ordinary income would be taxable to Bill as the grantor. 

 
26 Id. 
27 Id. 
28 Treas. Reg. § 1.672(a)-1(c). 
29 Treas. Reg. § 1.672(a)-1(d). 



3.1.2. Related or Subordinate Parties 
A related or subordinate party is, by definition, a nonadverse party.30 Such a party may be the grantor's 
spouse if living with the grantor; the grantor's parents, issue, or siblings; an employee of the grantor; a 
corporation or any employee of a corporation in which the stock holdings of the grantor and the trust are 
significant from the viewpoint of voting control; or a subordinate employee of a corporation in which the 
grantor is an executive.31 Unlike other attribution rules (such as IRC § 267(b) or IRC § 318), other relatives, 
such as step-brothers and step-sisters, nieces, nephews, cousins, grandparents, grandchildren, and in-laws 
are not included in the definition of related or subordinate parties contained in the Code or Treasury 
Regulations. 

For purposes of IRC § 672(f), which deals with the applicability of the grantor trust rules to computing the 
income of a foreign person, IRC § 674 (Power to Control Beneficial Enjoyment), and IRC § 675 
(Administrative Powers), a related or subordinate party is presumed to be subservient to the grantor in 
respect of the exercise or non-exercise of the powers conferred on such party.32 The (presumed) 
subservient party bears the burden of proving non-subserviency (which, I suppose, would be independence) 
by a preponderance of the evidence. 

If Uncle Bill possesses a power to remove a trustee and appoint a successor, who is not related or 
subordinate (like a corporate trustee), then Bill will not be considered to have retained a power to affect 
the beneficial enjoyment of the trust property. Thus, the assets of his trust would not be included in his 
gross estate under IRC § 2036 or IRC § 2038.33 If, however, Bill retained the power to appoint himself as 
successor trustee, all bets are off, and the assets would be included in his estate under either IRC § 2036 
or IRC § 2038.34 

Cousin Elmer will be considered as having a power described in the grantor trust rules (which power, if held 
by Bill, as grantor, would make Elmer the owner of the trust), even if the exercise of the power is subject 
to a condition precedent or if the power only takes effect on the expiration of a certain period of time.35 
However, even if Elmer has such a grantor trust power, Bill will not be treated as the owner of the trust (by 
reason of Elmer holding such a power), if Elmer’s exercise of the power could only affect Bill’s beneficial 
enjoyment of income received after the expiration of a period of time such that, if the power were a 
reversionary interest, Bill would not be treated as an owner under IRC § 673 (e.g., if the value of Bill’s 
reversionary interest were 5% of the trust at its inception under IRC § 673(a)—a rule that we’ll discuss at 
greater in just a moment).36 So, what the heck does this last sentence mean? Let me give you an example. 

Example: Before their détente, Uncle Bill created a trust for the benefit of his seven-and-a-half-
fingered Cousin Elmer, and Bill retained a power to revoke the trust, which power would take effect 
only after the expiration of 2 years from the date of exercise. As such, Bill will be treated as an 
owner of the trust from the inception of the trust.  

However, if Bill retained a power to revoke the trust, exercisable at any time, that was valued at 
less than 5% of the trust at its inception under IRC § 673(a), the power to revoke (which is a 

 
30 Treas. Reg. § 1.672(c)-1. 
31 IRC § 672(c); Treas. Reg. § 1.672(c)-1. 
32 IRC § 672(c) (flush language). 
33 Rev. Rul. 95-58; Estate of Wall v. Commissioner, 101 T.C.300 (1993). 
34 Id. 
35 IRC § 672(d); Treas. Reg. § 1.672(d)-1. 
36 Treas. Reg. § 1.672(d)-1. See also IRC § 674(b)(2); IRC § 676(b); IRC § 677(a) (last sentence). 



reversionary interest by another name) would not cause Bill to be treated as the grantor of the 
trust with respect to the trust’s ordinary income.37 

3.2. Meanwhile, Back to Pinocchio’s Strings… 
As we discussed briefly above, if Uncle Bill created a trust, it will be treated as a grantor trust under the 
Code if any of the following apply: 

• Bill holds a reversionary interest in the assets of the trust;38 

• Bill controls the beneficial enjoyment of the assets of the trust or its income;39 

• Bill retains certain administrative powers over the trust;40 

• Bill retains the power to alter, amend, modify, terminate, or “revoke” the trust;41 or 

• Bill receives distributions from the trust.42 

Without further ado, and because much ado has been made already, let us now turn to a discussion of 
Pinocchio’s strings (that is, “substantial retained dominion or control” over a trust). 

3.3. The Reversionary Interest String – IRC § 673 
Uncle Bill will be treated as the grantor of the trust if he has a reversionary interest in either the principal 
(principal) or the income of the trust, so long as when the trust is created the value of the reversionary 
interest exceeds 5% of the value of the trust.43 (Your fearless editors urge you to note, for your own sake, 
that the Treasury Regulations relating to reversionary interests no longer are good law…and haven’t been 
good law since 1986.)44 If the reversionary interest applies only to a portion of the trust, then Bill will only 

 
37 See also IRC § 676(b) (Power Affecting Beneficial Enjoyment Only After Occurrence of Event). 
38 IRC § 673. 
39 IRC § 674. 
40 IRC § 675. 
41 IRC § 676. 
42 IRC § 677 
43 See IRC § 673(a). 
44 It is critically important, at this juncture, to note that the entirety of the Treasury Department is currently perched securely atop 
your fearless editor’s list of most hated beings on the planet (hovering, for now, just above Hitler and the kid who called me fat in 
the third grade…I still remember, Josh…). This vitriol that presently engulfs me is the consequence of Treasury’s unwillingness to 
amend, revise, or replace Treasury Regulations that have not applied since they were superseded by the Tax Reform Act of 1986. 
You’ve had thirty-four years to remedy this issue, Treasury. THIRTY-FREAKING-FOUR YEARS.  
 
Apparently, Treasury’s time eating bon bons and watching their “stories” on daytime TV was more important than the time it took 
for me to research and realize that the Treasury Regulations under IRC § 673 (that is Treas. Reg. §§ 1.673(a)-1 through 1.673(d)-1) 
and elsewhere do not reflect statutory changes made by the Tax Reform Act of 1986 to IRC § 673. See Pub. L. No. 99-514 (codified 
at IRC §§ 2001-2663) (1989).  
 

To put it in context, the last time that the Treasury Regulations were actually any use to anyone, the Soviet Union was 
alive and kicking (and Chernobyl was still operating according to commie code); neither The Simpsons nor Full House (the 
original, not the reboot) had been televised (and David Hasselhoff would not don his red swim trunks in Baywatch until 
three years later); Ronald Reagan had not yet yelled at Mikhail Gorbachev to “tear down this wall” (like an angry old man 
yells at kids on his lawn); Euro Disney had not broken ground; no “Miracle” had yet occurred on the ice of Lake Placid, 
NY; Prozac (which, granted, might be the answer to said vitriol) had not yet gone on the market; no one had ever thought 
to utter the phrase “Yippie-kay-yay, Mother…” as Diehard would only come out two years later; Michael Jordan would 
not win an NBA title until five years hence; Microsoft Word was yet a glimmer in Bill Gate’s left eye; a pound of bacon 
cost $1.75 (As for a pound of broccoli? Why, that would have set you back a mere 39¢); a Plymouth Colt could be had 
for $4,999 (and a Ford Mustang, for $7,450); the Dow Jones closed at a staggering high of 1,895; and your fearless editor 
was barely able to walk—not on account of inebriation (and certainly not on account of of crack cocaine, which only 
appeared on the streets two years after the Tax Reform Act of 1986—or so I discovered when conducting the research 



be treated as the grantor of that portion to which the reversionary interest applies.45 The value of Bill’s 
reversionary interest is determined under the Code by assuming “the maximum exercise of discretion” in 
favor of the Bill—meaning that, if the trustee has discretion to distribute the remainder interest entirely 
(effectively, a revocation of the trust), IRC § 673(c) assumes that the trustee will be as generous as it is 
permitted to be by the trust instrument. 

Example: Uncle Bill creates a trust that benefits his sons, Leroy, Jethro, and Jedediah, for 5 years. 
Under the terms of the trust, Bill’s idiot boys will receive income from the trust for 5 years, after 
which their income interest terminates, reverting back to Uncle Bill, who would then be entitled to 
discretionary distributions of income and principal for his health, support, education, and 
maintenance (commonly referred to by the acronym “HEMS”). Under IRC § 673(c), we must 
assume that the trustee would exercise his discretion to distribute as much of the trust’s income 
and principal as would be reasonable under this discernible standard.  

So, how does one calculate this 5% interest? Astute question, friend. 

The 5% reversionary interest is calculated using standard actuarial principles, which is to say through 
reference to the IRS’s published actuarial tables. Using the immediately preceding example, the value of 
the Bill’s reversionary interest after the expiration of the term of years is determined by assuming the 
maximum exercise of discretion in favor of the grantor, which is to say, the interest is calculated by 
considering the maximum amount that Bill could receive at the effective termination of the trust. Stated 
another way, the interest is calculated in consideration of the amount that Bill would receive if the trustee 
were to distribute the entirety of the trust (income and principal) to Bill.46  

Pursuant to IRC § 7520(a), any remainder or reversionary interest is determined under the tables prescribed 
by the IRS and by using an interest rate equal to 120 percent of the Federal midterm rate in effect under 
IRC § 1274(d)(1) for the month in which the valuation date falls.  

Example: Bill created the trust and transferred assets to it in January 2018. At this time, the 
midterm rate was 2.18%.47 Therefore, 120% of this rate would be 2.6%. Because the interest that 

 
needed to substantiate and contextualize this rant), nor for any other untoward reason—but on account of the fact that 
I was only TWO YEARS OLD. 

 
Meanwhile, back at the proverbial ranch, the 1986 statutory changes wholly eliminated the old “10-year rule” (which provided that 
an individual will be treated as a grantor if the interest reverted to the grantor within 10 years of the date of the inception of the 
trust). Further, it eliminated the exception for reversionary interests taking effect at the income beneficiary’s death. This 10-year-
rule was replaced in IRC § 673 in favor of the present 5% approach to reversionary interests. See Tax Reform Act of 1986 (P.L. 99-
514, §1402(a)). For whatever reason (we think sheer laziness on the part of Treasury is most likely), the Treasury Regulations were 
not changed accordingly.  
 
If you are unaware of the sweeping statutory changes made to IRC § 673, it is wholly, utterly, absolutely, and unabashedly 
impossible to jive the post-1986 Code with the Treasury Regulations, which are as stale and useless as an unopened bottle of New 
Coke, which, for what it’s worth, came out in 1985... (Ask me how I know, and I will spin a tale of anguish incurred and time wasted…)  
 
As a sidenote, your fearless editor owes dear Stephen T. Dyer a beer (or a case, thereof) for finally clarifying this incomprehensible 
disconnect between the Code and the outdated, unrevised, and utterly derelict Treasury Regulations.) See Stephen T. Dyer, Planning 
with Grantor Trusts, Nov. 15, 2018, 12, n. 89 (available at https://www.saltlakeestateplanners.org/assets/Councils/SaltLake-
UT/library/Dyer-SLEPC%202018%20Outline-Planning%20With%20Grantor%20Trusts.pdf). 
45 Id. 
46 IRC § 673(c). 
47 See https://www.irs.gov/pub/irs-drop/rr-18-01.pdf.  
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https://www.saltlakeestateplanners.org/assets/Councils/SaltLake-UT/library/Dyer-SLEPC%202018%20Outline-Planning%20With%20Grantor%20Trusts.pdf
https://www.irs.gov/pub/irs-drop/rr-18-01.pdf


we’re valuing is a reversionary interest that takes effect following a term of years, we would then 
look to “Table B,”48 which is published by the IRS pursuant to Treas. Reg. § 20.2031-7(d)(6).49 The 
Table B “remainder” factor that corresponds to a reversionary interest taking effect after five years 
is .879555. Thus, Bill’s reversionary interest is nearly 88% of the value of the interest conveyed to 
the trust in 2018. Even using my (admittedly) poor mental math skills, 88% is greater than 5%; 
therefore, the trust would be a grantor trust as to Bill, based on IRC § 673(c). 

Looking at Table B, we see that, when interest rates are low, a longer term of the trust will be necessary to 
fall below the 5% threshold; conversely, in a higher interest rate environment, a shorter term of the trust 
will yield a reversionary interest that falls below the 5% interest threshold. With rates as low as they are (at 
the time this article was written), it is nigh impossible to reach the 5% threshold within the grantor’s 
lifetime. As such, the 5% threshold will likely only ever be met if the reversion is made to the grantor’s 
estate…unless interest rates take a precipitous hike in the future. 

If the value of Bill’s reversionary interest is less than 5% of the trust at its inception, and ownership is not 
imputed to him under IRC § 673, Bill will not be taxed on the ordinary income of the trust. However, Bill 
may, nevertheless, be treated as an owner under IRC § 677(a)(2) if he has a reversionary interest in the 
principal of the trust.50 In the latter case, items of income, deduction, and credit allocable to principal, such 
as capital gains and losses, will be included in the portion of the trust that Bill is treated as owning. 

There is a limited exception to the general rule under IRC § 673 in the event that reversionary interest takes 
effect at the death of a minor when you will descendent beneficiary. Specifically, if the beneficiary (a) is a 
lineal descendent of the grantor, and (b) holds all of the present interests in the trust (or a portion thereof), 
then the grantor will not be treated as the owner of the trust (or the portion thereof), solely by reason of 
the reversionary interest—so long as the reversionary interest only takes effect upon the death of the 
beneficiary before the beneficiary attains the age of 21.51  

Example: Uncle Bill created a trust for the benefit of Jethro’s illegitimate love child, Wilbur, who at 
the time of the trust’s creation is a sickly young lad of 6 years. Bill, hedging his bets, does not believe 
that Wilbur will make it past his 21st birthday. As such, the trust instrument states that the income 
and principal of the trust will revert to Bill if Wilbur dies before he attains the age of 21. Bill will not 
be treated as the grantor of the trust under IRC § 673, because the reversionary interest will only 
take effect upon Wilbur’s death prior to reaching the legal drinking age in the state of Maine. If 
Wilbur does die before his 21st birthday, and the trust reverts to Bill, meaning that Bill is then 
entitled to discretionary distributions of income and principal, he will be treated as the owner of 
the trust once the reversionary interest is triggered. 

3.4. Power to Control Beneficial Enjoyment – IRC § 674 
In general, if Uncle Bill creates a trust in which he retains the power to dispose of or affect the beneficial 
enjoyment of the trust’s income or principal, whether for himself or for others, that trust will be treated as 
a grantor trust.52 This general rule is, as most general rules are under the Code, subject to a number of 

 
48 See https://www.irs.gov/pub/irs-tege/sec_3_table_b_2009.xls.  
49 If the reversionary interest, instead, took effect on the death of some person (such as the beneficiary), we would look to “Table 
S,” instead. See https://www.irs.gov/pub/irs-tege/sec_1_table_s_2009.xls.  
50 Treas. Reg. § 1.673(a)-1(a)(2); see also Treas. Reg. § 1.671-3; Treas. Reg. § 1.677(a)-1(g), Ex. 2. 
51 IRC § 673(b). 
52 IRC § 674(a); Treas. Reg. § 1.674(a)-1(a). 

https://www.irs.gov/pub/irs-tege/sec_3_table_b_2009.xls
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exceptions,53 which exceptions are, themselves, subject to certain limitations.54 Broadly speaking, the term 
“power of disposition” used in IRC § 674(a) includes any power to direct the enjoyment of the benefits of 
the trust, no matter the capacity in which the power is held.55  

Example: Uncle Bill creates a trust, which provides that his offspring are to receive discretionary 
distributions of income for their respective lives unless (or until) they piss Bill off to such a degree 
that he cuts them off—the degree of pissed-offedness to be solely within Bill’s unfettered 
discretion—then Bill will have retained a power to control the beneficial enjoyment of the trust, 
and the trust will be considered a grantor trust under IRC § 674.  

The simplest example of IRC § 674 is a trust in which Uncle Bill has the power to distribute (or retain if he 
sees fit) the income or principal of the trust without the consent of an “adverse party.” Though we 
discussed when a party may be considered “adverse” at some length above, to recap the definition of the 
term briefly, a party will be adverse to the grantor, if that party has a “substantial beneficial interest” in the 
trust, which interest could be affected by the grantor.56 Thus, Bill’s kids in the previous example would all 
be adverse to Bill, because their receipt of income (a “substantial beneficial interest” in the trust) may be 
adversely affected (read: terminated) if, in Bill’s unfettered discretion, a child (or children) somehow 
manages to irritate Bill above and beyond what he deems acceptable. 

3.4.1. The Eight Enumerated Exceptions of IRC § 674(b) 
There are eight enumerated exceptions contained in IRC § 674(b) and two additional exceptions regarding 
independent trustees contained in IRC § 674(c) and (d), which, if such an exception applies, means that the 
power retained by the grantor will not, in and of itself, cause the trust to be treated as a grantor trust. 

3.4.1.1. The first exception is that the income of a trust will not be considered as taxable 
to the grantor merely because, in the discretion of any person (other than a grantor who is not then acting 
as a trustee or co-trustee), such income may be used for the support of a beneficiary (other than the 
grantor’s spouse), whom the grantor is legally obligated to support—except to the extent that it is in fact 
used for that purpose.57 Stated differently, Bill will not be treated as the owner of a trust (meaning that the 
trust will not be treated as a grantor trust) merely because a trustee or Bill (as trustee) possesses the power 
to use the trust’s income to discharge his legal obligation of support. However, to the extent that Bill does 
actually use the trust’s income to discharge a legal support obligation (described more fully in IRC § 677(b)), 
then Bill will be taxed on such income.58 

Example: Though he vehemently denies it, Bill allegedly sired a child just before he married Aunt 
Ethel 35 years ago. The poor bastard’s mother, Lou Ann (not to be confused with Jethro’s wife, Lee 
Ann), managed to convince the judge of Bill’s paternity without the aid of a paternity test. The 
litigation lasted for the better part of 22 years, and Bill consequently owes a substantial amount of 
past-due child support. Bill creates a revocable trust, over which he is the trustee. The trust 
instrument provides that Bill may use the income of the trust to pay the poor bastard’s child 
support arrearages. (You note, here, that despite asking the child’s name on numerous occasions, 
Bill and Ethel will only refer to him as “the poor bastard,” and so you are a bit hamstrung with this 

 
53 IRC § 674(b)-(d). 
54 Treas. Reg. § 1.674(d)-2. 
55 Treas. Reg. § 1.674(a)-1; IRS PLR 200730011; IRS PLR 9625021. 
56 IRC § 671(a); Treas. Reg. § 1.672(a)-1(a). 
57 Treas. Reg. § 1.674(b)-1(b)(1); IRC § 674(b)(1); see also IRC § 677(b) (stating that a legal obligation of support does not, itself, 
trigger grantor trust status). 
58 IRC § 674(b)(1). 



decidedly archaic naming convention.) To the extent that Bill actually makes such payments, Bill 
will be taxed on the income of the trust that is distributed to the child. 

Two additional points must be made as to this first exception. If the power to distribute the income is not 
held by Bill in a fiduciary capacity (i.e., as a trustee), the mere possession of the power to distribute the 
income will cause Bill to be taxed on the trust income—whether or not it is actually used to satisfy a legal 
support obligation. This is because IRC § 674(b)(1) only applies to a grantor when serving as a trustee. 
Second, if the distribution that satisfies the grantor’s support obligation is made, not from income, but 
instead from the trust’s principal, IRC § 674(b)(1), likewise, is inapplicable—and the tax consequences will 
be governed by the normal rules of subchapter J (IRC §§ 661-662). 

3.4.1.2. The second exception deals with a power that affects the beneficial enjoyment of 
trust income only after the occurrence of an event.59 Thus, Bill will not be treated as the grantor of the trust 
if he holds a power, which affects the beneficial enjoyment of the income of the trust, if the exercise of the 
power can only affect the beneficial enjoyment of the income of a trust received after the expiration of a 
period of time which, if it were a reversionary interest, would be protected from grantor trust status if the 
reversionary interest were 5% or less under IRC § 673.60  

Example: Bill creates a trust for the benefit of his legitimate daughter Jennie for 20 years, after 
which Bill will have the discretion to add beneficiaries to the trust. Although Bill may only exercise 
this power after 20 years has elapsed, Bill will still be treated as the grantor of the trust from its 
inception under IRC § 674(b)(2), because the value of his reversionary interest in the trust is greater 
than 5% under IRC § 673. 

3.4.1.3. The third exception applies to purely testamentary powers. A power held by any 
person to control the beneficial enjoyment of trust income, exercisable only by will, does not cause a 
grantor to be treated as an owner under IRC § 674(a), if such power is held by the grantor or a nonadverse 
party.61 However, this exception does not apply to income accumulated for testamentary disposition by 
the grantor or to income which may be accumulated for such distribution in the discretion of the grantor 
or a nonadverse party, or both, without the approval or consent of any adverse party.62  

Example: Uncle Bill creates a trust that provides that the trust’s income will be accumulated during 
Bill’s life, and at his death, Bill may appoint the accumulated income in his will. Under these 
circumstances, Bill will be treated as the grantor of the trust from its inception. Similarly, if the trust 
provided that Aunt Ethel, instead, held the testamentary power of appointment, and such power 
of appointment could be exercised without the approval of the children (or other adverse parties), 
then Bill would be treated as the grantor of the trust at its creation. If, however, Bill creates a trust 
naming Remus as trustee, and the trust gives Remus the power to appoint the principal of the trust 
betwixt and between Bill’s children at Remus’ discretion, Bill will not be treated as the grantor of 
the trust (at least under IRC § 674(b)(3)). 

Furthermore, if a trust instrument provides that the income is payable to another person for his life, but 
the grantor has a testamentary power of appointment over the remainder, and, under the trust instrument 

 
59 IRC § 674(b)(2); Treas. Reg. § 1.674(b)-1(b)(2). 
60 Once again, the Treasury Regulations are wholly worthless, as they describe a situation in which the reversionary interest comes 
into effect after a term of years. See, statement regarding the righteous indignation of your dear editor, supra at fn. 43. 
61 IRC § 674(b)(3); Treas. Reg. § 1.674(b)-1(b)(3). 
62 Id. 



and local law, capital gains are added to principal, the grantor is treated as the owner of a portion of the 
trust and capital gains and losses are included in that portion.63 

3.4.1.4. The fourth exception applies to a power to allocate the income or principal of a 
trust among charitable beneficiaries. Bill will not be taxed as the trust’s owner if he retains a power to 
allocate the trust’s principal or income among charitable beneficiaries, so long as (a) such charitable 
beneficiaries are irrevocably designated; and (b) such charitable beneficiaries are described in IRC § 
170(c).64 If, however, Bill also retained the power to designate noncharitable beneficiaries of the same 
income or principal of the trust, this exception to the general rule of IRC § 674(a) would not apply. 

Example: Uncle Bill creates an irrevocable trust in favor of his three favorite charities, each of which 
militantly support the preservation of wildlife and the right to bear arms against said wildlife. Bill 
retains the right to decide which charities will receive distributions from the trust, as well as how 
much each charity will receive—so long as Bill’s “charities” qualify as such under IRC § 170. (For a 
discussion of Bill’s attempts at creating “charities” that run afoul of IRC § 170 and its regulations, 
one need only look here…or here…) If Bill created a trust naming Remus as trustee, giving Remus 
the ability to “sprinkle” the trust’s income amongst certain (qualifying) charities, then Bill would 
likewise not be treated as the grantor of the trust.65 

3.4.1.5. The fifth exception deals with the power to distribute the trust’s principal. The 
power to distribute the principal of the trust will not, alone, create either (a) to or for a beneficiary or 
beneficiaries or to or for a class of beneficiaries (whether or not income beneficiaries) provided that the 
power is limited by a reasonably definite standard which is set forth in the trust instrument; or (b) to or for 
any current income beneficiary, provided that the distribution of principal must be chargeable against the 
proportionate share of principal held in trust for the payment of income to the beneficiary as if the principal 
constituted a separate trust.66 A power does not fall within the powers described in this paragraph if any 
person has a power to add to the beneficiary or beneficiaries or to a class of beneficiaries designated to 
receive the income or principal, except to provide for after-born or after-adopted children.67 

If the power is limited by a reasonably definite standard set forth in the trust instrument itself, the power 
may extend to distributions of principal to any beneficiary, beneficiaries, or class of beneficiaries (whether 
income beneficiaries or remaindermen) without causing the grantor to be treated as an owner under IRC 
§ 674.68 The discretionary standard must be “clearly measurable,” and the holder of the power must be 
legally bound to distribute only in accordance with the standard.69 For instance, a power to distribute trust 
principal to beneficiaries under the HEMS standard; for “reasonable support and comfort;” or to enable a 
beneficiary “to maintain his accustomed standard of living;” or to meet an emergency, would be limited by 
a reasonably definite standard.70 It should be noted that a power to distribute principal for the “pleasure, 
desire, or happiness” of a beneficiary is not limited by a reasonably definite standard.  

Note: In practice, there is a very thin line between providing for a beneficiary’s “support and 
comfort” and the beneficiary’s plenary “happiness.” Nevertheless, the Code and Treasury 

 
63 Id.; see also Treas. Reg. § 1.671-3. 
64 IRC § 674(b)(4); Treas. Reg. § 1.674(b)-1(b)(4). 
65 See, e.g., PLR 9604015. 
66 IRC § 674(b)(5)(A)-(B). 
67 IRC § 674(b)(5) (flush language). 
68 Treas. Reg. § 1.674(b)-1(b)(5)(i). 
69 Id. 
70 Id.  
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Regulations draw the line, and, so, when drafting a trust, it is important to be mindful of this 
distinction. 

The Treasury Regulations note that all facts and circumstances must be considered when reviewing the 
standard, and the fact that the governing instrument is phrased in discretionary terms is not in and of itself 
determinative that a reasonably definite standard exists. If the power to distribute principal is not limited 
by a reasonably definite standard, the exception applies only if distributions of principal may be made solely 
in favor of current income beneficiaries, and any principal distributions to the current income beneficiary 
must be chargeable against the proportionate part of principal held in trust for payment of income to that 
beneficiary as if it constituted a separate trust.71 

Let’s look at a few examples to see how this fifth exception to the general rule of IRC § 674 plays out. 

Example 1: Uncle Bill creates a trust, which provides for payment of the income to the Bill’s brother, 
Elmer, and for payment of the principal to the Aunt Ethel’s step-nephew, Jim-Bob (or, James-
Robert, if he’s feeling particularly formal). Bill reserves the power to distribute the principal to pay 
medical expenses that may be incurred by Elmer (which medical expenses and/or funeral expenses 
are all but a certainty, given Elmer’s fervent distrust of squirrels and his track record with Vietnam-
era improvised explosive devices) or Jim-Bob (which medical expenses are less likely, given that 
taxpayers generally foot the bill for healthcare in the hoosegow).  

Bill will not be treated as an owner of the trust by reason of this power because IRC § 674(b)(5)(A) 
excepts a power, exercisable by any person, to invade principal for any beneficiary, including a 
remainderman, if the power is limited by a reasonably definite standard, which is set forth in the 
trust instrument. However, if the power were also exercisable in favor of a person, for example, 
Bill’s son Leroy (whose medical expenses from the unfortunate “run-in” with a bull moose during 
mating season continue to mount),72 who was not otherwise a beneficiary of the trust, IRC 
§ 674(b)(5)(A) would not be applicable. 

Example 2: As in Example 1, Bill creates a trust for the benefit of Elmer (income) and principal (Jim-
Bob). Instead of reserving a power for medical expenses, Bill reserves the power to distribute any 
part of the principal to Elmer and Jim-Bob for their “happiness.” This is, Bill admits, a bit of a cop-out 
for Elmer, for whom happiness means a rocking chair, an iced down case of Coors Lite, and a .22 
long rifle with a laser sight. Happiness may be more expensive a proposition for Jim-Bob, as 
evidenced by the fading tattoo on his left calf, which reads “Money can’t buy happiness, but it can 
damn sure buy me a boat.”* 

*It should be noted that before his latest trip to prison, Jim-Bob heard the country song “Buy 
Me a Boat” by Chris Janson, and he swiftly asked you to “sue that freeloading sonofabitch 
for infringing on [Jim-Bob’s intellectual property] rights as a red-blooded, God-fearin’, tax 
paying American.” You explained that (a) copyright infringement was not in your 
wheelhouse, (b) you weren’t sure that Jim-Bob could prove a nexus between the tattoo, 
which he does not *technically* remember getting, and the song, and (c) no son of Bill and 
Ethel had never paid a penny to Uncle Sam (aside from mandatory criminal restitution). 
Much to your inevitable disgust, you couldn’t help but perform a fair bit of research on 
whether a tattoo could be considered copyrighted material (finding that, yes, it likely could). 

 
71 Treas. Reg. § 1.674(b)-1(b)(5)(ii). 
72 Pun absolutely, unabashedly intended. 
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Nonetheless, when Jim-Bob was pinched for trafficking in allegedly “stolen” car mufflers, 
the thirteen months (one for each of the eleven mufflers found in his possession, and two 
for laconically flipping the judge the bird as his heretofore eleven-month sentence was 
being read out) that Jim-Bob spent “up the river” (without a boat, you note bemusedly) put 
a kybosh on his delusions of a payday (which, Jim-Bob assured you, would be squandered 
immediately on a nice Boston Whaler). 

Bill will be treated as the owner of the trust, as IRC § 674(b)(5)(A) would not apply, insofar as the 
power to distribute is not limited by a reasonably definite standard.  

Example 3: Bill creates a trust that provides for payment of the income to his idiot boys Jethro, 
Jedediah, and Leroy in equal shares for 10 years, after which time the principal is to be distributed 
amongst Bill’s grandchildren, if any (and if there is a merciful God, there won’t be), in equal shares. 
Bill reserves the power to pay over to each son up to one-third of the principal during the 10-year 
period, but any such payment shall proportionately reduce subsequent income and principal 
payments made to the son receiving the pay-out of principal. Thus, if one-third of the principal is 
paid to Jedediah to pay for the legal fees to defend against the trumped-up charges of embezzling 
funds from Ned’s Tire Rack, all the income from the remaining two-thirds is thereafter payable to 
the Jethro and Leroy. Bill will not be treated as an owner under IRC § 674(a) by reason of this power 
because it qualifies under the exception of IRC § 674(b)(5)(B). 

Note: It’s important to note, however, that this fifth exception does not apply if any person has a 
power to add to the list of beneficiaries entitled to receive the income or principal of the trust, 
except where the action is to provide for after-born or after-adopted children. However, this 
exception-to-the-exception does not apply to a power held by a beneficiary to substitute other 
beneficiaries to succeed to his interest in the trust, because such substitute beneficiary would be 
an adverse party as to the exercise or non-exercise of such power. The limitation does not apply, 
for example, to a power in a beneficiary of a non-spendthrift trust to assign his interest to another. 
Nor does the limitation apply to a power under IRC § 674(b)(3), which power is exercisable only 
through the power-holder’s will. 

3.4.1.6. The sixth exception relates to the power to distribute or apply income to or for any 
current income beneficiary or to accumulate the income for such beneficiary.73 The power to withhold 
income temporarily is subject to two alternate provisos. First, any accumulated income must ultimately be 
payable to (a) the beneficiary from whom distribution or application is withheld, (b) to his estate, or (c) to 
his appointees or takers-in-default—provided that the beneficiary’s power of appointment is a “general” 
power under IRC § 2041(b)(1), meaning that the power of appointment does not exclude from the class of 
possible appointees any person other than the beneficiary, his estate, his creditors, or the creditors of his 
estate.74 Alternatively, any accumulated income must, at the termination of the trust, ultimately be payable 
to the current income beneficiaries according to their irrevocably specified shares.75 

Even if a trust provides that if any beneficiary does not survive a date of distribution, which could reasonably 
occur within the beneficiary’s lifetime, this sixth exception will still apply, so long as the share of the 
deceased beneficiary is paid to his appointees or a designated taker-in-default, whose share has been 

 
73 IRC § 674(b)(6); Treas. Reg. § 1.674(b)-1(b)(6). 
74 IRC § 674(b)(6)(A). 
75 IRC § 674(b)(6)(B). 
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irrevocably specified.76 Finally, this sixth exception does not apply if the power to withhold income 
temporarily if the grantor (or any other person) has the power to add to the list of beneficiaries that are 
designated to receive the income or principle, except where such action is to provide for after-born or 
after-adopted children. 

Example: Uncle Bill creates a revocable inter vivos trust for the benefit of his daughters, Jennie and 
Moon (neé Jaime). Bill reserves the right to accumulate income for either or both daughters, and 
at Bill’s death (when the trust becomes irrevocable), any accumulated income is to be paid in shares 
specified by the trust instrument to Jennie or Moon, their respective estate, or to anyone that they 
may have appointed in their wills (assuming that the appointment is a “general” power of 
appointment, and not a special power of appointment under IRC § 2041(b)(1)). The trust 
instrument does not allow Bill or any other person to add additional income beneficiaries, except 
in the event that Jennie or Moon give birth to, or otherwise acquire (adopt) any children at a later 
date. Under the Code and Treasury Regulations, Bill will not be considered an owner of the trust, 
simply because he possesses this power to temporarily withhold income under the terms of the 
trust. 

The exception in IRC § 674(b)(6) does not apply if the power is, in substance, one that simply shifts ordinary 
income from one beneficiary to another.77 Thus, a power will not qualify for this sixth exception if ordinary 
income may be distributed to Jennie and Moon, or may be added to the trust’s principal, which is ultimately 
payable to Moon’s son, James-Robert (no blood relation to Ethel’s step nephew of the same name), a 
remainderman, who is not a current income beneficiary.78 However, IRC § 674(b)(6)(B) does permit a 
limited power to shift ordinary income among current income beneficiaries, as shown in the following 
example. 

Example: Uncle Bill creates a trust providing that the income shall be paid in equal shares to the 
Jennie and Moon, but Bill reserves the power to withhold from either beneficiary any part of that 
beneficiary's share of income and to add it to the principal of the trust until the Jennie (the younger 
of the two daughters) reaches the age of 45 or dies. When Jennie reaches turns 45 (or, God forbid, 
kicks the proverbial bucket), the trust will terminate, and the principal (with the accumulated 
income that was added thereto) is to be divided equally between Jennie and Moon or their estates. 
Although exercise of this power may permit the shifting of accumulated income from one 
beneficiary to the other (since the principal with the accumulations is to be divided equally), the 
power is excepted under IRC § 674(b)(6)(B). If, however, the trust provides that when Jennie 
reaches the age of 45 or shuffles off this mortal coil, all accumulated income is to be paid to James-
Robert, this sixth exception would not apply. 

Note: It’s important to note, however, that like the fifth exception, the sixth exception (power to 
withhold income temporarily) does not apply if any person has a power to add to the list of 
beneficiaries entitled to receive the income or principal of the trust, except where the action is to 
provide for after-born or after-adopted children. However, this exception-to-the-exception does 
not apply (meaning that the grantor will not be treated as the owner of a trust) to a power held by 
a beneficiary to substitute other beneficiaries to succeed to his interest in the trust, in part because 

 
76 IRC § 674(b)(6) (flush language). It should be noted, however, that if either the grantor or his estate is named as the deceased 
beneficiary’s appointee or taker-in-default, this sixth exception would not apply, and the default grantor trust rules of IRC § 674(a) 
would apply. 
77 Treas. Reg. § 1.674(b)-1(b)(6) (flush language). 
78 Id. 
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such substitute beneficiary would be an adverse party as to the exercise or non-exercise of such 
power. The limitation likewise does not apply, for example, to a power in a beneficiary of a non-
spendthrift trust to assign his interest to another. Nor does the limitation apply to a power under 
IRC § 674(b)(3), which power is exercisable only through the power-holder’s will. 

3.4.1.7. The seventh exception relates to the power to withhold income during the 
disability of a beneficiary.79 IRC § 674(b)(7) provides an exception for a power which generally permits 
ordinary income to be withheld during the legal disability of an income beneficiary or while he is under the 
age of 21.80 Specifically, if the power to withhold income is exercisable only during the existence of a legal 
disability of any current income beneficiary or the period during which any income beneficiary is under the 
age of 21, then the grantor of the trust would not be considered the owner thereof under the general rule 
of IRC § 674(a). It is not necessary that the income must ultimately be payable to the income beneficiary 
from whom it was withheld, his estate, or his appointees. Instead, the accumulated income may be added 
to the principal of the trust and ultimately distributed to others.  

Example: Uncle Bill, as he is wont to do, creates a trust to pay income to Moon when she is still 
knee-high-to-a-grasshopper,81 reserving the power to accumulate income and add it to the 
principal of the trust before Moon reaches the age of 21. The trust also provides that the income 
will be paid to Moon during her life, and at their death, the trust will terminate and will be 
distributed to James-Robert (and any children that Moon may acquire later by adoption or accident 
of birth). Because of the sixth exception contained in IRC § 674(b)(6), Bill will not ipso facto be 
treated as the owner of the trust simply because he reserved this power. 

Note: As with the fifth exception and the sixth exception, the seventh exception does not apply if 
any person has a power to add to the list of beneficiaries entitled to receive the income or principal 
of the trust, except where the action is to provide for after-born or after-adopted children. 
However, this exception-to-the-exception does not apply to a power held by a beneficiary to 
substitute other beneficiaries to succeed to his interest in the trust, because such substitute 
beneficiary would be an adverse party as to the exercise or non-exercise of such power. The 
limitation does not apply, for example, to a power in a beneficiary of a non-spendthrift trust to 
assign his interest to another. Nor does the limitation apply to a power under IRC § 674(b)(3), which 
power is exercisable only through the power-holder’s will. 

3.4.1.8. The eighth exception relates to the power to allocate receipts and disbursements 
as between principal and income.82 Stated simply, if Bill creates a trust and reserves the power to allocate 
receipts and disbursements between principal and income, and even the power expressed in “broad 
language,” this power, by itself, will not cause Bill to be treated as an owner of the trust under the general 
rule of IRC § 674(a). 

 
79 IRC § 674(b)(7); Treas. Reg. § 1.674(b)-1(b)(7). 
80 See also Treas. Reg. § 1.674(b)-1(b)(7). 
81 Meaning that they are young, if you don’t speak Southern. 
82 IRC § 674(b)(8); Treas. Reg. § 1.674(b)-1(b)(8). 



3.4.2. Two Additional Exceptions to IRC § 674(a) 
Two other exceptions apply to the general rule of IRC § 674(a), both of which are related to powers held 
by independent trustees or trustees other than the grantor or his spouse.83  

3.4.2.1. The first exception related to independent trustees provides that a grantor will not 
be treated as the owner of any portion of a trust, the beneficial enjoyment of the principal or the income 
of which is subject to a power of disposition, so long as this power is solely exercisable by an independent 
trustee or independent trustees and without the approval or consent of any other person.84 In this context, 
an “independent trustee” is a trustee, who is not the grantor, the grantor’s spouse, and, in the case of 
multiple trustees, no more than half of whom are related or subordinate parties “subservient to the wishes 
of the grantor” as further defined in IRC § 672(c) and its corresponding Treasury Regulations.85 

The powers to which IRC § 674(c) apply are powers (a) to distribute, apportion, or accumulate income to 
or for a beneficiary, beneficiaries, or a class of beneficiaries (or to distribute, etc., income within this class), 
or (b) to pay out principal to or for a beneficiary, beneficiaries, or a class of beneficiaries.86 It does not 
matter, for purposes of IRC § 674(c) whether or not these beneficiaries are also income beneficiaries of the 
trust. This means that if Uncle Bill creates a trust, income to Aunt Ethel for her life, and appoints a corporate 
trustee with the power to distribute income to Bill and Ethel’s children while Ethel is living, Bill will not be 
considered an owner of the trust by virtue of IRC § 674(c). Similarly, if Bill creates a trust and appoints an 
independent trustee, who has the power to allocate, without restriction, the amounts of income to be paid 
to or accumulated for to each son annually, and at the trustee’s complete, unfettered discretion. Such a 
power does not cause Bill to be treated as the owner of the trust under IRC § 674(a). 

Note: An independent trustee’s power does not fall within this first exception if the trustee (or any 
other person) has a power to add to the list of permissible beneficiaries designated to receive the 
income or principal, except where such action is to provide for after-born or after-adopted 
children.87 

3.4.2.2. The second exception related to independent trustees, contained in IRC § 674(d), 
provides that a grantor will not be treated as the owner of any portion of a trust, the beneficial enjoyment 
of the principal or the income of which is subject to a power of disposition, so long as the power to allocate 
income is limited by an ascertainable standard, and the holder of the power is not the grantor or his 
spouse.88 This second exception is subtly different from the first exception, insofar as the trustee or trustees 
could be related or “subservient” and insofar as the power must be subject to an ascertainable standard, 
such as the HEMS standard. Thus, if Uncle Bill creates a trust, income to his idiot boys, Leroy, Jethro, and 
Jedediah during their lives, and appoints Cousin Elmer (a related party through his blood kinship with Bill’s 
spouse, Ethel) as trustee with the power to distribute income for the health, education, maintenance, and 
support of all of Bill’s male descendants, Bill will not be treated as the owner of the trust under the general 
rule of IRC § 672(a). 

If Bill reserves a power to remove, substitute, or add trustees (other than a power exercisable only upon 
limited conditions which do not exist during the taxable year, such as the death or resignation of, or breach 

 
83 IRC § 674(c) (power held by independent trustees); Treas. Reg. § 1.674(c)-1 (same); IRC § 674(d) (power held by non-grantor or 
non-grantor spouse trustee); Treas. Reg. § 1.674(d)-1 (same). 
84 IRC § 674(c); Treas. Reg. § 1.674(c)-1. 
85 Id. 
86 IRC § 674(c)(1)-(2); Treas. Reg. § 1.674(c)-1. 
87 IRC § 674(c) (flush language). 
88 IRC § 674(d); Treas. Reg. § 1.674(d)-1. 



of fiduciary duty by, an existing trustee), this power may prevent a trust from qualifying under IRC § 674(c) 
or (d).89  

Example: Uncle Bill creates a trust and reserves an unrestricted power to remove an independent 
trustee and substitute any person including himself as trustee, the trust will not qualify under IRC 
§ 674(c) or (d).  

On the other hand, if Bill's power to remove, substitute, or add trustees is limited, so that its exercise could 
not alter the trust in a manner that would disqualify it under IRC § 674(c) or (d), the power itself does not 
disqualify the trust.  

Example: Uncle Bill creates a trust and reserves the power in the grantor to remove or discharge 
an independent trustee on the condition that he substitute another independent trustee. This 
power will not prevent a trust from qualifying under IRC § 674(c). Things get a bit stickier with IRC 
§ 674(d), but so long as Bill doesn’t have the power to name himself or Ethel as trustee, and so long 
as the not-so-independent trustee’s powers of distribution, etc., are subject to ascertainable 
standards, then Bill should not be treated as the owner of the trust under IRC § 674(a) through the 
application of IRC § 674(d). 

Note: It’s important to note, that these independent trustee exceptions contained in IRC § 674(c) 
and (d) do not apply if any person has a power to add to the list of beneficiaries entitled to receive 
the income or principal of the trust, except where the action is to provide for after-born or after-
adopted children. However, this exception-to-the-exception does not apply to a power held by a 
beneficiary to substitute other beneficiaries to succeed to his interest in the trust, because such 
substitute beneficiary would be an adverse party as to the exercise or non-exercise of such power. 
This limitation does not apply, for example, to a power in a beneficiary of a non-spendthrift trust 
to assign his interest to another. Nor does this limitation apply to a power under IRC § 674(b)(3), 
which power is exercisable only through the power-holder’s will. 

3.5. Reserved Administrative Powers – IRC § 675 
There are four administrative powers, which will cause a trust to be treated as a grantor trust, each of 
which are contained in IRC § 675. In effect, IRC § 675 provides that the grantor is treated as the owner of 
any portion of a trust if, under the terms of the trust (or through “circumstances attendant on its 
operation,” which is just Taxish for “how the trust is actually administered”) administrative control is 
exercisable primarily for the benefit of the grantor rather than the beneficiaries of the trust.90 It should be 
noted that if a grantor is caught with his hand in the administrative cookie jar (that is, if a grantor retains a 
power to amend the administrative provisions of a trust, which is broad enough to permit an amendment 
that would cause the grantor to be treated as the owner of the trust, or a portion thereof, under IRC § 675), 
then the grantor will be treated as the owner the trust or the portion thereof from its inception.91 

Even though a power is exercisable by a trustee, and this power is described in “broad language” in the 
trust instrument, this is not, alone, indicative of the fact that the trustee is authorized to purchase, 
exchange, or otherwise deal with or dispose of the trust property or income for less than an adequate and 

 
89 Treas. Reg. § 1.674(d)-2(a). 
90 Treas. Reg. § 1.675-1(a). 
91 Id. 



full consideration in money or money's worth.92  However, such authority may be indicated by the actual 
administration of the trust.93 

3.5.1. The Power to Deal with the Trust for Less than Full and Adequate Consideration 
Under IRC § 675(1), Bill will be treated as the owner of a trust if he creates or reserves a power—exercisable 
by Bill or a nonadverse party, or both, and without the approval or consent of any adverse party—which 
power permits Bill or any other person to purchase, exchange, or otherwise deal with or dispose of the 
trust’s assets, i.e., the principal or income therefrom for less than an adequate consideration.  Importantly, 
nothing in IRC § 675(1) prohibits Bill or a nonadverse party from dealing with trust assets—so long as such 
dealings are for adequate consideration, like purchasing trust assets at fair market value or entering into a 
lease with trust-held real property at a fair rental price.  One must be cautious, however, not to upset the 
proverbial grantor-trust applecart (by, say, reacquiring trust assets by substituting assets of equal value, 
which is a no-no under IRC § 675(4)(C)). 

Example: Uncle Bill creates a trust and provides that Aunt Ethel can use the trust as her personal 
slush fund, meaning that she can purchase trust owned real estate for pennies on the dollar, sell 
trust-owned securities for a pittance to finance Jedediah’s legal fees, etc.  What’s more, Ethel has 
the power to authorize her baby boy Leroy to do the same.  Any one of these powers given to Ethel 
would cause grantor trust treatment under IRC § 675(1). 

The Treasury Regulations, rather unhelpfully, add that whether the existence of the power will, in and of 
itself, make the power holder an adverse party to the grantor depends on the particular circumstances.   

Note:  This “wait and see” approach does not warm the cockles of a tax attorney’s heart.  We (and 
our clients) like definite answers.  Indeed, the very appearance of the word “shall”—in an obscure 
regulation or an erstwhile forgotten section of the Code—produces a feeling (in many, otherwise 
well-meaning, tax practitioners) akin to a warm blanket in front of a crackling fire on a cold winter’s 
night.  Tax law, as you might imagine, is not the most sensitive (read: touchy-feely) appendage of 
the law.  If, to stretch this metaphor beyond its limits, tax law were an appendage, it would be the 
elbow of the law…necessary, capable of sensation, but generally just prone to being run into a 
doorframe, eliciting an inaudible (but well-understood) curse under the law’s collective breath. 
Indeed, in a recent survey,94 the IRS stated that it was not presently aware that it has (or ever had) 
a collective administrative conscience with respect to “equitable” matters, even if those “patchouli-
scented hippies” in Congress made equitable considerations part of the law.95 

3.5.2. The Power to Borrow Trust Funds without Adequate Interest or Security 
Under IRC § 675(2), Bill will be treated as the owner of a trust if he creates or reserves a power—once 
again, exercisable by Bill or a nonadverse party, or both—which power enables Bill to borrow from the 
principal or income of the trust, directly or indirectly, without adequate interest or without adequate 

 
92 Treas. Reg. § 1.675-1(c). 
93 Id. 
94 OK…so, no “official” survey or census was taken, but I deal with IRS agents (generally revenue officers, who are the Federal 
government’s version of bill collectors that aim for the kneecaps of a taxpayer and settle on hitting somewhere that will leave a 
mark), who insist on being referred to only by their last name and first initial, lest any shred of humanity (or, more practically 
problematic, gender) be betrayed, on a weekly basis…so take that for what it’s worth.  I’m looking at you, husky-voiced RO, A. 
Jerque—who corrects your pronunciation from “Ger-qway” to “Just Jerk.” 
95 See, e.g., IRC § 6015(f) (“equitable” innocent spouse relief).  Also, could you imagine the celerity with which I could have finished 
this article if I hadn’t taken so many sardonic frolics and detours?  Yeah…me neither.  After all, you’re just as guilty for reading this 
footnote as I am for writing it… 



security.  However, this power will not cause grantor trust status to be inferred (in and of itself) if a trustee 
(other than the grantor acting alone) is authorized under a general lending power to make loans to any 
person without regard to interest or security.96 A general lending power in the grantor, acting alone as 
trustee, under which he has power to determine interest rates and the adequacy of security is, similarly, 
not, in and of itself, a definitive indicator that the grantor has power to borrow the corpus or income 
without adequate interest or security.97  Once again, it depends on the actual administration of the trust. 

Note: The very existence of the power, not the exercise of such power, to borrow without adequate 
interest or adequate security, when held by the grantor or the grantor’s spouse will cause grantor 
trust status to attach—regardless of whether the power is actually exercised.98 Further, if a trustee 
has the power to make an unsecured or below-market loan to the grantor—even if no such loan is 
made—the trust will be treated as a grantor trust.99 This is so, even if the trustee only ever makes 
a loan to the grantor that does provide for sufficient market-rate interest or adequate security.100  

3.5.3. Borrowing Trust Funds without Prompt Repayment 
Under IRC § 675(3), Bill will be treated as the owner of a trust if he (or his spouse, Ethel) borrows trust 
funds and fails to completely repay the loan, including any interest, before the beginning of the taxable 
year.  If, however, the loan (a) provides for sufficient interest and adequate security, and (b) the loan is 
made by an independent trustee (i.e., other than Bill or Ethel, and other than a related or subordinate 
trustee, who is deemed “subservient” to the grantor under IRC § 672(c)), then the mere borrowing (at 
arm’s-length) by Bill or Ethel will not trigger grantor trust treatment.101 

3.5.4. General Powers of Administration 
Under IRC § 675(4), Bill will be treated as the owner of a trust if he creates or reserves a “power of 
administration” that Bill (or any other person) may exercise in a non-fiduciary capacity (i.e., not as a 
trustee), without the approval or consent of any person in a fiduciary capacity (i.e., without the trustee’s 
stamp of approval).  So, what in the Sam hell is a “power of administration,” you may ask… 

The term “powers of administration” refers to any one or more of three specifically enumerated powers:102 

(i) A power, exercisable in a nonfiduciary capacity, to vote or direct the voting of stock or 
other securities of a corporation in which the holdings of the grantor and the trust are 
significant (from the viewpoint of voting control); 

(ii) A power, exercisable in a nonfiduciary capacity, to control the investment of the trust funds 
either by directing investments or reinvestments, or by vetoing proposed investments or 
reinvestments, to the extent that the trust funds consist of stocks or securities of 
corporations in which the holdings of the grantor and the trust are significant (once again, 
from the viewpoint of voting control); or 

(iii) A power, exercisable in a nonfiduciary capacity, to reacquire the trust principal by 
substituting other property of an equivalent value. 

 
96 Treas. Reg. § 1.675-1(b)(2). 
97 Id. 
98 See, e.g., IRS PLR 200840025. 
99 See, e.g., IRS PLR 199942017. 
100 Id. 
101 Treas. Reg. § 1.675-1(b)(3). 
102 See IRC § 675(4); Treas. Reg. § 1.675-1(b)(4)(i)-(iii). 



Example 1: Bill’s trust holds 75% of the voting power of Stunning Sheila’s Emus, Bill’s wildly 
successful (you’ve seen the books and still don’t believe it) emu farm.  If the trust instrument gives 
Bill the nonfiduciary power—without the approval of a trustee—to exercise this voting right, 
thereby compelling the hostile takeover of the German ostrich farm, Riesenvögel, A.G.,103 then Bill 
would be considered the owner of the trust—even if no vote is ever taken. 

Example 2: If Bill possesses the nonfiduciary power to compel the trust to invest in the stock of 
Riesenvögel, A.G., which (after the aforementioned hostile takeover) is wholly owned by the trust, 
then Bill will be treated as the owner of the trust—even if Bill never actually compels the trust to 
so invest. 

Example 3:  If Bill possesses the nonfiduciary power to sell the emu farm to an independent third-
party (or to Jedediah for that matter), and then to lease it back from the purchaser, the IRS has 
held that this is a reacquisition and substitution of trust property, which will result in grantor trust 
status.104  Similarly, if Bill sells 24% of the stock of the emu farm to Remus (retaining the majority 
share in trust, because Remus—though a dear friend—is about as trustworthy as a drunk 
leprechaun), and Bill thereafter substitutes 24% of the stock of Riesenvögel, A.G. (even if the stock 
of the German ostrich farm were equivalent in value), the existence (not simply the exercise) of 
this power, held by Bill as a non-trustee, would result in grantor trust status. 

3.6. The Power to Revoke – IRC § 676 
At its most basic, IRC §676 provides that a grantor of a trust will be treated as the owner of that trust if he 
has the power (exercisable only by the grantor, a non-adverse party, or both) to return or to “revest” legal 
title and ownership of the trust’s assets or a portion thereof to himself. Although IRC § 676 is entitled 
“Power to Revoke,” revocation is only one method to reinvest title of the trust’s assets in the grantor. As 
the Treasury Regulations observe, if the grantor has such a power of revesting, the grantor is treated as the 
owner of the trust, regardless of whether the power is a power to revoke, to terminate, to alter, to amend, 
or to appoint.105 

If, however, this power of revocation could only ever affect the beneficial enjoyment of the income of the 
trust after the occurrence of an event, such that a grantor would not be treated as the owner under IRC 
§ 673 (i.e., if the power were a reversionary interest valued at 5% of the trust or more), neither will the 
grantor be treated as the owner under IRC § 676(b).106  The grantor, however, may be treated as the owner 
of the trust, if, he does not immediately relinquish the power after the occurrence of such event.107 
 

Example: Uncle Bill creates a trust for the benefit of Remus. In an effort to keep Remus on the 
straight and narrow path towards righteousness (and away from Raiford Federal Penitentiary, just 
outside of Starke, Florida), Bill’s new trust gives Remus income until his death or until he is 
incarcerated once more, whichever is first, with Bill having a power of appointment to “sprinkle” 
the trust’s assets among beneficiaries (including himself) as he saw fit.  The trust also allows Bill to 
terminate the trust unilaterally if Remus goes to prison.  It’s difficult to say how much Bill’s interest 
in the trust would be at its inception, but given that Remus is in his early seventies, the actuarial 

 
103 Which, as before, loosely translates from German to “Big Ass Birds, Incorporated,” if you were curious. 
104 See Rev. Rul. 54-9. 
105 Treas. Reg. § 1.676(a)-1. 
106 IRC § 676(a) (flush language). 
107 IRC § 676(b); Treas. Reg. § 1.676(b)-1. 



tables suggest that Bill’s interest is much greater than 5%; thus, the exception in IRC § 676(b) would 
likely not apply, and the trust would be treated as a grantor trust.  

Would the result be different in the previous example, if Remus were fingered, convicted, and 
sentenced for three years for the theft of an ATM (said ATM having been found, rather inexplicably, 
in Remus’ third floor loft in Old Orchard Beach without a single dollar missing)?  In this case, Bill’s 
right to terminate the trust and his power of appointment would trigger grantor trust status under 
IRC § 676(a). 

3.7. Income for the Benefit of the Grantor (or the Grantor’s Spouse) – IRC § 677 
Going back to what seems like days ago, the principle of grantor trusts is that if a grantor has enough control 
over the trust and its finances, then he will be treated as the owner of the trust, and the trust’s income will 
be taxed to the grantor.  
 

3.7.1. Income Held or Distributed for Grantor or Grantor’s Spouse 
Going back to what seems like days ago, the principle of grantor trusts is that if a grantor has enough control 
over the trust and its finances, then he will be treated as the owner of the trust, and the trust’s income will 
be taxed to the grantor. It makes sense then that if Bill and/or a nonadverse trustee can distribute principal 
or income to Bill or Ethel (without the approval or consent of any adverse party), Bill has a substantial 
vested interest in the trust’s assets.108 
 

Example: Uncle Bill creates an irrevocable trust, which provides that the trust’s ordinary income is 
to be payable to him and Ethel for life, and that on his death the principal of the trust should be 
distributed to Remus. Except for the right to receive income, Bill retained no right or power that 
would cause him to be treated as an owner under the grantor trust rules of IRC §§ 671-677. 
Nevertheless, since Bill and Aunt Ethel have the right to distributions of income during their 
lifetime, the trust is a grantor trust. 

 

3.7.2. Income Accumulated for Grantor or Grantor’s Spouse 
Similarly, if Bill or another nonadverse party (or both, if they are acting in cahoots) determines in their 
discretion that the trust income should be held or accumulated for future distribution to Bill or Ethel, this 
power to accumulate income (not the exercise thereof) in favor of Bill or Ethel makes Bill the owner of the 
trust.109 
 

Example: Bill creates a trust which provides that the ordinary income is payable to his adult Jethro 
for ten years and a day (or until his untimely death, if sooner). On the second day of the tenth year 
or on Jethro’s confirmed date of death, the principal is to revert back to Bill.  Bill also retained a 
discretionary right to receive $5,000 of ordinary income each year; however, absent the actual 
exercise of this right, all the ordinary income is to be distributed to Jethro. Bill retained no other 
right or power which would cause him to be treated as an owner under the grantor trust rules. 

 

3.7.3. Income Paying for Life Insurance (On Grantor or Grantor Spouse’s Life) 
The third prong of the general rule, whether the income of a trust is applied for the grantor’s benefit, 
provides that if the income of the trust is applied to the payment of premiums on policies of insurance on 
the life of the grantor or the grantor’s spouse, without the approval or consent of an adverse party, and 

 
108 IRC § 677(a)(1). 
109 IRC § 677(a)(2). 



subject to the discretion of the grantor and/or a nonadverse party.110 However, if the policy of insurance is 
irrevocably payable to a charity (under IRC § 170), then this rule does not apply.111 

Example: Uncle Bill creates an irrevocable trust that holds three policies of insurance.  The first is a 
whole-life policy on his life for the benefit of Ethel, the second is a whole-life policy on Ethel’s life 
for Bill’s benefit, and the third is a full life policy on Bill’s life for the benefit of “Flightless, Not 
Plightless, Inc.,” an IRC § 501(c)(3) organization, which also qualifies under IRC § 170. At present, 
the primary effort of FNP is to provide financial support for the New Zealand Government’s kākāpō 
recovery and breeding effort.112  The trust contains additional assets, and the trustee pays the 
premiums of the policies from the income derived from those assets.  The kākāpō recovery life 
insurance policy would, in any event, not subject to grantor trust treatment under IRC § 677(a)(3).  
If approval and consent from adverse parties was not required, to make payments of the premiums, 
then the trustee’s payment of the premiums of the other two policies would make the trust a 
grantor trust. 

3.7.4. Obligations of Support 
The income of a trust won’t be considered taxable to the grantor under IRC § 676(a) or under any other 
provision in the grantor trust rules merely because such income (in the discretion of another person, the 
trustee, or the grantor acting as trustee or co-trustee,) may be applied or distributed for the support or 
maintenance of a beneficiary—other than the grantor’s spouse—whom the grantor is legally obligated to 
support or maintain, except to the extent that such income is so applied or distributed.   

Let’s look (in much simple terms) at IRC § 677(b) related to the grantor’s application of trust income to the 
grantor’s own legal support obligations and the unique tax structuring involved. 

Example 1: Jedediah sired a love child at some point in 2015.113  He challenged the paternity in 
court, but upon seeing the child’s rocking mullet just chilling under his low-brimmed trucker hat, 
Jed decided that, whether the kid was blood or not, he was pretty damn cool, and he could Jed 
daddy or whatever he wanted. Jed was not a bad father—to no one’s greater surprise than Jed, 
himself—and, compared to the child’s mother (who had named the child Ferris after all), Jed was 
practically a yogi-level child rearing doula.  Jed sold some of his stock in the emu farm, and he put 
the sales proceeds in an irrevocable trust to (a) grow over a term of years, and (b) to pay Jed’s 
court-ordered child support for Ferris.  Although the entirety of the trust will not be treated as a 

 
110 IRC § 677(a)(3). 
111 Id. 
112 Kākāpōs (caw-caw-poes) are the largest parrot, and also the only flightless parrot in the world.  According to an article that you 
read in the Washington Post, a kākāpō has the body of a goose, the face of an owl, and the waddle of a duck.  In 1977, there were 
18 kākāpō thought to be living, all dudes.  But lo and behold, a second population was found—and this one had ladies.  There are 
now 202 kākāpō in New Zealand and growing.  For more on the kākāpō recovery effort (and to see how cute they are as adults 
(and how ugly they are as chicks)), click here. Knowing his soft spot for all flightless birds, you sent the article to Bill, who has 
become a zealous advocate for the recovery efforts. 
113 A bit more background: In one of Jedediah’s brief and irregular stints on the “outside,” he met a girl named whose nickname 
was Feral Carole.  Ol’ Jed was particularly taken by the dichotomy of Carole’s fully inked left arm and her left, which was untouched 
like a freshly racked canvas.  Sometime between (a) swearing to Carol and on everything that was good and holy to him (which was 
a short list: a 1976 Camaro, the Lord and Savior, and the Playboys that he had been collecting since he was seven), that he would 
never do anything to allow prison bars to separate their love, and (b) agreeing to be the driver when Carol made the rear panel of 
her ex-husband’s white Tahoe look like Swiss cheese, that Jedediah sired a son.  Jed was unaware of Ferris’ existence until the 
paternity suit five years later. 

https://www.doc.govt.nz/our-work/kakapo-recovery/


grantor trust, the $1,200 Jedediah pays towards Ferris’ child support will be treated as taxable 
income within the trust.   

Example 2:  Returning to one of our examples from earlier in the article, you will remember that 
Bill likewise sired a child out of wedlock, whose name escapes you right now, because everyone on 
your mother’s side of the family just refers to the now thirty-five-year-old man-child as “the poor 
bastard.”  Bill’s arrearages of child support. Bill files a petition to modify the child support 
obligation. He agrees to fund a trust equivalent in future value to the amount of child support 
presently due.  Bill will select an independent trustee, who has the power to accumulate 
distributions, and at the end of 25 years, the trust will terminate, and it will be distributed to the 
poor bastard.  During the first 10 years no distributions were made, and the income taxes were 
paid by the trust in accordance with IRC § 677(b).  In year 11, the trustee distributes all of the 
accumulated income.  Any income generated in year 11 will be taxed to Bill, as it was used to 
discharge his legal obligation to support the poor bastard. 

3.8. Person other than Grantor Treated as Substantial Owner of Trust – IRC § 678 
A person other than the grantor will be treated as the owner of any trust (or portion thereof) under two 
conditions: (1) if such person has the power, exercisable solely by himself, to vest the principal or income 
of the trust in himself;114 or (2) if such a person had the power to vest income in himself, such power was 
modified or partially released, but the person retains enough control over the trust that if he were the 
grantor of the trust, he’d be treated as the owner under IRC §§ 671-677.115  We will refer to the power in 
IRC § 678(a)(1) as the “§ 678 withdrawal power” and the power in IRC § 678(a)(2) as the “modified § 678 
withdrawal power.” 

A § 678 withdrawal power will cause the holder of the withdrawal power to be treated as owning the trust 
(or part of the trust) even if it is never exercised, and even if it is paid to someone other than the holder.  
The rules related to the § 678 withdrawal power are intended to prevent a beneficiary from severing his 
deemed ownership of a trust by modifying or releasing a § 678 withdrawal power while still retaining a 
significant degree of control over the trust assets. 

Example: In 2018, Bill created a trust for the benefit of his idiot boys, Jethro, Jedediah, and Leroy. 
Bill named Jethro as trustee and gives Jethro the power to sprinkle the trust income and principal 
amongst the brothers in his sole discretion. Additionally, Bill gives Jethro a general power of 
appointment116 over the trust assets. In the Fall of 2019, Jethro gave up (relinquished) this power 
of appointment, which was an effective § 678 withdrawal power. Subsequent to this release of the 
§ 678 release power, Jethro retained the right to allocate income and principal among the 
beneficiaries, including himself, without regard to any definite standard. Thus, even though Jethro 
released the power that would have caused inclusion under IRC § 678(a)(1), the retained power to 
revest the income and principal to himself (that is, revest the assets of trust in himself) would have 
caused grantor trust status if Jethro were the grantor of the trust.  As such, under IRC § 678(a)(2), 
Jethro is treated as the owner of the trust’s assets…unless Bill is treated as an owner of the assets, 
as well…which we discuss, well, now. 

 
114 IRC § 678(a)(1). 
115 IRC § 678(a)(2). 
116 The IRS generally considers a general power of appointment to effectively analogous to a § 678 withdrawal power. 

See Rev. Rul. 67-241. 



As alluded to at the end of the previous example, IRC § 678(a) does not apply to attribute ownership of a 
trust to a person (other than the grantor), who holds a self-vesting § 678 power of withdrawal or a modified 
§ 678 withdrawal power, if the grantor of the trust is treated as the owner under the grantor trust rules.117  
Stated differently, no matter the powers given to a beneficiary, if a grantor is treated as the owner of the 
trust under the grantor trust rules, the powerholder-beneficiary is not an owner of the same trust or portion 
of the trust.  Thus, IRC § 678 will not apply to attribute ownership of a trust to a person (other than the 
grantor), who holds a self-vesting power over the income of the trust if that person renounced or 
disclaimed the interest within a reasonable amount of time after he first became aware of its existence.118 

Example: In 2020, Uncle Bill created another trust for the benefit of himself and his idiot boys, 
Jethro, Jedediah, and Leroy for life. Bill named Remus as trustee and gave Remus the power to 
sprinkle the trust income amongst Bill and the brothers in his sole discretion for their respective 
lives and to distribute principal to Bill “for the sole purpose of making [Bill] happy.”  Bill structured 
the trust that at Jethro’s death, he would be able to appoint 1/3 of the assets of the trust to anyone 
he wanted in his will.  At the time that Jethro accepts this general power of appointment, he would 
be considered an owner of 1/3 of the assets of the trust; except that Bill’s retention of the interest 
in the income stream, and the use of a non-ascertainable standard for the distribution of 
principal—both with a nonadverse trustee—would make Bill the owner of the trust’s income and 
principal.  Thus, under IRC § 678(b), Jethro will not be treated as an owner, despite the power of 
appointment.  

It is important to note that IRC § 678(a) does not apply if the powerholder does not exercise the self-vesting 
power (or modified vesting power) solely by himself.119  Thus, if Jethro needed the consent of Leroy and 
Jedediah to distribute money to himself, IRC § 678(a) would not make Jethro an owner of the underlying 
trust.  One of the more common occurrences of this wrinkle is when a grantor or beneficiary needs the 
approval of the trustee to exercise a power that would otherwise invoke IRC § 678. 

Finally, IRC § 678(a) does not apply to a power that enables the holder, in a fiduciary capacity, to apply the 
income of the trust to the support or maintenance of a person whom the holder is obligated to support, 
except to the extent the income is so applied.120 

Example: Uncle Bill creates a trust for the benefit of his grandson, James Robert.  Bill names James 
Robert’s mother, Jennie, as the trustee and provides that Jennie can distribute income to James 
Robert based on the HEMS standard.  Jennie, though not the grantor of the trust under IRC § 678(c) 
because she holds the power in a fiduciary capacity, Jennie would be taxed on any income 
distributed to James Robert from the trust. 

  

 
117 IRC § 678(b); Treas. Reg. § 1.678(b)-1. 
118 IRC § 678(d); Treas. Reg. § 1.678(d)-1. 
119 Treas. Reg. § 1.678(a)-1. 
120 IRC § 678(c); Treas. Reg. § 1.678(c)-1. 



4. Tax Reporting of Grantor Trusts 
No separate tax identification number is required if the grantor trust is revocable under IRC § 676, so long 
as the grantor is the trustee.121 Thus, if Bill created an inter vivos revocable trust, the trustee should use 
Bill’s social security number (which, it should be noted, begins with the numbers 666) as its taxpayer 
identification number. Likewise, no separate taxpayer identification number is necessary for the trust if Bill 
and Ethel are both grantors, Bill or Ethel serves as trustee or co-trustee, and the reconciled couple files a 
joint return.122 In either case, Bill (and Ethel, if also a grantor) would not need to file a separate income tax 
return for the trust (a Form 1041) but would, instead, report the trust income on a Form 1040.  

In all other cases, such as when a trust is irrevocable, the trustee should obtain a separate taxpayer 
identification number for the trust. Similarly, even when a trust is revocable, if Bill resigns as a trustee, 
relinquishes or loses the right to revoke the trust, or dies (at which time the trust becomes irrevocable), 
the trustee must obtain a new taxpayer identification number. If the trust is required to obtain its own 
taxpayer identification number, the Treasury Regulations provide three alternative methods for reporting 
the items of income, deductions, and credits of the trust. 

4.1. Traditional Method 
If the entire trust is treated as owned by Uncle Bill, the trustee may furnish the Bill’s name and social 
security number, as well as the address of the trust, to all “payors” of trust income during the taxable 
year.123 In this context, a “payor” is simply any individual or entity that pays income to the trust.124 The 
trustee may not use this method unless Bill provides the trustee with a completed W-9 (or substitute W-9) 
signed under the penalties of perjury, providing Bill’s name, address, and social security number, and 
certifying that he is a bona fide, red-blooded, Stars and Stripes carryin’, U.S. person.125 Alternatively, the 
trustee may furnish the name and taxpayer identification number of the trust, as well as the address of the 
trust, to the payors.126 

4.2. Alternative Reporting Method One  
If the trustee furnishes the payors with the Bill’s social security number and other information, unless Bill 
is also the trustee or co-trustee of the trust, the trustee must provide Bill with a statement (a K-1 or 
otherwise) that specifies the items of income, deductions, and credits of the trust; identifies the payors of 
each item of income; and the trustee must also provide Bill with all information necessary to report the 
items on his own Federal income tax return.127 The trustee is not otherwise required to file anything with 
the IRS.128 When Bill dies, the trust must obtain its own taxpayer identification number, and reporting under 
this alternative method is no longer permitted.129 

4.3. Alternative Reporting Method Two  
If the trustee furnishes the payors with the trust’s taxpayer identification number, the trustee must file 
with the IRS all Forms 1099 it receives from the payors reporting the trust’s items of income, deductions, 

 
121 Treas. Reg. § 301.6109-1(a)(2); Treas. Reg. § 1.671-4(b)(1). 
122 Treas. Reg. § 1.671-4(b)(2). 
123 Treas. Reg. § 1.671-4(b)(1); Treas. Reg. § 1.671-4(b)(2)(i)(A); Treas. Reg. § 1.671-4(b)(2)(ii)(A). 
124 Treas. Reg. § 1.671-4(b)(4). 
125 Treas. Reg. § 1.671-4(b)(1). If the W-9 indicates that the Grantor is subject to backup withholding, the trustee must notify the 
payors of their obligation to withhold; however, the trustee should not provide the payors with copies of the W-9. See Treas. Reg. 
§ 1.671-4(e)(1). 
126 Treas. Reg. § 1.671-4(b)(2)(i)(B); Treas. Reg. § 1.671-4(b)(2)(iii)(A). 
127 Treas. Reg. § 1.671-4(b)(2)(ii)(A). 
128 Treas. Reg. § 1.671-4(b)(2)(ii)(B). 
129 Treas. Reg. § 1.671-4(h). Special rules apply to reporting in the year of the Grantor’s death. See Treas. Reg. § 1.671-4(h)(3). 



and credits, which Forms 1099 show the trust as the payor and Bill as the payee.130 The trustee must report 
each type of income in the aggregate, but he must report each item of gross proceeds separately.131  

The trustee, however, does not need to include on the Forms 1099 it files with the IRS any amounts 
reportable by a payor on an information return other than a Form 1099.132 For example, if a trust owns an 
interest in a partnership (like Stunning Sheila’s Emus, LLC, Bill’s southern Maine emu farm), the trust's 
distributive share of the income and gain of the partnership is not includible on any Forms 1099 filed by 
the trustee because the trust’s distributive share is reportable by the partnership on Schedule K-1, not a 
Form 1099.133 

Once again, unless Bill is also the trustee or co-trustee of the trust, the trustee must provide Bill with a 
statement (a K-1 or otherwise) that specifies the items of income, deductions, and credits of the trust; 
identifies the payors of each item of income; and he must provide Bill with all information necessary to 
report the items on Bill’s own Federal income tax return.134 If the entire trust is owned by two or more 
grantors, then this second method must be used.135 If the trust is treated as entirely owned by Bill and 
Ethel—who (actually) file a joint return under IRC § 6013—the trust will be considered to be owned by only 
one grantor for purposes of this alternative method of reporting.136 

4.4. Alternatives Not Available for Partial Grantor Trusts 
If Uncle Bill is treated as only owning a portion of the trust, these two alternative reporting methods are 
not available to the trustee, and the trustee must file a Form 1041, check the “Grantor Trust” box, and 
simply attach a statement of the items of income, deductions, and credits of the trust for that year—but 
need not fill out the substantive portions of the Form 1041.137 Traditionally, this attached statement is in 
the form of a K-1, though any schedule or statement of the items will suffice. Bill will then use this statement 
to prepare his own income tax return reporting the items. 

Example: Uncle Bill creates an irrevocable trust which provides that the ordinary income (but no 
principal) is to be payable to him for life. At his death, the principal will be distributed free of trust 
to his friend, part-time business partner, and general n’er-do-well, Remus. Except for the right to 
receive income, Bill retains no right or power which would cause him to be treated as an owner of 
the entire trust under the grantor trust rules of IRC §§ 671 through 678. Since Bill has a right to 
receive income, he is treated as an owner of a portion of the trust under IRC § 677. However, 
because not all of the trust is treated as owned by Bill or another person, the trustee must file a 
Form 1041 rather than using the two alternative methods of reporting. 

4.5. Circumstances Where Alternative Methods Prohibited  
As with a trust of which Bill is treated as only owning a portion, there are six other circumstances in which 
a trustee cannot use the two alternative reporting methods, but instead must file a Form 1041. These 
include 138 

 
130 Treas. Reg. § 1.671-4(b)(2)(iii)(A). 
131 Id. 
132 Treas. Reg. § 1.671-4(b)(5)(i). 
133 Treas. Reg. § 1.671-4(b)(5)(ii). 
134 Treas. Reg. § 1.671-4(b)(2)(iii)(B). 
135 Treas. Reg. § 1.671-4(b)(3). 
136 Treas. Reg. § 1.671-4(b)(8). 
137 Treas. Reg. § 1.671-4(a). 
138 Treas. Reg. § 1.671-4(b)(6). 



(i) when the trust is a “common trust” (as defined in IRC § 584(a));  
(ii) when the trust has its situs or any of its assets located outside of the United States;  
(iii) when the trust is a qualified subchapter S trust (as defined in IRC § 1361(d)(3));  
(iv) when the trust is treated as being wholly owned by one grantor or one other person whose 

taxable year is a fiscal year;  
(v) when the trust is treated as being wholly owned by one grantor or one other person who is not 

a U.S. person; and  
(vi) when the trust is treated as being wholly owned by two or more grantors or other persons, at 

least one of whom is not a U.S. person. 

Similarly, if a trust is treated as being owned by one grantor or one other person, the latter person being 
an “exempt recipient” for information reporting purposes, the two alternative methods of reporting may 
not be used.139 If, however, a trust is owned by two or more grantors or other persons, and (i) at least one 
grantor or other person treated as the owner of the trust is not an exempt recipient, and (ii) the trustee 
should report the trust’s income, deductions, and credits as if all of the grantors were not exempt 
recipients. In such a case, the second alternative method would be permitted.140 

 
139 Treas. Reg. § 1.671-4(b)(7)(i). For purposes of this exception to the alternative reporting rules, the term “exempt recipient” 
means a person described in Treas. Reg. § 1.6049-4(c)(1)(ii) (for interest, dividends, and royalties), a person described in Treas. 
Reg. § 1.6045-2(b)(2)(i) (for broker proceeds), and a person described in Treas. Reg. § 1.6041-3(q) (for rents, amounts paid on 
notional principal contracts, and other fixed or determinable income). See Treas. Reg. § 1.1471-1(43). 
140 Treas. Reg. § 1.671-4(b)(7)(ii). 


