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trust. However, the provisions of sub-
part E do not apply in situations in-
volving an assignment of future in-
come, whether or not the assignment is
to a trust. Thus, for example, a person
who assigns his right to future income
under an employment contract may be
taxed on that income even though the
assignment is to a trust over which the
assignor has retained none of the con-
trols specified in sections 671 through
677. Similarly, a bondholder who as-
signs his right to interest may be taxed
on interest payments even though the
assignment is to an uncontrolled trust.
Nor are the rules as to family partner-
ships affected by the provisions of sub-
part E, even though a partnership in-
terest is held in trust. Likewise, these
sections have no application in deter-
mining the right of a grantor to deduc-
tions for payments to a trust under a
transfer and leaseback arrangement. In
addition, the limitation of the last sen-
tence of section 671 does not prevent
any person from being taxed on the in-
come of a trust when it is used to dis-
charge his legal obligation. See §1.662
(a)-4. He is then treated as a bene-
ficiary under subparts A through D or
treated as an owner under section 677
because the income is distributed for
his benefit, and not because of his do-
minion or control over the trust.

(d) The provisions of subpart E are
not applicable with respect to a pooled
income fund as defined in paragraph (5)
of section 642(c) and the regulations
thereunder, a charitable remainder an-
nuity trust as defined in paragraph (1)
of section 664(d) and the regulations
thereunder, or a charitable remainder
unitrust as defined in paragraph (2) of
section 664(d) and the regulations
thereunder.

(e) For the effective date of subpart E
see section 683 and the regulations
thereunder.

(f) For rules relating to the treat-
ment of liabilities resulting on the sale
or other disposition of encumbered
trust property due to a renunciation of
powers by the grantor or other owner,
see §1.1001-2.

[T.D. 6500, 25 FR 11814, Nov. 26, 1960, as
amended by T.D. 7148, 36 FR 20749, Oct. 29,
1971; T.D. 7741, 45 FR 81745, Dec. 12, 1980]
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§1.671-2 Applicable principles.

(a) Under section 671 a grantor or an-
other person includes in computing his
taxable income and credits those items
of income, deduction, and credit
against tax which are attributable to
or included in any portion of a trust of
which he is treated as the owner. Sec-
tions 673 through 678 set forth the rules
for determining when the grantor or
another person is treated as the owner
of any portion of a trust. The rules for
determining the items of income, de-
duction, and credit against tax that are
attributable to or included in a portion
of the trust are set forth in §1.671-3.

(b) Since the principle underlying
subpart E (section 671 and following),
part 1, subchapter J, chapter 1 of the
Code, is in general that income of a
trust over which the grantor or an-
other person has retained substantial
dominion or control should be taxed to
the grantor or other person rather than
to the trust which receives the income
or to the beneficiary to whom the in-
come may be distributed, it is ordi-
narily immaterial whether the income
involved constitutes income or corpus
for trust accounting purposes. Accord-
ingly, when it is stated in the regula-
tions under subpart E that ““income” is
attributed to the grantor or another
person, the reference, unless specifi-
cally limited, is to income determined
for tax purposes and not to income for
trust accounting purposes. When it is
intended to emphasize that income for
trust accounting purposes (determined
in accordance with the provisions set
forth in §1.643(b)-1 is meant, the phrase
“‘ordinary income’’ is used.

(c) An item of income, deduction, or
credit included in computing the tax-
able income and credits of a grantor or
another person under section 671 is
treated as if it had been received or
paid directly by the grantor or other
person (whether or not an individual).
For example, a charitable contribution
made by a trust which is attributed to
the grantor (an individual) under sec-
tions 671 through 677 will be aggregated
with his other charitable contributions
to determine their deductibility under
the limitations of section 170(b)(1).
Likewise, dividends received by a trust
from sources in a particular foreign
country which are attributed to a

273



§1.671-2

grantor or another person under sub-
part E will be aggregated with his
other income from sources within that
country to determine whether the tax-
payer is subject to the limitations of
section 904 with respect to credit for
the tax paid to that country.

(d) Items of income, deduction, and
credit not attributed to or included in
any portion of a trust of which the
grantor or another person is treated as
the owner under subpart E are subject
to the provisions of subparts A through
D (section 641 and following), of such
part 1.

(e)(1) For purposes of part | of sub-
chapter J, chapter 1 of the Internal
Revenue Code, a grantor includes any
person to the extent such person either
creates a trust, or directly or indi-
rectly makes a gratuitous transfer
(within the meaning of paragraph (e)(2)
of this section) of property to a trust.
For purposes of this section, the term
property includes cash. If a person cre-
ates or funds a trust on behalf of an-
other person, both persons are treated
as grantors of the trust. (See section
6048 for reporting requirements that
apply to grantors of foreign trusts.)
However, a person who creates a trust
but makes no gratuitous transfers to
the trust is not treated as an owner of
any portion of the trust under sections
671 through 677 or 679. Also, 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 trans-
fers is not treated as an owner of any
portion of the trust under sections 671
through 677 or 679. See also §1.672(f)-
5(a).

(2)(i) A gratuitous transfer is any
transfer other than a transfer for fair
market value. A transfer of property to
a trust may be considered a gratuitous
transfer without regard to whether the
transfer is treated as a gift for gift tax
purposes.

(ii) For purposes of this paragraph
(e), a transfer is for fair market value
only to the extent of the value of prop-
erty received from the trust, services
rendered by the trust, or the right to
use property of the trust. For example,
rents, royalties, interest, and com-
pensation paid to a trust are transfers
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for fair market value only to the ex-
tent that the payments reflect an
arm’s length price for the use of the
property of, or for the services ren-
dered by, the trust. For purposes of
this determination, an interest in the
trust is not property received from the
trust. In addition, a person will not be
treated as making a transfer for fair
market value merely because the
transferor recognizes gain on the trans-
action. See, for example, section 684 re-
garding the recognition of gain on cer-
tain transfers to foreign trusts.

(iii) For purposes of this paragraph
(e), a gratuitous transfer does not in-
clude a distribution to a trust with re-
spect to an interest held by such trust
in either a trust described in paragraph
(e)(3) of this section or an entity other
than a trust.

For example, a distribution to a trust
by a corporation with respect to its
stock described in section 301 is not a
gratuitous transfer.

(3) A grantor includes any person who
acquires an interest in a trust from a
grantor of the trust if the interest ac-
quired is an interest in certain invest-
ment trusts described in §301.7701-4(c)
of this chapter, liquidating trusts de-
scribed in §301.7701-4(d) of this chapter,
or environmental remediation trusts
described in §301.7701-4(e) of this chap-
ter.

(4) If a gratuitous transfer is made by
a partnership or corporation to a trust
and is for a business purpose of the
partnership or corporation, the part-
nership or corporation will generally
be treated as the grantor of the trust.
For example, if a partnership makes a
gratuitous transfer to a trust in order
to secure a legal obligation of the part-
nership to a third party unrelated to
the partnership, the partnership will be
treated as the grantor of the trust.
However, if a partnership or a corpora-
tion makes a gratuitous transfer to a
trust that is not for a business purpose
of the partnership or corporation but is
for the personal purposes of one or
more of the partners or shareholders,
the gratuitous transfer will be treated
as a constructive distribution to such
partners or shareholders under federal
tax principles and the partners or the
shareholders will be treated as the
grantors of the trust. For example, if a
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partnership makes a gratuitous trans-
fer to a trust that is for the benefit of
a child of a partner, the gratuitous
transfer will be treated as a distribu-
tion to the partner under section 731
and a subsequent gratuitous transfer
by the partner to the trust.

(5) If a trust makes a gratuitous
transfer of property to another trust,
the grantor of the transferor trust gen-
erally will be treated as the grantor of
the transferee trust. However, if a per-
son with a general power of appoint-
ment over the transferor trust exer-
cises that power in favor of another
trust, then such person will be treated
as the grantor of the transferee trust,
even if the grantor of the transferor
trust is treated as the owner of the
transferor trust under subpart E of
part 1, subchapter J, chapter 1 of the
Internal Revenue Code.

(6) The following examples illustrate
the rules of this paragraph (e). Unless
otherwise indicated, all trusts are do-
mestic trusts, and all other persons are
United States persons. The examples
are as follows:

Example 1. A creates and funds a trust, T,
for the benefit of her children. B subse-
quently makes a gratuitous transfer to T.
Under paragraph (e)(1) of this section, both A
and B are grantors of T.

Example 2. A makes an investment in a
fixed investment trust, T, that is classified
as a trust under §301.7701-4(c)(1) of this chap-
ter. A is a grantor of T. B subsequently ac-
quires A’s entire interest in T. Under para-
graph (e)(3) of this section, B is a grantor of
T with respect to such interest.

Example 3. A, an attorney, creates a foreign
trust, FT, on behalf of A’s client, B, and
transfers $100 to FT out of A’s funds. A is re-
imbursed by B for the $100 transferred to FT.
The trust instrument states that the trustee
has discretion to distribute the income or
corpus of FT to B and B’s children. Both A
and B are treated as grantors of FT under
paragraph (e)(1) of this section. In addition,
B is treated as the owner of the entire trust
under section 677. Because A is reimbursed
for the $100 transferred to FT on behalf of B,
A is not treated as transferring any property
to FT. Therefore, A is not an owner of any
portion of FT under sections 671 through 677
regardless of whether A retained any power
over or interest in FT described in sections
673 through 677. Furthermore, A is not treat-
ed as an owner of any portion of FT under
section 679. Both A and B are responsible
parties for purposes of the requirements in
section 6048.

§1.671-2

Example 4. A creates and funds a trust, T.
A does not retain any power or interest in T
that would cause A to be treated as an owner
of any portion of the trust under sections 671
through 677. B holds an unrestricted power,
exercisable solely by B, to withdraw certain
amounts contributed to the trust before the
end of the calendar year and to vest those
amounts in B. B is treated as an owner of the
portion of T that is subject to the with-
drawal power under section 678(a)(1). How-
ever, B is not a grantor of T under paragraph
(e)(1) of this section because B neither cre-
ated T nor made a gratuitous transfer to T.

Example 5. A transfers cash to a trust, T,
through a broker, in exchange for units in T.
The units in T are not property for purposes
of determining whether A has received fair
market value under paragraph (e)(2)(ii) of
this section. Therefore, A has made a gratu-
itous transfer to T, and, under paragraph
(e)(1) of this section, A is a grantor of T.

Example 6. A borrows cash from T, a trust.
A has not made any gratuitous transfers to
T. Arm’s length interest payments by Ato T
will not be treated as gratuitous transfers
under paragraph (e)(2)(ii) of this section.
Therefore, under paragraph (e)(1) of this sec-
tion, A is not a grantor of T with respect to
the interest payments.

Example 7. A, B’s brother, creates a trust,
T, for B’s benefit and transfers $50,000 to T.
The trustee invests the $50,000 in stock of
Company X. C, B’s uncle, purportedly sells
property with a fair market value of
$1,000,000 to T in exchange for the stock when
it has appreciated to a fair market value of
$100,000. Under paragraph (e)(2)(ii) of this sec-
tion, the $900,000 excess value is a gratuitous
transfer by C. Therefore, under paragraph
(e)(1) of this section, A is a grantor with re-
spect to the portion of the trust valued at
$100,000, and C is a grantor of T with respect
to the portion of the trust valued at $900,000.
In addition, A or C or both will be treated as
the owners of the respective portions of the
trust of which each person is a grantor if A
or C or both retain powers over or interests
in such portions under sections 673 through
677.

Example 8. G creates and funds a trust, T1,
for the benefit of G’s children and grand-
children. After G’s death, under authority
granted to the trustees in the trust instru-
ment, the trustees of T1 transfer a portion of
the assets of T1 to another trust, T2, and re-
tain a power to revoke T2 and revest the as-
sets of T2 in T1. Under paragraphs (e)(1) and
(5) of this section, G is the grantor of T1 and
T2. In addition, because the trustees of T1
have retained a power to revest the assets of
T2 in T1, T1 is treated as the owner of T2
under section 678(a).

Example 9. G creates and funds a trust, T1,
for the benefit of B. G retains a power to
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revest the assets of T1 in G within the mean-
ing of section 676. Under the trust agree-
ment, B is given a general power of appoint-
ment over the assets of T1. B exercises the
general power of appointment with respect
to one-half of the corpus of T1 in favor of a
trust, T2, that is for the benefit of C, B’s
child. Under paragraph (e)(1) of this section,
G is the grantor of T1, and under paragraphs
(e)(1) and (5) of this section, B is the grantor
of T2.

(7) The rules of this section are appli-
cable to any transfer to a trust, or
transfer of an interest in a trust, on or
after August 10, 1999.

[T.D. 6500, 25 FR 11814, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960, as amended by T.D. 8831,
64 FR 43274, Aug. 10, 1999; T.D. 8890, 65 FR
41333, July 5, 2000]

§1.671-3 Attribution or inclusion of in-
come, deductions, and credits
against tax.

(a) When a grantor or another person
is treated under subpart E (section 671
and following) as the owner of any por-
tion of a trust, there are included in
computing his tax liability those items
of income, deduction, and credit
against tax attributable to or included
in that portion. For example:

(1) If a grantor or another person is
treated as the owner of an entire trust
(corpus as well as ordinary income), he
takes into account in computing his in-
come tax liability all items of income,
deduction, and credit (including capital
gains and losses) to which he would
have been entitled had the trust not
been in existence during the period he
is treated as owner.

(2) If the portion treated as owned
consists of specific trust property and
its income, all items directly related to
that property are attributable to the
portion. Items directly related to trust
property not included in the portion
treated as owned by the grantor or
other person are governed by the provi-
sions of subparts A through D (section
641 and following), part I, subchapter J,
chapter 1 of the Code. Items that relate
both to the portion treated as owned by
the grantor and to the balance of the
trust must be apportioned in a manner
that is reasonable in the light of all the
circumstances of each case, including
the terms of the governing instrument,
local law, and the practice of the trust-
ee if it is reasonable and consistent.

26 CFR Ch. | (4-1-04 Edition)

(3) If the portion of a trust treated as
owned by a grantor or another person
consists of an undivided fractional in-
terest in the trust, or of an interest
represented by a dollar amount, a pro
rata share of each item of income, de-
duction, and credit is normally allo-
cated to the portion. Thus, where the
portion owned consists of an interest in
or a right to an amount of corpus only,
a fraction of each item (including
items allocated to corpus, such as cap-
ital gains) is attributed to the portion.
The numerator of this fraction is the
amount which is subject to the control
of the grantor or other person and the
denominator is normally the fair mar-
ket value of the trust corpus at the be-
ginning of the taxable year in question.
The share not treated as owned by the
grantor or other person is governed by
the provisions of subparts A through D.
See the last three sentences of para-
graph (c) of this section for the prin-
ciples applicable if the portion treated
as owned consists of an interest in part
of the ordinary income in contrast to
an interest in corpus alone.

(b) If a grantor or another person is
treated as the owner of a portion of a
trust, that portion may or may not in-
clude both ordinary income and other
income allocable to corpus. For exam-
ple:

(1) Only ordinary income is included
by reason of an interest in or a power
over ordinary income alone. Thus, if a
grantor is treated under section 673 as
an owner by reason of a reversionary
interest in ordinary income only, items
of income allocable to corpus will not
be included in the portion he is treated
as owning. Similarly, if a grantor or
another person is treated under sec-
tions 674-678 as an owner of a portion
by reason of a power over ordinary in-
come only, items of income allocable
to corpus are not included in that por-
tion. (See paragraph (c) of this section
to determine the treatment of deduc-
tions and credits when only ordinary
income is included in the portion.)

(2) Only income allocable to corpus is
included by reason of an interest in or
a power over corpus alone, if satisfac-
tion of the interest or an exercise of
the power will not result in an interest
in or the exercise of a power over ordi-
nary income which would itself cause
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