
Grantor Trusts 

A. What Grantor Trusts are Used For 

 1. They are used to freeze the estate value of assets, removing future 

appreciation, without incurring the capital gains tax normally associated with a transfer in 

exchange for consideration.  If the income and principal of a trust are taxed to the grantor, 

then it is ignored for income tax purposes, everything being taxed to the grantor (not the 

trust).  Accordingly, a sale of appreciated assets to the trust would not be a taxable event.  

If the asset sold, perhaps closely held stock, is expected to appreciate substantially in the 

future, a sale to such a trust in exchange for a note freezes the value of the asset included 

in the grantor’s estate (the note – not the stock) at the sales price, effectively transferring 

future appreciation to the trust, without incurring any capital gains tax on the sale. 

 2. The payment of income tax by the grantor on income generated by the assets 

owned by the trust causes tax free transfers to the trust beneficiaries.  The general rule is 

that a trust is taxed on income, except to the extent distributed to the beneficiaries, subject 

to the “DNI” rules.  In contrast, the trust settlor pays the tax with a grantor trust, thereby 

shifting the income taxes paid by the settlor/grantor to the trust beneficiaries, allowing the 

value of the trust to grow at a faster rate (pretax, not net of tax).  

Example:  Grantor creates an irrevocable trust to hold investment 

assets for the benefit of Grantor’s descendants, for the maximum 

term of the rule against perpetuities.  Grantor funds the trust with $3 

million worth of securities which yield three percent ordinary 

income per year, plus four percent annual long-term growth.  

Assume that the trust investments are changed periodically and that 

the appreciation is recognized at a 20% combined state and federal 

capital gains tax rate.  Assume also that the trust, the grantor, and 

the beneficiaries are all in the highest marginal income tax bracket, 

with a combined state and federal tax rate of 40%.  If the trust is not 

a grantor trust, in 10 years the trust fund will have grown to 

approximately $4,886,684.  If the trust is a grantor trust, in 10 years 



the trust fund will have grown to $5,901,454 – a $1,014,770 increase 

in the net growth of the trust.  This reflects a 10-year increase of 

62.89% in the net fair market value of the trust assets for a 

nongrantor trust, and 96.71% for a grantor trust.  Thus, the growth 

in the transferred wealth for a grantor trust is more than 50% greater 

than that for a nongrantor trust.   This disparity would be even 

greater if marginal tax rates were higher.  Danforth & Zaritsky, 819 

T. M., Grantor Trusts:  Income Taxation Under Subpart E, A-89. 

B. Types of Grantor Trusts 

1. Grantor Trust.  A grantor trust is one taxed under IRC §§ 671-677 and § 679 

as if owned in whole or part by the trust’s grantor.   

2. Mallinckrodt Trust.  This is a trust taxed in whole or part to someone other 

than the grantor under IRC § 678. 

These Code sections and the regulations set out the powers and interests sufficient to cause 

a shift in income taxation from the trust to the grantor or third party. 

C. Provisions Triggering Grantor Trust Status 

1. Section 674: Power to Alter Beneficial Enjoyment 

One technique that can be used to create grantor status is to couple the power to 

alter beneficial enjoyment with a power to add beneficiaries (other than after-born or after-

adopted children), often by giving a third party the power to add one or more qualified 

charities as beneficiaries of the trust.  Id. at A-93, citing Madorin v. Comr, 84 T.C. 667 

(1985).  Because of estate tax concerns under §§ 2036 and 2038, these powers generally 

would not be held by the grantor (or spouse).  Grantor status could be terminated in the 

future, should this be desired, by having the third party with the power to add beneficiaries 

release such right.  Id. 

Section 674(a) would normally cause grantor trust status because of a power to alter 

beneficial enjoyment, such as a broad power to distribute, apportion or accumulate income 

and to distribute principal to or for a beneficiary or group of beneficiaries held by any 

nonadverse trustee, if coupled with a power held by a nonadverse person to add 



beneficiaries (other than after-born or after-adopted children).  And, an adverse party is 

anyone who has a substantial beneficial interest in a trust that could be affected by the 

exercise or nonexercise of the relevant power.  The general rule of § 674(a), causing grantor 

status, does not apply to certain powers, including (a) a power held by any trustee to 

distribute corpus under a reasonably definite standard; (b) a power held by a trustee to 

distribute corpus to an income beneficiary, which is charged against the proportionate share 

of corpus held in trust for the payment of income to such beneficiary as if the corpus 

constituted a separate trust; (c) a power held by a trustee to accumulate or withhold income 

temporarily subject to ultimate payment to the beneficiary or his or her estate; (d) a power 

held by a trustee to withhold income temporarily subject to an unrestricted limited power 

of appointment; (e) a power held by a trustee to withhold income temporarily  subject to 

distribution when the trust terminates or in conjunction with a distribution of principal, and 

in shares specified in the trust instrument; (f) a power held by a trustee to withhold income 

during disability; (g) a power held by an independent trustee(s), which by definition 

excludes the grantor and the grantor’s spouse, and no more than half of whom are related 

or subordinate parties (being defined as nonadverse parties who are related to the grantor 

as a spouse, parent, issue, or sibling or subordinate as an employee, a corporation (or any 

of its employees) over which the grantor or trust exercise significant voting control or an 

employee of a corporation of which the grantor is an executive), without the consent of any 

other person, to sprinkle income or corpus among beneficiaries; (h) a power held by a 

trustee (none being the grantor or spouse) to allocate income among beneficiaries limited 

by a reasonably definite  standard.   However, each of the foregoing powers over principal, 

income or both, while generally not triggering grantor trust status, will create a grantor 

trust if someone also has a power to add to the beneficiaries designated to receive the 

income or corpus (other than merely to provide for after-born children).  Id., citing 

674(b)(5), (b)(6), (b)(7), (c), (d); Regs. § 1.674(d)-2(b). 



2. Nonfiduciary Power to Substitute Assets 

The IRS ruled in Rev. Rul. 2008-22 that a retained nonfiduciary power to substitute 

assets of an equivalent value would not cause estate tax inclusion in the estate of the 

grantor, making this an attractive option.  In this ruling, the grantor funded an irrevocable 

trust for the benefit of his descendants and named another person as trustee, specifically 

prohibiting the grantor from serving as trustee.  The grantor retained a § 675(4)(c) power, 

making it taxable as a grantor trust,  exercisable at any time, in a nonfiduciary capacity to 

acquire any property held by the trust by substituting other property of equivalent value, 

without the approval or consent of any person acting in a fiduciary capacity.  The grantor 

was required to certify in writing that any substituted property was of equivalent value. 

The IRS ruled that the grantor retained power did not cause the value of the trust 

corpus to be includible in the deceased grantor’s gross estate under §§ 2036(a) or 2038 (a) 

because the trustee had a fiduciary obligation (under the trust instrument or local law) to 

ensure the grantor’s compliance with the terms of the power by satisfying itself that the 

properties acquired and substituted by the grantor were of equivalent value and because the 

power was not exercisable in a manner that shifted benefits among trust beneficiaries. 

While the statute clearly authorizes this power to be held by the grantor “or any 

nonadverse party, acting in a nonfiduciary capacity,” Regs. § 1.675-1(a) states that the 

powers of § 675 must be “exercisable primarily for the benefit of the grantor rather than 

the beneficiaries of the trust” to trigger grantor trust status, raising some concerns in 

granting the power to a third party.  Danforth & Zaritsky, 819 T.M. at A-94.  That being 

said, favorable estate tax treatment should usually be available if the grantor gives a 

substitution right to another party because §§ 2036 and 2038 do not impute powers held by 

third parties to a decedent.  And, it may be safer from an estate tax standpoint to have any 

substitution power over life insurance or closely held stock be held by a third party.  Id. at 

A-98.  From an income tax standpoint, the exercise of such a power held by a third party 

could be a taxable exchange between the third party and grantor for income tax purposes.  

Id. at A-96. 

 



3. Amounts Distributed to or Accumulated for a Grantor’s Spouse 

Sections 677(a)(1) and 677(a)(2) deem the grantor to own any portion of a trust 

whose income (without the approval or consent of any adverse party) is, or, in the discretion 

of the grantor or a nonadverse party or both, may be distributed to the grantor’s spouse or 

accumulated  for future distribution to the grantor’s spouse.  Regs. § 1.677(a)-1.  The “may 

be” language suggests that the grantor will be deemed to own at least a part of a trust that 

may provide for the spouse’s health, education, support and maintenance, such as a 

“spousal limited access trust,” but it is not clear how much will be deemed to be owned by 

the grantor.  It will probably depend on the language of the trust.  The spouse’s beneficial 

interest should not cause estate tax inclusion in either the grantor’s (or spouse’s) estates 

unless the trust is a valid marital deduction trust or the spouse is also a contributor to the 

trust (not merely making an election to split gifts).  Id. at A-99.  This power is not used 

more often to intentionally make a trust taxable as a grantor trust because the grantor trust 

status will terminate at the spouse’s death. 

4. Amounts That May Be Used to Pay Premiums on Insurance on the Life of 

the Grantor or Grantor’s Spouse 

Although § 677(a)(3) provides that the grantor is taxed as the owner of any potion 

of trust income that may be used to pay premiums on the life of the grantor or the grantor’s 

spouse, the only binding precedent, Rev. Rul. 66-313, limits the grantor’s deemed 

ownership to only the income actually used for this purpose.  Id. at A-102.  As a result, this 

is not typically relied on to make a trust a grantor trust (at least not one fully taxable to the 

grantor). 

5. Withdrawal Right 

IRC § 678(a) provides the general rule that a person (other than the grantor) is 

treated as the owner of the trust income if that person has the power  to vest the corpus or 

income in himself.  A crummy power of withdrawal is a power to withdraw corpus, causing 

the powerholder to be taxable under this section.  However, this general rule is inapplicable 

if the settlor also has a power that causes him to be taxed under IRC §§ 673-677 or 679.  In 

other words, a settlor retained power or interest trumps a § 678(a) power. 



D. Funding the Grantor Trust – Who is the Grantor? 

Regs § 1.671-2(e), defining the grantor of a trust for purposes of the grantor trust 

rules, applies to transfers to trusts or transfers of interests in trusts on or after August 10, 

1999.  The regulations state that, for purposes of the grantor trust rules, the “grantor” of a 

trust includes:  “any person to the extent such person either creates a trust, or directly or 

indirectly makes a gratuitous transfer (within the meaning of paragraph (e)(2) of this 

section) of property to a trust.”  Regs. § 1.671-2(e)(1).  The regulation also provides that 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 the grantor trust rules.  Id. 

E. Drafting Tips and Samples.  Making The Trust A Grantor Trust 

1. Discretionary Distributions to Grantor’s Spouse (Section 677(a)) 

“Trust For My Wife, My Children and My Descendants 

The trustee shall hold the trust assets in trust for the benefit of my wife, my children 

and my more remote descendants, as provided in this article. 

- Until the Termination Date.  Until the Termination Date (defined 

below), my trustee shall distribute to or expend for the benefit of my wife, Charlotte A. 

Client, my then-living children and my then-living more remote descendants, as much of 

the net income and principal of this trust as my trustee deems appropriate for any purpose, 

annually adding to principal any undistributed income. 

- Unequal Distributions Permitted.  My trustee may distribute income 

and principal of this trust unequally and may make distributions to some beneficiaries and 

not to others. 

- Other Resources.  My trustee shall determine the amount and timing 

of all distributions from the trust, taking into account other resources available to each 

beneficiary from all sources, including all other trusts created by me. 

- Support.  My trustee shall not distribute income or principal in a 

manner that discharges my legal obligation to support any beneficiary of this trust.” 

Note:  The trustee could not be an adverse party otherwise §677(a) would not apply.  

Alternatively, the trustee could be given the power to distribute income for “my wife’s 



health, education, support or maintenance,” but it is not clear how much of the trust would 

be taxable as a grantor trust.  Another alternative would be to marry the two, giving a 

nonadverse trustee a power to distribute income subject to an ascertainable standard, and 

an independent trustee the power to distribute income to “my wife for any purpose.” 

2. Trustee’s Right to Alter Beneficial Enjoyment Plus Nonadverse  Party’s 

Right to Add Beneficiaries (Section 674(b)(2) 

“Power to Add Charitable Beneficiaries 

My brother, Cliff Client, of [address], may at any time and from time to time add 

to the class of beneficiaries under the article entitled “Trust for My Wife, My Children, and 

My Descendants,” any charitable organization described in Sections 170(b)(1)(A), 170(c), 

642(c), and 2522(a) of the Internal Revenue Code (defined below). 

- How Exercised.  Cliff Client may exercise this power by a writing 

delivered to the trustee, designating the date of the addition of the new beneficiary and the 

identity of the new beneficiary. 

- Non-Fiduciary Power.  This power to add charitable beneficiaries shall 

be exercisable in a non-fiduciary capacity, and no person holding this power shall have any 

duty to exercise or refrain from exercising it in the best interests of the other beneficiaries 

of the trust. 

- Charities Not Beneficiaries Until Admitted.  No charitable organization 

shall be deemed to be or treated as a beneficiary of this trust until it has been designated 

under this article, and the trustee shall owe no fiduciary duty to any charitable organization 

until it has been designated under this article. 

- Release and Re-Grant.  The person holding this power may release it by 

a writing delivered to the trustee, designating the effective date of the release.  My oldest 

then-living child may re-grant this power to add charitable beneficiaries to whatever person 

would have held that power but for the release, by a writing delivered to the person who 

would then be able to exercise this power, with a copy to the trustee and to each then-living 

adult beneficiary of the trust, designating the effective date of the re-grant of this power. 



- Alternate Holders of this Power.  If my brother, Cliff Client, shall be 

unable or unwilling to serve as the holder of this special power to add beneficiaries, my 

friend and adviser, Anthony Accountant, of [address] shall hold and exercise the special 

power under this article.  If both Cliff Client and Anthony Accountant are unable or 

unwilling to serve as the holder of this special power, the trustee shall name as the holder 

of this power an individual who is not a beneficiary of this trust.  The trustee may also, at 

any time and from time to time, name one or more persons who are not a beneficiary of 

this trust, to be successor holders of the special power under this article, to hold this power 

after both Cliff Client and Anthony Accountant, and to hold this special power in such 

order and as the trustee shall designate. It is my intention that there shall, while I am alive, 

always be a person who is not otherwise a beneficiary of this trust who holds this special 

power. 

- Alternate Holders of the Right to Re-Grant.  If my oldest then-living 

child shall be unable or unwilling to serve under this article, my wife shall hold and exercise 

the power granted first to my oldest then-living child under this article.  If both my oldest 

then-living child and my wife are unable or unwilling to serve under this article, the trustee 

shall name as the holder of this power an individual who has a beneficial interest in this 

trust that is both substantial and adverse to the exercise or non-exercise of this power.” 

Note:  This power to add charitable beneficiaries must be coupled with a power to 

alter beneficial enjoyment, such as a broad power to distribute, apportion or accumulate 

income and to distribute principal to or for a beneficiary or group of beneficiaries held by 

a nonadverse trustee (such as in the Article entitled “Trust For My Wife, My Children and 

My Descendants”).  



3. Grantor Trust Status Established by Reserved Right to Substitute Assets 

(Section 675(4)(C)) 

“Reserved Right to Substitute Assets 

- Right Reserved.  I reserve and shall have the right, exercisable at any 

time and from time to time, to demand that the trustee transfer to me any or all of the trust 

assets in exchange for assets of equivalent value.  This power shall be exercisable by me 

solely in a nonfiduciary capacity, and without the consent or approval of any other person 

who has a fiduciary duty.  This power shall enable me to determine the occurrence and 

timing of any such exchange, but the trustee shall have the sole and absolute right to 

ascertain and determine, in the exercise of the trustee’s fiduciary duties to the beneficiaries, 

the equivalent value of the trust assets transferred to me. 

- Inapplicability.  I shall have no right to require the transfer to me of the 

following assets, notwithstanding paragraph A of this article: 

- Life Insurance Policies.  I shall have no right to require that the 

trustee transfer to me any policies of insurance on my life. 

- Voting Stock.  I shall have no right to require that the trustee transfer 

to me any shares of the voting stock of any corporation in which I have directly or 

indirectly, including ownership by attribution under Internal Revenue Code Section 318, 

the right to vote stock constituting at least twenty percent (20%) of the total combined 

voting power of all classes of the said corporations’ stock. 

- Exercise.  I may exercise this power only by an instrument in writing 

signed by me and delivered to the trustee and to each then-living current adult beneficiary 

of the trust. 

- Certification of Value.  In the writing by which I exercise this power, 

I shall certify to the trustee the value of the assets transferred by me to the trust in exchange 

for trust assets, to the extent that the assets I transfer are not cash, cash equivalents, or stock 

or other securities that are regularly listed on a major U.S. stock exchange. 



- Effective Date.  Such writing shall state the date on which such 

exchange shall occur, but not earlier than thirty (30) days after the date on which such 

instrument is received by the trustee. 

- Trustee’s Fiduciary Duties.  In addition to all other fiduciary duties 

imposed upon the trustee under local law and this instrument, the trustee shall have the 

following duties. 

- Assure Equivalence.  The trustee shall have a fiduciary obligation to 

ensure my compliance with the terms of this power by the trustee being satisfied that the 

properties acquired and substituted by me are in fact of equivalent value. 

- Impartiality.  The trustee shall have the power to invest and reinvest 

the trust corpus and a duty of impartiality with respect to the trust beneficiaries. 

- I Cannot Shift Beneficial Enjoyment.  I shall not be able to exercise this 

power in any manner that shifts benefits among the trust beneficiaries.  The trustee shall 

not honor an attempt to exercise this power if the trustee believes that such effectuation of 

my attempted exercise of this power would shift benefits among the trust beneficiaries. 

- Release and Re-Grant.  I may release the power created under this article 

by a writing delivered to the trustee, designating the effective date of the release.  My oldest 

then-living child may re-grant this power to me by a writing delivered to me, with a copy 

to the trustee and to each then-living adult beneficiary of the trust, designating the effective 

date of the re-grant of this power. 

- Alternative Holders of the right to Re-Grant.  If my oldest then-living 

child shall be unable or unwilling to serve under this article, the trustee shall name as the 

holder of this power an individual who has a beneficial interest in this trust that is both 

substantial and adverse to the exercise or non-exercise of this power.” 

4. Trustee’s Power to Lend to Grantor Without Security (Section 675(2))   

“Management Powers 

I grant the trustee the following powers, exercisable in a fiduciary capacity and 

subject to the specific limitations contained elsewhere in this instrument. . . . 



- Lend to Me.  The trustee may lend trust assets to me in exchange for my 

unsecured promissory note, but this note must bear an adequate rate of interest.  The trustee 

may release the power created in this item ___by a writing retained with the records of the 

trust, designating the effective date of the release.” 

5. Statement of Intent 

“Tax Purposes 

This article states some of my purposes in creating the trust, and all provisions of 

the trust shall be construed so as best to effect these purposes.  No trustee shall exercise 

any discretion in a manner that could reasonably be expected to frustrate the effectuation 

of these purposes. 

- Income Tax.  The trust, to the extent attributable to transfers by me, shall 

be a grantor trust deemed owned by me for federal income tax purposes, unless and until 

the powers under the articles entitled “Power to Add Charitable Beneficiaries” and 

“Reserved Right to Substitute Assets” are both released and neither of those powers are re-

granted, and the trustee releases the power to lend trust assets to me without adequate 

security. 

- Gift Tax.  All transfers to the trust shall be complete gifts for federal gift 

tax purposes. I recognize that gifts made to this trust are not gifts of a present interest and 

will not qualify for the gift tax annual exclusion. 

- Estate Tax.  The assets of the trust shall be excluded from my gross 

estate for federal estate tax purposes. 

- Generation-Skipping Transfer Tax.  I intend that no distributions from 

or terminations of interests in this trust or any trust under this instrument shall be subject 

to the federal tax on generation-skipping transfers. 

- Right to Amend.  The trustee may, without the consent of any other 

person, amend the trust to the extent required for the sole purpose of ensuring that the trust 

meets these tax objectives.” 



F. Taxation Consideration – When to File the Return? 

Generally, all trusts with gross income of at least $600 during the taxable year or 

that have one or more nonresident alien beneficiaries must obtain a taxpayer identification 

number and file an annual income tax return within three-and-one-half months of the end 

of their taxable years.  The tax returns for trusts that are taxed as owned entirely by the 

grantor or a third person need be only skeleton forms.  They may merely indicate that the 

trust is a grantor-type trust and identify the person to whom the trust income, deduction 

and credit are taxable.  If the grantor or third person does not own the entire trust, the 

balance of the trust income, deduction, and credit is reported in the usual manner.  Id. at 

17, citing Regs. § 1.671-4(a) and instructions for Form 1041. 

A grantor trust does not have to file an annual income tax return nor obtain a tax 

identification number if it is a domestic trust; it is taxed as owned entirely by the grantor 

or the grantor and the grantor’s spouse, because it is revocable by the grantor or a 

nonadverse party under § 676; and the grantor, the grantor’s spouse, or both are trustees or 

co-trustees.  Id.  The grantor of such revocable trusts merely reports the trust income, 

deduction, and credits on her personal income tax return, and the trust uses the grantor’s 

tax identification (social security) number for reporting purposes.  A revocable trust that is 

exempt from the tax return filing requirement under this rule is precluded by the regulations 

from obtaining a taxpayer identification number.  Id., citing Regs. §§ 301.6109-1(a)(2). 

G. Administrative Powers 

If certain administrative powers are exercisable primarily for the grantor’s benefit, 

rather than for that of the trust beneficiaries, or exercisable in a nonfiduciary capacity, the 

trust is taxable to the grantor.  Section 675 delineates four categories of administrative 

controls which, if not prohibited, can trigger grantor trust status: 

• Power to deal with trust assets for less than adequate and full 

consideration; 

• Power to borrow trust assets without adequate interest and security; 

• Actual borrowing of trust assets without adequate security and repayment 

during the taxable year; and 



• Certain administrative powers exercisable in a nonfiduciary capacity. 

1. Power to Deal for  Less Than Adequate and Full Consideration  

This power could, if exercised broadly, permit the grantor to remove the trust assets 

for nominal consideration, effectively revoking the trust.  Thus, it makes sense to tax the 

grantor if he or she has this power. 

2. Borrowing Trust Assets  

Section 675 contains two related but distinct restrictions on loans to the grantor 

from the trust.  First, under § 675(2), the power to borrow trust assets without adequate 

interest or security triggers grantor trust status, unless the trustee has authority to lend trust 

assets to any person on the same terms.  Second, notwithstanding a trustee’s broad § 675(2) 

lending powers, if the grantor actually borrows trust assets without adequate interest and 

security, and does not repay the loan before the beginning of the taxable year, the trust will 

be a grantor trust under § 675(3). 

a. Power to Borrow Without Adequate Interest and Security – A 

grantor’s power to borrow trust funds creates a grantor trust, whether the grantor can 

borrow the trust funds “directly or indirectly.”  It has been held that indirect borrowing 

includes a sale of trust assets to the grantor in exchange for the grantor’s promissory note, 

because the effect of such a credit sale is the same as the grantor’s personal borrowing from 

the trust.  Id. at A-49, citing Rothstein v. U.S., 735 F.2d 704 (2nd Cir. 1984).   

The ability to borrow at less than adequate security or less than adequate 

interest could be construed as a power to alter the beneficial enjoyment of the trust assets, 

because the promissory note that the grantor would be permitted to give would have a fair 

market value less than that of the assets borrowed.  This, in turn, could cause all or part of 

the trust assets to be included in the grantor’s gross estate under § 2036(a)(2) or 2038(a).  

Id. at A-50, citing Paxton Est. v. Comr, 86 T.C. 785 (1986). 

b. Actual Grantor Borrowing from the Trust – Section 675(3) treats the 

grantor as the owner of the trust or trust portion that the grantor has borrowed (directly or 

indirectly), if the grantor fails to repay the loan and interest before the beginning of the 

taxable year, even if the trust contains a general fiduciary lending power enabling the 



trustee to lend trust assets to anyone without regard to the adequacy of interest or security.  

A trust loan to the grantor should not create a grantor trust, however, if the grantor borrows 

from the trust for both adequate interest and security, repays the loan, and the trustee who 

makes the loan is not the grantor, the grantor’s spouse, or a related or subordinate party 

subservient to the grantor’s wishes.  Id. 

Indirect borrowing, like direct borrowing, by the grantor or the grantor’s 

spouse will cause the trust to become a grantor trust under § 675(3).  In Rothstein v. U.S., 

735 F. 2d 704  (2nd Cir. 1984), the Second Circuit held that a grantor who transferred stock 

to the trust and then bought the stock back with an interest-bearing installment note was 

the trust owner, where the note was inadequately secured and the trustee, the grantor’s 

spouse, was not independent. 

3. Administrative  Powers Exercised in a Nonfiduciary Capacity  

The fourth category of administrative powers that cause a trust to become a grantor 

trust includes certain powers, listed in § 675(4), exercisable in a nonfiduciary capacity.  

Thus, the grantor is treated as the owner of any trust or portion of a trust over which any 

power of administration is exercisable in a nonfiduciary capacity by any person, without 

the approval or consent of a person in a fiduciary capacity. 

Specifically, the grantor trust rules apply, under § 675(4), to the nonfiduciary 

exercise of a power: 

• to vote or direct the voting stock or securities of a corporation in which the 

holdings of the trust and the grantor are significant from the viewpoint of 

voting control; 

• to control the trust’s investments in stock or securities of a corporation in 

which the holdings of the trust and the grantor are significant from the 

viewpoint of voting control, either by directing or vetoing the trust’s 

investments or reinvestments; and 

• to reacquire the trust assets by substituting  assets of an equivalent value. 

a. Powers Exercisable in a Fiduciary Capacity – Section 675(4) applies 

only if someone in a nonfiduciary capacity holds the administrative power.  Whether a 



power is exercisable in a fiduciary or nonfiduciary capacity is determined from the trust’s 

terms and the facts and circumstances surrounding its creation and administration.  Thus, 

a broad exculpatory clause relieving the trustee of liability for actions not taken in the 

beneficiaries’ interest could cause the trustee’s administrative powers to be characterized 

as nonficuciary for § 675(4) purposes.  Id. at A-52. 

Surprisingly, the identity of the person holding a general power of 

administration in a nonfiduciary capacity appears to be irrelevant for purposes of Section 

675(4).  Thus, such nonfiduciary powers appear to create a grantor trust whether held by 

the grantor personally, by a nonadverse party, or even by an adverse party, as long as the 

power may be exercised without the consent of a fiduciary.  Id. 

b. Powers over Certain Stocks and Securities – Two of the 

administrative powers designated by § 675(4) relate to the voting of and investment in 

stocks and securities of a corporation in which the trust’s and the grantor’s ownership is 

“significant from the viewpoint of voting control.”  Neither § 675(4) nor its accompanying 

regulations explain what constitutes significant control, or whether such control must be 

held directly or may arise by attribution.  Therefore, whenever the grantor or the trust (or 

both), or members of the grantor’s family, or entities in which the grantor or the trust (or 

both) are interested own more than a nominal interest in any corporation, to be certain of 

avoiding § 675(4), the trust instrument should specify that:  (1) only the trustees may vote 

the trust’s stock or securities in that corporation; (2) only the trustees may determine the 

trust’s investment policy regarding that stock or securities; and (3) these powers may be 

exercised only in a fiduciary capacity and in the interest of the beneficiaries.  Id. 

c. Power to Reacquire Trust Assets – A power to reacquire trust assets 

by substituting other property of equivalent value creates a grantor trust, under § 675(4), 

when it is held in a nonfiduciary capacity.  The nonfiduciary power to substitute assets is 

the grantor trust power that seems least likely to disturb the fundamental tax and nontax 

planning of a trust.  The use of this power as a means of intentionally triggering grantor 

trust status received a boost in utility when in 2008 the IRS stated that it does not, in most 



cases, result in adverse estate tax problems.  Id., citing Rev. Rul. 2008-22, 2008-16 I.R.B. 

796. 

 

 

 


