of these temporary regulations serves agas deemed to have been transferred di
the text of the proposed regulations setctly by the foreign trust to the U.S. per-
forth in the notice of proposed rulemakingson if any one of three specified condi-
published in REG-252487-96, on pagtons was satisfied. In cases where the
303. transfer from the intermediary to the U.S.
person did not occur in the same taxable
DATES: Effective Date:These regula- year of the U.S. person as the transfe
tions are effective August 10, 1999. from the foreign trust to the intermediary,
Applicability Dates:For dates of ap- the proposed regulations looked to gener-
plicability of §1.643(h)-1, see 81.643(h)-ally applicable agency principles to deter-
1(h). For dates of applicability of mine when the transfer to the U.S. persor
§1.671-2T(e), see §1.671-2T(e)(7). Fawas deemed to occur.
dates of applicability of 881.672(f)-1 Commenters said the proposed rules
through 1.672(f)-5, see 881.672(f)-1(c)were too broad and could reach virtually
1.672(f)-2(e), 1.672(f)-3(e), 1.672(f)~any transfer made to a U.S. person by an:
4(h), and 1.672(f)-5(c). person who has received a distribution

from a foreign trust. They suggested that
FOR FURTHER INFORMATION CON- he pasic requirement for treating a trans-

TACT: M. Grace Fleeman (202) 622+¢r to 3 U.S. person as a transfer directly
3880 concerning the regulations genefom 4 foreign trust should be the exis-
ally, and James A. Quinn (202) 622-306Qance of an intention to avoid U.S. tax.
concerning §1.671-2T(e) and 81.672(f)—h|ternatively, they said there should at
(not toll-free numbers). least be a time limitation so that the rule
would not apply to a transfer of property
SUPPLEMENTARY INFORMATION received from a foreign trust more than,
Background for example, one year before the transfel
to the U.S. person. In addition, they said
On June 5, 1997 (62 F.R. 37819) Treahe proposed rule relying on generally ap-
sury and the IRS published a notice oplicable agency principles for determin-
proposed rulemaking (REG-252487-96hg whether an intermediary is the agent
T.D. 8831 under sections 643(h), 671, 672(f), andf the foreign trust or of the U.S. person
7701 of the Internal Revenue Codevould be difficult to apply because differ-
DEPARTMENT OF THE TREASURY (Code). Comments responding to the n@nt countries have different laws and the
Internal Revenue Service tice were received and a public hearing).S. person should be taxed prior to re-
26 CFR Part 1 was held on August 27, 1997. After coneeipt only if the intermediary is clearly a
. sideration of the comments, the proposegominee or agent for the U.S. person.
Inbognd Grantor Trusts With regulations under sections 643(h) and In response to the comments, the final
Foreign Grantors 672(f) are adopted as final regulations aggulations treat any property (including
AGENCY: Internal Revenue Service'evised by this Treasury decision. Theash) that is transferred to a U.S. persor
(IRS), Treasury. proposed regulatllons undgr section 678y an intermediary who has received
are issued as revised by this Treasury dproperty from a foreign trust as property
ACTION: Final and temporary regula-cision as temporary regulations. The revitransferred directly by the foreign trust to
tions. sions are discussed below. The proposede U.S. person if the intermediary re-
regulations under section 7701 are witheeived the property from the foreign trust
SUMMARY: This document contains drawn. The temporary regulations undepursuant to a plan one of the principal pur-
regulations implementing sections 672(fsection 671 are also being issued as prpeses of which was the avoidance of U.S.
and 643(h) of the Internal Revenue Codgosed regulations published in REG+ax. A transfer of property will be deemed
as amended by the Small Business J&t52487-96, on page 303. to have been made pursuant to a plan on
Protection Act of 1996, which relate to _ . . of the principal purposes of which was the
the application of the grantor trust rules t&XPlanation of Provisions and Revisions 4, qiqance of U.S. tax if all of certain spec-
certain trusts establis_hed by foreign PeT Comments and Changes to §1_643(h)_ified fa_cto_rs are presgnt. However, the
sons. These regulations aﬁegt !onr_narlly 1: Distributions by Certain Foreign Commissioner may find that a transfer
uU.S. persons who are ben_ef|C|ar|es of Trusts Through Intermediaries was made pursuant to a pl_an one of the
trusts established by foreign persons. principal purposes of which was the
This document also contains temporary Under the proposed regulations, angvoidance of U.S. tax whether or not any
regulations defining the tergrantor for amount that was derived, directly or indi-of the specified factors is present.
purposes of part | of subchapter J, chapteectly, by a U.S. person from a foreign The factors that will cause a transfer to
1 of the Internal Revenue Code. The texttust through an intermediary generallype deemed to have been made pursuant



a plan one of the principal purposes oéffect of changes in the fair market valueeasonable period of time, but who makes
which was the avoidance of U.S. tax arbetween the date of the transfer to the imo other transfers to the trust that consti-
the following: (i) the U.S. person is re-termediary and the date of the transfer taute gratuitous transfers, will not be

lated to a grantor of the foreign trust othe U.S. person. treated as an owner of any portion of the
has another relationship with a grantor of The final regulations clarify that theytrust under sections 671 through 677 or
the foreign trust that establishes a reasoapply only to gratuitous transfers. They679.

able basis for concluding that the grantasilso clarify that if property is treated as Commenters also questioned a provi-
of the foreign trust would make a gratutransferred directly by a foreign trust to &ion in the proposed regulations that
itous transfer to the U.S. person; (ii) theJ.S. person pursuant to the regulationgteated a distribution from one trust to an-
U.S. person receives from the intermedithe same property will not be taken int@ther trust that is a beneficiary of the first
ary, within the period beginning twenty-account in computing the gross income dfust as a gratuitous transfer, with the re-
four months before and ending twentythe intermediary (if such property wouldsult that the first trust was a grantor of the
four months after the intermediary’sotherwise be required to be so taken intgecond trust. Under the temporary regu-
receipt of property from the foreign trustaccount). lations, if a trust makes a gratuitous trans-
either the property the intermediary re- The final regulations under sectionfer of property to another trust, the

ceived from the foreign trust, proceed$43(h) are applicable to transfers made @antor of the transferor trust generally is

from such property, or property in substiy S. persons after August 10, 1999. treated as the grantor of the transferee
tution for such property; and (iii) the U.S. trust. However, if a person with a general
person cannot demonstrate to the satisfag-Comments and Changes to power of appointment over the transferor

tion of the Commissioner that (A) the in- 81.671- 2(e): Definition of Grantor  trust exercises that power in favor of an-
termediary has a relationship with the . . other trust, such person is treated as the
U.S. person that establishes a reasonab eTh.e. proposed regulations provided %rantor of the transferee trust, even if the
basis for concluding that the intermediar;defmItlon of grantor for purposes of part | rantor of the transferor trust is treated as
would make a gratuitous transfer to thé’f _subchapter J, chapter 1 of the Cod he owner of the transferor trust under
U.S. person, (B) the intermediary actea-h's_ dOC””_“em replaces the proPosed regilbpart E of part I, subchapter J, chapter !
independently of the grantor and théJlatlons W,'th temporary regulations tha{)f the Code. (These rules do not affect
trustee, (C) the intermediary is not a'® effective Aug_ust 10, 1999. The_s‘?he determination of whether or not the
agent of the U.S. person under generalfffMPorary regulations are also being i atitous transfer from the transferor
applicable U.S. agency principles, andu€d @s proposed regulations publishef},; js 5 distribution subject to sections
(D) the U.S. person timely complied with€/Séwhere in this issue of tifeederal g5, o g61.)
the reporting requirement of sectiorR€9iSter. In accordance with section g hronosed regulations provided that
6039F, if applicable, if the intermediary is”805(€)(2), the temporary regulations wil, nerson who acquires an interest in @
a foreign person. See Notice 97—3&*pire before August 12, 2002. fixed investment trust from a grantor of
(1997-1 C.B. 422). ~Under the original proposed regulaine tryst also will be treated as a grantor
The final regulations also have beeOns, a grantor was defined to includgy the trust. In response to comments re-
modified with respect to the applicationNy Person to the extent such person &igjved, the temporary regulations extend
of generally applicable agency principlesther (i) creates a trust or (ii) directly or inthe same treatment to persons who ac
Under the final regulations, property isdirectly makes a gratuitous transfer to guire an interest in a liquidating trust or
treated as transferred to the U.S. person §fist. Commenters questioned why @ap environmental remediation trust.
the year it is actually transferred to thélominal creator who has made no transfer The temporary regulations include a
U.S. person by the intermediary unles a trust should be treated as a grant@ew section that applies to gratuitous
the Commissioner determines, or the tax@nd asked for an explanation of the tayansfers to trusts by partnerships and cor
payer can demonstrate to the satisfacticignificance of such treatment. porations. If the transfer is entered into
of the Commissioner, that the intermedi- Treating a nominal creator as a grantdfor a business purpose of the partnershir
ary is an agent of the U.S. person und@nsures that someone will be responsibls corporation, the partnership or corpora-
generally applicable agency principles, ifior reporting the creation of a foreign trustion, as the case may be, generally is
which case the property will be treated aBy a U.S. person even if the trust is nafeated as the grantor of the trust. How-
transferred to the U.S. person by the truémmediately funded. See sectiorever, if the transfer is not entered into for
in the year the property was transferred t6048(a)(3)(A)(i) and (a)(4)(A). At the a business purpose of the partnership o
the intermediary by the trust. As a corolsame time, Treasury and the IRS believgorporation — for example, if it is for the
lary, the final regulations provide that thghat an accommodation grantor, such gsersonal purposes of one or more of the
fair market value of the property is deteran attorney who creates a trust on behgttartners or shareholders — the transfer is
mined as of the date of the transfer to thef a client, (although a grantor) should notreated as a constructive distribution to
U.S. person, unless the intermediary ibe treated as an owner of the trust. Acuch partners or shareholders under fed
treated as an agent of the U.S. person, dordingly, the temporary regulations proeral tax principles, and the partners or
which case the fair market value will bevide that a person who either creates shareholders, as the case may be, ar
determined as of the date of the transfer toust, or funds a trust with an amount thateated as the grantors of the trust. See
the intermediary. Examples illustrate thés directly repaid to such person within dor example Epstein v. Commissionéi3



T.C. 459 (1969), acqg. on another issug/ears of a trust beginning after August 1Q:ation for purposes of determining how

1970-2 C.B. xix. 1999. the transfer will be treated in the hands of
Commenters asked for guidance con- the U.S. person, and the rules of

cerning the identification of the grantor®- €omments and Changes to §1.672(f)—4(c) will apply. If a trust that a

when the property contributed to the trust $1.672(0)-2: Certain Foreign CFC, PFIC, or FPHC is treated as owning

is jointly owned. These temporary regu- Corporations under section 678 makes a gratuitous

lations do not proviple; specific guidance \jnqer the proposed regulations, a corfransfer to a US person, .the rules of
on the treatment of joint owners that cong,.|jeq foreign corporation (CFC) that81-672(f)—4(c) will apply as if the CI_:C,
tribute property to a trust. Treasury and,aated or funded a trust was treated asP& !C. or FPHC had made a gratuitous
the IRS invite comments with Spec'f'c_e_x'domestic corporation for purposes of Seé_ransfer_ to the trust_.
a_lmples of areas that may need clarificg;y, 672(f) only to the extent the trust's The final regulations for CFCs_, PFICs,
tion, such as, for example, thg .treatmer?,tlcome was subpart F income that wadnd FPHCs are generally applicable to
of community property or the joint OWn- ¢, rrently taken into account in computing@xable years of shareholders of CFCs,
ership of property by noncitizen Spousesine gross income of a U.S. citizen, U.SPFICS, and FPHCs beginning after Au-
resident, or domestic corporation. Ther@Ust 10, 1999 and taxable years of CFCs,
were similar rules for passive foreign inPFICs, and FPHCs ending with or within
vestment companies (PFICs) and foreighuch taxable years of the shareholders.
. . personal holding (_:ompanies (FPHCS)S.Comments and Changes to 8§1.672(f)—
The proposed regulations prescribed @ommenters questioned whether the pro- 3- Excenti To G | Rul
. . ) ) ) : ptions To General Rule

two-step analysis for implementing theposed rules were consistent with the statu-
general rule of section 672(f). First, theory antideferral regime and the legislaA. Certain Revocable Trusts
grantor trust rules other than sectionive history. There also were suggestions
672(f) (the basic grantor trust rules) wer¢hat the proposed rules should not apply Under the proposed regulations, the
applied to determine the worldwidewhere a CFC is wholly owned, directly orgeneral rule of §1.672(f)-1(a) did not
amount and the U.S. amount. Then, thiadirectly, by U.S. shareholders. In addi2pply to any portion of a trust if the power
trust was treated as partially or whollytion, there were requests for simplifical0 revest absolutely in the grantor title to
owned by a foreign person based on aion of the rules pertaining to annual flucsuch portion was exercisable solely by the
annual year-end comparison of the worldtuations in the portion of a trust that iggrantor without the approval or consent of
wide amount and the U.S. amount. Contreated as owned by the grantor. any other person for a period or periods
menters suggested that the two-step In response to the comments, Treasu8dgdregating 183 days or more during the
analysis was unnecessarily complex anahd the IRS have developed rules that at@xable year of the trust. The 183-day
questioned whether it might produce renarrowly targeted to potentially abusive'ule is targeted at potentially abusive situ-
sults that were unintended or inconsistersituations and therefore are not inconsigtions in which a power to revest is so
with the statute. tent with the antideferral regime. Undefimited that it is not likely to be exercised.

In response to these concerns, the fingthe final regulations, if the owner of a In response to comments received, the
regulations provide that the grantor trustrust upon application of the grantor trusfinal regulations clarify that if the first or
rules other than section 672(f) must be apules without regard to section 672(f) is dast taxable year of the trust is less than
plied first to determine whether, undelICFC, PFIC, or FPHC, the CFC, PFIC, o83 days, the revocable trust exception
such rules, any portion of the trust wouldFPHC, as the case may be, will be treatetill apply if the grantor has a power to
be treated as owned by a person othas a domestic corporation for purposes ¢evest on each day of the first or last tax-
than a U.S. citizen or resident or domestiapplying the general rule of §1.672(f)-1able year (including the year of the
corporation. The determination of theConsequently, a CFC, PFIC, or FPH@rantor’s death), as the case may be. The
portion of the trust that is treated agenerally will be treated as an owner of &inal regulations also clarify that, consis-
owned by a grantor or other person is ttrust if it would be so treated under sectent with the principle that statutory ex-
be made based on the terms of the trusbns 671 through 678 without regard teceptions should be construed narrowly, if
and the application of the grantor trussection 672(f). A CFC, PFIC, or FPHCa trust fails to qualify for the revocable
rules as found in §1.671-1 et seq. If it isvill be treated as a domestic corporatiotrust exception in a particular year, the ex-
determined that any portion of the trussolely for purposes of applying the genception cannot apply in a later year even
would be treated as owned by a persogral rule of §1.672(f)-1. Thus, a CFCjf the requirements would otherwise be
other than a U.S. citizen or resident or ddPFIC, or FPHC will be treated as a forsatisfied in such later year.
mestic corporation, such person will beeign corporation for purposes of Commenters asked whether the revoca-
treated as the owner of such portion onl§1.672(f)—4, which is discussed below ible trust exception continues to apply if
if such person is a foreign corporation depart 6 of this explanation. the grantor becomes incapacitated. The
scribed in 81.672(f)-2(a) or if such por- If a trust to which a CFC, PFIC, orfinal regulations provide that the excep-
tion of the trust qualifies for one of the exFPHC has made a gratuitous transfeion will continue to apply if, but only if,
ceptions in §1.672(f)-3. makes a gratuitous transfer to a U.S. pethere is a guardian or other person who

The final regulations under the generason, the CFC, PFIC, or FPHC, as the ca$ms unrestricted authority to exercise the
rule are generally applicable to taxablenay be, will be treated as a foreign corpaaecessary power on the grantor’s behalf.

3. Comments and Changes to
81.672(f)—1: Foreign Persons
Not Treated as Owners



Some commenters disagreed with thgrantor’s spouse. Commenters said thebena fide and for adequate and full con-
result in §1.672(f)—3(a)(4kxample 3of proposed rules were inconsistent with thsideration in money or money’s worth.
the proposed regulations, which conmanner in which distributions in dis-However, obligations to support certain
cluded that the revocable trust exceptiooharge of obligations are treated in regundividuals will be treated as legal obliga-
does not apply where the grantor of thiations promulgated under other provitions if the individual is either perma-
trust can replace the trustee, who is notsions of the Code. For example, undenently and totally disabled or less than 19
related or subordinate party, at any timgections 677(a) and 662(a)(2), there is ngears old. The final regulations expand
for any reason. They said the examplexception for obligations to family mem-the list of potentially eligible individuals
was inconsistent with the existing grantobers that are not based on full and adée include certain individuals who are
trust rules. See, e.g., §1.674(d)-2(ajjuate consideration in money or money'smembers of the grantor’s (or grantor’s
After careful consideration, Treasury andvorth. Commenters also said the prospouse’s) household and have as thei
the IRS have concluded that Example 3 isosed rules were likely to exclude mosprincipal place of abode the grantor’s (or
consistent with the purposes of sectiotrusts from qualification for the exceptiongrantor’s spouse’s) home, but are not re-
672(f) and should be retained. because, in most jurisdictions, a trust prdated to the grantor (or grantor’s spouse)

Commenters raised a number of issuagsion that permits distributions to a parthrough one of the relationships listed in
concerning the grandfather rules inicular person is construed to permit dissection 152(a)(1) through (8). The fact
81.672(f)-3(a)(2) and (b)(4) of the pro+ributions to be made in satisfaction othat amounts might become distributable
posed regulations for certain trusts thahat person’s obligations, regardless of thisom a trust to support an individual who
were in existence on September 19, 1998ource of the obligations. is not described in the regulations will be
In response to the comments, the final Treasury and the IRS believe it is neithedlisregarded if, at the time the applicabil-
regulations confirm that physical separanecessary nor appropriate for the reguldty of the exception is being determined,
tion of amounts that were gratuitouslytions promulgated under the statutory exthe potential obligation is not reasonably
transferred to the trust after Septembefeptions to section 672(f) to be consister@xpected to arise under the facts and cir
19, 1995, is not required. The final reguwith the regulations promulgated undegumstances.
lations further provide that initial separatether provisions of part | of subchapter J, Some commenters said the limitation in
accountings may be prepared at any timshapter 1 of the Code. Section 672(f) reProposed 81.672(f)-3(b)(2)(ii) for legal
up until the due date (including extenflects a policy determination that foreignobligations to related persons is not
sions) for the tax return for the first tax-persons should not be allowed “to affirmaneeded in the case of reinsurance trust
able year of the trust beginning after Autively use the domestic anti-abuse ruleBecause, regardless of the sufficiency of
gust 10, 1999. In response to requests febncerning grantor trusts” to avoid U.Sthe consideration for the reinsurance, the
more specific guidance, the final regulatax on trust income distributed to U.S. benflinds in a reinsurance trust can be utilized
tions provide that the grandfather rulegficiaries. Dept. of the Treasury, Genera@nly to satisfy the legal obligations of the
apply only if any amounts that were gragxplanations of the Administration’s Rev-reinsurer (or will be distributed to the
tuitously transferred to the trust after Sepenue Proposals, at 12 (1995). Sectioiginsurer). In addition, commenters
tember 19, 1995, are treated as a separg!g(f) operates to implement that policypointed out that there already are other
portion of the trust that is accounted fogjetermination by providing that the grantoProvisions, such as sections 482 and 845
under the rules of §1.671-3(a)(2). trust rules generally do not apply wherdéhat apply to related-party reinsurance

their effect would be to treat a foreign per@rrangements.
son as the owner of any portion of a trust. The final regulations reserve on the ap-
S. Rep. No. 35, 104th Cong., 1st Sess. 1fication of the related-party rule to rein-
(1995). The exceptions in sectiorsurance trusts. Treasury and the IRS.ar(
Under the proposed regulations, th672(f)(2) must be interpreted narrowly tdooking carefully at this area, and they in-
general rule of §1.672(f)—1 did not applypreserve the primary operation of the gertit¢ additional comments. _
if the only amounts distributable from aeral rule. See, for exampl@pmmissioner ~Commenters raised a number of issue:
trust (or portion of a trust) during the life-v. Clark, 489 U.S. 726, 739 (1989) (“In€oncerning the grandfather rules in
time of the grantor were amounts distribconstruing provisions . . . in which a gen31-672(f)-3(b)(4) of the proposed regula-
utable to the grantor or the grantor'eral statement of policy is qualified by arfOns- These issues are discussed above |
spouse. Treasury and the IRS contenexception, we usually read the exceptioRonnection with the grandfather rules
plate that the fact that the grantor and hisarrowly in order to preserve the primanpnder 81.672(f)-3(a)(2) of the proposed
or her spouse might someday divorce aperation of the provision.”). regulations.
legally separate will be disregarded for The final regulations continue to pro-
purposes of determining whether the exvide that a trust will not fail to qualify for
ception is applicable. the exception solely because amounts areThe proposed regulations listed cate-
Under the proposed regulationsdistributable from the trust in discharge ofjories of trusts that constitute compen-
amounts distributable in discharge of @ legal obligation of the grantor (orsatory trusts, without regard to whether
legal obligation of the grantor or thegrantor’'s spouse). An obligation to a reany portion of a particular trust would
grantor’s spouse generally were treated dated person is not generally treated asever be treated as owned by the grantor o
amounts distributable to the grantor or theegal obligation unless it was contracteénother person under the grantor trust

B. Certain Trusts that Can Distribute
Only to the Grantor or the Spouse of
the Grantor

C. Compensatory Trusts



rules. Treasury and the IRS are cortions. Under the proposed regulations, subsequent gift to the donee. In response
cerned that some taxpayers may find suche partnership or foreign corporation waso the commenters’ concerns, they pro-
a comprehensive list confusing. Accordtreated as the owner of the trust under théde an additional exception for cases
ingly, the final regulations provide thatgrantor trust rules, the transfer was treataslhere the U.S. donee can establish that ¢
the trusts to which the compensatory trusts a purported gift from the partnership ononresident alien individual treated and
exception applies are those to which thforeign corporation. If the partnership oreported the purported gift for purposes of
application of section 672(f) is likely to foreign corporation was not treated as théne tax laws of the country in which the
be relevant: (i) nonexempt employeesbwner of the trust, the transfer was treategonresident alien is resident as a distribu-
trusts described in section 402(b) and (iids an accumulation distribution from theion from the partnership or foreign cor-
so-called “rabbi” trusts. Treasury and therust unless the resulting U.S. tax liabilityporation and a subsequent gift to the
IRS believe the issue of whether tax-exwas less than the U.S. tax that would béonee, provided the U.S. donee timely
empt compensatory trusts can be treateflie if the transfer were treated as a pucomplied with the filing requirements of
as owned by a foreign person is moot bgsorted gift from the partnership or foreignsection 6039F, if applicable. Finally, they
cause there are special statutory rules thedrporation. provide another new exception for pur-
govern those trusts. Commenters said the proposed regulgorted gifts from domestic partnerships
Treasury and the IRS contemplate thafons were overly broad and exceeded thbat are beneficially owned (within the
a nonexempt employees’ trust describegcope of the regulatory authority grantedneaning of §1.1441-1(c)(6)) exclusively
in section 402(b) will be treated as owneghy Congress. They suggested that a pusy U.S. citizens or residents or domestic
by a beneficiary of the trust only to theported gift from a partnership or foreigncorporations.
extent provided in regulations sectiorcorporation should be treated as a deemedin response to other comments, the final
1.402(b)-1(b)(6). See also proposed regtistribution to the partner or shareholderegulations clarify that a transfer to a U.S.
ulations §1.671-1(g) and 81.671-1(h)ollowed by a deemed transfer to the U.Slonee that is a corporation will not be sub-
which were published in thEederal donee. Commenters also suggested tHatt to the general rule of §1.672(f)—4(a) to
Register (61 F.R. 50778) on Septembempurported gifts should not be recharactethe extent the donee can establish that the
27, 1996, for proposed rules describingzed as taxable distributions unless it aptransfer was a contribution to capital. The
when an employer will be treated as apeared, based on all the facts and circurfinal regulations also expand the scope of
owner of any portion of a nonexempt emstances, that the partnership or foreigthe charitable contribution exception to in-
ployees’ trust described in section 402(bgorporation was being used principally aslude a transfer from a transferor that has
that is part of a deferred compensatiog device to avoid U.S. tax. received a ruling or determination letter
plan. Treasury and the IRS believe the basiftom the Internal Revenue Service recog-
The final regulations also provide thaapproach taken by the proposed regulaizing its exempt status under section
the Commissioner may designate addtions is both necessary and appropriate &01(c)(3), provided that the transfer was
tional categories of trusts to which theyrevent the avoidance of the purposes ofiade pursuant to the transferor's exempt
compensatory trust exception applies. section 672(f). See Code sectiopurpose, the ruling or determination letter
672(f)(4) and (6). A rule that would has not been revoked or modified, and
recharacterize purported gifts only in situthere has been no material change, incon
ations where the partnership or foreigisistent with exemption, in the character,
corporation was being used principally apurpose, or method of operation of the
The proposed regulations provided tha& device to avoid U.S. tax would be unadsrganization.
a U.S. donee generally must treat a puministrable. It would place a nearly in- The final regulations revise the rules
ported gift from a foreign corporation as surmountable burden on the IRS to obtaifor gratuitous transfers to U.S. donees
distribution from the foreign corporationinformation, much of it outside the Unitedfrom trusts to which partnerships or for-
unless the U.S. donee can establish thatSéates, and to establish that the partnegign corporations have made gratuitous
U.S. citizen or resident alien is a shareship or foreign corporation was beingransfers. The revisions reflect the fact
holder of the transferor and that the U.Sused to avoid U.S. tax. Further, individuthat, under U.S. domestic law principles,
citizen or resident took the amount int&ls do not normally receive gifts fromthe partners or shareholders might be
account for U.S. tax purposes and subspartnerships and corporations. See, fdreated as grantors of the trust. See
guently made a gift to the U.S. doneeexample,Commissioner v. Duberstein,81.671-2T(e)(4).
Similar rules were proposed for purporte®63 U.S. 278 (1960). The final regulations also clarify that if
gifts from partnerships (whether domestic The final regulations leave the basithe transferring partnership or foreign
or foreign). There were exceptions foapproach essentially unaltered, but exzorporation receives some consideration
charitable contributions to donees depand the number of exceptions to the geffirom the U.S. donee, but the considera-
scribed in section 170(c) and for pureral rule. They retain the exception fotion is less than the fair market value of
ported gifts that did not exceed $10,000. cases where the U.S. donee can establigte property transferred, only the excess
Section 1.672(f)—4(c) of the proposedhat a U.S. citizen or resident alien treatedill be treated as a purported gift. Fur-
regulations provided rules for gratuitougand reported) the purported gift for U.Sther, no portion will be treated as a pur-
transfers to U.S. donees from trusts créax purposes as a distribution from th@orted gift if the U.S. donee can establish
ated by partnerships or foreign corporapartnership or foreign corporation and ahat the U.S. donee is neither related to a

6. Comments and Changes to
81.672(f)—4: Recharacterization of
Purported Gifts



partner or shareholder of the transferor Section 1.672(f)-5(c) of the proposed *oxox ok
within the meaning of §1.643(h)-1(e) noregulations provided that, for purposes of )
has another relationship with a partner c1.672(f)—4, a wholly owned business enAdoption of Amendments to the
shareholder of the transferor such thaity must be treated as a corporation, sepRegulations
there is a reasonable basis for concludimgite from its.single owner. .Absent this Accordingly, 26 CFR part 1 is amended
that the partner or shareholder wouldule, an entity having a single OWNEeL ¢ tollows:
make a gratuitous transfer to the U.Scould avoid the purported gift rule by
donee. electing to be disregarded, with the resuPART 1—INCOME TAXES

Commenters said the proposed reguldhat the purported gift would be received o
tions overturned an early Supreme Couftom the owner of the entity, rather than Paragraph 1. The authority citation for
decision,Bogardus v. Commission@02 from the entity itself. The final regula-Part 1 is amended by adding entries in nu-
U.S. 34 (1937), which treated certain paytions clarify that this special rule (renum/merical o.rder to read in part as follows:
ments by an acquiring corporation in a rebered as §1.672(f)-5(b)) applies solely Authority: 26 U.S.C. 7805 ** *
organization that were paid at the instigafor purposes of §1.672(f)—4. Thus, it does Section 1.643(h)-1 also issued under
tion of former shareholders of the targenot apply for purposes of §§1.672(f)-126 U.S.C. 643(a)(7).
corporation to employees and former enthrough 1.672(f)-3 or §1.672(f)-5 or for Section 1.671-2T also issued under 26
ployees of the target corporation as norpurposes of any other provision of thdJ.S.C. 643(a)(7) and 672(f)(6).
taxable gifts rather than as compensatiofode or regulations. Section 1.672(f)-1 also issued under 26
The result inBBogardusmight well be dif-  Section 301.7701-2(c)(2)(iii) of the U.S.C. 643(a)(7) and 672(f)(6).
ferent today under section 102(c)(1) (enProposed regulations provided that, solely Section 1.672(f)-2 also issued under 26
acted in 1986), which provides that thdor purposes of applying the rules of secV.S.C. 643(a)(7) and 672(f)(3) and (6).
exclusion from gross income for the valudion 672(f)(4), a wholly owned business Section 1.672(f)-3 also issued under 26
of property acquired by gift does notentity will be treated as a corporationU.S.C. 643(a)(7) and 672(f)(2) and (6).
apply to any amount transferred by or fopeparate from its owner. This provision, Section 1.672(f)-4 also issued under 26
an employer to, or for the benefit of, arwhich repeated the rule in §1.672(f)—5(C)J.S.C. 643(a)(7) and 672(f)(4) and (6).
employee. Further, and more importantly{renumbered as §1.672(f)-5(b)), is not in- Section 1.672(f)-5 also issued under 26

the payor corporation iBogarduswas a cluded in the final regulations. U.S.C. 643(a)(7) and 672(f)(6). * * *
domestic corporation that did not treat the. ' . oo Par. 2. Section 1.643(h)-1 is added to
payments as a deductible expense and’ y read as follows:

there was no avoidance of U.S. tax. Thus, It has been determined that this Tredg; g43(h)-1 Distributions by certain
Bogardusis distinguishable on its factssury decision is not a significant regulagoreign trusts through intermediaries
from a situation where a foreign corporatory action as defined in Executive Order '
tion transfers property to a U.S. person2866. Therefore, a regulatory assess- (a)In genera—(1) Principal purpose of
who treats the transfer as a gift or bequegient is not required. It also has been deax avoidance Except as provided in para-
and there will be avoidance of U.S. tax itermined that section 553(b) of the Adgraph (b) of this section, for purposes of
the purported gift is not recharacterized. ministrative Procedure Act (5 U.S.C.part | of subchapter J, chapter 1 of the In-
The final regulations for purported giftschapter 5) does not apply to these regul@ernal Revenue Code, and section 6048
are generally applicable to transfers madgons, and, because the regulations do nahy property (within the meaning of para-
after August 10, 1999 by partnerships dimpose a collection of information ongraph (f) of this section) that is transferred
foreign corporations, or by trusts to whichsmall entities, the Regulatory Flexibilityto a United States person by another per
partnerships or foreign corporations madgct (5 U.S.C. chapter 6) does not applyson (an intermediary) who has received
gratuitous transfers after August 10, 199%ursuant to section 7805(f) of the Codeproperty from a foreign trust will be treated
the notice of proposed rulemaking preas property transferred directly by the for-
ceding these regulations was submitted {§ign trust to the United States person if the
the Small Business Adr_ninist_ration forintermediary received the property from
Section 1.672(f)-5(b) of the proposed®mment on the regulation’s impact oRhe foreign trust pursuant to a plan one of

7.Comments and Changes to
81.672(f)-5: Special Rules

regulations provided that, for purposes ofmall business. the principal purposes of which was the
§1.672(f)—1., where the taxable year of fi‘)rafting Information av0|dan§:e pf United States tax. .
trust was different from the taxable year (2) Principal purpose of tax avoidance

of a person who was taking an amount The principal authors of these reguladeemed to existFor purposes of para-
into account, the amount was taken inttions are M. Grace Fleeman of the Officg@raph (a)(1) of this section, a transfer will
account for the taxable year of the personf Associate Chief Counsel (Internabe deemed to have been made pursuant t
that included the last day of the taxabléonal) and James A. Quinn of the Officea plan one of the principal purposes of
year of the trust. This rule was deletedf the Assistant Chief Counsel (Passwhich was the avoidance of United States
from the final regulations, because it is nohroughs and Special Industries). Howtax if the United States person-—

longer needed in light of the revisions taver, other personnel from the IRS and (i) Is related (within the meaning of
81.672(f)—1, which are described above ifireasury Department participated in theiparagraph (e) of this section) to a grantor
part 3 of this explanation. development. of the foreign trust, or has another rela-



tionship with a grantor of the foreign trustthe transfer by the intermediary to the (2) The principles of section
that establishes a reasonable basis fomited States person. For purposes @&67(b)(10), using “at least 10 percent” in-
concluding that the grantor of the foreigrsection 665(d)(2), the term taxes imposestead of “more than 50 percent,” apply to
trust would make a gratuitous transfeon the trust includes any income, wadetermine whether two corporations are
(within the meaning of §1.671-2T(e)(2))profits, and excess profits taxes imposectlated.
to the United States person; by any foreign country or possession of (f) Definition of property.For purposes
(i) Receives from the intermediary,the United States on the intermediary witlof this section, the terpropertyincludes
within the period beginning twenty-four respect to the property transferred. cash.
months before and ending twenty-four (2) Exception.If the Commissioner de- (g) Examples. The following exam-
months after the intermediary’s receipt ofermines, or if the taxpayer can demonples illustrate the rules of this section. In
property from the foreign trust, either thestrate to the satisfaction of the Commiseach example, FT is an irrevocable for-
property the intermediary received fromsioner, that the intermediary is an agent @fign trust that is not treated as owned by
the foreign trust, proceeds from suclhe United States person under generalgny other person and the fair market value
property, or property in substitution forapplicable United States agency princief the property that is transferred exceeds
such property; and ples, the property will be treated as transt10,000. The examples are as follows:
(iii) Cannot demonstrate to the satisfacterred to the United States person in the o _
. . . . . Example 1. Principal purpose of tax avoidance.
tion of the _Comm|s§|0ner that— _ _year the mtermegﬂary receives th_e PrOR=T was created in 1980 by A, a nonresident alien,
(A) The intermediary has a relationshigerty from the foreign trust. The fair mar-or the benefit of his children and their descendants.
with the United States person that estalieet value of the property transferred willFT's trustee, T, determines that 1000X of accumu-
lishes a reasonable basis for concludinige determined as of the date of the tranted income should be distributed to A's grand-
that the intermediary would make a gratufer by the foreign trust to the intermedi-92ugter. B, who is a resident alien. Pursuant to a
. . . lan with a principal purpose of avoiding the interest
itous transfer to the United States persorary. For purposes of section 901(b), ansl)/harge that would be imposed by section 668, T
(B) The intermediary acted indepenincome, war profits, and excess profitgauses FT to make a gratuitous transfer (within the
dently of the grantor and the trustee of thiaxes imposed by any foreign country omeaning of §1.671-2T(e)(2)) of 1000X to I, a for-
foreign trust; possession of the United States on the ifign person. | subsequently makes a gratuitous
(C) The intermediary is not an agent ofermediary with respect to the propert)g]"’.lnSfer 0f 1000X to B. Under paragraph (2)(1) of
. . . is section, FT is deemed to have made an accumu:
the United States person under generaltyansferred will be treated as having beeg;ion distribution of 1000X directly to B.
applicable United States agency princiimposed on the United States person. Example 2. United States person unable to
ples; and (3) Computation of gross income of in-demonstrate that intermediary acted independently.
(D) The United States person timelytermediary. If property is treated as trans-GM and her daughter, M, are both nonresident aliens.
complied with the reporting requirementderred directly by the foreign trust to aMs daughter, D, is aresident alien. GM creates and
. . . . . . . funds FT for the benefit of her children. On July 1,
of section 6039F, if applicable, if the in-United States person pursuant to this seg5p1 F1 makes a gratuitous transfer of XYZ stock to
termediary is a foreign person. tion, the fair market value of such propm. mimmediately sells the XYZ stock and uses the
(b) Exceptions—(1) Nongratuitous erty is not taken into account in computproceeds to purchase ABC stock. On January 1,
transfers. Paragraph (a) of this sectioning the gross income of the intermediary002. M makes a gratuitous transfer of the ABC
does not apply to the extent that either th@f otherwise required to be taken into acSo%k 1 D Dis unable to demonstrate that M acted
. . . . independently of GM and the trustee of FT in making
transfer from the foreign trust to the intercount by the intermediary but for paras.e yransfer to D. Under paragraph (a)(2) of this sec-
mediary or the transfer from the intermegraph (a) of this section). tion, FT is deemed to have distributed the ABC stock
diary to the United States person is a (d) Transfers not in excess of $10,000¢ D. Under paragraph (c)(1) of this section, M is
transfer that is not a gratuitous transfefhis section does not apply if, during thdreated as an agent of FT, and the distribution is
within the meaning of §1.671-2T(e)(2). taxable year of the United States persoﬂ?eEmed to have been made on January 1, 2002.
. . . xample 3. United States person demonstrates
(2) Grantor as intermediary.Para- the aggregate fair market value of ally, specified conditions are satisfiedssume the
graph (a) of this section does not apply iproperty transferred to such person frorsame facts as in Example 2, except that M receives
the intermediary is the grantor of the porall foreign trusts either directly or through1000X cash from FT instead of XYZ stock. M gives

tion of the trust from which the propertyone or more intermediaries does not ex:000X cash to D on January 1, 2002. Also assume

that is transferred is derived. For the defieeed $10,000. that M receives annual income of S000X from her
. . own investments and that M has given D 1000X at
nition of grantor, see 81.671-2T(e). (e) Related parties.For purposes of e peginning of each year for the past ten years.

(c) Effect of disregarding inter- this section, a United States person isased on this and additional information provided
mediary—(1) General rule. Except as treated as related to a grantor of a foreigpy D, D demonstrates to the satisfaction of the Com-
provided in paragraph (c)(2) of this sectrust if the United States person and th@issioner that M has a relationship with D that es-
tion, the intermediary is treated as agrantor are related for purposes of sectigf>ones & reasonable basis for concluding that M

. . . . . “would make a gratuitous transfer to D, that M acted
agent of the foreign trust, and the propert§43(i)(2)(B), with the following modifi- j,qependently of GM and the trustee of FT, that M is
is treated as transferred to the Unitedations— not an agent of D under generally applicable United
States person in the year the property is (1) For purposes of applying sectiorftates agency principles, and that D timely complied
transferred, or made available, by the ir267 (other than section 267(f)) and sec¥ith the reporting requirements of section 6039F.
termediary to the United States persortion 707(b)(1), “at least 10 percent” is_| "Il n°tbe deemed under paragraph ()(2) of this

. . section to have made a distribution to D.
The fair market value of the propertyused instead of “more than 50 percent” gyample 4. Transfer to United States person less

transferred is determined as of the date efach place it appears; and than 24 months before transfer to intermediary.



Several years ago, A, a nonresident alien, creat@bmmissioner that M has a relationship with S tha§1.671-2T Applicable principles
and funded FT for the benefit of his children andestablishes a reasonable basis for concluding that (fbmporary).
their descendants. A has a close friend, C, who alseould make a gratuitous transfer to S, that M acted
is a nonresident alien. A's granddaughter, B, is a regsydependently of GM and the trustee of FT, and that (a) through (d) [Reserved] For further
ident alien. On December 31, 2001, C makes a grb4 is not an agent of S under generally applicable .
tuitous transfer of 1000X to B. On January 15United States agency principles. FT will not be%UIdance’ see §1'671_2(a) throth (d)
2002, FT makes a gratuitous transfer of 1000X to Gleemed under paragraph (a)(2) of this section to (e)(1) For purposes of part | of sub-
B is unable to demonstrate that C has a relationshive made a distribution to S. chapter J, chapter 1 of the Internal Rev-
with B that would establish a reasonable basis for Example 8. Intermediary as agent of trust; in-enue Code, a grantor includes any persor
concluding that C would make a gratuitous transfe¢rease in FMV.A, a nonresident alien, created andky the extent such person either creates
to B or that C acted independently of A and thdunded FT for the benefit of his children and their . S
trustee of FT in making the transfer to B. Undefdescendants. On December 1, 2001, FT makestraHSt’ or directly or Indl.reCtly makes.a gra-
paragraph (a)(2) of this section, FT is deemed tgratuitous transfer of XYZ stock with a fair markettUItOuUs transfer (within the meaning of
have distributed 1000X directly to B. Under paravalue of 85X to B, a nonresident alien. On Novemparagraph (e)(2) of this section) of prop-
graph (c)(1) of this section, C is treated as an ageher 1, 2002, B sells the XYZ stock to a third party inerty to a trust. For purposes of this sec-
of FT, and the distribution is deemed to have beean arm’s |ength transaction for 100X in cash. Ol?on the terrrpropertylncludes Cash |f a
made on December 31, 2001. November 1, 2002, B makes a gratuitous transfer o% ' ) _
Example 5. United States person receives pro@.SX to A's grandson, C, a resident alien. Cis unableerson creates or funds a trust on behal
erty in substitution for property transferred to inter-to demonstrate to the satisfaction of the commiOf another person, both persons are
mediary. GM and her son, S, are both nonresidengioner that B acted independently of A and théreated as grantors of the trust. (See sec

aliens. S's daughter, GD, is a resident alien. GNfustee of FT in making the transfer. Under paration 6048 for reporting requirements that
creates and funds FT for the benefit of her childreBraph (a)(2) of this section, FT is deemed to hanpp|y to grantors of foreign trusts.) How-

and their descendants. On July 1, 2001, FT maked®ade a distribution directly to C. Under paragraph
gratuitous transfer of ABC stock with a fair market(€)(1) of this section, B is treated as an agent of FEVer, a person who creates a trust bu

value of approximately 1000X to S. On January 18nd FT is deemed to have distributed 98X to C ofnakes no gratuitous transfers to the trus
2002, S makes a gratuitous transfer of DEF stocdovember 1, 2002. is not treated as an owner of any portion
with a fair market value of approximately 1000X to  Example 9. Intermediary as agent of Unitedgf the trust under sections 671 through
GD. GD is unable to demonsirate that S acted ind€ates person; increase in FMWssume the same 22 o 679 Also, a person who funds a

pendently of GM and the trustee of FT in transferfacts as in Example 8, except that the Commissioner . - .
ring the DEF stock to GD. Under paragraph (a)(2§l€termines that B is an agent of C under generalﬁwst with an amount that is directly reim-

of this section, FT is deemed to have distributed th@PPlicable United States agency principles. Unddpursed to such person within a reasonable
DEF stock to GD. Under paragraph (c)(1) of thidaragraph (c)(2) of this section, FT is deemed tperiod of time and who makes no other
section, S is treated as an agent of FT, and the distf@Ve distributed 85X to C on December 1, 2001. gansfers to the trust that constitute gratu-
bution is deemed to have been made on Januaryrz‘%JSt take the gain of 15X into account in the yeat | .« tanofars is not treated as an ownel

2002. . .
ot Example 10. Intermediary as agent of trust; deof any portion of the trust under sections

Example 6. United States person receives indire
P P crease in FMV.Assume the same facts as in Exam671 through 677 or 679. See also

loan from foreign trust.Several years ago, A, a non-
resident alien, created and funded FT for the benefi€ 8, €xcept that the value of the XYZ stock on No§1.672(f)-5(a).

of her children and their descendants. A's daughtefMPer 1, 2002, is only 80X. Instead of selling the (2)(1) Agratuitous transfer is any trans-

; ; ; 2 XYZ stock to a third party and transferring cash t .
B, is a resident alien. B needs funds temporaril m
P z B transfers the XYZ stock to C in a gratuitoujer other than a transfer for fair market

lerlg tsoh?O:nsr:?;:relg E:Jrehc?{ycivc\,m;lfelgt?s:6:32 ransfer. Under paragraph (c)(1) of this section, Fyalue. A trarPSfer of proper_ty to a trust
would apply. FT deposits 500X with FB, a foreign's deemed to have distributed XYZ stock with amay be considered a gratuitous transfer
bank, on June 30, 2001. On July 1, 2001, FB loan&@/ué of 80X to C on November 1, 2002. _without regard to whether the transfer is
400X to B. Repayment of the loan is guaranteed by EX@mPle 11. Intermediary as agent of Uniteqyeataq as a gift for gift tax purposes.

FT's 500X deposit. B is unable to demonstrate t%tgsesai’ﬁf%”;acﬁggafg 'zxi"eﬁzsf# ;?eﬂfgeczemiis_ (i) For purposes of this paragraph (e),
et e D e Tyt g VAN 11 maket v oy

basis for concluding that FB would make a loan to grally applicable United States agency prlnuplesth(? extent of the value of_property re-

or that FB acted independently of A and the trusteg"0¢" Paragraph (€)(2) of this section, FT is deemegejved from the trust, services rendered
of FT in making the loan. Under paragraph (a)(2) 0?2 ga(\)/s ggzmgg 1X\£§osfock with & value of 85be the trust, or the right to use property of
this section, FT is deemed to have loaned 400X di- ' ) the trust. For example, rents, royalties,
rectly 1o B on July 1, 2001. Under paragraph (©)(1) ) Effective date.The rules of this interest, and compensation paid to a trus

of this section, FB is treated as an agent of FT. For ‘ . .
the treatment of loans from foreign trusts, see ses€Clion are applicable to transfers made &€ transfers for fair market value only to

tion 643(). United States persons after August 10he extent that the payments reflect an

Example 7. United States person demonstrates999, arm'’s length price for the use of the prop-
that specified conditions are satisfie&M, a non- Par. 3. In §1.671-2, paragraph (e) is reerty of, or for the services rendered by, the
resident alien, created and funded FTfor the benefliqq j 1 read as follows: trust. For purposes of this determination,

of her children and their descendants. One of GM’s . . .
an interest in the trust is not property re-

children is M, who is a resident alien. During th 1.671—2 Appli A . .

.671- icable principles.
year 2001, FT makes a gratuitous transfer of 5006>§ PP P P CeWeq from the trust. In add|t'|0na a per-
to M. M reports the 500X on Form 3520 as a distri- X % x % % son will not be treated as making a trans-
bution received from a foreign trust. During the fer for fair market value merely because

year 20025"\" :‘akels a_grat““o_‘és ”tanls,fer OfM‘“?_(I)X 0 () [Reserved] For further guidancethe transferor recognizes gain on the
er son, S5, whno also Is a resident alien. lies a . .
Form 709 treating the gratuitous transfer to S as %ee §1'671_2T(_e)' . transactlon_. See, for ex_a}mple, Se.Ctlon
gift. Based on this and additional information pro- Par. 4. Section 1.671-2T is added t684 regarding the recognition of gain on

vided by S, S demonstrates to the satisfaction of tH€ad as follows: certain transfers to foreign trusts.



(iii) For purposes of this paragraph (e)transferor trust under subpart E of part kf $1,000,000 to Tin exchange for the stock when it
a gratuitous transfer does not include subchapter J, chapter 1 of the InterndPs appreciated to a fair market value of $100,000.

LS . . Under paragraph (e)(2)(ii) of this section, the
distribution to a trust with respect to arRevenue Code. $900,000 excess value is a gratuitous transfer by C.

interest held by such trust in either a trust (6) The following examples illustrate therefore, under paragraph (e)(1) of this section, A
described in paragraph (e)(3) of this sedhe rules of this paragraph (e). Unless a grantor with respect to the portion of the trust
tion or an entity other than a trust. For exetherwise indicated, all trusts are domegalued at $100,000, and C is a grantor of T with re-
ample, a distribution to a trust by a corpotic trusts and all other persons are UnitegPect 1o the portion of the trust valued at $900,000.

. . . . In addition, A or C or both will be treated as the
ration with respect to its stock describetates persons. The examples are as fgr]&ners of the respective portions of the trust of

in section 301 is not a gratuitous transferlows: which each person is a grantor if A or C or both re-

(3) Agrantor includes any person who tain powers over or interests in such portions under

. . . Example 1.A creates and funds a trust, T, for the,
acquires an interest in a trust from %e

nefit of her children. B subsequently makes a grgections 673 through 677.

; i i : " Example 8.G creates and funds a trust, T1, for
granto.r of the FrUSt i the .mtereSt acqu”e%imus transfer to T. Under paragraph (e)(1) of thi?ne beneif)it of G’s children and grandchildren. After
IS an _mtert_ast In certain mvestmem trustsection, b?tth andll_% are grantors of T Ced G's death, under authority granted to the trustees in
deSC”'bed' In §301-7701_4(C) of th|s Chf'ip' Example .A_rr'nahes an ||nve§ft_m§nt In afixe 'n('j the trust instrument, the trustees of T1 transfer a por-
ter, liquidating trusts described |nV’35t{"7e;t1”_ft' 1't ?th'_s Chsstied 2 @ trust un ?Bn of the assets of T1 to another trust, T2, and re-
§301.7701-4(d) of this chapter, or envi-§3o -7701-4(c)(1) of this chapter. Als a grantor ofy; 5 power to revoke T2 and revest the assets of TZ

in T1. Under paragraphs (e)(1) and (5) of this sec-

tal diati trusts d ibed T. B subsequently acquires As entire interest in T.
ronmental remediation trusts descriped | i i i
Onder paragraph (e)(3) of this section, B is a grantq,'ony G is the grantor of T1 and T2. In addition, be-
cause the trustees of T1 have retained a power tc

§301.7701-4(e) of this chapter. of T with respect to such interest.
(4) If a gratuitous transfer is made by a Example 3A, an attorey, creates a foreign rust, o, oot the assets of T2 in T1, T1 is treated as the

partnership or corporation to a trust and i§I- on ehalf of As client, B, and transfers $100 tq, ;o1 of T2 under section 678(a).

. FT out of As funds. A is reimbursed by B for the
Example 9. G creates and funds a trust, T1, for
for a business purpose of the partnerShhHOO transferred to FT. The trust instrument statetﬁe beneif)it of B. G retains a power to revest the as-

or corporation, the partnership or Corporamat the trustee has discretion to distribute the Nsets of T1 in G within the meaning of section 676
tion will generally be treated as thecome or corpus of FT to B, and B's children. Both A, er the trust agreement, B is given a general

grantor of the trust. For example, if end B are treated as grantors of FT under paragrager of appointment over the assets of T1. B exer-

partnership makes a gratuitous transfer {§)(1) of this section. In addition, B is treated as thgjges the general power of appointment with respect

a trust in order to secure a legal obligatio%wner of the entire trust under section 677. BeCau$§ one-half of the corpus of T1 in favor of a trust, T2,
A is reimbursed for the $100 transferred to FT OBhat is for the benefit of C. B's child. Under para-

of the partnership to a third party unrépenai of B, Ais not treated as transferring any ProR3raph (e)(1) of this section, G is the grantor of T1

Ia_ted to the partnership, the partnershlgny to FT. Therefore, Ais not an owner of any poranq under paragraphs (e)(1) and (5) of this section,
will be treated as the grantor of the trustion of T under sections 671 through 677 regardlesg i he grantor of T2.
However. if a partnership ora corporatior?f whether A retained any power over or interest in

' . T,described in sections 673 through 677. A also is (7) The rules of this section are applic-
makes a gratuitous transfer to a trust th pp

. . ﬁ t treated as an owner of any portion of T unde
is not for a business purpose of the partection 679. Both A and B are responsible partieés‘lble to any transfer to a trust, or transfer

nership or corporation but is, e.g., for theor purposes of the reporting requirements in sectiofif an interest in a trust, on or gfter AUQ.USt
personal purposes of one or more of th@048s. 10, 1999. In accordance with section
partners or shareholders, the gratuitounsotEt’;Z‘a“l"ts'le3 :S-/zl ﬁriexﬁzra:fd;:”dsoii;:ﬁ; tTHe/?riS780§(e)(2), the rules of this section will
transfer will be treated as a constructive y port usixpire before August 12, 2002.

O . nder subpart E. B holds an unrestricted power, ex- Par. 5. Secti 1.672(f=1. 1.672(f)—2
distribution to such partners or shareholdsicisable solely by B, to withdraw certain amounts, | o, >SCHONS ~. (0-1, 1.672()-2,

inei : ' .672(f)-3, 1.672(f)-4, and 1.672(f)-5

ers under federal tax principles and theontributed to the trust before the end of the calent ' '
partners or the shareholders will belaryear and to vest those amounts in B. B is treaté® added to read as follows:
treated as the grantors of the trust. E@&g an owner of the portion of T that is subject to the .
example. if a eglrtner hip makes a grapithdrawal power under section 678(a)(1). How-81.672(f)-1 Foreign persons not treated
. xample, | p ship . sag l'(l-:'ver, B is not a grantor of T under paragraph (e)(JdS owners.
":'OUS trans_fer to a trust that is for the .ben%T this section because B neither created T nor made
fit of a child of a partner, the gratuitousa gratuitous transfer to T. (a) General rule—(1) Application of
transfer will be treated as a distribution to Example 5.Atransfers cash to a trust, T, throughthe general rule Section 672(f)(1) pro-
the partner under section 731 and a Subs%k_)roker, in exchange for units in T. The units in K/ides that subpart E of part I, subchapter

- are not property for purposes of determinin
quent gratuitous transfer by the partner t Property or purp ning chapter 1 of the Internal Revenue Code

\ghether A has received fair market value undeY’

the trust. . paragraph (e)(2)(ii) of this section. Therefore, A ha§the grantor trust rules) shall apply only to
(5) If a trust makes a gratuitous transmade a gratuitous transfer to T, and, under paragraphe extent such application results in an
fer of property to another trust, the(e)(1) of this section, Ais a grantor of T. amount (if any) being currently taken into

grantor of the transferor trust generally Fxample 6Aborrows cashfrom T, atrust. Ahas 4ccoynt (directly or through one or more
will be treated as the grantor of the trang\t made any gratuitous transfers to T. Arm's Iengtgantities) in computing the income of a cit-
. . interest payments by A to T will not be treated as . .
feree trust. However, if a person with atitous transfers under paragraph (e)(2)(ii) of thiZ€N Or resident of the United States or a
general power of appointment over th&ection. Therefore, under paragraph (e)(1) of thidomestic corporation. Accordingly, the
transferor trust exercises that power igection, Ais not a grantor of T with respect to the ingrantor trust rules apply to the extent that
favor of another trust, then such persol§rest payments. any portion of the trust, upon application
will be treated as the grantor of the transg,sEgzrgﬁ ;'nAc', E;nti:?gﬁ;:::éegoaotrtlftft ;cr)]reof the grantor trust rules without regard to
feree trust, even if the grantor of the transzystee invests the $50,000 in stock of Company §€ction 672(f), is treated as owned by a

feror trust is treated as the owner of the, B's uncle, sells property with a fair market valudJnited States citizen or resident or do-



mestic corporation. The grantor trussisting of the X stock. Any distributions from suchration that had made a gratuitous transfel
rules do not apply to any portion of thePortion of the trust are subject to the rules of subyg the trust (or portion of a trust) and the
trust to the extent that, upon appIicatior'(i:’ﬁ;t;t:r Tgﬁggtg (16gf1ﬂ‘;":?n12'r'r?;vl'g?\'/epna$e "Cigzl'rules of §1.672(f)-4(c) apply. o

of the grantor trust rules without regard t0 iy Because C is a United States citizen, para- (C) Special rules for passive foreign in-
section 672(f), that portion is treated agraph (a)(1) of this section does not prevent C frorvestment companies(1) Application of
owned by a person other than a Unitebeing treated under section 673 as the owner of tigection 1297.For purposes of determin-
States citizen or resident or domestic copertion of the trust consisting of the Y stock. ing whether a foreign corporation is a pas-
poration, unless the person is dgscribgd in (c) Effective dateThe rules of this sec- give fqreign ilnvestment company as de-
§1.672(f)-2(a) (relating to certain foreign; ", o applicable to taxable years of §n€d in section 1297, the grantor trust
corporations treated as domestic COrporgy ot beginning after August 10, 1999. rules apply as if section 672(f) had not

tions), or one of the exceptions set forth in come into effect.

§1.672(f)—-3 is met, (relating to: trusts§1.672(f)—2 Certain foreign (2) References to renumbered Internal
where the grantor can revest trust assetsrporations. Revenue Code sectioffror taxable years
trusts where the only amounts distrib- of shareholders beginning on or before

utable are to the grantor or the grantor's (&) Application of general rule.Sub-  pecemper 31, 1997, and taxable years o
spouse; and compensatory trusts). Sel@Ct to the provisions of paragraph (b) 0!)assive foreign investment companies
tion 672(f) applies to domestic and forhiS section, if the owner of any portion Ol ing with or within such taxable years
eign trusts. Any portion of the trust that it trust upon application of the grantogy y,o"shareholders, all references in this
not treated as owned by a grantor or arﬁtust rules without r_egard to Se(?tlon 672(%1672(1:)_2 to section 1297 are deemed
other person is subject to the rules of sulss & controlled foreign corporation (as degy pe references to section 1296.
parts A through D (section 641 and folfinéd in section 957), a passive foreign in- ) Eyamples The following examples
lowing), part I, subchapter J, chapter 1 oféstment company (as defined in sectiof) strate the rules of this section. In each
the Internal Revenue Code. 1297), or a foreign personal holding comg, s ple FT is an irrevocable foreign
(2) Determination of portion based onPany (as defined in section 552), the Oty st and CFC is a controlled foreign cor-

application of the grantor trust rules. Poration will be treated as a domestic Corf)oration. The examples are as follows:

The determination of the portion of a trusPoration for purposes of applying the o

treated as owned by the grantor or othdkles of 81.672(f)-1. Example 1. Application of general ruleCFC
person is to be made based on the terms of(P) Gratuitous transfers to United %fﬁ;efh:r;:e;?ﬁs OFfT§'1 g;lci;(g;e g;:agtﬁgsog rFeT
the trust and the application of the grant0$tates persors(1) Transfer from trust to versionary interes?in FT within the rlneaning of sec-
trust rules and section 671 and the I’egulwhiCh corporation made a gratuitous;jon 73 that would cause CFC to be treated as the

tions thereunder. transfer. If a trust (or portion of a trust) to owner of FT upon application of the grantor trust
(b) Example. The following example which a controlled foreign corporation,rules without regard to section 672(f). Under para-
illustrates the rules of this section: passive foreign investment company, offaph (@) of this section, CFC is treated as a domes

. . ic corporation for purposes of applying the general
foreign personal holding company haéule of §1.672(f)-1. Thus, 8§1.672(f)-1 does not pre-

Example. () A, a nonresident alien, funds an i made a gratuitous transfer (within th&en: crc from being treated as the owner of FT

revocable domestic trust, DT, for the benefit of hi . .
son, B, who is a United States citizen, with stock osyneamng of §1'671_2T(e)(2))’ makes @nder section 673.

Corporation X. As brother, C, who also is a Unitecgrat'vIitous transfer to a United States per- Example 2. Distribution from trust to which CFC

States citizen, contributes stock of Corporation Y t&0N, the controlled foreign corporationmade gratuitous transferA, a nonresident alien,

the trust for the benefit of B. A has a reversionarpassive foreign investment company, opwns 40 percent of the stock of CFC. As brother B,

; i i ; ; . . a resident alien, owns the other 60 percent of the
|r1ter|fst:] V\tmhm Itge meanAntg (;Jf stectl(t)nd673t|hn the >ﬁ‘ore|gn personal hOIdlng company, as th?tock of CFC. CFC makes a gratuitopus transfer to
stock that would cause A to be treated as the owner, . : : X ‘

of the X stock upon application of the grantor trus?’ase may be, is treated as a foreign COrper. FT makes a gratuitous transfer to A's daughter,

rules without regard to section 672(f). C has a revefation for purposes of §1.672(f)—4(c), re<, who is a resident alien. Under paragraph (b)(1)
sionary interest within the meaning of section 673 ifating to gratuitous transfers from trust$f this section, CFC will be treated as a foreign cor-
the Y stock that would cause C to be treated as tier portions of trusts) to which a partnerPeraton for purposes of §1.672(f)-4(c). For further
owner of the Y stock upon application of the grantoghip or foreign corporation has made uidance, see §1.672(f)-4(@gxample ZhroughEx-
trust rules without regard to section 672(f). The ratuitous transfer ple 4

trustee has discretion to accumulate or currently dig1 . . .
tribute income of DT to B. (2) Transfer from trust over which cor-  (e) Effective dateThe rules of this sec-

(i) Because A is a nonresident alien, applicatiofporation has a section 678 powelf a tion are generally applicable to taxable
of the grantor trust rules without regard to sectiotrust (or portion of a trust) that a conyears of shareholders of controlled for-
672(f) would not result in the portion of the trustyrg|led foreign corporation, passive for-eign corporations, passive foreign invest-
ZOS:?;'Sgsgttezecﬁizsé?]cﬁrbsgﬂérriétildoiz g\fhﬁzdeié_ign investment company, or foreign permen.t Companie§, and f_ore_ign personal
ceptions in §1.672(f)-3 applies because A canngional holding company is treated abolding companies beginning after Au-
revest the X stock in A, amounts may be distribute@Wning under section 678 makes a gratwgust 10, 1999, and taxable years of con-
during A lifetime to B, who is neither a grantor norjitous transfer to a United States persoitrolled foreign corporations, passive for-
a spouse of a grantor, and the frust is not a compeie controlled foreign corporation, paseign investment companies, and foreign
(S)?tt?]rli t;ﬁt“olhirio;it ‘::’;Zfezma?;’:rg\?vf;hu(:()j%}ve foreign investment company, or forpersonal holding companies ending with
subpart E of part I, subchapter J, chapter 1 of the I£I9N personal holding company, as ther within such taxable years of the share-

ternal Revenue Code, of the portion of the trust corsase may be, is treated as a foreign corpbelders.



81.672(f)-3 Exceptions to general rule. trust would continue to be so treateders (within the meaning of 81.671—
i thereafter. However, the preceding serT(e)(2)) are not amounts distributable.
(a) Certain revocable trusts(1) I (ence does not apply to any portion of thEor the definition of grantor, see
general. Subject to the provisions of y,qt attributable to gratuitous transfers t§1.671-2T(e).
paragraph (a)(2) of this section, the genpe tryst after September 19, 1995. (2) Amounts distributable in discharge
eral rule of 81.672(f)-1 does not apply 10 4y examples.The following examples of legal obligations—(i) In general. A
any portion of a trust for a taxable year ofyystrate the rules of this paragraph (a): trust (or portion of a trust) does not fail to

_the trust if the power to revest ab_solutely oo 1 Grantor i ouneEPL. & foreici oer satisfy paragraph (b)(1) of this section
in the grantor title to such portion is exer. =Xampe 1. 5ol s owner ™. & OEURPET oolely pecause amounts are distributable
cisable solely by the grantor (or in th%on, creates and funds a revocable trust, T, for the . . .

’ enefit of FP1’s children, who are resident aliens’OM the trust (or portion thereof) in dis-

event of the grantor’s incapacity, by &g rystee is a foreign bank, FB, that is owned angharge of a legal obligation of the grantor
guardian or other person who has unreontrolled by FP1 and FP2, who is FP1's brothepr the spouse of the grantor. Subject to the
stricted authority to exercise such poweThe power to revoke T and revest absolutely in F':L’JISrovisions of paragraph (b)(2)(ii) of this

on the grantor’s behalf) without the aplmf © .tﬂeﬁrUSt i s exerc'sib:fBbyTiPl’ b section, an obligation is considered a legal
proval or consent of any other person. (™Y With the approval or consent of FB. The frust), . e f thi h
‘nstrument contains no standard that FB must appfP!lgation 1or purposes or this paragrap

th_e grantor can exercise such power ONiY determining whether to approve or consent to th@)(2)(i) if it is enforceable under the local
with the approval of a related or subordirevocation of T. There are no facts that would sudaw of the jurisdiction in which the grantor
nate party who is subservient to theest that FB is not subservient to FP1. Thereforgor the spouse of the grantor) resides.

grantor, such power is treated as exerci§® I‘?XCtiptiO” in paragraph (a)(1) of this section Sy pajated parties-(A) In general.
. :applicable. . .
able solely by the grantor. For the defini Example 2. Death of grantossume the same EXCept as provided in paragraph (b)(2)-

tion of grantor, see §1.671-2T(e). FOrg s 4 in Example 1, except that FP1 dies. Aftdii)(B) of this section, an obligation to a

the definition ofrelated or subordinate rpi's death, FP2 has the power to withdraw the aperson who is a related person for pur-
party, see 81.672(c)-1. For purposes ofets of T, but only with the approval of FB. Thereynses of §1.643(h)—1(€) (other than an in-
this paragraph (a), a related or subord'® no facts that would suggest that FB is not suby; iy, 11 who is legally separated from the

. . i FP2. However, the exception in para- .
he grantor ufisV'ent t© . ver, .
nate party is subservient to the grantor u raph (a)(1) of this section is no longer appllcablegr"’mtor under a decree of divorce or of

less the presumption in the last Semen‘ﬁ%cause FP2 is not a grantor of T within the meanirgéparate maintenance) is not a legal oblig-
of §1.672(c)-1 is rebutted by a preponof §1.671-2T(e). ation for purposes of paragraph (b)(2)(i)
derance of the evidence. A trust (or por- Example 3. Trustee is not related or subordinatgyf this section unless it was contracted

tion of a trust) that fails to qualify for the Party. Assume the same facts as in Example 1, ;. fide and for adequate and full con-
exception provided by this paragraph (aﬁept that neither FP1 nor any member of FP1’s fam—_d . . , h
y has any substantial ownership interest or other! eration in money or money's wort

for a particular taxable year of the trust,nnection with FB. FP1 can remove and replacesee 820.2043-1 of this chapter).

will be subject to the general rule ofFs atany time for any reason. Although FP1 canre- (B) Exceptions—(1) Amounts distrib-
§1.672(f)-1 for that taxable year and alblace FB with a related or subordinate party if FBtaple in support of certain individuals.
subsequent taxable years of the trust. refuses to approve or consent to FP1's decision Ygaragraph (b)(2)(ii)(A) of this section

_ _revest the trust property in himself, FB is not a re- .
(2) 183-day rule.For purposes of para _lated or subordinate party. Therefore, the exceptioqoeS not apply with respect to amounts

graph (a)(1) of this section, the grantor i§, paragraph (a)(1) of this section is not applicable.that are distributable from the trust (or
treated as having a power to revest for a Example 4. Unrelated trustee will consent to reportion thereof) to support an individual
taxable year of the trust only if the grantovocation. FP, a foreign person, creates and funds ayho—

has such power for a total of 183 or mordirevocable trust, T. The trustee is a foreign bank, (i) Would be treated as a dependent of

days during the taxable year of the trusz‘ that is not a related or subordinate party Wlthlrﬂ_le grantor or the spouse of the grantor

. he meaning of §1.672(c)-1. FB has the discretion ti . .
If the first or last taxable year of the truslsripute trust income or corpus to beneficiaries oeinder section 152(a)(1) through (9), with-
(including the year of the grantor’s deathy, including FP. Even if FB would in fact distribute out regard to the requirement that over
is less than 183 days, the grantor is treatet the trust property to FP if requested to do so bipg|f of the individual's support be re-
as having a power to revest for purposdg> the exception in paragraph (a)(1) of this sectiopajyaq from the grantor or the spouse of

. . . is not applicable, because FP does not have th
of paragraph (a)(1) of this section if thepower to revoke T. the grantor; and
grantor has such power for each day of (ii) Is either permanently and totally
the first or last taxable year, as the case (b) Certain trusts that can distribute disabled (within the meaning of section
may be. only to the grantor or the spouse of th@2(e)(3)), or less than 19 years old.

(3) Grandfather rule for certain revo- grantor—(1) In general. The general rule  (2) Certain potential support obliga-
cable trusts in existence on September 18f §1.672(f)—1 does not apply to any trustions. The fact that amounts might be-
1995. Subject to the rules of paragrapt{or portion of a trust) if at all times duringcome distributable from a trust (or portion
(d) of this section (relating to separate a¢he lifetime of the grantor the onlyof a trust) in discharge of a potential
counting for gratuitous transfers to theamounts distributable (whether income oobligation under local law to support an
trust after September 19, 1995), the gerorpus) from such trust (or portionindividual other than an individual de-
eral rule of 81.672(f)-1 does not apply tdahereof) are amounts distributable to thecribed in paragraph (b)(2)(ii)(B)) of
any portion of a trust that was treated agrantor or the spouse of the grantor. Fdhis section is disregarded if such poten-
owned by the grantor under section 67purposes of this paragraph (b), payment&l obligation is not reasonably expected

on September 19, 1995, as long as thd amounts that are not gratuitous trange arise under the facts and circumstances



(3) Reinsurance trust$Reserved] Example 4. Fixed investment tru$iC, a foreign  guidance published in the Internal Rev-

(3) Grandfather rule for certain section corporation, invests in a domestic fixed investmengn e Bulletin (see §601.601(d)(2) of this

. . ust, DT, that is classified as a trust under . .
677 trusts in existence on September 19301.7701_4(0)(1) of this chapter. Under the termghapter), designate categories of compen

1995. S_ubject_ to the rgles of paragraphy pr, the only amounts that are distributable fronSatory trusts to which _the ge_neral rule of
(d) of this section (relating to separate ag=C's portion of DT are amounts distributable to Fcparagraph (c)(1) of this section does not
counting for gratuitous transfers to theéhe exception in paragraph (b)(1) of this section iapply.

trust after September 19, 1995), the gerjPrlicable to FC's portion of DT. (d) Separate accounting for gratuitous

eral rule of §1.672(f)—1 does not apply tg EX@MPIe 5. Reinsurance trusk domestic insur- 4 5 hsfars to grandfathered trusts after
ance company, DI, reinsures a portion of its busine

any portion of a trust that was treated &g an unrelated foreign insurance company, Fl. T?eptember 19, 1995If a trust that was

owned by the grantor under section 67atisfy state regulatory requirements, FI places tHé€ated as owned by the grantor under sec
(other than section 677(a)(3)) on Septenpremiums in an irrevocable domestic trust, DT. Th¢ion 676 or 677 (other than section
ber 19, 1995, as long as the trust woultust funds are held by a United States bank and m&77(a)(3)) on September 19, 1995, con-

continue to be so treated thereafter. How Used only to pay claims arising out of the reinsuf;n g hoth amounts held in the trust on
ance policies, which are legally enforceable unde

ever, the preceding sentence does NQL ocal law of the jurisdiction in which FI Iresides_éeptember 19, 1995, and amounts tha
apply to any portion of the trust attribut-on the termination of DT, any assets remaining wilWere gratuitously transferred to the trust
able to gratuitous transfers to the trugevertto FI. Because the only amounts that are digfter September 19, 1995, paragraphs
after September 19, 1995. tributable from DT are distributable either to Fl orin(g)(3) and (b)(3) of this section apply only
(4) Examples.The fO||0Wing examples discharge of FI's legal obligations within the mean-

) : . ) if the amounts that were gratuitously
. . ing of paragraph (b)(2)(i) of this section, the excep:
illustrate the rules of this paragraph (b):

tion in paragraph (b)(1) of this section is applicable.traﬂSferrecj to the trust after Septemb(_ar
. Example 6. Trust that provides security for loan19, 1995, are treated as a separate portio
Example 1. Amounts distributable only to grantor

or grantor's spouse.H and his wife, W, are both FC, a foreign corporation, borrows money from BOf the trust that is accounted for under the
nonresident aliens. .H is 70 years c;ld, :’:\nd Wis 657 unrelated bank, to finance the purchase of an afyles of §1.671-3(a)(2). If the amounts

H and W have a 30-year-old child, C, a residen;[)lane. FC creates a foreign trust, FT, to hold the aithat were gratuitously transferred to the

alien. There is no reasonable expectation that H B}ane as security for the loan from B. The OnIM[rust after September 19, 1995 are not sc
W will ever have an obligation under local law to

amounts that are distributable from FT while the
A loan is outstanding are amounts distributable to B i@g¢counted for, the general rule of
support C or any other individual. H creates an%ﬁ
funds an irrevocable trust, FT, using only his sepaﬁc e

e event that FC defaults on its loan from B. Whe81.672(f)—1 applies to the entire trust. If

rate property. H is the grantor of FT within theTh | pays th? |0a|n,é:]‘e t{.USt a]?'s:((e:ts V\tl;:l rexert o F@’l.JCh amounts are so accounteq for, a_n(
meaning of §1.671-2T(e). Under the terms of FT, '© oo 'S @'egal obligation ol =t within the meanyyithout regard to whether there is physi-
ing of paragraph (b)(2)(i) of this section, because i

the only amounts distributable (whether income Of enforceable under the local law of the country irgt:al separation of the assets, the genera

corpus) from FT as long as either H or Wis alive arg i\ "c < incorporated. Paragraph (b)(2)(ii) ofUle Of 81.672(f)-1 does not apply to the

amounts distributable to H or W. Upon the death of . N . A : ; ;
both H and W, C may receive distributions from FT;ﬁIS section is not applicable, because B is not a r@ortion of the trust that is attributable to

During H’s lifetime, the exception in paragraph]atecj f_erSF’” for purpﬂsebs if §f1.§:13(h)—f1(e)._ Thamounts that were held in the trust on
(b)(1) of this section is applicable. eﬁgzgl'eon in paragraph (b)(1) of this section is apgeptember 19, 1995.

Example 2. Effect of grantor’s deatAssume the P ’ (e) Effective dateThe rules of this sec-
same facts as iBxample 1.H predeceases W. As- (C) Compensatory trus%s(l) In gen- tion are generally appllcable to taxable

sume that W would be treated as owning FT under P
section 678 if the grantor trust rules were applie@ral- The general rule of 81.672(f)-1 doe€ars of a trust beginning after August 10,

without regard to section 672(f). The exception imnot apply to any portion of— 1999. The initial separate accounting re-
paragraph (b)(1) of this section is no longer applica- (i) A nonexempt employees’ trust de-quired by paragraph (d) of this section
ble, because W is not a grantor of FT within thescrihed in section 402(b), including a trusinust be prepared by the due date (includ-

meaning of §1.671-2T(e). indilng extensions) for the tax return of the
L created on behalf of a self-employed indi!9
Example 3. Amounts temporarily distributable tovidual; trust for the first taxable year of the trust

person other than grantor or grantor's spousis- - ) ) Lo
sume the same facts asBmample 1except that C (ii) A trust, including a trust created onbeginning after August 10, 1999.
(age 30) is a law student at the time FT is creatddehalf of a self-employed individual, tha L

_and the trust instrument provides t‘hat_, as long as C\ﬁould be a nonexempt employees’ tru§$.r6Z)$t(ef)d_4ift§eCharaCtenzatlon of
e o escibed in section 402(p) but for thd P 91

distributable from FT as long as either H or W isi@ct that the'trust’s assets are not set aside(a) In generat—(1) Purported gifts
alive will be amounts distributable to H or W. Evenfrom the claims of creditors of the actuafrom partnershipsExcept as provided in
assuming there is an enforceable obligation undegyr deemed transferor within the meaningaragraphs (b), (e), and (f) of this section,
'Socch"’go'f‘“éi;‘i;b'jﬂi‘;i ‘f’:’ot;’ E#F’igorgcm‘gz't'ifhgs'se':of §1.83-3(e); and and without regard to the existence of any
penses’ cannot qualify as distriblﬁig’ns n discharge'of (iif) Any additional category of trust trust, if a United States person (United
a legal obligation under paragraph (b)(2) of this se¢hat the Commissioner may designate iStates donee) directly or indirectly re-
tion, because C is neither permanently and totalllevenue procedures, notices, or otheasives a purported gift or bequest (as de:
disabled nor less than 19 years old. The exception guidance published in the Internal Revfined in paragraph (d) of this section)
paragraph (b)(1) of this section is not applicabléan e Bylletin (see §601.601(d)(2) of thisrom a partnership, the purported gift or
After C graduates from law school, the exception ":ghapter) bequest must be included in the United
paragraph (b)(1) still will not be applicable, becaus ’ . L. . .
amounts were distributable to C during the lifetime (2) Exceptions.The Commissioner States donee’s gross income as ordinar)

of H. may, in revenue rulings, notices, or otheincome.



(2) Purported gifts from foreign corpo- (2) All beneficial owners of domesticparagraph (c) applies without regard to
rations. Except as provided in paragraphgartnership are United States citizens owho is treated as the grantor of the trust
(b), (e), and (f) of this section, and with+esidents or domestic corporationBara- (or portion thereof) under 81.671—
out regard to the existence of any trust, graph (a)(1) of this section does not appl2T(e)(4).

a United States donee directly or indito a purported gift or bequest from a do- (2) Alternative rule. Except as pro-
rectly receives a purported gift or bequeshestic partnership if the United Statesided in paragraph (c)(3) of this section,
(as defined in paragraph (d) of this seaonee can demonstrate to the satisfactighthe United States tax computed under
tion) from any foreign corporation, theof the Commissioner that all beneficiatthe rules of paragraphs (a) and (c)(1) of
purported gift or bequest must be inpwners (within the meaning of §1.1441-this section does not exceed the United
cluded in the United States donee’s grosg(c)(6)) of the partnership are UnitedStates tax that would be due if the United
income as if it were a distribution fromstates citizens or residents or domesti8tates donee treated the transfer as a di
the foreign corporation. If the foreigncorporations. tribution from the trust (or portion
corporation is a passive foreign invest- (3) Contribution to capital of corporate thereof), paragraph (c)(1) of this section
ment company (within the meaning ofynited States donedaragraph (a) of this does not apply and the United States
section 1297), the rules of section 129%¢ction does not apply to the extent donee must treat the transfer as a distribu:
apply. For purposes of section 1012, thgpjted States donee that is a corporatiction from the trust (or portion thereof) that
United States donee is not treated as hayan establish that the purported gift or bés subject to the rules of subparts A
ing basis in the stock of the foreign corpogyest was treated for United States tathrough D (section 641 and following),
ration. However, for purposes of section,;mses as a contribution to the capital gfart I, subchapter J, chapter 1 of the Inter-
1223, the United States donee is treated g% njted States donee to which sectional Revenue Code. For purposes of para
having a holding period in the stock of the 1 g 4 jjes; graph (f) of this section, the transfer is
foreign corporation on the date of the - 4y charitable transfers.Paragraph (a) treated as a purported gift or bequest from
deemed d|str|but|0n_equal tp the We|ghte8f this section does not apply if either— the partnership or foreign corporation that
average of the holding periods of th_e ac- (i) The United States donee is demade the gratuitous transfer to the trust
tual interest holders (other than. any Intels e ined in section 170(c); or (or portion thereof).

est holdgrs_fwho .tk;eatbtlhe pc;]rtl-or_l of the (ii) The transferor has received a ruling (3) Exception. Neither paragraph
%uiﬁgrgre?gljrg ?:t(t)rrlpg::tioent(i)nt tﬁg 'r?];erzﬁztpr determination letter, which has beeifc)(1) of this section nor paragraph (c)(2)
described in paragraph (b)(1) of this se neither revoked nor m_odified, frc_)m th_eof '_chis section applies to the extent the
tion). For purposes of section 902 jlnternal Revenue Service recognizing |t$Jn|ted.Statgs donee can de.mqnstrate tc
Unitéd States donee that is a dome’stl%xempt status under section 501(c)(3}he satisfaction of the Commissioner tha_lt
corporation is not treated as owning anand the transferor made the transfgr puthe transfer represgnts an amount tha}t is
voting stock of the foreign corporation. guant to an exempt purpose for yvh|ch ther has been, taken into acco_unt for Unlteq

(b) Exceptions—(1) Partner or share- transferor was created or organized. F(ﬁtates tax purposes by a Umted State§ cit
holder treats transfer as distribution andPUrPoSes of thg prgcedlng sentence., gruuten or reS|d_ent or a domestic corporatl_on.
gift. Paragraph (a) of this section does ndpg or d_etermmauon letter recogmzm_gAtransfer will be deemed to be made first
apply to the extent the United State§Xemption may not be relied upon ifout of amounts that have not been taken
donee can demonstrate to the satisfactidf€re is @ material change, inconsistento account for United States tax pur-
of the Commissioner that either— with exemption, in the character, the purposes by a United States citizen or resi-

(i) A United States citizen or residentP0ose, or the method of operation of thelent or a domestic corporation, unless the
alien individual who directly or indirectly organlzatlon. Unlted.Statgs donee can de.mqnstrate tc
holds an interest in the partnership or for- (_c) Certain trar!sfers fro.m trusts tothe satlsfacthn of the. Commlssmner.that
eign corporation treated and reported th&hich a partnership or foreign corpora-another ordering rule is more appropriate.
purported gift or bequest for United Statedon has made a gratuitous transfe(1) (d) Definition of purported gift or be-
tax purposes as a distribution to such indf@enerally treated as distribution fromquesi—(1) In general. Subject to the pro-
vidual and a subsequent gift or bequest R@rtnership or foreign corporation.Ex- visions of paragraphs (d)(2) and (3) of
the United States donee; or cept as provided in paragraphs (c)(2) anthis section,a purported gift or bequest

(i) A nonresident alien individual who (3) of this section, if a United Statesfor purposes of this section is any transfer
directly or indirectly holds an interest indonee receives a gratuitous transfesf property by a partnership or foreign
the partnership or foreign corporatior{within the meaning of 81.671-2T(e)(2))corporation other than a transfer for fair
treated and reported the purported gift drom a trust (or portion of a trust) tomarket value (within the meaning of
bequest for purposes of the tax laws of th&hich a partnership or foreign corpora81.671-2T(e)(2)(ii)) to a person who is
nonresident alien individual's country oftion has made a gratuitous transfer, theot a partner in the partnership or a share-
residence as a distribution to such individUnited States donee must treat the trankelder of the foreign corporation (or to a
ual and a subsequent gift or bequest to tliier as a purported gift or bequest from thperson who is a partner in the partnership
United States donee, and the Unitegartnership or foreign corporation that ior a shareholder of a foreign corporation,
States donee timely complied with the resubject to the rules of paragraph (a) of thi the amount transferred is inconsistent
porting requirements of section 6039F, isection (including the exceptions in parawith the partner’s interest in the partner-
applicable. graphs (b) and (f) of this section). Thiship or the shareholder’s interest in the



corporation, as the case may be). For pur- (g) Examples.The following examples be due if the transfer were treated as a transfer fron

poses of this section, the tepropertyin- illustrate the rules of this section. In eachC thatis subject to the rules of paragraph (a) of this
cludes cash. example, the amount that is transferredf'°" .
. Example 4. Transfer from trust that is treated as
(2) Transfers for less than fair marketexceeds $10,000. The examples are g§neq by United States citizeAssume the same
value—(i) Excess treated as purportedfollows: facts as in Example 3, except that A is a United
gift or bequest. Except as provided in States citizen. Assume that A treats and reports the

paragraph (d)(2)(ii) of this section, if a Example 1. Distribution from foreign corpora- yansfer to FT as a constructive distribution to him-

. . tion. FC is a foreign corporation that is wholly ¢oi¢ followed b ;
. ¢ ' h _self, y a gratuitous transfer to FT, and that
transfer described in paragraph (d)(1) Qfyned by A, a nonresident alien who is resident i i hroperly treated as the grantor of FT within the

this section is for less tha}n fair mal’ketount_ry C. FC makes a gratuitous transfer of projneaning of §1.671-2T(e). Ais treated as the owner
value, the excess of the fair market valuerty directly to A's daughter, B, who is a residen{yt et ynder section 679 and, as required by section
of the property transferred over the valuglien. Under paragraph (a)(2) of this section, B 9571 and the regulations thereunder, A includes all of

of the property received, services ren(grally must treat the transfer as a dividend from FC t15 items of income, deductions, and credit in com-

i  the extent of FC's earnings and profits and as §f)ting his taxable income and credits. Neither para-
dered, or the ”ght to use property IS mount received in excess of basis thereafter. If I%hapr? (¢)(1) nor paragraph (c)(2) of this secticry)n is

treqted as a purported gift or bequest. s a passive foreign .investmen.t company, B musiyjicable, because the exception in paragraph
(ii) Exception for transfers to unrelatedtreat the amount received as a distribution under se (3) of this section applies.

parties. No portion of a transfer de- tion 1291. B will be treated as having the same hold-" g, 5 mpje 5. Transfer for less than fair market

scribed in paragraph (d)(1) of this sectioff'd Period as A. However, under paragraph (0)(1)(ij5jye, FC is a foreign corporation that is wholly

will be treated as a purported gift or bePf this section, if B can establish to the satisfaction oéwned by A, a nonresident alien. On January 15,

) ! . the Commissioner that, for purposes of the tax Iaw§001 EC transfers property directly to A's daughter
quest for purposes of this section if thgs country ¢, A treated (and reported, if applicable); ", resident alien %eg(ct?;nge foZQOX. The%om’-

United .StatFT'S donee can de_mqnstrate tice transfer as a distribution to himself and a subsgsicioner later determines that the fair market value
the satisfaction of the Commissioner thatuent gift to B, B may treat the transfer as a gift (prog¢ the property at the time of the transfer was 100X.
the United States donee is not related toVied B timely complied with the reporting require-ynqer paragraph (d)(2)(i) of this section, 10X will

partner or shareholder of the transfergl®s f section 6039F, if applicable). be treated as a purported gift to B on January 15,
Example 2. Distribution of corpus from trust to,4;

within the meaning of §1-643(h)_'1(e). Ofwhich foreign corporation made gratuitous transfer.
does not have another relationship with BC is a foreign corporation that is wholly owned by (h) Effective date.The rules of this

) ident ali ho'i ident in Country C. - .
partner or _shareholder of the transferoﬁ a nonresident alien who is resident in Country section are generally applicable to any
that establishes a reasonable basis fbf Mmakes a gratuitous transfer to a foreign trust, FT,
concluding that the transferor wouldhat has no other assets. FT immediately m<51kest'é{3‘r‘5f_er after AU_QUSt 10, 199_91 by a part-

gt ~ “gratuitous transfer in the same amount to A's daugiership or foreign corporation, or by a
make a gratuitous transfer to the Unlteae

r, B, who is a resident alien. Under paragraptrust to which a partnership or foreign
States don_e_ﬁ'_- _ _ _ (c)(1) of this section, B must treat the transfer as gorporation makes a gratuitous transfer
(e) Prohibition against affirmative use transfer from FC that is subject to the rules of par%fter August 10, 1999

of recharacterization by taxpayeré.tax- 9raph (a)(2) of this section. Under paragraph (a)(2

aver mav not use the rules of this sectio‘?{ this section, B must treat the transfer as a divia . .
.F; Y . .y | £ . h rul dend from FC unless she can establish to the satélﬁ?z(f) 5 Special rules.
IT'a principal purpose Tor using SUCh TUl€$, .o, of the Commissioner that, for purposes of the (a) Transfers by certain beneficiaries to
is the avoidance of any tax imposed byx laws of Country C, Atreated (and reported, if ap: y
the Internal Revenue Code. Thus, withlicable) the transfer as a distribution to himself andoreign grantop(l) In genera_l. If, but
respect to such taxpayer, the Commig subsequent gift to B and that B timely compliedor section 672(f)(5), a foreign person
sioner may depart from the rules of thiith the reporting requirements of section 6039F, ifvould be treated as the owner of any por-

. . licable. The alt ti le i h ; i i
section and recharacterize (for all puragp i 20°. 18 & 50e g’sp:; :S'Toﬂgrzgﬁz Jg?t(ezel_on of a trust, any United States benefi-
poses of the Internal Revenue Code) th§ates tax computed under the rules of paragraghe Y of the trust is treated as the grantor

transfer in accordance with its form or itga)2) of this section is equal to or greater than th@ a portion of the trust to _the extent the
economic substance. United States tax that would be due if the transfenited States beneficiary directly or indi-
(f) Transfers not in excess of $10,000Vere treated as a distribution from FT. rectly made transfers of property to such

This section does not apply if, during th Exgmple 3 Accumulgﬂon d|str|but|on from ”UStforeign person (without regard to whether
. 0 which foreign corporation made gratuitous trans-, - ..
taxable year of the United States done?er. FC is a foreign corporation that is wholly ownedthe United States beneficiary was a

the aggregate amount of purported gifts aj A, a nonresident alien. FC is not a passive fotJNit€d State; beneficiary at the time of
bequests that is transferred to such Unitedgn investment company (as defined in sectioAny transfer) in excess of transfers to the
States donee directly or indirectly from alfl297)- FC makes a gratuitous transfer of 100X to @Jnited States beneficiary from the foreign
partnerships or foreign corporations thaf'®9n trust, FT, on January 1, 2001. FT has ”Person. The rule of this paragraph (a)
| d ithin th . . ._other assets on January 1, 2001. Several years Ia&rjeS not aooly to the extent the United
are r_e ated (within the meaning o SeCtIOrI:—‘T makes a gratuitous transfer of 1000X to A's ppy
643(i)) does not exceed $10,000. The a@aughter, B, who is a United States resident. AS‘Stgtes b_enef|C|ary can dgmgnstrate to the
gregate amount must include gifts or besume that the section 668 interest charge on accungatisfaction of the Commissioner that the
quests from persons that the United Statégsion distributions will apply if the transfer is transfer by the United States beneficiary
donee knows or has reason to know afgeated as a distribution from FT. Under the altemay the foreign person was wholly unre-
related to the partnership or foreign corbve rule of paragraph (€)(2) of this section, B mus!1ated to any transaction involving the
. o . 7~ treat the transfer as an accumulation distributio .
poration (within the meaning of sectionom FT, because the resulting United States tax lidfust. For purposes of this paragraph (a),
643(i)). bility is greater than the United States tax that woulthe term property includes cash, and a



transfer of property does not include
transfer that is not a gratuitous transfe
(within the meaning of §1.671-2T(e)(2)).
In addition, a gift is not taken into accoun
to the extent such gift would not be cha
acterized as a taxable gift under sectic
2503(b). For a definition of United State:
beneficiary, see section 679.

(2) Examples.The following examples
illustrate the rules of this section:

Example 1. A, a nonresident alien, contributes
property to FC, a foreign corporation that is wholly
owned by A. FC creates a foreign trust, FT, for th
benefit of Aand As children. FT is revocable by FC
without the approval or consent of any other perso
FC funds FT with the property received from A. A
and A's family move to the United States. Unde
paragraph (a)(1) of this section, A is treated as
grantor of FT. (Amay also be treated as an owner
FT under section 679(a)(4).)

Example 2.B, a United States citizen, makes ¢
gratuitous transfer of $1 million to B’s uncle, C, &
nonresident alien. C creates a foreign trust, FT, f
the benefit of B and B’s children. FT is revocable b
C without the approval or consent of any other pe
son. C funds FT with the property received from B
Under paragraph (a)(1) of this section, B is treate
as a grantor of FT. (B also would be treated as :
owner of FT as a result of section 679.)

(b) Entity characterization. Entities
generally are characterized under Unite
States tax principles for purposes c
§81.672(f)-1 through 1.672(f)-5. Se
§8301.7701-1 through 301.7701-4 of thi
chapter. However, solely for purposes ¢
81.672(f)—4, a transferor that is a wholl
owned business entity is treated as a c
poration, separate from its single owner.

(c) Effective date.The rules in para-
graph (a) of this section are applicable 1
transfers to trusts on or after August 1(
1999. The rules in paragraph (b) of thi
section areapplicable August 10, 1999.

John M. Dalrymple,
Acting Deputy Commissioner
of Internal Revenue.

Approved July 23, 1999.

Donald C. Lubick,
Assistant Secretary of
the Treasury.

(Filed by the Office of the Federal Register on Au
gust 5, 1999, 2:09 p.m., and published in the issue
the Federal Register for August 10, 1999, 64 F.F
43267)



