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Introduction to Irrevocable Trust Problems

The irrevocable trust has long been used as a valuable tool in estate planning.  The key to
its value is the distance between the person transferring the assets to the trust and the trust itself.
Unlike the revocable trust, where the grantor and the trust are basically the same for purposes other
than probate, an irrevocable trust is a relationship that is separate and distinct.  It is a separate
taxpayer, with its own taxpayer identification number and reporting requirement.  It likewise is
separate from the grantor’s creditors.  Because, as its name implies, the terms of the trust cannot be
changed in the future, planners are often confronted with an irrevocable trust agreement that, for one
reason or another, no longer works as desired.

Not only has the use of irrevocable trusts increased, the but length of the term of such trusts
has grown as well.  Several jurisdictions have or have contemplated amending or eliminated the rule
against perpetuities.  This rule, long the bane of law students trying to contemplate it, limits how
long a trust can be in existence.  Yet the farther into the future we attempt to control, the less likely
we are to be accurate.  Assets increase or decrease in value.  Families grow or contract, and the
dynamics among its members change.  Once immovable institutions have now vanished.

Nowhere is the difficulty of predicting future circumstance more acutely felt than in trying
to plan to minimize taxes.  While it is said that nothing is inevitable except death and taxes, the tax
law itself seems to be in a state of continual flux.  This is very much the case with the estate tax and
one of the most common drafting strategies called the “A/B” plan.  In the past, the amount of assets
that could pass free from the federal estate tax was much lower, and the credits available were a “use
it or lose it” proposition.  As a result, the plan was for a trust to be created at the first to die of a
married couple, referred to as the credit shelter or bypass trust.  This would be funded by formula
referred to the tax code and would avoid tax by use of the estate tax credits.  The balance of the
estate, if any, was left to a martial trust or a gift that would qualify for the marital deduction, thus
delaying  tax on this portion until the second to die.  



As the law stands today, however, the individual exemptions from the estate tax have risen
dramatically and any unusual credits can now be transferred to the survivor, referred to as
“portability.”  This eliminates the need for most people to implement this strategy, though many
such plans still exist.  The problem is that the “A/B” plan creates an income tax trap regardless.
Since the credit shelter assets are not included in the survivor's estate. such assets in the bypass trust
do not get a step-up in income tax basis at the survivor's subsequent death.  In other words, the estate
tax planning, which is no longer needed, is coupled with an income tax disadvantage which is
significant and which may not be discovered until the death of the first spouse.  At that point in time
the plan is irrevocable and cannot be changed.  What are we to do with these and other irrevocable
trusts that we now wish we could change?  The following questions may help guide us to a better
outcome.

The Toolbox of Potential Fixes

1. Can I skip this problem? Is it really needed anyway?

Before beginning the analysis on what to do with an irrevocable trust that no longer achieves
its initial objectives, determine if the continuation of the trust is necessary in any event.  Under the
Uniform Trust Code (UTC), a trustee may terminate a trust, after notice to the “qualified”
beneficiaries, if the trust has a total value of less than $50,000 and the trustee believes the amount
of property does not justify the cost of administration.  UTC §414(a).  Some states have adopted a
different financial threshold.  Kansas, for example, provides that an uneconomical trust may be
terminated if the property is less than $100,000. KSA §58a-414(a) (Kansas law is cited due to the
fact that it is the author’s home state and because Kansas was the first state to adopt the Uniform
Trust Code).  In addition to the statutory safe harbor, the trust agreement itself may likely have a
similar trustee power.

x.x  Termination of Uneconomic Trust.  The Trustee, who is not a current
beneficiary of the Trust, may terminate the Trust if the Trustee determines the value
of the Trust is insufficient to justify the costs of administration.  If the only Trustees
are beneficiaries of the Trust, the Trust Protector shall make this determination. The
Trustee shall distribute all Trust assets to the current income beneficiaries in
proportion to their respective interests at the time of termination.

2. Can I blow it out?

The trust agreement should always be reviewed in detail to determine precisely  under what
circumstances distributions can be made from the trust.  Some trusts give the trustee or perhaps a
trust protector the ability to make distribution in their absolute discretion.

x.x  Discretionary Distributions.  The Trustee shall pay to or use for the
benefit of my spouse and descendants any or all of the Family Trust as the Trustee,
in the Trustee's absolute discretion, determines.  The Trustee may direct the



distribution of unequal amounts to such individuals and shall have no duty to
equalize any distributions.

Even absolute discretion, however, is not entirely absolute.  A trustee still must exercise
discretionary power in good faith and consistent with the best interests of the beneficiaries. UTC
§814. 

3.  Can I use it up?

a.  “Leaky” credit shelter trusts example.  Some irrevocable trusts provide that,
in addition to any principal distributions, all income must be paid to the beneficiary at certain times,
such as quarterly.  The investment strategy of such a trust could promote the generation of income
over the preservation or growth of principal.  That comes, however, with a general reduction in
capital appreciation.  As a practical matter, this approach may not likely make a significant outcome.
Also, the fiduciary duties of the trustee must be considered.  A trustee must generally diversity
investments and should not favor one class of beneficiaries over another. UTC §803.

x.x  Mandatory Payment of Income.  Beginning with my death, the Trustee
shall pay the net income to my spouse at least annually.

b.  The ascertainable standard.  Trust distributions are often directed to be made
according to some specific direction or standard.  The trust agreement should be carefully reviewed
for definitions and meaning of any stated standard.

x.x  Discretionary Payment of Income and Principal.  Beginning with my
death, the Trustee may pay to or use for the benefit of my spouse as much of the net
income and principal as the Trustee considers necessary for health, support,
maintenance, and education. 

(i)  Health.  The Restatement (Third) of Trusts provides that health includes
all forms of care normally implied by a support standard. R3d (Trusts) §50, cmt. (d)(3); see
also, Tres. Reg. 20.2041-1(c)(2).  This may include physical or mental therapy, nursing,
medication, insurance, or hospitalization, and could also include preventative care of the
same.

x.x  The term "health" includes all forms of care, therapy, nursing, medication,
insurance, or hospitalization incident to any physical or mental illness or disorder, injury,
or for preventative care of the same, and for rehabilitation and treatment or care for any
behavior which impairs a beneficiary's ability to manage Trust distributions.

(ii) Education.  The Restatement (Third) of Trusts generally allows for
payments of living expenses, as well as fees and other costs to attend an institution of higher



education or for trade or technical training.  It often includes primary, secondary and post-
secondary education expenses, including tuition, book and material expenses, and housing
and food expenses.  R3d (Trusts) §50, cmt. (d)(3); Treas Reg. 20.2041-1(c)(2).

x.x  The term "education" includes primary, secondary and post-secondary
education expenses, including tuition, book and material expenses, housing and food
expenses, whether they be costs related to an undergraduate or post-graduate
education, the costs of professional or trade schools, or the costs of other continuing
education courses.

(iii) Support and Maintenance.  The terms “support” and “maintenance”
terms are used synonymously and generally allow for distributions for the beneficiary to
maintain his or her standard of living. R3d (Trusts) §50, cmt. (d)(2).  This potentially
includes increasing distributions if beneficiary has deteriorating health. Specific examples
include “regular mortgage payments, property taxes, suitable health insurance or care,
existing programs of life and property insurance, and continuation of accustomed patterns
of vacation and of charitable and family giving.”  Id.

x.x  The terms "support" and "maintenance" mean distributions to provide
or maintain a beneficiary's accustomed manner of living as determined from time to
time and not just limited to providing for the beneficiary's bare necessities of life,
unless these distributions are to be strictly construed. 

(iv)  Other Considerations for Distributions.  Additionally, other people
involved with the beneficiary should be considered when deciding whether or not to
distribute.  A beneficiary’s duty to support minor children under state law or the support of
other household members can be a reason for distributions. R3d (Trusts) §50, cmt. (d)(2).
On the other hand, when a beneficiary is a minor with a living parent who has a duty to
support the child, the trustee should take into account the parent’s support duties when
making distributions to the minor child.  This is even more true if the trustee is the parent.
Generally, the trustee should only make payment for types of support or maintenance that
would fall outside the parent’s obligation.

There may be other circumstances too that can warrant distributions.  For example,
if terms of trust are unclear, the presumption is that the trustee has discretion to pay a
beneficiary’s post-death obligations. R3d (Trusts) §50, cmt. (d)(5).  Such circumstances
would also include other resources available to the beneficiary.  The general rule that if trust
provisions do not address whether trustee is to take into account beneficiary’s other
resources then the trustee is to consider the other resources but has discretion as to the
matter. R3d (Trusts) §50, cmt. (e). Circumstances could include other trusts that assist the
beneficiary as well.

4.  Can I just change it on my own?



a.  By Settlor and all beneficiaries.  A noncharitable irrevocable trust can be
modified or terminated by the agreement of the settlor and all the beneficiaries. UTC §411(a).  This
is true even if the change is contrary to a material purpose of the trust.  A spendthrift clause is not
considered to be a material purpose. UTC §411(c).  If not all of the beneficiaries agree, the court will
need to get involved, so see below.  Upon termination, the trust assets will be distributed as agreed
by the beneficiaries. UTC §411(d). 

b.  Non-judicial settlement agreement.  The UTC contains a broad sweeping ability
for interested parties to agree as to any matter of the trust. UTC §111(b).  Despite its broad
appearance, this provision may not be particularly helpful for significant changes.  First, the
resolution cannot violate a material purpose of the trust. UTC §111(c).  Second, the matters resolved
by a non-judicial settlement include items such as interpretation of the trust, approval of trustee
reports, refraining or enabling a trustee with respect to a specific power, trustee succession and
compensation, the principal place of administration, and trustee liability. UTC §111(d).  This list,
under the UTC, is nonexclusive. UTC §111 cmt.  Under Kansas law, however, the list of matters is
limited to those listed in the statute. See, KSA 58a-111(d).

5.  Can the court help me change it?

a.  The uneconomical trust revisited.  If the trustee is uncomfortable with making
changes alone, as contemplated above, a trust can be modified or terminated by the court if the trust
property does not justify continued administration. UTC §414(b).  No specific dollar amount is
stated in the statute.  Upon termination, the trust assets will be distributed consistently with the
purpose of the trust. UTC §414(c). 

b.  By all the beneficiaries alone.  A noncharitable irrevocable trust can be modified
or terminated by the agreement of all the beneficiaries if the court concludes such change is not
inconsistent with a material purpose of the trust. UTC §411(b).  A spendthrift clause is not
considered to be a material purpose. UTC §411(c).  If not all of the beneficiaries agree, the court
may approve the change if the court is convinced that, if all the beneficiaries had consented, the trust
could be changed and that the interests of any non-consenting beneficiary are protected. UTC
§411(e).  Upon termination, the trust assets will be distributed as agreed by the beneficiaries. UTC
§411(d).

c.  Unanticipated circumstance.  On petition, the court may modify or terminate the
trust if, because of unanticipated circumstance, such change will further the purpose of the trust.
UTC §412(a).  The idea is to give effect to the settlor's probable intent had the circumstances been
understood. R3d (Trusts) §66, cmt. (a).  This is commonly referred to as "equitable deviation."  If
the result is termination of the trust, the property is to be distributed in a manner consistent the
purposes of the trust. UTC §412(c)

d.  To achieve settlor’s tax objectives.  To achieve the settlor's tax objectives, the
court may modify the terms of the trust in a manner consistent with the settlor's intent (even
retroactively). UTC §416.  Federal law will determine to what extent the modification will be
recognized for federal tax purposes, and normally this will only be modifications prior to the



taxation event (such as death in the case of the federal estate tax). UTC cmt (citing Rev. Rul. 73-
142).  It may be that the modification to achieve the tax objective requires an alteration of beneficial
interests, which is acceptable as long as it is consistent with the settlor's probable intent. R3d
(Property: Wills and Other  Donative Transers) §12.2, cmt. (f).


