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COMMENTARY

Irrevocable Trust Reformation—What Can You Do If Your Trust No
Longer Fits?
As the interests of generations of beneficiaries vest and trustees better understand the areas where a trust is too
restrictive, too flexible, or is lacking provisions that are required to carry out the grantor’s intent, it may be
determined that the trust no longer fits.
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When our clothes are too tight or loose, have holes, or need adjusted to best fit, we go see a tailor. A tailor examines
the clothing, listens to feedback, and determines what changes can be made. Then, the tailor gets to work altering the
clothing to fit our needs.

Historically, irrevocable trusts were generally unalterable. Once an irrevocable trust was in place, regardless of
circumstances or laws, the trust was locked. The rule against perpetuities was still enforced by states and forced
outright distribution of trust assets after a number of years, so this lock was not as much of an obstacle for beneficiaries.
Under current tax laws and many state laws, however, properly structured irrevocable trusts have the ability to continue
in perpetuity. This means that individuals could be beneficiaries of an irrevocable trust that was created three or four
generations ago.

Only an omniscient grantor could create an irrevocable trust which properly considers all factors that could affect the
future beneficiaries (spendthrift habits, familial conflict, individual wealth, modern family structure, tax law changes,
etc.). Because no grantor could have true omniscience, modern laws surrounding irrevocable trusts give practitioners
tools to assume the role of a tailor when an irrevocable trust no longer fits. Notably, many of these tools were codified
under the Uniform Trust Code (UTC).

Passed in 2000, the UTC provided the option for states to adopt uniform rules governing trusts. As of 2021, thirty-five
states had adopted the UTC, or some version of it. In addition to providing a uniform set of rules, the UTC expanded the
ability to reform existing irrevocable trusts. Reformation through petition and approval of the court has long been
available. More often, trustees and beneficiaries wish to reform without court involvement. A few of the most common
reformation techniques include modification, nonjudicial settlement agreements, severance or mergers, and decanting.

Modification Agreement
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Modifying an irrevocable trust through a modification agreement, under the UTC and state laws allowing this technique,
requires the consent of the grantor and trust beneficiaries. Thus, it is commonly used to reform the trust agreement in
the event of tax law changes or to direct residuary to another trust created by the grantor. Requiring the grantor and
beneficiaries consent to the proposed changes limits the scope of the reform. For example, assume a grantor is faced
with a financially irresponsible beneficiary. The grantor may wish to modify the trust to require the approval of an
independent trustee for any principal distributions to such beneficiary. It is unlikely that the beneficiary would consent to
the change, thus prohibiting the grantor from modifying the trust through a modification agreement. Alternatively, if
individual capital gains tax rates were reduced, a grantor may wish to modify an irrevocable trust to allow the grantor to
swap the grantor’s high tax basis assets with low tax basis trust assets. Beneficiaries are more likely to agree to
reducing tax paid by the trust and preserving trust principal.

Nonjudicial Settlement Agreement

A nonjudicial settlement agreement (NJSA) is an extremely powerful technique used to modify an existing trust without
court involvement. The use of a NJSA to make changes to the terms of an irrevocable trust has grown increasingly
more common in states that have adopted provisions similar to the UTC. This technique requires the consent of the
trustee and beneficiaries. Use of a NJSA allows the trustee and beneficiaries of a trust to analyze the present
administration of the original trust agreement. Then, the beneficiaries can provide feedback regarding where the trust
may be too tight or restrictive given their individual lives, and where simple changes would ease administrative burden.
Integrating ways that give the trust room to grow can help to prevent the immediate need for subsequent changes. If the
trustee and the beneficiaries agree that certain alterations make sense, they have the ability to effect the changes
through execution of a NJSA.

Most states adaptations of the UTC require that the proposed changes are consistent with the grantor’s intent and could
be approved by the court. The grantor’s intent is typically clear through the trust agreement. If the trust was established
as a generation skipping transfer tax exempt trust, certain changes would not be consistent with the grantor’s clear
intent that the asset pass free of death tax. If the original trust agreement states that the trust is for the grantor’s issue,
modifying the trust to add a friend likely would not be permissible. However, adding a beneficiary’s stepchild to a class
of beneficiaries could be consistent with the intent to support descendants. Determining the grantor’s intent requires
analysis, but a NJSA is an excellent tool to work within that scope. Some of the below reformation techniques are
interwoven into a NJSA to achieve the desired goal.

Creation or Merger of Separate Trusts

The power to create separate trusts is often reserved to the trustee. This power may be explicit in the language of the
trust or codified in the state’s trust code. Often, this power is used in conjunction with a NJSA. For example, assume a
grantor creates a pot trust for his children. A pot trust would treat the grantor’s children as a class of beneficiaries.
Distributions to the beneficiaries may not be equal, and the terms of the pot trust would not be tailored to each specific
child. Reaching agreement among the beneficiaries to modify the pot trust could be difficult. Instead, the trustee could
exercise their power to create separate trusts for the children. Through the use of a NJSA, the trustee and beneficiaries
could determine the administrative terms of the separate trust. If one child wants the ability to withdraw a set amount
each year, that would be included in the child’s separate trust agreement without impacting the other children. Similar to
the way a child may repurpose a piece of their mother’s wedding gown into their own dress, the original intent and
sentiment remains intact but can be modernized to fit an individual. As families evolve, beneficiaries will likely have
different uses and goals for irrevocable trust assets. The use of both the separate trust power and the NJSA allow the
trust to be responsive to this evolution.

Some practitioners recommend that a grantor create a separate trust for large gifts made by the grantor. Additionally, a
grantor may create separate trusts in their core testamentary document. This can result in multiple trusts that have
similar dispositive provisions. Trust administration can be time intensive and incur ongoing professional fees. A trustee
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or trust protector often has the power, through the trust terms or under state law, to merge similar trusts through the
execution of a merger agreement. Practitioners should consider tax and other implications of merging trusts. However,
when done properly, a merger agreement can lessen the administrative burden on trustees and beneficiaries. Similar to
the power to create separate trusts, the power to merge can be exercised when otherwise modifying a trust through a
NJSA.

Decanting

The decanting power is often viewed as one of the most powerful reformation techniques. Typically, the power is
reserved for the trustee and does not require the consent of another party. In general, the decanting power allows a
trustee to decant assets from an existing trust and into a new trust. State laws explicitly provide the circumstances in
which a trust may be decanted. The discretion that is given to the trustee under the trust agreement often determines
whether the recipient trust must have the same beneficiaries or can permit different beneficiaries. State law may also
impose limitations on the terms of the recipient trust. For example, the recipient trust may not be permitted to contain a
limited power of appointment or extend the trust term. Practitioners should be methodical when advising a trustee on
decanting to ensure the tax attributes and other protections held by the trust are not lost as a result of the transaction.
While complex, if none of the above options for trust reformation are available, then decanting may be the only option
available to a trustee who seeks reformation.

In addition to the above techniques, the specific terms of a trust agreement may allow for reformation through powers
reserved to the trustee or trust protector. On their face, these powers may not appear to present a reformation
opportunity. Grant of a limited power of appointment to the trustee or the power to transfer a trust’s situs and governing
law do not inherently scream reformation opportunity. However, when the desired reformation technique is not possible
under the law or current circumstances, those reserved powers can create opportunities that are otherwise unavailable.
The simple transfer of a trust’s situs to a jurisdiction that has adopted the UTC, in whole or in part, can be invaluable.

The administration of irrevocable trusts is a learning process for both the trustee and the beneficiaries. As the interests
of generations of beneficiaries vest and trustees better understand the areas where a trust is too restrictive, too flexible,
or is lacking provisions that are required to carry out the grantor’s intent, it may be determined that the trust no longer
fits. Modern law has given practitioners and the trust parties the ability to assume the role of a tailor—examine the trust
and areas of concern, add pins to determine changes, then identify the technique to ultimately effect the changes.
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