it is likely a court will need to be in
volved to approve the modification.
Further� depending upon the specific
facts, it may be appropriate to obtain
a private letter ruling prior to enter
ing into a nonjudicial modification
agreement.

3. Estate Taxes

When the settlor participates in a
nonjudicial modification agreement,
there should not be any inclusion of
the trust assets in the settlor's gross
estate for estate tax purposes.50 To
alleviate any concern that the set
tlor 's consent would cause inclu
sion because the settlor has retained
the power to modify an irrevocable
trust in conjunction with others as
described in the Internal Revenue
Code,51 the MUTC provides that the
settlor cannot virtually represent any
of the beneficiaries of the trust in a
nonjudicial modification agreement.52
However, without careful consid
eration the execution of a nonjudicial
modification agreement could cause
estate tax inclusion for the settlor.
Due to the broad scope of nonjudicial
modification agreements, the terms of
the agreement could cause the trust
assets to be included in the settlor's
estate. For instance, in the event that
the agreement modifies and restates
the original terms of the trust and in
cludes a provision that is deemed to be
a retained interest, such an agreement
would cause the inclusion of the trust
assets in the settlor's estate.
Similarly, the parties should be
wary of mistakenly causing the trust
assets to be includible in the benefi
ciaries' estates if that is not the intent
of the agreement. The inclusion of
a provision granting a beneficiary
a general power of appointment
would cause the trust assets to be
included in the beneficiary's estate
at death. Such an inadvertent inclu
sion may create estate tax liability for
property that would have otherwise
been excluded from such taxes.53

4. Income Taxes

In most situations, nonjudicial
modification agreements, nonjudi
cial settlement agreements and de
canting will not alter the income tax
40

consequences of the taxation of trust
assets. Nonetheless, there are some
occasions in which the income tax
consequences of such actions require
further consideration as described
below.
When entering into a modification
agreement, consideration should be
given as to whether the agreement
will affect the grantor trust" status
of the trust. When a trust is classi
fied as a grantor trust" for income
tax purposes,54 it means that the set
tlor is deemed to be the owner of the
trust assets for income tax purposes
and is responsible for paying the in
come taxes of the trust. It is possible
that the terms of the modification
agreement could cause or eliminate
grantor trust" status of the trust. By
inadvertently changing the grantor
trust" status of the trust, there will be
a shift in income tax liability either
from the settlor to the trust or from
the trust to the settlor. Among other
potential adverse tax consequences,
shifting income tax liability from the
settlor to the trust may significantly
affect the income tax liability on the
trust assets due to the differences in
income tax rates between trust and
individuals (the top income tax rate
of 39.6% in 2016 is reached for trusts
at $12,400 of income versus $415,050
of income for single filers or $466,950
for married couples filing jointly).
Eliminating the "grantor trust" sta
tus of a trust may also cause the set
tlor to realize capital gains on assets
the settlor sold to the trust under
certain situations.55 By shifting in
come tax liability from the trust to
the settlor, the settlor would become
responsible for a larger tax bill as a
result of being responsible for pay
ing the trust's income tax in addition
to their own individual income tax,
thus pushing the settlor into a higher
tax bracket.
II
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50.
51.

Many options exist for privately set
tling fiduciary disputes, which can re
sult in saving time and money if a court
is not involved. Despite appearing to be
relatively straightforward, each option
requires careful consideration to ensure
that the agreement reached is valid and
binding and does not cause unintended
tax consequences to the settlor or the
beneficiaries. As more options to pri
vately change trusts become available, a
greater level of scrutiny and attention to
detail is needed by attorneys practicing
in this area.

DOD

I.RC.§§ 2036, 2038.

Mo. Rev. Stat.§ 456.3-301(4)

54.

I.RC.§§ 671- 679.

55.

Conclusion

I.RS. P.L.R 201233008 (Aug. 17, 2002).

52.

53.

Another factor to consider in
avoiding inadvertent income tax
consequences is whether the trust is
a shareholder in a subchapter S cor
poration, either as a qualified sub
chapter S trust ("QSST") or an elect
ing small business trust ("ESBT").
Extra attention should be given in
such circumstances to ensure that
the modification or settlement agree
ment complies with the subchapter S
corporation requirements and does
not cause the trust to jeopardize its
election as a QSST or an ESBT.

T here are times, howeve1� when inclusion of the trnst assets in the beneficiary's estate is
a goal of the modification agreement for tax planning purposes.
Treas. Reg. § 1.1001-2(a)(1).
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