IRS Asserts the Beneficiaries of an Irrevocable

Trust Made Gifts When the Trust Was Modified

to Add a Tax Reimbursement Provision
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On December 29, 2023, the Internal
Revenue Service (IRS) released a
memo, in which it took the position
that the beneficiaries of an irrevocable
trust made gifts when the trust
agreement was judicially modified to
add a provision allowing the trustee
to reimburse the settlor for income
taxes attributable to the trust.

The IRS’s rationale for the position

it took in this memo could have
sweeping implications for the
modification, decanting, and
administration of existing irrevocable
trusts. While the memo isn’t official
guidance, it articulates the IRS’s
interpretation of the law, and it

can thus be instructive.

Background

Some years ago, an individual created
an irrevocable trust for the benefit of
a child and the child’s descendants.
The trustee was independent.

(More precisely, the trustee wasn't
related or subordinate to the settlor.)
Under the terms of the trust, the
trustee could distribute trust property
to the beneficiaries for any reason.
The trust was designed as a grantor
trust with respect to the settlor.

The settlor had retained a power to
cause the trust to be a grantor trust,
but the IRS didn't identify which
power the settlor retained.

T CCA 202352018 (December 29, 2023).

Since the trust was a grantor trust with
respect to the settlor, the settlor had to
report the trust’s income, deductions,
and credits on their personal income
tax return. Under state law, the trustee
didn’t have the discretionary power

to reimburse the settlor for the

income taxes attributable to the trust.
In addition, as originally drafted, the
trust agreement didn’t contain a tax
reimbursement provision granting the
trustee the discretionary power to
reimburse the settlor for the income
taxes attributable to the trust.?

In some year after the trust’s creation,
the trustee petitioned a court to
modify the terms of the trust. In its
petition, the trustee asked the court
to add a tax reimbursement provision.
The beneficiaries consented to the
modification. The court subsequently
granted the petition and modified the
terms of the trust, adding the tax
reimbursement provision.

The IRS concluded that the
modification resulted in each
beneficiary making a gift of an
interest in the trust, because it was

a “relinquishment of a portion of
the beneficiaries’ interest in the trust”
and “in substance” was “a transfer
by (the beneficiaries) to (the settlor).”
In a footnote, the IRS acknowledged
that it may be hard to value these
gifts. The IRS’s analysis didn’t rest

on the beneficiaries taking the
voluntary, affirmative step of
consenting to the modification.
Although it wasn't relevant to its
analysis, the IRS asserted that each
beneficiary would've made a gift even
if, instead of consenting to the judicial
modification, they had failed to object
to a nonjudicial modification.

Notably, in reaching its conclusion,
the IRS repudiated the position it took
in an earlier ruling. In the earlier
ruling, the IRS ruled that the judicial
modification of an irrevocable trust
to add a tax reimbursement
provision wouldn't result in a gift

by the beneficiaries.? The trust was

a grantor trust with respect to the
settlors, and the independent trustee
sought judicial modification because
the income taxes attributable to the
trust had become unduly burdensome
for the settlors. Under the modified
terms of the trust, the independent
trustee would have the discretionary
power to reimburse the settlors for
the income taxes attributable to

the trust.* The IRS concluded that
the modification to add the tax
reimbursement provision was
administrative in nature, wouldn't
result in a change in beneficial
interests in the trust, and thus
wouldn't result in a gift by

the beneficiaries.

2 There are a few possible reasons why the trust agreement didn’t contain a tax reimbursement provision. The settlor may have created the trust before the IRS issued Rev.
Rul. 2004-64, in which it concluded that (1) the inclusion of a tax reimbursement provision wouldn't cause the trust property to be includable in the settlor’s estate for estate
tax purposes (so long as the trustee’s reimbursement power was discretionary) and (2) the reimbursement of the settlor for the taxes attributable to the trust wouldn't be

a gift from the beneficiaries to the settlor. Or the settlor may have been concerned the inclusion of a tax reimbursement provision might enable the settlor’s creditors to reach
the trust property, which in turn might create a risk the trust property would be includable in the settlor’s estate for estate tax purposes. Or the omission of a tax

reimbursement provision may have been inadvertent.

3 PLR 201647001 (November 18, 2016). The modification also included other changes to the terms of the trust.
4 Importantly, under the terms of the trust (both before and after the modification), only the independent trustee had the power to make discretionary distributions, and
the beneficiaries could replace an independent trustee only with another independent trustee. This avoided a potentially unfavorable result, shielding the beneficiaries from
having too much control over the trust for gift and estate tax purposes.
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Potential implications

The memo addressed the singular
issue of whether a trust’s beneficiaries
made a gift when the terms of the
trust were modified to add the tax
reimbursement provision. Although
the memo was limited to that issue,
the IRS's rationale seemingly could
apply in other situations involving

the modification, decanting, or
administration of a trust. This may

be particularly so given its position
equating a failure to object with
consent. Unfortunately, the memo
raises more questions than it answers.

In the memo, the IRS asserted that the
settlor acquired a beneficial interest in
the trust when it was modified to

add the tax reimbursement provision.
What if the trustee decants a trust
(i.e., distributes trust property from the
trust to another trust) and the terms of
the (new) decanted trust include a tax
reimbursement provision? What if the
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trust’s principal place of administration
changes to a state in which, under
state law, a trustee has the
discretionary power to reimburse a
settlor for income taxes attributable

to the trust? In both cases, the

result is substantively similar to the
situation described in the memo,

so it seems the IRS might come

to the same conclusion.

What if the settlor releases the
powers that cause the trust to be

a grantor trust with respect to the
settlor, causing the trust to become

a nongrantor trust? Would the IRS
assert that, by reason of the settlor’s
action, the beneficiaries relinquished
a portion of their interest in the trust
and they thus made a gift? (For gift tax
purposes, it isn't necessary to have an
identifiable or ascertainable donee.)
What if the trust owns an interest in
a pass-through entity (PTE) and the
trustee makes or joins in making an

election to subject the PTE to a state’s
PTE tax? Since the election causes

the incidence of tax to shift from the
settlor to the PTE that's owned in part
by the trust, would the IRS view the
beneficiaries as having relinquished a
portion of their interest in the trust?

The IRS’s rationale might also apply
in other situations, too. For example,
what if, under the terms of the trust,
the trustee has a power to add
beneficiaries, and the trustee exercises
the power? What if a decanting
accelerates a beneficiary’s interest
(e.g., makes a contingent remainder
beneficiary a current beneficiary)?
What if a decanting eliminates a
beneficiary? In each instance, there
seemingly would be one or more
beneficiaries who, under the IRS’s
rationale, would have relinquished
an interest in the trust.
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Weighing the import
of the memo

When deciding how much weight

to give the memo when evaluating
the potential tax implications of a
modification, decanting, or other
action involving an irrevocable

trust, some context may be helpful.
The memo was a chief counsel advice,
which is written legal advice from the
national office of the IRS’s Office of
Chief Counsel to certain other IRS
employees.® (In this case, it was advice
to an IRS attorney in Portland and an
IRS attorney in Austin.) It isn't official
guidance (like regulations). The IRS
can’t cite a chief counsel advice as
authority, and taxpayers can't rely

on a chief counsel advice.®

The earlier ruling that the IRS now
rejects was a private letter ruling,
which is a written determination that
interprets and applies federal tax law
to a taxpayer’s specific set of facts.

>IRC § 6110(i)(1).
s IRC § 6110(K)3).
7 Treas. Reg. §§ 301.6110-2(d) and 601.201(a)(2).

A private letter ruling is issued to the
taxpayer in response to the taxpayer’s
request.” The taxpayer who requested
the private letter ruling generally can
rely on it, but other taxpayers can't.®
Thus, neither a chief counsel advice
nor a private letter ruling has
precedential value. In contrast, a
published decision from a court has
precedential value and is thus relevant
when deciding a case involving similar
facts or legal issues.

A chief counsel advice reflects the IRS's
interpretation of the law. If presented
with similar facts, a court may interpret
the law differently. This happened not
long ago in another situation involving
an irrevocable trust. In a 2012 chief
counsel advice, the IRS concluded that
the beneficiaries’ withdrawal rights
weren't legally enforceable and were
illusory, because the trust instrument
contained an arbitration provision

and a no-contest provision.® In a case

decided in 2015 and involving nearly
identical facts, the IRS made that
argument, but the United States Tax
Court disagreed. The court held the
beneficiaries’ withdrawal rights were
legally enforceable and weren’t
illusory despite the trust instrument
containing an arbitration provision
and a no-contest provision.™

Conclusion

The memo is valuable because it
offers insight into the IRS’s thinking.
Ultimately, the courts may address
the issues raised in the memo.
Meanwhile, as the issues and
questions swirling around the
memo underscore, the modification,
decanting, and administration of an
existing irrevocable trust continue
to warrant thoughtful consideration
of any potential gift, estate, and other
tax implications.

8 IRC § 6110(k)(3). A taxpayer, however, can rely on any private letter ruling issued after October 31, 1976, for purposes of determining whether there’s substantial authority
for a reporting position (and thus determining whether the taxpayer potentially can avoid certain accuracy-related penalties). Treas. Reg. 8§ 1.6662-4(d)(3)(i), (i), and (iii).

9 CCA 201208026 (February 24, 2012).
10 Mikel v. Commissioner, T.C. Memo. 2015-64.
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About the Advanced
Planning Group

The Advanced Planning Group consists of former
practicing estate planning and tax attorneys with extensive
private practice experience and diverse areas of specialization,
including estate planning strategies, income and transfer
tax planning, family office structuring, business succession
planning, charitable planning and family governance.

Advanced Planning Group

The Advanced Planning Group provides comprehensive
planning and sophisticated advice and education to ultra
high net worth (UHNW) clients of the firm. The Advanced
Planning Group also serves as a think tank for the firm,
providing thought leadership and creating a robust intellectual
capital library on estate planning, tax and related topics of
interest to UHNW families.
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Disclosures

Purpose of this document.

This report is provided for informational and educational purposes only. It should be used solely for the purposes of discussion with your UBS Financial
Advisor and your independent consideration. UBS does not intend this to be fiduciary or best interest investment advice or a recommendation that you
take a particular course of action. The information is current as of the date indicated and is subject to change without notice.

Personalized recommendations or advice.
If you would like more details about any of the information provided, or personalized recommendations or advice, please contact your UBS
Financial Advisor.

Conflicts of interest.

UBS Financial Services Inc. is in the business of establishing and maintaining investment accounts (including retirement accounts) and we will receive
compensation from you in connection with investments that you make, as well as additional compensation from third parties whose investments we
distribute. This presents a conflict of interest when we recommend that you move your assets to UBS from another financial institution or employer
retirement plan, and also when we make investment recommendations for assets you hold at, or purchase through, UBS. For more information on how
we are compensated by clients and third parties, conflicts of interest and investments available at UBS please refer to the “Your relationship with UBS”
booklet provided at ubs.com/relationshipwithubs, or ask your UBS Financial Advisor for a copy.

No tax or legal advice.
UBS Financial Services Inc., its affiliates and its employees do not provide tax or legal advice. You should consult with your personal tax and/or legal
advisors regarding your particular situation.

Important additional information applicable to retirement plan assets (including assets eligible for potential rollover, distribution

or conversion).

This information is provided for educational and discussion purposes only and are not intended to be fiduciary or best interest investment advice or

a recommendation that you take a particular course of action (including to roll out, distribute or transfer retirement plan assets to UBS). UBS does not
intend (or agree) to act in a fiduciary capacity under ERISA or the Code when providing this educational information. Moreover, a UBS recommendation
as to the advisability of rolling assets out of a retirement plan is only valid when made in a written UBS Rollover Recommendation Letter to you provided
by your UBS Financial Advisor after a review of detailed information that you provide about your plan and that includes the reasons the rollover is in your
best interest. UBS and your UBS Financial Advisor do not provide rollover recommendations verbally.

With respect to plan assets eligible to be rolled over or distributed, you should review the IRA Rollover Guide UBS provides at ubs.com/irainformation
which outlines the many factors you should consider (including the management of fees and costs of your retirement plan investments) before making
a decision to roll out of a retirement plan. Your UBS Financial Advisor will provide a copy upon request.

Important information about brokerage and advisory services.

As a firm providing wealth management services to clients, UBS Financial Services Inc. offers investment advisory services in its capacity as an SEC-registered
investment adviser and brokerage services in its capacity as an SEC-registered broker-dealer. Investment advisory services and brokerage services are separate
and distinct, differ in material ways and are governed by different laws and separate arrangements. It is important that you understand the ways in which
we conduct business, and that you carefully read the agreements and disclosures that we provide to you about the products or services we offer. For more
information, please review the client relationship summary provided at ubs.com/relationshipsummary, or ask your UBS Financial Advisor for a copy.

Version: January 15, 2026
© UBS 2026. The key symbol and UBS are among the registered and unregistered trademarks of UBS. All rights reserved. UBS Financial Services Inc.
is a subsidiary of UBS Group AG. Member FINRA/SIPC. 2026-2182350
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