
 

 
 

 
 

Education Funding Alternatives 
 

(including what to do with over 
funded UGMAs/UTMAs) 

 
 

By Carl R. Waldman and Jonathan A. Mintz 
 
 
 

WealthCounsel Fall 2004 Conference 
 

October 2004 
 

Chicago, IL 
 

© 2004 Jonathan A. Mintz Page i 



 

 
 
 
I. Introduction ................................................................................................................. 1 
II. Qualified Tuition Programs (529 Plans) ..................................................................... 1 

A. Types of 529 Plans .................................................................................................. 1 
1. Prepaid Tuition Plans .......................................................................................... 1 
2. Savings Plans ...................................................................................................... 2 

B. Requirements of Section 529 .................................................................................. 2 
C. Tax Considerations ................................................................................................. 3 

1. Income Tax ......................................................................................................... 3 
2. Gift, Estate and GST Tax .................................................................................... 5 

D. Other Considerations .............................................................................................. 6 
1. Creditor Protection .............................................................................................. 6 
2. President Bush’s FY 2005 Budget Proposals ..................................................... 6 

III. Coverdell Education Savings Accounts (ESAs) ..................................................... 7 
A. Tax Considerations ................................................................................................. 8 
B. Other Considerations .............................................................................................. 8 

IV. UTMA / UGMA Accounts ..................................................................................... 9 
A. Tax Considerations ................................................................................................. 9 
B. Other Considerations ............................................................................................ 10 
C. Over Funded UTMA/UGMA Accounts ............................................................... 10 

1. Demand Right when the Beneficiary Reaches Majority ................................... 12 
2. Conversion to a 529 Plan or Other Assets ........................................................ 12 

V. 2503(c) Minor’s Trusts ............................................................................................. 13 
A. Tax Considerations ............................................................................................... 13 
B. Other Considerations ............................................................................................ 14 

VI. Demand Trusts ...................................................................................................... 14 
A. Tax Considerations ............................................................................................... 14 
B. Other Considerations ............................................................................................ 15 

VII. U.S. Savings Bonds (Series EE) ........................................................................... 15 
A. Tax Considerations ............................................................................................... 16 
B. Other Considerations ............................................................................................ 16 

VIII. Life Insurance ....................................................................................................... 16 
A. Tax Considerations ............................................................................................... 16 
B. Other Considerations ............................................................................................ 17 

IX. Direct Payments to an Educational Institution...................................................... 17 
X. Conclusion ................................................................................................................ 18 
XI.   Table 1: Comparison of Education Funding Techniques…………………………..19  
 

© 2004 Jonathan A. Mintz Page ii 



 

© 2004 Jonathan A. Mintz Page 1 

                                                

 
I. Introduction* 
 
There is an increasing demand for advisors knowledgeable in the advantages and 
disadvantages of the various educational savings techniques. According to The College 
Board, the average annual cost of attending an in-state four-year public college is now 
nearly $12,000 per year; more than $27,000 per year for a four-year private college.1 
With costs increasing at 2-3 times the rate of inflation,2 it is possible that the cost of an 
in-state public college for five years beginning in the Fall of 2022 (for a child born in 
2004) will be more than $150,000. The same education may cost more than $350,000 at a 
private college!3  
 
Therefore, it should come as no surprise that saving for college is the most significant 
savings goal of many adults facing future college costs for their children. Advisors who 
can assist clients with the various education savings tools, including College Savings 
Plans, Coverdell Education Savings Accounts, UTMA/UGMA accounts, IRC Sec. 
2503(c) trusts, demand trusts, and life insurance, among other techniques, bring a 
significant value added to the advisor-client relationship. For comparison purposes, we 
have summarized the advantages and disadvantages of the various options in the attached 
Table I. 
 
 
II. Qualified Tuition Programs (529 Plans) 
 
No article that considers educational saving is complete without a discussion of Qualified 
Tuition Programs, also known as 529 Plans (from the Internal Revenue Code Section 
from which they originate). 

A. Types of 529 Plans 
 
Section 529, which Congress enacted as part of the Small Business Job Protection Act of 
1996, governs Qualified Tuition Programs (QTPs). Under this section, states can set up 
either or both of two types of plans, prepaid tuition plans and savings plans.4 

1. Prepaid Tuition Plans 
 

 
* This outline is adapted from an article originally published in the January 2003 issue of the Journal of 
Financial Service Professionals. 
1 The College Board, TRENDS IN COLLEGE PRICING 2004-2005 (available online at 
http://www.collegeboard.com/prod_downloads/press/cost04/041264TrendsPricing2004_FINAL.pdf).  The 
average cost for tuition, fees, room and board at a four-year public college for an out-of-state resident in 
2004-2005 was over $21,000.  
2 Since 1980, college prices have risen 2-3 times the Consumer Price Index. Id., at 3. 
3 These cost estimates assume 5% annual cost increases. 
4 IRC Sec. 529(b)(1). 



 

In a prepaid tuition plan, a state offers contracts pursuant to which it agrees to pay future 
tuition, at in-state public institutions, at prices pegged to current tuition levels. Some 
states incorporate additional enhancements if their funds have investment gains.5  
 
With tuition costs increasing approximately 5-6% per year, prepaid tuition plans allow 
donors to ensure that the beneficiary can attend a state school without fear that tuition 
increases will make college unaffordable. 
 
Most prepaid tuition plans limit participation to state residents or other special groups, 
like alumnus of an in-state university. Thus, while not as popular as savings plans, 
prepaid tuition plans are a formidable alternative for those clients who qualify, 
particularly risk adverse clients. The balance on this discussion focuses on savings plans.   

2. Savings Plans  
 
Savings plans are essentially state-sponsored mutual funds, because the account owner's 
contributions and investment performance determine growth. Savings plans offer more 
flexibility and upside investment potential than prepaid tuition plans because they use a 
stock market investment approach. Numerous states have savings plans that are open to 
residents and non-residents alike. 
 
Significantly, except for the requirements set forth immediately below, each state is 
permitted, through its enabling legislation, to confer whatever powers, authorities, and 
discretions it chooses. Therefore, the practitioner must look to the particular state plan for 
the details of that plan. 

B. Requirements of Section 529 
 
Section 529 sets forth six requirements for either a Prepaid Tuition Plan or a Savings Plan 
to qualify as a QTP: 
 

1. The plan must be “established and maintained” by a state or an instrumentality of 
the state or by an “eligible educational institution.”6 

 
2. Only cash contributions are permitted to be made to and accepted by a QTP7, 

although the proposed regulations expand the definition of cash to include checks, 
money orders, credit cards, and similar methods.8 

 
3. The plan must provide a separate accounting for each beneficiary.9 In other 

words, each beneficiary must have his or her own separate account to ensure an 
accurate accounting.10 

                                                 
5 IRC Sec. 529(b)(1)(A)(i). 
6 IRC Sec. 529(b)(1); Prop. Reg. Sec. 1.529-2(b). 
7 IRC Sec. 529(b)(2). 
8 Prop. Reg. Sec. 1.529-2(d). 
9 IRC Sec. 529(b)(3). 
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4. No owner of, contributor to, or beneficiary of a plan may directly or indirectly 

direct the investment of any contribution to the plan (or earnings thereon),11 
although this requirement does not preclude a contributor from selecting among 
various investment options. Moreover, Notice 2001-55 permits investments to be 
changed annually or upon a change to the account’s designated beneficiary. 12 

 
5. The plan cannot be used to secure a loan.13 
 
6. The plan must have adequate safeguards to prevent contributions in excess of the 

amount necessary to pay for college.14 The current limitation is the actuarial value 
of tuition, fees, and room and board for five years at the most expensive 
undergraduate institution allowed by the program.15 However, some programs, 
like Rhode Island’s, ignore the five-year safe harbor and allow donors to save for 
the beneficiary’s undergraduate and graduate school expenses.   

C. Tax Considerations 

1. Income Tax 

a) Distributions Before January 1, 2002 

Prior to Passage of the Economic Growth and Taxpayer Relief Reconciliation Act of 
2001 (the “2001 Tax Act”), QTPs were similar to non-deductible IRAs. Contributions 
were (and remain) not deductible, but the earnings grew tax free until withdrawal, at 
which point they were taxed in the designated beneficiary's tax bracket, if used for 
“qualified higher education expenses” (QHEEs). QHEEs consist of tuition, fees, books, 
supplies, equipment, and a limited amount of room and board.  

If the owner or beneficiary withdrew funds for something other than qualified expenses, 
the original “distributee,” who is usually the account owner (parent or grandparent), 
would have been subject to income tax on the earnings portion of the withdrawal. In 
addition, most states impose a 10% penalty.  

Prior to January 1, 2002, the annuity taxation rules under Section 72 applied to 
withdrawals. In other words, the potentially taxable portion of any distribution is 
determined by multiplying the amount of the distribution by a fraction, the numerator of 
which is the investment in the plan (the total contributions made to the account) and the 
denominator of which is the value of the account. For purposes of applying Section 72 to 
QTPs, 

                                                                                                                                                 
10 Prop. Reg. Sec. 1.529-2(f). 
11 IRC Sec. 529(b)(4). 
12 2001-39 I.R.B. 1 (Sept. 10, 2001). 
13 IRC Sec. 529(b)(5); Prop. Reg. Sec. 1.529-2(h). 
14 IRC Sec. 529(b)(6). 
15 Prop. Reg. Sec. 1.529-2(I). 
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1. All 529 Plans of which an individual is a designated beneficiary are treated as one 
plan.16 

2.  All distributions during a taxable year are treated as one distribution17; 
3. The value of the contract, the income on the contract, and the investment in the 

contract are all determined as of the close of the calendar year in which the 
taxable year begins.18 

b) Distributions After January 1, 2002 (Subject to 
Sunset January 1, 2011) 

As a result of the 2001 Tax Act, effective January 1, 2002, withdrawals are tax-exempt if 
used for QHEEs, not just tax deferred at the beneficiary's rate. The 2001 Tax Act also 
allows private post-secondary educational institutions to establish their own Private 
Savings Accounts (PSAs); distributions for QHEEs from these plans are excludable from 
gross income if made after 2003. With distributions for other than QHEEs, a portion of 
the distribution will be subject to taxation as coming from the earnings of the account. 
Parents should also note that a QTP may cause a child to fail the support test and prevent 
the parent from claiming the child as a dependent. 

c) State Income Taxation 

State income taxation varies from state to state as regards the deductibility of 
contributions, the exemption of earnings, and the taxation of non-qualified withdrawals 
and qualified withdrawals from a plan in another state. According to a recent 529 E-
Editorial from SavingforCollege.com, beginning January 1, 2011, 25 states (including 
DC) will begin taxing withdrawals from out-of-state 529 plans while maintaining a state 
income tax exemption for withdrawals from their in-state 529 plans. These states are: 
California, Connecticut, District of Columbia, Georgia, Indiana, Iowa, Kentucky, 
Louisiana, Maine, Maryland, Michigan, Missouri, Montana, Nebraska, New Mexico, 
New York, North Carolina, Ohio, Oregon, Rhode Island, South Carolina, Utah, Vermont, 
Virginia, and Wisconsin. 

Currently there are only three states that exclude from state income tax withdrawals from 
the in-state 529 plan and that will not be impacted by the federal sunset: Illinois, 
Mississippi, and Pennsylvania. 

According to the same source, in eight states, the 2001 tax act sunset will cause 
withdrawals from both out-of-state and in-state 529 plans to become subject to state 
income tax: Delaware, Hawaii, Idaho, Kansas, Minnesota, North Dakota, Oklahoma, and 
West Virginia. 

                                                 
16 IRC Sec. 529(c)(3)(D)(i) 
17 IRC Sec. 529(c)(3)(D)(ii). 
18 IRC Sec. 529(c)(3)(D)(iii). 
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Only seven states have enacted legislation exempting qualified withdrawals from any 529 
plan, regardless of federal tax treatment: Arizona, Arkansas, Colorado, Massachusetts, 
New Hampshire, New Jersey, and Tennessee. Alabama is the only state that currently 
subjects withdrawals from both in-state and out-of-state 529 plans to state income tax, 
although Alabama is looking to change this. Obviously, the practitioner should be clear 
on his or her state's laws in this area. 

2. Gift, Estate and GST Tax 

Contributions to QTPs qualify for the annual gift tax exclusion and the generation-
skipping transfer tax (GSTT) exclusion; contributions are a completed gift for gift tax 
purposes and a direct skip for GSTT purposes.19 One of the most attractive gift tax 
features of QTPs is the contributor's ability to “front-load” up to $55,000 into the QTP in 
the first year and allocate annual gift tax exclusions to that year and four succeeding 
years. 20 This allows the QTP funds to begin to grow tax free while the donor removes up 
to $55,000 from his or her estate. For example, a couple with two children can remove 
$220,000 from their estate instantly in one year.  

The general rule is that a QTP is not includible in a donor’s gross estate donor for estate 
tax purposes.21 However, if the donor dies before five years from the transfer, those 
unearned annual exclusions are brought back into the donor’s estate for estate tax 
purposes.22  

Amounts distributed to a beneficiary on account of the death of the beneficiary are 
included in the beneficiary’s estate for estate tax purposes.23 The Proposed Regulations 
extend this and provide that “The gross estate of a designated beneficiary of a [QTP] 
includes the value of any interest in the [QTP].”24 In this case the contributions and 
earnings return to the account owner. 

Practitioners should be aware of several important tax ramifications resulting from 
changes to designated beneficiaries. When an owner changes beneficiaries or effects a 
“rollover” of credits or QTP account balances, the account balance will not be subject to 
gift tax or GSTT if the new beneficiary is a member of the original beneficiary's family 
and is assigned to the same generation (see Section 2651).25 The 2001 Tax Act expands 
the definition of “family members” (those beneficiaries to whom a donor may change an 
account tax free) from siblings to include first cousins. 

However, if the new beneficiary is a non-family member of the next lower generation, the 
“rollover” will be a taxable gift from the original beneficiary.26 Further, if the new 
                                                 
19 IRC Sec. 529(c)(2)(A)(I) 
20 IRC Sec. 529(c)(2)(B). Contributions in excess of this are a taxable gift in the year of contribution. 
21 IRC Sec. 529(c)(4)(A). 
22 IRC Sec. 529(c)(4)(C). 
23 IRC Sec. 529(c)(4)(B). 
24 Prop. Reg. Sec. 1.529-5(d)(3). 
25 IRC Sec. 529(e)(2); Prop. Reg. Sec. 1.529-1(c). 
26 IRC Sec. 529(c)(3)(C)(ii). 
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beneficiary is from a generation two or more levels below the original beneficiary, the 
transfer will also be subject to GST.27 Such changes can have dramatic consequences for 
the original beneficiary, either unintended by the owner or as a power the owner can 
wield over the original beneficiary. 

D. Other Considerations 

The account owner funds the QTP with after-tax dollars for the higher educational 
expenses of a designated beneficiary. Qualified Higher Education Expenses (QHEEs) are 
quite broad and include tuition, fees, books, supplies, equipment, and room and board 
while the student attends at least half of the prescribed course load. The Proposed 
Regulations to Section 529 even allow a parent/owner reimbursement at the child's 
bracket up to a maximum of $1500 per year for room and board when a 
student/beneficiary lives at home.  

The beneficiary can be the owner himself or herself, and funds in a QTP have been 
treated as assets of the parent or plan owner rather than assets of the student for financial 
aid purposes. However, students have been required to report QTP withdrawals for 
income purposes at a 50% rate in the year following withdrawal. It is still too early to tell 
how recent tax law changes will affect the financial aid treatment of QTPs. 

Amendments to Section 529 now allow the tax-free rollover of a distribution from a QTP 
to another QTP if made within 60 days of distribution. This can be useful with a PSA if a 
beneficiary does not attend the school in question. With a QTP, the rollover is an option 
if the owner is unhappy with the plan's investment performance. Clients must be aware of 
any state-imposed penalties upon such a transfer and that such tax-free rollovers can only 
occur once every 12 months. This flexibility may well afford owners the opportunity to 
also switch between PSAs and QTPs. 

1. Creditor Protection 

Some states’ QTPs (Alaska and Colorado, to name two) purport to provide creditor 
protection for their state’s QTPs. However, it is not clear whether the law of the state 
sponsoring a QTP or the law of the debtor will determine what amount, if any a creditor 
of a donor, account owner, or beneficiary of a QTP will be able to reach. 

2.  President Bush’s FY 2005 Budget Proposals 
 
President Bush’s FY 2005 budget proposals would address perceived 529 plan abuses by 
making QTPs custodial accounts. In other words, the account creator would no longer 
retain full ownership rights but would become a custodian for the benefit of the account 
beneficiary. Thus, a creator could no longer make plan withdrawals for personal use (the 
proposals prohibit a custodian from having any beneficial interest). However, no transfer 
taxes would be imposed as a result of a change in beneficiary. 
                                                 
27 Prop. Reg. Sec. 1.529-5(b)(3)(ii). 
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The budget proposals also provide that the income portion of the first $50,000 in 
cumulative nonqualified distributions to a beneficiary would be subject to a 10 percent 
penalty unless the penalty would not have applied under current law (which exempts 
distributions made for reasons including the beneficiary's death, disability or receipt of a 
scholarship).  
 
Significantly, the budget proposals would also create an excise tax  for each nonqualified 
distribution in excess of $50,000 (computed on a cumulative basis for each beneficiary), 
unless the distribution was made as a result of the beneficiary's death, disability or receipt 
of a scholarship. The excise tax would be imposed at the rate of 35 percent on the first 
$100,000 of cumulative nonqualified distributions in excess of $50,000, and at the rate 
of 50 percent on cumulative nonqualified distributions in excess of $150,000. The 
excise tax would be withheld by the program administrator. 
 
According to the General Explanations of the Administration's Fiscal Year 2005 Revenue 
Proposals, “the excise tax would eliminate the economic incentive to use a section 529 
account for purposes other than that intended by the statute”, and the proposals would 
give the Secretary “broad regulatory authority to ensure that section 529 accounts are 
used in a manner consistent with Congressional intent.” 
 
The budget proposals also add an age cap by requiring that a 529 plan beneficiary be 
under 35 years of age. Once the beneficiary reaches 35, there will be an involuntary 
distribution unless the beneficiary is switched to someone under 35. 
 
Lastly, existing plans would be grandfathered, but contributions to an existing plan would 
subject it to the new rules.28 
 
 
III. Coverdell Education Savings Accounts (ESAs) 
 
These accounts, formerly Education IRAs, were of little significance until passage of the 
Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA). EGTRRA 
increased the maximum annual contribution limit from $500 to $2,000 per beneficiary.29 
EGTRRA also increased the AGI limits for maximum contributions to these accounts 
from $150,000 to $190,000 for married taxpayers filing jointly ($95,000 for single 
taxpayers).30 Lastly, as a result of EGTRRA, a donor can make contributions to an ESA 
and a College Savings Plan for the same child in the same year.31 
 

                                                 
28 The 195 page General Explanations of the Administration's Fiscal Year 2005 Revenue Proposals is 
available online at http://www.treas.gov/offices/tax-policy/library/bluebk04.pdf. The QSP proposals are at 
page 136. 
29 IRC Sec. 530(b)(1). 
30 IRC Sec. 530(c)(1). 
31 IRC Sec. 530(b)(2)(B). 
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A. Tax Considerations 
 
Like QTP Savings Plans, funds in an ESA grow tax deferred and escape income taxation 
altogether if used for qualified education expenses.32 For ESAs, EGTRRA expands the 
definition of qualified education expenses to include “qualified elementary and secondary 
school expenses.” Qualified elementary and secondary school expenses include tuition, 
fees, tutoring, books, supplies, room and board, uniforms, transportation, computers, 
internet access, and educational software for public or private school.33 If not used for 
qualified education expenses, the beneficiary must include the distribution as income and 
pay a 10% penalty on any earnings above basis.34 
 
Contributions to an ESA constitute a completed gift for gift tax purposes. A change of the 
beneficiary is tax free if the new beneficiary is a member of the prior beneficiary’s 
immediate family35 or the prior beneficiary’s first cousin.36 For estate tax purposes, funds 
in an ESA are “owned” by the beneficiary. Therefore, these funds are includible in the 
beneficiary’s gross estate for estate tax purposes. Conversely, they are not included in the 
donor’s estate for estate tax purposes. 
 

B. Other Considerations 
 
Contributions to an ESA must be in cash.37 In addition, a donor cannot contribute to an 
ESA after the beneficiary turns 18, and the beneficiary must use the funds or designate a 
new beneficiary when he or she reaches 30 (with some exceptions for “special needs” 
beneficiaries).38 
 
Regardless of who makes the contribution to the account, the beneficiary’s parent or legal 
guardian (often referred to as the “responsible person” or “authorized person”) controls 
the account, at least until the beneficiary attains the age of majority. Who controls after 
the beneficiary attains legal age is determined by the terms of the plan. And, like QTP 
Savings Plans, ESAs vary significantly by administrator. Some plans give the parent the 
right to substitute the beneficiary after he or she attains legal age,39 while others give the 
beneficiary the right to assume control.40 
 

                                                 
32 IRC Sec. 530(d)(2). However, unless Congress provides otherwise, the tax-free nature of distributions 
will end when EGTRRA sunsets on January 1, 2011. 
33 IRC Sec. 530(b)(4). 
34 The 10% penalty does not apply to distributions made because of the death or disability of the 
beneficiary, or if the beneficiary received a scholarship. IRC. Sec. 530(d)(4)(A). 
35 The Code defines “immediate family” as the beneficiary’s: spouse; son or daughter, or descendant of 
either; stepson or stepdaughter; father or mother, or ancestor of either; stepfather or stepmother; niece or 
nephew; aunt or uncle; son-in-law, daughter-in-law, father-in-law, mother-in-law, brother-in-law, or sister-
in-law; or the spouse of any of the above. 
36 IRC Sec. 530 (d)(6). 
37 IRC Sec. 530(b)(1)(A)(i). 
38 IRC Sec. 530(b)(1)(E). 
39 See, e.g., Vanguard’s ESA. 
40 See, e.g., TIAA-CREF’s ESA. 

© 2004 Jonathan A. Mintz Page 8 



 

Who can change the beneficiary also varies by plan. Some plans provide that the parent 
or legal guardian continues in control after the beneficiary attains legal age.41 Other plans 
let the donor choose who will have this right.42 Therefore, it is critical that the advisor 
carefully review the terms of the particular ESA plan in question. 
 
IV. UTMA / UGMA Accounts 
 
The simplest form of education savings vehicle, but not necessarily the most 
advantageous, is an account created under the Uniform Transfer to Minors Act (UTMA) 
or Uniform Gift to Minors Act (UGMA) in the child’s state. These laws have been 
adopted in every state and in the District of Columbia to facilitate gifts to minors,43 
eliminating the usual requirements that a guardian be appointed or that a trust be 
established when a minor is the donee of a gift. 

A. Tax Considerations 
 
Clients can put assets in an UGMA or UTMA custodial account for a child. However, if 
the child is under age 14, all income earned by these assets above $1,500 per year is 
taxed at the parent’s income rate, whether or not the parent is the custodian.44 For 
children 14 years and older, the income on assets in a UGMA or UTMA account is 
generally taxed at the child’s rate.  
 
If the custodian uses income derived from UGMA or UTMA property to discharge or 
satisfy, in whole or in part, a parent’s or guardian’s legal obligation to support or 
maintain the minor, the income is taxable to the parent or guardian to the extent so used. 
In at least one state, the payment of educational expenses constitutes satisfaction of the 
parent’s legal support obligation, such that all UGMA or UTMA funds used to pay the 
child’s educational expenses would be taxable as income to the parent.45 Otherwise, the 
income is taxable to the minor donee at the minor’s income tax rate.46  
 
A transfer to a minor under UGMA or UTMA constitutes a completed gift for federal gift 
tax purposes at the time of the transfer. Therefore, if the value of the gift exceeds the gift 
tax annual exclusion in any given year (currently $11,000 per person), the client may 
have to pay gift tax. If the transfer is also to a person two or more generations below that 
of the donor, the transfer may also incur generation-skipping transfer (GST) tax. 
 
If the donor names himself or herself as custodian of the account and that person dies 
                                                 
41 For example, the Strong Funds ESA always permits the parent or legal guardian to change the 
beneficiary. 
42 See, e.g., the Northern Funds ESA. 
43 Only South Carolina and Vermont have not adopted UTMA to date, although a bill to adopt UTMA is 
currently pending in Vermont. 
44 IRC Sec. 1(g). 
45 E.g., New Jersey has found that payment for educational expenses constitutes the parent’s legal support 
obligation. The use of an UGMA or UTMA account as educational savings tool is ill advised in these 
states. 
46 See Rev. Rul. 56-484, 1956-2 CB 23. 
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before the child reaches majority, the UGMA or UTMA account assets will be includible 
in the donor/custodian’s gross estate for estate tax purposes.47 

B. Other Considerations 
 
A gift made pursuant to UGMA or UTMA vests absolutely in the beneficiary; neither the 
custodian nor the donor can change the beneficiary after establishment of the account. 
Until the beneficiary reaches the age of set forth in the statute (typically 21, but defined 
by state law), the custodian is authorized to apply as much of the income or principal for 
the benefit of the minor as the custodian deems advisable in the custodian’s sole 
discretion. However, the balance of the account must be delivered outright to the 
beneficiary when he or she reaches majority. In the event of the beneficiary’s prior death, 
the funds are transferred to the beneficiary’s estate. 
 
There is limited investment flexibility with these accounts, and UGMA accounts are very 
restrictive in terms of the types of assets that they may hold. Nonetheless, the custodian is 
liable to the child for the negligent handling of the account and must, at the child’s 
request, provide a complete accounting as to the transactions in the account.  

C.  Over Funded UTMA/UGMA Accounts 
 
Because a gift made to an UGMA or UTMA account vests absolutely in the beneficiary48 
typically when he or she reaches 21 years of age, many parents who have made 
significant gifts to an UGMA or UTMA, when realizing this, often wish to somehow 
restrict the beneficiary’s access to the account. The Act itself recognizes the desire of 
most parents to keep the “custodianship as long as possible. According to the Comments 
to UTMA Section 1: 
 

This definition of “minor” retains the historical age of 21 as the age of majority, 
even though most states have lowered the age for most other purposes, as well as 
in their versions of the 1966 Act. Nevertheless, because the Internal Revenue 
Code continues to permit “minority trusts” under Section 2503(c), IRC, to 
continue in effect until age 21, and because it is believed that most donors 
creating minority trusts or custodianships prefer to retain the property under 
management for the benefit of the young person as long as possible, it is strongly 
suggested that the age of 21 be retained as the age of majority under this Act. 
 

                                                 
47 See IRC Sec. 2083(a)(1). 
48 According to UTMA Section 11(b), “A transfer made pursuant to Section 9 is 
irrevocable, and the custodial property is indefeasibly vested in the minor, but the 
custodian has all the rights, powers, duties, and authority provided in this [Act], and 
neither the minor nor the minor’s legal representative has any right, power, duty, or 
authority with respect to the custodial property except as provided in this [Act].” 
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Can the custodian place a restriction on the beneficiary’s access without violating his or 
her duties to the beneficiary? As UTMA itself recognizes, “The rights, duties and powers 
of the custodian should be determined by reference to the law of the state under which the 
custodianship is created . . ..”49 However, Section 12(b) of the Act provides that “In 
dealing with custodial property, a custodian shall observe the standard of care that would 
be observed by a prudent person dealing with property of another and is not limited by 
any other statute restricting investments by fiduciaries.” 
 
The Comment to Section 12(b) clarifies that this “prudent person” standard is similar to a 
fiduciary standard and is a greater standard than under UGMA.50 
 
Furthermore, Section 13 provides: 
 

(a) A custodian, acting in a custodial capacity, has all the rights, powers, 
and authority over custodial property that unmarried adult owners have over their 
own property, but a custodian may exercise those rights, powers, and authority in 
that capacity only. 
 
(b) This section does not relieve a custodian from liability for breach of 
Section 12. 

 
Lastly, UTMA Section 19(a) provides that “A minor who has attained the age of 14 
years, the minor’s guardian of the person or legal representative, an adult member of the 
minor’s family, a transferor, or a transferor’s legal representative may petition the court 
(i) for an accounting by the custodian or the custodian’s legal representative; or (ii) for a 
determination of responsibility, as between the custodial property and the custodian 
personally, for claims against the custodial property . . .”  
 
The Comments to this Section clarify that “This section does not contain a separate 
statute of limitations precluding petitions for accounting after termination of the 
custodianship. Because custodianships can be created without the knowledge of the 
minor, a person might learn of a custodian’s failure to turn over custodial property 
long after reaching majority, and should not be precluded from asserting his rights in 
the case of such fraud”(emphasis added). 
 
Thus, while dependent custodial obligations under state law, it appears clear that the act 
contemplates fraud actions against custodians who fail to turn over custodial property.  
For example, in Marshall v. U.S., 831 F.Supp. 988 (1993), accounts that represented 
funds donated to minor children of delinquent taxpayer by their grandmother, were 
protected under UGMA and generally not subject to levy. Although the taxpayer-mother 

                                                 
49 Comment to Section 1. 
50 The Comment to Section 12 provides: “Subsection (b) restates and makes somewhat 
stricter the prudent man fiduciary standard for the custodian, since it is now cast in terms 
of a prudent person “dealing with property of another” rather than one “who is seeking a 
reasonable income and the preservation of his capital,” as under the 1966 Act. 
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was the account custodian, the minors had an indefeasible legal title to the funds. Thus, 
the Service couldn't collect on the mother's tax debts by levying on her children's 
accounts. However, despite double detriment to minors, the court held that the Service 
could levy on accounts for amounts that mother loaned to a third party, and those she 
couldn't account for. Court held that by making loans which weren't for benefit of minors, 
mother converted the funds, and so amounts were no longer entitled to UGMA 
protection, and the same result was reached for unaccounted funds: mother violated her 
fiduciary duty and placed amounts beyond the reach of minors.  
 
What follows below are some of the more common methods practitioners use to address 
over funded UTMA and UGMA accounts. 

1. Demand Right when the Beneficiary Reaches 
Majority 

 
For older beneficiaries. one way to address the issue of an over funded UGMA or UTMA 
is for the custodian to give the child an unqualified withdrawal right when the beneficiary 
attains the age of majority and then, upon lapse of the demand right period, invest the 
funds (on behalf of the child) in an illiquid manner (e.g., in a FLP or FLLC) or transfer 
the funds to a self-settled trust for the beneficiary that limits the beneficiary’s access. As 
with Section 2503(c) Minor’s Trusts discussed below, giving the child an absolute right 
to withdraw principal should suffice for purposes of vesting. 
 
If the child is significantly younger than age of majority, one apparently sound approach 
is for the custodian to establish an irrevocable trust for the benefit of the UGMA/UTMA 
beneficiary, provided the trust gives a demand right window upon the beneficiary’s 
attainment of age of majority. 
 
But what if the parent is unwilling to even give the child a demand right. Perhaps, for 
example, the child does not know of the existence of this account or the parent is 
concerned that the child will exercise the demand right. What can the parent do then? 

2. Conversion to a 529 Plan or Other Assets 
 
The custodian could liquidate the UGMA or UTMA and then invest the proceeds in a 
QTP Savings Plan or other investment. Some QTP Savings Plans anticipate such 
conversions by segregating UGMA/UTMA funds and then granting to the beneficiary 
unrestricted access as to those funds upon attainment of majority. However, if the child 
uses the funds for something other than qualified higher education expenses,  
 
If the custodian invests in the custodian’s name or the name of someone other than the 
beneficiary, however, the custodian has arguably breached his or fiduciary duty to the 
beneficiary by usurping property that was the beneficiary’s. Many custodians may be 
willing to take the risk of a lawsuit filed against them by their children, but the risk is real 
and the authors are aware of at least a couple of such lawsuits.   
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V. 2503(c) Minor’s Trusts 

A. Tax Considerations 
 
To qualify for the gift tax annual exclusion, a gift must be of a present interest.51 Absent 
Crummey demand rights, a gift in trust is generally not a gift of a present interest. 
However, a minor’s trust under Section 2503(c) is a statutory exception to this general 
rule. 
 
To qualify for the annual exclusion, a 2503(c) minor’s trust must meet three 
requirements: 
 

1. The trust must give the trustee the discretion to expend trust principal and income 
for the benefit of the beneficiary before he or she reaches age 21, without 
substantial restrictions52; 

 
2. The trust principal and undistributed income must pass to the beneficiary when he 

or she reaches age 21; and  
 
3. If the beneficiary dies before reaching age 21, any remaining trust principal and 

undistributed income must be paid to the beneficiary’s estate or be subject to a 
general power of appointment.53 

 
If the trust meets these requirements, contributions of up to $11,000 per beneficiary per 
year are not subject to gift tax. If the value of the gift exceeds the gift tax annual 
exclusion in any given year, the client will have to use up some of his or her applicable 
credit amount or pay gift tax. If the transfer is also to a person two or more generations 
below that of the donor, the transfer may also incur GST tax. 
 
The donor of a Section 2503(c) minor’s trust should never serve as trustee of the trust. If 
the donor serves as trustee, the value of the trust assets will be includible in the donor’s 
gross estate for estate tax purposes.54 
 
As with all nongrantor trusts, undistributed trust income is subject to the accelerated 
income tax rates for trusts.55  

                                                 
51 IRC Sec. 2503(b). 
52 The transfer will not qualify for the annual exclusion if any “substantial restrictions” limit the trust 
trustee’s discretion. Treas. Reg. Sec. 25.2503-4(b) (1). While there is no further explanation in the Code or 
the Regulations as to what constitutes a “substantial restriction,” the IRS has taken the position that 
restrictions on the trustee can be no greater than those imposed on a guardian under state law. Rev. Rul. 69-
345, 1969-1 CB 226. 
53 IRC Sec. 2503(c); Final Reg. Sec. 25.2503-4(a) 
54 IRC Sec. 2036, 2038. 
55 Trusts reach the maximum income tax rate at only $8,900 of income. 
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B. Other Considerations 
 
The above requirements notwithstanding, a number of IRS rulings and cases have 
allowed a minor’s trust to continue after the beneficiary reaches age 21. For the trust to 
continue, however, the beneficiary must have a reasonable period of time after attaining 
21 to withdraw all of the trust principal and undistributed income.  
 
The last requirement (that if the beneficiary dies before reaching 21, the assets must be 
distributed to the beneficiary’s estate or be subject to a general power of appointment) 
may serve to defeat the purpose of the trust. If the assets are distributed to the 
beneficiary’s estate, they will likely pass via intestate succession, ending up back in the 
estate of the parent trust maker. Therefore, it is wise for the trust to grant the minor a 
testamentary general power of appointment.56 This will result in the trust assets being 
includible in the gross estate of the minor for estate tax purposes.57 
 
In the likely event that the minor does not die before reaching age 21 or, if he or she does 
die but does not exercise the testamentary general power of appointment, the trust maker 
can otherwise control distribution of the trust assets.58  
 

VI. Demand Trusts 
 
For many clients, the rigid requirements of Section 2503(c) minor’s trusts make such 
trusts unappealing. For these clients, an irrevocable Crummey-type gifting trust may be 
preferable. Demand rights convert what would otherwise be a gift of a future interest to a 
gift of a present interest, thereby qualifying the gift for the gift tax annual exclusion.59 

A. Tax Considerations 
 
To qualify transfers to the trust for the gift tax annual exclusion, the trustee must adhere 
to the strict procedure requirements for Crummey trusts: the trustee must immediately 
notify the minor beneficiary—through the child's legal guardian—that the donor has 
made a gift to the trust. The beneficiary then has a specified period of time (typically 30 
days) to demand a distribution from the trust in the amount of the gift. If the specified 
number of days lapses, the gift will stay inside the trust and continue to be governed by 
the trust terms.60 
 
                                                 
56 The IRS has ruled that a minor who dies without exercising a general power of appointment granted 
under a minor’s trust possesses a general power of appointment at death even though the minor is legally 
incompetent to create a will in which to exercise the power. Rev. Rul. 75-351, 1975-2 CB 368. 
57 Final Reg. Sec. 25.2503-4(b). 
58 Final Reg. Sec. 25.2503-4(b)(3). For a more thorough discussion of Sec. 2503(c) minor’s trusts, see 
Esperti and Peterson, IRREVOCABLE TRUSTS: ANALYSIS WITH FORMS (Warren Gorham & Lamont 1998), at 
¶ 11.02[2]. 
59  Crummey v. Commissioner 397 F.2d 82 (9th Cir. 1968). 
60 Id. 
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This demand right allows the trust maker to make contributions of up to $11,000 per 
year, free of gift and GST tax. If the trust contains multiple beneficiaries, use of hanging 
Crummey powers or separate trust shares for each beneficiary should allow transfers to 
the trust to utilize the full annual exclusion for each beneficiary.61  
 
Demand trusts also remove the trust assets from the trust maker’s estate, even if the trust 
maker acts as trustee, as long as the trust instrument limits the trustee’s discretion to 
make distributions to ascertainable standards; i.e., the education, health, maintenance and 
support of the beneficiary (and provided the trust instrument does not give the trust maker 
too much control over the trust). If a demand right beneficiary dies during the time that a 
demand right is outstanding, the amount of the outstanding demand right is includible in 
the beneficiary’s gross estate for estate tax purposes. 
 
The IRS treats the beneficiary of a demand right trust as the trust’s owner for income tax 
purposes to the extent the beneficiary holds the power to withdraw trust property, 
whether exercised or not.62 Therefore, the ownership interest of a demand right 
beneficiary will increase with each lapse of the beneficiary’s withdrawal right.63 
Alternatively, if the trust is a grantor trust,64 the trust maker is the owner of the trust for 
income tax purposes.65   

B. Other Considerations 
 
There are some additional administration issues with demand trusts because of the notices 
required when gifts are made to the trust. However, sending notices is not particularly 
burdensome. As a separate entity, the demand trust must also obtain a separate taxpayer 
identification number and file separate tax returns. 
 
The trust maker of a demand trust has wide latitude with respect to control over the 
beneficiary’s use of the property during lifetime and disposition upon the death of the 
beneficiary. Thus, clients considering Section 2503(c) trusts should alternatively consider 
demand trusts. 

VII. U.S. Savings Bonds (Series EE)  
 
The face values of Series EE bonds range from $50 to $10,000, although issue price is 
one-half the face value. A Series EE bond reaches face value no later than 17 years from 
its issue date.  

                                                 
61 See PLR 8229097 wherein the IRS suggested that contributions to each separate trust would be eligible 
for the full gift tax annual exclusion. 
62 IRC Sec. 678(a). See also Rev. Rul. 67-241, 1967-2 C.B. 225. 
63 PLR 9034004. 
64 In other words, unless the trust is a grantor trust as a result of inclusion of one or more powers contained 
in IRC Sec. 671-678.  
65 IRC Sec. 678(b). 
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A. Tax Considerations 
 
Interest earnings on Series EE bonds are exempt from state and local income taxes, but 
are subject to state and local estate, inheritance, gift, and other excise taxes.  Interest 
earnings also are subject to federal taxes unless used to pay qualified higher education 
expenses in the year of redemption.  
 
For the interest to be exempt from federal income tax, the bonds must be issued in 1990 
or later in one or both parents’ name(s), not the child’s name. In addition, the owner must 
be at least 24 years old on the first day of the month of issuance, and married owners 
must file a joint return. The tax exclusion phases out at relatively low level AGI for 
single and married owners. 
 
Bonds held after the maturity date will continue to earn interest semiannually, but only 
for another 13 years. Once the bonds reach final maturity and stop earning interest, the 
IRS requires that the owner report all the accumulated interest on his or her federal tax 
return — even if the owner does not cash them in. In other words, the owner may not 
know that the bonds have matured, but he or she could be hit with back interest and 
penalties for failure to report the income. 

B. Other Considerations 
 
Series EE bonds may be redeemed at any time after six months from the issue date. 
However, these bonds typically earn a competitive interest rate only when held to 
maturity. Furthermore, an owner who redeems a bond before it turns five years old 
forfeits the three most recent months’ interest.  
 
Series EE bonds are nontransferable and payable only to the owner, the co-owner, or a 
death beneficiary. If an owner wishes to give a Series EE bond to another, he or she must 
have it reissued in the donee’s name, although reissuance could trigger a taxable event. 
An owner cannot assign Series EE bonds or use them as collateral for a loan. 
 

VIII. Life Insurance 
 
Cash value whole life and universal life insurance policies generally give clients the 
option of borrowing against the policy’s cash value. Flexible premium universal life and 
variable universal life policies typically include the option to take partial withdrawals of 
cash value without triggering loan interest charges. 
 

A. Tax Considerations 
 
Withdrawals from a cash value life insurance policy (other than a modified endowment 
contract) are not subject to income tax until the cumulative withdrawals exceed the cost 
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basis, or the aggregate premium payments on the policy.66 Policy loans from cash value 
life insurance policies may be used to avoid current income tax on cash distributions in 
excess of cost basis.67 Policy owners may therefore take tax-free withdrawals and tax-
deferred loans to pay educational expenses (or for any other use), while the cash value 
build-up continues to grow tax-free.68 If the policy continues until death, the income-tax-
free death benefit69 will repay any policy loans; the insured’s beneficiaries will receive 
the remaining net death benefit. 

B. Other Considerations 
 
In the event of premature death, the life insurance benefit can complete the planned 
education funding. The interest rate on policy loans is typically no more than 8%, 
although the insurance company will credit 6% or more back to the cash value upon 
payment. If the owner chooses not to pay the interest in cash, automatic policy loans to 
pay the interest charge will further reduce the cash value.  
 
The flexible features of universal life and variable universal life policies are more 
suitable for cash value distributions than whole life policies.70 Of course, the amount of 
available cash from which to borrow varies, depending on the specific policy.  
 

IX. Direct Payments to an Educational Institution 
 
Another option available for education funding is for the donor to make transfers directly 
to an educational institution. Under the Code, these transfers are not subject to gift, estate, 
or GST tax.71 Therefore, prepaid tuition payments by an elderly donor can achieve a 
significant estate tax reduction. Direct payments are not deductible as a charitable 
contribution for income tax purposes, however, because they are made for a particular 
student. 
 
A donor cannot set up a trust earmarked for tuition and have contributions to the trust 
qualify as direct tuition payments—only those amounts paid directly to the educational 
institution qualify.72 Therefore, it is highly recommended that the donor make 
contributions to the school while the child is presently enrolled. If the donor wishes to 
make advance payments for numerous years’ tuition, the donor (or the parent if the donor 
is the student’s grandparent) should provide a letter to the educational institution 
confirming an agreement to also pay any future tuition increases. The payments should be 

                                                 
66 IRC §§ 72(e)(5) and 7702(f)(7). 
67 Any distribution within 15 years of issuance of the policy must be tested to ensure that it does not create 
forced-out gains under IRC Sec. 7702(f)(7).  
68 See Mintz et al., Post-EGTRRA Life Insurance Planning, 33 THE TAX ADVISER 532, (Aug. 2002). 
69 IRC Section 101(a) 
70 Whole life policies are rarely used for education funding because the annual premiums must be paid in 
cash or with dividend values at the same time distributions are needed. 
71 IRC Sec. 2503(e). 
72 IRC Sec. 2503(e). Final Reg. Sec. 25.2503-6(b)(2). 
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non-refundable.73 
 

X. Conclusion 
 
Numerous options exist for funding educational expenses. As with most planning, no one 
option is best for all clients in every circumstance. Oftentimes, a combination of options 
(such as a QTP Savings Plan combined with Coverdell ESAs or a trust-owned 529 Plan) 
will best meet the client’s objectives. Advisors who understand the options and who can 
ask the right questions are in a position to assist their clients in an area where there is a 
great demand. 
 

                                                 
73 For example, in a recent technical advice memorandum, the Service approved a grandmother’s advance 
payment of more than $180,000 for her grandchildren’s private elementary/high school tuition. Although 
the grandchildren were students at the time, the vast majority of the payments were for future years’ tuition. 
Significantly, the payments were not refundable, and the grandchildren’s father agreed that if tuition 
increased, he would pay the difference. TAM 99941013. 
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XI. Table 1: Comparison of Education Funding Techniques* 
* Originally published in the January 2003 issue of the Journal of Financial Service 
Professionals. 

Issue 529 Plans ESAs UTMA/UGMA 
Accounts 

Minor’s 
Trusts 

Demand 
Trusts 

Series EE 
Bonds 

Life 
Insurance 

Direct 
Payments 

Federal 
Income Tax 

Distributions 
not subject 
to tax if used 
for qualified 
higher 
education 
expenses. 
Otherwise, 
subject to 
income tax 
and a 10% 
penalty on 
earnings 
above basis. 

Same as 529 
Plans, plus 
income tax 
free if used 
for 
qualifying 
primary and 
secondary 
school 
expenses. 

Subject to tax, 
but investment 
flexibility may 
permit tax 
minimization. 
“Kiddie tax 
applies to income 
earned by 
beneficiary under 
14. If the 
custodian uses 
the property to 
discharge or 
satisfy a parent’s 
legal obligation 
to support or 
maintain the 
child, the income 
is taxable to the 
parent to the 
extent so used. 

Subject to 
tax, but 
investment 
flexibility 
may permit 
tax 
minimization. 

Same as 
minor’s 
trusts. 

Interest not 
subject to tax if 
used for 
qualified higher 
education 
expenses in the 
year of 
redemption. 
The tax 
exclusion 
phases out 
between 
$86,400 and 
$116,400 AGI 
for married 
owners, and 
between 
$57,600 and 
$72,600 AGI 
for single 
owners (for tax 
year 2002). 

Withdrawals 
not subject 
to tax until 
cumulative 
withdrawals 
exceed basis, 
at which 
point can use 
policy loans. 
Loans not 
subject to tax 
as long as 
policy 
remains in 
force. 
Income-tax-
free death 
benefit can 
repay loans. 

Not 
deductible 
for income 
tax 
purposes. 

State Income 
Tax 

May be 
subject to 
State tax. 

May be 
subject to 
State tax. 

Same as Federal 
income tax. 

Same as 
Federal 
income tax. 

Same as 
Federal 
income tax. 

Interest exempt 
from State tax. 

Same as 
Federal 
income tax. 

Same as 
Federal 
income tax. 

Gift Tax None if 
donor 
contributes 
no more 
than $55,000 
once every 5 
years. If 
donor dies 
before 5 
years, 
unused 
amount 
subject to 
tax. 
Beneficiary 
change not 
subject to 
gift tax if to 
a qualified 
beneficiary.  

None. Donor can 
contribute up to 
$11,000 per 
beneficiary per 
year gift tax free. 
Additional gifts 
subject to tax. 

With a 
properly 
drafted trust, 
maker can 
contribute up 
to $11,000 
per 
beneficiary 
per year gift 
tax free. 
Additional 
gifts subject 
to tax. 

With a 
properly 
drafted trust, 
maker can 
contribute 
up to 
$11,000 per 
beneficiary 
per year gift 
tax free. 
Additional 
gifts subject 
to tax. 

Series EE 
bonds are 
nontransferable 
and payable 
only to the 
owner, the co-
owner, or a 
death 
beneficiary. An 
owner who 
wishes to give a 
Series EE bond 
to another must 
have it reissued 
in the donee’s 
name, which 
could trigger a 
taxable event. 

Withdrawals 
or loans used 
to make 
direct 
payments to 
an 
educational 
institution 
are not 
subject to 
tax. 

Not subject 
to gift tax 
and do not 
count 
towards the 
gift tax 
annual 
exclusion 
($11,000) 
for the 
intended 
beneficiary. 

Estate Tax Assets 
includible in 
the named 
beneficiary’s 
estate., but 
not included 
in the 
donor’s 
estate. 

Assets 
includible in 
the named 
beneficiary’s 
estate. 

If the donor 
names himself as 
custodian and 
dies before the 
child reaches 
majority, the 
account assets 
will be includible 
in the 

If the 
donor/trust 
maker serves 
as trustee, the 
value of the 
trust assets 
will be 
includible in 
the donor’s 

A properly 
drafted trust 
removes the 
trust assets 
from the 
trust maker’s 
estate, even 
if the trust 
maker acts 

Included in the 
gross estate of 
the “owner.” 

Includible in 
insured’s 
estate if 
insured 
retains any 
incidents of 
ownership. 
Can remove 
from estate 

Not subject 
to estate tax. 
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donor/custodian’s 
gross estate. 

gross estate. as trustee, as 
long as the 
trust 
instrument 
limits the 
trustee’s 
discretion to 
make 
distributions 
for the 
education, 
health, 
maintenance 
and support 
of the 
beneficiary. 

with 
properly 
drafted ILIT. 

GST Tax Applies if 
beneficiary 
is two or 
more 
generations 
removed 
from donor. 

Does not 
apply 
because of 
$2,000 
annual 
contribution 
limits. 

Donor can 
contribute up to 
$11,000 per 
beneficiary per 
year GST tax 
free. Additional 
gifts subject to 
tax. 

With a 
properly 
drafted trust, 
maker can 
contribute up 
to $11,000 
per 
beneficiary 
per year GST 
tax free. 
Additional 
gifts subject 
to tax. 

With a 
properly 
drafted trust, 
maker can 
contribute 
up to 
$11,000 per 
beneficiary 
per year 
GST tax 
free. 
Additional 
gifts subject 
to tax. 

May apply for 
purchase of 
Bonds; limited 
to $11,000 per 
beneficiary per 
year. 

May apply if 
insurance 
held in an 
ILIT that has 
skip 
beneficiaries. 
Donor may 
have to 
either 
allocate GST 
exemption or 
pay GST tax. 

Not subject 
to GST tax. 

Certainty as 
to Law 

Subject to 
EGTRRA 
sunset 
provisions. 

Subject to 
EGTRRA 
sunset 
provisions. 

Certain. Certain. Certain. Certain. Certain. Certain. 

Investment 
Flexibility 

Limited to 
specific 
plan, but can 
roll over 
every 12 
months. 

Can switch 
investments 
within plan 
and can roll 
over to new 
plan without 
limitation. 

Limited 
flexibility with 
UGMA accounts, 
unlimited with 
UTMA. 

Limited only 
by trust 
instrument. 

Limited only 
by trust 
instrument. 

No flexibility. Some 
flexibility, 
depending 
upon the 
type of 
policy. 

Not 
applicable. 

Flexibility re 
Changing 
Beneficiary 

Can change 
tax-free 
within 
limited 
class. Plan 
may impose 
additional 
limits. 

Can change 
tax-free 
within 
limited class, 
but new 
beneficiary 
must be 
under 30.  

Cannot change 
beneficiary. 

Generally 
none, but can 
give the 
beneficiary a 
testamentary 
general 
power of 
appointment. 

Generally 
none, but 
can give the 
beneficiary a 
testamentary 
power of 
appointment. 

Series EE 
bonds are 
nontransferable. 

Potential 
problem if 
owned by an 
ILIT. 

Not 
applicable. 

Distribution 
Requirements 

Plan may 
require 
distribution 
by specified 
age. 

Must 
distribute 
when 
beneficiary 
is 30, but 
can roll over 
to a younger 
beneficiary. 

Must distribute 
by 18 or 21, 
depending upon 
State law. This is 
a major 
disadvantage of 
these accounts. 

Determined 
by the trust 
instrument. 

Determined 
by the trust 
instrument. 

Bonds held 
after the 
maturity date 
will continue to 
earn interest 
semiannually, 
but only for 
another 13 
years. Once the 
bonds reach 
final maturity 
and stop 
earning interest, 

Can be 
determined 
by the ILIT. 

Not 
applicable. 
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the IRS 
requires that the 
owner report all 
accumulated 
interest on his 
federal tax 
return — even 
if the owner 
does not cash 
them in. 

Funding 
Limits 

Determined 
by the 
particular 
Plan. Donor 
may 
contribute 
not more 
than $55,000 
once every 5 
years free of 
gift tax.  

$2,000 per 
beneficiary 
per year 
(regardless 
of the 
number of 
donors). 
EGTRRA 
raised the 
AGI limits 
for 
maximum 
contributions 
to ESAs 
from 
$150,000 to 
$190,000 for 
married 
taxpayers 
filing jointly 
($95,000 for 
single 
taxpayers). 

Effectively, 
$11,000 per 
donor per year. 
Otherwise, 
subject to gift 
tax. 

Effectively, 
$11,000 per 
donor per 
year. 
Otherwise, 
subject to gift 
tax. 

Effectively, 
$11,000 per 
donor per 
year. 
Otherwise, 
subject to 
gift tax. 

Effectively, 
$11,000 per 
donor per year. 
Otherwise, 
subject to gift 
tax. Phases out 
for higher 
income earners. 

Effectively, 
$11,000 per 
donor per 
year. 
Otherwise, 
subject to 
gift tax. 

No limit, 
but if the 
donor 
makes 
advance 
payments 
for 
numerous 
years’ 
tuition, the 
donor (or 
the parent if 
the donor is 
the student’s 
grandparent) 
should agree 
(in writing) 
to also pay 
any future 
tuition 
increases. 
Payments 
should be 
non-
refundable. 

Set up Costs Low if 
donor does 
his own 
research. 
Moderate if 
pays a 
commission.  

Low. Low. Moderate 
(trust drafting 
fee). 

Moderate 
(trust 
drafting fee). 

None. Moderate. None. 

Ongoing 
Costs/Admin. 

Varies by 
Plan. 

Varies by 
investment. 

Varies by 
investment. 

Annual 
trustee fees.  

Annual 
trustee fees 
plus 
Crummey 
notices. 

None. Varies by 
policy, but 
typically not 
more than 
8% for 
policy loans. 

None. 

Impact on 
Financial Aid 

Generally, 
Plan assets 
are 
considered 
those of the 
account 
owner (not 
the 
beneficiary, 
although the 
beneficiary 
must count 
50% of 
distribution 

Federal 
financial aid 
formula 
counts as 
assets of the 
beneficiary. 

Typically 
considered assets 
and income of 
the beneficiary. 

Governed by 
trust terms. 

Governed by 
trust terms. 

Considered an 
available asset 
of the parent. 

None. None. 
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