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At Price & Farrington,
F
PLLC we
work closelly with our
professiona
al colleagues to help
our clients plan, protectt and
pass their legacies to th
heir loved one
es through
caring and confidential counseling.
c

As a result,
r
savin
ng for colleg
ge is
often the most siignificant sa
avings
goal for
f adults fa
acing colleg
ge costs in
the future, particularly in light of
many clients' dep
pleted portffolio and ho
ome valuess. Thus it is no surprise
e that
adviso
ors who understand all of the opttions bring significant
s
v
value
to the
eir clients.
This isssue of The
e Wealth Counselor exxamines se
everal altern
natives to 529
5 plans,
includ
ding their ad
dvantages and
a disadvantages.
Life In
nsurance
A cassh value whole life or universal
u
life
e insurance
e policy gen
nerally gives its ownerr
the op
ption of borrrowing aga
ainst the policy's cash value. Flexxible premiu
um
univerrsal life and
d variable universal
u
life
e policies tyypically include the option to take
e
partial withdrawa
als of cash value witho
out triggerin
ng loan inte
erest charge
es.
Withd
drawals from
m a cash va
alue life insurance poliicy (other th
han a modiffied
endow
wment conttract) are no
ot subject to income ta
ax until the cumulative
e
withdrrawals exce
eed the cosst basis or the
t aggrega
ate premium
m paymentss on the
policyy. Policy loa
ans from ca
ash value liffe insurance
e policies may
m be used
d to avoid
curren
nt income ta
ax on cash distribution
ns in excess of cost ba
asis. Policyy owners
may therefore ta
ake tax-free withdrawals and tax-d
deferred loa
ans to pay
educa
ational expe
enses (or fo
or any other use), while the cash value build
d-up
contin
nues to grow
w tax-free. If the policyy continuess until death
h, the incom
me tax-free
death benefit will repay anyy policy loan
ns and the policy's ben
neficiaries will
w receive

the remaining net death benefit.
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% and typically 3/4 or more of each interest payment made is added to the
policy's cash value. If the owner chooses not to pay the interest when due,
automatic policy loans to pay the interest charge will further reduce the policy's
cash value.
Planning Tip: Clients should consider the use of flexible, permanent insurance
to fund higher education or provide liquidity in the event of a breadwinner
parent's premature death.
Planning Tip: If owned by an irrevocable trust, life insurance can be gift tax-free
and estate tax-free yet serve many planning purposes in addition to funding
education.
Coverdell Education Savings Accounts (ESAs)
Education Savings Accounts, formerly Education IRAs, were of little significance
until passage of the Economic Growth and Tax Relief Reconciliation Act of 2001
(EGTRRA). EGTRRA made four major changes that made ESAs more attractive
and useful:
1. Increased the maximum annual contribution limit from $500 to $2,000 per
beneficiary;
2. Increased the AGI limits for maximum contributions to these accounts to
$190,000 for a married couple filing jointly and $95,000 for single
taxpayers;
3. Allowed a donor to make contributions to an ESA and a 529 plan for the
same beneficiary in the same year; and
4. Allowed ESAs to be used to fund primary and secondary school.
Contributions to an ESA cannot be made after the beneficiary reaches age 18
and the class of possible successor beneficiaries is limited to the beneficiary's
immediate family and first cousins.
Planning Tip: Clients should consider contributions to both 529 plans and
Education Savings Accounts for the same beneficiary in the same year, to cover
educational expenses of primary through higher education.
Planning Tip: ESAs vary significantly by administrator. It is critical that the
advisor carefully review the terms of the particular ESA plan in question.
UGMA/UTMA Accounts
The simplest form of education savings vehicles, and therefore quite common, is

an account created under the Uniform Gift to Minors Act (UGMA) or its
successor, the Uniform Transfer to Minors Act (UTMA), in the child's state. While
simple and inexpensive, there are considerable disadvantages to UGMA
and UTMA accounts.
The concern most expressed by clients is that a gift made to an UGMA or UTMA
account long ago is about to vest absolutely in a beneficiary who could be
damaged by receiving that much money. It is common for neither the custodian
nor the donor to have thought about that possibility when the account was
established. Only later do they come to understand the consequences of being
unable to change the beneficiary and the custodian's obligation to deliver the
balance of the account outright to the beneficiary when he or she reaches
the age of majority (18 or 21, as defined by state law). For a beneficiary
receiving needs-based government benefits, the required outright distribution
may cause their loss until the UGMA/UTMA funds are gone. For an immature
beneficiary, the distribution can cause other problems.
Until the beneficiary reaches majority, the custodian has a fiduciary duty to spend
the income or principal for the benefit of the minor. That means that the funds
cannot be safely diverted to eliminate or reduce the approaching danger without
court approval unless the child consents after reaching age 18.
Planning Tip: UGMA and UTMA accounts are the simplest education savings
vehicles, but upon attaining the age of majority, the beneficiary has the absolute
right to the account and can spend it as he or she pleases, not limited to
education.
Planning Tip: On learning that your client is contemplating an UTMA gift or that
your client is an UGMA/UTMA custodian, immediately discuss the potential
problems with the client and alternatives for funding future expenditures for the
child's benefit, such as demand trusts (discussed below) and 529 plans.
The "kiddie tax" may also come into play for beneficiaries who are younger than
18 (it previously applied only to beneficiaries younger than 14) or younger than
24 and a student. With the kiddie tax, if the parents claim a child as a dependent
and the child is under 18 or under 24 and a student, all of that child's unearned
income above $950 in 2009, including UGMA or UTMA income, will be taxed at
the parent's income tax rate, whether or not the parent is the custodian.
Planning Tip: The "kiddie tax" applies to UGMA and UTMA accounts if the
beneficiary is under 18 (or is a student under 24) and has unearned income
greater than $950 in 2009. If the "kiddie tax" applies, the child must complete and
attach IRS Form 8615 to his or her income tax return and pay income tax at the
parents' income tax rate.
While a transfer to a minor under UGMA or UTMA constitutes a completed gift for

federal gift tax purposes at the time of the transfer, if the donor names himself or
herself as custodian of the account and that person dies 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.
Planning Tip: A donor should not name himself or herself as custodian of the
UGMA or UTMA account to keep the account assets from being included in the
donor's estate for federal estate tax purposes.
Demand Trusts
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 $13,000 gift tax annual
exclusion. To qualify, the trustee must adhere to the strict procedure
requirements for Crummey trusts: the trustee must notify the minor beneficiarythrough the child's legal guardian-that the donor has made a gift to the trust and
give the beneficiary the trust-specified period of time (typically 30 days) to
demand a distribution from the trust up to the amount of the gift. If the demand
right lapses, the gift will stay inside the trust and continue to be governed by the
trust terms.
This demand right allows the trust maker to make contributions of up to $13,000
per year, free of gift tax and possibly generation-skipping transfer (GST) tax.
Demand trusts 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 health,
education, 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.
Planning Tip: A demand trust is a flexible savings vehicle for education
expenses and other expenses set forth by the trust maker in the trust agreement.
While typically funded with life insurance, the trust maker can also fund a
demand trust with other assets.
Direct Payments to an Educational Institution
Another educational funding option is for the donor to make transfers directly to
an educational institution. Under the Internal Revenue Code, these transfers are
not subject to gift, estate, or GST tax. Therefore, prepaid tuition payments by a
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.

Since only direct payments to the educational institution qualify, 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 (and the parent(s) if the donor is the student's
grandparent) should enter into a written agreement with the educational
institution providing that the prepayments are non-refundable. In a 1999
Technical Advice Memorandum, the IRS used as an example a situation where
the beneficiary's parent also agreed to pay any tuition and fee increases.
HEETs (Health and Education Exclusion Trusts)
Health and Education Exclusion Trusts are trusts designed specifically to take
advantage of the gift tax-free and GST tax-free nature of direct payments to
providers for a beneficiary's health and education expenses. With this type of
trust, the donor transfers property to a trust carefully drafted to be exempt from
GST tax. Oftentimes the donor establishes the trust in a jurisdiction that permits
perpetual trusts, because, once exempt from GST tax, the trust can pay direct
health and education expenses for grandchildren and their descendants without
anyone ever having to pay the onerous GST tax (a tax at the highest federal
estate tax rate, currently 45%).
To prevent imposition of GST tax, a HEET must have a charitable beneficiary or
beneficiaries with a significant interest that is not separate from the noncharitable beneficiaries' interest.
Planning Tip: The charitable beneficiary requirement of the HEET makes it an
unattractive choice for clients who are not charitably inclined or do not have
taxable estates and a desire to fund future generations' health and education
expenditures.
Impact on Financial Aid
For many clients, the availability of financial aid plays a role in the planning
process, because assets placed in the student's name may reduce (or even
eliminate) the amount of otherwise available financial aid. The need-based
financial aid rules state that 5% of the parent's assets (special rules determine
this amount for financial aid purposes) and 35% of the child's assets are
available for education. Therefore, shifting assets from the parent to the student
through the use of UGMA/UTMAs, ESAs and 529 plan distributions may reduce
the student's need-based financial aid. Alternatively, life insurance should not
impact need-based aid, whereas a demand trust will, depending upon the child's
access through the trust terms.
Planning Tip: Consider strategies that avoid shifting assets to the student to
prevent reduction of need-based financial aid.

Conclusion
There are numerous education savings options. Most often, the "right" choice for
the client will depend upon his or her unique goals and objectives. It is therefore
incumbent upon the planning team to help the client determine those objectives
and advise accordingly.
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