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Brain Teaser of the Month: Where is the world’s largest desert?

Answer on Page 6

Gifting is a wonderful way to help others and support friends and family if you have the means to do so.

There are some tax rules around gifting, and things to consider if you plan on giving large sums over time.
Below we discuss four options in detail: 529 college savings plans, custodial accounts, trusts and direct
gifting.

Gifting Limits:

A qift is any direct or indirect transfer to an individual where full consideration (payment) is not received in
return®. An exception to this are payments that parents make to support their minor children if the parents
have an obligation to provide support under state law. These would be general support obligations, not
gifts. There is also an exception for U.S. citizen spouses, who can make unlimited gifts to one another?.

Gifts are taxed at a maximum federal rate of 40%3, but there are several exceptions and exclusions to this.
Due to these exceptions it's unlikely that you would have to pay federal tax on your gift if the gift does not
exceed your federal gift and estate lifetime exemption amount (the “lifetime exemption”).

The first exception is called the “annual exclusion,” which is an annual amount that anyone can gift without
being subject to the federal gift tax. For 2024, you are allowed to gift $18,000 to anyone without paying
federal gift*. This limit is per person, so as an example a grandfather could gift $18,000 to each of his 5
grandchildren without using any of his lifetime exemption.

The second exception is called the “lifetime exemption.” The 2024 IRS federal gift and estate tax lifetime
exemption is $13,610,000, which means you’re allowed to gift up to $13,610,000 over your lifetime without
having to pay federal gift tax®. You should track your gifts annually by filing a federal gift tax return.
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For example, let's say you gift your daughter $50,000 in 2024. The first $18,000 is tax-free, and the
remaining $32,000 would be deducted from your lifetime exemption. It would still be federal gift tax-free,
and you would now have $13,578,000 left of your federal gift and estate tax exemption to give away over
the course of your life.

Note that the exemption amounts can change. In fact, the current amount was increased under the Tax
Cuts and Job Act of 2017 and is set to sunset at the end of 2025. At that point, if congress does nothing the
federal lifetime exemption will drop to about $5 million per person (adjusted for inflation)®.

The lifetime federal tax gift exemption limit is the same as the federal estate tax exemption (if you pass
away, the first $13,610,000 of your estate (less any lifetime taxable gifts) will pass to your beneficiaries tax-
free of federal gift and estate taxes. Assets that exceed your federal estate and gift tax exemption may be
subject to federal estate tax)’. If you think you might be subject to the federal estate tax, you would want to
maximize your annual exclusion gifts as much as possible. For example, a married couple who wants to
gift to their daughter’s family of four could gift $36,000 to the daughter ($18,000 from each parent), $36,000
to their daughter’s spouse, and $36,000 to each grandchild. This would get $144,000 out of their estate
completely federal gift and estate tax-free and without using any of their federal lifetime exemption®.

529 College Savings Accounts:

529 accounts are a great tool for those who want to give the gift of education. A 529 Plan is an education
savings account that offers federal, and sometimes state, income tax benefits. In a 529 Plan, all earnings
grow income tax deferred.

When funds are distributed from the plan, the distribution will be income tax-free as long as the funds are
used for “qualifying higher education expenses.” Qualifying higher education expenses may include tuition,
room and board, books, supplies and computers. Some states also allow 529 funds to be used for
elementary or secondary private school tuition, with some limitations.

Anyone can open a 529 Plan, regardless of age or income. Individuals can contribute up to $18,000 a year
for each beneficiary without incurring the federal gift tax. Married couples who elect to split gifts can
contribute up to $36,000 annually as annual exclusion gifts.

There is also an accelerated gift provision that allows five years of contributions to be made at once
($90,000 for an individual or $180,000 for a married couple electing to split gifts). This can be a terrific
estate planning tool, especially for grandparents who may be looking for opportunities to transfer money
out of their estates.

Contribution limits are set by each state and range from $235,000 to $575,000%2.
There will be one 529 account owner, but others may contribute to the same account for a particular

beneficiary. Since many states offer state income tax deductions for 529 contributions, donors should
consider where to hold the 529 plan account.
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For example, consider a situation where the parents live in California and the grandparents live in New
York. California does not offer a state income tax deduction for 529 contributions, but New York does. In
this case, it makes sense for the grandparent to open a New York 529 plan account and take the
applicable state income tax deduction for contribution to the plan.

In most states, the state income tax deduction or credit is only available when the 529 plan contributions
are made to that state’s 529 plan. You should consult with your tax advisor to confirm whether or not your
529 contributions qualify for a state income tax deduction and the applicable contribution deadline.

UTMA Accounts (Uniform Transfer to Minors Act):

UTMA accounts are custodial investment accounts that can hold cash, securities, and real estate. These
accounts are owned by the minor child, and typically name a parent or guardian as the custodian.

There are several things to be aware of when contributing to a UTMA account. First, anything given is
irrevocable and considered a complete gift to the child. Any funds withdrawn from a UTMA account must
be used for the benefit of the minor, and once the child reaches the age of majority (usually between age
18-21 depending on the state), they are entitled to the funds. Therefore, there is no guarantee that the child
will use the UTMA money for college.

Second, a UTMA can affect the child’s ability to obtain financial aid. Since the child is considered the
account owner, a UTMA account will be assessed up to 20% on FAFSA (Free Application for Federal
Student Aid) and 25% on the CSS profile (another financial aid application, used in addition to the FAFSA
by about 200 colleges)*?. For comparison, a 529 account for the benefit of the child owned by the parent
would only be assessed up to 5.64% and a 529 plan owned by a grandparent is not assessed at all.

Also, keep in mind that the earnings in UTMA accounts are fully taxable each year. For this reason, we
often urge parents and grandparents to consider an income tax-advantaged 529 plan if they know for
certain the money will be used for college expenses. UTMA accounts are better suited for gifts that will be
used for other purposes (first car, summer camp, etc.). If significant annual gifting to the minor child is
planned over many years, a trust may be more appropriate than a UTMA.

Finally, if the custodian of the UTMA account was the donor who created the account dies, the assets in
the UTMA may be includable in the donor-custodian’s estate. For this reason, it is not usually advisable for
a grandparent to be the custodian of their grandchild’s UTMA account.

Trusts:
Trusts are a great option for many families. If you're planning to give a large gift, the trust ensures that the

child will not have free rein to the funds at age 18 or 21 like they would in a UTMA. We often remind clients
that if you start gifting $18,000 per year to a child at age 1, and you do that every year, by age 18 the
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account would reach $300,000 without even considering investment growth. That is a lot of money for even
the most responsible child to handle.

Depending on their structure, trusts can also offer protection against future creditors, lawsuits and divorce.
This is because anything gifted is owned by the trust and not the child directly. Many families choose to gift
their wealth to the next generation via trust for this reason.

A trust is set up to have a beneficiary and a trustee. The child is the beneficiary, and the trustee oversees
the assets within the trust. Any time the beneficiary wants to withdraw money they would have to go to the
trustee for approval. Some people choose to have a family member as the trustee, and may allow the child
to become their own trustee at a certain age. As you're setting up a trust, you can decide how much
flexibility to give the recipient.

You could also name a corporate trustee. A corporate trustee is a bank or trust company that acts as the
trustee of the trust. Some families choose a corporate trustee if there’s no one able and willing to serve as
trustee, or to prevent future conflicts.

There are two main types of trusts for minors where annual exclusion gifts are commonly used. A common
option is a Crummey Trust whereby the child has a right to withdraw the gift each time it is made. Each
year when the gift is deposited, a Crummey Letter is prepared by the Trustee to notify the beneficiary of
their right to withdraw it. The right of withdrawal usually has a time limit such as 30 days. Once that time
has elapsed, the gift becomes part of the trust's assets!4.

The other type of trust commonly used for minors is a 2503(c) trust that does not require the annual
Crummey notice when a gift is made. Generally, a trust meets the requirements of Internal Revenue Code
section 2503(c) if (1) the trustee has the power to expend the trust property and income for the child's
benefit until the child attains age 21; (2) the child must receive the trust property at age 21; and (3) the trust
property must go to the child's estate (or as the child appoints in a testamentary power) in the event of the
child's death before age 21.

Depending on how the trust is set up, the income taxes may flow to the grantor, the beneficiary or the trust
itself. In some cases, a trust will be required to file a separate income tax return. A trust would also need to
be disclosed on the FAFSA, and is given the same treatment as a UTMA®,

It should be noted that there can be some downsides to gifting to a trust. While opening a 529 account or
UTMA is very straightforward, a trust is more complex and requires engaging legal and tax advisors.
Giving Directly — Tuition & Medical Payments®:

There is another exception to the federal gift tax that isn’t as widely known. When you pay directly for

someone’s tuition or medical bills, they are excluded from federal gift tax and are not counted toward your
federal lifetime exemption amount.
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You can pay tuition and medical bills for anyone. The only rule is that they must be paid directly to the
medical provider or the educational institution.

Tuition can be for any grade level, from private preschool to college. It is for tuition only, so expenses like a
living expenses or books would not count.

Medical payments are considered to be medical insurance, prescription drugs or bills from a medical
provider. For example, orthodontic work is something that a grandparent may want to pay directly for the
grandchild.

Gifting Strategies:

There are two things to consider when gifting. First, what is the purpose of the qift? If the goal of the gift is
education, then a gift to a 529 plan is typically the best option. Second, what is the amount you plan to give
and how will this add up over time? As mentioned above, small gifts of $1,000 per year can be added to a
UTMA without much thought, but larger gifts might be better in a trust structure.

If you might be subject to federal estate tax, you will definitely want to maximize annual gifts but you might
also consider direct gifts (tuition and medical payments). For example, let's say you've gifted every year to
a trust for your grandchild and they’re about to enter college. Instead of using the trust for college
expenses, you could pay the tuition directly. This would move more funds out of your estate without using
your federal lifetime exemption, and keep the trust intact.

If you have any questions or would like to discuss, please feel free reach to out to us. Always consult with
your tax advisor on decisions that may impact your taxes.

All the best,
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Disclaimers:

Morgan Stanley Smith Barney LLC (“Morgan Stanley”), its affiliates and Morgan Stanley Financial Advisors or Private Wealth
Advisors do not provide tax or legal advice. Individuals should consult their tax advisor for matters involving taxation and tax
planning and their attorney for matters involving trusts, estate planning, charitable giving, philanthropic planning or other legal
matters.

The 529 Plan Program Disclosure contains more information on investment options, risk factors, fees and expenses, and potential
tax consequences. Investors can obtain a 529 Plan Program Disclosure from their Financial Advisor and should read it carefully
before investing. Investors should also consider whether tax or other benefits are only available for investments in your home
state 529-college savings plan.

Morgan Stanley Smith Barney LLC does not accept appointments nor will it act as a trustee but it will provide access to trust
services through an appropriate third-party corporate trustee.

Information contained herein has been obtained from sources considered to be reliable, but we do not guarantee their accuracy or
completeness.

Morgan Stanley Smith Barney LLC. Member SIPC.
CRC 4736334 08/2025

Sources
1. “Frequently Asked Questions on Gift Taxes” — IRS.gov
“Frequently Asked Questions on Gift Taxes” — IRS.gov
“Tax Computation” — pwc.com
“Frequently Asked Questions on Gift Taxes” — IRS.gov
“Estate Tax” — IRS.gov
“Estate and Gift Tax FAQs” — IRS.gov
“Estate Tax” — IRS.gov
Contributions between $18,000 and $90,000 ($36,000 and $180,000 for married couples electing to split gifts) made
in one year can be prorated over a five-year period without incurring federal gift tax or using your federal gift tax
exemption amount by filing an election on a timely filed federal gift tax return, Form 709. Please consult your tax
and/or legal advisor for guidance.
9. “Maximum 529 Plan Contribution Limits by State” — savingforcollege.com
10. “How 7 Different Assets can Affect your FAFSA and Financial Aid Eligibility” — savingforcollege.com
11. *Using trusts to shift income to children” — thetaxadviser.com
12. *Using frusts to shift income to children” — thetaxadviser.com
13. “Trust Funds and Financial Aid” — finaid.org
14. “Frequently Asked Questions on Gift Taxes” — IRS.gov
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