
The Tax Advantages of Prepaying Tuition Expenses 
 
Many families’ children are in private schools, and the expense of a private education is soaring 
annually. If parents are paying this expense themselves, the usual debate is which item must give 
in the family budget, in order to make room for tuition payments for one, maybe two, or even 
three children. In many cases, however, it is the grandparents who are paying these expenses, 
sometimes as part of their estate tax reduction plan, and sometimes simply out of the goodness of 
their hearts. They will frequently do so by giving the tuition money to their children as an annual 
gift to their children, or by paying the tuition expense directly to the school every year as the 
bills come in. 
 
As many of you already know, a direct tuition payment is more estate and gift tax efficient than a 
gift to the child, as the direct tuition payment does not count against the $14,000 annual gift that 
the parent can make to the child under current law. Even more beneficial than a direct tuition 
payment, however, is a prepaid tuition arrangement. As the school year ends and families begin 
summer gatherings, now is an optimal time to begin thinking about how this tax planning 
opportunity can be incorporated into the family’s finances and gift and estate tax planning.    
 
Perhaps a little refresher on the gift tax will be helpful here.  Gifts can generally be made in 
increments of $14,000 per person (there is no requirement that the donee be related to you, 
though that is usually the case) per year ($28,000 in the case of a married couple) without filing a 
gift tax return. Larger gifts to each person, (“taxable gifts”), although requiring a gift tax return 
filing, will not cause a gift tax to be due until your lifetime taxable gifts exceed a total of 
$5,340,000

1
. Gifts of tuition expenses paid directly to a school are not subject to these rules at 

all.
2
 Therefore, a grandparent could pay a grandchild’s tuition and make a $14,000 gift to the 

grandchild, as well as an annual gift to the child, without using any of the grandparent’s 
$5,340,000 exemption from the gift tax. Since lifetime gifts go a long way towards reducing 
federal and state estate taxes, this kind of planning preserves more of your estate for your family, 
while reducing Uncle Sam’s share of it.   
 
The tuition payment exception to the gift tax is extraordinarily valuable for grandparents and 
other relatives who are helping parents by paying their children’s annual tuition expenses. Many 
people are not aware, however, that this exception has also been approved for prepaid tuition 
covering several years of costs. Essentially, a grandparent (or other person) can make a current 
gift of several years worth of future tuition payments to a grandchild’s current private school or 
college, use no gift tax exemption, use no generation-skipping tax exemption

3
 (currently 

$5,340,000), remove the gift and the future taxable growth on those funds from their taxable 
estate, and still make an additional $14,000 annual exclusion gift to the grandchild and child in 
the same year. There is no limit on the amount of direct, prepaid tuition payments that can be 
made under this exception. The only requirements are that the payment must be made pursuant to 
a written agreement with the school, that the payments are for tuition only, and that the payments 
are nonrefundable.  Many schools have prepaid tuition plans in place, to facilitate this kind of 
planning. 
 

                                                 
1
 This exemption amount increases annually by an inflation adjustment under current law.  Changes to this law have been 

proposed by the Obama administration. 
2 Gifts of medical expenses paid directly to the provider also are excepted from the definition of taxable gifts. 
3 The Generation-Skipping Transfer Tax is, in addition to the estate and gift tax, a third tax that can apply to gifts to 

grandchildren. 



Let’s look at an example.
4
 In 1994, 1995 and 1996 $181,410 in tuition payments were made by a 

grandparent to the private school that two of her grandchildren were attending. The payments 
were for the ten academic years ending in the 2003-2004 year. The payments were made 
pursuant to a contract that provided that they were to be used only for tuition, and that they were 
nonrefundable if the children ceased attending the school. The IRS ruled that all of the payments 
were nontaxable tuition payments because they were to be used exclusively for nonrefundable 
tuition payments at a qualifying educational organization.  
 

The prepaid tuition payments in this example had the potential to save the grandparent’s estate 
approximately $100,000 in federal estate taxes, if the grandparent died when the maximum 
federal estate tax rate was 55%.

5
 There is no limit on the amount of the payments that can be 

made or the years that can be covered under the contract. The direct tuition payment exception is 
available for many types of educational organizations.   
 

The major risk to a prepaid tuition agreement is that the child will cease attending the school. 
This factor may make a phased prepaid tuition payment plan, such as the one in the example, 
advisable.    
 

Please call any member of RIW’s Trusts & Estates Group for additional information on this 
valuable planning opportunity. 
 
 
 
 
 

                                                 
4 Although a ruling on this is not necessary, these are the facts of IRS Technical Advice Memorandum 199941013, dated July 9, 

1999. A similar Private Letter Ruling, PLR-110328-O5, was issued on September 6, 2005.  These authorities apply only to the 

taxpayers involved and may not be cited as precedent. 
5 When the gifts were made the maximum estate tax rate was 55%. The maximum federal estate tax rate is currently 40%.   


