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This article presents an alternative
perspective to a portion of the top-
ic discussed in the “Estate and

Trust Forum” article in the November
2005 issue of The Colorado Lawyer. “Re-
taining Control of Gifts to Minors:UTMA
and IRC 2503(c) Trust Options,”1 writ-
ten by Constance D. Smith, provided an
overview of accounts created pursuant
to the Uniform Transfers to Minors Act
(“UTMA”)2 and Internal Revenue Code
(“IRC” or “Code”) § 2503(c) trusts,3 and
discussed steps parents, donors, custodi-
ans, and trustees could take to provide
continued asset protection after the ben-
eficiary reaches the age of 21 and the ac-
count or trust terminates.

The November article included a dis-
cussion of a difficult issue that often
arises in practice: What to do about as-
sets held in trust when there is concern
about the maturity and reliability of the
beneficiary who is about to reach the age
of 21.4 One of the techniques suggested
is having the trustee, prior to the benefi-
ciary’s twenty-first birthday, transfer the
trust assets to a family partnership in
exchange for an interest in that partner-
ship.The effect of this may be to convert
what otherwise would be a liquid pres-
ent interest in an asset to an illiquid,
perhaps fractional, interest in an entity
that may have a lengthy duration.

Whether there are potential breach of
fiduciary issues when a custodian or
trustee engages in such a course of ac-
tion is a matter of some debate. This ar-
ticle provides a different perspective to

that presented in the November article
and discusses the fiduciary issues that
may arise when account assets are
transferred to an interest in a family
partnership.5

UTMA Accounts and
2503(c) Trusts

UTMA accounts are one of several de-
vices commonly used to make gifts to
minors and simultaneously allow the
donor to qualify for the federal gift tax
exclusion. Under UTMA, donors may
create a kind of statutory account, which
allows the gifted funds to be invested,ac-
cumulated, and distributed to or for the
benefit of the minor beneficiary before
he or she reaches the specified age,
which is normally 18 or 21.6

An alternative to UTMA accounts is
the use of IRC § 2503(c) trusts.A 2503(c)
trust is an individually drafted trust es-
tablished for the sole benefit of a minor.
This device also qualifies for federal gift
tax exclusion treatment and must ter-
minate when the beneficiary turns 21.

There are some differences between
UTMA accounts and 2503(c) trusts. An
UTMA account is, for income tax pur-
poses, considered the alter ego of the mi-
nor, and the income is taxed under the
minor’s own personal social security
number.7 A § 2503(c) trust is a separate
tax-paying entity with its own taxpayer
identification number.8 Also, if the minor
beneficiary has a one-time withdrawal
power over all assets of the 2503(c) trust
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at age 21, and does not exercise that pow-
er, the trust may provide that it will con-
tinue until some later age of the benefici-
ary.9 An UTMA account cannot be so ex-
tended.

Transfers to 
Family Partnerships

From time to time, the question arises
as to whether there are ways of extending
the protection of account or trust assets,
most often when the donor, often a parent
or grandparent, has second thoughts
about the maturity and responsibility of
the young adult who is to receive the
funds outright when reaching the age of
21.10 One technique for providing contin-
ued asset protection is for the custodian or
trustee to create a family limited partner-
ship or limited liability company11 and
transfer the account or trust property to
the new entity in exchange for units of
ownership in the new entity. The custodi-
an, trustee, or another party designated
would control the new entity. The mem-
bers of the entity would have limited
rights to withdraw assets or terminate

the entity, and the entity could continue
for many years. The practical effect of
such an arrangement would be to extend
the period of asset protection for a num-
ber of years beyond the date when the ac-
count or trust otherwise would termi-
nate.12

A rationale for this approach is often
based on the language of the Uniform
Custodial Trust Act (“Uniform Act”),13

which gives the custodian broad powers to
manage and invest custodial property.
The original version of the Uniform Act
was the Uniform Gift to Minors Act
(“UGMA”), which was adopted by the
Conference Commissioners on Uniform
State Laws (“Conference”) in 1956. In
1965 and 1966, the Conference revised
UGMA to broaden the kinds of property
that could be transferred into an UGMA
account, and to allow a broader range of
fiduciary investments.

These earlier statutes provided a “laun-
dry list” of fiduciary powers, which ar-
guably included the power to acquire
partnership interests. The theory was
that because partnership interests were
listed as permissible holdings, obtaining

such interests was permitted. In 1986, the
Conference revised the Uniform Act and
titled it the “Uniform Transfers to Minors
Act.” The UTMA section regarding pow-
ers of custodians provides: “A custodian
acting in the custodial capacity, has all of
the rights, powers and authority over cus-
todial property that unmarried adult
owners have over their own property, but
a custodian may exercise those rights,
powers and authority in that capacity on-
ly.”14

What is critical, however, is the follow-
ing section, which provides: “This section
does not relieve a custodian from liability
for breach of section 11-50-113.”That sec-
tion, dealing with care of custodial proper-
ty, provides:

In dealing with custodial property, a
custodian shall observe the standard of
care that would be observed by a pru-
dent person dealing with the property
of another and is not limited by any
other statute restricting investments by
fiduciaries. If a custodian has a special
skill or expertise or is named custodian
on the basis of representations of a spe-
cial skill or expertise, the custodian
shall use that skill or expertise.15

The essence of this provision is that a cus-
todian is a fiduciary and that the exercise
of custodial powers must be in a fiduciary
capacity, subject to fiduciary standards.

This provision is consistent with tradi-
tional trust law.16 The traditional primary
duties of a fiduciary are: (1) the duty of
care or prudence; (2) the duty of undivided
loyalty; and (3) the duty of impartiality.
The fiduciary standard under UTMA par-
allels the Uniform Probate Code17 and
states the standard for the custodian’s du-
ty of care or prudence.

The transfer of a property interest that
the beneficiary otherwise would receive at
the age of 21 into a family partnership or
other entity creates several problems in
connection with the custodian’s duty of
care and prudence. Initially, the transfer
would deprive the minor of the benefit of
outright ownership and control of proper-
ty interest, apparently contrary to the pol-
icy of UTMA, which provides for termina-
tion at the age of 21.

Also, the transfer would violate the nar-
rower common law rule against a trustee
burdening trust property interests in a
manner that extends beyond the time pe-
riod for termination of the trust. When
considering such a transfer, the custodian
should consider: (1) the probable duration
of the trust; (2) the length of the term of
the investment, for example the maturity
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date if any, or the callability or redeema-
bility, if any; and (3) the marketability of
the particular investment.18 When the
trust will terminate on a certain date, the
custodian generally should not transfer
the trust assets to a vehicle that cannot be
converted to cash on the termination
date.19 When the trust will terminate in a
short period of time, such as within one or
two years, the trustee should not transfer
the funds into a long-term investment,
such as a mortgage; however, investing in
marketable, long-term bonds likely is ac-
ceptable because they could be sold and
thus can be easily converted to cash.20

The transfer of assets to a family part-
nership or other entity would, in effect, de-
stroy the marketability or alienability of
the beneficiary’s interest. For example, if
UTMA or 2503(c) trust assets that were
contributed to the new entity were mar-
ketable stocks and bonds, the beneficiary
would end up with a non-controlling, pos-
sibly minority interest in a new entity.
Such an interest is unlike, for example, a
real property interest, which is partition-
able or saleable, and virtually every state
provides a statutory partition remedy in
connection with undivided interests in real

estate.An interest in a family partnership
is not partitionable or saleable, and the
custodian’s transfer of marketable assets
into a fractional, non-marketable interest
in an entity may be contrary to the policy
in favor of maximum alienability and
marketability of property interests.

Often, the motivation for the custodi-
an’s transfer of assets to a family entity is
the desire for continued control of the as-
sets on the part of the trustee, donors, or
other family members. These individuals
may have their own ideas as to how the
property should be managed in the long
run, even after the beneficiary reaches the
age of 21, ostensibly for the benefit of the
beneficiary. Arguably, this is contrary to
the custodian’s duty of undivided loyalty
to the beneficiary.

The general policy of the law in Colo-
rado appears to indicate a preference for
outright ownership of interests in proper-
ty and free alienability or transferability
of such interests. For example, Colorado
statutory partition law allows the owner
of a fractional interest in property, includ-
ing the owner of a minority interest, to
bring a statutory action to partition or di-
vide the property so that the concerned

owner may have an outright ownership
interest.21 Often, where the property can-
not easily be divided, the property will be
sold by a commissioner or commissioners
in partition and the proceeds from the
sale will be divided among the owners. In
the probate context, this partition right is
included among the distributive powers of
the personal representative of an estate;
the personal representative may partition
or physically divide property in connec-
tion with the distribution of an estate.22

Creating a New Entity
In 2002, the Colorado legislature enact-

ed CRS § 15-1-702,which provides, in part:
(2) Any fiduciary acting under a will or
trust instrument that evidences an in-
tent to retain an interest in a family
business may maintain the interest in
any form of entity or successor entity.
Such a successor entity may be formed
by consolidation, merger, acquisition, or
other combination and shall be consid-
ered the same enterprise for purposes
of maintaining the interest in the fami-
ly business where the interests of the
beneficiaries in the successor entity are
substantial.
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(3) Except as otherwise provided in the
instrument under which the fiduciary
is acting:
(a) A fiduciary may proceed as provided
in this subsection (3) with the forma-
tion of such a successor entity where
the fiduciary believes in good faith that
the formation is on a favorable basis
considering only the overall interests of
the beneficiaries including the mainte-
nance of a substantial interest on the
part of the beneficiaries in the enter-
prise and the value of such interest in
the long term. . . .
This statute requires notice and court

order to create such an entity. It also re-
quires the existence of a family-owned
business or enterprise and a finding that
the testator or settlor intended that the
family business or enterprise continue in
operation. The court must, in effect, find
that a benefit will result from continuity
or creation of control that outweighs the
harm to the beneficiary that will result
from the loss of control over and transfer-
ability of assets upon termination of the
account or trust.

Although this probate statute does not
specifically apply to UTMA accounts or
2503(c) trusts, the policy considerations
are the same. Courts might consider it by
analogy when deciding cases where a cus-
todian or trustee transfers account or
trust assets to an entity such as a family
limited partnership.

Remedies
In the event the beneficiary prevails in

an action against the custodian or trustee
for breach of fiduciary duty, several reme-
dies are available, including removal and
surcharge.The surcharge remedy may in-
volve the payment of damages by the cus-
todian or trustee from his or her individ-
ual assets to compensate the beneficiary
for damages.23

Other Options for 
Extending Control

When continued asset protection is de-
sired, several options are available to cus-
todians, trustees, donors, and family
members. Which option is best in a given

situation will depend on the extent of the
beneficiary’s limitations. One approach is
simply to do nothing and continue with
the status quo beyond the beneficiary’s
twenty-first birthday. However, failing to
advise the young adult of his or her rights
on termination of the account or trust
presents several problems. Unless the
custodian or trustee also prepares the
beneficiary’s income tax returns and has
authority to sign them, the beneficiary
likely will be alerted that these assets ex-
ist when he or she reviews and signs the
income tax returns. This “benign neglect”
approach also postpones the inevitable
day of accountability to the beneficiary
and can be considered a breach of fiduci-
ary duty.

Another approach is similar to the
method of extending a 2503(c) trust. The
custodian or trustee can obtain the bene-
ficiary’s consent to continued manage-
ment of the assets, perhaps in the form of
a new revocable trust with restrictions.

If the beneficiary has a serious disabili-
ty that would meet the criteria for the ap-
pointment of a conservator under the
state’s protective proceeding statute,24 the
custodian, trustee, or other interested per-
son could petition the court for the estab-
lishment of a conservatorship or other
protective arrangement. An interested
party could request the court not to im-
pose a full, plenary custodianship, but
rather to approve a single transaction
that could be tailored to extend the period
of the custodial trust protection for an ad-
ditional term of years.25

Conclusion
The transfer of custodial trust assets in

exchange for an interest in a family entity
also is discussed in several other articles,
most of which take the general approach
that if nothing is ventured, nothing is
gained in connection with the conversion
of the custodial trust asset into a family
entity unit.The general consensus is that,
although such transfers may not be strict-
ly permissible under state law, it is likely
that the beneficiary may not be aware of
the transfer of assets and may not com-
plain and that, in the worst case, the

transaction simply may be invalidated.
However, serious breach of fiduciary duty
issues may arise when a custodian or
trustee transfers account or trust assets
to a family partnership interest.
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