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BusiNEss & TAX PLANNING IDEAS for OUR CLIENTS and FRIENDS

Tax-Favored Ways To Build an
Education Fund

As a new school year begins, parents’ thoughts
may turn to soaring education costs. Parents
of youngsters must start building their col-
lege funds as soon as possible. Grandparents
who want to help their grandchildren also
should begin early. The power of compound-
ing can be extraordinary, especially if you
start saving when children are infants. Launch
your funding early and you’ll have 17 or 18
years to accumulate money for college.

Popular plans
One well-known funding option is a Section
529 plan, named after a portion of the tax
code. Most states offer these plans.

Some state plans are investment plans,

which carry -the risk that the investment will |

decrease in value. Others are prepaid tuition
plans, which offer protection: the individual
state will pay for tuition at a state public
school. Prepaid tuition plans are designed to
provide an investment return that keeps up
with increases in tuition levels.

In addition, the Independent 529 Plan,
administered by TIAA-CREF, offers a prepaid
tuition plan that can be used at 263 private
colleges around the U.S. You don’t have to
select a college in advance.

“Our plan is the only national 529 plan,”
says Nancy Farmer, president of the Indepen-
dent 529 Plan. “People who purchase a
tuition certificate from us know that the value
of that certificate will increase at the same

IN THIS ISSUE

SPECIAL ISSUE:
Coping With Soaring
Education Costs

Make the Most of Financial
Aid Opportunities PP. 2-4.

Cash in on Higher
Education Credits
P.4

Near-Campus Housing Can
Be a Smart Investment
PP.4-5

Education Tax Breaks Can
Continue After You Graduate
PP.5-6

(CPAJ

America Counts on CPAs

rate as college tuition.” When a student is
accepted by and enrolls at a participating
college, the appreciated value of the tuition
certificate can be redeemed.

Why 529 is the magic number
The advantages of 529 plans are impressive.
Any earnings inside the account are tax free,
and withdrawals are tax free if the money is
spent on higher education. There are no
income limits on 529 contributors and no
phaseouts. Some 529 plans allow you to con-
tribute many thousands of dollars per student.
These tax advantages are now permanent.
Recent tax legislation extended the so-
called “Kiddie Tax” to youngsters through
age 18, as of 2008, and through age 23 for
full-time students. For individuals aged 18
through 23, the Kiddie Tax will not apply if
their earned income exceeds one half of their
support. This law makes family income shift-
ing for tax purposes via custodial accounts less
attractive and enhances the appeal of 529 plans.
If one child doesn’t spend the money
for college, you can roll the account into the
name of a related individual tax free. For
example, if your daughter turns out to be
a star basketball player and receives a full
scholarship, you can transfer her Section 529
account to her younger brother, maintain-
ing the tax-sheltered buildup.

You can research 529 plans at the Col-
lege Savings Plans Network’s Web site, www.
collegesavings.org. Another excellent Web
site for details on 529 plans is www.
savingforcollege.com.
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Savvy supplement

Education IRAs, now known as Cover-
dell educational savings accounts (ESAs),
offer another way to set aside money
for children’s education. Coverdell ESAs
limit contributions to $2,000 per stu-
dent per year, so in most cases they won'’t
fully finance a college education. Never-
theless, they can supplement a 529 plan.

A Coverdell ESA’s tax treatment is
similar to a 529 plan’s. Inside a Cover-
dell ESA, the investment buildup isn't
taxed. Nor is there any tax when money
is withdrawn to pay school bills.

Money held in a Coverdell ESA can
be used to pay all types of education
expenses, starting in kindergarten. These
accounts can be used, tax free, for a
wide variety of educational expenses,
including private school tuition, tutor-
ing, and appropriate software.

A Coverdell ESA is self-directed. You
can shoot for higher returns with spec-
ulative investments if you wish or pur-
sue an ultra-low-cost strategy.

Living with the limits
Married couples with an adjusted gross

income (AGI) over $220,000 cannot
fund Coverdell ESAs, while those with
an AGI of $190,000 to $220,000 are lim-
ited to less than the $2,000 maximum.
For single taxpayers, the upper limitis a
$110,000 AGI while the phaseout range
is $95,000 to $110,000.

In reality, these income limits may
have little or no impact because any
number of people can contribute to
your child’s account. If you and your
spouse are over the limit, each of four
grandparents can add $500 per year,
assuming their AGIs are under $190,000
(if married). In fact, the Coverdell ESA
may be established in the child’s name,
and funds can come from his or her
custodial account.

Nice for newborns

The bottom line is that a Coverdell
ESA may be especially valuable when
the account is fully funded from a
child’s birth. If the child’s family adds
another $2,000 each year, the ESA
may be worth a substantial amount by
the time he or she is in high school.
Then the money can be tapped for

education-related expenses, tax free,
or the buildup can continue until the
child is in college.
s

Cloudy future
Although 529 plans have received perma-
nent tax breaks, the same treatment was
not extended to Coverdell ESAs. Thus,
Coverdell ESAs are in jeopardy of regain-
ing their prior tax treatment after 2010.

The result of. this- backward-step |
would be that Coverdell ESAs would
no longer offer funding for K-12
expenditures, and Coverdell ESA with-
drawals might put some other educa-
tion-related tax breaks off limits for
that year. But don't give up on Coverdell
ESAs: tax-free transfers to 529 plans
are permitted.

Plans Network

Make the Most of Financial
Aid Opportunities
When you're deciding how to help fund

i a college education for a child or a grand-

child, the prospect of financial aid can
affect your plans. Using a Uniform
Gifts to Minors Act or Uniform Trans-
fers to Minors Act custodial account
can reduce the amount of college
financial aid a student will receive.

Higher math
Under the federal financial aid formula,
student-owned assets are assessed at a
20% rate. That number is down from
35% as of 2007.

Thus, a youngster with $10,000in a
custodial account will be expected to
use $2,000 (Z0%) toward the “expected

family contribution” to college costs.
Parent-owned assets are assessed no
higher than 5.64%. Thus that same
$10,000—in the parents’ name—will be
assessed no higher than $564. (Student
income is assessed slightly higher than
parent income t0o0.)

The higher the expected family
contribution, the lower the need for
aid, under those rules. Thus, moving
$10,000 worth of assets from a parent
to a student can result in an assess-
ment increasing from $564 to $2,000
and a $1,436 decrease in potential aid.
Shifting larger amounts from parent
to child will result in larger losses of
potential aid.

A bird in the hand
Despite this drawback, some families

|

may be well served by putting some
money into custodial accounts. If par-
ents have an above-average net worth
and household income, their student
may not receive any significant need-
based financial aid.

Therefore, they can gain tax advan-
tages by shifting some assets into cus-
todial accounts. In 2007, youngsters
under age 18 may have up to $1,700
in unearned income taxed at bargain
rates. (The threshold rises in 2008 to
under age 19, and to under age 24 if the
child is a full-time student. But individ-
uals aged 18 through 23 will not owe
the Kiddie Tax if their earned income
exceeds one half of their support.)

Income-shifting may not be the best
solution for all families, however, even
i for relatively affluent ones. When a year
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in college can cost nearly $50,000,
parents with incomes as high as
$150,000 might qualify for some aid if
their student is going to an expensive
private university. And with two chil-
dren in expensive schools at the same
time, families might qualify for some
aid with incomes as high as $200,000.
If there is a chance for financial aid,
assets held in a parent’s or grandpar-
ent’s name might be better choices
than custodial accounts.

Public vs. private

The type of college a student is likely to
attend also may influence funding
plans:: Public- universities usually cost
much less than top private universities,
so children headed for state colleges
might not need as much aid.

Financial aid from a public universi-
ty may be less valuable, however. Those
students may get loans that have to be
repaid, or they may receive aid through
work-study programs. On the other
hand, private universities often give aid
through grants and scholarships. At some
expensive private institutions, over 90%
of financial aid comes in these forms.

As a result, planning for financial aid
probably will be critical for families
with mioderate incomes who expect
their children to attend pricey private
colleges. Such schools may have their
own financial aid formulas that assess
student assets at 25% instead of 20% for
financial aid purposes. If so, the penal-
ty for holding assets in a student’s name
is even steeper. For parents who might
receive financial aid, strategies include
prepaying mortgages and making large
planned purchases that can reduce cash
without acquiring assets that will be
expected to be used for college.

When 529 adds up
Another solution for such families (as
well as for upper-income families) is to
use a 529 college savings plan. These
plans offer tax advantages and, if they
are held in the parent’s name, are
assessed at no more than 5.64% under
the federal financial aid formula.

In fact, 529 accounts owned by the
student aren’t counted at all under the
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federal formula because of the current
law’s wording. However, that might be
an unintentional loophole that Con-
gress could change.

Many private universities will ask
about holdings such as 529 plans before
they make a decision to award aid. Even if
529 plans are counted as parental assets,
however, they will get better financial
aid treatment than custodial accounts,
which are treated as the student’s assets.

Great grandparents

Financial aid applications generally
require information from parents and
children but not from grandparents.
One possibility, then, is to set up a 529
account for the student that is in a
grandparent’s name and partially fund-
ed by parents. However, a parent’s con-
tribution probably would be considered
a gift, so the funds would be controlled
by the grandparent. Thus, this strategy
may rely upon good relations between
parents and grandparents.

Moreover, if the grandparent dies or
becomes legally incompetent, an estate
executor or the agent named on a power
of attorney might take over the account.
A family should consider such possibili-
ties before deciding to do a great deal
of saving for college in a grandparent’s
name to increase potential financial aid.

Another issue to be considered is
how financial aid will be affected if a
grandparent taps a 529 account to pay
college costs. Some advisors believe that
such support won'’t reduce financial
aid, but that question has not been
fully settled. Check with our office for
advice on your specific circumstances.

Despite such concerns, many grand-
parents are attracted by 529 plans.
These plans allow grandparents to help
pay for a grandchild’s education while
removing assets from their taxable
estate. A married couple can put as
much as $120,000 into 529 accounts
this year tax free and use up to five
years’ worth of gift tax exclusions.

Grandparents still have some con-
trol over assets in a 529 account in their
names. Funds can be redeemed, if nec-
essary, with minimal inconvenience
and expense.

|2

Planning ahead

The tax code also allows unlimited
payments for someone else’s qualified
medical bills or education tuition. No
gift tax will be due as long as checks
are sent directly to the health care
providers and the schools.

It may be possible to pay multiple
years of tuition directly to a grand-
child’s school if a grandparent wants to

et more assets out of his or her estate
ilnmediately. In a private letter ruling,
the IRS has approved this tactic as long
as the child has been accepted at the
school.

Private letter rulings cannot be relied
upon by all taxpayers, but they do pro-
vide some comfort if you want to fol-
low a similar strategy. However, if you
make such an advance payment, be
aware that no refund is likely if the
child stops attending that school.

IRA insights

Some advisors contend that tradition-
al TRAs and Roth IRAs can serve as
college funding vehicles. If you have
self-employment income or your
own business or professional practice,
you can pay your children a reason-
able amount to work and deduct the
expense.

Deductions have been upheld in
court for amounts paid to a child as
young as seven years old. Older chil-
dren can earn more.

Suppose, for example, you reason-
ably pay your teenager up to $9,350 in
2007. The teenager can avoid income
tax altogether between a $4,000 tradi-
tional IRA contribution and the young-
ster’s standard deduction—$5,350 this
year. Earned income is not subject to
the Kiddie Tax, so the $1,700 limit on
unearned income won’t apply.

If you fund a Roth IRA, contribu-
tions won't be deductible, but future
withdrawals might be tax free. Inside
the IRA, any growth is tax deferred. If
the money is needed for college, the
child can get it while he or she probably
isin a low tax bracket, and there may
not be a penalty. The 10% early-with-
drawal penalty from IRAs generally is
waived for college costs.
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What’s more, retirement accounts
such as IRAs generally don’t count on
the federal financial aid form, though
pre-tax contributions to IRAs in the
“base year” (the year of application) are

not sheltered. Thus, saving for college
via IRAs may permit the student to
receive valuable financial aid.

When money is withdrawn from
an IRA, though, the resulting income

Cash in on Higher Edubation Credits

Tax credits reduce your tax bill dollar-
for-dollar. Two types of credits are de-
signed especially for higher education.

Hope for higher education

The Hope Scholarship credit is a per-
student credit, available for the first two
years of education after high school.
Thus, if your twin daughters-are college
freshmen when your oldest daughter
is a sophomore, you can claim credits
for all three students.

The maximum credit is $1,650 per
student, assuming you spend $2,200
per year for each student’s tuition and
fees. To get the full credit, you must
pay at least $2,200 of college bills from
an account other than a 529 or a
Coverdell ESA.

More leeway for lifetime learning

The Lifetime Learning credit is per tax-
payer: you can use up to $2,000 worth
of credit per year, assuming tuition
and fees cost more than $10,000 that

year. To get the full credit, you must
pay at least $10,000 in college bills
from an account other than a 529 or a
Coverdell ESA. The good news is that
this credit covers virtually any learn-
ing expense that helps you acquire
new skills or improve old ones.

Learn the limits - :
To get either of these two credits in
full, your modified adjusted gross
income must be under $94,000 on a
joint return ($47,000 filing singly) in
2007. If your income is slightly higher
(up to $114,000 or $57,000), you can
get a partial credit.

Thus, there likely will be some situ-
ations where parents can’t use the
credit because of income limits, but
the student will be eligible. You may
want to forgo a dependency exemp-
tion and let your child claim the cred-
it. Our office can help you crunch the
numbers to see if this route makes
sense.

may reduce future assistance. Our office
can advise you on timing any with-
drawals to minimize their financial aid |-
impact.

A deduction instead of a credit

If your income is a little too high for
Hope or Lifetime Learning credits, you
might be eligible for the so-called col-
lege deduction. Essentially, if you pay
bills for education beyond high school,
you can get a deduction of up to $4,000.
At a 25% marginal tax rate, a $4,000 de-
duction saves you $1,000 in tax. There-
fore, this deduction is not as valuable
as either-tax credit mentioned above:

On the plus side, this is an “above-
the-line” deduction, so you can take it
even if you don’t itemize deductions.
Such deductions effectively reduce your
adjusted gross income (AGI) and may
provide other tax savings on your
return. An AGI reduction also might
increase your family’s eligibility for
college financial aid.

The downside? In order to get the
full $4,000 deduction, your modified
AGI can be no more than $130,000 on
a joint return (365,000 for single fil-
ers). With slightly higher modified AGI
(up to $160,000 or $80,000), you can
take a $2,000 deduction.

Near-Campus Housing Can Be a Smart Investment

According to the latest statistics from
the College Board, average housing

costs were $6,960 per year at public ¢

universities and $8,149 at private
institutions in 2006-2007. This aca-
demic year those averages undoubt-
edly are higher, and some colleges put
the cost of room and board at over
$10,000.

Thus, parents of college-bound stu-
dents face the prospect of spending
$30,000, $40,000, or more over the
next 4 years—just to provide them a
place to live. Rather than part with all
this cash, you may prefer to buy a
home where your child can live while
he or she is away at school. Once your
child finishes school, you can sell the
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house or apartment to the parents of
another student.

If you just break even on the real
estate, you will save thousands in
dorm fees or off-campus apartment
rentals. If you buy at a good price and
sell when the housing market is mov-
ing up, you could pocket some profits.

Muttiple choice

Perhaps the simplest plan is to buy a
condo near the campus for your son
or daughter to occupy. The carrying
costs may be far lower than the price

of paying for housing over several .

years.
Another approach to near-campus
housing is to buy a house that doesn’t

L

need a lot of work. You might be will-
ing to pay for new carpeting, cleaning,
painting, basic landscaping, and small
repairs but not for a new kitchen or a
new roof.

Such a home may be used by your
own student and rented to multiple
student-tenants, recognizing that some
collegians might be rough on the
property or careless about paying the
rent. Have the students’ parents sign
leases and provide guarantees they’ll be
responsible for the rent.

Before renting, check out prospec-
tive tenants. You might call the parents
and contact the students’ employers.

Rental property rewards
Bringing in tenants will provide addi-
tional income. In addition, those tenants







