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It is that time of year again when you might have kids or grandchildren heading off to college.  The expenses can be astounding, and are all usually paid on an after tax basis.  It is not unusual for a family to spend between two and three hundred thousand dollars on a four year private college education!  Add in the possibility of graduate school, and the overall costs can exceed one half million dollars. There are a plethora of articles and books on how middle class and lower income families may obtain aid for the expenses, but little is written about those families with “enough” income to disqualify most chances at financial aid.  This article is for you!

Many upper middle class and affluent families might avoid filling out financial aid forms when applying to private colleges with the assumption that they will not qualify.  This may be a mistake.   Many private colleges use money to attract a variety of students who actually have the financial means to attend.  Some of the characteristics of these students might include outstanding academic or athletic ability, ethnic or geographic diversity, and sometimes just wealthy parents that might be future donors.  An interesting article in the Wall Street Journal during 2007 discussed that many colleges found that they increased their applicant and acceptance pool by raising tuition and giving some back as “financial packages.”
The use of “income shifting” techniques (such as gifting appreciated stocks to your children so that they could sell them in their lower tax brackets) has been impaired by the new “kiddie tax” laws.  This change on 1-1-08 means that a child’s unearned income of more than $1700 is taxed at the parents’ bracket if the child is a student under age 24.  Note that having a child claimed as a dependent is not necessarily beneficial for tax purposes in a family with at least a moderately high income, and therefore not declaring the child as a dependent may have no real cost.  But, if the child who is not a dependent may avoid the kiddie tax and can still avoid all taxes on unearned income of up to almost $22,000 through use of their personal exemption, standard deduction and Lifetime Learning credits (see next paragraph).  If the unearned income is long term capital gains, then this would save the parents about $3000 in taxes.  If the unearned funds are ordinary income (short term capital gains, for example), then this income shifting saves up to $7000 in taxes.  Note that earned income (salary) is not subject to taxation in the parent’s bracket. Discuss these possibilities with your accountant or financial advisor.
Mentioned above, tax credits are available to a non-dependent child who incurs tuition costs. The Hope and Lifetime Learning Credits are dollar for dollar write offs on a child’s income taxes.   The Hope credit allows is up to $1500 in the first two years of college, while the Lifetime Learning credit is up to $2000 per year for any year of college or graduate school.  Discuss these credits with your planner or accountant, but understand that they can help shelter taxes generated by income shifting in a child not claimed as one of your dependents.
IF YOU HAVE TIME TO SAVE

If you have a few years before your child is to attend college, then the new "kiddie tax" laws make 529 plans clearly the best choice for the task.  These plans allow pretax contributions to grow tax free until used for educational costs.  Educational IRAs do the same, but are grossly limited by income restrictions and an absolute cap of $2000 in annual contributions.  Custodial accounts that throw off more than $1700 in annual income result in taxation of those earnings in the parent's brackets, instead of no taxation with a 529 plan.  Look for a 529 plan that has low expenses (www.savingforcollege.com is a good resource).

Note that having a child work for a family business remains an excellent way to fund a college education.  This earned income is always taxable at the child’s low rates (with over $5300 of the first income earned subject to no tax).

A careful review of all your options before and during the college years can make a tremendous difference in your financial wealth.

