
 

 
 

 

Child's Play 

 
Changes in the kiddie tax may make custodial accounts less attractive to parents planning for college 
expenses, but there are other investment options. 
 
By Donald Jay Korn 
 

March 1, 2007- The Tax Increase Prevention and Reconciliation Act of 2005 (TIPRA), which was passed in 
2006, didn't exactly prevent all tax increases. In fact, the so-called kiddie tax grew a bit. Large amounts of 
children's investment income (now anything in excess of $1,700 a year) are taxed at the parents' income 
tax rate until the kids reach 18, up from age 14 under prior law.  

"That change in the law made custodial accounts under the Uniform Gifts to Minors Act (UGMA) or the 

Uniform Transfers to Minors Act (UTMA) even less favorable than they were before," says Tom Brooks, 
president of College Funding Advisors in Bedford, Mass. "Now they generate more income tax for the 
family." 

Another disadvantage of custodial accounts is lack of control: The assets pass to the youngsters once they 
cease to be minors, at age 18 in many states. In addition, custodial accounts can reduce the amount of 
college financial aid a student will receive. 

Under the federal financial aid formula, student-owned assets are assessed at a 20% rate (down from 35% 
as of 2007) when determining an "expected family contribution," while parent-owned assets are assessed 
no higher than 5.64%. (Student income is also assessed slightly higher than parent income.) The higher 
the expected family contribution, the lower the need for aid, under those rules. Thus, moving $100,000 
worth of assets from a parent to a student can result in an assessment increasing from $5,640 to $20,000 
and a consequent $14,360 decrease in potential aid. 

For all of these reasons, shifting assets from a parent's name to a child's name may be relatively 
unattractive. There is an exception, though. "The current planning wisdom appears to be the same as the 
pre-TIPRA strategy, except that investments should now be held until the child is at least 18, then disposed 
of," says Alan Sumutka, associate professor of accounting at Rider University in Lawrenceville, N.J., in a 
recent issue of The Tax Adviser, an AICPA publication. 

Suppose, for example, John and Mary Smith want to cash in some appreciated stocks to help pay college 
bills. They can give shares to their son Joe (subject to the gift tax rules). Once Joe reaches 18, he can 
begin to sell those shares. All the appreciation will still be taxed, but at Joe's 5% rate, not his parents' 15% 
rate. In 2008, 2009 and 2010, Joe will owe no federal income tax at all on long-term capital gains, as long 
as he remains in a low tax bracket each year. 

This approach may be fine for cutting income tax, but not so fine when Joe applies for college aid. 
"Implementing this strategy might increase student assets while they're in their mid- and late teens," says 
Mike Schulman, a CPA/PFS in Central Valley, N.Y. "That's the age when they'll fill out college aid forms. 
Increasing those assets may reduce aid for the family." 

You might think that families with $100,000 to move around shouldn't waste their time planning for 
financial aid. Many planners would agree. So one tactic is to take the tax reduction and ignore potentially 
adverse financial aid results. "That's appropriate when parents have highly appreciated assets," says Grace 
Worley, who heads a financial planning and investment services firm in Indianapolis. "Such parents usually 
have an above-average net worth and household income. Their student is not likely to receive any 
significant financial aid anyway." 

Rick Darvis, a CPA in Plentywood, Mont., and owner of College Funding, concurs. "Parents with $300,000 or 
$400,000 in annual income will not qualify for need-based aid. They're better off going for tax benefits." 

Still, now that a year in college can run to $50,000, parents with relatively high incomes might show an 
expected family contribution that lags their expected cost. "Parents with income as high as $150,000 might 

 

 

 

 
 

 



qualify for some aid if their student is going to an expensive private university," Brooks says. "If they will 
have two children in expensive schools at the same time, they might qualify for some aid with an income as 
high as $200,000." 

Indeed, the destination school will play a role in deciding whether financial aid is worth planning for. "Public 
universities can cost one-third as much as top private universities," says Gerald Loftin, who heads 
Renaissance Financial Group in Norwood, Mass. Thus, clients whose kids are bound for state schools might 
not need as much aid. 

Any aid from a public university may not be that valuable, either. "Those students may get loans, which 
have to be repaid, or get aid through work-study programs," Darvis says. "They could work anywhere." 

The aid that's really worthwhile comes from private universities, Darvis says. "They usually give free 
money,' through grants and scholarships. At some expensive private colleges, as much as 95% of aid is in 
this form." 

Therefore, the tax-breaks-versus-financial-aid tradeoff probably will be most relevant for clients with 
moderate incomes who expect their children to attend pricey private institutions. "Many elite private 
schools have their own financial aid formulas, where student assets are assessed at 25% instead of 20% 
for aid purposes," Darvis says. Here, the penalty for holding assets in a student's name is even steeper. 

 529S AND GRANDPARENTS  

One solution might be 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. 
"Technically, 529 accounts owned by the student aren't counted at all under the federal formula," Darvis 
says. "But many private universities will ask about holdings such as 529 plans before they make a decision 
to award aid." 

Sumutka notes that financial aid applications require information from parents and children but not 
grandparents. One possibility, then, is to set up a 529 account for the student that is in a grandparent's 
name, partially funded by parents. "However, any parent contribution would be considered a gift, so those 
accounts would be grandparent assets, to do with as they desire," Sumutka says. "One implication is that 
parents using this strategy better not get into a fight with the in-laws!" 

Joe Hurley, founder and CEO of Savingforcollege.com, notes other issues as well. "The 529 account will be 
a countable asset for Medicaid purposes," Hurley says. "It may be reachable by the grandparent's creditors. 
If the grandparent dies or becomes legally incompetent, another party such as an estate executor or the 
agent on the power of attorney might make things difficult for the contributing parent." 

Moreover, Hurley says that the issue of financial aid treatment of distributions coming from a grandparent-
owned 529 is far from settled. "Some people feel, based on a 2004 letter from the U.S. Department of 
Education, that tax-free 529 distributions from any source are not included in base-year income on the Free 
Application for Federal Student Aid (FAFSA)." 

Hurley is reluctant to join in that thinking. "Financial support provided to the student from any other 
grandparent-owned investment account is treated as student income on the FAFSA," he says. "And the 
direct payment of college bills by a grandparent is considered a resource--like a scholarship--in packaging 
aid. So why should grandparent support coming from a 529 plan be treated differently?" 

Despite such concerns, some grandparents are attracted by 529s. "These plans allow them to help fund a 
grandchild's education while removing assets from their taxable estate," says Mark Cortazzo, senior partner 
for the Macro Consulting Group, a financial planning firm in Parsippany, N.J. "Grandparents still have some 
control over assets, which can be redeemed with minimal inconvenience and expense." 

A WORK IN PROGRESS?  

Regardless of how the accounts are owned, some college funding advisors are unenthusiastic about 529 
plans. "They are a con game," says Linda P. Taylor, president of the College Funding Network and principal 
advisor for Educational Funding Solutions in Westlake Village, Calif. "Most advisors think that distributions 



from 529 plans are tax-free if the money is spent on higher education, but that's not necessarily the case. 

"Your tax-free withdrawals are limited to your adjusted qualified higher education expenses, as explained in 
IRS Publication 970," she continues. Adjustments, which are deducted from gross higher education 
spending, include money from grants, scholarships, federal work-study programs, Perkins Loans, Stafford 
loans and Lifetime Learning tax credits. 

For example, suppose Jack Jones sends his daughter Jill to a college where the costs are officially $32,000 
a year. Jill gets a $10,000 merit scholarship, so Jack only pays $22,000 this year. Jack pulls $22,000 from 
his 529 account to pay those costs. But Jack's adjusted qualified educational expenses are only $12,000: 
$22,000 minus $10,000. By withdrawing $22,000, he would be $10,000 over the limit. 

"Jack's withdrawal would be pro-rated," Taylor says. "If we assume that $10,000 of the $22,000 was 
growth, then $12,000 qualified/$22,000 withdrawal x $10,000 growth = $5,455, which would be tax-free. 
Similarly, $10,000 not qualified/$22,000 x $10,000 = $4,545, which would be taxed and penalized. So the 
distributee will need to include $4,545 as taxable income." Taylor points out that this taxable income also 
could impact the expected family contribution--and college aid--for the following year. 

Such tax treatment is "not very intuitive," says Phil Kruzan, partner and director of financial planning at the 
Foster Group in West Des Moines, Iowa. At his firm, 529s have waxed in recent years while custodial 
accounts and trust accounts for minors have waned. "We're seeing a lot of confusion regarding the 
payment of room and board when the student lives off-campus," Kruzan adds. 

Dealing with such confusion may require careful planning. "These accounts are relatively new, so many 
have not come to the distribution stage yet," says Doug Stanley, an attorney in the private client group at 
the St. Louis office of the law firm Bryan Cave. "In two situations, though, we have had to work closely with 
the client's CPA to determine the appropriate withdrawal from the 529 plan." 

 

A TRADITIONAL APPROACH  

Darvis likes IRAs as his favorite college funding vehicle. "If a client has only $4,000 per year per child to 
put into a college fund, I would definitely recommend that $4,000 go into an IRA rather than a 529 plan," 
he says. 

Traditional IRAs work especially well for clients who have self-employment income and for those who have 
their own business or professional practice, according to Darvis. "You can pay children a reasonable amount 
to work and deduct the expense," he says. 

"Say you reasonably pay your teenager as much as $8,000 a year. The teenager can avoid income tax 
altogether, between a $4,000 IRA contribution and the youngster's standard deduction," he says. (Earned 
income is not subject to the kiddie tax.) 

Troy Miller, a principal and financial consultant affiliated with LPL Financial Services in Gold River, Calif., 
affirms that this use of IRAs for college funding appeals to clients for several reasons. "Inside the IRA, 
growth is tax-deferred," he says. "If money is needed, the child can get it while he or she probably is in a 
low tax bracket, and there may not be a penalty." The 10% early-withdrawal penalty from IRAs is waived 
for college costs, but there are adjustments that may reduce the amount of penalty-free withdrawals. 

"An IRA is a retirement account, so it doesn't count on the federal financial aid form," Miller says. Thus, 
saving for college via IRAs may permit the student to receive aid. In addition, an IRA allows investment 
flexibility. 

In midlife, many people have to choose between retirement funding for themselves and education funding 
for their children. Earlier, though, parents may find that one vehicle can go in both directions. 

 
 

 


