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laws of the state in which the minor lives will 
govern the account.

Depending on your state’s laws, money or 
property held in custody must be transferred 
to the child at either age 18 or 21. Some states 
allow the custodian to designate the age when 
the child may access the account, even beyond 
the age of majority (the age when a person is 
legally considered an adult). While custodial ac-
counts are relatively simple to administer, they 
are generally considered to have several disad-
vantages, including the ultimate loss of parental 
control over funds and limited tax savings.

For some families, creating a trust can help 
facilitate education funding. The money in the 
trust, whether principal or income, can be used 
solely for the trust creator’s intended purpose, 
which is the child’s education in this case. If 
the trust is structured so that it creates a “pres-
ent interest” in your child as beneficiary, you 
may use the annual gift tax exclusion for gifts 
up to $26,000 ($13,000 for single filers). Con-
sult your legal advisors for more information.

If you only have a short amount of time before 
the child reaches college age, then you may 
consider investing in short-term funds, such as 
certificates of deposit (CDs) or U.S. govern-
ment notes. Last-minute strategies involving 
home equity loans, refinanced mortgages, or 
borrowing from your retirement savings have 
the potential to hinder your financial future, so 
be sure to fully understand all of your options 
before deciding what is most appropriate for you.

Graduation Means “Payback” Time
If your child uses student loans to help fund 
higher education, it is important to know that 
there are more plans available today that offer 
flexible payment schedules. If your child is  
applying for a Federal student loan now,  

consider choosing a graduated repayment 
plan that will allow smaller payments upon 
graduation and larger payments at a later time 
when the graduate may be earning more money 
in the working world.

An income-contingent repayment plan may 
be another option. This plan calls for paying 
a fixed percentage of postgraduate income 
toward the student loan. This percentage could 
be approximately 5% to 10% of anything above 
the poverty level of a single person, which 
is $10,830 according to the Department of 
Health and Human Services (2010). 

A third choice is an extended repayment plan 
that can lower monthly payments an estimated 
20% to 30% and increase the loan payment 
schedule from 10 to 15 or even 20 years.

Deferment or forbearance may also be a 
temporary option for graduates in a financial 
bind due to unemployment or other extreme 
circumstances. In select situations, borrowers 
may qualify for other repayment alternatives 
through their loan servicers.

For information or inquiries regarding Federal 
student aid programs, contact the Federal Stu-
dent Aid Information Center at 800-433-3243, 
or visit them online at www.studentaid.ed.gov.

Whether you have saved for years or have only 
just begun, applications for financial aid, schol-
arships, grants, or loans are certainly a viable 
boost to college funding, and they are often 
well worth the paperwork process. However, 
if your children are young, it may be advanta-
geous to explore some of the many savings 
programs available, in order to help ensure that 
your goals for education funding can be met. 
Defining your goals and needs now can help 
you prepare for your family’s future.
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                      early. Invest often. Invest for 
growth. These are basic principles of saving 
for your child’s college education. With the 
average cost at private, four-year colleges and 
universities nearing $37,000 per year (Source: 
Trends in College Pricing — 2010, The College 
Board), the cost of a four-year education for 
today’s newborn can be daunting.

In today’s rapidly changing, information-based 
culture, the better your skills are, the more at- 
tractive you may be to prospective employers. 
However, personal growth and development 
carry a price tag, one that few families can 
afford from their current incomes. For families 
with three or more children, college costs could 
quickly approach $500,000, and that’s before 
graduate school.

So, how can a family build a college fund? The 
answer may be to start planning now. The sooner 
you put your money to work, the longer it can 
work for you. Consider these common educa-
tion funding options:

• Scholarships. While scholarships are cer-
tainly desirable, there is no way to guarantee 
your child will qualify for an award. Counting 
on getting a scholarship is similar to count-
ing on winning the lottery — there are more 
nonqualifiers than recipients.

• Financial Aid. Usually in the form of loans, 
financial aid generally does not cover all col-
lege costs. Even if you qualify on a “needs” 
basis, there is no assurance the college of your 
choice will be able to help all those in need.

• Personal Income. Procrastinators generally 
expect to fund college expenses from current 
income. Would you be able to pay the cur-
rent cost for one year of college out of your 
present income?

• Personal Loans. While generally available, 
they could prove costly over the long run 
when considering total interest charges.

• Savings. While it may not be easy for a 
young family to save, even small amounts 
have the potential to grow through the effects 
of time and compound interest. 

With the limitations of these options, it is good 
to know there are savings plans and tax incen-
tives designed to help with college expenses.

529 College Savings Plans
Each state has the ability to establish a 529 plan 
as long as it meets Federal regulations. College 
savings plans, which can be used at most col-
leges and universities, offer tax-free withdraw-
als, if the funds are used to pay for qualified 
higher education expenses, such as tuition, 
room, and board. Nonqualified withdrawals are 
subject to income tax, as well as a 10% Federal 
income tax penalty. In contrast, state-sponsored 
prepaid tuition programs allow participants to 
“lock-in” tuition rates at eligible state colleges 
or universities with either a lump sum payment 
or monthly installments.

With 529 college savings plans, the contributor 
owns the account and, therefore, can ensure 
funds are used specifically for educational 
expenses. Each plan generally offers a variety of 
investment options, often ranging from aggres-
sive mutual funds investing primarily in stocks 
to more conservative, fixed-income funds. 
While you get to choose investments according 
to your goals, risk tolerance, and time horizon, 
plan funds are professionally managed.

For estate planning purposes, it is important to 
note the account is excluded from the contribu-
tor’s estate in the event of death, and it can 
be transferred to another family member if 

the child does not go to college. Consider two 
other features of these plans: They allow you 
to transfer up to five years’ worth of annual gift 
tax exclusions in one calendar year, as long as 
no additional gifts are given to that individual 
during the five-year period, and there are no 
income limits on participation.

Note: 529 college savings plans offer no guaranteed 
rate of return. Out-of-state plans may have in-state 
income tax ramifications. Always ask for, and refer 
to, the program description for complete information, 
including risks, fees, and expenses. Read it carefully 
before investing.

Coverdell ESAs
Another option for education savings is the 
Coverdell Education Savings Account (ESA). 
You may contribute up to a maximum of 
$2,000 annually per child before the desig-
nated student reaches age 18. Income limits 
may apply. Contributions are not deductible, 
but tax-free withdrawals can be made for quali-
fied education expenses, such as tuition, room, 
and board. Coverdell ESAs can be used to pay 
for more than just college expenses. Funds can 
also be used to pay for elementary and second-
ary school expenses, including the purchase of 
computer systems, educational software, and 
Internet access for the child. Furthermore, you 
may contribute to both a Coverdell ESA and 
a 529 plan for the same beneficiary without 
incurring any tax penalties. Be sure to keep in 
mind that, if you do contribute to both, you 
need to add these gifts together to determine 
your gift tax filings.

The Pension Protection Act of 2006 makes 
qualified tax-free distributions a permanent 
feature of 529 plans. Without further reform, 
the contribution limit for ESAs will drop from 
$2,000 to $500 in 2013.

Education Credits
If you are funding a child’s education, or  
your own, you may be eligible for the Hope  
Scholarship Credit (American Opportunity 
Tax Credit) or the Lifetime Learning Credit. 
The Hope Scholarship Credit provides a 
maximum tax credit of $2,500 for 2011 for 
college education expenses. The credit is now 
available for all four years of college and may 
also be used to cover the cost of course materi-
als. Income phase-out levels for the credit are 
$80,000 of AGI for single filers and $160,000 
of AGI for married couples filing jointly. 

The Lifetime Learning Credit, which applies 
not only to undergraduate study, but also to 
graduate and professional education pursuits, 
could be worth up to $2,000. Income phase-
out levels for the credit are $51,000 of AGI for 
single filers and $102,000 of AGI for married 
couples filing jointly. If a student qualifies for 
both credits in the same year, you may claim 
either credit, but not both.

The Gift of a Future
Many parents use a combination of saving and 
planning techniques to reach their education 
funding goals, including placing money and 
property in a child’s name. Since it is generally 
not advisable for minors to own property or 
have large bank accounts in their own names, 
gifts to minor children are usually made either 
to a custodian or to a trust. In 2011, every 
individual is permitted to transfer $13,000 per 
person per year (known as the annual exclu-
sion) without being subject to gift tax. Married 
couples may give up to $26,000 per year.

All states have adopted either the Uniform 
Transfers to Minors Act (“UTMA”) or the 
Uniform Gifts to Minors Act (“UGMA”) to 
facilitate setting up custodial accounts. The 


