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In this paper, the authors evaluate several tax strategies for financing higher education. These strategies involve the 
use of qualified state tuition programs, education IRAs, deductible IRAs, U.S. Savings Bonds, gifts to children under 
the Uniform Gifts to Minors Act (UGMA) or Uniform Transfers to Minors Act (UTMA), shifting wage income to a 
student, and the Hope scholarship and lifetime learning tax credits. The authors present key limitations and 
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The Taxpayer Relief Act of 1997 introduced the Hope scholarship tax credit, the lifetime learning tax credit and the 
education IRA. These new sources for financing education add to existing strategies such as the possible tax 
exemption of interest on U. S. Savings Bonds and the transfer of assets to a child. 
 
We evaluate several tax strategies for financing higher education and list key limitations and restrictions of each 
strategy. We are concerned primarily with tax strategies that can be implemented by a middle- or high-income family 
before and during a student’s college years. Low-income families are more concerned with strategies to maximize 
loans and grants during a student’s college years. Johnson [1998] provides an excellent article for families in all 
income brackets that want to maximize financial assistance. 
 
Background 
 
Table 1 summarizes seven tax strategies along several dimensions. The strategies are qualified state tuition 
programs, education IRAs, deductible IRAs, qualified U.S. Savings Bonds, gifts to children, and Hope and lifetime 
learning tax credits. Other tax strategies include shifting wage income to a child and deducting interest on student 
loans. We ignore the latter strategy because it deals with tax savings after the college years. 
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Before continuing, we first discuss two terms used throughout the analysis: qualified education expenses and 
modified adjusted gross income. "Qualified education expenses" always include tuition and fees required as a 
condition of enrollment. They may or may not include textbooks, supplies, and room and board. Qualified expenses 
are reduced by the amount of nontaxable financial assistance received by the student. So, if a student spends $8,000 
on covered expenses, but receives a $2,000 scholarship, "qualified education expenses" are only $6,000. A student 
must incur these qualified expenses while attending an eligible institution. Most universities, colleges and junior 
colleges, and vocational schools are eligible institutions.  
 
Eligibility for some strategies depends on income. Income limits are based on "modified adjusted gross income," 
which is adjusted gross income increased by certain items excluded from taxable income, such as foreign earned 
income and adoption expenses paid by an employer from a qualified adoption assistance program. Modified adjusted 
gross income always includes foreign earned income but does not always include adoption expenses paid by an 
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employer. The precise definition of modified adjusted gross income depends upon the tax strategy. Precise definitions 
are summarized in Internal Revenue Service Publications 590 [1999] and 970 [1999].  
 
Savings Strategies 
 
Savings strategies consist of attempts to reduce or eliminate taxes on investment returns. These strategies involve 
the use of qualified state tuition programs, education IRAs, deductible IRAs, U.S. Savings Bonds and giving funds to 
children to invest in their names.  
 
Qualified State Tuition Programs 
 
Russell and Brooks [1998] discuss three types of tuition programs: prepaid plans, savings plans and special municipal 
bonds. Prepaid and savings plans provide tax deferral of investment returns and the transfer of investment returns 
from a donor to a child. These plans allow the individual establishing the plan to control the distribution of funds, thus 
ensuring that they are used for educational purposes. Prepaid and savings plans are described in Internal Revenue 
Code (IRC) Section 529.  
 
Prepaid plans allow someone to prepay a child’s college tuition (and often room and board) at today’s prices or prices 
close to today’s prices. The "return" is the difference between the eventual tuition cost when the child is in college and 
the prepaid tuition cost. The child pays taxes on this deferred return when the credits are redeemed. For example, a 
grandfather can prepay one year of college tuition for his granddaughter in the amount of $2,500. Ten years later, she 
redeems (that is, uses) the one-year credit when the cost of tuition is $4,000, and she pays taxes on the $1,500 of 
deferred "return." 
 
Prepaid plans provide the ultimate protection against the rising cost of college education. They should be especially 
attractive in states with currently low in-state tuition rates if the tuition rates later move toward the national average.  
 
Prepaid plans sometimes provide another interesting twist. Some plans allow the child to lock in in-state tuition rates 
even if he or she moves to another state. For example, a grandfather began a prepaid plan for his grandson shortly 
before the grandson moved out of Texas. The grandchild will be able to attend Texas universities at in-state tuition 
rates. 
 
In savings plans, funds are invested in mixed stock-bond portfolios and thus provide market-based returns. Most 
financial experts seem to believe market returns will exceed the "returns" from prepaid plans. The investor cannot 
choose the asset mix. In most programs, the mix varies in a preset manner with the child’s age. For example, the 
target asset mix for a newborn in Fidelity’s Unique Plan has an 88 percent stock exposure. The target stock exposure 
decreases as the child ages, reaching 20 percent during the child’s college years. In the TIAA-CREF plan, the stock 
exposure is 55 percent for a newborn, falling to 10 percent by the time the child reaches college age. Merrill Lynch 
offers four investment options. The portfolios contain100 percent equity, 75 percent equity, 100 percent fixed income, 
and a fourth that decreases the equity weight as the child approaches college years. Although an option cannot be 
changed once it is selected, the four options expand the choices of asset mix. 
 
Russell and Brooks [1998] also discuss state-issued municipal bonds that offer a small kicker if the bond receipts are 
used to pay for in-state higher education. The interest on these municipal bonds is excluded from taxable income. The 
appropriate investment analysis requires a comparison between after-tax returns on a lower-yielding municipal bond 
and a higher-yielding taxable bond. We do not discuss this traditional strategy.  
 
Education IRA 
 
Contributions to an education IRA are not deductible, but the returns are tax-exempt if used to pay for qualified 
expenses. Tax exemption is a tempting carrot, but restrictions limit the usefulness of this strategy, as listed below. 

1.  Contributions can be made to a child’s education IRA only if the child is under age 18. 
2.  An income test may foreclose contributions; a married couple may not have modified adjusted gross income 

above $160,000. 
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3.  Subject to the income test, anyone—parent, grandparent, friend—can contribute to a child’s education IRA, 
but the total annual contribution from all donors cannot exceed $500. 

4.  No contribution can be made to a prepaid plan or a savings plan in the same year that anyone contributes to 
an education IRA for that same student. 

5.  No tuition tax credits can be taken in the same year that income from an education IRA is excluded from 
taxable income. 

6.  Once the child reaches the age of reason, which is 18 or 21 in most states, the child obtains control of the 
account. If the child decides to spend the funds for something other than qualified education expenses, the 
earnings are taxable and subject to the additional ten percent penalty tax. Internal Revenue Service 
Publication 590 [1999] and IRC Section 530 provide more details. 

Deductible IRA 
 
Subject to an income test and other limitations, a parent can contribute to a deductible IRA and, years later, withdraw 
the funds to finance higher education expenses. The effective tax rate is low—often zero—on this savings strategy. 
 
The ten percent penalty tax on IRA withdrawals before age 59 1/2 discouraged this use of an IRA, until the Taxpayer 
Relief Act of 1997 removed the penalty tax if the withdrawals are used to pay for qualified expenses. The act also 
allows more families to make deductible IRA contributions. In particular, a married couple with modified adjusted 
gross income below $150,000 can now make a deductible contribution of up to $2,000 for a non-working spouse. 
 
Suppose a housewife contributes $2,000 to a deductible IRA and she is in the 28 percent tax bracket during the 
contribution year and in the withdrawal year. The underlying investment earns i percent per year for the n years and 
the funds are withdrawn in n years to pay for qualified education expenses. The $2,000 contribution can be separated 
into a $1,440 investment of after-tax funds plus the $560 tax savings. The after-tax amount after n years is $2,000 (1 
+ i)n (1 – 0.28) or $2,000 (1 – 0.28) (1 + i)n or $1,440 (1 + i)n. She began with $1,440 after taxes and ended with 
$1,440 (1 + i)n after taxes. She effectively earned, after taxes, the i percent before-tax rate of return. When the tax 
rates are the same in the contribution year and the withdrawal year (and there is no penalty tax), the effective tax rate 
is zero. When the tax rate is lower at withdrawal than in the contribution year, the effective tax rate is negative. See 
Ghee and Reichenstein [1996] for more on this topic. 
 
At first glance, it may seem that this family would do as well investing $1,440 of after-tax funds in a Roth IRA. 
Retaining the prior assumptions, n years hence, the family could withdraw $1,440 (1 + i)n to pay qualified education 
expenses, and the return would be penalty-tax-free. However, the returns would be subject to normal income taxes 
unless the funds were in the Roth for a minimum of five years and the investor is at least age 59 1/2 (or unless one of 
the exceptions apply). The Taxpayer Relief Act of 1997 removes the penalty tax if the withdrawals are used to pay for 
qualified expenses, but, in general, returns are not tax exempt unless the other two conditions are met. 
 
When possible, families should try to maximize their pension contributions in all years and retain the funds until 
retirement. Nevertheless, parents who are not maximizing deductible IRA contributions should consider doing so. 
Internal Revenue Service Publication 590 [1999] and IRC Sections 219 and 408A provide other details. 
 
U.S. Savings Bonds 
 
Interest on U.S. Savings Bonds can accrue tax deferred until the bonds are redeemed. Upon redemption, taxes are 
usually due on the accrued interest. Subject to an income test and other conditions, however, the accrued interest on 
redeemed Series EE and Series I U.S. Savings Bonds is excludable from income if the redemption proceeds are used 
to pay qualified education expenses. To qualify, the bond owner must be at least age 24 when the bonds are bought 
and must meet an income test when the bonds are redeemed. For 1999, the benefits for taxpayers filing jointly 
phases out between $79,650 and $109,650. 
 
This strategy is seldom desirable. First, interest rates on savings bonds are usually below-market interest rates for 
securities with similar risk. For example, new funds invested in EE Savings Bonds currently (December 1999) offer a 
four percent annual return. Even if the interest is excludable from income, someone in the 28 percent federal tax 
bracket should prefer taxable Treasury securities, which currently offer yields exceeding 6 percent. (We used the 28 
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percent tax bracket because income limits generally prevent individuals in higher federal tax brackets from excluding 
the savings bond’s interest.) 
 
Potts and Reichenstein [1995] note that, on rare occasions, savings bonds have offered above-market interest rates; 
during periods of falling interest rates, the Department of the Treasury is sometimes slow to reduce the administered 
interest rates on savings bonds. 
 
Second, interest exclusion can be only a fraction of qualified education expenses. Suppose qualified expenses total 
$3,000, and a parent redeems one savings bond for $6,000, representing $5,000 principal and $1,000 interest. The 
interest exclusion is only $500, [$1,000 ($3,000/$6,000)], and the tax savings for someone in the 28 percent tax 
bracket is only $140. More important, parents with incomes below the income limits would earn higher after-tax 
returns by investing in taxable Treasury bonds than U.S. Savings Bonds. 
 
Third, income limits apply. Moreover, these income limits pertain to the parents’ income when their child will be in 
college. When a family is considering buying a savings bond, it may not know whether its future income will exceed 
the limits. 
 
Given today’s below-market interest rates, it is not advantageous for parents to invest additional funds in U.S. Savings 
Bonds. But what about parents who already own these bonds? If their child is college age, they should consider their 
eligibility for the interest exclusion. If the child is below college age, they should consider cashing in the savings bonds 
and investing the proceeds in either a prepaid or savings-type qualified state tuition program. A special rule allows the 
accumulated interest to retain its tax-deferred status until funds are withdrawn from the qualified state tuition program. 
For example, suppose parents invest $1,000 in EE Savings Bonds. Five years later, they liquidate the EE bond and 
use the $1,219 proceeds to invest in a qualified state tuition program. Another six years later, the $1,219 is worth 
$1,750 and is withdrawn from the tuition program to meet qualified education expenses. The child would pay taxes at 
that time on the $750 of deferred return. The CCH Standard Federal Tax Reporter [1999], Internal Revenue Service 
Publication 970 [1999], and IRC Section 135 provide additional information. 
 
Gifts to Children 
 
Another tax strategy is to place funds in a child’s name through the Uniform Gift to Minors Act (UGMA) or Uniform 
Transfer to Minors Act (UTMA). Anyone can make a gift to a child. The strategy is to have the earnings on the 
invested funds taxed at the child’s lower rate instead of the donor’s higher tax rate. See IRC Section 2503. 
 
Suppose parents give money to their dependent son under age 14, and his income consists entirely of unearned 
income (interest, dividends and capital gains) on the invested funds. The so-called Kiddie Tax rules apply. In 1999, his 
standard deduction is $700, so he pays no taxes on this first $700. He pays taxes at 15 percent on the next $700—
that is, the first $700 of taxable income. Until he turns age 14, unearned income exceeding $1,400 is taxed at the 
parents’ rate. 
 
Once the dependent child reaches age 14, potential tax savings are much higher. His standard deduction is $700. In 
1999, he pays taxes at 15 percent on the first $25,750 of taxable income. 
 
So, until a child turns 14, tax savings from putting funds in the child’s name exist on the first $1,400 of unearned 
income. After age 14, tax savings exist on the first $26,450 of unearned income. 
 
It also can pay to shift capital gains into the child’s name. One popular tax strategy is to donate appreciated assets to 
a child. The asset’s market value at transfer is the relevant value for the $10,000 annual gift limit, but the child retains 
the donor’s cost base. So, a parent, grandparent or family friend could give stock costing $4,000 but currently worth 
$10,000 to a child. If it is sold at $10,000, the child, instead of the donor, would pay capital gain taxes on the $6,000. 
The child’s federal capital gains tax rate would probably be 10 percent instead of the donor’s 20 percent. The CCH 
Federal Tax Course 2000 [1999] provides additional details. 
 
Giving assets through the UGMA and the UTMA provides the ultimate in spending flexibility. The funds can be used to 
finance any college cost (such as fraternity dues) or retained for use after college. In addition, this strategy is not 
subject to income limits. 
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Three possible drawbacks exist. First, the child obtains control of the funds at the age of reason, defined by most 
states as age 18 or 21. The child could use the funds for a frivolous purchase against the donor’s wishes. The size of 
this risk varies with each child. 
 
Second, when there is more than one child, there is a lack of flexibility to use the funds to meet family needs. 
Suppose parents give an equal amount of funds to two children. Years later, the first child enters the Air Force 
Academy and the second child attends Baylor University. The parents cannot use the funds given to the first child to 
meet the second child’s educational needs. 
 
Third, until the child reaches the age of reason, the underlying assets may belong to the estate of the donor, if the 
donor is one of the trustees for the account. Thus, a grandparent might give assets to a grandchild through UGMA or 
UTMA, and name the child’s parent as the trustee. This would remove the assets from the grandparent’s estate. See 
CCH Federal Estate and Gift Tax Reporter [1999] and IRC Sections 2035 through 2038. Donors must weigh the 
advantages and disadvantages of giving assets to a child. 
 
Analysis of Savings Strategies 
 
The tuition programs and giving of assets are likely to be of most interest to middle-income and high-income families. 
Because these strategies are not subject to income limits, they are among the relatively few available to high-income 
families. If contributions to a qualified state tuition program exceed $10,000 in a given year, the contributor can spread 
the gift ratably over five years for gift tax purposes. So, a grandmother could prepay $40,000 of qualified expenses 
and elect to treat the funds as an $8,000 gift for the current year and each of the next four years.1 In some states, 
such as New York, a contribution to a qualified state tuition program is itself deductible for state income taxes. 
 
Let us compare three savings strategies for a donor who is in the 31 percent tax bracket and who wants to dedicate 
$10,000 to help finance a 14-year-old child’s college education. The funds will be used when the child is age 20. The 
first strategy is for the donor to invest the funds in his or her name. The second is to invest the funds in a savings-type 
tuition plan in the child’s name. The third strategy is to give the funds to the child under the UGMA for investment in a 
custodial account. 
 
In each strategy, the original funds are invested in a 70 percent bond/30 percent stock portfolio, which are the 
approximate average weights in the Fidelity tuition plan. (Holding the asset mix constant eliminates the asset flexibility 
issue until it is addressed later.) Assume bonds earn six percent a year and stocks earn ten percent. Further assume 
that stocks have a two percent dividend yield plus eight percent capital gains, and all gains are realized as long-term 
gains each year (or in one year and one day). Pre-tax portfolio returns are 7.2 percent, [0.7 (6 %) + 0.3 (10 %)]. After-
tax returns are reinvested through the sixth year. 
 
The donor earns 5.232 percent a year after taxes, 0.7 (6 %) (1 – 0.31) + 0.3 {2 % (1 – 0.31) + 8 % (1 – 0.20)}. If the 
donor retains the funds, the ending wealth after six years is $13,580 or $10,000 (1.05232)6 . 
 
In the savings plan, the funds grow tax-deferred in the child’s name at the pre-tax 7.2 percent rate of return until 
withdrawal. At age 20, the child withdraws $15,176 and pays taxes on the $5,176 of deferred return. If the returns are 
taxed at 15 percent, the after-tax ending wealth is $14,400. This amount represents an after-tax rate of return of 6.27 
percent for six years. 
 
In the custodial account, the returns are taxable each year, and the after-tax ending wealth depends upon the taxes 
paid each year. If each year the child pays taxes at 15 percent on ordinary income and 10 percent on capital gains, 
the funds grow at 6.24 percent, 0.7 (6 %) (1 – 0.15) + 0.3 {2 % (1 – 0.15) + 8 % (1 – 0.10)}. After six years, the after-
tax ending wealth is $14,379 or $10,000 (1.0624)6. Recall, however, that in 1999, the child receives the first $700 of 
unearned income tax-free, and the $700 is inflation adjusted. Assuming a $10,000 investment and returns compound 
at the 7.2 percent pre-tax rate of return, the annual returns are $720, $772, $827, $887, $951 and $1,019. If the child 
has no other income, there will be little tax due throughout the six years. The after-tax ending wealth will be almost 
$15,176, which represents a 7.2 percent after-tax rate of return. 
 
This example provides several lessons. First, both the savings plan and the gift provide substantially higher ending 
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wealth than retaining the funds in the donor’s name. Moreover, the higher the donor’s tax rate, the larger is the benefit 
of shifting income into the child’s name. 
 
Second, it is not clear whether the savings plan or the custodial account provides the higher after-tax ending wealth. 
That is, the savings plan’s tax deferral feature may be a net advantage or a net disadvantage. Tax deferral has two 
disadvantages. It combines six years of income into one year. If the child has little other income, it is better to spread 
the return over six tax years than to have it all taxable in one year. In addition, long-term capital gains are eventually 
taxed at the ordinary income tax rate in the tuition plan, while they are taxed at preferential tax rates in the custodial 
account. The above example illustrates that, for investment horizons that typically apply when planning for college 
education, the advantage of tax deferral is likely to be trivial. In the example, even if the child must pay taxes each 
year on all of the return, the benefit from deferring taxes for six years is a trivial $21. 
 
Compared with a savings plan, there are three advantages to giving assets to a child.

1.  Asset flexibility—the UGMA allows investments in stocks, bonds and mutual funds, and the UTMA allows 
investments in virtually any type of asset. The trustee chooses the asset mix. Saving plans, by contrast, have 
a preset bond-stock mix, and they usually have a heavy bond weight.2 

2.  Gifts to a child can be used to finance any college expense or retained for use after college. 
3.  Capital gains within the custodial account are taxed at preferential rates, which they do not receive in a 

savings plan. 

The custodial account has one clear disadvantage—no adult control once the child reaches the age of reason. In 
multiple-children families, another disadvantage is the lack of flexibility to use funds across children as needed. As 
noted, the custodial account’s lack of tax deferral may be an advantage or a disadvantage. 
 
Let us consider one final strategy that obviates many problems with the prior three strategies. Assume parents invest 
in a selection of individual stocks when their twins are age 14. Suppose the stock earns ten percent a year for six 
years and pays no dividend. The $10,000 original investment is worth $17,716 before taxes. One child receives a full 
college scholarship, while the other does not. The parents can give the appreciated stock to the needy child. For 
taxes, this child retains the original $10,000 cost base. He receives the stock worth $17,716, liquidates it, pays capital 
gains taxes at ten percent, and has $16,944 after taxes. The parents retain control of the funds until they are confident 
the funds will be used for a good cause. They can concentrate their gift to the needy child. For tax purposes, the 
parents retain assets with capital losses in their names, shift gains to the child, and the gains are taxed at the 
preferential ten percent tax rate. 
 
One possible disadvantage of this strategy is that the funds are retained in the parents’ estate for the six years. Thus, 
this strategy is not well suited to grandparents giving funds to grandchildren, if the grandparents have a taxable 
estate. This strategy combines many desirable features that should prove attractive in some cases. 
 
Shifting Wage Income 
 
Some parents may be able to shift earned income into a child’s name. For example, suppose a mother is a medical 
doctor. She can hire her daughter or son or both to file insurance claims, sweep the floor or whatever. Of course, 
wages cannot exceed market wages for similar services. Each child’s standard deduction is the greater of $700 or 
$250 plus earned income up to a total of $4,300. The $700 standard deduction discussed in our "Gifts to Children" 
section pertains to unearned income. Wages are earned income, so the standard deduction can be as high as $4,300. 
 
Suppose a son earns $4,300 a year working in his mother’s incorporated business, and this is his only source of 
income. If the mother’s business is in the 40 percent tax bracket, the $4,300 costs the business $2,580 after taxes 
(but before Social Security taxes and other payroll costs). The son pays no income taxes. Income shifting like this 
produces substantial tax savings. 
 
We recommend this strategy to families who own a business. The tax savings can continue through the college years. 
 
Tuition Tax Credit Strategies and Related Strategies 
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Two other savings strategies use the Hope and lifetime learning credits. Two additional strategies often involve these 
tax credits. 
 
Hope Tax Credit 
 
Subject to an income test, the Hope scholarship credit provides a tax credit of up to $1,500 per student for tuition and 
related expenses. A tax credit is a direct reduction in the final tax bill. The Hope credit provides a 100 percent credit 
for the first $1,000 and 50 percent credit for the second $1,000 of eligible expenses. It is available only for the first two 
years of higher education. The student must be enrolled at least halftime in a degree program. 
 
A family can claim more than one student per year. For instance, a family could receive a $1,500 credit for a son, a 
$1,500 credit for a daughter and a $1,500 credit for a spouse in the same tax year. This tax credit will be inflation-
adjusted after 2001. 
 
Qualified expenses are those paid during two calendar years before the student completes the first two years of 
undergraduate work. The calendar-year provision could create a problem for the traditional student who begins 
college in the fall semester and finishes the sophomore year in the third calendar year, but a special prepayment rule 
allows tuition for next year’s spring semester to be prepaid this year and to be claimed as an education expense this 
year. 
 
Lifetime Learning Tax Credit 
 
The lifetime learning credit provides a tax credit of up to $1,000 per family (20 percent of qualified education expenses 
up to $5,000) for calendar years through 2002. The maximum credit increases to $2,000 (20 percent of qualified 
expenses up to $10,000) starting in 2003. Even if more than one child’s tuition qualifies for the credit, the maximum 
credit is (currently) $1,000 per family. There is no limit on the number of years a family can claim this credit. 
 
Not Claiming a Child as a Dependent 
 
This section asks if parents should claim a child as a dependent when they provide more than half the support and 
thus are eligible to claim the child. Most high-income families will not qualify for Hope or lifetime learning tax credits for 
income reasons. Parents could, however, elect not to claim a child as a dependent. This would enable the child to 
claim the Hope or lifetime learning tax credit, but the parents would lose the tax benefit of the dependent exemption.3 
Furthermore, because the parents can claim the child as a dependent, the child cannot claim a personal exemption on 
his or her tax return. In short, parents should compare the taxes their child could save from the tax credit with their tax 
savings from claiming their child as a dependent. 
 
For 1999, the income reduction is $2,750 per dependent for married couples filing jointly with adjusted gross income 
(AGI) below $189,950. These couples begin to lose the exemption at higher incomes, and lose it completely above 
$312,450; they lose two percent of the exemption for each $2,500 of income or fraction thereof above $189,950. The 
corresponding income limits are $126,600 and $249,100 for single taxpayers and $94,975 and $156,225 for married 
taxpayers filing separately. If parents (filing jointly) have an AGI exceeding $312,450, they receive no benefit from the 
dependent exemption. They should elect not to claim the child if this election would allow the child to reduce his or her 
taxes by claiming a tuition credit. 
 
It sometimes pays not to claim a child as a dependent even if the parents receive some benefit from the exemption. 
Suppose parents have an AGI of $260,000, provide more than half their college-age son’s support and are in the 40 
percent tax bracket. If they claim him, the dependent exemption will save them $462 in taxes; they can only take 42 
percent of the $2,750 deduction, and (0.42) ($2,750) (0.40) equals $462. Suppose their college-age son would pay 
$1,000 in taxes if his parents claim him. By not claiming him, he is eligible for the Hope or lifetime learning tax credits, 
and the tax credit could eliminate his $1,000 in taxes. 
 
The same analysis applies to each child. By not claiming either of two children, parents could save each child up to 
$1,500 from the Hope credit or (currently) $1,000 from the lifetime learning credit. Moreover, by not claiming their 
children, the family could increase its total lifetime learning credit. 
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Recall that the maximum lifetime learning credit is currently $1,000 per family. Suppose the father is taking courses to 
develop new skills, a daughter is in graduate school and a son is a junior in college. If the parents claim the children 
as dependents, the lifetime learning credit will be based upon their combined qualified education expenses, but the 
credit cannot exceed $1,000. If the parents do not claim the children, the father, daughter and son are considered 
three separate "families" for purposes of this credit. So, all three individuals can file for the lifetime learning credit on 
separate tax returns. 
 
Independence 
 
The above discussion asks whether parents should claim a son as a dependent when they provide more than half of 
his support and thus are eligible to claim him. It may be possible and desirable to arrange matters so that the son 
provides more than half of his support and is thus independent (for tax purposes). If he is independent, the son 
receives the tax benefits of the $4,300 standard deduction (even if he has no earned income) and the $2,750 personal 
exemption. That is, he could have an income of $7,050 and pay no taxes. He does not get these tax benefits if his 
parents can claim him, even if they decide not to claim him. 
 
For example, suppose a mother gives $5,000 to her son during his junior year in high school. It grows to $5,500 by his 
freshman year in college. During his freshman year, his support for food, shelter, school and so on totals $25,000. He 
obtains $5,500 from the prior gift and $6,000 from working at his mother’s office, and he withdraws $8,000 from 
qualified state tuition programs—$3,000 interest and $5,000 principal. The mother provides the other $5,500. For tax 
purposes, the son is independent because he provided $19,500, which is more than half his support. 
 
Assume he has $9,250 in income—$6,000 in wages, $3,000 in interest on the tuition program and $250 of the $500 
return on the original $5,000 gift—in this tax year. The first $7,050 is tax-free. If not for the Hope credit, he would pay 
$330 in taxes—15 percent of the other $2,200. The Hope credit, however, would eliminate the $330 tax liability. By 
arranging matters so he is independent, the son avoids income taxes. The family’s tax savings from such an 
arrangement could be substantial, especially if the parents’ income is too high to benefit from the dependent 
exemption. 
 
For families with incomes below the tuition income limits, the tuition credits are an obvious benefit. These parents can 
claim the credit and also get the benefit of the dependent exemption on the child. It is less clear whether parents with 
incomes above the tuition credit limits should claim a child as a dependent. These parents should compare the 
combined taxes of the parents and child under three scenarios: (1) the parents claim the child; (2) the parents do not 
claim the child; (3) the child is independent. Their combined taxes may be lowest under one of the last two scenarios. 
The CCH Standard Federal Tax Reporter [1999] and IRC Section 25A provide more information. 
 
Summary 
 
There are several tax strategies that can be used to finance higher education. The strategies that should be attractive 
to middle- and high-income families include savings strategies, shifting income into a child’s name, and strategies 
related to tuition credits. 
 
Among savings strategies, we recommend the following. First, parents who are not now planning to maximize 
deductible IRA contributions should consider doing so. The funds can be withdrawn to finance their child’s education 
expenses. The effective tax rate on this use of the deductible IRA is low—often zero. 
 
Two other recommended savings strategies are giving assets to a child under the UGMA or the UTMA, and funding a 
qualified state tuition program. The choice between these two strategies depends upon factors unique to each family 
and to each state program. The first strategy shifts investment income into the child’s name, while the second shifts 
investment income and provides tax deferral of returns. Tax deferral will benefit some children and hurt others. Other 
factors affecting the choice between giving assets to a child and funding a tuition plan include differences in asset 
flexibility, spending flexibility and adult control of assets. 
 
Finally, we discussed a fourth savings strategy whereby parents invest in stocks in their names with the intention of 
later giving appreciated stock to their child. This strategy obviates many problems with the prior two strategies. 
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A parent who owns a business should consider employing a child. There are substantial tax benefits to shifting 
income into the child’s name. This strategy can continue through the college years. 
 
Most families have incomes below the qualification limits for the Hope and lifetime learning tax credits. They are likely 
to benefit from these credits. Higher-income families who do not qualify for these credits should examine the tax 
consequences of (1) not claiming a child/student as a dependent and (2) arranging finances so that a child/student is 
legally independent (for tax purposes). If the parents do not claim a child as a dependent, or if the child is 
independent, the child qualifies for the tuition tax credits. High-income families should compare the combined taxes of 
the parents and child under three scenarios: (1) the parents claim the child; (2) the parents do not claim the child; (3) 
the child is independent. For very high-income families, the combined taxes may be lowest under one of the last two 
scenarios. 
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Endnotes

1.  In technical advice memorandum (TAM) 199941013 dated July 9, 1999, a grandmother prepaid tuition for 
future years directly to a private school attended by her two grandchildren. The school provides education 
from preschool to high school. The payments were designated tuition payments for the two grandchildren for 
specific years. If the grandchildren do not attend the school during those years, the money for the tuition would 
not be refunded. These payments were not subject to the gift tax. Technical advice memoranda cannot be 
cited as precedent in a court of law. 

2.  In practice, asset inflexibility is not always a problem for savings plans. Parents may view all "their" assets, 
including funds invested in their children’s savings plans, as one portfolio. In this case, the parents control the 
overall asset mix even if they cannot control the savings plan’s specific asset mix. Meanwhile, the savings 
plan’s asset returns are taxed at the children’s lower tax rate. 

3.  The decision not to claim a dependent may affect the parents’ tax return in other ways besides the loss of the 
deduction for the dependent exemption. A family should consult with their tax advisor to determine the exact 
impact. 
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