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Ruminations on College Funding

While considering college funding, I tend to have clients fund their goals in this order:

1. Tax-advantaged retirement plans in full. There are lots of ways to go to college but not that
many ways to be retired. Many people shouldn’t even be doing any college planning — they
can’t afford it. In addition, contributions to Roth accounts could be withdrawn for
education (or any other reason).

2. Extra principle payments on the mortgage (home equity frequently doesn’t count toward
financial aid eligibility). A HELOC (Home Equity Line Of Credit) could then be tapped for
education expenses.

3. Coverdell Savings Accounts.

4. 529s.

5. Taxable accounts.

Note that while this is “typical,” every client is different, and many cases will have different ordering
depending on the specific tax situation, asset allocation, goals, and projected future cash flows.
However, for the “normal” client, I would fully fund each option sequentially before the next.

Prioritizing Coverdell ahead of the 529 in funding may seem peculiar because most folks seem to
favor the 529. They are not mutually exclusive, we are merely prioritizing which to fund firsz. Itis a
close call, but consider the following (in no particular order):

1. Many people believe they can’t do a Coverdell because of the earnings limit. However, you
can gift money to the child who ca» fund the Coverdell; so the earnings limit shouldn’t be a
real issue in most cases. This does have the disadvantage of the child being able to access
the funds — possibly #of for education. It also would be considered the child’s asset rather
than the parent’s for financial aid calculations which is not as favorable. Advantage: 529.

2. Previously the 529 had better treatment than the Coverdell when calculating financial aid
eligibility, but now both are considered the asset of the parent in most cases. Advantage: tie.

3. States may change the state tax treatment of 529 withdrawals in the future (particularly those
from out of state). Coverdell accounts are federal and not subject to the same risks. Of
course, some states have state tax deductions for the in-state 529s that must be considered
also. Conclusion: depends on magnitude of your state’s current tax advantages if you are
doing an in-state plan, for out-of-state plans. Advantage: Coverdell.

4. The Coverdell obviously has more flexibility of investments. This is particularly important
because you can purchase index funds or ETFs and improve returns by 50 basis points or
more over the options typically present in the 529 (if you believe as I do that the market is
semi-strong form efficient). The younger the child, the more important this factor is.
Suppose there is a state tax deduction (6% state rate) for contributing to the 529, but the
investment options are likely to underperform by 50 basis points per year. For a 16-year-old
the state tax deduction will clearly trump the short period of lower performance. For a 4-
year-old the reverse is true. Advantage: Coverdell (generally).

5. The Coverdell must be used by age 30 (or transferred to a younger family member) while a
529 has no such requirement. Most folks are done with college well before age 30, so this
shouldn’t be a significant issue. Minor Advantage: 529.

6. The Coverdell can be used for elementary or secondary education, the 529 may not. Minor
Advantage: Coverdell.

Opverall Conclusion — Coverdell by a nose...
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Notes:
The analysis in this report has been prepared by David E. Hultstrom, MBA, CFP@, CFA®.
Mr. Hultstrom is the president of Financial Architects, LLC, a financial planning and wealth

management firm. Questions or comments are welcome, and he may be reached at
David@FinancialArchitectsLLC.com or (770) 517-8160.

Reasonable care has been taken to assure the accuracy of the data contained herein and comments are
objectively stated and are based on facts gathered in good faith. We disclaim responsibility, financial or
otherwise, for the accuracy or completeness of this report. Opinions expressed in these reports may change
without prior notice and we are under no obligation to update the information to reflect changes after the
publication date. Nothing contained in this material is intended to constitute legal, tax, securities, or investment
advice, nor an opinion regarding the appropriateness of any investment, nor a solicitation of any type. The
general information contained in this publication should not be acted upon without obtaining specific legal, tax,
and investment advice from a licensed professional. Past performance is no guarantee of future results. This is not
an offer, solicitation, or recommendation to purchase any security or the services of any organization. The
foregoing represents the thoughts and opinions of Financial Architects, LLC, a registered investment advisor. Your
mileage may vary.

This report was originally written in November, 2002 and was last reviewed/updated in April, 2013.
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