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When Two Goals Collide: Balancing
College and Retirement Prepara-
tions

You've been doing the right thing financially for many years, saving for your
child’s education and your own retirement. Yet now, as both goals loom in

the years ahead, you may wonder what else you can do to help your child (or
children) receive a quality education without compromising your own retirement
goals.

Knowledge Is Power

Start by reviewing the financial aid process and understanding how financial
need is calculated. Colleges and the federal government use different formulas
to determine need by looking at a family’s income (the most important factor),
assets, and other household information.

A few key points:

®  Generally, the federal government assesses up to 47% of parent income
(adjusted gross income plus untaxed income/benefits minus certain deduc-
tions) and 50% of a student’s income over a certain amount. Parent assets
are counted at 5.6%; student assets are counted at 20%.

®  (Certain parent assets are excluded, including home equity and retirement
assets.

® The Free Application for Federal Student Aid (FAFSA) relies on your income
from two years prior (the “base year”) and current assets for its analysis.
For example, for the 2023-2024 school year, the FAFSA will consider your
2021 income tax record and your assets at the time of application.

Strategies to Consider

Financial aid takes two forms: need-based aid and merit-based aid. Although

middle- and higher-income families typically have a tougher time receiving

need-based aid, there are some ways to reposition your finances to potentially
enhance eligibility:

e Time the receipt of discretionary income to avoid the base year.

e Have your child limit his or her income during the base year to the exclud-
able amount.

e Use countable assets (such as cash savings) to increase investments in your
college and retirement savings accounts and pay down consumer debt and
your mortgage.

e Make a major purchase, such as a car or home improvement, to reduce
liquid assets.

Many colleges use merit-aid packages to attract students, regardless of financial
need. As your family explores colleges in the years ahead, be sure to investigate
merit-aid opportunities as well. A net price calculator, available on every college
website, can give you an estimate of how much financial aid (merit- and
need-based) your child might receive at a particular college.
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Don’t Lose Sight of Retirement

What if you've done all you can and still face a sizable gap between
how much college will cost and how much you have saved? To help
your child graduate with as little debt as possible, you might
consider borrowing or withdrawing funds from your retirement
savings. Though tempting, this is not an ideal move. While your child
can borrow to finance his or her education, you generally cannot
take a loan to fund your retirement. If you make retirement savings
and debt reduction (including a mortgage) a priority now, you may
be better positioned to help your child repay any loans later.

Some Parents Use Retirement Funds to Pay for College

Retirement Savings Retirement
Withdrawal Account Loan
2020 2021 2020 2021
Percentage of families
using each source 14% 16% 7% 6%
Average amount $3143 $3,633 $2,806 $3,631

Source: Sallie Mae, 2021

Consider speaking with a financial professional about how these
strategies may help you balance these two challenging and impor-
tant goals. There is no assurance that working with a financial
professional will improve investment results.

Withdrawals from traditional IRAs and most employer-sponsored
retirement plans are taxed as ordinary income and may be subject to
a 10% penalty tax if taken prior to age 594, unless an exception
applies. (IRA withdrawals used for qualified higher-education
purposes avoid the early-withdrawal penalty.)

Are You a HENRY? Consider
These Wealth-Building Strate-
gies

HENRY is a catchy acronym for “high earner, not rich yet." It
describes a demographic made up of young and often highly
educated professionals with substantial incomes but little or no
savings. HENRYs generally have enviable career prospects, but many
of them feel financially stretched or may even live paycheck to
paycheck for years, especially if they are working in cities with high
living costs and/or facing large student loan payments.

If this sounds like you, it may be time to shed your HENRY status for
good and focus on growing wealth — even if it means making some
temporary sacrifices. One simple metric that can be used to gauge
your financial standing is your net worth, which is the total of your
assets (what you own) minus your liabilities (what you owe).

The net worth of U.S. families varies greatly depending on housing
status, education, and income level. But it also takes time to build

wealth, so there are significant differences by age.
Median net worth, 2019

$122,700
All families
$255,000

Homeowners

$308,200
College graduates

$1,589,300

Families with income in the top 10%

$13,900
Under 35

$91,300
Age 35-44

$168,600
Age 45-54

$212,500
$266,400

$254,200
Age 75+

Source: Federal Reserve, 2021

Pay Attention to Your Spending

It's virtually impossible to increase your net worth if you don't live
within your means. After studying long hours and working your way
into a good-paying job, you may feel that you deserve to spend
some money on fashionable clothes, the latest smartphone, a night
on the town, or a relaxing vacation. However, if you can't pay for
most of your splurges without relying on credit — or wiping out
your savings — then you may need to rein in your lifestyle. Budget-
ing software and/or smartphone apps can help you analyze your
spending patterns and track your financial progress.

Utilize a Workplace Retirement Plan

Making regular pre-tax contributions to a traditional 401(k) plan is a
no-nonsense way to accumulate retirement assets, and it helps
reduce your taxable income by the same amount. Experts recom-
mend saving at least 10% of your income for future needs, but if
that's not possible right away, start by contributing 3% to 6% of
your salary to your retirement plan and elect to escalate your
contribution level by 1% each year until you reach your target (or
the contribution limit). The maximum you can contribute to a 401(k)
plan in 2022 is $20,500 ($27,000 if you are age 50 or older).

Many companies will match part of employee contributions, and free
money is a great reason to save at least enough to receive a full
company match and any available profit sharing. Some plans may
require that you remain employed by the company for a certain
amount of time before you can keep the matching funds.

Assess Your Housing Situation

Paying rent indefinitely may do little to improve your financial
situation. Buying a home with a fixed-rate mortgage could help
stabilize your housing costs, and you can build equity in the property
over time as your loan balance is paid off — especially if the value
appreciates. A home purchase may also afford tax advantages, but
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only if you itemize rather than claim the standard deduction on your
tax return. Interest paid on up to $750,000 of mortgage loan debt is
deductible, as are the property taxes, subject to a $10,000 cap on
state and local property taxes.

Homeownership is a worthwhile financial goal if you plan to stay
put for at least several years. And in many places, owning a home
can be less expensive than renting, thanks to low interest rates. But
there could be hurdles to overcome, including a hot real estate
market, high prices, lingering student debt, and the large chunk of
money required for a down payment.

When shopping for a home, resist the temptation to buy more house
than you can afford, even if the bank says you can. And don’t forget
to factor property taxes, insurance, and potential maintenance costs
into your buying decisions and household budget.

Charitable Giving Can Be a
Family Affair

As families grow in size and overall wealth, a desire to “give back”
often becomes a priority. Cultivating philanthropic values can help
foster responsibility and a sense of purpose among both young and
old alike, while providing financial benefits. Charitable donations
may be eligible for income tax deductions (if you itemize) and can
help reduce capital gains and estate taxes. Here are four ways to
incorporate charitable giving into your family’s overall financial plan.

Annual Family Giving

The holidays present a perfect opportunity to help family members
develop a giving mindset. To establish an annual family giving plan,
first determine the total amount that you'd like to donate as a family
to charity. Next, encourage all family members to research and make
a case for their favorite nonprofit organization, or divide the total
amount equally among your family members and have each person
donate to his or her favorite cause.

When choosing a charity, consider how efficiently the contribution
dollars are used — i.e., how much of the organization’s total annual
budget directly supports programs and services versus overhead,
administration, and marketing. For help in evaluating charities, visit
the Charity Navigator web site, charitynavigator.org, where you'll
find star ratings and more detailed financial and operational
information.

Snapshot of 2020 Giving

Despite the pandemic and economic downturn, 2020 was the
highest year for charitable giving on record, reaching $471.44
billion. Giving to public-society benefit organizations, environmental
and animal organizations, and human services organizations grew
the most, while giving to arts, culture, and humanities and to health
organizations declined.

Giving by source, 2020
. Amount (in billions) . Percentage change from 2019
$324.10 $88.55 $41.19 $16.88
2.2% 17.0% 10.3% -6.1%
o0
Individuals Foundations Bequests Corporations

Source: Giving USA, 2021

Estate Planning

Charitable giving can also play a key role in an estate plan by helping
to ensure that your philanthropic wishes are carried out and
potentially reducing your estate tax burden.

The federal government taxes wealth transfers both during your
lifetime and at death. In 2021, the federal gift and estate tax is
imposed on lifetime transfers exceeding $11,700,000, at a top rate
of 40%. States may also impose taxes but at much lower thresholds
than the federal government.

Ways to incorporate charitable giving into your estate plan include
will and trust bequests; beneficiary designations for insurance
policies and retirement plan accounts; and charitable lead and
charitable remainder trusts. (Trusts incur upfront costs and often
have ongoing administrative fees. The use of trusts involves complex
tax rules and regulations. You should consider the counsel of an
experienced estate planning professional and your legal and tax
professionals before implementing such strategies.)

Donor-Advised Funds

Donor-advised funds offer a way to receive tax benefits now and
make charitable gifts later. A donor-advised fund is an agreement
between a donor and a host organization (the fund). Your contribu-
tions are generally tax deductible, but the organization becomes the
legal owner of the assets. You (or a designee, such as a family
member) then advise on how those contributions will be invested
and how grants will be distributed. (Although the fund has ultimate
control over the assets, the donor’s wishes are generally honored.)

Family Foundations

Private family foundations are similar to donor-advised funds, but on
a more complex scale. Although you don’t necessarily need the
coffers of Melinda Gates or Sam Walton to establish and maintain
one, a private family foundation may be most appropriate if you have
a significant level of wealth. The primary benefit (in addition to
potential tax savings) is that you and your family have complete
discretion over how the money is invested and which charities will
receive grants. A drawback is that these separate legal entities are
subject to stringent regulations.
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These are just a few of the ways families can nurture a philanthropic
legacy while benefitting their financial situation. For more informa-
tion, contact your financial professional or an estate planning
attorney.

Bear in mind that not all charitable organizations are able to use all
possible gifts, so it is prudent to check first. The type of organization
you select can also affect the tax benefits you receive.

All investing involves risk, including the possible loss of principal,
and there is no guarantee that any investment strategy will be
successful.



