Retirement Planning/March-April 2003

Plans: Are They Really
for Everyone?”

By
Robert S. Keebler,
Peter J. Melcher

and

Matthew C. Zuengler

©2002 R.S. Keebler, PJ. Melcher and M.C. Zuengler

College savings plans are among the hottest new tax and
financial planning ideas to come along in years.
Innumerable articles extol their virtues, but are they right
for everyone? After providing some background
information, this article points out a potential opportunity
cost of using the plans and identifies a significant group of
taxpayers who would probably be better off if they did
not use a section 529 plan to pay tuition costs.

Basics of Section
529 Plans

Almost every state now has a sec-
tion 529 College Savings Plan.
These plans make it easier for
families to accumulate funds to
finance college education.

Generally, there are two types of
section 529 plans—prepaid educa-
tional arrangements and educational
savings accounts. Under a pre-paid
educational arrangement, a specified
current contribution purchases a spe-
cific amount of future tuition—for
example, 12 credit hours. In effect,
a parent can pay future tuition at
today’s prices. Under the latter type
of plan, a donor makes contributions
to a higher education account.
While the contributions do not
guarantee payment of any given
quantity of education, the contrib-
uted funds grow tax free. This
article focuses on educational sav-
ings accounts and refers to them
as section 529 plans.

How Section 529
Plans Operate

A donor, usually a parent or
grandparent, contributes cash to
a section 529 plan account to
pay the educational expenses of
a designated beneficiary, typi-
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cally a child or grandchild. The
contribution is invested accord-
ing to the terms of the specific
state plan chosen. Although all
state plans provide the same tax-
free accumulation, each has its
own special rules with respect to
contribution limits, annual fees,
withdrawal policies, deductibil-
ity for state income tax purposes,
and permissible participants.
In addition, each state makes
available different investment al-
ternatives. When the beneficiary
is ready to go to college, the
funds in the account may be
used to pay the beneficiary’s tu-
ition and certain other college
expenses. Eligible expenses in-
clude tuition, fees, books,
supplies, equipment and room
and board.

Section 529 plans could be
thought of as providing income
tax benefits similar to those of a
Roth IRA. After-tax dollars are
contributed to the plan with no
tax consequences at the time of
the contribution. The funds then
grow on a tax-free basis. No tax
is paid as the assets grow in-
side the plan and no tax is paid
when plan funds are distributed
to pay higher education ex-
penses. Many states augment
these federal income tax advan-
tages with income tax breaks of
their own. Most of them exempt
earnings on the plan assets
from state income tax for quali-
fied withdrawals, and some
even allow state income tax de-
ductions for contributions.

To What Extent
Should a Taxpayer
Use a Section
529 Plan?

Answering this question requires
distinguishing between taxpayers
who have possible transfer tax

exposure and those who do not.
For the latter group, the analysis
is quite simple.

Taxpayer with No
Transfer Tax Exposure

The effect of the tax-free growth is
to significantly increase the rate of
return on assets invested to pay for
future college tuition. This can pro-
duce a large economic benefit, as
shown in the following example.

Example 1. Assume the fol-
lowing facts:

E Total return on taxpayer’s port-
folio is 10%

B 7.5% appreciation

B 2.5% dividends

® Actively-managed portfolio
with 50% of capital gain rec-
ognized each year

@ Capital gains tax rate of 20%

@ Ordinary income tax marginal
rate of 40%

B Time horizon of 11 years

E Amount invested of $55,000

For every dollar invested, the

taxpayer will have 7.5 cents of

appreciation and 2.5 cents of divi-

dend income. The tax payable on

the 7.5 cents of capital gain will

Figure 1
Tax Free Compounding

be $0.075 x .20 x .50 = $0.0075,
or 0.75 cents on the dollar. The
tax payable on the ordinary in-
come will be $0.025 x .40 =0.10
cents on the dollar. The total tax
paid will be 1.75 cents on the
dollar. This tax payable will reduce
the total return on the investment
from 10 cents on the dollar, or 10
percent, to 8.25 cents on the dol-
lar, or 8.25 percent.

Assuming a 10-percent rate of
return, the $55,000 invested will
grow to $156,921. At the 8.25
percent after-tax rate of return, the
$55,000 invested will grow to
only $131,544, or $25,377 less.
The benefit of tax-free compound-
ing is illustrated in Figure 1.

Taxpayers with Transfer
Tax Concerns

For a taxpayer with estate tax con-
cerns, the choice is not so simple.
While the Economic Growth and
Tax Relief Reconciliation Act of
2001 (EGTRRA) (P.L. 107-16) re-
peals the estate tax, it is not at all
clear whether the repeal will ever
go into effect. A sunset provision
in the Act provides that, unless a
future Congress acts to continue
repeal, the pre-EGTRRA transfer
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tax system will be reinstated in
2011. See EGTRRA section 901.
The conventional wisdom seems
to be that sometime before 2011
a compromise will be struck un-
der which the transfer tax system
will continue, but with increased
exemption amounts and lower
marginal rates. Given current defi-
cits and the fact that there will be
four new Congresses and at least
one new president before 2011,
taxpayers with large estates are
well advised to continue with tax
motivated estate planning.

One of the most basic, most ef-
fective estate planning strategies
is to make maximum use of sec-
tion 2503. Section 2503(b)
currently provides an $11,000 per
year, per donee exclusion. The
amount increases to $22,000 if the
donor’s spouse joins in making
gifts. Over a period of time, sec-
tion 2503(b) can be used to
transfer very large amounts tax-
free. For example, if a donor
transfers $11,000 per year to a
child for 20 years and the growth
rate on the assets transferred is
eight percent, the child will have
$503,382 at the end of the 20-year
period. Assuming a 50 percent
transfer tax rate, the tax savings as
of that date would be $251,691.

Section 2503(e) allows addi-
tional tax-free transfers. It provides
that, if a taxpayer makes tuition (or
medical) payments for an indi-
vidual, that payment is not treated
as a transfer by gift. There is no
transfer for gift tax purposes at
all—no payment of gift tax, no use
of applicable exclusion amount,
not even any use of annual exclu-
sion amount. Thus, section
2503(e) allows for tax-free trans-
fers in a given year in addition to
the annual exclusion amount
granted under section 2503(b).

Taking advantage of a section
529 plan changes the use a tax-
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payer can make of section 2503 in
three ways. One is favorable and
the other two unfavorable. The fa-
vorable change is that a section 529
plan allows the donor to acceler-
ate future annual exclusion
amounts into the current year. In-
stead of transferring $11,000 per
year, the taxpayer can transfer
$55,000 in the first year, although
by doing so uses up the annual ex-
clusions for the current year and
the next four years. This “borrow-
ing” has a very favorable effect

and important opportunity costs
for the taxpayer with transfer tax
concerns.

Figure 2 summarizes the eco-
nomic tradeoffs.

Running the
Numbers

The first step in quantifying the
benefits of the section 529 strategy
and the section 2503(e) strategy is
to be clear on what is being com-

Figure 2

529 Plan 2503(e) Strategy |
Tax-Free Growth Yes No
Acceleration of Annual Exclusion Yes No
Use of 2503(e) No Yes
Discounted Gifts Available No Yes

because money can be transferred
to the college savings account ear-
lier, giving it a longer period to
grow and to benefit from tax-free
compounding. It also allows the
donor to remove more apprecia-
tion from the gross estate because
the amounts transferred early ac-
cumulate in the hands of the
beneficiary rather than in the hands
of the donor.

One of the unfavorable changes
is that, by using annual exclusions
to transfer money to a section 529
plan, the taxpayer loses the abil-
ity to leverage those annual
exclusions by making transfers of
discounted assets. These dis-
counted assets would typically be
family limited partnership (FLP)
units and the amount of the dis-
count might range from 15 percent
to 55 percent. The other unfavor-
able change is that the taxpayer
effectively loses the ability to use
section 2503 (e) to make gift tax-
free transfers of tuition when the
beneficiary enrolls in college.
Thus, using a section 529 plan
produces both important benefits

pared. Both could be thought of as
strategies to maximize the amount
transferred tax-free to the benefi-
ciary, measured as of the date the
beneficiary makes his or her last
tuition payment. In both cases, the
taxpayer has the use of annual ex-
clusion amounts for five years. In
the section 529 alternative, these
annual exclusion amounts are ac-
celerated and the amount
transferred grows at the before-tax
rate of return. By contrast, in the
section 2503(e) alternative, the
amount transferred can be lever-
aged by using discounted assets,
but the assets will grow at the af-
ter-tax rate of return. The section
2503(e) alternative has the addi-
tional advantage of allowing the
taxpayer to make tax-free transfers
of the tuition payments when the
beneficiary attends college. Note
that the income tax advantage of
the section 529 plan (higher rate
of return) is built into the analysis.

A series of examples illustrates
the economics of the decision.
These examples are all based on
the following general fact situation:
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m Taxpayer wishes to make
maximum tax-free transfer
possible to Beneficiary using
his annual exclusion amounts
for the next five years plus sec-
tion 2503(e)

E Before-tax investment rate is
10%

B After-tax investment rate is
8.25%

B First tuition payment for Ben-
eficiary will be made at the
end of Year 12

B Annual tuition is $49,504

To begin with, several some-
what simplified calculations
make the points as clearly as pos-
sible. The first example quantifies
the benefit of the acceleration of
the annual exclusion amounts.

Example 2. Taxpayer (T)
wishes to use the annual ex-
clusions for the next five years
to make tax-free transfers to
Beneficiary (B). T wishes to
maximize the tax-free trans-
fer to B (measured as of the
date B enters college in 12
years). T can either transfer
$55,000 now (Scenario 1), or
$11,000 now and $11,000
more in each of the next four
years (Scenario 2). Assume
that the growth rate is 10 per-
cent in both cases. In
Scenario 1, B will end up with
$172,614 at the end of 12
years (prior to distribution for
tuition). In Scenario 2, B will
end up with only $143,955,

Figure 3 Scenario 1
s Front End Loading
Made to 528 Plan
Beginning ‘ oo PresTax: o Ending
Year Balance . Additions”  Growth Rate . - Balance
1 $ - $ 55000.00 $ 5,500.00 $ 60,500.00
2 $ 60,500.00 $ 6,050.00 $ 66,550.00
3 $ 66,550.00 $ 6,655.00 $ 73,205.00
4 $ 73,205.00 $ 7,320.50 $ 80,525.50
5 $ 80,525.50 $ 8,052.55 $ 88,578.05
6 $ 88,578.05 $ . 8,857.81 $ 97,435.86
7 $ 97,435.86 $ 9,743.59 $ 107,179.44
8 $ 107,179.44 $ 10,717.94 $ 117,897.38
9 $ 117,897.38 $ 11,789.74 $ 129,687.12
10 $ 129,687.12 $ 12,968.71 $ 142,655.84
11 $ 142,655.84 $ 14,265.58 $ 156,921.42
12 $ 156,921.42 $ 15,692.14 $ 172,613.56
Scenario 2
- Ratable Contributions Over Five Years 70
' Madeto529Plan

: * Beginning S PreTax . Ending
Year . Balance . Addiiens . GrowthRate:: . Balange.
1 $ - $ 11,000.00 $ 1,100.00 $ 12,100.00
2 $ 12,100.00 $ 11,000.00 $ 2,310.00 $ 25,410.00
3 $ 2541000 $ 11,000.00 $ 3,641.00 $ 40,051.00
4 $ 40,051.00 $ 11,000.00 $ 5,105.10 $ 56,156.10
5 $ 56,156.10 $ 11,000.00 $ 6,715.61 $ 73,871.71
6 $ 73,871.71 $ 738717 $ 81,258.88
7 $ 81,258.88 $ 8,125.89 $ 89,384.77
8 $ 89,384.77 $ 8,938.48 $ 098,323.25
9 $ 98,323.25 $ 9,832.32 $ 108,155.57
10 $ 108,155.57 $ 10,815.56 $ 118,971.13
11 $ 118,971.13 $ 11,897.11 $ 130,868.24
12 $ 130,868.24 $ 13,086.82 $ 143,955.06

or $28,659 less. This com-
parison is shown in Figure 3.

Example 2 shows that the benefit
of accelerating the annual exclusion
amounts is very substantial.

Now add the second benefit of
the section 529 plan to the analysis.

Example 3. Assume the
same facts as in Example 2,
except that the rate of return
in Scenario 2 is now only
8.25 percent. Under these
facts, B will now have only
$122,283 in Scenario 2, or
$50,330 less than in Sce-
nario 1. This comparison is
shown in Figure 4.

The next step is to factor in
valuation discounts.

Example 4. Assume the same
facts as in Example 3, except
that the assets used to make the
annual exclusion gifts are en-
titled to a 30 percent discount.
This means that T will now be
able to make each transfer
$15,714 instead of $11,000
(11,000/.7). This will increase
the amount B has at the end of
12 vyears to $174,690
($122,283/.7). Note that this is
slightly more than in the sec-
tion 529 plan scenario.

Figure 5 illustrates the benefit
of using discounted assets in gift-
ing. Note that while the
discounted gifting alternative is
still ahead after 12 years, the sec-
tion 529 option is gaining and
will soon overtake it. The reason
is that the higher rate of return
keeps compounding, causing the
benefit of the higher rate to ac-
celerate over time.

The discounted gifting strategy
is already starting to look favor-
able, but there is an additional




benefit to consider—namely the
use of section 2503(e).

Example 5. Assume the same
facts as in Example 4 and in
addition that T takes advan-
tage of section 2503(e) to
make transfer tax-free pay-
ments of tuition on B’s behalf.
Assuming the same 8.25 per-
cent discount rate, the present
value of these four payments
of $49,504 is $163,055.
When added to the value of
assets transferred tax-free un-
der section 2503 (b), the total
value of tax-free transfers un-
der the section 2503(e)
alternative is $337,745 as of
the date B enters college. This

Retirement Planning/March-April 2003

Figure 5

Comparison of Alternatives Prior to Education Expense

$200,000.00

$180,000.00

e

$160,000.00

A=

$140,000.00

e o

$120,000.00

sl

e

$100,000.00

$80,000.00

$60,000.00

$40,000.00

$20,000.00

$- . 1 . . . ‘ .

10 11 12

—e— Gifting to 529 Plan
—a— Gifting With Discounted Assets

B Gifting - No Discount

F'gure 4 Scenario 1
S ““Front End Leadmg SR
R Made to *329 Pian
Year o g o Addmons oy : o Balange )
1 $ - $ 55 000.00 $ 5 500 00 $ 60,500. 00
2 $ ©0,500.00 $ 6,050.00 $ 66,550.00
3 $ 66,550.00 $ 6,655.00 $ 73,205.00
4 $ 73,205.00 $ 7.320.50 $ 80,525.50
5 $ 80,525.50 $ 8,052.55 $ 88,578.05
8 $ 88,578.05 $ 8,857.81 $ 97,435.86
7 $ 97.435.86 $ 9,743.59 $ 107,179.44
8 $ 107,179.44 $ 10,717.94 $ 117,897.38
g $ 117,897.38 $ 11,789.74 $ 129,687.12
10 $ 129,687.12 $ 12,968.71 $ 142,655.84
11 $ 142,655.84 $ 14,265.58 $ 156,921.42
12 $ 156,921.42 $ 15,692.14 $ 172,613.56

Year B - Groy . Balance
1 $ - $ '11 000 00 $  907.50 $ 11,907.50
2 $ 11,907.50 $ 11,000.00 $ 1,889.87 $ 24,797.37
3 $ 24,797.37 $ 11,00000 $§ 2,953.28 $ 38,750.65
4 $ 38,750.65 $ 1100000 § 4,104.43 $ 53,855.08
5 $ 53,855.08 $ 1100000 $ 5,350.54 $ 70,205.62
6 $ 70,205.62 $ 579196 $ 75,997.59
7 $ 75,997.59 $ 6,269.80 $ 82,267.39
8 % 82,267.39 $ 6,787.06 $ B89,054.45
9 $ 89,054.45 $ 7,346.99 $ 96,401.44
10 $ 96,401.44 $ 7.953.12 $ 104,354.56
11 $ 104,354.56 $ 860025 $ 112,963.81
12 $ 112,963.81 $ 9,319.51 $ 122,283.33

is nearly double the tax-free
transfer in the section 529
plan alternative.

To make the economic rela-
tionship between the section
529 plan and the section
2503 (e) discounted gift alterna-
tive as clear as possible, the
continued benefit of tax-free
compounding inside the section
529 plan after the beneficiary
has entered college (three more
years) has been ignored. Of
course, the benefit of the higher
rate of return would not apply
to the full amount in the section
529 plan at the time the benefi-
ciary entered school because
tuition payments would have to
be made each year.

Example 6 shows how this
continuing benefit can be quan-
tified within the framework of
the analysis.

Example 6. Assume the same
facts as in Example 4 and recall
that the amount of the annual
tuition payment was $49,504.
Assuming a 10-percent rate of
return, the section 529 plan
account is reduced to exactly
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$0 after the last tuition payment
as shown in the following chart:

172,614 49,504 123,110 135,421

135,421 49,504 85,917 94,509
94,509 49,504 45,004 49,504
49,504 49,504 0

Assuming instead an 8.25 per-
cent rate of return, the chart looks
like this:

172,614 49,504 123,110 133,267

133,267 49,504 83,763 90,673
90,673 49,504 41,1769 44,565
44,565 49,504 (4,939)

The value of this amount dis-
counted back to the date the
beneficiary begins college at an
8.25 percent discount rate (the
opportunity cost of capital) is
$3,894. If this amount was added
to the $172,614 amount in the
section 529 plan in Example 4,
the result would be $176,508.
This would be slightly more that
the $174,690 in the discounted
gift alternative before adding in
the benefit of the section 2503 (e)
transfer, but still only a little
more than half the total tax-free
transfer when the amount of the
tax-free tuition payments is
added in.

Relevant
Variables in the
Decision Model

The analysis presented above is
very fact sensitive and changing
the level of certain variables
could make a significant differ-
ence. These variables include
the following:

® The rate of tax on the outside
investment

Marginal income tax rate
Probability of estate tax repeal
Longevity of taxpayer
Whether investment alterna-
tives inside the section 529 plan
are as favorable as investment
alternatives outside the plan

8 Discounts available
m Time horizon

Tax Rate on Outside Investment

One of the key considerations in
determining whether the section
529 alternative makes sense is the
marginal income tax rate that
would have to be paid on invest-
ments outside the section 529
plan. As this rate increases, the
difference between before-tax
and after-tax rates increases, mak-
ing the section 529 alternative
more and more favorable. At one
extreme, one could assume that
all of the return on the investment
is ordinary income. With a 40
percent ordinary tax rate, the af-
ter-tax rate of return would be
only six percent. This reduces the
future value of the series of
$11,000 gifts to the beneficiary
to $98,831. At the other extreme,
one could assume that the tax-
payer invested in an index fund
with virtually no current tax. In
this situation, the assets trans-
ferred to B would appreciate at
the same (or nearly the same) 10
percent after-tax rate as the assets
in the section 529 plan.

laxpayer’s Marginal Income
Tax Rate

The income tax advantage of a
section 529 plan derives from tax-
free appreciation. The more tax
the taxpayer would pay on an
outside investment, the greater
this benefit is. Increasing the mar-
ginal income tax rate increases
the amount of income tax paid.
Marginal income tax rates could
vary significantly depending on
the taxpayer’s income and state
of residence. A high income tax-
payer in New York (where state
and local income taxes add up
to 10 percent to the tax bill)
could have an effective income
tax rate approaching 50 percent,

while a lower income taxpayer
in a state without an income tax
might have an effective com-
bined state and federal income
tax rate of 40 percent, 35 per-
cent or even lower.

Likelihood of Estate Tax Repeal

If estate tax repeal does go into
effect, most of the transfer tax ben-
efits would drop out of the
analysis, leaving only the income
tax benefit of tax-free growth.
There would still be some benefit
to using section 2503(e) because
the gift tax would continue to ex-
ist. The only way to quantify the
benefits of the section 2503(e)
strategy would then be-to do an
expected return analysis. The ex-
pected benefit (return) from using
the section 2503 (e) strategy would
simply be the benefit of using the
strategy multiplied by the likeli-
hood that the estate and gift tax
will continue. Thus, if the benefit
of section 2503(e) were $337,163
and assuming there was a 60 per-
cent chance that the repeal would
never go into effect, the expected
return from using the section
2503(e) strategy would be
$202,298 (.6 x $337,163).

Longevity of Taxpayer

A related issue is whether the tax-
payer (donor) lives long enough to
make the section 2503 (e) transfer.
If the taxpayer died before the ben-
eficiary entered school, the benefit
of 2503(e) would be lost. On the
other hand, if the taxpayer used
section 529 to make a $55,000
transfer and did not live for at least
five years, a pro rata portion of the
annual exclusion amount would
be lost by a gross estate inclusion.

Investment Options Inside the Plan

Until recently, this was a very im-
portant issue. Investment options
inside a section 529 plan were




severely limited and outside in-
vestments often offered much
higher expected returns. Many
states now have very flexible in-
vestment choices. Moreover, even
if the taxpayer lives in a state that
provides only a few very conser-
vative investment choices,
taxpayers may generally invest in
a plan from another state. If the
pre-tax rate of return inside the
plan is significantly lower than the
expected return outside the plan,
this must be taken into account in
comparing the section 529 and
section 2503 (e) alternatives.

Discounts Available

If a taxpayer plans to make lever-
aged gifts, the size of the discount
will significantly impact the
wealth transferred to a beneficiary.
In this regard, it is axiomatic that
an increase in the size of the dis-
count will yield larger benefits.

Chart 1 shows the amount of the
annual exclusion gifts and the
amount the beneficiary would end
up with—using the assumptions in
Example 4, prior to adding in the
2503(e) benefit—given various
other discount rates.
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Time Horizon

lt should also be noted that the longer
the time horizon, the more favorable
the section 529 alternative would be
compared with the discounted gift-
ing strategy. The longer the time
horizon, the greater the tax-free com-
pounding that can take place.

A Better Choice

While section 529 plans cover
books, fees, supplies, equipment
and room and board in addition to
tuition, section 2503 (e) can be used
to make only tu-

Conclusion

From an economic perspective,
taxpayers with substantial wealth
would often be better off
continuing to make annual ex-
clusion gifts of discounted assets
and using a section 529 plan
only for nontuition expenses.
Unfortunately, which alternative
is best in any given case is very
much dependent on the facts.
This article provides a basic
model for performing the eco-
nomic analysis, identifies the

ition payments. Chart 1

This suggests that Discount Rate Annual Exclusion Amount to B
it may be a good 15% $12,941 $143,862
idea to use both 25% $14,667 $163,044
section 529 plans 40% $18,333 $203,805
and section 559, $24,444 $271,740

2503(e) transfers.

A taxpayer could contribute the
amount needed to cover expenses
other than future tuition payments
to a section 529 plan and take ad-
vantage of the tax-free growth inside
the plan. Tuition could later be paid
using section 2503(e) transfers. This
strategy would enable the taxpayer
to have the best of both worlds.

relevant independent variables,
and leaves it to the probate prac-
titioner to apply the model to the
fact situation.

ENDNOTES

* Reproduced from Probate Practice Reporter.
Also appeared in 272 Fin. and Est. Planning
Rep. (CCH) 932,451.




