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COLLEGE
FUNDING
TOOL OFFERS

Taxpayers can aggregate several years' worth of annual exclusions when making contributions

to college savings plans and turn future appreciation into tax-free wealth .

ESTATE PLANNING
ADVANTAGE
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JOSEPH R . POZZUOLO and LISA M . KAPLAN, Attorneys

A s the cost of education con-
tinues to rise, families should
explore the various income
and estate tax advantaged
alternatives of saving for col-

lege. One such alternative is state-sponsored
college savings plans, also known as Section 529
plans. Under provisions enacted as a part of
EGTRRA (taking effect in 2002), these plans
offer extended families extraordinary oppor-
tunities to fund the future cost of a child or
grandchild's college or graduate school edu-
cation at today's tuition rates and to obtain addi-
tional funds through both income and estate
tax savings and significant investment returns
on certain college savings accounts .' The plans
are an excellent estate planning vehicle for
extended families who desire to shift wealth from
older generations to younger generations .

Types of section 529 plans
Section 529 authorizes qualified state tuition
(QST) programs. A QST program is one estab-
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lished by a state or agency that does either of
the following :
I . Allows an individual to purchase tuition

credits or certificates at a discount for a
designated beneficiary, who is then enti-
tled to a waiver of payment of qualified
higher education expenses ("prepaid
tuition plans") .

2. Permits an individual to make contribu-
tions to an account to meet a designated
beneficiary's qualified higher educa-
tional expenses ("college savings
account plans") .'
Qualified higher educational expenses

include tuition, fees, books, supplies, and
equipment required for enrollment or atten-
dance.' In the case of an individual who is an
"eligible student," expenses also include rea-
sonable costs for the designated beneficiary's
room and board . An "eligible student" is a stu-
dent who satisfies the requirements of section
484(a)(1) of the Higher Education Act of
1965' and is carrying at least one-half the nor-
mal full-time work load for the course of study .'



I . The program must require that purchases
or contributions be made in cash .'

2 . The program must provide that any con-
tributor to, or designated beneficiary
under, the program may not direct the
investment of any contributions to the
program or any earnings thereon .' (It is
expected that Section 529 final regula-
tions will provide that a program does not
violate this Section 529(b)(5) requirement
if it permits a change in the investment
strategy selected once per calendar year
and on a change in the designated account
beneficiary. In order to qualify under this
special rule, the final regulations will
likely require that the program (a) permit
participants to select from among only
broad-based investment strategies
designed exclusively by the program and
(b) institute procedures and keep records
to prevent a change in investment options
from occurring more than once per calen-
dar year or on a change in the designated
account beneficiary.')

3. The program must impose more than a
de minimis penalty on any refund of
earnings from the account that are not
(a) used for the designated beneficiary's
qualified higher education expenses, (b)
made on account of the designated bene-
ficiary's death or disability, or (c) made
on account of a scholarship received by
the designated beneficiary to the extent
the refund does not exceed the scholar-
ship, allowance, or payment .'

4. The program must provide a separate
accounting for each designated benefi-
ciary."

5 . The program may not allow any interest
in the program to be used as security for
a loan."

6. The program must provide adequate
safeguards to prevent contributions on
behalf of a designated beneficiary in
excess of those necessary for the benefi-
ciary's qualified higher education
expenses .

Plans as a college funding tool
As of September 2001, all 50 states and the Dis-
trict of Columbia have implemented QST
programs or have pending programs . College
savings account programs have been imple-
mented or are pending in 30 states, four states
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have pre-paid tuition programs, and 16 states
and the District of Columbia have both types
of programs ."

A common misconception about these
plans is that an individual can invest in only
his or her own state's plan . In reality, an indi-
vidual can purchase any state's plan, subject to
the residency limitations of several states .
Each plan has different features, and the con-
tributor should consider the following issues
in choosing the right plan :
1 . Residency requirements .
2 . Schools covered under the particular

state's plan .
3 . Minimum and maximum contribution

limits .
4. Costs of purchasing a contract .
5 . Amount of the account that can be

applied for room and board .
6. Penalties for not using the fund for quali-

fied education expenses .
7 . The ability of the child to obtain finan-

cial aid with a particular state's plan .
The various features of a particular state's

plan are available on the internet and through
the state's department of education .

Pennsylvania pre-paid tuition plan

Two examples of pre-paid tuition plans are those
established by Pennsylvania and Florida .
Pennsylvania's prepaid tuition plan is known
as the Tuition Account Program (TAP) . Penn-
sylvania requires that either the purchaser or
the beneficiary of a TAP account be at least 18
years of age and a state resident . Residents are
permitted to open accounts for themselves if
they meet the age and residency require-
ments . TAP tuition credits guarantee future pay-
ment of tuition at today's cost at "eligible
educational institutions ." This is defined as
accredited post-secondary schools eligible to
participate in the U .S. Department of Educa-
tion student aid programs and those that
offer bachelor, associate, graduate, or profes-
sional degrees, or other recognized post-sec-
ondary credentials"

On opening a TAP account, the account
owner must designate a tuition level on the
enrollment form . TAP offers the following five
average tuition levels :
1 . Ivy League School Average, which is

based on tuition at the eight Ivy League
schools, including the University of
Pennsylvania .
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2 . Private Four-Year College Average, which
is based on tuition at four-year private
colleges .

3 . State-Related School Average, which is
based on the tuition at the four state-
related universities : Penn State Univer-
sity, the University of Pittsburgh, Lincoln
University, and Temple University.

4. State-System School Average, which is
based on tuition at the 14 universities
that comprise the State System of Higher
Education .

5 . Community College Average, which is
based on tuition at Pennsylvania's 15
community colleges .
In addition, the account owner may desig-

nate any one of the state-related or state-sys-
tem universities, any Pennsylvania community
college, or the Thaddeus Stevens College of
Technology as the tuition level .

The account owner can make contributions
to his or her account at anytime and in amounts
of $5 or more. The maximum contribution is
limited to $170,000 . Pennsylvania does not
impose any income limitation on the account
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owner who establishes and makes contributions
to the plan. When the designated beneficiary is
ready to attend college or graduate school, the
account owner authorizes the TAP Bureau to use
a specific number of TAP credits or their dol-
lar amount to pay for the student's qualified
higher education expenses . A TAP credit rate
and TAP semester rate is set for each tuition level
for each academic year . The TAP semester rate
is equivalent to 12 TAP credits .

For the academic year 2001-2002, the TAP
credit rates for the State-Related School Aver-
age, State-System School Average, Community
College Average, and Ivy League School Aver-
age tuition levels are the mathematical aver-
age (mean) of the actual tuition at the schools
comprising each level . The 2001-2002 rate for
the average private four year colleges is the
mathematical average (mean) of the actual
tuition at all the private four-year colleges in
Pennsylvania .

As for room and board expenses, a dollar
limitation applies to those students living off-
campus and those living at home . For instance,
only $2,500 can be used for room and board

SECTION 529 PLANS
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The following states have implemented or

	

Rhode Island
pending college saving account programs :

	

South Dakota
• Alaska

	

Utah
• Arizona

	

Vermont
• Arkansas

	

Wisconsin .
• California

	

These states have prepaid tuition programs :
• Connecticut

	

• Nevada
• Delaware

	

• South Carolina
• Georgia

	

• Texas
• Hawaii

	

• Washington
• Idaho

	

These states have both types of programs:
• Indiana

	

• Alabama
• Iowa

	

• Colorado
• Kansas

	

• Florida
• Louisiana

	

• Illinois
Minnesota Kentucky
Missouri Maine
Montana Maryland
Nebraska Massachusetts
New Hampshire Michigan
New Jersey Mississippi
New York New Mexico
North Carolina Pennsylvania
North Dakota Tennessee

Ohio Virginia

Oklahoma West Virginia

Oregon Wyoming



combined for a student living off campus . The
maximum for room and board for a student liv-
ing at home is $1,500 .

For students attending state-related uni-
versities, TAP guarantees to keep pace with the
tuition increases at each separate school . TAP
will make a payout from the account at the
actual tuition charged by the particular school .
For students attending an Ivy League School,
private college, career school, or an out-of-state
university or college, TAP guarantees to keep
pace with the tuition increases at the designated
tuition level and to make payouts from the
account based on that level .

The guarantee is dependent on the TAP Fund
generating adequate investment earnings to off-
set tuition inflation and on the rates set yearly
for TAP credits . If the Fund does not gener-
ate an adequate return, the program may not
be able to satisfy all of its future tuition liabilities .
The following safeguards, however, exist :
•

	

Actuarial assumptions are reviewed when
the TAP credit rates for the new year are
determined .

•

	

Any shortfall in earnings can be offset by
the Fund's current surplus or by increases
in future TAP credit rates .
Example. Fred opens an account for his

ten-year-old grandson, Louis, designating the
Ivy League School Average tuition level . Fred's
income tax rate is 39 .6%. The current TAP cost
at that level is $12,789 per semester (effective
from 9/1 /01 to 8/31/02), equivalent to 12 TAP
credits ." Fred sends TAP a check for $12,789
today and makes no further contributions to
Louis's account . In 2009, Louis chooses to attend
the University of Pennsylvania, an Ivy League
school. If the Ivy League School Average
semester tuition in 2009 is $20,000, TAP will
send a check in this amount to the University
of Pennsylvania for Louis .

Fred saved $7,211 in tuition inflation . In
addition, there is no federal, state, or local
income tax on this $7,211 growth of the
tuition credits, from 2001 until 2009 . Prior to
EGTRRA, for federal tax purposes, the dif-
ference between the amount originally paid for
the credits and the current value of the cred-
its was taxable income to the grandson when
the credits were used . The amount was taxed
at the grandson's rate (15%), which was sig-
nificantly lower than his grandfather's tax
bracket. EGTRRA, however, completely and per-
manently excludes the use of such credits
from federal income tax .
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The result of this TAP contribution is that
Fred removed $12,789 from his gross estate,
and Louis received tax-free growth on that
amount. Assuming Fred's estate is in the 49%
estate tax bracket ($2 million to $2 .5 million
taxable estate), his contribution results in an
estate tax savings of approximately $6,267 .

Example . Charlie (who is in the 39 .6% tax
bracket) opens two accounts for his two-year-
old twins, Lucy and Sally, designating Penn State
as the tuition
level for each
account. Penn
State's current
TAP rate, the
State-Related
School Aver-
age, is $3,616
per semester. If Charlie sends TAP a check for
$3,616 for each of his children, TAP will guar-
antee to pay one full semester of Penn State
tuition in the future for Lucy and Sally. Char-
lie makes no further contributions to either of
the accounts . In 2017, Lucy chooses to attend
Penn State. If Penn State's semester tuition bill
is $8,000 at this time, TAP would pay the entire
Penn State tuition for Lucy for the semester .
If Sally decides to attend a private college or
out-of-state school, TAP would send a check
for $8,000 to that school .

As a result of the TAP contributions, Char-
lie saved $4,384 in tuition inflation for Lucy
alone. In addition, there is no federal, state, or
local income tax on the $4,384 growth of the
tuition credits, from 2001 until 2017 .

Prior to 2002, for federal tax purposes, the
difference between the amount originally paid
for the credits and the current value of the cred-
its was taxable income to Lucy when the cred-
its were used. The amount was taxed at Lucy's
rate (15%), which was significantly lower than
her father's tax bracket. EGTRRA, however, com-
pletely and permanently excludes the use of such
credits from federal income tax . Charlie's con-
tribution for Lucy's and Sally's education
expenses removed $7,232 from his gross estate .

Assuming Charlie's estate is in the 49% tax
bracket, his combined contributions of $7,232
for Lucy and Sally result in an estate tax sav-
ings of approximately $3,544 . Also, if Charlie
had not made the contributions, he would have
paid income tax on any earnings derived
from those funds, and any unspent after-tax
return would be part of his taxable estate, sub-
ject to the 49% estate tax rate .

ALL 50 STATES AND THE
DISTRICT OF COLDMWA
HAVE. IMPLEMENTED DST

PROGRAMS OR HAVE
PENDING PROGRAMS.
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A COMMON
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THESE PLANS IS THAT AN
INDIVIDUAL. CAN INVEST
IN ONLY
OWN
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STATE'S PLAN .
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The account owner can change the tuition
level at any time, and such change is made
retroactive for each contribution to the account .
The TAP Bureau will recalculate the number
of TAP credits in the account, dividing each con-
tribution by the TAP credit rate in effect at the

time the con-
tribution was
made. If a stu-
dent attends
a school that
is less expen-
sive than the
tuition level

designated, there will be more TAP credits, each
with a lesser dollar value . If a student attends
a more expensive school, there will be fewer
TAP credits but the dollar value of each will
be greater. Furthermore, if the student attends
a Pennsylvania public institution but does not
qualify for the in-state tuition, the tuition level
will be at nonresident rates . This change will
also reduce the number of TAP credits, but
increase the dollar value of each credit .

Florida pre-paid tuition plan
Under Florida's prepaid college tuition pro-
gram, the purchaser of the contract must be
at least 18 years old ; the beneficiary must be
a Florida resident, under age 21 and have not
yet entered the 12th grade . Florida does not
impose any income limitation on the account
owner who establishes and makes contribu-
tions to the plan . Unlike Pennsylvania, Florida's
pre-paid tuition plan offers a full faith and
credit guarantee . If, for example, the contrib-
utor's account earns less than the rate of
tuition inflation, Florida's treasury will cover
the deficit .

The tuition benefits are designed for
Florida state universities and public community
colleges . If a child enrolls in an eligible
Florida private college or university, the value
of the contract in the public system can be
transferred to the private college . If the child
enrolls in an eligible college or university out-
side Florida, the purchaser may transfer the
lesser of:
•

	

The funds paid into the program plus 5%
interest compounded annually .

•

	

The rate of matriculation fees for Florida's
public community colleges or state uni-
versities, depending on which of the fol-
lowing three contracts is purchased :
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1 . Tuition contract .
2. Local fee contract .
3. Dormitory contract.

These contacts, respectively, cover tuition
costs, local fees, and dormitory fees at Florida's
state universities and public community col-
leges. The tuition contract comprises three dif-
ferent types of tuition plans :
1 . Four-Year University Tuition Plan . This

plan covers the state fees (including
matriculation, building, capital improve-
ment and student financial aid fees) asso-
ciated with 120 semester credit hours of
enrollment in a Florida state university .

2 . 2 + 2 Tuition Plan . This plan covers the
state fees associated with 60 semester
credit hours of enrollment in a commu-
nity college and 60 credit hours at a
Florida state university .

3 . Two-Year Community College Tuition
Plan. This plan covers the state fees asso-
ciated with 60 credit hours of enrollment
in a community college .
The local fee contract may be purchased only

in conjunction with the corresponding tuition
plan, and the local fee plans are available for
students enrolled only in or below the eighth
grade. The local fee plans cover the student
activity and service, athletics, and health fees .
The dormitory contract covers the dormitory
fees associated with residence in a double-occu-
pancy, air-conditioned room on a state uni-
versity campus. The dormitory plans may be
purchased only in conjunction with a four-year
state university or a 2 + 2 tuition plan, are avail-
able for only students enrolled in or below the
eighth grade, and are available in only one-year
(i .e ., two-semester) increments. These three
contracts represent 53% percent of the cost of
attending college . The contracts do not cover
food, book, clothing, transportation, and per-
sonal expenses .

The purchaser can pay for the contract in
one of three ways :
1 . Lump sum .
2 . 55 monthly installments .
3 . Monthly installments that end in October

of the year in which the child is expected
to enter college .
The payments under each of these three pay-

ment methods is dependent on the age or grade
of the child and the type of contracts chosen .
The following charts illustrate the costs of the
respective contracts for an infant born after
9/1/00 with a projected college enrollment date

SEC LION 529 PLANS



of 2018 and a ninth grader with an expected
enrollment date of 2004 :

Plan type

	

Lump-sum

	

Monthly 55-monthly
payment

	

payment

	

payment
plan

	

plan

	

plan
Infant with projected enrollment date of 2018 :

Four-year
university

Ninth grader with projected college enrollment
date of 2004 :

(The local fee and dormitory plans are avail-
able to students enrolled in only the eighth grade
or below.)

Savings account plans as a college
funding tool
In comparison with a prepaid tuition plan,
which allows the account contributor to lock
in today's tuition rates, a savings plan allows
the contributor to save money in a special col-
lege savings account on the beneficiary's
behalf. Account owners are not permitted to

SFCT'ON 529 PLANS

direct the investment of the funds in their
account. The state determines the investment
options for these plans, which usually consist
of mutual funds with preset stock and bond allo-
cations that are automatically adjusted based
on the child's age. The asset allocations shift
over the years from more stable investments
to more liquid investments as the child
approaches college age . Some state plans offer
a variable rate of return, and others offer a max-
imum rate of return .

In comparison with prepaid tuition plan
accounts that are considered assets of the
student, college savings plan accounts are
considered assets of the account owner. A ben-
eficiary is, therefore, more likely to qualify for
financial aid with assets owned by their par-
ents and sheltered within college savings
accounts .

New York College Savings Account Plan

There are many different kinds of college sav-
ings programs that have been established by
various states . For example, under the NewYork
College Savings Program, there are no age,
income, or residence limitations . The account
owner and the beneficiary do not need to be
New York residents, and the beneficiary does
not need to be related to the account owner .
New York State will invest the contributor's sav-
ings in an age-based portfolio that reaches a
50-50 mix of stocks and bonds by the time the
child is six years of age .

New York makes no guarantees as to the spe-
cific rates of return on investments . The state
does not tax either principal or earnings of the
plan if distributions are for the beneficiary's
qualified education expenses . An account
owner can also take advantage of the federal
tax deferral of earnings on contributions and
the permanent exclusion of earnings from fed-
eral income tax under EGTRRA .

Each year, a New York account owner may
contribute and subtract from New York State
gross income up to $5,000 ($10,000 for a
married couple filing jointly) . The account
owner may contribute more than $5,000, but
any excess is not deductible. Minimum con-
tributions to the account must be at least $250 .
The total lifetime contribution to the account
cannot exceed $100,000 per beneficiary. The
account must remain open for at least three years
before any funds can be used for qualified edu-
cation expenses . Use of the funds is not lim-
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tuition plan $7,097 $58 $150
Four-year
university
local fee plan 1,078 14 37

2 + 2 tuition
plan 5,311 43 113

2 + 2 local
fee plan 1,378 12 30
Two-year
community
college
tuition plan 1,818 15 39
Two-year
community Not Not
local fee plan 540 available available
One-year
dormitory
plan 2,224 18 47

Two-year
dormitory
plan 4,405 36 93

Three-year
dormitory
plan 6,546 53 139

Four-year
dormitory
plan 8,647 70 183

Four-year
university
tuition plan $7,301 $191 Not available

2 + 2 tuition
plan 6,090 160 Not available
two-year
community
college
tuition plan 2,479 65 Not available
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FIVE YEARS.
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ited to New York State schools, and the New York
savings account does not affect any state-
administered financial aid program .

Example . Harry and Helena have a taxable
annual income of $300,000 and would like to
participate in the New York College Savings Pro-
gram. They can afford to save $5,000 per
year. If Harold and Helena start saving when
their first child Ivy is born and receive a 4%
return, their fund's value will be $121,457
($85,000 of contributions to the plan and
$36,457 of earnings) when Ivy turns age 17 . Fed-
eral taxes deferred over this period total
$14,437. Prior to 2002, the earnings of $36,457
were taxed at Ivy's rate (15%), which was sig-
nificantly lower than her father's tax bracket
(39.6%) . This resulted in federal tax savings of
$8,968. EGTRRA, however, completely and per-
manently excludes the earnings from federal
income tax .

Harry and Helena will shelter the $121,457
from state taxes because they received a $5,000
deduction for each year of contribution and
pay no state tax on the earnings or qualified
distributions . The highest tax rate in New York
of 6.85% results in a tax savings of $8,320 . 15
Harry's and Helena's contribution for Ivy's edu-
cation expenses removed $85,000 from their
gross estate. Assuming Harry and Helena's
estates would be taxed at a 49% estate tax rate,
their contributions over 17 years result in an
estate tax savings of approximately $41,650 .

Massachusetts U. Fund College
Investing Plan

Under the Massachusetts U . Fund College
Investing Plan, anyone who is a U .S . resident
and is at least age 18 can establish a U . Fund
account. The account owner does not need to
be related to the designated beneficiary .
Fidelity Investments invests the contributor's
savings in an age-based portfolio that is 88%
in stocks for newborns and reaches a 50-50
split of stock and bonds by the time the child
is 13. The U. Fund offers potential returns
exceeding the rate of college inflation but with
no guarantee. The proceeds in the U . Fund
grow both federal and Massachusetts tax
deferred. As mentioned above, EGTRRA
imposes no federal income tax on the earn-
ings. Contrary to New York, Massachusetts
does not offer a state income tax deduction
on contributions ; neither does it exempt
earnings from taxes when withdrawn .
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Massachusetts does not impose any income
limitation on the account owner who establishes
and makes contributions to the plan . An
account owner can open an account with a min-
imum investment of $50 if automatic payments
are transferred directly from his or her bank
account or through a payroll deduction . Oth-
erwise, there is an initial minimum investment
requirement of $1,000. The maximum amount
that can be invested for 2001 is $171,125 .

Additional benefit of QST programs

Another benefit of QST programs is the SAGE
Scholars Program. Under this program, more
than 140 private colleges nationwide guaran-
tee "Tuition Reward" scholarships or tuition
discounts to students based on the amount saved
in their savings plans . Students can earn guar-
anteed scholarships of up to $13,800 . In Penn-
sylvania, the scholarships are determined by
calculating 5% of the value of the TAP cred-
its annually. The scholarships are a reduction
off full tuition and are paid out over the stu-
dent's four years of college .

Example. Joan is currently nine years old, and
the value of her credits is $8,000 . She will start
college in nine years . Assuming tuition increases
at a rate of 5% per year (and no other contri-
butions are made to her account), the estimated
value of the credits at that time (i .e ., in 2010)
will be $13,000 . Thus, without SAGE, Joan will
have $13,000 available to pay for college . On
the other hand, with a SAGE Private College
Scholarship of $5,850 (5% of the $13,000
TAP credits multiplied by nine years), she will
have $18,850 available to pay for private col-
lege tuition .

Estate tax consequences

Pre-paid tuition and college account savings
plans present unique estate planning benefits .
A donor can make substantial tax-free gifts to
a QST for a child or grandchild . A contribu-
tion is treated as a completed present interest
gift to the beneficiary, although the contribu-
tion is paid to the beneficiary's account and is
not available until the beneficiary attends
college." The annual gift tax exclusion exempts
the first $10,000 ($20,000 for married couples)
of present gifts made to each beneficiary for
each calendar year (and the amount is also
excluded for generation-skipping transfer tax
(GSTT) purposes) ."
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The contributor can also make a special elec-
tion to treat a contribution to an account in
excess of $10,000 as being made ratably over
five years ." If the contributor dies within the
five-year gift tax period, his or her contributed
funds will be treated as a part of his or her estate
on a pro-rated basis . Thus, a contributor can
use $50,000 ($100,000 for married couples) in
annual exclusions to shelter a large contribu-
tion to a QST. The contribution does not
reduce the donor's unified credit and imme-
diately removes all future appreciation of the
initial contribution from the contributor's
taxable estate .

The GSTT (55% in 2001 ; 50% in 2002) is
generally imposed on every transfer of prop-
erty by gift or at death to any individual who
is two or more generations below that of the
transferor. Therefore, it affects beneficiaries such
as grandchildren, great nieces and nephews, and
those who are even younger generations ." An
individual, however, can make GSTT-exempt
transfers, in the aggregate, of up to $1 million
either during lifetime or at death ." The GSTT,
however, is not applicable to transfers under
a Section 529 plan . 21 (One exception applies
where there is a change in the designated ben-
eficiary under the program or a rollover to the
account of a new beneficiary and the new ben-
eficiary is a generation below the generation
of the old beneficiary. Although this transfer
is subject to the GSTT, the contributor's $1 mil-
lion GSTT exemption will likely shelter the
transfer from the GSTT.)

Although the contributor maintains con-
trol of the account whereby he or she can
change the beneficiary and potentially with-
draw the funds, the contributed funds are not
included in the donor's estate unless the
donor actually removes the funds from the
account. By making contributions to a QST,
the donor will remove assets out of his or her
gross estate, reduce the effective estate tax rate,
and accordingly reduce the estate tax due on
his or her death .

Example. Don and Louise have two children,
Sue and Lou, and five grandchildren, the
quintuplets Barney, Bob, Ben, Betty, and Bess .
Don and Louise each make the special election
to contribute a combined $100,000 in one year
to each of their infant grandchildren .

Gift tax. Their combined gift of
$100,000 to each of their five grandchil-
dren is exempt from gift tax, assuming
they make no further contributions to

SECTION 529 PLANS

any of their grandchildren in the five-
year period .
GSTT. The GSTT will not apply to Don's
and Louise's gifts of $100,000 to each of
their five grandchildren . Rather, Don and
Louise each have an intact GSTT exemp-
tion of $1 million .
Unified credit. Don's and Louise's contri-
butions do not reduce each of their life-
time unified credits .
Reducing the taxable estate . Once the
grandparents make the gifts to their
grandchildren (and survive the five-year
period), $500,000 is removed from their
taxable estate . Investment growth on that
$500,000 also escapes estate taxation .
If Don and Louise die in 2003, their con-

tributed funds will be treated as a part of their
estate on a pro-rated basis because they died
within the five-year gift tax period . Don's and
Louise's estate will include the $500,000 that
was transferred, reduced by $100,000 ($20,000
annual exclusion for the couple x 5 gift recip-
ients) for every year they were alive during the
five-year period . Therefore, $200,000 will be
subject to estate tax, and $300,000 will be treated
as a gift by Don and Louise to their five
grandchildren . The grandparents' monies can
stay invested in the plan, and a new account
owner may be named .

Example . Sally establishes a college savings
account for her granddaughter, Amy. Sally
makes a total of $60,000 in contributions to
the account . She later decides that Amy is
already well provided for by her parents and
changes the designated beneficiary of her
college savings account plan to Amy' brother,
Seth. There is no generation-skipping trans-
fer on Sally's change of the designated bene-
ficiary from Amy to Seth because both children
are of the same generation."

Example . Phil establishes a college savings
account for his grandson, Winston . Phil
makes a total of $100,000 in contributions to
the account. Phil later decides that Winston
is already well provided for by his parents and
changes the designated beneficiary of his col-
lege savings account plan to his great-grand-
daughter Rosie . Phil has made a
generation-skipping transfer by changing
the designated beneficiary from Winston to
Rosie because Rosie is a generation below
Winston . " Assuming Phil has made no
prior, large generation-skipping transfers, his
$1 million GSTT exemption will shelter this
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generation-skipping transfer, and Phil will not
pay any GSTT.

Conclusion

Section 529 plans enables families to lock in
today's tuition rates and obtain significant
returns on college investment accounts estab-
lished for their children and grandchildren .
These plans also provide extraordinary
income and estate tax savings opportunities .
There is no federal income tax imposed on the
growth of the account funds, and there is no
federal income tax imposed under EGTRRA
on the distribution of the funds for the ben-
eficiary's qualified education expenses . In addi-
tion, some states do not impose taxes on the
earnings of such funds, and some states pro-
vide a deduction for contributions to a Sec-
tion 529 plan .

Furthermore, the annual gift tax exclusion
of $10,000 and the special election of $50,000
will allow account owners to make significant
contributions to their beneficiaries tax-free
without affecting their unified credit . Children
should discuss with their parents the income
and estate tax benefits of establishing a Sec-
tion 529 plan for their extended family. Such
discussions can result in an affordable educa-
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tion for a child in the future, plus a reduction
in the value of the account owner's gross
estate, with the resulting estate tax savings on
his or her death . ∎

NOTES
1

Fore discussion of other EGTRRA educational incentive
provisions, see Whittenburg, Bunn, and Venable, "New
Law Expands Tax Breaks for Paying Education Costs,"
67PTS79(August 2001) Reid and Harmelink, "Educational
Incentives Can Be Coordinated for Greater Tax Savings,"
67 PTS 272 (November 2001) .

2
Section 5291W)111A11i1 and III( .

3 Section 529)e)(3) .
•

	

20 U .S .C . section 1391)a111) .
5

Section 25AIb1(3) .
6

Section 529161(2) .

T Section 529161(5) .
•

	

Notice 2001-55, 2001-39 IRS 399 .

•

	

Section 5291b(3) .

10 Section 5291b1141 .
11

Section 529(b)(6) .
12

See http //www-collegesavings .org/state-table .htm .
13

Prop . Reg . 1 .529-1Ic) .
1C

See trip .//www .patap org/RateHighlightshtml .

15 See http'.//www.nysscpa .or g .

16 Section 5291c1121(A)ti)
17
Sections 2503161 and 2611 .

70 Section 5291c11411C1 .

19 Sections 2611 and 2651-

20 Section 2631 (c),
21

Section 5291c1151(A) .
22

Section 5291c11511BI .
23/ .
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