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INTRODUCTION

«Infernal Revenue Code §529 enables taxpayers to
estabhsh “529 plans,” Whrch may be immune. from
federal and. state.income- taxes, credltor-protected and
absorbent of* losses ‘that have:beén sustained :within
thiern: . While’ fhost” planners understand and récom-
mend the use.of 529 plaiis for gift tax’ exemptlon and
descenidant education: p anning;. the .current economic
and political environmeént may: Casion: ‘the need for
a'revised perspective:of Tow
future 529 -plans “to ‘maximize: sonal and famlly
educational and wealth enhancem nt.. ‘The occurretice
of losses within. 529 plans, a- hkely increase in future
capltal gains rates, and a focus on'e t37 oW Tex
duced 'economic -asset base .and mcreased personal
needs require .a reexamination of 529 plans.” =

Is it possible .to use: -éxisting 529 plans-to- absorb
otherwise taxable Bains;to act a8 a tax Shelter for the
contributor himself or herself;,or to use the gift tax an-
nual exclusion :to’fund 529 plans. for.certain descen-
dants (such as nephews and meces) ‘that - inay be con-
veited frée of transfer tax to:use for other descendants
(such as children) if and:when it is appropriate in the
future? These;" and otherquestlons afe mvestlgated in
this -article. s

. Prior to the- recerit: thn'd quarter - “recovery,’? Uthe
: Dow had fallen over : :50%;: which is worse ‘than any
: other bear market since the Great Depressmn Unfor-
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 Ti the ihird quarter of 2009, tie sap 500 gamed 15%

tunately, educational savings plans were not immune
from this broad market collapse. Indeed, recent. statis:
tics iridicate that there were 11.2 million 529 plan ac-
counts and that their value fell 12.4% in the fourth .
quarter.of 2008, alone.? The result is that many afflu-
ent taxpayers hold 529 plans where the amounts in-
vested exceed the present value of the plan assets.
Many clients have converted- from- equities to cash
equrvalents under 529 plans, and might now recon-
sider this. Because a taxpayer can close down.a “loss
posmon in-a 529 plan and receive all assets tax-free
¢for any use or reason and without regard to use), cli-
ents ‘holding 529 plans with significant losses should
consider changing their strategy to have the 529 plan
hold -inore mcome—producmg assets and .later -with-
drawmg all assets upon breaking even overall. Also,
clients should -consider addmg more monies -t0..529
plans with loss positions in order to maximize the
ability to have past losses absorb future mvestment in-
come.

Upon review of the adnuttedly contl;anan 1deas set
forth below, many taxpayers may (after; consultmg
with their financial advisors) consider abandonmg the
ongmal plan to use a 529 plan to pay for college ex-
penses: when it becomes apparent that “an
down 529 plan” is an income tax $avin
without regard to wherie the plan-assets aré- spent 10
pay for.college. Stated another way, whykbe restncted
to ‘using bruised 529 plan assets to pay for:i¢
when the .income can be withdrawr tax-free and
be better-used for other purposes in tlus uncertam €co-
nomic environment? -

" Also, clients' may- be best served: by startmg new

* 529 plaris to pay for college expenses, while uSmg ex:

isting upside ‘down 529 plans as income savings ve-
hicles. For example, a client who believes a child will -
need $100,000 for a college education and who'has
529 -plan that cost $100,000 -but is now woith:o
$60,000 may fund a fiew 529 plan to fund- college €
penses, and use the existing upside down 529 pl'
genierate tax-free income, which can be wrthdraw j
the termination and liquidation of the'old plan accoutif.
plan when the total plan assets equal the total cum -
lative contributions to such plan. -

This . article” will investigate ‘these- strategxes 3
questions ‘that arise theréfrom after prov1d1ng a'bal
background ori 529 plan investment rules.” B E

BASIC BACKGROUND |NFORMATION
Internal Revenue Code. §529. offers . enerous gif

tax and’ mcome tax provrsrons for certaln accounts set

z'Investment Cotnpany 'Instltute 529 Plan Program Stattstzcs
December 2008. (May 22, 2009); avatlable at http:/fwww.ici.org/
research/stats/529s/529s 12-08. .
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up for educational purposes: Under this Code Sec-
on monies -contributed to a ! an

q ] _1 ymg hrgher educauon ex-
mcome tax—free -

bad hrs or her: grft tax annual exclus1on for up to five
bears. What this means is that an individual may, un-
der current law; contribute up to $65,000 in one year
to-a 529 plan for the benefit of a. “desrgnated benefi-
ciary” and receive the.gift tax annual exclusion with
respect to such contributions in Tlieu of having fuiture
$13,000 per year annual exclusion ‘allowances - with
espect to a benéficidry for the next four years. This is
\ ‘significant benefit that warrants further discussion.

wrthout consuming a pait of his-or her unified
t° is limited to $13,000 per donee per year (this
"nt is mdexed) By spht—grftmg, therefore, mar-

thereot) from §529 plans that are not used for “qual1 :
fying. hrgher education expenses ’ are includible in the
gross income of the drstnbutee ‘in thé manner as pro-
vided i m Section 72 to the- extent not exclided from
gross incoitie under any. other provision-of [Chapter 1
of the Internal ‘Revenue Code] » Section '529(c)(6)
also'i 1mposes a 10% incomé tax penalty on the pomon

-3 All statutory references in this artrcle are o the Intemal Rev-
enue Code of 1986, as amended (the “Code”)

“# Qualifying higher education expenses are - defined by
§529(e)(3) to include tuition, fees .foom and board, books, and
other education expenses that are required for the enrollment or

LR Under 2009 law, the umﬁed credlt agamst estate tax. allowed
an-individual to pass transfer-tax-free $3,500,000 of property
(tiote that this figure is limited ‘to"$1,000,000 for gift taxes, al-
though there’is a dlsthpossrblhty of future legislation given that
the.estate tax-has been repealed for individuals who die in 2010).
, Latter véin, the prospects. for estate tax legxslatlon are prop—
erlyithe toplc of a-separate article. . -

6'l‘he aggregate benefits ‘of :multiplying the annual excluswn
andof tax-deferral are srgmﬁcant and ‘well-knows. An important

(and overlooked) point, however, i$ that, in computing the amount -

that can:bé front-loaded into a 529 plan, other gifts that have been
‘that beneficiary must be fully consrdered. If the taxpayer
intends:to fully utilize the five-year amount, ‘then ofher gifts can:
not be. made without consuming unified credit. This is potentially
a‘trap for the unwary, or, more aptly, the umnformed Similarly,
unlike present gifts of $13,000, making. the five-year élection re-
quires, filing a grft tax return (Form 709). Subsumed in this prevr—
ous statement is another point that could be the topic ofa separate
article, namely that the gift.tax-exclusion is.generally limited to
presert interests; although like many areas of tax: law, there are
complicated exceptions to this generalization.

e

lypically; the amount that an md1v1dua1 donor may.

dance of 3 desrgnated beneﬁcrary at-an ehgrble educatronal
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of unqualrﬁed withdrawals that.are. mcludrble in gross
income in addition to the federal income tax that is
calculated under-§72. - ‘

Section 72, which addresses the taxatron of annu-
ities, provxdes the general rule that the amiount includ-
ible in gross income is equal.to the amount. recelved
by the’ taxpayer, multlphed by the ratio -that the '«
vestment in the contract” bears to the * expected re-
turn-under the contract.” This “exclusion ratio” deter:
mines the percentage of the amount received: by the
taxpayer that is not includible in gross income.” | -

The term “investment in the contract” is deﬁned by
§72(e)(1) as the aggregate amount of prermums ‘or
other consideration paid for the contract, less the ag:
gregate; amount réceived by the taxpayer before such
date, to the extent that- such amounts were not inglud=
ible in the" taxpayer’s gross income. In the’context of
529 plans, theréfore, the term. “investment in thie con-
tract” is strarghtforward (particularly. compared o' of-
ten times hypertechnical tax code parlance) —
namely, it simply refers to the amount of contrrbutrons
made: fo. the 529 plan, minus the amount of such con-
tributions. or ‘portions thereof, that have been previ-
ously drstnbuted to the taxpayer and were not mclud-
ible in the taxpayer § gross income. .

The deﬁmtlon of “expected return under. the con—
tract” by comparison, is determined under. §72( 33)
by use of actuarial tables of the Treasury. Regulatlons
promulgated under §72 (if the -expected retuin de-
pends:in. ‘whole or in part on the life expectancy:c of one
or more individuals) or by the aggregate amounts, Te-
ceivable ‘'under the contract as an annuity (i the-ex-
pected return does not depend upon life expectancy -of
one or more individuals). 4

Because distributions from §529 plans generally do
not depend on the life expectancy of one or more in-,
drvrduals, the expected return in the context of §529
plans is determined by the amounts distributable un-
der the 529 plan. Thrs ameount, in turn,-is equal fo! the
value of the account .

MECHANICS OF PLANNING WITH -
UPSIDE'DOWN 529 PLANS® .- j :

~The- favorable income tax’ treatment of 529 plans :
can be an advantageous planning mechamsm for con-

7 Moreover paragraph (c)(3)(D) of §529 states thiat for the pur-

* poses of .applying §72 to distributions from 529 plans, all-distri-

butions-made duting one taxable year are treated -as-one distribu-
tion, ‘aitd: the value of the contract, income on the contract, and
“investment in the contract” are computed-as of the close of the

- calendar year in which the taxable year begins. .

% Ths. follows as a logxcal consequence because of the fact that
529 plans. allow the distribution of the entire amount of the.plan
at the contributor’s discretion (notwrthstandmg potenually adverse
tax conséquences).- o
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tributors ‘who have suffered losses in- value An therr
529 plans, which, due to the recent: econormc down~
turn, is unfortunately a large universe -of. plan 2
pants. Because §529 allows a taxpayer to withdraw
his .or her contributions -from the 529. plan-on @ tax—
free basis, any loss in value that occurs subsequent to

a contribution may enable the contributor- to ‘withdraw

income on the - contributions and. therefore; shield. in:
vestments-from income tax. This, prmcrple is best il
Instrated-by an example.

Suppose that Client makes contnbutrons totalm'
$120,000 to a 529, plan to benefit his or. her £h11d
Subsequent to the Client’s contributions, :the value-of
the 529 plan has. decreased so that- the -;
worth $70,000. Under the §529 and §72 I
termining amount includible in gross ingco
clusion ratio is equal fo the investment in the pl )
$120,000) divided. by the value . of "the’ Pplan. (o
$70,000), which ° is in excess of 100% This' v
‘ways be the case when ‘the value of the'S 'plan __e-
clines ffom the tlme at whlch assets are con '

that total less than the original mvestment
w1ll be excludible from Client’s gross inct

“Client can then contribute cash to his ,
plan whrch can be used to purchase assets that may
appreciate in subsequent ‘years. Client will be- able to
shield $50,000, plus'the value of the new contnbutlon
from income taxes.

- Continuing with our example, suppose Chent con~
tributes “$30,000 of additional cash to the:529- ‘plan,
which amount -is used to- purchase ‘a miutual. fund
within the plan that is subsequently sold for $50,000.
Suppose that Client takesa distribution of the:$20,000
of the gain earned on the subséquent, contribution.
This: $20,000:is excluded from Client’s ‘gross.income
because, under the exclusion ratio method as. apphed
in the context of §529, his or her. investment in -the
plan at the close of the calendar year (i:e.;;$120,000.+
$30,000 — $20,000 = $130,000) exceeds:the value of
the: contract at the close of the calendar ar, ...

. Furthermore, the 10% penalty_.tax apphes only to
amounts that-are included in: gF mco ’
the $20, 000 distribution is not.

. The bottom me is_that. the’ hypoth tical Clié;
effectively shield $20,000 of gain
tion and still have $30,000 of a '
tion” remaining within the 529 plan <
Thrs plannmg opportumty wrll' '

e Note that if Chent mstead closed the
thé money;, “then it would generate a loss
miscellaneous iteniized deduaction (subject o th
cellaneous 1temxzed deducnons) 'I'he allowance of

1'32

. plan that Was not antlcrpated or welcomed However, the au (g rs-

growth dep the plan mvestments shlelded from in-

a dlscuSSed above many taxpayers may
consider abandomng the ongmal plan to' use a now
upsrde -dowit’ 529 ‘plan to pay-for college " -expenses
ome. earned gomg forward can be Wrthdrawn

clien ‘niay thersfore consider startlng new 529 plans
to:pay for: college expenses, and usmg existing ups1de
d W 9 plans as mcorne tax savmgs vehlcles

‘rmtted (y a cost to quahfy. for thls “plan
ortanity,” '° The-first. (and- more. gbviou:
29,:;;'_ plan-, must 'have suﬂ?e_r

o recover some of these losses (either dlrectly, or in-

drrectly, by factonng in the tax beneﬁts) .
“The second “cost” is the use of the grfttaxannual
exclusron and/or” lifetime umﬁed credit amount that

' ,,.must be used in order for the contributor to.contribute

assets- to the 529 plan. However, prov1ded that the
contributor ‘has not othérwise used his or het an_nual '
excluston ‘with respect to such beneﬁc1ar1es, fundmg
_the 29 plan should ngt be -4 problem. For most tax-
payers, ‘this * cost is therefore ‘more theorettcaI than
real. - -

Addltlonally, havmg assets under 529 plans can be
more. expensive and much less flexible than ‘holding
stock and- bond - pportfolios and low-cost mutual funds:
Sales charges :and- annual adtmmstratrve expenses are
unposed' y.mhany 529 plan sponsors.'? .

‘ “should " also. - be. aware that only lmuted
quahﬁed_ hlgher educanon expenses” can - be patd
tax—free from 4n. apprec;ated 529 plan These expenses

D, "ltcatxon 970 v . A
planmug opporturuty is. sometlnng of an over-
t:the ‘starting point is a loss position in & 529

: dei fee, (ux) “sales - charges, (1v)'
managéme fees, and (v) Underlymg fund expenses




consist of turtron fees, books, supphes and equipment
required. for. theé enrollment or the attendance at an eli-
gible institution, ‘expenses for special needs services,
and roomi and board expenses. Transportation costs
are.not mcluded, and room and board- expenses can'be
pald from the 529 plan tax-free only if the beneﬁcrary
carries at ‘least. half of . the. normal full-time course
load., Under §529(e)(3)(B)(n), the ‘cost of room and
board_ paid for by tax-free 529 plan distributions.cany
not éxceed the actual amount charged if the studerft
res1des in housmg owned or. operated by the schoo

cash, Fux'rhermore nelther the contnbutor nor a desrg—
nated beneﬁc1ary of ‘the plan may directly ot indi-
rectly direct the investinent of any. contributions to the
plan, Howeyer, the contribitor is permitted to ‘change
vestrient option or plan adnnmstrators each year
if he or she is unhappy with the mvestment approach,
of his or her current plan. ,

Another restriction is that a 529 plan must have ad-
equate safeguards to prevent contributions. to the plan
in; excess, of those necessary to. provide for the quali-
fied lugher €dication expenses of the beneficiariés,
Thus it may not be -advisable to employ the" strategy
that is ‘diseussed herein w1thout addressing, these re-
stncttons However, wrth the tising costs of- educatton,,
the ungertaiiity.of future. education expenses, and the’
advanc f.-l‘ev,els_.'.of;educa'tion that may be obtained by
plan ‘beneficiaries, it 1s difficult to détermine- ‘what
woul eq:_‘..ﬂ ‘necessary” to provide for the qualified
higher education expenses of beneficiaries who -may
not attend. college until some yedrs in the future.-The
authors take the view that contributions to- the’ plan

should ot be egreglously in excéss of reasonable fu- -

...........

ucation ‘expenses. Planners. and; financial .advi--
ould help; clients detenmne ‘what _are’ “reason:

able” contnbunons on an 1nd1v1dua1 basrs, as such :

amounts may vary based on clients’ pamcular cn‘cum-

e ' glfts for g1ft tax purpo'
H(2)(AN), althotigh certain ‘transfe
529 "”'Ians wm ot be cons1dered

-Mmors A t account are transferred to"
the samie mmor

funded by an individual for himself ot herself would

not’ be consrdered to be a taxable gl@cxkewme the

‘Inc., & subsi
s

the‘amount that the school would charge for

- dma als ‘th t'ar mcl drble iii ‘gross income.
the. same rationale 4 529- plan. was a o : lgro's. : ‘ :
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fundmg of a 529 plan by an m'evocable trust for one
or more descendants of .the.client, .where the funding
of ‘the trust 1tse1f was a taxable or tax-exempt gift for
the beneﬁcr' fies. thereof should not be cons1dered 3

1ted partnershrps that are owned in large part by p -
ents; and to some extent by u'revocable trusts for de:
scendants to invest in 529 plans so that the invest}
ment. info the 529 plan is not: consrdered 1o be : |
taxable glft by the taxpayer. This should allow i mcome
tax. sayings if the plan assets are used directly for col-
lege expenses, and at that time, considered . distribu-
tions: to partners and/or trust. beneﬁcranes Suich dis-
tnbutrons ‘may be characterized as redemptrons of the
partnerslup ‘interest that is owned by the. chrldren or
trust for their beneﬁt at the ume of expendlture, caus—
ing .a reduction. in their percentz : ij
ownerslup i SIS B

'ANTI'ABUSE RULES L e

Investment Vehlcle Proh|b|t|ons
Expeoted C

On: January 18 2008 the Serv1ce 1ssued an Ad-
vant:e ‘Nitice o Proposed Rulémaking,"? wh1ch ‘pro-
that-anti-abise Tules will' be issued to ‘preveit

i§from- bemg used. solely .as-investment ve-
! opposed 16 being used:to provide for: college i
expenses These “regulations- ‘have not: yet been” pro-'
posed; but it would be expected that ‘the IRS - may
cliallenge 529 plans that are’ estabhshed solely. for in-
vestihent purposes or- converted to be-used- solely for
inivestment purposes;’ desprte the Iack:of any statutory
or regulatory laniguage that drsallows the use of 529
plans for mvestment purposes e

Switching Intend"'z i _Beneflclarles

to oﬁ'set such incoihe, except for the 10% .
perialty ot the, -portion of unquahﬁed w1th- AN

'. 13'1RE_o-.‘1‘2.7127-05, 73 Fed. Reg. 3441,

Journal S S
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Section 529(c)(5)(B) provides that the change of
the designated beneficiary of a 529 plan does not
cause the imposition of federal gift tax or géneration-
sklpplng transfer tax if the new beneficiary is assigned

6 the same generition as {or a higher géneration than)

the old beneﬁcrary under §2651, and if the new ben-
eficiary is'a “member of the family™ of the old ben-
eﬁcmry The term “member of the. family” is defined
in §529(e)(2) to ‘include the following' individuals
~(and- the spouses thereof) with Tespect to any desig-
: nated beneficiary: his-or her spouse, children or de-
" scenddnts thereof, siblings or step- 31blmgs, parents or
_ancestors- thereof, stepparerits, nieces or nephews,
aunts or uncles, father-in-law; mother-in-law, sister-in-
Jlaw, brother—m law, son—m law, daughter—m—law and
: first cousins.
" Anexamplé of a chaiige in ‘the de31gnated benefi-
'CIary that would not-cause thé™ imposition. of federal
gift or generation-skipping transfer tax would-be
where a taxpayer establishes.a:529.plan to ;provide
benefits.for a particular nephew or niece, but later de-
termines that the benefits are really needed for a child
of the individual, or for the individial himself: Con-
versely, as indicated in regulations that were proposed
in .1998 '* but mnever finalized, ‘and as implied by
§529(c)(5)(B),.a change in the des,xgnatedbeneﬁc;ary
of a-529 plan from a child of the taxpayer to a grand-
child. of. the taxpayer would .result in a taxable gift
from the child to the grandchild, noththstandmg that
the -child had no knowledge of the change in.'desig-
nated beneficiary. The IRS stated in the 2008 Advance
Notice of Proposed Rulemaking that it intends to. is-
su¢ proposed regulations providing that a change in
the-identity of a.designated beneficiary resulting in the
imposition of any tax will be considered. to be a dis-
tribution to the account owner, and a subsequent gift
by the account owner to the new beneficiary. so that
the account owner-would be liable for.an any. transfer tax
resultmg from the change i in beneﬁc1ary
" 'Further, the IRS indicated and’ announced in the
January 18 2008: Advance Nofice of Proposed Rule-
makmg S that an‘ addifional anti-abuse rule will be is-
sued to prevent 529.plans from. bemg opened for.one
beneﬁc1ary with an intention to ‘actually have the plan
benefit another beneﬁc1ary “An’ example would bé to
open a529 plan and to use the $13, 000 per ‘year an-
nual gtftmg dllowance on a nephew,’ ‘when the real
plan isto spend normnal amounts on the nephew and

L Prop. Regs. §1.529—5(b)(3)(ii).
1% REG+127127-05, 73 Fed. Reg. 3441 .
- 'REG-127127-05, 73 Fed. Reg: 3441,

N d

to convert the 529 plan to be used for a child.:Never-
theless, the tax law applicable to 529 -plans clearly
contemplates that plan benefits can be transferred td'a
new beneficiary on an annual basis, and it is clear that
this flexibility is needed as circumstances:change with
respect to the beneficiaries who- actually attend’ col-
lege and ‘their expenses, needs and scholarsh1p pros-
pects ’

Many aﬂluent clients have nephews meces, grand—
children,- grandnephews and grandnieces,” as-well as
friends and more distant relatives and expected future-
born relatwes who may be significantly bénefitted by

;529 plans in the future. Curtent 529 plan law cleaily

anticipates that not all 529 plan assets will be used for -
education, and this is illustrated by the very fact that
529 plan distributions will be’ subject to income- tax;
and a penalty tax, when’ they are- made’ for non-
educational purposes to the extent that the value of the
plan “has - grown since contnbutlon (total excess of
plan vahies over plan basis (cost minus pnOr
drawals)) upon distribution. '

CONCLUSION
Whl]e the conventlonal use of 529 plans

mcome—tax—free when such funds are used fo
nonal purposes In addmon chents should co

nual exclusron glftmg for other | purposes tnakes fis
transfers to college savmgs plans for such relatlv..
challenge. " -

The stratégies that are’ discusséd in’this -arti re.
examples of creative thmkmg that can be used to. 1miti

e

Ve
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