Q&A: What you should know
about Section 529 plans

Ask mostfamilies why they saveandinvest,andthe commonresponsesrelikely to be
to funda comfortableretirementandto payfor their childrenOsollegeexpenses.

With coststhatcontinueto outpaceinflation, the latter canbe anespecially
formidabletaskNand not likely to getany easierin thefuture.

Today,thanksto recentlegislationthathasmadethemmoreattractive,many
families are consideringestablishingand making contributionsto a Section529 plan.
ThereObeena lot of publicity abouttheseplansandmany questionsaswell.

Herearea fewof theinquiriesfrom parentsandgrandparentshatweOvdad

recentlyaboutSection529 plans.

In a nutshell, what’s a Section 529 plan?

A Section529 plan (the namecomesfrom the U.S. Internal RevenueCodesectionthat
authorizegheseplans)is a state-sponsoreslavingsaccountsetup, in moststatesthrough
a financialinstitution. The accountis setup for the purposeof savingin orderto pay for
mostOqualified@ighereducationexpensegtuition, room, board,supplies.etc.) at
eligible institutions.Amountsaccumulatedn a Sectior529 plan may be usedfor
expensesit in-stateor out-of-statecolleges,universitiesand certaintechnicalschools.
The bigattraction:Therearea numberof tax breaksassociatedvith settingup a Section
529plan.

Thereis alsoanotherkind of Section529 plan, usuallyreferredto asa Oprepaid
tuition plan.O Theseare state-offeredplansthat arenot savingsaccountsbut, rather,
contract-basedrrangementshatlock in in-statetuition costsat currenttuition rates.(In
somecasesamountsin theseplansmay be transferredo coverexpensest out-of-state

institutions.)



Are the tax breaks significant?

Most definitely. No federaltax is paid on theincomeearnedon amountsaccumulatedn a
Section529 plan. Evenbetter,whenwithdrawalsare madeandusedfor qualified
expensestheywonObe taxedeither. (This specialtreatmentcurrentlyis setto expire
after2010unlessCongresglecidesto extendthis tax break.)Often, therewonObe any
tax consequenceat the statelevel either.From an estateplanningperspectivetherecan

be taxadvantagesswell (moreon this below).

Are there a lot of restrictions that I need to worry about?

Section529 rulesarefairly liberal. OEligibleGnstitutionsare definedasthosethat may
participatein U.S. Departmenbf Educationstudentaid programs(Thereareover 8,000
schoolsfrom which to choose.)Section529 plansmay be setup for children,
grandchildreror otherindividualsNeven someoneunrelated Generally thereareno age
or incomelimitations, nor any restrictionson the numberof plansthatmay be setup for a
beneficiary.Thereis no prohibition on contributingto an out-of stateplan (assuminghat
the plan permitsnonresidenparticipants).Shouldthe beneficiaryof the plan not needthe
funds,or if fundsareleft over afterall expensesiavebeenpaid,a new beneficiarycanbe
named Although the new beneficiarymustbe a relative within thatcategorythereis a

wide rangeof choices.

How much may I contribute to a Section 529 plan?

Contributionamountsmay be relatively smallNsometimesaslow asthreefigures.
Maximum contributionsaresetby the stateandvary, but generallyareat least$100,000
per planbeneficiary.As a measuringstick, maximumcontributionsmay be no morethan
theamountnecessaryo payfor five yearsof undergraduateducationandtwo yearsof
graduateschool.This hasbeeninterpretedin many states@lansto permitaccumulations

in excesof $200,000.



Do I give up control of my money when I put it in a Section 529 plan?

In generalthe beneficiaryof a Sectiorb29 plan hasno automaticright to the moneyin

his orheraccount.In otherwords, you maintaincontrol over whenwithdrawalsare taken

and forwhat purpose Many stateplansallow you to withdraw the fundsfor anyreason,
wheneveryou wish. However,for any amountwithdrawnthatis not usedto paythe
beneficiaryOsollegeexpensesa penaltyof at leastl0% will be owedon earnedncome

and thenetcapitalgainrealizedin the Section529 plan assetsjn addition to incometax

at yourmarginalincometax rate.However,the penaltywill notbeassessed theaccount
is terminatedasa resultof the beneficiaryOdisability, or if fundsarewithdrawnbecause
the beneficiaryhasreceiveda scholarshimndthe fundsarenot neededor higher
educationexpensesAnd no tax or penaltyis paid on theamountthatrepresentsreturn

of contributions.

What are the investment choices offered in a Section 529 plan?

Thereis a varietyof investmentoptionsfrom which to choose jncluding growth and
incomefundsand more conservativanvestmentssuchasmoneymarketfunds. Many
plansoffer an Oage-basend,Owhich offers investmentghat havebeentargetedo a
childOgime horizonfor enteringcollege.In choosinga plan, the numberof investment
choicesandfeesassociateavith the plan shouldbe consideredin mostplansinvestment
choicesmay be changednceevery 12 months,soonerif you arechangingthe

beneficiary.

Are there estate planning implications to contributing to a Section 529 plan?

Amountscontributedto a Sectiorb29 plan areno longerconsideredo be your property
and,asa result,arenot subjectto federalestatetax at your deathNeventhoughyou retain
controloverthe plan, theinvestmenthosenand how andwhenfundsaredistributed.

The contributionsare consideredifts for federalgift tax purposesandare eligiblefor the



annualgift tax exclusion(in 2006,$12,000).A specialfederalgift-tax provisionallows
youto usefive years@orth of annualexclusionsor $60,000in 2006, at onetime. Three
pointsto consider:Taking maximumadvantageof this specialexclusionprecludes
additionalannualexclusiongifts to the beneficiaryfor the yearof the contributionandthe
next fouryears.And shouldyou die anytimeduring thatfive-yearperiod,a prorated
amountwill comebackinto your estate Finally, contributionsmadein excessof the
annualgift tax exclusionamountuseup a portionof your lifetime gift tax exclusion

(currently,$1 million).

How does a Section 529 plan affect chances to qualify for federal aid?

Accordingto guidanceprovidedby the U.S. Departmenbf Education theindividual

who setaup andcontributesto a Sectiorb29 planis consideredhe owner of the plan for
purposef determiningeligibility for federalfinancial aid. Thus,only 5.6% of thevalue
of theaccountwould be countedin figuring a parentOsxpectedcontributiontoward costs
for eachacademig/ear,muchbetterthanthe 35%thatwould be assessed the planwere
to beconsiderecasownedby the studentor werein a custodiabccount.However,when
a withdrawalis madei,it is consideredncometo the studentand,therefore,could affect

eligibility for aidin a subsequentear.

As youcansee,a Sectiorb29 plan offers significantbenefitsfor collegesavers put
thereOa greatdealto learnaswell. Do you haveadditionalquestionsabout529 plans?
Or do youwantto find out more?If so,let usknow. We would be gladto be of

assistance.
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