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Introduction

Anchin, Block & Anchin LLP is pleased to present this compilation of articles titled “Guide
to Education Tax Savings.”

The cost of education continues to be one of the most daunting expenses parents face
when raising children. Congress has heard the voter’s cry and keeps expanding education
tax incentives to make it easier to save and pay for education costs. The articles in this
book explain the various alternatives one can consider to either save or pay for education
costs of one’s family.

The topics contained in this booklet involve sophisticated financial and tax planning
concepts and, due to the dynamic nature of our tax law, are time- sensitive. Before
applying any of these concepts to your situation, we recommend that you contact us,
since the information may or may not be applicable to you and may have been impacted
by law changes subsequent to the initial publication of each article. We will be able to
advise you in the context of your specific circumstances.

Please contact us for future updates or if you have any questions.

Anchin, Block & Anchin LLP
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Tuition Deductions,
Credits and Exemptions

The Economic Growth and Tax Relief Reconciliation
Act of 2001 created a federal deduction for college
tuition and certain related expenses, currently at
$4,000 from Adjusted Gross Income (AGI) (i.e.
you do not have to itemize deductions) for you,
your spouse and any person that can be claimed
as a dependent on your tax return. However, the
deduction is reduced to $2,000 for singles where
modified AGI exceeds $65,000 and in case of joint
returns, $130,000 and eliminated if your modified AGI
is larger than $80,000 for singles and in the case of
joint returns $160,000. The deduction is coordinated
with distributions from Coverdell Savings Accounts
(formerly known as Education IRAs) Qualified
Tuition Savings Accounts (Section 529 plans), and
credits for Hope Scholarship and Lifetime Learning
to prevent a double tax benefit. Also, if one can be
claimed as a dependent on another’s tax return, they
are not eligible to take the deduction. The above-
the-line deduction for qualified tuition and related
expenses expired on December 31, 2016 under the
Protecting Americans from Tax Hikes Act of 2015.
We are waiting for legislation to renew it for 2017.

STATE RULES

New York State offers a choice of taking an itemized
deduction or a refundable credit for tuition. The
deductionislimited to $10,000 per year for a taxpayer,
spouse or dependent. However, there is no limit on
the number of eligible students that you can claim.
The eligible student does not have to be entered in a
degree program or attend full-time for the expenses
to qualify.  Tuition for graduate school does not
qualify for the credit/deduction. Generally, qualified
tuition expenses paid are treated as paid by the
student regardless if someone other than the eligible

student pays for those expenses. In order to claim
the deduction for qualified education expenses,
you must claim the eligible student as a dependent.
Therefore, if you claim the student as a dependent,
you are treated as having paid expenses that were
paid from the student’'s earnings, gifts, inheritances
or savings. Expenses paid from a qualified state
tuition program (Section 529 Plan) are considered
to be payments of qualified college tuition expenses
for purposes of this credit. In addition, if you or the
eligible student claim a federal deduction or credit
for qualified tuition expenses, you can still use these
expenses to compute this credit. Alternatively, in
lieu of taking the deduction, taxpayer’s can elect
to take a credit of 4% of the qualified tuition, which
allows a maximum tuition credit of $400 for each
eligible student. If the credit exceeds your tax for the
year, the excess credit is refunded without interest.

New York State offers the opportunity to deduct
the same tuition payment three times. First, make
a $4,000 contribution to a New York State 529
plan which allows a deduction in the same amount.
Immediately distribute the $4,000 from the 529
Plan to pay tuition. The $4,000" is subtracted from
Federal income as a tuition deduction. New York
State starts with Federal income and modifies for
New York State adjustments. However, there is
no modification for the Federal tuition deduction.
In addition, deduct the $4,000 contribution to the
New York State 529 Plan as a NYS modification to
Federal Adjusted Gross Income. Finally, New York
State allows an itemized deduction or tax credit on
these same funds used to take the Federal tuition
deduction. Thus, the Federal tuition deduction, 529
contribution deduction and New York State itemized
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tuition deduction are essentially all derived from
the same payment. ($12,000 of deductions on one
$4,000 payment).

In addition to the college tuition credit/itemized
deductions, New York also allows a $5,000 deduction
from gross income ($10,000 joint) for contributions
to the New York State Section 529 Plan. Connecticut
also allows a $5,000 ($10,000 joint) deduction from
taxable income for contributions to the Connecticut
Section 529 Plan. Pennsylvania allows a $14,000
deduction for contributions to any Section 529 Plan.

New Jersey allows an extra dependency exemption
for all dependents attending college. Other states
also offer benefits for dependents attending college.
Check with your tax advisor as to which deductions,
credits and/or exemptions you should be claiming. =

1 Technically, the Federal tuition deduction cannot be taken on funds distributed from a 529 Plan but only if the taxpayer does not report the earnings on
the 529 account. If the $4,000 is only in the account for a few days nominal earnings would accrue and need to be reported as taxable income.
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Education Credits - American Opportunity, (Hope
Scholarship Credits) and Lifetime Learning Credits

In 1997, Congress passed certain tax breaks
for education starting in 1998. Two of the most
lucrative, the Hope Scholarship (renamed American
Opportunity tax credit) and Lifetime Learning credits
were thought to be utilizable only by lower income
families based on adjusted gross income eligibility
requirements. But, in 2002, the Internal Revenue
Service finalized proposed regulations, which allow
upper income families to tweak the rules and in
effect avoid the adjusted gross income eligibility
requirements.

First, let's describe the credits and how they work.
The Hope credit is a tax credit to help offset the cost
of college tuition. The Hope credit was worth up to
$1,800 per year per student calculated as 100% of
the first $1,200 of eligible expenses per student and
50% of the next $1,200. In 2009, the Hope credit was
replaced by the American Opportunity Tax credit and
increased to $2,500 (100% of first $2,000 and 25%
of the next $2,000) for qualified tuition and related
expenses for each eligible student. If no taxes are
owed, 40% of the credit may be refundable’, which
means a family could receive up to $1,000 from
the government. The American Opportunity Tax
credit was extended permanently by the Protecting
Americans from Tax Hikes Act of 2015. The Lifetime
Learning credit is also a tax credit to help offset
the cost of college tuition, but is limited to $2,000
per year per return (not per student). Unlike the
American Opportunity Tax Credit, the Lifetime
Learning credit is nonrefundable. If you elect filing
as married filing separately, you are not entitled to
claim any education credits.

Since taxpayers cannot take both credits on the
same student in the same year, it is important to
understand how and when taxpayers can take the
credits to maximize their use. Starting in 2009 the
American Opportunity Tax Credit is allowed for four

years of undergraduate study. The Lifetime Learning
credit, on the other hand, is available to any student
taking any level of higher education courses (i.e. -
leading to a degree or taking a course to improve
job skills) at an eligible institution.? As such,
taxpayers should always elect to take the American
Opportunity Tax credit (Hope credit for Midwestern
Disaster area) whenever they are eligible before
taking the Lifetime Learning credit.

Both the American Opportunity credit and Lifetime
Learning credit are subject to a phaseout when
modified adjusted gross income (MAGI) exceeds
certain  threshold amounts. The American
Opportunity credit is phased out if MAGI exceed
$80,000 single or $160,000 joint for 2016, and
it becomes eliminated if MAGI exceed $90,000
single or $180,000 joint. The Lifetime Learning
credit on the other hand has a substantially lower
phaseout threshold; it is phased out if MAGI exceed
$55,000 single or $111,000 joint for 2016, and it
becomes eliminated if MAGI exceed $65,000 single
or $131,000 joint. It would appear upper income
families cannot avail themselves of these credits.
However, in 2002 the IRS finalized regulations
allowing upper income families to also benefit
from these credits provided such taxpayers give up
a benefit which may be of limited value. Such benefit
is the dependency exemption which, at $4,050 in
2016 per student, reduces taxable income by a hefty
amount. However, the personal exemption phaseout
rules are revived by the American Tax Relief Act for
taxpayers with AGIl exceeding $259,400 for single
filers and $311,300 for joint filers in 2016. As such
parents may not get any benefit. If taxpayers are
in the alternative minimum tax (AMT) there is no
federal benefit and only a small state tax benefit for
this exemption.

1375 Broadway, New York, NY 10018 « (212) 840-3456 « (212) 840-7066 FAX - http://www.anchin.com « © 2017
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Therefore, by parents giving up what may be a small
tax benefit, the studentis eligible to claim these credits
on his or her own tax returns®. The students usually
have some taxable income from investments as well
as from part- time and/or summer employment. The
federal tax on this income can be reduced if not
entirely eliminated by taking these credits against
this tax. In addition, with the kiddie tax applicability
increased to age 19 (age 24 for full time students),
these credits can mitigate the tax. The family as a
whole has more cash flow as the family tax burden
has been diminished.

What's even better is that a third party* can pay the
tuition. For example, an excellent estate planning
technique is to have grandparents pay tuition for their
grandchildren. In addition to the pride and esteem
felt by the grandparents for giving their grandchildren
a truly beneficial gift, they will also be helping their
children by easing their cash flow. What's more,
the tuition paid is not considered a taxable gift
regardless of the amount (provided it is only for
qualified tuition and paid directly to the institution).
This facilitates lifetime estate planning as it passes
additional amounts to the next generation(s) without
a corresponding gift tax cost. In addition, New York

State deems this payment as paid by the student
for purposes of taking a New York State itemized
deduction or 4% credit. As such, the student or the
parent if the student is a dependent may claim this
benefit, even though paid by the grandparent.

Due to the complexity of the tax code, one cannot
simply say whether foregoing the dependency
exemption and having the student take the credits
is more tax efficient than taking the exemption and
foregoing the credit. Your tax advisor will have to
run the numbers to determine which will be of more
benefit to you.

In addition, since these credits first became effective
in 1998, if you didn’t take advantage of them, you
can go back three years and amend your tax returns
to take advantage of the credits if the tax benefit is
worthwhile to pursue. m

1 The credit is not refundable if the taxpayer claiming the credit can be claimed as a dependant.

2 An eligible educational institution is any institution, college, university or vocational school, or other post-secondary educational institution that is eligible
to participate in a student financial aid program under Title IV of Higher Education Act of 1965.

3 However, the student is still not eligible to take his/her own dependency exemption even though the parents forego the deduction on their own return.
Taxpayers forgo claiming the dependent exemption so that the child can take the education credits might receive a notice from New York State if
dependant exemptions do not match up with the exemptions claimed on the federal tax return. To avoid the assessment, taxpayers could simply include

a response explaining the circumstance.

4 The Internal Revenue Service deems the tuition is paid by the student even though it is paid by a third party.
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College Tuition Savings Accounts
“529 Plans”

With the average annual cost of a four-year private
institution exceeding $49,320, parents will be
pleased with the federal government’s incentives to
save on taxes while saving for college tuition. The
incentives are in coordination with state programs
which allow federal and state taxes on the earnings
on the contributions to be tax-free if used for qualified
higher education expenses (QHEE). These QHEE
include tuition in just about any college or university
in the country and over 500 foreign institutions.
QHEE also includes room and board, books,
supplies and fees.

The above sounds like a “no-brainer.” It appears
everyone should be running out to open an account.
However, there really is no set answer as to whether
you should or should not open these accounts. The
answer is based on your specific wants and needs
as well as your overall sophistication with choosing
investment products. Below is a list of advantages
and disadvantages to be taken into account when
deciding whether a contribution to a college tuition
savings plan is right for you, as well as a list of
possible alternatives:

ADVANTAGES:

1. Every state except Wyoming and Washington
participates, however, not all states allow non-
residents to participate. See chart for specific
details on each state’s program.

2. Certain states allow a deduction for
contributions to the program.

3. Earnings grow federally tax-free' and for most
states tax-exempt if distributions are utilized
for qualified education expenses.

4. The contribution to the account is considered
a completed gift and hence is removed from
your estate.

10.

11.

You can make a $70,0007? ($140,000 joint)
contribution to a beneficiary’s account in 2014
and elect to have the gift count as being made
over 5 years. (If you die within the 5 years,
a prorated portion is thrown back into your
estate). This will utilize your annual exclusion
for the beneficiary for 5 years. (See article on
529 Plan Strategies).

The process is relatively simple. The funds
invested will be managed for you and the
beneficiary has no control of the funds.

An account may be rolled over into a
“Member of the Family” account if the original
beneficiary will not be using the funds for a
qualified purpose.

You have control of the account even though
it is considered a completed gift. You can use
the money for your own purposes (however,
see disadvantage #2).

The IRS permits investment selection to be
changed semi-annually* or upon a change in
the designated beneficiary.

By signing up with Upromise.com, major
businesses will make contributions to your
children’s accounts when you shop with such
companies. (See article on Upromise.com)

An American Opportunity Lifetime Learning
Credit or tuition and fees deduction can be
claimed in the same year the beneficiary
takes a tax-free distribution from a 529 Plan,
as long as the same expenses are not used for
both benefits. In other words, the beneficiary
must reduce the qualified education expenses
by the expenses taken into account in
determining the credit or deductions when
calculating the taxable portion of the earnings®.

1375 Broadway, New York, NY 10018 « (212) 840-3456 « (212) 840-7066 FAX - http://www.anchin.com « © 2017
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DISADVANTAGES:

1.

The contribution is considered a gift of a
present interest eligible for annual exclusion.
If gifts are already being made (i.e. - Life
Insurance Trusts; Uniform Gifts for Minors
Accounts; Family Limited Partnerships) this
becomes a very expensive vehicle to fund
education.  Also see article on 529 Plan
Strategies regarding GST ramifications.

Distributions not used for qualified expenses
are taxable to you or the beneficiary depending
on who receives the money (including
accumulated contributions when deductible
(state only).The distributions attributable to
the investment income are also subject to a
10% federal surtax® Some states charge a
penalty in addition to the federal surtax.

While many choices are available, they
are limited to mutual funds, bond funds or
certificates of deposits. Individual stocks or
bonds cannot be purchased (See chart on
pages 20-26).

Investment allocation may depend on the
beneficiary’s age and state program. Montana
only invests in certificate of deposits although
they are pegged to the college inflation rate.
New York offers age-based options that can
be allocated based on your risk tolerance,
whether its conservative, moderate or
aggressive. New York’s basic allocation is
shown in the chart on the below’.

Custodial/Advisory fees imposed by the
Custodian on setting up, maintaining and
withdrawing from the account range annually
from none to 5.75% ($575 per $10,000) of the
account balance depending on the state.

While college savings plan balances will not
be used in the calculation of certain state’s
financial aid programs, other state programs
as well as private, federal and school financial
aid programs may consider these accounts in
calculating assistance.

Cumulative  contributions to any one
beneficiary from any and all sources are
limited depending on which state plan you
choose.

Age of Beneficiary

Conservative Option

Moderate Option

Aggressive Option

50% Stocks

5 or Younger 50% Bonds

75% Stocks

0,
25% Bonds 100% Stocks

25% Stocks

6 through 10 75% Bonds

50% Stocks
50% Bonds

75% Stocks
25% Bonds

75% Bonds

11 through 15 25% ST - Investment

25% Stocks
75% Bonds

50% Stocks
50% Bonds

75% Bonds

16 through 18 25% ST - Investment

25% ST - Investment

75% Bonds 25% Stocks

75% Bonds

19 or Older 100% ST - Investment

25% ST - Investment

75% Bonds 75% Bonds

25% ST - Investment
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ALTERNATIVES:

1.

Gifts made under the Uniform Gifts or Transfers
to Minors Act invested in long-term growth
stocks will result in a tax deferral and a low,
effective tax rate on the distribution without
the limitation on use. The main disadvantage
is “Junior” gets his hands on the money at age
of maturity (depending on state 18 or 21)

Grandparents or parents pay the child’s tuition
directly. These payments do not count toward
the annual exclusion and allow indirect gifts to
the child, which reduces the donor’s estate.
The disadvantage is the grandparent must be
alive at the time to pay the tuition. However,
see alternatives to prepaid tuition plans at the
end of the Prepaid Tuition Plan article. m

and buys a Porsche.

2. Family limited partnership. This vehicle
has all the benefits of the Uniform Gifts
or Transfers to Minors Act account
plus control of the beneficiaries
withdrawal rights. In addition, discounts can be
taken on the gifts to allow larger gifts than the
annual exclusion. The primary disadvantage
is the cost of administering the partnership.
In addition, a recent court case calls into
question utilizing the annual exclusions on
gifts to family limited partnerships. (See
attached comparison).

1 Pension protection Act of 2006 eliminated Sunset Provision in 2010, as such, if used for qualified purpose earnings are tax-free.

2 Plan earnings may also limit overall contributions. (See chart).

3 Member of the Family generally means spouse, sons, daughters, brothers, sisters, nephews, nieces, first cousins and any spouse of those
individuals

4 This change has been effective since 2009 and was codified in 2014.

5 Under the Protecting Americans from Tax Hikes Act of 2015, accounts with same owner and same beneficiary are no longer required to be aggregated
for the purposes of calculating the earnings portions of a distribution. Earnings are calculated for each account separately.

6 There are four exceptions to this 10% surtax: 1) Withdrawals made on account of death or disability of the student; 2) Withdrawals made to the extent
they do not exceed a scholarship received by the student; 3) A transfer of a 529 account from one family member to another; and 4) a transfer from one
529 state plan to another for the same student.

7 New York is now also allowing much more varied investment options at the owner’s request. New York’s 529 College Savings Program Direct Plan offers
a comprehensive lineup of 16 investment options - three age-based options (conservative, moderate and aggressive), 5 multi-fund portfolios, 7 individual
index-fund portfolios, and the interest Accumulation Portfolio. You may choose up to 5 investment options per account. As for the New York’s 529 College
Savings Program Advisor Plan, it offers 6 age-based options, 7 multi-fund portfolios with varying risk tolerances and 15 individual-fund portfolios.
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529 Plan Strategies

If you have decided to contribute to a 529 plan,
the next step is to choose a plan offered by one of
the fourty-nine states, the District of Columbia or a
private college plan. Listed below are strategies to
consider in picking a 529 plan.

1.

Always check out your state of residence plan.
Residents usually enjoy greater benefits such
as receiving a deduction on their state’ returns
(34 states currently allow deductions) or lower
fees charged by the investment adviser.
Depending on how much is being contributed,
and the state limitation placed on deductibility,
one can usually enjoy the deduction afforded
by contributing to your resident state as well as
the portfolio diversification of another state’s
plan (see chart for those states that allow non-
resident participation). For example, Utah
allows 100% investment in an Equity Fund.
Montana invests in certificate of deposits,
the investment returns of which are pegged
to the college inflation rate. Montana permits
$6,000 (joint) deduction on its state returns for
contributions. By contributing $4,000 to Utah’s
plan and $6,000 to Montana’s, a Montana
resident will have created an investment mix
of 40% equity and 60% cash (i.e. - money
market fund), and received the maximum
annual deduction.

If you are a resident of a state that allows a
deduction for contributions to their 529 plans
be aware that certain states such as New
York allow you to withdraw funds from your
account almost immediately after contribution.
This allows you to receive a state income
tax deduction for payment of current college
tuition expenses simply by utilizing the 529
Plan as a conduit to paying the tuition.

3.

If choosing a specific state program because
of the investment advisor, be wary of sales
loads and other fees. Also, each state program
regulates the fees that can be charged so that
the same investment in 2 different state plans
managed by the same advisor may have
different investment results due to the fees
charged.

Morningstar has been rating 529 plans since
2011. 529 plans that earned Morningstar’s
gold stars in 2016 are Nevada’s Vanguard
529 College Savings Plan, Utah’s Educational
Savings Plan and Virginia’s Virginia529
inVEST. The only three 529 Plans that
earned negative ratings are South Dakota’s
CollegeAccess 529, Arizona’s Ilvy Funds
InvestEd 529 Plan and West Virginia’s The
Hartford SMART529. 529 plans that received
bronze ratings include Connecticut’s Higher
Education Trust and New York’s 529 Program
(Advisor-Guided). New York’s 529 Program
(Direct) earned a silver rating in both 2015
and 2016. Some state 529 College Savings
plans are offering free money to lure investors.
Virginia has recently launched a program that
offers up to $2,000 for high school students
who qualify academically and financially. For
new parents in Rhode Island, there is a new
$100 bonus if they start a 529 plan within the
child’s first year.

When contributing more than $14,000 in
any one year, to take advantage of tax-
free compounding be mindful that you are
borrowing on your annual gift tax exclusion
for that particular beneficiary over the next
4 years?. If the donor dies within the five year
period, this can become very expensive if
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the contributor has already utilized his/her
Estate and Generation Skipping Tax (GST)
exemption. In such a case, the prorated
portion added back to the contributor’s estate
is subject to both Estate and Generation
Skipping Tax with a combined Federal tax rate
currently of 80%. Also, state deductions will
only be allowed for the first year instead of five.

The account owner (contributor) remains in
total control of the account. If the beneficiary
doesn’t go to college, the account owner can
roll over the account to another beneficiary,
who is a member of the family®, or simply
take the money back®. If distributing funds
for a non- qualified purpose, plan who should
receive the funds, the account owner or the
beneficiary to possibly lower the overall family
tax burden.

When qualified distributions are taken,
coordinate the amounts distributed with
payments eligible to take the The American
Opportunity Tax Credit and Lifetime Learning
Credits. This will allow the amount left in the
529 plan to continue to earn tax-free income
while still lowering overall college costs.

Sign up at Upromise.com (See next article).
Your child’s 529 plan gets additional
contributions from rebates by corporate
sponsors who’s products you purchase. Get
friends and relatives to sign up and multiply
your savings.

Rolling over accounts from one state to
another may be deemed a contribution (i.e.-

10.

11.

New York) and as such eligible for an income
tax deduction. Conversely, a rollover from,
for example, New York to another state may
require recapture of previous tax deductions
taken.

Rollover custodial accounts. Since earnings
on 529 plans are now tax-free for federal
and most state purposes if used for qualified
expenses, one might wish to convert a Uniform
Gifts or Trust for Minors Act Custodial Account
into a 529 plan. While this can be done, be
aware that tax will be due on any appreciated
positions held in the account that are required
to be liquidated (only cash can be contributed
to a 529 plan). In addition, the 529 plan will
be owned by the child, meaning when the
child reaches 18 or 21 depending on the
state, they will have full access to the funds.
For this reason, any future contributions by
parents and/or grandparents should be set up
in a separate account. One can also transfer
a Coverdell Education Savings Account®
(formerly Education IRA) to a 529 plan. The
transfer is considered a qualifying distribution
and will not trigger a tax.

A 10% federal penalty tax plus applicable
income taxes is applied to non-qualified
withdrawals as well as state and local income
taxes. In addition, some states also assess a
penalty meaning account owners could get hit
twice with both a federal and state penalty.
One way of avoiding this penalty may be to
rollover the account into another state plan
that has eliminated the penalty before taking
the non-qualified withdrawal. m

1 For example, New York allows a $5,000 single/$10,000 joint deduction for contributions to New York’s plan.

2 The annual gift exclusion is $14,000 in 2016.

3 Member of the family generally means spouse, sons, daughters, brothers, sisters, nephews, nieces, first cousins and any spouse of those individuals.
4 Subject to 10% penalty and income tax on the earnings.

5 See article on Coverdell Education Savings Accounts
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Accountants and Advisors

Rewards Programs and 529 Plans
A Different Way To Save

Everybody is familiar with earning frequent flier
miles by simply using a credit card. Well, imagine,
instead of earning miles by using a credit card, cash
goes into an account for your kids and earns income
tax-free as long as the kids use it for their college
education. Now add this to the ability to include
grandparents, aunts, uncles, even friends so that all
their spending earns cash contributions to your kids’
accounts. Finally, have the contributions managed
by The Vanguard Group.

A dream? No, a promise! More specifically
“Upromise” a different way to save. Upromise,
an internet company, signed up major corporate
sponsors who are looking to build brand loyalty. The
companies rebate amounts on purchases of their
products into a 529 plan set up fr your kids. Finally,

Sallie Mae manages the accounts. The more you,
your family and friends spend, the more that is put
into your kids’ 529 accounts. As long as the kids use
this account for college the earnings grow tax-free.
Upromise believes a typical family network (parents,
grandparents) can save more than $20,000 over a
15 year period. m

(See attached for more details.)

@n@ Cﬂ'.\l Ceedsy, Aol. ExonMobil
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Comparison of College Savings Account (529 Plan)
with Family Limited Partnership as a Gift-Giving Tool

Grandparents want to give a gift to grandchild. The grandchild may not necessarily go to college. What is
the most tax efficient way to fund the gift, the College Savings Account (529 Plan) or the Family Limited
Partnership?

Discussion:

If the grandchild does not go to college the better choice appears to be the Family Limited Partnership. This
is because of the ability to discount gifts’ made with Family Limited Partnership Interests. With the College
Savings Account the grandparents lay out additional gifts of approximately $15,272 in order to have the
grandchild receive the same $217,186 as in using the Family Limited Partnership.

Starting in 2006, if the grandchild does go to college, federal income tax on earnings from the College
Savings Account will be eliminated. This results in savings of approximately $35,394 over using the Family
Limited Partnership. It should be noted that state taxes have been left out of the above example. However,
if the grandchild does go to college the College Savings Account earnings will usually be state tax-free,
and in certain states income tax deductions can be generated, which increases the overall benefit of this
alternative.

Comparison:
College Savings Account (529 Plan) Family Limited Partnership

Year No College College 25% Discount

1 $140,000 $140,000 $37,333

2 147,000 147,000 76,533

3 154,350 154,350 117,692

4 162,068 162,068 160,910

5 170,171 170,171 181,086

6 208,069 178,679 190,141

7 227,655 187,613 199,648

8 239,038 196,994 209,630

9 250,990 206,844 220,112

10 263,539 217,186 231,117
Income tax (46.353) None (13.931)

217,186 217,186 217,186
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529 Plan

No College College FLP
Total Investment by
Grandparent $176,735 $140,000 $161,463
Earnings 86,804 77,186 69,654
Tax Paid by Grandchild (46.353) e (13.931)
Net Amount Received
by Grandchild $217.186 $217.186 $217.186

Assumptions:
 College Savings Account with an initial first year investment of $140,000 in the case of the grandchild

attending college. If the grandchild does not attend college, the College Savings Account would need
an initial first year investment of $140,000 and additional investments of $28,000 in year 6, and $8,735
in year 7.
1. Maximum federal income tax rate 39.6%?2 on earnings when distributed
2. If the distribution is not used for higher education expenses, the earnings are taxable to the
grandchild.
 Family Limited Partnership investing $37,333 a year for the first four years; $12,131 in fifth year
1. 25% discount applied to the gift (i.e. - $37,333 discounted to $28,000)
2. Only growth stocks invested in the Family Limited Partnership
3. Maximum federal capital gains rate of (20%)2 on earnings when investments are sold
* 5% rate of return on investments
« Gift tax-free funding
» Afederal surtax (10%) is charged on earnings of the College Savings Account if the money is not
used for higher education purposes.

There are advantages and disadvantages of using either the College Savings Account (529 Plan) or a
Family Limited Partnership. What s clear is that the arithmetic works out relatively close when the grandchild
does not go to college so that other reasons (i.e. investment flexibility, administration, etc.) should be used
to evaluate which option to use. When the grandchild does go to college, 529 Plans are going to be hard
to beat! What is also clear is that the tax savings generated by using these options are large enough to
warrant consideration in an overall estate plan. m

1 The IRS is auditing/challenging on a more frequent basis discounts taken on gifts of family limited partnership interests. In addition, the

IRS has also raised the issue whether gifts to family limited partnerships are eligible for the annual exclusion.

2 Effective January 1, 2013, the maximum federal income tax is 39.6% and the maximum federal capital gains rate goes up 5% to 20%. Starting in
2013, under the Patient Protection and Affordable Care Act (PPACA), higher income taxpayers must also start paying a 3.8 percent additional tax on net
investment income (NII) to the extent certain threshold amount of income are exceeded ($200,000 for a single and $250,000 for joint return.)

14

1375 Broadway, New York, NY 10018 « (212) 840-3456 « (212) 840-7066 FAX - http://www.anchin.com « © 2017



ACCOIH'I,HUI ts and Adl’iSOl'S

Prepaid College Tuition Plans

Since 1996, when Section 529 was added to the
Internal Revenue Code, many states have enacted
qualified state tuition plans. Section 529 sets the
rules states must follow so that taxpayers qualify for
tax-free treatment on higher education tax savings
incentive programs. There are two basic types
of programs: college tuition savings plans (see
previous article) and prepaid college tuition plans.

With prepaid college tuition plans, the state or
the Private College 529 Plan guarantees a hedge
against tuition inflation by determining the future cost
of college education discounted to today’s dollar.
The contributor purchases a contract for tuition
credits that will be used by the beneficiary. Payment
for the contract is invested by the state. When the
beneficiary enters an in-state public college, the
state pays the college tuition. Should the beneficiary
go to a private college or to an out-of-state college,
the states limit the amounts that can be transferred
to pay college tuition. These limitations vary from
state to state. Additionally, some states allow excess
fund gains to be used for other qualified higher
education expenses (“QHEE”) of the beneficiary
such as books, supplies, dormitory and board costs.

TAXABILITY:

Contributions to qualified state prepaid tuition
programs are generally not deductible. Earnings
accumulated in these programs are tax-free for
federal and most state purposes.

ADVANTAGES:

* The beneficiary of a prepaid college tuition plan
may attend in-state public colleges at reduced
resident rates even if the beneficiary moved
from the state subsequent to the contract.

 Contributions to prepaid college tuition plans are
considered completed gifts and are removed
from the contributor’s estate.

* While the purchaser of the prepaid college

tuition plan contract is subject to gift tax, the
gift can be allocated over a five-year period.
Therefore, an account owner who purchases
a contract for $70,000 ($140,000 joint) or less,
can utilize the annual exclusion over five years
and have no gift tax liability provided that is the
only gift to the beneficiary within the five-year
period. If the purchaser dies within the 5 years,
a prorated portion is thrown back into his/her
estate. This can become very, very expensive
if the contributor dies during the 5 years and
the gift is to a grandchild or like beneficiary
and the contributor has already utilized his/her
generation-skipping tax (GST) exemption. In
such a case, the prorated portion added back to
the contributor’s estate is subject to both estate
tax and generation-skipping tax with a combined
Federal tax rate currently of 80 percent.

The beneficiary has no control over the funds.

Only the contributor of the prepaid college
tuition plan contract has the right to make
changes, transfers, and cancellations and
refund requests. All refunds, including earnings,
will be made payable to the contributor.

Payment Options - Many states offer a variety
of payment plans. In Florida, for example,
the purchaser may make a single lump-sum
payment, pay monthly installments over 5 years
or make equal monthly payments until October
of the year the beneficiary enters college.

Prepaid college tuition plan contracts may not
be transferred to another contributor. However,
substitute beneficiaries may be chosen among
state-approved family members.

Payments to prepaid college tuition plans
are exempt from some creditors’ claims and
bankruptcy proceedings.
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DISADVANTAGES:

The beneficiary will not qualify for the American
Opportunity credit, the Lifetime Learning credit
or above-the-line deduction on funds utilized
from the prepaid plans.

In some states the contributor and/or the
beneficiary must be a resident of the state to
establish a pre-paid college tuition plan. (see
chart).

Some states do not guarantee the prepaid
college tuition plan contract and in a worst case
scenario, the program trust fund could become
insolvent.

Some state prepaid college tuition plans do
not cover all costs. Books, supplies, certain
fees and transportation costs are generally not
covered by state tuition plans. These costs will
not be hedged against inflation.

Prepaid college tuition plans cannot be utilized
for post-graduate education.

If a prepaid college tuition plan is terminated
by the contributor and funds are withdrawn
(not used to pay QHEE), then the contributor
will be subject to tax and a minimum federal 10
percent surtax on the portion of the withdrawals
attributable to earnings. In addition certain
states also impose penalties.

The contributor has no control over investments.
The contributor gets no tax deduction for

purchase of prepaid college tuition plan
contracts.

* Most prepaid state college tuition plans will
accept only as much as is necessary to pay for
up to five years of undergraduate tuition and
fees at instate public colleges. If you intend to
send the beneficiary to a private college or an
out-of-state college the additional costs will not
be hedged against inflation. However, consider
the Private College 529 Plan which now includes
over 270 private colleges and universities. (see
next page)

+ Some states limit the time the contracts are
valid. In Florida, for example, the contract will
expire 10 years from the beneficiary’s projected
enrollment date.

* A prepaid tuition plan is a resource of the
beneficiary that may reduce the beneficiary’s
financial aid packages by as much as 5.7% of
the value of the plan. This was changed from
35% for 2005 and prior. The college tuition
savings plans which are considered assets of
the account owner continue to be 5.7% of the
value of the plan which will be included in most
financial aid formulas if owned by the parent,
none if owned by a grandparent.

ALTERNATIVES TO PREPAID TUITION PLANS:

An excellent estate planning technique is to
have grandparents directly pay tuition for their
grandchildren. In addition to the pride and esteem
felt by the grandparents for giving their grandchildren
a truly beneficial gift, they will also be helping their
children by easing their cash flow burdens. What’s
more, the tuition paid is not considered a taxable
gift, regardless of the amount (provided it is only for
qualified tuition and paid directly to the institution).
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In a recent ruling the Internal Revenue Service
ruled that a grandparent who prepaid tuition
payments on behalf of her grandchildren qualified
for the tuition gift-tax exclusion. In this instance,
the grandparent was dying when she prepaid over
$180,000 of her grandchildren’s private day school
tuition.  Any prepaid tuition not utilized by the
grandchildren would be forfeited and would become
a contribution to the school. By prepaying her
grandchildren’s tuition, the grandparent effectively
removed $180,000 from her estate without gift-tax
cost and still allowed her to make annual exclusion
gifts ($14,000 per donee) during the year.

While this method of tuition payment is not likely
to become a primary planning tool, it can be utilized
to reduce the taxable estate of high net worth
individuals. For example, if a grandchild is accepted
to a college, the grandparent could prepay the four
year’s college tuition upfront with no gift-tax liability.
Alternatively, if it is relatively certain that a grandchild
will be attending a private day school throughout
their grade school career, the grandparent could
prepay the tuition upfront with no gift-tax liability.
This insures the child’s tuition is paid for with dollars
that would normally be subject to estate tax if the
grandparent does not live throughout the child’s
school career.

PRIVATE COLLEGE 529 PLAN:

Launched in September 2003, the Private College
529 Plan (formerly known as Independent 529 Plan)
has been developed by a consortium of over 280
private colleges. It is the only private-college-run
529 plan in the country. This prepayment program
allows families to lock in tuition at today’s rates at
any of its participating private colleges. Through the
Plan, you purchase certificates at a discounted rate.
When the student is later accepted at the member
college, the certificate is used to pay the percentage
of tuition you pre-purchased. Certificates must be
held at least three years before redemption and
redeemed within 30 years. After three years, you
can redeem the certificates at any of the participating
colleges. You receive favorable income tax benefits
for investment in the Plan, since the Plan possesses
the characteristics of the Internal Revenue Code
Section 529 Plan. OFI Private Investments, Inc. is
the program manager for the Plan. To obtain the list
of participating colleges and any further information,
you may go to the website www.privatecollege529.
com. m
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Qualified State Tuition Plans -
State by State

COLLEGE TUITION SAVINGS PLANS:

Alabama Mississippi \

Alaska® Missouri - \

Arizona Montana K e \

Arkansas Nebraska ""/;./ Nl

California Nevada e

Colorado New Hampshire

Connecticut New Jersey™ . x ) i
District New Mexico Vo [N \ 4 }
of Columbia New York ¢ A

Delaware North Carolina ' 'L
Florida North Dakota

Georgia @ Ohio™®

Hawaii Oklahoma b

Idaho Oregon \

lllinois Pennsylvania®® d

Indiana Rhode Island®

lowa South Carolina™

Kansas South Dakota " .

Kentucky Tennessee® -

Louisiana® Texas *'®

Maine Utah :

Maryland Vermont A ;

Massachusetts Virginia J/

Michigan West Virginia™

Minnesota Wisconsin

States with College Tuition Savings Plans

PREPAID COLLEGE TUITION PLANS:

) ®) . o .
Alapar?ﬁs) Nevada® ) States with both College Tuition Savings
Florida South Carolina Plans and Prepaid College Tuition Plans
lllinois® Tennessee!

Kentucky™ Texas® . .

Mawlangis) Virginia® States with Prepaid College Plans
Massachusetts® Washington®®

Michigan® West Virginia®™

Mississippi® Private College (FKA Independent)®

(1) Two or more programs under college Tuition Savings Plans. One plan is open to residents of the state only. The others are open to both residents

and non- residents of the state.

(2) Georgia has Hope Scholarship for Georgia residents who attend Georgia public colleges and maintain a “B” average. The Hope Scholarship pays

total tuition costs.

(3) Savings plans open to residents and/or beneficiaries of the state only.

(4) Under certain circumstances state will pay qualified higher education expenses (room, board, books, supplies and equipment) in addition to tuition.
(5) Beneficiary and/or contributor to Prepaid College Tuition Plan must be a resident of the state.

(6) Not a qualified 529 plan -contributor purchases a municipal bond linked to cost of tuition. Approximately 80 Massachusetts’ colleges participate. If
beneficiary attends one of those colleges than state pays the tuition. If beneficiary does not go to a participating college the contributor receives a refund

of principal plus compounded interest equal to CPI without penalty. Earnings are not taxable federally or in Massachusetts.
(7) Closed to contributions or new enrollments.
(8) See article on Prepaid College Tuition Plans for more information.

(9) 2012 is the initial year of operation. 18
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College Tuition Savings Plans
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Coverdell Education Savings Account
(Formerly Education IRASs)

Starting in 1998, Congress passed Section 530
allowing the establishment of an Education IRA,
which is a tax-exempt savings vehicle to offset the
cost of college tuition. In 2001, Congress increased
contributions that can be made to the IRA, expanded
the definition of qualified expenses, and renamed
Education IRAs “Coverdell Education Savings
Accounts” after the late Senator Paul Coverdell from
Georgia. The amount contributed to the Coverdell
Education Savings Account grows tax-exempt and
distributions are not taxable provided proceeds are
used for qualified expenses.

Anyone', subject to adjusted gross income (AGI)
limitations which precludes a donor from funding
a Coverdell Education Savings Account if their
AGI is over $110,000 single or $220,000 joint for
2016, can contribute to an Coverdell Education
Savings Account on behalf of a beneficiary? but the
total contributions to any one beneficiary in any
given year is $2,0003. While this amount is smaller
and for the reasons discussed below, may be less
attractive than other tax incentives to help defray the
cost of education, the Coverdell Education Savings
Account in some cases may be the best alternative.
In fact, $2,000 contributed annually for 17 years with
an annual return of 8% per year will grow to
$72,900.

In 2002 the new tax law expanded what a Coverdell
Education Savings Account could be used for. In
addition to college tuition, qualifying expenses
include secular and/or religious elementary and
secondary school tuition (grades K-12), books,
supplies, fees, computers, peripheral equipment,
educational software, room and board, school
uniforms, academic tutoring, transportation, and
internet access charges when the internet is used
for educational purposes.

The $2,000 non-deductible contribution must be
in cash and cannot be invested in life insurance
contracts. The donor is considered to have made
a gift of a present interest which is eligible for the
annual gift tax exclusion. Funds in a Coverdell
Education Savings Account not utilized by the time
a student turns 30 must either be distributed to the
student (subject to tax on its earnings and a 10%
penalty) or rolled over to a Coverdell Education
Savings Account account for a family member of the
student.

Since the contributions are relatively small,
investment vehicles may be difficult to find and
when found, subject to investment fees which make
the contribution economically unsound.

Since the major benefit of a Coverdell Education
Savings Account is the tax-free compounding of
earnings, a family with several children may consider
a plan to fund the youngest child’s education with
Coverdell Education Savings Accounts contributed
to all the children. Utilizing the rollover provision,
the eldest children’s Coverdell Education Savings
Accounts are rolled over into the youngest child’s
Coverdell Education Savings Account, creating a
longer utilization of the tax-free compounding. Also,
with more money in the Coverdell Education Savings
Account, more attractive investment vehicles may
be found.

Use of Coverdell Education Savings Accounts
carry many disadvantages which may make them
the least attractive vehicle for saving for college
education as follows:

* The Coverdell Education Savings Account
contribution is considered a gift by the donor.
If the annual exclusions of the donor were
already used for the beneficiary, the contribution

1375 Broadway, New York, NY 10018 « (212) 840-3456 « (212) 840-7066 FAX - http://www.anchin.com « © 2017
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will either utilize the donor’s unified credit or if
already utilized, cause a gift tax. If the gift is to
skip a person (i.e.- grandparent to grandchild)
Generation Skipping Transfer Tax may also be
triggered.

« Distributions not used for qualified expenses are
taxable to the beneficiary and are also subject
to a 10% penalty.

« If inadvertent contributions are made to
the accounts of the same beneficiary (i.e.
grandparent and parent) and such contributions
exceed $2,000 annually, a 6% excise tax may

apply.

* The beneficiary can now take the American
Opportunity Tax Credit, Lifetime Learning Credit
or above-the-line deduction in the same year
a distribution from their Coverdell Education
Savings Account is taken. However, the credits
cannot be claimed on the same distributions
used to pay for qualified expenses.

* Must be distributed before the beneficiary
reaches age 30.4

* No state income tax deductions for contributions
to an ESA.

1 Non-individuals can also make contributions not subject to the AGI limits.

It should be noted that, utilization of non- resident
Qualified State Tuition Plans (529 plans) may
provide more benefits and less restrictions than the
Coverdell Education Savings Account. Fortunately,
one can rollover the Coverdell Education Savings
Account to a 529 plan with the same beneficiary with
no penalty.

Finally, the Coverdell Education Savings Account
should not be confused with a regular IRA. Today,
a regular IRA can be utilized to pay for qualified
higher-education costs of a taxpayer and his/her
family. Tax will be owed on the distribution, but there
is no 10% penalty on early withdrawal. m

2 The beneficiary must be under age 18. Donors cannot fund an account for an unborn child.
3 Starting January 1, 2002. It was scheduled to decrease from $2,000 to $500 after 2012. The American Taxpayer Relief Act extends it permanently.

4 Age limitations are waived for students with special needs.
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Interest Deduction On Education Loans

In 1997, Congress passed a host of tax incentives
to subsidize higher education costs, which would
start in 1998. One of these incentives is an above-
the-line deduction for interest expense on qualified
education loans. This benefit generally will apply
only to lower to middle income taxpayers.

In order to claim the interest deduction which is of
$2,500', the interest must be paid on a qualified
education loan. A qualified education loanis aloan in
which the proceeds are used to pay qualified higher
education expenses. Qualified higher education
expenses include tuition, fees, room and board,
books, supplies, and transportation at an accredited
post- secondary educational institution?. The loan
must be made to the taxpayer, his or her spouse
or dependent. The student must be enrolled in a
degree program taking at least one-half the normal
workload. However, the deduction is not available
to an individual who, for that year is claimed as a
dependent by another taxpayer.

The maximum deduction for interest paid on qualified
education loans is reduced where Adjusted Gross
Income (AGI)® exceeds $65,000 ($130,000 for joint
filers) and is completely eliminated when AGI is
over $80,000 ($160,000 for joint filers) for 2016.

In 2004, the IRS issued final regulations which states
that the deduction for student loan interest may only
be claimed for interest paid by the taxpayer on a
qualified loan. However, if the interest is paid by a
third party who is not legally obligated to make the
payment, the taxpayer is treated as receiving the
payment from the third party and, in turn, making
the payment. Taxpayers may not claim a deduction
for interest paid in conjunction with money borrowed
from a relative or friend to pay tuition and related
expenses*. In addition, if a parent makes a payment
on a loan for which only the child is liable, the parent
is not entitled to a deduction.

EXCLUSION ON INCOME FROM STUDENT
LOAN FORGIVENESS

Generally, loan forgiveness is taxable. However, in
certain instances gross income does not include
any amount from the forgiveness of certain student
loans, provided that the forgiveness is contingent
on the student’s working for a certain period of
time in certain professions for any of a broad class
of employers. The loan proceeds could have
been used for tuition and fees as well as room and
board expenses. Such loan must have been made
by certain government bodies (e.g.- Federal, State)
or private educational institutions. m

1 The American Taxpayer Relief Act permanently suspends the 60-month rule for the $2,500 above-the-line student loan interest deduction.

20ffers credit towards a Bachelors Degree, Associates Degree or any other post-secondary credential.

3 Modified adjusted gross income means the adjusted gross income of the taxpayer for the taxable year, which is determined after taking into account
the inclusions, exclusions, deductions and limitations allowed, but before taking into account the interest deduction.

4 Related persons include parents, grandparents, brothers and sisters, half-brothers and half-sisters, spouse, children or grandchildren.
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After September 11th, Can You Save For
Education and Be Patriotic at the Same Time?

THE SHORT ANSWER IS YES! Interest income
on qualified United States Savings Bonds may be
excluded from taxable income when used to pay
qualified higher education expenses during the year
when the redemption occurs. The long answer as
to what bonds qualify, what are qualified higher
education expenses, when can interest be excluded,
and what rates of return you can expect follows.

Qualified United States Savings Bonds are any
United States Savings Bonds issued after 1989
(series EE and Series | (inflation-indexed)) to an
individual who is at least age 24 before the date of
issuance. Since the date of issuance is deemed
the first day of the month the bonds are purchased,
someone who is just 24 should wait until the month
following his/her birthday to acquire the bonds.

Qualified higher education expenses are tuition and
fees required for enroliment or attendance at an
eligible educational institution or vocational school.
It also includes contributions to a 529 Plan and to a
Coverdell Education Savings Account. However, it
does not include room and board or travel expenses
to or from college. An eligible educational institution
is generally any accredited post-secondary College
or University located in The United States or affiliated
with such College or University.

Interest income on the bonds is excludable from
taxable income when bonds are redeemed and the
proceeds are used for qualified higher education
expenses. However, this exclusion is phased out for
taxpayer’s with modified adjusted gross income’
of $92,550 and above for single, $146,300 and
above for joint.2 This in effect limits the benefit to low
and middle income taxpayers.

Other rules prevent creative planning to utilize the
exclusion. In order to qualify the taxpayer must
be the original and sole owner of the bonds; one
cannot purchase the bonds from another individual.
This prevents children owning the bonds and
transferring them to their parents when redeemed
from getting preferential treatment.

Series EE Bonds are currently paying 0.10% with
a 30 year maturity. Series | Bonds are currently
paying 1.96%?2 with a 30 year maturity. Even if not
used for qualified education expenses, interest
can be deferred until redeemed and are state tax
exempt. If bought in the child’s name, interest
can be deferred until college age and then taxed
at the lower child’s tax rate. The child’s standard
deduction and the potential utilization of the Hope
American Opportunity Tax Credit and Lifetime
Learning Credits may shelter most if not all of the
deferred interest income provided the child has
litle additional taxable income. You can access
information regarding yields, purchasing and just
about anything else you want to know about U. S.
Savings Bonds by going to www.savingsbonds.gov.

ARE U.S. SAVINGS BONDS A VIABLE WAY TO
SAVE FOR COLLEGE? In the right circumstances,
Yes! So, support your Country! Buy U.S. Savings
Bonds, and perhaps even save money for college at
the same time. m

1 Modified adjusted gross income means adjusted gross income plus exclusion for adoption expense, and foreign earned income as well as the exclusion

for interest on U.S. Savings Bonds.
2 The phase-out levels are for 2016.

3 Rates good for purchases made between May 1, 2017 to October 31, 2017. Should be held a minimum of 5 years to avoid 3 months interest penalty.

The rate is a variable rate which resets every six months.
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How Employers Can Provide Tax Free
Education Benefits To Employees

Companies can provide a valuable fringe benefit
for their employees by paying for their education
costs. Although there are several methods a firm
can choose to provide this benefit, there are some
which are more common than others.

The three most commonly used methods are:
scholarships and grants under IRC §1177,
education assistance programs under §127 and
working condition fringe benefits under §132.
Each method will provide tax free education
benefits to the firm’'s employees, provided the
specific criteria of each code section are met. The
methods are not mutually exclusive, and can be
mixed and matched to provide greater benefits than
one method might provide.

METHOD I:
Scholarships and grants under §117 must meet the
following criteria to ensure non-taxability. They are:
1. The scholarship must be used for “qualified
tuition and related expenses.”
2. The student must be a degree candidate at a
qualified educational institution.

“Related expenses” include tuition, enrollment fees,
books, supplies and equipment required for courses
of instruction. Other expenses such as travel, room
and board are excluded. Any scholarship not utilized
for qualified expenses is taxable to the student.

The employer can offer the scholarship not only
to the employee, but to the spouse and children
as well. Care must be exercised, however, not
to link the scholarship with past, present or future
employment services. Failure to do so would
subject the employee to taxable income. The
same outcome would occur if the education of
the student employee was shown to be primarily
for the employer’s benefit. To avoid this result,

companies can establish private foundations to offer
scholarships, and have these foundations select the
recipients and handle disbursements. As long as
the scholarships are awarded on an objective and
nondiscriminatory basis, and comply with foundation
requirements, the scholarship will not be taxable.

METHOD II:

Education assistance programs under §127
allow annual education benefits of up to $5,2502 per
individual to employees (spouses and dependents
are not covered). The benefit can be used for both
graduate and non graduate courses. Similar to
scholarships under §117, “educational assistance” is
restricted to direct educational costs such as tuition,
fees, books, supplies and equipment (travel room
and board are excluded). There is no requirement,
however, for the student to be a degree candidate
as under §117, nor does the education have to be
job-related (see Method IlI).

The major drawback to §127 plans is that they can
be quite costly and burdensome for employers
to administer. They require annual tax return
filings (Form 5500) and a formal written plan with
reasonable notice to eligible employees. They may
not be discriminatory in favor of highly compensated
employees, and not more than 5% of the program’s
benefits can be allocated to owners/officers.
However, these plans are flexible with respect to
setting their own eligibility requirements, such as
limiting benefits to post graduate education only. For
example, a recent IRS letter ruling allowed a law firm
to provide all non lawyer employees up to a $5,250
annual reimbursement for principal and interest on
their law school student loans. Another feature is
that there is no annual funding requirement. A
strapped company can put the plan on hold if need
be until cash flow improves.
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METHOD lil:

Perhaps the best alternative in terms of ease
of implementation and flexibility is the working
condition fringe benefit under §132. The only
requirement for excludability from the employee’s
gross income is that the benefit be related to a
cost that would be deductible as an “ordinary and
necessary” business expense under §162. Under
the Regs. §1.162-5, these would include not only
direct education expenses, but also travel, meals
and lodging incurred in order to obtain education.
In addition, this benefit does not have the other
disadvantages of the other two methods discussed
above. Thus, there is no maximum monetary limit,
it may be discriminatory with respect to the type of
employees covered (no spouses or dependents,
however), and it may include owners/officers. No
written plan is required, nor are there annual filings.
Finally, the student employee does not have to be a
degree candidate.

QUALIFYING WORK-RELATED EDUCATION

If employees receive educational assistance from
the employers under education assistance program,
employees can exclude up to $5,250 of those
benefits each year. However, if the benefits over
$5,250 qualify as a working condition fringe benefit,
employers may treat the expenses tax free to the
employees if following conditions are met;

1. They are employed,;

2. They already meet the minimum requirements
of their job, business, or profession;

1 For a detailed article regarding this, see the subsequent article.

3. The course maintains or improves their job or
professional skills, or they are required by their
employer or by law to take the course to keep
their present salary or position; AND

4. The course does not lead to qualification for
a new profession or business. The cost of
courses preparing them for a new profession
is not deductible, even if they take them to
improve their skills or to meet their employer’s
requirements.

The same criteria apply to employees who
have unreimbursed education expenses. They
may deduct the following education costs as a
miscellaneous itemized deduction subject to the
2% adjusted gross income limitation on Schedule
A to the extent that the total education expenses
exceeds any reimbursements:

1. Tuition, textbooks, fees, equipment, and other
aids required by the courses;

2. Local transportation costs;

3. Travel to and from a school away from home,
and lodging and 50% of meals while at school
away from home. m

2 Income exclusion of $5,250 was scheduled to expire after 2010. The 2010 Tax Relief Act extends this provision through December 31, 2012, and the

American Taxpayer Relief Act of 2012 extends it permanently.
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Taxation of Scholarships,
Fellowships and Grants

Congratulations! Your child not only got accepted
to the college of his/her choice, but was awarded a
scholarship as well. It's a good thing too, with tuition
being so high. This will mitigate the cost somewhat.
Come April 15th, your accountant starts asking
questions about the scholarship and a thought
passes through your mind, “Am | going to have to
pay taxes on this? That’s ridiculous!”

Ridiculous or not, in certain cases, scholarships,
fellowships and grants are taxable. In what instances
and what you may be able to do to mitigate the tax
problem will be the focus of this article.

The terms scholarships, fellowships, grants,
awards and allowances (“Scholarship”) are used
interchangeably and generally mean nontaxable
financial assistance. However, these terms may also
describe situations where the recipient is obligated
to provide services (i.e. tutoring) wherein the
payments would become taxable as compensation
for employment.

Generally, the source of the financial aid is not
important. It may come from the government or
private organizations. The financial aid may be
based on financial need or based on scholastic
achievement or athletic ability.

For income tax purposes, the following criteria must
be met to insure non-taxability. They are:

1. The student is a degree candidate; and

2. The “Scholarship” must be used for qualified
expenses’

Aslongasthe “Scholarship”is designated for qualified
expenses as opposed to specifically designated for
room and board, the criteria® above will be satisfied.
Adirect tracing is not required for criteria. There is a
presumption that the “Scholarship” was used to pay
all qualified expenses the student incurred during
the year. Any “Scholarship” not utilized for qualified
expenses would be taxable income to the student.

In addition, any “Scholarship” that is conditioned
on the performance of services? by the student
is taxable as compensation to that student. The
provider usually will determine the amount that is
treated as compensation and report such to the
student on a Form W-2 or Form 1099.

Taxable scholarships and fellowship grants that are
used to pay room and board and are not reported as
wages on Form W-2 can be subject to kiddie tax and
even the Alternative Minimum Tax (AMT).

Kiddie tax is a tax scheme that imposes tax on
child’s unearned income with parent’s marginal tax
rate. It was enacted in 1986 to discourage parents
from shifting investment income to their children in
order to take advantage of a child’s lower marginal
tax rates.

For 2016, this tax applies to children younger than
age 18 and whose earned income does not exceed
half of their support, and to students ages 19 to 23
whose earned income does not exceed half of their
support. The kiddie tax applies to any qualified child
that has unearned income of more than $2,100,
does not file a joint tax return, and has at least on
parent living at the end of the year.
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Any income that is not earned income is potentially
subject to the kiddie tax. Earned income consists of
wages, salaries, and other similar amounts received
as compensation for personal services rendered.

Taxable scholarships and fellowship grants that
are not reported on Form W-2 are constituted as
unearned income. In some instances, AMT can also
apply to children subject to the kiddie tax.

Employees of educational institutions usually
receive tuition discounts as an exchange benefit.
These discounts are tax-free if the following are met:

1. The tuition discount applies to education below
the graduate level;

2. Highly compensated employees do not get
more discounts than other employees; and

3. The tuition discount does not
compensation for services
rendered by the student.

represent
required to be

The above applies even if the employee’s spouse or
children are the beneficiaries. It also applies if the

employee works at one educational institution, but
the tuition discount applies at another educational
institution.

Finally, students may work in what are referred to
as co-op, internships and/or work-study programs.
These programs provide jobs by the school itself
or in tandem with private employers. They may
even qualify for credit towards a degree. These
programs are the epitome of compensation for
services rendered and are fully taxable for income
tax purposes. If the student is employed directly
by the educational institution and is enrolled and
regularly attending classes Social Security taxes
and Medicare taxes generally do not apply*.

If the “scholarships” or work-study programs are
taxable, the income taxes may be mitigated if not
entirely eliminated by the use of the Hope Scholarship
credit, Lifetime Learning Credits or “above-the-line
deduction” for interest expense on student loans.
Please see the previous articles written specifically
on these topics for more information. m

1 Tuition, enrollment fees, books, supplies and equipment, including expenses for the purchase of a computer or peripheral equipment, computer
software, and Internet access or related services if the items are used primarily by the beneficiary during any of the years the beneficiary is enrolled at an
eligible educational institution. Room and board is not considered a qualified expense.

2 Tutoring, research, etc; except, for scholarships paid after December 31, 2001 from the National Health Services Corps. Scholarship program (NHSC
Scholarship Program) and the Armed Forces Health Professions Scholarship and Financial Assistance Program (Armed Forces Scholarship Program)
will not be taxable even though paid for compensation for services, and this treatment had been extended permanently by the American Taxpayer Relief

Act.

3 The employee-student may take graduate courses, but the employee’s spouse or children cannot utilize the discount on a tax-free basis for graduate

studies.

4 Certain state institutions may require Social Security and Medicare taxes to apply.
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Losses on 529 College Tuition Plans

With the recent volatility in broad stock market
indexes, many families who diligently saved for
their children’s higher education expenses are
experiencing stress from the dual prospect of higher
college costs and diminished 529 plan values.
While tuition inflation and asset deflation are not a
welcome occurrence, the temptation to distribute
plan assets and pay college expenses out of pocket
can have potential negative ramifications.

Many news publications have been discussing the
tax advantages of recognizing 529 plan losses. In
a plan that has declined in value, if the funds are
fully distributed, a miscellaneous itemized deduction
subject to a 2% floor on adjusted gross income is
available for the difference between the basis of the
529 plan and the amounts distributed. However, that
benefit is severely limited for taxpayers subject to
the Alternative Minimum Tax, which does not allow
miscellaneous itemized deductions subject to the
2% floor.

There are also gift tax considerations that should
not be overlooked. When their children’s 529 plans
were initially established, many parents decided to
take advantage of the five-year gift tax exclusion’
to remove assets from their estate while planning
for future college expenses. If the account is fully
distributed within that period, the annual exclusion for
the child is still considered utilized, notwithstanding
that the funds were lost due to market conditions.

If the parent, at a further date, decides to re- invest
funds into the 529 plan within the remainder of the
five-year period, that transfer will be subject to gift

tax. If the funds were not re-invested back into the
529 plan, but subsequently used to pay for college
expenses within the five-year period, amounts
used to pay for items such as room and board will
be subject to gift tax as well. This is because only
tuition paid directly to an eligible institution is not
deemed a taxable gift. In addition to the federal
ramification, on the state level there is potential for
a state tax deduction recapture if a deduction has
been previously taken on the contribution to the
plan.

Example: Parent invests $60,000 into a 529 plan
for his/her child. The fund subsequently declines
in value three years later to $40,000. The parent
decides to fully distribute the remaining funds out of
the 529 plan. If the parent is in AMT, he/she will not
receive the benefit of the itemized deduction for the
loss of $20,000 in account value.

In year five, tuition, room and board are paid
on behalf of the child. Since the gift tax annual
exclusion has been exhausted due to the initial
$60,000 contribution to the 529 plan, the portion for
room and board is subject to gift tax.

To summarize, the decision to fully distribute funds
out of a child’s 529 to take a loss should consider gift
taxes as well as income taxes. For most taxpayers
in the Alternative Minimum Tax there will not be
an income tax benefit. Even where an income tax
benefit can be obtained, it must be compared with
the gift tax costs which can outweigh the income tax
benefit. m

1 An account owner could invest $70,000 ($14,000 annual gift exclusion for five years) in 2016 into a beneficiary’s 529 plan without incurring gift taxes.
Any additional gifts to the beneficiary in that five year period will be subject to gift taxes.
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