Guess what the most important factor is when choosing a
olan? Hint: It's not the plan’s tax treatment.

By Anne Field
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If you're an advocate of states’ “rights,”
the 529 college savings plan is the investment choice for you.

Started by Congress in 1996 and named after the section
in the IRS code that permits them, these investment pro-
grams are run by state governments and are regulated as
municipal securities by the Municipal Securities Rulemaking
Board (MSRB). Therefore, states can pretty much do what
they want with their plans, which totaled about $20 billion in

assets at the end of 2002.

Just about every state, plus the District of Columbia,
offers at least one, and sometimes several, 529 options, with
a crazy quilt of fees, expenses, styles and managers. “It’s a
Wild West show out there,” says William Solomon, an advi-
sor with William L. Solomon in Plainview, N.Y., affiliated
with Cadaret & Grant.

As you might expect, state tax treatment is no exception
to the chaotic rules. Earnings on withdrawals from the plans
are exempt from federal taxation, for example, but some
states choose, incongruously, to tax such proceeds. Further,
about half of all states offer some form of tax deduction for
contributions, but the specific amounts are, as it were, all
over the map. Plus, a number of individual states have their
own idiosyncratic policies related to tax issues.

“It certainly is another complexity in an already complex
product,” says Luis Fleites, a senior analyst with Cerulli
Associates ii Boston.

‘ Beating the Tax Man

The biggest consideration for advisors is the tax deduction
for contributions. Some 24 states offer one to in-state resi-
dents who invest in their home state’s plan. In some cases,

'like Colorado and South Carolina, there’s no cap on how
much an investor can deduct: In others, there’s a limit, rang-

ing from Rhode Island’s $500 a year ($1,000 for joint filers)
to Mississippi’s $10,000. Recently, a handful of states have
also considered extending deductions to contributions to
out-of-state plans, too. Such efforts to “level the playing
field,” as advocates call them, have failed, so far. “States are in
a fiscal situation where things like that may not make sense

for now,” says Jeff Coghan, 529 product manager for Alliance

Capital.

At the same time, the fact that your client gets a tax
deduction for contributing to an in-state plan doesn’t neces-
sarily mean you should choose that investment. The key is
boiling down the deduction to a dollar amount. A client in
the top tax bracket in, say, Wisconsin, which offers a $3,000
per-beneficiary deduction, would have $180 a year in tax sav-
ings, according to Sarah Heriksen, director of Education
Planning for Strong Financial. “That may be substantial to
some people and insignificant to others,” says Henriksen, In
those cases where the effect is underwhelming, it may: be
more important to ¢choose a program with the best perfor-

mance and most-cost-effective underlying expenses—or, at
the very least, not to make the tax savings the most impor-
tant factor in choosing a plan.

That’s the philosophy of Michael Amato, an advisor with
Independent Tax & Financial Planners in Holland; Pa., an
affiliate of broker/dealer HD Vest. He recently advised one
client, an Ohio resident in the top state tax bracket with three
children, to invest in Ohio’s plan. That decision was made
not because of the tax savings—the tax benefit would only
have been $420 a year—but because the client seemed com-
fortable with the plan’s investment options. In another case,
Amato counseled a client to eschew an in-state plan and to
forgo the deduction completely
because he didn't like the underly-
ing fund performance. “Don’t let
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The biggest stink was probably caused last year when the
Ilinois. legislature voted to take away residents’ tax-break
from any plans other than the two in-state 529s—Bright
Start, managed by Smith Barney, and Coliege Illinois, a pre-
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How important a role do taxes play in the decision of
- whether to invest in a state plan? Depending on the client’s
statc tax rate, not very, according to many advisors. “Since
you're only paying tax on the gain, a lot of other factors have
to be taken into consideration,” says Richard Sawyer, an advi-
“sor with Norton Financial Services in South Portland,
Maine, who is affiliated with Commonwealth Financial
Network.

John Kelty agrees. An advisor with Kelty Financial
Services in Glenview, I11., Kelty says his advice hasn’t changed
since lllinois changed its rules. Recently, for example, he con-
vinced a client to invest in his favorite choice, Alaska’s pro-
gram managed by Manulife, even though she'd have to pay a
3 percent tax on withdrawals, The tax she'd pay is “a non-
event,” he says. “Performance is more important.”

The Trouble With New York

Perhaps the thorniest of state programs is New York’s. One of
the oldest plans, it recently announced a first for any 529: a
complete change in its manager (sce sidebar), What's more,
last year, the New York State Department of Taxation and
Finance, through an administrative rule change, announced

fective underlhmg expenses—or, at
the tax savings t

e most important

that it would treat rollovers to aut-of-state plans as nonqual-
ified withdrawals. That meant, for starters, that rollovers
would trigger the recapture of previously taken deductions;

New York allows taxpayers a $5,000 deduction, or $10,000
for married couples filing jointly. What's more, the earnings

portion of the distribution would be taxed.

For many advisors, the change was a ticbreaker. “Before the
change, I advised clients to take advantage of the tax deduc-
tion,” says Edward Neugroschl with Finesco Associates in
Brewster, N.Y., an affiliate of Walnut Street Securities. “Now, 1
tell people most of the time, under no circumstance should

they put any money into the New York plan.” 1e points to a .
client in the top state tax bracket who, after making a $10,000 -
contribution, would have a net tax savings of about $500, -

“That doesn’t justify the potential tax liability;” he says.

Will other states follow New York’s lead? “Mast realize the
cost of administering the change costs more than any rev-
enue gain,” says Hurley.

To reduce the chances of such changes occurring in other
places, 16 investment heavy-hitters, including Strong, Merrill
Lynch and Fidetity, recently joined forces to create an educa-
tion and lobbying group. Called the College Savings
Foundation, its mission, among other things, is to address a
variety of state and federal tax issues.
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