COLLEGE SAVINGS FOUNDATION

The Many benefits of State Tax Equity for 529 Plans

Many states steer their residents to in-state 529 college savings plans by rewarding, through special tax incentives, only those residents who choose to save for higher education through an in-state plan.  For example, a state may provide tax deductions or credits for contributions only to the in-state plan, or impose penalties or recapture taxes when money is rolled over to another state’s plan.  Ironically, these policies ultimately disadvantage families saving for college education and significantly interfere with the important public policy goal of encouraging residents to save for education.
· The Cost of College Education is Rising Rapidly.  For the 2004-2005 academic year, the College Board reports that the average annual total cost of attending a 4-year public and a 4-year private college or university increased 7.8% (to $11,354) and 5.6% (to $27,516), respectively.
  Assuming such costs increase by 5% a year, the projected cost of college in 15 years will be more than $100,000 for a 4-year public college and more than $200,000 for a 4-year private college.

· A 529 Plan is the Ideal Savings Vehicle to Finance These Costs.  Individuals can make after-tax contributions to 529 plans, have earnings grow tax-free, and take tax-favored withdrawals for qualified higher education expenses.  While individual states create their own 529 plans, federal law does not require a state resident to invest in the in-state plan; instead, it provides a platform on which a nationwide network of state-sponsored 529 plans can compete, providing families with various options from which to choose to save for the cost of college education.

· Lack of State Tax Equity for 529 Plans Creates Significant Disadvantages for Families.  The preferential tax treatment for the in-state plan frustrates this nationwide platform and harms state residents in a number of ways.

· Barriers to Competition Between 529 Plans – State sponsorship combined with tax incentives for the in-state plan creates an inflexible and noncompetitive environment.  Resident investors are essentially held “captive” and the 529 plan provider has insufficient incentive to innovate and improve quality and service.

· Limiting Investment Choice, Flexibility, and Portability – By instituting preferential tax treatment for the in-state plan and selecting a single financial provider, state policymakers have in effect made investment decisions for their constituents.  Yet the in-state plan’s particular provider and investment selections may not be a good investment fit for all state residents.  State recapture taxes or rollover penalties also constrain the investor’s ability to move from a state’s 529 plan to a more suitable plan offered by another state.  This can result in significant public dissatisfaction when the in-state plan’s investments perform poorly or when the in-state financial provider is the subject of adverse regulatory or law enforcement action.  Additionally, the public may ask why it finds itself “locked” in an unsatisfactory investment.  The public may well ask state policymakers why tax policies made it difficult for them to initially select an alternative or to subsequently move to a plan better suited to their needs in these circumstances.
· Unnecessary and Counterproductive Confusion – Complexities arising from differing state tax regimes may drive potential investors into less optimal education savings vehicles or cause individuals to forego college saving altogether.  Moreover, family members who are dispersed in different states may find they have to manage multiple accounts, each subject to differing tax rules that conflict with the education savings goals of the extended family.
· Equity Advances State’s Interests.  State tax equity removes the disadvantages created by differing state tax regimes and also advances the state’s interests in encouraging maximum college savings by its residents.

· An Increased Pool of Investors.  Equitable state tax policies will engender goodwill among potential investors by demonstrating that the state supports a competitive marketplace, will not penalize families with inequitable tax policies, and is sensitive to the confusion caused by differential tax treatment.  The resulting certainty and uniformity will attract more investors who previously shied away from 529 plans.  The simplification that equity brings will also encourage more multi-state employers to offer 529 plans as an employee benefit, employing the ease of payroll deduction to expand the number of investors.

· Equity Triggers More Effective Marketing.  Equity and the uniformity and clarity it brings will also lead to increased advertising of 529 plans by plan providers and a resulting heightened awareness of the need to save for college and indirectly the in-state plan itself.  Equity also forecloses the need for disclosures relating to differing state tax policies, which have discouraged out-of-state individuals from investing in strong plans based in other states.

· The State Will Benefit from Increased Overall Savings in 529 Plans.  The attractive federal tax characteristics of 529 plans combined with the marketing and simplicity unleashed by state tax equity will result in broader use of 529 plans and an overall increase in education savings.  While equity allows residents to consider the full range of available 529 plans, many state residents may opt for the in-state plan due to familiarity and convenience.  Home states will continue to see a significant share of the expanded number of 529 investors choosing the in-state plan.

· 23 States with Tax Equity for 529 Plans are Successful.  Twenty-three states provide equitable state tax treatment for 529 plan contributions and these states have a demonstrated record of success in attracting investors.  This experience shows that equity is consistent with success for the in-state plan.  

· A Better Educated Constituency Will Generate Additional State Revenue.  Equity will increase the overall level of education savings by state residents.  This increased savings will lead to more residents being able to afford college, which will in turn produce a more highly educated and skilled constituency.  In its latest survey, the College Board reports that individuals with a bachelor’s degree (or higher) will make over $1 million more than their counterparts with a high school diploma during the course of their careers.
  With a better-educated and more affluent constituency, the state will realize higher income tax revenues and will attract more companies requiring skilled employees. 

· Higher Education Yields Significant Benefits for Individuals and Society.  A recent “Education Pays” report from the College Board documents that college graduates not only have significantly higher earnings but that they experience lower levels of unemployment and are less likely to depend on social safety-net programs.
  According to the report, college graduates also are more likely than individuals who have not graduated from college to have lower smoking and incarceration rates and participate in civics, including voting, volunteer work and blood donation.
  
States can achieve equity by equalizing state laws that favor the in-state 529 plan.  They should extend current tax deductions or credits to contributions to out-of-state plans and should repeal the barriers to moving monies between different 529 plans. 
More details of CSF’s position on this issue are presented in a white paper, “Promoting College Savings by and for American Families: How Inconsistent and Inequitable State Tax Treatment of Section 529 Savings Plans Will Limit College Savings.”  For a copy of the paper, please contact Jim Marren, TorranceCo, 212-521-5210, jmarren@torranceco.com.
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