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On Friday, October 22, the American Enterprise Institute held a conference on “The Incentives of Education Savings Accounts.”  The conference centered on a paper written by Susan Dynarski (Asst. Prof., Harvard) titled Who Benefits from the Education Saving Incentives? Income, Educational Expectations, and the Value of the 529 and Coverdell.  After Ms. Dynarski presented her paper at the conference, several speakers briefly and specifically responded to it.  Those speakers were Dennis Zimmerman (Senior Analyst, Congressional Budget Office) Private and Public Contributions to Financing College Education: A CBO Paper, Robert Shireman (Director, Institute for College Access and Success; Visiting Scholar, University of California-Berkley’s Center for Studies in Higher Education), and Frederick Hess (Director of Education Policy Studies, American Enterprise Institute). 
 

The First Speaker: Susan Dynarski
 

Ms. Dynarski began the presentation of her paper (Who Benefits from the Education Saving Incentives? Income, Educational Expectations, and the Value of the 529 and Coverdel
l.) by noting the ever increasing use of the tax code as a tool for higher education policy.  In that regard, her paper explores variations in the tax incentives of education savings accounts.  In particular, how incentives vary by income group.  The paper does this by looking at three main areas: marginal income tax rates, penalties for using education savings account funds for non-educational use, and the financial aid system.

 

As background, Ms. Dynarski described the typical users of education savings accounts as an “elite” group.  In general, those who save for education have higher incomes and education than those who save for retirement.  The average user of a 529 plan is a well-educated person with income of $91,000 a year.   However, the data from which this information derives precedes the expansion of the tax advantages of 529 plans and Coverdell Education Savings Accounts (“Coverdell accounts”) in 2001.  Since then, the use of these plans has grown significantly.  Thus, the profile of the typical 529 plan or Coverdell account investor may be changing.

 

Next, Ms. Dynarski discussed an example that compares the after-tax return on a 529 plan, a Coverdell account, and alternative savings vehicles (such as a traditional IRA, a non-advantaged account, and a Uniform Transfer to Minors Act (UTMA) account).  The example is based on a number of uniform assumptions (e.g., all savings vehicles have the same portfolio mix and earn the same return), and is as follows.  If a family with household income of $50,000 invests $1,000 in a non-advantaged account, after eighteen years the $1,000 would net $1,456.  If the same $1,000 had been invested in either (i) a 529 plan in a state that does not allow deposits to be deducted from state taxable income, (ii) a Coverdell account, or (iii) an IRA, the $1,000 would net $1,808 (or 24% more).  Investment in a 529 plan in a state that allows deposits to be deducted from state taxable income would yield the highest return C $1,976 (or 36% more).  Thus, it is clear that tax-advantaged savings vehicles do in fact provide substantial tax advantages.

 

The question remains, however, how the benefits of these tax-advantaged vehicles vary across income groups.  First, as one would expect, persons who are subject to higher marginal income tax rates benefit more from sheltering income from taxation than persons with lower marginal income tax rates.  Second, the value of using an education savings vehicle depends on the probability that the savings will in fact be used for educational purposes.  Lastly, the value of education savings vehicles for lower and middle income families is affected by the way the financial aid system accounts for tax-advantaged education savings accounts.

 

Ms. Dynarski did not spend much time expounding on her conclusion that the relative and absolute advantages of education savings accounts rise steeply with income.  Instead, she focused on the impact of using education savings vehicles for a nonqualified purpose and the impact of these vehicles on financial aid awards.

 

There is a significant difference between education savings accounts and non-advantaged investment options: penalty taxes.  If education savings account funds are not used for educational purposes they are subject to a penalty tax, whereas non-advantaged investment options are not.  Ms. Dynarski’s paper concludes that penalty taxes greatly affect the incentives of education savings accounts.  If a penalty is taxed at the child’s rate (e.g., Coverdell accounts, some 529 plans), then the penalty disproportionately reduces investment returns for lower income families.  In this connection, a lower income family may actually earn a lower return in an education savings account than a standard non-advantaged account.  In contrast, higher income families are better off putting their money in an education savings account (as opposed to a standard non-advantaged account) even if the penalty is taxed at the adult’s rate, much less a penalty taxed at the child’s rate.  Ms. Dynarski commented that this was a “backwards” result considering the fact that penalties were introduced to prevent people from abusing the tax incentives of these accounts and sheltering income without any intent of using the funds for educational purposes.  She suggested that a penalty structure should be implemented that discourages the use of these accounts for unintended purposes

 

Finally, Ms. Dynarski addressed variation in the value of education savings accounts due to the “financial aid tax.”  She defined the financial aid tax as the reduction in financial aid that occurs as assets increase.  Two kinds of families are not affected by the financial aid tax: extremely needy families and extremely wealthy families.  There are many families in between that are affected by the financial aid tax.  While the financial aid tax does reduce the returns of education savings accounts because financial aid is offset by these assets, 529 plans and Coverdell accounts nevertheless produce higher net returns than any other investment option.  It is also noteworthy that UTMAs produce a negative return net of the financial aid tax.  

 

The Second Speaker: Dennis Zimmerman
 

Mr. Zimmerman’s talk, ostensibly responding to Ms. Dynarski’s paper, focused on the share of education costs that are borne by the individual student, as opposed to the share borne by the student’s family.  In that regard, he noted that a CBO paper released in January of this year (Private and Public Contributions to Financing College Education
) attempted to assess how education costs are allocated among students, their families, governments, and other institutions.  The CBO paper suggests that non-family assistance provides a significant share of the financial support for the education costs of students from lower income families.  As a result, the share of education costs borne by students from lower income families is as low or lower than the share borne by students from higher income families.  Thus, the financial aid system has done well in helping individuals from lower income families gain access to higher education.  

 

In light of the CBO paper, Mr. Zimmerman suggested that Ms. Dynarski’s conclusion that the benefits of education savings accounts rise sharply with income is irrelevant to the issue of education access.  However, Mr. Zimmerman noted that the CBO paper, which also primarily used data from years preceding 2001, may understate the impact of education savings accounts on the share of education costs that are borne by students.  Thus, the gap between students from lower and higher income families regarding their share of education costs may be widening.

 

The Third Speaker: Robert Shireman
 

Mr. Shireman presented several “eye openers” and “considerations.”  Among his eye-openers was learning from Ms. Dynarski’s paper that, even with penalties, education savings accounts are good shelters for high income people.  In that regard, he suggested that penalties needed to be re-considered from a policy perspective.

 

Mr. Shireman commented that he thinks the number of families affected by the financial aid tax is smaller than Ms. Dynarski’s paper indicated.  However, the conclusion that the wealthy benefit more from education savings accounts remains.  Even so, education savings vehicles represent only a small portion of overall tax expenditures on education. Query, though, how this might grow in future years.

 

The Fourth Speaker: Frederick Hess
 

Mr. Hess began by pointing out a fundamental principle: under any system imaginable, parents are going to try to benefit their kids.  In that regard, those with more resources will be able to provide their kids with more advantages.  We can not eliminate that natural propensity, only ameliorate it.  This is the goal of any higher education access policy.  

 

Tax policy has only been a part of the access debate for the last ten years, as part of the new democratic agenda of building opportunities for the middle class to take responsibility for saving.  The problem is that these education savings programs are going to benefit rich people and there is no way around that.  They also distort behavior by encouraging people to go to pricier universities and making it harder for universities to influence costs structures.  
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