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The first article in this series reminded us of the high burden of taxes that 
are determined in a variety of ways.  Our focus this year is on manag-
ing taxes, including the Net Investment Income Tax (NIIT).  NIIT began 
in 2013 under the Affordable Care Act (ACA), it is an extra 3.8% tax on 
the lesser of net investment income or the amount by which taxpayers’ 
modified adjusted gross income (MAGI) exceeds the applicable threshold.  

For our clients, by defining and managing risk we seek some predict-
ability wherever possible in the allocation of assets since market risk and 
volatility are beyond our control.  By considering both fee and tax-ef-
ficient investment management we try to add additional value beyond 
asset allocation.  Income taxes and the (NIIT) are areas where strategic 
planning, customization, tax-efficiency, management and awareness will 
dramatically add value and seek to offset this burden.  

Previously we suggested, for self-employed or business owners, that 
through retirement plan contributions tax reduction could still be achieved 
for 2014.  Moving forward we will suggest strategies, plans and investment 
choices to consider for current and future year tax considerations.  No-
tably, pre-tax contributions to a retirement plan offered by an employer, 
such as a 401(k), whether the plan offers a match or not, is a great way 
for an individual to decrease income taxes while saving for retirement.  In 
addition to saving for retirement, many consider saving for children’s col-
lege education to be a priority.  

Recently, in a highly unpopular move the administration’s budget propos-
al sought to take away the tax-free feature of 529 plan withdrawals used to 
pay for a college education or related expenses.  As proposed, the earnings 
that 529 plan accounts accumulated would be subject to ORDINARY in-
come tax when they were withdrawn, in a manner similar to how traditional 
IRAs for retirement get taxed, I emphasize ordinary income taxes vs. capital 
gains taxes which is how traditional, non-qualified investment accounts are 
taxed relative to capital appreciation. After-tax money used to contribute to 
the 529 plan would not be taxed again but taxes would incur on any rise in 
the account’s value.  Therefore, the sole tax benefit would be through the 
deferral of taxes on earnings until funds are removed for college expenses.  
The changes would only have applied to new plans, but in response to loud 
criticism from the public, the administration withdrew its proposal. 

For background, IRC 529 was added to the Internal Revenue Code by sec-
tion 1806 of the Small Business Job Protection Act of 1996.  A 529 Plan may 
be set up for anyone, there are no income restrictions and no limit to the 
number of plans you set up.  In order to avoid the impact of gift taxes, cur-
rently, up to $14,000 per individual ($28,000 for married couples) for each 
beneficiary per year may be invested into a 529 Plan.  (There is a provision 
that allows for accelerated gifting which can provide a way to reduce the 
size of a taxable estate (assuming the donor survives five years), through 

contributing up to five years’ worth of gifts in a single year.  Unlike tradition-
al gifting strategies, the account owner retains control of the assets allowing 
them flexibility such as changing the beneficiary.) If the account is open 
and funded by someone other than a parent, then assets are not included 
in determining “initial qualifications” for federal financial aid.  Assets within 
529 plans are protected from creditors in bankruptcy.    As mentioned, these 
plans grow free of federal and state income taxes.  

When used for qualified expenses, you pay no income tax on the growth.  
Aside from four-year schools, there is a long list of two-year colleges, trade 
schools, graduate schools and even some international institutions that 
meet the definition.  Qualified expenses may even extend to room and 
board, required books, supplies, equipment, mandatory fees and special 
needs services.  If the named beneficiary does not require the assets, you 
can change the beneficiary to another eligible family member.  There are 
generally no time or age limits on use or distribution of plan assets, so 
assets can remain in the account and grow in perpetuity.  Worst case, the 
plan assets can be returned to the owner as a non-qualified withdrawal 
resulting in taxation on the earnings as well as a 10% federal penalty.  

You can use 529 plan assets at any eligible school in any state, regardless 
of whether that state is the one sponsoring your plan.   Each state has its 
own contribution limits for their estimate of a beneficiary’s qualified edu-
cation expenses, currently PA’s plan maximum is the highest in the nation 
with the ability to contribute until balances for the same beneficiary reach 
$452,210.  Although you may invest in any state’s 529 plan some plans 
offer in-state tax breaks and other benefits.  Pennsylvania currently offers 
state tax deductibility up to gift tax limits, as above, assuming each spouse 
has at least $14,000 of taxable income.  

Obviously this plan presents very meaningful benefits.  The ability to 
fund for college for a designated beneficiary, the benefit of tax deferred 
growth, the potential for tax free distributions and also removal of these 
assets and their subsequent growth from one’s estate which may assist in 
the area of estate planning.  This plan has, for now, narrowly escaped the 
target for the government’s quest for new taxes, my advice, jump on it! 
We look forward to our subsequent articles that will continue to focus on 
tax-advantaged investing.  

***We are not in the business of giving tax 
advice. The information set forth herein was 
obtained from sources which we believe re-
liable but we do not guarantee its accuracy.  
Please check with your tax advisor regarding 
your particular situation***


