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If you’re planning to pay for your child 

or grandchild’s college education, you’ll 

be investing in one of the most produc-

tive ways you can. Not only can higher 

education provide a sense of personal 

accomplishment for the child. It also  

has financial rewards. According to the 

US Bureau of the Census, the earning 

potential of someone with a bachelor’s

degree is more than double that of a  

high school graduate.

But to have the money you need to 

cover the bills when the child is ready

to enroll, it’s important to be accumu-

lating savings now. While it may seem

like a daunting task, you’ll discover 

if you shop around that there are a 

number of smart ways to get started. 

If you’re already saving, you may find

ways to do it more effectively.

One advantage college savers have is 

that the federal government provides tax 

breaks to reward your efforts. Several  

programs, including two types of 529 plans 

and Coverdell education savings accounts, 

are designed for accumulating assets 

to pay for education expenses. The only

other types of accounts that enjoy similar 

tax benefits are those you use to save for 

retirement and healthcare.

WHY CHOOSE A 529 PLAN?

No one way of investing for college works 

best for everyone, but some investment 

plans have easier eligibility and con-

tribution requirements, making them 

accessible to a broader range of people.

That’s the case with 529 college

savings plans. You aren’t limited

by the amount of income you earn, 

and you aren’t restricted to a $2,000 

annual contribution as you are with a 

Coverdell education savings account 

(ESA). In fact, with a 529 plan, you can 

contribute up to the lifetime limit set by

the sponsoring state. That’s typically in

the $200,000 to $300,000 range.

If you’re comparing a 529 to a Uniform  

Gift to Minors (UGMA) or Uniform 

Transfer to Minors (UTMA) account, 

you’ll find 529 plans have another major 

advantage: Not only are most earnings in

custodial accounts taxable, but they’re 

taxed at the same marginal rate as the 

account beneficiary’s parents until he or

she turns 19 (or 24 if a full time student). 

The student’s rate applies only if it  

is higher.
And, compared to regular taxable 

investment accounts, 529 plans look 

especially good. Although you contribute 

after-tax dollars, any earnings in your 

plan grow tax deferred and may be 

withdrawn free of federal income tax  

for qualified higher education expenses. 

In some cases, state income tax may apply.

But there’s a lot more to know about

529 plans. To get the most from a plan,

you’ll have to choose the one that you 

believe will work best for you from  

among the many 529 plans available. 

And you have to follow the rules.

HOW MUCH TO INVEST?

There’s no question that paying for

college can be expensive, and it is likely 

to cost more in the future. You can find a

variety of interactive calculators on web-

sites like www.finaid.org that will help  

you estimate what you’ll need, based on 

current costs and the number of years 

until your child enrolls. 

Here’s one hypothetical example that

illustrates why starting early can be so 

important. Since each person can make

an annual tax-free gift of up to $14,000, 

suppose you put away that much each year 

in a tax-deferred account. That works out 

to $269 a week. If you started the year

your child was born and added an equal 

amount each year for 18 years, you would 

have put away $252,000. If you averaged 

a 6% annual return, you’d have more than 

$450,000 in the account.

Of course, if you save less, or if your 

annual investment return averages below 

6%, your account balance will be less. 

BALANCE YOUR GOALS

Whatever approach you take to investing  

for college, here’s some important advice:

Keep your college accounts separate from 

your other investments. That will make it 

easier for you to track the performance of 

your savings, and you’ll be less tempted to

tap into the money for everyday expenses. 

One of the challenges you’re likely 

to face is having a number of competing 

financial goals at the same time, espe- 

cially if you have young children. You may

hope to buy a larger home or renovate the 

one you have. You may be repaying your

own education loans or building your 

own business. And you should already be

thinking about saving for retirement. 

Working with someone who has  

professional credentials can help you 

sort through your competing goals and

find ways to accomplish them.

Investing for College
There are many different ways to invest for college, 

but 529 plans offer some of the best benefits.

BEATING INFLATION

There’s a good reason why you have

to invest—rather than save—for 

college: The cost of a college  

education consistently rises faster 

than the rate of inflation. Tuition at

most colleges and universities has 

increased from 5% to 13% every year

since 1980, while inflation has  

averaged just about 3%. That 

means that money saved in  

a regular savings account or 

money market account, which

currently earns less than 1% 

interest, will lose value over the

long term, lagging further and 

further behind the cost of education. 

529 PLAN

• Ta
x-free  

withdrawals

• Potential tax 

deduction

• Fle
xible 

contrib
utions

• Range of 

investm
ent  

choices

• 

U N D E R S TA N D I N G  5 2 9  P L A N S

3

2

U N D E R S TA N D I N G  5 2 9  P L A N S

V I R G I N I A  B .  M O R R I S

•  Investment
Choices

•  College
Savings Plans

•  Qualified
Expenses

•  Prepaid
Tuition
Plans

•  Gift Tax
Rules

G U I D E  T O  U N D E R S TA N D I N G  5 2 9  P L A N S

provides a concise and lively introduction to these popular 

college savings plans, with special sections on how to choose 

and enroll in a plan, make contributions, and take full

advantage of tax-free withdrawals. With its engaging graphics 

and clear explanations, the Guide cuts through the confusion 

and gets you started on the right track.
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If you’re planning to pay for your child 
or grandchild’s college education, you’ll 
be investing in one of the most produc-
tive ways you can. Not only can higher 
education provide a sense of personal 
accomplishment for the child. It also  
has financial rewards. According to the  
US Bureau of the Census, the earning 
potential of someone with a bachelor’s 
degree is more than double that of a  
high school graduate.

But to have the money you need to 
cover the bills when the child is ready 
to enroll, it’s important to be accumu-
lating savings now. While it may seem 
like a daunting task, you’ll discover 
if you shop around that there are a 
number of smart ways to get started. 
If you’re already saving, you may find 
ways to do it more effectively.

One advantage college savers have is 
that the federal government provides tax 
breaks to reward your efforts. Several  
programs, including two types of 529 
plans and Coverdell education savings 
accounts, are designed for accumulating 
assets to pay for education expenses. The 
only other types of accounts that enjoy 
similar tax benefits are those you use to 
save for retirement and healthcare.

WHY CHOOSE A 529 PLAN?
No one way of investing for college works 
best for everyone, but some investment 
plans have easier eligibility and con-
tribution requirements, making them 
accessible to a broader range of people. 

That’s the case with 529 college  
savings plans. You aren’t limited 
by the amount of income you earn, 
and you aren’t restricted to a $2,000 

annual contribution as you are with a 
Coverdell education savings account 
(ESA). In fact, with a 529 plan, you can 
contribute up to the lifetime limit set by 
the sponsoring state. That’s typically in 
the $200,000 to $300,000 range.

If you’re comparing a 529 to a Uniform  
Gift to Minors (UGMA) or Uniform 
Transfer to Minors (UTMA) account, 

you’ll find 529 plans have another major 
advantage: Not only are most earnings in 
custodial accounts taxable, but they’re 
taxed at the same marginal rate as the 
account beneficiary’s parents until he or 
she turns 19 (or 24 if a full time student). 
The student’s rate applies only if it  
is higher.

And, compared to regular taxable 
investment accounts, 529 plans look  
especially good. Although you contribute 
after-tax dollars, any earnings in your  
plan grow tax deferred and may be  
withdrawn free of federal income tax  
for qualified higher education expenses.  
In some cases, state income tax may apply.

But there’s a lot more to know about 
529 plans. To get the most from a plan, 
you’ll have to choose the one that you 
believe will work best for you from  
among the many 529 plans available.  
And you have to follow the rules.

HOW MUCH TO INVEST?
There’s no question that paying for  
college can be expensive, and it is likely 
to cost more in the future. You can find a 
variety of interactive calculators on web-
sites like www.finaid.org that will help  
you estimate what you’ll need, based on 
current costs and the number of years 
until your child enrolls. 

Here’s one hypothetical example that 
illustrates why starting early can be so 
important. Since each person can make 
an annual tax-free gift of up to $14,000, 
suppose you put away that much each year 
in a tax-deferred account. That works out 
to $269 a week. If you started the year 
your child was born and added an equal 
amount each year for 18 years, you would 
have put away $252,000. If you averaged 
a 6% annual return, you’d have more than 
$450,000 in the account.

Of course, if you save less, or if your 
annual investment return averages below 
6%, your account balance will be less. 

BALANCE YOUR GOALS
Whatever approach you take to investing  
for college, here’s some important advice: 
Keep your college accounts separate from 
your other investments. That will make it 
easier for you to track the performance of 
your savings, and you’ll be less tempted to 
tap into the money for everyday expenses. 

One of the challenges you’re likely 
to face is having a number of competing 
financial goals at the same time, espe- 
cially if you have young children. You may 
hope to buy a larger home or renovate the 
one you have. You may be repaying your 
own education loans or building your  
own business. And you should already be 
thinking about saving for retirement. 

Working with someone who has  
professional credentials can help you  
sort through your competing goals and 
find ways to accomplish them.

Investing for College
There are many different ways to invest for college, 
but 529 plans offer some of the best benefits.

BEATING INFLATION
There’s a good reason why you have  
to invest—rather than save—for  
college: The cost of a college  
education consistently rises faster  
than the rate of inflation. Tuition at  
most colleges and universities has  
increased from 5% to 13% every year 
since 1980, while inflation has  
averaged just about 3%. That  
means that money saved in  
a regular savings account or  
money market account, which  
currently earns less than 1%  
interest, will lose value over the  
long term, lagging further and  
further behind the cost of education. 
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A 529 savings plan is a specific investment program 
designed to ease the burden of paying for college 
by providing a tax break. By opening a 529 plan, 
you can contribute money—in regular install-
ments or in lump sums—to an investment 
account set up for a specific beneficiary. 
The beneficiary can be anyone—a 
child, grandchild, cousin, or friend.

Your money grows tax deferred in 
the 529 plan and can be withdrawn tax 
free for qualified educational expenses. 
That means you’ll owe no federal income 
tax, and in some cases, no state tax, 
on withdrawals as long as you use 
the money to pay the beneficiary’s 
college bills, including tuition, 
books, and some room and board. 
Graduate, professional, and techni-
cal school expenses also qualify.

Although individual states  
sponsor 529 savings plans, their 
plans are usually managed by a 
financial services company. The state 
works with the management company to 
determine the investment options that 
will be offered in the plan. Each of the 
choices, typically described as a track, 
is a portfolio of mutual funds, exchange 
traded funds, or other products.

In AnD oUt oF stAte
One of the questions you may have about 
opening a 529 savings plan is whether you 
must live in the state offering the plan. 
The answer is no. Most states allow out-
of-state residents to open an account in 
the college savings plan they sponsor. And 
since each plan has different investment 
options, contribution levels, and fees,  
you may find that another state’s plan 
suits you better than the one your home 
state offers.

Where you live often matters, however, 
if you want to participate in a prepaid 
tuition plan. Many states that sponsor 
such a plan require that either you or 
the beneficiary be a resident to buy 
tuition credits for future use at a 
college or university in the state.

FReeDoM oF cHoIce
Another common question is whether 
or not your beneficiary must attend  
a school in the state that sponsors  
the plan you’ve chosen. Again,  

the answer is no. The money 
you’ve accumulated in 

your 529 savings plan can  
be used at any accred-

ited US college or 
university, as well 
as at more than 700 

international schools.
   If you’ve prepaid for 

tuition credits through a 
PTP, you can transfer the value 

of your account to another state 
or private school where your ben-

eficiary will be going. In most cases, 
though, the full accumulated value 
doesn’t transfer—so you may have 
to add more than you had planned to 
cover the full cost.

Do YoUR HoMeWoRK
As 529 plans become more familiar, 
the plans themselves are getting  
more sophisticated. You have more 
plans to choose from and more  
investment options within each plan. 
Under current legislation you also 
have more control—you can switch 
investment tracks or roll over your 
assets from one savings plan to 
another plan, with some limits. 
Being able to improve the  
performance of your plan is 
the major reason to make a 
switch, but it means taking 
responsibility for tracking  
your investment return.

It’s also critical to examine 
your plan at least once a year 
and make sure you know about 

any changes in the rules. Talking 
to a knowledgeable financial 

adviser and doing research at web 
sites like www.savingforcollege.com  
can help you evaluate your options and 
track the progress you’re making.

What Is a 529 Plan?
For your 529 plan to make the grade, you’ve got to 
master the basics.

TWO TYPES 
OF PLANS

There are two general types of  
529 plans: college savings plans 
and prepaid tuition plans 
(PTPs). Savings plans are more 
common, but either type can help 
you cover college costs.

coLLeGe  
sAVInGs PLAn
Investing in a college 
savings plan is similar 
to investing in a mutual 
fund—your contributions 
are combined with other 
contributors’ money and 
invested by the manager 
the state has hired to run 
the plan. When you invest 
in this type of plan, your 
goal is to accumulate 
enough in contributions 
and investment earnings to 
be able to cover the cost of 
your beneficiary’s education 
when he or she is ready to 
enroll. Remember, though, 
the value of your account is 
subject to what happens in 
the investment markets and 
the economy in general. 
There’s no guarantee you’ll 
reach your goal.

PRePAID 
tUItIon PLAn
Some states offer plans that let 
you buy tuition credits at public 
colleges and universities in the 
state. Other plans include all  
in-state schools, public and  
private. One of the most  
flexible prepayment plans,  
the Private College 529 Plan, is 
offered by a group of more than 
270 private institutions across 
the country. Unlike savings plans, 
a number of prepayment plans, 
including the Private College 
Plan, guarantee the future value 
of the credits you purchase.

A cHAnGInG LAnDscAPe
Both types of 529 plans, savings plans in  
particular, continue to evolve in ways that 
make them more useful tools. For one thing, 
Congress made the tax-exempt status of 
qualified withdrawals permanent. Technology 
purchases are now qualified expenses.  
What’s more, both types  
of plans as well as  
Coverdell ESAs  
are considered  

parents’ assets rather than student assets  
in calculating eligibility for financial aid.  
That’s a big help because parents are  
expected to contribute a smaller percentage 
of their savings than students are: up to  
5.6% vs. 20%.
 In addition, individual states are altering 
their rules, typically to add benefits or make 

their 529s more flexible. You’ll want to be 
prepared to take the greatest advantage 
you can of these provisions.
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Because there are so many plans with so 
many variations, the process of choosing a 
529 plan can be intimidating. One approach 
to choosing a plan is to identify the fea-
tures that are most important to you, such 
as fixed investment tracks or a large contri-
bution cap, and then narrow your choices 
to a few plans that meet your criteria.

There are enormous resources avail- 
able on the Internet to help you with  
this process. One place to start is at  
www.collegesavings.org, a site sponsored 
by the College Savings Plan Network,  
an affiliate of the National Association  
of State Treasurers. Among other  
things, the site provides links to a web- 
site for each state, where you’ll find a  
summary of its plans. Other resources  
are www.savingforcollege.com and  
www.Morningstar.com, which provide 
information on plan expenses, investment 
options, and recent plan performance. 

GET A TUTOR
If you’re not sure if you’re asking the right 
questions, or if you’d like a professional 
perspective, you can get the help you need. 
You may already work with someone who 
can help you with your search, or who’ll 
recommend a colleague who specializes  
in college planning. If you are looking 
for this kind of help, you may want to ask 
friends or family or get a reference from 
your lawyer or accountant.

A knowledgeable expert can help you 
analyze investment options and compare 
fee structures, and may alert you to any 
overly restrictive provisions in a plan you’re 
considering. In most cases, if you prepare a 
list of questions before your meeting, you’ll 
end up with more useful information than 
if you’re not sure what you want to find out.

Some people work on a fee-only basis, 
but don’t sell 529 plans. Others may sell 
one or more state’s plan, earning a  
commission when you buy. Either type  
can provide the help you need, but if you 

Choosing the Right Plan
Finding the 529 that’s right for you is easier once 
you narrow the field. 

THE ESCAPE CLAUSE
If, down the road, you’re not happy with the 
plan you’re in, you can open another one or 
transfer your assets. So don’t let concerns 
about making the right choice keep you 
from making a decision.

ask upfront about the way the person is 
paid, you can be alert to advice that seems 
too narrowly focused.

CHECK OUT THE PLAN
If you’re comparing a 529 plans it’s  
important to take a close look at invest-
ment choices first, since they’re the 
critical issue. Check to see that the plan 
has the option you want—whether it’s 
age-based or fixed tracks—and evaluate 
the mutual funds or other investments  
the manager offers. Then go on to:

Fees and expenses. The cost of  
opening and maintaining a 529 account  
varies significantly from state to state,  
and sometimes among different plans  
that a single state offers. Plans sold 
through brokers usually carry sales 
charges that are calculated as a percent-
age of your contribution. You may have a 
choice of Class A, B, or C shares, which 
determines when and how much you pay. 

Plans that you buy directly from the state 
have no sales charges. 

All plans have fees, though the ones 
they charge and the amounts vary. Annual 
fees are fixed costs and asset-based fees 
depend on the changing value of your 
account. This money covers the cost of  
running the program plus the expenses of 
the underlying mutual funds—and may 
range from less than 0.30% to 2.75% or 
more. Since expenses have a significant 
effect on long-term return, they’re some-
thing you should consider very carefully  
in making your selection.

Investment returns. While past  
performance can’t predict future returns, 
many experts suggest looking at a plan’s 
investment returns over a multiyear  
period to get a sense of how it has been 
managed. However, some plans are too  
new to have a long history.

Contributor limits. You may also  
want to check to see if the plans you’re 
considering allow people other than the 
owner to contribute to the account.

HOME-GROWN PLANS
You’ll probably want to start by looking  
at the plan or plans your own state offers. 
Often, the extra benefits available to  
residents make it the best choice. Tax- 
free earnings and a state tax deduction  
for contributions may be especially  
attractive if your state income taxes  
are high to begin with. 

But remember, withdrawals are  
tax free only if you use them to cover  
qualified expenses. The same goes for  
the tax deduction. Many states that  
allow deductions will try to recapture, or 
take back, the amount you deducted if you 
use the money for nonqualified expenses. 

Some states also offer benefits that 
aren’t tax-related. If you meet the require-
ments, a few states will match part of 
your contributions. Some will disregard 
529 balances when they determine your 
beneficiary’s eligibility for state-funded 
financial aid. In addition, in a few states, 
your child may qualify for in-state tuition 
as a nonresident if you are enrolled in 
their 529s.

JOIN A WORK PLAN
Find out if there’s a plan available through 
your job. Recently, employers have started 
adding payroll deductions for 529s to  
their employee benefits packages, along 
with 401(k) contributions and health 
insurance. It’s quick and convenient—and 
can be a smart way to contribute if the 
plan meets your criteria. 

However, you can’t assume that your 
employer will offer the plan that’s best  
for you. For example, if the plan isn’t  
sponsored by your state, you may miss  
out on a tax deduction on your contribu-
tions or an income tax exemption on 
withdrawals. Here, too, you want to look  
at the investment options and the fees. 

State tax 
deduction 

Payroll 
deduction 

Expert 
advice 

Investment 
options 

HOME-STATE 
PLAN

COMPANY 
PLAN

ADVISER’S 
PLAN OUT-OF-STATE 

PLAN
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Apply directly
or work with 
a professional

Enrollment�
fee

The actual process of opening a 529 account 
couldn’t be easier—whether you enroll through 
an investment professional or directly  
with the sponsoring state. 
In most but not all states, 
both options are avail- 
able. You’ll use an account 
opening kit, either printed 
or downloaded from the 
plan website, or sign up  
by completing an online 
application.

To find the plan that 
works best for you, you 
should research several 
different ones, weigh-
ing the advantages and 
the drawbacks of each. 
For example, enrolling 
in your state’s program 
might let you take a state 
tax deduction and reduce 
management fees, but an 
out-of-state plan might 
provide more extensive 
investment options or  
lower overall cost.

If you are working 
with an adviser, you 
should ask about the 
plan fees you’ll pay 
as well as the fee for 
his or her services.

AT LEAST…AT MOST
The investment company managing the 
state’s 529 plan usually determines the 
minimum contribution that partici- 
pants must make to open an account. The 
amount varies from state to state—some 
request as little as $25 (or less if you 
contribute through regular  
payroll deductions) while 
others require as much as 
$3,000. You may also 
have to pay a one-
time enrollment 
fee when you open 
the account, which  
typically falls 
between $25 and 
$100. But you’ll find 
many states waive 
the enrollment 
fee altogether.

The maximum 
amount you can put away in a 529 plan  
also differs from state to state. Some  
savings plans let you contribute more  
than $300,000 over the life of the account.  

Others set lower limits, though the 
amounts may change over time, either 

to stay competitive with other plans 
or in response to increasing costs.

If $300,000 sounds like a lot to 
you, remember that money in your 

529 account can also be used for books, 
fees, room and board, computers and  
other technology equipment, and graduate,  
professional, or technical school expenses. 
If you consider the cost of four years at  
college and then four years of medical or 
law school, for example, $300,000 is likely 
to be less than the total cost. The 
plans try to strike a middle ground, 
establishing what they think are 
reasonable contribution limits, 
while controlling the 
opportunity to use 
the plans simply 
to shelter income 
from current 
taxes.

PREPAId LIMITS
There are typically some limits on state-
sponsored 529 prepaid tuition plans that 
you won’t encounter in a 529 college  
savings plan. In addition to requiring that 
either you or the beneficiary is a resident 
of the state sponsoring the plan, these 
rules may establish an annual two- or 
three-month enrollment period or  
restrict the age of a beneficiary.

For example, prepaid plans may require 
that the beneficiary be younger than 18 
when the account is opened—in part 
because the assumption is that he or she 
will enroll right out of high school. Or, the 
plan may set a grade limit, so that a ben-
eficiary doesn’t qualify if he or she is above 
grade 9, 10, or 11. The small details, which 
may make a big difference to you, are all in 
the plan document.

Opening a 529 Account
Simple requirements and minimal paperwork make it easy 
to open a 529 plan.

MULTIPLE ACCOUNTS
There are currently no restrictions on  
contributing to more than one 529 plan for  
a single beneficiary. The only stipulation 
is that accounts you open outside the state 
where you live must allow nonresident  
participants. If you have enough available 
income, dividing your assets among different 
plans can be one way of diversifying 

your college savings. 
That can be a particularly effective 

strategy if your home state offers a 
state tax deduction on 529 plans. In 

that case, you might put part of 
your money into your state’s plan 
to get the tax deduction, and the 
remainder of your money into  
a different state’s plan to take 
advantage of investment options 

that appeal to you more.

TAx-FREE GIFTS
While each 529 savings plan limits the  
maximum that can be added to an account  
over its lifetime, nothing in the rules caps the 
amount you can contribute in any one year.  
But in a sense Congress does, by designating  
a specific amount each year that qualifies as  
a tax-exempt gift. 

That amount—$14,000 in 2015—is the 
total you can give to each person other than 

your spouse without being responsible for  
a potential gift or estate tax once you have  
exceeded the lifetime exemption on money  
you give away or bequeath at your death— 
$5.43 million in 2015.

Another way to be generous is to write  
a check to cover tuition to the academic  
institution your grandchild or other beneficiary 
is attending. It’s tax free but doesn’t count 
against the annual gift limit.

FILLING OUT THE APPLICATION
You can open a 529 college savings account at any time after you’ve decided on the plan 
that’s right for your needs. You’ll have to name a beneficiary as part of the process, and 
each account has just one. So if you’re saving for more than one child’s higher education, 
you’ll need separate accounts for each of them.

All applications ask you to provide some standard personal information. Generally, 
you’ll have to specify:

 Name, address, Social Security
number, and date of birth for you, your
beneficiary, and your successor, who would
become the owner of the account upon
your death

 Amount of initial contribution and
schedule for future contributions, if you
intend to contribute regularly by month,
quarter, or year

 Method of payment for initial and
future contributions, which, depending
on the plan, might include check, money
order, automatic debit from bank account,
payroll deduction, or rollover from
another 529 plan

 Investment option or options, which
determines how your money will be
allocated in the account
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AGE-BASED
TRACK

FIXED
TRACK CONSERVATIVE

MODERATE

AGGRESSIVE

Evaluating the investment options a plan 
offers can be the most challenging part of 
choosing a 529 plan. But having options 
is a good thing—it gives you more choice 
in selecting an investment approach that 
you’re comfortable with. That wasn’t 
always the case. When 529 plans were 
introduced, you had little say in how your 
money was invested, and you couldn’t 
change your selection once you made it. 

Most state plans now offer three or 
more different investment approaches 
for you to choose from, usually based on 
the level of risk you are willing to take. 
You typically have a choice between age-
based tracks, in which the plan manager 
adjusts the allocation of your investment 
as your beneficiary nears college age, and 
fixed tracks, in which the allocation stays 
the same over time. 

You can create your own version of an 
age-based track by putting money into 
a number of fixed tracks that invest in 
different asset classes, or categories of 
investments, such as stock or bonds or the  
funds that invest in those assets. 

Whether you depend on a manager 
to handle the allocation or you take a 
more hands-on approach, the underlying 
goal is the same: To take advantage of 
the long-term growth potential of equity 
investments and shift to fixed-income 
investments to preserve the accumulated 
savings as your beneficiary gets closer to 
enrolling. One advantage of using a com-
bination of fixed tracks is that you have 
more flexibility in timing the shift.

YoUR InVestInG stYLe
You’ll have to know your investing style, 
or the amount of risk you feel comfortable  
taking, to decide which investment track 
or tracks to choose. There are three 
general types of investing styles: conser-
vative, moderate, and aggressive.

Conservative investors focus on pre-
serving principal and avoid investment 
risk, often by limiting their exposure to 
equities. But they are vulnerable to  
inflation risk, which undermines the  
value of the savings they have.

Moderate investors seek growth but 
tend to combine their equity investments 
with those described as fixed income to 
help them manage risk.

Aggressive investors focus on  
growth and are willing to risk some  
loss of principal in the short term for  
the potential of greater gains over time.

AGe-BAseD tRAcKs
With many age-based tracks, you’ll have  
to make two different assessments to  
find the investment option that’s right 
for you. First, you’ll have to decide which 
investing style you want—conservative, 
moderate, or aggressive. Then, you’ll have 
to calculate the number of years before 
your beneficiary plans to attend college,  
by subtracting his or her current age  
from 18. Then you choose a portfolio  
that corresponds to that number. 

Typically, plans provide a chart  
that shows how these two key pieces of 
information are used to determine the 
allocation of your money across different 
asset classes. Remember, with age-based 
tracks, the fund manager automatically 
reallocates your account toward more  
conservative investments as your benefi-
ciary gets closer to college age.

FIxeD tRAcKs
If you choose to invest in a fixed, or  
static, track that your 529 plan offers,  
your portfolio’s risk level doesn’t change 
over time. Fixed tracks tend to be either 
rather aggressive, such as 100% equity 
funds, or very conservative, such as  
guaranteed funds, but a few fall in the 
middle. Common fixed tracks include:

• 100% equity, or stock, stock mutual funds,
and exchange traded funds (ETFs)

• 100% fixed-income, or bond, funds
• Balanced funds, which include stock and bonds
• Stable value, which blends money-market

and bond funds
• Guaranteed, which promises principal plus

a minimum interest rate, such as 1.5%

stYLe scenARIos
Investment styles reflect an overall investment 
attitude, but for most people, they’re also 
linked to a time schedule.
• Aggressive: You open an account for

your daughter when she is born, expecting
to invest for her college education over
the next 18 years. You’re willing to let
the value of your investment rise and fall
in the short term, because you know you
won’t be withdrawing from the account for
a long time.

• Moderate: You receive an inheritance
and decide to open a 529 account for
your 10-year-old nephew. You don’t want
to put your initial lump-sum contribution
at risk, but you’d like to see the money
grow as much as possible before he goes
to school.

• Conservative: You plan on going
back to graduate school some time in the
next five years, so you open a 529 account
for yourself with money you’ve saved.
You want to be sure the money you’ve
contributed will be there when you’re
ready to use it, so you don’t want to risk
a market downturn.

sAMPLe AGe-BAseD 529 PLAn
Years before 
college

Conservative 
track

Moderate 
track

Aggressive 
track

13-18 Stock funds 45% 75% 100%

Bond funds 45% 20%     0%

Money market 10%   5%     0%

8-12 Stock funds 40% 65%   80%

Bond funds 45% 30%   20%

Money market 15%   5%     0%

3-7 Stock funds 35% 35%   60%

Bond funds 45% 55%   40%

Money market 20% 10%     0%

1-2 Stock funds 30% 20%   35%

Bond funds 35% 70%   60%

Money market 35% 10%     5%

InVestMent RIsK
Sponsoring states don’t insure your  
investment in a college savings plan 
against losses or guarantee you’ll have  
the money you need when your beneficiary 
is ready to enroll. Most of the investments 
the plans make are in mutual funds or 
exchange traded funds (ETFs), which have 
the potential to produce substantial gains 
but can also lose value in a falling market. 
The managers of age-based funds may be 
able to manage certain risks by adjusting 
the portfolio as market conditions change, 
but they can’t guarantee the outcome.

In contrast, some state-sponsored  
prepaid tuition plans (PTPs) and the 
Private College 529 Plan are guaranteed, 
meaning the tuition credits you purchase 
will cover the equivalent cost of tuition at 
an eligible college or university.

cHAnGInG ALteRnAtIVes
You’ll want to keep track of any new  
investment options that your plan may 
introduce over time. As plans compete 
for investors, they may offer a more  
flexible list of alternatives.

Investment Options
It’s worth the time it takes to understand a 529 plan’s 
investment options.
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Almost anyone can open a 529 
account, but to take full advantage 
of the plan, you need a contribution 
strategy for what, where, and when 
you invest. For example, do you plan 
to add the full tax-free gift amount 
in January every year? Will you put 
in $1,000 a month? Will you choose 
one track or several? And you need 
a plan to minimize taxes and avoid 
penalties and fees.

The best approach for a young 
couple on a budget probably isn’t 
the best strategy for a grandparent 
with significant assets. But these contrib- 
utors—and other participants too—will 
be in a better position to make the most of 
what 529s offer by having a plan of action.

The age of your beneficiary is key to 
your strategy. The younger he or she is 
when you open the account, the more time 
your contributions will have to compound, 
increasing the potential for growth. But if 
your beneficiary is in junior high or high 
school, you may want to consider making 
up for lost time by increasing the amount 
you’re putting in, even if it means that you 
have to cut back on what you’re saving for 
other goals.

cAsH In
All 529 plans have one critical require- 
ment when it comes to funding your 
account: They can accept only cash con-
tributions. That doesn’t mean you need to 
send in bills and coins. You can make:

• Payments by money order or check
• Electronic contributions through automatic

withdrawals from a bank or money
market account or payroll deductions

It does mean if some or all of the
money you want to invest is tied up in  
other investments, you’ll have to liqui- 
date, or sell off, those assets in order to 
deposit cash. If you liquidate an invest-
ment, you run the risk of triggering a 
capital gains tax. That happens when  
you sell an asset at a higher price than  
you paid to buy it. The tax is figured on  
your profit. 

Although your contribution strategy  
may be to avoid as much tax as possible, 
you may find that paying some capital  
gains tax now, and having the money to 
make a lump-sum contribution to a 529 

plan, is a good tax strategy as well. For 
example, if your money is invested in a  
taxable account, you may calculate that 
over the long term, the tax-deferred and 
tax-free advantages of your 529 plan will 
offset the capital gains tax you might  
pay when you make the transfer. Before 
you make a decision like this, talk to a 
knowledgeable tax adviser about what 
would work best for you.

LUMP sUM vs. InstALLMents
There’s no clear-cut answer to which  
way it’s smarter to contribute to a  
529—lump sum or installment. Each 
option offers advantages and drawbacks. 

One advantage of lump-sum contribu-
tions is that your account starts with a 
larger base, which means the potential 
for faster growth over a long period of 
time though growth is not guaranteed. But 
remember that if you contribute more than 
the annual tax-exempt limit of $14,000 
per beneficiary—or $70,000 once in five 
years—those amounts count toward your 
lifetime gift and estate tax exclusion. 

And, depending on your plan, making 
a large five-year contribution could limit 
the state tax deduction you may be eligible 
for. Often, those deductions are capped at 

$10,000 or less annually—so if you make 
contributions in smaller installments  
over several years, you might be able to 
deduct more than if you make a lump-sum 
contribution in one year. 

Another advantage of installment 
contributions, in addition to being more 
affordable, is that you can adjust your sav-
ings if you need the money for unexpected 
expenses. But the drawback is that it may 
be harder to accumulate the assets you 
need to meet the expenses you’re hoping 
to cover.

AUto-sAVe
One way to minimize the effort and maxi-
mize the regularity of contributing to a 529 
plan is by making automatic contributions. 
Many plans offer two ways of doing this—
through monthly debits from your bank 
account or with payroll deductions. The 
catch is that you can take payroll deduc-
tions only if your employer includes a 529 
plan with other eligible deductions, such 
as 401(k) contributions and health insur-
ance, in your employee benefit package. 

If you’re unsure about having money 
automatically deducted, you might  
consider these positive aspects: 

•  You won’t forget to add money or be
tempted to spend it on something else

•  Since you know how much you’ll be
contributing each month, you can factor
college savings into your regular budget

•  Most plans allow smaller minimum
contributions if you contribute
automatically, so you put less strain
on your overall resources—but you’ll
contribute less to your account

eARnInG stUDent MILes
Several companies have responded to the  
popularity of 529 plans by creating and 
marketing rewards programs similar to 
frequent-flier programs. When you become 
a member and shop at a participating 
retailer, use a particular credit card, or 
make some major purchases, a percent-
age of your purchase is rebated as reward 
points. Then, the points are converted into 
cash and deposited in your 529 plan. 

The amounts you can earn vary by plan. 
While they can’t substitute for saving,  
you can give your savings a boost. It pays 
to ask your financial professional if he or 
she is aware of any rewards plan for which 
you might qualify.

Making Contributions
Putting money into a 529 plan is easy, but you need a 
strategy to get the most from your contributions.

WHo contRIBUtes,  
AnD HoW?
There’s a way for people in every economic 
bracket and of all different ages to contribute 
to 529 plans. Here are some examples:

You’ve recently retired and now you’re 
interested in reducing your estate to 

avoid estate tax. So you make a lump-sum  
contribution to your grandchild’s 529 account 
with money from the sale of your home.

You and your husband have a 
2-year-old daughter. You’re

on a tight budget so you’ve decided  
to make automatic contributions from 
your checking account. That way you know  
you’ll make at least a minimum contribution 
each month.

You have a son who is just 
starting high school. You’ve had an 

investment account designated for his college 
expenses for a number of years. You transfer 
the money into a 529 account because you want 
to take advantage of tax-free withdrawals.

LUMP sUM InstALLMents
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 Your�
Choice of�
Options

You’re not locked in to the initial 529  
decisions you make. If your original goals 
for the account change, you can adjust the 
plan to meet your new needs. Of course, 
there are limits. If possible, you want 
to avoid simply cashing out the account 
entirely. That’s because you’ll have to pay 
a 10% penalty in addition to income tax 
on the earnings portion of the withdrawal. 
Instead, you might consider changing 
the beneficiary or owner of the account, 
or transferring the money to a different 
state’s 529 plan. Those options let you 

preserve the tax-free—and penalty- 
free—status of your investment. In fact, 
the longer your 529 account is open, the 
more likely it is that you’ll want to make 
adjustments. The process for making  
these changes is fairly straightforward.

Changing the Investments
Your plan will let you change the invest-
ment track you’ve chosen once a year with 
an existing account, or when you change 
the beneficiary. Many plans let you  
transfer either a specific dollar amount  
or the entire account. Generally, plans will 
ask you to complete a form indicating the 
track you are withdrawing from and the 
track you are moving to.

You can also adjust your investment 
in other ways. With any plan, you always 
have the option of stopping contributions 
to one track and starting contributions 
to another. The same goes for plans as a 
whole—you can always stop contributing 
to one state’s plan and start contributing 
to another, instead of transferring assets.

This flexibility is important because 
things do change—including your goals, 
the ways the investment markets  
are performing, and what  
plans offer. 

Managing Your Account
When things change, your 529 account needs to keep up.

Transferring to a New Plan
You can move your assets from one state’s 
529 plan to another any time you want, 
provided you change the beneficiary of the 
account. Remember, the new beneficiary 
has to be a member of the same family as 
the original beneficiary. 

You can also change plans while  
keeping the same beneficiary, provided  
you don’t transfer more than once every  
12 months. Usually, you’ll have to complete 
and sign a transfer of account form for the 
plan you’re leaving, and then fill out a new 
application for the plan you’re joining.

Rather than transfer to a new  
plan, you could open a second plan 
in another state. Managing  
multiple accounts will require 
diligence—you’ll have more 
paperwork and more  
investments to track.

Changing the Owner
Most plans let you transfer your account  
to a new owner if you provide written 
consent, and the new owner completes an 
application. Some plans, however, allow 
a change in ownership only in the case of 
death or disability of the current owner. 
If the original account owner dies, the 
account becomes the property of the  
successor, provided one was named on  
the application. To designate or change 
the successor, you fill out a form provided 
by the plan administrator. 

Changing the beneficiary
You can change the beneficiary of your 529 
account at any time by filling out a form 
provided by the plan administrator. Many 
plans put the form on their website—you 
can download, print, and complete the 
form and then send it to the appropriate 
address. Some plans charge a fee for  
making the change, but no income tax  
or penalty will apply.

The catch is, you can’t choose just  
anyone as the new beneficiary. You must 
name someone who is a member of the 
same family as the original beneficiary.

RoUtIne MAIntenAnce
Many 529 plans charge an annual mainte-
nance fee while your account is open. But 
several plans waive the fee if you keep a 
minimum balance in the account, if you 
choose to make automatic contributions, 
or if you’re a state resident. Typically, 
maintenance fees range from $10 to $25.

You may also have to pay an annual 
management fee, which is figured as a 
percentage of the value of your account. 
Several plans charge a management fee  
in lieu of enrollment or maintenance  
fees. Management fees range between 
0.20% and 2.4% of the value  
of the account.

cHAnGInG tHe MAnAGeR
The manager of your plan, which is the 
mutual fund company, brokerage firm, or 
other financial services company the state has 
hired, may not be the manager for the life of 
your account. These institutions sign contracts 
with the states that may last anywhere from 
2 to 15 years. When the contract expires, 
the state can hire a new company to manage 
the plan. If that happens, there may be big 
changes in the investment options, fees, and 
terms of your account. At that point, you’ll 
have to decide if you want to keep your 
money in the account or transfer to a  
different state’s plan.

WHo Is A MeMBeR oF  
tHe FAMILY?
When you change beneficiaries of your  
529 account, you must choose someone from 
the same family as the original beneficiary.  
The new beneficiary can be:
• Son or daughter, grandson or grand- 

daughter, stepson or stepdaughter
• Brother or sister, stepbrother or stepsister,

half-brother or half-sister
• Father or mother, stepfather or stepmother
• Niece or nephew
• Aunt or uncle
• First cousin
• Spouse
• In-law
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Keep for
6 years

TAX RECORDS

December

Expense

January

Withdrawal

NONQUALIFIED

WITHDRAWALS

Tax and �
penalties due

Do not
open for
12 months

529
Plan

When your beneficiary is ready for college 
or graduate school, you’re ready to use the 
money in your 529. You control how much 
of the total value you withdraw at any one 
time, and the way the money is used. If you 
play your cards right, no federal income 
tax—and in more than half the 
states, no state income tax—will 
be due on your withdrawal. 

Since the contributions you made to 
your 529 have already been taxed, the 
portion of any withdrawal that’s a return 
of principal is already free of federal tax. 
And if the earnings you withdraw pay 
qualified higher education expenses 
(QHEEs), which include the beneficiary’s 
tuition, fees, books, school supplies 
and equipment, room and board, as 
well as any special needs, no taxes are 
due either. 

It’s only if you use the money to pay 
nonqualified educational expenses or for 
some other reason that taxes will be due. 
And remember, you can’t use withdrawals 
from two different tax-free accounts to 
cover the exact same expense.

QUALIFIeD WItHDRAWALs
Your plan will provide an annual  
statement that reports your contribu-
tions and earnings, and, in years when 
you’ve withdrawn, the amount you  
took out of the plan. 

When you complete your tax 
return, you match your QHEEs  
against your withdrawals. If they’re 
equal—or if the QHEEs exceed your 
withdrawals—all of your earnings 
are tax free. But if your withdrawals 
are higher than your QHEEs, you’ll 
have to calculate the percentage of 
earnings on which taxes are due. 

If you have multiple accounts 
for the same beneficiary within 
the same plan, you’ll have to 
combine your withdrawals 

from those accounts 
before you can match 
them against your 
QHEEs. The same 
is true if you have 
accounts in 
multiple plans.

You—and not 
your program 
provider—are 
responsible for 
accounting  
for your QHEEs 
when you file 
your federal 
income tax 
return. Some 

programs may 
require proof 

of qualified expenses 
when you withdraw, but it’s up to you to 
provide evidence of your QHEEs if you  
are audited. For this reason, it’s a good 

idea to keep a 
complete record  
of your transactions 
for at least six years 
after the money has 
been spent.

PAYInG tHe BILLs
You can usually arrange to have your  
529 plan pay a qualified expense directly, 
or you may request reimbursement for 
expenses you pay yourself. 

It’s a good idea to keep close track 
of timing if you use the reimbursement 
method. You must submit your request for 
the cash within the same calendar year 
as you make the payment, not the same 
academic year. 

For example, if you pay spring tuition  
in late December, but your reimbursement  

request isn’t processed 
until January, the 
expenses count in 
the first year and the 

withdrawals in the 
second. If you  
don’t have enough 
additional QHEEs 
to offset your  
withdrawals in  
the second year, 
you risk owing  

tax on what the government considers 
nonqualified withdrawals.

nonQUALIFIeD WItHDRAWALs
If you use money from your 529 account 
for nonqualified expenses, federal income 
tax—and state income tax in most 
states—will be due on the amount you 
withdraw, and you’ll face a possible 10% 
federal penalty 
on top of the tax. 
States may impose 
an additional 
10% penalty for 
nonqualified with-
drawals, bringing 
the potential fee 
as high as 20%. 
The penalty may 
be waived if  
there are exten- 
uating circumstances, such as the death 
or disability of the beneficiary, or if he 
or she receives a scholarship, veterans’ 
educational assistance, or other non- 
taxable education payment that isn’t a 
gift or inheritance. 

Making Withdrawals
When it comes to withdrawing from your account, knowing 
what to pay for can pay off.

HeLPFUL HInt
If there’s money left over in your  
account after your beneficiary finishes  
college, rather than withdraw the money  
for noneducation—and therefore, non- 
qualified—expenses, you might consider 
changing the beneficiary of the account to 
a younger child or relative. Or, if you think 
your beneficiary might go to graduate  
school at some point in the future, you  
might just choose to keep the money in the 
account for the time being. Either way, you’ll 
avoid paying the taxes and penalties that 
accompany nonqualified withdrawals.

WItHDRAWAL RestRIctIons
Some states require you to keep your 
529 account open a certain length of 
time—such as 12 months—before 
you’re eligible to make a 
withdrawal of any kind. 
That may be something 
you want to consider 
in choosing a plan.

In addition, if you have 
deducted contributions on your 
state tax returns, the state may 
want to recapture, or recover,  
the amount you saved in tax on 
what ended up as nonqualified 
withdrawals. So you may have to 
report part of your withdrawal as 
additional income to compensate 
for those deductions. 

So, you may end up paying income 
taxes, additional taxes to compensate for 
previous deductions, and a possible 20% tax 
penalty. Those consequences are designed 
to be severe enough to make you think 
twice about using the account for anything 
but qualified educational expenses.

FootInG tHe tAx BILL
If you take a nonqualified withdrawal, 
the earnings will be taxed either to you 
or your beneficiary, depending on the way 
the withdrawal is made. If your 529 plan 
makes a direct payment to an educational 
institution, your beneficiary is considered 
the recipient and pays taxes at his or her 
regular tax rate, which may be lower than 
your rate. 

If you take a cash withdrawal from your 
account, the earnings may be taxable to 
you even if the money has been spent on 
the student’s behalf. But some plans may 
allow you to direct your withdrawal to your 
beneficiary who pays tax at a lower rate.

The bottom line is that before making 
any nonqualified withdrawal, it’s a good 
idea to understand your plan’s policies and 
your state’s tax laws so you can assess the 
potential damage beforehand. 
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The federal income tax benefits your 529 
plan can provide are easy to see—your 
account grows tax deferred and your  
qualified withdrawals are tax free. But 
if you look a little closer, you’ll discover 
other benefits as well. For example, there 
are ways to use 529 contributions to  
avoid paying gift and estate taxes. And 
depending on where you live, you may be 
able to save on your state taxes, too. 

STATE PREROGATIVE
States can assign their own tax incentives 
to the 529 plans they offer. Many states 
have chosen to follow in the footsteps 
of the federal government, exempting 
qualified withdrawals from state income 
tax. For the majority of states that offer 
an exemption, you have to be a resident 
investing in the state’s plan to make tax-
free withdrawals. But some states exempt 
earnings on other states’ 529 plans as long 
as you withdraw for qualified expenses.

Other states let you deduct contribu-
tions to their 529 plan from your state 
income tax. Some states let you deduct 
your entire contribution, while others 
let you deduct up to a limit—typically, 
somewhere between $1,000 and $10,000 
each year. If there’s a limit on how much 
you can deduct, you might spread out your 
contributions to stay under the limit over 
several years rather than contributing 
more than the limit in any one year.

However, qualifying for a tax deduction 
should not be the major consideration 
in choosing plan. The quality of the 
investment choices, fees, and other plan 
features are more important to your  
long-term return than the tax savings  
from deducting your contribution. So  
consider a home-state plan if it offers 
tax savings, but don’t settle for it if 
another plan is stronger.

GIFT ANd ESTATE TAx 
STRATEGIES
You can reduce your estate, without 
forfeiting control of your money, by con-
tributing to a 529 savings plan. By allowing 
the account owner to retain control, 529 
plans hold a unique advantage over other 
types of estate-reducing investments, such 
as UGMA and UTMA custodial accounts. 
Those types of accounts will let you move 
money out of your estate, but you’ll lose 

control of the money to the beneficiary 
when he or she reaches majority. 

With 529 plans, you also have the 
advantage of making a large, lump-sum 
contribution—up to $70,000 in a single 
year (which counts as an annual $14,000 
gift in each of five years)—without trig-
gering a gift tax. And, fortunately, the 
total amount by which you can reduce  
your estate can be even higher. The limit 
varies depending on the specific 529 plan  
you’re using. Most plans set the lifetime 
maximum contribution limit—and there-
fore the maximum  
estate reduction—
above $200,000.

There is one 
condition, however, 
that causes your 529 
assets to be included 
in your gross estate. 
That’s if you make a 
five-year contribution 
of $70,000 but die 
before the beginning 
of the fifth year. In 
that case, the amount 
left in your contribu-
tion—$14,000 for  
each year of the five 
you weren’t alive— 
will be included in  
your estate. 

SKIPPING 
GENERATIONS 
If you’re a grand- 
parent contributing to 
a 529 account for your 
grandchild, you might 
worry about triggering 
a generation- 
skipping transfer 
(GST) tax. That hap-
pens when you give  
a substantial gift to  
someone who is more 
than one generation  
younger than you. To  
avoid the tax, you 
need to stay below 
the lifetime federal 
exemption—which  
is $5.43 million per 
person in 2015.

The amount covered by the gift tax 
exclusion—$14,000 in 2015—is also 
excluded from GST tax. If you want to 
contribute over the gift tax limit, you can 
employ your lifetime limit to shelter the 
contribution. But you’ll probably want  
to talk to a tax adviser first, since tax  
strategies frequently get complicated. 

LEGAL COMPLICATIONS
Even though you own a 529 account that 
you establish, there are situations in 
which you may not be legally entitled to 
retain control. For example, applying for 
Medicaid may put you in this position. 
State Medicaid agencies require that 529 
accounts be used to pay for medical and 
long-term care expenses before you can 
start receiving Medicaid payments. 

You may also have to surrender control 
of your 529 assets if you are facing claims 
from creditors or if you go bankrupt. Some 
states offer protection from creditors or 
bankruptcy as part of their 529 plans, but 
many do not. 

Tax and Legal Issues
529 accounts offer a wide range of tax advantages—but only 
if you follow the rules.

dOUBLE CONTRIBUTIONS
A married couple can contribute twice as much 
to a 529 plan as a single person—$28,000 in 
2014 or $140,000 once in five years—even 
if only one spouse has earned or inherited the 
income they contribute. The only requirement 
is that both people must agree to the gift. 
You’ll want to check with your tax adviser 
about any paperwork that’s required.
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When you’re facing expenses as large as 
college and graduate school tuitions,  
you want to consider all your savings 
options. Contributing to one type of plan 
doesn’t prevent you from using another. 
For example, you may be interested in  

opening different investment accounts  
on your own. Or, you may be orchestrating 
contributions from a number of different 
people, including the child’s grandparents, 
seeking the right plan for each one. 

EDUCATION SAVINGS ACCOUNTS
A Coverdell education savings  
account (ESA) offers the benefit of  
tax-free withdrawals to pay qualified  
education expenses, much as a 529 plan 
does. You can contribute up to $2,000 each 
year to an account set up for a specific 
beneficiary—but that cap applies to all 
contributions from all donors for the year. 
That means an account opened the year 
a child is born could accumulate up to 
$36,000 in contributions plus any earnings 
by the year he or she started college at 18. 

One of the most distinctive differences 
between an ESA and a 529 plan is that 
earnings in an ESA may be used to pay 
qualified expenses for students in grades  
K through 12 as well as those in college  
and graduate school. That includes 
expenses at public, private, boarding,  

vocational, and parochial schools. The  
covered expenses may range from tuition 
and books to uniforms, transportation,  
and Internet service costs.

Other Ways to Save
529s are one way to save for college, but they aren’t the 
only way.

ESAs: PROS  
AND CONS
ESAs have some  
attractive features: 

• Contributions can be
invested any way the
account owner wishes
in alternatives available
through the ESA provider
he or she has chosen

• Any earnings accumulate
tax deferred, and assets
that have increased in
value can be sold and the
money reinvested without
incurring capital gains tax

• Earnings are tax free at
withdrawal if they’re used
to pay qualified expenses

• The beneficiary can be
changed as frequently as
once a year to any other
person who is a member
of the same family

But there are also some 
potential drawbacks:

• A beneficiary must be
younger than 18 when the
account is established

• The money must be spent
on qualified education
expenses before the
beneficiary turns 30

• There are adjusted gross
income limits restricting
eligibility to contribute,
currently capped at
$110,000 for single tax
payers and $220,000 for
married people filing a
joint return

• The total amount of
money all contributors
can put into a beneficia-
ry’s account is capped
at $2,000 a year

• The list of qualified
expenses is shorter than
with 529 plans

UGMAs AND UTMAs
You may want to establish an account in 
a child’s name, contributing investments 
that can be used to pay for college, under 
either the Uniform Gifts to Minors  
Act (UGMA) or the Uniform Transfers  
to Minors Act (UTMA). Since a minor 
can’t own assets in his or her own name, 
you or someone you designate serves  
as custodian of the account until the  
child reaches majority. 

In the past, UGMAs and UTMAs were 
more attractive choices than they are 
today because until recently most of the 
earnings were taxed at the child’s typically 
lower rate. But now earnings are taxed at 
the parents’ rate until the child is 19, or  
24 if he or she is a full-time student. In 
addition, since the assets belong to the 
child, a substantial account could reduce 
eligibility for financial aid. 

On the other hand, there are no limits 
on the way you can invest the assets in an 
UGMA or UTMA account, no income cap 
on who can contribute, and no contribu-
tion cap on the amount you can add to the 
account. However, if you contribute more 
than $14,000 in any one year—$28,000 if 
you’re married and file a joint return—the 
excess over that amount may eventually be 
subject to gift tax.

IT’S THE KID’S MONEY
One reason you may shy away  
from an UGMA or UTMA account, 
in addition to the tax advantages 
of the other college savings plans, 
is that the child for whom you set up 
the account can assume control of the 
account at the age of majority—typically 
18 or 21 for UGMA accounts, and 21 or 25 
for UTMAs, depending on the state—and 
spend the assets any way he or she likes. 
While you would hope that your goals 
and the goals of your beneficiary would 
be similar, especially when it comes to 
paying for college, your wishes could  
be ignored. 

TAXABLE INVESTING
Of course, you can always save for college 
by opening a taxable account, and ear-
marking those funds to meet that goal. 
You might consider just one child as the 

ultimate beneficiary 
of each account—
an approach your 
financial adviser 
may suggest—or 
you may simply do 
all your investing  
for education in  
one account. 

The advantage  
of taxable accounts 
is that there are  
no limits on your 
contributions or  

on the way your money is invested, and 
there’s no legal obligation to use the 
money in any particular way. 

You may, for example, decide to buy 
individual securities rather mutual funds, 
since most 529 plans invest in funds. Or, 
based on your investment experience  

and risk tolerance, you may choose 
other types of assets. 

The chief drawback is that all 
the earnings your investments 
produce and any capital gains  
are taxable, though qualifying  
dividends and long-term capital 
gains are taxed at a lower rate 
than ordinary income. 

US SAVINGS BONDS
US savings bonds may also provide tax-free  
earnings for college expenses, though your 
adjusted gross income must be lower than the  
cap Congress sets for the year that you withdraw 
to qualify. There’s no way to predict that amount, 
but even if you don’t get the tax break you can 
use the interest you earn any way you like. 

There are rules. The bonds must be owned in 
the name of someone who is at least 24 before 
the bonds’ issue dates, the expenses must be  
for a dependent (or yourself or spouse), and  
you can’t file your tax return as married  
filing separately.
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529 &
Taxable
Accounts

ESA

UGMA/
UTMA 529Plan

When you’re comparing the pros and  
cons of different ways to invest for  
college, it helps if you can see—across  
the board—how the plans may meet your 
most essential criteria. The chart below 
illustrates how the options stack up in 

you open an ESA, you can transfer control 
to the beneficiary of the account when he 
or she reaches the age of majority, either 
18 or 21 depending on the state, or you  
can maintain control. 

UGMA/UTMA accounts are the major 
exception. The custodian—often, 
but not always, the person who 
opened the account—manages 
the account for the beneficiary  
until he or she reaches the age  
of majority. At that time the  
beneficiary can take control  
and use the money any way he 
or she wants. 

RoLLInG Into A 529
You can roll over investment accounts into 
a 529 plan with only a few stipulations. 
Transfers must be in cash, which means 
you’ll have to liquidate, or sell off, any 
assets in other investments before  
making the transfer. You may trigger a 
capital gains tax if you sell an asset at  
a higher price than you paid to buy it. 

Some banks or brokerage firms restrict 
rolling over an UGMA/UTMA account into 
a 529 plan. And some 529 plans restrict 

funding an account with money from an 
UGMA/UTMA account. That’s partially due 
to complications in ownership. You should 
check with the plans you’re considering 
and with the financial institutions holding 
the UGMA or UTMA involved before  
attempting this type of transfer.

Comparing Alternatives
You can get an idea of which college investment is right for 
you by taking a look at the details. 

oPenInG  
An AccoUnt

PAYInG 
tAxes

MAKInG 
cHAnGes

Contribution 
limits

Income restrictions 
on eligibility

Uses for 
account

Tax status 
of earnings

Tax on withdrawals Changing 
beneficiary

Changing 
investments

Ability to 
reclaim money

529 
Plans

Depending on 
the plan, some 
$300,000 or 
more

None For full tax benefits, 
money must pay for 
qualified higher  
education expenses

Tax deferred Withdrawals for qualified expenses 
free from federal, and sometimes 
state, income taxes. For nonquali-
fied withdrawals, earnings taxed  
as income, plus a possible penalty

Can change 
beneficiary to 
another member 
of the same family

Allowed, once 
every 12 months, 
with most plans

Yes, but withdrawal 
will be subject to 
income tax and 
penalty

Coverdell 
ESAs

A total of 
$2,000 from 
all contributors, 
for each 
beneficiary 
each year

Once adjusted gross 
income (AGI) reaches 
$95,000 (or $190,000 
for joint), right to  
contribute begins to  
phase out, ending at 
$110,000 and $220,000

For full tax benefits, 
money must pay for 
qualified education 
expenses, covering 
K-12, as well as
higher education

Tax deferred Withdrawals for qualified expenses 
free from federal, and sometimes 
state, income taxes. For nonquali-
fied withdrawals, earnings taxed  
as income, plus a possible penalty

Can change 
beneficiary, in 
most cases, to 
another member 
of the same 
family, as long 
as new beneficiary 
is under 30

Allowed at any time No, the money 
must be used for 
the benefit of the 
beneficiary

UGMA/
UTMA

Unlimited None Any expenses that 
benefit the child

Taxed Taxable investment income  
taxed as earned at parents’  
rate until child is 19, or  
24 if a full-time student.  
No added tax at withdrawal 

Not permitted Allowed at any 
time, but capital 
gains might be 
taxed

No, the money 
must be used for 
the benefit of the 
beneficiary

Taxable 
Accounts

Unlimited None No limits on uses Taxed Earnings taxed as earned Not applicable Allowed at any 
time, but gains 
might be taxed

Not applicable

three vital areas: opening an account, 
paying taxes, and changing parts of  
your account after you’ve started  
making contributions.

KeePInG It UnDeR contRoL
You might also want to consider who con-
trols the account when you’re comparing 
college savings plans. 

With 529 plans and taxable accounts, 
the owner of the account maintains  
control as long as the account is open. If 

not tHe Best cHoIce
You can withdraw money from your  
individual retirement account  
(IRA) without penalty to pay college costs. 
But you owe tax on the withdrawal if you 
deducted your contribution, and you take a  
big bite out of your own financial future. 
Think of it as a last resort.

extRA cReDIt
Based on your family income, you may be 
able to claim an American Opportunity Tax 
Credit (AOTC) or Lifetime Learning credit 
on your tax return for qualified education 
expenses. But if you claim the credits  
while you’re taking withdrawals from a 529,  
you’ll have to plan carefully. Your 529 with-
drawals will lose their qualified status, and 
be subject to tax and penalty, if you use 
them for the same expenses for which you 
claim the tax credit. 

The AOTC provides a maximum tax 
credit of $2,500 for each of the first four 
years of college for each student enrolled 
at least half-time. It’s also partially refund-
able, which means that if the credit 
reduces the tax you owe below $0, you 
could receive a check for up to $1,000, or 
40% of the maximum credit. The Lifetime 
Learning credit can be applied to a wider 
variety of postsecondary study, but it is 
capped at $2,000 for each tax  
return and isn’t refundable.

Beneficiary
reaches state’s
age of majority

College
Savings
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529 savings plan is a state-sponsored  
college investment plan that lets you build 
tax-deferred earnings and make tax-free with-
drawals, provided you use the money to pay  
for qualified higher education expenses. You 
can use the money at any accredited college, 
university, or vocational school in the United 
States and certain schools abroad. Your  
investment account is managed by the mutual 
fund company, brokerage firm, or insurance 
company the state has hired to run the plan.

Age-based investment track is one  
investment option many 529 plans offer.  
Your money is allocated according to the age 
of your beneficiary, and then reallocated—
generally from a more aggressive to a more 
conservative allocation—as the beneficiary 
nears college age.

Asset allocation is a strategy for maximizing  
gains while helping to manage risks in your 
investment portfolio. Specifically, asset 
allocation means dividing your assets among 
different broad categories of investments, 
including stocks, bonds, and cash. The alloca-
tion that’s appropriate for you depends on 
many factors, such as how much time you  
have to invest, your tolerance for risk, the 
direction of interest rates, and the market  
outlook. However, asset allocation doesn’t  
guarantee gains or prevent losses in a  
falling market.

Beneficiary is the person in whose name  
you open a 529 account, to cover the costs  
he or she will incur during college or  
graduate school. 

Compounding occurs when your investment 
earnings are added to your principal, forming 
a larger base on which earnings may accumu-
late. As your investment base gets larger, it  
has the potential to grow faster. 

Coverdell education savings account  
(ESA) lets you contribute up to $2,000 a year 
into an investment account for a specific ben-
eficiary. If you use the money in the account to 
pay for qualified education expenses incurred 
during K-12 or in college, your earnings will  
be tax free upon withdrawal. You must earn  
less than the cap for your filing status to be  
eligible to open or contribute to an account.

Earnings in a 529 plan are income from your 
investments. They grow tax deferred and can  
be withdrawn tax free for qualified higher  
education expenses.

Fixed investment track is an investment 
option some 529 plans offer. With a fixed track, 
your asset allocation stays the same through 

the life of your account. Common fixed tracks 
include 100% equity, which means stocks and 
stock mutual funds, or 100% fixed income, 
which usually means bond funds.

Investing style describes the approach you 
take to investing, usually determined by the 
amount of risk you feel comfortable taking. 

Prepaid tuition plan is a college investment 
plan that lets you purchase college credits  
in advance for use at one of the colleges or 
universities covered by the plan. These plans 
qualify for 529 status under IRS rules, which 
exempts you from paying federal income tax 
when the credits are used, even though the 
tuition bill will probably be higher than the 
amount you paid for the credits.

Principal is the amount of money you invest. 

Qualified higher education expense 
(QHEE) is a college cost for which you can  
make tax-free—and penalty-free—withdrawals 
from your 529 account. QHEEs include tuition, 
books, school supplies, room and board, and 
technology equipment.

Risk, in investment terms, refers to the  
possibility that you could lose some or all of  
the money you invest. But there’s also the risk 
that the investment assets you accumulate will 
be inadequate to meet your goals. When you 
invest, you try to balance the risk of potential 
loss against the risk of ending up with too little.

Roll over is the act of moving your assets from 
one investment to another. For example, you 
might roll over money from one 529 plan into 
another state’s 529 plan. Or you might roll over 
money from an ESA or UGMA/UTMA account 
into a 529 plan.

Tax deferred means you postpone paying 
income tax that would otherwise be due on 
employment or investment earnings until you 
withdraw them at some point in the future, 
often while you’re retired. Popular tax-deferred 
investments include 401(k) plans and IRAs. 

Tax free means that you don’t have to pay 
income tax on the earnings an investment 
produces when you withdraw money from your 
investment account. 529 plans are tax free, 
provided you use the money to pay for qualified 
higher education expenses.

UGMA/UTMA account is a custodial  
account that you or any adult sets up for a 
minor. There’s no limit on the amount you  
can contribute, including assets such as cash, 
securities, and mutual funds, but to avoid  
owing gift tax, you may want to limit your 
annual contribution to the annual gift  
tax exclusion. 
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If you’re planning to pay for your child 

or grandchild’s college education, you’ll 

be investing in one of the most produc-

tive ways you can. Not only can higher 

education provide a sense of personal 

accomplishment for the child. It also  

has financial rewards. According to the 

US Bureau of the Census, the earning 

potential of someone with a bachelor’s 

degree is more than double that of a  

high school graduate.

But to have the money you need to 

cover the bills when the child is ready 

to enroll, it’s important to be accumu-

lating savings now. While it may seem 

like a daunting task, you’ll discover 

if you shop around that there are a 

number of smart ways to get started. 

If you’re already saving, you may find 

ways to do it more effectively.

One advantage college savers have is 

that the federal government provides tax 

breaks to reward your efforts. Several  

programs, including two types of 529 plans 

and Coverdell education savings accounts, 

are designed for accumulating assets 

to pay for education expenses. The only 

other types of accounts that enjoy similar 

tax benefits are those you use to save for 

retirement and healthcare.

WHY CHOOSE A 529 PLAN?

No one way of investing for college works 

best for everyone, but some investment 

plans have easier eligibility and con-

tribution requirements, making them 

accessible to a broader range of people. 

That’s the case with 529 college 

savings plans. You aren’t limited 

by the amount of income you earn, 

and you aren’t restricted to a $2,000 

annual contribution as you are with a 

Coverdell education savings account 

(ESA). In fact, with a 529 plan, you can 

contribute up to the lifetime limit set by 

the sponsoring state. That’s typically in 

the $200,000 to $300,000 range.

If you’re comparing a 529 to a Uniform 

Gift to Minors (UGMA) or Uniform 

Transfer to Minors (UTMA) account, 

you’ll find 529 plans have another major 

advantage: Not only are most earnings in 

custodial accounts taxable, but they’re 

taxed at the same marginal rate as the 

account beneficiary’s parents until he or 

she turns 19 (or 24 if a full time student). 

The student’s rate applies only if it  

is higher.
And, compared to regular taxable 

investment accounts, 529 plans look 

especially good. Although you contribute 

after-tax dollars, any earnings in your  

plan grow tax deferred and may be  

withdrawn free of federal income tax 

for qualified higher education expenses. 

In some cases, state income tax may apply.

But there’s a lot more to know about 

529 plans. To get the most from a plan, 

you’ll have to choose the one that you 

believe will work best for you from  

among the many 529 plans available. 

And you have to follow the rules.

HOW MUCH TO INVEST?

There’s no question that paying for 

college can be expensive, and it is likely 

to cost more in the future. You can find a 

variety of interactive calculators on web-

sites like www.finaid.org that will help  

you estimate what you’ll need, based on 

current costs and the number of years 

until your child enrolls. 

Here’s one hypothetical example that 

illustrates why starting early can be so 

important. Since each person can make 

an annual tax-free gift of up to $14,000, 

suppose you put away that much each year 

in a tax-deferred account. That works out 

to $269 a week. If you started the year 

your child was born and added an equal 

amount each year for 18 years, you would 

have put away $252,000. If you averaged 

a 6% annual return, you’d have more than 

$450,000 in the account.

Of course, if you save less, or if your 

annual investment return averages below 

6%, your account balance will be less. 

BALANCE YOUR GOALS

Whatever approach you take to investing 

for college, here’s some important advice: 

Keep your college accounts separate from 

your other investments. That will make it 

easier for you to track the performance of 

your savings, and you’ll be less tempted to 

tap into the money for everyday expenses. 

One of the challenges you’re likely 

to face is having a number of competing 

financial goals at the same time, espe- 

cially if you have young children. You may 

hope to buy a larger home or renovate the 

one you have. You may be repaying your 

own education loans or building your  

own business. And you should already be 

thinking about saving for retirement. 

Working with someone who has  

professional credentials can help you 

sort through your competing goals and 

find ways to accomplish them.

Investing for College
There are many different ways to invest for college, 

but 529 plans offer some of the best benefits.

BEATING INFLATION

There’s a good reason why you have 

to invest—rather than save—for  

college: The cost of a college  

education consistently rises faster 

than the rate of inflation. Tuition at 

most colleges and universities has  

increased from 5% to 13% every year 

since 1980, while inflation has  

averaged just about 3%. That  

means that money saved in  

a regular savings account or 

money market account, which 

currently earns less than 1%  

interest, will lose value over the 

long term, lagging further and  

further behind the cost of education. 

529 PLAN
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Plans
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provides a concise and lively introduction to these popular 

college savings plans, with special sections on how to choose 

and enroll in a plan, make contributions, and take full 

advantage of tax-free withdrawals. With its engaging graphics 

and clear explanations, the Guide cuts through the confusion 

and gets you started on the right track.
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