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How a Section 529 Plan Works

 

 

                                                     

 

1

 The rules discussed here concern federal law.  State or local law may vary.  Depending on the state, contributions may 

be tax deductible or distributions may be tax exempt.
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 These expenses include: tuition, fees, books, supplies, equipment required for enrollment or attendance, and room and 

board.  Beginning in 2002, expenses of special needs students are also included.
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 If qualified expenses are less than the amount distributed, the excess is included in beneficiary's taxable income and a 

10% tax is added.  Also, if a distribution is made from a prepaid tuition program sponsored by a private educational 

institution before 2004, the earnings portion is taxable to the beneficiary.
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 Also, a tax

-

free distribution can be taken from a Coverdell ESA, so long as none of the funds are used for the same 

expense.

 

Section 529 Plan

 

·

 

One contributor may benefit any 

number of beneficiaries.

 

·

 

Contributor need not be related to 

the beneficiary.

 

·

 

Contributions qualify for the 

annual gift tax exclusion.

 

·

 

Earnings accumulate tax deferred.

 

·

 

If a beneficiary does not use 

funds, beneficiary can be changed 

or funds moved to a new account 

for a new beneficiary.

 

 

Other Withdrawal

 

·

 

If used for a nonqualified 

expense, the earnings 

portion is taxable to the 

beneficiary.

 

·

 

If the contributor 

withdraws funds, the 

e

arnings portion is taxable 

to him or her.

 

·

 

There is also a 10% 

penalty tax for 

nonqualified expenses or 

withdrawals.

 

 

Contributor

 

·

 

Contributions are not 

federally tax 

deductible.

1

 

·

 

Total contributions 

may not exceed the 

amount needed for 

educational expenses.
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·

 

Eligible plans include 

savings accounts plans 

or prepaid tuition 

plans.

 

 

Education Withdrawal

 

·

 

Tax

-

free if used for 

qualified higher education 

costs at eligible schools.

 

·

 

If qualified expenses 

exceed distributions, all 

distributions are excluded 

from beneficiary's taxable 

income.
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·

 

Income exclusion is also 

available in the same year 

in which a HOPE or 

Lifetime Learning credit is 

claimed.
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