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With the dramatic rise in the cost of college 
tuition in recent decades, one of the greatest 
financial concerns of parents is having enough 
money to send their child to college.  In 
addition to the peace of mind of setting aside 
funds for your child’s education, saving early 
can have significant tax benefits.  

Each state has a 529 College Savings Plan that 
allows you to create a special tax-free account 
to save for your child’s education.  Alternatively, 
or additionally, you can prepay your child’s 
college education through either the Private 
College 529 Plan, which is available to parents 
of any state, or a prepaid tuition program at a 
state public college or university if you live in a 
participating state.



The most popular – and flexible – 
way to save for a child’s education is 
through a 529 College Savings Plan 
account. The 529 College Savings Plan is 
funded by the federal government and 
administered by each state, so while the 
federal tax benefits are uniform, state tax 
benefits can vary.  

The 529 Savings Plans in every state allow 
parents to create an investment account 
that grows free of federal taxes.  In some 
states, contributions to 529 accounts are 
deductible for state income tax purposes 
as well.  Funds in the account can be 
withdrawn tax-free if they are used for 
qualified higher education expenses for 
the named beneficiary of the account.  
Qualified higher education expenses 
include tuition (including tuition for 
graduate programs), room and board, 
books and fees.  You are not limited to 

the program of the 
state in which you 
live; however, your 
state’s program 
may provide 
state income tax 
benefits that aren’t 
available through 
out-of-state plans.

If, for some reason, the funds in the 
account cannot be used for the 
designated beneficiary, they can be 
transferred to a family member of the 
original beneficiary, including the parent.  
Money in the accounts can be used for 
community colleges, four-year colleges, 
and graduate schools.  If funds in the 
account are used for non-qualified 
expenses, earnings on the account are 
subject to federal income tax and a 10% 
penalty.
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Another option for parents saving for 
college is prepaid tuition.  In certain states, 
parents can prepay in-state tuition for 
their state’s public college or university.  
Parents in all states have the option to 
prepay for a private college or university 
through the Private College 529 Plan.

pRepaid tuition  
at State CollegeS 
& univeRSitieS
Several states with public colleges and 
universities allow parents living in those 
states to prepay tuition for those schools.  
While prepaid tuition at a public college 
or university can seem like a great deal, 
make sure you understand the terms of 
the program and whether it makes sense 
for your family.  

like 529 plans, prepaid tuition programs 
can save money in taxes because any 
increase in value that is used for education 
expenses is tax-free.  For example, say 
John and Jane Jackson prepay four years 
of tuition at a State College for their 
8-year-old daughter Jane.  Their total 
contributions to the plan are $100,000.  
Suppose tuition at State College when 
Jane enrolls ten years later is $200,000.  
If, instead of paying the tuition for State 
College, the Jacksons had invested the 
$100,000 in a traditional investment, e.g., 
a blue chip stock, and sold it ten years 
later for $200,000 to pay Jane’s tuition, 
they would have to pay capital gains taxes 
on the $100,000 increase, costing the 
Jacksons up to $23,800.  In order to pay 
Jane’s tuition at State College, they would 
have to pay for the shortfall with other 
funds.
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The investment in prepaid tuition might 
not be a good deal if Jane decides to go 
to Private College or to a different state 
school.  Many states allow parents to 
cancel the plan and receive the amount 
that they originally paid, with little or no 
interest.  As long as the money was used 
for Jane’s tuition at another school, the 
earnings would be free of federal taxes, 
but the Jacksons probably would have 
been better off investing the money 
in assets with a higher rate of return 
through a 529 account.

Parents should also be wary of prepaid 
tuition programs that charge tuition prices 
that are much higher than the current cost 
of tuition.  For example, in some states, the 
cost of a prepaid credit hour would make 
sense only if tuition prices rise 15% or more 
annually.  While increases in the cost of 
college tuition have far outpaced inflation 
in recent years, the rate of increase in the 
last ten years has averaged 5% per year.  So 
prepaid tuition in certain states could end 
up costing you more than it would to pay 

tuition at the time your child attends the 
school, while at the same time limiting 
your child’s choice to that school.  Some 
prepaid tuition programs also charge an 
annual administrative fee, further reducing 
their value.  

Prepaying tuition through a state 
program can also pose a risk that the 
state legislature cancels or reduces 
funding for the program, which can leave 
parents having to pay future increases, 
notwithstanding their participation in the 
plan.  Some, but not all, states provide a 
guarantee that future increases will be 
covered.  Check your state’s plan to see if 
it comes with a guarantee.

Finally, most prepaid tuition plans require 
that your child be a resident of the state 
at the time he or she applies in order 
to benefit from in-state tuition rates.  If 
the child does not meet the residency 
requirements at the time of application, 
he or she will be charged the difference 
between in-state tuition rates and out-of-
state tuition rates.
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The Private College 529 Plan was 
formed by a consortium of private 
colleges and universities and allows you 
to purchase tuition at one of the 270 
participating schools at today’s tuition 
rates.  Specifically, you purchase ‘tuition 
certificates’ that serve as a credit towards 
the tuition at a participating school.  
The credits must be held for at least 36 
months and must be used within a 30-
year period.  Investment in the program 
does not provide your child with an 

advantage for any 
particular school 
in the admissions 
process.

To illustrate 
how the Private 
College 529 Plan 
works, suppose you would like your child 
to attend duke university, one of the 
participating schools.  

pRivate College 
529 plan
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For the 2014-2015 academic school 
year, the tuition for a semester at 
duke is $22,900.  If you purchased 
a ‘tuition certificate’ for $22,900 
during the 2014-2015 school year, 
your child would have a credit 
for a semester’s worth of tuition 
at duke for the next 30 years.  If 
you purchased a certificate in the 
amount of $11,450, the credit would 
pay for one-half of a semester’s 
tuition. 

If your child does not go to duke, 
he or she could use the tuition 
certificate to attend any other 
participating school.  The credit 
would be allocated based on the 
amount of the tuition charged by 
the school during the year in which 
the certificate was purchased. If 
your child chooses to go to a non-
participating school, the funds in 
the plan could be rolled over to a 
state 529 college savings account 
and then used to pay tuition at 
a non-participating school.  The 
amount rolled over is based on 
the performance of the underlying 
investment, with a cap on earnings 
based on an annualized 2% return 
and a cap on losses based on an 
annualized 2% loss.  This same 
amount may be withdrawn as a 
refund and used for non-qualified 
expenses, subject to the same taxes 
and penalties applicable to a state 
529 College Savings account.



Which is the best way to fund your 
child’s education?  As usual, it depends. 
If you expect the cost of higher 
education to continue increasing at 
the high rate it has over the last few 
decades, then pre-paid tuition can be a 
good investment.  however, it is a good 
investment only if your child ends up 
attending a participating school. You 
can always roll the investment over into 
a state-run 529 account, but the return 
on your investment will be minimal. 

Moreover, like many other industries, 
higher education may undergo 
transformative changes in coming years. 
After decades of tuition rising at more 
than twice the rate of inflation, colleges 
and universities are under tremendous 
pressure to rein in costs.  And with rapid 
technological innovation, a college 
education might look very different 15 

years from now than it does today.  In 
the future, it may also be more common 
for American students to attend 
universities in other countries – many of 
which are eligible for spending under 
a state-run 529 savings account but are 
not covered by a prepaid plan.  These 
factors argue for maximizing flexibility 
with a state 529 College Savings Plan.

If you choose to go with a prepaid 
tuition plan, it is important to be aware 
that, unlike the state 529 College Savings 
Plan, the funds may not be used for 
room, board, books or fees.  For this 
reason, parents who participate in a 
prepaid tuition program often establish 
a state 529 College Savings Plan as well.

before enrolling in any plan, research 
that particular plan or ask your financial 
advisor to help you.
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529 Savings Plan
Private 529 
Prepaid Tuition Plan

State College 
Prepaid Tuition Program

Tax-Free Earnings Yes Yes Yes

Fees 0% - 2% of assets, 
depending on the state 
and type of investment 
account

None Depends on plan

Contributions 
Deductible for 
Federal Income 
Tax Purposes

No No Yes

Contributions 
Deductible for 
State Income  
Tax Purposes

Varies by State No Varies by State

Limitations on 
Choice of School

None Limited to approx. 270 
participating schools

Limited to  
applicable school

Transferability Transferable to family 
member of beneficiary.

Transferable to family 
member of beneficiary.
Funds can be rolled over 
into a state 529 savings 
plan.

Transferable to family 
member of beneficiary.
Benefits can be 
transferred to pay child’s 
tuition at another school.  
Amount of benefits 
varies by state. 

Penalty for 
Withdrawals for 
Non-Education 
Purposes

10% Penalty on Amount 
Withdrawn
Earnings subject to 
ordinary income tax

10% Penalty on 
Earnings Withdrawn
Earnings subject to 
ordinary income tax

10% Penalty on  
Earnings Withdrawn.
Earnings subject to 
ordinary income tax.
Additional fees may 
apply.

Cap on 
Investment 
Earnings/Losses if 
Plan is Cancelled? 

None Capped at 2% 
annualized return
Losses also capped at 
an annualized 2%

Varies by plan

Amount of 
Contributions  
That Do Not  
Count Toward 
Federal  
Gift Tax  
Exemption

Up to $14k per 
contributor per 
beneficiary per year 
OR
Up to $70,000 per 
contributor per 
beneficiary for a single 
year (with no other gifts 
to beneficiary for 5 yrs)

Up to $14k per 
contributor per 
beneficiary per year 
OR
Up to $70,000 per 
contributor per 
beneficiary for a single 
year (with no other gifts 
to beneficiary for 5 yrs)

Up to $14k per 
contributor per 
beneficiary per year 
OR
Up to $70,000 per 
contributor per 
beneficiary for a single 
year (with no other gifts 
to beneficiary for 5 yrs)

CompaRiSon SummaRy
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Savvy-Parents.com is dedicated to empowering parents to make smart legal 
and financial decisions for themselves and their families. 
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