
Tax-favored accounts encourage families to save for college expenses by reducing or 
eliminating the tax normally owed. But there’s a catch: to reap significant benefits, 
families must invest in sheltered college savings accounts years before they know 
whether their children will attend college. And if the child does not go to college, 
savers must pay penalties to divert the money for other purposes. The resulting 
uncertainty is greatest for low-income families because their children are least likely to 
attend college. 

Higher-income families benefit more from tax-favored accounts because they avoid 
more taxes for each dollar contributed to a sheltered account. All families must pay 
income tax and a 10 percent penalty on money withdrawn from an account if the funds 
are used for purposes other than permitted educational expenses. However, even 
after paying the penalties, high-income families can still come out ahead because the 
accounts let them shift ownership to their children, who typically face lower income tax 
rates. That benefit, of course, does not extend to low-income families, who are likely 
to be in the same tax bracket as their children. 

COVERDELL ACCOUNTS 

In 2014 families with adjusted gross income (AGI) below $110,000 ($220,000 if filing a 
joint return) could deposit up to $2,000 per beneficiary in a Coverdell account on an 
after-tax basis. Funds grow untaxed and may be withdrawn tax free if used to pay 
educational expenses. Coverdell account funds can be used for K–12 expenses as well 
as higher education.  

QUALIFIED TUITION PROGRAMS (529 PLANS) 

Anyone, regardless of income, may contribute to a 529 plan for a designated 
beneficiary. A donor may contribute up to $14,000 annually for each beneficiary 

What tax incentives exist to help families save for college? 

Three tax-favored saving instruments encourage families to save for college: 
Coverdell savings accounts, qualified tuition programs (commonly known as 529 
plans), and the education savings bond program. The first two are structured to 
direct most of the benefit to higher-income families. 

 



without triggering a gift tax, with the option of  making up to five years of 
contributions in a single payment so long as no additional gifts are made during the 
five-year period. Income in 529 plans accumulates untaxed.  

Since passage of the Economic Growth and Tax Relief Reconciliation Act of 2001, 
funds are not taxed when withdrawn from 529s, provided they are used to pay for 
postsecondary education. Donors retain ownership of the accounts, but may use the 
funds to pay educational expenses only for the named beneficiary. The donor may, 
however, change beneficiaries as long as the new beneficiary is a member of the same 
family as the old beneficiary. 

Assets in 529 plans have grown considerably in the last two decades. In 1996, only 
500,000 accounts existed and contained only $2.4 billion. As of June 2015, there were 
12.3 million 529 plan accounts containing $258 billion in assets (figure 1). 
 

Every state except Wyoming sponsors a 529 plan (but Wyoming residents receive 
preferred treatment in the Colorado 529 plan). In states with a personal income tax, 
residents investing in their state-sponsored 529 plans often receive a state tax break 
for at least part of their investment. Families can choose to invest in plans from other 
states, which may be the best option for them—especially when contributions are not 
tax deductible. A number of states, moreover, provide matching funds for 
contributions to 529 accounts. Beyond the state plans, there is also a separate private 
college 529 plan. 



 
 

EDUCATION SAVINGS BOND PROGRAM 

The federal government allows buyers to exclude interest on designated government 
bonds from income tax if the money is used to pay for postsecondary education. In 
2014, however, families could only cash in these bonds tax free if their AGI was less 
than $91,000 ($143,950 if filing a joint return). The income limits are indexed for 
inflation. This program is substantially smaller than the Coverdell and 529 programs. 
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