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2017
MARKET REVIEW

At the beginning of 2017, a common view among money 
managers and analysts was that the financial markets would not 
repeat their strong returns from 2016. Many cited the uncertain 
global economy, political turmoil in the US, implementation 
of Brexit, conflicts in the Middle East, North Korea’s weapons 
buildup, and other factors. The global equity markets defied 
their predictions, with major equity indices in the US, developed 
ex-US, and emerging markets posting strong returns for the 
year.

The broad global advance underscores the importance of 
following an investment approach based on diversification 
and discipline rather than prediction and timing. Attempting 
to predict markets requires investors to not only accurately 
forecast future events, but also predict how markets will react 
to those events. The 2017 markets were a good reminder that 
there is little evidence suggesting either of these objectives can 
be accomplished on a consistent basis. 

Instead of attempting to make predictions about future 
events, investors should appreciate that today’s price reflects 
the expectations of market participants and information about 
future expected returns. The following quote by the late Merton 
Miller, Nobel laureate, describes this view:

“Everybody has some information. The function of the markets 
is to aggregate that information, evaluate it, and get it incorporated 
into prices.” ― Merton Miller

The chart below  highlights some of the year’s prominent 
headlines in the context of global stock market performance 
as measured by the MSCI All Country World Index-Investable 
Market Index (MSCI ACWI IMI). These headlines are not offered 
to explain market returns. Instead, they serve as a reminder that 
investors should view daily events from a long-term perspective 
and avoid making investment decisions based solely on the 
news. 

“Everybody has some information. The function of the 
markets is to aggregate that information, evaluate it, 
and get it incorporated into prices.” ― Merton Miller
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WORLD ECONOMY
In 2017, the global economy showed signs of stronger 

growth, with 45 countries tracked by the Organization for 
Economic Cooperation and Development (OECD) all on pace to 
expand.1  Economic outlook and the expected impact on future 
cash flows are among the many variables markets consider 
when setting prices. Therefore, investors should remember 
that growth in the economy is not always linked to stock market 
performance.

2017 MARKET PERSPECTIVE
Equity Market Highlights
Global equity markets posted another positive year of 

returns in 2017. The S&P 500 Index recorded a 21.83% total 
return and small cap stocks, as measured by the Russell 2000 
Index, returned 14.65%, both above their long-term average 
return of 11.96% and 11.73%, respectively, since 1979.  

Returns among non-US equity markets were even higher. 
The MSCI World ex USA Index, which reflects non-US developed 
markets, logged a 24.21% return and the MSCI Emerging 
Markets Index a 37.28% return2 , making this the fifth highest 
return in the index history.

As the S&P 500 and other 
indices reached all-time highs 
during the year, a common 
media question was whether 
markets were poised for a 
downturn. History tells us 
that a market index being 
at an all-time high generally 
does not provide actionable 
information for investors. 

For evidence, we can look 
at the S&P 500 Index for the 
better part of the last century. 

1 Wall Street Journal, “Everything Went Right for Markets in 2017— Can That Continue?”, 29 Dec. 2017.
2 All non-US returns are in USD, net dividends.
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From 1926 through 2017, the frequency of positive 12-month 
returns following a new index high was similar to what is 
observed following months of any level. In fact, over this time 
period, almost a third of the monthly observations were new 
closing highs for the index. The data shows that new index highs 
have historically not been useful predictors of future returns. 

Global Diversification Impact
Developed ex US markets and emerging markets generally 

outperformed US equities. As a result, a market cap-weighted 
global equity portfolio would have outperformed a US equity 
portfolio.3 

The S&P 500 Index’s 21.83% return marked its best calendar 
year since 2013 and placed 2017 in the top third of best 
performing calendar years in the index’s history. Despite these 
returns, the US ranked in the bottom half of countries for the 
year, placing 35th out of the 47 countries in the MSCI All Country 
World Index (IMI). 

Delving into individual countries, country level returns were 
mostly positive. Using the MSCI All Country World Index (IMI) 
as a proxy, 45 out of the 47 countries posted positive returns. 
Country level returns were dispersed even among those 
with positive returns. In developed markets, returns ranged 
from +10.36% in Israel to +51.39% in Austria. In emerging 
markets, returns ranged from –24.75% in Pakistan to +53.56% 
in Poland—a spread of almost 80%. Without a reliable way to 
predict which country will deliver the highest returns, this large 
dispersion in returns between the best and worst performing 
countries again emphasizes the importance of maintaining a 
diversified approach when investing globally. 

China provides an example highlighting the noise in year-
to-year single country returns. After a flat-to-negative return 
(USD) in 2016, Chinese equities returned more than 50% (USD) 
in 2017, making China one of the best performing countries for 
the year. 

Currencies
Most major currencies including the euro, the Australian 

dollar, and the British pound appreciated against the US dollar. 
The strengthening of non-US currencies had a positive impact 
on returns for US investors with holdings in unhedged non-
US assets. This may surprise some investors given that the 
US dollar has strengthened against many currencies over the 
past five- and 10-year periods. However, just as with individual 
country returns, there is no reliable way to predict currency 
movements. Investors should be cautious about trying to time 
currencies based on the recent good or bad performance of the 
US dollar or any other currency.

Premium Performance
In 2017, the small cap premium4  was generally positive in 

3 Dimensional Fund Advisors, “New Market Highs and Positive Expected Returns,” Issue Brief, 5 Jan. 2017.
4 The small cap premium is the return difference between small capitalization stocks and large capitalization stocks.
5 The profitability premium is the return difference between stocks with high relative profitability and stocks with low relative profitability.
6 The value premium is the return difference between stocks with low relative prices (value) and stocks with high relative prices (growth).

developed ex US markets and negative across US and emerging 
markets. The profitability premium5  was positive across US, 
developed ex US, and emerging markets, while the value 
premium6  was negative across those markets. 

 
US Market
In the US, small cap stocks underperformed large cap stocks 

and value stocks underperformed growth stocks. On a positive 
note, high profitability stocks outperformed low profitability 
stocks as measured marketwide.

Although US small cap stocks, as described by the Russell 
2000 Index, provided a healthy 14.65% return in 2017, the US 
small cap premium (as measured by the Russell 2000 Index 
minus the Russell 1000 Index) was negative, ranking in the 
lowest third of annual return differences since 1979. However, 
over the 10-year period ending December 31, the small cap 
premium was positive. 

US value stocks returned 13.19% in 2017, as measured by the 
Russell 3000 Value Index. While double-digit returns from value 
are appealing, US growth stocks performed even better, with 
a 29.59% return as represented by Russell 3000 Growth Index. 
The difference between value and growth returns, as measured 
by the Russell 3000 Value Index minus Russell 3000 Growth 
Index, made 2017 the fourth lowest year for value since 1979 
and pulled the five-year rolling premium return into negative 
territory. 

Even over extended periods, underperformance of the value 
premium or any other premium is within expectation and not 
unusual. Over a 10-year period ending in March 2000, value 
stocks underperformed growth stocks by 5.61% per year, as 
measured by the Russell 1000 Value and Russell 1000 Growth 
indices. This underperformance quickly reversed course and 
by the end of February 2001, value stocks had outperformed 
growth stocks over the previous one-, three-, five-, 10-, and 
20-year periods. Premiums can be difficult if not impossible to 
predict and relative performance can change quickly, reinforcing 
the need for discipline in pursuing these sources of higher 
expected returns. 

The profitability premium was positive in 2017, with US 
high profitability stocks outperforming low profitability stocks. 
Viewing profitability through the lens of the other premiums, 
high profitability stocks outperformed low among value stocks 
while underperforming among growth stocks.

The complementary behavior of premiums in 2017 is a 
good example of the benefits of integrating multiple premiums 
in an investment strategy, which can increase the reliability 
of outperformance and mitigate the impact of an individual 
premium underperforming, as was the case with value among 
US stocks in 2017. 
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Developed ex US Markets
In developed ex US markets, small cap stocks outperformed 

large cap stocks while value stocks underperformed growth 
stocks. High profitability stocks outperformed low profitability 
stocks.   

Over both five- and 10-year rolling periods, the small cap 
premium, measured as the MSCI World ex USA Small Cap Index 
minus the MSCI World ex USA Index, continued to be positive. 

Similar to the US equity market, value stocks posted a 
healthy 21.04% return for 2017 as measured using MSCI World 
ex USA Value Index. However, growth stocks performed even 
better with a 27.61% return, as measured by the MSCI World ex 
USA Growth Index.  

The profitability premium was positive in developed ex US 
markets viewed marketwide. Looking within size and style 
segments of the market, high profitability outperformed low 
profitability in all but the large growth segment.  

Emerging Markets
In emerging markets, small cap stocks underperformed 

large cap stocks and value stocks underperformed growth 
stocks. Similar to the US equity market, high profitability stocks 
outperformed those with low profitability.

Value stocks returned 28.07% as measured by the MSCI 
Emerging Markets Value Index, but growth stocks fared better 
returning 46.80% using the MSCI Emerging Markets Growth 
Index. The value premium, measured as MSCI Emerging Markets 
Value Index minus MSCI Emerging Markets Growth Index, was 
the lowest since 1999.

Though 2017 generally marked a positive year for absolute 
equity returns, it marked a change in premium performance 
from 2016 when the size and value premiums were generally 
positive across global markets. Taking a longer-term 
perspective, these premiums remain persistent over decades 
and around the globe despite recent years’ headwinds. It is well 
documented that stocks with higher expected return potential, 
such as small cap and value stocks, do not realize these returns 
every year. Maintaining discipline to these parts of the market is 
the key to effectively pursuing the long-term returns associated 
with the size, value, and profitability premiums. 

Fixed Income
Both US and non-US fixed income markets posted positive 

returns in 2017. The Bloomberg Barclays US Aggregate Bond 
Index gained 3.54%. The Bloomberg Barclays Global Aggregate 
Bond Index (hedged to USD) gained 3.04%.

Yield curves were upwardly sloped in many developed 
markets for the year, indicating positive expected term 
premiums. Realized term premiums were indeed positive both 
globally and in the US as long-term maturities outperformed 
their shorter-term counterparts.
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Credit spreads7 , which are the difference between yields on lower quality and higher quality fixed income securities, were 
relatively narrow during the year, indicating smaller expected credit premiums. Realized credit premiums were positive both globally 
and in the US, as lower-quality investment-grade corporates outperformed their higher-quality investment-grade counterparts. 
Corporate bonds were the best performing sector, returning 6.42% in the US and 5.70% globally, as reflected in the Bloomberg 
Barclays Global Aggregate Bond Index (hedged to USD). 

In the US, the yield curve flattened as interest rates increased on the short end and decreased on the long end of the curve. The 
yield on the 3-month US Treasury bill increased 0.88% to end the year at 1.39%. The yield on the 2-year US Treasury note increased 
0.69% to 1.89%. The yield on the 10-year US Treasury note decreased 0.05% for the year to end at 2.40%. The yield on the 30-year 
US Treasury bond decreased 0.32% to end the year at 2.74%.  

In other major markets, interest rates increased in Germany while they were relatively unchanged in the United Kingdom and 
Japan. Yields on Japanese and German government bonds with maturities as long as eight years finished the year in negative 
territory.

Conclusion
The year of 2017 included numerous examples of the difficulty of predicting the performance of markets, the importance of 

diversification, and the need to maintain discipline if investors want to effectively pursue the long-term returns the capital markets 
offer. The following quote by David Booth provides useful perspective as investors head into 2018:

“The key is to have the correct view of markets and how they work. Once you accept this view of markets, the benefits go way beyond just 
investing money.” – David Booth

7 Bloomberg Barclays Global Aggregate Corporate Option Adjusted Spread

Sources: Frank Russell Company is the source and owner of the trademarks, service marks, and copyrights related to the 
Russell Indexes. S&P and Dow Jones data © 2018 S&P Dow Jones Indices LLC, a division of S&P Global. All rights reserved. 
MSCI data © MSCI 2018, all rights reserved. ICE BofAML index data © 2018 ICE Data Indices, LLC. Bloomberg Barclays data 
provided by Bloomberg. Indices are not available for direct investment; their performance does not reflect the expenses 
associated with the management of an actual portfolio.

Past performance is no guarantee of future results. This information is provided for educational purposes only and should 
not be considered investment advice or a solicitation to buy or sell securities. There is no guarantee an investing strategy will 
be successful. Diversification does not eliminate the risk of market loss.

Investing risks include loss of principal and fluctuating value. Small cap securities are subject to greater volatility than those 
in other asset categories. International investing involves special risks such as currency fluctuation and political instability. 
Investing in emerging markets may accentuate these risks. Sector-specific investments can also increase these risks. 
Fixed income securities are subject to increased loss of principal during periods of rising interest rates. Fixed income 
investments are subject to various other risks, including changes in credit quality, liquidity, prepayments, and other factors. 
REIT risks include changes in real estate values and property taxes, interest rates, cash flow of underlying real estate assets, 
supply and demand, and the management skill and creditworthiness of the issuer.

Dimensional Fund Advisors LP is an investment advisor registered with the Securities and Exchange Commission.
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Because they’re just starting out, early career accumulators-
-loosely defined as people in their 20s and 30s--don’t typically 
have much in the way of financial capital (unless they’re 
technology savants or supermodels, that is). Not only are their 
earnings often low relative to where they’ll be in the future, but 
new college grads may also be digesting college debt.

But early career accumulators have other assets that their 
older counterparts can look upon with envy. With a whole 
lifetime of earnings stretching before them, early career people 
are long on what investment researchers call human capital: 
Their ability to earn a living is their greatest asset by a mile. 
Investors in their 20s and 30s have a valuable asset when it 
comes to investing, too: With a very long time horizon until 
they’ll need to begin withdrawing their money (for retirement, 
at least), early career investors can better harness the power 
of compound interest. They can also tolerate higher volatility 
investments that, over long periods of time, are apt to generate 
higher returns than safer investments.

BUILD A SAFETY NET
With limited financial capital, it’s essential that young 

accumulators protect what they have and be able to cover 
financial emergencies should they arise. A good rule of thumb 
is to insure against risks that would cause extreme financial 
hardship and to skip insurance for items that would not. 
Homeowner’s (or renter’s), health, disability, and auto insurance 
are musts, as is life insurance if for young accumulators 
with minor children; on the flip side, they can do without the 
extended warranty for your laptop or washing machine.

 An emergency fund is also essential, as having a cash 
cushion on hand can keep them from having to resort to 
unattractive forms of financing like credit cards or raiding your 
401(k) if they lose their job or encounter a surprise expense. 
While the rule of thumb of stashing three to six months worth 
of living expenses in cash might seem daunting, remember 
it’s three to six months worth of essential living expenses, not 
income.

 KICK-START RETIREMENT ACCOUNTS
There are a lot of reasons that early accumulators put off 

saving for retirement. There’s the not small fact that many 
people in their 20s and 30s are saddled with heavy student debt 
loads. Moreover, 20- and 30-somethings often have one or more 
shorter term goals competing for their hard-earned dollars 
alongside retirement savings: down payments for first homes, 
cars, weddings, and children, for example. Psychology is also in 
the mix: With retirement three or four decades into the future, 
people who are just embarking on their working careers in their 

20s and 30s may be hard-pressed to feel a sense of urgency in 
saving for it.

 Yet the youngest investors have the longest time to benefit 
from compounding. The 22-year-old who starts saving $200 
a month and earns a 5% return per year will have more than 
$362,000 at age 65. Meanwhile, an investor who waits until 35 
to start investing yet saves $300 a month and earns a 6% return 
will have a little more than $300,000 at age 65. Those first 10 
years of missed compounding are more important than both 
higher returns and higher contributions later on, underscoring 
the virtue of getting started on retirement saving as soon as you 
can, even if it means starting small.

FOCUS ON TAX-SHELTERED VEHICLES
For retirement-savers of all ages, it’s worthwhile to focus 

on investment vehicles that provide a tax break for doing so: 
company retirement plans like 401(k)s, 403(b)s, and 457 plans, 
as well as IRAs. (Self-employed individuals have an array of 
different vehicles to choose from.)

A company retirement plan, if one is available, is invariably 
the simplest way to get started on retirement savings. Not only 
do many company retirement plans offer matching dollars on 
employees’ own investments, but having contributions extracted 
directly from a paycheck helps reduce the pain of investing. 
Making automatic contributions also helps enforce disciplined 
savings, even when the market is falling or your cash flows are 
at a low ebb.

 For early accumulators whose company-provided matches 
are poor, it’s always worthwhile to contribute enough to 
earn the match; after that, turn to an IRA for your additional 
investable assets. If an investor still has money left over to 
invest after meeting the match on their employer-provided plan 
and making an IRA contribution, they can then go back to their 
company retirement plan and make the maximum allowable 
contribution. Only after they’ve taken full advantage of those 
tax-sheltered vehicles should they consider an investment in a 
nonretirement account (i.e., a taxable brokerage account).

 WHEN TO CHOOSE ROTH
Retirement investors trying to decide between the 

alphanumerical soup of IRAs, 401(k)s, and other tax-sheltered 
vehicles have another decision to make: Should they make 
‘traditional’ contributions or Roth? The answer comes down 
to whether they’d rather pay tax today or later on. You make 
pretax contributions to traditional accounts but have to pay 
ordinary income tax when you pull the money out in retirement. 
The tax treatment of Roth contributions is exactly the opposite: 

AN INVESTING ROAD MAP
FOR EARLY CAREER ACCUMULATORS
ALINA LAMY
Morningstar
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You don’t get a tax break on the contribution, but your 
withdrawals in retirement will all be tax-free.

 Pretax (traditional) contributions offer immediate 
gratification, in that  every dollar invested can start working 
on day one, without paying taxes. But Roth contributions can 
actually make more sense for young accumulators, whose tax 
rates at the time of contribution may well be lower than when 
they begin withdrawing money in retirement.

 Roth IRA accounts offer an additional attractive feature that 
traditional accounts do not: Contributions can be withdrawn 
at any time and for any reason without taxes or penalties. That 
makes a Roth IRA a perfect ‘multitasking’ account for investors 
who need to build up both an emergency fund and retirement 
assets. Worst-case scenario, the IRA is a rainy-day fund; best 
case, the money in a Roth compounds tax-free for retirement.

INVESTING IN LINE WITH RISK CAPACITY
Investors are often advised to consider their risk tolerance: 

How they’d feel if their portfolios lost 5% or 10% in a given 
week or month. That’s not unimportant, especially if a 
nervous investor is inclined to upend her well-laid plan at an 
inopportune time. But the really important concept is risk 
capacity--how much an investor could lose without having to 
change their lifestyle or their plan for the money.

 When it comes to retirement savings, early career 
accumulators have high risk capacities because they won’t 
likely need their money for many years to come. That’s why 
retirement portfolios usually feature ample weightings in stock 
investments: Even though they feature sharper ups and downs 
than safer securities like bonds and cash, stocks have historically 
rewarded their long-term investors with better returns than 
other asset classes. That helps explain why most target-date 

mutual funds hold about 90% in stocks and the remainder in 
bonds and cash.

On the other hand, investors with shorter-term goals--such 
as a making home down payment--probably don’t want to have 
much, if anything, in stocks. Yes, the returns from bonds and 
cash are lower, but they’re also much less likely to encounter big 
swings to the downside.

EMPLOY SIMPLE, WELL-DIVERSIFIED BUILDING BLOCKS
Let’s say an investor has decided to take advantage of tax-

sheltered wrappers for retirement savings, and to park the bulk 
of their long-term portfolio in stocks. They still have to decide 
how, specifically, to invest that money. With thousands of 
individual stocks, mutual funds and exchange-traded funds, that 
task can seem daunting.

 One way to resist the urge to overcomplicate is to focus 
on low-cost, broadly diversified investments. For investors just 
starting out, target-date mutual funds can take the mystery 
out of the investment process: These funds employ aggressive, 
stock-heavy postures when investors are in their 20s, 30s, and 
40s, then gradually become more conservative as retirement 
draws close.

 If a young investor doesn’t want to delegate control of their 
portfolio’s stock/bond/cash mix and investment selection, a 
simple way to put together a well-diversified portfolio is to 
employ index mutual funds or exchange-traded mutual funds. 
Such funds track a segment of the market, rather than trying to 
beat it. That may sound uninspired--and uninspiring. But broad-
market index funds often have the virtue of very low costs, 
which can give them a leg up on actively managed funds over 
time. If investors do opt for actively managed funds for all or a 
part of their portfolio, low expenses should still be a key priority.

This article contributed by Christine Benz, Director of Personal Finance with Morningstar. This is for informational purposes 
only and should not be considered financial planning advice. Diversification does not eliminate the risk of experiencing 
investment losses. Holding a portfolio of securities for the long-term does not ensure a profitable outcome, and investing 
in securities always involves risk of loss. Past performance is no guarantee of future results. Stocks are not guaranteed 
and have been more volatile than the other asset classes. Debt securities are subject to credit/default risk, which is the 
risk associated with the issuer failing to meet its contractual obligations either through a default or credit downgrade. 
The investment return and principal value of mutual funds will fluctuate and shares, when sold, may be worth more or 
less than their original cost. Mutual funds are sold by prospectus, which can be obtained from your financial professional 
or the company and which contains complete information, including investment objectives, risks, charges and expenses.  
Investors should be read the prospectus and consider this information carefully before investing or sending money. Holding 
an exchange-traded fund does not ensure a profitable outcome and all investing involves risk, including the loss of the 
entire principal. Since each ETF is different, investors should read the prospectus and consider this information carefully 
before investing. The prospectus can be obtained from your financial professional or the ETF provider and contains 
complete information, including investment objectives, risks, charges and expenses. ETF risks include, but are not limited 
to, market risk, market trading risk, liquidity risk, imperfect benchmark correlation, leverage, and any other risk associated 
with the underlying securities. There is no guarantee that any fund will achieve its investment objective. In addition to ETF 
expenses, brokerage costs apply. Fees are charged regardless of profitability and may result in depletion of assets. Target-
date funds are sold by prospectus, which can be obtained from your financial professional or the company and which 
contains complete information, including investment objectives, risks, charges and expenses.  Investors should be read the 
prospectus and consider this information carefully before investing or sending money. Funds in a traditional IRA grow tax-
deferred and are taxed at ordinary income tax rates when withdrawn. Contributions to a Roth IRA are not tax-deductible, but 
funds grow tax-free, and can be withdrawn tax free if assets are held for five years. A 10% federal tax penalty may apply for 
withdrawals prior to age 59 1/2. 401(k) plans are long-term retirement savings vehicles. Withdrawal of pre-tax contributions 
and/or earnings will be subject to ordinary income tax and, if taken prior to age 59 1/2, may be subject to a 10% federal tax 
penalty. Please consult with a financial or tax professional for advice specific to your situation.
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AVOID THIS 529 MISSTEP
TO HELP MAXIMIZE SAVINGS ALINA LAMY

Morningstar

Taking money out of a 529 plan seems like it should be the 
easy part, but if 529 investors don’t carefully right-size their 529 
plan distributions, they may find that they owe both a penalty 
and extra taxes. 

The key is that is that in any tax year (not academic year), 
investors want to ensure that the amount they withdraw from 
the 529 college savings plan doesn’t exceed their qualified 
education expenses. Investors need to figure in tax-free 
educational assistance such as scholarships and grants and also 
factor in the impact of credits, such as the American Opportunity 
Tax Credit or the Lifetime Learning Credit.

 Any amount withdrawn in excess of qualified expenses will 
be subject to taxes on the earnings portion of the withdrawal, 
and could incur a 10% penalty. If investors figure the amount 
correctly, though, no tax or penalty will be due. 

KNOW WHAT’S COVERED
Investors need to calculate their qualified education 

expenses. This will be referred to as the QEE. But before that, it 
is important to know what is and isn’t covered.

• Tuition and fees. Books, supplies, and equipment. This 
includes the cost of any computer technology, related 
equipment, and/or related services such as Internet 
access. The technology, equipment, or services qualify 
if they are used primarily by the beneficiary of the plan 
during the years the beneficiary is enrolled at the college 
or university.

• Room and board. This has a few important caveats. 
The student must be enrolled at least half time in the 
institution, and the room and board expenses can’t 
exceed the greater of these two amounts:
1. The allowance for room and board that was 

included in the cost of attendance determined by 
the college or university.

2. The actual amount charged if the student is residing 
in housing owned or operated by the eligible 
educational institution.

 That means off-campus housing is considered a 529-eligible 
expense, but only to the extent that it doesn’t exceed the greater 
of the two aforementioned amounts. If a student is planning 
to live off campus, it’s a good idea to call the campus housing 
department and confirm the qualified housing costs amount 
when calculating QEE.

 CALCULATE YOUR QEE
Per the IRS, taxes do not have to be paid on the contributed 

amount (as 529s are funded with aftertax dollars) and generally 
aren’t owed on any earnings distributed from a 529 if the total 
distribution is less than or equal to adjusted qualified education 

expenses. It’s important to figure this number accurately, lest 
investors will owe taxes--and possibly a 10% penalty--on the 
overdistribution, or the portion of the distribution in excess 
of QEE. If the investor’s child receives a scholarship, the 10% 
penalty on a nonqualified withdrawal is waived up to the 
amount of the scholarship. However, the investor will still owe 
taxes on the earnings portion of the overdistribution.

Add qualified expenses: tuition and fees, books and supplies, 
and housing. Be sure to subtract the amount of any tax-free 
educational assistance. This includes tax-free scholarships and 
fellowship grants, veteran’s assistance, the tax-free portion 
of the Pell Grant, employer-provided educational assistance, 
and any other tax-free assistance. This doesn’t include gifts or 
inheritances.

The resulting figure is the adjusted qualified educational 
expense. Here’s an example: Let’s say an investor opened a 529 
college savings account in 2007 for her daughter. For simplicity’s 
sake, let’s say she funded the account with $10,000 and didn’t 
make any further contributions. The account returned 7% per 
year. After 10 years of compounding, the account now has 
about $20,000 and half of it is principal and the other half is 
earnings. Her daughter will be starting college in the fall, and 
she has $9,000 of qualified education expenses for 2017 (match 
up the calendar year, not the academic year). The investor 
took a $9,000 529 distribution. Here’s a closer look at how her 
daughter actually paid for her college expenses:

  Gift from grandparents: $1,000  
  Partial tuition scholarship (tax-free): $1,000  
  529 distribution: $9,000

 But the investor also has to reduce her daughter’s total 
qualified education expenses by the amount of the partial 
tuition scholarship, because it is tax-free. Here are the adjusted 
qualified education expenses.

 Total qualified education expenses: $9,000  
 Tax-free scholarship: −$1,000  
 Adjusted qualified education expenses (AQEE): $8,000

 In this case, the $9,000 529 withdrawal exceeds the amount 
of adjusted qualified educational expenses. So come tax time, 
the investor will owe taxes on part of the earnings portion of 
this overdistribution. 

 HOW TO CALCULATE TAXES OWED ON DISTRIBUTIONS
Here’s how to figure what taxes are owed if a distribution 

exceeded the QEE. Investors will receive a Form 1099-Q from 
any 529 from which they received a distribution in 2017. The 
amount of the gross distribution (box 1) shown on each form 
will be divided between the investor’s earnings (box 2) and the 
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This is for informational purposes only and should not be considered financial planning advice.

 529 plans are tax-deferred college savings vehicles. Any unqualified distribution of earnings will be subject to ordinary 
income tax and subject to a 10% federal penalty tax.

An investor should consider the investment objectives, risks, and charges and expenses associated with municipal fund 
securities before investing. More information about municipal fund securities is available in the issuer’s official statement, 
and the official statement should be read carefully before investing.

Tax law is ever-changing and can be quite complex. It is highly recommended that you consult with a legal, tax, or financial 
professional with any questions or concerns.

basis, or contribution amount (box 3). Let’s say that the number 
in box 2, our earnings, was $4,410.

 Multiply the total distributed earnings shown on Form 
1099-Q, box 2, by a fraction that represents the percentage of 
how much of the 529 distribution went to QEE. The fraction’s 
numerator is the adjusted qualified education expenses paid 
during the year and the denominator is the total amount 
distributed during the year. 

 In our example: $4,410 * ($8,000/$9,000) = $3,920 tax-free 
earnings.

 $4,410 - $3,920 = $490. So, $490 must be reported on 2017 
taxes (filed in 2018) as the amount of distributed 529 earnings 
that were not used for adjusted qualified education expenses.  

 Figure in the American Opportunity Tax Credit and Lifetime 
Learning Credit

The American Opportunity Tax Credit and the Lifetime 
Learning Credit are two common educational tax credits. 
(Remember, a credit directly reduces tax liability, while a 
deduction reduces taxable income.) 

The American Opportunity Tax Credit allows families of 
undergraduates to deduct the first $2,000 spent on qualified 
education expenses and 25% of the next $2,000 (up to a 
maximum of $2,500). The Lifetime Learning Credit provides up 
to a $2,000 tax credit on the first $10,000 of college expenses. 

This credit is available for an unlimited number of tax years, 
but it cannot be filed in the same year that the American 
Opportunity Tax Credit is filed. (Both credits have modified 
adjusted gross income thresholds.)

Individuals that plan to claim the Lifetime Learning Credit and 
the American Opportunity Tax Credit when they file their taxes 
should make sure to anticipate the impact it will have on their 
adjusted qualified education expenses when they figure their 
529 withdrawal amount. They will need to deduct the costs used 
to calculate the credit from their QEE. 

Let’s add the Lifetime Learning Credit into the example. We’ll 
leave our 529 withdrawal amount the same, at $9,000, but we’ll 
further reduce the adjusted QEE by subtracting the expenses 
used to figure the credit. 

Total qualified education expenses: $9,000  
Tax-free scholarship: −$1,000  
Expenses taken into account in figuring LLC: −$4,000
Adjusted qualified education expenses: $4,000

 Figure the taxable portion of the 529 withdrawal as follows: 
$4,410 * ($4,000/$9,000) = $1,960  

$4,410 - $1,960 = $2,450. This is the amount of distributed 
529 earnings not used for adjusted qualified education 
expenses, and therefore subject to taxes and possibly a 10% 
penalty.


