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The Taxpayer Relief Act of 1997 added and amended several income tax benefits for the costs of
higher education. The result is a complex set of rules encompassing credits, income exclusions, and
deductions for families that are saving for or currently paying the costs of college. Some provisions are
mutually exclusive with respect to a student for a given tax year. In most cases, the same expense dol-
lars cannot be used to compute more than one benefit. Consequently, the taxpayer must often choose
which provision will provide the greatest benefit.

Qualifications for the provisions include requirements for the educational institution, requirements
for the student, and income and support tests for the family.

Proposed regulations help to explain the new rules. The proposed regulations will be effective on
the date they are published in the Federal Register as final regulations. However, in the preambles to
proposed regulations on education credits, state tuition savings programs, and student interest loan
deductions, the Treasury stated that taxpayers may rely on the proposed regulations for guidance pend-
ing the issuance of final regulations. If future guidance is more restrictive than the guidance in the pro-
posed regulations, the future guidance will be applied without retroactive effect.

The rules as set out in the proposed regulations, tax forms, and IRS publications are discussed
below and illustrated with examples and filled-in forms. The chapter ends with some frequently asked
questions and answers that illustrate the application of the rules.

HOPE SCHOLARSHIP CREDIT [I.R.C. §25A; PROP. REG. §1.25A]

GENERAL PROVISIONS
The Hope Scholarship Credit is a nonrefundable credit of up to $1,500 per eligible student. It is equal
to 100% of the first $1,000 and 50% of the next $1,000 of qualified tuition and related expenses paid
during the year.

Qualified Tuition and Related Expenses. “Qualified tuition and related expenses” includes tuition and
fees required for the enrollment or attendance of an eligible student at an eligible educational insti-
tution.

The following expenses are not “qualified tuition and related expenses.” 

1. Charges and fees associated with meals, lodging, student activities, athletics, insurance, trans-
portation, and similar personal, l iving, or family expenses are not included.

2. The expenses of education involving sports, games, or hobbies are not qualified tuition
expenses unless this education is part of the student’s degree program.

3. Qualified tuition and related expenses do not include expenses covered by educational assistance
that is not required to be included in the gross income of either the student or the taxpayer claim-
ing the credit. Thus, total qualified tuition and related expenses are reduced by any scholarship
© 1999 Copyrighted by the Board of Trustees of the University of Illinois

 of Trustees of the University of Illinois.
ished. It has not been updated for any subsequent law changes.



1999 Workbook

1
1

or fellowship grants excludable from gross income under present law §117 and any other tax-free
educational benefits received by the student during the taxable year. 

Other special provisions regarding qualified tuition and related expenses:

1. No reduction of qualified tuition and related expenses is required for a gift, bequest, devise, or
inheritance within the meaning of I.R.C. §102(a). See “Third Party Payments” later.

2. A Hope Credit is not allowed with respect to any education expense for which a deduction is
claimed under I.R.C. §162 or any other section of the Internal Revenue Code.

3. Generally, prepaid expenses do not qualify for the Hope Credit. However, if tuition and fees are
paid during a tax year for an academic term that begins in the first three months of the next tax
year, the academic term is treated as if it began in the tax year the expenses are paid. Therefore,
the taxpayer can claim a Hope Credit for those expenses only for the tax year they are paid
[I.R.C. §25A(g)(4); Prop. Reg. §1.25A-3(e)].

Example 1. Justin Tyme paid $5,000 of tuition and fees on December 15, 1999, for the spring 2000
semester, which begins on January 18, 2000. For purposes of the Hope Credit, the spring 2000 term is
treated as if it began in 1999. Therefore, the $5,000 is included in qualified education expenses for the
1999 tax year.

Qualified Taxpayers. A taxpayer can claim t edit for tuition and fees paid for himself or
herself, his or her spouse, or a person who is  dependent on the taxpayer’s tax return. A
student who is a dependent on another taxpay n cannot claim the credit, but any qualifying
expense paid by the student is treated as paid ayer who claims the student as a dependent
for purposes of the credit [Prop. Reg. §1.25A-5

Example 2. Ima Student paid a total of $1,80
semester of her freshmen year (spring 1999) 
Her parents paid none of her tuition and fees b
support test for claiming Ima as a dependent a
return.

Ima is not allowed to claim the Hope Cre
$1,000 plus 50% ×  $800) credit in 1999, if all 

Third party payments. If a third party pays q
institution, the payments are treated as if the m
the expenses.

 Third party is defined in the proposed r
payer’s spouse, or a claimed dependent [Prop

Example 3. Assume Ima’s grandparents (fro
directly to Ima’s college. The payments are tr
still claim a $1,400 Hope Credit for 1999.

Practitioner Note. A student may choose to include an otherwise nontaxable grant as taxable
income on the student’s tax return. If this option is chosen, the now taxable grant does not reduce
expenses qualifying for the Hope Credit [Proposed Reg. §1.25A-5(c)(3)(i)].

Practitioner Note. Paying the expense dir
exclusion under I.R.C. §2503(e).
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er’s tax retur
 by the taxp
(b)(1)].
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0 in qualified tuition and related expenses for the spring
and the fall semester of her sophomore year (fall 1999).
ut did provide her room and board. Her parents met the
nd claimed her as a dependent on their 1999 income tax

dit in 1999, but her parents can claim a $1,400 (100% ×
other qualifications are met.

ualified educational expenses directly to the educational
oney has been given to the student and the student paid

egulations as someone other than the taxpayer, the tax-
. Reg. §1.25A-5(a)(1)].

m Example 2) paid $1,800 of Ima’s qualified expenses
eated as if Ima made them. Therefore, Ima’s parents can

ectly to the educational institution results in a gift tax
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Not claiming a dependent. If a taxpayer is eligible to claim a student as a dependent but does not, the
student (and only the student) may claim the Hope Credit [Prop. Reg. §1.25A-1(g)].

Example 4. Assume that Ima’s parents (from Example 2) were not eligible to claim the Hope Credit
because they had too much modified adjusted gross income (discussed later in this chapter). Ima’s par-
ents could choose to not claim Ima as a dependent. This would allow Ima to claim the Hope Credit for
1999.

Example 5. In Example 4, Ima is not allowed to claim the personal exemption deduction, even
though her parents did not claim her as a dependent, because her parents were eligible to claim her as
a dependent.

Example 6. Assume that Ima’s parents are in come tax bracket, are over the threshold for
claiming the Hope Credit, but are not over ld for phasing out the personal exemption
amount. Also assume that Ima owes $1,000 o es before the Hope Credit.

If Ima’s parents claim her as a dependent 9 income tax return, their income tax liabil-
ity will be reduced by $2,750 × 31% = $853. N e allowed to claim the Hope Credit. If Ima’s
parents do not claim her as a dependent on t ome tax return, no one can claim the per-
sonal exemption deduction, but Ima can c 0 Hope Credit that will reduce her income
tax liability by $1,000.

Therefore, forgoing the dependency exe
family $147 ($1,000 − $853) of income taxes.

Example 7. In the previous examples, Ima p
paid $1,800 of qualified expenses directly to 
Ima treats the $1,800 as if she paid the expen
Credit even though she was eligible to be cla
and did not pay the qualified expenses hersel

Residency Requirement. The taxpayer and sp
resident aliens for the entire year. The studen
dent meeting the qualifications of I.R.C. §152

Eligible Student

Degree Requirement. The Hope Credit can b
ble institution in a program leading toward 
credential.

Practitioner Note. The proposed regulation does not allow a student to claim himself or herself
as a personal exemption deduction if someone else is eligible to claim the exemption under I.R.C.
§151(d)(2). Therefore, if parents are eligible to but do not claim the student as a dependent, no one
gets the personal exemption deduction.

Observation.  If Ima’s income tax liability for 1999 is less than $1,400, she will not get the full
benefit of the Hope Credit since it is not a refundable credit. Ima and her parents should compare
the benefit Ima receives from claiming the credit with the benefit her parents receive from claim-
ing Ima as a dependent before deciding that her parents should forgo the dependency exemption.

Practitioner Note. The definition of “third
fied expenses paid by a student’s parents ar
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 the 31% in
 the thresho
f income tax
 on their 199
o one will b

heir 1999 inc
laim a $1,40
mption on the tax return of Ima’s parents will save the

aid the qualifying expenses. Now assume Ima’s parents
Ima’s college but chose not to claim her as a dependent.
ses. Therefore, Ima would be entitled to a $1,400 Hope
imed as a dependent on her parents’ income tax return

f.

ouse must both be U.S. citizens or treated as permanent
t may be a nonresident alien only if he or she is a depen-
 [Prop. Reg. §1.25A-1(i)].

e claimed only for an individual who enrolls at an eligi-
a post-secondary degree, certificate, or other recognized

 party” includes the student’s parents. Therefore, quali-
e treated as if the student pays them.
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Eligible Institution. An eligible institution includes any accredited post-secondary educational institu-
tion eligible to participate in a student aid program administered by the federal Department of Educa-
tion. It includes virtually all accredited public, nonprofit, and proprietary (privately owned and profit-
making) institutions. Consequently, vocational and trade schools are included, as well as colleges and
universities.

Work Load Requirement. The Hope Credit can be claimed only for an individual who is at least a half-
time student for at least one academic term that begins during the tax year. Correspondence study
alone cannot qualify.

Academic period is not defined in I.R.C. §25A or the legislative history. The proposed regula-
tions define academic period as “a quarter, semester, trimester, or other period of study (such as a
summer school session) as reasonably determined by an eligible educational institution [Proposed Reg.
§1.25A-2(c)].

The standard for what constitutes “half of the normal full-time workload is determined by each eli-
gible educational institution. However, the standard for half time may not be lower than the standards
for half time established by the Department of Education in 34 CFR 674.2(b) for a half-time undergrad-
uate” [Prop. Reg. §1.25A-3(d)(1)(ii)].

Year of Study Requirement. Before the beginning of the tax year, the student must have completed
less than two years of post-secondary education [I.R.C. §25A(b)(2)(C); Prop. Reg. §1.25A-3(d)(1)(iii)].
The test of whether a student has completed two years of post-secondary education is based on the aca-
demic credit awarded by the institution for coursework completed by the student prior to the begin-
ning of the tax year. Academic credit awarded by the institution solely on the basis of the student’s
performance on proficiency examinations is disregarded.

Example 8. Phil Erup graduated from high sc 1999. In the fall of 1999, he enrolled in State
University. Based on advanced placement exa s classified as a second semester sophomore
when he enrolled. Phil took a full load of cour e 1999 fall semester and the 2000 spring and
fall semesters.

Phil is an eligible student for the Hope oth 1999 and 2000. The credits he was
awarded based on the advanced placem are not counted. Consequently, he is not
treated as having completed the first two yea condary education before the beginning of
1999 or before the beginning of 2000 [Prop. R

Example 9. Cherry Pitt graduated from high 
and senior year (1998–1999) of high school
enrolled in a degree program. In the fall of 
courses Cherry took at Local University, Che
she enrolled. Cherry took a full load of cour
spring semesters.

Cherry is an eligible student for the Hope
years of post-secondary work at the beginning
for one semester in 1999, her qualified expe
spring of 1999 as well as the courses she took
culate the credit.

Cherry is not an eligible student for the H
of post-secondary education prior to the be
sity while she was in high school and for whi
poses of the year of study requirement [Prop. 

Felony Drug Conviction Requirement. If the st
offense for possession or distribution of a con
she is not an eligible student.
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ses during th

Credit for b
ent exams 
rs of post-se
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eg. §1.25A-3(d)(2), Example (4)].

school in June 1999. During her junior year (1997–1998)
, Cherry took courses at Local University but was not
1999, Cherry enrolled at State University. Based on the
rry was classified as a second semester sophomore when
ses during the 1999 fall semester and the 2000 fall and

 Credit in 1999 because she had completed less than two
 of 1999. Because she was enrolled in a degree program

nses for the courses she took at Local University in the
 at State University in the fall of 1999 can be used to cal-

ope Credit in 2000 because she has completed two years
ginning of 2000. The courses she took at Local Univer-
ch State University awarded credit are counted for pur-
Reg. §1.25A-3(d)(2), Example (6)].

udent has been convicted of a federal or state felony
trolled substance as of the end of the taxable year, he or
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Limitations

Two Tax Years. The credit cannot be claimed if it was claimed in two prior tax years with respect to
the same student.

Example 10. Duane Plug graduated from high school in June 1999. He enrolled in college full time in
the 1999 fall semester, the 2000 spring and fall semesters, and the 2001 spring and fall semesters. At the
end of the 2000 fall semester, he was classified as a second semester sophomore. Duane has $1,500 of
qualified expenses each semester.

Duane is an eligible student in 1999, 2000, and 2001 because he was not classified as a junior
before the beginning of 2001. If Duane (or his parents) claim the Hope Credit for 1999, the credit for
1999 will be $1,250 ($1,000 × 100% + $500 × 50%). The credit for 2000 will be the $1,500 maximum
credit. There is no Hope Credit for 2001 because the credit has been claimed with respect to
Duane in two prior tax years.

If no one claims the credit for Duane in 1999, the maximum $1,500 credit can be claimed for both
2000 and 2001. Duane is an eligible student at the beginning of 2001, so all of his eligible expenses for
that year (including the expenses for his first semester as a junior) qualify for the Hope Credit.

Modified Adjusted Gross Income. The Hope Credit is reduced as the taxpayer’s modified adjusted
gross income rises above $40,000 ($80,000 for married taxpayers who file a joint return). If the tax-
payer’s adjusted gross income exceeds $50,000 ($100,000 for married taxpayers who file a joint return),
no Hope Credit can be claimed [I.R.C. §25A(

Modified adjusted gross income is defined gross income increased by any of the follow-
ing:

1. The foreign earned income exclusion 
2. The exclusion for income from Guam  Samoa, or the Northern Mariana Islands

(I.R.C. §931)
3. The exclusion for income from Puerto 

Married Taxpayers. Married taxpayers are n
joint income tax return for the year. [I.R.C
under the head of household rules are con
I.R.C. §7703].

Effect of Claiming the Educational IRA Exemptio
for a student if a distribution from the student
under I.R.C. §530(d)(2).

Example 11. Patti Cake withdrew $2,000 fro
qualified education expenses. She excluded 
one can claim the Hope Credit for any of Pat

Example 12. If Patti from Example 11 waive
from income for 1999, she or her parents can
1999.

Practitioner Note. This is a different two-year requirement than the first two years of post-sec-
ondary education requirement discussed above. Both requirements must be met.

Practitioner Note. If a taxpayer waives th
I.R.C. §530(d)(2)(C), his or her educational 
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ot allowed to claim the Hope Credit unless they file a
. §25A(g)(6)] Taxpayers who are considered unmarried
sidered unmarried for this rule [Prop. Reg. §1.25A-1(h)

n. The Hope Credit cannot be claimed in a given year
’s educational IRA in that year is excluded from income

m her Education IRA in 1999 to pay part of her $5,000 of
the $2,000 from income under §530(d)(2). For 1999, no
ti’s qualified expenses.

s the exclusion of the $2,000 Education IRA distribution
 use her qualified expenses to calculate a Hope Credit for

e Education IRA exclusion for a given tax year under
expenses for that year qualify for the Hope Credit. 
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Refund of Qualified Expenses. If a taxpayer receives a refund of tuition or related expenses before the
tax return is filed for the tax year in which the tuition or related expenses were paid, the qualified
tuition and related expenses for the tax year are reduced by the amount of the refund [Prop. Reg.
§1.25A-5(f)(1) and (2)].

If a taxpayer receives a refund of tuition or related expenses after filing the tax return for the year
the tuition or related expenses were paid, the taxpayer must recapture on the next year’s return the
portion of the credit that was based on the qualifying expense that was refunded [Prop. Reg. §1.25A-
5(f)(3)].

Subsequent-year educational assistance. If a student receives excludable education assistance for qual-
ified tuition or related expenses paid in a previous year, the educational assistance is treated as a refund
of the qualified tuition or related expense [Prop. Reg. §1.25A-5(f)(3)].

Effect on Other Income Tax Provisions

The Lifetime Learning Credit cannot be claimed for expenses incurred for a student if the Hope
Credit is claimed for any expenses of that student for the same tax year.

If qualified higher education expenses are used in determining the Hope Credit, the same expenses
cannot be used to calculate the interest exclusion from U.S. savings bonds on Form 8815.

Example 13. Pete Bogg cashed a $4,000 U.S. savings bond to pay part of his daughter’s $5,000 of qual-
ified higher education expenses in 1999. If aughter claim the maximum $1,500 Hope
Credit for 1999, the qualified expenses must y the $2,000 of expenses that were used to
claim the Hope Credit ($1,000 × 100% plus $1 when Pete calculates his exclusion of interest
income from the savings bond.

Effect on Student Financial Assistance

Student financial assistance based on the stud
part of the base for calculating that need. Sin
late a family’s need, a reduction of incom
decrease  the family’s need for the following y

Under the federal formula, the family’s 
increased by 47% of the Hope Credit if the
able income is above $21,201. The expected f
adjusted available income is less than $21,20

If the student claims the Hope Credit 
expected contribution for the following year w

Example 14.  If Ima’s parents have $30,000 o
Hope Scholarship Credit on their 1999 incom
2000–2001 school year will be increased by 
based student financial aid for 2000—2001 by 
is $742 ($1,400 – $658).

If Ima has $5,000 of adjusted available in
income tax return, her need-based student fin
for the 2000–2001 school year. Therefore, th
$700).

Practitioner Note. Credit recaptures are included as additional taxes on the “total tax” line of
Form 1040—line 56 of the 1999 Form 1040.

Copyrighted by the Board 
This information was correct when originally publi
Pete or his d
be reduced b
,000 × 50%) 
9

ent’s need uses the income of the student’s family as
ce income taxes reduce the income that is used to calcu-
e taxes resulting from claiming the Hope Credit will
ear, which can decrease the financial assistance.
expected contribution for the following school year is
 parents claim the Hope Credit and their adjusted avail-

amily contribution is increased by a lesser amount if the
1.
and has income above $2,200 (in 1999), the family’s
ill be increased by 50% of the Hope Credit.

f adjusted available income for 1999 and claim a $1,400
e tax return, their expected family contribution for the

$658 ($1,400 × 47%). This is likely to reduce Ima’s need-
$658. Therefore, the net benefit of the Hope Credit

come in 1999 and claims the Hope Credit on her 1999
ancial aid is likely to decrease by $700 ($1,400 × 50%)
e net benefit of the Hope Credit is $700 ($1,400 –

of Trustees of the University of Illinois.
shed. It has not been updated for any subsequent law changes.
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LIFETIME LEARNING CREDIT [I.R.C. §25A]

General Provisions

The Lifetime Learning Credit is a nonrefundable credit of up to $1,000 ($2,000 adjusted for inflation
beginning in 2003). It is equal to 20% of qualified tuition and fees.

Unlike the Hope Credit, the Lifetime Learning Credit can be claimed for all undergraduate (not
just freshmen and sophomores) and graduate students as well as for students who are not in a program
leading to a degree, certificate, or other recognized credential, if the education is for the purpose of
acquiring or improving job skills.

Example 15. Cherry Pitt (from Example 9 above) is not an eligible student for the Hope Credit in
2000 because she has completed two years of post-secondary education prior to the beginning of 2000.
However, she or her parents can claim the Lifetime Learning Credit in 2000.

Also unlike the Hope Credit, the Lifetime Learning Credit is not limited to two tax years.

Example 16. If Cherry Pitt enrolls in a degree program (either undergraduate or graduate) or if she
takes a course to acquire or improve skills needed for her employment in 2001 and 2002, she can claim
the Lifetime Learning Credit for those years.

Limitations

Per-Taxpayer Credit. Only one $1,000 ($2,000 adjusted for inflation beginning in 2003) Lifetime
Learning Credit is allowed for a taxpayer each year. By contrast, a maximum $1,500 (adjusted for
inflation beginning in 2002) Hope Credit ca d by a taxpayer for each eligible student
each year.

Example 17. Charles and Nancy have twin college in 1999. They are both seniors and
both have $5,000 of qualified higher educa s. Charles and Nancy can claim only one
$1,000 Lifetime Learning Credit for their chil ses.

However, if Charles and Nancy chose to ne of their children as a dependent on their
1999 income tax return, that child could clai
sonal exemption deduction) on his or her 199
a $1,000 Lifetime Learning Credit for the oth

Modified Adjusted Gross Income. The Lifetim
adjusted gross income limits as discussed abo
for modified adjusted gross income from $40
jointly).

Married Taxpayers. Married taxpayers are n
they file a joint income tax return for the year

Hope Scholarship Credit or Education IRA Distri
be claimed for a tax year in which the Hope S
year in which a distribution from the student’

Example 18. Jim and Sandra Scott have one
has $10,000 of qualified higher education exp
qualified higher education expenses in 1999. 
income on their joint 1999 income tax return

Copyrighted by the Board
This information was correct when originally publ
n be claime

 children in 
tion expense
dren’s expen
 not claim o

m the $1,000 Lifetime Learning Credit (but not the per-
9 income tax return. Charles and Nancy could then claim
er child.

e Learning Credit is subject to the same modified
ve for the Hope Credit. That is, the credit is phased out
,000 to $50,000 ($80,000 to $100,000 for married filing

ot allowed to claim the Lifetime Learning Credit unless
 [I.R.C. §25A(g)(6)].

bution Exclusion. The Lifetime Learning Credit cannot
cholarship Credit is claimed for the same student or in a

s Education IRA is excluded from income.

 child, Jennifer, who entered college in August 1999. She
enses in 1999. Jim also attends college and has $2,000 of
Jim and Sandra have $78,000 of modified adjusted gross
.

 of Trustees of the University of Illinois.
ished. It has not been updated for any subsequent law changes.
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Jim and Sandra can claim the maximum $1,500 Hope Credit for Jennifer and a $400 Lifetime
Learning Credit for Jim, as shown on Form 8863 below.

Proof a
of

08/04

9

Versio

OMB No. 1545-1618Education Credits
Form 8863

� See instructions on pages 3 and 4.Department of the Treasury
Internal Revenue Service

Attachment
Sequence No. 51

Your social security numberName(s) shown on return

Hope Credit

1

2

3

Lifetime Learning Credit

Part I

Part II

3

(a) Student’s name

Add the amounts in columns (d) and (f)

Add the amounts on line 2, columns (d) a �

Add the amounts on line 4, column (c), an

9

Enter the smaller of line 5 or $5,000

10
Subtract line 10 from line 9. If line 10 is 
line 9, stop; you cannot take any educatio

12

4

11

First, Last

(f) Enter one-half
of the amount in

column (e)

(e) Subtract
column (d) from

column (c)

(d) Enter the
smaller of the

amount in
column (c) or

$1,000

(c) Qualified
expenses

(but do not
enter more than
$2,000 for each

student). See
instructions

Caution: You
cannot take the
Hope credit and
the lifetime learning
credit for the same
student.

(a) Stude

First

(c) Qualified
expenses. See

instructions

Multiply line 6 by 20% (.20)

5
6

7

Part III Allowable Education Credits

Add lines 3 and 78
Enter: $100,000 if married filing jointly; $5
household, or qualifying widow(er)
Enter the amount from Form 1040, line 34 

If line 11 is greater than or equal to line 12
go to line 15. If line 11 is less than line 12
a decimal (rounded to at least three place

13

Multiply line 8 by line 1314
Enter your tax from Form 1040, line 40 (o15
Enter the total, if any, of your credits f
Form 1040A, lines 26 and 27)

16

Subtract line 16 from line 15. If line 16 is
cannot take any education credits

17

18 Education credits. Enter the smaller of
line 44 (or Form 1040A, line 29)

(Hope and Lifetime Learning Credits)

(b) Student’s
social security

number

(b) Student’s
social security

number

Enter: $20,000 if married filing jointly; $1
household, or qualifying widow(er)

*See Pub. 970 for the amount to enter if you are filin

� Attach to Form 1040 or Form 1040A.

1999

                Jim and Sandra Scott (Example 18) 777  777  7777

Jennifer
  Scott 100  00  0000     2,000      1,000     1,000       500 

    1,000   500 

     1,500

Jim                 

Copyrighted by the Board 
This information was correct when originally publi
s 
nd (f)

2

nt’s name

Last
11

/199

n A
8

d enter the total

9

greater than or equal to
n credits

10

16

17

11

15

�

5
6

7

0,000 if single, head of

(or Form 1040A, line 19)*

, enter the amount from line 8 on line 14 and
, divide line 11 by line 12. Enter the result as
s)

�

r Form 1040A, line 25)
rom Form 1040, lines 41 and 42 (or from

 greater than or equal to line 15, stop; you

 line 14 or line 17 here and on Form 1040,
� 18

14

13 � .

0,000 if single, head of
12

g Form 2555, 2555-EZ, or 4563, or you are excluding income from Puerto Rico.

Scott 77 7  77  7777    2,000

      2,000
     2,000

        400

   1,900

   100,000
78,000

    22,000

    20,000

      1,900
  11,920

0

    11,920

      1,900of Trustees of the University of Illinois.
shed. It has not been updated for any subsequent law changes.
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Effect on Other Income Tax Provisions

As with the Hope Credit, any qualified higher education expenses used in determining the Lifetime
Learning Credit cannot be used to calculate the interest exclusion from U.S. savings bonds on Form
8815.

Effect on Student Financial Assistance

As with the Hope Credit, the Lifetime Learning Credit claimed by a student’s parents (or by a student)
is likely to increase the family’s expected contribution for the following school year by 47% (or 50%)
of the credit. See Example 14 above.

REPORTING THE HOPE SCHOLARSHIP CREDIT AND LIFETIME LEARNING CREDIT
The Hope Scholarship Credit and the Lifetime Learning Credit are not automatic credits. No credit is
allowed under either provision unless the taxpayer elects to have them apply [I.R.C. §25A(e); Prop.
Reg. §1.25A-1(d)].

The credits are elected by filing Form 8863 with the taxpayer’s individual income tax return that is
timely filed (including extensions) or with an amended return filed within the statute of limitations
period [Notice 99-32].

Example 19.  Ike and Tina Turner are married and file a joint tax return. In 1999 they have two chil-
dren in college: David was a second semester junior prior to the beginning of 1999, and Jennifer was a
second semester sophomore prior to the beginning of 1999. For 1999, Ike and Tina have $85,000 of
modified adjusted gross income and claim D nifer as dependents on their joint return. In
August 1999 Ike and Tina paid $2,000 of penses for David and $3,000 of qualified
expenses for Jennifer. In December 1999 the  of qualified expenses for David and $3,150
of qualified expenses for Jennifer for their spr esters that begin in January 2000.

Ike and Tina, their children, and the colle d meet all of the requirements for the higher
education credits. Because Jennifer had not c o years of post-secondary education prior to
1999, her expenses qualify for the Hope Credit
tion prior to 1999, so his expenses do not qu
time Learning Credit.

The expenses Ike and Tina paid in Dece
1999 credits because the term for which th
next tax year. Therefore, Ike and Tina ha
respect to David and $6,150 ($3,000 + $3,150

The credit for Jennifer is the maximum $1
and Tina’s total credit is $2,320 before the m
its their credit to $1,740.

Ike and Tina claim their education credi
1040 for 1999. They also report the credit on 

Copyrighted by the Board
This information was correct when originally publ
avid and Jen
qualified ex

y paid $2,100
ing 2000 sem
ges they atten
ompleted tw

. David had completed two years of post-secondary educa-
alify for the Hope Credit, but they do qualify for the Life-

mber 1999 for the spring 2000 semester qualify for the
ey were paid begins in the first three months of the
ve $4,100 ($2,000 + $2,100) of qualified expenses with
) of qualified expenses with respect to Jennifer.
,500. The credit for David is 20% of $4,100, or $820. Ike

odified adjusted gross income limit is applied, which lim-

t by filling out Form 8863 and attaching it to their Form
line 44 of Form 1040.
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Proof a
of

08/04
99

Versi

OMB No. 1545-1618Education Credits
Form 8863

� See instructions on pages 3 and 4.Department of the Treasury
Internal Revenue Service

Attachment
Sequence No. 51

Your social security numberName(s) shown on return

Hope Credit

1

2

3

Lifetime Learning Credit

Part I

Part II

3

(a) Student’s name

Add the amounts in columns (d) and (f)

Add the amounts on line 2, columns (d) a �

Add the amounts on line 4, column (c), an

9

Enter the smaller of line 5 or $5,000

10
Subtract line 10 from line 9. If line 10 is 
line 9, stop; you cannot take any educati

12

4

11

First, Last

(f) Enter one-half
of the amount in

column (e)

(e) Subtract
column (d) from

column (c)

(d) Enter the
smaller of the

amount in
column (c) or

$1,000

(c) Qualified
expenses

(but do not
enter more than
$2,000 for each

student). See
instructions

2

Caution: You
cannot take the
Hope credit and
the lifetime learning
credit for the same
student.

(a) Stud

First

(c) Qualified
expenses. See

instructions

Multiply line 6 by 20% (.20)

5
6

7

Part III Allowable Education Credits

Add lines 3 and 78
Enter: $100,000 if married filing jointly; $
household, or qualifying widow(er)
Enter the amount from Form 1040, line 34 

If line 11 is greater than or equal to line 1
go to line 15. If line 11 is less than line 12
a decimal (rounded to at least three place

13

Multiply line 8 by line 1314
Enter your tax from Form 1040, line 40 (o15
Enter the total, if any, of your credits 
Form 1040A, lines 26 and 27)

16

Subtract line 16 from line 15. If line 16 i
cannot take any education credits

17

18 Education credits. Enter the smaller o
line 44 (or Form 1040A, line 29)

(Hope and Lifetime Learning Credits)

(b) Student’s
social security

number

(b) Student’s
social security

number

Enter: $20,000 if married filing jointly; $1
household, or qualifying widow(er)

*See Pub. 970 for the amount to enter if you are fili

� Attach to Form 1040 or Form 1040A.

1999

        Ike and Tina Turner   (Example 19) 001    25    8863

Jennifer
Turner 002  25  8863   2,000   1,000   1,000      500

    500

David                003  25   8863   

1,000

4,100

Copyrighted by the Board
This information was correct when originally publ
s 
nd (f)

ent’s name

Last

Turner
13

/19

on A
8

d enter the total

9

greater than or equal to
on credits

10

16

17

11

15

�

5
6

7

50,000 if single, head of

(or Form 1040A, line 19)*

2, enter the amount from line 8 on line 14 and
, divide line 11 by line 12. Enter the result as
s)

�

r Form 1040A, line 25)
from Form 1040, lines 41 and 42 (or from

s greater than or equal to line 15, stop; you

f line 14 or line 17 here and on Form 1040,
� 18

14

13 � .

0,000 if single, head of
12

ng Form 2555, 2555-EZ, or 4563, or you are excluding income from Puerto Rico.

 820

   100,000

    15,000

    20,000

750

       1,740
      

            0

     13,115

      1,740

4,100
4,100

85,000

2,320

13,115

 of Trustees of the University of Illinois.
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Due Date of Election. The proposed regulations issued in January 1999 require the Hope Credit and
Lifetime Learning Credits to be claimed on a timely filed (including extensions) tax return. Notice
99-32, issued in May 1999, says that the Treasury Department and the Service have determined that
taxpayers should be able to make the election under I.R.C. §25A on an original or amended return.

Therefore, a taxpayer may elect to claim an education tax credit by attaching Form 8863 to either
of the following:

1. A timely filed original Federal income tax return
2. An original Federal income tax return or an amended return filed after the due date of the return

and before the expiration of the period of limitation for filing a claim for credit or refund
for the taxable year in which the credit is claimed

EDUCATION IRAS [I.R.C. §530]

General Provisions

Education IRAs can be set up for future students to help pay the cost of going to college. Contributions
to an education IRA are limited to $500 per y  and are not deductible.

The tax benefit of the education IRA is th gs are never subject to income tax if they are
used to pay qualified educational expenses.

Example 20. Chip is 6 years old, and his siste ears old. In December 1999 Chip and Dale’s
grandparents put $500 into an education IRA d $500 into an education IRA for Dale. Chip
and Dale’s grandparents get no deduction fo
has grown to $900. Dale withdraws all of the
education expenses. Dale does not have to in

Limitations

$500 per Year. No more than $500 can be pu
calendar year. If amounts in excess of $500 a
due date of the beneficiary’s return, the exces

Example 21. Chip and Dale’s parents (from E
and Dale in 1999. The $500 earned $10 of in
the due date of Chip and Dale’s income tax re
date of their 1999 income tax returns, they 
reported on Form 5329, as shown on the nex

The penalty applies every year the 
§4973(e)(1)(C)].

Practitioner Note. Neither the statutes nor the regulations say the election is irrevocable. There-
fore, taxpayers apparently can switch between a Hope Credit and a Lifetime Learning Credit until
the due date of an amended return.

Practitioner Note. If the excess contributi
beneficiary’s return (including extensions)
reported on lines 15a and 15b of Form 1040

Copyrighted by the Board
This information was correct when originally publ
ear per child
at the earnin

r Dale is 9 y
 for Chip an

r the contributions. By 2008, each of the education IRAs
 money from her education IRA and uses it for qualified
clude any of the $900 in her taxable income.

t into an education IRA or IRAs for a beneficiary in one
nd the earnings on the excess are not withdrawn by the
s is subject to the 6% excess contribution penalty.

xample 20) also put $500 into education IRAs for Chip
terest in 1999 and another $6 of interest in 2000 before
turns. If Chip and Dale do not withdraw $516 by the due
must pay a $30 ($500 × 6%) penalty. Dale’s penalty is
t page.
excess contribution remains in the account [I.R.C.

on and earnings are withdrawn by the due date of the
, only the earnings are taxable. The distribution is
.
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Modified Adjusted Gross Income. The $500 limit is reduced if the contributor’s modified adjusted
gross income exceeds $95,000 ($150,000 for married taxpayers who file a joint return) and is zero if the
contributor’s modified adjusted gross income is $110,000 ($160,000 for married taxpayers who file a
joint return).

Modified adjusted gross income is defined gross income increased by any of the follow-
ing:

1. The foreign earned income exclusion (
2. The exclusion for income from Guam  Samoa, or the Northern Mariana Islands

(I.R.C. §931)
3. The exclusion for income from Puerto §933)

The $500 limit is reduced proportionately
filing jointly).

Example 22. If Chip and Dale’s grandparen
gross income, the limit on their contribution 
8606 instructions:

Ed IRA Contribution 
1. Enter your modified AGI for purposes of figuring the contri

an Ed IRA (see definition on page 2)
2. Enter $150,000 if married filing jointly; $0 if married filing 

$95,000 in the case of all other filers
3. Subtract line 2 from line 1. If zero or less, enter -0- on line

4 through 6, and enter $500 on line 7
4. Enter $10,000 if married filing jointly; $15,000 in the case 

If the amount on line 3 is greater than or equal to the amo
stop here; you are not allowed to contribute to an Ed IRA f
Recharacterizations above

5. Divide line 3 by line 4 and enter the result as a decimal (ro
least 3 places)

6. Multiply line 5 by $500
7. Subtract line 6 from $500. This is the maximum amount yo

 to an Ed IRA for 1999

Note: The total Ed IRA contributions from all sources for the 

of
OMB No. 1545-0203Additional Taxes Attributable to IRAs,

Other Qualified Retirement Plans, Annuities,
Modified Endowment Contracts, and MSAs

5329Form

Department of the Treasury
Internal Revenue Service

Attachment
Sequence No. 29

(Under Sections 72, 530, 4973, and 4974 of the Internal Revenue Code)
� Attach to Form 1040. See separate instructions.

Name of individual subject to additional tax. (If married filing jointly, see page 2 of the instructions.) Your social security number

Home address (number and street), or P.O. box if mail is not delivered to your home Apt. no.

1999

Dale (Example 21) 530   01   5329

Proof a

9/02/1999

Tax on Excess Contributions to Medical Savings Accounts (MSAs)

26
27

Part VI

Part V Tax on Excess Contributions to Education (Ed) IRAs

Enter your excess contributions from line 20 of your 1998 Form 5329. If zero, go to line 31
If your Ed IRA contributions for 1999 are less than your maximum
allowable contribution, see page X; otherwise, enter -0-

26

Complete this part if you contributed more to your Ed IRAs for 1999 than is allowable or you had an excess contribution
on line 20 of your 1998 Form 5329.

28 1999 distributions from your Ed IRAs, from Form 8606, line 28
29 Add lines 27 and 28 29

30 1998 excess contributions. Subtract line 29 from line 26. If zero or less, enter -0- 30

27
28

31 Excess contributions for 1999. See page X 31

32 Total excess contributions. Add lines 30 and 31 32

33 Tax due. Enter 6% (.06) of the smaller of line 32 or the value of your Ed IRAs on December 31,
1999. Also include this amount on Form 1040, line 53 33

500

30

Copyrighted by the Board 
This information was correct when originally publi
 as adjusted 

I.R.C. §911)
, American

Rico (I.R.C. 
15

 over the $15,000 phase-out range ($10,000 for married

ts from Example 20 have $154,000 of modified adjusted
is calculated as follows on the worksheet from the Form

Worksheet (keep for your  records)
butions limit to

1     154,000
separately; or

2     150,000
 3, skip lines

3         4,000
of all other filers.
unt on line 4,
or 1999. See 

4       10,000
unded to at 

5           .400

6            200
u may contribute

7            300

child during the tax year may not exceed $500.

of Trustees of the University of Illinois.
shed. It has not been updated for any subsequent law changes.
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If Chip and Dale do not withdraw the $200 excess contributions from their grandparents’ contribu-
tions and the earnings on that $200 by the due date of their 1999 income tax return, they must report
the $200 on line 20 of Form 5329 and pay a $12 excess contributions penalty. Form 5329 for Chip is
shown below.

Example 23. As in Example 21, Chip and D
Education IRAs for Chip and for Dale. As in
income is $154,000. Chip and Dale’s parents’

Chip and Dale should withdraw their gra
ents’ $500 contribution, they would still hav
leaving only $300 in the Education IRA. 

Example 24. Assume Chip and Dale’s paren
modified adjusted gross income but that their
tion IRAs. Their grandparents could give the
could then contribute the $500 to Education I

Age of Beneficiary. Contributions can be m
turns 18 years old.

of
OMB No. 1545-0203Additional Taxes Attributable to IRAs,

Other Qualified Retirement Plans, Annuities,
Modified Endowment Contracts, and MSAs

5329Form

Department of the Treasury
Internal Revenue Service

Attachment
Sequence No. 29

(Under Sections 72, 530, 4973, and 4974 of the Internal Revenue Code)
� Attach to Form 1040. See separate instructions.

Name of individual subject to additional tax. (If married filing jointly, see page 2 of the instructions.) Your social security number

Home address (number and street), or P.O. box if mail is not delivered to your home Apt. no.

1999

Chip (Example 22) 530   02   5329

Proof a

9/02/1999

Tax on Excess Contributions to Medical Savings Accounts (MSAs)

26
27

Part VI

Part V Tax on Excess Contributions to Education (Ed) IRAs

Enter your excess contributions from line 20 of your 1998 Form 5329. If zero, go to line 31
If your Ed IRA contributions for 1999 are less than your maximum
allowable contribution, see page X; otherwise, enter -0-

26

31, 1999. Also include this amount on Form 1040, line 53 25

Complete this part if you contributed more to your Ed IRAs for 1999 than is allowable or you had an excess contribution
on line 20 of your 1998 Form 5329.

28 1999 distributions from your Ed IRAs, from Form 8606, line 28
29 Add lines 27 and 28 29

30 1998 excess contributions. Subtract line 29 from line 26. If zero or less, enter -0- 30

27
28

31 Excess contributions for 1999. See page X 31

32 Total excess contributions. Add lines 30 and 31 32

33 Tax due. Enter 6% (.06) of the smaller of line 32 or the value of your Ed IRAs on December 31,
1999. Also include this amount on Form 1040, line 53 33

200

12

Observation. If excess contributions have y more than one taxpayer, the beneficiary
should withdraw the contribution by the ta  is subject to the greatest phase-out of the
$500 limit.

Observation. Families can choose among 
child to find a donor who is eligible to mak
donor is not required to have earned incom

Copyrighted by the Board
This information was correct when originally publ
been made b
xpayer who
ale’s grandparents and parents each contribute $500 to
 Example 22, their grandparents’ modified adjusted gross
 modified adjusted gross income is $130,000.
ndparents’ $500 contribution. If they withdraw their par-
e to withdraw $200 of their grandparents’ contribution,

ts and grandparents both have more than $160,000 of
 grandparents want to make $500 contributions to Educa-
 $500 to Chip and Dale, respectively, and Chip and Dale
RAs.

ade to the education IRA until the date the beneficiary

potential donors such as grandparents, parents, or the
e the full $500 contribution to the education IRA. The
e, and there is no age restriction for the donor.
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Qualified State Tuition Program Contribution. Contributions made to an education IRA in the same
year that a contribution is made to a qualified state tuition program for the same beneficiary are excess
contributions [I.R.C. §4973(e)(1)(B)].

Qualified Educational Expenses

Withdrawals from an education IRA are tax-free only if the beneficiary has qualified educational
expenses equal to or greater than the withdrawal. Qualified educational expenses are defined more
broadly for purposes of Education IRAs than for purposes of the education credits. For Education
IRAs qualified higher education expenses are

1. Tuition and fees
2. Books, supplies and equipment
3. Amounts contributed to a qualified state tuition program
4. Room and board if the beneficiary is at least a half-time student at an eligible educational institution

If the qualified expenses are less than the amount withdrawn, the excess is allocated between the
tax-free withdrawal of the original contribution and the taxable distribution of income earned on the
original contribution. This computation is m tely for each Education IRA. The taxable
amount is reported on Form 8606.

Example 25. In 1999 Linda Hand withdrew 
withdrew the money, the account had a bala
1998 and $70 of interest income. No contribu

In 1999 Linda had $3,000 of tuition and 
the I.R.C. §117 exclusion. Linda was less tha
included in her qualified higher education
expenses are $400 ($3,000 – $2,600).

Linda must report $15 of the withdrawal
Form 1040. The following Worksheet from th
amount and the basis in the amount remainin

Ed IRA Worksheet—Distrib

If line 27 of Form 8606 is more than line 28 of that form, use
IRAs in 1999. Also use this worksheet to figure your year-end

Tip: You may wish to complete this worksheet merely to figu
tage to keep track of your basis because it is used to figure t

A Enter the total of all amounts contributed in 1998 or 1999 
 beneficiary of the account

Complete lines 1 through 15 separately for each of your Ed IR

1.  Enter the portion of line A above that was contributed t

Practitioner Note. If the student lives at home, the amount allocated for room and board cannot
exceed $1,500 per academic year. If the student lives off campus, the amount cannot exceed
$2,500 [Prop. Reg. §1.529-1(c)].

Practitioner Note. A student can waive the lusion by checking a box on line 28 of the
1998 Form 8606. The waiver allows the Edu eneficiary to regain eligibility for the edu-
cation credits for that year.

Copyrighted by the Board 
This information was correct when originally publi
ade separa

 income exc
cation IRA b
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$520 from her Education IRA account. At the time she
nce of $570, which consisted of a $500 contribution in

tions were made to an Education IRA for Linda in 1999.
fees and received $2,600 of scholarships that qualify for
n a half-time student, so her room and board are not

 expenses. Therefore, her qualified higher education

 as income on line 29 of Form 8606 and on line 15b of
e Form 8606 instructions is used to calculate the taxable
g in Linda’s Education IRA account.

utions and Bases (keep for your records)

 this worksheet to figure the amount of taxable distributions you received from Ed
 basis in each of your Ed IRA accounts.

re your basis (even if you are not required to complete Part IV). It  is to your advan-
he nontaxable part of future distributions.

to all Ed IRAs for which you are the
______500  

A accounts.

o this account. 1. ______500  

of Trustees of the University of Illinois.
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2. Did you receive any distributions (withdrawals) during 1999 from this account?
 If “Yes,” go to line 3.
 If “No,” enter the amount from line 1 on line 15 and do not complete the remainder of this
 worksheet  for this account.

3. Enter the total amount of all distributions (withdrawals) you received from this account in 
1999. Do not include amounts rolled over within 60 days of receipt. See instructions 3.              520  

4. Enter the amount of qualified higher education expenses (see instructions) that were paid 
for  with distributions from this account. 4.              400  

5. Subtract line 4 from line 3 5.              120  

6. Enter the total value of this account as of 12/31/99 plus any outstanding rollovers. See 
instructions 6.                50  

7. Add lines 3 and 6 7.              570  

8. Divide line 1 by line 7 and enter the result as a decimal (rounded to at least 3 places).
Do not enter more than “1.000” 8.           .8772  

9. Multiply line 3 by line 8. This is the nontaxable portion of your Ed IRA distributions from this 
account 9.              456  

10. Subtract line 9 from line 3 10.                64  

11. Did you check the box on line 28 of the form?
 If “Yes,” enter the amount from line 10 on line 14 and go to line 15.
 If “No,” go to line 12.

12. Divide line 4 by line 3 and enter the result as a decimal (rounded to at least 3 places).
 Do not enter more than “1.000” 12.           .7692  

13. Multiply line 10 by line 12 13.                49  

14. Subtract line 13 from line 10. This is the amount of taxa ou received 
from this account in 1999. Enter the result here and inc f Form 8606 14.                15  

15. Subtract line 9 from line 1. This is the basis in this Ed IR 2/31/99 15.                44  

The $64 on line 10 is the portion of the d ttributable to earnings. The $15 on line 14 is
the portion of the earnings that was not used education expenses.

NondeForm 8606
© See 

Department of the Treasury
Internal Revenue Service © Attach to Form 10
Name. If married, file a separate Form 8606 for each spouse who is requir

Home address (number and str

(99)

Linda Hand
Part IV

Before you begin, see page 6 if (1) the total E
$500, or (2) the beneficiary had more than one

27 Enter the total Ed IRA distributions (withdrawals) recei
within 60 days of receipt

28 Do you choose to waive any exclusion you may be en
expenses (see page 7 before answering)?

Yes. Check here © and enter -0-.
No. Enter your qualified higher education expenses

29 Taxable amount. Is line 28 equal to or more than lin
Yes. Enter -0-; none of your Ed IRA distributions are

No. Enter the total of the amounts from line 14 of th
your Ed IRA accounts. Also include this amount
Form 1040A, line 10b; or Form 1040NR, line 16

Distributions from Education (Ed) IRA

Note: If you have a taxable amount on line 29, you ma
7 for details, including exceptions to the additional ta

Copyrighted by the Board
This information was correct when originally publ
ble distributions y
lude it on line 29 o

A account as of 1

istribution a
for qualified 
OMB No. 1545-1007

ductible IRAs
separate instructions.

Attachment
Sequence No. 4840, Form 1040A, or Form 1040NR.

Your social security numbered to file Form 8606. See page 4 of the instructions.

Apt. no.eet, or P.O. box if mail is not delivered to your home)

19989

  (Example 25) 530   03   8606

d IRA contributions made for 1998 on behalf of the beneficiary are more than
 Ed IRA account for 1998.

ved in 1998. Do not include amounts rolled over

titled to for your 1998 qualified higher education

 for 1998.
e 27?
 taxable for 1998.

e worksheet on page 7 for each of
 in the total on Form 1040, line 15b;
b.

s

27

28

29

%

%
y be subject to an additional 10% tax. See page
x.

520

400

15

9
9

9

9

9
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10% Penalty for Taxable Withdrawal

Generally, the beneficiary must pay a 10% penalty tax on any taxable withdrawals from an Education
IRA. However, there are several exceptions to this rule. The beneficiary does not have to pay the 10%
penalty tax for the following withdrawals:

1. Withdrawals paid to a beneficiary (or to the estate of the designated beneficiary) on or after the
death of the designated beneficiary.

2. Withdrawals made because the beneficiary is disabled. The beneficiary is considered to be dis-
abled if he or she shows proof that he or she cannot do any substantial gainful activity because
of his or her physical or mental condition. A physician must determine that the beneficiary’s
condition can be expected to result in death or to be of long-continued and indefinite duration.

3. Withdrawals made because the beneficiary received a qualified scholarship, an educational
assistance allowance, or a payment for the beneficiary’s educational expenses that is excludable
from gross income to the extent the withdrawal is not more than the scholarship, allowance, or
payment.

4. Withdrawals included in income only because the beneficiary waived the tax-free treatment of
the withdrawal.

5. A return of an excess contribution (and any earnings on it) before the due date of the benefi-
ciary’s tax return (including extensions). If the beneficiary does not have to file a return, the
excess (and any earnings) must be withdrawn by April 15 of the year following the year of the
contribution.

Rollovers and Changes in Beneficiary

Amounts distributed from an Education IRA ject to income tax or the 10% penalty tax if
they are paid (within 60 days of the distributio r Education IRA for the benefit of the same
beneficiary or a member of the beneficiary’s fa
only once in each 12-month period endin
§530(d)(5)].

Similarly, no tax is imposed on a change o
is a member of the previous beneficiary’s fam

Members of the Beneficiary’s Family

The beneficiary’s spouse and the following in
ciary’s family:

1. The beneficiary’s child, grandchild, or 
2. A brother, sister, stepbrother, or stepsis
3. A son or daughter of the beneficiary’s b
4. The father, mother, grandfather, grand
5. A brother or sister of the beneficiary’s f
6. The beneficiary’s son-in-law, daughter

sister-in-law

Practitioner Note. Any income earned on t ntribution must be included in the benefi-
ciary’s gross income for the tax year the con  made.

Practitioner Note. There is no limit on 
period, and the change in beneficiary does
month-period limit.
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he excess co
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mily who is under age 30. This exclusion can be applied
g on the date of the payment of distribution [I.R.C.

f beneficiary of an Education IRA if the new beneficiary
ily and is under age 30 [§530(d)(6)].

dividuals (and their spouses) are members of the benefi-

stepchild
ter of the beneficiary
rother or sister

mother, stepfather, or stepmother of the beneficiary
ather or mother
-in-law, father-in-law, mother-in-law, brother-in-law, or

the number of changes in beneficiary in a 12-month
 not count as a rollover for purposes of once-in-a-12-

of Trustees of the University of Illinois.
shed. It has not been updated for any subsequent law changes.



1999 Workbook

20

Required Distributions

Beneficiary Reaches Age 30. The document that governs the Educational IRA must require the bal-
ance in the account to be distributed to the beneficiary within 30 days of the date on which the benefi-
ciary becomes 30 years old. [I.R.C. §530(b)(1)(E)] If the distribution is not made, the balance in the
account is deemed to be distributed to the beneficiary within 30 days after the date the beneficiary
becomes age 30 [I.R.C. §530(d)(8)]. The earnings portion of the distribution is included in the benefi-
ciary’s income and is subject to a 10% penalty tax.

Rollover or change in beneficiary. If the balance in the account is rolled over or the beneficiary is
changed to another member of the beneficiary’s family before the beneficiary turns age 30, there is no
deemed distribution when the original beneficiary turns age 30.

Example 26. Chuck Key has a $3,472 balance in his Education IRA on December 20, 2017, when he
will turn age 30. The $3,472 consists of $3,000 of contributions and $472 of income. If Chuck does not
transfer the account and the balance is not distributed to him, it will be treated as if it were distributed
to him on January 19, 2018. Chuck has no qualified higher education expenses in 2018. Therefore he
must include the $472 of earnings in his income on his 2018 tax return, as shown on the following Form
8606. He must also pay the 10% penalty tax on the $472, as shown on the following Form 5329.

OMB No. 1545-1007

Nondeductible IRAsForm 8606
© See separate instructions.

Department of the Treasury
Internal Revenue Service

Attachment
Sequence No. 48© Attach to Form 10 or Form 1040NR.

Your social security numberName. If married, file a separate Form 8606 for each spouse who is requir  See page 4 of the instructions.

Apt. no.Home address (number and str ail is not delivered to your home)

(99)

1998

Chuck Key 26) 530   25   8606

2018

Part IV
Before you begin, see page 6 if (1) the total Ed s made for 1998 on behalf of the beneficiary are more than
$500, or (2) the beneficiary had more than one or 1998.

27 Enter the total Ed IRA distributions (withdrawals) receiv t include amounts rolled over
within 60 days of receipt

28 Do you choose to waive any exclusion you may be enti
expenses (see page 7 before answering)?

Yes. Check here © and enter -0-.
No. Enter your qualified higher education expenses 

29 Taxable amount. Is line 28 equal to or more than line
Yes. Enter -0-; none of your Ed IRA distributions are 

No. Enter the total of the amounts from line 14 of the
your Ed IRA accounts. Also include this amount i
Form 1040A, line 10b; or Form 1040NR, line 16b

Distributions from Education (Ed) IRAs

Note: If you have a taxable amount on line 29, you may
7 for details, including exceptions to the additional tax

2018

2018
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Ed IRA account f

ed in 1998. Do no
tled to for your 1998 qualified higher education

for 1998.
 27?
taxable for 1998.

 worksheet on page 7 for each of
n the total on Form 1040, line 15b;
.

27

28

29

%
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 be subject to an additional 10% tax. See page
.

3,472

0

472

2018

2018
2018
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Example 27. If Chuck rolls the balance in his Education IRA over to an Education IRA for his sister
Mary Lou (age 25 in 2017) before December 20, 2017, he does not have to report any income or pay
any penalty tax. However, Mary Lou is then entitled to all of the money in the account.

Death of Beneficiary. The rules governing an RA must require the balance in the account
when the beneficiary dies to be distributed ays of the death of the beneficiary [I.R.C.
§530(b)(1)(E)]. If no distribution is made, the a ce is deemed to be distributed 30 days after
the date of death [I.R.C. §530(d)(8)].

The earnings portion of the distribut
§530(d)(4)(B)(i)]. However, it is subject to inc
family member of the beneficiary who treats t

Example 28. Assume Chuck Key from Exam
named as the successor beneficiary of his Ed
income on its first income tax return (Form 10

Example 29. If Chuck’s Education IRA (from
beneficiary, she can treat the Education IRA 
the 10% penalty tax as a result of Chuck’s dea

Effect on Exclusion of Interest from U.S. Savi

The amount of qualified higher education ex
savings bonds on Form 8815 is reduced by the
for distributions from an Education IRA [I.R.C

of
OMB No. 1545-0203Additional Taxes Attributable to IRAs,

Other Qualified Retirement Plans, Annuities,
Modified Endowment Contracts, and MSAs

5329Form

Department of the Treasury
Internal Revenue Service

Attachment
Sequence No. 29

(Under Sections 72, 530, 4973, and 4974 of the Internal Revenue Code)
� Attach to Form 1040. See separate instructions.

Name of individual subject to additional tax. (If married filing jointly, see page 2 of the instructions.) Your social security number

Home address (number and street), or P.O. box if mail is not delivered to your home Apt. no.

1999

Chuck Key (Example 26) 530   25   8606

2018

9/
Part II

you may have to include 25% of that amount on line 4 instead of 10%. See page 4.

55
6
7
8

6
7
8

Tax on Certain Taxable Distributions From Education (Ed) IRAs

Note: You must include the entire taxable amount of the distr ibution on Form 1040, line 15b.

Taxable distributions from your Ed IRAs, from Form 8606, line 30
Taxable distributions not subject to additional tax. See page 4
Amount subject to additional tax. Subtract line 6 from line 5
Tax due. Enter 10% (.10) of line 7. Also include this amount on Form 1040, line 53

Part III Tax on Excess Contributions to Traditional IRAs

Complete this part if you had a taxable amount on Form 8606, line 30.

472
0

472
47

Practitioner Note. The model trust account agreement (Form 5305-E) and the model custodial
account agreement (Form 5305-EA) provided by the IRS both give the grantor the option of
allowing the “responsible individual” (parent or guardian of the beneficiary) to change the benefi-
ciary of the account. If the responsible individual for Chuck’s account had that power, the respon-
sible individual could change the beneficiary nt to Mary Lou without Chuck’s consent.

Copyrighted by the Board 
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within 30 d
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 of the accou
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ion is not subject to the 10% penalty tax [I.R.C.
ome tax unless the distribution goes to the spouse or a
he distribution as his or her own Education IRA.

ple 26 died on November 15, 2017, and his estate was
ucation IRA. Chuck’s estate must include the $472 of
41). There is no 10% penalty tax on the $472.

 Example 28) names his sister Mary Lou as the successor
as her own. The income is not subject to income tax or
th, because Mary Lou is under age 30.

ngs Bonds

penses used to calculate the interest exclusion from U.S.
 amount of the expenses used to determine the exclusion

. §135(d)(2)].
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 PENALTY-FREE WITHDRAWAL FROM IRAS [I.R.C. §72(T)(2)(E)]

General Provisions

Beginning in 1998, taxpayers can withdraw money from an IRA (including the new Roth IRAs) with-
out paying the 10% premature distribution penalty if the money is used to pay qualified educational
expenses of the taxpayer, the taxpayer’s spouse, or any child or grandchild of the taxpayer or the tax-
payer’s spouse.

 Qualified educational expenses include tuition, fees, books, supplies, and equipment required for
enrollment or attendance at an educational institution. Certain room and board expenses are also qual-
ified educational expenses if the student is enrolled on at least a half-time basis. 

Limitations

Qualified educational expenses must be reduced by any scholarship or other payment (other than a gift
or inheritance) that is excluded from gross income by any provision in the Internal Revenue Code. For
example, a scholarship that is excluded under I.R.C. §117 or any employer educational assistance that
is excluded under I.R.C. §127 reduces qualified educational expenses.

Effect on Student Financial Assistance

A withdrawal from an IRA is treated as income for purposes of calculating a student’s need for finan-
cial assistance. Under that formula, a withdrawal by a parent is likely to decrease the student’s need-
based assistance by 47% of the amount withdrawn.

Example 30. If Ben and May withdraw $2,000 RA in 1999 to pay some of their daughter’s
qualified educational expenses, their daughter’  financial assistance is likely to decrease
by $940 ($2,000 × 47%) for the 2000-2001 scho

Ben reports the distribution on Form 5329, ow that he meets the exception to the pre-
mature distribution penalty.

Additional Taxe
Other Qualified Re
Modified Endowm

5329Form

Department of the Treasury
Internal Revenue Service

(Under Sections 72, 530, 497
� Attach to Form

Name of individual subject to additional tax. (If married filing jointly, see pag

Home address (number and stree

Ben  (Example

Proo
9/02

Tax on Early Distributions
Complete this part if a taxable distribution was
an education IRA), annuity contract, or modifie
distribution was incorrectly indicated as a taxa
Note: You must include the entire taxable amou

1 Early distributions included in gross income. For Roth
Early distributions not subject to additional tax. See pa
number from the instructions: 

2

Amount subject to additional tax. Subtract line 2 from3
4 Tax due. Enter 10% (.10) of line 3. Also include this a

Part I

Part II

Caution: If any part of the amount on line 3 was a dis
you may have to include 25% of that amount on line 4

08
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 1040. See separate instructions.
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 made from your qualified retirement plan (including an IRA other than
d endowment contract before you reached age 591⁄2. (If a non-taxable
ble distribution on your Form 1099-R, see page 3 of the instructions.)
nt of the distr ibution on Form 1040, line 15b or 16b.

 IRA distributions, see page 3 1

ge 3 and enter the appropriate exception
2
3 line 1

mount on Form 1040, line 53 4

tr ibution from a SIMPLE retirement plan,
 instead of 10%. See page 4.

2,000

2,000
0
0

 of Trustees of the University of Illinois.
ished. It has not been updated for any subsequent law changes.



1999 Workbook

1
1

DEDUCTION FOR INTEREST ON EDUCATION LOANS [I.R.C. §221; PROP. REG. §1.221-1]

General Provisions

Qualified education loan interest can be claimed as an adjustment to gross income beginning in 1998.
The adjustment is not an itemized deduction, so it can be claimed in addition to the standard deduction
or in addition to the itemized deductions.

Example 31. Bill Meelater paid $1,315 of qualified education loan interest in 1999. He reports the
$1,315 deduction on line 24 of the 1999 Form 1040, as shown below.

Qualified Education Loans. “Qualified educat
solely  to pay qualified higher education expe

1. Incurred on behalf of a student who is
the taxpayer at the time the indebtedn

2. Paid within a reasonable time before o
days before or after the academic term

3. Attributable to an academic period whe
rying at least a half-time workload)

4. Not paid on a loan from a related party
5. Not paid on a loan from a qualified em

Practitioner Note. Many taxpayers misunderstand this provision. The IRA withdrawal is not
excluded from income when it is used for qualifying educational expenses. Therefore, it is of no
benefit to taxpayers who have attained age 59½.

 The penalty exception is limited to IRAs—it does not apply to employer plans. Taxpayers who
take a distribution from a 401(k) plan must pay both the income tax and the premature distribution
penalty.

of
Department of the Treasury– Internal Revenue Service1040 U.S. Individual Income Tax Return

OMB No. 1545-0074For the year Jan. 1±Dec. 31, 1999, or other tax year beginning , 1999, ending ,

Your first name and initial Your social security number

(See
instructions
on page 18.)

L
A
B
E
L

Spouse's social security numberIf a joint return, spouse's first name and initial

Use the IRS

F
or

m

Label

IRS Use Only– Do not write or staple in this space.(99)1999

Bill Example 31) 221   30   1040

23IRA deduction (see page 25)23

Medical savings account deduction. Att 2525

One-half of self-employment tax. Attach

Self-employed health insurance deduct

26

27

Keogh and self-employed SEP and SIM

28

29

Adjusted
Gross
Income Moving expenses. Attach Form 3903

24 24Student loan interest deduction (see pa 1,315
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r after the indebtedness is incurred (generally, within 60
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n the student is an eligible student (degree candidate car-

 such as a parent or grandparent
ployer plan such as a 401(k) plan
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27

PLE plans

28

29

of Trustees of the University of Illinois.
shed. It has not been updated for any subsequent law changes.



1999 Workbook

24

Qualified Expenses. Qualified expenses are defined more broadly for purposes of qualified education
loan interest than for other education provisions. The cost of attendance includes transportation, mis-
cellaneous expenses, books, supplies, and room and board. The cost is reduced by nontaxable educa-
tional assistance.

Limitations

Dollar Limits. The deduction is limited to $1,000 in 1998, $1,500 in 1999, $2,000 in 2000, and $2,500
in 2001 and thereafter. 

Adjusted Gross Income Phase-out. The deduction is phased out ratably for taxpayers with modified
adjusted gross income between $40,000 and $55,000 ($60,000 and $75,000 for married individuals
who file a joint return). The Internal Revenue Service Restructuring and Reform Act of 1998 con-
formed the definition of modified adjusted gross income for student loan interest to the definition used
for the education credits.

Example 32. Rose Petal paid $1,800 in qualified education loan interest in 1999. She is single, and her
total income (line 22 of Form 1040) is $44,500. She made a $2,000 contribution to her IRA in 1999.
The maximum interest deduction of $1,500 is reduced to $1,250 because of the modified adjusted
gross income limitation, as shown on the following worksheet from the Form 1040 instructions.

Student Loan Interest Deductio Line 24 (keep for your records)

Caution: If you file Form 2555, 2555-EZ, or 4563, or you are e rom sources within Puerto Rico, skip lines 3 and 4 below and see
Pub. 970 to figure your modified AGI to enter on line 5 below

1. Enter the total interest you paid in 1999 on qualified stud
(defined on this page). Do not include interest that was r
be paid after the first 60 months

2. Enter the smaller of line 1 or $1,500

3. Enter the amount from Form 1040, line 22

4. Enter the total of the amounts from Form 1040, line 23, li
31a, plus any amount you entered on the dotted line next

5. Modified AGI. Subtract line 4 from line 3 
Note: If line 5 is $55,000 or more if single, head of house
widow(er) or $75,000 or more if married filing jointly, sto
take the deduction.

6. Enter: $40,000 if single, head of household, or qualifying
$60,000 if married filing jointly 

7. Subtract line 6 from line 5. If zero or less, enter -0- here a
skip line 8, and go to line 10

8. Divide line 7 by $15,000. Enter the result as a decimal (ro
three places)

9. Multiply line 2 by line 8

10. Student loan interest deduction. Subtract line 9 from line
here and on Form 1040, line 24. Do not include this amou
other deduction on your return (such as on Schedule A, C

Practitioner Note. The Internal Revenue Service Restructuring and Reform Act of 1998 added
the provision that the loan must be used solely for qualified education expenses. Consequently,
mixed-use loans do not qualify for the interest deduction.
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Rose reports the student loan interest deduction on line 24 of Form 1040, as shown below.

60-Month Limit. The deduction is also limite erest paid during the first 60 months in
which interest payments are required [I.R . Months during which the qualified educa-
tion loan is in deferral or forbearance do no
1(e)(1)].

Example 33. Ruby Ring has a student loan. 
graduate degree, but Ruby is not required to 
months after she graduates. Ruby’s 60-month

If Ruby voluntarily pays interest before s
deductible, since it is paid before the 60-mont

Suspension of 60-month period. After the 60-m
ing which interest payments are not required b
or forbearance  [Prop. Reg. §1.221-1(e)(3)]. H
the terms of the loan all three of the followin

1. Interest continues to accrue while the l
2. The taxpayer has the option of paying 
3. The taxpayer elects to pay the interest a

Example 34.  Everett Essence graduated from
monthly payments on his student loan in Nov
the qualified education loan deduction. In Au
full-time student. Under the terms of his unde
on his loan while he is a graduate student, but

of
Department of the Treasury– InternalRevenue Service1040 U.S. Individual Income Tax Return

OMB No. 1545-0074For the year Jan. 1±Dec. 31, 1999, or other tax year beginning , 1999, ending ,

Last nameYour first name and initial Your social security number

(See
instructions
on page 18.)

L
A
B
E
L

Last name Spouse's social security numberIf a joint return, spouse's first name and initial

Use the IRS

F
or

m

Label

IRS Use Only– Do not write or staple in this space.(99)1999

Rose Petal  (Example 32) 221   32   1040

o 0 0
22 Add the amounts in the far right column for lines 7 through 21. This is your total income © 22

23IRA deduction (see page 25)23

Medical savings account deduction. Attach Form 8853 2525

One-half of self-employment tax. Attach Schedule SE

26

Self-employed health insurance deduction (see page 28)

26
2727

Keogh and self-employed SEP and SIMPLE plans

2828

Penalty on early withdrawal of savings

2929

Alimony paid  b Recipient's SSN ©

32Add lines 23 through 31a

30

Subtract line 32 from line 22. This is your adjusted gross income ©

31a

Adjusted
Gross
Income

33

y ( g )

Moving expenses. Attach Form 3903

24 24

32

31a

Student loan interest deduction (see page 27)

30

33

44,500
2,000
1,250

3,250
41,250

Observation. If Rose had paid only $1,000 of qualified student loan interest, the AGI phase-out
rules would have reduced her deduction to  − ($1,000 × .167)).
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25

t count against the 60-month period [Prop. Reg. §1.221-

Interest accrues on the loan while she earns her under-
begin making payments of interest or principal until six
 period begins six months after she graduates.
he is required to make the payments, the interest is not
h period begins [Prop. Reg. §1.221-1(e)(5), Example 1].

onth period begins, it is suspended for any period dur-
ecause the borrower has been granted a deferment
owever, the 60-month period is not suspended if under
g occur:

oan is in deferment or forbearance.
the interest as it accrues or allowing it to accumulate.
s it accrues.

 college in May 1998 and was required to begin making
ember 1998. The interest on those payments qualifies for
gust 2000, Everett enrolled in a graduate program as a

rgraduate loan, Everett does not have to make payments
 he can elect to do so.
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If Everett makes the payments while he is a graduate student, the interest is deductible as qualified
education loan interest and the 60-month period is not suspended. If Everett does not make the pay-
ments, the 60-month period is suspended until he elects or is required to make payments.

Refinanced loans. If a taxpayer refinances a loan, the new and the previous loans are treated as one
loan for purposes of calculating the 60-month period [Prop. Reg. §1.221-1(h)(1)(i)].

Example 35. After making the required payments on her student loan for 20 months, Polly Esther took
out a new loan from another bank and used the proceeds of the new loan to pay off the original loan.
Polly has used up 20 months of the 60-month period and can deduct interest paid on the new loan for
only the next 40 months.

Consolidated loans. If two or more student loans are consolidated or collapsed into one loan, the 60-
month period for the new loan is the same as the 60-month period for the most recent loan.

Example 36. Otto Harp was required to make interest payments on a student loan from Last Chance
Bank at the time he borrowed the money in December 1997. He was required to make payments on a
student loan from his college beginning in November 1999—six months after he graduated. Otto bor-
rowed money from New Start Bank in June ed the proceeds to pay off both his student
loans. The 60-month period for the new lo n November 1999.

Late payments. A deduction is allowed for ents that were required in one month but
actually made in a subsequent month within t  period. No deduction is allowed for interest
paid after the 60-month period.

Loan origination fees and capitalized interest.
added to the principal of the loan (capitalized
of this rule, payments on a loan are allocated 

1. First, to newly accrued interest that is 
2. Second, to loan origination fees or cap
3. Third, to principal

Example 37. Sara Bellum took out a $10,000
she was in school. That interest was capital
$11,415 at the time she started making paym
required by the terms of her loan, in August 1

Int

August  $  
September  $  
October  $  
November  $  
December  $  

Total $3

Practitioner Note. If the loan is not issued or guaranteed under a federal loan program, the 60-
month period will be suspended only if the student meets one of the conditions for forbearance
under the federal student loan programs, such as half-time study at a post-secondary educational
institution, study in an approved graduate fellowship program, or economic hardship [Prop. Reg.
§1.221-1(e)(3)].

Copyrighted by the Board
This information was correct when originally publ
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interest paym
he 60-month
Loan origination fees and interest that is accrued and is
) are treated as interest when they are paid. For purposes
as follows:

due on the date of the payment
italized interest until such amounts are reduced to zero

 student loan on which $1,415 of interest accrued while
ized and added to the principal, resulting in a debt of
ents. She began making $226.03 monthly payments, as
999. Her loan amortization for 1999 is as follows:

erest Principal Balance

66.59 $159.44 $11,255.56
65.66 $160.37 $11,095.18
64.72 $161.31 $10,933.87
63.78 $162.25 $10,771.63
62.83 $163.20 $10,608.43

23.58 $806.57 
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Sara can deduct the $806.57 of principal payments as well as the $323.58 of interest payments
because accrued interest has been capitalized into the loan principal. She can continue to deduct prin-
cipal payments as qualified education loan interest until the $1,415 of capitalized interest has been
deducted.

Pre-1998 loans. If the loan repayment began before 1998, the 60-month period is used up by the
months in the repayment before 1998 even though interest for those months cannot be deducted. A
deduction is allowed only for that portion of the 60-month period that remains after December 31,
1997 [Prop. Reg. §1.221-1(e)(2)].

Dependents. A taxpayer cannot claim the deduction for a taxable year in which he or she is claimed
as a dependent on another taxpayer’s return [I.R.C. §221(c)]. Therefore, families should plan either to
have the parents take out the loan or to have the student be independent of the parents by the time the
interest is paid on the loans.

Example 38. Carrie Okey paid $1,000 of interest on student loans in 1999. Only Carrie is required to
make the payments. Carrie’s parents properly claim her as a dependent on their 1999 income tax
return. Neither Carrie nor her parents can deduct the $1,000 of interest on their 1999 income
tax return.

Married Taxpayers. If the taxpayer is marrie
return to claim the interest deduction [I.R.C. §

No Double Deductions. Interest cannot be de
able as a deduction under any other federal in

Effect on Student Financial Assistance

The interest deduction will reduce income th
the financial aid formula, the interest deductio
the next school year by 47% of the deduction 
if claimed on the student’s return.

Practitioner Note. Interest can be deducted only if the taxpayer is obligated to make the interest
payment.

Practitioner Note. Parents apparently have f forgoing the personal exemption deduc-
tion to allow their child to claim the qualif n loan interest deduction. While the pro-
posed regulation for the interest deduction licit on this issue as the Hope Credit and
Lifetime Learning Credit regulations, it doe dividual is not allowed a deduction under
section 221 for a taxable year if the individu dent (as defined in section 152) for whom
a deduction is claimed on another taxpaye ome tax return” (emphasis added).

Observation. For parents who can claim th
planning to forgo the personal exemption de
interest deduction on the student’s return, b
qualified education loan interest deduction.
student gains from this option if the parents
personal exemption deduction.
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d at the end of the tax year, he or she must file a joint
221(f)(2)].

ducted as qualified education loan interest if it is allow-
come tax provision [I.R.C. §221(f)(1)].

at is used to calculate a student’s financial need. Under
n is likely to increase need-based financial assistance for
if claimed on the parent’s return or 50% of the deduction

e full personal exemption deduction, it is rarely good
duction on the parents’ income tax return to claim the
ecause the personal exemption deduction exceeds the
 However, high-income parents may lose less than the
’ adjusted gross income phases out most or all of the
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Example 39. If Ben and May claim a $500 deduction for interest paid on a PLUS loan in 1999, their
daughter’s need-based financial assistance for the 2000–2001 school year is likely to be increased by
$235 ($500 × 47%).

CANCELLATION OF A STUDENT LOAN
Cancellation of indebtedness is generally taxable income. However, forgiveness of a student loan in
return for certain community service is tax-free.

Qualifying Loans

To qualify for tax-free treatment, the student loan must contain a provision that all or part of the debt
will be canceled if the student works for a certain period of time in certain professions for any of a
broad class of employers [I.R.C. §108(f)]. The forgiveness is tax-free if the student loan is later canceled
because the student agreed to this provision and performed the services required.

Such a loan must be made by one of the following:

1. The government—federal, state, or local, or an instrumentality, agency, or subdivision thereof
2. A tax-exempt public benefit corporation that has assumed control of a state, county, or munici-

pal hospital, and whose employees are considered public employees under state law
3. An educational institution, if the loan is made under either of the following:

a. An agreement with an entity described in (1) or (2) that provided the funds to the educational
institution to make the loan

b. A program of the educational insti  designed to encourage students to serve in
occupations or areas with unmet ne ere the services required of the students are
for or under the direction of a gove it or a tax-exempt section 501(c)(3) organiza-
tion (In satisfying the community se ment in (3)(b), the student must not provide
services for the lender organization

Refinanced Loan

If a taxpayer refinances a student loan with an
exempt organizations, that loan can also qua
both of the following conditions are met:

1. The loan assists the student in attendin
2. The loan is made under a program of t

(3)(b) above.

EXCLUSION FOR QUALIFIED STATE TU
Certain states and agencies maintain program
make contributions to an account to pay for f
program are not deductible, and withdrawals
the amount contributed to the program.

Observation. Since distributions are tax-fre
the beneficiary, this provision provides inco
does not provide an income exclusion.
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Qualified State Tuition Program

A qualified state tuition program:

1. Allows a person to
a. Buy tuition credits or certificates for a designated beneficiary who would then be entitled

to a waiver or payment of qualified higher educational expenses, or
b. Make contributions to an account that is set up to meet the qualified higher educational

expenses of a designated beneficiary of the account.
2. Requires all purchases or contributions to be made only in cash.
3. Prohibits the contributor and the beneficiary from directing the amount invested.
4. Allows a rollover or a change of beneficiary to be made only between members of the same

family.
5. Imposes a penalty on any refund of earnings that does not meet at least one of the following

conditions:
a.  The amount is used for qualified higher educational expenses of the beneficiary.
b. The refund is made because of the death or disability of the beneficiary.
c. The refund is made because the beneficiary received (and the refund is not more than) a

scholarship, a veterans’ educational assistance allowance, or another nontaxable pay-
ment (other than a gift, bequest, or inheritance) received for educational expenses.

Operational Overview

The definition of family member, qualified hig n expenses, and eligible educational institu-
tion are the same as those for Educational IRA

Distributions are allocated between return ly taxed contributions and taxable earnings
[I.R.C. §72(b)]. The tuition program establish n requirements. There is no tax penalty for
distributions that are not used for qualified  expenses, because the tuition program is
required to impose a penalty (item 5 above).

Taxable distributions are reported to the st m 1099G and should be included on line 21
of the student’s Form 1040.

Effect on Other Income Tax Provisions

Since there is no income exclusion, distributio
education credits or other benefits. Contributi
for the same child as contributions to state tui
proceeds from eligible U.S. savings bonds can

EDUCATION SAVINGS BONDS [I.R.C. §
Interest received on the redemption of qualif
the taxpayer pays qualified higher educationa
computed on Form 8815.

Qualified U.S. Savings Bonds

A qualified U.S. savings bond is a series EE bo
be issued either in the name of the taxpayer o
taxpayer must be at least 24 years old before t

Copyrighted by the Board 
This information was correct when originally publi
her educatio
s.
 of previous

es distributio
 educational

udent on For
29

ns from state tuition programs do not impact use of the
ons to Education IRAs cannot be made in the same year
tion programs. Distributions from Educational IRAs and
 be contributed to state tuition programs tax-free.

135]
ied U.S. savings bonds may be excluded from income if
l expenses during the redemption year. The exclusion is

nd issued after 1989 or a series I bond. The bond must
r in the names of the taxpayer and his or her spouse. The
he bond’s issue date.
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Qualified Expenses

Qualified higher education expenses include the following items paid for the taxpayer, the tax-
payer’s spouse, or a dependent for whom the taxpayer claims an exemption:

1. Tuition and fees required to enroll at or attend an eligible educational institution (Qualified
expenses do not include expenses for room and board or for courses involving sports, games,
or hobbies that are not part of a degree program.)

2. Contributions to a qualified state tuition program
3. Contributions to an education IRA

Expenses Reduced by Certain Benefits. Qualified higher educational expenses must be reduced by the
amount of any of the following benefits the student received.

1. Tax-free scholarships
2. Tax-free withdrawals from an education IRA
3. Any nontaxable payments (other than gifts, bequests, or inheritances) received for educational

expenses or for attending an eligible educational institution, such as
a. Veterans’ educational assistance benefits
b. Benefits under a qualified state tuition program
c. Tax-free employer-provided educational assistance

4. Any expenses used in figuring the Hope and Lifetime Learning credits

Amount Excludable

If the total proceeds (interest and princip qualified U.S. savings bonds redeemed dur-
ing the year are not more than the taxpayer igher educational expenses for the year, the
interest can be excluded. If the proceeds are he expenses, the taxpayer can exclude only
part of the interest.

To determine the excludable amount, mu erest part of the proceeds by a fraction. The
numerator of the fraction is the qualified hig
denominator of the fraction is the total procee

Modified Adjusted Gross Income Limit. The in
adjusted gross income is between $53,100 
returns). Modified adjusted gross income, for 
ified by adding back the following:

1. U.S. savings bond interest that is nonta
2. Adoption benefits received under an e
3. Foreign earned income of U.S. citizens
4. Housing costs of U.S. citizens or reside
5. Income from sources within Puerto R

Islands
6. Student loan interest

Claiming the Exclusion. Form 8815 is used t
Schedule B (Form 1040) or Schedule 1 (Form

Example 40. Lloyd and Melba Watson are t
and sophomore (fall semester) at Trinity Colle
$14,000. Her parents paid $9,000 of that am
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terest exclusion is phased out if the taxpayer’s modified
and $68,100 (between $79,650 and $109,650 for joint
purposes of this exclusion, is adjusted gross income mod-

xable because of qualified higher education expenses
mployer’s adoption assistance program
 or residents living abroad
nts living abroad
ico, American Samoa, Guam, or the Northern Mariana

o compute the exclusion. The exclusion is reported on
 1040A) and reduces taxable interest.

he parents of Laurie, who is a freshman (spring semester)
ge during 1999. Laurie’s total tuition expense for 1999 is

ount. Laurie receives a tax-free $5,000 scholarship from
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Trinity College for the balance of the tuition. Her parents claim her as a dependent on their joint 1999
return. The 1999 modified adjusted gross income of Lloyd and Melba is $101,000.

Lloyd purchased Series EE U.S. savings bonds in his name in 1990, when he was 28 years old. He
redeemed the bonds in January 1999. The proceeds from the redeemed bonds were $10,000 ($6,000
principal plus $4,000 interest). Lloyd did not report the interest as income as it accrued.

Question 1. How much of the $4,000 savings bond interest income is excludable on the joint 1999 return of
Lloyd and Melba?

Answer 1. $1,037, as shown on line 14 of Lloyd and Melba’s 1999 Form 8815 below.

Question 2. Where is the $1,037 exclusion entered on Lloyd and Melba’s 1999 return?

Answer 2. Line 3 of Schedule B (Form 1040).

Question 3. Are Lloyd and Melba eligible to claim the maximum $1,500 Hope Credit for Laurie’s 1999 college
expense?

Answer 3. No. Their modified adjusted gross income exceeds the phase-out range for the Hope
Credit. They cannot claim any Hope Credit for 1999.
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EXCLUSION FOR EMPLOYER-PROVIDE
Educational assistance benefits provided by a
tax-free, up to $5,250 each year.

Educational Assistance Program

To qualify as an educational assistance prog
requirements.

Proof as of

6/02/1999

OMB No. 1545-1173Exclusion of Inter est From Series EE and I
U.S. Savings Bonds Issued After 1989Form 8815

(For Filers With Qualified Higher Education Expenses)
© Attach to Form 1040 or Form 1040A.

Department of the Treasury
Internal Revenue Service

Attachment 
Sequence No. 57

Your social security numberName(s) shown on return

(a)
Name of person (you, your spouse, or your dependent) who
was enrolled at or attended an eligible educational institution

1 (b)
Name and address of eligible educational institution

If you need more space, attach a statement.

Enter the total qualified highe r education expenses you paid in 1999 for the pe rson(s) listed in
column (a) of line 1. See the instructions to find out which expense s qualify

2
2

Enter the total of any nontaxable educational benefits (such as nontaxable scholarship or
fellowship grants) received for 1999 for the pe rson(s) listed in column (a) of line 1. See instructions

3
3
4Subtract line 3 from line 2. If zero or less, stop. You cannot take the exclusion4

5 Enter the total proceeds (principal and interest) from all series EE and I U.S. savings bonds
issued after 1989 that you cashed dur ing 1999 5

6Enter the interest included on line 5. See instructions6

If line 4 is equal to or more than line 5, enter ™1.000. If line 4 is less than line 5, divide line 4
by line 5. Enter the result as a decimal (rounded to at least three places)

7
.37

8Multiply line 6 by line 78

9Enter your modified adjusted gr oss income. See ins9
Note: If line 9 is $68,100 or more if single or head 
$109,650 or more if married filing jointly or qualifying
You cannot take the exclusion.

10
Enter: $53,100 if single or head of household; $79,65
jointly or qualifying widow(e r)

10

Subtract line 10 from line 9. If zero or less, skip line
line 13, and go to line 14

11

Divide line 11 by: $15,000 if single or head of hou
qualifying widow(er). Enter the result as a decimal (r

12

Multiply line 8 by line 1213
14 Excludable savings bond inter est. Subtract line 1

Schedule B (Form 1040), line 3, or Schedule 1 (Form

(99)

1999

Lloyd and Melba Watson  (Example 40) 529   40   1040

Laurie Watson
Trinity College
San Antonio, TX 78212

9,000

0
9,000

10,000
4,000

900
3,600

101,000

79,650
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11
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Educational Assistance

Tax-free educational assistance benefits include payments by an employer for tuition, fees and similar
expenses, books, supplies, and equipment. The payments must be for undergraduate-level courses that
begin before June 1, 2000. The payments do not have to be for work-related courses. Educational assis-
tance benefits do not include payments for the following items.

1. Meals, lodging, transportation, or tools or supplies (other than textbooks) that the employee
can keep after completing the course of instruction

2. Education involving sports, games, or hobbies unless the education has a reasonable relation-
ship to the business of the employer, or is required as part of a degree program

3. Graduate-level courses that began after June 30, 1996, and are normally taken under a program
leading to a law, business, medical, or other advanced academic or professional degree

Benefit over $5,250

If an employer gives an employee more than $5,250 of educational assistance benefits during the year,
the amount over $5,250 is generally taxable. The taxable amount should be included in the wages
reported in box 1 of Form W-2. However, if the payments also qualify as a working condition fringe
benefit, all of the payments can be excluded from the employee’s wages. A working condition fringe
benefit is a benefit that, had the employee paid for it, the employee could deduct as an employee busi-
ness expense.

Expenses Paid with Benefits

Neither a deduction nor an education credit ed for qualified educational expenses if the
taxpayer received tax-free benefits under an e alified educational assistance program.

Dependents of Employer

Not more than 5% of the amount paid by the r educational assistance can be provided to
shareholders or owners who own more than
those shareholders or owners [I.R.C. §127(b)(3

PRACTITIONER QUESTIONS AND ANS

Question and Answer 1

Facts. The parents of a college student are d
dependent on his 1999 return, because he ha
because the father’s business has cash flow pro

Question. Who is entitled to claim the Hope Cred

Answer. The father is allowed to claim the cr
are treated as if she made a gift to the college s
by a student are treated as paid by the studen
parent [Prop. Reg. §1.25A-5(a)(1)].

Practitioner Note. This answer to the que
tion 14 on page 76 of the 1998 Income Tax W
returns based on information from IRS Pub
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 5% of the business or to the spouses or dependents of
)].

WERS

ivorced. The father is allowed to claim the student as a
s custody. The mother pays the college tuition in 1999,
blems.

it in 1999?

edit. The mother is a third-party payer, so her payments
tudent and the student paid the expenses. Expenses paid
t’s parent if the student is claimed as a dependent by the

stion was changed by the proposed regulations. Ques-
orkbook gave a different answer for 1998 income tax

lication 970.
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Question and Answer 2

Question. Can I take the Hope Credit for tuition only and use an Education IRA distribution for room and
board only and still have the Education IRA distribution be nontaxable?

Answer. No. A taxpayer can’t take the Hope Credit or Lifetime Learning Credit in any year that the
taxpayer receives a nontaxable Education IRA distribution.

Question and Answer 3

Facts. A student is finishing his second year at a junior college in the spring of 1999. He will enroll at
a four-year college starting his junior year in the fall of 1999. He has a 75% scholarship for tuition at
junior college (out-of-pocket tuition is only $200). The Lifetime Learning Credit will be greater for 20%
of the 1999 fall semester’s tuition at the four-year college.

Question. Can the student (or his parents) choose which education credit to take?

Answer. Yes. The student (or his parents) can choose which credit to take, but he does not have to
choose under these facts. Since he had not completed his sophomore year before the beginning of
1999, he is eligible to claim the Hope Credit for both his expenses at the junior college in the spring of
1999 and his expenses at the four-year college in the fall of 1999.

Question and Answer 4

Question. Can you take the Lifetime Learning Credit for college classes being deducted on Schedule C as business
expense?

Answer. No. You can’t take both the deduc dule C and the credit on Form 8863 for the
same expense [I.R.C. §25A(g)(5)].

Question and Answer 5

Question. Can parents who will be unable to ta
pay for her own first two years of college—or gift 
exemption deduction and get the Hope Credit on th

Answer. Yes, if the child provides more tha
exemption deduction and the Hope Credit.

Even if the parents pay for more than ha
claim their children as dependents, they can
would allow their children to claim the Hope
ents and the children. However, no one w
deduction.

Practitioner Note. The IRS could possibl
that the children provided over half of their

Observation. Benefits from either the pers
value only to the extent the student has ta
Small Business Problems chapter for more i
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Question and Answer 6

Question. If a child earns college credit while in high school and starts college in the sophomore year, does he or
she qualify for two years of Hope Credit or only one?

Answer. If the college credit was earned by taking college classes while in high school, the classes will
count as part of the two-year limit for post-secondary education. However, if the student is still classi-
fied as a sophomore after the fall semester, the Hope Credit can be claimed for the first fall semester of
college in one tax year and for the spring and fall semesters in the next tax year.

Example 1.  A student is awarded college credit for classes she took in high school and is classified as
a first-semester sophomore when she begins college in the fall of 1999. At the end of the semester, she
is classified as a second-semester sophomore. The Hope Credit can be claimed for her qualified
expenses in the fall of 1999 on her (or her parents’) 1999 income tax return. The Hope Credit can be
claimed for her qualified expenses in the spring and fall of 2000 on her (or her parents’) 2000 income
tax return, because she had not completed her sophomore year before the beginning of 2000.

If the college credits were earned by taking proficiency exams, they do not count as part of the two-
year limit for post-secondary education.

Example 2. A student is awarded college credit for advanced placement exams he took before he
entered college and is classified as a first-semester sophomore when he begins college in the fall of
1999. For purposes of the Hope Credit, the credits awarded by exam are not counted. Therefore,
assuming the student takes a normal course load in the fall of 1999 and the spring and fall of 2000, he
will still be a sophomore at the end of 2000. Consequently, if the Hope Credit is not claimed for his
expenses in the fall of 1999, the Hope Credit can be claimed for his expenses in the spring and fall of
2001 (as well as the spring and fall of 2000), is treated as not completing his sophomore
year prior to the beginning of 2001. 

Question and Answer 7

Facts. A student is enrolled in college. His p he tuition and room and board. The student
quits before the semester is completed.

Question. Are the parents entitled to claim either

Answer. Apparently yes. The expenses mu
[I.R.C. §25A(f)(1)(A)]. There is no requireme
#3 states that the “student must be enrolled 
tificate, or other recognized educational cred
Hope Credit and the Lifetime Learning Cred

Question and Answer 8

Facts. A student paid $8,000 in tuition and
nontaxable grants and scholarships.

Question. How much is eligible for the education

Answer. The excluded grants and scholarsh
eligible for the Hope Credit or Lifetime Learn
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at least half-time in a program leading to a degree, cer-
ential.” This eligibility requirement applies to both the
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 fees and $8,000 in other costs. She received $7,000 of
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Question and Answer 9

Facts. The expenses in the left-hand column were paid with the funds shown in the right-hand col-
umn:

Question. How much is eligible for the education credits?

Answer. The expenses eligible for the credits are calculated as follows:

Question and Answer 10

Question. Do Education IRA contributions need fore the end of the year?

Answer. Apparently yes. Contributions “f ble year” must not exceed $500 [I.R.C.
§530(b)(1)(A)(iii)]. There is no provision that ibutions for the taxable year to be made by
the due date of the return.

Question and Answer 11

Question. Does a $500 contribution to an Educ
tion to a traditional IRA or Roth IRA to $1,500 i

Answer. No. Contributions to an Education 
tional or Roth IRAs.

Question and Answer 12

Facts. A retired couple with less than $100,
children in 1998.

Question. Will the taxable portion of their conv
contribution to Education IRAs in 1998 if the taxa

Answer. Yes. Modified adjusted gross incom
and Education IRAs is adjusted gross incom
income from certain U.S. possessions exclude
includes the taxable portion of a traditional IR

Expenses: Paid with:
Tuition $3,000 School grant $1,000
Fees  500 Pell  Grant 2,000
Rm and bd 4,000 Student loan 4,000
Books  500 Out of pocket 1,000

Total $8,000 $8,000

Eligible expenses
Tuition $3,000
Fees  500 $3,500

Less grants  3,000

Eligible expenses for education credits $   500
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 to be made be

or the taxa
 allows contr
ation IRA by a parent reduce that parent’s allowable contribu-
nstead of $2,000 for that year?

IRA do not affect the $2,000 contribution limit for tradi-

000 in AGI established Education IRAs for their grand-

ersion of their traditional IRA to a Roth IRA disqualify their
ble portion causes their AGI to exceed $150,000?

e (AGI) for both the Hope and Lifetime Learning Credits
e plus foreign income excluded under I.R.C. §911 and
d under I.R.C. §§931 and 933. Therefore, modified AGI
A conversion to a Roth IRA.
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Question and Answer 13

Question. If the parents’ income is over $150,000, can a child contribute to his or her own Education IRA?

Answer. Yes. Anyone can contribute to an individual’s Education IRA.

Question and Answer 14

Question. A grandparent who wants to fund a grandchild’s college education wants to put money into her own
Roth IRA instead of an Education IRA in the child’s name, resulting in

1. Tax-free earnings
2. $2,000 contribution per year (not $500)
3. Grandchild’s lack of access to spend for frivolous items at 21 years
4. No effect on student financial aid

Is this a better way to save for a grandchild’s education?

Answer. Roth IRAs may be a better way for some taxpayers. Note the following about the four
advantages shown above:

1. The earnings that are distributed and used for higher education expenses are included in
income unless they are made
a. On or after the date on which the owner turns age 59½
b. On or after the death of the owner
c. Because the owner is disabled
d. For the purchase of a first home
Therefore, if none of the above require et, the earnings that are distributed and used
for higher education expenses will be s ome tax even though they are not subject to
the 10% penalty tax. Consequently, unl
tion is made, the Roth IRA provides ta

2. The comparison is $500 per grandchild
number of grandchildren and the num
qualify for Roth IRA contributions, the
tributed. Furthermore, the Roth IRA c
Education IRA contributions do not us

3./4. The question correctly notes that am
frivolous spending by grandchildren an
need-based student financial assistance

Question and Answer 15

Question. Will a withdrawal from an IRA to p
excluded from the 10% early withdrawal penalty? W

Answer. No to both questions. The distributi
alty only to the extent the taxpayer has qualifi
§72(t)(2)(E)].
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ess the grandparents are over age 59½ when the distribu-
x-deferred rather than tax-free income.
 to $2,000 per grandparent. Therefore, depending on the
ber of grandparents who have enough earned income to
 Education IRAs may allow a greater amount to be con-
an be used in addition to the Education IRA, since the
e up any of the $2,000 limit on Roth IRA contributions.
ounts in the grandparent’s Roth IRA are not subject to
d will not count as assets in the financial aid formula for

.

repay future higher education expenses for a son or daughter be
hat about using it to make payments on a student loan?

on is excluded from the 10% premature distribution pen-
ed higher education expenses for the taxable year [I.R.C.
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Question and Answer 16

Question. If you borrow money to fund a Qualified State Tuition Program, is the interest deductible?

Answer. No. To be qualified student loan interest, the loan must be attributable to education furnished
during a period when the recipient was an eligible student. Qualified education expenses must be
attributable for a period when the student is at least a half-time student.

Question and Answer 17

Question. Can a former student who has paid on a student loan for more than 60 months prior to 1/1/98 take
out a new loan in 1998 to pay off the old student loan and then deduct the interest on the new loan for 60 months?

Answer. No. Refinancing does not start a new 60-month period.

Question and Answer 18

Question. For unsubsidized Stafford Loans, for which interest must be paid while in school but the repayment
period does not begin until 6 months after graduation, is the deduction forgone if you are in school for 5 years (60
months)?

Answer. No. The 60-month period begins when payments are required to begin.

Question and Answer 19

Question. When does the 60-month student loa n and end in the case of a married couple filing
jointly when both spouses refinance their student lo g them together and one spouse has exhausted fully
or partially the 60 months?

Answer. The deduction is allowed only fo 0 months in which interest payments are
required by the original student loans of t and wife. Interest is not deductible after the
expiration of the 60-month period. Refinanc t loan after the 60-month period will not
extend the deductible period. However, a ded
nancing within the 60-month limitation peri
loans of a single borrower; husband and wife
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