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educational expenses above $3,000, 8 and 4, percent respectively.

C. Suggestions for Improvement

This opportunity was created by Congress to allow wealthier, non-
itemizing taxpayers a chance to deduct qualified educational expenses
that did not qualify under any other opportunity because their income is
too high. However, this opportunity does not apply to many wealthier
taxpayers, since the upper-income limitation of this provision and other
opportunities is relatively similar. For example, if the taxpayer had
qualifying educational expenses that qualified under the Hope Scholar-
ship Credit, with its upper-income limitation of $102,000 (i.e., mid- 27
percent tax bracket); and this provision, with its income limitation of
$130,000. This difference is relatively small since the benefits of section
222 only extend this opportunity to taxpayers in the bottom 30 percent
tax bracket. Income limitations found in other opportunities have their
upper-income limitation set to the upper-end of the income tax bracket.
Therefore, for reasons of consistency, the income limitation of this pro-
vision should be increased to around $180,000, which is near the upper-
end of the 30 percent tax bracket.

Alternatively, this deduction should be limited to taxpayers with ad-
justed gross incomes above $130,000, since Congress enacted this op-
portunity to benefit wealthier taxpayers, who are disqualified from other
opportunities. This would eliminate any confusion amongst taxpayers as
to which opportunity to claim for their educational expenses, since their
choice of opportunities is limited.

Since this opportunity overlaps with the ordinary and necessary
business deduction and may allow some taxpayers to lower the adjusted
gross income to qualify for additional opportunities, this deduction
should be made a below-the-line deduction to prevent wealthier taxpay-
ers from abusing this deduction. Perhaps the better solution is to elimi-
nate this opportunity altogether, since the income limitation is set rather
low and generally will not substantially allow a greater number of
wealthier taxpayers to claim this opportunity.

Section 529: Qualified Tuition Program

A. The Law'®

Introduction. There are two different types of Qualified Tuition

162 See generally IRS, supra note 26, 40-43 (2002) (defining Qualified Tuition Programs).
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Programs that qualify under this provision.'®® The first type of program
is where an individual'® purchases tuition credits on behalf of a desig-
nated beneficiary'® that entitles the beneficiary to waive the payment of
future qualified educational expenses'® at an eligible educational institu-
tion.'®” For the second type of program, an individual makes contribu-
tions to an account that is established for the purpose of meeting the fu-
ture qualified education expenses of the beneficiary at an eligible
educational institution.'® A state'® established and maintained program
may be of either type, but a program established and maintained by a
private educational institution must be of the first type.'”

Generally, the designated beneficiary is the student intended to re-
ceive the benefits of the Qualified Tuition Program.'”' The designated
beneficiary, however, may be transferred'”* to a family member'” once
the Qualified Tuition Program has been established.'’* Moreover, the
designated beneficiary may rollover the entire balance (i.e., including
accrued interest) of a Qualified Tuition Program into another one in his
name, or to a family member, to avoid tax on the accrued interest.'”

Limitations Applicable to this Provision. Contributions'’® to a
Qualified Tuition Program may only be made in cash, and the contribu-
tion limit varies by state law.'”” Unlike other opportunities, there are no
income limitations applicable to this provision.'”® The designated bene-
ficiary is not taxed on the accrued earnings credited of the account until

163 LR.C. § 529(b)(1)}(A) (West 2002).

164 An individual may represent more than one person under this provision. See I.R.C. §
529 (West 2002).

165 Id. § 529(b)(1)(A)(i).

166 Qualified Educational Expenses also include room and board and special needs ser-
vices. Id. § 529(e)(3)(A).

167 Id. § 529(e)(5).

168 Id. § 529(b)(1)(A)(ii).

169 An instrumentality of the state may also establish and maintain a Qualified Tuition Pro-
gram. /d.

170 L.R.C. § 529(b)(1)(A).

171 See id. § 529(c).

172 Transferred also includes rollovers into an IRA or Coverdell Educational Savings Ac-
count of the name beneficiary, to another family member. I.R.C. § 529(c)(3)(C) (West 2002).

173 Family member broadly includes dependents, grandchildren, stepchildren, siblings and
siblings-in-law, parents, parents-in-law, stepparents, step-parents-in-law, nephews and nieces, un-
cles and aunts, first cousins, and the spouse of any individual listed above. /d. at § 529(e)(2).

174 Id. § 529(c)(3)(C)(i).

175 Id. § 529(c)(3)(C)(ii).

176 Contribution may only be made in cash. /d. § 529(b)(2).

177 See id. § 529(b)(1).

178 See L.R.C. § 529 (West 2002).
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they are distributed.'”” Also, distributions for qualified educational ex-
penses are excluded from the gross income,'® unless there are excess
amounts which are assessed a ten percent penalty.'®' For example:

Sara’s parents opened a Qualified Tuition Program Account for her
that was maintained by the state. Her parents contributed $18,000 to
the account, and Sara has decided to withdraw $3,600 to pay $3,500 of
qualified educational expenses. The $3,600 distribution has earned
$1,200 of interest. Sara calculates her taxable portion of the distribu-
tion by the following fraction:'® the numerator is the qualified educa-
tional expense paid ($3,500), and the denominator is the total amount
distributed during the year ($3,600), multiplied by the total distributed
earnings ($1,200).'® Sara then subtracts the interest earned on the dis-
tribution ($1,200) from her tax-free earnings ($1,166), resulting in tax-
able income of $34.

In the case of a program maintained by a private educational insti-
tution, distributions are included in the beneficiary’s gross income that is
calculated by the following fraction:'®* the numerator is the total amount
of contributions received, and the denominator is the balance of the ac-
count before the distribution, multiplied by the distribution itself. Then
this result is subtracted from the distribution received.'® For example:

Adam is the beneficiary of Qualified Tuition Program Account main-
tained by a private institution. The balance of the account, before the
distribution, is $10,000, of which $7,500 is attributable to contributions
and $2,500 is attributable to earnings. Adam receives a distribution of
$4,000 that is used to pay for qualified educational expenses. Adam
calculates his taxable earnings using the following formula:'® the nu-
merator is the amount of contributions received ($7,500), and the de-
nominator is the balance of the account before any withdrawals have
been made ($10,000), multiplied by the amount of the distribution
(84,000). Adam then subtracts the amount of the distribution ($4,000)
from his return of capital as calculated by the fraction above ($3,000),
resulting in taxable income of $1,000.

179 See id. § 529(c)(1).

180 /d. at § 529(c)(3)(B).

181 /d.

182 The taxable portion is calculated as follows: [(total distribution earnings received) -
([total distributed earnings received X (qualified educational expenses paid/total distribution amount
received)])). : .
183 The calculation is as follows: ([($3,500/$3,600) X $1,200] = $1,166 of tax-free earn-
184 This fraction only applies to distributions made before 2004. Id. § 529(c)(3)(B)(iii).
185 LR.C. § 529(c)(3)(B).
186 The formula is calculated as follows: (84,000 — [$4,000 X ($7,500/$10,000)]= $1,000).

ings).
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Limitations Applicable to this Provision. The double benefit limita-
tion applies to this provision.'®’

B. The Analysis

Although this opportunity does not reduce the tax liability of the
taxpayer (i.e., beneficiary), it does provide an incentive for the taxpayer
to prepare in advance for future educational expenditures by investing in
a savings plan that taxes accrued interest at a minimal level. Essentially,
section 529 will reduce the out-of-pocket costs of an education with the
interest component of the investment at a minimal taxable gain. Unlike
most other opportunities, there are no income limitations applicable to
contributors, and the maximum contribution amount varies by state law.
Further, any individual may contribute to a Qualified Tuition Program
for the benefit of the beneficiary. The benefits of this provision vary ac-
cording to the timing of the distribution, interest earned and educational
costs, although they far exceed the other opportunities. For example, a
beneficiary with excess distribution amounts may rollover those amounts
into another Qualified Tuition Program for himself or another family
member without the recognition of taxable income. It is theoretically
possible for a single Qualified Tuition Program to have an infinite dura-
tion (albeit that the name of the beneficiary changes) that has the ability
to pay all of the qualified educational expenses for generations of family
members. :

The only drawback of this provision is that it requires large
amounts of initial capital to earn enough accrued interest to cover the
full amount of a post-secondary education. Even with limited means,
however, it is possible for the beneficiary to reduce his educational costs
if he establishes an account many years before it is required for his edu-
cational expenses.

C. Suggestions for Improvement

For reasons of consistency, a yearly contribution limitation of
$2,000 should be enacted as is applicable to individual retirement plans
and in Coverdell Educational Savings Accounts. Alternatively, the
Qualified Tuition Program could be amended to include primary and
secondary educational institutions without yearly contribution limits for
the reasons cited in the next section. Also, see Section 530: Coverdell
Educational Savings Account for further analysis of this opportunity.

187 See generally 1.R.C. § 529 (defining Qualified Tuition Programs).
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Section 530: Coverdell Education Savings Account

A. The Law'®

Introduction. All taxpayers'® may establish a Coverdell Educa-

tional Savings Account to finance the qualified educational expenses'
of a designated beneficiary'®' enrolled at an eligible educational institu-
tion, but not all taxpayers may be able to contribute to one.'”? Taxpay-
ers'”®> may contribute up to $2,000 each year to a Coverdell Educational
Savings Account if their adjusted gross income is less than $220,000."
Contributions are gradually reduced by two percent for each $300 that
the adjusted gross income of the taxpayer exceeds $190,000,'> which
leads to a contribution of zero if adjusted gross income exceeds
$220,000."% For example:

Paul and Grace are married, file a joint tax return, and open a Cover-
dell Account for their daughter. Their adjusted gross income is
$200,000. To figure their yearly contribution limit, they multiply the
yearly contribution limit ($2,000) by the following fraction:'”’ the nu-
merator is their adjusted gross income ($200,000), minus the lower
limit of the income limitation ($190,000). The denominator is $30,000,
which is the range of incomes for the phase-out period ($220,000 -
$190,000). They then subtract the yearly contribution limit ($2,000)
from the result obtained by the fraction above (3666.67) to calculate
their maximum allowable contribution ($1,333.33).

Limitations Applicable to this Provision. A contributor may not

188 See generally IRS, supra note 26, 29-34 (2002) (defining Coverdell Education Ac-
counts). -

189 All Taxpayers includes married taxpayers filing separately. See L.R.C. § 530(a)(1)
(West 2002).

190 Qualified Educational Expenses also include uniforms, room and board, transportation,
and special needs services. /d. § 530(b)(2).

191 1d. § 530(b)(1).

192 An Eligible Educational Institution also includes primary and secondary schools. /d. §
(b)(2X(A).

193 This includes the designated beneficiary as well. LR.C. § 530(b) (West 2002).

194 For Single Taxpayers, the amount is $110,000. Additionally, any organization, corpora-
tion, partnership, trust, or rollovers may contribute to a Coverdell Educational Savings Account,
without the applicable income limitations. /d. § 530(b)(1)(A).

195 For Single Taxpayers, the amount is reduced by one percent for each $150 above
$95,000. Id. § 530(c). .

196 For Single Taxpayers, the amount is zero if their income exceeds $110,000. See id.

197 The calculation is as follows: [$2,000 X [(AGI — lower limit) / range of incomes] -
$2,000].
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claim a deduction for any contributed amounts.'”® Additionally, yearly
contributions cannot exceed $2,000,'” without the beneficiary being as-
sessed an additional six percent penalty tax.”®® Further, distributions in
excess of the qualified educational expenses are included in gross in-
come without penalty.”®' For example:

Gordon receives an $850 distribution from a Coverdell Educational
Savings Account to which $1,500 has been contributed, and had a pre-
distribution balance of $1,800. He uses the $850 distribution to pay for
$700 of qualified educational expenses. He calculates the taxable por-
tion of the distribution by the following formula:*** the numerator is
the total contributions in the account ($1,500) and the denominator is
the total balance in the account before the distribution ($1,800), and
then multiplies it by the amount withdrawn ($850).2° This result
($708) is subtracted from the total amount distributed ($850).** Then
this result ($142) is multiplied by another fraction, where the numera-
-tor is the qualified educational expense paid ($700) and the denomina-
tor is the total amount distributed from the account (8850).2% This re-
sult (§117) is then subtracted from the previous fraction amount
($142),2% resulting in $25 that must be included in his gross income.

Lastly, the double benefit limitation applies to this exception.

B. The Analysis

Although this opportunity does not reduce the tax liability of the
taxpayer (i.e., beneficiary), it does provide an incentive for the taxpayer
to prepare in advance for future educational expenditures by investing in
a savings plan that taxes accrued interest at a minimal level. Essentially,
a Coverdell account is similar to a section 529 plan but taxable gain on
the investment receives less favorable treatment. The greatest benefit of
this opportunity is that distributions may be used for primary, secondary
and post-secondary educational institutions.

198 See id. § at 530(d)(1) - (2).

199 Id. § 530(b)(1)(A).

200 See id.

201 /d. § 529.

202 The calculation is as follows: [[distribution amount X (total contributions / total balance
before distribution)} minus total distributions made] X [(qualified educational expenses / total dis-
tribution amount) minus [distribution amount X (total contributions / total balance before distribu-
tion)] minus total distributions made]].

203 The calculation is ([$1,500/ $1,800] X $850 = $708).

204 The calculation is ($850 - $708 = $142).

205 The calculation is ([$142 X ($700 / $850) = $1177]).

206 The calculation is ($142 - $117 = §25).
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C. Suggestions for Improvement

There are many overlaps amongst a Coverdell Educational Savings
Account, an Individual Retirement Plan and a Qualified Tuition Pro-
gram. However, there is a distinct difference between a Coverdell and a
Qualified Tuition Program, that is - a Coverdell is limited to lower-
income taxpayers because of the income limitations applicable to con-
tributors that are non-existent for Qualified Tuition Programs and Indi-
vidual Retirement Plans. It is similar to an Individual Retirement Plan in
that there is a $2,000 yearly contribution limitation, which is not appli-
cable to a Qualified Tuition Program. Another major difference between
a Coverdell and the other two provisions is that distributions may also be
used for primary and secondary educational expenses, which is inappli-
cable to the other two provisions.

An Individual Retirement Plan was originally enacted to provide
the taxpayer with funds necessary for his retirement. It became an educa-
tional opportunity by default when Congress decided to allow its funds
to be used for educational costs. It is therefore not an educational sav-
ings plan in the same sense as a Coverdell or a Qualified Tuition pro-
gram, since its original purpose was for retirement and not education.
Moreover, distribution amounts are taxed at the marginal rate of the tax-
payer, and excess distributions are assessed an additional ten percent
penaity tax, whereas a Qualified Tuition Program is only taxed at a per-
centage of excess distributions.

Qualified Tuition Programs and Coverdell Educational Savings Ac-
counts were specifically created by Congress to provide taxpayers with
the funds necessary for future educational expenses. Both allow for the
tax-free accrual of interest, until the funds are withdrawn. However, the
amount of taxable gain on that interest is calculated differently. A Quali-
fied Tuition Program only taxes accrued interest on excess distribution
amounts, whereas a Coverdell taxes a percentage of the entire distribu-
tion. Ultimately, a Qualified Tuition Program results in lower taxable
gain on accrued interest than does a Coverdell Account. Additionally, a
Qualified Tuition Program does not have income limitations applicable
to its contributors, and there is no $2,000 yearly contribution limit as is
found in a Coverdell.”” Therefore, a Qualified Tuition Program is more
beneficial to the taxpayer as an educational saving plan, than a Coverdell
because it provides more flexibility for investing at more favorable tax
rates.

207 The maximum yearly contribution amount for a Qualified Tuition Program is governed
by state law. See LR.C. § 529(b)(1) (West 2002).
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Considering these points, the best means to improve this opportu-
nity is to repeal it since the Qualified Tuition Program provides more
flexibility for investing, less taxable gain on interest, and is conceptually
similar. Further, the Qualified Tuition Program should be amended to
include primary and secondary educational institutions, thus making the
Coverdell Account completely obsolete.

IV. TAX REDUCTIONS AND SURVEYS

Part 1V is divided into two sections: Tax Reductions and Surveys.
The first section tries to establish which taxpayer qualifies for a majority
of the educational opportunities by looking solely to the income limita-
tions applicable to each opportunity with the aid of a control test exam-
ple. From the result of this example, another control test example is em-
ployed to determine which one of the educational provisions results in
the lowest tax liability for this taxpayer. The second section examines
the results obtained from the local CPA survey and from the informal
poll to see which provisions are actually being claimed by all taxpayers
and why.

A. Tax Reductions

Introduction. In order to determine which of the twelve educational
opportunities provides the greatest tax reduction and to which taxpayer,
it is first necessary to define the phrase “Greatest Tax Reduction.” For
purposes of this article, the greatest tax reduction will result in the low-
est tax liability for the taxpayer as an incentive to enroll in a post-
secondary educational institution. In other words, the “greatest tax re-
duction” is the amount of subsidization the federal government is willing
to provide the taxpayer to obtain a post-secondary education without di-
rectly funding his education.

First, in order to determine which taxpayer qualifies for the largest
number of the opportunities, a control test example is employed that
looks solely to the income limitations of each opportunity and compares
those limits to the example taxpayer’s gross income (herein “ETP”). For
example, ETP1 has a gross income of $28,850 which represents the ten
percent income tax bracket.?®®

208 ETP2 represents the 15% bracket with a gross income of $63,550; ETP3 represents the
27% bracket with a gross income of $129,700; ETP4 represents the 30% bracket with a gross in-
come of $188,800; ETP5 represents the 35% bracket with a gross income of $323,900; and ETP6
represents the 38.6% bracket with a gross income of $323,901.
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For the second control test example, the ETP1** has paid qualify-
ing educational expenses of $1,359, and his gross income is $28,850.%'°
Further, for reasons of simplicity, the amount of the distribu-
tion/proceeds for sections 135, 529, and 530 is $1,400. Of this amount,
$924 represents the corpus of the investment and $476 represents the in-
terest component of the distribution. Also for sections 529 and 530, the
taxpayer has contributed $15,000 into his savings account, and has a pre-
distribution balance of $18,000. This test example will apply to every
opportunity, except for sections 108, 170 and 221. These provisions do
not provide an educational opportunity in the same sense as the other
provisions, since they are not incentives to obtain a post-secondary edu-
cation. Instead, these provisions provide an exclusion for taxable in-
come, a deduction for student loan interest, or a deduction for a charita-
ble contribution as an educational incentive. These provisions may lower
a taxpayer’s tax liability, but not necessarily encourage them to acquire a
post-secondary educational.

Finally, this part will conclude with which taxpayer, at what tax
bracket and at which educational institution, will ultimately benefit from
the opportunities provided by the Tax Code.

Control Test Example 1. As stated above, this control test example
looks solely to the income limitations of each educational opportunity, to
determine which taxpayer at what income tax bracket qualifies under a
majority of the twelve opportunities. All data referred to in this section is
listed in Appendix Six (“Qualifiers”). _

Taxpayers in the ten percent and fifteen percent tax brackets qualify
for all twelve educational opportunities. Next with eleven, are the
twenty-seven percent tax bracket taxpayers. Lastly, are the remaining
three tax brackets that still qualify for seven out of the possible twelve
provisions. These results demonstrate that Congress has engineered a
system of educational opportunities that provides the greatest tax reduc-
tion to lower-income taxpayers. This result is consistent with Congress’
intent behind the enactment of each educational opportunity to provide
lower-income taxpayers with the greatest number of incentives to ac-
quire a post-secondary education.

Control Test Example 2: The Hope Scholarship Credit®'' provides

209 This taxpayer is used for the second control test example because the first control test
example established that the 10 and 15 percent taxpayers qualify for all twelve opportunities.

210 The $28,850 amount is the highest gross income before the taxpayer is pushed into a
higher tax bracket.

211 For purposes of this test, the Lifetime Learning Credit actually equaled the Hope Schol-
arship Credit. However, as soon as educational expenses exceed $1000, the Hope Scholarship
Credit provides the greater benefit of the two credits.
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ETP1 with the greatest tax reduction to enroll in a post-secondary insti-
tution because his tax liability reduces to zero. This result is logical be-
cause a tax credit is directly applied to the tax liability of the taxpayer. In
this case, the example taxpayer has a base tax liability of $1,200 minus
an educational credit of $1,359, which results in a tax liability of zero.?!?
Next, the tax deduction provisions of sections 162 and 222 each reduce
his tax liability by $136 to $1,064.2"* Again, this result is logical since a
deduction reduces the adjusted gross income of the taxpayer before the
calculation of tax liability. The exclusion provisions of 117 and 127 did
not lower the taxpayer’s tax liability, which is consistent with an exclu-
sion provision since taxable income is neither increased nor decreased
under an exclusion provision. Surprisingly, the mechanics of sections
135" and 529°"° only increase tax liability by $14 to $1,214. Unlike
section 530, sections 135 and 529 do not factor in pre-distribution ac-
count balances and contribution amounts, which ultimately results in a
lower taxable gain for the taxpayer. Section 530'° increases tax liability
by $35 to $1,235, for the reason just cited. Finally, section 72*' in-
creases the tax liability by $235 to $1,435. Section 72 was not originally
designed to provide for future educational costs, but rather for retire-
ment; and therefore, accrued interest is taxed at the marginal rate of the
taxpayer, plus an additional 10 percent penalty for excess contribution
amounts.

In summary, the ranking of these provisions, from best to worst, is
as follows: credits (i.e., 25A), deductions (i.e., 162 and 222), exemptions
(i.e., 117 and 127), and savings plans (i.e., 135, 529, 530 and 72). From
a tax perspective these results are logical in that a credit reduces overall
tax liability, a deduction lowers taxable income, an exemption excludes
taxable income, and a savings plan provides a method of future invest-
ment at a reduced tax rate for accrued interest. Any other result would be
inconsistent with current tax policy and ideology.

Conclusion. The taxpayer that ultimately benefits from all of the
educational provisions provided by the Tax Code is the taxpayer in the

212 Under section 25A, the amount of the educational credit cannot reduce tax liability be-
low zero.

213 It must be noted that section 222 is an above-the-line deduction, whereas section 162 is
a below-the-line deduction. Therefore, these two deductions will not normally produce the results
obtained in this control test example in a practical setting.

214 The calculation for 135 is: [$476 - [$476 X [$1,359/81,400] = $462]] = $14.

215 The calculation for 529 is: [$476 [$1,359/$1,400] X $476 = $462] = $14.

216 The calculation for 530 is: [[[$15,000/$18,000] X $1,400 = $1,167] - [$1,167 X
[$1,359/81,400] = $1132]] = $35.

217 The calculation for 72 is: [[10% X (81,400 - $1,359)] + [{$28,850 + $1,400] X 10% tax
bracket rate = $1,431]) = $1,435.
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ten percent tax bracket.”'® This taxpayer qualifies under all twelve of the
educational provisions, and may be able to reduce his overall tax liability
by the greatest amount if he chooses the Hope Scholarship Credit for the
first two years of his post-secondary education. If the taxpayer then
chooses to continue with his education past two years, his tax liability
will be lower under the Lifetime Learning Credit than under any other
opportunity. This result is consistent with Congress’ purpose behind the
enactment of all of the educational provisions, which was to provide
lower-income taxpayers with an incentive to obtain a post-secondary
education. However, Qualified Tuition Programs provide an even greater
benefit to all taxpayers that can afford to invest into one because it al-
lows for tax-free accrual of interest that is eventually taxed at a favorable
rate when its withdrawn for educational expenditures.

B. Surveys

The statistical data used in this article was obtained by questioning
five CPAs in the greater Boston area’'® on how many of their clients are
utilizing the opportunities provided by the Tax Code, and their reasons
as to why certain sections were used more frequently than others. From
this survey information, a statistical analysis was conducted using a 95
percent confidence interval to roughly determine the total number of
taxpayers using each section.”’ The results of which are contained in
Appendix Seven.

In summary, this survey shows that the more frequently used provi-
sions of the Tax Code are (in the following order): section 162 (ordinary
and necessary business deduction); section 25A (Lifetime Learning
Credit); section 72 (traditional IRAs); and section 221 (interest of educa-
tional loans deduction). A possible explanation for these provisions be-
ing used more frequently than others is that they offer the most flexibil-
ity, in terms of future financial planning, and more taxpayers qualify
under these provisions according to a majority of the CPAs questioned.
Another possibility is that taxpayers are only aware of these educational
provisions.

To determine if this is a correct assumption, an informal poll was
conducted in downtown Boston. One hundred people were asked the fol-

218 The 15 percent taxpayer substantially benefits from all the educational opportunities as
well, but exceptions apply.

219 Although more than five CPAs were asked to participate in the survey, many declined
citing feigned confidentiality issues. See also Appendix Seven infra.

220 The 95% Confidence Interval equals = P % = £ 1.96 X V[P X 1 — P)/ N, where P% =
percent of sample group, and N = total sample size.
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lowing four questions: (1) what income group are you in; (2) what is the
highest level of education that you have completed; (3) which of the fol-
lowing tax provisions are you aware of; and (4) which of the following
tax provisions have you taken.*' The results of this poll are in Appendix
Eight. The questionnaire used for this poll is in Appendix Nine.

The results of the poll demonstrate that as the level of income in-
creases, the taxpayer’s awareness of the different educational opportuni-
ties also increases.””> Moreover, as the level of education and subsequent
income level rise, the ability of these individuals to qualify for these op-
portunities declines.””> The 25A, 72; 162, and 221 provisions were
known by at least 75 percent of the taxpayers questioned. The average
awareness of all of the educational provisions was 55 percent. Therefore,
it may be concluded that sections 25A, 72, 162, and 221 were more fre-
quently chosen over the other educational provisions because a greater
number of taxpayers were aware of them. Alternatively, it may be ar-
gued that these sections were taken more often than other provisions be-
cause more taxpayers qualified under them. According to the poll re-
sults, 60 percent of taxpayers qualified under 25A, 72, 162, and 221
actually took the deduction. For reasons of comparison, of all the tax-
payers that qualified under all twelve educational provisions, only 33
percent of them claimed the opportunity available to them.

Conclusion. The results of both polls point out that sections 25A,
72, 162 and 221 are the most frequently claimed by the taxpayers sur-
veyed and known amongst these taxpayers. However, the polls also
demonstrate that there is a general lack of awareness amongst the lower-
income taxpayers as to what opportunities exist for them.

V. CONCLUSION

Generally, the educational opportunities provided by the Tax Code
either reduce the tax liability of the taxpayer or allow accrued interest to
help defray educational costs at a minimal taxable gain. Other opportuni-
ties simply exclude amounts from the gross income of the taxpayer. The
major drawback of these opportunities is that they are generally limited
to taxpayers below the 30 percent income tax bracket. Yet, when it is

221 Since there is a large concentration of academic institutions, and most individuals are of
salary wages, the results of this poll might be higher than what would ordinarily been seen in the
rest of the nation. Additionally, the current attention on sections 25A, 529 and 530 by financial in-
stitutions lately, may have increased the awareness levels of these sections on low to middle-income
taxpayers.

222 See infra Appendix Eight.

223 1d.
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considered that the purpose of these opportunities is to provide a tax in-
centive for lower-income taxpayers to acquire a post-secondary educa-
tion, while limiting the ability of higher-income taxpayers to claim any
of them, it may be concluded that Congress was highly successful in
achieving this result. This article has demonstrated that taxpayers in the
ten percent income tax bracket benefit the greatest from all of the oppor-
tunities provided in the Tax Code. However, there are problems with
these opportunities. ‘

First, the informal polling survey demonstrates that there is a direct
relationship between income and awareness of the opportunities. For ex-
ample, lower-income taxpayers are less likely to know of which oppor-
tunities are available to them. Further, when the CPA survey is com-
pared with the results of the informal poll it is apparent that taxpayers
are only claiming the opportunities that are most familiar to them. Of
course, it may be stated that they are aware of these opportunities be-
cause they are claiming them. Clearly, Congress and the Internal Reve-
nue Service must do a better job of informing lower-income taxpayers of
the various opportunities that are available to them.

Second, a number of provisions provide similar benefits but are
taxed differently. For example, Qualified Tuition Programs and Cover-
dell Educational Savings Accounts both provide the taxpayer with a
planning incentive for future educational expenditures, but distributions
from Coverdell Accounts result in higher taxable gain for the taxpayer.
Moreover, Coverdell Accounts have income limitations applicable to its
contributors and a yearly contribution limit, which are non-existent for
Qualified Tuition Programs. For reasons cited in Part IV, Qualified Tui-
tion Programs are better educational plans than Coverdell, therefore
Congress should repeal the less favorable Coverdell.

Third, there is a redundancy of similar benefits provided by several
different opportunities. For example, both the ordinary and necessary
business deduction and the qualified tuition deduction provide a deduc-
tion for qualified educational expenses. However, the Qualified Tuition
Deduction is a maximum $3,000 above-the-line deduction open to all
taxpayers whose adjusted gross income is under $130,000, but no such
rules apply to the ordinary and necessary business deduction. Congress
could simply eliminate this redundancy by limiting all business educa-
tional expenses to the qualified tuition deduction. This would prevent
wealthier taxpayers from using the Qualified Tuition Deduction to lower
their adjusted gross income, thus allowing them to claim other opportu-
nities previously unavailable to them because of their high income.

Finally, the Tax Code could level the playing field between lower
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and higher-income taxpayers by limiting the choice of opportunities to
only credits, exclusions and savings plans. As this article has pointed
out, a credit is the most beneficial opportunity to lower-income taxpay-
ers, since they generally do not have the financial means to invest in an
educational savings plan. This credit would be limited to lower-income
taxpayers with existing income limitations. An exclusion opportunity
benefits both lower and higher-income taxpayers by excluding scholar-
ship amounts from gross income. Since most scholarships are either fi-
nancial-need or academic-merit based, this opportunity would neither
punish lower-income taxpayers who might not have the means to pay
additional tax on scholarship amounts, nor punish wealthier taxpayers
who have earned a merit based scholarship with additional tax. Although
an educational savings plan tends to favor wealthier taxpayers who have
the financial means to invest for future educational costs, it does not
equate to being a windfall for only the rich. An educational savings plan
could contain yearly contribution limits, to prevent wealthier taxpayers
from placing large amounts of cash into an account to allow accrued in-
terest to pay for all future educational costs. This would eliminate the
ability of wealthier taxpayers to solely use accrued interest to pay for all
of their educational costs, while lower-income taxpayers do not have
that option available to them.

In spite of these issues, the Tax Code provides many opportunities
for lower-income taxpayers to acquire a post-secondary education in the
form of a credit, deduction, exemption or savings plan. For taxpayers
with limited funds, tax credits are the most beneficial opportunity avail-
able to them. As for wealthier taxpayers, savings plans are the most
beneficial opportunity, since they are generally prohibited from claiming
other educational opportunities.

http://ideaexchange.uakron.edu/akrontaxjournal/vol18/iss1/1

38



Salimbas: Educational Opportunities for Taxpayers

2003] EDUCATIONAL OPPORTUNITIES 39
- APPENDIX ONE: 25A Analysis E
Hope Scholarship Credit
Educational Cost TPt TP2 TIP3 TP4
Gross Income $28,850 $59,346 $82,000 $102,000
$ 1,359.00
Base Tax $ 1,200 $ 5774 $11,387 $ 16,787
TaxwiCredit $ 218 4,595 $ 10,207 $ 16,787
TaxReduction  __  _ 98% o 20%  10% - 0%
$ 3,506.00
Base Tax $ 1,200 $ 5774 $11,387 $ 16,787
Taxwi/Credit % -8 _. 4274 5 9887 § 16,787
TaxReduction . o 100% i 226% 13% . 0%
$ 8,961.00
Base Tax $ 1,200 § 5774 $11,387 $ 16,787
Tax wiCredit $ -8 4274 $ 9,887 $ 16,787
TaxReduction ~ "’ 100% T26%  13% 0%
$ 15,531.00
Base Tax $ 1,200 § 5774 $11,387 $ 16,787
Tax w/Credit $ - 8 .. 4274 $ 9887 $ 16,787
%Tax Reduction 100%  iimee o 26%  513% 0 0%
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Lifetime Learning Credit
Educational Cost | TP1 TP2 TIP3 TP4
Gross Income $28,850 $59,346 $82,000 | $102,000
$ 1,359.00
Base Tax $ 1200 |% 5774 | $ 11,387 | $ 16,787
Tax w/Credlt $ 928 |% 55031% 11,1151 % 16,787
o roduation . e el HO‘.’};
$ 3,506.00 ] '
Base Tax $ 1,200 | % 5774 | $ 11,387 | $ 16,787
Tax wiCredit |8 4993 5073 | $ 10,685 |$ 16,787
Tax Reduction o 58%' . ’ W v 12% “6% Of/g
B Rl e 1eho LB
Base Tax $ 1,200 9% 5774 |$ 11,387 | $ 16,787
Tax wiCredit $ 2008 4774 | $ 10,387 | $ 16,787
Tax Reduction 83% 17% 9% 0%
s 1sssion L LIk LR
Base Tax $ 1,200 $ 5774 | $ 11,387 | $ 16,787
Tax wiCredit $ 2001(8% 4774 | $ 10,387 | $ 16,787
T Rodontior” B O
APPENDIX TWO: 135 Analysis
TP1 IP2 IP3 TP4
Gross Income $ 28,850 | % 59,346 | $ 86,400 | $ 116,400
Base Tax $ 1200(% 5774 |% 14897 |$ 20675
Tax w/oDeduction $ 1650|% 6224 |$ 15707 |$ 21,485
Tax w/Deduction $ 1275|% 5849 |8% 15032 21,485
Tax Reduction 23% 6% 4% 0%
E. Cost = $7,500
Proceeds = $9,000
Principal = $6,000
Interest = $3,000
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'APPENDIX THREE: 162 Analysis

Educational Costs TP1 TP2 TP3 TP4
Gross Income $ 28,850 | $ 59,346 | $ 188,800 | $ 323,901
$ 1,359 )
Base Tax $ 1200(% 5774|3% 41996 |$ 89,280
Tax w/Deduction | $ 1064 |3 5571 |$ 41588 |$ 88,805
TocRodueton L im awwm
$ 3,506
Base Tax $ 1200(% 5774 |$ 41996 |$ 89,280
Tax w/Deduction B $ 849 |§ 5249 (3% 40944 ($ 88,054
TaxReduction ; LB %% ¥ A%
Base Tax $ 1200($ 5774 |$ 4199 |$ 89,280
Tax w/Deduction $ 304 |$ 4430 % 39307 (% 86,145
TaxReduction L 7% 2% . we%.l . 4%
' $ 15,531
Base Tax $ 1200(% 5774 |$ 41996 |$ 89,280
Tax w/Deduction $ - $ 3445|% 37336|% 83845
TaxReduction. ... - 100%-.  -40% - -A1% 6%

~_APPENDIXFOUR: 221 Analysis

IP1 IP2 IP3 IP4
Gross Income $ 28850 $ 59,346 | $ 100,000 | $ 130,000
Base Tax $ 1200(% 57743 16247 |$ 24,356
Tax w/iDeduction $ 900 $ 5324 |% 15437 |$ 24,356
Tax Reduction _ 2% 8% 5% 0%
Interest = $3,000
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APPENDIX FIVE: 222 Analysis

Educational Costs TP1 TP2 TIP3 TP4
Gross Income $ 28850 | % 59,346 | $ 130,000 | $ 140,000
$ 1,359
Base Tax $ 1200($ 57741 24431]|$% 27431
Tax w/Deduction $ 1064 |% 5571 |8 24047 |$ 27431
TaxReduction 1% 4% 2% 0%
$ 3,506
Base Tax $ 1200|% 5774 % 2443113 27431
Tax w/Deduction $ 849($ 5324 |% 23400 (% 27431
T;x Reductior , o i uz g% o e -
$ 8,961.00
Base Tax $ 1200($ 5774|% 24431 |$ 27,431
Tax w/Deduction $ 849 |$ 5324 |$ 23400 |% 27431
TaRodwton | am w  aw  ow
$ 15,531
Base Tax $ 1200|% 5774 ($ 24431 |% 27431
Tax w/Deduction $ 849 |$ 5324 |% 23400 |% 27,431
Tax Reduction o 29% 8% 4% 0%

APPENDIX SIX: Qualifiers

Provision: |25A | 72108| 117 127| 135|162 170| 221) 222 529| 530

Totals:
Taxpayer:

0% X X X X X X X X X X X X = 12
s X&.,_.»_M_\.s( lx IM)_(_T:MIX,.._ : l‘x . !XIX 1X IX IXWI ‘5(““"“”‘“ -
27% XX X X (X X X X [X X |X 11
30% XX X |X X X X 7
35% X [X X |X X X X 7
38.60% X X X |X X X X 7
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APPENDIX SEVEN: CPA Survey
. Confidence
Contact person | Doneghey | Withheld Hale Withheld | Withheld : AVERAGES ; Interval
Sec 25A; Hope 5.00% 12.00% 2.00% 1.00% 1.00% | Y4.20% " 14.2% % 1.24%
Sec 25A: Lifetime 10.00% 20.00% 2.00% 3.00% 1.00% 7.20% ;7.2%:& 1.6%
Sec 72 30.00% 0.00% 0.00% 0.00% 0.00% 6.00% '6.0% £ 1.5%
Sec 108 1.00% 0.00% 0.00% 0.00% 0.00% : 020% 0.20%*0.3%
Sec 117 1.00% 15.00% 0.00% 0.00% 0.01% | "3.20% - :3.2%%0.29%
Sec 127 1.00% 0.00% 0.00% 0.00% 0.00% 0.20%  0.20% £ 0.20%
|Sec 135 1.00% 0.00% 0.00% 0.00% 0.00% “0:20%# 10.20% # 0.30%
Sec 162 40.00% 20.00% 30.00% 60.00% 90.00% 48.00% 48% 3.1%
Sec 170 0.00% 0.00% 0.00% 0.00% 0.00% 0:00% -, :0.0%  0.0%
Sec 221 10.00% 10.00% 2.00% 0.00% 0.00% 440% 44%+1.2%
Sec 222 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%  :0.0% %0.0%
Sec 529 1.00% 0.00% 0.00% 2.00% 10.00% 2.60% 2.6%£0.01%
Sec 530 5.00% 1.00% 0.00% 0.00% 0.00% 1.20% 12%+0.70%
TPsdon't | TPsdont | TPsdont | TPsdon't | TPsdont & - : E
qualified qualified qualify qualify qualify . ¢
because of | because of | because of | because of | because of | :
income income income income income o
CPAs' Reasoning limitations | limitations limitations | limitations | limitations : :
APPENDIX EIGHT: Informal Survey
CODE SECTION PERCENTAGE AWARE PERCENTAGE TAKEN
§ 25A 100% 80%
§72 10% 10%
§ 108 3% 1%
§117 97% 87%
§127 9% 3%
§ 135 84% 16%
§ 162 98% 84%
§170 1% 0%
§ 221 91% 67%
§ 222 0% 0%
§ 529 90% 30%
§ 530 78% 20%
TOTALS:
Selected Provisions . ., 5 "% . 60%
All Provisions o 55% 33%
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~_ APPENDIX NINE: Informal Poll Questionnaire

1) What income group do you fall within?

o under 20Ka 20-40Ka 40-60Ko 60-80Kao 80-100Ka 100K plus
2) What is the highest level of education that you have completed?

o high school o two-year collegen four-year collegen graduate school
3) What Tax credits, exemptions, and deductions are you aware of?

o Charitable Contribution Deduction for hosting international students (§
170)

a Coverdell Account/Educational IRA (§ 530)

o Discharge of Indebtedness Income Exemption (§ 108)

o Educational Assistance Programs (§ 127)

0 Hope/Lifetime Credit (§ 25A)

o IRA (§ 72)

o Ordinary and Necessary Business Deduction (§ 162)

o Personal Interest Deduction (§ 222)

o Qualified Tuition Programs/529 U-plan (§ 529)

o Scholarship and Fellowship Grant Exclusion (§ 117)

o Student Loan Interest Deduction (§ 221)

0 US Bond Interest Deduction (§ 135)
4) What tax credits, exemptions, and deductions have you taken?

a Charitable Contribution Deduction for hosting international students (§
170)

a Coverdell Account/Educational IRA (§ 530)

a Discharge of Indebtedness Income Exemption (§ 108)

o Educational Assistance Programs (§ 127)

o Hope/Lifetime Credit (§ 25A)

o IRA (§ 72)

o Ordinary and Necessary Business Deduction (§ 162)

o Personal Interest Deduction (§ 222)

0 Qualified Tuition Programs/529 U-plan (§ 529)

a Scholarship and Fellowship Grant Exclusion (§ 117)

o Student Loan Interest Deduction (§ 221)

o US Bond Interest Deduction (§ 135)
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Code
Section

Maximum Ex-
clusion Amount

Limited by Another Code Section

25A-Hope
25A- Life-
time

100% for first
$1,000, 50% of next
$2,000 = $1,500 per
student of the tax-
payer

20% for first $5,000
= §5,000 per tax-
payer

Hope is allowed for the first two years, once
elected for a post secondary school.

Educational expenses. Both the Hope and Life
Credit are reduced by any 117 (scholarship)
amounts received, by any educational assistance
program, and by any payment that is excludable
under any law of the United States.

Waiver of 10% pen-
alty for early with-
drawals

Not applicable

108

Unlimited

Not applicable

117-for
degree
117-
nondegree

Degree: Unlimited
up to the cost of the
educational ex-
penses, and em-
ployment perform-
ance.

Non-degree: $300
per month up to 36
months = $10,800
(83,600 per year)

Reduced by the double benefit limitation.

First $5,250 paid

Not applicable

Unlimited up to the
cost of the educa-
tional expenses or
$15,000 ($30,000 for
a joint return)

Amount of exclusion is reduced when the tax-
payer’s adjusted gross income exceeds $40,000
(860,000 for joint) in the taxable year. It is further
reduced by amounts that have reduced the educa-
tional expenses by sections 117, educational assis-
tance allowance, any payment that reduces the
educational expense,’* any payment, waiver, or
reimbursement made 529 and 530. It is further
reduced by any amounts considered excludable
under 25A.

Unlimited up to the
cost of the educa-

tional expense
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$50 per month for

each student residing
at the taxpayer’s
home for a total of
$600 per year per
student

Not applicable

[Vol. 18

$2,500

The amount of exclusion is reduced by a ratio
when the taxpayer’s adjusted gross income ex-
ceeds $50,000 ($100,000 in the case of a joint re-
turn). Further, the exclusion amount is reduced by
any educational expenses paid (and claiming an
exclusion) using 25A, 127, 135, 529, and 530.

$3,000

Reduced by the double benefit limitation.

Unlimited for
amounts used to pay
educational expenses

Any educational expenses paid using (and claim-
ing an exclusion for) 25A, 530 reduces the amount
excluded. Also, excess distributions amounts not
used for educational expenses are included in
gross income. Further, any excess amounts of con-
tributions per year are included in gross income.

Up to $2,000 per
year deduction for
only cash contribu-
tions.

Excess amounts above educational expenses are
includable in gross income. Further reduced by
any educational expenses claimed under any other
provision.
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