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I. INTRODUCTION

During the past twenty years, both the importance and cost of a college
education has increased significantly. The bachelor's degree has
effectively replaced the high school diploma as a requisite to successfully
enter the job market. Salary discrepancies based upon educational level
have grown increasingly large over the past twenty years.' The cost of
higher education is roughly nine times greater than it was in the early
1970s. 2 Families and students find it increasingly difficult to afford the
cost of higher education. Indeed, higher education now represents a greater
percentage share of family income than ever before. The Taxpayer Relief

1. In 1975, a high school graduate earned 64% of the salary of a college graduate. See THE
COLLEGE BOARD, TRENDS INCOLLEGE PRICING 20 (1999). In 1997, the number fell to only 57%.
The discrepancy is even greater when comparing a high school graduate with an advanced degree
holder. See id. In 1975, a high school graduate earned 47% of the income of an individual with an
advanced degree. See id. In 1997, that percentage fell to 36%. See id
2. See id. at 7.
3. Since 1971, the cost of attendance at a four-year public institution has risen, as a
percentage of family income, from 42% to 61% for families with low income, and from 13% to
17% for families with middle incomes. See id at 15. Similarly, since 1971, the cost of attendance
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Act of 1997 (TRA 1997) signified the first comprehensive attempt to
address these issues through tax incentives. While it contains a number of
methods for assisting taxpayers with educational expenses, it fails to meet
its goal of providing meaningful and actual relief to low- and middleincome students and families.
In Part II, this Article will discuss the need for a change in how the tax
system views individual educational expenses. Part III will examine the
tax incentives available for education before the TRA of 1997. Part IV will
analyze the educational tax provisions enacted as part of the TRA 1997
and argue that they fail to meet the goal of providing significant assistance
to families in paying for higher education, particularly those with low- and
middle-incomes. Finally, Part V will conclude by proposing several
significant changes to the tax code that would produce more substantial
and meaningful education tax incentives for families and move closer to
achieving the ideal tax treatment of post-secondary education expenses.
II. CHANGING THE TAX SYSTEM'S TRADITIONAL
VIEW OF EDUCATIONAL EXPENSES

A. The TraditionalPersonal/Business
Borderline in Tax Policy
The tax system classifies all expenses made by individuals in terms of
their prevailing purpose, either business or personal.4 Although this
classification often proves difficult to make, operation of the tax system
depends on such distinctions. "Business expenses must necessarily be
deductible if the income tax is to be imposed on 'income."'" Personal
expenses must not be deductible, for "if they were allowed, the individual
tax base could be eliminated through expenditures on personal living items
and the notion of a tax on economic gain would be abandoned." The tax
code, therefore, operates on the premise that it can differentiate between
business and personal expenses. The difficulty with this assumption arises
in drawing a line that is meaningful, equitable, and administrable.

at a four-year private institution has risen as a percentage of family income, from 91% to 162% for
families with low income, and from 29% to 44% for families with middle incomes. See id. In
contrast "[s]ince 1979, the bottom three quintiles (fully sixty percent) [of families] have seen only
modest growth in their real incomes." Education and Training Tax Provisions of the
Administration's Fiscal Year 1998 Budget Proposal: Hearings Before the House Ways and Means
Committee, 105th Cong. 105-79 (1997) (statement of David A. Longanecker, Assistant Secretary
for Postsecondary Education).
4. MARVIN A. CHRELSTEm, FEDERAL INcOME TAXATION 95-97 (8th ed., 1997).
5. See id. at 95.
6. Id. at 166-67.
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Sections 162 and 212 of the tax code attempt to draw such a line by
allowing deductions only for ordinary expenses incurred in business or
other profit-seeking activities. Further, Section 262 of the tax code
expressly disallows a deduction for any "personal, living, or family
expenses."' Despite this seemingly clear exclusion, the United States
Congress has allowed deductions for certain personal expenses.9 These fall
into three primary categories. First, taxpayers may deduct involuntary and
unexpected expenses that represent a significant portion of the taxpayer's
income including such expenses as medical bills and personal casualty
loss."0 Second, deductions are allowed for activities that "Congress wishes
to encourage and subsidize"" such as charitable contributions and home
mortgage interest. 12 Third, state and local taxes may be deducted by
individual taxpayers, although this category has been limited to income,
personal, and real property taxes."
Traditionally, educational expenses have not been included in any of
these categories of allowable personal deductions. For instance, the Tax
Court has upheld the classification of education as a personal, nonbusiness expense.' 4 In Carrollv. Commissioner,a police officer sought to
deduct college expenses incurred during his employment. 5 In denying the
deduction, the Court explained that
[m]illions of people must secure a general college education
before they commence their life's, employment, and it is
generally accepted that obtaining such education is a personal
responsibility in preparing for one's career ....

[Further, a

college education] broadens one's understanding and
increases his appreciation of his social and cultural
environment .... Although such an education may have been

helpful in his employment, securing it was a personal6
responsibility, and it provided extensive personal rewards.'
B. Education as Both a PersonalandBusiness Expense

Prior to the TRA 1997, taxpayers could deduct educational expenses
in only two instances; if they were spent to maintain or improve skills used
7. See id. at 96.

8.
9.
10.
11.

I.R.C. § 262(a) (2000).
CHmRELSTEIN, supra note 4, at 96.
See id. at 166.

Id.
12. See id. at 166-67.
13. See id at 167.

14. See Carroll v. Commissioner, 51 T.C. 213 (1968), aft'd, 418 F.2d 91 (7th Cir. 1969).
15. See id.
16. Id. at 216.
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by the taxpayer in an existing trade or business or if the taxpayer's current
employment required such education. 7 The cost of education to obtain
new skills, especially those leading to a degree, could not be deducted by
taxpayers because the tax code treated them as purely personal
expenditures. 8 This also held true for professional education, such as
legal, medical, business, and dental despite the arguably business nature
of the degree.' 9
[Such] educational expenditures ...
are personal expenditures
or constitute an inseparable aggregate of personal and capital
expenditures and, therefore, are not deductible as ordinary
and necessary business expenses even though the education
may maintain or improve skills required by the individual in
his employment or other trade or business or may meet the
express requirements of the individual's employer or of
applicable law or regulations.20
But are virtually all educational expenses "an inseparable aggregate of
personal and capital expenditures?"'" Consider the engineering student
who takes courses in physics as well as in literature and arts. Seemingly,
the literature and arts courses do not provide the student with skills that
she will use as an engineer and, presumably, any benefits obtained from
such courses are personal in nature.22 The code could simply recognize
expenses for courses related to the student's major. This, however,
becomes quite complicated in the case of a History major who takes ajob
not directly related to her major field. Determining which courses would
count as business expenses and which would count as personal expenses
becomes a difficult, if not impossible, question. The complexity of line
drawing, as well as the administrative burden entailed, have precluded the

17. See Treas. Reg. § 1.162-5(a) (1999).
18. See id.
19. See CHIRELSTEIN, supranote 4, at 124. The Internal Revenue Service classifies education
which is necessary to meet the minimum educational requirements for a particular profession as
personal expenses. See Treas. Reg. § 1.162-5(b)(2) (1999).
20. Treas. Reg. § 1.1 62-5(b)(1) (1999).
21. See id.
22. This presumption, however, is debatable. Virtually every undergraduate college and
university requires all students, regardless of their major field, to take courses in the arts, sciences
and humanities as part of their general education. For instance, Harvard College explains its Core
Curriculum as "an attempt to say what it means to be broadly educated today... It is in this sense
an introduction to the requirements for a vigorous life of the mind in the twenty-first century. As
such the Core Curriculum is part of a larger, continuous effort to make a Harvard undergraduate
education useful, engaging, and enlivening." HARVARD UNIVERSITY, INTRODUCTIONTO THE CORE

CURRICULUM, A GUIDE FOR FREsHMEN 3 (1999).
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use of course distinctions as a means for recognizing business-related
educational expenses.23
Many scholars have suggested that the tax code treat educational
expenses as an investment in human capital.24 Under this theory, a
taxpayer could deduct the cost of education as a business expense, thereby
treating all education as business-related whether or not it constitutes a
new trade or business for the taxpayer.2" The idea that higher education
represents an investment, however, is not new. It "was one of the original
grounds for creation of student loan programs."26 The skills and knowledge
acquired by the individual through higher education increases his or her
value to labor markets.27 "Education facilitates the acquisition of new
skills and knowledge that increase productivity. This increase in
productivity frees up resources to create new technologies, new
businesses, and new wealth, eventually resulting in increased economic
growth."2' Human capital represents an investment that produces
beneficial results for the economy.29
As with any capital investment, higher education involves both costs
and benefits.3° The costs to the individual include forgone wages, which
constitute the largest component of investing in education, as well as
outlays for tuition, fees, books, room, board and other educational
expenses.3 Societal costs result from individuals not participating in the
work force and from amounts spent on student aid programs.32

23. See CHIRELSTEIN, supra note 4, at 124-25.
24. Many commentators have examined the idea of education as human capital. See David
S. Davenport, Education and Human Capital:Pursuingan Ideal Income Tax and a Sensible Tax
Policy, 42 CASE W. REs. L. REv. 793 (1992); Joseph M. Dodge, TaxingHuman CapitalAcquisition
Costs - Or Why Costs ofHigher Education Should Not Be Deducted orAmortized, 54 OHIO ST.
L.J. 927 (1993); Clifford Gross, Tax Treatment of Education Expenses: Perspectivesfrom
Normative Theory, U. CHI. L. REV. 916 (1988); J. Timothy Philipps & Timothy G. Hatfield, Uncle
Sam Gets the Goldmine - Students Get the Shaft: Federal Tax Treatment of Student Loan
Indebtedness, 15 SEToN HALL LEGIS. J. 249, 288 (1991).
25. It has also been suggested that the tax code treat professional education as costs to be
amortized by the taxpayer. See CHIRELSTEIN, supra note 4, at 125. The Ninth Circuit Court of
Appeals, however, ruled in Sharonv. Commissioner,78-2 USTC 9834 (9th Cir. 1978), that § 262
precluded the amortization of college, law school and bar review expenses.
26. Philipps, supra note 24, at 288.
27. See JOINT ECONOMIC COMMITTEE, 106th Cong., INVESTMENT INEDUCATION: PRIVATE
AND PUBLIC RETuRNS 1-3 (Joint Comm. Print 2000).
28. Id.at 3.
29. See id.
30. See NATIONAL CENTER FOR EDUCATION STATISTICS, THE CONDITION OF EDUCATION
1998, ECONOMIC AND OTHER OUTCOMES OF EDUCATION 98.

31. See id. at 4.
32. See JOINT ECONOMIC COMMITTEE, supra note 27, at 1.
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The benefits of investing in human capital have positive effects on both
the individual and society. In addition to the cultural enrichment obtained
as part of the education, the individual also experiences increased levels
of compensation" in addition to higher quality employment.34 Moreover,
society also benefits from an investment in human capital." Higher levels
of education "increase[] labor force participation, decrease[ the
' These factors
probability of unemployment, and decrease[] job turnover."36
all provide stability for the labor market. Further, human capital has a
positive effect on economic growth. 7 Additionally, because educated
workers are less likely to suffer unemployment, they are also less likely to
depend on welfare or other public assistance programs.3"
Educated adults are also more likely to participate in civic activities,
such as voting and involvement with community organizations.39 This
contributes to a stable democratic society. Educated individuals make
better "mothers, fathers, children, voters, and citizens." ° Additionally, a
higher level of education in a particular community positively effects
crime reduction." The significant individual and societal benefits from
increased levels of education support investing in human capital as a
means of achieving public good.
C. The Ideal Tax Treatment of
Post-Secondary EducationalExpenses
Because the personal and business aspects ofpost-secondary education
are inextricably linked, individual expenditures cannot be easily
segregated into either category. Given the significant benefits obtained by
the individual and society from higher education, the tax code should, as
a matter of public policy, provide incentives for post-secondary education
expenses. The tax code should cease making any distinctions between
"work-related" and "personal" education. The tax code should also provide
incentives for individuals and families to save for and obtain a postsecondary education. These incentives should provide a uniform,
straightforward system by which students and families receive meaningful
and effective educational assistance.

33.
34.
35.
36.
37.
38.
39.
40.
41.

See THE COLLEGE BOARD, supra note I and accompanying text
See JOINT ECONOMIC COMMITTEE, supra note 27, at 1-5.
See id. at 1-2.
Id. at 5.
See id. at 7.
See NATIONAL CENTER FOR EDUCATION STATISTICS, supra note 30, at 99.
See id.
JOINT ECONOMIC COMMITTEE, supra note 27, at 7.
See id. at 8.
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Specifically, the code should provide four forms of incentives for
higher education. First, it should provide a significant and practical vehicle
for parents and family members to save for their children's college
education. Second, the code should provide refundable tax credits for postsecondary educational expenses that adequately reflect a student's cost of
attendance. Third, it should allow a deduction for interest paid on student
loans for the life of the loan. Fourth, all gifts, scholarships, fellowships,
loan forgiveness, and other assistance received by a student should be
excluded from gross income to the extent they represent no more than the
student's cost of attendance. Further, for simplicity, predictability, and
administrability all provisions of the code should reference a uniform set
of definitions.
Wile achieving this ideal may be difficult, the TRA 1997 represents
a serious step forward. Building upon this foundation, each of the tax
code's educational provisions can, and should be, expanded to effectuate
meaningful tax assistance for low- and middle-income families. In Part
IV, I propose several specific changes and expansions that will bring the
tax code closer to the ideal treatment of post-secondary educational
expenses.

III.

TAX TREATMENT OF EDUCATIONAL EXPENSES PRIOR TO

1997

Although the TRA 1997 represents a revolution in tax incentives for
higher education, the Internal Revenue Code previously provided some
preferential treatment to higher educational expenses. These generally
provided for the deduction of clearly business related educational
expenses, the exclusion from income of scholarships and loan forgiveness
and the use of the residence interest deduction.42 In each of these cases,
clear lines existed to distinguish business from non-business educational
expenses.
A. Work-Related EducationalExpenses
In 1958, the IRS enacted Regulation 1.162-5 which allows taxpayers
to deduct amounts spent on work-related education from their gross
income.43 In order to deduct work-related education expenses as an
ordinary and necessary business expense, the taxpayer must be

42. The exclusion from an individual's income means that the amount of the scholarship or
loan forgiveness is not reported to the IRS. The deduction from an individual's income means that
the amount of the business-related educational expenses or residence interest is deducted from the
individual's gross income before calculating tax liability. BLACK'S LAW DICTIONARY 413,563 (6th

ed. 1990).
43. Treas. Reg. § 1.162-5 (as amended in 1967).
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employed." Further education obtained by the taxpayer must:
(1) [m]aintain[] or improvef- skills required by the individual
in his employment or other trade or business, or (2) [m]eeto
the express requirements of the individual's employer, or the
requirements of applicable law or regulations, imposed as a
condition to the retention by the individual of an established
employment relationship, status, or rate of compensation.45
Non-qualifying education is specifically defined as that which "(l)[i]s
needed to meet the minimum educational requirements of [the taxpayer's]
present trade or business, or (2) [i]s part of a program of study that can
qualify [the taxpayer] for a new trade or business." ' 6 For instance,
education to obtain a teaching credential or certificate would not be
deductible because it is needed to meet the minimum requirements of the
teaching profession. Likewise education to obtain a law or medical degree
is also not deductible because it qualifies the taxpayer for a new trade or
business.
In order to benefit from the deduction of work-related educational
expenses, a taxpayer must itemize deductions on his or her tax return. As
a result, many individuals are precluded from taking advantage of this
provision. In order to itemize, the taxpayer must have deductions greater
than the standard deduction. In 1999, the standard deduction was $4,300
for single filers, $7,200 for married couples filing jointly or qualifying
widow(er), $6,350 for head of household filers and $3,600 for married
couples filing separately. 4" Because work-related educational expenses
must exceed the standard deduction to be claimed by a taxpayer, few
individuals, especially low- and middle-income families, are able to
benefit from it. Of the 122.5 million individual tax returns filed in 1997,
the last year for which the IRS has complete statistics, only thirty percent
itemized their deductions. 8

44. However, in certain circumstances, a temporary absence from employment will not

automatically disqualify the taxpayer. See INTERNAL REVENUE SERVICE, DEPARTMENT
TREASURY, PUB. No. 508, TAX BENEFITS FOR WORK-RELATED EDUCATION 2 (1999).
45.
46.
47.
48.
Dec. 10,

OF THE

Treas. Reg. § 1.162-5(a) (1999).
INTERNAL REVENUE SERVICE, supranote 45.
See 1999 U.S. Individual Income Tax Return Form 1040A, at 2.
See Kay Bell, Ifyou don't itemize, don'tfret: Uncle Sam has tax breaksfor you (visited
2000) <http://www.bankrate.com/brm/itax/Edit/taxseason/stories/non-itemizers.asp>.
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B. Exclusion of QualifiedScholarships
Prior to the Internal Revenue Code of 1954, no statutory exemption for
scholarships existed in the tax code. 49 "Instead, scholarships were excluded
routinely from gross income on the theory that they constituted gifts"
under Section 102 of the Tax Code.5" This treatment, however, created
administrative difficulty because gifts require donative intent which "may
be lacking, or at least diluted, when a college or university awards
scholarships to its students."'" To correct such uncertainties, the Congress
enacted Section 117 of the Internal Revenue Code of 1954, providing an
exclusion of certain qualified scholarships from gross income.52 The
individual receiving the scholarship must be enrolled as a degree candidate
at an educational organization.53 A qualified scholarship includes "any
amount received by an individual as a scholarship or fellowship grant to
the extent the individual establishes . . . such amount was used for
qualified tuition and related expenses. '5 4 Such qualified expenses include
tuition, fees, books, supplies and equipment required for attendance at an
educational organization." A student's room and board expenses do not
count as "related expenses" and scholarships used to pay for these
expenses must, therefore, be included as income.
The code expressly excludes from Section 117 of the Tax Code any
amount provided to compensate a student for teaching, research, or any
other service required as a condition of the scholarship award.56 This
exclusion means that students, particularly graduate students, who receive
teaching or research fellowships, which frequently include both a tuition
waiver and a stipend, must pay taxes on. the amount of their stipend.
Additionally, a student who receives scholarships totaling an amount
greater than the costs of tuition and fees must include the excess amounts
as gross income.
49. See Marci Kelly, Financing Higher Education: Federal Income-Tax Consequences, 17
J.C. & U.L. 307, 308 (1991).

50. Id. at 308-09.
51. Id. at 309. This occurs because the university may give scholarships based on a desire to
strengthen the institution, including its reputation, by attracting certain students. Additionally,
scholarships given to students as the result of a contest or competition lacked the requisite donative
intent.
52. See I.R.C. § 117 (2000).
53. See I.R.C. § 117(a) (2000). An educational organization included under I.R.C. §
170(b)(1)(A)(ii) is an "organization which normally maintains a regular faculty and curriculum and
normally has a regularly enrolled body of pupils or students in attendance at the place where its
educational activities are regularly carried on." I.R.C. § 170(b)(I)(AXii) (2000).
54. I.R.C. § 117(b)(1) (2000).
55. See I.R.C. § 17(bX2XB) (2000).
56. See I.R.C. § 117(c) (2000).
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C. Exclusion of Employer-ProvidedEducationalAssistance
Employees may exclude from gross income educational assistance
received from their employer under an "educational assistance program. 57
An educational assistance program "is a separate written plan of an
employer for the exclusive benefit of his employees to provide such
employees with educational assistance." ' The program must not
discriminate in favor of highly compensated employees or those who own
more than five percent of the stock.59
Payments made by the employer for tuition, fees, books, supplies, and
equipment are tax-free.' The payments must be for undergraduate course
work but need not be work-related. 6 Any amount of educational assistance
that exceeds $5,250 is included as income. This provides a taxpayer with
educational relief to the extent that his or her employer has an educational
assistance program.
D. Exclusionfrom Income of Student Loan Forgiveness
Section 108(f) of the Tax Code provides for the exclusion from income
of any amount received in student loan forgiveness62 provided that the
"individual worked for a certain period of time in certain professions for
' Student loans include those loans
any of a broad class of employers."63
made to "an individual to assist the individual in attending an educational
organization." In order for the loan forgiveness to be excluded from
income, it must come from the United States government, a State, a
territory of the United States, the District of Columbia, or a public benefit
corporation, including 501 (c)(3) organizations.65 A taxpayer benefits from
Section 108(f) to the extent that he or she has qualified loans and meets the
required work conditions.

57. See I.R.C. § 127(aXI)(2000).
58. I.R.C. § 127(bXl) (2000).
59. See I.R.C. § 127(b)(2)-(3) (2000).
60. See INTERNAL REVENUE SERVICE, supra note 45, at 7.
61. See id.The payments may not cover education involving sports, games or hobbies unless
related to the employer's business. See id.
62. Loan forgiveness occurs when a student loan is discharged by the lender or paid by a third
party because the individual worked for a certain period of time in a certain profession. See I.R.C.

§ 108(f)()(2000).
63. I.R.C. § 108(f(1) (2000).
64. I.R.C. § 108(0(2) (2000). An educational organization is described in Section
170(b)(l)(AXii) (2000).
65. See I.R.C. § 107(f)(2XA-C) (2000).
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E. Deduction of QualifiedResidence Interest
Although the Internal Revenue Code generally disallows a deduction
for interest paid on personal debts, an exception is expressly made for
qualified residence interest.' This exception covers any interest paid
during the tax year on either "acquisition indebtedness with respect to any
qualified residence of the taxpayer or home equity indebtedness with
respect to any qualified residence of the taxpayer."67 A taxpayer may only
claim a deduction for qualified residence interest on his or her primary
residence and one other residence." Additionally, the interest deduction
of
is limited to the amount paid on a maximum acquisition indebtedness
69
$1 million and a maximum home equity indebtedness of $100,000.
Taxpayers may utilize the qualified residence interest deduction as a
tax benefit for higher education expenses. In order to do so, the taxpayer
must take out a home equity loan to finance the higher education expenses
of themselves, their children, or anyone else. The amount that a taxpayer
may borrow is limited to the available equity in their home up to
$100,000." The home equity loan may be used to cover any educational
expenses without restriction.7
As with the deduction for work-related education expenses, the
taxpayer must itemize his or her deductions for residence expenses in
order to take advantage of the residence interest deduction. Requiring
itemization limits the availability of this tax provision to those taxpayers
with expenses large enough to justify the itemization of their deductions.'
Further, an important segment of the population cannot use this tax benefit
because they do not own homes and therefore do not have a home equity
loan. Accordingly, such tax benefit does very little, if anything, to help

66.
67.
68.
69.
70.
71.

See I.R.C. § 163(h)(3) (2000).
I.R.C. § 163(h)(3)(A) (2000).
See I.R.C. § 163(hX4)(A)(i) (2000).
See I.R.C. § 163(h)(3)(B)-(C) (2000).
See I.R.C. § 163(hX3)(C)(ii) (2000).
For instance, the taxpayer may use the home equity loan to pay for tuition, fees, room,

board or any other expenses associated with higher education. Unlike other provisions specifically
directed toward educational expenses, this deduction provides the taxpayer with limitless discretion
in use of their home equity loan. This, of course, applies to more than just educational expenses.
Taxpayers may use a home equity loan for any purpose without limitation. See WILLIAM T.
ANDREWS, BASic FEDERAL INCOME TAXATION 473-74 (4th ed. 1991).
72. See 1999 U.S. Individual Income Tax Return Form 1040 Schedule A. These include such
expenses as medical, dental, moving, state and local taxes, home mortgage interest and charitable
contributions. See id In 1999, a single taxpayer would need itemized deductions greater than
$4,300 ($7,200 if married filing jointly or qualifying widow(er), $6,350 if head of household or
$3,600 if married filing separately) in order claim a benefit. See id
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low- and middle-income families who do not have itemized deductions
higher than the standard deduction or do not own their own home.
F. Deduction of PersonalInterest
Internal Revenue Code Section 163 provides for a deduction of "all
interest paid or accrued within the taxable year on indebtedness."" This
provision, however, is qualified by Section 163(h), which disallows a
deduction for any personal interest.74 Prior to the Tax Reform Act of 1986,
taxpayers could deduct any personal interest 7 including interest on credit
cards, personal loans, and student loans. This provision provided an
educational benefit to the extent that taxpayers used Section 163 of the Tax
Code to deduct interest paid on student loans. Of course, this benefit was
limited to taxpayers who itemized their deductions. It, therefore, provided
minimal assistance to students and families.76 Today, of course, the only
personal interest deduction allowed by the Tax Code is for qualified
residence interest."
IV.

THE TAXPAYER RELIEF

ACT OF 1997 AND ITS IMPACT

On August 5, 1997, President Clinton signed into law the TRA of
1997."8 This revolutionized the tax treatment of higher education expenses
by providing credits, deductions, tax-free withdrawals from IRAs and
other education related benefits. 79 Although the Internal Revenue Code

73. I.R.C. § 163(a) (2000).
74. See I.R.C. § 163(h) (2000).
75. In 1986, Congress added Section 163(h) to the Internal Revenue Code to limit tax
arbitrage by eliminating the deductibility of personal interest with the exception of residence
interest. See ANDREWS, supra note 72, at 473.
76. See Bell, supra note 48.
77. See I.R.C. § 163(h)(3) (2000).
78. William Jefferson Clinton, Statement on Taxpayer Relief Act of 1997, Aug. 5, 1997
(visited
March
5,
2000)
<http://www.pub.Whitehouse.gov/urires/l 2R?urn:pdi://omg.eop.gov.us/1997/8/6/3.text. I>.
79. The Taxpayer Relief Act ("TRA") of 1997 dramatically changed the Internal Revenue
Code's treatment of higher education expenses. See id. It was the first legislation providing
preferential treatment for education expenses enacted into law. See id. Several previous attempts
at reforming the code include the Higher Education Tuition Tax Credit Act of 1979, H.R. 35, 96th
Congress, the Tuition Tax Credit of 1981, H.R. 380, 97th Congress, the Tuition Tax Credit Act of
1978, H.R. 10108, 95th Congress, and the Tuition Tax Credit Act of 1995, H.R. 156, 104th
Congress. See id. As evidenced by their titles, these legislative attempts to provide tax benefits for
education centered on tuition expenses. See id.
The TRA 1997 provides a much broader spectrum
of higher education tax relief. The TRA 1997 also contained several provisions to benefit K-I 2
education. See id.

THE TAX CODE AND HIGHER EDUCATION EXPENSES

already contained provisions that treated college education expenses
favorably, the TRA 1997 represented "a significant expansion in the use
of tax policy to encourage enrollment and to help families and
communities pay for school."8' Higher education has become a necessity
8
in order for American students to achieve any type of economic success.
It is, therefore, increasingly more important for high school graduates to
attend college.
The goals of the educational provisions of the TRA 1997 focused on
assisting low- and middle-income students and families finance the costs
of higher education, 2 for they are less likely to participate in postsecondary education than high-income students. 3 In the words of Senator
Susan Collins (R-ME), the TRA 1997 represents
a major step forward in our efforts to help lower[]income and
middle[]income families finance higher education for
themselves and their children ...By making education more
affordable for all, we also reaffirm that America is the
country of opportunity, where success is there for all who are
willing to work for it."
In his statement accompanying the signing of the TRA 1997, President
Clinton further defined the goals of the tax credit portions of the act to
make "2 years of college universally available and... [to] make the third
and fourth years of college more affordable and to promote lifelong
learning." 5 While the TRA 1997 effectuates some assistance to families,
80. BOB LYKE, CRS REPORT FOR CONGRESS, TAX BENEFITS FOR EDUCATION IN THE
TAXPAYER RELIEF ACT OF 1997, at I (Sept. 30, 1997). The Taxpayer Relief Act also contains
several provisions to encourage corporate investment in K-12 education.
81. See THE COLLEGE BOARD, supranote 1, at 20-21. Over the past twenty years, the salary
discrepancy based solely on education level has increased significantly. See id. In 1975, a high
school graduate earned an average income of $7,843 while a college graduate earned an average
of$12,332. See id.
In 1997, these numbers grew to $22,895 and $40,478 respectively. See id While
the high school graduate earned 64% of the income of a college graduate in 1975, this decreased
to only 57% in 1997. See id The gap grows exponentially as the level of education increases. See
id In 1997, a high school graduate earned 16% less than an individual with some college, 25% less
than an Associate's degree, 43% less than a Bachelor's degree, 50% less than a Master's degree,
61% less than a doctorate degree and 63% less than a professional degree. See id. The earning
potential of an individual is directly proportional to their level of education. See id.
82. JoINT COMM. ON TAXATION, 105TH CONG. GENERAL EXPLANATION OF TAX LEGISLATION
ENACTED IN 1997, at 16 (Comm. Print 1997).

83. "In 1994, only 45 percent of high school graduates from low-income families and 58
percent from middle-income families went directly to college, compared to 77 percent of students
from high-income families." Educationand TrainingTax ProvisionsoftheAdministration 'sFiscal
Year 1998 Budget Proposal,supra note 3.
84. 143 CONG. REc. 6720 (1997).
85. William Jefferson Clinton, supra note 78.
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it falls short of these goals. Each provision should be significantly
expanded to create a more realistic and effective tax incentive for higher
education.
A. The HOPE ScholarshipCredit
1. Description
The HOPE Scholarship Credit ("HOPE Credit") specifically targets the
first two years of post-secondary education. The taxpayer is entitled to a
non-refundable credit for the first and second years of post-secondary
education in the amount of 100 percent of the first $1,000 in qualified
educational expenses 6 at an eligible institution 7 and a credit of 50 percent
of the second $1,000 of eligible expenses, for a total maximum credit of
$1,500. s" The amount of the credit will be indexed for inflation beginning
in 2001.89
In order to claim the credit, a student must be enrolled at least half-time
"in a degree, certificate, or other program (including a program of study
abroad approved for credit by the institution at which such student is
enrolled) leading to a recognized education credential at an eligible
education institution of higher education. '" Additionally, the student must
not have been previously "convicted of a Federal or State felony offense
consisting of the possession or distribution ofa controlled substance before
86. Qualified educational expenses include "tuition and fees required for the enrollment or
attendance of an eligible student [including] ...
registration fees, laboratory fees, and extra charges
for a particular course." Payments made by a student or parent for "meals, lodging, student
activities, athletics, insurance, transportation, books, and similar personal, living or family
expenses" do not qualify. JOINT COMM. ON TAXATION, 105TH CONG., IST SESS., ANALYSIS OF
PROPOSED TAX & SAVINGS INCENTIVES FOR HIGHER EDUCATION 7 (Joint Comm. Print 1997).
Qualified expenses are also limited to out-of-pocket expenses, although payments made with the
proceeds of a loan arc eligible. See id. Total qualified tuition and other payments are reduced by
any scholarship or fellowship grants excludable from gross income under §117 and any other taxfree educational benefits received by the student. See id A gift, bequest, devise or inheritance as
defined by §102 does not reduce the amount of qualified expense. See idi; see also JOINT COMM.
ON TAXATION, supra note 82, at 16.
87. Eligible institutions of higher education are defined by reference to § 481 of the Higher
Education Act of 1965. See JOINT Comm ON TAXATION, supra note 86. This generally includes
"accredited post-secondary educational institutions offering credit toward a bachelor's degree, an
associate's degree, or another recognized post-secondary credential. Certain proprietary institutions
and post-secondary vocational institutions also would be eligible institutions. The institutions must
be eligible to participate in Department of Education student aid programs." Id
88. See I.R.C. § 25A(b)(IXB) (2000).
89. See I.R.C. § 25A(h)(l) (2000). The cap on both the 100% and 50% amounts will be
rounded down to the closest multiple of $100. See JOINT COMM. ON TAXATION, supra note 82, at
14 n.14.
90. See JOINT COMM. ON TAXATION, supra note 82, at 16.
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the end of the taxable year with or within which such period ends." 9
A taxpayer may claim a credit for qualified payments made on behalf
of the taxpayer, the taxpayer's spouse or a dependent claimed on the
taxpayer's return. 92 However, only one taxpayer can claim the credit in a
given year, either the parent or the dependent child, but not both.93 The
HOPE Scholarship Credit is a per student credit; the taxpayer may claim
the credit for more than one student per tax return." The HOPE Credit
phases out for taxpayers with incomes of $40,000-$50,000 for single filers
and $80,000-$ 100,000 for joint filers. 95 Beginning in 2001, these amounts
will be increased based upon a cost-of-living adjustment.'
2. Impact on the United States Treasury
The HOPE Credit and the Lifetime Learning Credit, discussed infra,
are estimated to reduce the federal budget by a combined "$2,083 million
in 1998, $6,469 million in 1999, $7,393 million in 2000, $7,907 million in
2001, $7,707 million in 2002, $8,620 million in 2003, $8,754 million in
2004, $8,893 million in 2005, $9,035 million in 2006, and $9,180 million
in 2007."" The total estimated cost to the United States Treasury of the
Credits totals $76,041 million for Fiscal Years 1997-2007.9s No separate
numbers are available for the two credits.
3. Impact on Taxpayers
Congress enacted the HOPE Credit to provide assistance to "low- and
middle-income families and students in paying for the costs of postsecondary education'" and to make the first "two years of college
universally available."" ° The HOPE Credit provides needed assistance to
91. I.R.C. § 25A(b)(2)(D) (2000).
92. INTERNAL REVENUE SERVICE, DEPARTMENT OF THE TREASURY, PUB. NO. 970, TAX
BENEFITS FOR HIGHER EDUCATION 2 (1999).
93. Id.
94. Id.
95. See I.R.C. § 25A(dX2) (2000).
96. See I.R.C. § 25A(h)(2)(A) (2000). The amount will be rounded down to the nearest
$1,000. I.R.C. § 25A(h)(2)(B) (2000).
97. JOINT COMM. ON TAXATION, supranote 82, at 20. In all estimated budget effects of the
educational provisions of the Taxpayer Relief Act of 1997, the HOPE Scholarship Credit and the
Lifetime Learning Credit are calculated together. See id. No separate numbers are available. See
id.
98. See JOINT COMM. ON TAXATION, 105TH CONG., 1ST SESS., ESTIMATED BUDGET EFFECTS
OF THE CONFERENCE AGREEMENT ON THE REVENUE PROVISIONS OF H.R. 2014, THE "TAXPAYER
RELIEF ACT OF

1997," at I (Joint Comm. Print 1997).

99. JOINT COMM. ON TAXATION, supra note 82, at 14.
100. William Jefferson Clinton, supra note 78. Further, the HOPE Credit was seen as "critical
to [the] goal of establishing a national ethic of learning to high standards and a national expectation
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parents and students paying for these costs; it comes close to covering the
annual costs at a two-year public institution. ° ' The HOPE Credit,
however, falls short of the annual cost of a four-year public institution by
$6,586 and a four-year private institution by $19,839."2
Additionally, because the HOPE Credit is a non-refundable tax credit,
only individuals with tax liability of $1,500 or greater can benefit.
Assuming the use of the standard deduction, a single taxpayer would need
$17,050 in adjusted gross income ("AGI") and a married taxpayer would
need $22,700 in AGI to have a $1,500 tax liability. Thus, the HOPE Credit
fails to provide any assistance to low-income students and families. While
the HOPE Credit has provided a significant step in helping students and
families pay for higher education, it is just that, a first step. The potential
exists for this tax provision to provide much greater assistance.
Furiher, many taxpayers are precluded from taking full advantage 0of3
the HOPE Credit because of the Alternative Minimum Tax ("AMT").1
The AMT "requires taxpayers to compute a tentative minimum tax, by
applying somewhat lower rates to a somewhat broader base . . .than
regular taxable income, and then to pay . . . whichever is greater," the
tentative minimum tax or the regular tax." 4 Although designed to prevent
wealthy taxpayers from sheltering their income from taxation by requiring
a minimum tax, the AMT has resulted in a reduction of the impact of both
the HOPE and the Lifetime Learning Credits. This problem is particularly
acute for middle-income taxpayers. For instance,
[a] family earning $64,100 per year with two children in
college would normally pay $6,743 in taxes if filing jointly.
If the family claims the HOPE credit for one child ($1,500)
and the Lifetime Learning credit ($1,000) for the other, their
tax liability would be reduced to $4,243. However, under the
AMT calculation, the family's tax liability is $4,966. Since
the AMT is the greater of the two amounts, the family must
pay the AMT, thus reducing the value of the HOPE
Scholarship by $723.' ° '
that at least two years of education after high school is the norm for which all students should
strive." Education and TrainingTax Provisionsof the Administration'sFiscal Year 1998 Budget
Proposal,supra note 3.
101. See THE COLLEGE BOARD, supranote I, at 8. The annual cost of tuition and fees at a twoyear public institution was $1,627 for the 1999-2000 school year. See id.
102. The cost in 1999-2000 for one year at a four-year public institution is $8,086 and $21,339
at a four-year private institution. See id.
103. JorNT ECONOMIC COMM., COLLEGE AFFORDABILITY: TUITION TAX CREDITS VS. SAVING

INCENTIVES (Joint Comm. Print 1997). This also applies to individuals and families who claim the
Lifetime Learning Credit.
104. ANDREwS, supra note 71, at 878.
105. See JOINT ECONOMIC COMM., supra note 103, at 9-10.

2000]
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This problem may affect taxpayers with incomes as low as $41,350.'06 For
the 2000 tax year, an estimated 500,000 taxpayers will have their HOPE
Scholarship and/or LL Credit reduced by the AMT.10 7 For the 2008 tax
year, this number will rise to 1.8 million taxpayers. 08 This interaction of
unrelated tax provisions virtually eliminates the taxpayer's benefit from
the HOPE Credit.'0 9 The AMT, therefore, renders the HOPE Credit
ineffective for a large number of families.
B. The Lifetime LearningCredit
1. Description
Unlike the HOPE Credit, the Lifetime Learning Credit ("LL Credit")
may be claimed for any year of post-secondary education, excluding the
first and second year which is covered exclusively by the HOPE Credit." 0
The LL Credit entitles the taxpayer to a non-refundable credit of 20
percent of the first $5,000 in qualified tuition and related expenses". paid
by the taxpayer to an eligible educational institution.'" 2 The maximum
credit is therefore $1,000. In 2003, the LL Credit increases to 20 percent
of the first $10,000 in qualified expenses, for a maximum credit of
$2,000.' 3
The LL Credit is broader in scope than the HOPE Credit because it
covers "any course of instruction at an eligible educational institution to
acquire or improve job skills of the individual.""14 No restriction is placed
on the student's status (e.g., full-, half- or less than half-time), the courses
taken by a student (e.g., enrolled in a degree-seeking program or simply
enrolled), or the level of education (e.g., undergraduate or graduate).'"
This allows a student to take only one course and qualify for the credit.
Eligibility is further broadened because students convicted of felony drug

106. See id. at 10.
107. Jonr COMM. ON TAXATION, 106TH CONG., 1ST SESS., OVERVIEW OF PRESENT LAW AND
ISSUES RELATING To INDIVIDUAL INCOME TAXES (Joint Comm. Print 1999).

108. Id.
109. See JOINT COMM. ON TAXATION, supra note 103, at 10.
110. See I.R.C. § 25A(c)(2)(B) (2000).
I 11. See I.R.C. § 25A(c)(l) (2000). The definition of qualified tuition and related expenses
is the same as the definition of the HOPE Scholarship Credit. See I.R.C. § 25A(f)(l) (2000).
112. See I.R.C. § 25A(c)(2) (2000). The definition of qualified educational institution is the
same as the HOPE Scholarship Credit. See I.R.C. § 25A(f)(2) (2000).
113. See I.R.C. § 25A(c)(1)-(2) (2000).
114. I.R.C. § 25A(c)(2)(B) (2000).
115. I.R.C. § 25A(c)(I) (2000).
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charges are not precluded from claiming the LL Credit." 6 Additionally,
there is no limit on the number of years that a taxpayer can claim the LL
Credit.
The LL Credit is, however, narrower than the HOPE Credit in one key
respect. The LL Credit is a per tax return credit where the HOPE Credit is
a per-student credit."' Because it is a per tax return credit, the amount of
the LL Credit does not change based on the number of students in the
taxpayer's household."' The maximum credit is $1,000 ($2,000 beginning
in 2003) regardless of the number of students with qualifying expenses." 9
Like the HOPE Credit, the LL Credit phases out for taxpayers with
incomes of $40,000-$50,000 for single filers and $80,000-$100,000 for
0 As with the HOPE Credit income
joint filers. 12
limits, these limits will be
increased based on a cost-of-living adjustment beginning in 2001.21
2. Impact on Taxpayers
Although the taxpayer cannot claim both a HOPE Credit and a LL
Credit for the same student, a taxpayer may claim both credits on the same
tax return provided that either the taxpayer, the taxpayer's spouse, or the
taxpayer's dependent qualifies for the HOPE Credit and another family
member qualifies for the LL Credit. 122 The operation of the LL Credit,
however, creates a strange and nonsensical result when the HOPE Credit
is not available, more than one family member has qualifying expenses
and the total expenses exceed $5,000. For example, a family with two
children attending college, one a sophomore and one a junior, is eligible
to claim a $1,500 HOPE Credit for the sophomore and a $1,000 LL Credit
for the junior. 23 Assuming the family has the qualifying expenses ($2,000
for the sophomore and $5,000 for the junior), they would be able to claim
a total education credit of $2,500.24 The very next year, when the children

116. See id.
117. See INTERNAL REVENUE SERVICE, DEPARTmENT OF THE TREASURY, PUBLICATION 970,
TAX BENEFITS FOR HIGHER EDUCATION 2 (1999).
118. See id.
119. Of course, this only effects the taxpayer to the extent that they have more than $5,000
($10,000 beginning in 2003) in qualifying expenses for all of the students combined. See I.R.C. §
25A(c)(1) (2000).
120. See I.R.C. § 25A(d)(2) (2000).
121. See supra note 96 and accompanying text.
122. For instance, this would allow a taxpayer to claim a HOPE Scholarship Credit for their
dependent who attended the first year of college as well as a Lifetime Learning Credit for their own
graduate course work.
123. See I.R.C. § 25A(b)(c) (2000).
124. Of the $2,000 in expenses for the sophomore, the family may claim a credit of 100% of
the first $1,000 and 50% of the second $1,000 for a total of $1,500. Of the $5,000 in expenses for
the junior, the family may claim a credit of 20% up to a maximum of $1,000. See I.R.C. § 25A (b)-
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become a junior and a senior respectively, the family's education credit
would be reduced to $1,000, sixty percent less than their credit for the
previous year.'25 Because neither of the children are eligible for the HOPE
Credit (it only covers freshmen and sophomores), the family can only
claim the LL Credit.126 Despite the fact that both children still have
qualifying expenses, the maximum credit for the family is $1,000 because
the LL Credit is a per tax return credit. 27 If, instead, the LL Credit worked
like the HOPE Credit, the family would be entitled to a credit of $2,000,
$1,000 for each child.' 28 Moreover, families may also have their LL Credit
reduced by the AMT, as previously explained.
The operation of the LL Credit also creates an inequity for married
individuals who have both qualifying tuition and related expenses. For
instance, in the case of married taxpayers who both spent $5,000 for
qualified education, the maximum credit they can claim is $1,000
combined.' 29 If the same taxpayers were single, they could each claim a
credit of $ 1,000.13° Married taxpayers may not file separately to alleviate
this problem.' 3' In fact, if they file separate returns, they cannot claim any
LL Credit.32 Although married taxpayers are also required to file jointly
in order to receive the HOPE Credit, this does not adversely affect their
credit because the HOPE Credit is per student and not per tax return.
In 1998, the first year in which the credits were available, 4.8 million
families received $3.5 billion in tax relief from the HOPE and LL
Credits." 4 The Joint Committee on Taxation has estimated that in 2000,
8.4 million taxpayers will claim either one or both of the two education
credits. 131

(c) (2000).

125. The maximum LL Credit is $1,000 per family. See I.R.C. § 25A(c)(1) (2000).
126. See I.R.C. 25A(b)(2)(A) (2000).
127. See INTERNAL REVENUE SERvICE, supra note 117, at 2.
128. See I.R.C. § 25A(b)(l) (2000).
129. The operation of the LL Credit allows only one credit per taxpayer. See I.R.C. § 25A

(cX!) (2000).
130. The tax code treats married individuals as one taxpayer rather than two. See I.R.C. §

25A(gX6) (2000).
131. See JOINT COMM. ON TAXATION, supra note 82, at n.20. There is nothing in the legislative
history to indicate that Congress intended for the LL Credit to preclude married taxpayers from
receiving the full tax benefit.
132. See I.R.C. § 25A(g)(6) (2000).
133. See id,
134. See Reminder: Education Tax Credits Available To Federal Tax Filers,Departmentof
Education, March 28, 2000 (visited March 30, 2000) <http://www.ed.gov/PresReleases/032000/328.html>. This is well short of the original estimate of $6.7 billion in educational tax relief.
135. JOINT COMM. ON TAXATION, supra note 107.
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C. The Student Loan Interest Deduction
1. Description
Individuals who have paid interest on qualified education loans'3 6 used
to pay for qualified higher education expenses a7 may claim an above-theline deduction for such interest payments, up to a maximum deduction of
$2,500 per year.' 38 This maximum is phased in over four years with a
deduction of $1,000 in 1998, $1,500 in 1999, $2,000 in 2000 and $2,500
in 2001 ."39 The maximum amount is not indexed for inflation."4 Because
the deduction is above-the-line, it does not require the taxpayer to itemize
in order to benefit from this provision. 4 '
However, the deduction only applies to the first sixty months of
repayment.'42 Additionally, like the HOPE Credit and the LL Credit, the
Student Loan Interest Deduction has limitations based on modified
adjusted gross income. The deduction phases out for single filers with a
modified AGI of $40,000-$55,000 and married filers with a modified AGI
of $60,000-$75,000.4' These income limits will be adjusted for inflation
beginning in 2003.'"

136. See I.R.C. § 221(e)(1) (2000). A qualified education loan must have been incurred to pay
higher education expenses. See id. These payments must have been for the taxpayer, the taxpayer's
spouse or dependent during a "reasonable period of time before or after the indebtedness is
incurred, and []which are attributable to education furnished during a period during which the
recipient was an eligible student." I.R.C. § 221 (e)(l)(b)-(c) (2000). An educational loan does not
include one obtained from a relative. See id.
137. See I.R.C. § 221(e)(2) (2000). Qualified higher education expenses include the cost of
attendance at an eligible educational institution reduced by any amount excluded under Sections127, 135 or 530 and the amount of any scholarship, assistance allowance or payment received by
the student. See I.R.C. § 221(e)(2) (2000). An eligible educational institution is defined by I.R.C.
§ 25A(f)(2), "except that such term shall also include an institution conducting an internship or
residency program leading to a degree or certificate awarded by an institution of higher education,
a hospital, or a health care facility which offers postgraduate training." T.R.C. § 221(e)(2). This
definition is, therefore, broader than that used for the HOPE Scholarship Credit, the Lifetime
Learning Credit, as well as all other educational provisions of the TRA 1997.
138. See JOINT COMM. ON TAXATION, supra note 86, at 21.
139. See id.
140. See JOINT COMM. ON TAXATION, 105TH CONG., 1ST SESS., SUMMARY OF REVENUE
PROVISIONS OF H.R. 2014 5 (Joint Comm. Print 1997).
141. See I.R.C. § 221(b)(1) (2000).
142. See I.R.C. § 221(d) (2000).
143. See id.

144. See I.R.C. § 221(g) (2000).
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2. Impact on the United States Treasury
The Student Loan Interest Deduction is estimated to reduce the federal
budget by "$18 million in 1998, $69 million in 1999, $122 million in
2000, $204 million in 2001, $277 million in 2002, $308 million in 2003,
$326 million in 2004, $346 million in 2005, $368 million in 2006, and
$391 million in 2007.' 14 The total estimated cost to the United States
Treasury totals $2,429 million for Fiscal Years 1997-2007.146
3. Impact on Taxpayers
The Student Loan Interest Deduction provides needed relief to
taxpayers. It restores a tax benefit that the 1986 Tax Reform Act
eliminated.147 With the increasing costs of college, more and more students
are graduating with significant debt. 148 The deduction, however, could
provide further relief, particularly to those individuals who have high
educational debts and low incomes, by allowing a taxpayer to deduct
student loan interest for the life of the loan, instead of just the first five
years. Most educational loans have a repayment period of between ten and
thirty years.' 49
The operation of the student loan interest deduction also has several
problematic results. As with the HOPE and LL Credits, married taxpayers
must file jointly in order to claim the Student Loan Interest Deduction. 50

145. JOINT COMM. ON TAXATION, supra note 86, at 23.
146. JOINT COMM. ON TAXATION, supra note 86, at 1.
147. See ANDREWS, supra note 71, at 473.
148. As a result of the increasing cost of higher education, students' debt burden has grown
substantially in recent years. In 1993, the average debt of college graduates who attended public
school was $8,700 and $12,800 for private school graduates. See NATIONAL CENTER FOR
EDUCATION STATISTICS, STATISTICAL ANALYSIS REPORT: EARLY LABOR FORCE EXPERIENCES AND
DEBT BURDEN, Aug. 1997, at 55. By 1997, debts at graduation had grown to $12,000 at a public
school and $14,000 at a private school. Rising Cost of College Tuition and the Effectiveness of
Government FinancialAid: HearingsBefore the Senate Committee on GovernmentalAffairs, 106th
Cong. (Feb. 10, 2000) (testimony of Jerry S. Davis, Ed.D., Vice President, USA Group
Foundation). It is estimated that two million students graduate from college with debt. Kathy
Kustof, Your Diploma Ink Is Dry-Is Your Bank Account?, AUSTIN AMERICAN-STATESMAN, Dec.
2, 1999, at E2; The monthly payments of those graduates repaying their debt in 1994 represented
an average of nine percent of their income. See NATIONAL CENTER FOR EDUCATION STATISTICS,
supra at 30.
149. All federal student loans, including FFEL, Stafford and Perkins, have four repayment
options: standard repayment up to 10 years; extended repayment of 12-30 years; graduated
repayment of 12-30 years; and income contingent repayment up to 25 years. Additionally, a student
can
pay
the
loan
in
its
entirety
at
anytime.
See
<http://www.ed.gov/DirectLoan/faqlist.html#anchor522750> (visited Dec. 10, 2000).
150. See I.R.C. § 221(0(2) (2000).

UNIVERSITY OF FLORIDA JOURNAL OF LAW& PUBLIC POLICY

[Vol. 12

This causes married taxpayers who both have qualifying student loan
interest of greater than the maximum (between $1,000 and $2,500
depending on the year) to lose their deduction for no other reason than
their marital status. This is also a problem for families whom have more
than one member with qualifying student loan interest at or near the
maximum deduction.
D. Education IndividualRetirement Arrangement
1. Description
A taxpayer may establish an Education Individual Retirement
Arrangement ("Education IRA") in order to finance a child's higher
education expenses. An Education IRA means a "trust[] or custodial
account[] created exclusively for the purpose of paying qualified higher
education expenses of a named beneficiary.""' A taxpayer is allowed to
contribute up to $500 per tax year for a child under the age of eighteen. 52
Contributions are not deductible, but withdrawals used to pay the cost of
a beneficiary's post-secondary education are tax-free provided that the
withdrawals do not exceed the qualified higher education expenses." 3
Qualified higher education expenses include "tuition, fees, books,
supplies, and equipment required for the enrollment or attendance... at
an eligible educational institution."" 4 Under some circumstances room and
board expenses will also qualify.' 55 Eligible educational institutions are
defined broadly by section 530 of the tax code; they include any institution
described in subsection 481 of the Higher Education Act of 1965 that is
in federal loan programs pursuant to Title IV of the
eligible to participate
56
same Act.
Several limitations, however, are placed on the contributions made to
Education IRAs. While contributions may come from any taxpayer, they
must be made in cash before the beneficiary reaches eighteen years of
age.' 57 If the contributor has a modified adjusted gross income greater than

15 1. JOINT COMM. ON TAXATION, supra note 140, at 6.
152. See id.
153. See I.R.C. § 530(d) (2000). If the withdrawals exceed the qualified higher education
expenses, the beneficiary will be liable for tax on the excess amount withdrawn as well as an
additional tax of 10%. See I.R.C. § 530(d)(2)(B) and (4) (2000). A beneficiary may elect to waive
the tax-free treatment of the Education IRA withdrawal and therefore become eligible to claim
either a HOPE or Lifetime Learning Credit. See I.R.C. § 530(dX2)(C) (2000).
154. I.R.C. § 529(e)(3) (2000).
155. This applies to students who are enrolled at least half-time at an eligible educational
institution. See I.R.C. § 529(e)(3)(B) (2000).
156. See I.R.C. § 529(e)(5) (2000).
157. See I.R.C. § 530(b)(A) (2000).
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$110,000 for single filers and $160,000 for married filers, they are
prohibited from contributing to an Education IRA."' More than one
individual may contribute to an Education IRA, but the total amount of
contributions on behalf of a given child may not exceed $500 per tax
year. 59 Additionally, even though a child may have more than one
Education IRA established for his or her benefit, the total contributions to
all Education IRAs with the same beneficiary must not exceed $500 per
tax year."6° If a taxpayer makes a contribution greater 6than $500, an excise
tax of six percent applies to the excess contribution.' '
The beneficiary of an Educational IRA may be changed at any time
provided that it is changed to a member of the same family. The family
includes the child, grandchild or stepchild of the beneficiary, a brother,
sister, half brother, half sister, step brother, step sister, father, mother,
grandfather, grandmother, stepfather, stepmother, aunt or uncle, niece or
nephew, or the beneficiary's son-in-law, daughter-in-law, father-in-law,
mother-in-law, brother-in-law or sister-in-law. 62 No tax consequences
change in beneficiary as long as the new beneficiary is under
apply to this
63
age thirty.1
Additionally, an Education IRA may be rolled over into another
Education IRA tax-free so long as the beneficiary remains the same or is
a member of the original beneficiary's family as previously defined."M As
carries no
with the change in beneficiary, a rollover to a family member
5
tax consequences if the new beneficiary is under agethirty.1
In any event, the assets of an Education IRA must be withdrawn before
the beneficiary reaches age thirty, or if the beneficiary dies prior to age
thirty.1" In the case of the death of the beneficiary, the estate is not liable
additional tax normally applicable to non-educational
for the ten percent
167
withdrawals.

2. Impact on the United States Treasury
The creation of Education IRAs is estimated to reduce the federal
budget by $156 million in 1998, $644 million in 1999, $912 million in
2000, $1,060 million in 2001, $1,126 million in 2002, $1,448 million in

158.
159.
160.
161.
162.
163.
164.
165.
166.
167.

See INTERNAL REVENUE SERVICE, supra note 117, at 8.

See id.
See id.
See id. at 9.
See id; see also I.R.C. § 530(d)(6) (2000).
See INTERNAL REVENUE SERVICE, supranote 117, at 9.
See id.
See id.
See id.
See I.R.C. § 530(d)(4)(B)(i) (2000).
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2003, $1,752 million in 2004, $2,054 million in 2005, $2,360 million in
2006, and $2,680 million in 2007.68 The total estimated cost to the United
States Treasury totals $14,193 million for Fiscal Years 1997-2007.169
3. Impact on Taxpayers
Although the Education IRA was established by Congress to
"encourage families and students to save for future education expenses,"' 70
it fails to provide them with a meaningful way save. An example may best
illustrate this point. If a parent opened an Education IRA during the child's
first year of life and contributed the maximum amount ($500 per year) for
18 years (the maximum number of years allowed) the amount available for
distribution when the child enters college, given an interest rate of six
percent, is $16,380 ($9000 in principal and $7,350 in interest).' 7' At an
interest rate of four percent, the amount available is $13,336 ($9000 in
principal and $4,336 in interest). 172
These amounts would cover very little of a child's higher education
expenses. For instance, in 1999-2000, the average cost of attendance
(tuition, fees, room and board) at a four-year public school was $8,086 and
$21,339 at a four-year private school. 7 7 Assuming a six percent interest
rate, the Education IRA could pay for two years of public school and
seventy-seven percent of one year of private school. At the four percent
interest rate, the Education IRA could pay the first year and sixty-four
percent of the second year at a public school and sixty-three percent of one
year of private school.
The problem is even more acute when considering the costs of higher
education when the Education IRA would reach full maturity. Estimates
of the cost of public and private education in 2018 run as high as $37,500
per year for a public school ($150,000 for four years) and $125,000 per
year for a private school ($500,000 for four years). An Education IRA

168. See JOINT
169. See id.

COMM.

ON TAXATION, supra note 98.

JOINT COMM. ON TAXATION, supra note 82, at 27.
171. If the annual interest rate is i (%), let n = I + i/l00 (this is the annual "multiplier" factor
that the payment grows by). Let the annual payment (at the beginning of each year) be p and the
number of years be y. Then the final (future) value, v, is fv = (p*n)*((ny-l)/(n-l)).
(500* 1.06)*(( 1.0618- l)/( .06-1 ))= 16,380. Formula obtained from email exchange with Dr. William
J. Bangs.
172. See id. (500*1.04)*((1.0418-1)1(1.04-1))=13,336.
173. See THE COLLEGE BOARD, supra note 1, at 8.
174. See Jim Killam, Costs of Higher Education Continue To Skyrocket, COPLEY NEWS
SERVICE, May 5, 1998, at Financial Pages. Several web sites also have calculators that will estimate
See
on the year.
depending
education
of an
cost
the
<http://www.bankrate.com/brm/calc/savecollegesmm.asp> and http://www.calcbuilder.com/cgibin/cacs/SAV4.cgi/usnews> (visited Oct. 20, 2000).

170.

2000]
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would barely make a dent in covering these costs.
As these figures demonstrate, the Education IRA provides a very
limited benefit to parents who save the maximum amount allowed by law.
Parents who save for fewer than 18 years, at less than the annual
maximum, or a combination of the two, will have even less money
available to pay for their children's higher education expenses. In order to
effectively encourage parents to save for their children's education and.
provide a meaningful vehicle to do so, the maximum contribution amounts
must be significantly increased.
E. Penalty-Free Withdrawals From Traditionalor
Roth IRAs for Higher EducationExpenses
1. Description
The ten percent tax assessed on withdrawals made prior to age 592
does not apply to withdrawals made from traditional Individual Retirement
Accounts ("traditional IRA") or Roth Individual Retirement Accounts 75
("Roth IRA") if "the taxpayer uses the amounts to pay qualified higher
education expenses (including those related to graduate-level courses) of
the taxpayer, the taxpayer's spouse, any child or grandchild of the
taxpayer, or the taxpayer's spouse.' 7 6
Qualified expenses include tuition, fees, books, supplies, and
equipment required for enrollment or attendance 77 at an eligible
educational institution.' As with Education IRAs, withdrawals from
traditional or Roth IRAs can be used to pay for room and board provided
the student is enrolled at the institution at least half-time. 79 These
expenditures are also reduced by any "amount excludable from gross
income under Section 135 [of ... the Tax Code] relating to the redemption

of a qualified U.S. savings bond and certain scholarships, and veteran's
benefits."'" Any withdrawal in excess of qualified higher education
expenses will be taxed at the usual ten percent rate.18'
Contributions to a traditional or Roth IRA are limited to $2,000 per
taxpayer, per tax year.' 2 Additionally, taxpayers who contribute to a Roth
175. Contributions made to Roth IRAs are made with after tax dollars, but withdrawals are tax
free. See I.R.C. § 408A (2000).
176. STAFF OF JOINT COMM. ON TAXATION, supra note 82, at 23.
177. See id.
178. Eligible educational institutions are those defined by Section 481 of the Higher Education
Act of 1965. See id.
179. See I.R.C. § 529(e)(3)(B) (2000).
180. STAFF OF JOINT COMM. ON TAXATION, supra note 82, at 23.

181. See id.
182. See I.R.C. § 408(a)(1) (2000); I.R.C. § 408A(c)(2)(A) (2000).
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IRA must have an adjusted gross income of less than $95,000 for single
returns and $150,000 for joint returns. 3 These amounts are slightly lower
not have
than the limits for Education IRAs.'" The traditional IRA does
85
an income maximum for individuals who wish to contribute.1
2. Impact on the United States Treasury
The allowance of tax-free withdrawals from traditional or Roth
IRAs is estimated to reduce the federal budget by $78 million in 1998,
$201 million in 1999, $181 million in 2000, $175 million in 2001, $177
million in 2002, $179 million in 2003, $182 million in 2004, $184 million
in 2005, $186 million in 2006, and $189 million in 2007. 6 The total
estimated cost to the United States Treasury totals $1,732 million for
Fiscal Years 1997-2007.18
3. Impact on Taxpayers
The penalty-free withdrawals from traditional or Roth IRAs suffer
from the same defects as the Education IRA. They simply do not allow
parents to save enough money to assist them in paying for their children's
higher education expenses. Because both the traditional and Roth IRAs
limit yearly contributions to $2,000 per individual,' parents do not have
the ability to use these financial tools as methods of saving for both their
child's education and their own retirement. Moreover, these low yearly
savings maximums require parents to sacrifice their own retirement
savings in order to finance their children's education. In the long run, this
places the parents in a compromised financial position. 9

183. See I.R.C. § 408(C)(3)(CXii) (2000).
184. To utilize Education IRAs, taxpayers must have a modified adjusted gross income of less
than $110,000 for single returns and $160,000 for joint returns. See I.R.C. § 530(c) (2000).
185. See I.R.C. § 408 (a)(1) (2000).
186. See JoINT COMM. ON TAXATION, supra note 98, at 1.
187. See id.
188. See I.R.C. § 408(aXl) (2000).
189. Lucy Lazarony, How to Avoid Sticker Shock When Your PrideandJoyApplies to College
(visited March 12, 2000) http://www.bankrate.com/brm/news/specialI20000209.asp>. In fact,
Carolyn Shanley, senior writer and public relations manager for Nellie Mae, advises parents against
using their IRAs to finance their child's college expenses. See id. Parents simply cannot borrow for
retirement, where students can borrow to pay for college. See id. This advice is directed mainly at
middle-class parents who have too much money to qualify for need-based financial aid but do not
have enough money to cover the costs on their own. See id. Their only real option is to take out
loans. See id
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F. QualifiedState Tuition Programs
1. Description
Although Qualified State Tuition Programs existed prior to the
Taxpayer Relief Act of 1997, the Act broadened the programs by
expanding several of the definitions.' A Qualified State Tuition Program
is a program established and maintained by a state or agency
under which persons may (1) purchase tuition credits or
certificates on behalf of a designated beneficiary that entitle
the beneficiary to a waiver or payment of qualified higher
education expenses of the beneficiary, or (2) make
contributions to an account that is established for the purpose
of meeting qualified higher education expenses of the
designated beneficiary.' 9'
Although these contributions are not deductible, the distributions
from the program will not be included in the gross income of a contributor
or beneficiary
except that, (1) amounts distributed or educational benefits
provided to a beneficiary (e.g., when the beneficiary attends
college) will be included in the beneficiary's gross income
(unless excludable under another Code section) to the extent
such amounts or the value of the educational benefits exceed
contributions made on behalf of the beneficiary, and (2)
amounts distributed to a contributor (e.g., when a parent
receives a refund) will be included in the contributor's gross
income to the extent such amounts exceed contributions made
by that person."
Simply put, contributions to Qualified State Tuition Programs are tax
deferred.

190. I.R.C. § 529 was originally enacted as part of the Small Business Job Protection Act of
1996 and established tax-exempt status for Qualified State Tuition Programs. See STAFF ON JOINT
COMM. ON TAXATION, supra note 82, at 24.

191. Id. at 24-25.
192. Id. at 25. This is the same treatment as provided for under I.R.C. § 72. See id.
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The TRA 1997 broadened the definition of qualified higher
education to include room and board expenses.' 93 Previously, the definition
only included tuition, fees, books, supplies and equipment required for
enrollment or attendance at an eligible educational institution. The
definition ofeligible educational institution was also expanded by the TRA
1997. Section 529 of the Tax Code defines the term by reference to
Section 481 of the Higher Education Act of 1965. '9 This generally
includes "accredited post-secondary educational institutions offering credit
toward a bachelor's degree, an associate's degree, a graduate-level or
professional degree, or another recognized post-secondary credential.
Certain proprietary institutions and post-secondary vocational institutions
also are eligible institutions. The institutions must be eligible to participate
in Department of Education student aid programs."' 9 5
Like the Education IRA, taxpayers will not lose their tax preferred
status if they roll over their Qualified State Tuition Programs so long as
they are transferred to a beneficiary who is a member of the previously
designated beneficiary's family. 9 6 The TRA 1997 expanded the definition
of family so that the term includes a large number of people." 9
The TRA 1997 also clarified that a contributor or designated
beneficiary may not "direct the investment of contributions to the program
(or earnings thereon) by specifically providing that contributors and
beneficiary may not 'directly or indirectly' direct the investment of
contributions to the program (or earning thereon)."' 98
Finally, the TRA 1997 affects those individuals who would have
included distributions from the Qualified State Tuition Program in their

193. This means the minimum room and board allowance applicable to the student as
determined by the institution in calculating costs of attendance for federal financial aid programs.
See id. at 27.

194. Congress passed the Higher Education Act of 1965 "To strengthen the educational
resources of our colleges and universities and to provide financial assistance for students in post
secondary and higher education." Pub. L. No. 89-329, 79 Stat. 1219; see l.R.C. § 529(eX5)(A)
(2000).
195. See JOINT COMM. ON TAXATION, supra note 82, at 28. Note that this is the same definition
used by all other educational provisions of the TRA 1997 with the exception of the Student Loan
Interest Deduction which has a slightly broader definition.
196. See I.R.C. § 529(cX3)(C)(i) (2000).
197. These persons are described in I.R.C. § 152(a)(l)-(9). A member of the dependant's
family includes the beneficiary's son or daughter or descendant of either, stepson or stepdaughter,
brother, sister, stepbrother or stepsister, father or mother or an ancestor of either, stepfather or
stepmother, son or daughter of a brother or sister (niece or nephew), brother or sister of the father
or mother (aunt or uncle), son-in-law, daughter-in-law, father-in-law, mother-in-law, brother-inlaw, sister-in-law or an individual who lived with the taxpayer for the current taxable year. See

I.R.C. § 152(a)(1)-(9) (2000).
198. JOiNT COMM. ON TAXATION, supranote 82, at 28.
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gross income.'" 9 To the extent that he or she meets the eligibility and
income requirements, the taxpayer may claim the HOPE Creditor the LL
Credit with respect to the amount included as income.2"
2. Impact on the United States Treasury
The expansion of Qualified State Tuition Programs to include room
and board is estimated to reduce the federal budget by $36 million in 1998,
$107 million in 1999, $118 million in 2000, $130 million in 2001, $143
million in 2002, $157 million in 2003, $173 million in 2004, $190 million
in 2005, $209 million in 2006, and $230 million in 2007.20 The total
estimated cost to the United States Treasury totals $1,491 million for
Fiscal Years 1997-2007. °2
3. Impact on Taxpayers
The changes to the Qualified State Tuition Program now allows a
broader, more effective program for those parents who choose to
participate by including room and board in qualifying expenses. Working
in combination with the HOPE and LL Credits, the Qualified State Tuition
Program can provide families with assistance in financing their children's
education. It, however, could be expanded to provide tax exempt, rather
than tax preferred, status to taxpayer contributions to maximize the benefit
provided to students and their families.
G. Estate and Gift Tax Treatment of
CertainEducationalContributions
1. Description
The TRA 1997 changed the treatment of contributions made to a
Qualified State Tuition Program or Education IRA from an incomplete gift
to a completed gift of a present interest for federal gift tax purposes.20 3
Any federal gift tax consequences are no longer determined at the time of
distribution from a Qualified State Tuition Program. 2 4 "Annual
contributions are [now] eligible for the present-law gift tax exclusion
provided by Code Section 2503(b) and also are excludable for purposes of

199.
200.
201.
202.
203.
204.

See id.
See id.
See JOINT COMM. ON TAXATION, supra note 98, at 1.
See id.
See JOINT COMM. ON TAxATION, supra note 82, at 32.
See id.
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the generation-skipping transfer tax."2 5 This, however, is still subject to
the annual gift-tax exclusion limit of $10,000 for an individual or $20,000
for a married couple.2"
The TRA 1997 also changed the treatment of amounts contributed
to a Qualified State Tuition Program on behalf ofa beneficiary in the event
that the contributor dies prior to distribution.20 7 Previously, these amounts
were included in the deceased taxpayer's estate for federal estate tax
purposes.2 8 They are now excluded from the estate.
Finally, the TRA 1997 allows the beneficiary's interest in either a
Qualified State Tuition Program or Education IRA to be rolled over to
another beneficiary without transfer tax consequences.2 The new
beneficiary, however, must belong to the same generation as the original
beneficiary.10
2. Impact on the United States Treasury
These changes in the estate and gift tax treatment of certain
educational contributions are estimated to have a negligible effect on the
fiscal budget.2 '

205. Id.
206. Id.Further, if a contribution is made in excess of the annual limit, the taxpayer may elect
to have the contribution treated "as if made ratably over five years beginning in the year the
contribution is made." Id.
207. id. at 26.
208. See id
209. Id. at 32.
210. If the transfer is made to a member of a lower generation (e.g., son, daughter, niece or
nephew) the amount may be treated as if made ratably over five years and therefore "may be
applied to exempt up to $50,000 of the transfer from gift tax." Id. at 32-33.
211. Utilizing the estimated revenue effect numbers from the Joint Committees' GENERAL
EXPLANATION OF TAX LEGISLATION ENACTED IN1997, in combination with the estimated budget
effect numbers from the Joint Committee's ESTIMATED BUDGET EFFECTS OF THE CONFERENCE
AGREEMENT ON THE REVENUE PROVISIONS OF H.R. 2014, THE "TAXPAYER RELIEF ACT OF 1997"
results in an estimated effect on the federal budget of zero. See JOINT COMM. ON TAXATION, supra
note 83, at 33; JOINT COMM. ON TAXATION, supra note 98, at 1. This result comes about because
in the GENERAL EXPLANATION, the Joint Committee combined the Education IRA and the Qualified
State Tuition Program changes with the Estate and Gift Tax Provisions into one estimate. See
STAFF OF JOINT COMM. ON TAXATION, supra note 82, at 33. Although the Joint Committee's
estimates provide individual numbers for the Qualified State Tuition Program and the Education
IRA, they do not provide any numbers for the Estate and Gift Tax Provisions. See JOINT COMM. ON
TAXATION, supra note 98, at I. Subtracting from the numbers in the GENERAL EXPLANATION the
estimates of the Joint Committee in the ESTIMATED BUDGET EFFECTS results in a budget effect of
zero. The actual budget impact is arguably greater than zero, but insignificant in comparison with
the Education IRA and the Qualified State Tuition Program. Additionally, rounding used to express
the number in millions has minimized the impact of the Estate and Gift Tax Provisions.
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3. Impact on Taxpayers
These seemingly minor changes to the estate and gift tax treatment
of contributions made to Education IRAs and Qualified State Tuition
Programs give parents, and others, added incentives to use these
investment vehicles to pay for a child's education.
H. Other Education-RelatedTax Provisions
The TRA 1997 contains three additional provisions that affect
higher education.212
1. Extension of Employer-Provided Educational Assistance
Initially, the United States Congress raised the maximum exclusion
in employer-provided educational assistance to $5,250."3 In order to
qualify for the exclusion, the assistance must be provided by the employer
for the education of the employee.214 This includes, the payment of tuition,
fees, books, supplies and equipment.215 The assistance must not cover any
"law, business, medical or other advanced academic or professional
degree" courses." 6 The assistance received by the employee is not
included in his or her gross income and is not reported to the IRS. 217 The
TRA 1997 did not change any of these requirements. It simply extended
the exclusion for an additional three years, through May 31, 2000."' The
continuance of this provision was expected by Congress to reduce the
federal budget by $534 million in 1998, $369 million in 1999, and $250
million in 2000.219 The total estimated cost to the United States Treasury
totals $1,153 million for Fiscal Years 1997-2007.22 °

212. The TRA 1997 also provides educational benefits for K-12 education including: enhanced
deductions for corporate contributions of computer technology and equipment for grades K-12, the
expansion of arbitrage rebate exceptions for certain bonds or the tax credits for holders of qualified
education bonds because they do not effect higher education.
213. See I.R.C. § 127(a)(2) (2000); see also JOINTCOMM. ON TAXATION, supra note 82, at 33.
214.
215.
216.
217.
218.
219.
220.

See id.
See I.R.C. § 127(c)(I)(A) (2000).
I.R.C. § 127(c)(1)(B) (2000).
See I.R.C. § 127(a) (2000).
JOINT COMM. ON TAXATION, supra note 140, at 7.
JOINT COMM. ON TAXATION, supra note 98, at 34.
See id.
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2. Tax Treatment of the Cancellation of Certain Student Loans
An individual's gross income does not include any amount from
the cancellation or forgiveness of certain student loans, provided the
cancellation is contingent on the student working in certain professions for
a certain amount of time. 22' The TRA 1997 expanded the provisions of
I.R.C. subsection 108(f) allowing the taxpayer to exclude from income any
amount of forgiveness of student loans received from educational
organizations.222 The other requirements of subsection 108(f) still apply.223
This provision of the TRA 1997 has a particularly beneficial
impact on graduates who participate in their school's loan repayment
programs. Most of these programs provide loan forgiveness to graduates
who enter low-paying public service jobs. For instance, prior to the TRA
1997, Harvard Law School spent $212,914, approximately twenty-five
percent of the program budget, to cover the taxes imposed on its loan
forgiveness.224 This change in the treatment of cancelled student loans is
estimated to have a negligible effect on the federal budget from 19972007.225
I. Reaction to the Taxpayer ReliefAct of 1997
by Institutions of Higher Education
It was widely assumed by critics of the TRA 1997 that the tuition
tax credits would "lead many post-secondary institutions to raise their
prices., 226 Schools who charged less than $1,500 for tuition and fees (the
amount of the HOPE Credit) could raise their prices to $1,500 and families
would be "indifferent" to this change because of the available credit.2
Schools charging more than $1,500 would simply adjust a family's
available resources by the amount of the credit ($1,500 in the case of the

221.

See l.R.C. § 108(f)(1) (2000).

222. See STAFF OF COMM. ON TAXATION, supra note 82, at 39.
223. See id.
224. Information obtained from Lisa Dealy, Director, Harvard Low Income Protection Plan.
Several other law schools have similar loan forgiveness programs for their graduates. These include
Yale's Career Options Assistance Program (<http://www.yale.edu/lawweb/lawschool/finaid>
(visited Dec. 10, 2000)), Stanford's Miles and Nancy Rubin Loan Forgiveness Program
(<http://www.law.stanford.edu/admissions/finaid.html> (visited Dec. 10, 2000)), and the University
of California, Berkeley's Loan Repayment Assistance Program (<http://law.berkeley.edu/financialaid/loanrepay.htmi> (visited Dec. 10, 2000)). Several schools of government, such as the John F.
Kennedy School of Government at Harvard University, also offer loan repayment programs
(<http://www.hsg.harvard.edu/apply/fees.htm> (visited Dec. 10, 2000)).
225. See JOINT COMM. ON TAXATION, supra note 98, at I.

226. JOINT ECONOMIC COMM., supra note 103, at 9.
227. See id
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HOPE Credit and $1,000 for the LL Credit) thereby reducing the amount
of federal and institutional aid the family would receive.
These assumptions, however, have yet to come to fruition. The
average cost of attending college for 1999-2000 (the second year for which
the education tax credits were available) rose 3.4 percent at public schools
and 4.6 percent at private schools, "the lowest increase in the last 12
years."22 While this is still greater than the rate of inflation, 9 it is
significant that in the face of the education tax credits, the rate of increase
in the cost of attendance declined.
J. Recent Tax Benefitsfor Education Proposed
by the Clinton Administration and Congress
As part of his Fiscal Year 2001 Budget Proposal, President Clinton
introduced several education incentives. 230 Additionally, several bills
currently. pending in Congress would significantly alter many of the
educational provisions of the tax code.23' This illustrates the continuing
need and desire, on behalf of the government, to improve the affordability
of, and therefore access to, higher education. These proposals, however,
do not solve the problems of the TRA 1997.
1. College Opportunity Tax Cut
The proposed College Opportunity Tax Cut would expand the LL
Credit by increasing the President's credit rate from 20 percent to 28
percent.232 The credit would still be phased out for taxpayers but at higher
levels. The higher credit would phase out for single filers with modified

228. Jacques Steinberg, Rise in Average College Cost in '99 Lowest in 12 Years, NY TiMES,
October 6, 1999, at B 13; see also Kenneth J.Cooper, Average College Tuition Rose Less Than 5
Percent This Year, WASHINGTON POST, Oct. 6, 1999, at A20.
229. See Cooper, supra note 229.
230. See JOINT COMM. ON TAXATION, 106th Cong., Ist Sess., SUMMARY OF TAX PROVISIONS
CONTAINED iN THE PREsDENT's FISCAL YEAR 2001 BuDGET PROPOSAL 1 (Joint Comm. Print
2000).
231. See Jacques Steinberg, supranote 229. These include H.R. 7, 106th Cong. § 2(b) (1999),
the Education Savings and School Excellence Act of 1999 (would increase Education IRA
contribution maximum to $2,000 per year, increase the student loan deduction and make earnings
on prepaid college tuition plans tax exempt), H.R. 922, 106th Cong. § 2(a) (1999), the Education
IRA Plus Act of 1999 (would raise the maximum contribution to $2,000 over a period of three
years) and H.R. 2574, 106th Cong. (1999), the Pro-Family, Pro-Growth, Pro-Reform Tax Reduction
Act of 1999 (would increase the HOPE Scholarship Credit to $5,000 and extend it to cover the first
four years of college, increase the amount of qualifying expenses for the Lifetime Learning Credit,
eliminate the sixty month limit on the student loan interest deduction and exempt from tax the
National Health Service Corp and Armed Services Health Professions scholarships). Each of these
bills is currently pending in the House Committee on Ways and Means.
232. See JOINT COMM. ON TAXATION, supra note 230, at I.
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AGI's between $50,000 and $60,000 and for married filers with modified
AGI's between $100,000 and $120,000.233 The College Opportunity Tax
Cut also gives taxpayers the choice of the new 28 ercent credit or a
deduction for educational expenses.234 The maximum qualifying expenses
eligible for the deduction are $5,000 in 2001 and 2002 with an increase to
$10,000 in 2003.235
While these new limits may allow taxpayers to claim a credit for
a greater portion of their educational expenses, they still do not provide
effective relief to students and families. This proposal entirely fails to deal
with the problem of the high amount of expenses needed to claim a
relatively small credit, the preclusion of benefits to families with more
than one qualifying student, and the interaction of the LL Credit with the
AMT.
2. Student Loan Interest Deduction
President Clinton's proposal would also eliminate the 60-month
limit for the Student Loan Interest Deduction.2 36 These proposals would
allow taxpayers to deduct the interest paid each year for the lifetime of the
loan. As will be discussed infra,such proposals represent a significant step
in making this provision an effective means of assisting taxpayers with
educational debt.
3. Extension of the Employer-Provided Educational
Assistance for Graduate Education
President Clinton's proposal would reinstate the exclusion from
gross income of employer-provided educational assistance (discussed
supra)for graduate-level education for courses beginning on July 1, 1999
and before January 1, 2002.237 This provision expired in 1996.238 The
administration should either commit to making this provision a permanent
part of the tax code or eliminate it entirely. As it stands, students are left
wondering whether or not Congress will extend the credit as it expires
every two to three years.

233. See id.

234.
235.
236.
237.
238.

See id.
See id.
See id. at 2.
See JOiNT COMMON TAXATION, supra note 230.
See id.
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4. Elimination of Tax on Forgiveness of
Certain Direct Student Loans
The President's proposal would expand the current loan
cancellation and forgiveness provisions in Section 108(f) of the Internal
Revenue Code. 39 It would allow taxpayers to exclude from gross income
forgiveness of student loans received through the Direct Loan program that
was based on the taxpayer's low income level. 2' It seems contrary to
sound tax policy to include in a taxpayer's income amounts received as
student loan forgiveness when the forgiveness is based upon the taxpayer's
low income. Changing this treatment gives low-income taxpayers with
educational debt the assistance they desperately need.
5. Tax Treatment of Certain Education Awards
Currently, all amounts received by an individual from the National
Health Service Corps Scholarship Program24' or the Armed Forces Health
Professions Scholarship and Financial Assistance Program2 4' are included
in the student's gross income. This includes amounts used to pay tuition
and fees as well as monthly stipends received by the student.243 The

proposal would allow students who receive these forms of assistance to
exclude them from income, in their entirety, as a qualified scholarship
under Section 117 of the Internal Revenue Code. 2 " It makes little policy
sense to tax amounts provided to these students for the payment of tuition

239. See id.
240. See id.
241. The National Health Service Corps Scholarship Program is administered by the Bureau
of Primary Health Care of the Health Resources and Services Administration, part of the
Department of Health and Human Resources. It is designed to provide primary care medical
professionals (e.g., physicians and nurses) to medically under served rural and inner city areas.
Students who receive the NHSC Scholarship receive a scholarship equal to the cost of tuition, fees,
books and equipment as well as a monthly stipend. In exchange, the student commits to serve in
a health professional shortage area at the rate of one year for each year the scholarship was
received. See <http://www.bphc.hrsa.gov/ncsc/Pages/about-nhsc/3Aoview.htm>;
http://www.bphc.hrsa.gov/ncsc/Pages/about-nhsc/3B2_comm.htm> (visited Nov. 26, 2000>
(visited Mar. 16, 2000).
242. The Armed Forces Health Professions Scholarship and Financial Assistance Program
work in virtually the same manner as the National Health Service Corp Scholarship Program.
Instead of working in a medically under served area, the students who receive Armed Forces
Scholarships agree to serve in the branch of the Service which awarded them the Scholarship, either
the Navy, Army or Air Force, for the same number of years for which they received scholarship
assistance. See <http://www.airforce.com/training/financial.html> (visited Mar. 16, 2000).
243. See id.
244. See JOINT COMM. ON TAXATION, supra note 230, at 2.
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and fees.245 These payments amount to a scholarship given by the
government and should therefore receive favorable treatment under
Section 117, just like any other scholarship.
V. A PROPOSAL TO IMPROVE THE EFFECTIVENESS OF
TAX INCENTIVES FOR HIGHER EDUCATION

The additions and changes made to the Internal Revenue Code by
the TRA 1997 reflect a fundamental shift in the tax treatment of
educational expenses. The TRA 1997 recognizes the social utility in
providing tax incentives for educational expenses, regardless of their
personal nature. It further represents an effort by Congress and the
President to assist low- and middle-income families paying for higher
education and to encourage families to save for their children's education.
While the TRA 1997 provided a significant expansion in tax incentives for
higher education and represented a change in tax policy, it fell short of
reaching both its own goals and the ideal tax treatment of educational
expenses.' 46
Each of the key provisions of the TRA 1997 (HOPE Credit, LL
Credit, Student Loan Deduction, and Education IRA) have operational
difficulties that unnecessarily limit the availability of the respective tax
benefits to individuals and families. To provide a more effective and
meaningful system of tax incentives, and to move closer to achieving the
ideal tax treatment of higher education expenses, I propose several
changes to the existing education tax benefits. These changes fall into two
primary categories. First, the tax incentives for education should all utilize
broad, standardized definitions. Employing uniform, expansive definitions
will simplify the provisions for taxpayers and will recognize the actual
costs of higher education. Second, the limits on tax incentives for
education should all be increased to more adequately reflect the costs of
higher education and provide meaningful methods for families to save for
higher education.

245. These scholarships are somewhat analogous to fellowships given to graduate students.
They both contain two parts, a scholarship to cover tuition and fees and an obligation to perform
certain work for which they are remunerated. The difference in the current treatment lies in the fact
that tuition assistance given to graduate students is excluded from gross income.
246. The Taxpayer Relief Act of 1997 was intended to assist low- and middle-income families
and students pay for the costs of higher education and to encourage families to save for future
education expenses. See generally JOINT COMM. ON TAXATION, supra note 82, at 14-16.
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A. InstitutingBroadand Uniform Definitionsfor Educational
Provisionsof the Internal Revenue Code
1. Qualified Educational Expenses
a. Explanation of the Different Definitions
and Their Associated Effects
In order to claim any of the educational tax benefits provided in the
Internal Revenue Code, the taxpayer must have "qualified educational
expenses."247 The definition of these expenses, however, varies depending
upon the section of the code. The broadest definition applies to expenses
paid for with funds from Qualified State Tuition Programs. It includes
tuition, fees, books, supplies, equipment, room and board expenses
required for enrollment or attendance at an eligible educational
institution. 2" In order to include room and board expenses, however, they
must be a part of the budget established by the institution for the student.249
This requirement implies that the student must be enrolled at least halftime in order to have these expenses included in his or her budget.25
The most restrictive definition applies to the HOPE Scholarship
Credit and the Lifetime Learning Credit where only tuition, academic fees,
books, supplies and equipment are considered qualified educational
expenses. 25' A student's expenses for room, board, athletic and other fees,
as well as insurance, transportation and personal needs, do not qualify for
the tax credit. In most cases, this represents a significant portion of the
student's overall school budget. For example, the in-state cost of
attendance for one year at the University of California (UC) Berkeley is
$1 5,642.252 Of that amount, tuition, academic fees, books, supplies, and
247. See I.R.C. §§ 25A; 221; 408; 529 and 530.
248. See I.R.C. § 529(e)(3)(A) (2000).
249. See I.R.C. § 529(e)(3)(B) (2000).
250. Student budgets or costs of attendance ("COA") are based on the enrollment status of the
student. Full-time student budgets typically include tuition, fees, books, room, board, personal
expenses and travel. Students who are enrolled half-time have their budgets reduced accordingly.
Budgets or COAs of those students enrolled less than half-time typically only include tuition, books
and fees. See Dept. of Educ. Student Guide 2000-01, <http://www.ed.gov/proginfo/SFA/StudentGuide/2000-01/terms.html> (visited Dec. 10, 2000).
251. See I.R.C. § 25A(f)(I)(A) (2000).
252. See University of California at Berkeley, Fees and Expenses (visited Nov. 26, 2000)
<http://www.uga.berkeley.edu/ouarslevel_2/fin_aid.html>. This is generally true for any in-state
student attending a state school. With the current low limits on the HOPE and Lifetime Learning
Credits, students attending private schools are not effected by this restrictive definition because
their tuition charges far exceed the maximum limits of the credit. However, once the maximum
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equipment total $5,194.253 This leaves $9,448 in expenses for room, board,
transportation, health insurance and personal expenses.254 The code's
definition of qualified educational expenses, therefore, excludes fifty-eight
percent of a student's cost of attendance at UC Berkeley from qualifying
for either the HOPE or LL Credit.
Additionally, in some instances, a student's qualified expenses are
reduced by qualified scholarships, fellowships or other tax-free
educational expenses.255 This reduction particularly affects students with
tuition scholarships. Under the HOPE and LL Credits, only the'amounts
spent by the student on academic fees, books, supplies, and equipment are
qualifying expenses. These represent very minor expenses compared with
tuition and room and board and would result in a substantial reduction in
the student's available credit. The same UC Berkeley student who received
a full tuition scholarship would be left with only $854 in qualifying
expenses, the cost of books and supplies. Despite the fact that the student
spent $10,562 as part of his or her student budget, these expenditures do
not qualify for a tax credit because they were not for tuition, fees or books.
This results in the tax code only recognizing seven percent of that
student's cost of attendance, which is little help for families struggling to
pay for higher education.
If such a student took out an educational loan to pay for her nontuition cost of attendance, the interest payments on that loan would qualify
for a deduction despite the fact that it was used to pay for room, board, and
other non-tuition expenses.256 The reason for allowing the deduction of the
student loan is because it would be administratively difficult, if not
impossible, to determine on an individual basis which parts of a student
loan were used by the student to pay tuition and fees versus room and
board expenses. It makes little sense to exclude these expenses for the
purposes of claiming a credit when the student is enrolled while including
them for the purpose of granting a deduction for2 57interest paid on the
student loan used to pay these very same expenses.

limits on the credits are raised, the definition of qualified educational expenses would negatively
impact students attending private school as well.
253. See id.
254. See id.
255. This restriction applies to the HOPE Scholarship and Lifetime Learning Credit. See supra
note 87 and accompanying text.
256. A qualified education loan includes one used to pay tuition, fees, room, board and related
expenses. See I.R.C. § 221(e)(1)(c) (2000).
257. Under both the HOPE Scholarship and Lifetime Learning Credit, expenses paid with
student loans are generally considered qualified expenses. See supra note 87 and accompanying
text. It, therefore, makes even less sense to treat the expenses for room, board and other nonacademic expenses differently.
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These inconsistent definitions create clear inequities within the tax
code. Depending on the particular educational provision that the student
is eligible for, the definition of qualified educational expenses may
unnecessarily reduce their available benefit. Additionally, the
inconsistency penalizes students who earn tuition scholarships. While
Congress has made some policy choices by giving different levels of tax
benefits to different levels of education," 8 no clear policy rationale
justifies these distinctions among qualified educational benefits. The
policy choices have already been made in determining the particular tax
benefits for each provision. The differing definitions only serve to confuse
taxpayers and make educational and tax planning needlessly complex.
A table may best illustrate the many intricacies and the confusing
nature of the definition of qualified educational expenses.

258. Congress and the President have placed a higher priority on the first two years of
education by providing the largest tax benefit, in the form of a $1,500 credit, for students pursuing
this level of education. See supratext accompanying note 86.
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Tax Provision
HOPE Education
Credit
I.R.C. §25A

Lifetime Learning
Credit
I.R.C. §25A

Student Loan Interest
Deduction
I.R.C. §221

Education IRA
I.R.C. §530

Traditional/Roth IRA
I.R.C. §408

Qualified State
Tuition Programs
I.R.C. §529
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Definition of Qualified Educational
Expenses
tuition and academic fees (including
registration fees, laboratory fees, and extra
charges for a particular course), books,
supplies and equipment reduced by any
other tax benefit (e.g. distribution from
and Education IRA or scholarship)
tuition and academic fees (including
registration fees, laboratory fees, and extra
charges for a particular course), books,
supplies and equipment reduced by any
other tax benefit (e.g. distribution from
and Education IRA or scholarship)
tuition, fees, room, board and related
expenses reduced by any educational
benefit excluded from income (e.g.
interest on educational savings bonds,
distributions from an Education IRA or
any scholarship or employer-provided
educational assistance)
tuition, fees, books, supplies, equipment
and room and board expenses if the
student is enrolled at least half-time,
reduced by any scholarship or other taxfree benefit
tuition, fees, books, supplies, equipment,
room and board expenses if the student is
enrolled at least half-time, reduced by any
scholarship, interest on a qualified U.S.
savings bond or veteran's education
benefit
tuition, fees, books, supplies, equipment,
room and board expenses if the student is
enrolled at least half-time
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b. Proposalto Simplify and Uniformly Expand the
Definition of QualifiedEducationalExpenses
In order to provide the most meaningful tax benefit to students and
their families, as well as to make the tax code simple to understand and
administer, the definition of qualified educational expenses must be
uniformly broadened for all educational tax provisions. The simplest and
most comprehensive way to achieve this goal is to broaden the definition
of qualified educational expenses to include the cost of attendance, as
determined by the student's educational institution, for any course of
instruction that is part of a recognized degree, certificate, credential
program, or where the taxpayer will acquire or improvejob skills. Further,
this definition should have one central location in the tax code to which all
educational tax provisions could refer.
Defining qualified educational expenses as the cost of attendance
at a given school best represents the student's actual expenses. This
definition would include money spent on tuition, fees of any kind, books,
supplies, room, board, transportation, health insurance, and personal
expenses. For students attending less than full- or half-time, the budget
would be based upon the number of hours they enrolled. For instance, if
the student took one course, and that represented twenty-five percent of the
course load of a full-time student, the student's budget would be twentyfive percent of the full-time student budget. This definition creates a
simple way for students and the Internal Revenue Service to determine the
educational expenses that qualify for tax benefits.
Moreover, the definition of qualified educational expenses should
be broadened to apply to any course that is part of a recognized degree,
certificate or credential program or a course where the taxpayer will
acquire or improve job skills." 9 This requires the broadening of the HOPE
Credit to eliminate the requirement of half-time status in a degree seeking
program or a program that leads to a certificate or any other recognized
educational credential. That limitation unnecessarily prevents students who
cannot afford to attend school at least half-time from receiving the HOPE
Credit. While those students could take advantage of the LL Credit, it is
less valuable than the HOPE Credit because it requires a greater level of
expenditures to receive a smaller tax benefit.2" This would be particularly

259. This definition comes from the Lifetime Learning Credit. See I.R.C. § 25A(c)(2XB)

(2000).
260. Under my proposal, the Lifetime Learning Credit currently requires spending of $5,000
to receive the maximum credit of $1,000. For any expenses less than $5,000, the student's credit
is equal to 20% of the amount spend. See I.R.C. § 25A(c)(1) (2000). The HOPE Scholarship Credit
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true for students enrolled less than half-time because they would have
expenses far below the maximums.
The HOPE Credit should apply to any qualified educational
expenses regardless of the student's enrollment status. This would
encourage students to begin their education, even if they had to do so at a
less than full- or half-time pace. While this pace would preclude these
students from receiving the full benefit provided by the HOPE Credit, it
would still give them a substantial benefit, and one greater than that
provided by the LL Credit. 261 It may even serve as an additional incentive
for students to begin their course work. Students who cannot afford to
attend full- or half-time would particularly benefit from the provision of
the HOPE Credit that gives a credit for 100% of the first $1,000 in
qualified expenses. A less than half-time student's expenses would
certainly fall within this category, resulting in a full recovery of that
student's educational expenses.262
Additionally, a uniform definition should be located in one
provision of the tax code. All educational provisions would then refer to
this definition. This simplifies administration of educational tax benefits
by utilizing one standard definition. It also simplifies tax planning for
students and families. These individuals will know, in advance, which
educational expenses the tax benefits will cover, regardless of the
particular provision they choose.
Changing to a uniformly broad definition of qualified educational
expenses more accurately reflects the costs of higher education and creates
a simpler tax code for administrative and planning purposes.

allows a credit of 100/c of the first $1,000 spent and 50% of the second $1,000. See I.R.C. §
25A(b)(1) (2000). Therefore, a student who spent $1,000 would get a HOPE Credit of$ 1,000 while
only receiving a LL Credit of $200.
261. The HOPE Credit would be available for the first four years of post-secondary education,
regardless of the student's enrollment status. Therefore, a student who attended part-time would
only be eligible for the HOPE Credit for their first four years of enrollment despite the fact that
during this time they completed only the equivalent of two years of a bachelor's degree. These
students, however, would be eligible to claim the LL Credit for any year of education aboye year
four.
262. This, of course, assumes that the student is spending most of her time working and
therefore would have the necessary tax liability to take advantage of the HOPE Credit as it is
currently structured.

2001
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2. Eligible Educational Institutions
a. Explanation of the Different Definitions
and Their Associated Effects
Each of the educational tax provisions in the code requires that all
money spent on educational expenses be paid to an eligible educational
institution in order for the taxpayer to qualify for any tax benefit.263 While
the definition of eligible educational institutions varies less than the
definition of qualified educational expenses, both the Internal Revenue
Service and taxpayers would benefit from a uniformly broad definition.
Currently, the HOPE Credit, LL Credit, Education IRA,
Traditional/Roth IRA and Qualified State Tuition Programs all define
eligible educational institutions by reference to Section 481 of the Higher
Education Act of 1965.26 This definition generally includes "accredited
post-secondary educational institutions offering credit toward a bachelor's
degree, an associate's degree, or another recognized post-secondary
credential. Certain for-profit institutions and post-secondary vocational
institutions also would be eligible institutions. The institution must be
eligible to participate in Department of Education student aid
programs. 265
263. See I.R.C. §§ 25A (2000); 221; 408; 529; and 530.
264. See supra note 195.
265. JOTNT COMM. ON TAXATION, supra note 86, at 7. In order to participate in Department
of Education student aid programs an educational institution must meet the following criteria. It
must be legally authorized by the state in which it operates to provide post-secondary educational
programs, accredited by a nationally recognized accrediting agency or meet the alternate
requirements, if applicable, and admit as students only those with a high school diploma or its
recognized equivalent or persons beyond the age of compulsory attendance in the state in which
the institution is located. Three types of institutions that may qualify. First, institutions of higher
education may qualify ifthey are a private or public nonprofit located in a state. They must provide
an associate's, bachelor's, master's or professional degree or a one year training program that leads
to a degree, certificate or other recognized credential that prepares students for gainful employment
in a recognized occupation. Second, proprietary institutions of higher education are eligible if they
are private or public nonprofit educational institutions located in a state and derive no more than
ninety percent of their revenue from student financial aid programs. They must provide training for
gainful employment in a recognized occupation and one of the following: (1) a minimum of fifteen
weeks of an undergraduate program of 600 clock hours (sixteen semester hours or 24 quarter hours)
and may admit students without an associate's degree or its equivalent (2) a minimum often weeks
of instruction of 300 clock hours (eight and one half semester hours or twelve quarter hours) in a
graduate or professional program that admits only those with an associate's degree or its equivalent
or (3) a short term program that provides ten weeks of instruction of 300-599 clock hours that
admits some students with less than an associate's degree. Third, post-secondary vocational
institutions may qualify if they are private or public nonprofit educational institutions located in
a state. Like the proprietary institutions of higher education, they must also meet one of the three
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Only the Student Loan Interest Deduction has a less restrictive
definition. In addition to relying on Section 481 of the Higher Education
Act, its definition includes "an institution conducting an internship or
residency program leading to a degree or certificate awarded by an
institution of higher education, a hospital, or a health care facility which
offers postgraduate training." 2
Section 117 of the Tax Code, which excludes qualified
scholarships, has the most expansive definition. 67 The treasury regulations
define eligible educational organizations as those organizations "which
normally maintain[ a regular faculty and curriculum and normally ha[ve]
a regularly enrolled body of pupils or students in attendance at the place
where its educational activities are regularly carried on. 2 68 This broad
definition allows students to exclude virtually any scholarship from his or
her income. 269 However, any expenses paid by students to these same
institutions may not qualify for any other educational tax benefit. This
creates an inequity within the code that only creates further confusion. If
the institution qualifies for purposes of scholarships, it should qualify for
purposes of all other tax benefits for education.
b. Proposalto Simplify and Uniformly Expand the
Definition of Eligible EducationalInstitutions
Although the differences in the definitions of eligible educational
institutions do not vary significantly, standardizing the definition will
create a uniformly simple and straightforward code for purposes of
administration and tax planning. It makes little policy or operational sense
to have varied definitions of eligible educational institutions. The
definition should be standardized as those institutions included in Section
481 of the Higher Education Act of 1965. This standard definition will
include accredited post-secondary educational institutions offering credit
toward a bachelor's degree, an associate's degree, or another recognized
post-secondary credential, as well as certain proprietary institutions and
post-secondary vocational institutions who participate in Department of
Education student aid programs, such as direct loans, Perkins loans, and
Pell Grants. This expansion allows students the flexibility to attend

additional criteria. See Department of Education, Institutional Eligibility and Administrative
2000),
<http://ifap.ed.gov/dev_
27,
Mar.
(visited
Research
csb/new/fsfabk.nsf/feI 472703d561 310852567a70072a9c0/5feaff0e3f3f7344852566ad004a738b
?OpenDocument>.
266. I.RKC. § 221(e)(2)(B) (2000).
267. See I.R.C. § 117(a) (2000).
268. Treas. Reg. § 1. 117 3(b) (as amended in 1985).

269. This broad definition may have resulted from the original treatment of scholarships as
gifts and the desire of Congress to encourage such gifts.
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virtually any institution of post-secondary education. Modifying the
definition of eligible educational institution serves the taxpayers by
creating a uniform definition for all educational tax provisions and also
serves the treasury by simplifying the administration of these provisions.
B. Increasingthe Limits Applicable to Tax Incentivesfor
Education to More Adequately Reflect the Costs of Higher
EducationandProvide Meaningful Methodsfor Families
to Save for Higher Education
Congress enacted the educational incentives of the TRA of 1997
to provide assistance to "low- and middle-income families and students in
paying for the costs of post-secondary education,"27 to "encourage
families and students to save for future education expenses,"27 ' and .to
make universal the first two years of post-secondary education.2" The
limits placed on these tax provisions, however, preclude them from
achieving these goals. In fact, the distributional effects of the TRA 1997
are exactly the opposite of the intended goals. 2" Families in the highest
income bracket, $200,000 and over, have the greatest reduction in tax
liability as a result of the TRA 1997.74 Families in the lowest income
bracket receive no tax relief at all. 2" This inequity most likely results from
the fact that none of the educational provisions of the TRA 1997 are
refundable, they only offset already existing tax liability. Taxpayers in the
lowest brackets simply do not have the tax liability necessary to benefit
from any of the educational tax incentives. Thus, the TRA 1997 fails to
meet the Congressional goal and the ideal of providing assistance to lowincome families.
The number of families claiming credits, and the amount of those
credits, further indicates the failure of the TRA 1997 to meet its goals or
effectuate an ideal tax policy toward educational expenses. In 1998, the
first year in which the credits were available, "4.8 million families
received $3.5 billion in tax relief for educational expenses for college or

270. JOINT CoMM. ON TAXATION, supra note 82, at 14.
271. Id. at 27.
272. See William Jefferson Clinton, supra note 78.
273. JOINT COMM. ON TAXATION, 105TH CONG., IST SESs., DISTIuBuTIONAL EFFECTS OF
CONFERENCE AGREEMENT ON TAXPAYER RELIEF ACT OF 1997 (Joint Comm. Print 1997).
274. Id.
275. Taxpayers with incomes of less than $10,000 either see no reduction in their effective tax
rate or a deduction of one tenth of one percent. Taxpayers with incomes between $10,000-20,000
see a reduction of their effective tax rate by zero to seven tenths of one percent, depending on the
year. JOINT CoMM. ON TAXATION, 105TH CONG., IST SESS., ANALYSIS OF DISTRIBUTIONAL EFFECTS
OF CONFERENCE AGREEMENT ON TAXPAYER RELIEF ACT OF 1997 (Joint Comm. Print 1997).
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' This number was well short of the original estimate
training courses."276
of $6.7 billion in educational tax relief.2" It is estimated that in the 2000
tax year, 15.2 million taxpayers will file returns with qualified tuition
expenses." 8 Of these 15.2 million taxpayers, only 5.7 million will receive
the full education credit.279 A full 9.5 million taxpayers will receive zero
or less than the full education credit.280 This may result from either the
taxpayer not having enough expenses to claim the full credit ($5,000 for
the LL Credit and $2,000 for the HOPE Credit),28' having too high an
income so as to be phased out, having their tax benefit reduced by the
23
AMT, 282 or having too low of a tax liability to benefit from the credit.
The limits placed on the HOPE and LL Credits, therefore, limit their full
benefit to only thirty-seven percent of taxpayers with qualified expenses.
These numbers become even more troublesome for the 2008 tax year. Of
the 16.1 million taxpayers with qualified expenses, only 5.1 million will
receive the full education credit (thirty percent) and 11.3 million (seventy
percent) will receive zero or less than the full education credit. 2" Unless
the limits on the educational incentives are significantly raised and the
required spending is reduced (by increasing the percentage ofexpenditures
eligible for the credit), fewer and fewer taxpayers will see any benefit,
particularly those targeted by the TRA 1997, low- and middle-income
families.

1. HOPE Scholarship Credit
The HOPE Credit was intended to assist low- and middle- income
families pay the costs of post-secondary education, particularly for the first
two years. It, however, has the potential to do much more. The cost of a
college education, as a percentage share of family income, has increased
substantially over the past twenty years. In 1971-72, the cost of attendance
at a public four-year institution represented 42% of low-income, 13% of

276. Department of Education, Reminder: Education Tax Credits Available To FederalTax

Filers, March 28, 2000 visited Mar. 30, 2000) <http://www.ed.gov/PresReleases/032000/328.html>.
277. Thomas Fogarty, "Juicy Educational Tax Credits Go Unused," USA TODAY, Mar. 31,

2000, <http://www.usatoday.com/money/wealth/saving/mswl46.htm> (visited Mar. 31, 2000)
(blaming the low numbers on the complexity of claiming the tax credits).
278. See JOiNT COMM. ON TAXATION, supra note 107, at Table 17.

279. Id. This includes the HOPE Scholarship Credit and/or the Lifetime Learning Credit. See
id
280. See id.

281.
282.
283.
284.

See I.R.C. § 25A (2000).
See supra note 104 and accompanying text.
See supra note 102 and accompanying text.
See supra note 107.
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middle-income, and 6% of high-income families' income.2" 5 In 1999-2000,
the percentages of family income were 61%, 17%, and 5% respectively.28 6
These numbers are even more striking for the cost of attendance at private
four-year institutions. In 1971-72, these costs represented 91% of lowincome, 29% of middle-income and 12% of high-income families'
income. 287 In 1999-2000, the percentages were 162%, 44%, and 14%
respectively.2 8
Because of its relatively low maximum credits, the HOPE Credit
does not cover the costs of obtaining an education. In fact, it does not
cover the average cost of tuition and fees at any level of education.28 9 The
Credit comes closest to the cost of tuition and fees at a two-year public
school, $1,627 for 1999-2000.29 0 However, it only applies to the first two
years of post-secondary education.29' The total costs of obtaining a degree
from a four-year public institution totals approximately $32,334.2" The
maximum benefit of the HOPE Credit for any given student is $3,000 over
two years.2 93 This credit provides relief to families and students for less
than ten percent of the costs of higher education. This situation is further
compounded if the student attends a private school.2"
In order to provide a more meaningful level of benefit to students
and families, the limits on qualified educational expenses must be
increased. These limits should at least cover the yearly cost of tuition and
fees at a public four-year institution. In order to do so, the maximum credit
should be raised to 100% of the first $5,000 of qualified educational
expenses, indexed for inflation. This not only presents a simpler method
of calculating the credit by eliminating the two-tiered level of benefit but
also provides relief to those students who can afford to take only a few
courses. 295 This scheme encourages all students to pursue their education
285. See THE COLLEGE BOARD, supra note 1, at 15.
286. See id.
287. See id.
288. See id.
289. See id. at 7.
290. See id.
291. See I.R.C. § 25A(b)(2)(A) (2000).
292. See THE COLLEGE BOARD, supra note 1, at 15. This is based on the 1999-2000 cost of
$8,086, without including the inevitable increases for each year beyond the first See id.
293. If the student has qualifying expenses for each of the first two years of post-secondary
education, the maximum benefit is $1,500 per year for two years. See I.R.C. § 25A(b)(1) (2000).
294. See THE COLLEGE BOARD, supra note I, at 15. The total cost of obtaining a four-year
degree at a private institution is $85,356. See id.This is based upon the 1999-2000 cost of $21,339.
See id.
295. Having proposed to change the definition of the HOPE Scholarship Credit to eliminate
the half-time enrollment requirement, the HOPE Credit can now provide assistance to those
students who can only afford to take a couple of courses per year. This encourages students not to
delay their education.
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without delay. Moreover, it furthers the goal of universal post-secondary
education.
Additionally, the HOPE Credit is non-refundable. This precludes
the lowest income individuals from receiving any benefit. The students
who fall into this category are those who most need the assistance. As
previously discussed, these students and families pay between 61 and
162% of their yearly income for educational expenses. It runs contrary to
the HOPE Credit's goal of making the first two years of post-secondary
education universal, particularly for low- and middle-income students, to
prevent those families who need the most assistance from receiving any
benefit. Making the credit refundable would drastically expand the impact
of the HOPE Credit and assist those families who need it most.
Moreover, the number of years that a taxpayer may claim the
HOPE Credit fails to recognize the reality of today's economy. Students
need a bachelor's degree in order to achieve any level of economic
success.29 6 Although the LL Credit is currently available for students in
their third and fourth year, it provides a considerably lower tax benefit.297
The code should recognize the necessity of a bachelor's degree by
extending the HOPE Credit to cover all four years of college.
Expanding the HOPE Credit to include the first four years of postgraduate education, to provide a credit of $5,000 per year, and to make the
credit refundable more adequately recognizes the actual costs of a college
education and provides tax benefits to the most needy families and
students.
The cost to the United States Treasury of these expansions to the
HOPE Credit are difficult to estimate. Because the only estimates of the
originally enacted legislation combine the HOPE Credit with the LL
Credit, it is difficult to determine the proportional cost of each credit. The
proposed changes to the HOPE Credit would ostensibly double the
program twice over by doubling the amount of the credit available each
year and doubling the number of years the credit is available. Combining
these changes with the proposed changes to the LL Credit, discussed infra,
results in an estimated reduction of the federal budget by approximately
four times the previous amount.29

296. See supra note 81 and accompanying text.
297. The HOPE Credit allows a credit of up to $1,500 while the LL Credit allows a credit of
up to $1,000. See I.R.C. § 25A (2000).
298. See infra notes 304-05. Taking the amount previously estimated for 2003 and multiplying
it by 4 (an estimate of the amount by which the changes increase the cost of the program) results
in a reduction of the federal budget by $84,480 million.
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2. Lifetime Learning Credit
The primary operational difficulty of the LL Credit arises because
it is a per tax return credit. A family is limited to a LL Credit of $1,000,'
regardless of the total amount of expenses or the number of family
members with qualifying educational expenses. This problem is
particularly acute for married individuals who both have qualifying
expenses. Because the maximum LL Credit that they can claim is
$1,000.300 If they were able to file single returns, they could each claim a
credit of $1,000. This same problem affects families when more than one
member has qualifying expenses at or near the maximum amounts. No
policy reason exists to make such a distinction between married and single
taxpayers or between families and single taxpayers.30" The tax code should
not discourage multiple members of the same family from pursuing higher
education. It also makes little sense to treat the LL and HOPE Credit
differently in this regard. The LL Credit should be changed to a per
taxpayer credit. This would provide each taxpayer with the needed
educational tax benefit regardless of his or her filing status.
By extending the HOPE Credit to cover the first four years of a
college education, the LL Credit would cover post-baccalaureate, graduate,
and professional programs as well as any courses taken by taxpayers to
acquire or improve their job skills, areas of true "lifetime learning." To
further benefit continuing education, the maximum LL Credit should be
expanded to cover more educational expenses. To provide a greater benefit
to those taxpayers who take only one or a few courses to improve or
acquire job skills, the LL Credit should extend to 50% of the first $5,000
in educational expenses. This makes the LL Credit more beneficial to
taxpayers who spend smaller amounts on education. 2 The LL Credit
should also be increased yearly to adjust for inflation.
Additionally, the LL Credit should be refundable for the same
reasons as the HOPE Scholarship Credit. As a non-refundable credit, the
LL Credit is available only to those taxpayers with significant tax liability.
This precludes those who need it most from claiming any credit. Making
the credit refundable provides benefits to the most needy students and
families, the original purpose of the credit.

299. See I.R.C. § 25A(c)(l) (2000).
300. See id.
301. In fact, there is no indication that Congress intended this result.
302. As the Lifetime Learning Credit currently operates, the taxpayer must spend $5,000 to
receive a benefit of $1,000, the maximum available. Under my proposed changes, the taxpayer
must spend only $2,000 to receive a benefit of $1,000.
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3. The Student Loan Interest Deduction
As the costs of higher education continue to rise well above the rate
of inflation, an increasing number of students are forced to borrow in order
to pay for college. 3 Most educational loans have repayment periods of
between ten and thirty years .3° The Student Loan Interest Deduction,
however, only allows taxpayers to deduct interest paid during the first
sixty months of the repayment of loan.3" 5 This restriction unnecessarily
limits the tax incentive. Taxpayers should be able to deduct interest paid
on educational loans as long as they meet the income requirements. This
would provide relief to taxpayers who need it most, those with low- or
middle-incomes and high levels of educational debt.
Further, the amount of interest deductible should be significantly
increased. A higher maximum deduction would benefit those taxpayers
with very high loan debts. Congress "understood that many students incur
considerable debt in the course of obtaining undergraduate and graduate
education... [and] believed that permitting a deduction for interest on
certain student loans will help to ease the financial burden that such
obligations represent. 3 °6 The current amounts, however, do not provide
adequate relief, especially to those individuals with high educational debts
and low incomes. Taxpayers should be able to deduct up to $5,000 in
student loan interest expenses per tax year, indexed for inflation. This
allowance would provide a much greater level of relief to student
borrowers.
The Student Loan Interest Deduction can work in combination with
the HOPE Credit and LL Credit to provide a complete system of tax
incentives for higher education. This proposal would double the maximum
amount of the deduction as well as extend the riumber of years that the
taxpayer could claim the deduction. It is unknown and difficult to predict
the number of taxpayers who will claim the credit beyond the prior sixty
month limit. While the impact of this is difficult to estimate, it is likely
that these credits will more than double the cost of the deduction to the
United States Treasury.30 7

303. See supra note 148.
304. See supra note 149.

305. See I.R.C. § 22 1(d) (2000).
306. JOINT COMM. ON TAXATION, supranote 82, at 21.

307. For the 2001 tax year, this would increase the cost to approximately $408 million. See
supra note 98.
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4. Education IRA
Of all the education provisions of the TRA 1997, the Education
IRA fails most seriously because it does not provide an effective vehicle
for parents to save for their children's future education. In order to provide
any meaningful vehicle for educational savings and to encourage parents
and families to save, the Education IRA must be significantly expanded.
I propose increasing the maximum contribution to $5,000 per child per tax
year. This dramatically increases the amount families can save to pay for
their child's college education.'"
Under the proposed plan, if a parent or other taxpayer contributed
the maximum amount ($5,000) for the maximum number of years (18) at
an interest rate of four percent, the amount available when the child
entered college would be $133,354 ($90,000 in principal and $43,354 in
interest).3" At an interest rate of six percent, the amount would be
$163,797 ($90,000 in principal and $73,797 in interest).310 This would
provide parents with the ability to pay for their child's education. Based
on estimated costs of public and private education in 2018, a six percent
IRA would cover the costs of four years at a public school and thirty-two
percent of the costs of four years at a private school.3 1'
By providing families a meaningful method of savings, the
Education IRA reduces their reliance on student loans and other
government provided education assistance which "can lower government
costs, allowing the savings to be diverted to federal [programs] for the
poor." 312 "By reducing families' reliance on student loans and allowing
them the opportunity to finance educational expenses from their own
financial resources, expanded IRAs can restore price competition to the
marketplace for higher education." 313 This also alleviates the need for
taxpayers to use their Traditional or Roth IRAs to finance their child's
education, leaving these investment vehicles to pay for the taxpayer's
retirement.

308. While not every family can afford to contribute $5,000 to an Education IRA, the
existence of such an investment option will encourage those families who can, to whatever extent,
to save for their child's education.
309. (5000*1.04)*((1.0418-1)/(1.04-1))=$133,354.
310. (5000*1.06)*((1.0618-1)/(1.06-1))=$163,797.
311. See supra text accompanying note 174. The projected costs of four years at a public
school are $150,000 and $500,000 for four years of private school. See id. In the case where a six
percent IRA, the parent could roll over any excess amount into an Education IRA for another child.
See id. If the family had only one child, they could adjust their contributions accordingly. See id
312. JOINT ECONOMIC COMMITEF, supra note 103, at 15.
313. Id.
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The proposed increase of the maximum contribution to Education
IRAs could increase the cost to the United States Treasury by as much as
ten times." 4 While it is difficult to know how many taxpayers could or
would take full advantage of the increased maximum contribution, it may
be safely assumed that these changes would significantly increase the cost
of Education IRAs.
5. Qualified State Tuition Programs
Under the current treatment, contributions made to Qualified State
Tuition Programs are not deductible, but tax is deferred until the
distributions are made from the program. To make the Qualified State
Tuition Programs more attractive options for families, they should be
made tax exempt instead of tax deferred. This status would provide a more
meaningful method of saving for college. As it stands now, the tax benefit
received by families is rather minimal. Changing the treatment of
Qualified State Tuition Program contributions from tax deferred to tax
exempt makes them a more effective way to encourage families to save for
their children's education.
Because this proposal represents a change in the fundamental
operation of the tax treatment of contributions to Qualified State Tuition
Programs, it is difficult to estimate its impact on the United States
Treasury. Because it would treat all distributions as tax exempt, the
proposal would certainly increase the cost of such programs.
6. Interaction of the Alternative Minimum Tax with
the HOPE Scholarship and Lifetime Learning Credits
It makes little policy sense for the AMT, a provision intended to
prevent the wealthy from avoiding their tax burden, to reduce the amount
of a HOPE Scholarship or LL Credit that a family may claim. Because of
the income limits and phase outs, only families with incomes of less than
$100,000 can claim any of these credits. These are certainly not the
wealthy families the AMT was designed to reach.
The tax code should be changed to prevent the AMT from
interfering with either of the education credits. It should simply not apply
to families who claim an education credit. This change eliminates the
unnecessary reduction of the tax benefits received by middle-income
families.

314. The proposed maximum of $5,000 is ten times the previous maximum of $500.
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VI. CONCLUSION

Although the TRA 1997 dramatically changed the tax treatment of
higher education expenses, it failed to meet its own goal of encouraging
college enrollment by providing assistance to low- and middle-income
families. It also represented only a small step toward achieving the ideal
tax policy for post-secondary education. Each of the provisions enacted as
part of the TRA 1997 has the potential to significantly aid families and
students in paying for higher education. In order to improve the
effectiveness of these tax incentives for higher education several changes
are needed.
First, the educational definitions within the code, both for qualified
expenses and eligible institutions, should be broadly expanded and made
uniform for all provisions. Second, all of the maximum limits of the
education provisions should be vastly increased. Third, the HOPE Credit
should apply to 100% of the first $5,000 in educational expenses and
should be extended to cover the first four years of post-secondary
education. Fourth, the LL Credit maximums should also be expanded to
cover 50% of the first $5,000 in educational expenses and should apply on
a per taxpayer rather than a per tax return basis. Fifth, both the HOPE
Credit and the LL Credit should be refundable. This will allow the neediest
of families and students to benefit from the credits.
Sixth, the Student Loan Interest Deduction should be expanded to
allow taxpayers to deduct up to $5,000 in interest paid on qualified loans
for the life of the loan. This will assist those taxpayers with the highest
educational debts relative to their income. Seventh, the contribution limit
to Education IRAs needs to be significantly expanded to provide
meaningful savings for post-secondary education. Families should be able
to contribute up to $5,000 annually for the benefit of a child under the age
of eighteen. Eighth, contributions to Qualified State Tuition Programs
should be tax exempt instead of tax deferred. This change will provide a
meaningful way for parents and children to save for post-secondary
education. Finally, the code should be changed so the AMT does not
reduce the value of any education credit.
Enacting each of these changes would provide families and
students, particularly those with low- and middle-incomes, substantial and
effective tax incentives for education and would bring the tax code closer
to the ideal treatment of post-secondary education expenses.

