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OFF TO SCHOOL: 
Tax Breaks for 
Education 
As the cost of education continues to 
climb year after year, a number of valu-
able education tax breaks can help ease 
the pain. Educational incentives have 
the ability to provide signifi cant tax 
relief for individuals and families. For 
parents, students, working individuals, 
or those making plans now to save for 
education down the road, it is never too 
early – or late – to prepare for the costs 
of education. 

Th e Tax Code provides some lucrative 
education tax breaks, and getting the 
most from these tax incentives requires 
careful planning, especially because of 
the overlap between many diff erent tax 
rules. Nevertheless, in many instances 
these education tax breaks can help you 
maximize your overall tax savings.

Th is guide provides an overview of 
many popular, tax-smart ways of paying 
for education. It covers:

Education tax credits;
Deductions for higher 
education expenses;
Student loan interest deduction;
Coverdell education savings 
accounts;
529 plans;
Scholarships;

Employer educational assistance;
Business expense deduction;
Tax-exempt bonds; and
Uniform Gift To Minors Act 
brokerage accounts.

EDUCATION TAX CREDITS

Two tax credits are currently available 
to be used to lessen the cost of educa-
tion after high school. Th ese credits, the 
Lifetime Learning Credit and the Amer-
ican Opportunity Tax Credit (AOTC), 
can help with the costs of tuition and 
fees of post-secondary education. 

American Opportunity Tax Credit 

Th e AOTC is a taxpayer friendly modi-
fi cation of the HOPE education credit, 
which generally allowed eligible tax-
payers to claim a nonrefundable credit 
against federal income taxes for tuition 
and related expenses for only the fi rst 
two years of post-secondary education 
for each eligible student. Th e AOTC 
modifi ed and enhanced the HOPE 
credit by increasing the credit amount, 
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having it apply to all four years of post-
secondary education, increasing the 
income phaseout ranges, expansion of 
qualifying expenses, and making a por-
tion potentially refundable. 

Th rough 2017, to qualify for the 
AOTC, tuition must be paid on behalf 
of the taxpayer, the taxpayer’s spouse, 
or dependent. Th e maximum credit 
amount available is $2,500 per year 
for all four years of college. Th e credit is 
equal to 100 percent of the fi rst $2,000 
in qualifying higher education expens-
es, plus 25 percent of the next $2,000 
of eligible expenses. Eligible expenses 
include costs relating to text books and 
course materials. 

Th e AOTC, as noted, is 40 percent 
refundable. However, if the taxpayer 
claiming the credit is a child who has 
at least one living parent, does not fi le a 
joint return, has unearned income sub-
ject to the “kiddie tax,” and meets cer-
tain other criteria; none of the credit is 
refundable. 

Caution. Absent further legislation, the 
AOTC is scheduled to revert to the HOPE 
credit rules after 2017. 

Eligible students

To be eligible for claiming the AOTC, 
a student must be enrolled at least half-
time (i.e., carrying at least one half of 

the full-time academic course load) for 
at least one academic period during the 
year, in a degree, certifi cate or other pro-
gram leading to a recognized education-
al credential at an eligible educational 
institution. In addition, the student 
must not have any federal or state felony 
drug convictions.

Qualifying educational institutions

An eligible educational institution in-
cludes most types of accredited post-
secondary institutions that off er credit 
towards a bachelor’s degree, associate’s 
degree, or other recognized post-second-
ary credential. Proprietary institutions and 
vocational schools may also qualify. Grad-
uate school degrees are not covered.

Qualifying expenses

Qualifying expenses generally include 
tuition, required enrollment fees, and 
course materials such as books, supplies, 
and equipment needed for a course of 
study. Course materials do not need to 
be purchased from the educational in-
stitution as a condition of enrollment in 
order to qualify. 

Caution. Non-qualifying expenses include 
but are not limited to: (1) room and board; (2) 
transportation; (3) student fees not required 
as a condition of enrollment; (4) medical 
expenses including student health fees; or (5) 
any expenses already covered by a tax credit 
or deduction. 
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Income phaseout 

Th e phaseout range of the AOTC 
through 2017 for married couples fi ling 
jointly is a modifi ed adjusted gross 
income (MAGI) between $160,000 
and $180,000. Th e credit phases out for 
single individuals with MAGI between 
$80,000 and $90,000. 

C a u t i o n .  The AOTC is not available to 
married couples who file separate returns.

Th e AOTC is ratably reduced by the 
amount bearing the same ratio to the 
credit as to the excess of the taxpay-
er’s MAGI over $80,000 (or $160,000 
for joint returns) bears to $10,000 (or 
$20,000 for joint returns). MAGI is a 
taxpayer’s adjusted gross income in-
creased by any amount excluded from 
gross income attributed to foreign 
earned income or the foreign housing 
exclusion. While this may sound com-
plicated, an example may help.

Example. Thomas is a full-time student in 
2014 at a college with tuition and related 
expenses of $10,000. Thomas’ widowed 
mother, Roberta, pays for his tuition at the 
college and wants to claim the AOTC on 
Thomas’ behalf. Roberta’s MAGI for 2014 is 
$82,000. The ratio of the excess of Roberta’s 
MAGI, $2,000 ($82,000 - $80,000) over 
$10,000 is 1/5 ($2,000/$10,000 = 1/5). 
The maximum AOTC available ($2,500) to 
Roberta is therefore reduced by 1/5, so she 
can only claim a $2,000 credit ($2,500 - 
(1/5 x $2,500) = $2,000).

LIFETIME LEARNING CREDIT

Th e Lifetime Learning credit is equal to 
20 percent of up to $10,000 of quali-
fi ed tuition and related expenses. Th e 
expenses must be paid by the taxpayer 
during the tax year for education fur-
nished to the taxpayer, the taxpayer’s 
spouse or dependent(s) during any aca-
demic period beginning in the tax year. 
Th us, the maximum credit amount per 
taxpayer return is $2,000. Th ese amounts 
are not indexed for infl ation. For purpos-
es of calculating the Lifetime Learning 
credit for any given year, the determin-
ing factor is when the tuition was paid, 
not when the classes took place. 

Example. A married couple prepaid their 
daughter’s tuition in the fall of 2013 for 
classes to be held in the 2014 spring 
semester. The tuition is used to calculate 
the Lifetime Learning credit for the year 
when the tuition payments were actually 
made (2013), which is the year prior to the 
year she actually attended classes (2014). 
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Per-taxpayer credit

Unlike the AOTC, the Lifetime Learn-
ing Credit is a per-taxpayer credit, and 
does not change based on the number 
of qualifying students. Th e Lifetime 
Learning credit and the AOTC cannot 
be taken for the same tax year for the 
same student. In eff ect, they are “either/
or” credits because expenses claimed 
with regard to the AOTC  cannot also 
be taken into account for purposes of 
the Lifetime Learning credit. 

Qualifying students and schools

Th e Lifetime Learning credit is available 
for an unlimited number of tax years, as 
well as for a wider range of education 
expenses. Th e credit can be claimed for 
expenses incurred to pay for undergrad-
uate, graduate, and professional degree 
courses, including expenses for courses 
of instruction at an eligible education-
al institution to acquire or improve job 
skills, even if it is not part of a degree 
program or the student is not enrolled 
on at least a half-time basis. Th e Life-
time Learning credit is thus allowed for 
a student who has just graduated from 
high school and is taking a single course 
at a community college.

Income phaseout

Th e Lifetime Learning credit also phases 
out as a taxpayer’s modifi ed adjusted gross 
income (MAGI) rises. For 2013, the 

credit begins to phaseout for joint fi lers 
with MAGI over $107,000 ($53,000 for 
single fi lers). For 2014, the credit begins 
to phaseout for joint fi lers with a MAGI 
over $108,000 ($54,000 for single fi lers).

TUITION AND FEES 
EXPENSE DEDUCTION

Th e above-the-line tuition and fees ex-
pense deduction for higher education 
has been a popular but temporary tax 
break for qualifi ed tuition and related 
expenses that has been extended year 
after year by Congress. 

Caution. Absent further legislation, the 
above-the-line tuition and fees expense 
deduction expired on December 31, 2013.

Qualifying expenses

Th e tuition and fees expense deduction 
could be claimed for tuition and aca-
demic fees only; expenses for the cost 
of books or room and board could not 
be included. Additionally, the amount 
of expenses you could claim had to be 
reduced by distributions excluded from 
income from a state tuition plan (for 
example,  a “529 plan” or “qualifi ed 
tuition program (QTP),” discussed in 
further detail later), an education sav-
ings account, or interest on certain U.S. 
saving bonds used to pay educational 
expenses. If tuition fees were too low 
to claim the full amount, taxpayers can 
claim tuition for the fi rst three months 
of the following year, but only if paid 
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during the tax year in which the deduc-
tion is being claimed.

Eligible individuals

You could claim the deduction for your 
education expenses, your spouse’s, or 
your dependent’s. Neither your  depen-
dent nor married taxpayers fi ling sepa-
rately can claim the deduction.

Caution. You cannot claim both the tuition 
and fees expense deduction and either of 
the education tax credits (AOTC or Lifetime 
Learning credit). These education incentives 
were “either/or” tax breaks. 

Th e maximum amount of the higher edu-
cation deduction was two-tiered based on 
the level of your modifi ed adjusted gross 
income (MAGI). For example, if you 
were single or head of household in 2013, 
you could claim a deduction of $4,000 if 
you’re MAGI, exclusive of the tuition and 
fees expense deduction, does not exceed 
$65,000, and a deduction of $2,000 if 
your MAGI does not exceed $80,000. 
Above $80,000, the deduction is elimi-
nated. For joint returns, the AGI limits 
were doubled: $130,000 for a $4,000 
credit; $160,000 for a $2,000 credit. 

CREDITS OR DEDUCTIONS—
WHICH IS BEST?

You cannot “double-dip” when it 
comes to claiming education tax 
breaks. For example, if you receive a 
tax-free scholarship, you cannot claim 

those same expenses covered by the 
scholarship as expenses eligible for a 
tax credit or a deduction.

Another important factor is your tax 
bracket is determining whether to take 
a deduction or claim a credit.

If you are paying for an education ex-
pense out-of-pocket, remember that 
payment can take a variety of forms: 
cash, credit card, a distribution from 
an education IRA, and even the type of 
“fi nancial aid,” which represents a loan 
with a reduced interest rate.

Deductions

A deduction decreases adjusted gross 
income (AGI), which in turn is used to 
regulate the amount of other “itemized de-
ductions,” such as the medical deduction.

Credits

A credit reduces your overall tax liabil-
ity dollar for dollar. For most people, 
a credit is more benefi cial than taking 
a deduction – but only if the same 
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amount of expense would qualify as an 
either/or choice. Usually, you will need 
to decide between a deduction having a 
higher dollar amount and a credit with 
a lower dollar value.

E x a m p l e .  You are in the 25 percent 
tax bracket. You have a choice between 
claiming a $1,000 deduction or a $250 
tax credit. Which one should you take? 
You will save $250 ($1,000 x 25 percent) 
in taxes, taking the deduction. If you 
claim the credit you will save $250, too. 
If you have any deductions dependent on 
adjusted gross income, however, taking the 
education expense deduction may make 
the most sense. Alternatively, if you are in 
the 15 percent tax bracket, you would only 
save $150 ($1,000 x 15 percent) by taking 
the deduction so you would be better off 
claiming the $250 credit.

STUDENT LOAN 
INTEREST DEDUCTION

If you borrowed money to pay for 
school, you can take an above-the-
line deduction for up to $2,500 a year 
for the interest you paid on education 
loans. As an above-the-line deduction, 
it is not limited to taxpayers who claim 
itemized deductions. 

What loans qualify?

Any debt incurred to pay higher educa-
tion expenses for:

You;
Your spouse; or
A person who was a dependent when 
the debt was incurred.

Caution. If you are claimed on someone 
else’s tax return as a dependent, then you 
cannot claim the student loan interest 
deduction. In addition, only the person who is 
liable for the loan can deduct the student loan 
interest. For example, if your child takes out 
a loan to pay for his or her college expenses, 
only your child can deduct interest on the 
loan, even if you pay the interest.  

Income phaseout

Not everyone can take the student loan 
interest deduction. Eligibility depends 
on your income. For 2013, the maxi-
mum $2,500 deduction for student 
loan interest phases out for single indi-
viduals with MAGI between $60,000 
and $75,000, and for joint fi lers with 
modifi ed AGI between $125,000 and 
$155,000. For 2014, the maximum 
$2,500 deduction for student loan inter-
est phases out for single individuals with 
MAGI between $65,000 and $80,000, 
and for joint fi lers with modifi ed AGI 
between $130,000 and $160,000.
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Interaction with other benefi ts 

You may claim the AOTC or the Life-
time Learning credit for expenses paid 
for with a student loan. In determining 
if the student loan was used for quali-
fying higher education expenses, you 
must subtract from your total quali-
fying expenses any U.S. savings bond 
interest deducted under the Education 
Savings Bond program, any withdraw-
als from a Coverdell Education Savings 
Account (Coverdell ESA), and distribu-
tions from a qualifi ed tuition program 
(QTP or 529 plan) used to pay higher 
education expenses and excluded from 
your taxable income.

QUALIFIED TUITION PLANS

Qualifi ed Tuition Plans (QTPs), also 
known as “529 plans,” are popular tax-
favored education savings vehicles. A 
QTP is a plan that is established to allow 
you to either prepay, or contribute to, 
an account established solely for paying 
a student’s qualifi ed education expens-
es at an eligible educational institution. 
Once limited to state programs, QTPs 
have been expanded to include prepaid 
tuition programs established and main-
tained by eligible private institutions 
that satisfy certain requirements. 

As a result, there are actually two types 
of QTPs: savings account programs and 
prepaid tuition programs. However, 

you cannot make contributions to both. 
Each type of program is discussed in 
further detail below.

Comment. The economic downturn took 
a toll on many 529 plans, as parents’ ability 
to put money away for college takes a 
back seat in many households to paying 
day-to-day expenses. However, a small 
contribution can go a long way in the long-
term. Many plans are offering a wider range 
of investment options and lowering various 
fees to attract participants.

Qualifi ed tuition programs

One type of 529 plan lets you save for a 
child’s education by paying a lump sum 
or a monthly installment to a trust op-
erated by your state, then naming the 
child as the benefi ciary. What you’re 
doing is paying for future tuition at to-
day’s prices.

Caution. Some states do not guarantee the 
contract, so there is a risk the trust fund could 
become insolvent. 
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Caution. Using a prepaid tuition program can 
reduce a student’s eligibility for aid such as 
subsidized loans, work-study, or certain grants. 
The federal government considers prepaid 
tuition as a resource reducing a student’s 
financial need on a dollar-for-dollar basis.

Savings account plan

Th e other type of 529 plan lets you 
make contributions to a state-managed 
savings account for the benefi t of a ben-
efi ciary you designate. Th ere are usually 
a number of investment options.  Typi-
cally, you can use the money you save 
to pay for out-of-state schools as well as 
in-state schools. 

Plan Contributions

Contributions to QTPs are not deduct-
ible, however, for the benefi ciary, the 
QTP itself is generally exempt from 
tax. Contributions made to a 529 plan 
must be in cash. Th ese contributions 
are generally treated as completed gifts 
for purposes of the annual gift tax ex-
clusion. For example, for 2013 or 2014, 
a $70,000 lump sum contribution can 
be treated as if made over a fi ve-year 
period using the annual gift tax exclu-
sion amount of $14,000.

Distributions and rollovers

Distributions that are used to pay 
the benefi ciary’s qualifi ed education 
expenses are tax-free. Other, nonquali-
fi ed distributions are included in the 

benefi ciary’s income, and are subject 
to a 10-percent penalty. Rollovers from 
one QTP to another are tax-free if made 
for the benefi t of the same benefi ciary 
or for related benefi ciaries. A QTP can 
also be transferred tax-free to a member 
of the benefi ciary’s family.

No income phaseout

Many more people can take advantage 
of 529 plans because there is no income 
phaseout, unlike other education tax in-
centives.

COVERDELL EDUCATION 
SAVINGS ACCOUNTS 

Coverdell Education Savings Accounts 
(Coverdell ESAs or ESAs) are another 
way to save and pay for education. To 
get real tax savings, you generally need 
to plan long in advance of when you’ll 
need the money. It is wise to start this 
sort of account at least fi ve years before 
you intend to use it; starting when the 
student is an infant is even better.

Coverdell ESAs are very taxpayer-friend-
ly. Th e account balance is never taxed, 
not even to the student, when it is used 
for qualifi ed education expenses. You can 
contribute up to a maximum of $2,000 
to a Coverdell ESA. Contributions are 
not tax deductible, however, and must 
be made in cash. Amounts not used to 
pay for qualifi ed education expenses 
are considered income to the individual 
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who receives the distribution from the 
account, and are subject to income tax, 
as well as a 10 percent penalty. 

Comment. A Coverdell ESA can only be 
established for a qualified beneficiary under 
the age of 18, or a special needs beneficiary.

Educational institutions

Coverdell ESAs can be used not only to 
pay for college costs but also for elemen-
tary and secondary school education ex-
penses. Th e student can attend a public, 
private or religious school.   

Eligible expenses

Eligible expenses include, among other 
things, tuition, fees, books, and sup-
plies. Th ey also include room and board 
for a student enrolled at least half-time.

Income phaseout

Coverdell ESAs have the following 
income phaseout ranges: 

Th e contribution limit is phased 
out for married couples fi ling 
jointly with modifi ed adjusted gross 
incomes (MAGI) from $190,000 to 
$220,000.
Th e MAGI phaseout range for single 
individuals is $95,000 to $110,000.

SCHOLARSHIPS

If you receive a scholarship, it may or 
may not be included in your income 
depending upon the terms of the schol-
arship. A scholarship – whether need-
based or for academic or athletic abili-
ties – generally will not be included in 
your income if: 

You are pursuing a degree at an 
educational organization; and
You use the scholarship for tuition 
and certain expenses.

Caution. If you receive a scholarship as pay-
ment for research, teaching, or other services, 
then these payments may be taxable income. 

Qualifi cation requirements

To be considered as someone who is 
“pursuing a degree,” you have to receive 
a scholarship for study at an education-
al institution meeting certain require-
ments. Besides students attending either 
primary or secondary schools, or stu-
dents at a college or university pursuing 
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a degree, you will be considered a stu-
dent pursuing a degree if you receive a 
scholarship to study at an educational 
institution that:

Provides a program that is acceptable 
for full credit toward a bachelor’s 
degree or a higher degree, or off ers 
a program to prepare students for 
gainful employment in a recognized 
occupation;
Is government authorized; and
Is nationally accredited.

Example. You are a scholarship student at a 
technical school studying aircraft maintenance. 
The school has state authorization and is also 
accredited. You qualify as a person pursuing a 
degree and you can exclude from your gross 
income your scholarship.

Caution. Only the portion of your scholarship 
that you use to pay tuition, fees, supplies, 
equipment, and books is excludable from 
your income. Room and board isn’t excluded.

EMPLOYER-PROVIDED 
EDUCATIONAL ASSISTANCE

If your employer helps with education 
expenses, you may be able to exclude 
from your gross income up to $5,250 
in employer provided educational assis-
tance. Courses covered by your employ-
er’s program don’t always have to relate 
to your job or be a part of a degree pro-
gram. If they are related, you may also 
deduct any costs not reimbursed as a 
business expense deduction, provided 

you satisfy certain requirements and 
itemize your deductions.

BUSINESS DEDUCTION FOR 
WORK-RELATED EDUCATION COSTS

If the tuition and fees incurred by a stu-
dent-employee are not deductible under 
the tuition and fees expense deduction, 
they may be deductible as ordinary and 
necessary business expenses. Unlike the 
tuition and fees expense deduction, 
however, job retraining to qualify you 
for another line of work is not covered as 
a business expense deduction. Tuition, 
training, and similar costs associated 
with entering a new line of work are not 
deductible. Similarly, education costs to 
obtain a professional license are gener-
ally not a deductible business expense.

Continuing education

Education costs incurred to improve 
the employee-student’s skills or to sat-
isfy continuing education requirements 
may be deductible as an itemized mis-
cellaneous deduction subject to the two-
percent-of-adjusted-gross-income fl oor. 
Th ese costs include continuing educa-
tion courses or advanced degree costs 
for a fi eld that the individual has already 
entered. Deductible costs also include 
education costs undertaken to meet the 
express requirements of the employer, 
or of a law or regulation imposed as a 
condition to retain employment, status 
or rate of compensation.
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Seminars and conferences

Costs associated with attending semi-
nars, conferences, conventions, and 
similar education courses are subject 
to strict substantiation requirements if 
you otherwise qualify to take them as a 
business expense. If the meeting or con-
ference is conducted in certain countries 
or locations, the substantiation require-
ments are even stricter. Th ese costs are 
also deducted as miscellaneous itemized 
deduction subject to the two percent–
of-adjusted-gross-income fl oor.

Reimbursed expenses

If the student-employee’s education ex-
penses are reimbursed by the employer, 
the amount of the reimbursement can be 
excluded from the employee’s income. 
If these costs are not reimbursed, they 
are treated as deductible unreimbursed 
employee business expenses.

If the costs are not reimbursed by the 
employer, a deduction may be available 
as the cost of producing income. Th e de-
duction can be claimed on Form 1040, 
Schedule C, by self-employed persons. 
Employees may claim the deduction for 
unreimbursed education expenses only 
if they itemize deductions on Sched-
ule A. Th e deduction is subject to the 
two-percent-of-adjusted-gross-income 
fl oor that applies to most miscellaneous 
itemized deductions.

SAVINGS BONDS 

U.S. savings bonds are a popular way 
to save for education expenses and have 
some tax advantages. Th ey are easy to buy 
and a safe investment because they are 
backed by the U.S. government. Quali-
fi ed U.S. savings bonds are either series 
EE bonds issued after 1989 or series I 
bonds. However, the bonds must not be 
purchased in the child’s name or held in 
the child’ name. One requirement for 
exclusion of the interest income is that 
the owner must be at least 24 years old 
on the bond issuance date. 

Caution. When savings bonds are redeemed 
to pay expenses for higher education, 
although the interest may be excluded from 
your income when used to pay qualifying 
education expenses, the amount excludable 
declines as your income rises. For 2013, 
the MAGI phaseout range for joint filers is 
$112,050 to $142,050 ($74,700 to $89,700 
for single filers). For 2014, the MAGI phaseout 
range for joint filers is $113,950 to $143,950 
($76,000 to $91,000 for single filers). Finally, 
you cannot exclude interest on qualified 
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U.S. saving bonds used to pay for qualified 
education expenses if your filing status is 
married filing separate.

Higher educational expenses for tax 
purposes are tuition and fees required 
for enrollment or attendance of you, 
your spouse or your dependent(s) at any 
eligible educational institution. Eligible 
educational institutions include most 
public and nonprofi t colleges, universi-
ties and vocational schools.

UGMA BROKERAGE ACCOUNTS

If you don’t want to lock funds into a 
529 plan (QTP) and your income is 
too high to take advantage of other tax-
friendly savings vehicles, you should 
consider a Uniform Gift to Minors Ac-
count (UGMA).

You can give your child up to $14,000 
tax-free ($28,000 if you and your spouse 
“split” each gift) in 2013 and 2014. You 
can contribute enough just to cover tu-
ition. However, once your child turns the 
requisite age (from 18 to 24, depending 
upon circumstances), he or she can take 
the money and use it for anything, not 
just education. Th is is a concern of many 
parents considering a UGMA.

Th e success of a UGMA depends on 
how you invest the money. Since in-
vestment earnings of a child under the 

kiddie tax are taxed at his or her parents’ 
marginal rate, the account must have as 
little taxable earnings as possible until 
he or she is out of kiddie tax range. 

Th e kiddie tax applies to children who 
are under age 18, or, if the child’s earned 
income does not exceed half of the 
child’s own support for the year, either 
19 or, if a full-time student, under 24. 
In any case, the child is out of the grasp 
of the kiddie tax for the entire tax year 
in which he or she turns the requisite 
18, 19 or 24 years of age.

You can invest in stocks with low divi-
dends and high potential appreciation. 
Since the gains are not taxed until the 
stock is sold, a UGMA would hold and 
continue to invest in stock until the child 
turns 24 (or 18 or 19, as the case may 
be), at which time the stock would be 
sold slowly over the course of the next 
three to four years, at the child’s presum-
ably low capital gain tax bracket rates.

Example.  You give your daughter stock 
valued at $11,000 when she is two years old. 
If the shares are worth $75,000 when she 
turns 24 while in graduate school full time, 
you can have the shares sold for her gradually 
over the next three or four years and she will 
be taxed on the $64,000 gain, which usually 
will be at a lower capital gains rate than your 
bracket, especially if she continues full-time 
toward a graduate degree. 
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WITHDRAWING FROM 
RETIREMENT SAVINGS

Don’t withdraw money from a retire-
ment savings plan unless you’re using it 
for retirement, since the amounts dis-
tributed are generally taxable as income 
and subject to a 10 percent early with-
drawal penalty as well. Th ere are, how-
ever, some very limited exceptions that 
may be used if absolutely needed to help 
pay educational expenses.

You can use the money you saved in 
a retirement plan to pay for qualifi ed 
higher education expenses. You can pay 
for tuition, fees, books, supplies and 
equipment. Room and board is also a 
qualifi ed expense. 

You can use your savings to pay for your 
educational expenses or the expenses of 
your spouse, child, or grandchild. Re-
member, however, that once you take 
the money out of your tax-favored re-
tirement account you can’t put it back 
and, therefore, you permanently lose the 
benefi t of having that amount continue 
to accrue tax-free before it’s needed.

Not tax-free 

To take money out of an Individual Re-
tirement Account (IRA), you need to 
show that a qualifi ed higher education 

expense exists. For some retirement 
plans, however, the payout must also 
qualify as a hardship distribution. In 
either case, the distribution is not tax-
free. It is added to your income and is 
taxed at your highest marginal income 
tax rate. Th e good news is there’s no 
penalty if you meet all the requirements 
to qualify for an educational expense ex-
ception withdrawal. 

Some retirement plans allow participants 
to borrow against their savings. Th is may 
be another way to fi nd short-term funds 
to pay for your child’s college education, 
but be careful. If you pay back the loan 
with interest, within fi ve years, you don’t 
pay tax. If you don’t repay the loan, tax 
and penalties are due – a hefty price to 
pay if you have other options.

CONCLUSION

Th e variety of education tax incentives 
makes it possible for everyone to take 
advantage of one or more tax breaks to 
help fi nance educational costs. Many 
of the tax incentives can be combined 
to maximize the growth of your savings 
and minimize taxes. Your tax profes-
sional can help you create an education 
strategy using these tax incentives to 
their fullest extent.
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