EDUCATION SAVINGS ACCOUNTS & NEW EDUCATION DEDUCTIONS


EDUCATION IRAs
Coverdell Education Savings Accounts (CESAs), formerly called Education IRAs, underwent a major expansion in 2002. The annual per child contribution limit (from all contributors) increased from $500 to $2,000. Contributions to a CESA can be made on behalf of a child under age 18, and you need not be a parent, grandparent or even a lineal relative to set up a CESA.
Whereas a state “529” education plan can only be used for college expenses,  the CESA can  also be used to pay for kindergarten through 12th grade school expenses, including the purchase of a computer system, educational software and Internet access for the child.

Income-Eligibility Limits

Starting in 2002, the ability to make contributions to the account phases out for married couples with adjusted gross incomes between $190,000 and $220,000. For single individuals, eligibility phases out between adjusted gross incomes of $95,000 and $110,000.

(Note: if you should exceed the income limits, someone else can contribute on your behalf. Also, the above applies only to individual contributors; i.e., entities such as trusts, LLCs or corporations are not subject to the phase-out rules.)

Coordination with Hope and Lifetime Credits
Beginning in 2002, families who take advantage of CESAs will no longer be automatically disqualified from also claiming the Hope or Lifetime college tuition credit for the student. The new law removes the prohibition so long as CESA withdrawals are not used for the same expenses for which the Hope or Lifetime credit is claimed.

Contribution Deadline

Effective 2002, the deadline for making annual contributions to CESAs was extended to April 15 of the following year.

Extending the deadline to April 15 will be of particular help to higher-income families who aren't sure until they fill out their tax returns whether they meet the income-eligibility requirements for the CESA.

Qualified Education Expenses

Included are tuition, fees, books, supplies, and equipment for higher education, including graduate school. It also includes room and board if the student is enrolled on at least a half-time basis.
Eligible expenses for kindergarten through 12th grade students include all of the above plus the following: academic tutoring, uniforms, transportation, and possibly computer equipment and technology (see below). Supplementary items and services such as extended day programs required or provided by a public, private or religious school are also eligible, as are "special needs services" for special needs students.
Computers and Internet Access

For kindergarten through 12th grade students, computers, peripheral equipment, software and Internet access are eligible expenses with one exception: the law stipulates that CESA funds cannot be used for "computer software designed for sports, games or hobbies unless the software is predominantly educational in nature."

Tax Considerations

The contribution itself is not deductible, but the earnings grow tax-deferred and may be withdrawn by the beneficiary tax-free to pay for qualifying expenses, so long as the aggregate distributions for the year do not exceed that year’s education costs (after allowing for any scholarships or any benefit obtained from the Hope or Lifetime Education credits). 
If the CESA funds are not used for education purposes, a 10% penalty will be assessed the beneficiary on the earnings portion of the distribution only. However, to avoid this scenario, the account can be transferred tax-free to a CESA benefiting another family member if not used by the original beneficiary before age 30.

The earnings portion of account balances remaining after the named beneficiary reaches age 30 will be taxed to the beneficiary, who will also be responsible for the 10% penalty tax (there are some exceptions to the 10% penalty, such as death and disability). No tax or penalty will ever be due on the investment’s principal amount.
The beneficiary of a CESA must file Form 8606, Nondeductible IRAs, in any year in which he/she receives a distribution.

STATE-SPONSORED “529” COLLEGE SAVINGS PLANS

State-sponsored college savings plans and prepaid tuition contracts offer another tax-free way to save and pay for a child’s college education. The state plans are often referred to as "529" plans for the section of the tax code that authorizes them.

In the past, tax had to be paid on the increased value of the tuition contract or account earnings as the child tapped the funds for college. Starting in 2002, distributions will be tax-free so long as the funds are used to pay for eligible college expenses.

 CESA & “529” Major Differences

Use: A “529” plan can only be used for college expenses whereas a CESA can be used for both college and lower education expenses.
Contribution Limit: $2,000 per beneficiary for a CESA; $11,000 for a “529” plan, plus a potential $55,000 single year investment (see below).
Income & Age Limitations: None for a “529” plan. For a CESA, up to age 18 and the contribution could be limited or even eliminated by the income limitations mentioned earlier.

Financial Aid Eligibility: minimal impact for a CESA; even less for a “529” plan as only 50% of the earnings portion of withdrawals is counted as student income for financial purposes.
Investment Flexibility: Considerably fewer options for a “529” plan due to their state-run nature.
Admin Expenses: Again, typically higher for a “529” plan due to their state-run nature.
“529” Accelerated Gift-Tax Benefit
You can contribute up to $55,000 in a single year (that’s five times the normal exclusion of $11,000/year) for each beneficiary without incurring the federal gift tax as long as you don’t make any further contributions for the next four years.
Flexibility to Switch “529” Plans

The new law will also make it easier to transfer funds tax-free from one 529 plan to another. In the past, transferring funds to another plan without incurring tax consequences generally required parents to change the beneficiary of the account to another family member.

Beginning in 2002, the new law will allow you to roll over amounts tax-free from one plan to another as often as once every 12 months without the need to change beneficiaries. That means you'll be able to easily switch funds from a 529 plan in one state to a 529 plan in another state for the same beneficiary. Or you'll be able to transfer money between a prepaid tuition program and a savings program run by the same state.

Coordination with Hope and Lifetime Credits

The same rules apply as with a CESA contribution.

Tax Considerations
Same as the CESA, the contribution itself is not deductible on either the federal or state return.
CESA/529 Joint Contribution
You may contribute to both in the same year; however, the maximum $11,000 “529” contribution must be reduced by the amount of the CESA contribution.

529 Caution

529 tax-free withdrawals are currently set to expire in 2010. Chances are good that the 2002 tax law will be made permanent; however, there is a risk that 529 withdrawals after 2010 could be taxable.
NEW COLLEGE

TAX DEDUCTION

A new tax deduction for college tuition can be claimed in lieu of the Hope or Lifetime tuition credits. The Tax Relief Act of 2001 created a new – albeit temporary – tax deduction for college tuition that can be claimed in lieu of the Hope Scholarship or Lifetime Learning tax credits. The deduction is available from 2002 through 2005. 

The Hope and Lifetime credits begin to phase out for married couples with adjusted gross incomes above $82,000 and singles with incomes above $41,000 in 2002. The new college tax deduction will be of help to many taxpayers with incomes too high to get much, if any benefit from the Hope or Lifetime credit.
In 2002, taxpayers with adjusted gross incomes up to $65,000 ($130,000 on joint returns) will be eligible for a maximum deduction of $3,000. The deduction can be claimed regardless of whether you itemize your deductions.

As with the Hope and Lifetime credits, the new college deduction is available for tuition and fees paid for the education of the taxpayer, the taxpayer's spouse or a dependent child.

Taxpayers who meet the eligibility requirements for the new college deduction and the tuition credits will have to choose which benefit to claim. Taxpayers won't be eligible to claim the new deduction and a Hope or Lifetime Learning credit in the same year with respect to the same student.

When comparing the tax breaks, keep in mind that a tax credit is much different from a deduction. A tax credit offsets your tax liability dollar for dollar, while a deduction provides only a partial offset.

The Hope credit of up to $1,500 will save you up to $1,500 in taxes. The Lifetime credit of up to $1,000 will save $1,000 in taxes.  By comparison, a $3,000 deduction would save $810 in taxes if you were in the 27% tax bracket and $450 if you're in the 15% tax bracket.

Also be aware that IRS regulations governing the education credits provide a way for households with incomes above the eligibility limits to still take advantage of the Hope and Lifetime credits. In essence, if the parents can't claim the credit because their income is too high, the IRS regulations will allow the credit to be claimed on the tax return of the child, whose income is likely to be well below the eligibility limits. In exchange, parents will be required to forego claiming a dependency exemption for the child on their tax return. In most cases, the tax savings to the family from being able to claim the education credit on the child's tax return will more than make up for the loss of the dependency exemption.

STUDENT LOAN DEDUCTION

The income-eligibility limits for the student loan deduction are sharply increased and the deduction is no longer limited to the first five years that interest payments are due on the loan.

In the past, the student loan deduction could be claimed only during the first 60 months in which interest payments were required on the loan. The new law eliminates the 60-month limit as of Jan. 1, 2002, which should be of great help to college grads who take many years to pay off their college debts.

The income-eligibility limits for the deduction also get raised in 2002. In the past, the deduction was phased out for single taxpayers with adjusted gross incomes between $40,000 and $55,000 and for married taxpayers filing joint returns with incomes between $60,000 and $75,000. 

Beginning in 2002, the new law increases the income phase-out ranges from $50,000 to $65,000 for single taxpayers and $100,000 to $130,000 on joint returns. 

The student loan deduction provisions are effective for interest paid on qualified education loans after December 31, 2001.
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