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Reg. Section 1.25-5A(c)(1) 
Special rules relating to characterization and timing of payments. . . 

(a)Educational expenses paid by claimed dependent. For any taxable year for which the student 
is a claimed dependent of another taxpayer, qualified tuition and related expenses paid by the 
student are treated as paid by the taxpayer to whom the deduction under section 151 is allowed. 

(b)Educational expenses paid by a third party. 
(1)In general. Solely for purposes of section 25A, if a third party (someone other than the 
taxpayer, the taxpayer's spouse if the taxpayer is treated as married within the meaning of 
section 7703, or a claimed dependent) makes a payment directly to an eligible 
educational institution to pay for a student's qualified tuition and related expenses, the 
student is treated as receiving the payment from the third party and, in turn, paying the 
qualified tuition and related expenses to the institution. 

(2)Special rule for tuition reduction included in gross income of employee. Solely for 
purposes of section 25A, if an eligible educational institution provides a reduction in 
tuition to an employee of the institution (or to the spouse or dependent child of an 
employee, as described in section 132(h)(2)) and the amount of the tuition reduction is 
included in the employee's gross income, the employee is treated as receiving payment of 
an amount equal to the tuition reduction and, in turn, paying such amount to the 
institution. 

(3)Examples. The following examples illustrate the rules of this paragraph (b). In each 
example, assume that all the requirements to claim an education tax credit are met. The 
examples are as follows: 
Example (1). Grandparent D makes a direct payment to an eligible educational institution 
for Student E's qualified tuition and related expenses. Student E is not a claimed 
dependent in 1999. For purposes of claiming an education tax credit, Student E is treated 
as receiving the money from her grandparent and, in turn, paying her qualified tuition and 
related expenses. 

Example (2). Under a court-approved divorce decree, Parent A is required to pay Student 
C's college tuition. Parent A makes a direct payment to an eligible educational institution 
for Student C's 1999 tuition. Under paragraph (b)(1) of this section, Student C is treated 
as receiving the money from Parent A and, in turn, paying the qualified tuition and 
related expenses. Under the divorce decree, Parent B has custody of Student C for 1999. 
Parent B properly claims Student C as a dependent on Parent B's 1999 federal income tax 
return. Under paragraph (a) of this section, expenses paid by Student C are treated as paid 
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by Parent B. Thus, Parent B may claim an education tax credit for the qualified tuition 
and related expenses paid directly to the institution by Parent A. 

Example (3). University A, an eligible educational institution, offers reduced tuition 
charges to its employees and their dependent children. F is an employee of University A. 
F's dependent child, G, enrolls in a graduate-level course at University A. Section 117(d) 
does not apply, because it is limited to tuition reductions provided for education below 
the graduate level. Therefore, the amount of the tuition reduction received by G is treated 
as additional compensation from University A to F and is included in F's gross income. 
For purposes of claiming a Lifetime Learning Credit, F is treated as receiving payment of 
an amount equal to the tuition reduction from University A and, in turn, paying such 
amount to University A on behalf of F's child, G. 

 

(c)Adjustment to qualified tuition and related expenses for certain excludable educational 
assistance. 

(1)In general. In determining the amount of an education tax credit, qualified tuition and 
related expenses for any academic period must be reduced by the amount of any tax-free 
educational assistance allocable to such period. For this purpose, tax-free educational 
assistance means- 

(i) A qualified scholarship that is excludable from income under section 117; 
 

(ii) A veterans' or member of the armed forces' educational assistance allowance 
under chapter 30, 31, 32, 34 or 35 of title 38, United States Code, or under chapter 
1606 of title 10, United States Code; 
 

(iii) Employer-provided educational assistance that is excludable from income 
under section 127; or 

 
(iv) Any other educational assistance that is excludable from gross income (other 
than as a gift, bequest, devise, or inheritance within the meaning of section 
102(a)). 

 
(2)No adjustment for excludable educational assistance attributable to expenses paid in a 
prior year. A reduction is not required under paragraph (c)(1) of this section if the amount 
of excludable educational assistance received during the taxable year is treated as a 
refund of qualified tuition and related expenses paid in a prior taxable year. See 
paragraph (f)(5) of this section. 

 
(3)Scholarships and fellowship grants. For purposes of paragraph (c)(1)(i) of this section, 
a scholarship or fellowship grant is treated as a qualified scholarship excludable under 
section 117 except to the extent- 

(i) The scholarship or fellowship grant (or any portion thereof) may be applied, by 
its terms, to expenses other than qualified tuition and related expenses within the 



meaning of section 117(b)(2) (such as room and board) and the student reports the 
grant (or the appropriate portion thereof) as income on the student's federal 
income tax return if the student is required to file a return; or 

 

(ii) The scholarship or fellowship grant (or any portion thereof) must be applied, 
by its terms, to expenses other than qualified tuition and related expenses within 
the meaning of section 117(b)(2) (such as room and board) and the student reports 
the grant (or the appropriate portion thereof) as income on the student's federal 
income tax return if the student is required to file a return. 

 

(4)Examples. The following examples illustrate the rules of this paragraph (c). In each 
example, assume that all the requirements to claim an education tax credit are met. The 
examples are as follows: 
Example (1). University X charges Student A, who lives on University X's campus, 
$3,000 for tuition and $5,000 for room and board. University X awards Student A a 
$2,000 scholarship. The terms of the scholarship permit it to be used to pay any of a 
student's costs of attendance at University X, including tuition, room and board, and other 
incidental expenses. University X applies the $2,000 scholarship against Student A's 
$8,000 total bill, and Student A pays the $6,000 balance of her bill from University X 
with a combination of savings and amounts she earns from a summer job. University X 
does not require A to pay any additional fees beyond the $3,000 in tuition in order to 
enroll in or attend classes. Student A does not report any portion of the scholarship as 
income on her federal income tax return. Since Student A does not report the scholarship 
as income, the scholarship is treated under paragraph (c)(3) of this section as a qualified 
scholarship that is excludable under section 117. Therefore, for purposes of calculating an 
education tax credit, Student A is treated as having paid only $1,000 ($3,000 tuition - 
$2,000 scholarship) in qualified tuition and related expenses to University X. 
Example (2). The facts are the same as in Example 1, except that Student A reports the 
entire scholarship as income on the student's federal income tax return. Since the full 
amount of the scholarship may be applied to expenses other than qualified expenses 
(room and board) and Student A reports the scholarship as income, the exception in 
paragraph (c)(3) of this section applies and the scholarship is not treated as a qualified 
scholarship excludable under section 117. Therefore, for purposes of calculating an 
education tax credit, Student A is treated as having paid $3,000 of qualified tuition and 
related expenses to University X. 
Example (3). The facts are the same as in Example 1, except that the terms of the 
scholarship require it to be used to pay tuition. Under paragraph (c)(3) of this section, the 
scholarship is treated as a qualified scholarship excludable under section 117. Therefore, 
for purposes of calculating an education tax credit, Student A is treated as having paid 
only $1,000 ($3,000 tuition - $2,000 scholarship) in qualified tuition and related expenses 
to University X. 
Example (4). The facts are the same as in Example 1, except that the terms of the 
scholarship require it to be used to pay tuition or room and board charged by University 
X, and the scholarship amount is $6,000. Under the terms of the scholarship, Student A 
may allocate the scholarship between tuition and room and board in any manner. 
However, because room and board totals $5,000, that is the maximum amount that can be 



applied under the terms of the scholarship to expenses other than qualified expenses and 
at least $1,000 of the scholarship must be applied to tuition. Therefore, the maximum 
amount of the exception under paragraph (c)(3) of this section is $5,000 and at least 
$1,000 is treated as a qualified scholarship excludable under section 117 ($6,000 
scholarship - $5,000 room and board). If Student A reports $5,000 of the scholarship as 
income on the student's federal income tax return, then Student A will be treated as 
having paid $2,000 ($3,000 tuition - $1,000 qualified scholarship excludable under 
section 117) in qualified tuition and related expenses to University X. 

Example (5). The facts are the same as in Example 1, except that in addition to the 
scholarship that University X awards to Student A, University X also provides Student A 
with an education loan and pays Student A for working in a work/study job in the campus 
dining hall. The loan is not excludable educational assistance within the meaning of 
paragraph (c) of this section. In addition, wages paid to a student who is performing 
services for the payor are neither a qualified scholarship nor otherwise excludable from 
gross income. Therefore, Student A is not required to reduce her qualified tuition and 
related expenses by the amounts she receives from the student loan or as wages from her 
work/study job. 
Example (6). In 1999, Student B pays University Y $1,000 in tuition for the 1999 Spring 
semester. University Y does not require Student B to pay any additional fees beyond the 
$1,000 in tuition in order to enroll in classes. Student B is an employee of Company Z. At 
the end of the academic period and during the same taxable year that Student B paid 
tuition to University Y, Student B provides Company Z with proof that he has 
satisfactorily completed his courses at University Y. Pursuant to an educational assistance 
program described in section 127(b), Company Z reimburses Student B for all of the 
tuition paid to University Y. Because the reimbursement from Company Z is employer-
provided educational assistance that is excludable from Student B's gross income under 
section 127, the reimbursement reduces Student B's qualified tuition and related 
expenses. Therefore, for purposes of calculating an education tax credit, Student B is 
treated as having paid no qualified tuition and related expenses to University Y during 
1999. 

Example (7). The facts are the same as in Example 6 except that the reimbursement from 
Company Z is not pursuant to an educational assistance program described in section 
127(b), is not otherwise excludable from Student B's gross income, and is taxed as 
additional compensation to Student B. Because the reimbursement is not excludable 
educational assistance within the meaning of paragraph (c)(1) of this section, Student B is 
not required to reduce his qualified tuition and related expenses by the $1,000 
reimbursement he received from his employer. Therefore, for purposes of calculating an 
education tax credit, Student B is treated as paying $1,000 in qualified tuition and related 
expenses to University Y during 1999. 
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