
Election to Claim Education 
Tax Credit

Notice 99–32

PURPOSE

This notice announces that the final
regulations under § 25A of the Internal

Revenue Code will permit taxpayers to
elect to claim the Hope Scholarship
Credit and the Lifetime Learning Credit
by attaching Form 8863, Education Cred-
its (Hope and Lifetime Learning Credits),
to a Federal income tax return (or
amended return) for the taxable year in
which the credit is claimed.  

BACKGROUND

Section 25A provides two education
tax credits, the Hope Scholarship Credit
and the Lifetime Learning Credit.  In gen-
eral, § 25A provides that, if certain re-
quirements are met, a taxpayer may claim
an education tax credit based on the quali-
fied tuition and related expenses of the
taxpayer, the taxpayer’s spouse, and any
dependent of the taxpayer for whom the
taxpayer properly claims a dependency
deduction under § 151.  The education tax
credits are available for taxable years be-
ginning after 1997.  Section 25A(e)(1)
provides that a taxpayer must elect to
claim an education tax credit.

DISCUSSION

On January 6, 1999, the Treasury De-
partment and the Internal Revenue Ser-
vice issued proposed regulations under 
§ 25A.  See64 Fed. Reg. 794 (1999).
Section 1.25A–1(d) of the proposed regu-
lations provides that no education tax
credit is allowed unless a taxpayer elects
to claim the credit on the taxpayer’s
timely filed (including extensions) Fed-
eral income tax return for the taxable year
in which the credit is claimed.  The pro-
posed regulations provide that the elec-
tion is made by attaching Form 8863 to
that Federal income tax return.

The Treasury Department and the Ser-
vice have determined that taxpayers
should be able to make the election under
§ 25A on an original or amended return.
Thus, the regulations when finalized will
provide that a taxpayer claims an educa-
tion tax credit by attaching Form 8863 to
a Federal income tax return for the tax-
able year in which the credit is claimed.
The election procedure provided in the
final regulations will apply to taxable
years beginning after 1997.  Therefore,
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for taxable year 1998 and later years, a
taxpayer may elect to claim an education
tax credit by attaching Form 8863 to a
timely filed original Federal income tax
return, or an original Federal income tax
return or an amended return filed after the
due date of the return and before the expi-
ration of the period of limitation for filing
a claim for credit or refund for the taxable
year in which the credit is claimed.

DRAFTING INFORMATION

The principal author of this notice is
Donna Welch of the Office of the Assis-
tant Chief Counsel (Income Tax and Ac-
counting).  For further information re-
garding this notice contact her on (202)
622-4910 (not a toll-free call).

26 CFR § 301.7121-1: Closing agreements.
(Also Part I, section 7702A)

Rev. Proc. 99–27

SECTION 1.  PURPOSE

This revenue procedure provides the
procedures by which an issuer may rem-
edy an inadvertent non-egregious failure
to comply with the modified endowment
contract rules under § 7702A of the Inter-
nal Revenue Code.

SECTION 2.  BACKGROUND

.01 Definition of a modified endowment
contract (“MEC”).

(1) Section 7702A(a) provides that a
life insurance contract is a MEC if the
contract—

(a) is entered into on or after June
21, 1988, and fails to meet the “7-pay
test” of § 7702A(b), or

(b) is received in exchange for a
contract described in paragraph (a) of this
section 2.01(1).

(2) A contract fails to meet the 7-pay
test if the accumulated amount paid under
the contract at any time during the first 7
contract years exceeds the sum of the net
level premiums which would have to be
paid on or before such time if the contract
were to provide for paid-up “future bene-
fits” (as defined in §§ 7702A(e)(3) and
7702(f)(4)) after the payment of 7 level
annual premiums.

(3) Section 72(e)(11) provides that,
for purposes of determining amounts in-
cludible in gross income, all MECs issued

by the same company to the same contract
holder during any calendar year are
treated as one MEC.

.02 Tax treatment of amounts received
under a MEC.Section 72(e)(10) provides
that a MEC is subject to the rules of 
§ 72(e)(2)(B), which tax non-annuity dis-
tributions on an income-out-first basis,
and the rules of § 72(e)(4)(A) (as modi-
fied by §§ 72(e)(10)(A)(ii) and 72(e)-
(10)(B)), which generally deem loans and
assignments or pledges of any portion of
the value of a MEC to be non-annuity dis-
tributions.  Moreover, under § 72(v), the
portion of any annuity or non-annuity dis-
tribution received under a MEC that is in-
cludible in gross income is subject to a
10% additional tax unless the distribution
is made on or after the date on which the
taxpayer attains age 591⁄2, is attributable to
the taxpayer’s becoming disabled (within
the meaning of § 72(m)(7)), or is part of a
series of substantially equal periodic pay-
ments (not less frequently than annually)
made for the life (or life expectancy) of
the taxpayer or the joint lives (or joint life
expectancies) of such taxpayer and the
taxpayer’s beneficiary.

.03 Need for a correction mechanism.
The Internal Revenue Service (“Service”)
has become aware of situations in which,
as a result of inadvertent non-egregious
failures to comply with the MEC rules,
life insurance premiums have been col-
lected which exceed the 7-pay limit pro-
vided by § 7702A(b).  This may produce
significant unforeseen tax consequences
for the contract holders.  To allow issuers
to remedy such situations, the Service
under the circumstances described below
will enter into closing agreements which
will provide that contracts identified in
the closing agreements will not be treated
as MECs.

SECTION 3. DEFINITIONS

The following definitions and rules
apply solely for purposes of this revenue
procedure. 

.01 Testing period. The 7-year period
described in § 7702A(b) or such addi-
tional period as may be required under 
§ 7702A(c)(3) if a contract undergoes a
material change.

.02 Amount paid. The amount paid
under a contract in any “contract year” (as
defined in § 7702A(e)(2)) equals the pre-
miums paid for the contract during the

year, reduced by amounts to which 
§ 72(e) applies (determined without re-
gard to § 72(e)(4)(A)) but not including
amounts includible in gross income.  For
this purpose, premiums paid do not in-
clude—

(1) any portion of any premium paid
during the contract year that is returned
(with interest) to the contract holder
within 60 days after the end of the con-
tract year in order to comply with the 7-
pay test, or

(2) the “cash surrender value” (as de-
fined in § 7702(f)(2)(A)) of another life
insurance contract (other than a contract
that fails the 7-pay test) exchanged for the
contract. 

.03 7-pay premium.(1) In general. Ex-
cept as otherwise provided in section
3.03(2) of this revenue procedure, the 7-
pay premium for a contract is the net level
premium (computed in accordance with
the rules in § 7702A(c)) that would have to
be paid for the contract if the contract were
to provide for paid up future benefits after
the payment of 7 level annual premiums. 

(2) 7-pay premium for a contract
that undergoes a material change.If a
contract (other than a contract that fails
the 7- pay test) is materially changed, the
contract is treated as newly issued on the
date of the material change and the 7-pay
premium for the changed contract is an
amount equal to the excess, if any, of—

(a) the net level premium (com-
puted in accordance with the rules in 
§ 7702A(c)) that would have to be paid for
the changed contract if the contract were to
provide for paid up future benefits after the
payment of 7 level annual premiums, over

(b) a “proportionate share of the
cash surrender value”  (as defined in sec-
tion 3.04 of this revenue procedure) under
the contract.

(3) Assumed 7-pay premium.The 7-
pay premium assumed by the issuer when
the contract was issued.

.04 Proportionate share of cash surren-
der value. The proportionate share of the
cash surrender value of a contract is the
amount obtained by multiplying—

(1) the “cash surrender value” (as de-
fined in § 7702(f)(2)(A)) of the contract,
by

(2) a fraction, the numerator of
which is the net level premium (computed
in accordance with the rules in 
§ 7702A(c)) that would have to be paid


