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Chapter 1: Individual Taxpayer Issues

Please note. Corrections were made to this workbook through January of 2020. No subsequent modifications 
were made. For clarification about acronyms used throughout this chapter, see the Acronym Glossary at the 
end of the Index.

For your convenience, in-text website links are also provided as short URLs. Anywhere you see uofi.tax/xxx, 
the link points to the address immediately following in brackets.
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This section includes information on updates to the Affordable Care Act of 20101 (ACA) relevant to the tax 
practitioner. The following general areas are covered.

• Shared responsibility payment

• Premium tax credit

SHARED RESPONSIBILITY PAYMENT
The ACA created an individual mandate, which became effective January 1, 2014. The individual mandate generally 
required individuals to maintain qualifying healthcare coverage, called minimum essential coverage (MEC), or pay a 
penalty.2 The penalty is called the shared responsibility payment (SRP). Unless an individual qualified for an 
exception, the annual penalty (sometimes referred to as a tax) was the greater of the following for 2016–2018.3

1. $695 per adult plus $347.50 per child under the age of 18, with a maximum penalty per family of $2,085

2. 2.5% of the household’s annual income above the tax filing threshold

Effective January 1, 2019, the Tax Cuts and Jobs Act (TCJA) reduced the penalty imposed on individuals who do not 
maintain health insurance that provides MEC to zero.4 Technically, individuals who do not qualify for an exception 
are still required to carry MEC; however, they are not subject to a penalty if they do not have MEC. 4

Exemptions from Penalty
For 2014 through 2018, the SRP provision required each individual to have MEC, have an exemption, or make a 
shared responsibility payment with their tax return. If the taxpayer had full-year coverage or was exempt, they 
indicated this by checking a box on page 1 of Form 1040, U.S. Individual Income Tax Return. If the taxpayer could not 
check this box but they or a member of their tax household had a coverage exemption that did not cover every month 
of the tax year, taxpayers were instructed to file Form 8965, Health Coverage Exemptions, with their tax return, if all 
the following applied.5

• The taxpayer was filing a Form 1040.

• The taxpayer could not be claimed as a dependent by another taxpayer.

• For one or more months of the tax year, the taxpayer or someone in the taxpayer’s tax household did not have 
MEC or a coverage exemption.

• The taxpayer can claim part-year exemptions or exemptions for specific members of their tax household. 
This reduced the amount of the SRP.

AFFORDABLE CARE ACT REVIEW

1. PL 111-148.
2. IRC §5000A.
3. Individual Shared Responsibility Provision—Reporting and Calculating the Payment. Mar. 29, 2019. IRS. [www.irs.gov/affordable-care-act/

individuals-and-families/aca-individual-shared-responsibility-provision-calculating-the-payment] Accessed on Apr. 24, 2019; IRC §5000A.
4. IRC §5000A(c)(3)(A), as amended by the TCJA.
5. Instructions for Form 8965.
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The following chart from the 2018 instructions to Form 8965 shows the types of coverage exemptions that were 
available.
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Obtaining Refund of Penalty
The law prohibits the IRS from using liens or levies to collect any unpaid SRP. However, the IRS can offset the 
taxpayer’s SRP liability against any tax refund that may be due to the taxpayer.6

If the IRS assessed the SRP against a taxpayer, the taxpayer may be able to obtain a refund by filing Form 843, Claim 
for Refund and Request for Abatement. In Cash v. U.S.,7 the taxpayers filed a Form 843 to claim a refund of the $575 
SRP that had been deducted from their 2014 income tax refund. Along with the Form 843, the taxpayers raised various 
constitutional objections to the assessment. The IRS returned the form to them with instructions to file a Form 1040X, 
Amended U.S. Individual Income Tax Return, if they wanted to change anything on their original return. Instead of 
filing a Form 1040X, the taxpayers filed suit in district court.

The district court dismissed the complaint for lack of jurisdiction. According to the court, the taxpayers should have 
filed a Form 1040X instead of a Form 843.

Treas. Reg. §301.6402-3(a) provides special rules that “apply to a claim for credit or refund of income tax.” These 
rules state that, “in the case of an overpayment of income taxes for a taxable year of an individual for which a Form 
1040 or 1040A has been filed, a claim for refund shall be made on Form 1040X...” The taxpayers argued that the 
district court erred in concluding that these special rules applied to their claim. They contended that the SRP was not a 
tax, but rather a penalty for which Form 843 was the proper vehicle for seeking a refund.

To support their argument, the taxpayers cited the Supreme Court’s decision in National Federation of Independent 
Business et al. v. Sebelius,8 which held that the SRP was a penalty for purposes of the anti-injunction act but 
recognized that the payment could be considered a tax for “constitutional purposes.”9

The Third Circuit Court of Appeals disagreed with the district court that the taxpayers were seeking a refund of 
income taxes. The appeals court noted that although the $575 SRP was offset against the taxpayer’s income tax 
refund, the payment was remitted to the government as a “penalty” under IRC §5000A(b). The taxpayers challenged 
the assessment of this “penalty,” rather than the withholding of income taxes. Accordingly, the appeals court 
concluded that Form 843 was the proper form to be used when seeking the refund of penalties.

PREMIUM TAX CREDIT
Generally, taxpayers with incomes between 100% and 400% of the federal poverty guidelines applicable for the 
taxpayer’s family size may be entitled to the premium tax credit (PTC), which is a refundable tax credit. For the taxpayer 
or qualifying individual within the taxpayer’s household to qualify for the PTC, the taxpayer must have MEC. A 
taxpayer’s PTC is based on the number of coverage months during the year in which the taxpayer qualifies for the PTC.10

6. Questions and Answers on the Individual Shared Responsibility Provision. Mar. 8, 2019. IRS. [www.irs.gov/affordable-care-act/individuals-
and-families/questions-and-answers-on-the-individual-shared-responsibility-provision] Accessed on Apr. 25, 2019.

7. Cash v. U.S., No. 17-1441 (3rd Cir. 2018).
8. Nat'l Fed. of Indep. Bus. v. Sebelius, 567 U.S. 519, 564 (2012).
9. Ibid at 566.

Note. For the definition of applicable taxpayers, MEC, and related rules associated with qualification for 
the PTC, see IRC §36B and the related regulations and the 2012 University of Illinois Federal Tax 
Workbook, Volume A, Chapter 7: Healthcare Reform Act. This can be found at uofi.tax/arc
[taxschool.illinois.edu/taxbookarchive].

For federal poverty guideline amounts, which are updated annually, see uofi.tax/19a1x2 [aspe.hhs.gov/
poverty-guidelines].

10. IRC §36B.
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The PTC is intended to assist qualifying taxpayers with the cost of MEC. A taxpayer who qualifies for the PTC                   
may either:11

• Pay the full amount of the monthly health insurance premiums (or make one annual payment for the year), or

• Choose to receive an advance premium tax credit (APTC), which provides direct monthly payments to the               
health insurance company on the taxpayer’s behalf to assist with the monthly cost of their health coverage.

# Practitioner Planning Tip

Some individuals may have purchased insurance through the Marketplace yet opted out of the PTC 
when they signed up. This does not preclude the taxpayer from receiving a PTC when filing their tax 
return. In addition, it may be necessary to obtain data about the second lowest cost silver plan from 
the Marketplace to determine the applicable benchmark, as explained below. It is important to note 
that taxpayers must have purchased their health insurance through the Marketplace in order to be 
eligible for a PTC or APTC.

One factor used in the calculation that determines the amount of PTC to which the taxpayer is entitled is the cost of the 
“second lowest cost silver plan” that is available to the taxpayer in the Marketplace.12 The second lowest-cost silver 
plan is referred to as the applicable benchmark plan. The applicable benchmark plan is generally self-only coverage 
for either single taxpayers without dependents or family coverage for taxpayers with a spouse and/or dependents.13

Calculating the PTC amount for a qualifying taxpayer begins by analyzing their income against a sliding scale. The 
low end of the sliding scale is 100% of the poverty income guideline for the taxpayer, based on the number of persons 
in the taxpayer’s family. The high end of the scale is 400% of the poverty income guideline that applies to the taxpayer 
based on family size. If the taxpayer’s household income is not within these two end points of the sliding scale, the 
taxpayer does not qualify for the PTC.14

The taxpayer’s household income is multiplied by the applicable percentage to arrive at the annual contribution for 
healthcare. The applicable percentage depends on where the taxpayer’s household income falls on the sliding scale.15

11. Questions and Answers on the Premium Tax Credit. Feb. 8, 2019. IRS. [www.irs.gov/affordable-care-act/individuals-and-families/
questions-and-answers-on-the-premium-tax-credit] Accessed on Apr. 23, 2019.

12. IRC §36B(b)(2)(B)(i).
13. Treas. Reg. §1.36B-3(f).
14. Treas. Reg. §1.36B-3(g).
15. Ibid.
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The sliding scale is tiered. A lower and upper applicable percentage define each tier. For tax years beginning in 
2019, the sliding scale’s tiers and the applicable percentages for each tier are summarized as follows.16

For taxpayers with household incomes within an income tier in the above table, the income and the applicable 
percentage are linearly related and the applicable percentage is rounded to the nearest one-hundredth of 1%. For 
example, a taxpayer with household income of 275% of the poverty income guideline falls into the fifth tier and is 
exactly at the midpoint between 250% and 300%. That taxpayer’s applicable percentage is therefore at the midpoint 
between the lower 8.36% and upper 9.86% applicable percentages, rounded to the nearest one-hundredth of 1% 
(which is 9.11%).17

Calculating the PTC
The taxpayer’s PTC is the lesser of:18

1. The premiums paid, or

2. The cost of the applicable benchmark plan available to the taxpayer minus the annual contribution for 
healthcare. This is expressed by the following formula.

16. Rev. Proc. 2018-34, 2018-23 IRB 748.
17. Treas. Reg. §1.36B-3(g).
18. Treas. Reg. §1.36B-3(d).

Note. For additional details on PTC eligibility and on the calculation of a taxpayer’s PTC, including the 
definition of “applicable benchmark plan,” see Treas. Reg. §1.36B-3 and the 2012 University of Illinois 
Federal Tax Workbook, Volume A, Chapter 7: Healthcare Reform Act. This can be found at uofi.tax/arc
[taxschool.illinois.edu/taxbookarchive].

Amount of Lower Upper
Household Income a Applicable Percentage b Applicable Percentage c

100% to 133% 2.08% 2.08%
133% to 150% 3.11% 4.15%
150% to 200% 4.15% 6.54%
200% to 250% 6.54% 8.36%
250% to 300% 8.36% 9.86%
300% to 400% 9.86% 9.86%
a Expressed as a percentage of the poverty income guideline for the taxpayer’s family size.
b Also referred to as the ‘‘Initial Premium Percentage.’’
c Also referred to as the ‘‘Final Premium Percentage.’’

Amount of PTC
available

 Cost of applicable benchmark plan 
available to the taxpayer

 Annual contribution
for healthcare

–=
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Example 1. Annabeth is a single taxpayer living in Illinois. She has no dependents. She estimates her 2018 
household income will be $30,150. For the 2018 tax year, the 2017 federal poverty guideline amounts are 
used. For the 48 contiguous states and the District of Columbia, for her family size of one, the applicable 
federal poverty guideline is $12,060.19 Therefore, her estimated household income is 250% ($30,150 ÷ 
$12,060) of the federal poverty guideline.

She purchased insurance from the Marketplace that had a monthly premium of $519 and received a $200 per 
month advance payment of her PTC (applied against her premium). The cost of the applicable benchmark 
plan in the Marketplace was $478 per month.

Based on Annabeth’s estimated 2018 household income, the PTC available to her is calculated as follows.

($478 applicable benchmark plan × 12 months) – ($30,150 household income × 8.10% applicable percentage 
for 201820) = $3,294 PTC available

Reconciling the PTC
Generally, at the time a taxpayer applies for Marketplace coverage, the taxpayer provides the Marketplace with an 
income estimate for the year. This income estimate affects the provisional amount of PTC the taxpayer will receive for 
the year.21 This amount is later reconciled with actual income on the taxpayer’s return for the year using Form 8962, 
Premium Tax Credit (PTC). Multiple factors can result in a difference between the estimated PTC (upon which 
APTCs used to pay for premiums during the year are based) and the actual PTC (calculated later on the taxpayer’s 
return for the year). Some of these factors include the following.22

• The taxpayer’s actual household income is higher or lower than the amount estimated.

• The taxpayer, or a member of the taxpayer’s household, becomes eligible or ineligible for MEC.

• The taxpayer, or a member of the taxpayer’s household, becomes eligible for employer-sponsored coverage 
(and therefore no longer qualifies for the PTC).

• Events such as a birth or adoption of a child, a divorce, or a marriage affects the taxpayer’s family size.

Example 2. Use the same facts as Example 1. Annabeth’s household income for 2018 was $31,000, rather 
than the $30,150 that she estimated in early 2018. Her tax preparer completes the following Form 8962 to 
reconcile the estimated PTC with the actual PTC she is entitled to. Annabeth received total APTCs of $2,400 
($200 × 12) but the total PTC calculated on Form 8962 is $3,163, for a difference of $763. This amount is 
entered on Schedule 5, Other Payments and Refundable Credits, which is shown after the Form 8962. 
Annabeth claims the $763 refundable credit on her 2018 Form 1040.

19. Instructions for Form 8962 (2018). 
20. Rev. Proc. 2017-36, 2017-21 IRB 1251.
21. How to save on your monthly insurance bill with a premium tax credit. U.S. Centers for Medicare & Medicaid Services. 

[www.healthcare.gov/lower-costs/save-on-monthly-premiums] Accessed on Apr. 23, 2019.
22. Questions and Answers on the Premium Tax Credit. Feb. 8, 2019. IRS. [www.irs.gov/affordable-care-act/individuals-and-families/

questions-and-answers-on-the-premium-tax-credit] Accessed on Apr. 23, 2019.

Note. For additional details on PTC eligibility and on the calculation of a taxpayer’s PTC, including the 
definition of “applicable benchmark plan,” see Treas. Reg. §1.36B-3 and the 2012 University of Illinois 
Federal Tax Workbook, Volume A, Chapter 7: Healthcare Reform Act. This can be found at uofi.tax/arc
[taxschool.illinois.edu/taxbookarchive].
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For Example 2

As mentioned earlier, taxpayers who receive APTCs to assist with premium payments during the year must reconcile 
the estimated PTC with the actual PTC for which they are eligible.23 If APTC payments exceed the PTC for which the 
taxpayer actually qualifies, the excess is reported as additional tax liability on the taxpayer’s return for the year. 
However, if the taxpayer who received an excess APTC has a household income of less than 400% of the federal 
poverty guideline, the amount of any such repayment is limited.24 The repayment limitations are discussed later.

Definition of Household Income
For a taxpayer to provide an accurate income estimate to the Marketplace, it is essential that the taxpayer understand 
what is included in the definition of income. For health coverage calculation purposes, income means household 
income, which is defined as the sum of the following.25

• The taxpayer’s modified adjusted gross income (MAGI)

• The aggregate MAGI of other members of the taxpayer’s family who are required to file a tax return for the year

23. IRC §36B(f).

Note. For information about estimating income for the year, see uofi.tax/16a6x3 [www.healthcare.gov/income-
and-household-information/how-to-report].

Observation. Because the reconciliation and APTC recovery rules are complex, frequently a taxpayer does 
not understand why they either owe tax or have a substantially reduced tax refund from the amount they 
anticipated. It is essential for the tax preparer to advise taxpayers to be as accurate as possible with income 
estimates provided to the Marketplace. To prevent an unexpected tax liability, updated income information 
should be provided to the Marketplace.

24. Ibid.
25. IRC §36B(d)(2).
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MAGI is defined as the taxpayer’s adjusted gross income increased by:

• Tax-exempt interest,

• The nontaxable portion of social security benefits, and

• Untaxed foreign income.26

The taxpayer’s family includes individuals for whom the taxpayer may appropriately claim a personal exemption.2728

# Practitioner Planning Tip

Many taxpayers think that social security benefits, disability income, or other benefits are not part 
of their income for purposes of a Marketplace income estimate. Tax preparers should advise 
clients of the broad definition of household income so that the taxpayer may provide a more 
accurate estimate. This will help prevent large discrepancies in PTC reconciliations on Form 
8962. For a recent case involving taxpayers who received advance payments of the PTC but were 
determined to be ineligible because of lump-sum social security payments, see Charles and 
Rebecca Monroe v. Comm’r,29 which is summarized in the 2019 University of Illinois Federal Tax 
Workbook, Volume A, Chapter 4: Rulings and Cases.

26. Ibid.

Note. Under the TCJA, the personal exemption amount is reduced to zero for tax years beginning after 
December 31, 2017, and before January 1, 2026.28 IRC §151(d)(5)(B) states that, “For purposes of any other 
provision of this title, the reduction of the exemption amount to zero… shall not be taken into account in 
determining whether a deduction is allowed or allowable, or whether a taxpayer is entitled to a deduction, 
under this section.” This means that if a taxpayer is required to qualify for a personal exemption for purposes 
of any other Code provision (e.g., the PTC), they are still required to do so, even though the personal 
exemption is reduced to zero.

27. Treas. Reg. §1.5000A-1(d)(4).
28. IRC §151(d)(5).
29. Charles and Rebecca Monroe v. Comm’r, TC Memo 2019-41 (Apr. 24, 2019).

Note. For taxpayers who anticipate a change in household income or family size during the year, the 
Taxpayer Advocate Service provides an online Premium Tax Credit Change Estimator that may be used to 
predict the amount by which the taxpayer’s PTC will change as a result of such events during the year. This 
onl ine tool  can be found at  uof i . tax/16a6x5  [www.taxpayeradvocate . i rs .gov/es t imator /
premiumtaxcreditchange]. In addition, the U.S. Centers for Medicare & Medicaid Services provides a tool 
that helps taxpayers estimate the amount of their Marketplace healthcare premium and PTC, if any. This can 
be found at uofi.tax/19a1x3 [www.healthcare.gov/lower-costs].
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Repayment Limitations
If the APTCs exceed the amount of PTC for which the taxpayer actually qualifies, the taxpayer owes an additional tax 
liability on the return filed for the year.30 However, taxpayers who must repay APTC amounts may benefit from the 
caps on such repayments if household income is below 400% of the federal poverty guideline for their family size. For 
2019, the limits on repayment of the APTC are shown in the following table.31 These amounts are adjusted annually 
for inflation.32

For taxpayers with household incomes that are slightly above 400% of the federal poverty guideline applicable to the 
taxpayer’s family size, it may be possible to reduce the taxpayer’s MAGI in order to limit the repayment amount. Such 
a taxpayer would otherwise not qualify for a repayment limitation.

# Practitioner Planning Tip

Practitioners should consider the following strategies to reduce a taxpayer’s MAGI to prevent or reduce a
potential PTC repayment. The goal of these strategies is to keep the taxpayer’s MAGI at or below 400% of
the federal poverty guideline amounts.

Taxpayers may reduce their MAGI by using the following methods.

• IRA deduction

• Health savings account deduction

• Self-employed retirement plan contributions (e.g., SEP, SIMPLE, and 401(k))

• Other above-the-line deductions, such as depreciation and IRC §179 expense

Because the self-employed health insurance deduction is allowed in calculating adjusted gross 
income (AGI) and because AGI is needed to calculate the PTC, the taxpayer must know the 
allowable self-employed health insurance deduction to calculate the PTC. This requires a circular 
calculation. Therefore, a taxpayer who is eligible for both a self-employed health insurance 
deduction and a PTC may have difficulty determining the amounts of those items.33 This, in turn, 
makes it difficult to know whether the taxpayer will qualify for PTC repayment limitations.

30. Treas. Reg. §1.36B-4(a)(1)(i).
31. Treas. Reg. §1.36B-4(a)(3); Rev. Proc. 2018-57, 2018-49 IRB 827. 
32. IRC §36B(f)(2)(B)(ii).
33. Rev. Proc. 2014-41, 2014-33 IRB 364.

Household Income Percentage Maximum Repayment Maximum Repayment Amount
of Federal Poverty Guideline (Single Filing Status) (Filing Status other than Single)

Less than 200% $ 300 $ 600
At least 200% but less than 300% 800 1,600
At least 300% but less than 400% 1,325 2,650
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Example 3. Luka, who is single and self-employed, obtained health insurance coverage for himself through 
the Marketplace. He estimated his 2018 income would be $25,000 when he applied for coverage. Based on 
his age, income, and family size, he qualified for a subsidy (APTC) of $362 per month, or $4,344 for the year.

Luka got a better-paying job during 2018, which he did not report to the Marketplace. Luka’s actual MAGI on his 
2018 return was $50,000. Because his MAGI was greater than 400% of the federal poverty level ($12,140 × 4 = 
$48,560),34 he must repay the entire subsidy of $4,344 in addition to other taxes on his 2018 return.

If Luka contributed $3,000 to his traditional IRA for 2018, it would lower his MAGI to $47,000 and qualify 
him for the repayment limitation of $1,300, which was the inflation-adjusted amount for single taxpayers 
with income between 300% and 400% of the federal poverty guideline for 2018.35 This would save Luka 
$3,044 ($4,344 – $1,300) in subsidy repayment.

Allocating Premium Tax Credit36

Taxpayers who are allocating healthcare policy amounts with another taxpayer must complete part IV of Form 8962. 
The taxpayers can agree on an allocation percentage for the following policy amounts.

• The premiums paid

• The cost of the appropriate benchmark plan

• The amount of any APTC that was received during the year

Taxpayers need to allocate policy amounts reported on a Form 1095-A, Health Insurance Marketplace Statement, 
between the taxpayer’s tax family and another tax family if:

1. The policy covered at least one individual in the taxpayer’s tax family and at least one individual in another 
tax family, and

2. Either:

a. The taxpayer received a Form 1095-A for the policy that does not accurately represent the members of 
their tax family who were enrolled in the policy (i.e., it either lists someone who is not in the taxpayer’s 
tax family or does not list a member of the taxpayer’s tax family who was enrolled in the policy), or

b. The other tax family received a Form 1095-A for the policy that includes a member of the taxpayer’s 
tax family.

A policy may have covered at least one individual in the taxpayer’s tax family and one individual not in the taxpayer’s 
tax family if any of the following apply.

• The taxpayer divorced during the year.

• The taxpayer is married but filing a separate return.

• The taxpayer or an individual in their tax family was enrolled in a health plan by someone who is not part of 
their tax family.

• The taxpayer or an individual in their tax family enrolled someone who was not part of their tax family in a 
qualified health plan.

34. Federal Poverty Level (FPL). U.S. Centers for Medicare & Medicaid Services. [www.healthcare.gov/glossary/federal-poverty-level-FPL] 
Accessed on Apr. 23, 2019.

35. Rev. Proc. 2017-58, 2017-45 IRB 489.
36. Instructions for Form 8962.
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The rules for allocating policy amounts vary depending on which of the following situations apply.

• The taxpayers divorced or legally separated during the tax year.

• The taxpayers were married at yearend but filed separate returns.

• The taxpayers did not receive any APTC.

• The taxpayers were married during the tax year and want to use the alternative calculation to repay less 
excess APTC than they would under the general rules.

A brief description of these situations follows. For detailed information, including several examples, see the 
instructions for Form 8962.

Taxpayers Divorced or Legally Separated During the Tax Year. Taxpayers who divorced or legally separated during 
the tax year must allocate policy amounts on their separate returns to calculate their PTC and reconcile it with their 
APTC if both of the following apply.

• The taxpayer and former spouse were married to each other at some point during the tax year but were no 
longer married at the end of the tax year.

• For one or more months of marriage, the policy covered at least one individual in the taxpayer’s tax family 
and at least one individual in their former spouse’s tax family.

The divorced taxpayers must allocate the following for the months they were married.

1. The cost of the applicable benchmark plan

2. The cost of the plan in which they are enrolled

3. Any APTC payments they received for the period during the year they were married

These amounts can be found on Form(s) 1095-A, part III. The divorced taxpayers may agree on the allocation 
percentage (from 0% to 100%) that applies to the taxpayer, with the remainder of the amounts allocated to the former 
spouse. However, they must allocate all three amounts using the same percentage. If they cannot agree on a 
percentage, they must allocate 50% of each applicable item to each divorced taxpayer.

Married Taxpayers Filing Separate Returns. Taxpayers who were married at yearend but file separate returns must
allocate policy amounts 50% to each spouse if they meet all the following conditions.

• They were married at the end of the tax year.

• They are filing separate returns.

• The taxpayer or an individual in their tax family was enrolled in the same policy as the taxpayer’s spouse or 
an individual in the spouse’s tax family at any time during the tax year.

Note. For further details associated with the allocation between divorced taxpayers, including examples, see 
the instructions for Form 8962 and IRS Pub. 974, Premium Tax Credit (PTC).
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Married taxpayers who file separate returns generally cannot take the PTC. However, they may be able to take the 
PTC if they meet either of the following conditions.

1. They file a return as single on Form 1040NR, U.S. Nonresident Alien Income Tax Return, or head of                 
household on Form 1040.37

2. They file a return as married filing separately (MFS) because of domestic abuse or spousal abandonment if all 
the following conditions apply.38

a. They are living apart from their spouse at the time they file their tax return.

b. They are unable to file a joint return because they are a victim of domestic abuse or spousal abandonment.

c. They check the box at the top of Form 8962 to certify that they are a victim of domestic abuse or spousal 
abandonment. (For definitions of domestic abuse and spousal abandonment, see IRS Pub. 974.)

d. They have not used this exception to take the PTC in each of the three preceding tax years.

If the taxpayer does not meet either of these exceptions, they are not eligible for the PTC. If they received the APTC, 
they must repay it subject to the repayment limitations.

No APTC. If the taxpayer received no APTC, the enrollment premiums are allocated in proportion to the benchmark 
premium that applies to each taxpayer’s coverage family. If no APTC was paid, the Marketplace may furnish only one 
Form 1095-A showing the total premiums paid for the policy. The taxpayer who receives the Form 1095-A should 
provide a copy to the other taxpayers.

37. IRS Pub. 974, Premium Tax Credit (PTC).
38. Ibid.

Note. The proper method for completing Form 8962 depends on which category the taxpayer falls into. For 
specific information about completing Form 8962 to allocate policy amounts (including examples), see the 
instructions for Form 8962.

Note. For an example detailing the proper method to complete Form 8962 for taxpayers who did not receive 
an APTC, see the instructions to Form 8962. The instructions also provide information on completing Form 
8962 for other situations in which a policy is shared between two families.
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Recently Married Taxpayers.39 Taxpayers who marry during the tax year may use an optional method for computing 
and reconciling the APTC with the PTC. This method may be used only to reduce the tax liability associated with an 
APTC repayment. It cannot be used to create or increase a credit.

The taxpayers must have been unmarried on the first day of the tax year to use the optional method. In addition, the 
taxpayers must file a joint return for the year.

40

A qualified charitable distribution (QCD) is a transfer by a trustee or custodian from a taxpayer’s individual 
retirement arrangement (IRA) made directly by the trustee to a charitable organization. The distribution must be made 
on or after the date that the individual for whom the plan is maintained attains age 70½. Only the amount of the 
distribution that would otherwise be included in the taxpayer’s gross income counts toward the QCD.41

Example 4. Rhonda is 72 years old in 2019 when she makes a $1,000 QCD out of her traditional IRA. The 
QCD goes directly to Ronald McDonald House Charities. Rhonda reduces her gross income by $1,000.

The total amount of QCDs for a taxpayer cannot exceed $100,000 in any calendar year. However, each married 
taxpayer may make QCDs up to $100,000 if the couple files a joint return.42

IRA distributions that do not comply with the requirements for QCDs under IRC §408(d)(8) (e.g., the taxpayer is 
under age 70½) are taxable distributions. If the taxpayer directs the proceeds of an IRA distribution into a qualified 
charity, they may take an itemized contribution deduction pursuant to IRC §170, subject to the percentage of adjusted 
gross income (AGI) limitations. If an IRA distribution qualifies as a QCD, the taxpayer can either exclude the QCD 
from income or itemize the amount of the QCD as a charitable deduction under §170 but cannot do both in the same 
tax year.43

Example 5. Use the same facts as Example 4, except Rhonda is 69 years old in 2019 when she takes an IRA 
distribution of $1,000. For 2019, Rhonda is in the 12% tax bracket. Because she has not attained age 70½ by 
the time she makes the IRA distribution, it does not comply with the requirements for QCDs. Therefore, 
Rhonda must include the $1,000 as a taxable distribution from her IRA.

She is eligible to claim a charitable deduction of $1,000 on her Schedule A, Itemized Deductions. However, she
does not have any other itemized deductions for 2019, so the standard deduction is more advantageous for 
her. Rhonda pays income tax of $120 ($1,000 distribution × 12% tax rate) on her distribution.

A QCD can be used to satisfy the taxpayer’s required minimum distribution (RMD).44 44

39. Treas. Reg. §1.36B-4(b)(2)(i).

Note. IRS Pub. 974 includes a complete step-by-step explanation of this method and five worksheets to use 
for making the calculation, as well as examples.

QUALIFIED CHARITABLE DISTRIBUTIONS40

40. IRC §408(d)(8)(B).
41. Ibid.
42. Ibid; IRS Notice 2007-7, 2007-5 IRB 395.
43. IRS Notice 2007-7, 2007-5 IRB 395.
44. Ibid.
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# Practitioner Planning Tip

IRC §4974 imposes a 50% penalty on the amount of an RMD not taken by a taxpayer. Thus, taking 
timely RMDs should be a priority for taxpayers. If a taxpayer is over age 70½, does not need the 
cash flow, wants to satisfy the RMD for an IRA, and wishes to make a charitable contribution, then 
the QCD may be a convenient way to accomplish the taxpayer’s goals. For information on how to 
calculate an RMD, see IRS Pub. 590-B, Distributions from Individual Retirement Accounts (IRAs).

IRA ACCOUNTS ELIGIBLE FOR A QCD
A QCD can be made from a traditional IRA, a Roth IRA,45 or a deemed IRA.46 QCDs cannot be made from an active 
SEP47 or an active SIMPLE.48 An “active” SEP IRA or SIMPLE IRA is a plan that the employer contributed to during 
the same tax year in which the IRA owner directed the charitable contribution(s) to be made.

Traditional IRAs for this purpose can include inherited IRAs,49 spousal IRAs,50 direct rollovers from other IRAs or 
qualified retirement plans,51 IRA transfers incident to divorce,52 and IRAs opened by the taxpayer.53

# Practitioner Planning Tip

Making a QCD from a Roth IRA may not be efficient from a tax-planning perspective because Roth 
IRAs are funded with after-tax dollars.54 Qualified distributions from a Roth IRA are usually not 
subject to income tax; however, the source of funds, timing between contribution and distribution, 
and reason for the distribution are among the factors that may make a distribution subject to income 
tax.55 Thus, tracing IRA contributions can be as important for Roth IRAs as for traditional IRAs.

45. IRC §408A.
46. IRC §408(q).
47. IRC §408(k).
48. IRC §408(p).
49. Treas. Reg. §1.408-2(b)(7).
50. IRC §219(c); IRS Notice 87-16, 1987-1 CB 446, modified for Roth IRAs by IRS Notice 98-49, 1998-38 IRB 5.
51. Treas. Reg. §1.408-4(b).
52. Treas. Reg. §1.408-4(g).
53. Treas. Reg. §1.408-2(a). 
54. IRC §408A(c)(1).
55. See IRC §408A(d); Treas. Reg. §1.408A-6. 
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ORGANIZATIONS QUALIFYING FOR A QCD
A QCD may be distributed only to organizations described in §170(b)(1)(A) except supporting organizations 
described in IRC §509(a)(3), and donor-advised funds described in IRC §4966(d)(2).56 Under §170(b)(1)(A), 
individuals can make charitable contributions to the following types of organizations.

• Churches and conventions or associations thereof

• Educational organizations that normally have a regular facility, curriculum, and student body

• Hospitals and providers of medical care, research, or education

• State college or university endowment

• Governmental entity, but only if the contribution is made for exclusively public purposes

• Corporation, trust, or community chest, fund, or foundation (i.e., a publicly supported charity) for support 
of religious, charitable, scientific, literary, or educational purposes, or to foster national or international 
amateur sports competition (but not to provide facilities or equipment), or for the prevention of cruelty to 
children or animals within the United States or any of its possessions, that does not attempt to influence 
legislation or participate in political campaigns, and for which no benefit inures to a private individual

• Certain private foundations57

• Publicly supported organization (and its supporting organization even if it is not publicly supported)58 that 
normally receives more than one-third of its support in each tax year from gifts, grants, contributions, or 
membership fees, and gross receipts from related trade or business activity, and not more than one-third of its 
support from gross investment income and net unrelated business taxable income59

• Organization engaged in continuous and active agricultural research in conjunction with a land grant college 
or university or with a non-land grant college of agriculture

QCDs may not be made to private foundations,60 or to donor-advised funds.61 Generally, a private foundation is any 
domestic or foreign organization satisfying the requirements of IRC §501(c)(3). All tax-exempt organizations under 
§501(c)(3) are private foundations unless they satisfy the requirements of §509(a).62

Donor-advised funds are owned and controlled by sponsoring organizations that track contributions by individual 
donors and grant advisory privileges to each donor regarding investment or distribution of the donor’s contributions.63

56. IRC §§408(d)(8)(B)(i) and 170(b)(1)(A); IRS Notice 2007-7, 2007-5 IRB 395.
57. See IRC §170(b)(1)(F).
58. See IRC §509(a)(3).
59. See IRC §509(a)(2).
60. IRC §509(a)(3).
61. IRC §4966(d)(2).
62. IRC §509(a).
63. IRC §4966(d)(2).
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FILING REQUIREMENTS
Gross distributions from IRAs are reported on Form 1099-R, Distributions From Pensions, Annuities, Retirement or 
Profit-Sharing Plans, IRAs, Insurance Contracts, etc.64 QCDs are not identified as such on Form 1099-R. The table 
below indicates where information from key boxes on Form 1099-R is reported on Form 1040 for the 2018 tax year. 65

66 67

The taxpayer must file Form 8606, Nondeductible IRAs, if the taxpayer:

1. Made a QCD from a traditional IRA that received nondeductible contributions (i.e., had basis in the IRA, 
which would not be subject to income tax) and received a distribution that was not a QCD; or

2. Made a QCD from a Roth IRA.68

Calculating and Reporting QCD Amounts
IRAs were established by the Employee Retirement Income Security Act of 1974 (ERISA). Thus, clients may have 
only paper records for their early contributions. For tax years ending prior to 2018, deductible contributions were 
reported on Form 5498, IRA Contribution Information, by the IRA custodian, or on line 32 on Form 1040.69

Nondeductible contributions should have been reported on Form 8606.

64. Treas. Reg. §1.408-7(d). 
65. See Instructions for Form 1099-R.
66. See Instructions for Form 1040. 
67. IRS Notice 2007-7, 2007-5 IRB 395.
68. IRA FAQs — Distributions (Withdrawals). May 16, 2019. IRS. [www.irs.gov/retirement-plans/retirement-plans-faqs-regarding-iras-

distributions-withdrawals]. Accessed on Jun. 6, 2019.
69. See 2018 Instructions for Forms 1040 and 5498.

Form 1099-R 65 Form 1040 (Tax Year 2018) 66

Box Notes Line Notes

Box 1: Gross
distribution

Total amount distributed
inclusive of QCD amount

Page 2, Line 4a Same amount as appears in
Box 1 on the Form 1099-R

Box 2a: Taxable
amount

QCD amount is not identified
on Form 1099-R or deducted
to calculate the amount in
Box 2a

Page 2, Line 4b

Add ‘‘QCD’’ if possible
to explain why the
amount on Line 4b is
less than that on Line
4a.

Line 4a minus QCD amount
calculated by the taxpayer.

The total QCD amount may
not exceed $100,000 per
taxpayer per year.

A QCD is not subject to
the percentage of AGI
limitations on charitable
contributions by individuals
under §170(b). 67

Box 2b: Taxable
amount not determined

Usually checked because
the taxpayer calculates the
taxable amount

Box 4: Federal income
tax withheld

Federal income tax is usually
not withheld for QCDs

Page 2, Line 16 Amount reported in Box 4 of
the Form 1099-R
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For tax years ending after 2017, a QCD is reported on Form 1040, line 4a. Generally, the full amount of the charitable 
distribution is reported on line 4a. If the entire amount distributed is a QCD, a zero is entered on line 4b for the taxable 
amount. If only part of the distribution is a QCD, the part that is not a QCD is entered on line 4b. “QCD” is entered in 
the space next to line 4b.70

Example 6. In 2018, Christina is 72 years old, has her own designated Roth IRA from her former employer, a 
local high school where she chose to make Roth contributions. She also owns a traditional IRA. Christina’s 
RMD for 2018 is $7,000 (which is only based on her traditional IRA, not her Roth). She withdraws $1,000 
from her Roth IRA for her personal expenses. She directs the custodian of the traditional IRA to make a 
QCD for $5,000 to Land Grant University, and to distribute $2,000 directly to Christina, which she then 
donates to her sorority via its §501(c)(3) foundation. Christina receives the following Forms 1099-R.

Roth IRA:

70. IRA FAQs — Distributions (Withdrawals). May 16, 2019. IRS. [www.irs.gov/retirement-plans/retirement-plans-faqs-regarding-iras-
distributions-withdrawals]. Accessed on Jun. 7, 2019; Instructions for Form 1040.
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Traditional IRA:

On her Form 1040, Christina reports gross distributions of $8,000 ($1,000 Roth + $7,000 traditional) on line 
4a. Of the $7,000 distribution from the traditional IRA, only $2,000 is taxable and the $5,000 QCD is not 
taxable. On line 4b, she reports a taxable amount of $2,000 from the traditional IRA only. Christina can report 
the $2,000 donation to the sorority’s foundation on Schedule A because the contribution was not 
accomplished via a QCD. The reporting of the distributions is shown as follows on Christina’s Form 1040.

Traditional IRAs may contain deductible and nondeductible contributions; the latter is tracked on Form 8606.

The QCD amount is limited to the distribution amount that would otherwise be included in income. If the IRA 
includes nondeductible contributions, the QCD is first considered paid out of otherwise taxable income.

Example 7. Willow has an IRA with a total value of $35,000. It consists of $25,000 deductible contributions 
and earnings, and $10,000 nondeductible contributions (basis). Willow’s $5,000 QCD is considered paid 
from the $25,000 portion of the IRA. Her basis remains $10,000.

Example 8. Use the same facts as Example 7, except Willow’s IRA trustee transfers $31,000 in a QCD to her 
church. The $25,000 portion of the IRA that is from deductible contributions qualifies as a QCD. The excess 
$6,000 ($31,000 – $25,000) reduces her basis to $4,000 ($10,000 – $6,000). In addition, the $6,000 paid from 
her basis is included in charitable deductions on Schedule A. The $6,000 is treated as though it was separately 
contributed to the church as a nontaxable distribution.
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Married taxpayers generally pay more combined tax if they file separate returns than they would if they file jointly. 
However, there are certain circumstances in which married taxpayers may find it advantageous to file separately. 
These situations include the following.

• To avoid joint and several liability

• To obtain lower student-loan payments under income-driven repayment plans

• To itemize a larger amount of deductions that are limited by AGI

• When one spouse has unpaid obligations that may be subject to offset

• To maximize the qualified business income deduction

These situations, along with special rules that apply to taxpayers filing separately and the rules that apply in 
community property states, are discussed in this section.

SPECIAL RULES71

Taxpayers that choose the MFS filing status are subject to special rules. These rules include the following.

• An MFS taxpayer’s tax rate is generally higher than taxpayers who use the married filing jointly (MFJ) status.

• An MFS taxpayer’s exemption amount for calculating the alternative minimum tax (AMT) is half that 
allowed on an MFJ return. For 2019, the AMT exemption amount for MFJ taxpayers is $111,700, which 
begins to phase out for taxpayers with alternative minimum taxable income (AMTI) that exceeds $1,020,600. 
For MFS taxpayers, the 2019 exemption amount is $55,850, which begins to phase out for taxpayers with 
AMTI that exceeds $510,300.72

• In most cases, an MFS taxpayer cannot take the credit for child and dependent care expenses. In addition, the 
amount an MFS taxpayer can exclude from income under an employer’s dependent care assistance program 
is limited to $2,500, instead of the $5,000 allowed on an MFJ return.

• MFS taxpayers cannot take the earned income credit.

• In most cases, MFS taxpayers cannot take the exclusion or credit for adoption expenses.

• MFS taxpayers cannot take the American opportunity credit, the lifetime learning credit, or the deduction for 
student loan interest.

• MFS taxpayers cannot exclude any interest income from qualified U.S. savings bonds used for higher 
education expenses.

MARRIED FILING SEPARATELY FILING STATUS

71. IRS Pub. 501, Dependents, Standard Deduction, and Filing Information.
72. Rev. Proc. 2018-57, 2018-49 IRB 827.

Note. Married couples generally must file a joint return to take the credit for child and dependent care 
expenses. However, if a married taxpayer is legally separated or living apart from their spouse, they may be 
able to file a separate return and take the credit. For more information, see IRS Pub. 503, Child and 
Dependent Care Expenses.
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• An MFS taxpayer who lived with their spouse at any time during the tax year:

 Cannot claim the credit for the elderly or the disabled, and

 Must include at least 50% (up to 85%) of any social security or railroad retirement benefits in income 
for the year.

• The child tax credit (CTC) and the credit for other dependents is reduced for an MFS taxpayer with MAGI in 
excess of $200,000. For MFJ taxpayers, the MAGI phase-out threshold is $400,000.73 74

• For 2019, the retirement savings contributions credit (saver’s credit) is not available for an MFS taxpayer 
with AGI in excess of $32,000. For MFJ taxpayers, the AGI limit is $64,000.75 These amounts are adjusted 
annually for inflation.76

• An MFS taxpayer’s capital loss deduction is limited to $1,500. For MFJ taxpayers, the limit is $3,000.

• An MFS taxpayer cannot claim the standard deduction if their spouse itemizes deductions. If an MFS 
taxpayer can claim the standard deduction, their basic standard deduction is half the amount allowed on a 
joint return.

• The deduction for taxpayers making contributions to a traditional IRA is phased out for certain taxpayers 
who are active participants in a qualified retirement plan. For MFS taxpayers, the income phase-out range is 
$0 to $10,000 and is not subject to annual inflation adjustments. For MFJ taxpayers, the income phase-out 
range is between $103,000 and $123,000 for 2019 if the spouse who makes the IRA contribution is an active 
participant. The MFJ phase-out range is subject to annual inflation adjustments.77

• The 2019 AGI phase-out range for MFJ taxpayers making contributions to a Roth IRA is $193,000 to 
$203,000. This amount is subject to annual inflation adjustments. For MFS taxpayers, the phase-out range is 
not subject to annual inflation adjustments and is $0 to $10,000.78

• Taxpayers whose AGI does not exceed $100,000 may be eligible for up to $25,000 in passive activity losses 
for the tax year. The AGI limit for taxpayers who are MFS is $50,000. The special allowance for passive 
rental losses is not allowed for married persons filing separate returns who lived together at any time during 
the year. Married persons filing separate returns who lived apart at all times during the year are each allowed 
a $12,500 maximum special allowance for losses from passive real estate activities.79

Note. Under the TCJA, the CTC is $2,000 per qualifying child. If the CTC exceeds the taxpayer’s tax 
liability, the taxpayer can qualify for a refundable additional child tax credit (ACTC) equal to 15% of earned 
income in excess of $2,500. In addition, a $500 nonrefundable credit for qualifying dependents other than 
qualifying children is available. These amounts apply to tax years beginning after December 31, 2017, and 
before January 1, 2026.74

73. IRC §24(h). Under the TCJA, these amounts apply to tax years beginning after Dec. 31, 2017, and before Jan. 1, 2026.
74. IRC §24(h).
75. Retirement Savings Contributions Credit (Saver’s Credit). Dec. 13, 2018. IRS. [www.irs.gov/retirement-plans/plan-participant-employee/

retirement-savings-contributions-savers-credit] Accessed on Mar. 19, 2019.

Note. For more information about the retirement savings contributions credit, see the instructions to Form 
8800, Credit for Qualified Retirement Savings Contributions.

76. IRC §25B(b)(3).
77. IRS Notice 2018-83, 2018-47 IRB 774.
78. Ibid.
79. IRC §469(i).
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COMMUNITY PROPERTY RULES80

Income
If a married taxpayer lives with their spouse in a community property state, half of any income defined by state law as 
community income is generally allocated to each taxpayer. Community property states include the following.81

A taxpayer that files an MFS return must report half of all community income and all of their separate income. Each 
spouse must attach Form 8958, Allocation of Tax Amounts Between Certain Individuals in Community Property 
States, to their tax return showing how they calculated the amount they are reporting on their return.

Generally, the laws of the state in which the taxpayer is domiciled govern whether they have community property and 
community income or separate property and separate income for federal tax purposes. The following table from IRS 
Pub. 555, Community Property, summarizes the general rules.

80. IRS Pub. 555, Community Property; Instructions for Form 8958.

• Arizona • New Mexico

• California • Texas

• Idaho • Washington

• Louisiana • Wisconsin

• Nevada

81. IRS Pub. 501, Dependents, Standard Deduction, and Filing Information.
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Following is a summary of the general effect of community property laws on the federal income tax treatment of 
certain items of income. For more information, see IRS Pub. 555.

Wages and Self-Employment Income from Sole Proprietorships. A spouse’s wages and self-employment (SE) 
income from a sole proprietorship are community income and must be split evenly between the spouses.

Interest, Dividends, and Rents. Interest, dividends, and rents from community property are community income and 
must be split evenly between the spouses.

Gains and Losses. Gains and losses may be classified as either community or separate income depending on how the 
property is held.

Withdrawals from IRAs. IRA distributions are deemed to be separate property, even if the funds in the account would 
otherwise be community property. These distributions are wholly taxable to the spouse whose name is on the account.

Pensions. Pension distributions generally are characterized as community or separate income depending on the 
respective periods of participation in the pension while married and domiciled in a community or noncommunity 
property state during the period of participation in the pension. These rules may vary between states.

Partnership Income. If a spouse holds an interest in a partnership and partnership income is attributable to the efforts 
of either spouse, the partnership income is community property.

Tax-Exempt Income. Community income exempt from federal tax generally keeps its exempt status for both spouses. 
For example, income earned outside the United States is tax exempt under certain circumstances. If a taxpayer earned 
income and met the conditions that made the income exempt, the income is also exempt for the taxpayer’s spouse in a 
community property state, even though the spouse may not have met the conditions.

Income from Separate Property. In some states, income from separate property is separate income. These states are 
Arizona, California, Nevada, New Mexico, and Washington. Other states characterize income from separate property 
as community property. These states are Idaho, Louisiana, Texas, and Wisconsin.

Deductions
The deductions for taxpayers who file MFS returns generally depend on whether the expenses involve community or 
separate income.

Business and Investment Expenses. For MFS taxpayers, expenses incurred to earn or produce community business 
or investment income are generally divided equally between the spouses. Each spouse can deduct half of the expenses 
on their separate returns. Expenses incurred by a spouse to produce separate business or investment income is 
deductible by the spouse who earns the corresponding separate business or investment income.

Payments not Alimony. Prior to the enactment of the TCJA, payments that otherwise qualified as alimony were not 
deductible by the payer if they were the recipient spouse’s part of community income.

Example 9. Dylan and Maggie are married and live in a community property state. They are separated in 
2017. Under a court order, Dylan pays Maggie $12,000 of the $20,000 total community income for the 2018 
tax year. Maggie does not receive any other community income. Under state law, earnings of a spouse who 
lives separately and apart from the other spouse continue as community property.

On their MFS returns, Dylan and Maggie each must report $10,000 of the total community income. In 
addition, Maggie must report $2,000 as alimony received. Dylan can report $2,000 as alimony paid.
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The TCJA permanently repeals the deduction for alimony and separate maintenance payments by the payor spouse 
and the inclusion in income by the recipient spouse for the following situations.82

• Divorce or separation instruments executed after December 31, 2018

• Pre-January 1, 2019 agreements modified after December 31, 2018, if the modification expressly provides 
that the repeal applies

Example 10. Use the same facts as Example 9, except Dylan pays Maggie pursuant to a separation 
agreement executed on January 2, 2019. Both Dylan and Maggie must report $10,000 of the total 
community income. However, Dylan cannot deduct $2,000 as alimony paid and Maggie does not report 
$2,000 as alimony received.

IRA Deduction. Deductions for IRA contributions cannot be split between spouses. The deduction for each spouse is 
calculated separately, without regard to community property laws.

Personal Expenses. Expenses paid out of separate funds (e.g., medical expenses) are deductible by the spouse who 
pays for them. Expenses paid from community funds are divided equally between the spouses.

Credits, Taxes, and Payments
Self-Employment Tax. If any of the income from a trade or business (other than a trade or business carried on by a 
partnership) is community income under applicable community property laws, the gross income and deductions 
attributable to the trade or business are nevertheless treated as the gross income and deductions of the spouse who 
carries on the trade or business.83

For the net income of a sole proprietorship that is community income, SE tax is imposed on the spouse who carries on 
the trade or business.

All of the distributive share of a married partner’s income or loss from a partnership is attributable to the partner for 
computing any SE tax.

Federal Income Tax Withheld. For spouses who file MFS returns on which each reports half the community wages, 
each spouse is entitled to credit for half the income tax withheld on those wages.

82. IRC §61(a)(8).

Note. For more information about the tax implications of alimony, see the 2018 University of Illinois Federal 
Tax Workbook, Volume A, Chapter 5: Divorce.

83. IRC §1402(a)(5). 

Note. For more information about the effect of community property laws on the tax treatment of certain items 
of income, deductions, credits, taxes, and payments on MFS returns, see IRS Pub. 555.
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JOINT AND SEVERAL LIABILITY
Married taxpayers are jointly and severally liable for the taxes owed on an MFJ return.84 A couple remains jointly 
and severally liable for all taxes on joint returns and any additions to tax, interest, or penalties that arise from a joint 
return even if they later divorce. Joint and several liability means that each taxpayer is legally responsible for the 
entire liability.85

# Practitioner Planning Tip

A married spouse may be able to obtain relief from joint and several liability if they are eligible for 
innocent spouse relief. This may be advisable when, for example, there was an understatement on 
the return caused by erroneous items of one spouse and the other spouse had neither actual 
knowledge nor any reason to know of the understatement. However, the need to file for innocent 
spouse relief can be avoided if the taxpayers file separate returns. This may be prudent when, for 
example, one spouse suspects that the other spouse is being dishonest in financial matters. In this 
situation, filing separately prevents the taxpayer from becoming potentially liable for taxes in 
arrears and penalties.

For information about innocent spouse relief, see the 2018 University of Illinois Federal Tax 
Workbook, Volume A, Chapter 5: Divorce.

To avoid joint and several liability, some married taxpayers choose to file MFS returns. Married taxpayers who file 
MFS returns are only responsible for the tax due on their own return.86

Example 11. Vincent and Claudette are married taxpayers who file MFJ every year. In 2018, Vincent sold 
some GM stock at a gain, which resulted in substantial additional tax liability for 2018. Vincent and Claudette 
also had an unpaid tax liability for 2016 and 2017. They filed tax returns with the following tax liabilities.

Because Vincent and Claudette filed MFJ for the 2018 tax year, they are both jointly and severally liable for 
the 2018 taxes as well as for the 2016 and 2017 taxes. This means that both Vincent and Claudette are liable 
for the entire $17,400 2018 tax liability and for the unpaid balances for 2016 and 2017 of $6,000 and $4,200, 
respectively, until paid in full.

84. IRC §6013(d)(3); Treas. Reg. §1.6013-4(b).
85. Topic Number 205—Innocent Spouse Relief (Including Separation of Liability and Equitable Relief). Mar. 18, 2019. IRS. [www.irs.gov/

taxtopics/tc205] Accessed on Mar. 20, 2019.
86. IRS Pub. 504, Divorced or Separated Individuals.

Tax Year Filing Status Used Joint Tax Liability

2016 MFJ $ 6,000 (unpaid)
2017 MFJ 4,200 (unpaid)
2018 MFJ 17,400
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Example 12. Use the same facts as Example 11, except Vincent and Claudette decide to file MFS for the 2018 
tax year. Vincent reports the sale of GM stock on his return, and has a $15,400 tax liability. He is solely liable 
for this tax liability. For 2018, Claudette is liable for only the $4,000 tax reported on her MFS return. She 
remains jointly and severally liable for the 2016 and 2017 unpaid balances because she filed MFJ with 
Vincent for those years.

INCOME-DRIVEN REPAYMENT PLAN87

Taxpayers with federal student loans can choose a standard repayment plan or they can choose to repay their federal 
student loans based on their incomes. This type of arrangement is called an income-driven repayment plan
(IDRP). Under an IDRP, the payment amount is a percentage of the taxpayer’s discretionary income. Discretionary 
income is defined as the difference between the taxpayer’s AGI and 150% of the U.S. Department of Health and 
Human Services’ poverty guideline amount for the taxpayer’s family size and state.88

If the taxpayer’s loan balance is not fully repaid at the end of the IDRP repayment period, the remaining loan balance 
is forgiven. If the taxpayer’s student loan debt is partially forgiven, they may have to pay income tax on the amount of 
the canceled debt.89

Because the IDRP payment is partly based on AGI, the amount generally varies depending on whether the taxpayer 
files an MFS or an MFJ return. Under the general rule, the student loan payment is based on joint income if the 
taxpayer files an MFJ return and is based on the borrower’s separate income if they file an MFS return. There is one 
exception to this general rule. The revised pay as you earn (REPAYE) plan bases the student loan payment on the 
combined income of both spouses regardless of whether they file jointly or separately.

However, filing separately may not always result in lower student loan payments. If both spouses have federal student 
loan debt, then both debts may affect how the payment is calculated. The U.S. Department of Education takes both 
spouses’ loan debts into consideration if:

• The spouses file an MFJ return or chose the REPAYE arrangement, and

• Both spouses have federal student loan debt.

When joint income is used, the payment amount is prorated if both spouses have federal student loan debt. However, 
if only one spouse has federal student loan debt, the borrower can get a lower payment by filing MFS under all IDRPs 
except the REPAYE.

87. Something Borrowed: How Marriage Impacts Your Student Loans. Foss, Ian. Jul. 10, 2017. U.S. Department of Education. [blog.ed.gov/
2017/07/something-borrowed-how-marriage-impacts-your-student-loans] Accessed on Mar. 27, 2019.

Note. The poverty guideline amounts can be found at uofi.tax/19a1x1 [aspe.hhs.gov/poverty-guidelines].

88. Do you have questions about the different types of income-driven repayment plans? U.S. Department of Education. [studentaid.ed.gov/sa/
repay-loans/understand/plans/income-driven/questions] Accessed on Mar. 27, 2019.

89. Federal Student Aid. U.S. Department of Education. [studentaid.ed.gov/sa/repay-loans/understand/plans/income-driven] Accessed on 
Mar. 27, 2019.

Filing Joint Tax Separate Tax
Tax Year Taxpayer Status Used Liability Liability

2016 Joint MFJ $6,000
2017 Joint MFJ 4,200
2018 Vincent MFS $15,400
2018 Claudette MFS 4,000
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Example 13. Robin and Sean are married and file MFJ returns. In 2018, Robin earns $30,000 and Sean 
earns $40,000. Under the IDRP pay as you earn plan (PAYE), the student loan payments would be $380 for 
their combined income.90 If Robin and Sean both owe $30,000 in federal student loans, they each owe half 
of the combined student loan debt. Therefore, each would owe $190 ($380 ÷ 2) monthly. However, if 
Robin has federal student loan debt but Sean does not (or vice versa), her monthly payment would be $380, 
because she owes 100% of the couple’s combined federal student loan debt.91

Example 14. Use the same information as Example 13, except Robin and Sean file MFS returns. Robin’s 
student loan payment, therefore, is based solely on her income of $30,000. Under the PAYE plan, her 
monthly payment is only $47 per month, or $333 less ($380 – $47) than the amount she would owe if she files 
jointly with Sean.92

ITEMIZED DEDUCTIONS
Married taxpayers may want to consider filing MFS returns when both spouses have taxable income and one spouse 
has significant itemized deductions that are limited by AGI. The following itemized deductions are limited by AGI.

• Medical expenses are deductible only to the extent they exceed 10% of AGI for tax years beginning after 
December 31, 2018.93 94

• For tax years beginning after December 31, 2017, and ending before January 1, 2026, a taxpayer can deduct 
personal casualty losses attributable to a federally declared disaster to the extent the loss exceeds $100 per 
casualty and only to the extent that aggregate casualty losses exceed 10% of AGI.95 96

90. Something Borrowed: How Marriage Impacts Your Student Loans. Foss, Ian. Jul. 10, 2017. U.S. Department of Education. [blog.ed.gov/
2017/07/something-borrowed-how-marriage-impacts-your-student-loans] Accessed on Mar. 27, 2019.

91. Based on an example at Something Borrowed: How Marriage Impacts Your Student Loans. Foss, Ian. Jul. 10, 2017. U.S. Department of 
Education. [blog.ed.gov/2017/07/something-borrowed-how-marriage-impacts-your-student-loans] Accessed on Mar. 27, 2019.

Note. Taxpayers who have an IDRP must recertify their income and family size each year to remain on 
their plans.

92. Ibid.

Note. For tax years beginning after December 31, 2016, and ending before January 1, 2019, taxpayers could 
claim an itemized deduction for medical expenses that exceeded 7.5% of AGI.94

93. IRC §213(a).
94. IRC §213(f).

Note. Prior to January 1, 2018, a taxpayer could claim a deduction for property losses incurred arising from 
casualty or theft. Such losses were deductible only if they exceeded $100 per casualty or theft and only to the 
extent that aggregate net casualty and theft losses exceeded 10% of the taxpayer’s AGI. However, there was 
no requirement that casualty losses be attributable to a federally declared disaster.96

95. IRC §165.
96. Ibid.
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Before a married couple files MFS returns on which one spouse attempts to claim large medical expenses to take 
advantage of the lower AGI on his or her separate return, it is important to know how itemized deductions must be 
allocated between the spouses. The following table is from IRS Pub. 504, Divorced or Separated Individuals.

As shown in the table, medical expenses must be split equally between spouses filing separate returns, unless one 
spouse can show that they alone paid the expenses. These rules limit the tax savings that could potentially be obtained 
by allocating the entire amount of medical expenses to the lower-earning spouse. In addition, the larger standard 
deduction implemented by the TCJA ($24,400 for MFJ taxpayers, $18,350 for head of household filers, and $12,200 
for all other individuals in 2019)97 makes it less likely that married taxpayers would find it advantageous to file 
separate returns to claim medical expenses. Most professional tax preparation software includes a tool that helps the 
preparer determine which filing status is the most beneficial for their married clients.

97. Rev. Proc. 2018-57, 2018-49 IRB 827.
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1
TAX REFUND OFFSET
When a tax overpayment is shown on an MFJ return, the IRS generally applies the entire tax overpayment against any 
of the following debts, in the following order.98

1. Unpaid federal tax liabilities

2. Past due child support

3. Past due debts owed to other federal agencies

4. Past due legally enforceable state income tax obligations owed to a state

Applying a tax overpayment to satisfy (or partially satisfy) such debts is referred to as an offset. The entire 
overpayment can offset the debts of one spouse even if part of the overpayment is applicable to the spouse who had no 
such debts to offset. The spouse who would have obtained a refund except for the other spouse’s debts is the injured 
spouse. The injured spouse can request a refund of their portion of a joint tax overpayment by filing Form 8379, 
Injured Spouse Allocation.99

A married taxpayer may want to consider filing MFS if they know their spouse has unpaid obligations that may be 
subject to offset. However, filing MFJ and claiming injured spouse status may result in a larger tax refund for the 
injured spouse. This is another situation in which the tax professional can help determine which filing status is most 
advantageous for their clients.

AMENDING RETURNS100

After taxpayers file a joint return, they cannot choose to file separate returns for that year after the due date of the 
return. Conversely, taxpayers can change their filing status from MFS to MFJ by filing an amended return using 
Form 1040X. However, a taxpayer cannot file an amended return to elect MFJ status if any of the following 
conditions apply.

• It is more than three years after the due date for filing the return (not including extensions).

• Either spouse filed a petition with the Tax Court within the time prescribed in IRC §6213 after receiving a 
notice of deficiency for the tax year.

• Either spouse commenced a suit for the recovery of any part of the income tax for the tax year.

• Either spouse entered into a closing agreement for the tax year or has compromised any civil or criminal case 
that arose against either spouse for the tax year.

98. IRM 25.18.5.1 (Mar. 2017).
99. IRC §6402; Topic Number 203—Reduced Refund. Jan. 29, 2019. IRS. [www.irs.gov/taxtopics/tc203] Accessed on Mar. 29, 2019.

Note. For a thorough explanation of the relief available to injured spouses, see the 2016 University of Illinois 
Federal Tax Workbook, Volume B, Chapter 1: Individual Taxpayer Issues. This can be found at uofi.tax/arc
[taxschool.illinois.edu/taxbookarchive].

100. IRS Pub. 17, Your Federal Income Tax; IRC §6013(b).
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A married couple who amends their return to change from MFS to MFJ status must follow these steps in completing 
Form 1040X.101

1. Enter the amounts from the taxpayer’s originally filed or previously adjusted return in column A.

2. Enter the spouse’s income and deductions from their originally filed or previously adjusted return and any 
other changes the couple is making in column B.

3. Add any increase in column B to the amount in column A or subtract any decrease in column B from the 
amount in column A and then enter in column C.

4. Enter an explanation for the change in part III.

5. Both spouses must sign and date the form.

Example 15. Bert and Ernestine were married on August 1, 2018. They filed their 2018 tax returns on April 1, 
2019, using the MFS status. On December 15, 2019, they realized it would be beneficial to amend their 2018 
tax returns and file a joint return.

The following table shows relevant information from Bert and Ernestine’s originally filed Forms 1040. Their 
Form 1040X follows the table.

101. Instructions for Form 1040X.

Bert Ernestine

Wages $75,005 $109,949
Interest 300 200
Educator expenses (150) 0
Adjusted gross income $75,155 $110,149
Standard deduction (12,000) (12,000)
Taxable income $63,155 $ 98,149

Federal tax withheld $10,500 $ 19,000
Tax owed (9,838) (17,840)
Overpayment $ 662 $ 1,160

2019 Workbook

Copyrighted by the Board of Trustees of the University of Illinois. 
This information was correct when originally published. It has not been updated for any subsequent law changes.



2019 Volume A — Chapter 1: Individual Taxpayer Issues A33

1
For Example 15
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QUALIFIED BUSINESS INCOME DEDUCTION
The TCJA introduced the qualified business income deduction (QBID), which is applicable for tax years starting after                
December 31, 2017, and before January 1, 2026.102 Married taxpayers can claim the QBID whether filing jointly or 
separately. This section compares QBID calculations under both filing statuses and explores how overall federal              
income tax liability can vary depending upon whether spouses file separately or jointly.

For purposes of the QBID, a qualified business is any trade or business of the taxpayer that is operated within the United 
States or Puerto Rico if the income is effectively connected with the conduct of a trade or business in the United States (in 
the case of Puerto Rican businesses).103 Moreover, the TCJA denotes that any trade or business is a “qualified trade or 
business” except for the following.104

• A specified service trade or business (SSTB)

• The trade or business of performing services as an employee

The SSTB exception does not apply to the trades or businesses of taxpayers whose taxable income is below certain 
thresholds (discussed later).

Under IRC §199A, a taxpayer’s final QBID is the lesser of:105

1. The taxpayer’s combined QBID, or

2. An amount equal to 20% of the excess (if any) of:

 The taxpayer’s taxable income, over

 The taxpayer’s net capital gain.

The second component of the above formula is known as the overall taxable income limitation (OTI).

A taxpayer’s combined QBID (the first item in the preceding formula) is composed of the following.106

1. The sum of the initial QBIDs for each of the taxpayer’s qualified businesses, plus

2. 20% of the aggregate amount of the taxpayer’s qualified real estate investment trust (REIT) dividends and 
qualified publicly traded partnership (PTP) income for the tax year.

102. PL 115-97 §11011; IRC §199A.

Note. The 2018 University of Illinois Federal Tax Workbook, Volume B, Chapter 2: Small Business Issues 
includes a section devoted to the QBID. Further information on the QBID is available in the 2019 University 
of Illinois Federal Tax Workbook, Volume B, Chapter 1: QBID Update. This section uses terms and concepts 
explained in detail in those chapters.

103. IRC §§199A(c)(3)(A) and (f)(1)(C).
104. IRC §199A(d).
105. IRC §199A(a).
106. IRC §199A(b).
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The portion of the combined QBID formula pertaining to REIT dividends and PTP income does not change based on 
filing status (i.e., the total amount of this portion is the same regardless of whether the spouses file jointly or 
separately). However, the first element of the combined QBID formula can vary depending upon taxable income and 
whether the W-2 wages/qualified property (QP) limit applies in determining the initial QBID of a qualifying trade 
or business. The W-2 wages/QP limit is the greater of:107

1. 50% of the W-2 wages with respect to the qualified business, or

2. The sum of 25% of the W-2 wages with respect to the qualified business, plus 2.5% of the unadjusted basis 
immediately after acquisition of all QP.

The initial QBID calculation depends upon which of the following three taxable income scenarios applies.

1. Taxable income equal to or below threshold

2. Taxable income between threshold and upper threshold

3. Taxable income equal to or above upper threshold

Taxable Income Equal to or Below Threshold
When the taxpayer’s taxable income is equal to or below the applicable taxable income threshold, the initial QBID                 
for a trade or business (whether it is a general trade or business or an SSTB) is simply 20% of its net QBI.108 108

For 2018, the amount of the QBID taxable income threshold is $315,000 for MFJ taxpayers and $157,500 for all other                   
filing statuses.109 These thresholds are adjusted for inflation for post-2018 tax years.110 According to Rev. Proc. 2018-
57, the 2019 thresholds are $321,400 for MFJ taxpayers, $160,725 for MFS taxpayers, and $160,700 for all other 
filing statuses.

If the total taxable income of married taxpayers is less than the applicable MFS taxable income threshold, then the 
initial QBID of the taxpayer’s qualifying trade or business does not change regardless of whether they file jointly or 
separately. However, because the final QBID also depends on the OTI, this can result in a lower QBID for spouses 
filing separately, as illustrated in the following example.

107. IRC §199A(b)(2)(B).
108. IRC §§199A(b)(2) and (3) and 199A(d)(3).
109. IRC §199A(e)(2)(A).
110. IRC §199A(e)(2)(B).

Observation. Due to the inflation adjustment, the taxable income thresholds for MFS taxpayers 
($160,725) and other filing statuses ($160,700) are different for 2019 as compared to 2018 when they were 
identical ($157,500).
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Example 16. John and Sandy are married taxpayers who claim the standard deduction. In 2019, they have total 
income of $150,000, which consists of John’s $50,000 wages, Sandy’s sole proprietorship retail business income 
of $80,000, and Sandy’s net capital gain of $20,000. Sandy’s 2019 final QBID and taxable income for her and 
John is calculated as shown in the following table, using both MFJ and MFS status.

The resulting $704 tax savings ($14,834 – ($11,196 + $4,342)) from filing jointly is partly attributable to the 
$2,440 additional QBID ($14,870 – $12,430) and partly to the different tax rates.

Taxable Income Between Threshold and Upper Threshold
If a taxpayer’s taxable income exceeds the applicable income threshold, then the initial QBID for a qualified trade or                  
business is the lesser of:111

1. 20% of the QBI with respect to each qualified business, or

2. The W-2 wages/QP limit.

When a trade or business’s W-2 wages/QP limit is less than 20% of its QBI, the difference between the two is 
gradually phased in.112 For MFJ taxpayers, the phase-in range is $100,000. For all other filing statuses, the phase-in 
range is $50,000. This yields 2019 upper thresholds of $421,400 for MFJ taxpayers ($321,400 threshold + $100,000), 
$210,725 for MFS taxpayers ($160,725 threshold + $50,000), and $210,700 for all other filing statuses ($160,700 
threshold + $50,000).

111. IRC §199A(b)(2).
112. IRC §199A(b)(3)(B).

MFS
MFJ Sandy John

Sandy’s QBI $ 80,000 $80,000
Less: 50% SE tax deduction (($80,000 × 92.35% × 15.3%) × 50%) (5,652) (5,652)
Sandy’s net QBI $ 74,348 $74,348
Sandy’s net capital gain 20,000 20,000
John’s wages 50,000 $50,000
Less: standard deduction (24,400) (12,200) (12,200)
Taxable income before QBID $119,948 $82,148 $37,800

Final QBID for MFJ is lesser of:
• $14,870 ($74,348 net QBI × 20%), or
• $19,990 OTI (($119,948 taxable income − $20,000 net capital

gain) × 20%) (14,870)

Final QBID for MFS is lesser of:
• $14,870 ($74,348 net QBI × 20%), or
• $12,430 OTI (($82,148 taxable income − $20,000 net capital

gain) × 20%) (12,430) N/A
Taxable income after QBID $105,078 $69,718 $37,800

2019 Federal income tax (excluding SE tax) $ 14,834 $11,196 $ 4,342
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Phase-in of the W-2 wages/QP limit is accomplished using an applicable percentage determined from the 
following formula.113

Consequently, the QBID may be reduced for taxpayers with taxable income over the applicable threshold. The               
formula for the reduced QBID that applies to general trades or businesses is as follows.

Reduced QBID = W-2 wages/QP limit + (QBI × 20% – W-2 wages/QP limit) × Applicable percentage

When a trade or business’s W-2 wages/QP limit equals or exceeds 20% of its QBI, the reduced QBID does not apply 
because its initial QBID is 20% of its QBI, as illustrated in the following example.114

Example 17. Tom and Anita are married taxpayers. In 2019, they have taxable income of $371,400, which 
includes $100,000 of net QBI and $50,000 of W-2 wages from Tom’s solely owned S corporation. 
Tom’s S corporation has zero QP. Therefore, the W-2 wages/QP limit is $25,000 ($50,000 wages × 50%).

Consequently, Tom’s initial QBID is the lesser of $20,000 ($100,000 QBI × 20%) and the $25,000 W-2 
wages/QP limit.

Because the W-2 wages/QP limit exceeds 20% of the QBI, the reduced QBID does not apply.

In certain circumstances, married taxpayers whose joint taxable income falls between the threshold and upper 
threshold can obtain a higher QBID that yields overall tax savings by filing separately rather than jointly. The next 
example illustrates this.

113. Ibid.

Note. See Example 4 in the 2018 University of Illinois Federal Tax Workbook, Volume B, Chapter 2: Small 
Business Issues, for an illustration of the reduced QBID calculation.

114. IRC §199A(b)(3)(B)(i)(II).

Applicable percentage 1 Taxable income Income threshold–
Phase-in range

--------------------------------------------------------------------------------–=
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Example 18. Diana and Roger are married taxpayers who claim the standard deduction. In 2019, they have 
total income of $450,000, which consists of Diana’s $300,000 wages, Roger’s sole proprietorship business 
income of $130,000, and Roger’s $20,000 interest income. Roger’s sole proprietorship has no W-2 wages 
and no QP. Diana and Roger’s 2019 tax liabilities filing jointly and separately are as follows.

The reduced QBID applies when the spouses file jointly because their combined income is over the 
applicable income threshold and the W-2 wages/QP limit is less than 20% of QBI. When filing separately, 
Roger’s taxable income is below the threshold, so his QBID is not reduced.

The resulting $542 tax savings ($95,709 – ($75,924 + $19,243)) from filing separately is attributable to the 
$22,955 ($24,163 – $1,208) additional QBID, offset by the steeper MFS tax rates.

The reduced QBID for SSTBs is modified so that the difference between 20% of the SSTB’s QBI and its W-2 wages/
QP limit is phased in more rapidly. This modified formula is as follows.

Essentially, for SSTBs, the applicable percentage is applied to each element of the reduced QBID formula that applies 
to general trades or businesses.115

Note. For more information on the reduced QBID for SSTBs, see the 2018 University of Illinois Federal 
Tax Workbook, Volume B, Chapter 2: Small Business Issues and the 2019 University of Illinois Federal Tax
Workbook, Volume B, Chapter 1: QBID Update.

115. IRC §199A(d)(3)(A)(ii).

MFS
MFJ Diana Roger

Roger’s QBI $ 130,000 $130,000
Less: 50% SE tax deduction (($130,000 × 92.35% × 15.3%) × 50%) (9,184) (9,184)
Roger’s net QBI $120,816 $120,816
Diana’s wages 300,000 $300,000
Roger’s interest income 20,000 20,000
Less: standard deduction (24,400) (12,200) (12,200)
Taxable income before QBID $416,416 $287,800 $128,616

Final QBID for MFJ is lesser of:
• Reduced QBID of $1,208 ($0 W-2 wages/QP limit + ($120,816

net QBI × 20% − $0 W-2 wages/QP limit) × 5% a), or
• $83,283 OTI ($416,416 × 20%) (1,208)

Final QBID for MFS is lesser of:
• $24,163 ($120,816 net QBI × 20%), or
• $25,723 OTI ($128,616 taxable income × 20%) N/A (24,163)

Taxable income after QBID $415,208 $287,800 $104,453

2019 Federal income tax (excluding SE tax) $ 95,709 $ 75,924 $ 19,243
a Applicable percentage of 5% = 1 (($416,416 taxable income $321,400 threshold) ÷ $100,000)

SSTB reduced QBID W-2 wages/QP limit Applicable percentage×( ) +=

QBI 20% Applicable percentage××( )( –

W-2 wages/QP limit Applicable percentage×( ) ) Applicable percentage×
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The following example illustrates the difference in QBID and tax liability using the MFJ and MFS statuses for                 
taxpayers with an SSTB.

Example 19. Use the same facts as Example 18, except Roger’s business is an SSTB. Reclassifying Roger’s 
business as an SSTB has the following impact on the QBID and Diana and Roger’s 2019 tax liabilities.

The resulting $944 tax savings ($96,111 – ($75,924 + $19,243)) from filing separately is attributable to the 
$24,103 ($24,163 – $60) additional QBID, offset by the steeper MFS tax rates.

Taxable Income Equal to or Above Upper Threshold
When taxable income equals or exceeds the upper threshold, the reduced QBID no longer applies and the initial                 
QBID is simply the lesser of 20% of QBI and the general trade/business’s W-2 wages/QP limit.116 Therefore, if the 
general trade/business does not have any W-2 wages and/or QP, the initial QBID is zero. 117

116. IRC §199A(b)(2).

Note. The initial QBID for an SSTB of a taxpayer with taxable income equal to or above the upper threshold 
is always zero because, in these circumstances, an SSTB is not a qualified trade or business.117

117. IRC §§199A(d)(1) and (2).

MFS
MFJ Diana Roger

Roger’s QBI $ 130,000 $130,000
Less: 50% SE tax deduction (($130,000 × 92.35% × 15.3%) × 50%) (9,184) (9,184)
Roger’s net QBI $120,816 $120,816
Diana’s wages 300,000 $300,000
Roger’s interest income 20,000 20,000
Less: standard deduction (24,400) (12,200) (12,200)
Taxable income before QBID $416,416 $287,800 $128,616

Final QBID for MFJ is lesser of:
• Reduced QBID of $60 ($0 W-2 wages/QP limit + ($120,816 net

QBI × 20% × 5% − $0 W-2 wages/QP limit) × 5% a), or
• $83,283 OTI ($416,416 × 20%) (60)

Final QBID for MFS is lesser of:
• $24,163 ($120,816 net QBI × 20%), or
• $25,723 OTI ($128,616 taxable income × 20%) N/A (24,163)

Taxable income after QBID $416,356 $287,800 $104,453

2019 Federal income tax (excluding SE tax) $ 96,111 $ 75,924 $ 19,243
a Applicable percentage of 5% = 1 (($416,416 taxable income $321,400 threshold) ÷ $100,000)
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Application of these rules is illustrated in the next example.

Example 20. Use the same facts as Example 18, except Roger has $25,000 of interest income. Diana and 
Roger’s 2019 tax liabilities filing jointly and separately are as follows.

The upper threshold for MFJ taxpayers is $421,400, so the reduced QBID no longer applies and the initial 
QBID is simply the lesser of 20% of QBI and the general trade/business’s W-2 wages/QP limit. When filing 
separately, Roger’s taxable income is below the threshold.

The resulting $1,515 tax savings ($97,882 – ($75,924 + $20,443)) from filing separately is attributable to the 
$24,163 ($24,163 – $0) additional QBID, offset by the steeper MFS tax rates.

SUMMARY OF FACTORS AFFECTING THE QBID OF MARRIED TAXPAYERS
When deciding on their filing status, married taxpayers should consider the following QBID-related factors.

• The OTI limit

• Taxable income level

• Applicability of the W-2 wages/QP limit

• Trade or business classification (general or SSTB)

In addition, married taxpayers should consider that when the final QBID is higher under MFS, the associated tax 
benefit is offset by the steeper MFS tax rates and, as a result, may not produce overall tax savings.

MFS
MFJ Diana Roger

Roger’s QBI $ 130,000 $130,000
Less: 50% SE tax deduction (($130,000 × 92.35% × 15.3%) × 50%) (9,184) (9,184)
Roger’s net QBI $120,816 $120,816
Diana’s wages 300,000 $300,000
Roger’s interest income 25,000 25,000
Less: standard deduction (24,400) (12,200) (12,200)
Taxable income before QBID $421,416 $287,800 $133,616

Final QBID for MFJ is lesser of:
• $84,283 OTI ($421,416 taxable income × 20%), or
• $0, which is the lesser of:

� $24,163 ($120,816 net QBI × 20%), or
� $0 W-2 wages/QP limit (0)

Final QBID for MFS is lesser of:
• $24,163 ($120,816 net QBI × 20%), or
• $26,723 OTI ($133,616 taxable income × 20%) N/A (24,163)

Taxable income after QBID $421,416 $287,800 $109,453

2019 Federal income tax (excluding SE tax) $ 97,882 $ 75,924 $ 20,443
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Two credits are available to reduce the cost of higher education for taxpayers, their spouses, and their dependents: the 
American opportunity credit (AOC) and the lifetime learning credit.

AMERICAN OPPORTUNITY CREDIT
The AOC is a credit for qualified education expenses paid for an eligible student for the first four years of 
higher education.118

The AOC includes various restrictions on eligible students, qualified expenses, income limitations, and 
eligible institutions. These are explained in greater detail later in this section. Basic components of the AOC 
include the following.119

• The maximum AOC per eligible student is $2,500, calculated as the sum of 100% of the first $2,000 of 
qualifying expenses and 25% of the next $2,000.

• Forty percent of the AOC is refundable; therefore, the maximum refundable amount is $1,000.

• Individuals can claim the full $2,500 AOC for each eligible student for whom they paid at least $4,000 of 
qualified education expenses.

• The AOC is available for four tax years per eligible student and applies only to the first four years of 
postsecondary education for students pursuing a degree or other recognized education credential. This is a 
lifetime limit and includes the years when the credit was known as the Hope credit.

• The AOC is phased out for modified AGI of $80,000 to $90,000 for single, head of household, and qualifying 
widow(er) filers and $160,000 to $180,000 for MFJ taxpayers. MFS taxpayers cannot claim the AOC.

EDUCATION CREDITS

Note. As of the date of publication, the tuition and fees deduction had not been extended for tax years after 2017.

Note. The AOC, which expanded and renamed the then-existing Hope scholarship credit, was made 
permanent by Division Q of the Consolidated Appropriations Act, 2016 (PL 114-113), named the Protecting 
Americans from Tax Hikes Act of 2015.

118. IRC §25A(1).
119. IRS Pub. 970, Tax Benefits for Education.
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Student Eligibility
The AOC may be claimed for a student only if all of the following four requirements are met.120

1. The student has not completed the first four years of postsecondary education, as determined by the eligible 
educational institution’s class standing rules as of the beginning of the calendar year.

2. The student (or anyone else on behalf of the student) has not claimed either the AOC or the Hope credit for 
any four earlier tax years. If the AOC (and Hope credit) has been claimed for this student for any three or 
fewer prior tax years, this requirement is met.

3. For at least one academic period during the tax year, the student was enrolled at least half-time in a program 
that leads to a degree, certificate, or other recognized educational credential.

4. The student has not been convicted of a federal or state felony for possessing or distributing a controlled substance.

Example 21. Sharon was never eligible for the Hope credit (available before 2009) but was eligible for the 
AOC for 2012, 2013, 2015, and 2017. Her parents claimed the AOC for Sharon’s education expenses on 
their 2012, 2013, and 2015 tax returns. Sharon claimed the AOC on her 2017 tax return. The AOC was 
claimed for Sharon’s education expenses for four tax years before 2018. Therefore, Sharon cannot claim 
the AOC for 2018.

Qualified Tuition and Related Expenses
Qualified tuition and related expenses (QTRE) include tuition, fees, and course materials (including a computer if 
needed as a condition of enrollment or attendance121) that are required for enrollment or attendance at an eligible 
educational institution. Expenses must be paid on behalf of the taxpayer, the taxpayer’s spouse, or any dependent of 
the taxpayer under IRC §151.122 123 124

Any expenses paid by a dependent claimed by a taxpayer are considered paid by that taxpayer. If the taxpayer does not 
claim a dependent who is an eligible student, the nonrefundable portion of the AOC may be claimed by the dependent. 
In that situation, the taxpayer may not claim any portion of the AOC.125

QTRE does not include student activity fees (unless required as a condition of enrollment or attendance), athletic 
fees, insurance, or other expenses unrelated to an individual’s academic course of instruction. In addition, costs of 
room and board, transportation, and medical expenses do not qualify, even if the costs are a condition of enrollment 
or attendance.126

120. IRC §25A(b)(2).

Note. For this purpose, academic credit awarded solely because of the student’s performance on proficiency 
examinations is not included.

121. IRS Pub. 970, Tax Benefits for Education. 

Note. The TCJA suspended the IRC §151 dependency exemption for tax years 2018–2025.123 For AOC 
purposes, the individual must qualify as a dependent (i.e., be “allowed” a deduction, when applicable, under 
IRC §§151 and 152.124

122. IRC §25A(f)(1)(A).
123. IRC §151(d)(5).
124. IRS Pub. 970, Tax Benefits for Education. 
125. Ibid.
126. Ibid.
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1
QTRE must be reduced by the following tax-free educational assistance.127

• Scholarships and fellowships excluded from gross income

• Veterans’ or armed forces members’ educational benefits

• Pell grants (allocated to QTREs)

• Employer-provided educational assistance

• Any other payment of educational expenses that is excluded from gross income

# Practitioner Planning Tip

A student may choose to treat their Pell Grant as paying for living expenses even if the institution 
applies the Pell Grant against tuition and fees, up to the amount of the actual living expenses. Pell 
grants treated as paying for living expenses are included in the student’s taxable income and are not 
subtracted from qualified education expenses.128 This may increase their allowable AOC.

In addition, QTREs are reduced by any refund received by the taxpayer.129

Prepayments. If a taxpayer pays QTREs during a tax year for an academic period that begins during the first three 
months following the tax year, the taxpayer can claim the expenses only in the tax year in which the expenses are 
paid.130 For example, expenses paid in December 2018 for the spring semester that starts in January 2019 are claimed 
on the 2018 return. To claim these expenses on the 2019 return, they must be paid in 2019.131

Payments with Borrowed Funds. A taxpayer can claim the AOC for QTREs paid with the proceeds of a loan. For 
determining the AOC, the taxpayer uses the year the expenses are paid, not the year the loan is repaid. Loan 
proceeds disbursed directly to the educational institution are treated as paid on the date credited to the student’s 
account by the institution.132

Income Limits
As mentioned earlier, the AOC is phased out pro rata for higher-income taxpayers based on their MAGI. MAGI is the 
taxpayer’s adjusted gross income, with additions for the following.133

• Foreign earned income exclusion, foreign housing exclusion, and foreign housing deduction

• Exclusion of income by bona fide residents of American Samoa and Puerto Rico

127. Ibid.
128. Fact Sheet: Interaction of Pell Grants and Tax Credits: Students May be Foregoing Tax Benefits by Mistake. U.S. Department of the 

Treasury. [www.treasury.gov/resource-center/tax-policy/Documents/Report-Pell-AOTC-Interaction-2014.pdf] Accessed on Jun. 5, 2019.
129. IRS Pub. 970, Tax Benefits for Education. 
130. Treas. Reg. §1.25A-5(e)(2).
131. IRC §25A(g)(4).
132. Treas. Reg. §1.25A-5(e)(3).
133. IRC §25A(d)(3).
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The following table shows the AOC phase-out ranges for 2019.

Example 22. In 2019, Ellen and Max, who file MFJ returns, paid $2,800 for tuition and $500 for books for 
their dependent son, Steve, to attend Florida State University. What is the maximum AOC they can claim for 
the tuition payment and books if their modified AGI is $170,000?

Ellen and Max’s tentative AOC is $2,325 (($2,000 × 100%) + ($1,300 × 25%)). Because the couple’s MAGI 
is within the phase-out range, the tentative credit must be multiplied by a fraction. The numerator of the 
fraction is $180,000 (upper limit for filing a joint return) minus the couple’s MAGI. The denominator is 
$20,000 (the range of incomes for the phase-out ($160,000 to $180,000)). Accordingly, Ellen and Max can 
claim an AOC of $1,163.

# Practitioner Planning Tip

In certain situations, practitioners may want to advise eligible clients to consider contributing to 
their employer-sponsored 401(k) or deductible IRA and/or health savings accounts (HSA) to reduce 
MAGI and perhaps increase the amount of the AOC.

Eligible Education Institutions
For the AOC, an eligible educational institution is any accredited public, nonprofit, or proprietary (privately owned 
profit-making) college, university, vocational school, or other postsecondary educational institution eligible to 
participate in a student aid program administered by the U.S. Department of Education.134 Eligible institutions include 
online colleges and universities, provided they meet the other requirements.

134. IRS Pub. 970, Tax Benefits for Education. IRC §25A defines an eligible educational institution as one “described in section 481 of the 
Higher Education Act of 1965 (20 U.S.C. 1088) … eligible to participate in a program under title IV of such Act.”

Filing Status Phase-out Range

MFJ $160,000 $180,000
Single, head of household, qualifying widow(er) 80,000 90,000
MFS Not eligible for AOC

AOC $2,325 $180,000 $170,000–
$20,000

------------------------------------------×=

$1,163=
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Form 1098-T
For determining eligible deductions and credits, educational institutions should provide Form 1098-T, Tuition 
Statement, by January 31 of the year following the year in which the expenses were paid. In some cases, an 
educational institution is not required to furnish a Form 1098-T to the student. In these cases, the AOC can still be 
claimed. Examples of such situations include the following.135

• The student is a qualified nonresident alien.

• The student has QTREs paid entirely with scholarships.

• The student has QTREs paid under a formal billing arrangement.

• The student is enrolled in courses for which no academic credit is awarded.

To claim the AOC without a Form 1098-T, the student (if otherwise qualified) must demonstrate that they were 
enrolled at an eligible educational institution and can substantiate the payment of QTRE.

The major components of Form 1098-T are explained below.136 137

Box 1 reports total payments received by an eligible educational institution from any source for qualified tuition and 
related expenses less any reimbursements or refunds made during the tax year that relate to those payments received 
during the year. For tax years ending after December 31, 2018, educational institutions report expenses in box 1 for 
the year in which payments were received instead of when tuition was billed (box 2 in prior years).

Box 4 includes any adjustment made by an eligible educational institution for a prior year for qualified tuition and 
related expenses that were reported on a prior year Form 1098-T. This amount may reduce any allowable education 
credit that may be claimed for the prior year (may result in an increase in tax liability for the year of the refund).

135. IRS Pub. 970, Tax Benefits for Education. 

Note. Prior to 2018, the amount reported in box 2 of Form 1098-T represented QTRE billed to the student’s 
account for the calendar (tax) year. Due to a change to institutional reporting requirements under federal law, 
beginning with tax year 2018, educational institutions should report the amount of QTRE paid during the 
year in box 1.137

136. See Form 1098-T instructions for student.
137. Instructions for Forms 1098-E and 1098-T.
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Box 5 reports the total of all scholarships or grants administered and processed by the eligible educational institution. The 
amount of scholarships or grants for the calendar year (including those not reported by the institution) may reduce 
the amount of the education credit the taxpayer claims for the year.

Box 6 includes adjustments to scholarships or grants for a prior year. This amount may affect the amount of any 
allowable tuition and fees deduction or education credit that was claimed for the prior year. The taxpayer may have to 
file an amended income tax return for the prior year.

Box 7 shows whether the amount reported in box 1 includes amounts for an academic period beginning January 
through March of the subsequent year.

Box 8 is checked if the student was at least a half-time student during any academic period that began during the 
tax year.

Box 9 is checked if the student was a graduate student during any academic period that began during the tax year.

Box 10 shows the total amount of reimbursements or refunds of qualified tuition and related expenses made by an 
insurer. The amount of reimbursements or refunds for the calendar year may reduce the amount of any education 
credit that may be claimed for the year.

Penalties and Restrictions
IRC §25A(b)(4) imposes restrictions on taxpayers who improperly claimed the AOC in prior years. Individuals are 
barred from claiming the credit for 10 years if the claim was due to fraud and for two years if their claim was due to a 
reckless or intentional disregard of the rules. After a disallowance, the taxpayer must file Form 8862, Information to 
Claim Certain Credits After Disallowance, in order to claim the AOC. In addition, with math error authority, the IRS 
can disallow improperly claimed credits without a formal examination.138 139

Calculating the AOC
Taxpayers complete Form 8863, Education Credits, to calculate and claim both the AOC and lifetime learning credits. 
The AOC’s refundable portion is calculated in part I, and the nonrefundable portion is calculated in part II. Student 
and educational information is reported in part III.

Example 23. Diane Carter is a single mother, filing as head of household, with 2018 MAGI of $18,000. Her 
dependent child, Ronald Carter, attends the University of Michigan. Ronald paid $12,000 of 2018 QTREs 
using proceeds from a student loan. Diane’s tax liability is zero and thus she is not eligible to claim the 
nonrefundable credit. However, Diane is eligible to claim $1,000 of refundable AOC ($2,500 × 40%). 
Diane’s Form 8863 follows.

Caution. Practitioners must meet due diligence requirements when they prepare a return claiming the AOC. 
These requirements include completing Form 8867, Paid Preparer’s Due Diligence Checklist.139

138. IRC §6213(g)(2)(Q).
139. Treas. Reg. §1.6695-2.
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For Example 23
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For Example 23
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LIFETIME LEARNING CREDIT
The lifetime learning credit is a nonrefundable credit equal to 20% of the first $10,000 of qualified tuition and related 
expenses (tuition and fees, but generally not books) paid by the taxpayer during the tax year. The maximum credit is 
$2,000 per year.140

Who Can Claim the Credit?
Generally, an individual who meets all of the following requirements can claim the lifetime learning credit.141

• The taxpayer pays QTREs for higher education.

• The taxpayer pays the education expenses for an eligible student.

• The eligible student is either the taxpayer, the taxpayer’s spouse, or the taxpayer’s dependent.

Eligible Students
To be eligible for the lifetime learning credit, the student must meet three requirements.

1. Be enrolled or taking courses at an eligible educational institution142

2. Be taking higher education course(s) to earn a degree or other recognized education credential or to acquire 
or improve job skills143

3. Be enrolled for at least one academic period beginning in the tax year144

Eligible Educational Institutions
An eligible educational institution for purposes of the lifetime learning credit is any college, university, vocational 
school, or other postsecondary educational institution eligible to participate in a student aid program administered by 
the U.S. Department of Education.145

Qualified Education Expenses
QTREs for purposes of the lifetime learning credit are tuition and certain related expenses required for enrollment in a 
course at an eligible educational institution. The course must be either part of a postsecondary degree program or 
taken by the student to acquire or improve job skills. Student activity fees and expenses for course-related books, 
supplies, and equipment are considered QTREs only if the fees and expenses must be paid to the institution for 
enrollment or attendance.146

Note. Unlike the AOC, the lifetime learning credit is not restricted to just the first four years of 
postsecondary study.

140. IRC §25A(c)(1).
141. IRS Pub. 970, Tax Benefits for Education; IRC §25A(f)(1).
142. IRC §25A(c)(2)(B).
143. Ibid.

Note. The academic period can be semesters, trimesters, quarters, or any other period of study such as a 
summer school session. Academic periods are determined by the school.

144. IRC §25A(c)(1).
145. IRC §25A(f)(2). 
146. IRS Pub. 970, Tax Benefits for Education. 
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QTREs paid in a tax year for an academic period that begins in the first three months of the following year can be used 
in calculating a lifetime learning credit only for the year in which the expenses were paid.

Example 24. Marla pays $2,000 in December 2018 for qualified tuition for the 2019 winter quarter that begins 
in January 2019.

If Marla meets the other requirements for the lifetime learning credit, she can claim the lifetime learning 
credit based on the payments in December 2018 only on her 2018 return. She cannot claim the credit for the 
$2,000 paid in December 2018 on her 2019 return.

Income Limits
The lifetime learning credit is phased out at higher income levels based on the taxpayer’s MAGI, as shown in the 
following table.147

148

Calculating the Lifetime Learning Credit
Form 8863, part II is used to calculate and report the lifetime learning credit.

Example 25. Ron and Sarah Simpson file a joint return. For 2018, their MAGI is $120,000, and they paid 
$14,000 of QTREs for their daughter, Margaret Simpson. Margaret is a second-year graduate student in 
biology at the University of Florida. Ron and Sarah’s MAGI is within the phase-out range for 2018. 
Therefore, they do not qualify for the $2,000 maximum lifetime learning credit.

Ron and Sarah file the following Form 8863, which shows they are entitled to a $1,400 lifetime learning credit.

147. Rev. Proc. 2018-57, 2018-49 IRB 827.

Note. The income phase-out range for the lifetime learning credit is indexed for inflation, but the phase-out 
range for the AOC is not.148

148. IRC §25A(h)(1).

Filing Status 2019 Phase-out Range

MFJ $116,000 $136,000
Single, head of household, qualifying widow(er) 58,000 68,000
MFS Not eligible for credit
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For Example 25
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For Example 25
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COMPARING THE AOC AND LIFETIME LEARNING CREDIT
Expenses may qualify for both the AOC and lifetime learning credit (i.e., tuition and fees for the first four years of 
postsecondary education). In these cases, taxpayers may choose which credit to use, but they may not claim both 
credits for the same student in the same year.149 149

Example 26. Carter, filing as head of household, paid $6,000 of tuition for her child, Bill, to attend the 
University of Houston during the summer following the end of his first year. Carter’s AGI is $45,000. 
Therefore, her education credits are not subject to the phase-out.

Carter is allowed to claim the maximum AOC of $2,500 on the first $4,000 of the QEEs. She cannot claim the 
lifetime learning credit on the remaining $2,000 of tuition costs ($6,000 total expenses – $4,000 maximum 
AOC expenses). She cannot claim both the AOC and lifetime learning credit for Bill in the same year.

The AOC and lifetime learning credit have several differences and share some common elements, as shown in the 
following table.

149. Treas. Reg. §1.25A-1(b)(1); IRC §25A(c)(2)(A).

American Opportunity Credit Lifetime Learning Credit

Refundable 40% of the credit may be
refundable (limited to $1,000 per
student).

Nonrefundable

Annual limit $2,500 credit per student $2,000 credit per tax return

Qualified expenses Tuition, books, supplies,
equipment needed for a course
of study, required enrollment or
admission fees

Tuition and fees required for
enrollment or admission

Qualifying expenses Undergraduate Undergraduate, graduate, and
professional courses to acquire
or improve job skills

Felony drug conviction restriction Yes No

Degree or certificate requirement Yes: degree or other
recognized credential

No requirement

Enrollment requirement Yes, at least half-time for at
least one academic period in
tax year

One or more courses

MAGI phaseout for MFJ filers $160,000 $180,000 $116,000 $136,000 (for 2019)

MAGI phaseout for single, head of
household, qualifying widow(er)

$80,000 $90,000 $58,000 $68,000 (for 2019)
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In evaluating the two credit options, several factors warrant consideration.

• For each student, either the AOC or the lifetime learning credit may be claimed, but not both. If both credits 
are available, the AOC will always be greater than the lifetime learning credit.

• If qualified educational expenses are paid for more than one student, taxpayers can choose to claim the AOC 
for one student and the lifetime learning credit for another student in the same year. The AOC limitation is per 
student, not per tax return filed. The lifetime learning credit limit is per tax return, not per student.

• Unlike the AOC, there is no limit on the number of years the lifetime learning credit can be claimed for each 
student. The AOC is limited to four years.

COORDINATING EDUCATION TAX BENEFITS
Congress provides several options to reduce education expenses in the form of credits, deductions, the Coverdell 
education savings account (ESA), the §529 qualified tuition program, and savings bonds. Taxpayers often can choose 
one or more plans but, as a general rule, they cannot receive double benefits from the education tax savings 
opportunities. In addition, if a taxpayer receives a refund of education expenses or tax-free assistance after claiming 
an education credit, the taxpayer may have to repay part or all of the credit.150

Disallowance of Double Benefits
For a single tax year, the taxpayer cannot receive multiple tax benefits for the same education expenses. For example, 
the following situations are not allowed.151

• Deduct higher education expenses (for example, a business expense) and also claim a lifetime learning credit 
based on those same expenses

• Claim a lifetime learning credit for any student and use any of that student’s expenses in calculating the AOC

• Claim a lifetime learning credit based on the same expenses used to calculate the tax-free portion of a 
distribution from a Coverdell ESA or qualified tuition program (QTP)

• Claim a credit based on qualified education expenses paid with tax-free educational assistance, such as a 
scholarship, grant, or assistance provided by an employer

However, planning opportunities exist to take maximum advantage of other education tax benefits. If the student 
receives scholarships that cover all or most of the eligible expenses, the taxpayer can elect to treat all or part of the 
scholarship as taxable income to increase the combined value of education credits and certain educational 
assistance (including Pell Grants).

150. IRS Pub. 970, Tax Benefits for Education. 
151. Ibid.
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Example 27. Sue is a full-time undergraduate student at the University of Texas. In 2018, she earned $4,000 of 
income from a part-time job. Sue paid $5,000 for her tuition and books. She also received a $5,000 
scholarship that is not restricted to payment of tuition, fees, or books. Her parents file jointly and their taxable 
income after claiming the $24,000 standard deduction is $50,000.

Sue does not report any of the scholarship as income. Her tuition and books are treated as paid by the 
scholarship and her living expenses are treated as paid by her parents. Her parents’ 2019 income tax liability 
is $5,612 on their taxable income of $50,000.

Example 28. Use the same facts as Example 27, except Sue reports all of the scholarship as income.

Sue treats her living expenses as paid by the scholarship and her tuition and books as paid by her parents. Her 
parents claim the AOC for Sue’s $5,000 expenses for tuition and books.

As shown in the following table, Sue still pays no tax because the standard deduction fully offsets her 
income. However, Sue’s parents qualify for a $2,500 AOC, reducing their income tax liability to $3,112. 
Therefore, there is a net tax benefit of $2,500 in reporting the scholarship as taxable income and claiming 
the AOC.

Note. Scholarships are discussed later in this chapter.

Sue Sue’s Parents

Salaries and wages $4,000
Scholarship income 0
Total income $4,000 $50,000

Income tax 0 5,612

Qualified education expenses N/A 0

American opportunity credit N/A 0

Tax Return Sue Sue’s Parents

Salaries and wages $4,000
Scholarship income 5,000
Total income $9,000 $50,000

Income tax (before credits) $ 0 $ 5,612
Less: AOC N/A (2,500)
Income tax (after AOC) $ 0 $ 3,112
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QTPs, also known as §529 plans, are tax-advantaged savings plans to encourage future savings for education costs.                
Under these plans, individuals can prepay or contribute to an account for a designated beneficiary’s qualified higher 
education expenses (QHEE) at an eligible educational institution. Section 529 plans provide three major tax benefits.

1. Earnings accumulate tax free while in the plan account.152

2. The beneficiary generally does not have to include the earnings from a QTP as income.153

3. Distributions are not taxable when used to pay for QHEE or up to $10,000 for tuition at an elementary or 
secondary public, private, or religious school.154

QTPs are established and maintained by a state, its agent, or an eligible educational institution. Under these plans, a 
person may purchase tuition credits or certificates on behalf of a designated beneficiary that entitle the beneficiary to 
the waiver or payment of the beneficiary’s QHEE. In the case of a program established and maintained by a state (or a 
state agency or instrumentality), a person may make contributions to an account that is established for the purpose of 
meeting the QHEE of the designated beneficiary of the account and which meets the other requirements of §529.155

QTPs are subject to the following requirements.

• All purchases or contributions may only be made in cash.156

• The QTP must provide separate accounting for each designated beneficiary.157

• No interest in the program or any portion thereof may be used as security for a loan.158

• The QTP must provide adequate safeguards to prevent contributions on behalf of a designated beneficiary in 
excess of those necessary to provide for the QHEE of the beneficiary.159

QUALIFIED TUITION PROGRAMS

152. IRC §529(c).
153. IRC §529(c)(1)(B).

Note. If the amount of a distribution exceeds the beneficiary’s education expenses, a portion of the earnings 
is taxable. Generally, a 10% additional tax also applies under this rule. For more information, see IRS Pub. 
970, Tax Benefits for Education.

154. IRC §§529(c)(3)(B), (c)(7), and (e)(3).
155. IRC §529(b). 
156. IRC §529(b)(2).
157. IRC §529(b)(3).
158. IRC §529(b)(5).
159. IRC §529(b)(6). 
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ELIGIBLE EDUCATIONAL INSTITUTIONS
Eligible educational institutions for purposes of §529 plans include most accredited public, nonprofit, and privately              
owned for-profit postsecondary institution or an eligible elementary or secondary school. Specifically, to qualify, an 
institution must have the following characteristics.160

• Accredited by the appropriate agencies

• Offers post-secondary credit courses for associate degrees, bachelor’s degrees, graduate degrees, 
professional degrees, or another recognized post-secondary credential

• Is eligible to participate in a program under title IV of the Higher Education Act of 1965161 162

QUALIFIED HIGHER EDUCATION EXPENSES
QHEE include expenses related to enrollment or attendance at an eligible postsecondary school. QHEE under §529               
include the following.163

1. Tuition, fees, books, supplies, and equipment are QHEE if they are required for the enrollment or attendance 
of a designated beneficiary at an eligible educational institution. In addition, as mentioned earlier, “qualified 
higher education expenses” include up to $10,000 for tuition in connection with enrollment or attendance at 
an elementary or secondary public, private, or religious school.164

2. Expenses for special-needs services in the case of a special-needs beneficiary are QHEE if they are incurred 
in connection with such enrollment or attendance.165

3. Expenses for the purchase of computers or peripheral equipment, Internet access, and related services are 
QHEE if such equipment, software, or services are to be used primarily by the beneficiary during any of the 
years the beneficiary is enrolled at an eligible educational institution.166

4. Expenses for room and board must be incurred by students who are enrolled at least half-time.167 The expense for 
room and board qualifies only to the extent that it is not more than the greater of the following two amounts.168

a. The allowance for room and board, as determined by the school, that was included in the cost of 
attendance (for federal financial aid purposes) for a particular academic period and living arrangement 
of the student

b. The actual amount charged if the student is residing in housing owned or operated by the school

160. IRS Pub. 970, Tax Benefits for Education. To determine if a school is an eligible educational institution, the Dept. of Education maintains the 
“U.S. Federal Student Aid Code List,” available at ifap.ed.gov/ifap/fedSchoolCodeList.jsp. 

Note. In §529(e)(5), the term “eligible educational institution” only includes postsecondary schools 
(described in section 481 of the Higher Education Act of 1965 and eligible to participate in a program under 
title IV of this act). However, one of the changes enacted by the TCJA allows distributions from QTPs to be 
used to pay up to $10,000 of expenses for tuition in connection with elementary or secondary public, private, 
or religious schools.162

161. IRC §529(e)(5). 
162. IRC §529(c)(7). 
163. IRS Pub. 970, Tax Benefits for Education. 
164. IRC §529(c)(7).
165. IRC §529(e)(3)(A)(ii). 
166. IRC §529(e)(3)(A)(iii).
167. IRC §529(e)(3)(B)(i).
168. IRC §529(e)(3)(B)(ii). 
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ROLLOVER TO A NEW §529 PLAN
Distributions from a §529 plan can be rolled over tax-free to another §529 plan. Several conditions must be met for the                    
rollover to be tax-free. It must be made within 60 days of the distribution, and the new §529 plan must be for the 
benefit of the same designated beneficiary or another designated beneficiary within the same family.169 170

CONTRIBUTION AMOUNTS
Contributions to a §529 plan on behalf of any beneficiary cannot be more than the amount necessary to provide for the                    
qualified education expenses of the beneficiary.171 Because contributions to these plans are considered a completed 
gift that is not a future interest,172 contributors can gift $15,000 per year in 2019,173 per beneficiary, with no gift tax 
consequences. Gifts in excess of the annual gift exclusion amount generally count against the lifetime estate and gift 
tax exemption and must be reported on Form 709, United States Gift (and Generation-Skipping Transfer) Tax Return.                
For decedents dying in 2019, the lifetime estate and gift tax exclusion is $11.4 million.174

Five-Year Election
Contributors can elect to prorate their contribution over five years so they do not exceed the annual gift tax exclusion.                   
Therefore, in 2019, individuals may contribute up to $75,000 ($15,000 × 5 years) to a §529 plan with no gift tax 
consequences. In order to make this election, a Form 709 must be filed for each of the five years.175

TCJA CHANGES
The TCJA176 made several significant changes to §529 plans.

1. Expanded the definition of QHEE to include tuition for the designated beneficiary’s enrollment or attendance 
at an elementary or secondary public, private, or religious school177 177

2. Amended §529(e)(3)(A) to limit the total amount of these elementary or secondary public, private, or 
religious school tuition distributions for each designated beneficiary to $10,000 per year from all §529 plans 
of the designated beneficiary (Both amendments apply to distributions made after December 31, 2017.) 178

Note. IRS Notice 2001-81 requires that the distributing §529 plan provide a breakdown of the earnings               
portion of the rollover amount to the recipient §529 plan. Until the recipient §529 plan receives 
documentation showing the earnings portion, the entire rollover amount is treated as earnings.170

169. IRC §§529(c)(3)(C)(i)(I) and 529(c)(3)(C)(i)(II). 
170. IRS Notice 2001-81, 2001-52 IRB 617.
171. IRS Pub. 970, Tax Benefits for Education. 
172. IRC §529(c)(2)(A)(i). 
173. IRC §2503(b); Rev. Proc. 2018-57, 2018-49 IRB 827.
174. Rev. Proc. 2018-57, 2018-49 IRB 827. 
175. IRC §529(c)(2)(B); Instructions for Form 709. 
176. PL 115-97.
177. IRC §529(c)(7). The IRS intends to issue regulations defining the term “elementary or secondary” to mean kindergarten through grade 12 as 

determined under state law, consistent with the Coverdell ESA accounts.

Caution. Approximately 10 states, including Illinois, do not allow tax-free §529 plan distributions for 
K-12 tuition.178

178. Most States Allow Tax-Free 529 Withdrawals for K-12 Tuition. Dec. 20, 2018. CCHTaxGroup. [news.cchgroup.com/2018/12/20/state-
allow-529-plan-withdrawal-k-12-tuition/news/tax-headlines] Accessed on Aug. 12, 2019.
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3. Added §529(c)(3)(C)(i)(III), which provides that a distribution from a §529 plan made after December 22, 

2017, and before January 1, 2026, is not subject to income tax if, within 60 days of the distribution, it is 
transferred to an Achieving a Better Life Experience (ABLE) account of the designated beneficiary or a 
member of the family of the designated beneficiary 179 180

The amount of any rollover to an ABLE account is limited to the amount that, when added to all other contributions 
made to the ABLE account for the tax year, does not exceed the contribution limit for the ABLE account, which is the 
annual gift tax exclusion amount under IRC §2503(b) ($15,000 in 2019).181

Investors who purchase U.S. savings bonds typically choose to defer the reporting of interest until they redeem the                 
bonds. Alternatively, taxpayers can elect to include the annual increase in the redemption value in gross income.182

Taxpayers must use the same method for all series EE and series I bonds that they own. 183

Taxpayers may be able to exclude the interest from qualified U.S. savings bonds from their income if they meet the 
following conditions.184

• They pay QHEE for themselves, their spouse, or a dependent.

• Their 2019 MAGI does not exceed $96,100 ($151,600 for MFJ taxpayers).185

• Their filing status is not MFS.

QUALIFIED U.S. SAVINGS BONDS
Qualified U.S. savings bonds include series EE bonds issued after 1989 and series I bonds.186 The bonds must have 
been issued to an individual who has reached age 24 before the bond issue date.187

Note. An ABLE account is a tax-advantaged savings account for individuals with disabilities and their 
families. Similar to a §529 plan, the ABLE account is established and maintained by a state or its agency. A 
qualified ABLE account is exempt from taxation.179 Distributions from a qualified ABLE program that do not 
exceed the qualified disability expenses of the designated beneficiary are not included in gross income.180

179. IRC §§529A(a) and (b). 
180. IRC §529A(c)(1)(B)(i). 
181. IRC §§529(c)(3)(C)(i) and 529A(b)(2)(B)(i). 

U.S. SAVINGS BONDS USED FOR EDUCATIONAL EXPENSES

182. IRC §454(a).

Note. A change from reporting interest at redemption to annual reporting does not require permission from 
the IRS. However, permission is required when changing from annual interest reporting to reporting at 
redemption or maturity.183

183. IRS Pub. 550, Investment Income and Expenses.
184. IRS Pub. 970, Tax Benefits for Education. 
185. Rev. Proc. 2018-57, 2018-49 IRB 827.
186. Series I bonds were first offered in 1998. These bonds are indexed for inflation and issued at face value with a maturity period of 30 years. 

IRC §135(c)(1)(A).
187. IRC §135(c)(1)(B).
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When using bonds for a child’s education, the bonds must be registered in the parents’ names. The child can be listed 
as a beneficiary but not as a co-owner.188

QUALIFIED HIGHER EDUCATION EXPENSES
QHEE, for this purpose, includes items paid for the enrollment or attendance of the taxpayer, the taxpayer’s spouse, or                  
any dependent of the taxpayer at an eligible educational institution.189 To qualify for the gross income exclusion, the 
savings bonds must be redeemed in the same year that the QHEE are incurred.190

QHEE include the following.191

• Tuition and fees required for the enrollment or attendance at an eligible educational institution (The cost of 
books and room and board are not qualified expenses.)

• Contributions to a qualified §529 tuition program192

• Contributions to a Coverdell ESA

QHEE must be reduced by all of the following tax-free benefits to determine adjusted qualified education 
expenses (AQEE).193 193

• Tax-free part of scholarships and fellowship grants

• Expenses used to calculate the tax-free portion of distributions from a Coverdell ESA

• Expenses used to calculate the tax-free portion of distributions from a QTP

• Any tax-free payments (other than gifts or inheritances) received as educational assistance, such as:

 Veterans’ educational assistance benefits

 Qualified tuition reductions

 Employer-provided educational assistance

• Any expenses used in calculating the AOC and lifetime learning credit

There is no penalty for rolling over series EE bonds to a Coverdell or §529 plan. 194

QHEE do not include expenses with respect to any course or other education involving sports, games, or hobbies other 
than as part of a degree program.195

188. Registering an EE Bond or I Bond. TreasuryDirect. [www.treasurydirect.gov/indiv/research/indepth/ebonds/res_e_bonds_eebuy_ 
register.htm] Accessed on Jul. 2, 2019. 

189. IRC §135(c)(2)(A).
190. IRC §135(b)(1).
191. IRS Pub. 970, Tax Benefits for Education. 
192. IRC §135(c)(2)(C).
193. IRS Pub.970, Tax Benefits for Education. 

Note. Savings bond interest is not included in the taxpayer’s basis in a §529 plan or Coverdell ESA.194

194. Ibid.
195. IRC §135(c)(2)(B).
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Eligible Educational Institutions
An eligible educational institution is any college, university, vocational school, or other postsecondary educational             
institution eligible to participate in a student aid program administered by the U.S. Department of Education.196

INCOME LIMITS
The interest exclusion is phased out for taxpayers with MAGI that exceeds the limit. The following are the MAGI                  
phase-out limits for 2018 and 2019. 197 198

The phase-out is calculated by multiplying the otherwise excludable interest by a fraction. The numerator of the 
fraction is the amount that the taxpayer’s MAGI exceeds the lower limit of the phase-out threshold, and the 
denominator is $15,000 ($30,000 for MFJ taxpayers). The resulting amount is subtracted from the taxpayer’s total 
savings bond interest.

CLAIMING THE INTEREST EXCLUSION
Form 8815, Exclusion of Interest From Series EE and I U.S. Savings Bonds Issued After 1989, is used to compute the                    
education savings bond interest exclusion and report the savings bond redemption. The taxpayer’s exclusion amount              
is entered on line 3 of Schedule B, Interest and Ordinary Dividends.

Example 29. Henry and Karen Smith, a married couple filing jointly, have a son, Carl. On Carl’s first birthday, 
Henry and Karen purchased series EE savings bonds to save for his education. In 2018, Henry and Karen’s 
MAGI is $130,300 for the year. To pay for Carl’s $82,000 of QHEE at UCLA, Henry and Karen cash in their 
series EE bonds held by Third Street Bank. The $82,000 proceeds include $70,000 of principal and $12,000 
of interest. They did not make an election to report the savings bond interest annually.

Henry and Karen’s MAGI of $130,300 exceeds the lower amount of the phase-out range ($119,300) for joint 
filers in 2018. Therefore, some of the interest from the redemption of the series EE bonds must be included in 
their 2018 income. The reduction of excluded interest income is calculated as follows.

Henry and Karen’s interest exclusion is reduced by $4,400. Therefore, they may exclude $7,600 of the 
interest from their gross income ($12,000 – $4,400). Their Form 8815 and Schedule B follow.

196. IRC §§135(c)(3) and 529(e)(5).
197. IRS Pub. 970, Tax Benefits for Education. 
198. Rev. Proc. 2018-57, 2018-49 IRB 827.

Filing Status 2018 197 2019 198

MFJ $119,300 $149,300 $121,600 $151,600
Single, head of household, qualifying widow(er) $79,550 $94,550 $81,100 $96,100
MFS Not eligible for exclusion

Reduction of interest exclusion $130,300 MAGI $119,300 threshold–
$30,000

------------------------------------------------------------------------------- $12,000 interest×=

$11,000
$30,000
--------------- $12,000×=

0.36667 $12,000×=

$4,400=
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For Example 29
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1
For Example 29

For the purposes of the interest exclusion, MAGI is AGI with the following additions.199

• Foreign-earned income exclusion

• Foreign housing exclusion and deduction

• Exclusion of income by bona fide residents of American Samoa and Puerto Rico

• Exclusion for adoption benefits received under an employer’s adoption assistance program

• Deduction for student loan interest

• Deduction for tuition and fees (prior to January 1, 2018)

• Deduction for domestic production activities200

199. IRS Pub. 970, Tax Benefits for Education. 
200. The domestic production activities deduction was repealed by the TCJA.
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TAX-FREE INTEREST CALCULATION WHEN PROCEEDS EXCEED EXPENSE201

If the total proceeds from redeeming eligible U.S. savings bonds is less than or equal to the AQEE, the savings bond 
interest may be tax-free (subject to MAGI limits, as discussed earlier). If the amount the taxpayer receives when they 
cash in the bonds is more than their AQEE, the tax-free interest is calculated by multiplying the total interest proceeds 
by a fraction. The numerator of the fraction is the AQEE and the denominator is the total proceeds the taxpayer 
received during the year.

Example 30. Mary redeemed a series EE bond to pay her QHEE. The bond proceeds were $10,000, including 
$8,000 principal and $2,000 interest. She had not made an election to report the interest earned annually. Her 
AQEE were $7,000. Mary can exclude $1,400 of interest, which is calculated as follows.

A Coverdell ESA is a trust or custodial account created to pay the qualified education expenses of an individual who                   
is the designated beneficiary of the trust or custodial account.202

A Coverdell ESA can be established with any bank or other approved nonbank trustee or custodian of an individual                  
retirement account, or other entity offering Coverdell ESAs.203 The account must be designated as a Coverdell ESA at 
the time it is created or organized in order to be treated as a Coverdell ESA for federal tax purposes. The trustee or 
custodian must be a bank or an entity approved by the IRS.204 205

The designated beneficiary of a Coverdell ESA must be an individual.206 The beneficiary can be changed, and this 
change is not treated as a distribution for tax purposes if the new beneficiary is a member of the family of the previous 
beneficiary who has not reached age 30 as of the date of change.207

201. IRS Pub. 970, Tax Benefits for Education. 

Note. Taxpayers must use both the principal and interest from the bonds to pay qualified expenses to exclude 
the interest from gross income.

COVERDELL EDUCATION SAVINGS ACCOUNT

202. IRC §530(b)(1).
203. IRC §530(b)(1)(B). 

Note. The Coverdell ESA must have a written governing instrument that complies with specific statutory 
requirements.205 Form 5305-EA, Coverdell Education Savings Custodial Account, is a model custodial           
account that meets the §530(b)(1) requirements. This form is not filed with the IRS. Instead, it is retained by 
the grantor or depositor.

204. IRC §530(g). 
205. IRC §530(b)(1). 
206. Ibid.
207. IRC §530(d)(6). The age requirement does not apply to any designated beneficiary with special needs. IRC §530(b)(1). 

Excluded interest income $7,000 AQEE
$10,000 total proceeds
------------------------------------------------- $2,000 interest×=

.70 $2,000×=

$1,400=
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1
There is no limit on the number of Coverdell ESAs that can be established for a particular beneficiary. However, in any tax 
year, the total aggregate contributions to all the accounts designating a particular beneficiary cannot exceed $2,000.208

QUALIFIED EDUCATION EXPENSES
Qualified education expenses for a Coverdell ESA include qualified higher education expenses (as defined in              
IRC §529(e)(3))209 and qualified elementary and secondary education expenses.210

Qualified Higher Education Expenses211

QHEE are costs related to enrollment or attendance at an eligible postsecondary school. As shown in the following                 
list, to be qualified, some of the expenses must be required by the school and some must be incurred by students who 
are enrolled at least half-time.

1. The following expenses must be required for enrollment or attendance of a designated beneficiary at an 
eligible postsecondary school.

a. Tuition and fees

b. Books, supplies, and equipment

2. Expenses for special-needs services used by a special-needs beneficiary must be incurred in connection with 
enrollment or attendance at an eligible postsecondary school.

3. Expenses for room and board must be incurred by students who are enrolled at least half-time. The 
expense for room and board qualifies only to the extent that it is not more than the greater of the following 
two amounts.

a. The allowance for room and board, as determined by the school, that was included in the cost of 
attendance (for federal financial aid purposes) for a particular academic period and living arrangement 
of the student

b. The actual amount charged if the student is residing in housing owned or operated by the school

4. The purchase of computer or peripheral equipment, computer software, or Internet access and related 
services qualifies if it is to be used primarily by the beneficiary during any of the years the beneficiary is 
enrolled at an eligible postsecondary school. (This does not include expenses for computer software for 
sports, games, or hobbies unless the software is predominantly educational in nature.)

208. IRC §530(b)(1)(A)(iii); IRS Notice 97-60, 1997-2 CB 310.
209. IRC §530(b)(2)(A)(i); IRS Pub. 970, Tax Benefits for Education.
210. IRC §530(b)(2)(A)(ii); IRS Pub. 970, Tax Benefits for Education. 
211. IRC §529(e)(3). 
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Qualified Elementary and Secondary Education Expenses212

Qualified elementary and secondary education expenses are expenses related to enrollment or attendance at an              
eligible elementary or secondary school. As shown in the following list, some of the expenses must be required or 
provided by the school. There are special rules for computer-related expenses.

1. The following expenses must be incurred by a designated beneficiary in connection with enrollment or 
attendance at an eligible elementary or secondary school.

a. Tuition and fees

b. Books, supplies, and equipment

c. Academic tutoring

d. Special-needs services for special-needs beneficiary

2. The following expenses must be required or provided by an eligible elementary or secondary school in 
connection with attendance or enrollment at the school.

a. Room and board

b. Uniforms

c. Transportation

d. Supplementary items and services (including extended day programs)

3. The purchase of computer technology or equipment, computer software, fiber optic cables related to 
computer use, or Internet access and related services is a qualified elementary and secondary education 
expense if it is to be used by the beneficiary and the beneficiary’s family during any of the years the 
beneficiary is in elementary or secondary school. (This does not include expenses for computer software 
designed for sports, games, or hobbies unless the software is predominantly educational in nature.)213

ELIGIBLE EDUCATIONAL INSTITUTIONS
An eligible educational institution can be either an eligible postsecondary school or an eligible elementary or               
secondary school.214

An eligible postsecondary school is generally any accredited public, nonprofit, or proprietary (privately owned profit-
making) college, university, vocational school, or other postsecondary educational institution. In addition, the 
institution must be eligible to participate in a student aid program administered by the U.S. Department of 
Education.215 Virtually all accredited postsecondary institutions meet this definition. An eligible educational 
institution also includes certain educational institutions located outside the United States that are eligible to participate 
in a student aid program administered by the U.S. Department of Education.

An eligible elementary or secondary school is any public, private, or religious school that provides elementary or 
secondary education (kindergarten through grade 12), as determined under state law.216

212. IRC §530(b)(3); IRS Pub. 970, Tax Benefits for Education. 
213. IRC §530(b)(3)(A)(iii). 
214. IRS Pub. 970, Tax Benefits for Education. 
215. Ibid.
216. Ibid.
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CONTRIBUTIONS TO A COVERDELL ESA
Contributions to Coverdell ESAs can be made by any individual, including the designated beneficiary, subject to 
phase-out limits based on the individual’s MAGI (discussed later). In addition, organizations such as corporations and 
trusts can contribute to Coverdell ESAs, with no income limitations. Contributions are not tax deductible. 
Contributions must meet the following requirements.217

• Contributions must be in cash.218

• Contributions cannot be made after the beneficiary reaches age 18, unless the beneficiary has special needs.219

• Contributions must be made by the due date of the contributor’s tax return (not including extensions). 
Any contributions made to a Coverdell ESA for the preceding tax year are treated as made on the last day of 
the preceding tax year.220

• Contributions can be made to both a Coverdell ESA and a §529 plan in the same year for the same 
designated beneficiary.

• There is a 6% excise tax on excess contributions to a Coverdell ESA (described later).

• An individual can create a Coverdell ESA for multiple beneficiaries (such as children and grandchildren).

• The total aggregate contributions to all the accounts designating a particular child as beneficiary cannot 
exceed $2,000 per year.221

Example 31. Ron Carter is age one. Four separate Coverdell ESAs are set up for Ron by his parents, aunt, 
uncle, and grandparents. This is permitted because there is no limit on the number of Coverdell ESAs that can 
be established for a particular child as beneficiary. However, there is a $2,000 limit on the total contributions 
to Ron’s Coverdell ESAs each year. If Ron’s parents contribute $1,000 to one of Ron’s Coverdell ESAs, his 
aunt, uncle, and grandparents can contribute $1,000 in total to his other Coverdell ESAs.

Example 32. Molly has a grandson who is age two and a granddaughter who is age three. Molly can contribute 
up to $2,000 to a Coverdell ESA for her grandson, and she can also contribute up to $2,000 to a Coverdell 
ESA for her granddaughter for the same year.

Income Limits222

The maximum Coverdell ESA contribution is phased out at higher income levels, as shown in the following table.                 
These amounts are not subject to annual inflation adjustments.

217. Ibid.
218. IRC §530(b)(1)(A)(i). 
219. IRC §530(b)(1)(A)(ii). 
220. IRC §530(b)(4). 
221. IRC §530(b)(1)(A)(iii); IRS Notice 97-60, 1997-2 CB 310.
222. IRS Pub. 970, Tax Benefits for Education. 

Filing Status Phase-out Range

MFJ $190,000 $220,000
Single, head of household, qualifying widow(er) $95,000 $110,000
MFS Not eligible for contribution
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The phase-out of the contribution is determined by applying a fraction to the maximum contribution of $2,000. The 
numerator of the fraction is the amount that the taxpayer’s MAGI exceeds the lower limit of the phase-out threshold, 
and the denominator is $15,000 ($30,000 for MFJ taxpayers). The result is subtracted from $2,000 (the maximum 
Coverdell ESA contribution). Taxpayers with income above the upper limit of the phase-out range cannot make 
contributions to an ESA.

Example 33. Kyle, a single taxpayer, has MAGI of $99,500. This amount is $4,500 over the lower MAGI 
limit, so Kyle’s maximum Coverdell ESA contribution will be less than the statutory maximum of $2,000. 
His disallowed contribution is calculated using the following formula.

Therefore, Kyle’s allowable Coverdell ESA contribution is $2,000 – $600 = $1,400.

MAGI is calculated as AGI plus the following items.

• Foreign earned income exclusion

• Foreign housing exclusion and foreign housing deduction

• Exclusion of income by bona fide residents of American Samoa and Puerto Rico

Additional Tax on Excess Contributions223

The beneficiary may owe a 6% excise tax each year on excess contributions that are in a Coverdell ESA at the end                     
of the year.224 Excess contributions are the total of the following two amounts.

• Contributions to any designated beneficiary’s Coverdell ESA for the year that are more than $2,000 (or, if 
less, the total of each contributor’s limit for the year, as discussed earlier)

• Excess contributions for the preceding year, reduced by the total of the following two amounts

 Distributions (other than those rolled over, as discussed later) during the year

 The contribution limit for the current year minus the amount contributed for the current year

Exceptions. The 6% excise tax does not apply in the following situations.

1. Excess contributions made during the year (and any earnings on them) are distributed before the first day of 
the sixth month of the following tax year.

2. The contributions were from a rollover.

Observation. The income limitation is not an issue as to whether or not the taxpayer can deduct a 
contribution to a Coverdell ESA because no such deduction exists. Instead, taxpayers with MAGI over 
$110,000 (or $220,000 for MFJ taxpayers) cannot make any contributions to a Coverdell ESA.

223. IRS Pub. 970, Tax Benefits for Education. 
224. IRC §4973(a)(4).

Disallowed ESA contribution $99,500 MAGI $95,000 threshold–
$15,000

-------------------------------------------------------------------------- $2,000 maximum contribution×=

$4,500
$15,000
--------------- $2,000×=

0.3 $2,000×=

$600=
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The taxpayer must include the distributed earnings in gross income for the year in which the excess contribution was 
made. Each institution from which excess contributions were distributed should send Form 1099-Q, Payments From 
Qualified Education Programs. Box 2 of that form shows the amount of earnings on the excess contributions. The 
taxpayer enters the earnings amount on Schedule 1, Additional Income and Adjustments to Income, or line 21 of Form 
1040NR, for the applicable tax year.

Example 34. In 2017, Kristen’s parents and grandparents contributed a total of $2,300 to Kristen’s Coverdell 
ESA, which is an excess contribution of $300. Because Kristen did not withdraw the excess before June 1, 
2018, she had to pay an additional tax of $18 (6% excise tax rate × $300 excess contribution) when she filed 
her 2017 tax return.

In 2018, excess contributions of $500 were made to Kristen’s account. However, she withdrew $250 from 
that account to use for qualified education expenses. Kristen calculates the excess contribution and excise tax 
due at the end of 2018 as follows.

If Kristen limits 2019 contributions to $1,450 ($2,000 maximum allowed − $550 excess contributions from 
2018), she will not owe any additional tax in 2019 for excess contributions.225

The excise tax is calculated on part V of Form 5329, Additional Taxes on Qualified Plans (Including IRAs) and Other 
Tax-Favored Accounts. The excise tax is reported on line 59 of Schedule 4, Other Taxes.

ROLLOVERS226

Any amount distributed from a Coverdell ESA is not taxable if it is rolled over to another Coverdell ESA for the                    
benefit of the same beneficiary or a member of the beneficiary’s family (including the beneficiary’s spouse) who is 
under age 30. This age limitation does not apply if the new beneficiary is a special-needs beneficiary.

An amount is rolled over if it is paid to another Coverdell ESA within 60 days after the date of the distribution. 
Qualifying rollovers are not reported on Form 1040 because they are not taxable distributions.

The beneficiary’s family includes the beneficiary’s spouse and the following relatives of the beneficiary.

• Spouse

• Son, daughter, stepchild, foster child, adopted child, or a descendant of any of them

• Brother, sister, stepbrother, or stepsister

• Father or mother or ancestor of either

• Stepfather or stepmother

• Niece or nephew

• Aunt or uncle

• Son-in-law, daughter-in-law, father-in-law, mother-in-law, brother-in-law, or sister-in-law

• The spouse of any individual listed above

• First cousin

225. IRS Pub. 970, Tax Benefits for Education. 
226. Ibid.

Excess contributions made in 2018 $500
Excess contributions in ESA at end of 2017 300
Less: distribution during 2018 (250)
Excess at end of 2018 $550
Excise tax rate × 6%
Excise tax due at the end of 2018 $ 33
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Example 35. Karen graduated from college in 2018 and had $5,000 left in her Coverdell ESA. She wanted to 
give this money to her younger brother Mike, who was still in high school. In order to avoid paying tax on the 
distribution of the amount remaining in her account, Karen contributed the same amount to her brother’s 
Coverdell ESA within 60 days of the distribution.

Individuals can make only one rollover from a Coverdell ESA to another Coverdell ESA in any 12-month period 
regardless of the number of Coverdell ESAs owned. However, unlimited transfers are allowed from one Coverdell 
ESA trustee directly to another Coverdell ESA trustee because such transfers are not considered to be distributions or 
rollovers. The limit of one rollover during any 12-month period does not apply to the rollover of a military death 
gratuity or service members’ group life insurance payment.

DISTRIBUTIONS227

Distributions to designated beneficiaries can be made at any time. The tax treatment of distributions depends, in part,                 
on whether the distributions are less than or equal to the amount of the beneficiary’s AQEE in the same tax year. 
Generally, distributions are tax-free if they are not more than the beneficiary’s AQEE. Tax-free distributions 
(including rollovers) are not reported on the tax return.

Adjusted Qualified Education Expenses
To calculate AQEE, total qualified education expenses (described earlier) are reduced by any tax-free educational              
assistance. Tax-free educational assistance includes the following amounts.228

• The tax-free part of scholarships and fellowship grants

• Veterans’ educational assistance

• The tax-free part of Pell grants

• Employer-provided educational assistance

• Any other nontaxable (tax-free) payments (other than gifts or inheritances) received as educational assistance

Taxable Distributions
A portion of the distributions is generally taxable to the beneficiary if the total distributions are more than the 
beneficiary’s AQEE for the year.

Excess Distribution. An excess distribution is the part of the total distribution that is more than the beneficiary’s               
AQEE for the year.

Note. There are no tax consequences to changing the designated beneficiary if, at the time of the change, the 
new beneficiary is under age 30 or is a special-needs beneficiary. Therefore, instead of closing her Coverdell 
ESA and paying the distribution into her brother’s Coverdell ESA, Karen could have instructed the trustee of 
her account to simply change the name of the beneficiary on her account to that of her brother.

227. Ibid.
228. Ibid.
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Earnings and Basis. The beneficiary should receive a Form 1099-Q for each of the Coverdell ESAs from which 
money was distributed. The amount of the gross distribution is shown in box 1.

Example 36. In 2019, Ron C. Davis received a $19,000 distribution from his Coverdell ESA. The plan’s fair 
market value at December 31, 2019, was $20,000. Ron’s Form 1099-Q is shown next.

Calculating the Taxable Portion of a Distribution. The taxable portion of a distribution is the amount of the excess           
distribution (distributions in excess of AQEE) that represents earnings that have accumulated tax free in the account. 
The taxable portion for 2019 is calculated as follows.229

Step 1. Multiply the total amount distributed by a fraction. The numerator is the basis (contributions not 
previously distributed) at the end of 2018, plus total contributions for 2019, and the denominator is the 
value (balance) of the account at the end of 2019, plus the amount distributed during 2019.

Step 2. Subtract the amount in step (1) from the total amount distributed during 2019. The result is the amount 
of earnings included in the distribution(s).

Step 3. Multiply the amount of earnings in step (2) by a fraction. The numerator is the AQEE paid during 2019 
and the denominator is the total amount distributed during 2019.

Step 4. Subtract the amount determined in step (3) from the amount determined in step (2). The result is the 
amount the beneficiary must include in income.

Report the taxable amount on Schedule 1 or Form 1040NR, line 21.

Note. Starting in 2018, instead of dividing up the gross distribution between earnings (box 2) and basis (after-
tax contributions, which are shown in box 3), the payer or trustee may report the fair market value (account 
balance) of the Coverdell ESA as of the end of the year. This is shown in the blank box below boxes 5 and 6.

229. IRS Pub. 970, Tax Benefits for Education. 
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Example 37. Rhonda received an $850 distribution from her Coverdell ESA in 2019. No contributions were 
made in 2019, but $1,500 was contributed before 2019. This is Rhonda’s first distribution from her account, 
so her basis in the account on December 31, 2018, was $1,500. The value (balance) of her account on 
December 31, 2019, was $950. Rhonda had $700 of AQEE for the year. She calculates the taxable portion of 
her distribution as follows.

Step 1.  

Step 2. $850 distribution – $708 basis portion of distribution = $142 earnings 

Step 3.  

Step 4. $142 earnings – $117 tax-free earnings = $25 taxable earnings 

On her 2019 tax return, Rhonda must include $25 in income as distributed earnings that were not used for 
qualified education expenses. She reports the amount as other income on Schedule 1, line 21, listing the type 
and amount of income on the dotted line.

10% Tax. If the taxpayer receives a taxable distribution from a Coverdell ESA , they may also be subject to a                  
10% additional tax on the amount included in income.230 The 10% additional tax does not apply to the 
following distributions.231

• The distribution was paid to a beneficiary (or to the estate of the designated beneficiary) on or after the death 
of the designated beneficiary.

• The distribution was made because the designated beneficiary is disabled. A person is considered to be 
disabled if they show proof that they cannot do any substantial gainful activity because of their physical or 
mental condition. A physician must determine that the beneficiary’s condition can be expected to result in 
death or to be of long-term and indefinite duration.

• The distribution was included in income because the designated beneficiary received a tax-free scholarship or 
fellowship grant, veterans’ educational assistance, employer-provided educational assistance, or any other 
nontaxable (tax-free) payments (other than gifts or inheritances) received as educational assistance. This 
exception applies only to the extent the distribution is not more than the scholarship, allowance, or payment.

• The distribution was made because of the designated beneficiary’s attendance at a U.S. military academy 
(such as the U.S. Military Academy at West Point). This exception applies only if the distribution does not 
exceed the costs of “advanced education,” as defined in 10 USC §2005(d)(3).

• The distribution was included in income only because the qualified education expenses were taken into 
account in determining the AOC or lifetime learning credit.

• The distribution of an excess contribution made during any year (and any earnings on the contribution) was 
made before June 1 of the following year. The distributed earnings must be included in gross income for the 
year in which the excess contribution was made.

The taxpayer uses Part II of Form 5329, to report the additional tax. This amount is also entered on Schedule 4, line 
59, or Form 1040NR, line 57.

230. IRC §530(d)(4)(A). 
231. IRS Pub. 970, Tax Benefits for Education. 

$1,500 basis $0 contributions+
$950 value $850 distribution+
-------------------------------------------------------------------- $850 distribution $708 basis portion of distribution=×

$700 AQEE
$850 distribution
------------------------------------ $142 earnings× $117 tax-free earnings=

2019 Workbook

Copyrighted by the Board of Trustees of the University of Illinois. 
This information was correct when originally published. It has not been updated for any subsequent law changes.



2019 Volume A — Chapter 1: Individual Taxpayer Issues A73

1

# Practitioner Planning Tip

An AOC or lifetime learning credit can be claimed in the same year that a distribution is taken from 
a QTP or Coverdell, as long as the same expenses are not used for both benefits.232 This means 
that after the beneficiary reduces qualified education expenses by tax-free educational assistance, 
they must further reduce them by the expenses taken into account in determining the credit. This 
calculation results in the AQEE (defined earlier).232

Situation 1. Tara incurs $8,500 of qualified education expenses, receives $3,500 in tax-free 
scholarships, and takes a $5,000 distribution from a §529 plan, of which $800 represents earnings.

No taxable distribution occurs in this situation, but no AQEE amount remains for potential 
education credits.

Situation 2. Use the same facts as Situation 1, except Tara’s AQEE is reduced by $4,000 to claim 
the AOC (assuming she meets all requirements to claim this credit).

$800 earnings – $160 tax-free earnings = $640 taxable earnings (not subject to a 10% penalty).233

If Tara is in the 22% tax bracket, she incurs $141 of tax on the $640 of taxable earnings. However, if 
she qualifies, she can take a maximum $2,500 AOC. 234

232. Ibid.
233. Ibid.
234. Ibid.

Total qualified tuition expenses $8,500
Less: tax-free educational assistance (3,500)
AQEE $5,000

Tax-free earnings $800 earnings $5,000 AQEE
$5,000 distribution
----------------------------------------×=

$800=

Total qualified tuition expenses $8,500
Less: tax-free educational assistance (3,500)
Less: expenses taken into account for the AOC (4,000)
AQEE $1,000

Tax-free earnings $800 earnings $1,000 AQEE
$5,000 distribution
----------------------------------------×=

$160=
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Taxpayers can exclude from gross income amounts received as a qualified scholarship or fellowship, if the amounts                
are used for qualified tuition and expenses.235

A scholarship is an amount paid to (or for the benefit of) a student to aid the student in pursuing their studies. Both 
graduate and undergraduate students can receive scholarships. A fellowship grant is an amount paid to (or for the 
benefit of) an individual to aid the individual in the pursuit of study or research. The amount of a scholarship or 
fellowship grant includes the following.236

• The value of contributed services and accommodations (This includes such services and accommodations as 
room, board, laundry service, and similar services or accommodations that are received by an individual as a 
part of a scholarship or fellowship grant.)

• The amount of tuition, matriculation, and other fees that are paid for or remitted to the student to aid the 
student in pursuing study or research

• Any amount received in the nature of a family allowance as a part of a scholarship or fellowship grant

The following payments or allowances do not qualify (or are not treated) as a scholarship or fellowship.

• An amount provided by an individual to aid a relative, friend, or other individual in pursuing studies when the 
grantor is motivated by family or philanthropic considerations237 238

• An amount received that constitutes a valid loan, even if the amount is labeled as a scholarship 

• Educational and training allowances provided to veterans under Sec. 400 of the Servicemen’s Readjustment 
Act of 1944 or under Sec. 1631 of Title 38 of the U.S. Code239

• Tuition and subsistence allowances to Armed Forces personnel who are students at an educational institution 
operated by the United States or approved by the United States for their education or training (e.g., the U.S. 
Naval Academy)240

SCHOLARSHIPS OR FELLOWSHIPS

235. IRC §117(a). 
236. IRS Pub. 970, Tax Benefits for Education. 

Note. Family or philanthropic grants may be excludable by the recipient as gifts under IRC §102. In addition, 
payments for tuition made by an individual on behalf of another individual directly to an educational 
organization are not taxable gifts.238

237. Treas. Reg. §§1.117-3(a) and (c). 
238. IRC §2503(e). 
239. Treas. Reg. §1.117-4(a). 
240. Treas. Reg. §§1.117-4(a) and (b).
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EXCLUSION REQUIREMENTS241

To exclude scholarships and fellowships from gross income, the following three requirements must be met.

1. The student is a candidate for a degree at an eligible educational institution.

2. The amount of the scholarship or fellowship does not exceed the student’s qualified education expenses.

3. The scholarship or fellowship does not represent payments for teaching, research, or other services required 
as a condition for receiving the qualified scholarship.

Candidate for a Degree
A student is a candidate for a degree if they meet either of the following conditions.

1. Attends a primary or secondary school or is pursuing a degree at a college or university

2. Attends an educational institution that meets both of the following requirements

a. Provides a program that is acceptable for full credit toward a bachelor’s or higher degree, or offers a 
program of training to prepare students for gainful employment in a recognized occupation

b. Is authorized under federal or state law to provide such a program and is accredited by a nationally
recognized accreditation agency

Eligible Educational Institutions
An eligible educational institution is an educational organization that meets the following two conditions.

1. Normally maintains a regular faculty and curriculum

2. Normally has a regularly enrolled body of pupils or students in attendance at the place where its educational 
activities are regularly carried on242

Qualified Education Expenses
A scholarship or fellowship is not taxable income only to the extent that it does not exceed the student’s qualified 
education expenses. Qualified education expenses for this purpose include the following.

• Tuition and fees required for the enrollment or attendance at an eligible educational institution

• Course-related expenses such as fees, books, supplies, and equipment that are required for all students in the 
course of instruction243

The following expenses do not constitute qualified education expenses.

• Room and board

• Travel

• Research

• Clerical help

• Equipment and other expenses that are not required for enrollment in or attendance at an eligible 
educational institution

241. IRS Pub. 970, Tax Benefits for Education. 
242. IRC §§117(d)(2) and 170(b)(1)(A)(ii). 
243. IRC §117(b)(2). 
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Payment for Services
Generally, no exclusion from gross income is allowed for the part of any scholarship or fellowship grant that 
represents payment for teaching, research, or other services required as a condition for receiving the scholarship. This                
applies even if all candidates for a degree must perform the services to receive the degree.244

Example 38. Mike, a single individual, received a scholarship of $8,500 to Arizona State University. As a 
condition for receiving the scholarship, Mike must serve as a part-time teaching assistant in introductory 
biology courses. Of the $8,500 scholarship, $6,000 represents payment for teaching. The provider of the 
scholarship gives Mike a Form W-2, Wage and Tax Statement, that shows $6,000 as income. His qualified 
education expenses were more than $2,500.

If Mike meets all other conditions for excluding the scholarship from his income, the most he can exclude 
from gross income is $2,500. The $6,000 he received for teaching must be included in his gross income.

Example 39. Carly is a candidate for a degree at a medical school. In 2019, she receives a scholarship for her 
medical education and training. The terms of Carly’s scholarship require her to perform future medical-
related services. A substantial penalty applies if she does not comply.

The entire amount of the scholarship is taxable as payment for services in 2019.

Individuals do not have to treat as payment for services the part of any scholarship or fellowship grant that 
represents payment for teaching, research, or other services if the payment is received under one of the following 
three programs.245

1. The National Health Service Corps Scholarship Program

2. The Armed Forces Health Professions Scholarship and Financial Assistance Program

3. A comprehensive student work-learning-service program (as defined in section 448(e) of the Higher 
Education Act of 1965) operated by a work college (as defined in that section)

REPORTING SCHOLARSHIP INCOME246

If the individual’s only income is a tax-free scholarship or fellowship grant, the individual is not required to file a tax                    
return. If part or all of the scholarship is taxable, the taxpayer reports the taxable amount in the total on line 1 of Form 
1040. If the taxable amount was not reported on Form W-2, the taxpayer also must enter "SCH" and the taxable 
amount on the dotted line next to line 1.247

244. IRS Pub. 970, Tax Benefits for Education. 
245. Ibid.
246. Ibid.
247. Ibid.
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1
Example 40. Steven received a $9,500 scholarship in 2018 from Eastern University, where he is a degree 
candidate in physics. The scholarship terms provide that $6,000 is for tuition and $3,500 is for room and board.

The $6,000 designated for tuition is excluded from Steven’s gross income. The $3,500 designated for room 
and board must be included in his gross income, as shown on his Form 1040, which follows. Steven had no 
taxable income for 2018, other than the taxable portion of the scholarship. He does not receive a Form W-2 
that reports the taxable amount of the scholarship.

# Practitioner Planning Tip

As with QTP or ESA distributions, taxpayers may be able to increase the value of an education 
credit if the student includes some or all of otherwise tax-free scholarships in income.248

248. Ibid.

2019 Workbook

Copyrighted by the Board of Trustees of the University of Illinois. 
This information was correct when originally published. It has not been updated for any subsequent law changes.



A78 2019 Volume A — Chapter 1: Individual Taxpayer Issues

Example 41. Use the same facts as Example 38. For 2018, the taxable portion of Mike’s scholarship is 
$6,000 for his teaching services. This was his only source of gross income for the year. The taxable amount 
was reported to Mike on Form W-2. Mike had no tax withheld during the year. Page 2 of Mike’s Form 
1040 follows.

249

A tuition reduction provides lower tuition or free tuition to students at the undergraduate or graduate level. A 
qualified tuition reduction (QTR) is excluded from the recipient’s gross income. A tuition reduction is qualified only                
if a taxpayer receives it from and uses it at an eligible educational institution.

The QTR must be offered to employees of the eligible educational institution on a nondiscriminatory basis. The 
employee does not have to use the tuition reduction at the eligible educational institution from which the employee 
received it. Instead, a person may work for one eligible educational institution and make arrangements to take courses 
at another eligible educational institution.

QUALIFIED TUITION REDUCTION249

249. Ibid.
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1
ELIGIBLE EDUCATIONAL INSTITUTIONS
An eligible educational institution is any college, university, trade school, or other post-secondary educational             
institution eligible to participate in a student aid program run by the U.S. Department of Education that meets both of 
the following requirements.

1. Maintains a regular faculty and curriculum

2. Normally has a regularly enrolled body of students in attendance at the place where it carries on its 
educational activities250

OFFICERS, OWNERS, AND HIGHLY COMPENSATED EMPLOYEES
QTRs apply to officers, owners, or highly compensated employees251 only if benefits are available to employees on a 
nondiscriminatory basis. This means that the tuition reduction benefits must be available on substantially the same 
basis to each member of a group of employees. The group must be defined under a reasonable classification set up by 
the employer. The classification must not discriminate in favor of owners, officers, or highly compensated employees.

EDUCATION BELOW THE GRADUATE LEVEL
If an individual receives a tuition reduction for education below the graduate level (including primary, high school, or 
undergraduate education), it is a qualified tuition reduction only if the individual’s relationship to the educational               
institution providing the benefit is one of the following.

1. Employee of the eligible educational institution

2. Former employee of the eligible educational institution who retired or left on disability

3. Widow or widower of an individual who died while an employee of the eligible educational institution or 
who retired or left on disability

4. Dependent child or spouse of an individual described in (1) through (3) above 

GRADUATE LEVEL EDUCATION
A tuition reduction received for graduate education is qualified, and therefore tax-free, if both of the following                
requirements are met.

• The tuition reduction is provided by an eligible educational institution.

• The recipient of the tuition reduction is a graduate student who performs teaching or research activities for the 
educational institution.

Any other tuition reductions a taxpayer receives for graduate education must be included in their gross income.

REPORTING TUITION REDUCTIONS
A taxable tuition reduction should be included as wages on the recipient’s Form W-2, box 1. The taxpayer reports the                   
amount from Form W-2, box 1, on line 1 of Form 1040. This amount qualifies as AQEE.

250. IRC §§117(b)(2)(A) and 170(b)(1)(A)(ii). 
251. As defined in IRC §414(q).
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252

FULBRIGHT GRANTS
A Fulbright grant is generally treated as a scholarship or fellowship grant in calculating how much of the grant is                   
tax-free.

PELL GRANTS
Pell grants are need-based grants that are treated as scholarships for federal tax purposes. These grants are tax-free to                  
the extent they are used for qualified education expenses during the period for which a grant is awarded.

VETERANS’ BENEFITS
Payments received by veterans for education, training, or subsistence under any law administered by the Department               
of Veterans Affairs (VA) are not taxable.253

If an individual qualifies for one or more education tax benefits, they may have to reduce the amount of education 
expenses qualifying for a specific tax benefit by part or all of the VA payments. This applies only to the part of the VA 
payments that the taxpayer is required to use for education expenses.

Example 42. Ron returned to college in 2019 and is receiving two education benefits under the GI Bill: a 
$1,800 monthly basic housing allowance (BHA) that is directly deposited to his checking account and $4,300 
paid directly to his college for tuition. Neither of these benefits is taxable and Ron does not report them on his 
tax return.

Ron also wants to claim an AOC on his return. During 2019, Ron’s total qualified education expenses were 
$6,000. To determine the amount of the AOC, he must subtract the $4,300 from his qualified education 
expenses because this payment under the GI Bill was required to be used for education expenses. He does not 
subtract any amount of the BHA from his qualified education expenses because it was paid to Ron and its use 
was not restricted.

OTHER FORMS OF EDUCATIONAL ASSISTANCE252

252. IRS Pub. 970, Tax Benefits for Education. 
253. Treas. Reg. §1.117-4(a). 
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