




















$250,000, entitled to only one-half the benefit of the
personal exemption, can shift the credit at a cost of
about $480, which results in a net benefit of $1,020.
Taxpayers earning over $375,000 can shift the credit at
no cost and thus the family as a whole will continue
to derive a full tax benefit of $1,500 after the parents
have shifted the tax credit to their children by forego-
ing the (nonexistent) personal exemption. Accordingly,
as income rises, the value of the education credits that
have been shifted to dependent children also rises.

Imposing a reasonable toll charge on the transfer of
the education credits to dependents may not be the best
policy but it is not inherently irrational. However, im-
posing a toll charge that burdens only low- and middle-
income taxpayers is. And imposing a toll charge but
exempting high-income taxpayers from its scope is
simply unacceptable. It follows that the elective
scheme for shifting the education credit as developed
in the proposed regulations is not acceptable.

The ability of high-income taxpayers to shift the
education credits to their children cost free has further
implications. While on the face of section 25A it ap-
pears that the benefit of the education credits is phased
out as income rises, that turns out to be illusory. To the
extent that the education credits can be shifted to other
members of the family, such as the student in question,
without a loss in value, the actual benefit from those
credits has not been phased out. Such a shift of the
benefit of the credits can occur if (a) the student is
treated as paying his or her own education expenses
even though he or she does not, (b) the student is
entitled to claim the education credit, (c) the student
has a sufficient tax liability to absorb the credit, and
(d) the parent is not subject to any penalty on yielding
the credit to the student. As discussed above, all those
requirements are readily met under the proposed reg-
ulations for very-high-income families. Accordingly,
the apparent phaseout of the education credit has no
practical application to high-income taxpayers. Rather,
the phaseout of the education credits applies only to
the category of taxpayers whose AGI falls between
$80,000 (the start of the phaseout of the education
credits on a joint return) and $312,000 (the end of the
phaseout of the personal exemption).

V. Toward a Better Approach

The drafters of section 25A did not need to develop
a new scheme for allocating the tax benefit from the
payment of expenses of dependent children. This issue
has been addressed under the code since the inception
of the income tax in a manner entirely consistent with
fundamental principles of taxation. Under the general
scheme of the tax law, children, including minor, de-
pendent children, are taxpayers in their own right, en-
tirely distinct from their parents. If their income
achieves the same levels applicable to adults, they are
required to file their own income tax returns, reporting
their own income and claiming their own deductions.'

“IRS, Tax Rules for Children and Dependents (Pub. 929), p. 4,
and Bittker & McMahon, Federal Income Taxation of Individuals,
para. 34.5[3].
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While authorities are scant, it is firmly established that
when the child pays its own expenses, whether personal
or business-related, the child, and only the child, can
deduct those expenditures regardless of whether the
source of the payment is the child’s own funds or funds
supplied by the parent.’® Indeed, absent specific statutory
authority, even where the parent pays expenses of the
child, the deduction for those expenses belongs to the
child and cannot be claimed by the parents.'®

The code section that would seem to contains the
closest analogy'” to education expenses is section 213
which grants a deduction for medical expenses. Under
that section, like section 25A, a taxpayer is entitled to
a deduction for medical expense of the taxpayer, his or
her spouse, and of any dependent paid by the taxpayer.
Thus, where a parent pays the medical expense of a
dependent child, the parent, by virtue of this specific
statutory provision, is entitled to deduct the payment.
However, if the child pays its own expenses, the deduc-
tion is not attributed to the parent. Rather, the deduc-
tion must be claimed by the child and may not be
claimed by the parent. In short, each taxpayer, parent
or child, deducts the expenses they pay — and only
the expenses they pay.

Initially, section 25A should be amended to delete
the mistreatment of dependent children contained in
subsection (g)(3) and to replace that rule with the tradi-
tional approach currently applied to medical expenses.
If the amendment stopped at that, all taxpayers would
be able to avoid the ceilings and phaseouts that under
current law only high-income taxpayers can avoid.
That alone would be an improvement. To go beyond
that point and seek to apply the limitations on the
availability of the credit applicable to the parent to the
disbursements of the child will require careful con-
sideration of the general question of the taxation of the
family, an issue far broader than section 25A.

VI. Conclusion

The education assistance provisions enacted in 1997
were quite poorly constructed. They produce an end-
less series of harsh or foolish results, one of which is
outlined here. In a decent attempt to correct some of
the worst features of the statute, the proposed regula-
tions have offered some creative interpretations of sec-
tion 25A. But, acting within the limits of the regulatory
process, the Treasury cannot make a silk purse out of
this sow’s ear. Indeed, it may have made matters worse.
The unavoidable conclusion, therefore, is that the col-
lection of education assistance provisions deserves
more serious congressional attention.

5GCM 33678 (Nov. 6, 1967).

16Section 73 and Harrison v. Comm’r, T.C. Memo. 1978-476
(parents denied deduction for business expenses of minor
children paid by parent).

7Under section 1(g) the unearned income of a child under
the age of 14 is taxed at a rate geared to the income of the
parent. However, in general this income and any related ex-
penses remain reportable by the child. To that rule, section
1(g)(7) provides a highly restricted election to report minor
amounts of the investment income of a child directly on the
tax return of the parent.
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