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Q. What tax incentives exist for higher education?

A. Federal tax incentives for higher education include tax benefits for
saving, tax benefits for tuition and related expenses, and tax benefits for
student loans—in other words, benefits before, during, and after college
attendance. These incentives mostly target middle-class households who
do not benefit from many federal grant programs for students.

The federal government provides individuals with financial assistance for higher education expenses in two
major ways: traditional student aid (through loans, grants, and work study) and tax benefits. In 2019, over a
dozen tax benefits were available for college students and their parents. These include three broad classes—
special tax treatment for education savings plans, tax credits for tuition and related expenses, and tax
deductions for tuition and fees, as well as student loan payments. The Joint Committee of Taxation estimates
these tax benefits will cost the federal government $131.4 billion between 2019 and 2022.

Tax benefits for higher education are frequently oriented toward the middle class rather than the poorest
households, who benefit more from traditional student aid (table 1). The largest benefits are tax credits: the
American opportunity tax credit (AOTC) and the lifetime learning credit (LLC). Although the AOTC is
refundable, both credits largely accrue to middle-class households, as these households typically have larger
out-of-pocket expenses for higher education than lower-income households, who receive traditional aid. The
Congressional Budget Office estimates that nearly all other tax benefits for higher education similarly benefit
middle- and upper-class families. The one exception is a provision allowing college dependents to qualify as
children for the refundable earned income tax credit, which primarily benefits taxpayers in the bottom two
quintiles.

The Tax Cuts and Jobs Act (TCJA) did not dramatically change tax benefits for higher education savings or
loan repayment. It also avoided changes to the AOTC and LLC. However, the legislation did significantly
change the structure of tax benefits for those claiming a dependent college student. In prior years, taxpayers
could only claim dependents over 18 if the dependent’s gross income was below a modest amount.
However, parents could claim full time students ages 19 to 23 without regard to the gross income test. In
2017, taxpayers received an additional $4,050 personal exemption for each 19- to 23-year-old college
student claimed as a dependent.

The Tax Cuts and Jobs Act eliminated all personal exemptions but it also expanded the child tax credit to
include a $500 nonrefundable credit for dependents not eligible for the regular child tax credit, including 19-
to 23-year-old dependent college students. This change transformed the tax savings for claiming a college
student dependent from one which depended on the parents’ tax rate to a credit where all taxpayers get an
equivalent benefit regardless of their tax rate (up to the limit of their total income tax liability). This shifts
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more of the value of the benefit from higher-income taxpayers to lower-income taxpayers. However, because
the new credit is nonrefundable, it still does not reach the lowest-income taxpayers.

TABLE 1
Tax Benefit of Education Credits and the Student Loan Interest Deduction
Distribution of tax benefits, by income percentile, calendaryear 2018 T PC
Share of Tax Units (%) i
Expanded Cash Incom¢ —Mm———————— SRR Share of Total  Average Benefit
o 23 . , , . After-Tax Income (% 2 1o
Percentile® With benefit Without benefit . Benefit (%) ($)
points)
Lowest Quintile 7.6 92.4 0.4 13.2 60
Second Quintile 11.3 88.7 0.3 20.2 110
Middle Quintile 14.7 85.3 0.3 241 150
Fourth Quintile 16.4 83.6 0.2 28.3 200
Top Quintile 9.6 90.4 0.1 14.2 120
All 11.6 88.4 0.2 100.0 120

Addendum: Top Quintile

80-90 17.8 82.2 0.2 13.6 230
90-95 1.5 98.5 0.0 0.5 20
95-99 0.2 99.9 0.0 0.1 *
Top 1 Percent 0.0 100.0 0.0 0.0

Top 0.1 Percent 0.0 100.0 0.0 0.0 0

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0718-1), October 2018.

Notes: Education credits include the American Opportunity Tax Credit and the Lifetime Learning Credit. "Expanded Cash Income Percentile"
includes both filing and non-filing units but excludes those that are dependents of other tax units. Tax units with negative adjusted gross
income are excluded from their respective income class but are included in the totals; the income percentile classes used are based on the
income distribution for the entire population and contain an equal number of people, not tax units.

* = between zero and 0.5 percent

In addition to the benefits discussed above, tax benefits for education include a business deduction for work-
related education expenses; an exclusion from taxable income of scholarships, grants, tuition reductions, and
employer-provided educational assistance; and penalty-free early withdrawals from individual retirement
accounts if the funds are used for educational expenses.
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