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Focus of Today's Lesson
• This lesson covers how students can allocate their Pell
Grant or scholarship to non-qualifying education
expenses to get a better benefit from the American
Opportunity Tax Credit (AOTC).
• You’ll learn the tax effect of the allocation process to
both parents and students.
• We’ll show you how to maximize the refund of a
working mom in college who qualifies for EITC, CTC,
AOTC and who gets a scholarship. It’s a balancing act.
• Sometimes a college isn’t required to issue Form 1098-T.
What can the student do? We’ll tell you.
• Learn when a taxpayer can be banned from the AOTC.
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Clarification of Terminology
Tax-free educational assistance: We will use
“Scholarships” to mean both Pell Grants and
Scholarships [most scholarships do not specify
funds must be used for Qualified Education
Expenses (QEE)].
The following terms refer to the same process of
choosing to allocate scholarship funds between
QEE and living expenses for a better credit:
• Allocating to living expenses (at home or away)
• Allocating to non-qualifying education expenses
• Allocating to taxable income
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Clarification of Terminology
For today’s lesson:
Qualified Education Expenses (QEE) are tuition
& related expenses required to enroll or attend
class reported in Box 1 or 2 of Form 1098-T.
Non-qualified Education Expenses (NQEE)
include room & board, transportation or similar
personal, living or family expenses. The cost of
living at home is classified as NQEE.
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Objectives:
At the end of this lesson you will be able to:
1. Allocate scholarships to taxable income to increase
benefits from the American Opportunity Tax Credit
2. Determine if a student needs to file a tax return to
report scholarship allocated to taxable income
3. If student files return, determine if Kiddie Tax is
owed on the taxable scholarship per Form 8615, Tax
on Certain Children Having Unearned Income
4. Prepare a Form 8615 if required (now in-scope,
limited to students with taxable scholarships)
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Allocation: What is it & Why
The U.S. Treasury looked into making college
more affordable and issued a fact sheet to
explain how students who receive scholarships
can often increase benefits from AOTC by
allocating scholarships to living expenses.
Next slides explain the Treasury’s allocation
process. IRS discusses the details of this process
in Publication 970, Tax Benefits for Education.
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Fact Sheet: Interaction of Pell Grants and Tax Credits:
Students May Be Foregoing Tax Benefits by Mistake
(March 2014)

Excerpt from Treasury Fact Sheet on Interaction of Scholarships and
Tax Credits:
"For students with scholarships, such as Pell Grants, the process for
claiming education-related tax credits, like the American Opportunity
Tax Credit (AOTC), is unusually complex and results in many eligible
students and parents (if the student is a dependent) foregoing tax
credits for which they qualify.”
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Excerpts from Treasury Fact Sheet
“Current law generally allows students to decide whether to treat their Pell
Grants as paying for QTRE* or for living expenses. Notably, a student may
choose to treat her Pell Grant as paying for living expenses even if the
institution applies the Pell Grant against tuition and fees. A student may
allocate Pell Grant funds toward living expenses up to the amount of her actual
living expenses, which may differ from the living expenses estimated by her
school in computing her official cost of attendance under student aid rules.
The federal tax requirements applicable to this allocation decision are that
1) any scholarship (including a Pell Grant) be used in a manner consistent
with its terms, 2) any scholarship that is allocated to QTRE be subtracted
from QTRE for purposes of the AOTC (or LLC), and 3) any scholarship
that is allocated to living expenses be included in taxable income on the
student’s (and not the parent’s) federal income tax return.”
*QTRE – Qualified Tuition and Related Expenses. Also referred to as Qualified
Education Expenses (QEE) elsewhere in this lesson.
Note: Bold font and underline added for emphasis.
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Key Points from Treasury Fact Sheet
• Many students would benefit by claiming at least a portion of their
QTRE for the AOTC, even if that requires allocating some of their
Pell Grant (or other scholarships) in taxable income
• If QTRE exceeds scholarships by $4,000 or more, student can claim
the maximum AOTC without allocating any scholarship to income
• But if QTRE minus scholarships is less than $4,000, student may
claim a larger AOTC by including a portion of scholarship in income
• Most Pell Grant recipients eligible for AOTC would benefit from
allocating a portion of their Pell Grant to living expenses so as to
claim at least $2,000 of QTRE for the AOTC—dollar for dollar credit
for first $2,000 of QTRE
• Taxpayers may not know they have a choice to allocate scholarship
funds between QTRE and living expenses on their tax return
• Allocation process also applies to Lifetime Learning Credit.
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Questions and Answers
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Case #1 – Allocation Process When Parents & Student Coordinate

John and Mary First, had $50,000 of wages. Their son, Brandon, is a 20 year old
full-time student with no income. The Intake/Interview Process reveals the
following:
•
•
•
•

Brandon’s Form 1098-T shows $5,000 of qualified education expenses (QEE)
and a scholarship of $5,000.
College room & board cost $4,000. (aka, living expenses or NQEE)
He got a $2,750 student loan and his parents provided $1,250.
By its terms, the scholarship wasn’t designated for any particular expense.

They opted to allocate $4,000 of scholarship to room & board, and $1,000 to
QEE, illustrated in the next slide.
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Allocating Scholarship to NQEE

Brandon's total qualified education
expenses

$5,000

Brandon's total scholarship

$5,000

Allocated to living expenses

$4,000

Tax-free portion of scholarship

$1,000 $1,000

QEE available to claim on Form 8863

$4,000
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Case #1 – Tax Impact of Allocating Scholarship to Taxable
Income
Parents – By claiming $4,000 of QEE on Form 8863, they receive $2,500 of
AOTC benefits—
• Non-refundable credit of $1,500
• Refundable credit of $1,000
Remember, allocating $4,000 of scholarship to living expenses creates
taxable income. However, it’s not reported on the parent’s tax return because
it’s considered the student’s income rather than the parent’s.
Brandon - Although Brandon now has $4,000 of taxable scholarship income,
he is not required to report the income to IRS because his income of $4,000
falls below the tax filing requirements—illustrated in the next slide.
IMPORTANT: Record the amount of scholarship being allocated to living
expenses on Form 13614-C, Intake/Interview & Quality Review Sheet.
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1. – Since taxable scholarship is earned income for filing requirement test, Brandon
doesn’t have unearned income.
2. – $4,000 taxable scholarship is less than $12,000 of earned income threshold

3. – Brandon’s gross income is $4,000. 3(b) is $4,350 ($4,000 + $350). So, his gross income
is less than threshold. Under #1 #2 & #3, Brandon doesn’t need to file a tax return.
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Case #1 – TaxSlayer Prep of Parent’s F8863
The next slides will illustrate the steps for data
entry of Form 8863 for the AOTC in TY 2017. The
TY2018 version was not ready in time for this
presentation but is not expected to change very
much if at all.
Please note: the Credits Menu is listed as a
selection under Tax Deductions.
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Case #1 – TaxSlayer Prep of Parent’s F8863
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Case #1 – TaxSlayer Prep of Parent’s F8863
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Case #1 – TaxSlayer Prep of Parent’s F8863
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Case #1 – TaxSlayer Prep of Parent’s F8863
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Case #1 – TaxSlayer Prep of Parent’s F8863

Note: “Qualified expenses” should be reduced only by the tax-free portion of
scholarships/grants that remains after allocating to living expenses as income.
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Kiddie Tax
• Form 8615, Tax on Certain Children Who Have Unearned Income, is
commonly referred to as Kiddie Tax.
• Typically, Kiddie Tax applies to children younger than 18 who have
investment income and have to pay income tax calculated on Form
8615. However, children under age 24 who are full-time students*
may also be subject to Kiddie Tax if they have taxable scholarship
income not reported on W-2.
• The allocation of scholarships to living expenses (to get a larger
AOTC) results in taxable income to the student and may lead to a
Kiddie Tax obligation for the student--but only if the student has a
filing requirement.
• Tab A of Pub 4012 explains the conditions under which taxable
scholarship income is subject to Kiddie Tax and thereby requiring a
Form 8615.
• Form 8615 is now in scope for VITA/TCE, limited to students with
taxable scholarships.
* Qualifying Child Rules
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Case #2 – Student Subject to Kiddie Tax
Same scenario as Case #1 except Brandon now has W-2 for $8,500. His
parents still claimed $4,000 of QEE for AOTC based on the decision to
allocate $4,000 of scholarship to living expenses. The allocation results
in Brandon having $12,500 of income ($8,500 wages + $4,000 of
taxable scholarship).
Effect on parent’s tax return: As in Case #1 they qualify for $2,500 of AOTC.
Effect on Brandon’s tax return – There are two critical tests that determine the
tax impact of the $4,000 taxable scholarship income.
Use Chart B and Kiddie Tax section in Tab A of Pub 4012 to apply the two tests:
1. Test to determine if Brandon has a filing requirement. (Here, taxable
scholarship counts as earned income.)
2. Test to determine if Brandon will be subject to Kiddie Tax. (Here, taxable
scholarship “not reported on Form W-2” is classified as unearned income.)
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Case #2 – Rules From Pub 4012 Tab A
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1. – Since taxable scholarship is earned income for filing requirement test, Brandon
doesn’t have any unearned income for number 1.
2. – $8,500 wages + $4,000 scholarship exceeds $12,000 of earned income threshold
3. – Brandon’s gross income is $12,500. 3(b) is $12,000 ($11,650 + $350). Therefore, his
gross income exceeds this threshold. Under #2 & #3, Brandon must file a tax return.
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Case #2 Kiddie Tax Test Results
Test 1 – Brandon is required to file return. His earned
income $12,500 ($8,500 wages + $4,000 taxable
scholarship) exceeds the $12,000 earned income
threshold for filing a return.
Test 2 – Brandon must pay Kiddie Tax. His unearned
income (taxable scholarship not reported on W-2) is
$4,000--more than the $2,100 threshold for Kiddie Tax.
He must file Form 8615 with his return.
NOTE: You should record the allocation amount on Form 13614-C and advise the
taxpayer to keep the record with a copy of their tax return.
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TaxSlayer Prep of Brandon’s Return
• Enter the W-2 as you normally do
• Next slides show how to enter the taxable scholarship
amount, which will go to line 1 of revised Form 1040
• Total income of $12,500 minus standard deduction of
$12,000 equals $500 taxable income on line 10 of F1040
• Due to tax reform changes to Form 8615, TaxSlayer’s new
process for TY2018 was not available. However, slides will
illustrate filled-in draft copies of F8615 and 1040 for
Brandon’s 2018 tax return
• CAUTION: TaxSlayer doesn’t automatically add F8615 to
return; preparer must add the form if required.
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Case #2: TaxSlayer – Brandon’s Return
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Case #2: TaxSlayer – Brandon’s Return
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Case #2 - Step 1 of F8615
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Case #2 - Step 2 of F8615
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Case #2 - Step 3 of F8615
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Case #2 - Step 4 of F8615

32

Summary of Case #2
• Parents receive $2,500 for AOTC after allocating $4,000 of
Brandon’s scholarship funds to living expenses.
• The allocation to living expenses creates $4,000 taxable scholarship
income for Brandon.
• Brandon’s $4,000 taxable scholarship added to his $8,500 of wages
equals $12,500 of earned income--causing a filing requirement.
• The $4,000 taxable scholarship is unearned income for purposes of
Kiddie Tax for Brandon.
• Because his unearned income of $4,000 is over the $2,100
threshold for Kiddie Tax, he must pay Kiddie Tax using Form 8615
with his return.
• CAUTION: TaxSlayer does not alert the preparer when Form 8615 is
required.
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Case #3 Student with a Dependent Child
When a student is a working parent who qualifies for EITC, CTC
and needs to allocate scholarship funds to living expenses to
claim AOTC, consider the following:
• The taxable scholarship from allocating to living expenses is
reported on the parent’s return since she is the student.
• Changes to earned income & AGI can either increase or
decrease EITC and CTC/ACTC amounts.
• The refund depends on a combination of all 3 credits.
• Best to first enter all tax data in TaxSlayer before trying
different amounts of QEE for the AOTC.
• May take several attempts to find the best QEE amount to use
that will result in the highest overall refund.
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Case #3 Student with a Dependent Child
Jane, an unmarried full-time student with 10 year old child and
wages of $20,000, paid $6,000 for QEE, was awarded $5,500
scholarship and had $10,000 living expenses.
 If she doesn’t allocate any scholarship to income: Refund is $4,331
 If she allocates all scholarship to income: Refund is $4,252
 If she allocates $2,000 to QEE and $3,500 to income: Refund is
$4,571
 If she allocates $4,000 to QEE and $1,500 to income: Refund is
$4,691
Note: This example is from Pub 970 (for TY 2017). Jane meets all
requirements for AOTC and qualifies for CTC and EITC. Also, no FITW.
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Case #3 Student with a Dependent Child
By not allocating any part of
scholarship to income, she
can only claim $500 of QEE
($6,000 – $5,500 = $500)
– AGI: $20,000
– Tax: $256 (line 43)
– AOTC: $456 ($200 is
refundable) {QEE = $500}
– ACTC: $1,000
– EITC: $3,131
– Refund: $4,331

By allocating $1,500 of
scholarship to income, she
can claim $2,000 of QEE
($6,000 - $4,000 = $2,000)
– AGI: $21,500
– Tax: $408 (line 43)
– AOTC: $1,208 ($800 is
refundable) {QEE = $2,000}
– ACTC: $1,000
– EITC: $2,891

-- Refund: $4,691

Note: This is Example 5 in Pub 970, pages 16 and 17 (for TY2017)
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Summary of Case #3 Student with Child
• If no allocation to income, entire scholarship
would be tax-free and subtracted from the QEE
reported by college.($6,000 – 5,500 = $500)
• After several attempts, Jane’s refund was highest
when $2,000 of QEE was used for AOTC.
• To claim $2,000 of QEE, Jane allocated $1,500 to
income ($6,000 – (5,500 – 1,500) = $2,000)
• Remember, the first $2,000 of QEE yields the
highest return--$1 of credit for each dollar of QEE
reported on Form 8863 for AOTC!
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No Form 1098-T? What to Do-A college is not required to send a Form 1098-T
under certain conditions including—
• student is a nonresident alien
• QEE paid entirely with scholarships
• QEE paid under a formal billing arrangement
• Enrollment in non-academic credit courses
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No Form 1098-T? What to Do-If a college doesn’t issue Form 1098-T, a student may still
claim the AOTC if she otherwise qualifies, can verify
enrollment at an eligible college, and can prove payment
of QEE.
What should the student do? Obtain a printout of their
account. It’ll show information needed to claim AOTC.
Most students can access their account online and print it
for their tax records.
To find college’s EIN, they can ask financial aid office or
other students who did get F1098-T. Also, keying “EIN of
college” reveals resources on the internet that can help.
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Be Careful Claiming AOTC
Form 8862, Information To Claim Certain
Refundable Credits After Disallowance, may be
required to claim AOTC if it was denied or
reduced for any reason other than a math or
clerical error.
Furthermore, taxpayers can’t claim AOTC for—
• 2 years if IRS determined claim was due to
reckless or intentional disregard of rules, or
• 10 years if claim was due to fraud
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Questions and Answers
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Summary
• Most taxpayers can benefit by choosing to
allocate their Pell Grants/Scholarships between
QEE and living expenses even though it results in
taxable scholarship income for the student.
• A taxable scholarship over $2,100 can mean
Kiddie Tax to a full-time student under age 24 if
he has a filing requirement.
• If the student is subject to Kiddie Tax, he must
include Form 8615, Tax for Certain Children with
Unearned Income, with his return.
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Summary – Cont’d
• The highest refund for a student who receives
a scholarship and who qualifies for EITC, CTC
and AOTC depends on a combination of all
three credits.
– To find the best combination, first enter all tax
data and then work with Form 8863 for AOTC.
– It may take several attempts to find the best way
to allocate a scholarship between QEE & living
expenses that will provide the highest overall
refund based on the combination of all credits.
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Summary – Cont’d
• If a college doesn’t issue Form 1098-T, the AOTC can still be
claimed by or for a student who otherwise qualifies and can
substantiate all required information.
• Form 8862 may be required if AOTC is denied or reduced for a
reason other than a math or clerical error.
• Taxpayers can be banned from AOTC—
o For 2 years if claim was due to reckless or intentional
disregard of rules
o For 10 years of claim was fraudulent
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Questions and Answers
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