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Key Rulemaking Issues: Education Freedom Tax Credit (IRC § 25F)

EXECUTIVE SUMMARY

$3400 v $1700 - Treasury has been given ample legal arguments to interpret “each taxpayer” to
mean up to $3,400 for a married couple filing jointly. This would allow SGOs to serve substantially
more students, while the lower amount imposes a “marriage penalty”.

Homeschools/Microschools - Treasury’s guidance preview would limit homeschool student
participation to the 22 states that define homeschools as private schools. This would negatively
impact homeschools, microschools, hybrid schools, and co-ops. The law says that all students are
eligible if they are “eligible to enroll” in K-12 schools and meet the income requirements.

SGOs - The FSTC Coalition has heard from SGOs around the country on several issues, among them:
SGOs should be able to transfer § 25F funds to another SGO; SGOs should have at least three years to
expend funds; there should be a numerical standard, such as 51%, for SGOs to take advantage of the
90% safe harbor.

Section 530 Expenses - Parents should be free to choose extended day programs such as Boys &
Girls Clubs, YMCAs, and hundreds of other community-based organizations even if they are not first
approved or under contract by their child’s “school.”

Ease of Taxpayer Giving - Automatic payroll deductions combined with adjusting withholding are
essential to the success of the Federal Scholarship Tax Credit (FSTC). This will allow taxpayers to
contribute without having to lay out funds. The W-4 should match the W-4P and clarify that
donating to an SGO via an employer is similar to regular charitable donations.

Please see below for more explanation and additional items for clarification.
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Key Rulemaking Issues: Education Freedom Tax Credit (IRC § 25F)

With its June 2026 preview of the expected rules for the Education Freedom Tax Credit (EFTC), the
U.S. Department of Treasury provided clarity on many important issues. However, there are still
some key questions that have not been answered. Additionally, our coalition has heard concerns
about the preview from our members that we hope Treasury will consider in order to ensure the
Administration’s goal of successful implementation.

The following is a list of key issues that Treasury still needs to resolve in its rulemaking.

State Opt-ins
e Opting in for 2027 after January 1st:

The law implies in § 25F(g)(1)(A) that in 2027 states may opt in after January 1st if that is
“as early as practicable.” States that qualify should have at least 60 days to opt in. This would
be comparable to other states which will have from mid-September, when rules are
expected, until January 1st to set up a process and approve SGOs.

e Recourse for SGOs denied arbitrarily
Treasury should provide recourse for an SGO which complies with all of the federal
requirements yet a governor omits it from the state list.

Taxpayer/Donor Contributions

o Will Treasury impose a “marriage penalty” on couples filing jointly, or will each
individual in a couple be allowed a credit up to $1,700 for a total of $3,400?

We have provided Treasury with ample legal arguments to interpret “each taxpayer” to
mean up to $3,400 for a married couple filing jointly. The higher amount would mean the
ability to potentially serve hundreds of thousands of additional children.

o Ifa state provides a partial credit for contributions to a state-based K-12 scholarship
program, can a single donation be made that is split with EFTC?

§ 25F(b)(2) states: “The amount allowed as a credit...shall be reduced by the amount
allowed as a credit on any State tax return of the taxpayer for qualified contributions made
by the taxpayer during the taxable year.” This means that if a donor contributed $1,000 to an
SGO and chooses to take $500 as a credit on the donor’s state tax return, the taxpayer may
not take more than $500 as a credit on a federal tax return. Treasury should clarify that if
the state only provides a 50% tax credit and the donor takes $500 as a state tax credit then
the donor may take the remaining $500 as a federal tax credit without making a separate
donation.
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Will the IRS place any additional restrictions on donor intent?

The law prohibits SGOs from earmarking or setting aside “contributions for scholarships”
from a donor for “any particular student.” We understand this to mean that the SGO can’t
allow a donor to make such a condition (even though the statute references the SGO). We
ask Treasury to clarify that, other than this one restriction, SGOs can allow donors to restrict
the use of their funds to, for example, specific regions, school models, types of students,
programs, and even a specific school.

For multi-state SGOs, will taxpayers be required to designate a state at the time of
donation or may they donate to an unrestricted account, for the SGO to decide?

Treasury’s preview said that a multi-state SGO must maintain separate segregated accounts
for each state. Donors should be allowed to direct the contribution to a specific state or to an
unrestricted national pot. SGOs should be allowed to allocate non-designated donations
where they see the greatest need.

If a taxpayer donates to more than one qualified SGO, how will that be handled?

Some taxpayers will want to divide their contributions among many SGOs. Treasury said
that each donor will be assigned a unique donor number, suggesting that these taxpayers
would be assigned multiple unique numbers. Will Treasury have a system for rationalizing
all the forms and filings implied by this scenario?

Eligible Education Providers

Will Treasury prevent families from choosing “non-school” afterschool providers, except
when they are contracted by a “school?”

Coverdell accounts may be used for some expenses “which are incurred in connection with
the enrollment or attendance” at a school, and other expenses, such as extended-day
programs, only when they “are required or provided by a...school.” If Treasury interprets
this strictly, it would mean that families could not choose such extended day programs as
Boys & Girls Clubs, YMCAs, and hundreds of community-based organizations unless they are
first approved or under contract by their child’s “school.” We believe such an interpretation
over-reads the law’s cross-reference to IRC subsection 530(b)(3)(A)(i-iii).

Eligible Students

Will Treasury disqualify students from receiving scholarships if they attend
homeschools, micro-schools, and other innovative models in states that don’t technically
classify such educational settings as a “school”?

At its rule preview, Treasury suggested that the law’s cross-reference to a Coverdell
subsection (§ 530(b)(3)(A)) might mean that students cannot receive § 25F scholarships
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unless they attend a “school” as defined in state law. At least 28 states do not clearly define
homeschools, microschools, hybrid schools, and co-ops as “schools.” The Coalition’s view is
that all students are eligible for EFTC-funded scholarships if they are “eligible to enroll” in K-
12 schools and meet the income requirements. The reference to Coverdell was merely
meant to provide a list of the types of eligible expenses, not to impose yet another
regulatory regime.

o Will family size be a factor in determining the area median gross income (AMI)?

By using a flat HUD area amount for AM], it allows a few households with small families to
be eligible for FSTC-funded scholarships, but it excludes more than 500,000 children who
would be eligible if AMI were adjusted for household size.

e How will the IRS define “disqualified person?”

SGOs are prohibited from granting EFTC-funded scholarships to “disqualified
persons...pursuant to rules similar to § 4946,” a part of the IRS code addressing potential
self-dealing by private foundations. Many of the sections of 4946 aren’t applicable to an SGO.
“Disqualified person” should be limited to the immediate family of the SGO’s largest donors
(more than $5,000 and 2% of the total contributions) and key staff involved in decisions
about scholarship awards.

e (Can an SGO approved to operate in one state provide scholarships to either: 1) a student
resident who is attending a school or program in another state; or 2) a non-resident who
is attending a school or program in the SGO’s state?

SGO must fund scholarships for “eligible students solely within the State in which the
organization is listed.” The statute doesn’t say that the student must be a resident. Students
in border regions commonly traverse state boundaries to attend schools. There are also
implications for boarding schools, virtual schools and for children in military families
temporarily stationed in another state. “Within a state” should mean either residing or
attending school within the state.

SGO Operations and Accounting

e Can an SGO transfer § 25F funds to another SGO, and if so, how will both SGOs
demonstrate to the IRS that they have collectively abided by the requirement that no
more than 10% of 25F donations are spent on non-scholarship expenses?

As the SGO community continues to evolve, a few SGOs have positioned themselves to
specialize in raising funds that could be redistributed to other SGOs that specialize in
processing applications and distributing scholarships.
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The Coalition believes Treasury will want to encourage such fundraising intermediaries
because they will reduce waste and fraud and because they will help ensure successful

implementation of the scholarship programs.

o How long can an SGO hold a scholarship donation until it must be spent?

The statute is silent on how long SGOs have before committing or spending its §25F
contributions. This is relevant to the calculation of the requirement that SGOs use 90% of
their “income” for awarding scholarships, especially for donations that come in at year-end
along with other charitable giving. Recommendations for this period range from three to
five years. The original Educational Choice for Children Act also counted multi-year
scholarships as “spent” in the year of the allocation decision.

o How will Treasury define “largely” in determining which SGOs can take advantage of the
“90%-of-income” safe harbor?

In announcing a potential safe harbor for calculating the law’s “90% of income”
requirement, Treasury said the safe harbor would only be available “if the organization’s
activities are largely scholarship-granting activities.” One of the rationales is to ensure that
existing SGOs can continue to operate. Treasury should create a numerical standard (e.g.,
51% of expenditures on scholarships) and allow the safe harbor to be used by certain types
of SGOs (e.g., those approved to operate state-based tax-credit scholarship programs).
Treasury may also want to consider all of the funds used for scholarship-granting activities
of the organization including, income verification, government compliance costs, and
scholarship administration.

e Automatic payroll deduction and charitable giving

Automatic payroll deductions combined with adjusting withholding will play a key role in
the success of the FSTC as this allows taxpayers to contribute without having to lay out
funds. The draft instructions for the 2027 W-4 form mentions FSTC as a reason to adjust
withholding and the draft W-4P worksheet mentions FSTC. We urge the IRS to have the W-4
match the W-4P and to clarify that donating to an SGO via an employer should be similar to
regular charitable donations.



