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Figuring Your Taxes and Credits 
 

 
 

This self-study course discusses some of the adjustments to income that you can deduct in 
figuring your adjusted gross income. Also discussed are contributions made to traditional 
individual retirement arrangements (IRAs), moving expenses, alimony paid, educator 
expenses, student loan interest, and tuition and fees paid. Though this basic tax course does 
not require any prerequisites, its recommended target audience is for existing Enrolled 
Agents, however anyone may take this course. This course provides 3 CE credits in the IRS 
Federal Tax Law category. 
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NOTICE 
This course is sold with the understanding that the publisher is not engaged in rendering legal, 
accounting, or other professional advice and assumes no liability whatsoever in connection with its 
use. Since laws are constantly changing, and are subject to differing interpretations, we urge you to 
do additional research and consult appropriate experts before relying on the information contained 
in this course to render professional advice  
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Chapter 1: How To Figure Your Tax 
 
Chapter Objective 
After completing this chapter, you should be able to: 

• Recognize various alternative minimum tax adjustments and preference items. 
 

I. Introduction 
 
After you have figured your income and deductions as explained in Parts One through Five, your next 
step is to figure your tax. This chapter discusses: 

• The general steps you take to figure your tax, and 
• An additional tax you may have to pay called the alternative minimum tax (AMT). 

 

II. Figuring Your Tax 
 
Your income tax is based on your taxable income. After you figure your income tax and any alternative 
minimum tax, subtract your tax credits and add any other taxes you may owe. The result is your total 
tax. Compare your total tax with your total payments to determine whether you are entitled to a 
refund or must make a payment. 
This section provides a general outline of how to figure your tax. 
Tax. Most taxpayers use either the Tax Table or the Tax Computation Worksheet to figure their income 
tax. However, there are special methods if your income includes any of the following items. 

• A net capital gain (see chapter 16). 
• Qualified dividends taxed at the same rates as a net capital gain (see chapters 8 and 16). 
• Lump-sum distributions (see chapter 10). 
• Farming and fishing income (see Schedule J (Form 1040). 
• Tax for certain children who have unearned income (see Chapter 2). 
• Parents’ election to report child’s interest and dividends (see Chapter 2). 
• Foreign earned income exclusion or the housing exclusion. 

Credits. After you figure your income tax and any alternative minimum tax (discussed later), determine 
if you are eligible for any tax credits. Eligibility information for these tax credits is discussed in chapters 
31 through 37 and your form instructions. 
 

III. Alternative Minimum Tax 
 
This section briefly discusses an additional tax you may have to pay. 
The tax law gives special treatment to some kinds of income and allows special deductions and credits 
for some kinds of expenses. Taxpayers who benefit from the law in these ways may have to pay at 
least a minimum amount of tax through an additional tax. This additional tax is called the alternative 
minimum tax (AMT). 
In 2021, you may have to pay the alternative minimum tax if your taxable income for regular tax 
purposes, combined with certain adjustments and tax preference items, is more than: 

• $114,600 if your filing status is married filing joint (or qualifying widow(er) with dependent 
child), 

• $73,600 if your filing status is single or head of household, or 
• $57,300 if your filing status is married filing separate. 

These amounts will be indexed annually for inflation. 
Adjustments and tax preference items. The more common adjustments and tax preference items 
include: 

• Addition of standard deduction (if claimed), 
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• Addition of itemized deductions claimed for state and local taxes, certain interest, and part of 
medical expenses, 

• Subtraction of any refund of state and local taxes included in gross income, 
• Changes to accelerated depreciation of certain property, 
• Difference between gain or loss on the sale of property reported for regular tax purposes and 

AMT purposes, 
• Addition of certain income from incentive stock options, 
• Change in certain passive activity loss deductions, 
• Addition of certain depletion that is more than the adjusted basis of the property, 
• Addition of part of the deduction for certain intangible drilling costs, and 
• Addition of tax-exempt interest on certain private activity bonds. 

 
CHAPTER 1: TEST YOUR KNOWLEDGE 
The following question is designed to ensure that you have a complete understanding of the 
information presented in the chapter (assignment). It is included as an additional tool to enhance your 
learning experience and does not need to be submitted in order to receive CE credit. 
We recommend that you answer the question and then compare your response to the suggested 
solution on the following page before answering the final exam question(s) related to this chapter 
(assignment). 
 
1. You may have to calculate and pay the alternative minimum tax (AMT) if your taxable income for 
regular tax purposes, combined with certain adjustments and tax preference items, exceeds a 
specified amount. Which of the following is not a tax preference item or an adjustment: 

A. changes to accelerated depreciation of certain property 
B. deductions for intangible drilling costs 
C. tax-exempt interest on certain private activity bonds 
D. interest income from savings accounts 

 
CHAPTER 1: SOLUTION AND SUGGESTED RESPONSES 
Below is the solution and suggested responses for the question on the previous page. If you choose 
an incorrect answer, you should review the page(s) as indicated for the question to ensure 
comprehension of the material. 
 
1.  

A. Incorrect. Changes to accelerated depreciation of certain property is an example of an 
adjustment or tax preference item. 

B. Incorrect. Deductions for intangible drilling costs is an example of an adjustment or tax 
preference item. 

C. Incorrect. Tax-exempt interest on certain private activity bonds is an example of an 
adjustment or tax preference item. 

D. CORRECT. Interest income on a standard savings account would be reported on Schedule B 
and not as a tax preference item. 
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Chapter 2: Tax On Unearned Income Of Certain Children 
 
Chapter Objective 
After completing this chapter, you should be able to: 

• Recall the rules related to the tax on unearned income of certain children. 
 

I. Introduction 
 
This chapter discusses the following two rules that may affect the tax on unearned income of certain 
children. 

1. If the child’s interest and dividend income (including capital gain distributions) total less than 
$11,000, the child’s parent may be able to choose to include that income on the parent’s 
return rather than file a return for the child. 

2. If the child’s interest, dividends, and other unearned income total more than $2,200, the 
child’s income is taxed at special tax rates. 

For these rules, the term “child” includes a legally adopted child and a stepchild. These rules apply 
whether or not the child is a dependent. These rules do not apply if neither of the child’s parents were 
living at the end of the year. 
 

II. Parent’s Election To Report Child’s Interest And Dividends 
 
You may be able to elect to include your child’s interest and dividend income (including capital gain 
distributions) on your tax return. If you do, your child will not have to file a return. 
You can make this election only if all the following conditions are met. 

• Your child was under age 19 (or under age 24 if a full-time student) at the end of the year. 
• Your child had income only from interest and dividends (including capital gain distributions 

and Alaska Permanent Fund dividends). 
• The child’s gross income was less than $11,000. 
• The child is required to file a return unless you make this election. 
• The child does not file a joint return for the year. 
• No estimated tax payment was made for the year, and no overpayment from the previous 

year (or from any amended return) was applied to this year under your child’s name and SSN. 
• No federal income tax was taken out of your child’s income under the backup withholding 

rules. 
• You are the parent whose return must be used when applying the special tax rules for children. 

How to make the election. Make the election by attaching Form 8814 to your Form 1040, 1040-SR, or 
1040-NR. Attach a separate Form 8814 for each child for whom you make the election. You can make 
the election for one or more children and not for others. 
 
EFFECT OF MAKING THE ELECTION 
The federal income tax on your child’s income may be more if you make the Form 8814 election. 
Rate may be higher. If your child received qualified dividends or capital gain distributions, you may 
pay up to $110 more tax if you make this election instead of filing a separate tax return for the child. 
This is because the tax rate on the child’s income between $1,100 and $2,200 is 10% if you make this 
election. However, if you file a separate return for the child, the tax rate may be as low as 0% because 
of the preferential tax rates for qualified dividends and capital gain distributions. 
Deductions you cannot take. By making the Form 8814 election, you cannot take any of the following 
deductions that the child would be entitled to on his or her return. 

• The additional standard deduction if the child is blind. 
• The deduction for a penalty on an early withdrawal of your child’s savings. 
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• Itemized deductions (such as your child’s investment interest expenses or charitable 
contributions). 

Alternative minimum tax (AMT). If your child received tax-exempt interest (or exempt-interest 
dividends paid by a regulated investment company) from certain private activity bonds, you must 
determine if that interest is a tax preference item for AMT purposes. If it is, you must include it with 
your own tax preference items when figuring your AMT. 
Net Investment Income Tax (NIIT). When figuring any NIIT on Form 8960, the amount on line 12 of 
Form 8814 (other than Alaska Permanent Fund dividends) will increase the amount of your net 
investment income reported on Form 8960. 
Reduced deductions or credits. If you use Form 8814, your increased adjusted gross income may 
reduce certain deductions or credits on your return including the following. 

• Deduction for contributions to a traditional individual retirement arrangement (IRA). 
• Deduction for student loan interest. 
• Itemized deductions for medical expenses and casualty and theft losses. 
• Credit for child and dependent care expenses. 
• Child tax credit. 
• Education tax credits. 
• Earned income credit. 

Penalty for underpayment of estimated tax. If you make this election for 2021 and did not have 
enough tax withheld or pay enough estimated tax to cover the tax you owe, you may be subject to a 
penalty. If you plan to make this election for 2022, you may need to increase your federal income tax 
withholding or your estimated tax payments to avoid the penalty. 
 

III. Tax For Certain Children Who Have Unearned Income 
 
Special tax rates apply to certain dependent children with unearned income of $2,200 or more. If the 
child’s income is $2,200, you may be able to file Form 8615 to figure the tax. If the parent does not or 
cannot choose to include the child’s income on the parent’s return, use Form 8615 to figure the child’s 
tax. Attach the completed form to the child’s Form 1040 or 1040-NR. 
 
WHEN FORM 8615 MUST BE FILED 
Form 8615 must be filed for a child if all of the following statements are true: 

1. The child’s unearned income was more than $2,200. 
2. The child is required to file a return for 2021. 
3. The child either: 

a) Was under age 18 at the end of the year, 
b) Was age 18 at the end of the year and did not have earned income that was more 

than half of his or her support, or 
c) Was a full-time student at least age 19 and under age 24 at the end of 2021 and did 

not have earned income that was more than half of his or her support. 
4. At least one of the child’s parents was alive at the end of 2021. 
5. The child does not file a joint return for 2021. 

 
EARNED INCOME 
Earned income includes salaries, wages, tips, professional fees, and other compensation received for 
personal services performed. It also includes any amount received as a scholarship that you must 
include in income. 
Unearned Income Defined. Unearned income is generally all income other than salaries, wages, and 
other amounts received as pay for work actually done. It includes taxable interest, dividends, capital 
gains, unemployment compensation, taxable scholarship and fellowship grants not reported on Form 
W-2, the taxable part of social security and pension payments, and certain distributions from trusts. 
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Unearned income includes amounts produced by assets the child obtained with earned income (such 
as interest on a savings account into which the child deposited wages). 
Nontaxable income. For this purpose, unearned income includes only amounts the child must include 
in total income. Nontaxable unearned income, such as tax-exempt interest and the nontaxable part 
of social security and pension payments, is not included. 
Income from property received as a gift. A child’s unearned income includes all income produced by 
property belonging to the child. This is true even if the property was transferred to the child, regardless 
of when the property was transferred or purchased or who transferred it. 
A child’s unearned income includes income produced by property given as a gift to the child. This 
includes gifts to the child from grandparents or any other person and gifts made under the Uniform 
Gift to Minors Act. 
Trust Income. If a child is the beneficiary of a trust, distributions of taxable interest, dividends, capital 
gains, and other unearned income from the trust are unearned income to the child. 
However, for purposes of completing Form 8615, a taxable distribution from a qualified disability trust 
is considered earned income, not unearned income. 
 
SUPPORT 
Your child’s support includes all amounts spent to provide the child with food, lodging, clothing, 
education, medical and dental care, recreation, transportation, and similar necessities. To figure your 
child’s support, count support provided by you, your child, and others. However, a scholarship 
received by your child is not considered support if your child is a full-time student. 
 
ALTERNATIVE MINIMUM TAX 
A child may be subject to alternative minimum tax (AMT) if he or she has certain items given 
preferential treatment under the tax law. 
 
NET INVESTMENT INCOME TAX 
A child whose tax is figured on Form 8615 may be subject to the Net Investment Income Tax (NIIT). 
NIIT is a 3.8% tax on the lesser of the net investment income or the excess of the child’s modified 
adjusted gross income (MAGI) over the threshold amount. 
 
CHAPTER 2: TEST YOUR KNOWLEDGE 
The following question is designed to ensure that you have a complete understanding of the 
information presented in the chapter (assignment). It is included as an additional tool to enhance your 
learning experience and does not need to be submitted in order to receive CE credit. 
We recommend that you answer the question and then compare your response to the suggested 
solution on the following page before answering the final exam question(s) related to this chapter 
(assignment). 
 
1. Which of the following is correct regarding tax on unearned income of certain children: 

A. it cannot be subject to the alternative minimum tax (AMT) 
B. it cannot be subject to the net investment income tax (NIIT) 
C. tax-exempt interest is not included in the child’s total income 
D. all of the above 

 
CHAPTER 2: SOLUTIONS AND SUGGESTED RESPONSES 
Below are the solutions and suggested responses for the questions on the previous page(s). If you 
choose an incorrect answer, you should review the pages as indicated for each question to ensure 
comprehension of the material. 
 
1.  
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A. Incorrect. A child may be subject to AMT if he or she has certain items given preferential 
treatment under the tax law. 

B. Incorrect. A child whose tax is figured on Form 8615 may be subject to the NIIT. 
C. CORRECT. Nontaxable unearned interest, such as tax-exempt interest and the nontaxable part 

of social security and pension payments, is not included. 
D. Incorrect. Only one of the responses is correct. 
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Chapter 3: Child And Dependent Care Credit 
 
Chapter Objective 
After completing this chapter, you should be able to: 

• Recall how to figure the earned income credit. 
 

I. What’s New 
 
For 2021 only, the Child and Dependent Care Credit is fully refundable. The dependent care expense 
limitation is increased to $8,000 for one qualifying person and to $16,000 for two or more qualifying 
persons. The maximum percentage of 35% is increased to 50% for AGI up to $125,000 and phases out 
to 0% when AGI reaches $438,000. 
 

II. Introduction 
 
This chapter discusses the credit for child and dependent care expenses and covers the following 
topics. 

• Tests you must meet to claim the credit. 
• How to figure the credit. 
• How to claim the credit. 
• Employment taxes you may have to pay as a household employer. 

You may be able to claim the credit if you pay someone to care for your dependent who is under age 
13 or for your spouse or dependent who is not able to care for himself or herself. The credit can be up 
to 50% of your expenses. To qualify, you must pay these expenses so you can work or look for work. 
Dependent care benefits. If you received any dependent care benefits from your employer during the 
year, you may be able to exclude from your income all or part of them. You must complete Part III of 
Form 2441 before you can figure the amount of your credit. 
 

III. Tests To Claim The Credit 
 
To be able to claim the credit for child and dependent care expenses, you must file Form 1040, 1040-
SR, or 1040-NR, and meet all the following tests. 

1. The care must be for one or more qualifying persons who are identified on Form 2441. (See 
Qualifying Person Test.) 

2. You (and your spouse if filing jointly) must have earned income during the year. (However, 
see Rule for student-spouse or spouse not able to care for self under Earned Income Test, 
later.) 
Note: In addition, effective for 2021 only, the $5,000 maximum exclusion for the dependent 
care assistance program is increased to $10,500 ($5,250 if married filing separately). 

3. You must pay child and dependent care expenses so you (and your spouse if filing jointly) can 
work or look for work. (See Work-Related Expense Test, later.) 

4. You must make payments for child and dependent care to someone you (or your spouse) 
cannot claim as a dependent. If you make payments to your child, he or she cannot be your 
dependent and must be age 19 or older by the end of the year. You cannot make payments 
to: 

a) Your spouse, or 
b) The parent of your qualifying person if your qualifying person is your child and under 

age 13. 
(See Payments to Relatives or Dependents under Work-Related Expense Test, later.) 
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5. Your filing status must be single, head of household, or qualifying widow(er) with dependent 
child. You must file a joint return if you are married, unless an exception applies to you. (See 
Joint Return Test, later.) 

6. You must identify the care provider on your tax return. (See Care Provider Identification Test, 
later.) 

7. If you exclude or deduct dependent care benefits provided by a dependent care benefits plan, 
the total amount you exclude or deduct must be less than the dollar limit for qualifying 
expenses (generally, $8,000 if one qualifying person was cared for or $16,000 if two or more 
qualifying persons were cared for). 

These tests are presented in Figure 3-A and are also explained in detail in this chapter. 
 
FIGURE 3-A. CAN YOU CLAIM THE CREDIT? 
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1. This also applies to your spouse, unless your spouse was disabled or a full-time student. 
2. If you had expenses that met the requirements for 2020, except that you did not pay them until 2021, you may be able to 
claim those expenses in 2021. See Expenses not paid until the following year under How to Figure the Credit. 

 
QUALIFYING PERSON TEST 
Your child and dependent care expenses must be for the care of one or more qualifying persons. 
A qualifying person is: 

1. Your qualifying child who is your dependent and who was under age 13 when the care was 
provided, 

2. Your spouse who was physically or mentally not able to care for himself or herself and lived 
with you more than half the year, or 

3. A person who was physically or mentally not able to care for himself or herself, lived with you 
for more than half the year, and either: 

a) Was your dependent, or 
b) Would have been your dependent except that (i) he or she received gross income 

greater than the threshold, (ii) he or she filed a joint return, or (iii) you, or your spouse 
if filing jointly, could be claimed as a dependent on someone else’s 2021 return. 

If you are divorced or separated, see Child of Divorced or Separated Parents, later, to determine which 
parent may treat the child as a qualifying person. 
Person qualifying for part of year. You determine a person’s qualifying status each day. For example, 
if the person for whom you pay child and dependent care expenses no longer qualifies on September 
16, count only those expenses through September 15. Also see Dollar Limit under How To Figure the 
Credit, later. 
Taxpayer identification number. You must include on your return the name and taxpayer 
identification number (generally the social security number) of the qualifying person(s). If the correct 
information is not shown, the credit may be reduced or disallowed. 
Individual taxpayer identification number (ITIN) for aliens. If your qualifying person is a nonresident 
or resident alien who does not have and cannot get a social security number (SSN), use that person’s 
ITIN. To apply for an ITIN, file Form W-7 with the IRS. The ITIN is entered wherever an SSN is requested 
on a tax return. 
An ITIN is for tax use only. It does not entitle the holder to social security benefits or change the 
holder’s employment or immigration status under U.S. law. 
Adoption taxpayer identification number (ATIN). If your qualifying person is a child who was placed 
in your home for adoption and for whom you do not have an SSN, you must get an ATIN for the child. 
File Form W-7A, Application for Taxpayer Identification Number for Pending U.S. Adoptions. 
Child of Divorced or Separated Parents. Even if you cannot claim your child as a dependent, he or she 
is treated as your qualifying person if: 

• The child was under age 13 or was not physically or mentally able to care for himself or herself, 
• The child received over half of his or her support during the calendar year from one or both 

parents who are divorced or legally separated under a decree of divorce or separate 
maintenance, are separated under a written separation agreement, or lived apart at all times 
during the last six months of the calendar year, 

• The child was in the custody of one or both parents for more than half the year, and 
• You were the child’s custodial parent. 

The custodial parent is the parent with whom the child lived for the greater number of nights in 2021. 
If the child was with each parent for an equal number of nights, the custodial parent is the parent with 
the higher adjusted gross income. 
The noncustodial parent cannot treat the child as a qualifying person even if that parent is entitled to 
claim the child as a dependent under the special rule for a child of divorced or separated parents. 
 
EARNED INCOME TEST 
To claim the credit, you (and your spouse if filing jointly) must have earned income during the year. 
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Earned income. Earned income includes wages, salaries, tips, other taxable employee compensation, 
and net earnings from self-employment. A net loss from self-employment reduces earned income. 
Earned income also includes strike benefits and any disability pay you report as wages. 
Generally, only taxable compensation is included. However, you can elect to include nontaxable 
combat pay in earned income. If you are filing a joint return and both you and your spouse received 
nontaxable combat pay, you can each make your own election. (In other words, if one of you makes 
the election, the other one can also make it but does not have to.) You should figure your credit both 
ways and make the election if it gives you a greater tax benefit. 
Members of certain religious faiths opposed to social security. Certain income earned by persons 
who are members of certain religious faiths that are opposed to participation in Social Security Act 
programs and have an IRS-approved form that exempts certain income from social security and 
Medicare taxes may not be considered earned income for this purpose. 
Not earned income. Earned income does not include: 

• Pensions and annuities, 
• Amounts reported on Form 1040 or 1040-SR, line 1 excluded as foreign earned income on 

Form 2555, line 43, 
• Social security and railroad retirement benefits, 
• Workers’ compensation, 
• Interest and dividends, 
• Unemployment compensation, 
• Scholarship or fellowship grants, except for those reported on a Form W-2 and paid to you for 

teaching or other services, 
• Nontaxable workfare payments, 
• Child support payments received, 
• Income of nonresident aliens that is not effectively connected with a U.S. trade or business, 

or 
• Any amount received for work while an inmate in a penal institution. 

Rule for student-spouse or spouse not able to care for self. Your spouse is treated as having earned 
income for any month that he or she is: 

1. A full-time student, or 
2. Physically or mentally not able to care for himself or herself. (Your spouse also must live with 

you for more than half the year.) 
If you are filing a joint return, this rule also applies to you. You can be treated as having earned income 
for any month you are a full-time student or not able to care for yourself. 
Figure the earned income of the nonworking spouse described under (1) or (2) above as explained 
under Earned Income Limit, later. 
This rule applies to only one spouse for any one month. If, in the same month, both you and your 
spouse do not work and are either full-time students or physically or mentally not able to care for 
yourselves, only one of you can be treated as having earned income in that month. 
Full-time student. You are a full-time student if you are enrolled at and attend a school for the number 
of hours or classes that the school considers full time. You must have been a student for some part of 
each of 5 calendar months during the year. (The months need not be consecutive.)  
School. The term “school” includes high schools, colleges, universities, and technical, trade, and 
mechanical schools. It does not include on-the-job training courses, correspondence schools, or school 
offering courses only through the Internet. 
 
WORK-RELATED EXPENSE TEST 
Child and dependent care expenses must be work-related to qualify for the credit. Expenses are 
considered work related only if both of the following are true. 

• They allow you (and your spouse if you are married) to work or look for work. 
• They are for a qualifying person’s care. 
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Working or Looking for Work 
To be work-related, your expenses must allow you to work or look for work. If you are married, 
generally both you and your spouse must work or look for work. Your spouse is treated as working 
during any month he or she is a full-time student or is physically or mentally not able to care for himself 
or herself. 
Your work can be for others or in your own business or partnership. It can be either full time or part 
time. 
Work also includes actively looking for work. However, if you do not find a job and have no earned 
income for the year, you cannot take this credit. See Earned Income Test, earlier. 
An expense is not considered work-related merely because you had it while you were working. The 
purpose of the expense must be to enable you to work. Whether your expenses allow you to work or 
look for work depends on the facts. 
Volunteer work. For this purpose, you are not considered to be working if you do unpaid volunteer 
work or volunteer work for a nominal salary. 
Work for part of year. If you work or actively look for work during only part of the period covered by 
the expenses, then you must figure your expenses for each day. For example, if you work all year and 
pay care expenses of $666 a month ($8,000 for the year), all the expenses are work-related. However, 
if you work or look for work for only 2 months and 15 days during the year and pay expenses of $666 
a month, your work-related expenses are limited to $1,665 (2½ months x $666). 
Temporary absence from work. You do not have to figure your expenses for each day during a short, 
temporary absence from work, such as for vacation or a minor illness, if you have to pay for care 
anyway. Instead, you can figure your credit including the expenses you paid for the period of absence. 
An absence of 2 weeks or less is a short, temporary absence. An absence of more than 2 weeks may 
be considered a short, temporary absence, depending on the circumstances. 
 

Example 
You pay a nanny to care for your 2-year-old son and 4-year-old daughter so you can work. You become 
ill and miss 4 months of work but receive sick pay. You continue to pay the nanny to care for the 
children while you are ill. Your absence is not a short, temporary absence, and your expenses are not 
considered work-related. 

 
Part-time work. If you work part-time, you generally must figure your expenses for each day. 
However, if you have to pay for care weekly, monthly, or in another way that includes both days 
worked and days not worked, you can figure your credit including the expenses you paid for days you 
did not work. Any day when you work at least 1 hour is a day of work. 
 

Example 1 
You work 3 days a week. While you work, your 6-year-old child attends a dependent care center, which 
complies with all state and local regulations. You can pay the center $150 for any 3 days a week or 
$250 for 5 days a week. Your child attends the center 5 days a week. Your work-related expenses are 
limited to $150 a week. 

 

Example 2 
The facts are the same as in Example 1 except the center does not offer a 3-day option. The entire 
$250 weekly fee may be a work-related expense. 

 
Care of a Qualifying Person 
To be work related, your expenses must be to provide care for a qualifying person. You do not have 
to choose the least expensive way of providing the care. The cost of a paid care provider may be an 
expense for the care of a qualifying person even if another care provider is available at no cost. 
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Expenses are for the care of a qualifying person only if their main purpose is the person’s well-being 
and protection. 
Expenses for household services qualify if part of the services is for the care of qualifying persons. See 
Household services, later. 
Expenses not for care. Expenses for care do not include amounts you pay for food, clothing, education, 
and entertainment. However, you can include small amounts paid for these items if they are incidental 
to and cannot be separated from the cost of caring for the qualifying person. 
Child support payments are not for care and do not qualify for the credit. 
Education. Expenses for a child in nursery school, pre-school, or similar programs for children below 
the level of kindergarten are expenses for care. Expenses to attend kindergarten or a higher grade are 
not expenses for care. Do not use these expenses to figure your credit. 
However, expenses for before- or after-school care of a child in kindergarten or a higher grade may 
be expenses for care. 
Summer school and tutoring programs are not for care. 
 

Example 1 
You take your 3-year-old child to a nursery school that provides lunch and educational activities as a 
part of its preschool childcare service. The lunch and educational activities are incidental to the 
childcare, and their cost cannot be separated from the cost of care. You can count the total cost when 
you figure the credit. 

 

Example 2 
You place your 10-year-old child in a boarding school so you can work full time. Only the part of the 
boarding school expense that is for the care of your child is a work-related expense. You can count 
that part of the expense in figuring your credit if it can be separated from the cost of education. You 
cannot count any part of the amount you pay the school for your child’s education. 

 
Care outside your home. You can count the cost of care provided outside your home if the care is for 
your dependent under age 13 or any other qualifying person who regularly spends at least 8 hours 
each day in your home. 
Dependent care center. You can count care provided outside your home by a dependent care center 
only if the center complies with all state and local regulations that apply to these centers. 
A dependent care center is a place that provides care for more than six persons (other than persons 
who live there) and receives a fee, payment, or grant for providing services for any of those persons, 
even if the center is not run for profit. 
Camp. The cost of sending your child to an overnight camp is not considered a work-related expense. 
The cost of sending your child to a day camp may be a work-related expense, even if the camp 
specializes in a particular activity, such as computers or soccer. 
Transportation. If a care provider takes a qualifying person to or from a place where care is provided, 
that transportation is for the care of the qualifying person. This includes transportation by bus, 
subway, taxi, or private car. However, transportation not provided by a care provider is not for the 
care of a qualifying person. Also, if you pay the transportation cost for the care provider to come to 
your home, that expense is not for care of a qualifying person. 
Fees and deposits. Fees you paid to an agency to get the services of a care provider, deposits you paid 
to an agency or pre-school, application fees, and other indirect expenses are work-related expenses if 
you have to pay them to get care, even though they are not directly for care. However, a forfeited 
deposit is not for the care of a qualifying person if care is not provided. 
 

Example 1 
You paid a fee to an agency to get the services of the nanny who cares for your 2-year-old daughter 
while you work. The fee you paid is a work-related expense. 
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Example 2 
You placed a deposit with a pre-school to reserve a place for your 3-year-old child. You later sent your 
child to a different pre-school and forfeited the deposit. The forfeited deposit is not for care and so is 
not a work-related expense. 

 
Household services. Expenses you pay for household services meet the work-related expense test if 
they are at least partly for the well-being and protection of a qualifying person. 
Household services are ordinary and usual services done in and around your home that are necessary 
to run your home. They include the services of a housekeeper, maid, or cook. However, they do not 
include the services of a chauffeur, bartender, or gardener. 
In this chapter, the term housekeeper refers to any household employee whose services include the 
care of a qualifying person. 
Taxes paid on wages. The taxes you pay on wages for qualifying child and dependent care services 
are work-related expenses. See Employment Taxes for Household Employers, later. 
 
Payments to Relatives or Dependents 
You can count work-related payments you make to relatives who are not your dependents, even if 
they live in your home. However, do not count any amounts you pay to: 

1. A person for whom you (or your spouse if filing jointly) can claim as a dependent, 
2. Your child who was under age 19 at the end of the year, even if he or she is not your 

dependent, 
3. A person who was your spouse any time during the year, or 
4. The parent of your qualifying child who is your qualifying person and is under age 13. 

 
JOINT RETURN TEST 
Generally, married couples must file a joint return to take the credit. However, if you are legally 
separated or living apart from your spouse, you may be able to file a separate return and still take the 
credit. 
Legally separated. You are not considered married if you are legally separated from your spouse under 
a decree of divorce or separate maintenance. You may be eligible to take the credit on your return 
using Head of Household filing status. 
Married and living apart. You are not considered married and are eligible to take the credit if all the 
following apply. 

1. You file a return apart from your spouse. 
2. Your home is the home of a qualifying person for more than half the year. 
3. You pay more than half the cost of keeping up your home for the year. 
4. Your spouse does not live in your home for the last 6 months of the year. 

Death of spouse. If your spouse died during the year and you do not remarry before the end of the 
year, you generally must file a joint return to take the credit. If you do remarry before the end of the 
year, the credit can be claimed on your deceased spouse’s return. 
 
CARE PROVIDER IDENTIFICATION TEST 
You must identify all persons or organizations that provide care for your child or dependent. Use Part 
I of Form 2441 to show the information. 
Information needed. To identify the care provider, you must give the provider’s: 

1. Name, 
2. Address, and 
3. Taxpayer identification number. 
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If the care provider is an individual, the taxpayer identification number is his or her social security 
number or individual taxpayer identification number. If the care provider is an organization, then it is 
the employer identification number (EIN). 
You do not have to show the taxpayer identification number if the care provider is one of certain tax-
exempt organizations (such as a church or school). In this case, write “Tax-Exempt” in the space where 
Form 2441 asks for the number. 
If you cannot provide all of the information or if the information you provide is incorrect you must be 
able to show that you used due diligence (discussed later) in trying to furnish the necessary 
information. 
Getting the information. You can use Form W-10 to request the required information from the care 
provider. If you do not use Form W-10, you can get the information from one of the other sources 
listed in the instructions for Form W-10 including: 

1. A copy of the provider’s social security card, 
2. A copy of the provider’s completed Form W-4 if he or she is your household employee, 
3. A copy of the statement furnished by your employer if the provider is your employer’s 

dependent care plan, or 
4. A letter or invoice from the provider if it shows the information. 

Due diligence. If the care provider information you give is incorrect or incomplete, your credit may 
not be allowed. However, if you can show that you used due diligence in trying to supply the 
information, you can still claim the credit. 
You can show due diligence by getting and keeping the provider’s completed Form W-10 or one of the 
other sources of information listed earlier. Care providers can be penalized if they do not provide this 
information to you or if they provide incorrect information. 
Provider refusal. If the provider refuses to give you their identifying information, you should report 
on Form 2441 whatever information you have (such as the name and address) on the form you use to 
claim the credit. Enter “See Attached Statement” in the columns calling for the information you do 
not have. Then, attach a statement explaining that you requested the information from the care 
provider, but the provider did not give you the information. Be sure to write your name and social 
security number on this statement. The statement will show that you used due diligence in trying to 
furnish the necessary information. 
 

IV. How To Figure The Credit 
 
Your credit is a percentage of your work-related expenses. Your expenses are subject to the earned 
income limit and the dollar limit. The percentage is based on your adjusted gross income. 
 
FIGURING TOTAL WORK-RELATED EXPENSES 
To figure the credit for 2021 work-related expenses, count only those you paid by December 31, 2021.  
Expenses prepaid in an earlier year. If you pay for services before they are provided, you can count 
the prepaid expenses only in the year the care is received. Claim the expenses for the later year as if 
they were actually paid in that later year. 
Expenses not paid until the following year. Do not count 2020 expenses that you paid in 2021 as 
work-related expenses for 2021. You may be able to claim an additional credit for them on your 2021 
return, but you must figure it separately. 
Expenses reimbursed. If a state social services agency pays you a nontaxable amount to reimburse 
you for some of your child and dependent care expenses, you cannot count the expenses that are 
reimbursed as work-related expenses. 
 

Example 
You paid work-related expenses of $4,000. You are reimbursed $3,000 by a state social services 
agency. You can use only $1,000 to figure your credit. 
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Medical expenses. Some expenses for the care of qualifying persons who are not able to care for 
themselves may qualify as work-related expenses and also as medical expenses. You can use them 
either way, but you cannot use the same expenses to claim both a credit and a medical expense 
deduction. 
If you use these expenses to figure the credit and they are more than the earned income limit or the 
dollar limit, discussed later, you can add the excess to your medical expenses. However, if you use 
your total expenses to figure your medical expense deduction, you cannot use any part of them to 
figure your credit. 
 
Dependent Care Benefits 
Dependent care benefits include: 

1. Amounts your employer pays directly to either you or your care provider for the care of your 
qualifying person while you work, 

2. The fair market value of care in a daycare facility provided or sponsored by your employer, 
and 

3. Pre-tax contributions you made under a dependent care flexible spending arrangement. 
Your salary may have been reduced to pay for these benefits. If you received benefits, they should be 
shown on your W-2 form. See Statement for employee, later. 
Exclusion or deduction. If your employer provides dependent care benefits under a qualified plan, you 
may be able to exclude these benefits from your income. Your employer can tell you whether your 
benefit plan qualifies. To claim the exclusion, you must complete Part III of Form 2441. 
If you are self-employed and receive benefits from a qualified dependent care benefit plan, you are 
treated as both employer and employee. Therefore, you would not get an exclusion from wages. 
Instead, you would get a deduction on Schedule C (Form 1040), line 14, Schedule E (Form 1040), line 
19 or 28, or Schedule F (Form 1040), line 15. To claim the deduction, you must use Form 2441. 
The amount you can exclude or deduct is limited to the smallest of: 

1. The total amount of dependent care benefits you received during the year, 
2. The total amount of qualified expenses you incurred during the year, 
3. Your earned income, 
4. Your spouse’s earned income, or 
5. $5,000 ($2,500 if married filing separately). 

 

Note 
Effective for 2021 only, the $5,000 maximum exclusion is increased to $10,500 ($5,250 if married filing 
separately). 

 
The definition of earned income for the exclusion or deduction is the same as the definition used when 
figuring the credit except that earned income for the exclusion or deduction does not include any 
dependent care benefits you receive. See Earned Income Limit, later. 
Statement for employee. Your employer must give you a Form W-2 (or similar statement), showing 
in box 10 the total amount of dependent care benefits provided to you during the year under a 
qualified plan. Your employer will also include any dependent care benefits over $5,000 in your wages 
shown on your Form W-2 in box 1. 
Effect of exclusion. If you exclude dependent care benefits from your income, the amount of the 
excluded benefits: 

1. Is not included in your work-related expenses, and 
2. Reduces the dollar limit, discussed later. 

EARNED INCOME LIMIT 
The amount of work-related expenses you use to figure your credit cannot be more than: 

1. Your earned income for the year if you are single at the end of the year, or 
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2. The smaller of your or your spouse’s earned income for the year if you are married at the end 
of the year. 

Earned income is defined under Earned Income Test, earlier. 
 

Tip 
For purposes of item (2), use your spouse’s earned income for the entire year, even if you were 
married for only part of the year. 

 
Separated spouse. If you are legally separated or married and living apart from your spouse (as 
described under Joint Return Test, earlier), you are not considered married for purposes of the earned 
income limit. Use only your income in figuring the earned income limit. 
Surviving spouse. If your spouse died during the year and you file a joint return as a surviving spouse, 
you may, but are not required to, take into account the earned income of your spouse who died during 
the year. 
Community property laws. You should disregard community property laws when you figure earned 
income for this credit. 
Student-spouse or spouse not able to care for self. Your spouse who is either a full-time student or 
not able to care for himself or herself is treated as having earned income. His or her earned income 
for each month is considered to be at least $250 if there is one qualifying person in your home, or at 
least $500 if there are two or more. 
Spouse works. If your spouse works during that month, use the higher of $250 (or $500) or his or her 
actual earned income for that month. 
Spouse qualifies for part of month. If your spouse is a full-time student or not able to care for himself 
or herself for only part of a month, the full $250 (or $500) still applies for that month. 
You are a student or not able to care for yourself. These rules also apply if you are a student or not 
able to care for yourself and you are filing a joint return. For each month or part of a month you are a 
student or not able to care for yourself, your earned income is considered to be at least $250 (or $500). 
If you also work during that month, use the higher of $250 (or $500) or your actual earned income for 
that month. 
Both spouses qualify. If, in the same month, both you and your spouse are either full-time students 
or not able to care for yourselves, only one spouse can be considered to have this earned income of 
$250 (or $500) for that month. 
 
DOLLAR LIMIT 
There is a dollar limit on the amount of your work-related expenses you can use to figure the credit. 
This limit is $8,000 for one qualifying person, or $16,000 for two or more qualifying persons. 
Yearly limit. The dollar limit is a yearly limit. The amount of the dollar limit remains the same no matter 
how long, during the year, you have a qualifying person in your household. Use the $8,000 limit if you 
paid work-related expenses for the care of one qualifying person at any time during the year. Use 
$16,000 if you paid work-related expenses for the care of more than one qualifying person at any time 
during the year. 
 
Reduced Dollar Limit 
If you received dependent care benefits from your employer that you exclude from your income, you 
must subtract that amount from the dollar limit that applies to you. Your reduced dollar limit is figured 
in Part III of Form 2441. See Dependent Care Benefits, earlier, for information on excluding or 
deducting these benefits. 
 

Example 
George is a widower with one child and earns $24,000 a year. He pays work-related expenses of 
$2,900 for the care of his 4-year-old child and qualifies to claim the credit for child and dependent 
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care expenses. His employer pays an additional $1,000 under a dependent care benefit plan. This 
$1,000 is excluded from George’s income. 
Although the dollar limit for his work-related expenses is $3,000 (one qualifying person), George 
figures his credit on only $2,000 of the $2,900 work-related expenses he paid. This is because his 
dollar limit is reduced as shown next. 

George’s Reduced Dollar Limit 
1) Maximum allowable expenses for one qualifying person  $3,000 
2) Minus: Dependent care benefits George excludes from income  1,000 
3) Reduced dollar limit on expenses George can use for the credit  $2,000 

 
AMOUNT OF CREDIT 
To determine the amount of your credit, multiply your work-related expenses (after applying the 
earned income and dollar limits) by a percentage. This percentage depends on your adjusted gross 
income shown on Form 1040 or 1040-SR, line 11. The maximum percentage of your work-related 
expenses allowed as a credit for 2021 is 50 percent. 
The following chart illustrates the new credit percentages that apply for 2021: 
 

If AGI is over: But not over: Percentage is: If AGI is over: But not over: Percentage is: 

$0  - $125,000  50%  $175,000  - $177,000  24% 

125,000  - 127,000  49%  177,000  - 179,000  23% 

127,000  - 129,000  48%  179,000  - 181,000  22% 

129,000  - 131,000  47%  181,000  - 183,000  21% 

131,000  - 133,000  46%  183,000  - 400,000  20% 

133,000  - 135,000  45%  400,000  - 402,000  19% 

135,000  - 137,000  44%  402,000  - 404,000  18% 

137,000  - 139,000  43%  404,000  - 406,000  17% 

139,000  - 141,000  42%  406,000  - 408,000  16% 

141,000  - 143,000  41%  408,000  - 410,000  15% 

143,000  - 145,000  40%  410,000  - 412,000  14% 

145,000  - 147,000  39%  412,000  - 414,000  13% 

147,000  - 149,000  38%  414,000  - 416,000  12% 

149,000  - 151,000  37%  416,000  - 418,000  11% 

151,000  - 153,000  36%  418,000  - 420,000  10% 

153,000  - 155,000  35%  420,000  - 422,000  9% 

155,000  - 157,000  34%  422,000  - 424,000  8% 

157,000  - 159,000  33%  424,000  - 426,000  7% 

159,000  - 161,000  32%  426,000  - 428,000  6% 

161,000  - 163,000  31%  428,000  - 430,000  5% 

163,000  - 165,000  30%  430,000  - 432,000  4% 

165,000  - 167,000  29%  432,000  - 434,000  3% 

167,000  - 169,000  28%  434,000  - 436,000  2% 

169,000  - 171,000  27%  436,000  - 438,000  1% 

171,000  - 173,000  26%  438,000  and over  0% 

173,000  - 175,000  25%    

 

V. How To Claim The Credit 
 
To claim the credit, you must file Form 1040 or 1040-SR. 
Form 1040 or 1040-SR. You must complete Form 2441 and attach it to your Form 1040 or 1040-SR. 
Enter the credit on Schedule 3 (Form 1040), line 2. 
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Limit on credit. The amount of credit you can claim is not limited to the amount of your tax. 
Tax credit refundable. For 2021, you can get a refund for any part of the credit. 
 

VI. Employment Taxes For Household Employers 
 
If you pay someone to come to your home and care for your dependent or spouse, you may be a 
household employer. If you are a household employer, you will need an employer identification 
number (EIN) and you may have to pay employment taxes. If the individuals who work in your home 
are self-employed, you are not liable for any of the taxes discussed in this section. Self-employed 
persons who are in business for themselves are not household employees. Usually, you are not a 
household employer if the person who cares for your dependent or spouse does so at his or her home 
or place of business. 
If you use a placement agency that exercises control over what work is done and how it will be done 
by a babysitter or companion who works in your home, that person is not your employee. This control 
could include providing rules of conduct and appearance and requiring regular reports. In this case, 
you do not have to pay employment taxes. But, if an agency merely gives you a list of sitters and you 
hire one from that list, the sitter may be your employee. 
If you have a household employee you may be subject to: 

1. Social security and Medicare taxes, 
2. Federal unemployment tax, and 
3. Federal income tax withholding. 

Social security and Medicare taxes are generally withheld from the employee’s pay and matched by 
the employer. Federal unemployment (FUTA) tax is paid by the employer only and provides for 
payments of unemployment compensation to workers who have lost their jobs. Federal income tax is 
withheld from the employee’s total pay if the employee asks you to do so and you agree. 
State employment tax. You may also have to pay state unemployment tax. Contact your state 
unemployment tax office for information. You should also find out whether you need to pay or collect 
other state employment taxes or carry workers’ compensation insurance. 
 
CHAPTER 3: TEST YOUR KNOWLEDGE 
The following questions are designed to ensure that you have a complete understanding of the 
information presented in the chapter (assignment). They are included as an additional tool to enhance 
your learning experience and do not need to be submitted in order to receive CE credit. 
We recommend that you answer each question and then compare your response to the suggested 
solutions on the following page(s) before answering the final exam questions related to this chapter 
(assignment). 
 
1. For 2021, the credit for child and dependent care expenses can be up to what percent of your 
expenses: 

A. 10% 
B. 35% 
C. 50% 
D. 80% 

 
2. In regards to the child and dependent care credit, work-related expenses for care of a child include 
amounts or expenses you pay for which of the following: 

A. food 
B. clothing 
C. nursery school 
D. tutoring programs 
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3. For 2021, what is the dollar limit on the amount of your work-related expenses that you can use 
to figure the child and dependent care credit for two qualifying persons: 

A. $3,000 
B. $6,000 
C. $8,000 
D. $16,000 

 
CHAPTER 3: SOLUTIONS AND SUGGESTED RESPONSES 
Below are the solutions and suggested responses for the questions on the previous page(s). If you 
choose an incorrect answer, you should review the pages as indicated for each question to ensure 
comprehension of the material. 
 
1. 

A. Incorrect. You can claim a credit of greater than 10%. 
B. Incorrect. The maximum percentage of child and dependent care expenses that can be 

claimed was 35% for 2020, but not for 2021. 
C. CORRECT. The credit is limited to 50% of the expenses for your dependent who is under 13, 

your spouse, or another dependent not able to care for him or herself. The expenses must 
have been paid so you can work or look for work. 

D. Incorrect. The credit is limited to less than 80% of your expenses. 
 
2.  

A. Incorrect. Work-related expenses for care do not include amounts paid for food. 
B. Incorrect. Work-related expenses for care do not include amounts paid for clothing. 
C. CORRECT. Work-related expenses for a child in nursery school, pre-school, or similar programs 

for children below the level of kindergarten are expenses for care. 
D. Incorrect. Summer school and tutoring programs are not considered a work-related expense 

for care. 
 
3.  

A. Incorrect. The limit is higher than $3,000. 
B. Incorrect. Six thousand dollars is significantly lower than the threshold for 2021. 
C. Incorrect. Eight thousand dollars applies to one qualifying person, not two persons. 
D. CORRECT. The limit for two or more qualifying persons is sixteen thousand dollars. The 

percentage of the expenses that can be claimed as a credit varies up to 50%, depending on 
the amount of your reported adjusted gross income. 
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Chapter 4: Credit For The Elderly Or The Disabled 
 
Chapter Objective 
After completing this chapter, you should be able to: 

• Identify who qualifies to take the credit for the elderly or disabled. 
 

I. Introduction 
 
If you qualify, you may be able to reduce the tax you owe by taking the credit for the elderly or the 
disabled on Schedule R (Form 1040). 
This chapter explains: 

• Who qualifies for the credit for the elderly or the disabled, and 
• How to claim the credit. 

You may be able to take the credit for the elderly or disabled if: 
• You are age 65 or older at the end of 2021, or 
• You retired on permanent and total disability and have taxable disability income. 

 

II. Can you take the credit? 
 
You can take the credit for the elderly or the disabled if you meet both of the following requirements. 

1. You are a qualified individual. 
2. Your income is not more than certain limits. 

You can use Figure 4-A and Table 4-1 as guides to see if you are eligible for the credit. 
Use Figure 4-A first to see if you are a qualified individual. If you are, go to Table 4-1 to make sure your 
income is not too high to take the credit. 
 
FIGURE 4-A. ARE YOU A QUALIFIED INDIVIDUAL? 

 
1. However, you may be able to claim this credit even if you lived with your spouse during the first 6 months of the tax year, 
as long as you qualify to file as head of household. You qualify to file as head of household if you are considered unmarried 
and meet certain other conditions. See chapter 2 for more information. 
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2. If you were a nonresident alien at any time during the tax year and were married to a U.S. citizen or resident at the end of 
the tax year, see U.S. Citizen or Resident under Qualified Individual. If you and your spouse choose to treat you as a U.S. 
resident, answer “yes” to this question. 
3. Mandatory retirement age is the age set by your employer at which you would have been required to retire, had you not 
become disabled. 

 
TABLE 4-1. INCOME LIMITS 
 

If your filing status is... 

THEN even if you qualify (see Figure 4-A), you 
CANNOT take the credit if... 

Your adjusted gross 
income (AGI)* is 
equal to or more 

than... 

OR the total of your 
nontaxable social 
security and other 

nontaxable pension(s) is 
equal to or more than... 

single, head of household, or qualifying 
widow(er) 

$17,500 $5,000 

married filing a joint return and both spouses 
qualify in Figure 4-A 

$25,000 $7,500 

married filing a joint return and only one 
spouse qualifies in Figure 4-A 

$20,000 $5,000 

married filing a separate return and you did 
not live with your spouse for all of 2021 

$12,500 $3,750 

*AGI is the amount on Form 1040 or 1040-SR, line 11. 

 
QUALIFIED INDIVIDUAL 
You are a qualified individual for this credit if you are a U.S. citizen or resident and either of the 
following applies. 

1. You were age 65 or older at the end of 2021 
2. You were under age 65 at the end of 2021 and all three of the following statements are true. 

a) You retired on permanent and total disability (explained later). 
b) You received taxable disability income for 2021. 
c) On January 1, 2021, you had not reached mandatory retirement age (defined later 

under Disability income). 
Age 65. You are considered to be age 65 on the day before your 65th birthday. Therefore, if you were 
born on January 1, 1957, you are considered to be age 65 at the end of 2021. 
 
U.S. Citizen or Resident Alien 
You must be a U.S. citizen or resident alien (or be treated as a resident alien) to take the credit. 
Generally, you cannot take the credit if you were a nonresident alien at any time during the tax year. 
 

Exceptions 
You may be able to take the credit if you are a nonresident alien who is married to a U.S. citizen or 
resident alien at the end of the tax year and you and your spouse choose to treat you as a U.S. resident 
alien. If you make that choice, both you and your spouse are taxed on your worldwide incomes. 
If you were a nonresident alien at the beginning of the year and a resident alien at the end of the year, 
and you were married to a U.S. citizen or resident alien at the end of the year, you may be able to 
choose to be treated as a U.S. resident alien for the entire year. In that case, you may be allowed to 
take the credit. 

 
Married Persons 
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Generally, if you are married at the end of the tax year, you and your spouse must file a joint return 
to take the credit. However, if you and your spouse did not live in the same household at any time 
during the tax year, you can file either joint or separate returns and still take the credit. 
Head of household. You can file as head of household and qualify to take the credit, even if your 
spouse lived with you during the first 6 months of the year, if you meet certain tests. 
 
Under Age 65 
If you are under age 65 at the end of 2021, you can qualify for the credit only if you are retired on 
permanent and total disability and have taxable disability income. 
You are retired on permanent and total disability if: 

• You were permanently and totally disabled when you retired, and 
• You retired on disability before the close of the tax year. 

Even if you do not retire formally, you are considered retired on disability when you have stopped 
working because of your disability. 
Permanent and total disability. You are permanently and totally disabled if you cannot engage in any 
substantial gainful activity because of your physical or mental condition. A qualified physician must 
certify that the condition has lasted or can be expected to last continuously for 12 months or more, 
or that the condition can be expected to result in death. See Physician’s statement, later. 
Substantial gainful activity. Substantial gainful activity is the performance of significant duties over a 
reasonable period of time while working for pay or profit, or in work generally done for pay or profit. 
Full-time work (or part-time work done at your employer’s convenience) in a competitive work 
situation for at least the minimum wage conclusively shows that you are able to engage in substantial 
gainful activity. 
Substantial gainful activity is not work you do to take care of yourself or your home. It is not unpaid 
work on hobbies, institutional therapy or training, school attendance, clubs, social programs, and 
similar activities. However, the nature of the work you perform may show that you are able to engage 
in substantial gainful activity. 
The fact that you have not worked or have been unemployed for some time is not, of itself, conclusive 
evidence that you cannot engage in substantial gainful activity. 
Sheltered employment. Certain work offered at qualified locations to physically or mentally impaired 
persons is considered sheltered employment. These qualified locations include work centers that are 
certified by the Department of Labor, hospitals and similar institutions, homebound programs, and 
Department of Veterans Affairs (VA) sponsored homes. 
Compared to commercial employment, pay is lower for sheltered employment. Therefore, one usually 
does not look for sheltered employment if he or she can get other employment. The fact that one has 
accepted sheltered employment is not proof of that person’s ability to engage in substantial gainful 
activity. 
Physician’s statement. If you are under age 65, you must have your physician complete a statement 
certifying that you were permanently and totally disabled on the date you retired. You can use the 
statement in the Instructions for Schedule R. 
You do not have to file this statement with your tax return, but you must keep it for your records. 
Veterans. If the Department of Veterans Affairs (VA) certifies that you are permanently and totally 
disabled, you can substitute VA Form 21-0172, Certification of Permanent and Total Disability, for the 
physician’s statement you are required to keep. VA Form 21-0172 must be signed by a person 
authorized by the VA to do so. You can get this form from your local VA regional office. 
Physician’s statement obtained in earlier year. If you got a physician’s statement in an earlier year 
and, due to your continued disabled condition, you were unable to engage in any substantial gainful 
activity during 2021, you may not need to get another physician’s statement for 2021. For a detailed 
explanation of the conditions you must meet, see the instructions for Part II of Schedule R. If you meet 
the required conditions, check the box on line 2 of Part II of Schedule R. 
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If you checked box 4, 5, or 6 in Part I of Schedule R, enter in the space above the box on line 2 in Part 
II, the first name(s) of the spouse(s) for whom the box is checked. 
Disability income. If you are under age 65, you can qualify for the credit only if you have taxable 
disability income. Disability income must meet both of the following requirements. 

1. It must be paid under your employer’s accident or health plan or pension plan. 
2. It must be included in your income as wages (or payments instead of wages) for the time you 

are absent from work because of permanent and total disability. 
Payments that are not disability income. Any payment you receive from a plan that does not provide 
for disability retirement is not disability income. Any lump-sum payment for accrued annual leave that 
you receive when you retire on disability is a salary payment and is not disability income. 
For purposes of the credit for the elderly or the disabled, disability income does not include amounts 
you receive after you reach mandatory retirement age. Mandatory retirement age is the age set by 
your employer at which you would have had to retire, had you not become disabled. 
 
INCOME LIMITS 
To determine if you can claim the credit, you must consider two income limits. The first limit is the 
amount of your adjusted gross income (AGI). The second limit is the amount of nontaxable social 
security and other nontaxable pensions, annuities, or disability income you received. The limits are 
shown in Table 4-1, earlier. 
If your AGI and nontaxable pensions, annuities, or disability income are less than the income limits, 
you may be able to claim the credit. See Figuring the Credit, next. 
 

Caution! 
If your AGI or your nontaxable pensions, annuities, or disability income are equal to or more than the 
income limits, you cannot take the credit. 

 

III. Figuring The Credit 
 
You can figure the credit yourself or the IRS will figure it for you. 
 
CREDIT FIGURED BY YOU 
To figure the credit yourself, first check the box in Part I of Schedule R that applies to you. Only check 
one box in Part I. If you check box 2, 4, 5, 6, or 9 in Part I, also complete Part II of Schedule R. 
Next, figure the amount of your credit using Part III of Schedule R. 
Finally, report the amount from line 22 of Schedule R on your tax return. Then, check box c on Schedule 
3 (Form 1040), line 6, and enter “Sch R” on the line next to that box. Attach Schedule R to your return. 
Limit on credit. The amount of the credit you can claim is generally limited to the amount of your tax. 
Use the Credit Limit Worksheet in the Instructions for Schedule R to determine if your credit is limited. 
 
CHAPTER 4: TEST YOUR KNOWLEDGE 
The following questions are designed to ensure that you have a complete understanding of the 
information presented in the chapter (assignment). They are included as an additional tool to enhance 
your learning experience and do not need to be submitted in order to receive CE credit. 
We recommend that you answer each question and then compare your response to the suggested 
solutions on the following page(s) before answering the final exam questions related to this chapter 
(assignment). 
 
1. You may be able to take the credit for the elderly or the disabled if you meet which of the 
following conditions: 

A. you are a qualified individual 
B. your income is not more than certain limits 
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C. both A and B above 
D. you are over age 59½ and are retired 

 
2. If your filing status is married filing a joint return and only one spouse qualifies for the credit for 
the elderly or disabled, you cannot take the credit if your AGI is equal to or more than what amount: 

A. $12,500 
B. $17,500 
C. $20,000 
D. $25,000 

 
CHAPTER 4: SOLUTIONS AND SUGGESTED RESPONSES 
Below are the solutions and suggested responses for the questions on the previous page(s). If you 
choose an incorrect answer, you should review the pages as indicated for each question to ensure 
comprehension of the material. 
 
1.  

A. Incorrect. Being a qualified individual is only one of the necessary conditions to claim the 
credit. 

B. Incorrect. Income restricted to certain limits is only one of the necessary conditions to claim 
the credit. 

C. CORRECT. You must meet both an income limit test and an age/residency test. 
D. Incorrect. You are a qualified individual for this credit if you are a U.S. citizen or a resident, 

meet certain income limits, and either: (1) you were age 65 or older at the end of the year, or 
(2) you were under age 65 and you were retired on permanent and total disability, you 
received taxable disability income, and you had not reached the mandatory retirement age. 

 
2.  

A. Incorrect. If your filing status is married filing a joint return and you did not live with your 
spouse at any time during the year, then even if you qualify for the credit for the elderly or 
disabled, you cannot take the credit if your AGI is equal to or more than $12,500. 

B. Incorrect. If your filing status is single, head of household, or qualifying widow(er) with 
dependent child, then even if you qualify for the credit for the elderly or disabled, you cannot 
take the credit if your AGI is equal to or more than $17,500. 

C. CORRECT. If your filing status is married filing a joint return and only one spouse qualifies for 
the credit for the elderly or disabled, you also cannot take the credit if the total of your 
nontaxable social security and other nontaxable pension(s) is equal to or more than $5,000. 

D. Incorrect. If your filing status is married filing a joint return and both spouses qualify for the 
credit for the elderly or disabled, you cannot take the credit if your AGI is equal to or more 
than $25,000. 
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Chapter 5: Child Tax Credit/Credit For Other Dependents 
 
Chapter Objective 
After completing this chapter, you should be able to: 

• Recall the limits of the child tax credit. 
 

I. What’s New 
 
For 2021, half of the total credit amount is being paid in advance monthly payments. Taxpayers can 
claim the other half when they file their 2021 income tax return. For 2021, the child tax credit is 
increased from $2,000 to $3,000 per dependent ages 6 to 17 and from $2,000 to $3,600 for children 
age 5 or younger. The credit is now completely refundable if you meet the residence requirements. 
 

II. Introduction 
 
The child tax credit (CTC) is a credit that may reduce your tax by as much as $3,600 for each of your 
qualifying children in 2021. 
The additional child tax credit (ACTC) is a credit you may be able to take if you are not able to claim 
the full amount of the child tax credit. For 2021 returns, the ACTC is worth up to $1,400. 
The ODC is a credit that may reduce your tax by as much as $500 for each eligible dependent. 
 

Caution! 
The CTC and the ACTC should not be confused with the child and dependent care credit discussed in 
Chapter 3. 

 
If you have no tax. For 2021, the CTC is refundable. Therefore, even if you do not owe taxes, you could 
get the full CTC refund. You may also qualify for the ACTC on line 28 of your Form 1040 or 1040-SR. 
The ODC credit is nonrefundable. If your tax on Form 1040 or 1040-SR, line 18, is zero, you cannot 
claim this credit because there is no tax to reduce. 
 

III. Qualifying Child For The CTC 
 
A qualifying child for purposes of the child tax credit is a child who meets all of the following 
conditions: 

1. The child is your son, daughter, stepchild, foster child, brother, sister, stepbrother, stepsister, 
half brother, half sister, or a descendant of any of them; 

2. The child was under age 17 at the end of 2021; 
3. The child did not provide over half his or her own support for 2021; 
4. The child lived with you for more than half of 2021; 
5. The child is claimed as a dependent on your return; 
6. The child does not file a joint return for the year (or files it only to claim a refund of withheld 

income tax or estimated tax paid); and 
7. The child was a U.S. citizen, a U.S. national, or a U.S. resident alien. If the child was adopted, 

see Adopted child, later. 
 

Example 
Your son turned 17 on December 30, 2021. He is a citizen of the United States and you claimed him as 
a dependent on your return. You cannot use him to claim the CTC because he was not under age 17 
at the end of 2021. 
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Adopted child. An adopted child is always treated as your own child. An adopted child includes a child 
lawfully placed with you for legal adoption. 
If you are a U.S. citizen or U.S. national and your adopted child lived with you as a member of your 
household in 2021, that child meets condition (7) above to be a qualifying child for the child tax credit. 
 

IV. Credit For Other Dependents (ODC) 
 
This credit is for individuals with a dependent who meets additional conditions (described later). 
 

Note 
This credit is different from and in addition to the credit for child and dependent care expenses that 
you also may be eligible to claim. 

 
The maximum amount you can claim for this credit is $500 for each qualifying dependent. See Limits 
on the CTC and ODC, later. 
 
QUALIFYING PERSON FOR THE ODC 
A person qualifies you for the ODC if the person meets all of the following conditions. 

1. The person is claimed as a dependent on your return. 
2. The person cannot be used by you to claim the CTC or ACTC. See Child Tax Credit (CTC), 

earlier. 
3. The person is a U.S. citizen, U.S. national, or U.S. resident alien. 

 

Example 
Your 10-year-old nephew lives in Mexico and qualifies as your dependent. He is not a U.S. citizen, U.S. 
national, or U.S. resident alien. You cannot use him to claim the ODC. 

 

Caution! 
You cannot use the same child to claim both the CTC (or ACTC) and the ODC. 

 
In addition to being a qualifying person for the ODC (defined earlier), your qualifying person must have 
an SSN, ITIN, or ATIN issued to him or her on or before the due date of your 2021 return (including 
extensions). If your qualifying person has not been issued an SSN, ITIN, or ATIN by that date, you 
cannot use the individual to claim the ODC. 
 

V. Limits On The CTC And ODC 
 
The maximum credit amount of your CTC or ODC may be reduced if: 

• Your modified adjusted gross income (AGI) is above the amount shown below for your filing 
status. 

a) Married filing jointly - $400,000. 
b) All other filing statuses - $200,000. 

Modified AGI. For purposes of the child tax credit, your modified AGI is your AGI plus the following 
amounts that may apply to you. 

• Any amount excluded from income because of the exclusion of income from Puerto Rico. 
o On the dotted line next to Form 1040 or 1040-SR, line 11, enter the amount excluded 

and identify it as “EPRI” 
o Also attach a copy of any Form(s) 499R-2/W-2PR to your return 

• Any amount on line 45 or line 50 of Form 2555, Foreign Earned Income. 



Figuring your Taxes and Credits | Page 30 

• Any amount on line 15 of Form 4563, Exclusion of Income for Bona Fide Residents of American 
Samoa. 

If you do not have any of the above, your modified AGI is the same as your AGI. 
AGI. Your AGI is the amount on Form 1040, 1040-SR, or 1040-NR, line 11. 
 

VI. Claiming The CTC And ODC 
 
To claim the CTC or ODC, make sure you meet the following requirements. 

• You must file Form 1040, 1040-SR, or 1040-NR and include the name and TIN of each 
dependent for whom you are claiming the CTC or ODC. 

• You must file Form 8862, if applicable. 
• You must have a timely issued TIN on your tax return for you and your spouse (if filing jointly). 
• For each qualifying child under 17 for whom you are claiming the CTC, you must enter the 

required SSN for the child in column (2) of the Dependents section of your tax return and 
check the Child tax credit box in column (4). 

• For each dependent for whom you are claiming the ODC, you must enter the timely issued TIN 
for the dependent in column (2) of the Dependents section of your tax return and check the 
Credit for other dependents box in column (4). 

 

Caution! 
Do not check both the Child tax credit box and the Credit for other dependents box for the same 
person. 

 

VII. Additional Child Tax Credit (ACTC) 
 
This credit is for certain individuals who get less than the full amount of the child tax credit. The 
additional child tax credit may give you a refund even if you do not owe any tax. 
 

Caution! 
The ODC cannot be used to figure the ACTC. Only your CTC can be used to figure your ACTC. If you are 
claiming the ODC but not the CTC, you cannot claim the ACTC. 

 
Foreign earned income. If you file Form 2555 (relating to foreign earned income), you cannot claim 
the ACTC. 
How to claim the additional child tax credit. To claim the additional child tax credit, follow the steps 
below. 

1. Be sure you figured the amount, if any, of your CTC and your ODC using the appropriate Child 
Tax Credit and Credit for Other Dependents Worksheet. 

2. If you answered “Yes” on line 11 or 12 of the Child Tax Credit and Credit for Other Dependents 
Worksheet in your tax return instructions or line 16 of the Child Tax Credit and Credit for Other 
Dependents Worksheet in Pub 972, and line 1 of the worksheet is more than zero, use 
Schedule 8812 to see if you can claim the additional child tax credit. 

3. If you have an additional child tax credit on line 15 of Schedule 8812, carry it to Form 1040, 
1040-SR, or 1040-NR, line 28. 

4. For each qualifying child under 17 for whom you are claiming the ACTC, be sure to enter the 
required SSN for the child in column (2) of the Dependents section of your tax return and 
check the Child Tax Credit box in column (4). 

 

Tip 
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If the amount on line 1 of your Child Tax Credit and Credit for Other Dependents Worksheet is zero, 
your ACTC also is zero. You do not need to complete Schedule 8812. 

 
CHAPTER 5: TEST YOUR KNOWLEDGE 
The following questions are designed to ensure that you have a complete understanding of the 
information presented in the chapter (assignment). They are included as an additional tool to enhance 
your learning experience and do not need to be submitted in order to receive CE credit. 
We recommend that you answer each question and then compare your response to the suggested 
solutions on the following page(s) before answering the final exam questions related to this chapter 
(assignment). 
 
1. The child tax credit may reduce your tax by as much as what amount for a qualifying child age 6 
to 17: 

A. $2,000 
B. $3,000 
C. $3,600 
D. $4,000 

 
2. The additional child tax credit (ACTC) is for individuals who exceed the modified adjusted gross 
income limit for the regular child tax credit. 

A. true 
B. false 

 
CHAPTER 5: SOLUTIONS AND SUGGESTED RESPONSES 
Below are the solutions and suggested responses for the questions on the previous page(s). If you 
choose an incorrect answer, you should review the pages as indicated for each question to ensure 
comprehension of the material. 
 
1.  

A. Incorrect. The child tax credit is greater than this suggested amount per child of any age. 
B. CORRECT. The child tax credit may reduce your tax by as much as $3,000 for each qualifying 

child age 6 to 17. This amount is higher for children under 6 years old. 
C. Incorrect. The maximum child tax credit is less than this amount for children over 5 years old. 
D. Incorrect. The maximum child tax credit is less than this amount per child of any age. 

 
2.  

A. Incorrect. This credit is for individuals who get less than the full amount of the child tax credit. 
B. CORRECT. This credit is for individuals who get less than the full amount of the child tax credit, 

not for those that exceeded the modified adjusted gross income limit for the regular child tax 
credit. 
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Chapter 6: Education Credits 
 
Chapter Objective 
After completing this chapter, you should be able to: 

• Identify the requirements for and benefits of the American opportunity credit and the lifetime 
learning credit. 

 

I. Introduction 
 
For 2021, there are two tax credits available to persons who pay expenses for higher (postsecondary) 
education. They are: 

• The American opportunity credit, and 
• The lifetime learning credit. 

The chapter will present an overview of these education credits. 
Can you claim more than one education credit this year? For 2021, you can claim one education credit 
for each eligible student. For example, if you elect to claim the American opportunity credit for a child 
on your 2021 tax return, you cannot, for that same child, also claim the lifetime learning credit for 
2021. 
If you are eligible to claim the American opportunity credit and you are also eligible to claim the 
lifetime learning credit for the same student in the same year, you can choose to claim either credit, 
but not both. 
If you pay qualified education expenses for more than one student in the same year, you can choose 
to take the American opportunity and the lifetime learning credits on a per-student, per-year basis. 
This means that, for example, you can claim the American opportunity credit for one student and the 
lifetime learning credit for another student in the same year. 
Differences between the American opportunity and lifetime learning credits. There are several 
differences between these two credits. These differences are summarized in Table 6-1, next. 
 
TABLE 6-1. COMPARISON OF EDUCATION CREDITS 
 

Caution! You can claim both the American opportunity credit and the lifetime learning credit on the 
same return – but not for the same student. 

 

 American Opportunity Credit Lifetime Learning Credit 

Maximum credit  Up to $2,500 per eligible 
student 

Up to $2,000 credit per return 

Limit on modified adjusted 
gross income (MAGI) 

$180,000 if married filing 
jointly; $90,000 if single, head 
of household, or qualifying 
widow(er) 

$180,000 if married filing 
jointly; $90,000 if single, head 
of household, or qualifying 
widow(er) 

Refundable or nonrefundable  40% of credit may be 
refundable  

Nonrefundable - Credit limited 
to the amount of tax you must 
pay on your taxable income 

Number of years of 
postsecondary education 

Available ONLY if the student 
had not completed the first 4 
years of postsecondary 
education before 2021 

Available for all years of 
postsecondary education and 
for courses to acquire or 
improve job skills 

Number of tax years credit 
available 

Available ONLY for 4 tax years 
per eligible student 

Available for an unlimited 
number of years 
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Type of program required  Student must be pursuing a 
program leading to a degree or 
other recognized education 
credential 

Student does not need to be 
pursuing a program leading to 
a degree or other recognized 
education credential 

Number of courses  Student must be enrolled at 
least half time for at least one 
academic period beginning 
during 2021 (or the first 3 
months of 2022 if the qualified 
expenses were paid in 2021) 

Available for one or more 
courses 

Felony drug conviction  At the end of 2021, the 
student had not been 
convicted of a felony for 
possessing or distributing a 
controlled substance 

Felony drug convictions do not 
make the student ineligible 

Qualified expenses  Tuition, required enrollment 
fees, and course materials that 
the student needs for a course 
of study, whether or not the 
materials are bought at the 
educational institution as a 
condition of enrollment or 
attendance 

Tuition and required 
enrollment fees (including 
amounts required to be paid 
to the institution for course-
related books, supplies, and 
equipment) 

Payments for academic 
periods 

Payments made in 2021 for academic periods beginning in 2021 
and in the first 3 months of 2022 

TIN needed by filing due date  Filers and students must have 
a TIN by the due date of their 
2021 return (including 
extensions) 

 

Educational institution’s EIN  You must provide the 
educational institution’s 
employer identification 
number (EIN) on your Form 
8863 

 

 

II. Who Can Claim An Education Credit 
 
You may be able to claim an education credit if you, your spouse, or a dependent you claim on your 
tax return was a student enrolled at or attending an eligible educational institution. For 2021, the 
credits are based on the amount of qualified education expenses paid for the student in 2021 for 
academic periods beginning in 2021 and in the first 3 months of 2022. 
For example, if you paid $1,500 in December 2021 for qualified tuition for the spring 2022 semester 
beginning in January 2022, you may be able to use that $1,500 in figuring your 2021 education 
credit(s). 
Academic period. An academic period includes a semester, trimester, quarter, or other period of study 
(such as a summer school session) as reasonably determined by an educational institution. In the case 
of an educational institution that uses credit hours or clock hours and does not have academic terms, 
each payment period can be treated as an academic period. 
Eligible educational institution. An eligible educational institution is any college, university, vocational 
school, or other postsecondary educational institution eligible to participate in a student aid program 
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administered by the U.S. Department of Education. It includes virtually all accredited public, nonprofit, 
and proprietary (privately owned profit-making) postsecondary institutions. 
Who can claim a dependent’s expenses. If a dependent is claimed on a tax return, all qualified 
education expenses of the student are treated as having been paid by the person claiming the 
dependent. Therefore, only the person claiming the dependent on a tax return can claim an education 
credit for the student. If a student is not claimed as a dependent on another person’s tax return, only 
the student can claim a credit. 
Expenses paid by a third party. Qualified education expenses paid on behalf of the student by 
someone other than the student (such as a relative) are treated as paid by the student. However, 
qualified education expenses paid (or treated as paid) by a student who is claimed as a dependent on 
your tax return are treated as paid by you. Therefore, you are treated as having paid expenses that 
were paid by the third party. 
Who cannot claim a credit. You cannot claim an education credit if any of the following apply. 

1. Your filing status is married filing separately. 
2. You are claimed as a dependent on another person’s tax return, such as your parent’s return. 
3. You (or your spouse) were a nonresident alien for any part of 2021 and did not elect to be 

treated as a resident alien for tax purposes. 
4. You did not have a social security number (SSN) (or individual taxpayer identification number 

(ITIN)) by the due date of your 2021 return (including extensions); you cannot claim the 
American opportunity credit on either your original or an amended 2021 return, even if you 
later get an SSN (or ITIN). Also, you cannot claim this credit on your original or amended 2021 
return for a student who did not have an SSN, adoption taxpayer identification number (ATIN), 
or ITIN by the due date of your return (including extensions), even if the student later gets one 
of those numbers. 

5. Your MAGI is one of the following. 
a) American opportunity credit: $180,000 or more if married filing jointly, or $90,000 or 

more if single, head of household, or qualifying widow(er). 
b) Lifetime learning credit: $180,000 or more if married filing jointly, or $90,000 or more 

if single, head of household, or qualifying widow(er). 
Generally, your MAGI is the amount on your Form 1040 or 1040-SR, line 11. However, if you are filing 
Form 2555 or Form 4563, or are excluding income from Puerto Rico, add to the amount on your Form 
1040 or 1040-SR, line 11, the amount of income you excluded. 
Figure 6-A may be helpful in determining if you can claim an education credit on your tax return. 
 
FIGURE 6-A. CAN YOU CLAIM AN EDUCATION CREDIT FOR 2021? 
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III. Qualified Education Expenses 
 
Generally, qualified education expenses are amounts paid in 2021 for tuition and fees required for the 
student’s enrollment or attendance at an eligible educational institution. It does not matter whether 
the expenses were paid in cash, by check, by credit or debit card, or with borrowed funds. 
Only certain expenses for course-related books, supplies, and equipment qualify. 

• American opportunity credit: Qualified education expenses include amounts spent on books, 
supplies, and equipment needed for a course of study, whether or not the materials are 
purchased from the educational institution as a condition of enrollment or attendance. 
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• Lifetime learning credit: Qualified education expenses include only amounts for books, 
supplies, and equipment only if required to be paid to the institution as a condition of 
enrollment or attendance. 

Qualified education expenses include nonacademic fees, such as student activity fees, athletic fees, or 
other expenses unrelated to the academic course of instruction, only if the fee must be paid to the 
institution as a condition of enrollment or attendance. However, fees for personal expenses (described 
below) are never qualified education expenses. 
Qualified education expenses do not include amounts paid for: 

• Personal expenses. This means room and board, insurance, medical expenses (including 
student health fees), transportation, or other similar personal, living, or family expenses. 

• Any course or other education involving sports, games, or hobbies, or any noncredit course, 
unless such course or other education is part of the student’s degree program or (for the 
lifetime learning credit only) helps the student acquire or improve job skills. 

Paid with borrowed funds. You can claim an education credit for qualified education expenses paid 
with the proceeds of a loan. Use the expenses to figure the credit for the year in which the expenses 
are paid, not the year in which the loan is repaid. Treat loan payments sent directly to the educational 
institution as paid on the date the institution credits the student’s account. 
Student withdraws from class(es). You can claim an education credit for qualified education expenses 
not refunded when a student withdraws. 
 
NO DOUBLE BENEFIT ALLOWED 
You cannot do any of the following. 

• Deduct higher education expenses on your income tax return (as, for example, a business 
expense) and also claim an education credit based on those same expenses. 

• Claim more than 1 education credit based on the same qualified education expenses. 
• Claim an education credit based on the same expenses used to figure the tax-free portion of 

a distribution from a Coverdell education savings account (ESA) or qualified tuition program 
(QTP). 

• Claim an education credit based on qualified education expenses paid with educational 
assistance, such as a tax-free scholarship, grant, or employer-provided educational assistance. 
See Adjustments to Qualified Education Expenses, next. 

 
ADJUSTMENTS TO QUALIFIED EDUCATION EXPENSES 
 
For each student, reduce the qualified education expenses paid in 2021 by or on behalf of that student 
under the following rules. The result is the amount of adjusted qualified education expenses for each 
student. 
Tax-free educational assistance. For tax-free educational assistance received in 2021, reduce the 
qualified educational expenses for each academic period by the amount of tax-free educational 
assistance allocable to that academic period. See Academic period, earlier. 
Tax-free educational assistance includes: 

• Tax-free parts of scholarships and fellowships (including Pell grants), 
• The tax-free part of employer-provided educational assistance, 
• Veterans’ educational assistance, and 
• Any other nontaxable (tax-free) payments (other than gifts or inheritances) received as 

educational assistance. 
Refunds. A refund of qualified education expenses may reduce qualified education expenses for the 
tax year or may require you to repay (recapture) the credit that you claimed in an earlier year. Some 
tax-free educational assistance received after 2021 may be treated as a refund. See Tax-free 
educational assistance, earlier. 
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Amounts that do not reduce qualified education expenses. Do not reduce qualified education 
expenses by amounts paid with funds the student receives as: 

• Payment for services, such as wages, 
• A loan, 
• A gift, 
• An inheritance, or 
• A withdrawal from the student’s personal savings. 

Do not reduce the qualified education expenses by any scholarship or fellowship reported as income 
on the student’s tax return in the following situations. 

• The use of the money is restricted, by the terms of the grant, to costs of attendance (such as 
room and board) other than qualified education expenses. 

• The use of the money is not restricted. 
 
CHAPTER 6: TEST YOUR KNOWLEDGE 
The following questions are designed to ensure that you have a complete understanding of the 
information presented in the chapter (assignment). They are included as an additional tool to enhance 
your learning experience and do not need to be submitted in order to receive CE credit. 
We recommend that you answer each question and then compare your response to the suggested 
solutions on the following page(s) before answering the final exam questions related to this chapter 
(assignment). 
 
1. For 2021, what is the maximum American opportunity credit: 

A. $1,500 per eligible student 
B. $2,000 per eligible student 
C. $2,500 per eligible student 
D. $3,000 per eligible student 

 
2. The lifetime learning credit may be claimed for qualified educational expenses paid to 
postsecondary institutions, but is restricted to which of the following: 

A. the first 2 years of study 
B. the first 3 years 
C. a total of 4 years 
D. none of the above; there is no limit on the years of study 

 
CHAPTER 6: SOLUTIONS AND SUGGESTED RESPONSES 
Below are the solutions and suggested responses for the questions on the previous page(s). If you 
choose an incorrect answer, you should review the pages as indicated for each question to ensure 
comprehension of the material. 
 
1.  

A. Incorrect. The maximum credit available is more than $1,500 per eligible student. 
B. Incorrect. The maximum credit available is more than $2,000 per eligible student. The lifetime 

learning credit, however, is $2,000 per return. 
C. CORRECT. The maximum credit available per eligible student is $2,500. 
D. Incorrect. The maximum credit available per eligible student is lower than $3,000. 

 
2.  

A. Incorrect. Neither of the education credits are restricted to claiming a tax credit to two years. 
B. Incorrect. Neither of the education credits are restricted to claiming a tax credit to three years. 
C. Incorrect. The American opportunity credit is limited to four years postsecondary education. 
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D. CORRECT. There is no limit on the number of years for which the lifetime learning credit can 
be claimed for qualifying students. The lifetime learning credit can be up to $2,000 per year 
for all students. 
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Chapter 7: Earned Income Credit (EIC) 
 
Chapter Objective 
After completing this chapter, you should be able to: 

• Recall the limit of investment income to qualify for the earned income credit. 
 

I. Introduction 
 
The earned income credit (EIC) is a tax credit for certain people who work and have a limited earned 
income. A tax credit usually means more money in your pocket. It reduces the amount of tax you owe. 
The EIC may also give you a refund. 
Earned income amount is more. The maximum amount of income you can earn and still get the credit 
has increased. You may be able to take the credit if: 

• You have three or more qualifying children and you earned less than $51,464 ($57,414 if 
married filing jointly), 

• You have two qualifying children and you earned less than $47,915 ($53,865 if married filing 
jointly), 

• You have one qualifying child and you earned less than $42,158 ($48,108 if married filing 
jointly), or 

• You do not have a qualifying child and you earned less than $15,980 ($21,920 if married filing 
jointly). 

Your adjusted gross income also must be less than the amount in the above list that applies to you. 
Investment income amount is more. The maximum amount of investment income you can have and 
still get the credit is $10,000. 
How do you get the earned income credit? To claim the EIC, you must: 

1. Qualify by meeting certain rules, and 
2. File a tax return, even if you: 

a) Do not owe any tax, 
b) Did not earn enough money to file a return, or 
c) Did not have income taxes withheld from your pay. 

When you complete your return, you can figure your EIC by using a worksheet in the instructions for 
Form 1040 or 1040-SR. Or, if you prefer, you can let the IRS figure the credit for you. 
 

II. Do you qualify for the credit? 
 
To qualify to claim the EIC, you must first meet all of the rules explained in Part A, Rules for Everyone. 
Then, you must meet the rules in Part B, Rules If You Have a Qualifying Child, or Part C, Rules If You Do 
Not Have a Qualifying Child. There is one final rule you must meet in Part D, Figuring and Claiming the 
EIC. You qualify for the credit if you meet all the rules in each part that applies to you. 

• If you have a qualifying child, the rules in Parts A, B, and D apply to you. 
• If you do not have a qualifying child, the rules in Parts A, C, and D apply to you. 

 
IF IMPROPER CLAIM MADE IN PRIOR YEAR 
If your EIC for any year after 1996 was denied or reduced for any reason other than a math or clerical 
error, you must attach a completed Form 8862 to your next tax return if you wish to claim the EIC. 
You must also qualify to claim the EIC by meeting the rules. 
If your EIC was denied or reduced as a result of a math or clerical error, do not attach Form 8862 to 
your next tax return. For example, if your arithmetic is incorrect, the IRS can correct it. If you do not 
provide a correct social security number, the IRS can deny the EIC. These kinds of errors are called 
math or clerical errors. 
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If your EIC for any year after 1996 was denied and it was determined that your error was due to 
reckless or intentional disregard of the EIC rules, then you cannot claim the EIC for the next 2 years. If 
your error was due to fraud, then you cannot claim the EIC for the next 10 years. 
 
TABLE 7-1. EARNED INCOME CREDIT IN A NUTSHELL 
 

First, you must meet all the rules in 
this column. 

Second, you must meet all the rules 
in one of these columns, whichever 

applies. 

Third, you must 
meet the rule in 

this column. 

Part A. Rules for Everyone 
Part B. Rules If 

You Have a 
Qualifying Child 

Part C. Rules If 
You Do Not Have 

a Qualifying 
Child 

Part D. Figuring 
and Claiming the 

EIC 

1. Your adjusted 
gross income 
(AGI) must be 
less than: 
• $51,464 

($57,414 for 
married filing 
jointly) if you 
have three or 
more 
qualifying 
children. 

• $47,915 
($53,865 for 
married filing 
jointly) if you 
have two 
qualifying 
children. 

• $42,158 
($48,108 for 
married filing 
jointly) if you 
have one 
qualifying 
child, or 

• $15,980 
($21,920 for 
married filing 
jointly) if you 
do not have a 
qualifying 
child. 

2. You must have 
a valid social 
security number 
by the due date 
of your 2021 
return (including 
extensions). 
3. Your filing 
status cannot be 
“married filing 
separately.” 
4. You must be a 
U.S. citizen or 
resident alien all 
year. 
5. You cannot file 
Form 2555 
(relating to 
foreign earned 
income). 
6. Your 
investment 
income must be 
$10,000 or less. 
7. You must have 
earned income. 
 

8. Your child 
must meet the 
relationship, age, 
residency, and 
joint return tests. 
9. Your qualifying 
child cannot be 
used by more 
than one person 
to claim the EIC. 
10. You cannot 
be a qualifying 
child of another 
person.  
 

11. You must be 
at least age 25 
but under age 65. 
12. You cannot 
be the 
dependent of 
another person. 
13. You cannot 
be a qualifying 
child of another 
person. 
14. You must 
have lived in the 
United States 
more than half of 
the year. 
 

15. Your earned 
income must be 
less than: 
• $51,464 

($57,414 for 
married filing 
jointly) if you 
have three or 
more 
qualifying 
children. 

• $47,915 
($53,865 for 
married filing 
jointly) if you 
have two 
qualifying 
children. 

• $42,158 
($48,108 for 
married filing 
jointly) if you 
have one 
qualifying 
child, or 

• $15,980 
($21,920 for 
married filing 
jointly) if you 
do not have a 
qualifying 
child. 

 

Example 1 
You, your 5-year-old son, and your son’s father lived together all year. You and your son’s father are 
not married. Your son is a qualifying child of both you and his father because he meets the relationship, 
age, residency, and joint return tests for both you and his father. Your earned income and AGI are 
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$12,000, and your son’s father’s earned income and AGI are $14,000. Neither of you had any other 
income. Your son’s father agrees to let you treat the child as a qualifying child. This means, if your 
son’s father does not claim your son as a qualifying child for the EIC or any of the other tax benefits 
listed earlier, you can claim him as a qualifying child for the EIC and any other tax benefits listed for 
which you qualify. 

 

Example 2 
You and your 7-year-old niece, your sister’s child, lived with your mother all year. You are 25 years old, 
and your AGI is $9,300. Your only income was from a part-time job. Your mother’s AGI is $15,000. Her 
only income was from her job. Your niece’s parents file jointly, have an AGI of less than $9,000, and 
do not live with you or their child. Your niece is a qualifying child of both you and your mother because 
she meets the relationship, age, residency, and joint return tests for both you and your mother. 
However, only your mother can treat her as a qualifying child. This is because your mother’s AGI, 
$15,000, is more than your AGI, $9,300. 

 
CHAPTER 7: TEST YOUR KNOWLEDGE 
The following questions are designed to ensure that you have a complete understanding of the 
information presented in the chapter (assignment). They are included as an additional tool to enhance 
your learning experience and do not need to be submitted in order to receive CE credit. 
We recommend that you answer each question and then compare your response to the suggested 
solutions on the following page(s) before answering the final exam questions related to this chapter 
(assignment). 
 
1. The earned income credit not only may reduce the tax you owe, but also give you a refund. 

A. true 
B. false 

 
2. What is the maximum amount of income you can earn and still receive the earned income credit 
if you have three or more qualifying children and are filing single: 

A. $15,980 
B. $42,158 
C. $51,464 
D. $57,414 

 
CHAPTER 7: SOLUTIONS AND SUGGESTED RESPONSES 
Below are the solutions and suggested responses for the questions on the previous page(s). If you 
choose an incorrect answer, you should review the pages as indicated for each question to ensure 
comprehension of the material. 
 
1.  

A. CORRECT. The earned income credit is different than most credits because not only does it 
reduce the amount of tax you may owe, but it also may give you a refund. 

B. Incorrect. To get your earned income credit, you must qualify by meeting certain rules, and 
file a tax return even if you did not owe any tax, did not earn enough money to file a return, 
or did not have income taxes withheld from your pay. 

 
2.  

A. Incorrect. $15,980 is the maximum that an individual can earn and receive the earned income 
credit if he or she is filing single and has no qualifying children. 

B. Incorrect. $42,158 is the maximum that an individual can earn and receive the earned income 
credit if he or she is filing single and has one qualifying child. 
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C. CORRECT. The adjusted gross income must also be less than $51,464. 
D. Incorrect. $57,414 is the maximum that an individual can earn and receive the earned income 

credit if he or she is married filing jointly and has three or more qualifying children. 
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Chapter 8: Premium Tax Credit (PTC) 
 
Chapter Objective 
After completing this chapter, you should be able to: 

• Recognize who is eligible to claim the premium tax credit. 
 

I. What’s New 
 
For 2021 and 2022, the ARPA provides larger PTCs to qualifying households. The law extends eligibility 
to taxpayers with household income above 400 percent of the federal poverty line by lowering the 
upper premium contribution limit to 8.5 percent of household income. All household income levels 
will experience a boost in premium credits for 2021 and 2022. It removes the requirement that people 
repay some of all of their credits due to changes in income levels for 2020. Finally, it would increase 
the amount of credit available to people who received unemployment benefits at any point in 2021. 
 

Example 
• A single 21 year old with an income of $19,300 - or 150 percent of the federal poverty line 

(FPL) - would claim $4,300 in premium tax credits under the ARPA, compared to $3,500 
under prior law. 

• A single 45 year old with an income of $58,000 - or 450 percent of FPL - would claim $1,250 
in premium tax credits under the ARPA, compared to zero under prior law. 

 
II. Introduction 
 
You may be able to take the PTC only for health insurance coverage in a qualified health plan 
purchased through a Health Insurance Marketplace (also known as an Exchange). This includes a 
qualified health plan purchased on healthcare.gov or through a state Marketplace. 
This chapter provides an overview of the following. 

• What is the PTC. 
• Who can take the PTC. 
• How to claim the credit. 

 

III. What Is The Premium Tax Credit (PTC)? 
 
Premium tax credit (PTC). The PTC is a tax credit for certain people who enroll, or whose family 
member enrolls, in a qualified health plan. The credit provides financial assistance to pay the 
premiums for the qualified health plan offered through a Marketplace by reducing the amount of tax 
you owe, giving you a refund, or increasing your refund amount. You must file Form 8962 to compute 
and take the PTC on your tax return. 
Advance payments of the premium tax credit (APTC). APTC is a payment made to your insurance 
provider that pays for part or all of the premiums for a qualified health plan covering you or an 
individual in your tax family. Your APTC eligibility is based on the Marketplace’s estimate of the PTC 
you will be able to take on your tax return. If APTC was paid for you or an individual in your tax family, 
you must complete Form 8962 to reconcile (compare) the APTC with your PTC. If the APTC is more 
than your PTC, you have excess APTC. If the APTC is less than the PTC, you can get a credit for the 
difference, which reduces your tax payment or increases your refund. 
Changes in circumstances. The Marketplace determined your eligibility for and the amount of your 
2021 APTC using projections of your income and the number of individuals you certified to the 
Marketplace would be in your tax family (yourself, spouse, and dependents) when you enrolled in a 
qualified health plan. If this information changed during 2021 and you did not promptly report it to 
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the Marketplace, the amount of APTC paid may be substantially different from the amount of PTC you 
can take on your tax return. 
 

IV. Who can take the PTC? 
 
You can take the PTC for 2021 if you meet all the conditions under (1) and (2) below. 

1. For at least one month of the year, all of the following were true. 
a) An individual in your tax family was enrolled in a qualified health plan offered through 

the Marketplace on the first day of the month; 
b) The individual was not eligible for minimum essential coverage, other than coverage 

in the individual market; and 
c) The portion of the enrollment premiums for the month for which you are responsible 

was paid by the due date of your tax return (not including extensions). 
2. You are an applicable taxpayer for 2021. To be an applicable taxpayer, you must meet all of 

the following requirements. 
a) For 2021, your household income is at least 100% but no more than 400% of the 

Federal poverty line for your family size (provided in Tables 1-1, 1-2, and 1-3, in the 
Instructions for Form 8962). See the Instructions for Form 8962 for exceptions when 
household income is below 100% of the Federal poverty line. 

b) No one can claim you as a dependent on their tax return for 2021. 
c) If you were married at the end of 2021, generally you must file a joint return. 

However, filing a separate return from your spouse will not disqualify you from being 
an applicable taxpayer if you meet certain requirements described under Married 
taxpayers in the Instructions for Form 8962. 

 

V. How To Take The PTC? 
 
You must file Form 8962 with your income tax return if any of the following apply to you. 

• You are taking the PTC. 
• APTC was paid for you or another individual in your tax family. 
• APTC was paid for an individual for whom you told the Marketplace would be in your tax family 

and neither you nor anyone else included that individual in a tax family. See Individual enrolled 
who is not included in a tax family under Lines 12 Through 23 – Monthly Calculation in the 
Instructions for Form 8962. 

If any of the circumstances above apply to you, you must file an income tax return and attach Form 
8962 even if you are not otherwise required to file. You must file Form 1040, 1040-SR, or 1040-NR. 
Form 1095-A. You will need Form 1095-A to complete Form 8962. The Marketplace uses Form 1095-
A to report certain information to the IRS about individuals who enrolled in a qualified health plan 
through the Marketplace. The Marketplace sends copies to individuals to allow them to accurately file 
a tax return taking the PTC and reconciling APTC. For coverage in 2021, the Marketplace is required to 
provide or send Form 1095-A to the individual(s) identified in the Marketplace enrollment application 
by January 31, 2022. 
Under certain circumstances (for example, where two spouses enroll in a qualified health plan and 
divorce during the year), the Marketplace will provide Form 1095-A to one taxpayer, but another 
taxpayer will also need the information from that form to complete Form 8962. The recipient of Form 
1095-A should provide a copy to other taxpayers as needed. 
Allocating policy amounts. You need to allocate policy amounts (enrollment premiums, LCSP 
premiums, and/or APTC) on a Form 1095-A between your tax family and another tax family if: 

• The policy covered at least one individual in your tax family and at least one individual in 
another tax family, and 
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• You received a Form 1095-A for the policy that does not accurately reflect the members of 
your tax family who were enrolled in the policy (meaning that it either lists someone who is 
not in your tax family or does not list a member of your tax family who was enrolled in the 
policy) or the other tax family received a Form 1095-A for the policy that includes a member 
of your tax family. 

If these conditions apply to you, check the “Yes” box on line 9 of Form 8962. For each policy to which 
the two conditions above apply, follow the instructions in Table 3. Shared Policy Allocation—Line 9, in 
the Form 8962 instructions, to determine which allocation rule applies for that qualified health plan. 
A qualified health plan may have covered at least one individual in your tax family and one individual 
not in your tax family if: 

• You got divorced during the year, 
• You are married but filing a separate return from your spouse, 
• You or an individual in your tax family was enrolled in a qualified health plan by someone who 

is not part of your tax family (for example, your ex-spouse enrolled a child whom you are 
claiming as a dependent), or 

• You or an individual in your tax family enrolled someone not part of your tax family in a 
qualified health plan (for example, you enrolled a child whom your ex-spouse is claiming as a 
dependent). 

 
CHAPTER 8: TEST YOUR KNOWLEDGE 
The following question is designed to ensure that you have a complete understanding of the 
information presented in the chapter (assignment). It is included as an additional tool to enhance your 
learning experience and does not need to be submitted in order to receive CE credit. 
We recommend that you answer the question and then compare your response to the suggested 
solution on the following page before answering the final exam question(s) related to this chapter 
(assignment). 
 
1. To be an applicable taxpayer for purposes of taking the premium tax credit (PTC), which of the 
following must be true: 

A. no one can claim you as a dependent on their tax return for 2021 
B. if you were married at the end of 2021, generally you must file a separate return 
C. your household income cannot be above the Federal poverty line for your family size 
D. you must have reached retirement age 

 
CHAPTER 8: SOLUTIONS AND SUGGESTED RESPONSES 
Below are the solutions and suggested responses for the questions on the previous page(s). If you 
choose an incorrect answer, you should review the pages as indicated for each question to ensure 
comprehension of the material. 
 
1.  

A. CORRECT. Not being able to be claimed as a dependent on another’s tax return is one of the 
three requirements that must be met in order to be an applicable taxpayer to take the PTC. 

B. Incorrect. If you were married at the end of 2021, generally you must file a joint return; 
however, filing a separate return from your spouse will not automatically disqualify you from 
being an applicable taxpayer if you meet certain requirements. 

C. Incorrect. Your household income must be at least 100% but not more than 400% of the 
Federal poverty line for your family size in order to be an applicable taxpayer to take the credit. 

D. Incorrect. There is no age restriction for those taking the PTC. 
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Chapter 9: Other Credits 
 
Chapter Objective 
After completing this chapter, you should be able to: 

• Identify various nonrefundable and refundable credits available for income tax purposes. 
 

I. Important 
 
Adoption credit. The maximum adoption credit has been increased to $14,440 for 2021. 
 

II. Introduction 
 
This chapter discusses the following nonrefundable credits. 

• Adoption credit. 
• Credit to holders of tax credit bonds. 
• Foreign tax credit. 
• Mortgage interest credit. 
• Nonrefundable credit for prior year minimum tax. 
• Residential energy credit. 
• Retirement savings contributions credit. 

This chapter also discusses the following refundable credits. 
• Credit for tax on undistributed capital gain. 
• Health coverage tax credit. 
• Credit for Excess Social Security Tax or Railroad Retirement Tax Withheld. 

Nonrefundable credits. The first part of this chapter, Nonrefundable Credits, covers seven credits that 
you subtract directly from your tax. These credits may reduce your tax to zero. If these credits are 
more than your tax, the excess is not refunded to you. 
Refundable credits. The second part of this chapter, Refundable Credits, covers three credits that are 
treated as payments and are refundable to you. These credits are added to the federal income tax 
withheld and any estimated tax payments you made. If this total is more than your total tax, the excess 
will be refunded to you. 
 

III. Nonrefundable Credits 
 
ADOPTION CREDIT 
You may be able to take a tax credit of up to $14,440 for qualifying expenses paid to adopt an eligible 
child. The credit may be allowed for the adoption of a child with special needs even if you do not have 
any qualified expenses. 
If your modified adjusted gross income (AGI) is more than $216,660, your credit is reduced. If your 
modified AGI is $256,660 or more, you cannot claim the credit. 
Qualified adoption expenses. Qualified adoption expenses are reasonable and necessary adoption 
fees, court costs, attorney fees, traveling expenses (including amounts spent for meals and lodging) 
while away from home, and other expenses directly related to, and whose principal purpose is for, the 
legal adoption of an eligible child. These expenses include: 

• Adoption fees, 
• Court costs, 
• Attorney fees, 
• Travel expenses (including amounts spent for meals and lodging) while away from home, and 
• Re-adoption expenses to adopt a foreign child. 

Nonqualified expenses. Qualified adoption expenses do not include expenses: 
• That violate state or federal law, 
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• For carrying out any surrogate parenting arrangement, 
• For the adoption of your spouse’s child, 
• For which you received funds under any federal, state, or local program, 
• Allowed as a credit or deduction under any other federal income tax rule, or 
• Paid or reimbursed by your employer or any other person or organization. 

Eligible child. The term “eligible child” means any individual: 
1. Under 18 years old, or 
2. Physically or mentally incapable of caring for himself or herself. 

Child with special needs. An eligible child is a child with special needs if all three of the following apply: 
1. The child was a citizen or resident of the United States (including U.S. possessions) at the time 

the adoption process began. 
2. A state (including the District of Columbia) determines that the child cannot or should not be 

returned to his or her parents’ home. 
3. The state has determined that the child will not be adopted unless assistance is provided to 

the adoptive parents. Factors used by states to make this determination include: 
• The child’s ethnic background, 
• The child’s age, 
• Whether the child is a member of a minority or sibling group, or 
• Whether the child has a medical condition or physical, mental, or emotional handicap. 

When to take the credit. Generally, until the adoption becomes final, you take the credit in the year 
after your qualified expenses are paid or incurred. If the adoption becomes final, you take the credit 
in the year your expenses were paid or incurred. 
Foreign child. If the child is not a U.S. citizen or resident, you cannot take the credit unless the adoption 
becomes final. You treat all adoption expenses paid or incurred in years before the adoption becomes 
final as paid or incurred in the year it becomes final. 
How to take the credit. Figure your 2021 nonrefundable credit and any carryforward to 2022 on Form 
8839 and attach it to your Form 1040 or 1040-SR. Include the credit in your total for Schedule 3 (Form 
1040), line 6. Check box c and enter “8939” on the line next to that box. 
 
CREDIT TO HOLDERS OF TAX CREDIT BONDS 
Tax credit bonds are bonds in which the holder receives a tax credit in lieu of some or all of the interest 
on the bond. 
You may be able to take a credit if you are a holder of one of the following bonds. 

• Clean renewable energy bonds (issued before 2010). 
• New clean renewable energy bonds. 
• Qualified energy conservation bonds. 
• Qualified school construction bonds. 
• Qualified zone academy bonds. 
• Build America bonds. 

In some instances, an issuer may elect to receive a credit for interest paid on the bond. If the issuer 
makes this election, you cannot also claim a credit. 
Interest income. The amount of any tax credit allowed (figured before applying tax liability limits) 
must be included as interest income on your tax return. 
How to take the credit. Complete Form 8912 and attach it to your Form 1040 or 1040-SR. Include the 
credit in your total for Schedule 3 (Form 1040), line 6. Check box c and enter “8912” on the line next 
to that box. 
 
FOREIGN TAX CREDIT 
You generally can choose to claim income taxes you paid or accrued during the year to a foreign 
country or U.S. possession as a credit against your U.S. income tax. Or, you can deduct them as an 
itemized deduction (see chapter 23). 



Figuring your Taxes and Credits | Page 48 

You cannot take a credit (or deduction) for foreign income taxes paid on income that you exclude from 
U.S. tax under the foreign earned income exclusion, the foreign housing exclusion, income from Puerto 
Rico exempt from U.S. tax, or the possession exclusion. 
Limit on the credit. Unless you can elect not to file Form 1116, your foreign tax credit cannot be more 
than your U.S. tax liability (the total of Form 1040 or 1040-SR, line 16, and Schedule 2 (Form 1040), 
line 2) multiplied by a fraction. The numerator of the fraction is your taxable income from sources 
outside the United States. The denominator is your total taxable income from U.S. and foreign sources. 
How to take the credit. Complete Form 1116 and attach it to your Form 1040 or 1040-SR. Enter the 
credit on Schedule 3 (Form 1040), line 1. 
 

Exception 
You do not have to complete Form 1116 to take the credit if all of the following apply. 

1. All of your foreign source gross income was “passive category income” (which includes most 
interest and dividends) and all of that income and the foreign tax paid on it were reported 
to you on qualified payee statements, such as Form 1099-INT and Form 1099-DIV (or 
substitute statements). 

2. The total of your foreign taxes was not more than $300 (not more than $600 if married 
filing jointly). 

For more details on these requirements, see the instructions for Form 1116. 

 
MORTGAGE INTEREST CREDIT 
The mortgage interest credit is intended to help lower-income individuals own a home. If you qualify, 
you can take a credit each year for part of the home mortgage interest you pay. 
Who qualifies. You may be eligible for the credit if you were issued a mortgage credit certificate (MCC) 
from your state or local government. Generally, an MCC is issued only in connection with a new 
mortgage for the purchase of your main home. 
Amount of credit. Figure your credit on Form 8396. If your mortgage is equal to (or smaller than) the 
certified indebtedness amount (loan) shown on your MCC, enter on Form 8396, line 1, all the interest 
you paid on your mortgage during the year. 
If your mortgage loan amount is larger than the certified indebtedness amount shown on your MCC, 
you can figure the credit on only part of the interest you paid. To find the amount to enter on line 1, 
multiply the total interest you paid during the year on your mortgage by the following fraction. 
 

Certified indebtedness amount on your MCC 
Original amount of your mortgage 

 
Limit based on credit rate. If the certificate credit rate is more than 20%, the credit you are allowed 
cannot be more than $2,000. If two or more persons (other than a married couple filing a joint return) 
hold an interest in the home to which the MCC relates, this $2,000 limit must be divided based on the 
interest held by each person. 
Carryforward. Your credit (after applying the limit based on the credit rate) is also subject to a limit 
based on your tax that is figured using Form 8396. If your allowable credit is reduced because of this 
tax liability limit, you can carry forward the unused portion of the credit to the next 3 years or until 
used, whichever comes first. 
If you are subject to the $2,000 limit because your certificate credit rate is more than 20%, you cannot 
carry forward any amount more than $2,000 (or your share of the $2,000 if you must divide the credit). 
How to take the credit. Figure your 2021 credit and any carryforward to 2022 on Form 8396, and 
attach it to your Form 1040 or 1040-SR. Be sure to carry any credit carryforward from 2018, 2019, and 
2020.  
Include the credit on Schedule 3 (Form 1040), line 6. Check box c, and enter “8396” on the line next 
to that box. 
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Reduced home mortgage interest deduction. If you claim the credit and itemize your deductions on 
Schedule A (Form 1040), you must reduce your home mortgage interest deduction by the amount of 
the mortgage interest credit shown on Form 8396, line 3. You must do this even if part of that amount 
is to be carried forward to 2022. 
Recapture of federal mortgage subsidy. If you received an MCC with your mortgage loan, you may 
have to recapture (pay back) all or part of the benefit you received from that program. The recapture 
may be required if you sell or dispose of your home at a gain during the first 9 years after the date you 
closed your mortgage loan. 
 
NONREFUNDABLE CREDIT FOR PRIOR YEAR MINIMUM TAX 
The tax laws give special treatment to some kinds of income and allow special deductions and credits 
for some kinds of expenses. If you benefit from these laws, you may have to pay at least a minimum 
amount of tax in addition to any other tax on these items. This is called the alternative minimum tax. 
The special treatment of some items of income and expenses only allows you to postpone paying tax 
until a later year. If in prior years you paid alternative minimum tax because of these tax 
postponement items, you may be able to claim a credit for prior year minimum tax against your 
current year’s regular tax. 
You may be able to take a credit against your regular tax if for 2020 you: 

1. Had an alternative minimum tax liability and adjustments or preferences other than exclusion 
items, 

2. Had a minimum tax credit that you are carrying forward to 2021, or 
3. Had an unallowed qualified electric vehicle credit. 

How to take the credit. Figure your 2021 nonrefundable credit (if any) and any carryforward to 2022 
on Form 8801, and attach it to your Form 1040 or 1040-SR. Include the credit on Schedule 3 (Form 
1040), line 6, and check box b. You can carry forward any unused credit for prior year minimum tax to 
later years until it is completely used. 
For additional information about the credit, see the instructions for Form 8801. 
 
RESIDENTIAL ENERGY CREDIT 
You may be able to claim the residential energy efficient property credit if you made energy saving 
improvements to your home located in the United States in 2021. 
 

Note 
If you are a member of a condominium management association for a condominium you own or a 
tenant-stockholder in a cooperative housing corporation, you are treated as having paid your 
proportionate share of any costs of the association or corporation. 

 
Residential energy efficient property credit. You may be able to take a credit of 26% of your costs of 
qualified solar electric property, qualified solar water heating property, small wind energy property, 
geothermal heat pump property, and fuel cell property. Include any labor costs properly allocable to 
the onsite preparation, assembly, or original installation of the residential energy efficient property 
and for piping or wiring to interconnect such property to the home. 
Basis reduction. You must reduce the basis of your home by the amount of any credit allowed. 
How to take the credit. Complete Form 5695 and attach it to your Form 1040 or 1040-SR. Enter the 
credit on Schedule 3 (Form 1040), line 5. 
 
RETIREMENT SAVINGS CONTRIBUTIONS CREDIT (SAVER’S CREDIT) 
You may be able to take this credit if you, or your spouse if filing jointly, made: 

• Contributions (other than rollover contributions) to a traditional or Roth IRA, 
• Elective deferrals to a 401(k) or 403(b) plan (including designated Roth contributions) or to a 

governmental 457, SEP, SIMPLE, or to the federal Thrift Savings Plan, 
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• Voluntary employee contributions to a qualified retirement plan (including the federal Thrift 
Savings Plan), 

• Contributions to a 501(c)(18)(D) plan, or 
• Contributions to an ABLE account by the designated beneficiary. 

However, you cannot take the credit for 2021 if either of the following applies. 
1. The amount on Form 1040 or 1040-SR, line 11, is more than $33,000 ($49,500 if head of 

household; $66,000 if married filing jointly). 
2. The person(s) who made the qualified contribution or elective deferral (a) was born after 

January 1, 2004, (b) is claimed as a dependent on someone else’s 2021 tax return or (c) was a 
student (defined next). 

Student. You were a student if during any part of 5 calendar months of 2021 you: 
• Were enrolled as a full-time student at a school, or 
• Took a full-time, on-farm training course given by a school or a state, county, or local 

government agency. 
School. A school includes a technical, trade, or mechanical school. It does not include an on-the-job 
training course, correspondence school, or school offering courses only through the Internet. 
How to take the credit. Figure the credit on Form 8880. Enter the credit on your Schedule 3 (Form 
1040), line 4, and attach Form 8880 to your return. 
 

IV. Refundable Credits 
 
CREDIT FOR TAX ON UNDISTRIBUTED CAPITAL GAIN 
You must include in your income any amounts that regulated investment companies (commonly called 
mutual funds) or real estate investment trusts (REITs) allocated to you as capital gain distributions, 
even if you did not actually receive them. If the mutual fund or REIT paid a tax on the capital gain, you 
are allowed a credit for the tax since it is considered paid by you. The mutual fund or REIT will send 
you Form 2439, Notice to Shareholder of Undistributed Long-Term Capital Gains, showing the 
undistributed capital gains and the tax paid, if any. 
How to take the credit. To take the credit, attach Copy B of Form 2439 to your Form 1040 or 1040-SR. 
Include the amount from box 2 of your Form 2439 in the total for Schedule 3 (Form 1040), line 12a. 
 
HEALTH COVERAGE TAX CREDIT 
You can elect to take the health coverage tax credit only if (a) you were an eligible trade adjustment 
assistance (TAA) recipient, alternative TAA (ATAA) recipient, reemployment TAA (RTAA) recipient, or 
Pension Benefit Guaranty Corporation (PBGC) pension payee; or you were a qualified family member 
of one of these individuals who passed away or finalized a divorce with you, (b) you cannot be claimed 
as a dependent on someone else’s 2021 tax return, and (c) you have met all of the conditions listed 
on line 1 of Form 8885. 
How to take the credit. The HCTC is an election. You make your election by checking the box on line 
1 of Form 8885 for the first month you are electing to take the HCTC. Once you elect to take the HCTC 
for a month in 2021, the election to take the HCTC applies to all subsequent months in 2021 and you 
must check those boxes on line 1 of Form 8885. The election does not apply to any month you are not 
qualified to take the HCTC. The election must be made not later than the due date (including 
extensions) of your tax return. 
 
CREDIT FOR EXCESS SOCIAL SECURITY TAX OR RAILROAD RETIREMENT TAX WITHHELD 
Most employers must withhold social security tax from your wages. If you work for a railroad 
employer, that employer must withhold tier 1 railroad retirement (RRTA) tax and tier 2 RRTA tax. 
If you worked for two or more employers in 2021, you may have had too much social security tax 
withheld from your pay. If one or more of those employers was a railroad employer, too much tier 1 
RRTA tax may also have been withheld at the 6.2% rate. You can claim the excess social security or tier 
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1 RRTA tax as a credit against your income tax when you file your return. For the tier 1 RRTA tax, only 
use the portion of the tier 1 RRTA tax that was taxed at the 6.2% rate when figuring if excess tier 1 
RRTA tax was withheld; do not include any portion of the tier 1 RRTA tax that was withheld at the 
Medicare tax rate (1.45%) or the Additional Medicare Tax rate (0.9%). The following table shows the 
maximum amount of wages subject to tax and the maximum amount of tax that should have been 
withheld for 2021. 

Type of tax Maximum wages 
subject to tax 

Maximum tax that should 
have been withheld 

Social security or RRTA tier 1  $142,800 $8,853.60 

RRTA tier 2  $106,200 $5,203.80 

 

Caution! 
All wages are subject to Medicare tax withholding. 

 

Tip 
Use Form 843, Claim for Refund and Request for Abatement, to claim a refund of excess tier 2 RRTA 
tax. Be sure to attach a copy of all of your W-2 forms. 

 
Employer’s error. If any one employer withheld too much social security or tier 1 RRTA tax, you cannot 
take the excess as a credit against your income tax. The employer should adjust the tax for you. If the 
employer does not adjust the overcollection, you can file a claim for refund using Form 843. 
Joint return. If you are filing a joint return, you cannot add the social security or tier 1 RRTA tax 
withheld from your spouse’s wages to the amount withheld from your wages. Figure the withholding 
separately for you and your spouse to determine if either of you has excess withholding. 
How to figure the credit if you did not work for a railroad. If you did not work for a railroad during 
2021, figure the credit as follows: 
 

1. Add all social security tax withheld (but not more than $8,853.60 
for each employer). Enter the total here 

________ 

2. Enter any uncollected social security tax on tips or group-term 
life insurance included in the total on Schedule 2 (Form 1040), 
line 8, identified by “UT” 

________ 

3. Add lines 1 and 2. If $8,853.60 or less, stop here. You cannot 
take the credit 

________ 

4. Social security tax limit  $8,853.60 
5. Credit. Subtract line 4 from line 3. Enter the result here and on 

Schedule 3 (Form 1040), line 10 
________ 

 
CHAPTER 9: TEST YOUR KNOWLEDGE 
The following questions are designed to ensure that you have a complete understanding of the 
information presented in the chapter (assignment). They are included as an additional tool to enhance 
your learning experience and do not need to be submitted in order to receive CE credit. 
We recommend that you answer each question and then compare your response to the suggested 
solutions on the following page(s) before answering the final exam questions related to this chapter 
(assignment). 
 
1. Which of the following is a refundable credit: 

A. the adoption credit 
B. the foreign tax credit 
C. the mortgage interest credit 
D. the credit for tax on undistributed capital gain 
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2. You may be able to take a 26% credit of your costs of qualified solar electric property incurred in 
2021. 

A. true 
B. false 

 
CHAPTER 9: SOLUTION AND SUGGESTED RESPONSES 
Below are the solutions and suggested responses for the questions on the previous page(s). If you 
choose an incorrect answer, you should review the pages as indicated for each question to ensure 
comprehension of the material. 
 
1.  

A. Incorrect. You may be able to take a credit of up to $14,440 (2021) for qualifying expenses 
paid to adopt an eligible child. This credit, however, is nonrefundable. 

B. Incorrect. You generally can choose to claim income taxes you paid or accrued during the year 
to a foreign country or U.S. possession as a credit against your U.S. income tax. This credit, 
however, is nonrefundable. You can otherwise choose to deduct them as an itemized 
deduction if within the SALT limitation. 

C. Incorrect. The mortgage interest credit is intended to help lower-income individuals own a 
home. If you qualify, you can take a credit each year for part of the home mortgage interest 
you pay. This credit, however, is nonrefundable. 

D. CORRECT. You must include in your income any amounts that regulated investment 
companies or real estate investment trusts allocated to you as capital gain distributions, even 
if you did not actually receive them. To take the credit, attach Copy B of Form 2439 to your 
Form 1040 or 1040-SR. 

 
2.  

A. CORRECT. You must reduce the basis of your home by the amount of any credit allowed. 
B. Incorrect. To take the credit, you must complete Form 5695 and attach it to your Form 1040 

or 1040-SR. 
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GLOSSARY 
 
401(k) plan. A deferred compensation plan, authorized by Section 401(k) of the Internal Revenue 
Code, under which a percentage of an employee’s salary is withheld and placed in a savings account 
or the company’s profit-sharing plan. Income accumulates on the deferred amount until withdrawn 
by the employee at age 59½ or when the employee retires or leaves the company. 
Accelerated cost recovery system (ACRS). A statutory method of depreciation allowing accelerated 
rates for most types of property used in business and income-producing activities during the years 
1981 through 1986. It has been superseded by the modified accelerated cost recovery system 
(MACRS) for assets placed in service after 1986. 
Accelerated death benefit. Certain payments received under a life insurance contract on the life of a 
terminally or chronically ill individual before the individual’s death. 
Accelerated depreciation. A method of depreciation that allows a person to deduct the cost of 
property more rapidly than straight-line depreciation. Accelerated depreciation rates are included in 
ACRS rates and most Modified Accelerated Cost Recovery System (MACRS) rates if a person wants to 
use them. 
Accountable plan. An employer’s plan for reimbursing employees for business – related expenses, 
under which the employees are required to substantiate each business expense to the employer and 
return any reimbursement in excess of the substantiated expenses. Reimbursements received under 
an accountable plan are generally excluded from wages and are not subject to employment taxes. 
Accrual method. A business method of accounting requiring income to be reported when earned and 
expenses to be deducted when incurred. However, deductions generally may not be claimed until 
economic performance has occurred. 
Acquisition debt. Debt used to buy, build, or construct a principal residence or second home and that 
generally qualifies for a full interest expense deduction. 
Active participation. The level of activity necessary to claim rental losses up to $25,000 from real 
estate rental activities. 
Adjusted basis. A statutory term describing the cost used to determine your profit or loss from a sale 
or exchange of property. It is generally your original cost, increased by capital improvements, and 
decreased by depreciation, depletion, and other capital write-offs. 
Adjusted gross income (AGI). Important tax term representing gross income less allowable 
adjustments, such as IRA, alimony, and Keogh deductions. AGI determines whether various tax 
benefits are phased out, such as, itemized deductions and the rental loss allowance. Also see modified 
adjusted gross income (MAGI). 
Administrator. Person who is usually appointed by the court if no will exists, if no executor was named 
in the will, or if the named executor cannot or will not serve. The administrator will have to administer 
the estate (property or debts left by the decedent) and distribute properties as the decedent has 
directed. 
Alimony. Payments made to a separated or divorced spouse as required by a decree or agreement. 
Alternate payee. The recipient of qualified retirement benefits under a court order, judgment, decree, 
or approved property settlement constituting a qualified domestic relations order. 
Alternative Depreciation System (ADS). A way of depreciating assets using the straight-line 
depreciation method and longer recovery period than are available under MACRS. Mandatory for such 
items as foreign assets, luxury automobiles, and tax-exempt use property. 
Alternative Minimum Tax (AMT). A tax that may apply in lieu of income tax when a taxpayer has tax 
preference items or certain deductions allowed in determining regular taxable income. 
Amended return. Filed on Form 1040X within a three-year period to correct a mistake made on an 
original or previously amended return. 
American Opportunity credit. The maximum credit is generally $2,500 per student, and it is allowed 
for the first four years of post-secondary education. The phaseout of the credit applies if modified 



Figuring your Taxes and Credits | Page 54 

adjusted gross income is between $80,000 and $90,000, or between $160,000 and $180,000 on a joint 
return. 
Amortization. A deductible expense allowed as a means of recovering the investment in an intangible 
asset. Compare with depreciation. 
Amount realized. The fair market value of property, including money (at face value), received in a sale 
or an exchange. 
Amount recognized. The amount of gain reportable and subject to tax. On certain tax-free exchanges 
of property, gain is not recognized in the year it is realized. 
Annual gift tax exclusion. An exclusion that applies to gifts of present interests on a per donee basis. 
Annualized rate. A rate for a period of less than a year computed as though for a full year. 
Annuity. A sum of money paid periodically that includes the return of the invested capital plus income 
generated by it. An annuity is frequently purchased by an individual for investment purposes and is 
used by retirement plans to pay pensions. 
Applicable federal rate. Interest rate fixed by the Treasury for determining imputed interest on 
transactions providing for below-market interest. 
Archer Medical Savings Account (MSA). A type of medical plan combining high deductible medical 
insurance protection with an IRA-type savings account fund to pay unreimbursed medical expenses. 
Assessment. The IRS action of fixing tax liability that sets in motion collection procedures, such as 
charging interest, imposing penalties, and, if necessary, seizing property. 
At-risk limitations. Generally, partnership losses are deductible up to the amount you have a risk in 
the activity. The amount at risk is your basis in the activity and any amounts borrowed for use in the 
activity for which you are personally liable. 
At-risk rules. Rules limiting loss deductions to cash investments and personal liability notes. An 
exception for real estate treats certain nonrecourse commercial loans as amounts “at risk.” 
Audit. An IRS examination of your tax return, generally limited to a three-year period after you file. 
Average cost method. A method of figuring the basis of shares in mutual funds for purposes of 
determining gain or loss on the sale of less than one’s entire holdings in a fund. 
Bad debt. An amount owed you representing a cash outlay or an item already included in income that 
you are unable to collect. 
Basis. Generally, the amount paid for property or the cost of an asset. Needed to figure gain or loss 
on a sale. 
Below market loans. Demand loans on which interest is payable at a rate below the applicable federal 
rate or term loans where the amount loaned exceeds the present value of all payments due under the 
loan (using a discount rate equal to the applicable federal rate). 
Cafeteria plan. A plan that allows employees to choose between cash and certain qualified benefits. 
Calendar year. A year that begins on January 1st and ends on December 31st . Most individual 
taxpayers are required to file their returns on the basis of such a year. Compare to fiscal year. 
Cancellation of debt. Release of a debt without consideration by a creditor. Cancellations of debts are 
generally taxable. 
Capital asset. In general, property held for personal purposes or investment, rather than for business 
purposes. Property subject to capital gain or loss treatment. Almost all assets you own are considered 
capital assets except for certain business assets or works you created. 
Capital expenses. Costs that are not currently deductible and that are added to the basis of property. 
A capital expense generally increases the value of property. When added to depreciable property, the 
cost is deductible over the life of the asset. 
Capital gain dividend (capital gain distribution). A distribution to shareholders in a mutual fund of a 
capital gain realized by the fund on the sale of a part of its investment portfolio. 
Capital gain or loss. A gain or loss arising from the sale or exchange of capital assets. Computed by 
comparing the amount realized on the sale or exchange of an asset with the adjusted basis of the 
asset. 
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Capital loss carryover. The excess of capital losses over capital gains that cannot be deducted in a 
particular year and must be carried over to the succeeding year. 
Capitalization. Adding a cost or expense to the basis of the property. 
Carryback. A tax technique for receiving a refund of back taxes by applying a deduction or credit from 
a current tax year to a prior tax year. 
Carryforward. A tax technique of applying a loss or credit from a current year to a later year. For 
example, a business net operating loss may be carried forward indefinitely. 
Cash method. Reporting income when actually or constructively received and deducting expenses 
when paid. Certain businesses may not use the cash method. 
Casualty loss. Loss from an unforeseen and sudden event that is deductible, subject to a 10% income 
floor and $100 reduction for losses attributable to a federally declared disaster. 
Charitable contributions. An itemized deduction is allowed for donations to qualifying charities. For 
property donations, the deductible amount depends on the type of property and donee organization, 
the holding period, and in some cases how the property is used. 
Child and dependent care credit. A credit of up to 30% based on certain care expenses incurred that 
allow the taxpayer to work. 
Child support. Payments to support a minor child generally to a custodial parent under a divorce or 
separation decree or agreement. The payments cannot be deducted from gross income and are not 
taxable to the recipient parent. Starting in 1985, the parent with custody of the child is generally 
entitled to claim the dependent unless such a right is expressly waived. 
Child tax credit. For tax years beginning after 1997, a tax credit is allowed against income with respect 
to each qualifying child for taxpayers with modified adjusted gross income below certain thresholds.  
Community income. Income earned by persons domiciled in community property states and treated 
as belonging equally to husband and wife. 
Community property. Property that belongs equally to husband and wife. This concept of property 
ownership is currently used in Arizona, California, Idaho, Louisiana, Nevada, New Mexico, Texas, 
Washington, and Wisconsin. 
Condemnation. The seizure of property by a public authority for a public purpose. Tax on gain realized 
on many conversions may be deferred. 
Constructive receipt. Income you are taxed on because it was made available to you to draw on, even 
if it has not yet been physically transferred to you. 
Coverdell Education Savings Account. A special account set up to fund education expenses of a 
student. 
Credit. A tax credit directly reduces tax liability, as opposed to a deduction that reduces income subject 
to tax. 
Declining balance depreciation. A method of accelerated depreciation by which each year’s 
depreciation is a percentage of the reduced basis of the asset. 
Deductions. Items directly reducing income. Personal deductions such as for mortgage interest, state 
and local taxes, and charitable contributions are allowed only if deductions are itemized on Schedule 
A, but deductions such as for certain alimony, capital losses, business losses, student loan interest, 
and IRA and Keogh deductions are deducted from gross income even if itemized deductions are not 
claimed. 
Deferred compensation. A portion of earnings withheld by an employer or put into a retirement plan 
for distribution to the employee at a later date. If certain legal requirements are met, the deferred 
amount is not taxable until actually paid, for example, after retirement. 
Deferred gain. A gain realized but not recognized as taxable income until a later time. 
Deficiency. The excess of the tax assessed by the IRS over the amount reported on your return. 
Defined benefit plan. A retirement plan that pays fixed benefits based on actuarial projections. 
Defined contribution plan. A retirement plan that pays benefits based on contributions to individual 
accounts, plus accumulated earnings. Contributions are generally based on a percentage of salary or 
earned income. 
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Dependent. A person supported by another person. 
Depletion. A deductible expense that reflects the decrease of a depletable natural resource, such as 
oil and gas, as it is extracted. 
Depreciable property. A business or income-production asset with a useful life exceeding one year. 
Depreciation. Writing off the cost of depreciable property over a period of years, usually its class life 
or recovery period specified in the tax law. 
Depreciation recapture. An amount of gain on the sale of certain depreciable property that is treated 
as ordinary income in the case of personal property. Recapture is computed on Form 4797. 
Designated beneficiary. A person, trust, tax-exempt organization or estate named to receive qualified 
plan benefits or IRAs after a taxpayer’s death. In some cases, the designated beneficiary enables a 
taxpayer to figure required minimum distributions over joint lives (or joint life expectancy). 
Direct rollover. An eligible rollover distribution that is paid directly to an eligible retirement plan for 
the benefit of the distributee. 
Disaster losses. Casualty losses, such as from a storm, in areas declared by the President to warrant 
federal assistance. An election may be made to deduct the loss in the year before the loss or the year 
of the loss. 
Dividend. A distribution made by a corporation to its shareholders generally of company earnings or 
surplus. Most dividends are taxable but exceptions do exist. 
Domicile. The place that an individual intends to be his or her permanent residence. 
Dual-status alien. An individual who is a nonresident alien for part of the year and a resident alien or 
U.S. citizen for the rest of the year. 
Earned income. Compensation for performing personal services. You must have earned income for a 
deductible IRA, or to claim the earned income credit. Earned income does not include amounts 
received from an annuity or a pension. 
Earned income credit. A credit allowed to taxpayers with earned income or adjusted gross income 
(AGI) below certain thresholds. 
Education credits. There are two education credits: the American opportunity credit and the lifetime 
learning credit. 
Education savings account. A trust or custodial account created for the purpose of paying the qualified 
higher education expenses of the designated beneficiary of the account. 
Electronic Federal Tax Payment System (EFTPS). A tax deposit method using electronic transfers of 
funds from bank accounts that must be used by certain businesses with substantial employment tax 
liability. 
Eligible retirement plan. A qualified retirement plan, an individual retirement account, or an individual 
retirement annuity. 
Estate tax. A tax imposed on the value of a decedent’s taxable estate, after deductions and credits. 
Estimated tax. Advance payment of current tax liability based either on wage withholdings or 
installment payments of your estimated tax liability. To avoid penalties, you generally must pay to the 
IRS either 90% of your final tax liability, or either 100% or 110% of the prior year’s tax liability, 
depending on your adjusted gross income. 
Exclusion. An amount that is excluded from gross income. 
Executor. Person named in the decedent’s will to administer the estate (property or debts left by the 
decedent) and distribute properties as the decedent has directed. 
Fair market value (FMV). What a willing buyer would pay to a willing seller when neither is under any 
compulsion to buy or sell. 
Fiduciary. A personal or corporation such as a trustee, executor, or guardian who manages property 
for another person. 
Flexible spending arrangements (FSAs). A salary reduction plan that allows employees to pay for 
enhanced medical coverage or dependent care expenses on a tax-free basis. 
Foreign earned income exclusion. Foreign earned income exempt from tax if a foreign residence or 
physical presence test is met. 



Figuring your Taxes and Credits | Page 57 

Foreign tax credit. A credit allowed for income taxes paid to a foreign tax jurisdiction (e.g., a foreign 
country) to mitigate double taxation. 
Gift tax. Gifts in excess of a $15,000 per donee annual exclusion are subject to gift tax, but the tax may 
be offset by a unified gift and estate tax credit. 
Gross income. The total amount of income received from all sources before exclusions and 
deductions. 
Gross receipts. Total business receipts reported on Schedule C before deducting adjustments for 
returns and allowances and costs of goods sold. 
Group-term life insurance. Employees are not taxed on up to $50,000 of group-term coverage. 
Head of household. A taxpayer who is unmarried and pays more than 50% of the cost of maintaining 
a residence for the entire year for a qualifying individual. If you are a head of household, you qualify 
for special tax rates. 
Holding period. The length of time an asset is held. The holding period of a capital asset determines 
whether a sale or an exchange results in a long-term or a short-term capital gain or loss. 
Home equity debt. Debt secured by a principal residence or second home to the extent of the excess 
of fair market value over acquisition debt. 
Home sale exclusion. The tax-free amount of gain on the sale of a principal residence where certain 
ownership and use tests are satisfied. 
Imputed interest. Interest deemed to have been earned or charged on a debt if the stated interest 
rate is below the rate set by law. 
Incentive stock option. A type of stock option that can be received and exercised without recognition 
of income until the option stock is sold, if certain statutory requirements are met. 
Income in respect of a decedent. Income earned by a person before death but taxable to an estate or 
heir who receives it. 
Income shifting. A strategy to direct income to a taxpayer in a lower tax bracket to produce an overall 
tax savings for both parties involved in the shift. 
Independent contractor. One who controls his or her own work and reports as a self-employed 
person. 
Individual retirement account (IRA). A retirement account to which a specific amount may be 
contributed annually, but deductions for the contribution are restricted if you are covered by a 
company retirement plan. Earnings accumulate tax free. 
Innocent spouse relief. Reduction or forgiveness of joint and several liability for the tax on a joint 
return for the requesting spouse who meets certain requirements. 
Installment sale. A sale of property that allows for tax deferment if at least one payment is received 
after the end of the tax year in which the sale occurs. The installment method does not apply to year-
end sales of publicly traded securities. Dealers may not use the installment method. Investors with 
very large installment balances could face a special tax. 
Intangible assets. Intangible assets that come within Section 197, such as goodwill, are amortizable 
over a 15-year period. 
Internal Revenue Service. The division of the U.S. Treasury Department that is responsible for the 
enforcement of the tax laws. 
Investment interest. Interest on debt used to carry investments, but not including interest expenses 
from a passive activity. Deductions are limited to net investment income. 
Involuntary conversion. Forced disposition of property due to condemnation, theft, or casualty. Upon 
conversion, you usually receive cash through insurance proceeds or condemnation awards. Tax on 
gain from involuntary conversion may be deferred if replacement property is purchased. 
Itemized deductions. Items, such as interest, state and local taxes, charitable contributions, and 
medical deductions, claimed on Schedule A for Form 1040. Itemized deductions are subtracted from 
adjusted gross income to arrive at taxable income. 
Joint return. A return filed by a married couple reporting their combined income and deductions. Joint 
return status provides tax savings to many couples. 
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Joint tenants. Ownership of property by two persons. When one dies, the decedent’s interest passes 
to the survivor. 
Keogh plan. Retirement plan set up by a self-employed person that provides tax-deductible 
contributions, tax-free income accumulations until withdrawal, and favorable averaging for qualifying 
lump-sum distributions. 
Kiddie tax. The tax on the investment income in excess of $2,200 (2021) of a dependent child, based 
on the parent’s marginal tax rate and computed on Form 8615. 
Legally separated. A husband and wife who are required to live apart from each other by the terms 
of a decree of separate maintenance. Payments under the decree are deductible by the payor and 
taxable to the payee as alimony. 
Lifetime learning credit. 20% credit for up to $10,000 of qualified tuition and related expenses for 
undergraduate or graduate level courses. 
Like-kind exchange. An exchange of similar assets used in a business or held for investment on which 
gain may be deferred. 
Long-term capital gain or loss. Gain or loss on the sale or exchange of a capital asset that has been 
held for a legislatively mandated holding period. 
Long-term care. A type of medical care for chronically ill individuals which generally is not covered by 
Medicare. 
Long-term care insurance contract. Insurance contract that only provides coverage for qualified long-
term care services. 
Lump-sum distribution. Payments within one tax year of the entire amount due to a participant in a 
qualified retirement plan. Qualifying lump-sums may be directly rolled over tax fee, or, in some cases, 
are eligible for current tax under a favorable averaging method. 
Marginal tax rate. The tax rate at which each additional dollar of income over a specified ceiling is 
taxed. 
Marital deduction. An estate tax and gift tax deduction for assets passing to a spouse. It allows estate 
and gift transfers completely free of tax. 
Market discount. The difference between face value of bond and lower market price, attributable to 
rising interest rates. On a sale, gain on the bond is generally taxed as ordinary income to the extent of 
the discount. 
Material participation. The level of participation required to deduct losses from trade or business 
activities otherwise subject to the passive activity loss limitations. 
Miscellaneous itemized deductions. A class of itemized deductions (e.g., investment expenses, fee for 
tax advise, union dues) that previously were deductible to the extent that the total exceeded 2% of 
adjusted gross income. 
Modified ACRS (MACRS). Depreciation methods applied to assets placed in service after 1986. 
Modified adjusted gross income (MAGI). This is generally adjusted gross income increased by certain 
items such as tax-free foreign earned income. MAGI usually is used to determine phaseouts of certain 
deductions and credits. 
Mortgage interest. Fully deductible interest on up to two residences if acquisition debt secured by a 
home up to certain limits of indebtedness. 
Mutual fund. A company that is in the business of investing its shareholder’s funds, usually in stocks 
or bonds; sometimes known as a regulated investment company. 
Net operating loss. A loss taken in a period where a company’s allowable tax deductions are greater 
than its taxable income. When more expenses than revenues are incurred during the period, the net 
operating loss for the company can generally be used to recover past tax payments. 
Nonperiodic distributions. A 20% withholding rule apples to nonperiodic distributions, such as lump-
sum distributions, paid directly to employees from an employer plan. 
Nonqualified stock option. A type of stock option that when exercised creates ordinary income for 
the taxpayer. 
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Nonrecourse financing. Debt on which a person is not personally liable. In case of non-payment, the 
creditor must foreclose on property securing the debt. At-risk rules generally bar losses where there 
is nonrecourse financing, but an exception applies to certain nonrecourse financing for real estate. 
Nonresident alien. A person who is not a United States citizen or a permanent resident. Tax is 
generally limited to income from U.S. 
Nontaxable exchange. An exchange of property in which no gain or loss is recognized for tax purposes. 
Offers in compromise. Arrangements in which the IRS agrees to accept less than full payment of taxes 
because it realizes that full payment may never be made. 
Ordinary gain or loss. A gain or loss other than a capital gain or loss. 
Ordinary income. Income that does not arise from the sale or exchange of a capital asset or a Section 
1231 asset and is not subject to any preferential tax treatment. 
Ordinary loss. A loss other than a capital loss. 
Original issue discount (OID). The difference between the face value of a bond and its original issue 
price. OID is reported on an annual basis as interest income. 
Owner-employee. An employee who is the proprietor of a business. Also, a partner who owns more 
than 10% of either the capital or the profit interest in a partnership. 
Partnership. An unincorporated business or income-producing entity organized by two or more 
persons. A partnership is not subject to tax but passes through to the partners all income, deductions, 
and credits, according to the terms of the partnership agreement. 
Passive activity loss. A loss from a trade or a business in which the taxpayer is not a material 
participant. Passive activity losses are subject to deduction limitations. Passive activities include rental 
activities and investments in limited partnerships. 
Pension. Payments to employees from an employer-funded retirement plan for past services. 
Percentage depletion. A method of calculating depletion that applies a fixed percentage to the gross 
income generated by the mineral property. 
Personal interest. Tax term for interest on personal loans and consumer purchases. Such interest is 
not deductible. 
Personal-use property. Property that is not held for investment or use in a trade or a business. 
Placed in service. The time when a depreciable asset is ready to be used. The date fixes the beginning 
of the depreciation period. 
Points. Certain charges paid by a borrower, calculated as a percentage of the loan proceeds; each 
point is 1%. They are also called loan origination fees, maximum loan charges, or premium charges. 
Depending on the type of loan, points may be currently deductible or amortized over the life of the 
loan. 
Premature distributions. Withdrawals before age 59½ from qualified retirement plans are subject to 
penalties unless specific exceptions are met. 
Profit-sharing plan. A defined contribution plan under which the amount contributed to the 
employee’s accounts is based on a percentage of the employer’s profits. 
Proprietor. An individual who is the sole owner of his or her trade or business. 
Qualified business income deduction. For taxable years beginning after December 31, 2017, taxpayers 
other than corporations may be entitled to a deduction of up to 20 percent of their qualified business 
income from a qualified trade or business under the Tax Cuts and Jobs Act. This deduction can be 
taken in addition to the standard or itemized deductions. The deduction is subject to multiple 
limitations based on the type of trade or business, the taxpayer’s taxable income, the amount of W-2 
wages paid with respect to the qualified trade or business, and the unadjusted basis of qualified 
property held by the trade or business. Notwithstanding these limitations, however, taxpayers with 
qualified business income (which does not include income from performing services as an employee) 
and with taxable income under $164,900 (2021) or $329,800 (2021) for joint returns, will generally be 
eligible for the deduction. 
Qualified charitable organization. A nonprofit philanthropic organization specifically approved by the 
U.S. Treasury as a recipient of charitable contributions that are deductible for tax purposes. 
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Qualified domestic relations order (QDRO). A court order, judgment, decree or approved property 
agreement which specifies the amount of qualified plan benefits to be paid to an alternate payee and 
which are not taxable to the plan participant. 
Qualified improvement property. As of the TCJA, a combination of previously identified qualified 
leasehold improvement property, qualified restaurant property, and qualified retail improvement 
property. 
Qualified plan. An employee benefit plan established by an employer that meets certain requirements 
and therefore qualifies for certain tax benefits. 
Qualified tuition programs. State-sponsored plans to allow for higher education savings on a tax-
advantaged basis. While there is no federal tax deduction for contributions to these programs, states 
may provide a deduction from state income tax. 
Qualifying widow or widower. A filing status entitling the taxpayer with dependents to use joint tax 
rates for up to two tax years after the death of a spouse. 
Real estate professionals. Taxpayers who are exempt from the passive activity loss limitations 
because of their level of involvement with real estate activities. 
Real property (real estate). Physical property that is permanent and nonmovable in nature. Two 
examples are land and buildings. 
Realized gain or loss. The difference between the amount you are entitled to receive on a sale or 
exchange of property and the adjusted basis of the property. 
Recognized gain or loss. The amount of gain or loss to be reported on a tax return. Gain may not be 
recognized on certain exchanges of property. 
Refundable tax credit. A credit that entitles you to a refund even if you owe no tax for the year. 
Regulated investment company. An investment company subject to Security and Exchange 
Commission regulations. If the investment company distributes its income to its shareholders, it does 
not pay any taxes. 
Remainder interest. An interest in property or a trust that is left after the income beneficiaries have 
received their income interest. 
Required minimum distributions. Distributions from qualified plans and IRAs that generally must 
commence at age 72 to avoid a 50% penalty. 
Resident alien. An individual who is not a citizen of the United States but is a permanent resident of 
the United States. 
Residential rental property. Real property in which 80% or more of the gross income is from dwelling 
units. Under MACRS, depreciation is claimed over 27.5 years under the straight-line methods. 
Return of capital. A distribution of your investment that is not subject to tax unless the distribution 
exceeds your investment. 
Rollover. A distribution from a qualified plan that is reinvested tax-free in another qualified plan or 
IRA within 60 days of the date of receipt. 
Roth IRA. Contributions to a Roth IRA are nondeductible, and, if certain specified conditions are met, 
distributions are tax free. The contribution may be limited by certain threshold amounts. 
Royalty income. Income received for the use of certain kinds of property (e.g., mineral and literary 
properties, patents). 
Salvage value. The estimated value of an asset at the end of its useful life. Salvage value is ignored by 
ACRS and MACRS rules. 
Scholarships. Grants to degree candidates receive tax-free treatment if awarded after August 16, 1986 
and used for tuition and course-related expenses, but not room and board. 
Section 1231 assets. Generally, depreciable assets used in a trade or a business and held for the 
required long-term holding period. Net gains from the sale or exchange of Section 1231 assets (after 
recapture of depreciation), are treated as capital gains; net losses are treated as ordinary losses. 
Section 179 expensing. Allows a taxpayer to elect to deduct the cost of certain types of property on 
their income taxes as an expense, rather than requiring the cost of the property to be capitalized and 
depreciated. 
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Section 457 plan. Deferred compensation plan set up by a state or local government, or tax-exempt 
organization, which allows tax-free deferrals of salary. 
Section 529 plans. Qualified tuition plans set up by states or private institutions as either prepaid 
tuition plans or savings-type plans. While contributions are not deductible for federal income tax 
purposes, distributions used to pay qualified higher education costs are tax free. 
Self-employed person. An individual who operates a business or profession as a proprietor or 
independent contractor and reports self-employment income on Schedule C. 
Self-employment tax. Tax paid by self-employed persons to finance Social Security coverage. 
Separate maintenance payments. Payments made from one spouse to another when they are living 
apart. The payments are made in accordance with a court order or an agreement between the parties. 
Separate return. Return filed by a married person who does not file a joint return. Filing separately 
may save taxes where each spouse has separate deductions, but certain tax benefits require a joint 
return. 
Short-term capital gain or loss. A gain or loss on the sale or exchange of a capital asset that has been 
held for less than the legislatively mandated holding period. 
SIMPLE plans. Qualified retirement plans restricted to small employers that can be either SIMPLE IRAs 
or SIMPLE 401(k) plans. These plans have easy nondiscrimination rules and no heavy reporting 
requirements. 
Simplified Employee Pension (SEP). IRA-type plan set up by an employer, rather than the employee. 
Single. The filing status of an individual who is not married on December 31 of the year for which a 
return is filed. 
Standard deduction. A deduction used to reduce income by taxpayers who do not itemize their 
deductions. The amount of the deduction depends on ones filing status, whether they are 65 or older 
or blind, and whether they can be claimed as a dependent on another taxpayer’s return. Adjusted 
annually for inflation since 1989. 
Standard mileage rate. An IRS-approved optional amount used to claim a deduction for business 
transportation expenses in lieu of deducting actual expenses (not including parking, tolls, interest, and 
taxes). 
Statute of limitations. The time period within which the IRS can assess and collect taxes and taxpayers 
can file for refunds. 
Statutory employees. Certain employees, such as full-time life insurance salesperson, who may report 
income and deductions on Schedule C. 
Stock dividend. A distribution of additional shares of a corporation’s stock to its shareholders. 
Stock option. A right to buy stock at a fixed price. 
Straight-line depreciation. A method of depreciation in which the cost or other basis of the asset is 
deducted in equal amounts over the property’s useful life. 
Sum of the years’ digits depreciation. A method of accelerated depreciation that is based on a formula 
developed from the expected useful life of the property. 
Support. Payments made for the care and maintenance of a dependent. Expenditures for support 
include payments for food, lodging, medical expenses and so on. 
Tax attributes. When debts are canceled in bankruptcy cases, the canceled amount is excluded from 
gross income. Tax attributes are certain losses, credits, and property basis that must be reduced to 
the extent of the exclusion. 
Tax credit carryforward (or carryover). Tax credit that you were unable to use to reduce previous 
year’s tax and that can be applied to offset future tax. 
Tax deferral. Shifting income to a later year, such as where you defer taxable interest to the following 
year by purchasing a T-bill or savings certificate maturing after the end of the current year. 
Investments in qualified retirement plans provide tax deferral. 
Tax preference items. Items that may subject a taxpayer to the alternative minimum tax (AMT). Two 
examples are accelerated depreciation of real property and percentage depletion. 
Tax year. A period (generally 12 months) for reporting income and expenses. 
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Taxable income. Net income after claiming all deductions from gross income and adjusted gross 
income, such as IRA deductions, itemized deductions, or the standard deduction. 
Taxpayer identification number. For an individual, his or her social security number; for businesses, 
fiduciaries, and other non-individual taxpayers, the employer identification number. 
Tax-exempt income. Income that is not subject to federal income tax. An example is income for state 
and municipal bonds. 
Tax-sheltered annuity. A type of retirement annuity offered to employees of charitable organizations 
and educational systems, generally funded by employee salary-reduction contributions. 
Trade date. The date on which a purchase or sale of securities occurs. The trade date is used in 
determining the holding period of a security. 
Trust. An arrangement under which one person transfers legal ownership of assets to another person 
or corporation (the trustee) for the benefit of one or more third persons (beneficiaries). 
Undistributed capital gains. Capital gains that investors in mutual funds must report but for which 
they can claim a tax credit for their share of tax paid by the fund. 
Useful life. For property not depreciated under ACRS and MACRS, the estimate of time in which a 
depreciable asset will be used. 
Wash sales. Sales on which losses are disallowed because you recover your market position within a 
61-day period. 
Withholding. An amount taken from income as pre-payment of an individual’s tax liability for the year. 
In the case of wages, the employer withholds part of every wage payment. Backup withholding from 
dividend or interest income is required if you do not provide the payer with a correct taxpayer 
identification number. Withholding on pensions and IRAs is automatic unless you elect to waive 
withholding. 
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FINAL EXAM 
 
Figuring Your Taxes and Credits 
 
The following exam is attached only for your convenience. To access the official exam for this self-
study course, please log into your account online and take the Final Exam from the course details page. 
A passing score of 70 percent or better will receive course credit and a Certificate of Completion. 
 
 
1. Earned income required to claim the child and dependent care credit includes which of the 
following: 

A. tip income 
B. workers’ compensation 
C. pensions 
D. social security benefits 

 
2. Child and dependent care expenses must be work-related to qualify for the child and dependent 
care credit. Which of the following must be true of the expenses to be considered work-related: 

A. they must allow the taxpayer (and his or her spouse if married) to work or look for work 
B. they must be for a qualifying person’s care 
C. either A or B above 
D. both A and B above 

 
3. In figuring the child and dependent care credit for 2021, which of the following can be included 
in figuring total work-related expenses: 

A. prepaid expenses only in the year the care is received 
B. 2020 expenses that you paid in 2021 
C. the nontaxable amount of reimbursed expenses received from state social services agencies 
D. the same medical expenses used to calculate your medical expense deduction 

 
4. What is the dollar limit on the amount of your work-related expenses you can use to figure the 
child and dependent care credit for 3 qualifying persons: 

A. $4,000 
B. $8,000 
C. $16,000 
D. $24,000 

 
5. If your AGI is $152,000, then your child and dependent care credit is calculated using what 
percentage of your work-related expenses (after applying earned income and dollar limits): 

A. 20% 
B. 26% 
C. 36% 
D. 50% 

 
6. All of the following are correct regarding claiming the child and dependent care credit except: 

A. the tax credit is refundable 
B. you must complete Form 2441 and attach it to your return 
C. you must file Form 1040 or 1040-SR 
D. the amount of the credit is limited to the amount of your tax 
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7. In determining whether you are a qualified individual for the credit for the elderly or the disabled, 
when are you considered 65: 

A. when you turn 65½ 
B. on January 1 during the year in which you turn 65 
C. on the day before your 65th birthday 
D. on the day of your 65th birthday 

 
8. Which of the following credits is limited to $500 for each qualifying child in 2021: 

A. the child tax credit (CTC) 
B. the credit for other dependents (ODC) 
C. the additional child tax credit (ACTC) 
D. both A and B above 

 
9. Which of the following is correct regarding the American opportunity credit: 

A. it is limited to the amount of tax you must pay on your taxable income 
B. it generally can be up to $2,500 per eligible student 
C. it is available for an unlimited number of years 
D. it is only available for those with a MAGI less than $40,000 

 
10. To be eligible for the lifetime learning credit, a student must meet which of the following 
requirements: 

A. have no felony convictions 
B. be enrolled in one or more courses at an eligible educational institution 
C. have incurred greater than $10,000 in qualified education expenses 
D. have completed at least two years of postsecondary education 

 
11. Which of the following is correct regarding claiming an education credit: 

A. you can claim qualified education expenses paid by a dependent you claim on your tax return 
because they are considered as paid by you 

B. you can use the same expenses to claim more than one education credit 
C. the education credits you can claim are never limited by your tax liability 
D. you can claim the American opportunity credit and the lifetime learning credit for the same 

student on the same return 
 
12. In which of the following situations can you not take the lifetime learning credit: 

A. you are claimed as a dependent on another person’s tax return 
B. your filing status is married filing separately 
C. you file married filing jointly and your MAGI is $180,000 or more 
D. any of the above 

 
13. Qualified education expenses should not be reduced for which of the following: 

A. loans 
B. Pell grants 
C. the tax-free part of employer-provided educational assistance 
D. tax-free parts of scholarships 

 
14. To qualify for the earned income credit, your investment income must be how much: 

A. $100 or less 
B. $1,000 or less 
C. $10,000 or less 
D. zero 
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15. Which of the following credits is for certain people who enroll, or whose family member enrolls, 
in a qualified health plan offered through a Marketplace: 

A. Earned Income Tax Credit 
B. Savers Credit 
C. Premium Tax Credit (PTC) 
D. Small Business Health Care Tax Credit  

 


