
Understanding Estimated Taxes: Why, Who, and When to Pay

Introduction

Income tax is a fundamental part of our financial responsibilities, and for many individuals
and small business owners, paying taxes isn't as simple as an annual return. Instead, they
must pay estimated taxes throughout the year. In this article, we will explore what
estimated taxes are, why they are important, who should pay them, and when they are
due.

What Are Estimated Taxes?

The rules governing the IRS require taxpayers to make tax payments throughout the
course of the year.

Estimated taxes, also known as quarterly estimated tax payments, are a way for
individuals and businesses to pay a portion of their expected annual income tax liability to
the government on a regular basis, rather than in one lump sum at the end of the tax year.
These payments are made to the Internal Revenue Service (IRS) in the United States and to
the relevant tax authority in other countries.

Why Should You Pay Estimated Taxes?

1. Avoid Penalties: The primary reason to pay estimated taxes is to avoid penalties and
interest charges. If you underpay your taxes throughout the year, you may be subject to
penalties and interest on the underpaid amount when you file your annual tax return.

2. Budgeting and Cash Flow: Paying taxes in smaller, regular installments can make it easier
to manage your finances and budget for your tax liability. This prevents you from being hit
with a large, unexpected tax bill at the end of the year.

3. Legal Obligation: For many self-employed individuals and businesses, paying estimated
taxes is a legal requirement. Failing to do so can result in fines and legal consequences.

Who Should Pay Estimated Taxes?

For most people, job income makes up the vast majority of what they make, and the
requirement that employers withhold federal income tax from their employees' paychecks
is designed to ensure that most workers have enough of their money go toward prepaying
their taxes that they typically won't have to worry about estimated tax payments.

However, there are several cases when you might have to deal with the estimated tax
payment rules:

1. Self-Employed Individuals: If you're self-employed and expect to owe $1,000 or more in
taxes when you file your annual return, you are generally required to pay estimated taxes.



2. Small Business Owners: Businesses, including sole proprietorships, partnerships, S
corporations, and LLCs, may need to pay estimated taxes if they anticipate a tax liability of
$1,000 or more when they file their annual return.

3. Investors: If you receive income from investments, such as dividends, interest, or capital
gains, and that income is not subject to withholding, you may need to make estimated tax
payments.

4. Those with Other Sources of Income: If you have income from sources that don't have
taxes withheld, such as rental income or alimony, estimated taxes may be necessary.

When Should You Pay Estimated Taxes?

Estimated tax payments are typically due four times a year in the United States, with
specific due dates as follows:

1. April 15: For income earned from January 1 to March 31.
2. June 15: For income earned from April 1 to May 31.
3. September 15: For income earned from June 1 to August 31.
4. January 15 (of the following year): For income earned from September 1 to December 31.

It's important to note that if the due date falls on a weekend or holiday, the deadline is
usually extended to the next business day. Additionally, for individuals and some
businesses, you may be able to avoid estimated taxes if you meet certain safe harbor rules
or exceptions, so it's important to consult with a tax professional to determine your
specific requirements.

How to pay estimated taxes

Once you determine the amount to pay, the IRS will accept your money in any number of
ways. Instructions for payment can be found at IRS.gov/payments.

Methods of payment include:

a. Online Payment:

Electronic Federal Tax Payment System (EFTPS): In the United States, you can enroll in the
EFTPS to make electronic payments online. Visit the EFTPS website, enroll, and schedule
your estimated tax payments. You can also use this system to track your payment history.

Direct Pay: The IRS offers an online "Direct Pay" service on its website. You can make
payments directly from your bank account without the need to enroll in EFTPS.

b. Credit or Debit Card: You can make payments using a credit or debit card through
IRS-approved payment processors. Keep in mind that there may be processing fees
associated with this option.

c. Check or Money Order: If you prefer a paper-based approach, you can send a check or
money order payable to the relevant tax authority. Be sure to include your name, address,



Social Security Number or Tax ID, the tax year, and the tax form (e.g., Form 1040-ES in the
United States) with your payment.

Submit the Payment:

If you choose to make payments online, follow the instructions on the respective websites.
You will need to provide your personal and financial information, including the payment
amount and the applicable tax year and quarter.

If paying by check or money order, mail it to the address specified by your tax authority.
Make sure to allow enough time for your payment to reach the tax office by the due date.

Keep Records

It's crucial to keep detailed records of your estimated tax payments. Retain copies of
checks, online payment confirmations, and any relevant receipts. This documentation will
be essential when filing your annual tax return.

More to consider…

The information above covers the basics of estimated tax payments, but there are always
exceptions to the rule. For example, the alternative minimum tax (AMT) and whether you
employ household employees can affect your estimated tax liability as an individual.

New and modified tax credits and other tax-savings opportunities provided by federal,
state, and local governments for pandemic-related economic recovery may affect your
estimated tax liability.

Conclusion

Paying estimated taxes is an essential financial responsibility for many individuals and
businesses. It helps prevent penalties and interest, aids in budgeting and cash flow
management, and ensures compliance with tax laws. To determine if you need to pay
estimated taxes and to calculate the appropriate amounts, it's advisable to consult with a
tax professional or use tax preparation software. Staying on top of your estimated tax
payments ensures a smoother and less stressful tax season.

Your personal tax liability ultimately depends on your specific circumstances, that’s why
KB Tax Adviser is here to help!


