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LEARNING OBJECTIVES
After completing this session, participants will be 
able to do the following:

✔✔ Use Form W-4 to determine an employee’s 
income tax withholding

✔✔ Calculate the withholding amount

✔✔ Calculate employment taxes

✔✔ Know when to deposit taxes

✔✔ Complete payroll reports

✔✔ Report payments to an independent 
contractor

✔✔ Know when a taxpayer must pay estimated 
tax

✔✔ Calculate the amount of estimated tax 

✔✔ Understand the penalty for failure to pay or 
timely pay estimated tax

✔✔ Calculate the estimated tax penalty using the 
annualized income installment method

INTRODUCTION
The first part of this chapter explains the employ-
er’s tax withholding, deposit, and reporting 
requirements. It discusses the specific require-
ments that are applicable to paid time off (such 
as vacation and sick leave), reimbursed employee 
expenses, and fringe benefits, and it briefly 
reviews an employer’s obligation to report pay-
ments made to nonemployees.

The second part of this chapter explains 
when a taxpayer with self-employment or other 
income must pay estimated tax. It discusses how 
to calculate the estimated tax payments, and it 
provides a comprehensive example of a taxpayer 
whose income varies during the year and uses the 
annualized income installment method to avoid 
a penalty on failure to timely make estimated tax 
payments.
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1.	Whether the taxpayer will file as single, head 
of household, MFJ, or MFS

2.	Whether the taxpayer has income from more 
than one job

3.	What credits the taxpayer expects to claim 
for children and other dependents

4.	What other credits the taxpayer expects to 
claim for the year

5.	What deductions, adjustments, and nonwage 
income (e.g., as dividends or interest) the tax-
payer expects to have for the year

Figure 7.1 shows the draft 2019 Form W-4. 
Employees can also use the new withholding 
calculator at www.irs.gov/individuals/irs-with-
holding-calculator. The fewer allowances that 
the employee enters on the Form W-4, the more 
tax that will be withheld from the employee’s 
paycheck.

Practitioner Note
Review Withholding

The TCJA increased the standard deduction, 
removed personal exemptions, increased the 
child tax credit, limited or discontinued certain 
deductions, and changed the tax rates and brack-
ets. Because of these changes, employers should 
encourage their employees to check the accuracy 
of their withholding allowances.

PAYROLL  Employers must withhold and deposit income tax, social 
security tax, and Medicare tax, and they must pay employment taxes and 
unemployment taxes.

Employers that pay wages must withhold fed-
eral and state income tax, social security tax, and 
Medicare tax from an employee’s wages. They 
must also pay the employer’s share of social secu-
rity tax and Medicare tax, state unemployment 
tax, and federal unemployment tax (FUTA) on 
an employee’s wages. Generally, the employer 
deposits the withheld state and federal income 
tax and both the employer and employee’s shares 
of social security and Medicare taxes. 

This section discusses the general tax with-
holding, deposit, and reporting requirements. It 
explains the specific requirements that are appli-
cable to paid time off (such as vacation and sick 
leave), reimbursed employee expenses, and fringe 
benefits. Finally, this section briefly reviews an 
employer’s obligation to report payments made 
to nonemployees.

Income Tax Withholding

Employers use Form W-4, Employee’s With-
holding Allowance Certificate, to determine the 
amount of federal income tax to withhold from 
an employee’s wages. 

Form W-4
Each employee must complete Form W-4 and 
specify his or her filing status and number of allow-
ances. For tax years beginning after December 31, 
2017, and before January 1, 2026, the Tax Cuts 
and Jobs Act of 2017 (TCJA), Pub. L. No. 115-97, 
suspends the deduction for personal exemptions, 
and the number of allowances claimed on Form 
W-4 is instead based on the following:
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FIGURE 7.1 Form W-4
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Practitioner Note
Financial Information

Employees do not have to complete Form W-4 
lines 5 through 8. If the employee does not want 
to give the employer this financial information, 
the Form W-4 instructions direct the employee to 
leave those lines blank and use the online calcula-
tor or Publication 505 to calculate the additional 
withholding to enter on line 9 or the reduction to 
withholding to enter on line 7. 

Employees can use the worksheets in the 
Form W-4 instructions to help complete the form. 
Figure 7.2 shows the deductions worksheet to 
complete line 6, and Figure 7.3 shows the credit 
worksheet to complete line 7.

Employees may not base their withholding 
amounts on a fixed dollar amount or percent-
age. However, an employee may specify a dollar 
amount to be withheld in addition to the amount 
of withholding calculated on Form W-4. If a new 
employee does not provide a completed Form 
W-4, the employer must withhold income tax 
as if the employee is single with no withhold-
ing allowances. Employees who do not need to 
change their withholding can still use the earlier 
version of Form W-4. 

Practitioner Note
Withholding Calculator

The Treasury Inspector General for Tax Adminis-
tration (TIGTA) analyzed the 2018 withholding 
calculator and identified that, in certain situa-
tions, the amount of withholding suggested by 
the calculator results in a taxpayer unknowingly 
having more withholding than is necessary. For 
the weekly, biweekly, and semimonthly pay fre-
quency, the calculator determines withholding 
using one less periodic payment than actual. For 
example, a taxpayer who is paid biweekly will 
generally have 26 pay periods in 2018. However, 
the withholding calculator is using 25 pay peri-
ods rather than 26 pay periods to determine the 
withholding amount and may result in overwith-
holding. IRS management indicates that they are 
considering revising the calculator later in 2018 
or when the 2019 calculator is released [TIGTA, 
Tax Cuts and Jobs Act: Assessment of Implemen-
tation Planning Efforts (April 11, 2018)]. 

FIGURE 7.2 Deductions Worksheet
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basis for calculating withholding for employees 
whose Forms W-4 include entries on lines 5, 6, 
7, 8, and 9.

Adjusting Withholding 
Employers must use the entries on their employ-
ees’ 2019 Forms W-4, lines 5, 6, 7, 8, and 9, to 
adjust their income tax withholding. An employer 
that uses the wage bracket method takes the fol-
lowing steps: 

1.	Divide each of the amounts on lines 5, 6, 7, 
and 8 of the employee’s Form W-4 by the 
total number of pay periods in the year.

2.	Add the results from step 1 for lines 5 and 8 of 
the employee’s Form W-4 to the employee’s 
wages per pay period.

3.	Subtract the result from step 1 for line 6 of 
the employee’s Form W-4 from the result 
from step 2. (Depending upon the withhold-
ing method, the employer may need to adjust 
this amount by the value of the withholding 
allowances as described in Publications 15 or 
15-A).

Withholding Calculation
Employers should make their prior year Form 
W-4 data conform to the new withholding 
method for 2019. Employers can do this by keep-
ing the number of withholding allowances and 
additional withholding the same as it is on prior 
year Forms W-4, and assume lines 5, 6, 7, and 8 
are zero. The withholding tables and formulas are 
adjusted to take older Forms W-4 into account. 
Whenever employers hire new employees or 
existing employees change their withholding in 
2019, they should use the new method to com-
pute employee withholding. 

Basic Withholding
Withholding for an employee whose 2019 Form 
W-4 has no entries on lines 5 through 10 will 
be the amount from the withholding tables (or 
alternative methods) in Publication 15 (Circular 
E), Employer’s Tax Guide, or Publication 15-A, 
Employer’s Supplemental Tax Guide, for the 
proper pay period, with 2 withholding allowances 
for single or MFS, and 3 withholding allowances 
for MFJ or head of household. This also is the 

FIGURE 7.3 Credit Worksheet
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3.	Acme subtracts the results from step 1 for line 
6 from the result from step 2. The result for 
step 3 is $5,575 ($5,735 − $160). 

4.	Acme applies the withholding table for MFJ 
for monthly pay period and 3 withholding 
allowances to compute the income tax with-
holding for the result from step 3 ($5,575). 
The withholding amount is $397 per pay 
period. 

5.	Acme subtracts the result from step 1 for line 
7 from the withholding result from step 4. The 
step 5 withholding result is $355 ($397 - $42).

6.	Acme applies the withholding table for MFJ 
for monthly pay period and 3 withholding 
allowances to compute the income tax with-
holding on the per payroll period result from 
step 1 for line 8 ($2,083). The withholding 
amount is $9 per pay period.

7.	Acme subtracts the result from step 6 from 
the result from step 4. The result for step 7 is 
$346 ($355 - $9) per pay period.

8.	As there is no entry on line 9, Acme does not 
have to increase the result from step 7 by an 
amount from line 9. The final withholding 
from Floyd’s wages is $346 per pay period.

Social Security and Medicare Tax 

The Federal Insurance Contributions Act (FICA) 
provides for a federal system of old-age, survivors, 
and disability insurance (OASDI) and hospital 
insurance. The OASDI is financed by the social 
security tax and the hospital insurance is financed 
by the Medicare tax. Employers must withhold 
and remit the employee portion of these taxes 
from employee wages and also pay the employer 
share of these taxes.  

Social security taxes are imposed by I.R.C. 
§  3101(a) (employee’s portion) and I.R.C. 
§ 3111(a) (employer’s portion). The social security 
tax is 12.4% (6.2% for the employee and 6.2% for 
the employer). For 2018, the maximum amount 
of wages subject to social security tax is $128,400. 

If the taxpayer had more than one employer 
during the year and total wages and compensa-
tion were over the wage base limit for the year, the 
total social security tax withheld may exceed the 

4.	Figure the income tax withholding using the 
result from step 3 as wages, with 2 (single or 
MFS) or 3 (MFJ or head of household) allow-
ances for the filing status on line 3 of Form 
W-4.

5.	Reduce the income tax withholding result 
from step 4 by the income tax credits per pay 
period figured in step 1 for line 7 of Form 
W-4. Do not reduce withholding below zero.

6.	Separately figure the income tax withholding 
on the amount, if any, from step 1 for line 8 
of Form W-4. (As in step 4, depending on the 
withholding method, the employer may need 
to adjust this amount by the value of the with-
holding allowances).

7.	 Subtract the income tax withholding result 
from step 6 from the result in step 5, to figure 
the amount of income tax withholding per 
pay period.

8.	Add the amount, if any, from Form W-4, 
line 9, to the income tax withholding per pay 
period figured in step 7. This is the amount of 
income tax to withhold per pay period for the 
employee.

Example 7.1 Calculating Withholding

Floyd Miller works for Acme Corp. Floyd gave 
a 2019 Form W-4 to Acme in December 2018. 
Floyd checked the MFJ box on line 3. The entry 
on line 5 is $925, the entry on line 6 is $1,925, the 
entry on line 7 is $500, and the entry on line 8 is 
$25,000. There is no entry on line 9. Acme uses a 
monthly payroll period and withholds income tax 
using the wage bracket method in the 2018 Publi-
cation 15. Floyd’s taxable wages are $42,900 per 
year, or $3,575 ($42,900 ÷ 12) per pay period. 

Acme does the following:

1.	Acme divides the amounts on lines 5, 6, 7, 
and 8 by the total number of payroll periods 
in the year, 12, and rounds them to the near-
est dollar. The line 5 amount per pay period 
is $77 ($925 ÷ 12). The line 6 amount per 
pay period is $160 ($1,925 ÷ 12). The line 7 
amount per pay period is $42 ($500 ÷ 12). 
The line 8 amount per pay period is $2,083 
($25,000 ÷ 12).

2.	Acme adds Floyd’s per pay period taxable 
wage to the results in step 1 for lines 5 and 8. 
This results in $5,735 ($3,575 + $77 + $2,083) 
for step 2. 
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maximum amount for the tax year. The taxpayer 
may be able to claim the excess as a credit against 
his or her income tax. Although the employee can 
obtain a refund of the employee portion of social 
security taxes on his or her income tax return to 
the extent the employee portion of social security 
taxes have been paid on wages that exceed the 
contribution benefit because the employee had 
two or more employers, the employer is not enti-
tled to a refund of the employer portion of social 
security tax on the wages.

Medicare tax is 2.9% of total wages (1.45% 
for the employee and 1.45% for the employer). 
There is no wage base limit.

Additional Medicare Tax 
If an employee’s wages exceed a certain thresh-
old ($250,000 MFJ and $200,000 single), employ-
ers must withhold a 0.9% additional Medicare 
tax from wages that exceed $200,000 for a cal-
endar year beginning in the pay period in which 
the employer pays wages to an employee that 
exceed $200,000 and continuing until the end of 
the calendar year. The additional Medicare tax 
is imposed only on the employee. There is no 
employer share of additional Medicare tax. 

Practitioner Note
Religious Exemption

I.R.C. § 1402(g) grants an exemption from social 
security and Medicare taxes to members of recog-
nized religious sects or divisions who are opposed 
to private or public insurance. See pages 199–200 
in the 2016 National Income Tax Workbook for 
additional Information.

Successor Employer
Wages paid by a predecessor employer may be 
treated as if paid by a successor for purposes of 
applying the social security wage base, the FUTA 
wage base (discussed later), and the $200,000 
additional Medicare tax threshold. Under I.R.C. 
§ 3121(a)(1), if a successor employer acquires 
substantially all the property used in a trade or 
business of a predecessor employer or used in a 
separate unit of a trade or business of a prede-
cessor, and immediately after the acquisition 

employs an employee of the predecessor, then 
compensation paid by the predecessor employer 
is considered as having been paid by the succes-
sor employer.

Treas. Reg. § 31.3121(a)(1)-1(b)(2) provides 
that the following three tests must be met for the 
wages paid by a predecessor, for purposes of the 
annual wage limitation, to be treated as having 
been paid by a successor employer:

1.	The successor employer during a calendar 
year acquired substantially all the property 
used in a trade or business or used in a sepa-
rate unit of a trade or business of the prede-
cessor employer.

2.	The employee was employed in the trade 
or business of the predecessor employer 
immediately prior to the acquisition and is 
employed by the successor employer in the 
successor’s trade or business immediately 
after the acquisition. 

3.	The wages were paid during the calendar 
year in which the acquisition occurred and 
prior to the acquisition.

Example 7.2 Successor Employer

Early in 2018, J&P Company bought all the assets 
of a plumbing business from Martin Company. 
Jack Brown, who had been employed by Martin 
Company, received $2,000 in wages before the 
assets were sold. After the sale, Jack went to work 
for J&P Company and earned $220,000. 

The $2,000 paid by Martin Company and the 
first $126,400 ($128,400 maximum wages subject 
to social security tax − $2,000) of wages paid by 
J&P Company to Jack are subject to social security 
tax. All of Jack’s wages earned during the year are 
subject to Medicare tax. J&P Company includes 
the $2,000 Jack received while employed by 
Martin Company in determining FUTA and the 
additional Medicare tax.
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When to Make Deposits
Monthly depositors must deposit employment 
taxes on payments made during a month by the 
fifteenth day of the following month. If the fif-
teenth day of the following month is a Saturday, 
Sunday, or legal holiday in the District of Colum-
bia, taxes are treated as timely deposited if the 
employer makes the deposit on the next succeed-
ing day that is not a Saturday, Sunday, or legal 
holiday. Deposits must be made by electronic 
funds transfer (EFT).

Under the semiweekly rule, an employer must 
deposit employment taxes by EFT by the dates 
set forth in Figure 7.5. 

In general, an employer is a monthly deposi-
tor for the entire calendar year if the aggregate 
amount of employment taxes reported for the 
lookback period is $50,000 or less [Treas. Reg. 
§ 31.6302-1(b)(2)]. An employer is a semiweekly 
depositor for the entire calendar year if the aggre-
gate amount of employment taxes reported for 
the lookback period exceeds $50,000 [Treas. Reg. 
§ 31.6302-1(b)(3)]. New employers are treated 
as having no employment tax liabilities for any 
part of the lookback period before the date the 
employer started or acquired its business.

212      PAYROLL

with Form 941, Employer’s Quarterly Federal 
Tax Return; or Form 944, Employer’s Annual 
Federal Tax Return. Other employers deposit 
withheld income tax, social security, and Medi-
care tax on a monthly or semiweekly deposit 
schedule.

Before the beginning of each calendar quar-
ter, an employer must determine which schedule 
to use. The deposit schedule is based on the total 
tax liability the employer reported on Form 941 
during a lookback period. The lookback period for 
employers who file Form 941 is defined as the 
12-month period ended the preceding June 30 for 
each calendar year [Treas. Reg. § 31.6302-1(b)
(4)]. Figure 7.4 shows the 2018 lookback period.

Tax Deposits

Generally, an employer must deposit federal 
income tax withheld and both the employer and 
employee portions of social security and Medi-
care taxes. 

Deposit Schedule
If the total tax liability for either the current quar-
ter or the prior quarter is less than $2,500, and 
the employer did not incur a $100,000 next-day 
deposit obligation (discussed later) during the cur-
rent quarter, the employer can make the deposit 

FIGURE 7.4 2018 Lookback Period

July 1, 2016 October 1, 2016 January 1, 2017 April 1, 2017 

through through through through

September 30, 2016 December 31, 2016 March 31, 2017 June 30, 2017

FIGURE 7.5 Employment Tax Semiweekly Rule Deadlines

Payment Dates Deposit Date

Wednesday, Thursday, and/or Friday On or before the following Wednesday

Saturday, Sunday, Monday, and/or Tuesday On or before the following Friday

Example 7.3 Semiweekly Deposits

Grey, Inc. is a semiweekly schedule depositor 
and pays its employees monthly on the last Fri-
day of each month. Although Grey has a semi-
weekly deposit schedule, it will deposit just once 
a month because it pays wages monthly. Grey’s 

tax liability for the April 27, 2018 (Friday) payday 
must be deposited by May 2, 2018 (Wednesday) 
because under the semiweekly deposit schedule, 
liabilities for wages paid on Wednesday through 
Friday must be deposited by the following 
Wednesday.
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Form 941
Employers use Form 941 to report the following:

1.	Wages paid
2.	Tips reported by employees
3.	Federal income tax withheld
4.	The employer share and the employee share 

of social security and Medicare taxes
5.	Additional Medicare tax withheld from 

employees
6.	Any current quarter’s adjustments to social 

security and Medicare taxes for fractions 
of cents, sick pay, tips, and group-term life 
insurance

7.	Qualified small business payroll tax credit for 
increasing research activities

Figure 7.6 shows the due dates for Form 941.

If an employer accumulates $100,000 or 
more in taxes on any day during a monthly or 
semiweekly deposit period, the employer must 
deposit the tax by the next business day, regard-
less of the employer’s regular deposit schedule. 

Payroll Reporting

Employers must file a payroll return for each 
quarter in which the employer pays wages that 
are subject to income tax withholding or social 
security and Medicare tax. 

FIGURE 7.6 Due Dates for Form 941

Form 941 is due by the last day of the month that follows the end of the quarter

The Quarter Includes Quarter Ends Form 941 Is Due

1. January, February, March March 31 April 30

2. April, May, June June 30 July 31

3. July, August September September 30 October 31

4. October, November, December December 31 January 31

Form 944
If an employer believes that its employment taxes 
for the calendar year will be $1,000 or less, the 
employer can call the IRS and ask to file Form 
944 instead of Form 941. After the employer con-
tacts the IRS, the IRS will send a written notice 
that the filing requirement has been changed to 
Form 944. The employer must receive written 
notice from the IRS to file Form 944 instead of 
Form 941 before it files Form 944. 

Form W-2
Employers must annually complete Form W-2, 
Wage and Tax Statement, for each employee. 
Form W-2 reports the total amount of wages 
paid, FICA taxes withheld, and federal and state 
income taxes withheld. Employers must also 
complete Form W-3, Transmittal of Wage and 
Tax Statements.

Employers file Forms W-2 and W-3 with the 
Social Security Administration (SSA) by Janu-
ary 31 of the year following the calendar year in 
which wages were paid. The employer can file the 
form by mail or electronically, but if an employer 
has more than 250 Forms W-2, all forms must 
be filed electronically. Employers must send the 
employee a copy of Form W-2 by January 31.

Matching Annual and  
Quarterly Reports 
The amount of income tax withheld that is 
reported on Form W-3 should match the amounts 
reported on the quarterly or annual payroll 
returns. Generally, the social security and Medi-
care tax amounts shown on Forms 941 or annual 
Form 944, including current-year adjustments, 
should be approximately twice the amounts 
shown on Form W-3.
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The failure-to-file penalty will not apply if the 
failure to file was due to reasonable cause and not 
willful neglect, the error or omission was inconse-
quential, or the safe harbor for de minimis errors 
applies. The safe harbor generally applies if no 
single amount in error differs from the correct 
amount by more than $100 and no single amount 
reported for tax withheld differs from the correct 
amount by more than $25. 

Failure to Furnish Correct  
Payee Statements 
The failure to furnish correct payee statements, 
such as a Form W-2, applies to any failure to 
furnish a payee statement on or before the due 
date, and any failure to include all the infor-
mation required to be shown on a payee state-
ment. Inclusion of incorrect information can also 
result in a penalty. The amount of the penalty is 
based on when the employer furnishes the cor-
rect payee statement. The failure-to-furnish pen-
alty will not apply if the error or omission was 
inconsequential. 

Required Deposit Penalties
Penalties may apply if the taxpayer does not make 
required deposits on time or if he or she makes 
deposits for less than the required amount. The 
penalties do not apply if any failure to make a 
proper and timely deposit was due to reasonable 
cause and not to willful neglect. For amounts not 
properly or timely deposited, the penalty rates 
are as follows:

■■ 2% for deposits made 1 to 5 days late 
■■ 5% for deposits made 6 to 15 days late
■■ 10% for deposits made 16 or more days late, 
but before 10 days from the date of the first 
IRS notice asking for the tax due

■■ 10% for amounts that should have been 
deposited, but instead were paid directly to 
the IRS, or paid with the tax return 

■■ 15% for amounts still unpaid more than 10 
days after the date of the first IRS notice ask-
ing for the tax due or the day on which the 
taxpayer received notice and demand for 
immediate payment, whichever is earlier 

The SSA maintains a record of total social 
security and Medicare wages and tips processed 
for each employer. The totals are compared with 
the totals from the Forms 941 filed with the IRS. 
The IRS may contact employers whose reports 
to the IRS do not match the SSA amounts and 
ask for an explanation of the discrepancy and  for 
additional wage evidence. Employers can use a 
year-end reconciliation worksheet to reconcile 
totals from each form [www.irs.gov/pub/irs-tege/
year-end_reconciliation_worksheet.pdf].

Amounts reported on Forms W-2 and W-3, 
and Forms 941 or Form 944, may not match if, for 
example, additional Medicare tax was withheld. 
The amount of Medicare tax that is reported on 
Form 941, line 5c, or Form 944, line 4c, will not 
be twice the amount of the Medicare tax withheld 
that is reported in box 6 of Form W-3. Employ-
ers should keep a reconciliation to document the 
discrepancy in case there are inquiries from the 
IRS or the SSA. 

Penalties 

An employer may be subject to a penalty for 
failure to file a correct Form W-2 and/or a fail-
ure to furnish a correct copy of Form W-2 to 
the employee. Each penalty is separate, and an 
information return may be subject to multiple 
penalties. An employer may also be subject to 
a penalty for failure to timely make deposits. In 
some cases, the IRS can hold an officer, director, 
or other person who is responsible for withhold-
ing and paying taxes liable for the tax.

Failure to File Correct  
Information Returns
Failure to file a correct information return includes 
any failure to file an information return, such as 
Form W-2, with the IRS on or before the required 
filing date, and any failure to include all the infor-
mation required to be shown on the return. A 
penalty can also be assessed for the inclusion of 
incorrect information. The amount of the penalty 
is based on when the correct form is filed and is 
indexed for inflation. 
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TFRP Penalty Amount
The amount of the TFRP penalty is equal to the 
employee’s portion of FICA taxes and all income 
taxes withheld for the period. The IRS does not 
divide the assessments between responsible per-
sons and can collect the full amount from any one 
responsible person.

Assessing the TFRP
Before assessing a TFRP, the IRS must mail or 
hand deliver to the taxpayer a 60-day notice of 
the proposed assessment. The IRS uses Letter 
1153, which advises the taxpayer of the proposed 
penalty and his or her appeal rights. A taxpayer 
can agree to the penalty by signing Form 2751, 
Proposed Assessment of Trust Fund Recovery 
Penalty. Alternatively, a taxpayer can discuss the 
proposed penalty with the revenue officer group 
manager, request fast-track mediation, or file a 
timely written protest.

Federal Unemployment Taxes

The federal unemployment (FUTA) and state 
unemployment systems provide for payments of 
unemployment compensation to workers who 
have lost their jobs. In 2018, an employer is sub-
ject to FUTA tax on the wages the employer pays 
to employees who are not farm workers or house-
hold workers if 

■■ the employer paid wages of $1,500 or more 
in any calendar quarter in 2017 or 2018, or 

■■ the employer had one or more employees 
for at least some part of a day in any 20 or 
more different weeks in 2017 or 20 or more 
different weeks in 2018.

Most employers pay both federal and state 
unemployment taxes. Only employers, not 
employees, pay these taxes. For 2018, the FUTA 
tax rate is 6% and applies to the first $7,000 paid 
to each employee as wages during the year. Gen-
erally, the employer can take a credit against 
FUTA tax for amounts paid into state unemploy-
ment funds. The credit may be as much as 5.4% 
of FUTA taxable wages. If the employer is enti-
tled to the maximum 5.4% credit, the FUTA tax 

Cross-Reference
Certified Professional Employer 

Organizations
See the “IRS Issues” chapter for a discussion of 
a certified professional employer organization 
(CPEO). In some cases, use of a CPEO can relieve 
the employer from responsibility for withhold-
ing, depositing, and reporting requirements.

Trust Fund Recovery Penalty 
Under I.R.C. § 6672, a responsible person can be 
held personally liable for a willful failure to collect, 
account for, and pay employment taxes. Taxes 
withheld are called trust fund taxes because the 
employer or other responsible person holds the 
employee’s money in trust until the tax deposit is 
made. The trust fund recovery penalty (TFRP) is 
assessed against a responsible person who

■■ is responsible for collecting or paying with-
held income and employment taxes, or for 
paying collected excise taxes; and

■■ willfully fails to collect or pay the taxes.

A responsible person is a person or group 
of people who has the duty to perform and the 
power to direct the collecting, accounting, and 
paying of trust fund taxes. A responsible person 
could be any of the following persons:

1.	An officer or an employee of a corporation
2.	A member or employee of a partnership
3.	A corporate director or shareholder
4.	A member of a board of trustees of a non-

profit organization
5.	Another person with authority and control 

over funds to direct their disbursement

For willfulness to exist, the responsible person 
must have been, or should have been, aware of 
the outstanding taxes and either intentionally dis-
regarded the law or was indifferent to its require-
ments. The payment of net wages to employees 
when funds are not available to pay withholding 
taxes is a willful failure to collect and pay over 
the taxes.
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Sick Pay
Sick pay is a payment made to an employee for 
a period in which the employee is temporarily 
absent from work due to personal injury, dis-
ability, or sickness. It may be paid by either the 
employer or a third party, such as an insurance 
company. Sick pay includes both short and long-
term benefits and is often expressed as a percent-
age of the employee’s regular wages. Sick pay 
does not include the following payments:

■■ Disability retirement payments
■■ Workers’ compensation
■■ Payments to public employees that are for a 
work-related injury

■■ Medical expense payments
■■ Payments unrelated to absence from work, 
including payments for permanent loss of a 
member or function of the body, permanent 
loss of the use of a member or function of 
the body, or permanent disfigurement of the 
body

Withholding Requirements
Sick pay paid by the employer is generally 
included in the employee’s income and is subject 
to federal income tax withholding, social secu-
rity, Medicare, and FUTA taxes. However, if the 
employee paid the premiums on an accident or 
health insurance policy (or the employer made 
the payments and the employee included them 
in income), the benefits paid under the policy 
are not taxable. Sick pay paid to the employee’s 
estate or survivor after the calendar year of the 
employee’s death is not subject to federal income 
tax withholding, social security, Medicare, or 
FUTA taxes.

If both the employer and the employee con-
tributed to the sick pay plan under a group insur-
ance policy, the taxable sick pay is calculated by 
multiplying total sick pay by the percentage of 
the policy’s cost that the employer contributed 
for the 3 policy years before the calendar year 
in which the sick pay is paid. If the policy was in 
effect fewer than 3 years, the taxpayer uses the 
cost for the policy years in effect or, if in effect less 
than 1 year, a reasonable estimate of the cost for 
the first policy year.

rate after the credit is 0.6% (6.0% – 5.4%). The 
employer is entitled to the maximum credit if it 
paid state unemployment taxes in full, on time, 
and on all the same wages that are subject to 
FUTA tax (and the state is not a credit reduction 
state).

Cross-Reference
Certified Professional Employer 

Organizations
The Tax Increase Prevention Act of 2014, Pub. L. 
No. 113-295, requires the IRS to establish a vol-
untary certification program for professional 
employer organizations (PEOs). PEOs handle 
various payroll administration and tax-reporting 
responsibilities for their business clients and are 
typically paid a fee based on payroll costs. For 
wages paid to a work site employee, a certified 
PEO (CPEO) is eligible for the credit for state 
unemployment tax paid to a state unemployment 
fund, whether the CPEO or a customer of the 
CPEO made the contribution. See the “IRS Issues” 
chapter for more information about CPEOs. 

If FUTA tax liability for any calendar quar-
ter is $500 or less, the employer does not have to 
deposit the tax. Instead, the employer may carry 
it forward and add it to the liability figured in the 
next quarter. If FUTA tax liability for any cal-
endar quarter is more than $500 (including any 
FUTA tax carried forward from an earlier quar-
ter), the employer must deposit the tax by EFT. 
Generally, deposits are due by the last day of the 
first month that follows the end of the quarter.

The employer uses Form 940, Employer’s 
Annual Federal Unemployment (FUTA) Tax 
Return, to report FUTA tax. Form 940 is due 
by January 31 for the previous year’s reporting. 
However, if the employer deposited all FUTA 
tax when due, the employer can file Form 940 on 
or before February 10.

Paid Time Off

Paid time off (PTO) is time the employer provides 
for which the employee is compensated even in 
his or her absence. Common categories of PTO 
include sick pay and vacation leave. This section 
discusses the taxation of PTO and withholding on 
payments for PTO.
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months, or June 30, 2018, is not subject to social 
security, Medicare, or FUTA tax (but it is subject 
to federal income tax withholding). However, if 
Carl worked 1 day in the 9-month period, the 
6-month period starts over.

Reporting Requirements
The rules for depositing and reporting sick pay 
are the same as the rules for regular wage pay-
ments. Employers may either combine sick pay 
with other wages and prepare a single Form W-2 
for each employee or prepare separate Forms 
W-2 for each employee, one reporting sick pay 
and the other reporting regular wages. The 
employer must file and furnish Form W-2 even if 
all the sick pay is nontaxable. Sick pay is reported 
with compensation in box 1 of Form W-2. Any 
sick pay that was paid by a third party and is non-
taxable (because the employee paid for the sick 
pay plan) is reported in box 12 with code J (non-
taxable sick pay). 

Vacation Pay
Vacation pay is treated as a regular wage pay-
ment for withholding and reporting purposes. 
If vacation pay is paid in addition to the regular 
wage payment, the withholding rules applicable 
to supplemental wage payments apply [Treas. 
Reg. § 31.3402(g)-1(c)]. Supplemental wages are 
all wages paid by an employer that are not regu-
lar wages and include wage payments made with-
out regard to an employee’s payroll period, but 
also may include payments made for a payroll 
period. If supplemental wages are paid with regu-
lar wages and not specifically stated, the federal 
income tax withholding is the same as for regular 
wages. If supplemental wages are $1,000,000 or 
less and are paid separately or separately stated, 
the amount of the tax that must be withheld 
from supplemental wages is determined using 
the aggregate procedure or the flat-rate method. 
Regardless of how the federal tax withholding 
is calculated, supplemental wages are subject to 
social security, Medicare, and FUTA tax.

Social security, Medicare, and FUTA taxes 
do not apply to sick pay paid more than 6 calen-
dar months after the last calendar month in which 
the employee worked.

Example 7.4 Contributions to Group Policy

Dan Davidson, an employee of Crestwood Cor-
poration, was seriously injured in a car accident 
on January 1, 2017. Dan’s last day of work was 
December 31, 2016. The accident was not job-
related. Key Life Insurance Company, which 
is not an agent of Crestwood, paid Dan $2,000 
sick pay each month for 10 months, beginning 
in January 2017. Dan submitted a Form W-4S, 
Request for Federal Income Tax Withholding 
From Sick Pay, to Key, requesting $210 be with-
held from each payment for federal income tax. 
Dan received no payments from Crestwood from 
January 2017 through October 2017, and he 
returned to work on November 1, 2017.

For the policy year in which the car accident 
occurred, Dan paid a part of the premiums for 
his coverage and Crestwood paid the remaining 
portion. During the 3 policy years before the cal-
endar year of the accident, Crestwood paid 70% 
of the total of the net premiums for its employees’ 
insurance coverage, and its employees paid 30%.

For social security and Medicare tax purposes, 
Dan’s taxable sick pay was $8,400 [($2,000 × 70%) 
taxable portion per payment × 6 months]. Only 
the six $2,000 checks that Dan received from Jan-
uary through June are included in the calculation. 
The check that Dan received in July (the seventh 
check) was received more than 6 months after the 
month in which Dan last worked. Of each $2,000 
payment that Dan received, $600 (30% × $2,000) 
is not subject to social security and Medicare 
taxes because Dan’s after-tax contribution is 30% 
of the premiums during the 3 policy years before 
the calendar year of the accident.

Example 7.5 Payments after a  
6-Month Absence from Work

Carl Carlson worked for XYZ Company and 
became entitled to receive sick pay on December 
11, 2017. Carl took a 9-month absence from work 
due to illness. XYZ paid him sick pay for those 9 
months, and Carl returned to work on Septem-
ber 17, 2018. Sick pay that Carl received after 6 
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Accountable Plans
An arrangement is an accountable plan if it meets 
the following requirements:

1.	Business connection. The employer provides 
advances; allowances, including per diem 
allowances, allowances for meals and inci-
dental expenses, and mileage allowances; or 
reimbursements only for business expenses 
that are allowable as deductions, and that are 
paid or incurred by the employee in connec-
tion with the performance of services as an 
employee of the employer [Treas. Reg. § 1.62-
2(d)(1)].

2.	Substantiation. The employer requires the 
employee to give the employer substantiation 
of each business expense within a reasonable 
period of time [Treas. Reg. § 1.62-2(e)].

3.	Returning amounts in excess of expenses. The 
employer requires the employee to return 
to the employer within a reasonable period 
of time the amount paid under the arrange-
ment that exceeds the substantiated expenses 
[Treas. Reg. § 1.62-2(f)].

Amounts treated as paid under an account-
able plan are excluded from the employee’s gross 
income, are not reported as wages or other com-
pensation on the employee’s Form W-2, and are 
exempt from the withholding and payment of 
employment taxes [Treas. Reg. § 1.62-2(c)(4)].

Practitioner Note
Failure to Return Excess Amounts

If the arrangement meets the requirements of 
an accountable plan, but the employee fails to 
return, within a reasonable time, any amount in 
excess of the amount of the expenses substanti-
ated, only the amounts paid under the arrange-
ment that are not in excess of the substantiated 
expenses are treated as paid under an account-
able plan [Treas. Reg. § 1.62-2(c)(2)(ii)].

Nonaccountable Plans
Generally, if an arrangement does not satisfy one 
or more of the requirements of an accountable 
plan, all amounts paid under the arrangement 
are treated as paid under a nonaccountable plan 
[Treas. Reg. § 1.62-2(c)(3)(i)].

Aggregate Procedure
Under the aggregate procedure, supplemental 
wages that are paid concurrently with regular 
wages for a payroll period are aggregated with 
regular wages. The amount of tax to be withheld 
is determined as if the supplemental wages and 
the regular wages are a single wage payment. 

Flat-Rate Method
Under the flat-rate method, the employer deter-
mines withholding on supplemental wages using 
a flat percentage, regardless of the number of 
withholding allowances the employee claimed 
on Form W-4. The tax rate applicable for flat-rate 
withholding on supplemental wages paid after 
December 31, 2017, is 22%.

Practitioner Note
Supplemental Wage Payments  

Over $1,000,000
If a supplemental wage payment, when added 
to all supplemental wage payments previously 
made by one employer to an employee during the 
calendar year, exceeds $1,000,000, the employer 
must withhold on 37% of the excess amount.

Accumulated PTO
PTO that is not used during the year generally 
accumulates. Accumulated PTO may be paid out 
to the employee if the employee retires or is ter-
minated. Payment of accumulated PTO benefits 
is reported as a supplemental wage payment and 
subject to the supplemental wage withholding 
rules (discussed previously). 

Business Expense 
Reimbursements

In general, business expense reimbursements 
paid under an accountable plan are not included 
in an employee’s wages, while reimbursements 
paid under nonaccountable plans are included in 
wages.
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The monthly allowance arrangement is a 
nonaccountable plan. Broadmoor County must 
report the monthly allowances as wages or other 
compensation on the employees’ Forms W-2 
and must withhold and pay employment taxes 
on the monthly allowances when paid. The non-
accountable plan providing the monthly allow-
ances is treated as separate from the accountable 
plan providing reimbursements for lodging and 
meal expenses incurred for travel away from 
home on county business [Treas. Reg. § 1.62-2(j), 	
Example 4].

Example 7.7 Excessive Advances

In anticipation of employee business expenses 
that Verity Corporation does not reasonably 
expect to exceed $400 in any quarter, Verity 
nonetheless advances $1,000 to its employee 
Amy Anderson for such expenses. Whenever 
Amy substantiates an expense, Verity provides 
an additional advance in an amount equal to the 
amount substantiated, thereby providing a con-
tinuing advance of $1,000. 

Because the amounts advanced under this 
arrangement are not reasonably calculated so as 
not to exceed the amount of anticipated expen-
ditures and because the advance of money is not 
made on a day within a reasonable period of the 
day that the anticipated expenditures are paid or 
incurred, the arrangement is a nonaccountable 
plan. The arrangement does not have a business 
connection and does not reasonably calculate 
the advance. Thus, Verity must report the entire 
amount of each advance as wages or other com-
pensation and must withhold and pay employ-
ment taxes on the entire amount of each advance 
when paid [Treas. Reg. § 1.62-2(j), Example 5].

Fringe Benefits

A fringe benefit is a form of pay for the perfor-
mance of services. Generally, fringe benefits are 
included in wages under [I.R.C. § 3401(a); Treas. 
Reg. § 31.3401(a)-1]. However, some employer-
provided fringe benefits are specifically excluded 
from the employee’s income. 

Observation
Voluntary Substantiation and  

Return of Excess
An employee who receives payments under a non-
accountable plan cannot compel the employer to 
treat the payments as paid under an accountable 
plan by voluntarily substantiating the expenses 
and returning any excess to the employer [Treas. 
Reg. § 1.62-2(c)(3)(i)].

Amounts treated as paid under a nonac-
countable plan are included in the employee’s 
gross income, must be reported as wages or other 
compensation on the employee’s Form W-2, 
and are subject to withholding and payment of 
employment taxes. If the amounts reimbursed 
are included in the employee’s gross income, the 
employee may be able to deduct these on Form 
2106, Employee Business Expenses, as a miscel-
laneous itemized deduction subject to the 2%-of-
AGI floor [Treas. Reg. § 1.62-2(c)(5)]. However, 
for tax years beginning after December 31, 2017, 
and before January 1, 2026, miscellaneous item-
ized deductions that are subject to the 2%-of-AGI 
floor are suspended.

Cross-Reference
Accountable Plan

See the “Individual Issues” chapter for a sample 
accountable plan.

Example 7.6 Separate Arrangement

Under an arrangement that meets the require-
ments of an accountable plan, Broadmoor County 
reimburses its employees for lodging and meal 
expenses incurred when they travel away from 
home on county business. For its own conve-
nience, the county also separately pays certain of 
its employees a $25 monthly allowance to cover 
the cost of small miscellaneous office expenses. 
Broadmoor County does not require its employ-
ees to substantiate these miscellaneous expenses 
and does not require them to return the amounts 
by which the monthly allowance exceeds the mis-
cellaneous expenses. 
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the employer under I.R.C. § 119; benefits pro-
vided under a dependent care assistance pro-
gram under I.R.C. § 129; and no-additional-cost 
services, qualified employee discounts, working 
condition fringes, and de minimis fringes under 
I.R.C. § 132 [Treas. Reg. § 1.61-21(a)(2)].

Practitioner Note
Additional Resources

See IRS Publication 15-B, Employer‘s Tax Guide to 
Fringe Benefits, for more information on valuing 
and determining the taxability of fringe benefits.

Reporting and Withholding for 
Taxable Fringe Benefits
Generally, the employer must determine the 
value of noncash fringe benefits no later than Jan-
uary 31 of the following year. For employment 
tax and withholding purposes, the employer 
can treat noncash fringe benefits (including per-
sonal use of employer-provided highway motor 
vehicles) as paid on a pay period, quarter, semi-
annual, annual, or other basis, but the benefits 
must be treated as paid no less frequently than 
annually. For investment property and real prop-
erty, the employer must use the actual date that it 
transferred the property to the employee.

The employer does not have to choose the 
same period for all employees. It can withhold 
more frequently for some employees than for 
others. The employer can change the period as 
often as it likes, but all benefits provided in a cal-
endar year must be treated as paid no later than 
December 31 of the calendar year.

The employer can add the value of fringe 
benefits to regular wages for a payroll period and 
calculate income tax withholding on the total 
amount. Alternatively, the employer can with-
hold federal income tax on the value of fringe 
benefits at the flat rate that applies to supplemen-
tal wages (discussed earlier). The employer must 
withhold income, social security, and Medicare 
taxes on the date or dates it chooses to treat the 
benefits as paid, and it must deposit the amounts 
withheld in the same manner that it makes depos-
its for regular wage compensation.

Included Benefits
Examples of employer-provided fringe benefits 
that must be included in income include the 
following: 

■■ A vehicle provided for the employee’s per-
sonal use

■■ A flight on an employer-provided aircraft for 
personal purposes

■■ A free or discounted commercial airline 
flight for personal purposes

■■ A vacation
■■ A discount on property or services
■■ Membership in a country club or other 
social club

■■ A ticket to an entertainment or sporting 
event 
[Treas. Reg. § 1.61-21(a)(1)]

A fringe benefit provided in connection with 
the performance of services is considered to have 
been provided as compensation for such services. 
In general, a taxable fringe benefit is included 
in the income of the person performing the ser-
vices in connection with which the fringe benefit 
is furnished, even if that person did not actually 
receive the fringe benefit.

An employee must include in gross income 
the amount by which the FMV of the tax-
able fringe benefit exceeds the amount that the 
employee paid for the benefit. Such amounts are 
subject to withholding and employment taxes in 
the same manner as wage compensation.

Cross-Reference
Fringe Benefits

See the discussion of employer-provided trans-
portation, entertainment, and meals in the “Busi-
ness Issues” chapter.

Excluded Benefits
Some fringe benefits are excluded from income, 
such as qualified tuition reductions provided to an 
employee under I.R.C. § 117(d); meals or lodging 
furnished to an employee for the convenience of 
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Withholding
Generally, an employer has no obligation to with-
hold income or employment taxes from amounts 
paid to an independent contractor. However, 
backup withholding may be required in the fol-
lowing circumstances:

1.	The payee fails to furnish his or her taxpayer 
identification number (TIN) to the payer in 
the manner required.

2.	The IRS notifies the payer that the TIN fur-
nished by the payee is incorrect.

3.	The payee failed to include a reportable 
interest or dividend payment on his or her 
tax return or failed to file his or her return 
to report the interest or dividend payment, 
and the IRS has mailed at least four notices 
to the payee over 120 days. For a payee who 
filed a return for the tax year, any deficiency 
of tax attributable to underreporting has been 
assessed.

4.	The payee fails to certify that he or she is not 
subject to backup withholding for underre-
porting interest and dividends.

If backup withholding is required, the payer 
must deduct and withhold 24% federal income 
tax from payments [I.R.C. § 3406]. 

Generally, no backup withholding is required 
for amounts reported on Form 1099-MISC, Mis-
cellaneous Income, (discussed later) if the amount 
paid is less than $600, the payer did not have to 
give the payee a Form 1099 in the previous year, 
and the payer made no payments to the payee 
in the prior year that were subject to backup 
withholding.

Practitioner Note
Estimated Tax Payments

Because a payer does not typically withhold 
income and employment taxes on payments to 
independent contractors, self-employed persons 
must pay estimated taxes on their earnings. See 
the later discussion of the amount and timing of 
estimated tax payments.

Noncash Wages for Farm Labor
Farm employees may receive part of their com-
pensation in the form of noncash fringe benefits. 
A farm employer may provide employees with 
housing, meals, use of vehicles, farm products, 
and other goods and commodities. Noncash 
farm wages, including commodity wages, are 
not subject to federal income tax withholding or 
social security or Medicare taxes even if they are 
included in gross income [I.R.C. § 3121(a)(8)(A)]. 
However, noncash wages, including commodity 
wages, are treated as cash wages if the substance 
of the transaction is a cash payment (i.e., if the 
noncash wages can be immediately converted to 
cash) [Rev. Rul. 79-207, 1979-2 C.B. 351]. Non-
cash wages treated as cash wages are subject to 
social security taxes, Medicare taxes, and federal 
income tax withholding.

Example 7.8 Noncash Wages Paid to Farm 
Employees

Mary Winston is an employee of Peterson Farms. 
Peterson paid Mary $10,000 of cash wages and 
farm produce with a $3,500 value on the date 
received. The $3,500 in commodity wages is not 
subject to social security or Medicare taxes. Peter-
son reports $13,500 ($10,000 + $3,500) in box 1, 
and $10,000 in boxes 3 and 5 of Mary’s Form 
W-2. 

Independent Contractors

As discussed earlier, an employer must withhold, 
deposit, and report income and employment 
taxes on wages paid to employees. This section 
discusses the payer’s withholding and report-
ing requirements for payments to independent 
contractors.

Cross-Reference
Worker Classification

See pages 293–298 of the 2016 National Income 
Tax Workbook for a detailed discussion of the 
classification of a worker as an employee or an 
independent contractor. 
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Practitioner Note
Form W-9

A payer that is required to file Form 1099-MISC 
must obtain the correct TIN, which may be a 
social security number (SSN), individual taxpayer 
identification number (ITIN), adoption taxpayer 
identification number (ATIN), or employer iden-
tification number (EIN). Payers can request this 
information from the independent contractor 
using Form W-9, Request for Taxpayer Identifi-
cation Number and Certification. The contractor 
must provide accurate identification informa-
tion and may be subject to a penalty if he or she 
fails to provide the correct TIN or makes a false 
statement. 

Reporting
Payers report backup withholding on Form 945, 
Annual Return of Withheld Federal Income Tax, 
which the payer must file by January 31. Payment 
should be made with Form 945 only if total taxes 
for the year are less than $2,500 and are paid 
with the return, or the payer is a monthly sched-
ule depositor making a payment in accordance 
with the accuracy-of-deposits rule. Otherwise, the 
payer must make these payments electronically.

Payers may have to file Form 1099-MISC to 
report payments for services performed by inde-
pendent contractors if the payment is $600 or 
more. Additionally, payers must file Form 1099-
MISC for each person for whom income tax was 
withheld under the backup withholding rules 
regardless of the payment amount.

Some payments do not have to be reported on 
Form 1099-MISC, although they may be taxable 
to the recipient. For example, Form 1099-MISC 
is not required for most payments to a corpora-
tion (including a limited liability company that is 
taxed as a C or S corporation).
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Practitioner Note
Farmers and Fishermen

Special rules apply to farmers and fishermen. If 
at least two-thirds of the taxpayer’s gross income 
is from farming or fishing, the estimated tax is 
generally owed if current-year withholding and 
refundable credits is less than the smaller of 66% 
of the tax on the current-year return or 100% 
of the tax on the prior-year return. Under I.R.C. 
§ 6654(i), only one payment (rather than the 
usual four payments) is required. Farmers and 
fishermen may also choose not to make an esti-
mated tax payment if they file their returns and 
pay the full amount of tax due by March 1.

Taxpayers do not have to make estimated tax 
payments if all three of the following conditions 
are met:

1.	The taxpayer had no tax liability for the prior 
tax year.

2.	The taxpayer was a US citizen or resident 
alien for the entire year.

3.	The prior tax year covered a 12-month 
period.

Figure 7.7 shows how to determine if esti-
mated payments are required in 2018.

ESTIMATED TAX  Taxpayers may have to make estimated tax payments 
if their tax withholding is less than their anticipated tax liability.

Taxpayers who expect their tax liability to be 
greater than the amount of tax withheld from 
income sources may be required to make esti-
mated tax payments. If the taxpayer fails to make 
estimated payments, or fails to make the pay-
ments on time, the taxpayer may have to pay an 
underpayment penalty. This section reviews the 
general rules for who must pay estimated tax and 
how to calculate estimated tax payment amounts. 
It discusses when the taxpayer must make esti-
mated tax payments and includes a comprehen-
sive example of a seasonal worker who uses the 
annualized income method. Finally, this section 
explains when the taxpayer will be charged a 
penalty and some of the common exceptions to 
the underpayment penalty.

When Estimated Payments  
Are Required

Individual taxpayers may have to make estimated 
tax payments on self-employment income; inter-
est; dividends; rent; and gains from the sale of 
assets, prizes, and awards. They may also have 
to pay estimated tax if not enough income tax 
is withheld from their salary, pension, or other 
income. Generally, taxpayers must pay estimated 
tax if both of the following apply:

1.	The taxpayer expects to owe at least $1,000 
in tax for the current year, after subtracting 
any tax withholding and refundable credits.

2.	The taxpayer expects his or her tax withhold-
ing and refundable credits to be less than the 
smaller of
a.	90% of the tax on the current-year tax 

return, or 
b.	100% of the tax on the prior-year tax return 

[110% if the taxpayers prior-year AGI was 
more than $150,000 ($75,000 for MFS)]. 
The prior-year tax return must have cov-
ered all 12 months.
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FIGURE 7.7 Determining If Estimated Tax Payments Are Required

Source: IRS Publication 505, Tax Withholding and Estimated Tax, Figure 2-A
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Planning Pointer
Increase Tax Withholding

Gail could also increase her tax withholding by 
submitting a new Form W-4 to her employer. See 
the earlier discussion of withholding and Form 
W-4.

Calculating Estimated  
Tax Payments

To calculate estimated tax payments, taxpay-
ers must calculate their expected AGI, taxable 
income, taxes, deductions, and credits for the 
year. Taxpayers can use the worksheet in Form 
1040-ES, Estimated Tax for Individuals, to deter-
mine estimated tax. 

Example 7.11 Calculating Estimated Tax

The facts are the same as in Example 7.10. Gail 
estimates that she will have $18,000 of itemized 
deductions, resulting in $56,550 ($74,550 AGI – 
$18,000) of taxable income. Using the 2018 tax 
rate schedule, Gail estimates her tax liability as 
$6,989 [$5,944 + {(56,550 – 51,800) × 22%}].  
Figure 7.9 shows the calculation of Gail’s $172 
quarterly ($688 annual) estimated tax payments 
using the worksheet in Form 1040-ES.

Example 7.9 Estimated Tax  
Payments Not Required

Gail Force files as head of household, takes the 
standard deduction, and expects no refundable 
credits for 2018. She uses the information in 	
Figure 7.8 to determine whether she must make 
estimated tax payments. 

FIGURE 7.8 Gail’s 2017 and 2018 AGI,  
Tax, and Payments

2018 expected AGI $74,550

2017 AGI $57,150

2017 tax liability $6,188

2018 expected tax liability $6,989

2018 withholding $6,000

Gail’s estimated tax liability for 2018 after 
applying tax withholding and refundable credits 
is $989 ($6,989 − $6,000 = $989). Because Gail 
expects to owe less than $1,000 for 2018, she does 
not have to make any estimated tax payments.

Example 7.10 Estimated Tax  
Payments Required

The facts are the same as in Example 7.9, except 
that Gail expects only $5,500 of tax withholding 
in 2018. Gail’s estimated tax liability for 2018 
after applying tax withholding and refundable 
credits is $1,489 ($6,989 −$5,500), which is more 
than $1,000. Gail’s estimated tax withholding 
($5,500) and refundable credits ($0) are less than 
90% of her expected 2018 tax ($6,989 × 90% = 
$6,290), and less than 100% of her 2017 tax liabil-
ity ($6,188). Therefore, Gail must make estimated 
tax payments for 2018.
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FIGURE 7.9 Gail Force’s Estimated Tax Calculation Worksheet
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How Payments Are Applied

If the taxpayer fails to make one of the required 
estimated tax installment payments, any subse-
quent payment is applied to the earlier liability. 
The taxpayer must fully pay the earliest liability 
before payments are applied to later installments. 

Withholding and Social Security
Any withholding or excess social security tax is 
applied evenly among the required installments. 
However, taxpayers may apply withholding 
against the specific income it is connected to by 
completing Form 2210, Underpayment of Esti-
mated Tax by Individuals, Estates, and Trusts 
(discussed later), and checking box D in Part II 
of the form.

Joint Payments of Estimated Tax
Estimated payments made by spouses who file 
separate returns may be credited or made on 
behalf of just one spouse or divided in any way the 
spouses agree [Treas. Reg. § 1.6654-2(e)(5)(ii)(A)]. 
If the spouses cannot agree on an allocation, the 
IRS allocates the payments based on the spouses’ 
separate tax liabilities [Treas. Reg. § 1.6654-2(e)
(5)(ii)(B)].

Example 7.12 Joint Estimated Tax Payments

Harold and Wanda Whitcomb made a $19,500 
joint payment of estimated tax for the 2018 tax 
year. Harold and Wanda subsequently filed sepa-
rate returns showing $11,500 and $8,000 tax, 
respectively. In addition, Harold’s return showed 
$500 self-employment tax. If Harold and Wanda 
cannot agree to a division of the estimated tax 
paid, the amount of the tax payments is allocated 
based on each spouse’s share of the tax liabilities.

Harold owes $12,000 tax ($11,500 + $500) 
and Wanda owes $8,000 tax. Their total tax is 
$20,000 ($12,000 + $8,000). The proportion 
of taxes shown on Harold’s return to the total 
amount is 60% ($12,000 ÷ $20,000), and $11,700 
(60% × $19,500) of the estimated tax payments 
are allocated to Harold. The remaining $7,800 
($19,500 − $11,700) of estimated tax payments 
are allocated to Wanda [Treas. Reg. § 1.6654-2(e)
(6), Example].

Practitioner Note
Seasonal Income

If the taxpayer does not receive his or her income 
evenly throughout the year, the required esti-
mated tax payments may not be the same for 
each period. See the later discussion of the annu-
alized income installment method.

When to Make Estimated 
Payments

For estimated tax purposes, the year is divided 
into four payment periods and each period has 
a specified payment due date. Failure to pay 
enough tax by the due date of each of the pay-
ment periods may result in assessment of an 
underpayment penalty (discussed later). Figure 
7.10 shows the estimated tax payment due dates 
for a 2018 calendar-year taxpayer. If the date falls 
on a Saturday, Sunday, or legal holiday, the pay-
ment is due on the following business day.

FIGURE 7.10  2018 Estimated Tax  
Payment Due Dates

For the Period Due Date

January 1–March 31 April 17, 2018

April 1–May 31 June 15, 2018

June 1–August 31 September 17, 2018

September 1–December 31 January 15, 2019*

*If the taxpayer files the 2018 Form 1040, U.S. Individual 
Income Tax Return, by January 31 of the next year and 
pays the remaining tax owed, then no estimated pay-
ment is required by January 15.
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Practitioner Note
Phone and Mobile Device Payments

The taxpayer can also pay by debit or credit card 
by calling one of the IRS debit or credit card ser-
vice providers. Alternatively, the taxpayer can 
make a payment from his or her mobile device 
by downloading the IRS2Go mobile application.

Mail a Payment
The taxpayer can pay by check or money order 
using the estimated tax payment voucher. There 
is a separate estimated tax payment voucher for 
each due date

Estimated Tax Penalties

Taxpayers are generally required to pay income 
tax as income is earned. If the taxpayer makes 
insufficient payments throughout the year, the 
IRS may assess a penalty for underpayment of 
estimated tax. Failure to make timely payments 
can also result in a penalty, even if a refund is due 
when the taxpayer files his or her return.

Amount of the Estimated  
Tax Penalty
The estimated tax penalty is calculated using 
the underpayment rate, which is the federal 
short-term interest rate plus 3 percentage points 
[I.R.C. § 6621(a)(2)]. Different rates apply to cor-
porations. The underpayment rate is determined 
quarterly. A penalty for one of the four quarterly 
payment periods may be calculated using a dif-
ferent rate than another quarterly period. For the 
first two quarters of 2018, the underpayment rate 
was 4% and 5%, respectively. 

The estimated tax penalty is calculated sepa-
rately for each payment and is based on the num-
ber of days between the due date and the payment 
date. See Table 4.1 in IRS Publication 505, Tax 
Withholding and Estimated Tax, for a calendar to 
determine the number of days that a payment is 
late. 

How to Pay Estimated Tax

There are several ways to pay estimated tax:

■■ The taxpayer can credit an overpayment 
from the prior-year return to the current-
year estimated tax.

■■ The taxpayer can pay by direct transfer from 
a bank account or pay by debit or credit card 
using a pay-by-phone system or the internet.

■■ The taxpayer can send a payment (check or 
money order) with a payment voucher from 
Form 1040-ES.

Credit an Overpayment
The taxpayer can credit an overpayment from 
a prior year to estimated tax owed for the cur-
rent year. On the prior-year return, the taxpayer 
enters the amount that he or she wants credited to 
estimated tax rather than refunded. The taxpayer 
then takes that amount into account when calcu-
lating the current-year estimated tax payments. 
If the taxpayer timely filed the prior-year return, 
the credit is treated as a payment made on April 
15 of the current year.

Pay Online
The taxpayer can make an estimated tax pay-
ment at IRS.gov/Payments by any of the follow-
ing methods:

■■ A transfer directly from the taxpayer’s 
checking or savings account

■■ Payment by credit card or debit card (pro-
cessing fees are charged)

■■ Electronic funds withdrawal 
■■ Online payment agreement (if the taxpayer 
cannot pay the full amount owed)

Cross-Reference
Installment Agreement

See the “Tax Practice” chapter for a discussion of 
how to request an installment agreement, and 
other collection alternatives.
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Form 2210
Taxpayers may use Form 2210, Underpayment 
of Estimated Tax by Individuals, Estates, and 
Trusts, to determine if the taxpayer owes a pen-
alty for underpayment of estimated tax, to cal-
culate the penalty, to request a reduction in the 
penalty, and to apply excess withholding to spe-
cific income. Taxpayers determine if they must 
file Form 2210 using the chart on the first page of 
the form. The first page of the 2017 form is shown 
in Figures 7.11 and 7.12 (the 2018 form was not 
available at the time of this publication).

FIGURE 7.11 Form 2210, Page 1

FIGURE 7.12 Form 2210, Part II
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If the taxpayer does not have to file Form 
2210, then he or she is not required to calculate 
the penalty. The IRS will calculate the penalty 
and send the taxpayer a notice showing how it 
was calculated. If the return is timely filed (not 
including extensions), and the penalty assessed 
on the notice is paid by the due date of the notice, 
no interest is charged on the penalty. 

If the taxpayer must file Form 2210 but 
requests a waiver of the entire penalty, the tax-
payer must check box A in Part II of Form 2210, 
as shown in Figure 7.12. The taxpayer files only 
page 1 of Form 2210, and the IRS will calculate 
the penalty. Similarly, if the taxpayer is filing 
jointly for the prior year and separately for the 
current year (or vice versa), and the maximum 
annual payment based on the prior-year return 
is smaller than 90% of the current-year tax, the 
taxpayer checks box E in Part II and files only the 
first page.

If the penalty would be reduced by submit-
ting Form 2210, the taxpayer can send the form 
separately from the tax return, after the taxpayer 
receives a notice. If the reduction is due to the 
annualized income installment method, then the 
taxpayer must complete and submit Form 2210 
and Schedule A1, Annualized Income Install-
ment Method (discussed later). 

Waiver of the Penalty
The IRS can waive the penalty for underpayment 
of estimated tax if a casualty or other unusual cir-
cumstance occurred and it would be inequitable 
to impose the penalty [I.R.C. § 6654(e)(3)(A)]. 
Additionally, the IRS can waive the penalty if the 
taxpayer retired (after reaching age 62) or became 
disabled in either of the 2 preceding tax years, 
there was reasonable cause for the underpay-
ment, and the underpayment was not the result of 
willful neglect [I.R.C. § 6654(e)(3)(B)]. A taxpayer 
requesting a waiver based on an unusual circum-
stance, retirement, or disability must check box A 
or B in Part II of Form 2210 and attach an expla-
nation with supporting documentation.

Cross-Reference
Disaster Relief

The penalty for underpayment of estimated tax 
generally is not automatically waived because of 
a natural disaster. However, if there is a federally 
declared disaster, the IRS may automatically post-
pone the payment due dates for taxpayers in the 
disaster area. See the discussion of disaster relief 
in the “Individual Issues” chapter.

Annualized Income  
Installment Method

For taxpayers who do not receive income evenly 
during the year, the required estimated tax pay-
ment for one or more periods may be more or 
less than the amount calculated using the regu-
lar installment method. The annualized income 
installment method calculates the tax liability 
at the end of each payment period based on a 
reasonable estimate of income, deductions, and 
other items from the beginning of the tax year 
through the end of the period.

Example 7.13 Annualized Income 
Installment Method

Tom Katt is a W-2 wage earner, and he owns and 
operates a business as a Christmas light installer. 
Tom files his tax return as head of household. 
Tom reports his income from the business on 
Schedule C (Form 1040), Profit or Loss From 
Business (Sole Proprietorship). Tom receives all 
his income from the light installation business 
in the fourth quarter of the calendar year. Tom 
elects to apply the annualized income installment 
method for his 2018 estimated tax payments. 

Tom’s 2017 total tax liability was $17,850. 
His 2018 tax liability is $14,033 plus $4,945 of 
self-employment (SE) tax. Figure 7.13 shows 
Tom’s income from all sources, federal withhold-
ing, and estimated tax payments by estimated tax 
payment period.
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FIGURE 7.13 Tom Katt’s Income, Federal Withholding,  
and Estimated Tax Payments by Estimated Tax Payment Period

1/1–3/31 4/1–5/31 6/1–8/31 9/1–12/31 Total Year

W-2 income $16,500 $11,000 $16,500 $22,000 $66,000

Business income (Schedule C) 0 0 0 35,000 35,000

Total income $16,500 $11,000 $16,500 $57,000 $101,000

      

Federal tax withholding $1,500 $1,000 $1,500 $  2,000 $  6,000

Estimated tax payments 0 0 0 11,080 11,080

Total payments $1,500 $1,000 $1,500 $13,080 $17,080

     

Tom will itemize deductions on his 2018 tax 
return. Figure 7.14 shows Tom’s itemized deduc-
tions by estimated tax payment period. 

FIGURE 7.14 Tom Katt’s Itemized Deductions Paid by Estimated Tax Payment Period

Description 1/1–3/31 4/1–5/31 6/1–8/31 9/1–12/31 Total

Charitable contributions $1,500 $1,500 $1,500 $3,000 $7,500

Mortgage interest 1,850 1,850 1,850 1,850 7,400

Real estate taxes 750 750 750 750 3,000

State income tax 600 600 600 600 2,400

State estimated tax 0 0 0 3,000 3,000

Total $4,700 $4,700 $4,700 $9,200 $23,300

Cumulative total $4,700 $9,400 $14,100 $23,300 $23,300
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Tom then checks box C in Part II and com-
pletes Form 2210, Schedule A1, Annualized 
Income Installment Method. Figure 7.16 shows 
his completed Schedule A1.  

FIGURE 7.15 Tom Katt’s Form 2210, Page 1

Figure 7.15 shows Tom’s Form 2210, Part I. 
Figures 7.15, 7.16, and 7.17 show the 2017 form, 
as the 2018 form was not available at the time of 
this publication. The form calculates a $17,080 
minimum tax payment for 2018. The form does 
not include any QBI deduction.
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FIGURE 7.16 Tom Katt’s Form 2210, Schedule A1
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Tom reports his itemized deductions on line 
4 (see Figure 7.14). Part II on page 4 calculates SE 
tax for each estimated tax period. Line 25 is the 
income tax liability for each estimated tax period.

Tom then completes Part IV of Form 2210 
to calculate his $0 estimated tax penalty. Figure 
7.17 shows Tom’s completed Part IV.

Line 1 includes income from all sources. The 
first-period through third-period columns show 
only the W-2 income Tom earns evenly through-
out the year. The fourth-period column includes 
both W-2 income and business income from the 
lighting business minus $2,473 (one-half of SE 
tax). 

FIGURE 7.17 Tom Katt’s Form 2210, Part IV

Part IV reconciles Tom’s actual deposits for 
each estimated tax period with the amount owed 
for that period. The annualized income install-
ment method shows that Tom had no underpay-
ment in any of the four periods. If Tom did not 

use the annualized income installment method, 
Tom’s estimated tax liability would have been 
$4,270 ($17,080 ÷ 4) per period and he would 
have had an underpayment in each of the first 
three periods. 
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