
 

What Is Tax Liability? 

Understand the tax you owe—and how it differs from your filing-time balance 

Originally published March 26, 2019. Updated September 22, 2026. 

Tax liability is the amount of tax you are legally responsible for paying. It can arise from earning 

income, running a business, selling an investment, owning property, or making a taxable 

purchase. 

Having a tax liability does not mean you missed a payment or did something wrong. You may 

already have paid some—or all—of that obligation through paycheck withholding, estimated 

payments, or taxes collected when you made a purchase. 

Tax Liability Is Not the Same as a Balance Due 

For an individual income tax return, distinguish between the tax calculated for the year and the 

amount still unpaid when you file. Here is a simplified example, assuming no refundable credits, 

penalties, or other adjustments: 

Item Amount 

Tax liability after applicable nonrefundable credits $6,000 

Federal income tax withheld during the year $5,500 

Remaining balance due $500 

If withholding had been $6,500 instead, you would generally have a $500 overpayment available 

for a refund or credit toward next year. Your tax liability would still be $6,000. 



A refund therefore does not necessarily mean you owed no tax. It may mean your payments 

exceeded your liability. Your federal return separates the tax calculation from payments and the 

resulting refund or amount owed. See IRS Form 1040 and its instructions. 

Income Tax: What You Earn Matters 

Income tax can apply to wages, salaries, commissions, business profits, taxable interest, 

dividends, rental income, and other income. 

The calculation depends on more than gross earnings. Filing status, deductions, credits, and the 

type of income can affect the result. 

Federal individual income tax uses brackets: different portions of taxable income are taxed at 

different rates. Moving into a higher bracket does not mean all your income is taxed at that 

higher rate. The IRS explains tax brackets. 

State and local rules differ. Some jurisdictions impose individual income taxes, while others do 

not. Where you live and work can affect your obligations. Find your state’s tax agency through 

USAGov. 

Business Taxes: Structure Makes a Difference 

How business income is taxed depends partly on the business’s legal structure and tax 

classification. 

• Sole proprietorships: Owners generally report business income and expenses on their 

individual returns. 

• Partnerships and S corporations: Income generally passes through to owners, who report 

their shares on their returns. 

• Limited liability companies: An LLC’s federal tax treatment depends on its ownership and 

any tax elections it makes. 

Business owners may also have employment, self-employment, sales, or other tax obligations. 

“Pass-through” does not mean tax-free. Read the IRS overview of business income. 

A C corporation generally pays tax as a separate entity. If it distributes taxable dividends, 

shareholders may owe tax on those dividends as well. That is the double taxation often 

associated with C corporations; it does not mean individual shareholders automatically pay the 

corporate tax rate. The IRS explains corporate taxation. 

Capital Gains: Selling an Asset Can Create Tax 

Selling a capital asset for more than its adjusted tax basis generally produces a capital gain. Basis 

often begins with the purchase cost but can change because of improvements, depreciation, or 
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other adjustments. For example, selling stock for $7,000 with an adjusted basis of $5,000 

produces a $2,000 gain, assuming no selling costs. 

The tax treatment depends on the asset, your income, and how long you held it. Short-term gains 

are generally taxed at ordinary income rates; many long-term gains qualify for lower rates. 

Special rules and exclusions can apply, so a profitable sale does not always produce the same tax 

result. See the IRS guide to capital gains and losses. 

Sales and Property Taxes: Other Common Obligations 

Sales tax generally applies to taxable purchases and is collected by the seller. Rates and 

exemptions vary by location and by what you buy. Property taxes generally arise from owning 

taxable property, such as a home. They are separate from any income tax that might result from 

selling that property at a gain. 

These obligations are usually administered by state or local authorities. USAGov explains 

common state and local taxes. 

Pay During the Year, Not Just at Filing Time 

Federal income tax generally operates on a pay-as-you-go basis. Employees commonly pay 

through withholding; people with income not adequately covered by withholding may need 

estimated payments. 

Paying too little during the year can result in an underpayment penalty, even if you pay the 

remaining tax by the filing deadline. Review the IRS’s estimated-tax guidance. 

Review your situation when you start a business, add side income, sell a major asset, or 

experience another significant financial change. 

Plan With the Full Picture 

Understanding tax liability starts with three questions: What tax applies? How is it calculated? 

How much have you already paid? 

Keep reliable records and review deductions and credits for which you qualify. When a 

transaction or life change makes the answer complicated, consult a qualified tax professional 

before the deadline arrives. 
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