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Welcome to the Tax Return Preparation and Federal 

Reporting Guide for ministers and churches. We’re privileged 

to provide you with this useful guide to help you prepare 

your federal income tax forms.

This year’s tax guide is once again written by noted 

attorney and CPA, Richard Hammar, and has been edited by 

our legal and compliance teams to address the tax issues that 

impact the ministers we are so privileged to serve. 

In addition to this helpful guide, you can find further information on the IRS 

website, www.IRS.gov. For specific tax advice, you’ll want to consult an accountant 

or an attorney who is familiar with the intricacies of ministers’ taxes. 

Additional copies of this free booklet may be ordered through our customer 

relations specialists by calling 1-888-98-GUIDE (1-888-984-8433) weekdays from 

7 a.m. to 6 p.m. CST. You can also download this booklet in part or in its entirety 

for free by visiting www.GuideStone.org/TaxGuide. 

Once again, we are thankful to serve you with the annual Ministers’ Tax Guide, 

and we hope it will be a great service to you. May God bless you in your ministry 

in 2014 and beyond!

Sincerely,

O.S. Hawkins

President – Chief Executive Officer

GuideStone Financial Resources of the Southern Baptist Convention
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Special Supplement

Key points from the housing allowance ruling 
What churches and ministers must know about the decision in Wisconsin.
By Richard R. Hammar, J.D., LL.M., CPA

On November 22, 2013, U.S. District Judge Barbara 
Crabb in the Western District of Wisconsin (a President Carter 
appointee) struck down the ministerial housing allowance as 
an unconstitutional preference for religion. The ruling was in 
response to a lawsuit brought by the Freedom From Religion 
Foundation (FFRF) challenging the constitutionality of the 
housing allowance and the parsonage exclusion.

Judge Crabb stayed the decision, pending an appeal to 
the Seventh Circuit Court of Appeals in Chicago. Here are five 
things church leaders should note about this ruling:

1. Federal district court in Wisconsin rules 
housing allowance is an unconstitutional  
preference for religion 

	 The Wisconsin court concluded that the housing allow-
ance exclusion under Section 107(2) is an unconstitutional 
preference for religion, since the same benefit is not provided 
to other taxpayers. The court relied on a 1989 decision by the 
U.S. Supreme Court in which the Court ruled that a Texas 
statute exempting from the state sales tax periodicals and 
books “published or distributed by a religious faith” was an 
unconstitutional preference for religion (Texas Monthly, Inc. 
v. Bullock, 489 U.S. 1 (1989)). The Supreme Court concluded 
that tax exemptions that include religious organizations “must 
have an overarching secular purpose that equally benefits 
similarly situated non-religious organizations.” To illustrate, 
the exemption of church property from taxation is constitu-
tionally permissible because state laws exempt a wide range 
of non-religious properties from taxation. In contrast, the 
housing allowance applies only to ministers. 
	 The Wisconsin court conceded that there are other provi-
sions in the tax code that recognize housing allowances and 
it referred specifically to state department employees and the 
military. It noted that the Supreme Court in the Texas Monthly 
decision acknowledged that a tax exemption benefiting religious 
groups could survive a challenge under the establishment clause 
if the exemption was “conferred upon a wide array of non- 
sectarian groups as well.” However, the Supreme Court 
“rejected the argument that it was enough to point to a small 
number of secular groups that could receive a similar exemption 
for a different reason.”

2. “Parsonage allowance” not ruled  
unconstitutional by Wisconsin federal court

	 While the FFRF challenged the constitutionality of both Sec-
tions 107(1) (parsonage allowance) and 107(2) (housing allow-
ance), it ultimately narrowed its challenge to Section 107(2) 
which relates to housing allowance for ministers not living in 
parsonages.  The parsonage exclusion remains unchallenged.

3. Effective date and an appeal

	 The court ruled that the IRS and Department of the Trea-
sury should not enforce Section 107(2). But it added that its 
ruling “shall take effect at the conclusion of any appeals ... or 
the expiration of the deadline for filing an appeal, whichever 
is later.” An appeal by the IRS and Department of the Treasury 
has been filed. 
	 It is possible that a federal appeals court will reverse the 
Wisconsin court’s ruling and uphold the constitutionality of 
the housing allowance. If so, it won’t be the first time a ruling 
by Judge Crabb was reversed on appeal. In 2011, a three-judge 
panel of the Seventh Circuit Court of Appeals unanimously 
reversed her opinion that the National Day of Prayer violates the 
First Amendment ban on the establishment of religion. 
	 Further, substantial arguments support the constitutionality 
of the housing allowance. Of course, those arguments are not 
dispositive, as the Wisconsin case demonstrates. But they were 
given short shrift by Judge Crabb and her perspective may not be 
shared by the appeals court. It is also possible that the appeals 
court will revisit the issue of standing and conclude that the 
FFRF lacks standing to prosecute the case.

4. Application in other states

	 A ruling by a federal district court judge in Wisconsin is not 
binding on other courts and does not apply to ministers in other 
states. If the ruling is affirmed by the Seventh Circuit Court of 
Appeals, it would apply only to ministers in that circuit (Illinois, 
Indiana and Wisconsin). 

5. Housing allowances for 2014

	 Churches should continue to designate housing allowances 
for ministerial employees for 2014, and church pension plans 
should continue to designate housing allowances for retired 
ministers. Such allowances will continue to be valid in all states 
outside of the Seventh Circuit (Illinois, Indiana and Wisconsin) 
and to ministers in the Seventh Circuit so long as the district 



Find IRS forms, instructions and publications at www.irs.gov or call 1-800-TAX-FORM. 7

court’s ruling is reversed on appeal or the appeals court does 
not render an opinion in 2014.

Conclusions

What can churches and ministers do to minimize the impact of 
the Wisconsin court’s ruling? Consider the following:

•	 Monitor developments in this case. Any developments will 
be reported on the GuideStone website.

•	 Remember that the Wisconsin court postponed its ruling 
while an appeal is pending, so churches affected by 
that court’s ruling should continue to designate housing 
allowances. 

•	 A ruling by a federal district court judge in Wisconsin is not 
binding on other courts and does not apply to ministers in 
other states. If the ruling is affirmed by the Seventh Circuit 
Court of Appeals, it would apply only to ministers in that 
circuit (Illinois, Indiana and Wisconsin). It would become a 
national precedent binding on ministers in all states only if 
affirmed by the U.S. Supreme Court (an unlikely outcome, 
since the Court receives 10,000 appeals each year and 
accepts 75 to 80 of them).
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Part 1. Introduction
How to use this guide

This guide contains the basic information you need to 
complete your 2013 federal income tax return. It gives special 
attention to several forms and schedules and the sections of 
each form most relevant to ministers. It also includes a section 
on  Federal Reporting Requirements, which begins on page 
69, designed to help churches comply with their federal tax 
reporting requirements.

+	 Key Point: Congress, the courts or the IRS may cause 
tax changes at any time, in some cases retroactively. 
This guide includes only the law in effect at the time of 
preparation. Be certain to refer to the final instructions 
on Form 1040 when completing your tax return.  

This guide is divided into the following sections:

•	 Part 1: Introduction — This section reviews tax highlights 
for 2013 and presents several preliminary questions you 
should consider before preparing your tax return.

•	 Part 2: Special Rules for Ministers — In this section, you 
learn whether or not you are a minister for tax purposes, 
whether you are an employee or self-employed for both 
income tax and Social Security purposes and how you pay 
your taxes.

•	 Part 3: Step-By-Step Tax Return Preparation — This sec-
tion explains how to complete the most common tax forms 
and schedules for ministers.

•	 Part 4: Comprehensive Examples and Sample Forms — 
This section shows a sample tax return prepared for an ordained 
minister and spouse and for a retired minister and spouse.

•	 Federal Reporting Requirements for Churches — This 
section provides assistance to churches (especially treasurers 
and bookkeepers) in filing federal tax forms.

Tax highlights for 2013 
Taxpayer Relief Act of 2012

In the early hours of 2013 Congress enacted the American 
Taxpayer Relief Act of 2012 (ATRA or the “Act”) in order to avoid 
the so-called “fiscal cliff.” The Act has two major features — an 
increase in the tax rates paid by the wealthiest Americans and 
an extension of several tax benefits scheduled to expire at the 
end of 2011 or 2012.

Some expiring tax benefits were not extended. Most 
notably, Congress chose not to extend the so-called payroll 
tax “holiday” that reduced the Social Security taxes for both 
employees and the self-employed for the past two years. This 

resulted in a tax increase for three out of every four Americans 
in 2013. Those sections of the Act having the greatest relevance 
to churches and church staff are summarized below.

1. Permanently repeals the itemized deduction 
limitation for certain taxpayers

In 1990, Congress enacted legislation requiring certain 
itemized deductions, including charitable contributions, to 
be reduced by 3% of a taxpayer’s adjusted gross income over 
$100,000 (adjusted annually for inflation), but not by more than 
80%. In 2001, Congress enacted a law that phased out this limit 
by one-third in 2006 and 2007, by two-thirds in 2008 and 2009, 
and by 100% in 2010. The American Taxpayer Relief Act of 2012 
permanently extended the repeal of this limit on income at or 
below $250,000 (individual filers) and $300,000 (married filing 
jointly) for taxable years beginning after December 31, 2012.

+	 Key Point: The $250,000 and $300,000 amounts are 
adjusted annually for inflation beginning in 2014.  

2. Permanently repeals the personal exemption 
phaseout for certain taxpayers

In order to determine taxable income, an individual reduces 
adjusted gross income by any personal exemptions, deductions 
and either the applicable standard deduction or itemized 
deductions. Personal exemptions generally are allowed for the 
taxpayer, his or her spouse and any dependents. For 2013, the 
amount deductible for each personal exemption is $3,900. This 
amount is adjusted annually for inflation.

In the past, this exemption was phased out as a result of the 
Personal Exemption Phaseout (“PEP”) for taxpayers with adjusted 
gross income (AGI) above a certain level. The American Taxpayer 
Relief Act of 2012 permanently repeals the PEP for income at or 
below $250,000 (individual filers) and $300,000 (married filing 
jointly) for tax years beginning after December 31, 2012.

+	 Key Point: The $250,000 and $300,000 amounts are 
adjusted annually for inflation beginning in 2014.  

3. Permanently extends the 2001 modifications 
to the child tax credit

Generally, taxpayers with income below certain threshold 
amounts may claim the child tax credit to reduce federal income 
tax for each qualifying child under the age of 17. In 2001, Con-
gress increased the credit from $500 to $1,000 and expanded 
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refundability. The amount that may be claimed as a refund was 
15% of earnings above $10,000. The American Taxpayer Relief 
Act of 2012 permanently extends these provisions for taxable 
years beginning after December 31, 2012.

4.	Permanently extends marriage penalty relief

In the past, when two persons were married, they often 
paid more taxes than if they had remained single. This discrep-
ancy is known as the “marriage penalty.” This penalty arose in 
several contexts, including the following: (1) a married couple’s 
combined income often put them in a higher tax bracket than 
if they had remained single; (2) the standard deduction for a 
married couple was less than the standard deductions for two 
single persons; and (3) the earned income tax credit penalized 
married couples since their combined income placed them in 
or above the phaseout ranges for the credit. In 2001, Congress 
reduced the marriage penalty in the following ways:

1. 	 Income tax rates
	 It increased the 15% income tax rate bracket for a married 

couple filing a joint return to twice the size of the corre-
sponding rate for a single person filing a single return. 

2. 	 The standard deduction
	 The standard deduction for married persons filing jointly was 

increased to twice the standard deduction for single persons.

3. 	 The earned income tax credit
	 In the past, the earned income credit penalized some 

individuals because they received a smaller earned income 
credit if they were married than if they were not married. 
This was due to the fact that the combined income of mar-
ried couples made it more likely that they would enter or 
exceed the phaseout limits that reduce the amount of the 
credit due to higher earned income. In order to minimize 
this penalty, Congress enacted legislation in 2001 that 
increased the beginning and ending of the earned income 
credit phaseout for married couples filing a joint return by 
$3,000, adjusted annually for inflation.

	 The American Taxpayer Relief Act of 2012 extends the 
marriage penalty relief for the standard deduction, the 15% 
bracket and the earned income tax credit (EITC) for taxable 
years beginning after December 31, 2012.

5.	Permanently extends the expanded exclusion 
for employer-provided educational assistance

An employee may exclude from gross income up to 
$5,250 for income and employment tax purposes per year of  
employer-provided education assistance. Prior to 2001, this 
incentive was temporary and only applied to undergraduate 
courses. In the past, Congress expanded this provision to cover 
both undergraduate and graduate education and extended the 

expanded exclusion through 2012. The American Taxpayer 
Relief Act of 2012 permanently extends the changes to this 
provision for taxable years beginning after December 31, 2012.

6. Permanently extends the expanded  
dependent care credit

The dependent care credit allows a taxpayer a credit for an 
applicable percentage of child-care expenses for children under 
age 13 and disabled dependents. In the past, Congress increased 
the amount of eligible expenses from $2,400 for one child and 
$4,800 for two or more children to $3,000 and $6,000, respec-
tively. The American Taxpayer Relief Act of 2012 permanently 
extends the changes to the dependent care credit.

7.	Permanent estate, gift and generation- 
skipping transfer tax relief

In the past, Congress phased out the estate and genera-
tion-skipping transfer taxes so that they were fully repealed in 
2010 and lowered the gift tax rate to 35% and increased the gift 
tax exemption to $1 million for 2010. In 2010, Congress set the 
exemption at $5 million per person with a top tax rate of 35% 
for the estate, gift and generation-skipping transfer taxes for 
two years, through 2012. The exemption amount was indexed 
beginning in 2012 and was $5.25 million for persons dying in 
2013. The American Taxpayer Relief Act of 2012 makes perma-
nent the indexed exclusion amount and indexes that amount 
for inflation going forward, but sets the top tax rate to 40% for 
estates of decedents dying after December 31, 2012.

8.	Permanently extends capital gains and  
dividend rates

Under prior law, the capital gains and dividend rates for 
taxpayers below the 25% tax bracket were equal to 0 percent. 
For those in the 25% bracket and above, the capital gains and 
dividend rates were 15 percent. These rates expired at the end 
of 2012. Upon expiration, the rates for capital gains become 10% 
and 20%, respectively, and dividends are subject to the ordinary 
income rates.

The American Taxpayer Relief Act of 2012 extends the 
lower capital gains and dividends rates on income at or below 
$400,000 (individual filers) and $450,000 (married filing jointly) 
for taxable years beginning after December 31, 2012. For 
income in excess of $400,000 (individual filers) and $450,000 
(married filing jointly), the rate for both capital gains and divi-
dends will be 20 percent.

+	 Key Point: The $400,000 and $450,000 amounts are 
adjusted annually for inflation beginning in 2014.
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+	 Key Point: The effective tax rate for many high-income 
taxpayers will be 23.8% because of the 20% capital 
gains and dividends tax rate plus the new 3.8% tax on 
investment income that was a feature of the Affordable 
Care Act (the health care reform legislation).

9.	Temporarily extends the American  
Opportunity Credit

The American Opportunity Tax Credit is available for up to 
$2,500 of the cost of tuition and related expenses paid during 
the taxable year. Under this tax credit, taxpayers receive a tax 
credit based on 100% of the first $2,000 of tuition and related 
expenses (including course materials) paid during the taxable 
year and 25% of the next $2,000 of tuition and related expenses 
paid during the taxable year. Forty percent of the credit is 
refundable. This tax credit is subject to a phaseout for taxpayers 
with adjusted gross income in excess of $80,000 ($160,000 for 
married couples filing jointly).

The American Taxpayer Relief Act of 2012 extends the 
American Opportunity Tax Credit for five additional years, 
through 2017.

10.	Temporarily extends the “third-child” EITC

Under prior law, working families with two or more children 
qualified for an earned income tax credit (EITC) equal to 40% 
of the family’s first $12,570 of earned income. In 2009, Congress 
increased the earned income tax credit to 45% for families with 
three or more children and increased the beginning point of 
the phaseout range for all married couples filing a joint return 
(regardless of the number of children) to lessen the marriage 
penalty.

The American Taxpayer Relief Act of 2012 extends for 
five additional years, through 2017, the 2009 expansions that 
increased the EITC for families with three or more children 
and increased the phaseout range for all married couples filing 
a joint return.

11.	Permanently extends refund and tax credit  
 disregard for means-tested programs

Prior law ensured that the refundable components of 
the EITC and the Child Tax Credit did not make households 
ineligible for means-tested benefit programs and included pro-
visions stating that these tax credits did not count as income 
in determining eligibility (and benefit levels) in means-tested 
benefit programs, and also did not count as assets for specified 
periods of time. Without them, the receipt of a tax credit would 
put a substantial number of families over the income limits for 
these programs in the month that the tax refund is received. A 
2010 law disregarded all refundable tax credits and refunds as 

income for means-tested programs through 2012.
The American Taxpayer Relief Act of 2012 permanently extends 

this provision for any amount received after December 31, 2012.

12.	Permanently extends AMT patch

Under prior law a taxpayer received an exemption of 
$33,750 (individuals) and $45,000 (married filing jointly) under 
the alternative minimum tax (AMT). Prior law also did not allow 
non-refundable personal credits against the AMT.

The American Taxpayer Relief Act of 2012 increased the 
exemption amounts for 2012 to $50,600 (individuals) and 
$78,750 (married filing jointly) and for future years indexes the 
exemption and phaseout amounts for inflation. For 2013, the 
exemption amounts were $51,900 (individuals) and $80,800 
(married filing jointly). The Act also allows non-refundable 
personal credits against the AMT. These changes are effective 
for taxable years beginning after December 31, 2011.

13.	Deduction for certain expenses of  
  elementary and secondary school teachers

The American Taxpayer Relief Act of 2012 extends for two 
years the $250 above-the-line tax deduction for teachers and 
other school professionals for expenses paid or incurred for 
books, supplies (other than non-athletic supplies for courses of 
instruction in health or physical education), computer equip-
ment (including related software and service), other equip-
ment and supplementary materials used by the educator in the 
classroom.

14.	Deduction for state and local general  
  sales taxes

Congress enacted legislation in 2004 providing that, at the 
election of the taxpayer, an itemized deduction may be taken 
for state and local general sales taxes in lieu of the itemized 
deduction for state and local income taxes. Taxpayers have two 
options with respect to the determination of the sales tax deduc-
tion amount. They can deduct the total amount of general state 
and local sales taxes paid by accumulating receipts showing 
general sales taxes paid or they can use tables created by the IRS. 
The tables are based on average consumption by taxpayers on a 
state-by-state basis, taking into account filing status, number of 
dependents, adjusted gross income and rates of state and local 
general sales taxation.

Taxpayers who use the tables may, in addition, deduct eli-
gible general sales taxes paid with respect to the purchase of 
motor vehicles, boats and other items specified by the IRS. Sales 
taxes for items that may be added to the tables would not be 
reflected in the tables themselves.

This provision was added to address the unequal treatment 
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of taxpayers in the nine states that assess no income tax. Tax-
payers in these states cannot take advantage of the itemized 
deduction for state income taxes. Allowing them to deduct sales 
taxes will help offset this disadvantage.

This deduction was scheduled to expire after 2005, but 
Congress extended it through 2009 and again through 2011.

The American Taxpayer Relief Act of 2012 extends for two 
years (through 2013) the election to take an itemized deduction 
for state and local general sales taxes in lieu of the itemized 
deduction permitted for state and local income taxes.

15.	Above-the-line deduction for qualified  
  tuition-related expenses

Under prior law, taxpayers could claim an above-the-line tax 
deduction for qualified higher education expenses. The max-
imum deduction was $4,000 for taxpayers with AGI of $65,000 
or less ($130,000 for joint returns). The maximum deduction 
was $2,000 for taxpayers with AGI of $80,000 or less ($160,000 
for joint returns). The American Taxpayer Relief Act of 2012 
extends the deduction to the end of 2013.

16.	Tax-free distributions from IRAs for  
  charitable purposes

Congress enacted legislation in 2006 allowing tax-free qual-
ified charitable distributions of up to $100,000 from an IRA to a 
church or other charity. Note the following rules and conditions:

•	 A qualified charitable distribution is any distribution from 
an IRA directly by the IRA trustee to a charitable organiza-
tion, including a church, that is made on or after the date 
the IRA owner attains age 70½.

•	 A distribution will be treated as a qualified charitable dis-
tribution only to the extent that it would be includible in 
taxable income without regard to this provision.

•	 This provision applies only if a charitable contribution 
deduction for the entire distribution would be allowable 
under present law, determined without regard to the gen-
erally applicable percentage limitations. For example, if the 
deductible amount is reduced because the donor receives 
a benefit in exchange for the contribution of some or all 
of his or her IRA account or if a deduction is not allowable 
because the donor did not have sufficient substantiation, 
the exclusion is not available with respect to any part of the 
IRA distribution.

This provision, which was scheduled to expire at the end of 
2011, was extended for two more years (through 2013) by the 
American Taxpayer Relief Act of 2012.

The Affordable Care Act 

Those provisions of the Affordable Care Act that involve 
taxation have the greatest relevance to churches and church 
staff and affect tax reporting in 2013 or future years are sum-
marized below.

1. Limitation on health flexible spending  
arrangements (FSAs) under cafeteria plans

In order for a health FSA to be a qualified benefit under 
a cafeteria plan, the maximum amount available for reim-
bursement of incurred medical expenses of an employee, the 
employee’s dependents and any other eligible beneficiaries with 
respect to the employee, under the health FSA for a plan year 
(or other 12-month coverage period), must not exceed $2,500. 
The $2,500 limitation is indexed to the CPI-U (consumer price 
index — urban areas) with any increase that is not a multiple 
of $50 rounded to the next lowest multiple of $50 for years 
beginning after 2012.

2. Modification of itemized deduction for  
medical expenses

This increases the adjusted gross income threshold for 
claiming the itemized deduction for medical expenses from 
7.5% to 10%. Individuals age 65 and older would be able to claim 
the itemized deduction for medical expenses at 7.5% of adjusted 
gross income through 2016. 

3.	Additional hospital insurance tax on  
high-income taxpayers

This increases the hospital insurance tax rate by 0.9 per-
centage points on an individual taxpayer earning more than 
$200,000 ($250,000 for married couples filing jointly). 

Other tax changes of interest to churches and 
church staff 

There were several tax developments in 2013 that will affect tax 
reporting by both ministers and churches for 2013 and future years. 
Here is a rundown of some of the key provisions:  

1.		  You may be able to claim the earned income credit for 2013 
if (1) you do not have a qualifying child and you earned less 
than $14,340 ($19,680 if married); (2) a qualifying child 
lived with you and you earned less than $37,870 ($43,210 if 
married filing jointly); (3) two qualifying children lived with 
you and you earned less than $43,038 ($48,378 if married 
filing jointly); or (4) three or more qualifying children lived 
with you and you earned less than $46,227 ($51,567 if mar-
ried filing jointly). The maximum earned income credit for 
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2013 is (1) $487 with no qualifying child; (2) $3,250 with 
one qualifying child; (3) $5,372 with two qualifying chil-
dren; and (4) $6,044 with three or more qualifying children.

2.		  For contributions to a traditional IRA, the deduction 
phaseout range for an individual covered by a retirement 
plan at work begins at income of $95,000 for joint filers and 
$59,000 for a single person or head of household.

3.		  The dollar limit on annual elective deferrals an individual 
may make to a 403(b) retirement plan is $17,500 in 2013. 
It remains $17,500 for 2014.

4.		  The catch-up contribution limit on elective deferrals to a 
403(b) retirement plan for individuals who had attained 
age 50 by the end of the year was $5,500 in 2013. It remains 
at $5,500 for 2014.

5.		  The IRS has announced that it will not issue private letter 
rulings addressing the question of “whether an individual 
is a minister of the Gospel for federal tax purposes.” This 
means taxpayers will not be able to obtain clarification 
from the IRS in a letter ruling on their status as a minister 
for any one or more of the following matters: (1) eligi-
bility for a parsonage exclusion or housing allowance; (2) 
eligibility for exemption from self-employment taxes; (3) 
self-employed status for Social Security; or (4) exemption 
of wages from income tax withholding. The IRS also has 
announced that it will not address “whether amounts dis-
tributed to a retired minister from a pension or annuity 
plan should be excludible from the minister’s gross 
income as a parsonage allowance.”

6.		  The standard business mileage rate was 56.5 cents per 
mile for business miles driven during 2013. The standard 
business mileage rate for 2014 is 56 cents per mile.

7.		  The IRS maintains that a minister’s housing allowance is 
“earned income” in determining eligibility for the earned 
income credit for ministers who have not opted out of 
Social Security by filing a timely Form 4361. For ministers 
who have opted out of Social Security, the law is less clear 
and the IRS has not provided guidance. 

8.		  Recent tax law changes will result in lower taxes and 
lower estimated tax payments for many taxpayers. Be sure 
your estimated tax calculations or withholdings take into 
account the most recent tax law changes. 

9.		  Many churches employ retired persons who are receiving 
Social Security benefits. Persons younger than full retire-
ment age may have their Social Security retirement benefits 
reduced if they earn more than a specified amount. Full 
retirement age (the age at which you are entitled to full retire-
ment benefits) for persons born in 1943–1954 is 66 years. In 
the year you reach full retirement age, your monthly Social 

Security retirement benefits are reduced by $1 for every $3 
you earn above a specified amount ($3,450 per month for 
2014). No reduction in Social Security benefits occurs for 
income earned in the month full retirement age is attained 
(and all future months). Persons who begin receiving Social 
Security retirement benefits prior to the year in which they 
reach full retirement age will have their benefits reduced 
by $1 for every $2 of earned income in excess of a specified 
amount. For 2014 this annual amount is $15,480. 

10.		 For 2013, the following inflation adjustments took effect: 

•	 The amounts of income you need to earn to boost you 
to a higher tax rate were adjusted for inflation. 

•	 The value of each personal and dependency exemption, 
available to most taxpayers, increased to $3,900.

•	 The standard deduction is $12,200 for married couples 
filing a joint return and $6,100 for singles and married 
individuals filing separately. Nearly two out of three 
taxpayers take the standard deduction, rather than item-
izing deductions, such as mortgage interest, charitable 
contributions and state and local taxes.

•	 Will Congress give ministers another opportunity to 
revoke an exemption from Social Security? It does not 
look likely, at least for now. No legislation is pending that 
would provide ministers with this option.

•	 The Freedom from Religious Foundation has challenged 
the constitutionality of the ministers’ housing allowance 
in a federal court in Wisconsin. The case is pending.

Preliminary questions
Below are several questions you should consider before 

preparing your 2013 federal tax return.

Q.	 Must ministers pay federal income taxes?

A.	 Yes. Ministers are not exempt from paying federal 
income taxes.

Q.	 How much income must I earn to be required 

to file a tax return?

A.	 Generally, ministers are required to file a federal 
income tax return if they have earnings of $400 or 
more. Different rules apply to some ministers who 
are exempt from self-employment taxes.

Q.	 Can I use the simpler Forms 1040A or 1040EZ 

rather than the standard Form 1040?
A.	 Most ministers must use the standard Form 1040.
Q.	 What records should I keep?

A.	 You should keep all receipts, canceled checks and 
other evidence to prove amounts you claim as 
deductions, exclusions or credits. 
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Q.	 What is the deadline for filing my federal income 

tax return?

A.	 The deadline for filing your 2013 federal tax return 
is April 15, 2014. 

Q.	 What if I am unable to file my tax return by  

the deadline?

A.	 You can obtain an automatic six-month extension 
(from April 15 to October 15, 2014) to file your 2013 
Form 1040 if you file Form 4868 by April 15, 2014 
with the IRS service center for your area. Your Form 
1040 can be filed at any time during the six-month 
extension period. An extension only relieves you 
from the obligation to file your return; it is not an 
extension of the obligation to pay your taxes. You 
must make an estimate of your tax for 2013 and pay 
the estimated tax with your Form 4868. 

Q.	 Should I prepare my own tax return? 

A.	 The answer depends on your ability and experi-
ence in working with financial information and 
in preparing tax returns. Keep in mind: Ministers’ 
taxes present a number of unique rules, but these 
rules are not complex. Many ministers will be able 
to prepare their own tax returns if they understand 
the unique rules that apply. These rules are sum-
marized in this document. On the other hand, if 
you experienced unusual events in 2013, such as 
the sale or purchase of a home or the sale of other 
capital assets, it may be prudent to obtain profes-
sional tax assistance. The IRS provides a service 
called Taxpayer Assistance, but it is not liable in any 
way if its agents provide you with incorrect answers 
to your questions. Free taxpayer publications are 
available from the IRS and many of these are helpful 
to ministers.

➤ 	 Recommendation. If you need professional assistance, 
here are some tips that may help you find a competent 
tax professional:
 
•	 Ask other pastors in your community for their 

recommendations. 
•	 If possible, use a CPA who specializes in tax law 

and who is familiar with the rules that apply to 
ministers. A CPA has completed a rigorous edu-
cational program and is subject to strict ethical 
requirements.

•	 Ask local tax professionals if they work with minis-
ters and, if so, with how many.

•	 Ask local tax professionals a few questions to test 
their familiarity with ministers’ tax issues. For 
example, ask whether ministers are employees or 
self-employed for Social Security. Anyone familiar 
with ministers’ taxes will know that ministers 
always are self-employed for Social Security with 
respect to their ministerial duties. Or, ask a tax 
professional if a minister’s church salary is subject 
to income tax withholding. The answer is no and 
anyone familiar with ministers’ taxes should be able 
to answer this question.
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+	 Key Point: The IRS has its own criteria for determining 
who is a minister for tax purposes.

The criteria the IRS uses to determine who is a minister 
are not necessarily the same as those used by churches and 
denominations. Whether or not one qualifies as a minister for 
tax purposes is a very important question, since special tax and 
reporting rules apply to ministers under federal tax law. These 
rules include:

•	 Eligibility for housing allowances
•	 Self-employed status for Social Security
•	 Exemption of wages from income tax withholding (min-

isters use the quarterly estimated tax procedure to pay 
their taxes, unless they elect voluntary withholding)

•	 Eligibility under very limited circumstances to exempt 
themselves from self-employment taxes

These special rules only apply with respect to services per-
formed in the exercise of ministry.

-	 Example: Pastor J is an ordained minister at his church. 
In addition, he works a second job for a secular employer. 
Assume that Pastor J qualifies as a minister for federal tax 
purposes. Since his church duties constitute services 
performed in the exercise of ministry, the church can 
designate a portion of his compensation as a housing 
allowance. However, the secular employer cannot desig-
nate any portion of Pastor J’s compensation as a housing 
allowance, since this work would not be service in the 
exercise of ministry.

According to the IRS, ministers are individuals who are 
duly ordained, commissioned or licensed by a religious body 
constituting a church or church denomination. They are given 
the authority to conduct religious worship, perform sacerdotal 
functions and administer ordinances or sacraments according 
to the tenets and practices of that church or denomination. If a 
church or denomination ordains some ministers and licenses 
or commissions others, anyone licensed or commissioned must 
be able to perform substantially all the religious functions of an 
ordained minister to be treated as a minister for Social Security 
purposes. See IRS Publication 517.

Are ministers employees or self-employed for 
federal tax purposes? 

+	 Key Point: Most ministers are considered employees 
for federal income tax purposes under the tests cur-
rently used by the IRS and the courts and should receive 
a Form W-2 from their church reporting their taxable 
income. However, ministers are self-employed for 
Social Security (with respect to services they perform 
in the exercise of their ministry).

Ministers have a dual tax status. For federal income taxes 
they ordinarily are employees, but for Social Security they are 
self-employed with regard to services performed in the exercise 
of ministry. These two rules are summarized below:

1.	 Income taxes. For federal income tax reporting, most 
ministers are employees under the test currently used by 
the IRS. This means that they should receive a Form W-2 
from their church at the end of each year (rather than a 
Form 1099). It also means that they report their employee 
business expenses on Schedule A rather than on Schedule 
C. A few ministers are self-employed, such as some trav-
eling evangelists and interim pastors. Also, many ministers 
who are employees of a local church are self-employed 
for other purposes. For example, the minister of a local 
church almost always will be an employee, but will be self- 
employed with regard to guest speaking appearances in 
other churches and services performed directly for indi-
vidual members (such as weddings and funerals).

-	 Example: Pastor B is a minister at First Church. He 
is an employee for federal income tax reporting pur-
poses with respect to his church salary. However, he 
is self-employed with respect to honoraria he receives 
for speaking in other churches and for compensation 
church members give him for performing personal 
services such as weddings and funerals. The church 
issues Pastor B a Form W-2 reporting his church salary. 
Pastor B reports this amount as wages on line 7 of Form 
1040. He reports his compensation and expenses from 
self-employment activities on Schedule C.  

+	 Key Point: Most ministers will be financially better off 
when treated as employees because the value of various 
fringe benefits will be tax free, the risk of an IRS audit 
is substantially lower and reporting as an employee 
avoids the additional taxes and penalties that often 
apply to self-employed ministers who are audited by 
the IRS and reclassified as employees.

Part 2. Special Rules for Ministers
Who is a minister for federal tax purposes?
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religious considerations to the acceptance of benefits under the 
Social Security program (or any other public insurance system 
that provides retirement or medical benefits). A minister who 
files the exemption application may still purchase life insurance 
or participate in retirement programs administered by non- 
governmental institutions (such as a life insurance company). 

A minister’s opposition must be to accepting benefits 
under Social Security (or any other public insurance program). 
Economic, or any other non-religious considerations, are not a 
valid basis for the exemption, nor is opposition to paying the 
self-employment tax. 

The exemption is only effective when it is approved by the 
IRS. Few ministers qualify for exemption. Many younger min-
isters opt out of Social Security without realizing that they do 
not qualify for the exemption. A decision to opt out of Social 
Security is irrevocable. Congress did provide ministers with a 
brief “window” of time to revoke an exemption by filing Form 
2031 with the IRS. This opportunity expired in 2002 and has 
not been renewed.

An exemption from self-employment taxes applies only 
to ministerial services. Ministers who have exempted them-
selves from self-employment taxes must pay Social Security 
taxes on any non-ministerial compensation they receive. And, 
they remain eligible for Social Security benefits based on their 
non-ministerial employment assuming that they have worked 
enough quarters. Generally, 40 quarters are required. Also, 
the Social Security Administration has informed the author 
of this text that ministers who exempt themselves from self- 
employment taxes may qualify for Social Security benefits 
(including retirement and Medicare) on the basis of their 
spouse’s coverage, if the spouse had enough credits. However, 
the amount of these benefits will be reduced by the so-called 
“windfall elimination provision.” Contact a Social Security 
Administration office for details.

+	 Key Point: The amount of earnings required for a 
quarter of coverage in 2014 is $1,200. A quarter of cov-
erage is the basic unit for determining whether a worker 
is insured under the Social Security program. 

+	 Key Point: Ministers who work after they retire must 
pay Social Security tax on their wages (unless they 
exempted themselves from Social Security as a minister 
and they are employed in a ministerial capacity).  

How do ministers pay their taxes?
+	 Key Point: Ministers must prepay their income taxes 

and self-employment taxes using the estimated tax 
procedure, unless they have entered into a voluntary 

$	 Tax-savings tip. Ministers and other church staff mem-
bers should carefully review their W-2 form to be sure 
that it does not report more income than was actually 
received. If an error was made, the church should issue 
a corrected tax form (Form W-2c).

The Tax Court Test. The United States Tax Court has created 
a seven-factor test for determining whether a minister is an 
employee or self-employed for federal income tax reporting 
purposes. The test requires consideration of the following seven 
factors: (1) the degree of control exercised by the employer 
over the details of the work; (2) which party invests in the facil-
ities used in the work; (3) the opportunity of the individual for 
profit or loss; (4) whether or not the employer has the right to 
discharge the individual; (5) whether the work is part of the 
employer’s regular business; (6) the permanency of the rela-
tionship; and (7) the relationship the parties believe they are 
creating. Most ministers will be employees under this test.

Social Security. The tax code treats ministers as self-employed 
for Social Security with respect to services performed in the exer-
cise of their ministry — even if they report their income taxes as an 
employee. This means that ministers must pay self-employment 
taxes (Social Security taxes for the self-employed) unless they 
have filed a timely exemption application (Form 4361) that has 
been approved by the IRS. As noted below, few ministers qualify 
for this exemption.

+	 Key Point: While most ministers are employees for 
federal income tax reporting purposes, they are self- 
employed for Social Security with respect to services 
they perform in the exercise of their ministry. This 
means that ministers are not subject to the employ-
ee’s share of Social Security and Medicare taxes, even 
though they report their income taxes as employees and 
receive a Form W-2 from their church. Rather, they pay 
the self-employment tax (SECA).

Exemption from Social Security  
(self-employment) taxes

If ministers meet several requirements, they may exempt 
themselves from self-employment taxes with respect to their 
ministerial earnings. Among other things, the exemption 
application (Form 4361) must be submitted to the IRS within 
a limited time period. The deadline is the due date of the fed-
eral tax return for the second year in which a minister has net 
earnings from self-employment of $400 or more, any part of 
which comes from ministerial services. Further, the exemption 
is available only to ministers who are opposed on the basis of 
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withholding arrangement with their church with respect 
to federal income tax only.

As noted above, ministers’ wages are exempt from federal 
income tax withholding. This means that a church does not 
have to withhold income taxes from a minister’s paycheck. 
And, since ministers are self-employed for Social Security with 
respect to their ministerial services, a church does not withhold 
the employee’s share of Social Security and Medicare taxes from 
a minister’s wages. Ministers must prepay their income taxes 
and self-employment taxes using the estimated tax procedure, 
unless they have entered into a voluntary withholding arrange-
ment with their church. Estimated taxes must be paid in quar-
terly installments. If your estimated taxes for the current year 
are less than your actual taxes, you may have to pay an under-
payment penalty. You can amend your estimated tax payments 
during the year if your circumstances change. For example, if 
your income or deductions increase unexpectedly, you should 
refigure your estimated tax liability for the year and amend your 
remaining quarterly payments accordingly. 

You will need to make estimated tax payments for 2014 
if you expect to owe at least $1,000 in tax for 2014 after sub-
tracting your withholding and credits and if you expect your 
withholding and credits to be less than the smaller of (1) 90% 
of the tax to be shown on your 2014 tax return, or (2) 100% of 
the tax shown on your 2013 tax return (110% if adjusted gross 
income exceeds $150,000). Your 2013 tax return must cover all 
12 months.

The four-step procedure for reporting and prepaying esti-
mated taxes for 2014 is summarized below. 

Step 1. Obtain a copy of IRS Form 1040-ES for 2014 before 
April 15, 2014. You can obtain forms by calling the IRS toll-free 
forms hotline at 1-800-TAX-FORM (1-800-829-3676), or from 
the IRS website (www.IRS.gov). If you paid estimated taxes last 
year, you should receive a copy of your 2014 Form 1040-ES in 
the mail with payment vouchers preprinted with your name, 
address and Social Security number.

Step 2. Compute your estimated tax for 2014 using the 
Form 1040-ES worksheet. Ministers’ quarterly estimated tax 
payments should take into account both income taxes and 
self-employment taxes.

Step 3. Pay one-fourth of your total estimated taxes for 2013 
in each of four quarterly installments as follows:

You must send each payment to the IRS, accompanied by 
one of the four payment vouchers contained in Form 1040-ES.

If the due date for making an estimated tax payment falls 
on a Saturday, Sunday or legal holiday, the payment will be 
on time if you make it on the next day that is not a Saturday, 
Sunday or legal holiday. You must send each payment to the IRS, 
accompanied by one of the four payment vouchers contained 
in Form 1040-ES. 

Step 4. After the close of 2014, compute your actual tax 
liability on Form 1040. Only then will you know your actual 
income, deductions, exclusions and credits. If you overpaid 
your estimated taxes (that is, actual taxes computed on Form 
1040 are less than all of your estimated tax payments plus any 
withholding), you can elect to have the overpayment credited 
against your first 2014 quarterly estimated tax payment or spread 
it out in any way you choose among any or all of your next four 
quarterly installments. Alternatively, you can request a refund of 
the overpayment. If you underpaid your estimated taxes (that is, 
your actual tax liability exceeds the total of your estimated tax 
payments plus any withholding), you may have to pay a penalty.

+	 Key Point: Ministers who report their income taxes as 
employees can request that their employing church vol-
untarily withhold income taxes from their wages. Simply 
furnish the church with a completed W-4 (withholding 
allowance certificate). Since ministers are not employees 
for Social Security with respect to ministerial compen-
sation, the church does not withhold the employee’s 
share of Social Security and Medicare taxes. However, 
ministers can request on Form W-4 (line 6) that an addi-
tional amount of income tax be withheld to cover their 
estimated self-employment tax liability for the year. The 
excess income tax withheld is a credit that is applied 
against the minister’s self-employment tax liability. Many 
churches understandably withhold Social Security and 
Medicare taxes in addition to income taxes for a minister 
who requests voluntary withholding. Such withholding 
must be reported as income tax withheld.

For the Period Due Date

January 1–March 31 April 15, 2014

April 1–May 31		  June 16, 2014

June 1–August 31		  September 15, 2014

September 1–December 31 January 15, 2015
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processing your return and issuing refunds. It also safeguards 
your future Social Security benefits. 

Enter your P.O. Box number only if your post office does 
not deliver mail to your home.

If you want $3 to go to the presidential election campaign 
fund, check the box labeled “you.” If you are filing a joint return, 
your spouse can also have $3 go to the fund (check “spouse”). If 
you check a box, your tax or refund will not change.

Step 2: Filing status

Select the appropriate filing status from the five options 
listed in this section of the Form 1040. 

Step 3: Exemptions

You cannot claim a person as a dependent unless that 
person is your qualifying child or qualifying relative. To claim 
a dependency exemption for a qualifying child, the following 
tests must be met:

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

2. 	 The child must be (a) under age 19 at the end of the year 
and younger than you (or your spouse, if filing jointly), (b) 
under age 24 at the end of the year, a full-time student and 
younger than you (or your spouse, if filing jointly) or (c) any 
age if permanently and totally disabled.

3. 	 The child must have lived with you for more than half of the 
year.

4. 	 The child must not have provided more than half of his or 
her own support for the year.

5. 	 The child is not filing a joint return for the year (unless that 
return is filed only as a claim for refund).

If the child meets the rules to be a qualifying child of more 
than one person, only one person can actually treat the child 
as a qualifying child. 

To claim a dependency exemption for a qualifying relative, 
the following tests must be met: 

1. 	 The person cannot be your qualifying child or the qualifying 
child of any other taxpayer. 

2. 	 The person either (a) must be your child, stepchild, foster 
child or a descendant of any of them; your brother, sister, 
half brother, half sister, stepbrother or stepsister; your 
father, mother, grandparent or other direct ancestor, but 
not a foster parent; your stepfather or stepmother; a son or 

This step-by-step analysis covers these forms and schedules: 

Form 1040 is the basic document you will use. It summarizes 
all of your tax information. Details are reported on supplemen-
tary schedules and forms. 

Schedule A is for itemized deductions for medical and dental 
expenses, taxes, interest, contributions, casualty and theft losses 
and miscellaneous items. Some expenses related to ministerial 
income may also be deducted on Schedule A.  

Schedule B is for reporting dividend and interest income.

Schedule C is for reporting your income and expenses from 
business activities you conduct other than in your capacity as an 
employee. Examples would be fees received for guest speaking 
appearances in other churches or fees received directly from 
members for performing personal services, such as weddings 
and funerals.

Schedule SE is for Social Security taxes due on your self- 
employment income and on your salary and housing allowance 
as an employee of the church, if you are an ordained minister.

Form 2106 is used to report expenses you incur in your 
capacity as an employee of the church.

These forms and schedules, along with others, are included 
in the illustrated example in Part 4 of this guide. These forms 
and schedules are the ones most commonly used by minis-
ters, but you may have a need for others. These forms may 
be obtained at your local post office or IRS office. Or, you 
can obtain them by calling the IRS toll-free forms hotline at 
1-800-TAX-FORM (1-800-829-3676). They also are available on 
the IRS website (www.IRS.gov).

Form 1040
Step 1: Name and address

Print or type the information in the spaces provided. If you 
are married filing a separate return, enter your spouse’s name 
on line 3 instead of below your name. If you filed a joint return 
for 2012 and you are filing a joint return for 2013 with the same 
spouse, be sure to enter your names and Social Security num-
bers in the same order as on your 2012 return.

If you plan to move after filing your return, use Form 8822 
to notify the IRS of your new address.

If you changed your name because of marriage, divorce, 
etc., be sure to report the change to the Social Security Admin-
istration (SSA) before filing your return. This prevents delays in 

Part 3. Step-by-Step Tax Return Preparation
Tax forms and schedules
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– 	Personal use of a church-provided car
– 	Purchases of church property for less than fair market value
– 	Business expense reimbursements under a non-accountable 

plan
– Reimbursements the church made for the minister’s moving 

expenses (but not if the minister substantiated the reimbursed 
expenses under an accountable arrangement)

– 	Imputed cost of group term life insurance coverage (including 
death benefits under the Benefits Plan) exceeding $50,000 
and cost of coverage of spouse and dependents over $2,000 
which is paid by the church

– 	Church reimbursements of a spouse’s travel expenses 
incurred while accompanying a minister on a business trip 
(this represents income to the minister unless the spouse’s 
presence serves a legitimate business purpose and the 
spouse’s expenses are reimbursed under an accountable 
arrangement)

– 	“Discretionary funds” established by a church for a minister 
to spend on current needs — if the minister is allowed to 
distribute funds for his or her personal benefit

– 	“Below-market interest loans” of at least $10,000 made by a 
church to a minister (some exceptions apply)

– 	Cancellation of a minister’s debt to a church
– 	Severance pay
– 	Payment of a minister’s personal expenses by the church
– 	“Love gifts”

+	 Key Point: The IRS can assess intermediate sanctions 
in the form of substantial excise taxes against a minister 
who is an officer or director of his or her employing 
church, and in some cases against church board mem-
bers, if the minister is paid an excess benefit. Excess 
benefits may occur if a church pays a minister an exces-
sive salary, makes a large retirement or other special 
occasion “gift” to a minister, gives church property 
(such as a parsonage) to the minister or sells church 
property to the minister at an unreasonably low price. 
A rebuttable presumption arises that compensation is 
reasonable if it is approved by an independent board 
on the basis of “comparable data” or independent com-
pensation surveys and the basis for the board’s decision 
is documented.

+	 Key Point: The IRS has ruled that “disqualified per-
sons” receive “automatic” excess benefits resulting 
in intermediate sanctions, regardless of amount, if 
they use church assets (vehicles, homes, credit cards, 
computers, cell phones, etc.) for personal purposes 
or receive non-accountable expense reimbursements 
(not supported by adequate documentation of business 

daughter of your brother or sister; a brother or sister of your 
father or mother; your son-in-law, daughter-in-law, father-
in-law, mother-in-law, brother-in-law or sister-in-law; or (b) 
must live with you all year as a member of your household 
(and your relationship must not violate local law).

3. 	 The person’s gross income for the year must be less than 
$3,900. 

4.	 You must provide more than half of the person’s total sup-
port for the year.
The following conditions apply both to the qualifying child 

or qualifying relative exemptions:

•	 You cannot claim any dependents if you or your spouse, if 
filing jointly, could be claimed as a dependent by another 
taxpayer.

•	 You cannot claim a married person who files a joint return 
as a dependent unless that joint return is only a claim for 
refund and there would be no tax liability for either spouse 
on separate returns.

•	 You cannot claim a person as a dependent unless that 
person is a U.S. citizen, U.S. resident alien, U.S. national or 
a resident of Canada or Mexico, for some part of the year.

For more information on dependents, see IRS Publication 501.

Step 4: Income

Several items of income are reported on lines 7 through 21. The 
most important of these (for ministers) are discussed below.  

+	 Key Point: Some items, such as the housing allowance, 
are not reported as income. They are called “exclusions” 
and are explained below.

Line 7. Wages, salaries, tips, etc.
+	 Key Point: The amount reported on line 7 ordinarily 

will be the same as reported by the church as wages in 
box 1 of the minister’s Form W-2.

As an employee, you should receive a Form W-2 from your 
church reporting your wages at the end of each year. Report 
this amount on line 7. 

Determining church wages or salary. Besides a salary, 
ministers’ wages may include several other items. Some items are:

– 	Bonuses
– 	Excess housing allowance (the amount by which a housing 

allowance exceeds the lesser of a minister’s actual housing 
expenses or the fair rental value of the minister’s home)

– 	The cost of sending a minister to the Holy Land (if paid by the 
church)

– 	Most Christmas and special occasion offerings
– 	Retirement gifts paid by a church
– 	The portion of a minister’s Social Security tax paid by a church



purpose), unless such benefits are reported as taxable 
income by the church on the disqualified person’s W-2 
or by the disqualified person on his or her Form 1040, 
for the year in which the benefits are provided. A dis-
qualified person is an officer or director of the employer 
or a relative of such a person. The concept of automatic 
excess benefits will directly affect the compensation 
practices of most churches and expose some ministers 
and church board members to intermediate sanctions.  

If some of these items were not reported on your Form W-2, 
they still must be reported as income. Your church should issue 
a “corrected” Form W-2 (Form W-2c) for the year in which one or 
more items of taxable income were not reported on your Form 
W-2. If you have filed an income tax return for the year shown, 
you may have to file an amended return. Compare amounts on 
Form W-2c with those reported on your income tax return. If 
the corrected amounts change your U.S. income tax, file Form 
1040X, Amended U.S. Individual Income Tax Return, with Copy 
B of Form W-2c to amend the return you previously filed. 

Items not reported on line 7. Some kinds of income are 
not taxable. These items are called “exclusions.” Most exclusions 
apply in computing both income taxes and self-employment 
taxes. The housing allowance is an example of an exclusion that 
applies only to income taxes and not to self-employment taxes. 
Some of the more common exclusions for ministers include:
1.	 Gifts. Gifts are excludable from taxable income so long 

as they are not compensation for services. However, 
employers generally are not permitted to give tax-free gifts 
to employees.

2.	 Life insurance and inheritances. Life insurance proceeds 
and inheritances are excludable from taxable income. 
Income earned before distributions of proceeds is generally 
taxable as income.

3.	 Employer-paid medical insurance premiums. Medical 
insurance premiums paid by an employer for employees 
(and their spouses and dependents) are excludable from 
taxable income. This exclusion is not available to self- 
employed individuals.

4.	 Accident and health plans. Amounts received by employees 
as reimbursements for medical care under an employer- 
financed accident and health plan are excludable from tax-
able income. This exclusion is not available to self-employed 
individuals.

5.	 Employer-paid group life insurance. Employees may 
exclude the cost of employer-provided group term life 
insurance so long as the amount of coverage does not 
exceed $50,000.

6.	 Tuition reductions. School employees may exclude 
from their taxable income a “qualified tuition reduction” 

provided by their employer. A qualified tuition reduction is 
a reduction in tuition charged to employees or their spouses 
or dependent children by an employer that is an educational 
institution.

7.	 Lodging. The value of lodging furnished to an employee on 
an employer’s premises and for the employer’s convenience 
may be excludable from taxable income if the employee is 
required to accept the lodging as a condition of employ-
ment. This exclusion is not available in the computation of 
self-employment taxes.

8.	 Educational assistance. Amounts paid by an employer for 
an employee’s tuition, fees and books may be excludable 
from the employee’s taxable income. The exclusion may not 
exceed $5,250 per year.

9.	 Employer-provided child care. The value of free child-
care services provided by a church to its employees is 
excluded from employees’ income so long as the benefit is 
based on a written plan that does not discriminate in favor 
of highly compensated employees. Other conditions apply.

10.	 Non-discrimination rules. Many of the exclusions are 
not available to employees who are either “highly compen-
sated employees” or “key employees” if the same benefit is 
not available on a non-discriminatory basis to lower-paid 
employees. For 2014, a highly compensated employee is an 
employee whose compensation for the previous year was in 
excess of $115,000. 

11.	 Employee status. Some exclusions are available only to 
taxpayers who report their income taxes as employees and 
not as self-employed persons. Many, however, apply to both 
employees and self-employed persons.
There are four other exclusions that will be discussed 

separately — the housing allowance, tax-sheltered annuities, 
qualified scholarships and sale of one’s home.

Housing allowance

The most important tax benefit available to ministers who 
own or rent their homes is the housing allowance exclusion. 
Ministers who own or rent their home do not pay federal income 
taxes on the amount of their compensation that their employing 
church designates in advance as a housing allowance, to the 
extent that (1) the allowance represents compensation for min-
isterial services, (2) it is used to pay housing expenses and (3) 
it does not exceed the fair rental value of the home (furnished, 
plus utilities). Housing-related expenses include mortgage pay-
ments, rent, utilities, repairs, furnishings, insurance, property 
taxes, additions and maintenance. 

Under no circumstances can a church designate a housing 
allowance retroactively. Unfortunately, many churches fail to 
designate housing allowances and thereby deprive ministers of 
an important tax benefit.

20
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Ministers who live in a church-owned housing do not pay 
federal income taxes on the fair rental value of the residence.

$	 Tax-savings tip. Ministers who live in a church par-
sonage and incur any out-of-pocket expenses in main-
taining the parsonage (such as utilities, property taxes, 
insurance, furnishings or lawn care) should be sure 
that their employing church designates in advance a 
portion of their annual compensation as a parsonage 
allowance. The amount so designated is not reported 
as wages on the minister’s Form W-2 at the end of the 
year (if the allowance exceeds the actual expenses, the 
difference must be reported as income by the minister). 
This is a very important tax benefit for ministers living 
in a church-provided parsonage. Unfortunately, many 
of these ministers are not aware of this benefit or are 
not taking advantage of it.

$	 Tax-savings tip. Ministers who own their homes lose 
the largest component of their housing allowance exclu-
sion when they pay off their home mortgage loan. Many 
ministers in this position have obtained home equity 
loans or conventional loans secured by a mortgage 
on their otherwise debt-free home and have claimed 
their payments under these kinds of loans as a housing 
expense in computing their housing allowance exclu-
sion. The Tax Court has ruled that this is permissible only 
if the loan was obtained for housing-related expenses. 

$	 Tax-savings tip. Ministers should be sure that the desig-
nation of a housing or parsonage allowance for the next 
year is on the agenda of the church (or church board) 
for one of its final meetings during the current year. The 
designation should be an official action and it should be 
duly recorded in the minutes of the meeting. The IRS also 
recognizes designations included in employment con-
tracts and budget line items — assuming in each case that 
the designation was appropriately adopted in advance by 
the church and supported by underlying documentation 
as to each minister’s anticipated housing expenses.  

The rental value of a parsonage and a housing allowance 
are exclusions only for federal income tax reporting purposes. 
Ministers cannot exclude a housing allowance or the fair rental 
value of a parsonage when computing self-employment (Social 
Security) taxes unless they are retired. The tax code specifies 
that the self-employment tax does not apply to “the rental value 
of any parsonage or any housing allowance provided after the 
[minister] retires.”

The housing allowance is available to ministers whether 
they report their income taxes as employees or as self-employed 
(whether the church issues them a W-2 or a 1099). 

Housing expenses to include in computing your 
housing allowance exclusion

Ministers who own or rent their home should take the 
following expenses into account in computing their housing 
allowance exclusion:

– 	Down payment on a home (but remember, a housing allow-
ance is non-taxable only to the extent that it does not exceed 
the lesser of actual housing expenses or the fair rental value 
of a minister’s home)

– 	Mortgage payments on a loan to purchase or improve your 
home (include both interest and principal)

– 	Rent
– 	Real estate taxes
– 	Property insurance
– 	Utilities (electricity, gas, water, trash pickup, local telephone 

charges)
– 	Furnishings and appliances (purchase and repair)
– 	Structural repairs and remodeling
– 	Yard maintenance and improvements
– 	Maintenance items (pest control, etc.)
– 	Homeowners’ association dues

Please note the following:

1.	 A housing allowance must be designated in advance. Retro-
active designations of housing allowances are not effective.

2.	 The housing allowance designated by the church is not nec-
essarily non-taxable. It is non-taxable (for income taxes) only 
to the extent that it is used to pay for housing expenses, and, 
for ministers who own or rent their home, does not exceed 
the fair rental value of their home (furnished, plus utilities).  

3.	 A housing allowance can be amended during the year if 
a minister’s housing expenses are more than expected. 
However, an amendment is only effective prospectively. 
Ministers should notify their church if their actual housing 
expenses are significantly more than the housing allowance 
designated by their church. Remember, however, that it 
serves no purpose to designate a housing allowance greater 
than the fair rental value of a minister’s home (furnished, 
plus utilities).

4.	 If the housing allowance designated by the church exceeds 
housing expenses or the fair rental value of a minister’s 
home, the excess housing allowance should be reported on 
line 7 of Form 1040.

5.	 The housing allowance exclusion is an exclusion for federal 
income taxes only. Ministers must add the housing allowance 
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as income in reporting self-employment taxes on Schedule 
SE (unless they are exempt from self-employment taxes).

6.	 The fair rental value of a church-owned home provided to 
a minister as compensation for ministerial services is not 
subject to federal income tax.

-	 Example: A church designated $20,000 of Pastor D’s 
2013 compensation as a housing allowance. Pastor D’s 
housing expenses for 2013 were utilities of $2,000, 
mortgage payments of $8,000, property taxes of $4,000, 
insurance payments of $1,000, repairs of $1,000 and 
furnishings of $1,000. The fair rental value of the home 
(including furnishings) is $12,000. Pastor D’s housing 
allowance is non-taxable in computing income taxes 
only to the extent that it is used to pay housing expenses 
and does not exceed the fair rental value of his home 
(furnished, plus utilities). Stated differently, the non- 
taxable portion of a housing allowance is the least of 
the following three amounts: (1) the housing allowance 
designated by the church; (2) actual housing expenses; 
(3) the fair rental value of the home (furnished, plus util-
ities). In this case, the lowest of these three amounts is 
the fair rental value of the home, furnished plus utilities 
($14,000) and so this represents the non-taxable portion 
of Pastor D’s housing allowance. Pastor D must report 
the difference between this amount and the housing 
allowance designated by his church ($6,000) as addi-
tional income on line 7 of Form 1040.

-	 Example: Same facts as the previous example, except 
the church designated $12,000 of Pastor D’s salary as 
a housing allowance. The lowest of the three amounts 
in this case would be $12,000 (the church designated 
housing allowance) and so this represents the non- 
taxable amount. Note that the Pastor D’s actual housing 
expenses were more than the allowance and so he was 
penalized because of the low allowance designated by 
his church.

-	 Example: Pastor Y owns a home and incurred housing 
expenses of $12,000 in 2013. These expenses include 
mortgage principal and interest, property taxes, utili-
ties, insurance and repairs. The church designated (in 
advance) $12,000 of Pastor Y’s 2013 compensation as a 
housing allowance. Pastor Y is able to itemize expenses 
on Schedule A (Form 1040). He is able to claim item-
ized deductions on Schedule A for both his mortgage 
interest and his property taxes, even though his taxable 
income was already reduced by these items because of 
their inclusion in the housing allowance. This is often 

referred to as the “double deduction.” In fact, it rep-
resents an exclusion and a deduction.

-	 Example: In preparing his income tax return for 2013, 
Pastor H discovers that his church failed to designate a 
housing allowance for him for 2013. He asks his church to 
pass a resolution retroactively granting the allowance for 
2013. Such a resolution is ineffective and Pastor H will not 
be eligible for any housing allowance exclusion in 2013. 

+	 Key Point: The Sarbanes-Oxley Act makes it a crime 
to knowingly falsify any document with the intent to 
influence “the investigation or proper administration 
of any matter within the jurisdiction of any department 
or agency of the United States ... or in relation to or 
contemplation of any such matter or case,” and this pro-
vision contains no exemption for churches or pastors. 
It is possible that a pastor’s backdating of a board reso-
lution to qualify for a housing allowance for the entire 
year violates this provision in the Sarbanes-Oxley Act, 
exposing the pastor to a fine or imprisonment. Even if 
the pastor’s action does not violate the Act, it may result 
in civil or criminal penalties under the tax code.

$	 Tax-savings tip. Ministers should be sure that the designa-
tion of a housing or parsonage allowance for the next year 
is on the agenda of the church board for one of its final 
meetings during the current year. The designation should 
be an official action and it should be duly recorded in the 
minutes of the meeting. The IRS also recognizes designa-
tions included in employment contracts and budget line 
items — assuming in each case that the designation was 
duly adopted in advance by the church. 

How much should a church designate as a 
housing allowance? 

Many churches base the housing allowance on their minis-
ter’s estimate of actual housing expenses for the new year. The 
church provides the minister with a form on which anticipated 
housing expenses for the new year are reported. For ministers 
who own their homes, the form asks for projected expenses in 
the following categories: down payment, mortgage payments, 
property taxes, property insurance, utilities, furnishings and 
appliances, repairs and improvements, maintenance and mis-
cellaneous. Many churches designate an allowance in excess of 
the anticipated expenses itemized by the minister. Basing the 
allowance solely on a minister’s actual expenses penalizes the 
minister if actual housing expenses turn out to be higher than 
expected. In other words, the allowance should take into account 
unexpected housing costs or inaccurate projections of expenses. 
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+	 Key Point: The housing allowance is available only if 
two conditions are met: (1) the recipient is a minister 
for tax purposes (as defined previously) and (2) the 
allowance is compensation for services performed in 
the exercise of ministry. 

Churches sometimes neglect to designate a housing allow-
ance in advance of a new calendar year. For example, a church 
board may discover in March of 2014 that it failed to designate 
a housing allowance for its pastor for 2014. It is not too late to 
act. The church should immediately designate a portion of its 
minister’s remaining compensation in 2014 as a housing or par-
sonage allowance. This unfortunate problem can be avoided by 
stipulating in each annual housing allowance designation that 
the allowance shall be for the current year and for all future 
years unless otherwise provided. If such a resolution had been 
adopted in the December 2012 board meeting (i.e., “for 2013 
and future years”), it would not matter that the church neglected 
to designate a minister’s 2014 allowance until March of 2014, 
since the previous designation would have carried over. Such 
“safety net” designations are not a substitute for annual housing 
allowances (they have never been addressed or endorsed by the 
IRS or Tax Court). Rather, they provide a basis for claiming a 
housing allowance if a church neglects to designate one.

+	 Key Point: Remember — churches cannot designate a 
housing allowance retroactively. 

+	 Key Point: The IRS has ruled that a retired minister is 
eligible for a housing allowance exclusion if the following 
conditions are satisfied: (1) a portion of the retired minis-
ter’s pension income is designated as a housing allowance 
by his or her church or the church pension board of a 
denominational pension fund; (2) the retired minister has 
severed his or her relationship with the local church and 
relies on the fund for a pension; (3) the pensions paid to 
retired ministers “compensate them for past services to 
the local churches of the denomination or to the denom-
ination.” Retired ministers who receive benefits from a 
denominational pension fund will be eligible in most 
cases to have some or all of their benefits designated in 
advance as a housing allowance. This is a very attractive 
benefit for retired ministers that is not available with some 
other kinds of retirement plans. Retired ministers also 
can exclude from their gross income the rental value of a 
home (plus utilities) furnished to them by their church as 
a part of their pay for past services. A minister’s surviving 
spouse cannot exclude a housing allowance or rental 
value of a parsonage unless the allowance or parsonage is 
for ministerial services he performs or performed.

The self-employment tax does not apply to the rental value 
of a parsonage or a housing allowance provided after a min-
ister retires. 

+	 Key Point: Ministers who own their homes lose the 
largest component of their housing allowance exclusion 
when they pay off their home mortgage loan. Many min-
isters in this position have obtained home equity loans 
— or a conventional loan secured by a mortgage on their 
otherwise debt-free home — and have claimed their pay-
ments under these kinds of loans as a housing expense in 
computing their housing allowance exclusion. The Tax 
Court has ruled that this is permissible only if the loan 
was obtained for housing-related expenses. 

Section 403(b) plans
For 2013, payments made by your church and your salary 

reduction contributions to a 403(b) plan are not reportable 
income for income tax or SE tax purposes as long as the total 
amount credited to your retirement account does not exceed con-
tribution limits under Sections 415(c) and 402(g) of the tax code.

Contribution limits
For 2013, total annual additions (employer contributions, 

salary reduction and tax-paid contributions) could not exceed 
the lesser of 100% of your compensation (excluding a minister’s 
housing allowance) or $51,000. This rule is known as the “Sec-
tion 415(c) limit.” Excess contributions can result in income tax, 
additional taxes and penalties. The effect of excess contributions 
depends on the type of excess contribution. The distributed 
excess amount may not be rolled over to another retirement 
plan such as a 403(b) or 401(k) plan or to an IRA.

3	 New in 2014: The limit on annual additions increases 
to $52,000 for 2014. 

Minister’s housing allowance and  
contribution limits

For 2013, the Section 415(c) limit restricts 403(b) contri-
butions to the lesser of 100% of compensation or $51,000. 
For 2014, this amount increases to $52,000. Does the term 
“compensation” include a minister’s housing allowance? This 
is an important question for ministers, since the answer will 
determine how much can be contributed to a 403(b) plan. If the 
housing allowance is treated as compensation, then ministers 
will be able to contribute larger amounts. The tax code speci-
fies that the term “compensation” for purposes of applying the 
Section 415(c) limit to a 403(b)(3) plan “means the participant’s 
includible compensation determined under Section 403(b)(3).” 



24

may be made is the lesser of (1) the “applicable dollar amount,” 
or (2) the participant’s compensation for the year reduced by any 
other elective deferrals of the participant for the year. The appli-
cable dollar amount is $5,500 for 2013 and 2014. Catch-up contri-
butions are not subject to any other contribution limits and are not 
taken into account in applying other contribution limits. 

Qualified scholarships

+	 Key Point: Qualified scholarships are excludable from 
taxable income.

Amounts received as a qualified scholarship by a candidate 
for a degree may be excluded from gross income. A qualified 
scholarship is any grant amount that, in accordance with the 
conditions of the grant, is used for tuition and course-related 
expenses. Qualified tuition and related expenses are those 
used for (1) tuition and fees required for the enrollment or 
attendance at an educational institution or (2) fees, books, sup-
plies and equipment required for courses of instruction at the 
educational institution. The scholarship need not specify that it 
is to be used only for qualified tuition and related expenses. All 
that is required is that the recipient uses the scholarship for such 
expenses and that the scholarship does not specify that it is to 
be used for non-qualified expenses (such as room and board).

+	 Key Point: Amounts paid by a church for the education 
of a pastor or other church employee cannot be treated 
as a non-taxable scholarship if paid “as compensation 
for services.” 

Any amount received in excess of the qualified tuition and 
related expenses, such as amounts received for room and board, 
is not eligible for this exclusion.

Any amount received that represents payment for teaching, 
research or other services required as a condition for receiving a 
qualified scholarship cannot be excluded from gross income. In 
addition, amounts paid by a church for the education of a pastor 
or other church employee cannot be treated as a non-taxable 
scholarship if paid “as compensation for services.”

-	 Example: First Church establishes a scholarship fund 
for seminary students. Robert is a church member who 
is pursuing a master’s degree at a seminary. The church 
votes to award him a scholarship of $1,500 for 2014. So 
long as Robert uses the scholarship award for tuition 
or other course-related expenses, he need not report 
it as income on his federal tax return and the church 
need not issue him a 1099-MISC. The better practice 
would be for the church to stipulate that the scholar-
ship is to be used for tuition or other course-related 

Section 403(b)(3) defines compensation to include “the amount 
of compensation which is received from the employer ... and 
which is includible in gross income.” Section 107 of the tax code 
specifies that a minister’s housing allowance (or the annual 
rental value of a parsonage) is not included in the minister’s 
gross income for income tax reporting purposes. Therefore, it 
would appear that the definition of compensation for purposes 
of computing the Section 415(c) limit would not include the 
portion of a minister’s housing allowance that is excludable 
from gross income or the annual rental value of a parsonage. 
For many years the IRS website included the following question 
and answer addressing this issue: 

Q.	 I am an employee minister in a local church. 

Each year, my church permits $25,000 as a 

yearly tax-free housing allowance. I would like 

to use my yearly housing allowance as compen-

sation to determine my annual contribution 

limits (to a TSA) under Section 415(c) of the 

Internal Revenue Code. May I do so? 

A.	 No. For purposes of determining the limits on 
contributions under Section 415(c) of the Internal 
Revenue Code, amounts paid to an employee min-
ister, as a tax-free housing allowance, may not be 
treated as compensation pursuant to the definitions 
of compensation under Section 1.415-2(d) of the 
income tax regulations.

Salary reduction contributions (Section 402(g))

In addition to the Section 415(c) limit, there is an annual 
limit on elective deferrals. The limit applies to the total of all 
elective deferrals contributed (even if contributed by different 
employers) for the year on your behalf to a variety of retirement 
plans, including 403(b) plans. Generally, you cannot defer more 
than an allowable amount each year for all plans covering you. 
For 2013, the allowable limit was $17,500. If you defer more 
than the allowable amount for a tax year, you must include the 
excess in your taxable income for that year.

3	 In 2014: The dollar limit on the annual elective deferrals 
remains $17,500. 

+	 Key Point: Church employees can make a special 
election that allows their employer to contribute up 
to $10,000 for the year, even if this is more than 100% 
of your compensation. The total contributions over 
your lifetime under this election cannot be more than 
$40,000. 

The limit on elective deferrals increases for individuals who have 
attained age 50 by the end of the year. The additional amount that 



Find IRS forms, instructions and publications at www.IRS.gov or call 1-800-TAX-FORM. 25

expenses (for example, fees, books, supplies) or for the 
church to pay the expenses directly to the educational 
institution. This will ensure that the scholarship does 
not inadvertently become taxable income because its 
specific use was not designated and the recipient used 
it for non-qualified expenses. 

Sale or exchange of your principal residence

An individual taxpayer can exclude up to $250,000 
($500,000 if married filing a joint return) of gain realized on 
the sale or exchange of a principal residence. To be eligible for 
the exclusion, the taxpayer must have owned and used the res-
idence as a principal residence for at least two of the five years 
ending on the sale or exchange. A taxpayer who failed to meet 
these requirements by reason of a change of place of employ-
ment, health or certain unforeseen circumstances could exclude 
an amount equal to the fraction of the $250,000 ($500,000 if 
married filing a joint return) equal to the fraction of the two 
years that the ownership and use requirements were met.

In most cases, gain from the sale or exchange of your main 
home will not qualify for the exclusion to the extent that the 
gains are allocated to periods of non-qualified use (any period 
after 2008 during which the property is not used as the main 
home).

The gain resulting from the sale of the property is allo-
cated between qualified and non-qualified use periods based 
on the amount of time the property was held for qualified and 
non-qualified use. Gain from the sale or exchange of a main 
home allocable to periods of qualified use will continue to 
qualify for the exclusion for the sale of your main home. Gain 
from the sale or exchange of property allocable to non-qualified 
use will not qualify for the exclusion.

Gain is in most cases allocated to periods of non-qualified 
use based on the ratio which: (1) the aggregate periods of 
non-qualified use during the period the property was owned 
by you over (2) the total period the property was owned by you. 
You do not incorporate any period before 2009 for the aggre-
gate periods of non-qualified use. Certain exceptions apply. For 
details, see IRS Publication 523.

A period of non-qualified use does not include: (1) any 
portion of the five-year period ending on the date of the sale or 
exchange after the last date you (or your spouse) use the prop-
erty as a main home; (2) any period (not to exceed an aggre-
gate period of 10 years) during which you (or your spouse) are 
serving on qualified official extended duty as a member of the 
uniformed services; (3) any other period of temporary absence 
(not to exceed an aggregate period of two years) due to change 
of employment, health conditions or such other unforeseen 
circumstances as may be specified by the IRS.

Line 8a. Interest income: Attach Schedule B if 
more than $1,500

Complete this line only if you had taxable interest income. If 
you had taxable interest income of more than $1,500, complete 
Schedule B. Report tax-exempt interest income on line 8b.

Line 9a. Ordinary dividend income: Attach 
Schedule B if more than $1,500

Complete this line only if you had dividend income. If you had 
dividend income of more than that $1,500, complete Schedule B.

Line 12. Business income (or loss): Attach 
Schedule C or C-EZ

Complete this line only if you have any net earnings from 
self-employment activities. These include:

1.	 Compensation reported to you on a Form 1099-MISC
2.	 Fees received directly from church members for per-

forming personal services (such as marriages and funerals)
3.	 Honoraria you received for guest speaking appearances 

in other churches
If you received income from any of these kinds of activities, 

compute your net earnings on Schedule C and transfer this 
amount to line 12. This guide includes more detailed informa-
tion in the section on Schedule C. You may be able to use the 
simpler Schedule C-EZ if several conditions are met. See the 
instructions to Schedule C-EZ for details.

Line 13. Capital gain (or loss): Attach Schedule D
Complete this line only if you have any gains or losses from 

the sale of capital assets. These include stocks, bonds and prop-
erty. Gain or loss is reported on Schedule D. You also may have 
to file Form 8949 (see the instructions to both forms for details). 

Line 16a. Total pensions and annuities
You should receive a Form 1099-R showing the total amount 

of your pension and annuity payments before income tax or 
other deductions were withheld. This amount should be shown 
in box 1 of Form 1099-R. Pension and annuity payments include 
distributions from 401(k) and 403(b) plans.

Do not include the following payments on lines 16a and 16b. 
Instead, report them on line 7.

•	 Disability pensions received before you reach the min-
imum retirement age set by your employer

• 	 Corrective distributions (including any earnings) of 
excess salary deferrals or excess contributions to retire-
ment plans. The plan must advise you of the year(s) the 
distributions are includible in income.

If you are a retired or disabled minister, you may exclude all 
or a portion of your pension or disability income designated as 
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minister’s housing allowance from your gross income reported 
on line 16a of Form 1040 if (1) you can document that the 
monies were actually spent on housing-related expenses during 
the tax year and (2) the amount excluded does not exceed the fair 
rental value of the home (furnished, including utilities). If your 
designated housing allowance exceeds either of these two other 
amounts, the “excess housing allowance” is reportable on line 
16b of Form 1040, in addition to the amount reported in Box 2a 
on your Form 1099-R. Amounts designated as minister’s housing 
allowance appear at the lower left-hand corner of Form 1099-R.

IRS Publication 517 states: “If you are a retired minister, 
you can exclude from your gross income the rental value of a 
home (plus utilities) furnished to you by your church as a part 
of your pay for past services or the part of your pension that was 
designated as a rental allowance. However, a minister’s surviving 
spouse cannot exclude the rental value unless the rental value is 
for ministerial services he performs or performed.”

+	 Key Point: Surviving spouse of deceased ministers 
cannot exclude any portion of the benefits received 
from their deceased spouse’s 403(b) account as a 
housing allowance.

Taxation of distributions from a 403(b) plan 
Amounts you contribute through salary reduction, and the 

earnings attributable to these contributions, generally cannot be 
withdrawn before you reach age 59½, separate from service, die 
or become disabled. In some cases of hardship, you may withdraw 
your own salary reduction contributions (but not the earnings on 
these) prior to the occurrence of any of the above events. 

Once amounts are distributed, they are generally taxable as 
ordinary income unless designated in advance as a minister’s 
housing allowance. In addition, if amounts are distributed prior 
to your reaching age 59½, you will be assessed an additional tax 
of 10% of the amount which is includable in income, unless one 
of the following exceptions applies:  

1.	 The distributions are part of a series of substantially 
equal periodic payments made over your life or the lives 
of your beneficiaries and after you separate from service. 

2.	 The distributions are made to you after you separate 
from service with your employer if the separation 
occurred in or after the year you reached age 55.  

3.	 The distributions do not exceed the amount of unreim-
bursed medical expenses that you could deduct for the 
current year.  

4.	 The distributions are made after your death or after you 
become disabled.  

5.	 The distributions are made to an alternate payee pur-
suant to a qualified domestic relations order. 

The additional tax is computed on Form 5329.

Line 20a. Social Security benefits

+	 Key Point: Individuals who receive Social Security 
retirement, disability or survivor benefits may have to 
pay taxes on a portion of their benefits.

If you received Social Security benefits in 2013, you need to 
know whether or not these benefits are taxable. Here are several 
rules the IRS has formulated to assist Social Security beneficia-
ries in knowing if their benefits are taxable:

1.	 How much, if any, of your Social Security benefits are 
taxable depends on your total income and marital status.

2.	 Generally, if Social Security benefits were your only 
income for 2013, your benefits are not taxable and you 
probably do not need to file a federal income tax return.

3.	 If you received income from other sources, your benefits 
will not be taxed unless your modified adjusted gross 
income is more than the base amount for your filing status.

4.	 Your taxable benefits and modified adjusted gross 
income are computed on a worksheet in the instructions 
to Form 1040A and Form 1040.

5.	 You can do the following quick computation to deter-
mine whether some of your benefits may be taxable:  
•	 First, add one-half of the total Social Security benefits 

you received to all your other income, including any 
tax- exempt interest and other exclusions from income.   

•	 Then, compare this total to the “base amount” for 
your filing status. If the total is more than your base 
amount, some of your benefits may be taxable.

6.	 The 2013 base amounts are:  
•	 $32,000 for married couples filing jointly
•	 $25,000 for single, head of household, qualifying 

widow/widower with a dependent child or married 
individuals filing separately who did not live with 
their spouses at any time during the year

•	 $0 for married persons filing separately who lived 
together during the year

7.	 For additional information on the taxability of Social 
Security benefits, see IRS Publication 915, Social Secu-
rity and Equivalent Railroad Retirement Benefits. Pub-
lication 915 is available at www.IRS.gov.

Working after you retire 

Many churches employ retired persons who are receiving 
Social Security benefits. But persons younger than full retirement 
age may have their Social Security retirement benefits cut if they 
earn more than a specified amount. Full retirement age (the age 
at which you are entitled to full retirement benefits) for persons 
born in 1943–1954 is 66 years. In the year you reach full retire-
ment age, your monthly Social Security retirement benefits are 
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reduced by $1 for every $3 you earn above a specified amount 
($3,450 per month for 2014). No reduction in Social Security 
benefits occurs for income earned in the month full retirement 
age is attained (and all future months). 

Persons who begin receiving Social Security retirement ben-
efits prior to the year in which they reach full retirement age will 
have their benefits reduced by $1 for every $2 of earned income 
in excess of a specified amount. For 2014, this annual amount is 
$15,480. 

While the Social Security Administration has never officially 
addressed the issue, it is likely that a minister’s housing allowance 
counts as earnings for purposes of the annual earnings test.

Line 21. Other income: List the type and amount

➤ 	 Recommendation. If you have other income to report 
on line 21, consider enclosing an explanation of your 
other income with your Form 1040 or write a brief 
explanation in the space provided next to line 21. This 
will help to avoid confusion.

Complete this line only if you have other income. This 
includes the following items:

1.	 A cancelled debt or a debt paid for you by another person 
(unless the person who cancelled or paid your debt 
intended it to be a gift)

2.	 The fair market value of a free tour you receive from a 
travel agency for organizing a group of tourists (in some 
cases this may be reported on Schedule C)

3.	 Most prizes and awards
4.	 Taxable distributions from a health savings account 

(HSA) or Archer MSA

Step 5: Adjustments to income

You may deduct certain adjustments from gross income in 
computing your adjusted gross income. Report the adjustments 
on lines 23 through 37 of Form 1040. The most relevant adjust-
ments to ministers are summarized below.

Line 26. Moving expenses
If your “allowable moving expenses” are not reimbursed by 

your employer or they are reimbursed under a non-accountable 
plan, you compute your moving expense deduction on Form 
3903 and report your deduction on line 26. Allowable moving 
expenses are expenses you incurred because of a change of 
jobs or your acceptance of a new job, if you satisfy the following 
three conditions: 

1.	 Your new job location is at least 50 miles farther from 
your former home than your old job location was. For 
example, if your old job was three miles from your former 

home, your new job must be at least 53 miles from that 
home (measured according to the shortest of the more 
commonly traveled routes between those points).

2.	 If you report your income taxes as an employee, you 
must work full-time for at least 39 weeks during the 
first 12 months after you arrive in the general area of 
your new job location. You do not have to work for one 
employer for the 39 weeks. However, you must work 
full-time within the same general commuting area. If 
you are married and file a joint return and both you and 
your spouse work full-time, either of you may satisfy the 
full-time work test. However, you may not combine your 
weeks of work. 

3.	 Your move must be closely related, both in time and 
place, to the start of work at your new job location. In 
general, moving expenses incurred within one year from 
the date you first reported to work are considered closely 
related in time to the start of work at the new location. 
It is not necessary that you make arrangements to work 
before moving to a new location, as long as you actually 
do go to work. If you do not move within one year, you 
ordinarily may not deduct the expenses unless you can 
show that circumstances existed that prevented the move 
within that time. A move is generally not closely related 
in place to the start of work if the distance from your new 
home to the new job location is greater than the distance 
from your former home to the new job location. 

If your employer reimburses your allowable moving 
expenses under an accountable plan, the reimbursements are 
not reported by the employer as taxable income and you have 
no deduction to report on line 26. To be an accountable plan, 
your employer’s reimbursement arrangement must require you 
to meet all three of the following rules: (1) your expenses must 
have a business connection — that is, you must have paid or 
incurred deductible expenses while performing services as an 
employee of your employer; (2) you must adequately account 
to your employer for these expenses within a reasonable period 
of time; and (3) you must return any excess reimbursement or 
allowance within a reasonable period of time.

If for all reimbursements you meet the three rules for an 
accountable plan (listed earlier), your employer should not 
include any reimbursements of expenses in your income in box 
1 of your Form W-2. Instead, your employer should include the 
reimbursements in box 12 (code P) of your Form W-2.

An employer’s reimbursements of an employee’s moving 
expenses under an arrangement that does not meet the three 
requirements of an accountable plan must be reported as wages 
in box 1 of the employee’s Form W-2.
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Deductible moving expenses include the 
following:

Moving your household goods and personal effects. You may 
deduct the cost of packing, crating and transporting your house-
hold goods and personal effects from your former home to your 
new one. You may also deduct the cost of storing and insuring 
household goods and personal effects within any consecutive 
30-day period after the day your things are moved from your 
former home and before they are delivered to your new home. 

Travel expenses. You may deduct the cost of transportation 
and lodging (but not meals) for yourself and members of your 
household while traveling from your former home to your new 
home. You may deduct expenses of only one trip to your new 
home. However, all of the members of your household do not 
need to travel together.

You may not deduct any of the following expenses as 
moving expenses: pre-move house-hunting expenses, the 
expenses of disposing of your former home and obtaining your 
new home, home improvements to help you sell your former 
home, loss on the sale of your former home, mortgage penalties, 
any part of the purchase price of your new home, meal expenses 
incurred while moving to your new home and real estate taxes. 
Use Form 3903 to compute the deduction. 

As noted above, if your employer reimburses your allow-
able moving expenses under an accountable arrangement, the 
reimbursements are not reportable as taxable income to you 
and there are no deductions to report. 

Line 27. One-half of self-employment tax

+	 Key Point: Every minister who pays Social Security 
taxes on ministerial income qualifies for this deduction. 
Some are not claiming it.

All ministers are self-employed for Social Security with 
respect to their ministerial income. They can deduct half of their 
actual self-employment taxes as an adjustment on line 27 of 
Form 1040, whether or not they are able to itemize deductions 
on Schedule A.

Line 32. IRA deductions
An individual retirement account, or IRA, is a personal sav-

ings plan which allows you to set aside money for retirement, 
while offering you tax advantages. You can set up different kinds 
of IRAs with a variety of organizations, such as a bank or other 
financial institution, a mutual fund or a life insurance company. 

The original IRA is referred to as a “traditional IRA.” A tra-
ditional IRA is any IRA that is not a Roth IRA or a SIMPLE IRA. 
You may be able to deduct some or all of your contributions to a 

traditional IRA. You may also be eligible for a tax credit equal to 
a percentage of your contribution. Amounts in your traditional 
IRA, including earnings, generally are not taxed until distributed 
to you. IRAs cannot be owned jointly. However, any amounts 
remaining in your IRA upon your death can be paid to your 
beneficiary or beneficiaries. 

To contribute to a traditional IRA, you must be under age 
70½ at the end of the tax year. You or your spouse, if you file a 
joint return, must have taxable compensation, such as wages, 
salaries, commissions, tips, bonuses or net income from self- 
employment. Compensation does not include earnings and 
profits from property, such as rental income, interest and div-
idend income or any amount received as pension or annuity 
income or as deferred compensation. 

For 2013, if you file a joint return and your taxable com-
pensation is less than that of your spouse, the most that can be 
contributed for the year to your IRA is the smaller of the following 
two amounts: (1) $5,500 ($6,500 if you are age 50 or older) or (2) 
the total compensation includible in the gross income of both 
you and your spouse for the year, reduced by your spouse’s IRA 
contribution for the year to a traditional IRA and any contribu-
tions for the year to a Roth IRA on behalf of your spouse. 

3	 In 2014: The maximum annual dollar contribution limit 
for IRA contributions remains $5,500 for 2014. Also, the 
contribution limit for an individual who has attained age 
50 before the end of the taxable year increases by $1,000.

All IRA contributions must be made by the due date of your 
tax return, not including extensions. This means that your 2013 
IRA contribution must be made by April 15, 2014, even if you 
obtain an extension for filing this return.

If you or your spouse were covered by an employer retire-
ment plan at any time during 2013 and you made IRA contri-
butions, your allowable IRA deduction may be less than your 
contributions. Even if your spouse is covered by an employer- 
sponsored retirement plan, you may be able to deduct your 
contributions to an IRA for 2013 if you were not covered by an 
employer plan and your adjusted gross income was less than 
$188,000 ($191,000 for 2014). 

Your allowable deduction may be reduced or eliminated, 
depending on your filing status and the amount of your income. 
The deduction begins to decrease (phase out) when your income 
rises above a certain amount and is eliminated altogether when it 
reaches a higher amount. (See IRS Publication 590.) The amounts 
vary depending on your filing status. The W-2 form you receive 
from your church or other employer has a box used to show 
whether you were covered for the year. The “Pension Plan” box 
should have a mark in it if you were covered. Employer retire-
ment plans include 403(b) tax-sheltered annuities.



Find IRS forms, instructions and publications at www.IRS.gov or call 1-800-TAX-FORM. 29

Figure your deduction using the worksheets in the instruc-
tions to Form 1040 or in Publication 590. 

Individuals who cannot claim a deduction for an IRA contri-
bution still can make non-deductible IRA contributions, subject 
to the lesser of $5,500 for 2013 or earned income limits. Earnings 
on these amounts continue to accumulate on a tax-deferred basis. 
When distributions are made from the IRA, special rules apply 
in figuring the tax on the distributions when both deductible 
and non-deductible contributions were made to the IRA. Form 
8606 is used to designate a contribution as non-deductible and 
must be filed or the full amount of future withdrawals may be 
taxed. Withdrawals before age 59½ are subject to a 10% penalty 
tax that also applies to deductible IRA contributions.

Distributions from a traditional IRA are fully or partially 
taxable in the year of distribution. If you made only deductible 
contributions, distributions are fully taxable. Use Form 8606 to 
figure the taxable portion of withdrawals. 

Distributions made prior to age 59½ may be subject to a 
10% additional tax. You also may owe an excise tax if you do 
not begin to withdraw minimum distributions by April 1 of the 
year after you reach age 70½.

A Roth IRA differs from a traditional IRA in several respects. 
A Roth IRA does not permit a deduction at the time of contribu-
tion. Regardless of your age, you may be able to establish and 
make non-deductible contributions to a Roth IRA. You do not 
report Roth contributions on your tax return. To be a Roth IRA, 
the account or annuity must be designated as a Roth IRA when 
it is set up. Like a traditional IRA, a Roth IRA can be set up but 
there are limitations on the amount that can be contributed 
and the time of year that contributions can be made. You do not 
include in your gross income qualified distributions or distribu-
tions that are a return of your regular contributions from your 
Roth IRA. Refer to Publication 590 for additional information 
on Roth IRA(s). 

For information on conversions from a traditional IRA to a 
Roth IRA, refer to Publication 590. No further contributions to 
a traditional IRA are permissible in the year you reach age 70½ 
or for any later year, and distributions from a traditional IRA 
must generally begin by April 1 of the year following the year in 
which you reach age 70½. However, you must receive at least a 
minimum amount for each year starting with the year you reach 
age 70½ (your “70½ year”). If you do not (or did not) receive 
that minimum amount in your 70½ year, then you must receive 
distributions for your 70½ year by April 1 of the next year. This 
means that you will have two required distributions in that year.  

Summarized below are a few important rules that pertain 
to IRAs.

1.	 Taxpayers can make early withdrawals from an IRA to pay 
for qualified higher education expenses of the taxpayer 
or the taxpayer’s spouse, or the taxpayer’s or spouse’s 

child, grandchild, parent or other ancestor — without 
triggering the 10% penalty that applies to early distribu-
tions from an IRA. 

	 2.	 Taxpayers can withdraw up to $10,000 from their IRA 
prior to age 59½ for first-time homebuyer expenses 
without triggering the 10% penalty that applies to pre-
mature distributions. 

	 3.	 Qualified charitable distributions of up to $100,000 
could be made from an IRA to a church or other charity 
in 2013. A qualified charitable distribution was any distri-
bution from an IRA directly by the IRA trustee to a chari-
table organization, including a church, that was made on 
or after the date the IRA owner attains age 70½. Unless 
extended by Congress, this provision is not available in 
2014 or future years.

-	 Example: A church has a senior pastor who is 52 years 
old and a youth pastor who is 30 years old. The church 
does not participate in a retirement program for its staff. 
In 2014 the senior pastor can contribute $6,500 to an 
IRA (maximum annual contribution of $5,500 plus a 
“catch-up” contribution of $1,000) and the youth pastor 
can contribute $5,500. 

Step 6: Adjusted gross income

Line 37. Compute adjusted gross income
Subtract your total adjustments (line 36) from your total 

income (line 22) to compute your adjusted gross income (line 
37). Carry this amount to line 38 at the top of page 2 of your 
Form 1040.

Step 7: Tax computation

Line 40. Itemized deductions or  
standard deduction

+	 Key Point: Itemize your deductions on Schedule A only if 
they exceed the standard deduction for your filing status.

On line 40 you enter either your itemized deductions from 
Schedule A or a standard deduction amount. Itemized deductions 
are discussed under Schedule A in this guide. For 2013, the stan-
dard deduction amounts are as follows:

Filing Status Standard Deduction Amount

Single $6,100

Married filing jointly or  
qualifying widow(er) $12,200

Married filing separately $6,100

Head of household $8,950
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Line 42. Personal exemptions
For 2013, the personal exemption amount is $3,900. Multiply 

this amount times the number of exemptions claimed on line 6 
and enter the total on line 42.

Line 44. Compute tax
Most ministers can use the tax tables to determine their 

income taxes. Some higher income ministers must use the tax 
rate schedules (a spouse’s income is considered in deciding 
whether or not to use the tax rate schedules).

Step 8: Credits

Line 48. Credit for child and dependent care 
expenses: Attach Form 2441

Complete this line if you are eligible for a credit for child or 
dependent care expenses.

Line 50. Retirement savings contribution credit 
(“saver’s credit”)

If you make eligible contributions to certain eligible retire-
ment plans or to an individual retirement arrangement (IRA), you 
may be able to take a tax credit. The amount of the saver’s credit 
you can get is generally based on the contributions you make and 
your credit rate. Refer to Publication 590 or the instructions for 
Form 8880 for more information. If you are eligible for the credit, 
your credit rate can be as low as 10% or as high as 50%, depending 
on your adjusted gross income. The lower your income, the 
higher the credit rate; your credit rate also depends on your filing 
status. These two factors will determine the maximum credit you 
may be allowed to take. You are not eligible for the credit if your 
adjusted gross income exceeds a certain amount. 

The credit is available with respect to elective deferrals 
to a 401(k) plan, a 403(b) annuity, a SIMPLE or a simplified 
employee pension (SEP), contributions to a traditional or Roth 
IRA and voluntary after-tax employee contributions to a 403(b) 
annuity or qualified retirement plan. The amount of the credit 
for 2013 is described in the following table.

For married couples filing jointly, each spouse is eligible for 
the credit. 

For more information about this credit, see IRS Form 8880 and 
Publication 590.

Line 51. Child tax credit
An individual may claim a tax credit for each qualifying 

child under the age of 17. The amount of credit per child is 
$1,000. A child who is not a citizen, national or resident of the 
United States cannot be a qualifying child. A qualifying child is 
(1) a son, daughter, stepchild, foster child, brother, sister, step-
brother, stepsister or a descendant of any of them (for example, 
your grandchild, niece or nephew); (2) who was under age 17 
at the end of 2013; (3) did not provide over half of his or her 
own support for 2013; (4) lived with you for more than half of 
2013; (5) is claimed as a dependent on your return; (6) does not 
file a joint return for the year; and (7) was a U.S. citizen, a U.S. 
national or a U.S. resident alien.

You must reduce your child tax credit if either of the fol-
lowing exceptions applies:

1.	 The amount on Form 1040, line 46; Form 1040A, line 
28; or Form 1040-NR, line 44, is less than the credit. If 
this amount is zero, you cannot take this credit because 
there is no tax to reduce. But you may be able to take the 
additional child tax credit. 

2.	 Your modified adjusted gross income (AGI) is above the 
following amounts:
•	 Married filing jointly — $110,000.
•	 Single, head of household or qualifying  

widow(er) — $75,000.
•	 Married filing separately — $55,000.

For most taxpayers, modified AGI is generally the same as 
AGI. But see IRS Publication 972 for exceptions.

Adjusted Gross Income

Joint  
Returns

Heads of 
Household

Single Filers Amount  
of Credit

$1–35,500 $1–26,625 $1–17,750
50% of eligible contribu-

tions up to $2,000  
($1,000 maximum credit)

$35,501–38,500 $26,626–28,875 $17,751–19,250
20% of eligible contribu-
tions up to $2,000 ($400 

maximum credit)

$38,501–59,000 $28,876–44,250 $19,251–29,500
10% of eligible contribu-
tions up to $2,000 ($200 

maximum credit)

over $59,000 over $44,250 over $29,500 0%
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The child tax credit is in addition to the dependent care 
credit you can claim if you pay someone to care for your depen-
dent child who is under age 13 (or a disabled dependent) so 
you can work.

An “additional child tax credit” exists for certain individuals 
who get less than the full amount of the child tax credit. The addi-
tional child tax credit may give you a refund even if you do not 
owe any tax. A worksheet in IRS Publication 972 will assist you 
in determining your eligibility for the additional child tax credit.

Step 9: Other taxes

Now that you have subtracted credits from your federal 
income tax, you report other taxes you may owe.

Line 56. Self-employment tax: Attach Schedule 
SE (also see line 27)

+	 Key Point: All ordained ministers must pay self- 
employment taxes on compensation received from the 
exercise of their ministry, unless they have received IRS 
recognition of exempt status. 

Ministers are self-employed for Social Security purposes 
with respect to their ministerial income. They compute their 
self-employment taxes on Schedule SE and report the total tax 
on line 56 of Form 1040.

Step 10: Payments

Line 62. Federal income tax withheld
Ordained ministers’ wages are exempt from federal income 

tax withholding. As a result, only those ministers who have 
entered into a voluntary withholding arrangement with their 
church will have income taxes withheld and reported on line 62. 
The church should report the amount of voluntarily withheld 
taxes on the minister’s Form W-2. 

+	 Key Point: Ministers who enter into voluntary with-
holding arrangements will have federal income taxes 
withheld from their wages. Under no circumstances 
should a church withhold the employee’s share of 
Social Security and Medicare taxes from the wages of 
such a minister, since ministers are self-employed for 
Social Security with respect to ministerial compensa-
tion. Ministers can request (on Form W-4) that their 
church withhold an additional amount of income taxes 
to cover their expected self-employment tax liability. 
These additional withholdings must be treated as 
income taxes withheld (on Form W-2 and 941 forms) 
rather than the employee’s share of Social Security 

and Medicare taxes. They constitute a credit that can 
be applied to both income taxes and self-employment 
taxes. Ministers still must complete Schedule SE to 
report their self-employment tax liability.

Line 63. 2013 estimated tax payments
Compensation paid to ministers for ministerial duties is not 

subject to tax withholding. As a result, ministers must prepay 
their income tax and Social Security (self-employment) taxes 
by using the quarterly estimated tax procedure, unless they 
have entered into a voluntary withholding agreement with their 
employing church. The estimated tax procedure is summarized 
in Part 2 of this guide in the section “How do ministers pay their 
taxes?” The total amount of estimated tax payments made to the 
IRS is reported as a payment of taxes on line 63.

Line 64. Earned income credit

The earned income credit reduces tax you owe and may 
give you a refund even if you do not owe any tax. A number 
of technical requirements must be met in order to qualify for 
this credit. Unfortunately, many taxpayers who qualify for the 
earned income credit do not claim it because it is so difficult 
to compute. In most cases, the amount of your earned income 
credit depends on: (1) whether you have no qualifying child, 
one qualifying child, two qualifying children or three of more 
qualifying children; and (2) the amount of your earned income 
and modified adjusted gross income. 

You may be able to claim the earned income credit for 2013 
if (1) you do not have a qualifying child and you earned less 
than $14,340 ($19,680 if married); (2) a qualifying child lived 
with you and you earned less than $37,870 ($43,210 if married 
filing jointly); (3) two qualifying children lived with you and 
you earned less than $43,038 ($48,378 if married filing jointly); 
or (4) three or more qualifying children lived with you and you 
earned less than $46,227 ($51,567 if married filing jointly).

The maximum earned income credit for 2013 is (1) $487 
with no qualifying child; (2) $3,250 with one qualifying child; 
(3) $5,372 with two qualifying children; and (4) $6,044 with 
three or more qualifying children. 

You can compute the credit yourself or the IRS will compute 
it for you. To figure the amount of your earned income credit, 
you must use the EIC Worksheet and EIC Table in the instructions 
for Form 1040, line 64a. Ministers may want to consider having 
the IRS compute the credit for them, especially due to confusion 
about how the housing allowance affects the credit.

+	 Key Point: The instructions to Form 1040, line 64, state 
that a housing allowance or fair rental value of a par-
sonage are included in the definition of earned income 
when computing the earned income credit for ministers 
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who have not exempted themselves from self-employ-
ment taxes. Unfortunately, the instructions are less 
clear for ministers who have exempted themselves from 
self-employment taxes, but the instructions suggest that 
these ministers do not include a housing allowance or 
the fair rental value of a parsonage in computing their 
earned income for purposes of the credit. Ministers 
who are affected by this issue should consult their own 
tax advisor for help. 

Step 11: Refund or amount you owe

After totaling your payments, you can calculate whether you 
owe the government or a refund is due you. If you owe a tax, 
be certain to enclose with your return a check in the amount 
you owe payable to the “United States Treasury.” Do not attach 
the check to your return. Include your daytime phone number, 
your Social Security number and write Form 1040 for 2013 on 
the check. You also may have to pay an underpayment penalty 
(refer to line 77 of Form 1040).

If you have overpaid your taxes, you have two options: (1) 
request a full refund or (2) apply the overpayment to your 2014 
estimated tax.

Step 12: Sign here

You must sign and date the return at the bottom of page 2. 
If you are filing a joint return, your spouse must also sign the 
return. In the “your occupation” space, enter your occupation: 
minister.
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Schedule A
+	 Key Point: If your itemized deductions exceed your 

standard deduction, you should report your itemized 
deductions on Schedule A (Form 1040). This section 
will summarize the itemized deductions. 

Step 1: Medical and dental expenses (lines 1–4)

You may deduct certain medical and dental expenses (for 
yourself, your spouse and your dependents) if you itemize your 
deductions on Schedule A, but only to the extent that your 
expenses exceed 10% of your adjusted gross income. You must 
reduce your medical expenses by the amounts of any reimburse-
ments you receive for those expenses before applying the 10% 
test. Reimbursements include amounts you receive from insur-
ance or other sources for your medical expenses (including 
Medicare). It does not matter if the reimbursement is paid to 
the patient, the doctor or the hospital.  

+	 Key Point: If either you or your spouse is age 65 or 
older, the medical expense deduction is allowed for 
expenses exceeding 7.5% of AGI. 

The following expenses ARE deductible as medical expenses:

1.	 Fees for medical services
2.	 Fees for hospital services
3.	 Meals and lodging provided by a hospital during medical 

treatment (subject to some limits)
4.	 Medical and hospital insurance premiums that you pay
5.	 Special equipment
6.	 Medicare A premiums you pay if you are exempt from Social 

Security and voluntarily elect to pay Medicare A premiums
7.	 Medicare B premiums you pay
8.	 Medicare D premiums you pay
9.	 Medicare Supplement premiums you pay (or are deducted 

from your pension)
10.	 Long-term care insurance premiums, subject to certain 

limitations on the amount that may be deducted
11.	 Special items (false teeth, artificial limbs, eyeglasses, hearing 

aids, crutches, etc.)
12.	 Transportation for necessary medical care. For 2013, the 

standard mileage rate for medical travel was 24 cents  
per mile

13.	 Medicines and drugs requiring a prescription and insulin
14.	 The portion of a life-care fee or founder’s fee paid either 

monthly or in a lump sum under an agreement with a retire-
ment home that is allocable to medical care

15.	 Wages of an attendant who provides medical care
16.	 The cost of home improvements if the main reason is for 

medical care
17.	 Program to stop smoking
18.	 Exercise expenses (including the cost of equipment to 

use in the home) if required to treat an illness (including 
obesity) diagnosed by a physician and the purpose of the 
expense is to treat a disease rather than to promote general 
health and the taxpayer would not have paid the expense 
but for this purpose

The following items are NOT deductible as medical expenses:

1.	 Funeral services
2.	 Health club dues (except as noted above)
3.	 Household help
4.	 Life insurance
5.	 Maternity clothes
6.	 Non-prescription medicines and drugs
7.	 Nursing care for a healthy baby
8.	 Toothpaste, cosmetics, toiletries
9.	 Trip for general improvement of health

Step 2: Taxes you paid (lines 5–9)

Generally, real estate, state and local income and personal 
property taxes actually paid during 2013 are deductible. Ministers 
who own their homes and pay real property taxes can include the 
full amount of such taxes in computing their housing allowance 
exclusion. They may also fully deduct the amount of the taxes as 
an itemized deduction on Schedule A. Federal income tax and 
gasoline taxes are not deductible for federal income tax purposes.

Congress enacted legislation in 2004 that provided an item-
ized deduction for state and local general sales taxes in lieu of the 
itemized deduction for state and local income taxes. Taxpayers 
could deduct the total amount of general state and local sales 
taxes paid by accumulating receipts showing general sales taxes 
paid or they could use tables created by the IRS. This provision 
was adopted to address the unequal treatment of taxpayers in 
the nine states that have no income tax. Taxpayers in these states 
could not take advantage of the itemized deduction for state 
income taxes. Allowing them to deduct sales taxes helped offset 
this disadvantage.

This deduction was scheduled to expire after 2011. The 
American Taxpayer Relief Act of 2012 extends it for two years 
(through 2013).

Other Forms and Schedules



34

Step 3: Interest you paid (lines 10–15)

Interest is an amount paid for the use of borrowed money. 
Interest that you pay for personal reasons (that is, interest on a 
car loan, credit card or a personal loan) is not deductible as an 
itemized deduction on Schedule A. In most cases, you will be 
able to deduct all of your mortgage interest on any loans secured 
by your main home, including first and second mortgages, home 
equity loans and refinanced mortgages. Whether your home 
mortgage interest is deductible under these rules depends on the 
date you took out the mortgage, the amount of the mortgage and 
your use of the proceeds. If all of your mortgages fit into one of 
the following categories, you can deduct all of your interest and 
report it on Schedule A (Form 1040):  

1.	 Mortgages you took out on your main home on or before 
October 13, 1987.

2.	 Mortgages you took out on your main home after 
October 13, 1987, to buy, build or improve your home, 
but only if these mortgages (plus any mortgages in the 
preceding category) total $1 million or less throughout 
2013 ($500,000 if married filing separately).

3.	 Mortgages you took out after October 13, 1987, on your 
main home, other than to buy, build or improve your 
home, but only if these mortgages total $100,000 or less 
throughout 2013 ($50,000 if married filing separately).

If you had a main home and a second home, the dollar limits 
explained in the second and third categories described above 
apply to the total mortgage on both homes.

+	 Key Point: Ministers who own their homes can deduct 
mortgage interest payments as an itemized deduction 
even though such payments were included in computing 
the housing allowance exclusion (the so-called “double 
deduction”). However, ministers are subject to the lim-
itations on mortgage loans discussed in this section.

The term “points” is sometimes used to describe certain 
charges paid by a borrower. They are also called loan origina-
tion fees, maximum loan charges or premium charges. If the 
payment of any of these charges is only for the use of money, 
it ordinarily is interest paid in advance and must be deducted 
in installments over the life of the mortgage (not deducted in 
full in the year of payment). However, points are deductible 
in the year paid if the following requirements are satisfied: (1) 
your loan is secured by your main home; (2) paying points is 
an established business practice in your area; (3) the points you 
paid were not more than the points generally charged in your 
area; (4) you use the cash method of accounting; (5) the points 
were not paid in the place of amounts that ordinarily are stated 
separately on the settlement statement, such as appraisal fees, 

attorney fees and property taxes; (6) you use your loan to buy 
or build your main home; (7) the points were computed as a 
percentage of the principal amount of the mortgage; (8) the 
amount is clearly shown on the settlement statement; (9) the 
funds you provided at or before closing, plus any points the 
seller paid, were at least as much as the points charged.

Step 4: Gifts to charity (lines 16–19)

Cash contributions to churches, schools and most other 
public charities are deductible up to 50% of adjusted gross 
income. Contributions of property are subject to different limita-
tions. See IRS Publication 526. Contributions of cash or checks 
are reported on line 16, while contributions of non-cash property 
are reported on line 17. If you do not itemize deductions, you 
cannot deduct any of your charitable contributions.

The value of personal services is never deductible as a chari-
table contribution, but unreimbursed expenses incurred in per-
forming services on behalf of a church or other charity may be. 
For example, if you drive to and from volunteer work on behalf 
of a charity, you may deduct the actual cost of gas and oil or you 
may claim the standard charitable mileage rate of 14 cents for 
each substantiated mile (for 2013 and 2014). Unreimbursed travel 
expenses incurred while away from home (whether within the 
United States or abroad) in the course of donated services to a 
tax-exempt religious or charitable organization are deductible as 
a charitable contribution. There are two ways to do this. 

Individuals performing the charitable travel can keep track of 
their own travel expenses and then claim a charitable contribution 
for the total on Schedule A. Or, these individuals could provide 
their church or charity with a travel report substantiating all travel 
expenses. In such a case, the church or charity could issue the 
individual a charitable contribution receipt for the total amount 
of the substantiated travel expenses. Travel expenses that can be 
receipted include airfare, lodging, meals and incidental expenses. 

No charitable deduction is allowed for travel expenses 
incurred while away from home in performing services for a 
religious or charitable organization unless there is no significant 
element of personal pleasure, recreation or vacation involved in 
the travel. 

-	 Example: Pastor J goes on a trip to Europe. He is in 
Europe for 10 days and conducts one-hour services 
on two of those days. Pastor J will not be able to claim 
a charitable contribution deduction for the travel 
expenses that he incurs in making this trip. The same 
rule would apply if Pastor J’s spouse or children go 
along on the trip.

Charitable contributions must be claimed in the year they 
are delivered. One exception is a check that is mailed to a 



Find IRS forms, instructions and publications at www.IRS.gov or call 1-800-TAX-FORM. 35

charity — it is deductible in the year the check is mailed (and 
postmarked), even if it is received early in the next year.

Charitable contributions generally are deductible only to 
the extent they exceed the value of any premium or benefit 
received by the donor in return for the contribution.

There are limits on the amount of a contribution that can 
be deducted. Generally, cash contributions to churches, schools 
and other public charities are deductible up to a maximum of 
50% of adjusted gross income. In some cases, contributions that 
exceed these limits can be carried over and claimed in future 
years. Some charitable contributions are limited to 20% or 30% 
of adjusted gross income, depending on the recipient and the 
form of the contribution. 

Designated contributions are those that are made to a 
church with the stipulation that they be used for a specified pur-
pose. If the purpose is an approved project or program of the 
church, the designation will not affect the deductibility of the 
contribution. An example is a contribution to a church building 
fund. However, if a donor stipulates that a contribution be spent 
on a designated individual, no deduction is allowed unless the 
church exercises full administrative control over the donated 
funds to ensure that they are being spent in furtherance of the 
church’s exempt purposes. Designated contributions that ordi-
narily are not deductible include contributions to church benev-
olence or scholarship funds that designate a specific recipient. 
Contributions to benevolence or scholarship funds ordinarily 
are deductible if the donor does not earmark a specific recipient. 

Contributions to a church or missions board that specify 
a particular missionary may be tax-deductible if the church or 
missions board exercises full administrative and accounting 
control over the contributions and ensures that they are spent 
in furtherance of the church’s mission. Direct contributions to 
missionaries or any other individual are not tax-deductible, even 
if they are used for religious or charitable purposes.

Charitable contributions must be properly substantiated. 
Individual cash contributions of less than $250 may be substan-
tiated by a cancelled check or a receipt from the charity. Current 
rules govern the substantiation of individual contributions of 
cash or property of $250 or more. These rules are explained 
in the supplement to this guide entitled Federal Reporting 
Requirements for Churches.

If you contribute property that you value at $500 or more, 
you must include a completed Form 8283 with your Form 1040. 
Complete only Section A if the value claimed is $500 or more but 
less than $5,000. If you claim a deduction of more than $5,000 
for a contribution of non-cash property (other than publicly 
traded securities), then you must obtain a qualified appraisal of 
the property and include a qualified appraisal summary (Sec-
tion B of Form 8283) with your Form 1040. 

Special rules apply to donations of cars, boats and planes. 
See the instructions to IRS Form 1098-C for details.

+	 Key Point: The Tax Court ruled that a donor who con-
tributed property worth more than $10,000 to a church 
was not eligible for a charitable contribution deduction, 
even though there was no dispute as to the value of 
the property, because he failed to attach a qualified 
appraisal summary (Form 8283) to the tax return on 
which the contribution was claimed. 

Step 5: Casualty and theft losses (line 20)

Most taxpayers have at some time suffered damage to their 
property as a result of hurricanes, earthquakes, tornadoes, fires, 
vandalism, car accidents, floods or similar events. When prop-
erty is damaged or destroyed by such events, it is called a casu-
alty. If your property is stolen, you may also have a deductible 
theft loss. You must itemize your deductions on Schedule A to be 
able to claim a casualty or theft loss to non-business property. To 
determine your deduction, you must reduce the amount of your 
casualty and theft losses by any insurance or reimbursement 
you receive. No deduction is allowed for a casualty or theft loss 
that is covered by insurance unless a timely insurance claim for 
reimbursement has been filed. 

You can deduct personal casualty or theft losses only to the 
extent that:

1.	 The amount of each separate casualty or theft loss is 
more than $100, and

2.	 The total amount of all losses during the year (reduced 
by the $100 limit) is more than 10% of the amount on 
Form 1040, line 38.

The 10% of AGI limitation does not apply to a casualty loss 
that occurred in an area determined by the President of the 
United States to warrant federal disaster assistance. For infor-
mation on disaster losses, see IRS Publication 547.

To claim a casualty or theft loss, you must be able to show 
that the loss in fact occurred. In addition, the loss generally is 
defined as the lesser of (1) the decrease in fair market value 
of the property as a result of the casualty or theft or (2) your 
adjusted basis in the property before the casualty or theft. 

Calculate non-business casualty and theft losses on Form 
4684 and report them on Schedule A as an itemized deduction. 

+	 Key Point: Losses that do not qualify for a casualty loss 
deduction include: money or property misplaced or 
lost; breakage of china, glassware, furniture and similar 
items under normal conditions; progressive damage 
to property (buildings, clothes, trees, etc.) caused by 
termites, moths, other insects or disease.
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Step 6: Job expenses and most other  
miscellaneous deductions (lines 21–27)

You may deduct certain miscellaneous expenses on 
Schedule A. These deductions are in addition to the itemized 
deductions for medical expenses, taxes, interest, charitable 
contributions and casualty and theft losses. Most miscellaneous 
itemized expenses are deductible only to the extent that they 
exceed 2% of adjusted gross income. Miscellaneous expenses 
subject to the 2% floor include: 

1.	 Unreimbursed and nonaccountable reimbursed employee 
business expenses (discussed more fully below)

2.	 Professional society dues
3.	 Safety deposit box rental
4.	 Employee educational expenses
5.	 Tax preparation fees
6.	 Home office used regularly and exclusively for work
7.	 Tools and supplies used in your work
8.	 Expenses of looking for a new job
9.	 Investment counsel fees
10.	 Professional books and periodicals
11.	 Investment expenses
12.	 50% of unreimbursed business meals and entertainment
13.	 IRA custodial fees

Certain miscellaneous expenses are not subject to the 2% 
floor. However, these expenses ordinarily are not available to 
ministers.

Employee business expenses

+	 Key Point: Most ministers incur business expenses. 
How these expenses are handled, by both the minister 
and the church, significantly impacts whether (and to 
what extent) they are deductible.

The more common examples of ministerial business 
expenses are summarized below.

Local transportation expenses

These expenses include the cost of transportation by air, 
rail, bus, taxi, etc. and the cost of driving and maintaining your 
car. Transportation expenses include:

1.	 The ordinary and necessary costs of getting from one 
workplace to another in the course of your ministry 
when you are traveling within the city or general area of 
your home

2.	 Visiting church members
3.	 Going to business meetings away from your regular 

workplace

Transportation expenses do not include expenses you incur 
in traveling away from home overnight. Those expenses are 
travel expenses (see below).

Expenses incurred in driving your car for business purposes 
within your community represent one of the most important 
business expenses for ministers. A common example would be 
driving your car from your church to a hospital to visit members. 
Commuting to and from work is never a business expense. 
However, if you drive to a hospital (or some other business 
location) on the way home from church, the expenses incurred 
in driving from the church to the second business location are 
business expenses even though you are on the way home. The 
remaining miles between the second business location and your 
home are non-deductible commuting expenses. If you have an 
office in your home (see below) that you use as your principal 
place of business for your church, you may deduct the cost of 
traveling between your home office and work places associated 
with your employment. 

These expenses can be deducted using either a standard 
mileage rate or the actual costs of operating the car for business 
miles. Most ministers choose the standard mileage rate because 
of its simplicity. However, it is available only if it is selected for 
the first year a car is used in your trade or business. The actual 
expense method is very complex and is explained fully in IRS 
Publication 463. 

The standard business mileage rate for 2013 was 56.5 cents 
per mile. 

+	 Key Point The standard business mileage rate for 2014 
is 56 cents per mile.

Ministers should consider the advantages of using a church-
owned car for their business travel. This will eliminate most 
recordkeeping and reporting requirements. Some conditions 
apply. See the illustration at the end of this guide for a summary 
of the various tax options pertaining to business use of a car.

Travel expenses 

Travel expenses are the ordinary and necessary expenses 
of traveling away from your “tax home” (your regular place of 
business) on ministry-related business. You are traveling away 
from home if your duties require you to be away from the gen-
eral area of your tax home substantially longer than an ordinary 
day’s work and you need to sleep or rest to meet the demands 
of your work while away from home.

Deductible travel expenses include: 

1.	 Air, rail and bus fares
2.	 Operating and maintaining your car
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3.	 Taxi fares or other costs of transportation between the 
airport or station and your hotel, or from one work site 
to another

4.	 Meals and lodging while you are away from home  
on business

5.	 Cleaning and laundry expenses
6.	 Telephone expenses
7.	 Tips

The travel expenses of a spouse who accompanies a min-
ister on a business trip are almost never deductible as a busi-
ness expense and cannot be reimbursed under an accountable 
arrangement. In rare cases, an employer’s reimbursement of the 
travel expenses of an employee’s spouse may qualify as a non- 
taxable working condition fringe benefit so long as these condi-
tions are met: (1) the employer has not treated such amounts as 
compensation; (2) the amounts would be deductible as a business 
expense without regard to the limitation on the deductibility of 
a spouse’s travel expenses, meaning that the spouse’s presence 
on the trip is primarily for a legitimate business purpose; and (3) 
the employee substantiates the expenses under an accountable 
arrangement. This is a highly aggressive position that should not 
be adopted without the advice of a tax professional.

One way for the unreimbursed travel expenses of a non- 
employee spouse to be deductible would be if the spouse per-
formed substantial church-related activities during the trip. Under 
these circumstances, the spouse’s unreimbursed travel expenses 
may qualify for a charitable contribution deduction. 

Entertainment expenses

You may be able to deduct entertainment expenses you 
incur for your ministry. You may take the deduction only if you 
can demonstrate that the amounts spent are either (1) directly 
related to the active conduct of your ministry or (2) associated 
with the active conduct of your ministry and the entertainment 
occurred directly before or after a substantial business discus-
sion. These two tests are summarized below:

Directly related test. To show that entertainment was 
directly related to the active conduct of your business, you 
ordinarily must be able to demonstrate that (1) the main pur-
pose of the entertainment was the transaction of business; 
(2) you did engage in business during the entertainment 
period; and (3) you had more than a general expectation of 
deriving income or some other specific business benefit at 
some indefinite future time. 

Associated entertainment. To show that entertainment was 
associated with the active conduct of your ministry, you must 
be able to demonstrate that you had a clear business purpose 
in incurring the expense and that the meal or entertainment 
directly preceded or followed a substantial business discussion.

Entertainment includes any activity generally considered 
to provide entertainment, amusement or recreation. This 
covers entertaining guests at restaurants, social or athletic 
facilities, sporting events or on hunting, fishing, vacation or 
similar trips. Expenses are not deductible when business 
acquaintances take turns picking up each other’s enter-
tainment expenses without regard to whether any business 
purposes are served. Ministers incur entertainment expenses 
in a variety of situations. Common examples include enter-
taining denominational leaders, guest speakers, church 
groups (youth, choir, the deacons, etc.) or meeting with 
members at a restaurant for counseling purposes. 

+	 Key Point: You may deduct only 50% of your busi-
ness-related entertainment expenses, including meals. 
This 50% limitation is incorporated directly into 
the tax returns (see Form 2106). This rule does not 
apply to expenses you incur that are reimbursed by 
your employer under an accountable reimbursement 
arrangement (described elsewhere in this guide).  

Entertainment expenses incurred in your home are espe-
cially scrutinized by the IRS. You must be able to demonstrate 
that your expenses were not purely social but rather had a pri-
mary business purpose.

Entertainment expenses of spouses may also be deductible 
if their presence serves a legitimate business purpose or if it 
would be impractical under the circumstances to entertain the 
business associate without including his or her spouse. 

The IRS frequently challenges entertainment expenses and 
so you should be prepared to fully substantiate such expenses 
as described below. 

-	 Example: Pastor S invites the members of the church 
board to his home for dinner and a meeting. The expenses 
incurred by Pastor S and his guests for food and beverages 
ordinarily will constitute entertainment expenses. 

-	 Example: Pastor S invites a friend and fellow minister 
to his home for dinner. The friend resides in another 
state and is visiting Pastor S for the day. Ordinarily, such 
a visit will be a social visit and the expenses associated 
with it will not be deductible.

-	 Example: Pastor K is the head of staff of his church. 
He takes a prospect for a ministerial staff position out 
to dinner, where they discuss the person’s background 
and suitability for the position. The person’s spouse 
comes along because it would be impractical to discuss 
the position solely with the prospect. Further, Pastor 
K’s spouse accompanies her husband because the 
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other spouse is present. Pastor K pays everyone’s meal 
expense. The cost of the meals of all four people is an 
entertainment expense. 

Educational expenses

Certain educational expenses are deductible by ministers. 
You may deduct expenses you have for education, such as tui-
tion, books, supplies, correspondence courses and certain travel 
and transportation expenses, even though the education may 
lead to a degree, if the education satisfies one or both of the 
following conditions:

1.	 The education is required by your employer or by law or 
regulation to keep your salary, status or job; or  

2.	 The education maintains or improves skills required in 
your present work. 

However, you may not deduct expenses incurred for educa-
tion, even if one or both of the requirements mentioned above 
are met, if the education is required to meet the minimum edu-
cational requirements to qualify you in your trade or business 
or is part of a program of study that will lead to qualifying you 
in a new trade or business, even if you did not intend to enter 
that trade or business.

-	 Example: The minister at First Church takes a class at 
a local university. Expenses associated with the course 
are deductible educational expenses if the course 
maintains or improves job skills and is not a part of a 
program of study that will qualify the minister for a new 
trade or business. 

Employer-paid educational expenses are excludable from 
the gross income and wages of an employee if provided under 
an educational assistance program. Employees are limited to 
an exclusion of up to $5,250 of the benefits they receive during 
a calendar year. This exclusion applies to both income tax and 
Social Security tax. 

An educational assistance program in the context of church 
employers is a separate written plan of an employer for the 
exclusive benefit of its employees to give them educational 
assistance; that does not have eligibility requirements that dis-
criminate in favor of officers or highly compensated employees 
or their dependents; that does not provide eligible employees 
with a choice between educational assistance and cash; and that 
provides for reasonable notification of the availability and the 
terms of the program to eligible employees. 

Subscriptions and books

Ministers often purchase books and subscribe to journals 
and other periodicals that are directly relevant to the perfor-
mance of their professional duties. The income tax regulations 

specify that “a professional man may claim as deductions the 
cost of ... subscriptions to professional journals [and] amounts 
currently paid for books ... the useful life of which is short.”

The cost of a subscription will be deductible as a business 
expense if it is related to the conduct of a minister’s trade or 
business. Professional ministry journals and specialized min-
istry periodicals clearly satisfy this test. News magazines may 
also qualify if a minister can demonstrate that the information 
contained in such periodicals is related to his or her ministry 
(e.g., sources of illustrations for sermons). The cost of a general 
circulation daily newspaper is not deductible. 

The unreimbursed cost of books that are related to one’s 
ministry is a business expense. The same is true for the cost 
of books reimbursed by the church under a non-accountable 
arrangement. Deduct the cost of any book that you acquired for 
use in your ministry and that has a useful life (not the same as 
its physical life) of less than one year. For example, the cost of a 
book that you purchase and read, but have no intention of using 
again, can be deducted in full in the year of purchase. 

The unreimbursed cost of commentaries or theological 
dictionaries and encyclopedias that are acquired for extended 
reference use also may be deducted fully in the year of purchase. 
Alternatively, ministers can allocate the purchase price of refer-
ence books to their useful life by means of annual depreciation 
deductions. The depreciation deduction is computed using the 
Modified Accelerated Cost Recovery System (MACRS) method. 
See IRS Publication 946 for details. 

Personal computers

Church employees who purchase a computer that is used for 
business as well as personal use may be entitled to deduct the 
cost of the computer in the year of purchase or claim an annual 
depreciation deduction over the useful life of the computer. How-
ever, note that personal computers are “listed property” and, as a 
result, are subject to strict substantiation requirements regarding 
business use. Here are the rules that apply:

You can claim a deduction for the entire purchase price in 
the year of purchase (you do not need to depreciate the com-
puter). The price must be reduced by the percentage of use that 
is personal as opposed to business related. This is the option 
used by most ministers.

Alternatively, you can claim a depreciation deduction for the 
cost of a computer that you use in your work as an employee 
if its use is: 

1.	 For the convenience of your employer and
2.	 Required as a condition of your employment

For the convenience of your employer means that you can 
clearly demonstrate that you cannot perform your job without 
the home computer. The fact that the computer enables you to 
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perform your work more easily and efficiently is not enough. 
Further, you must prove that the computers available at your 
place of employment are insufficient to enable you to properly 
perform your job. Obviously, this is a difficult test to satisfy.

 “Required as a condition of your employment” means that 
you must not be able to properly perform your duties without 
the computer. It is not necessary that your employer explicitly 
requires you to use the computer. On the other hand, it is not 
enough that your employer merely states that your use of the 
home computer is a condition of your employment. If you are 
an employee and these tests are not met, you cannot deduct any 
of the cost of your home computer. 

If you are an employee and you meet both tests described 
above, you can claim a business deduction if you use your home 
computer more than 50% of the time during the year in your work.  

-	 Example: You occasionally take work home at night 
rather than work late at the office. You own and use a 
computer that is similar to the one you use at the office 
to complete your work at home. Since your use of the 
computer is not for the convenience of your employer 
and is not required as a condition of your employment, 
you cannot claim a depreciation deduction for it.

The depreciation method you use depends on whether you 
meet the more-than-50%-use test. You meet this test if you use 
the computer more than 50% in your work. If you meet this test, 
you may be able to take the Section 179 deduction for the year 
you place the item in service. This means that you can deduct in 
the year of purchase the portion of the purchase price that cor-
responds to the percentage of business use. If you do not meet 
the more-than-50%-use test, you are limited to the straight line 
method of depreciation and you cannot claim the Section 179 
deduction for the cost of the computer in the year of purchase. 
The more-than-50%-use test does not apply to a computer used 
only in a part of your home that meets the requirements of a 
home office. You may be able to take a Section 179 deduction 
for the year you place the computer in service. 

Your use of a computer in connection with investments 
does not count as use in your work. However, you can combine 
your investment use with your work use in figuring your depre-
ciation deduction.

For more information on depreciation and the Section 179 
deduction for computers and other items used in a home office, 
see Publication 946. 

You must keep records to prove your percentage of business 
and investment use.

Cell phones

The value of an employer-provided cell phone, provided 
primarily for non-compensatory business reasons, is excludable 

from an employee’s income as a working condition fringe ben-
efit. Personal use of an employer-provided cell phone, provided 
primarily for non-compensatory business reasons, is excludable 
from an employee’s income as a de minimis fringe benefit. You 
provide a cell phone primarily for non-compensatory business 
purposes if there are substantial business reasons for providing 
the cell phone. Examples of substantial business reasons include 
the employer’s need to contact the employee at all times for 
work-related emergencies. However, you cannot exclude from 
an employee’s wages the value of a cell phone provided as a 
means of providing additional compensation to an employee. 

Office in the home

The IRS audit guidelines for ministers instruct IRS agents 
to take the position that a minister who excludes all of his or 
her housing expenses as a housing allowance exclusion has, in 
effect, already deducted all of the expenses associated with an 
office in the home and should not be able to claim any addi-
tional deduction of these expenses as an itemized (home office) 
deduction on Schedule A.

How to report employee business expenses

The deductibility of your business expenses depends on 
whether you are an employee or self-employed, whether or 
not the expenses are reimbursed by the church and whether 
any reimbursed expenses are paid under an accountable or a 
non-accountable reimbursement plan. This section addresses 
the tax treatment of business expenses for ministers who report 
their income taxes as employees. The tax treatment of business 
expenses for ministers with self-employment income is dis-
cussed later (under the section on Schedule C).

The business expenses of ministers who are employees 
for federal income tax reporting purposes (this includes most 
ministers as explained earlier) can be handled in any of the 
following three ways:

Method 1: Accountable reimbursed expenses

The best way for ministers to handle business expenses is 
to have their employing church adopt an accountable business 
expense reimbursement arrangement. To be an accountable 
plan, your employer’s reimbursement or allowance arrange-
ment must include all of the following four rules:

1.	 Your expenses must have a business connection — that is, 
you must have paid or incurred deductible expenses while 
performing services as an employee of your employer.

2.	 You must adequately account to your employer for these 
expenses within a reasonable period of time (generally, 
within 60 days after they are paid or incurred).

3.	 You must return any excess reimbursement or allowance 
within a reasonable period of time (generally, within 120 
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days after the expense was paid or incurred). An excess 
reimbursement or allowance is any amount you are paid 
that is more than the business-related expenses that you 
adequately accounted for to your employer.

4.	 Business expense reimbursements must be paid for by 
the employer and cannot be funded out of an employ-
ee’s salary (for example, through salary reductions).  

Reimbursements of business expenses under such an 
arrangement are not reported as taxable income on a minister’s 
Form W-2 or Form 1040 and there are no deductions to claim. 
In effect, the minister is reporting to the church rather than to 
the IRS.

An accountable business expense reimbursement arrange-
ment should be established by the church in an appropriate 
resolution. In adopting a resolution, pay special attention to 
the following: 

Condition the reimbursement of any expense on adequate 
substantiation. This will include written evidence for all expenses 
and receipts for expenses of $75 or more. For most business 
expenses, the evidence must substantiate the amount, date, place 
and business nature of each expense. The key point is this: A 
church must require the same degree of substantiation as would 
be required for a deduction on the minister’s income tax return.  

-	 Example: Pastor R is senior minister at First Church. 
He reports his federal income taxes as an employee and 
the church reimburses him for all of his business and 
professional expenses (by means of a credit card or cash 
reimbursements). However, Pastor R is not required 
to account for such expenses by providing the church 
treasurer with receipts documenting the amount, time 
and place, business purpose (and, for entertainment 
expenses, the business relationship) of each expense. 
Pastor R simply informs the treasurer at the end of 
each month of the total expenses incurred during that 
month. Assume further that Pastor R cannot itemize 
deductions on Schedule A (he does not have sufficient 
deductions). If Pastor R received reimbursements of 
$4,000 in 2013: (1) the church would report the entire 
reimbursements ($4,000) as income on Pastor R’s W-2 
and Pastor R would report them as income (salary) 
on his Form 1040; and (2) Pastor R cannot deduct 
the reimbursed expenses as a miscellaneous itemized 
deduction on Schedule A since he does not have suffi-
cient expenses to itemize. In other words, all of Pastor 
R’s business expense reimbursements are includable in 
his income for tax purposes, but he cannot offset any 
of this income by deducting any portion of his business 
expenses. Even if Pastor R could itemize deductions, 
his non-accountable reimbursed expenses would be 

treated just like unreimbursed expenses — they are 
deductible only as miscellaneous itemized deductions 
and then only to the extent that they (along with 
most other miscellaneous expenses) exceed 2% of his 
adjusted gross income. Clearly, the tax impact of these 
rules can be costly for ministers who do not account 
to their employing church for their business expenses. 
Further, if the church and Pastor R neglect to report 
the reimbursements as taxable income, the reimburse-
ments become an “automatic excess benefit” that may 
trigger intermediate sanctions against (1) Pastor R 
(assuming he is an officer or director or the relative of 
one) of up to 225% of the excess benefit ($9,000) and 
(2) the board, up to a maximum penalty of $20,000.

-	 Example: Same facts as the previous example, except 
that the church adopts a reimbursement plan that 
meets the requirements of an accountable plan and 
Pastor R is reimbursed for $4,000 of substantiated 
expenses. Under these facts, the church would not 
report the $4,000 of reimbursements as income on 
Pastor R’s Form W-2 and Pastor R would not have to 
report the reimbursements or claim the expenses on 
his Form 1040. 

Churches occasionally reimburse ministers for non- 
business expenses. Such reimbursements, though they require an 
accounting, ordinarily must be included in the minister’s wages 
for income tax reporting purposes and they are not deductible 
by the minister. Such personal, living or family expenses are not 
deductible, and the entire amount of a church’s reimbursement 
must be included on the minister’s Form W-2 and Form 1040. 

Business expenses must be substantiated by adequate 
evidence to support an income tax deduction or an expense 
reimbursement under an accountable reimbursement plan of an 
employer. Stricter substantiation rules apply to transportation, 
travel and entertainment expenses. 

Method 2: Non-accountable reimbursed expenses

+	 Key Point: Ministers who are employees for income tax 
reporting purposes deduct any business expenses reim-
bursed by their church under a non-accountable reim-
bursement plan on Schedule A if they are able to itemize 
and only to the extent that such expenses exceed 2% of 
adjusted gross income. The full amount of the church’s 
reimbursements must be included in the minister’s income 
whether or not the expenses are deductible. A church 
has a non-accountable plan if it reimburses ministers (or 
other employees) for business expenses without requiring 
adequate substantiation of the amount, date, place and 
business purpose of the expenses or not requiring excess 
reimbursements to be returned to the church.



A non-accountable plan is a reimbursement arrangement 
that does not meet one or more of the four rules listed earlier 
under Method 1. In addition, even if your employer has an 
accountable plan, the following payments will be treated as 
being paid under a non-accountable plan:

1.	 Excess reimbursements you fail to return to your 
employer and

2.	 Reimbursement of nondeductible expenses related to 
your employer’s business. 

An arrangement that repays you for business expenses by 
reducing the amount reported as your wages, salary or other 
pay will be treated as a non-accountable plan. This is because 
you are entitled to receive the full amount of your pay whether 
or not you have any business expenses. 

It is common for churches to reimburse a minister’s busi-
ness expenses without requiring any substantiation of actual 
expenses or a return of reimbursements in excess of substanti-
ated expenses (for example, excess reimbursements). The most 
common example is the monthly car allowance. Many churches 
pay their minister a monthly allowance to cover business use of 
an automobile, without requiring any substantiation of actual 
expenses or a return of the amount by which the allowances 
exceed actual expenses. Such a reimbursement arrangement 
is called non-accountable since the minister is not required 
to account for (substantiate) the actual amount, date, place 
and business purpose of each reimbursed expense. Another 
common example would be a church that reimburses expenses 
that are claimed by a minister without adequate substantiation. 

For ministers who are employees, the full amount of the 
church’s reimbursements or allowances must be reported as 
income on the minister’s Form W-2 (and 1040). The minister 
can deduct actual expenses only as a miscellaneous itemized 
deduction on Schedule A to the extent these expenses exceed 
2% of adjusted gross income. The church’s reimbursements are 
fully reported as income to the minister who in many cases is 
unable to claim any deduction because of insufficient itemized 
expenses to use Schedule A.

s	 Caution: Non-accountable expense reimbursements of 
a “disqualified person” that are not reported as taxable 
income by the recipient or employer are classified as 
“automatic excess benefits” by the IRS, triggering the 
imposition of substantial excise taxes (called “interme-
diate sanctions”) of up to 225% of the amount of the 
excess benefit. Disqualified persons include officers or 
directors, including any minister who is an officer or 
director and their relatives. This penalty then pertains 
to most senior or lead pastors, as well as any of their rel-
atives, such as a youth pastor who is the senior pastor’s 

child. In some cases board members who approve such 
an arrangement may face penalties of up to $20,000 
(collectively).

+	 Key Point: The limitations on the deductibility of unre-
imbursed and non-accountable reimbursed employee 
business expenses can be avoided if the church adopts 
an accountable reimbursement plan. Reimbursements 
paid by the church under an accountable arrangement 
are not reported as income to the minister and the 
minister need not claim any deductions.

The IRS has advised ministers to comply with the so-called 
“Deason” allocation rule when computing deductions for 
unreimbursed business expenses as well as business expenses 
reimbursed by a church under a non-accountable arrangement. 
This rule requires ministers to reduce their business expense 
deduction by the percentage of their total compensation that 
consists of a tax-exempt housing allowance. This rule does not 
apply to the computation of self-employment taxes since the 
housing allowance is not deductible in computing these taxes. 
The “Deason” rule can be avoided if a church adopts an account-
able business expense reimbursement arrangement.

+	 Key Point: The IRS audit guidelines for ministers 
instruct agents to apply the so-called “Deason” alloca-
tion rule when auditing ministers.

Method 3: Unreimbursed expenses

+	 Key Point: Unreimbursed expenses are expenses 
that are not reimbursed by the church. They may be 
deducted only as a miscellaneous itemized deduction 
on Schedule A to the extent they exceed 2% of a minis-
ter’s adjusted gross income.

Many ministers incur unreimbursed business expenses. 
These are expenses that are not reimbursed by the church. 
Ministers who are employees for income tax reporting purposes 
claim their unreimbursed business expenses on Schedule A — 
if they are able to itemize — and only to the extent that such 
expenses exceed 2% of adjusted gross income. 

+	 Key Point: Ministers who are employees for income 
tax reporting purposes cannot claim any deduction for 
unreimbursed employee business expenses for which 
an employer reimbursement was available.

Find IRS forms, instructions and publications at www.IRS.gov or call 1-800-TAX-FORM. 41
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Schedule B
Schedule B is used to report taxable interest income and divi-
dend income of more than $1,500.

Step 1: Interest income (lines 1–4)

List (on line 1) the name of each institution or individual 
that paid you taxable interest if you received more than $1,500 
of taxable interest in 2013. Be sure the interest you report on 
line 1 corresponds to any 1099-INT forms you received from 
such institutions. Do not include tax-exempt interest.

Step 2: Dividend income (lines 5–6)

List (on line 5) the name of each institution that paid you 
dividends if you received more than $1,500 in dividends in 2013. 
Be sure the dividends you report on line 1 correspond to any 
1099-DIV forms you received from such institutions.  

Step 3: Foreign accounts and foreign trusts

Be sure to complete this part of the schedule if you had 
more than $1,500 of either taxable interest or dividends.

Schedule C
+	 Key Point: Most ministers who serve local churches 

or church agencies are employees for federal income 
tax purposes with respect to their church salary. They 
report their church salary on line 7 of Form 1040 and 
receive a Form W-2 from the church. They do not report 
their salary as self-employment earnings on Schedule C.  

+	 Key Point: Use Schedule C to report income and 
expenses from ministerial activities you conduct other 
than in your capacity as a church employee. Examples 
would be fees received for guest speaking appearances 
in other churches and fees received directly from 
church members for performing personal services, such 
as weddings and funerals.

➤ 	 Recommendation. Some ministers are eligible to use 
the simpler Schedule C-EZ. 

Step 1: Introduction

Complete the first several questions on Schedule C. Ministers 
should list Code 541990 on line B, since this is the code the IRS 
uses in a ministry tax illustration in Publication 517. Some min-
isters who report their church compensation as self-employed 
point to this code as proof that ministers serving local churches 
can report as self-employed. This is not so. This code applies to 
the incidental self-employment activities of ministers who report 

their church salaries as employees. It also applies to those few 
ministers who are self-employed, such as traveling evangelists.

Step 2: Income (lines 1–7)

Report on line 1 your gross income from your self- 
employment activity. 

Step 3: Expenses (lines 8–27)

s Caution: Many ministers continue to report their income 
taxes as self-employed. One perceived advantage of doing so is 
the ability of the minister to fully deduct business expenses on 
Schedule C whether or not the minister can itemize deductions 
on Schedule A. This advantage is often illusory. Most ministers, 
if audited by the IRS, would be reclassified as employees and 
their Schedule C deductions disallowed. This could result in 
substantial additional taxes, penalties and interest, especially 
if the minister is not able to itemize expenses on Schedule A. 
The best way for ministers to handle their business expenses is 
through an accountable expense reimbursement arrangement. 

Report any business expenses associated with your self- 
employment earnings on lines 8 through 27. For example, if 
you incur transportation, travel or entertainment expenses in 
the course of performing self-employment activities, you deduct 
these expenses on lines 8 through 27 of Schedule C.

Since self-employed ministers list only their net self- 
employment earnings (that is, after deducting all business and 
professional expenses) as a component of gross income on line 
12 of Form 1040, they in effect are able to deduct 100% of their 
business and professional expenses even if they do not have 
enough itemized deductions to use Schedule A.

Self-employed persons can deduct only 50% of business 
meals and entertainment. Further, self-employed persons who 
use Schedule C to report their business deductions are not sub-
ject to the 2% floor that applies to the deduction of employee 
business and professional expenses that are either unreim-
bursed or reimbursed under a non-accountable reimbursement 
plan. In addition, ministers who report their church income as 
self-employed are taxed on the value of certain fringe benefits 
(including employer-paid medical insurance).

+	 Key Point: One of the reasons the audit rate is higher 
for self-employed taxpayers is that only 30% of all 
taxpayers have sufficient itemized expenses to use 
Schedule A. If the IRS can reclassify taxpayers from 
self-employed to employee status, it will generate more 
tax dollars since only 30% of taxpayers can itemize 
deductions on Schedule A. Business expenses that 
could have been claimed by a self-employed taxpayer 
on Schedule C are lost if that taxpayer is reclassified as 
an employee and has insufficient expenses to itemize 
on Schedule A.
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-	 Example: Pastor M reports his income taxes as a self- 
employed person. He has $4,000 of business expenses 
in 2013 that were not reimbursed by his church. He 
deducted all of them on Schedule C. He did not have 
enough expenses to itemize deductions on Schedule A. 
Pastor M is later audited by the IRS and he is reclassified 
as an employee. He will not be able to deduct any of the 
$4,000 of business expenses since they are deductible, by 
an employee, only as an itemized deduction on Schedule 
A. Further, Pastor M will have to pay interest and possibly 
penalties in addition to the additional taxes.

Schedule C-EZ
The IRS has released a simpler form of Schedule C that can 

be used by some people with self-employment earnings. The 
new Schedule C-EZ can be used instead of Schedule C if you 
meet all of these requirements: 

1.	 You had business expenses associated with your trade 
or business of $5,000 or less in 2013.

2.	 You use the cash rather than the accrual method  
of accounting.

3.	 You did not have an inventory at any time during the year.
4.	 You did not have a net loss from your trade or business.
5.	 You had only one business as a sole proprietor.
6.	 You had no employees.
7.	 You do not use Form 4562 to compute a depreciation 

deduction with regard to your trade or business.
8.	 You do not claim a deduction for the business use  

of your home.

Many ministers who report their church compensation as 
employees will be able to use this form to report small amounts 
of self-employment earnings they receive during the course of 
a year as honoraria for occasional guest speaking appearances 
or as fees received directly from church members for services 
rendered on their behalf (for example, marriages and funerals).

Schedule SE
+	 Key Point: Use Schedule SE to report Social Security 

taxes on any income you earned as a minister if you 
have not applied for and received IRS approval of 
an exemption application (Form 4361). Remember, 
ministers always are self-employed for Social Security 
purposes with respect to their ministerial services. They 
pay self-employment taxes and never FICA taxes, with 
respect to such services.

+	 Key Point: Ministers who have received IRS approval 
of an application for exemption from self-employment 
taxes (Form 4361) do not pay any Social Security taxes 

on compensation received for their ministerial services. 
They do not use Schedule SE.

Step 1: Section A (line 2)

Most ministers use the short Schedule SE rather than the 
long Schedule SE. This means that they complete Section A on 
page 1 of the schedule rather than Section B on page 2.

Ministers report their net self-employment earnings on line 
2 of Section A. This amount is computed as follows:

Add the following to the church salary: 

•	 Other items of church income (including taxable fringe 
benefits) 

•	 Fees you receive for marriages, baptisms, funerals, etc.
•	 Self-employment earnings from outside businesses
•	 Annual rental value of a parsonage, including utilities 

paid by church (unless you are retired)
•	 A housing allowance (unless you are retired)
•	 Business expense reimbursements (under a non- 

accountable plan)
•	 The value of meals served on the church’s premises for 

the convenience of the employer
•	 Any amount a church pays toward your income tax or 

self-employment tax

And then deduct the following:
•	 Most income tax exclusions other than meals or lodging 

furnished for the employer’s convenience and the  
foreign-earned income exclusion 

•	 Annual fair rental value of a parsonage provided to you 
after you retire

•	 Housing allowance provided to you after you retire
•	 Contributions by your church to a tax-sheltered annuity 

plan set up for you, including any salary reduction contri-
butions (elective deferrals) that are not included in your 
gross income

•	 Pension payments or retirement allowances you receive 
for your past ministerial services

•	 Net self-employment earnings (without regard to this 
deduction) multiplied by 7.65%

Unreimbursed, and non-accountable reimbursed, 
expenses. The clear implication of the tax code and IRS Rev-
enue Ruling 80-110 is that unreimbursed business expenses and 
reimbursed business expenses under a non-accountable plan 
are deductible by pastors in computing their self-employment 
tax liability even if they are not able to deduct these expenses 
in computing their income tax liability because they do not 
have enough itemized expenses to use Schedule A. This under-
standing is clearly reflected in IRS Publication 517.

Find IRS forms, instructions and publications at www.IRS.gov or call 1-800-TAX-FORM.
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However, this understanding is contradicted by the fol-
lowing statement in the instructions to Schedule SE: “If you 
were a duly ordained minister who was an employee of a church 
and you must pay SE tax, the unreimbursed business expenses 
that you incurred as a church employee are allowed only as an 
itemized deduction for income tax purposes.” This statement 
implies that unreimbursed employee business expenses are 
never deductible in computing net earnings from SE, regard-
less of whether they can be claimed as itemized deductions on 
Schedule A. This statement is clearly wrong, since Section 1402 
says that self-employed persons can reduce self-employment 
earnings in computing their self-employment tax liability by 
“the deductions attributable to the trade or business.” This 
clearly includes unreimbursed business expenses. 

Because of the confusion caused by the instructions 
to Schedule SE, ministers should consult with a tax pro-
fessional before claiming unreimbursed expenses and  
non-accountable reimbursed expenses as deductions in  
computing self-employment tax liability on Schedule SE.

Step 2: Section A (line 4)

Ministers (and other taxpayers who are self-employed for 
Social Security) can reduce their taxable earnings by 7.65%, 
which is half the Social Security and Medicare tax paid by 
employers and employees. To do this, multiply net earnings 
from self-employment times 0.9235 on line 4. Self-employment 
taxes are paid on the reduced amount.

Step 3: Section A (line 5)

The self-employment tax for 2013 is computed on this line. 
The self-employment tax rate for 2013 is 15.3%, which consists 
of the following two components:

1.	 A Medicare hospital insurance tax of 2.9% and 
2.	 An old-age, survivor and disability (Social Security) tax 

of 12.4%. 
For 2013, the 2.9% Medicare tax applied to all net earn-

ings from self-employment regardless of amount. The 12.4% 
Social Security tax applied to only the first $113,700 of net self- 
employment earnings.

Form 2106
+	 Key Point: Use Form 2106 to compute your employee 

business expenses claimed on Schedule A.

Step 1: Enter your expenses

On lines 1 through 6, you report your employee business 
expenses. For most ministers, the most significant employee 
business expense is the business use of a car. This expense is 
computed on Part II (side 2) of Form 2106 and then reported on 
line 1 of Part I. Ministers may use the actual expense method of 

computing their car expenses or the standard mileage rate. Most 
ministers elect the standard mileage rate. Under this method, 
substantiated business miles are multiplied times the current 
standard mileage rate (56.5 cents per mile for business miles 
driven during 2013). You compute your vehicle expenses using 
the standard mileage rate in Section B of Part II (line 22). 

+	 Key Point: The business standard mileage rate for 2014 
is 56 cents per mile.

Those ministers using the actual expense method compute 
their car expenses in Section C of Part II. Some restrictions apply 
to use of the standard mileage rate. First, you must maintain ade-
quate records to substantiate your business miles, and second, 
you must use the standard mileage rate for the first year you 
began using your car for business purposes. 

On line 3, you report your travel expenses incurred while 
away from home overnight on business. This would include 
travel to other cities to perform weddings or funerals or trips 
to denominational meetings. Do not include meals and enter-
tainment on line 3 (these items are reported separately on line 
5). On line 4, report business expenses other than local trans-
portation, overnight travel and meals and entertainment. This 
would include education, publications and the other kinds of 
business expenses discussed previously in this guide.

Step 2: Enter amounts your employer gave you 
for expenses listed in Step 1

If your employer (church) reimbursed some or all of your 
business expenses and does not report them as income in box 1 
of your Form W-2, report the amount of these reimbursements 
on line 7. This would include any amount reported under code 
L in box 12 of your Form W-2 (substantiated car expense reim-
bursements up to the standard business mileage rate).

Step 3: Figure expenses to deduct on Schedule A 
(Form 1040)

On lines 8 through 10, you compute the amount of your business 
expense deduction to be claimed on Schedule A. The deduction 
will be limited to the amount that exceeds 2% of your adjusted 
gross income.

Form 2106-EZ
Employees can use a simplified Form 2106-EZ to compute 

their business expense deduction for 2013 if their employer did 
not reimburse business expenses and they use the standard 
mileage rate for computing automobile expenses.
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Note: This example is based on an illustrated example 
contained at the end of IRS Publication 517.

Rev. John Michaels is the minister of the First United Church. He 
is married and has one child. The child is considered a quali-
fying child for the child tax credit. Mrs. Michaels is not employed 
outside the home. Rev. Michaels is a common-law employee of 
the church and he has not applied for an exemption from SE tax. 
The church paid Rev. Michaels a salary of $45,000. In addition, 
as a self-employed person, he earned $4,000 during the year 
for weddings, baptisms and honoraria. He made estimated tax 
payments during the year totaling $12,000. He taught a course at 
the local community college, for which he was paid $3,400. Rev. 
Michaels owns a home next to the church. He makes a $1,125 
per month mortgage payment of principal and interest only. 
His utility bills and other housing-related expenses for the year 
totaled $1,450 and the real estate taxes on his home amounted 
to $1,750 for the year. The church paid him $1,400 per month as 
his parsonage allowance. The home’s fair rental value is $1,380 
per month (including furnishings and utilities). 

The parts of Rev. and Mrs. Michaels’ income tax return are 
explained in the order they are completed. They are illustrated 
in the order that Rev. Michaels will assemble the return to send 
it to the IRS.

Form W–2 from church
The church completed Form W–2 for Rev. Michaels as follows:

Box 1. The church entered Rev. Michaels’ $45,000 salary.

Box 2. The church left this box blank because Rev. Michaels did 
not request federal income tax withholding. 

Boxes 3 through 6. Rev. Michaels is considered a self-employed 
person for purposes of Social Security and Medicare tax with-
holding, so the church left these boxes blank. 

Box 14. The church entered Rev. Michaels’ total housing  
allowance for the year and identified it.

TurboTax tips: Listed below are tips for ministers who use 
TurboTax to complete their returns. We have listed our rec-
ommended responses to some of the questions asked by the 
software when entering your W–2 from your church. Please note 
that, at the time of publication, the 2013 TurboTax software had 
not been released, so the TurboTax tips listed throughout this 
example are based on the 2012 version of the software. These 
tips should not be construed as an endorsement or recommen-
dation of the TurboTax software. 

1. “Do any of these apply to this W–2?”   
		  Be sure to check the box that says, “I earned this income 

for religious employment (ministry, religious sect).”

2.  “About your religious employment.”    		
Please note that ministers fall under the category of  
clergy employment. 

3.  “Tell us about your minister housing.” 
		  TurboTax then asks for the parsonage or housing allow-

ance, as well as the amount of qualifying expenses.  

		  The amount you should enter for qualifying expenses is 
the lesser of your actual housing expenses, the annual 
fair rental value of your home (including furnishings and 
utilities) or the amount of your pay that was designated 
as ministerial housing allowance by your Church.

4. “How would you like us to calculate ministry self- 
employment tax?””

		  Please note that self-employment tax should be paid on 
wages and housing allowance. See Schedule SE TurboTax 
Tip for additional information. 

Form W–2 from college
The community college gave Rev. Michaels a Form W–2 that 
showed the following:
Box 1. The college entered Rev. Michaels’ $3,400 salary.

Box 2. The college withheld $272 in federal income tax on Rev. 
Michaels’ behalf.

Boxes 3 and 5. As an employee of the college, Rev. Rev. Michaels 
is subject to Social Security and Medicare withholding on his 
full salary from the college.

Box 4. The college withheld $210.80 in Social Security taxes.

Box 6. The college withheld $49.30 in Medicare taxes.

Schedule C-EZ (Form 1040)
Some of  Rev. Michaels’ entries on Schedule C–EZ are 
explained here.
Line 1. Rev. Michaels reports the $4,000 from weddings, bap-
tisms and honoraria.

Line 2. Rev. Michaels reports his expenses related to the line 
1 amount. The total consisted of $87 for marriage and family 
booklets and $253 for 448 miles of business use of his car, 
mainly in connection with honoraria. Rev. Michaels used the 
standard mileage rate to figure his car expense. He multiplied 

Part 4. Comprehensive Examples and Forms
Example One: Active minister
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the standard mileage rate of 56.5 cents by 448 miles for a total 
of $253. These expenses total $340 ($253 + $87). However, 
he cannot deduct the part of his expenses allocable to his tax-
free parsonage allowance. He attaches the required statement, 
Attachment 1 (shown later), to his return showing that 25% (or 
$85) of his business expenses are not deductible because they 
are allocable to that tax-free allowance. He subtracts the $85 
from the $340 and enters the $255 difference on line 2.

Line 3. He enters his net profit of $3,745 both on line 3 and on 
Form 1040, line 12.

Lines 4 through 8b. Rev. Michaels fills out these lines to report 
information about his car. 

TurboTax tip: TurboTax does not appear to calculate the 
non-deductible portion of the expenses which should be allo-
cated to the tax-free portion of the housing allowance. The tax-
payer will need to adjust the expenses (as shown in Attachment 
1) and input the reduced figure into the software. 

Form 2106–EZ
Rev. Michaels fills out Form 2106-EZ to report the unreimbursed 
business expenses he had as a common-law employee of First 
United Church.

Line 1. Before completing line 1, Rev. Michaels fills out Part II 
because he used his car for church business. His records show 
that he drove 2,531 business miles, which he reports in Part II. 
On line 1, he multiplies 2,531 miles driven by the mileage rate of 
56.5 cents. The combined result of $1,430 is reported on line 1.

Line 4. He enters $219 for his professional publications and 
booklets.

Line 6. Before entering the total expenses on line 6, Rev. 
Michaels must reduce them by the amount allocable to his 
tax-free parsonage allowance. On the required Attachment 1 
(shown later), he shows that 25% (or $412) of his employee 
business expenses are not deductible because they are allocable 
to the tax-free parsonage allowance. He subtracts $412 from 
$1,649 and enters the result, $1,237, on line 6. He also enters 
$1,237 on line 21 of Schedule A (Form 1040).

TurboTax tip: TurboTax does not appear to calculate the 
non-deductible portion of the expenses which should be allo-
cated to the tax-free portion of the housing allowance. The tax-
payer will need to adjust the expenses (as shown in Attachment 
1) and input the reduced figure into the software. 

Schedule A (Form 1040)
Rev. Michaels fills out Schedule A as explained here.
Line 5. Rev. and Mrs. Michaels do not pay state income tax; 
however, a deduction is available for state and local general 
sales taxes. For the purpose of this example, the author did not 
include an amount on Schedule A.  

Line 6. Rev. Michaels deducts $1,750 in real estate taxes.

Line 10. He deducts $6,810 of home mortgage interest.

Line 16. Rev. and Mrs. Michaels contributed $4,800 in cash 
during the year to various qualifying charities. Each individual 
contribution was less than $250. For each contribution, Rev. 
and Mrs. Michaels maintain the required bank record (such as 
a cancelled check) or written communication from the charity 
showing the charity’s name, the amount of the contribution and 
the date of the contribution. (This substantiation is required in 
order for any contribution of money [cash, check or other mone-
tary instrument] made in 2007 and thereafter to be deductible.)

Line 21. Rev. Michaels enters his unreimbursed employee busi-
ness expenses from Form 2106-EZ, line 6.

Lines 25, 26 and 27. He can deduct only the part of his 
employee business expenses that exceeds 2% of his adjusted 
gross income. He fills out these lines to figure the amount he 
can deduct.

Line 29. The total of all the Michaels’ itemized deductions is 
$13,639, which they enter on line 29 and on Form 1040, line 40.

Schedule SE (Form 1040)
After Rev. Michaels prepares Schedule C-EZ and Form 2106-EZ, 
he fills out Schedule SE (Form 1040). He reads the chart on page 
1 of the schedule which tells him he can use Section A — Short 
Schedule SE to figure his self-employment tax. Rev. Michaels is a 
minister, so his salary from the church is not considered church 
employee income. Thus, he does not have to use Section B — 
Long Schedule SE. He fills out the following lines in Section A.

Line 2. Rev. Michaels attaches a statement (see Attachment 2 
later) that explains how he figures the amount ($63,811) he 
enters here.

Line 4. He multiplies $63,811 by .9235 to get his net earnings 
from self-employment ($58,929).

Line 5. The amount on line 4 is less than $113,700, so Rev. 
Michaels multiplies the amount on line 4 ($58,929) by .153 to 
get his self-employment tax of $9,016. He enters that amount 
here and on Form 1040, line 56.

Line 6. Rev. Michaels multiplies the amount on line 5 by .50 
to get his deduction for the employer-equivalent portion of 
self-employment tax of $4,508. He enters that amount here and 
on Form 1040, line 27.
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TurboTax tip: The software asks about self-employment tax 
on ministry wages. The taxpayer should check the box to 
pay self-employment tax on wages and housing allowance 
(assuming, as shown in this example, that the minister has not 
applied for exemption from the SE tax). Please note that the soft-
ware does not appear to reduce self-employment wages by the 
business expenses allocated to tax-free income. The taxpayer 
will need to adjust net self-employment income (as shown in 
Attachment 2) and input the reduced figure into the software.

Form 1040
After Rev. Michaels prepares Form 2106-EZ and the other sched-
ules, he fills out Form 1040. He files a joint return with his wife. 
First he fills out the address area and completes the appropriate 
lines for his filing status and exemptions. Then, he fills out the 
rest of the form as follows:

Line 7. Rev. Michaels reports $48,640. This amount is the total 
of his $45,000 church salary, $3,400 college salary and $240, the 
excess of the amount designated and paid to him as a parsonage 
allowance over the lesser of his actual expenses and the fair 
rental value of his home (including furnishings and utilities). 
The two salaries were reported to him in box 1 of the Form 
W–2 he received.

Line 12. He reports his net profit of $3,745 from Schedule C–EZ, 
line 3.

Line 27. He enters $4,508, the deductible part of his SE tax from 
Schedule SE, line 6.

Line 37. Subtract line 36 from line 22. This is his adjusted gross 
income and he carries this amount forward to line 38.

Line 40. He enters the total itemized deductions from Schedule 
A, line 29.

Line 42. He multiplies the number of exemptions claimed (3 
from Line 6d) by $3,900 and enters an exemption amount of 
$11,700 on line 42.

Line 51. The Michaels’s can take the child tax credit for their 
daughter, Jennifer. Rev. Michaels figures the credit by com-
pleting the Child Tax Credit Worksheet (not shown) contained 
in the Form 1040 general instructions. He enters the $1,000 
credit. (Note: The Michaels are not required to attach Schedule 
8812 to claim the child tax credit since their daughter does not 
have an individual taxpayer identification number (ITIN). The 
IRS issues ITINs to foreign nationals and others who have fed-
eral tax reporting or filing requirements and do not qualify for 
Social Security numbers (SSNs). Since Jennifer has a SSN, she 
is not required to obtain an ITIN and therefore Schedule 8812 
is not applicable.)

Line 56. He enters the self-employment tax from Schedule SE, 
line 5.

Line 62. He enters the federal income tax shown in box 2 of his 
Form W–2 from the college.

Line 63. He enters the $12,000 estimated tax payments he made 
for the year.
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Example Two: Retired minister
Rev. William K. Green is a retired minister. He is 69 years 

old. He is married to Sarah J. Green. She is 65 years old and is 
also retired. For 2013, Rev. Green received $15,000 in annuity 
income, all of which was designated in advance by GuideStone 
as a housing allowance. Rev. Green had housing expenses 
of $13,000. The home’s fair rental value is $1,200 per month 
(including furnishings and utilities). Housing allowances for 
retired ministers are not taxable in computing federal income 
tax to the extent that they do not exceed the lesser of actual 
housing expenses or the annual fair rental value of the home 
(including furnishings and utilities). Retirement benefits, 
whether or not designated in advance as a housing allowance, 
are not subject to self-employment taxes.

Rev. Green received $12,000 of Social Security benefits 
in 2013 and his wife received $6,000. None of this income is 
taxable, however, because the Green’s income is not enough to 
expose their Social Security benefits to tax. 

In 2013, Rev. Green received $2,000 from occasional guest 
preaching engagements. He incurred $590 in expenses as a 
result of these activities ($440 of travel expenses and $150 of 
meal expenses). Note that Rev. Green will pay self-employment 
tax on this income (see Schedule SE), since it represents com-
pensation from active ministry.

The parts of Rev. and Mrs. Green’s income tax return are 
explained in the order they are completed. They are illustrated 
in the order that the Rev. Green will assemble the return to 
send it to the IRS.

Form 1099-R from GuideStone 
GuideStone completed Form 1099-R for Rev. Green as 

follows:
Box 1. The $15,000 pension income Rev. Green receives from 
GuideStone.
Box 2b. Taxable amount not determined. GuideStone desig-
nated in advance 100% of pension income as a housing allow-
ance. It is not taxable to the extent that it does not exceed the 
lesser of actual housing expenses or the annual fair rental value 
of the home (including furnishings and utilities). 
Box 7. Rev. Green’s pension income is a normal distribution.   

Schedule C-EZ (Form 1040)
Some of Rev. Green’s entries on Schedule C-EZ are  

explained here.

Line 1b. Rev. Green reports the $2,000 from occasional guest 
preaching engagements.

Line 2. Green reports his expenses related to the line 1 amount. 
He drove 779 miles of business use of his car, in connection 

with guest preaching. Rev. Green used the standard business 
mileage rate to figure his car expense. He multiplied the 
standard mileage rate of 56.5 cents by 779 miles for a total 
of $440. He also incurred $75 ($150 x 50% non-deductible) 
in meal expenses in connection with the guest preaching for 
total expenses of $515. However, he cannot deduct the part of 
his expenses allocable to his tax-free parsonage allowance. He 
attaches the required statement, Attachment 1 (shown later), to 
his return showing that 76% (or $391) of his business expenses 
are not deductible because they are allocable to that tax-free 
allowance. He subtracts the $391 from the $515 and enters the 
$124 difference on line 2.

Line 3. He enters his net profit of $1,876 both on line 3 and on 
Form 1040, line 12. 

Lines 4 through 8b. Rev. Green fills out these lines to report 
information about his car.

TurboTax tips: Listed below are tips for ministers who use 
TurboTax to complete their returns. Please note that, at the 
time of publication, the 2013 TurboTax software had not been 
released, so the TurboTax tips listed throughout this example 
are based on the 2012 version of the software. These tips should 
not be construed as an endorsement or recommendation of the 
TurboTax software. 

TurboTax does not appear to calculate the non-deductible 
portion of the expenses which should be allocated to the tax-
free portion of the housing allowance. The taxpayer will need 
to adjust the expenses (as shown in Attachment 1) and input the 
reduced figure into the software.

Schedule SE (Form 1040)
After Rev. Green prepares Schedule C-EZ he fills out 

Schedule SE (Form 1040). He reads the chart on page 1 of 
the schedule, which tells him he can use Section A — Short 
Schedule SE to figure his self-employment tax. Ministers are 
not church employees under this definition. He fills out the 
following lines in Section A.
Line 2. Rev. Green attaches a statement (see Attachment 2 
later) that calculates his net profit of $1,485 and he enters that 
amount here.
Line 4. He multiplies the $1,485 by .9235 to get his net earnings 
from self-employment ($1,371). 
Line 5. The amount on line 4 is less than $113,700, so Rev. 
Green multiplies the amount on line 4 ($1,371) by .153 to get his 
self-employment tax of $210. He enters that amount here and 
on Form 1040, line 56. 
Line 6. Rev. Green multiplies the amount on line 5 by .50 to 
get his deduction for the employer-equivalent portion of self- 
employment tax of $105. He enters that amount here and on 
Form 1040, line 27.
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TurboTax tips: The software does not appear to reduce self- 
employment wages by the business expenses allocated to tax-
free income. The taxpayer will need to adjust net self-employ-
ment income (as shown in Attachment 2) and input the reduced 
figure into the software. 

Form 1040
After Rev. Green prepares Schedule C-EZ and Schedule 

SE, he fills out Form 1040. Rev. Green files a joint return with 
his wife. First, he fills out the address area and completes the 
appropriate lines for his filing status and exemptions. Then, he 
fills out the rest of the form as follows:

Line 12. He reports his net profit of $1,876 from Schedule C-EZ, 
line 3.

Line 16a and 16b. Rev. Green reports his total annuity income 
of $15,000 on line 16a. He reports the taxable amount ($2,000) 
as computed on Attachment 1 (shown later) on line 16b.

Line 20a and 20b. Since none of Rev. Green’s Social Security 
benefits are taxable, he does not report any amounts on line 
20a or 20b.

Line 27. He enters $105, the deductible part of his SE tax from 
Schedule SE, line 6.

Line 37. Subtract line 36 from line 22. This is his adjusted gross 
income, and he carries this amount forward to line 38. 

Line 39a. He checks the boxes indicating that he and his wife 
were born before January 2, 1949 and enters “2” in the “total” 
box.

Line 40. Rev. Green enters his standard deduction of $14,600 
which takes into consideration the fact he and his wife were 
born before January 2, 1949. 

Line 42. He multiplies the number of exemptions claimed (2 
from Line 6d) by $3,900 and enters an exemption amount of 
$7,800 on line 42. 

Line 43. Rev. Green has no taxable income. 

Line 56. He enters the self-employment tax from Schedule SE, 
line 5.

Line 62. Rev. Green did not have any income tax withheld from 
his pension. 

Line 76. Amount Rev. Green owes to the IRS. 
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Introduction
The most important federal reporting obligation for most 

churches is the withholding and reporting of employee income 
taxes and Social Security taxes. These payroll reporting require-
ments apply, in whole or in part, to most churches. Yet many 
churches do not fully comply with them for various reasons, 
including the following: 
1.	 The church treasurer is elected by the congregation and 

does not remain in office long enough to understand the 
application of the payroll tax reporting rules to churches.

2.	 Church leaders assume that churches are exempt from the 
payroll tax reporting requirements. This is a false assump-
tion. The courts have rejected the argument that the appli-
cation of the payroll tax reporting rules to churches violates 
the constitutional guaranty of religious freedom.

3.	 A number of special payroll tax reporting rules apply to 
churches and these often are not clearly understood by 
church staff members. These special rules include the 
following:
  •	 Ministers are self-employed for Social Security with 

respect to their ministerial services. While most min-
isters are employees for federal income tax reporting 
purposes, they are self-employed for Social Security 
with respect to services they perform in the exercise of 
ministry. This means that they pay the “self-employment 
tax” (SECA) rather than the employee’s share of Social 
Security and Medicare taxes — even if they report their 
federal income taxes as a church employee. It is incor-
rect for churches to treat ministers as employees for 
Social Security and to withhold the employee’s share 
of Social Security and Medicare taxes from their wages.

  •	 A minister’s wages are exempt from income tax 

withholding. Wages paid to a minister as compensa-
tion for ministerial services are exempt from income 
tax withholding whether the minister reports income 
taxes as an employee or as self-employed. Ministers use 
the estimated tax procedure to pay their federal taxes, 
unless they have entered into a voluntary withholding 
agreement with their employing church.

  •	 Some churches are exempt from the employer’s 

share of Social Security and Medicare taxes because 

they filed a timely exemption application. For 
most churches, this exemption had to be filed before 
October 31, 1984. The exemption does not excuse 
the church from income tax withholding, filing Form 
941 or issuing W-2 forms to church employees. The 
non-minister employees of a church that filed such an 
exemption application are treated as self-employed for 
Social Security and must pay the self-employment tax 
(SECA) if they are paid $108.28 or more during the year.

s	 Caution: Federal law specifies that any corporate officer, 
director or employee who is responsible for withholding 
taxes and paying them to the government may be liable 
for a penalty in the amount of 100% of such taxes if they 
are either not withheld or not paid to the government. 
This penalty is of special relevance to church leaders, 
given the high rate of non-compliance by churches with 
the payroll reporting procedures. 

Maximizing tax benefits for your minister 
Housing allowance (or parsonage allowance)

The most important tax benefit available to ministers who 
own or rent their home is the housing allowance exclusion. 
Unfortunately, many churches fail to designate a portion of their 
minister’s compensation as a housing allowance and thereby 
deprive the minister of an important tax benefit. 

A housing allowance is simply a portion of a minister’s 
compensation that is so designated in advance by the minister’s 
employing church. For example, in December of 2013 a church 
agrees to pay its pastor “total compensation” of $45,000 for 
2014 and designates $15,000 of this amount as a housing allow-
ance (the remaining $30,000 is salary). This “costs” the church 
nothing. It is simply a matter of designating part of a minister’s 
salary as a housing allowance.

The tax code specifies that the housing allowance of a min-
ister who owns or rents a home is non-taxable in computing fed-
eral income taxes to the extent that it is (1) declared in advance, 
(2) used for housing expenses and (3) does not exceed the fair 
rental value of the minister’s home (furnished, plus utilities).  

+	 Key Point: Under no circumstances can a church des-
ignate a housing allowance retroactively. 

+	 Key Point: Although repayments of principal and 
interest on a home mortgage loan qualify as a housing 
expense to which a housing allowance can be applied, 
costs associated with refinancing a principal residence 
or a home equity loan qualify only if the proceeds are 
used for housing expenses. 

Ministers who live in a church-owned residence that is 
provided “rent-free” as compensation for ministerial services do 
not include the annual fair rental value of the home as income 
in computing their federal income taxes. The annual fair rental 
value is not “deducted” from the minister’s income. Rather, it 
is not reported as additional income on Form 1040 (as it gen-
erally would be by non-clergy workers). Ministers who live in a 
church-provided residence do not pay federal income taxes on 
the amount of their compensation that their employing church 
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designates in advance as a housing allowance, to the extent that 
the allowance represents compensation for ministerial services 
and is used to pay housing-related expenses such as utilities, 
repairs and furnishings.

Note that the housing allowance and fair rental value of a 
residence are non-taxable only when computing federal income 
taxes. Ministers must include their housing allowance and rental 
value as taxable income when computing their self-employment 
taxes (except for retired ministers). In addition, any housing 
provided to a minister that is excludable from taxable income 
pursuant to IRC Section 119, under the convenience of the 
employer statute, also must be included in a minister’s taxable 
income when computing self-employment income.

+	 Key Point: Be sure that the designation of a housing 
allowance for the following year is on the agenda of 
the church for one of its final business meetings of 
the current year. The designation should be an official 
action and it should be duly recorded in the minutes 
of the meeting. The IRS also recognizes designations 
in employment contracts and budget line items — 
assuming that the church duly adopted the designation 
and it is reflected in a written document.

Accountable reimbursements

The best way for ministers to handle their ministry-related 
business expenses is to have their employing church adopt 
an accountable expense reimbursement arrangement. An 
accountable arrangement is one that meets the following four 
requirements: (1) only business expenses are reimbursed; (2) 
no reimbursement without an adequate accounting of expenses 
within a reasonable period of time (not more than 60 days after an 
expense is incurred); (3) any excess reimbursement or allowance 
must be returned to the employer within a reasonable period of 
time (not more than 120 days after an excess reimbursement is 
paid); (4) an employer’s reimbursements must come out of the 
employer’s funds and not by reducing the employee’s salary. 
Under an accountable plan, an employee reports to the church 
rather than to the IRS. The reimbursements are not reported 
as taxable income to the employee and the employee does not 
claim any deductions. This is the best way for churches to handle 
reimbursements of business expenses.

+	 Key Point: Reimbursements of business expenses 
under an accountable arrangement are not reported as 
taxable income on an employee’s Form W-2 or Form 
1040, and there are no deductions to claim. In effect, 
the employee is reporting to the church rather than to 
the IRS. This often translates into significant tax savings 
for the employee.

An accountable reimbursement arrangement should be 
established by the church board or congregation in an appro-
priate resolution. In adopting a resolution, pay special attention 
to the following rules: 

1.	 Condition the reimbursement of any expense on ade-

quate substantiation. This will include written evidence 
for all expenses and receipts for expenses of $75 or more. 
For most expenses, the evidence must substantiate the 
amount, date, place and business nature of each expense. 
The key point is this: A church must require the same degree 
of substantiation as would be required for a deduction on 
the minister’s income tax return. 

2.	 Expenses must be substantiated, and excess reim-

bursements returned to the church, within a reason-

able time. Expenses will be deemed substantiated within 
a reasonable time if they are substantiated within 60 days. 
Excess reimbursements will be deemed to be returned to 
the employer within a reasonable time if they are returned 
within 120 days.

Churches occasionally reimburse ministers for non- 
business expenses. Such reimbursements, though they require 
an accounting, ordinarily must be included in the minister’s 
wages for income tax reporting purposes and they are not 
deductible by the minister. Such personal, living or family 
expenses are not deductible and the entire amount of a church’s 
reimbursement must be reported as taxable income on the 
minister’s Form W-2 and Form 1040. 

Flexible spending accounts

A health flexible spending account (FSA) allows employees 
to be reimbursed for medical expenses. FSAs are usually funded 
through voluntary salary reduction agreements with one’s 
employer. No payroll taxes are deducted from employee con-
tributions. The employer also may contribute.

+	 Key Point: Unlike health spending arrangements which 
must be reported on Form 1040, FSA contributions are 
not reported on the employee’s Form 1040. 

FSAs have several benefits, including the following: (1) 
employer contributions can be non-taxable; (2) no payroll taxes 
are deducted from employee contributions; (3) withdrawals may 
be tax-free if used to pay qualified medical expenses; (4) employees 
can withdraw funds from an FSA to pay qualified medical expenses 
even if they have not placed the funds in the account.

Generally, distributions from a health FSA must be paid to 
reimburse the employee for qualified medical expenses. Quali-
fied medical expenses are those incurred by an employee, or the 
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the employee, under the health FSA for a plan year after 2012 
must not exceed $2,500. The $2,500 limitation is indexed to the 
CPI-U (consumer price index — urban areas) with any increase 
that is not a multiple of $50 rounded to the next lowest multiple 
of $50 for years beginning after December 31, 2012. It remains 
at $2,500 for 2014. 

+	 Key Point: Non-prescription medicines (other than 
insulin) do not qualify as an expense for FSA purposes.

Section 403(b) plans

A 403(b) plan, also known as a tax-sheltered annuity or 
retirement income account, is a retirement plan for certain 
employees of churches and other tax-exempt organizations. 
These plans have the following tax benefits: (1) Employees do 
not pay income tax on allowable contributions until they begin 
making withdrawals from the plan, usually after they retire. 
Note, however, that lay employees must pay Social Security and 
Medicare tax on their contributions to a 403(b) plan, including 
those made under a salary reduction agreement. (2) Earnings 
and gains on amounts in an employee’s 403(b) account are not 
taxed until they are withdrawn. (3) Employees may be eligible 
to claim the retirement savings contributions credit (“saver’s 
credit”) for elective deferrals contributed to a 403(b) account. 

There are limits on the amount of contributions that can 
be made to a 403(b) account each year. If contributions made 
to a 403(b) account are more than these contribution limits, 
penalties may apply. Generally, annual contributions to a 403(b) 
plan cannot exceed either the limit on annual additions or the 
limit on elective deferrals. See IRS Publication 571 for details.

Complying with federal payroll tax reporting 
obligations
Step 1. Obtain an employer identification 
number (EIN) from the federal government if 
this has not been done.

This number must be recited on some of the returns listed 
below and is used to reconcile a church’s deposits of withheld 
taxes with the W-2 forms it issues to employees. The EIN is 
a nine-digit number that looks like this: 00-0246810. If your 
church does not have an EIN, you may apply for one online. Go 
to the IRS website at irs.gov for information. You may also apply 
for an EIN by calling 1-800-829-4933, or you can fax or mail 
Form SS-4 to the IRS. You should have only one EIN.

+	 Key Point: An employer identification number is 
not a “tax exemption number” and has no relation to 
your nonprofit corporation status. It merely identifies 

employee’s spouse and certain dependents (including a child 
under age 27 at the end of the year). 

Employees must be able to receive the total amount they 
have elected to contribute for the year at any time during the 
year, regardless of the amount they have actually contributed.

FSAs are “use-it-or-lose-it” plans. This means that amounts 
in the account at the end of the plan year cannot be carried 
over to the next year. However, the plan can provide for a grace 
period of up to 2½ months after the end of the plan year. If there 
is a grace period, any qualified medical expenses incurred in 
that period can be paid from any amounts left in the account at 
the end of the previous year. An employer is not permitted to 
refund any part of the balance to the employee.

+	 Key Point: In October 2013, the Treasury Department 
and the IRS determined that it is appropriate to modify 
the use-or-lose rule to permit the use of up to $500 of 
unused amounts in a health FSA in the immediately 
following plan year. 

		  Accordingly, an employer, at its option, is per-
mitted to amend its IRC Section 125 cafeteria plan 
document to provide for the carryover to the immedi-
ately following plan year of up to $500 of any amount 
remaining unused as of the end of the plan year in 
a health FSA.  The carryover of up to $500 may be 
used to pay or reimburse medical expenses under 
the health FSA incurred during the entire plan year to 
which it is carried over.  For this purpose, the amount 
remaining unused as of the end of the plan year is the 
amount unused after medical expenses have been 
reimbursed at the end of the plan’s run-out period for 
the plan year. In addition to the unused amounts of up 
to $500 that a plan may permit an individual to carry 
over to the next year, the plan may permit the indi-
vidual to also elect up to the maximum allowed salary 
reduction amount under IRC Section 125(i). Thus, the 
carryover of up to $500 does not count against or oth-
erwise affect the indexed $2,500 salary reduction limit 
applicable to each plan year. Although the maximum 
unused amount allowed to be carried over in any plan 
year is $500, the plan may specify a lower amount as 
the permissible maximum (and the plan sponsor has 
the option of not permitting any carryover at all). A 
plan adopting this carryover provision is not permitted 
to also provide a grace period with respect to health 
FSAs.

The maximum amount available for reimbursement of 
incurred medical expenses of an employee, the employee’s 
dependents and any other eligible beneficiaries with respect to 
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you as an employer subject to tax withholding and 
reporting and ensures that your church receives 
proper credit for payments of withheld taxes. You can 
obtain an EIN by submitting a Form SS-4 to the IRS. 
Visit www.IRS.gov for information. 

Step 2. Determine whether each church worker 
is an employee or self-employed.

In some cases, it is difficult to determine whether a par-
ticular worker is an employee or is self-employed. If in doubt, 
churches should treat a worker as an employee, since substantial 
penalties can be assessed against a church for treating a worker 
as self-employed whom the IRS later reclassifies as an employee. 
In general, a self-employed worker is one who is not subject to 
the control of an employer with respect to how a job is to be 
done. Further, a self-employed person typically is engaged in 
a specific trade or business and offers his or her services to the 
general public. 

The IRS and the courts have applied various tests to assist 
in classifying a worker as an employee or self-employed. Factors 
that tend to indicate employee status include the following:
1.	 The worker is required to follow an employer’s instructions 

regarding when, where and how to work.
2.	 The worker receives “on-the-job” training from an experi-

enced employee.
3.	 The worker is expected to perform the services personally 

and not use a substitute.
4.	 The employer rather than the worker hires and pays any 

assistants.
5.	 The worker has a continuing working relationship with the 

employer.
6.	 The employer establishes set hours of work.
7.	 The worker is guaranteed a regular wage amount for an 

hourly, weekly or other period of time.
8.	 The worker is expected to work full time.
9.	 The work is done on the employer’s premises.
10.	 The worker must submit regular oral or written reports to 

the employer.
11.	 The worker’s business expenses are reimbursed by the 

employer.
12.	 The employer furnishes the worker’s tools, supplies and 

equipment.
13.	 The worker does not work for other employers.
14.	 The worker does not advertise his or her services to the 

general public.

Not all of these factors must be present for a worker to be an 
employee. But if most of them apply, the worker is an employee. 
Once again:  If in doubt, treat the worker as an employee.

+	 Key Point: For 2014, churches must withhold 28% of 
the compensation paid to a self-employed person who 
fails to provide his or her Social Security number to the 
church. This is referred to as “backup withholding” and 
is designed to promote the reporting of taxable income.

+	 Key Point: Some fringe benefits are non-taxable only 
when received by employees. A common example is 
employer-paid medical insurance.

Step 3. Obtain the Social Security number for 
each worker.

After determining whether a worker is an employee or 
self-employed, you must obtain the worker’s Social Security 
number. A worker who does not have a Social Security number 
can obtain one by filing Form SS-5. This is a Social Security 
Administration form, not an IRS form. If a self-employed worker 
performs services for your church (and earns at least $600 for 
the year), but fails to provide you with his or her Social Security 
number, then the church is required by law to withhold a spec-
ified percentage of compensation as backup withholding. The 
backup withholding rate is 28 percent for 2014.

A self-employed person can stop backup withholding by pro-
viding the church with a correct Social Security number. 

The church will need the correct number to complete the 
worker’s Form 1099-MISC (discussed later). 

Churches can be penalized if the Social Security number they 
report on a Form 1099-MISC is incorrect, unless they have exer-
cised “due diligence.” A church will be deemed to have exercised 
due diligence if it has self-employed persons provide their Social 
Security numbers using Form W-9. It is a good idea for churches 
to present self-employed workers (e.g., guest speakers, contract 
laborers) with a Form W-9 and to backup withholding unless the 
worker returns the form. The church should retain each Form 
W-9 to demonstrate its due diligence.

All taxes withheld through backup withholding must be 
reported to the IRS on Form 945. The Form 945 for 2013 must 
be filed with the IRS by January 31, 2014. However, if you made 
deposits on time in full payment of the taxes for the year, you may 
file the return by February 10, 2014.

Step 4. Have each employee complete a Form W-4. 

These forms are used by employees to claim withholding 
allowances. A church will need to know how many withholding 
allowances each non-minister employee claims to withhold 
the correct amount of federal income tax. Ministers need not 
file a Form W-4 unless they enter into a voluntary withholding 
arrangement with the church. A withholding allowance lowers 
the amount of tax that will be withheld from an employee’s 
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wages. Allowances generally are available for the employee, the 
employee’s spouse, each of the employee’s dependents and, in 
some cases, for itemized deductions. 

Ask all new employees to give you a signed Form W-4 when 
they start work. If an employee does not complete such a form, 
then the church must treat the employee as a single person 
without any withholding allowances or exemptions. Employers 
must put into effect any Form W-4 that replaces an existing cer-
tificate no later than the start of the first payroll period ending 
on or after the 30th day after the day on which you received 
the replacement Form W-4. Of course, you can put a Form W-4 
into effect sooner, if you wish. Employers are not responsible 
for verifying the withholding allowances that employees claim.

Tip. The “withholding calculator” found on the IRS website 
(www.IRS.gov) can help employees determine the proper amount 
of federal income tax withholding. Another useful resource, 
Publication 919 (How Do I Adjust My Tax Withholding?), also is 
available on the IRS website.

Step 5. Compute each employee’s taxable wages. 

The amount of taxes that a church should withhold from 
an employee’s wages depends on the amount of the employee’s 
wages and the information contained on his or her Form W-4. 
A church must determine the wages of each employee that are 
subject to withholding. Wages subject to federal withholding 
include pay given to an employee for service performed. The 
pay may be in cash or in other forms. Measure pay that is not in 
money (such as property) by its fair market value. Wages often 
include a number of items in addition to salary. (There is a com-
prehensive list of examples in Step 10.)

Step 6. Determine the amount of income tax to 
withhold from each employee’s wages. 

The amount of federal income tax the employer should 
withhold from an employee’s wages may be computed in a 
number of ways. The most common methods are the wage 
bracket method and the percentage method. 
	 Wage bracket method. Under the wage bracket method, 

the employer simply locates an employee’s taxable wages 
for the applicable payroll period (that is, weekly, biweekly, 
monthly) on the wage bracket withholding tables in IRS 
Publication 15 (“Circular E”) and determines the tax to 
be withheld by using the column headed by the number 
of withholding allowances claimed by the employee. You 
can obtain a copy of IRS Publication 15 at any IRS office by 
calling the IRS forms number (800-829-3676), or by down-
loading a copy from the IRS website (www.IRS.gov).

	 Percentage method. Under the percentage method, the 
employer multiplies the value of one withholding allowance 

(derived from a table contained in Publication 15) by the 
number of allowances an employee claims on Form W-4, 
subtracts the total from the employee’s wages and deter-
mines the amount to be withheld from another table. This 
method works for any number of withholding allowances 
an employee claims and any amount of wages.

➤ 	 Recommendation. Be sure to obtain a new IRS Pub-
lication 15 in January of 2014. It will contain updated 
tables for computing the amount of income taxes 
to withhold from employees’ 2014 wages and other 
helpful information.

Both of these methods are explained in detail in Publication 
15. Each year, a church should obtain a copy of Publication 15 to 
ensure that the correct amount of taxes is being withheld. 

Wages paid to a minister as compensation for ministerial 
services are exempt from income tax withholding. However, 
ministers who report their income taxes as employees can enter 
into a voluntary withholding arrangement with their church. 
Under such an arrangement, the church withholds federal 
income taxes from the minister’s wages as if the minister’s wages 
are not exempt from withholding. Some ministers find voluntary 
withholding attractive, since it avoids the additional work and 
discipline associated with the estimated tax procedure.

A minister initiates voluntary withholding by providing the 
church with a completed IRS Form W-4 (Employee’s Withholding 
Allowance Certificate). The filing of this form is deemed to be a 
request for voluntary withholding.

Voluntary withholding arrangements may be terminated at 
any time by either the church or minister, or by mutual consent 
of both. 

The tax code specifies that ministers are self-employed for 
Social Security with respect to services performed in the exercise 
of ministry. Therefore, a church whose minister elects voluntary 
withholding is only obligated to withhold the minister’s federal 
income taxes. The minister is still required to use the estimated 
tax procedure to report and prepay the self-employment tax 
(the Social Security tax on self-employed persons).  However, 
ministers electing voluntary withholding can indicate on line 
6 of Form W-4 that they want an additional amount of income 
taxes to be withheld from each pay period that will be sufficient 
to pay the estimated self-employment tax liability by the end of 
the year. This additional withholding of income taxes becomes 
a credit that can be applied against a minister’s self-employment 
taxes on Form 1040. It is reported by the church as additional 
income taxes withheld on its quarterly Form 941.

Any tax paid by voluntary withholding is deemed to be timely 
paid; therefore, a minister who pays self-employment taxes using 
this procedure will not be liable for any underpayment penalty 
(assuming that a sufficient amount of taxes are withheld). 



75Find IRS forms, instructions and publications at www.IRS.gov or call 1-800-TAX-FORM.

Step 7. Withhold Social Security and Medicare 
taxes from non-minister employees’ wages. 

Employees and employers each pay Social Security and 
Medicare taxes (FICA) equal to 7.65% of an employee’s wages. 
The 7.65% tax rate is comprised of two components: (1) a Medi-
care hospital insurance tax of 1.45% and (2) an “old age, survivor 
and disability” (Social Security) tax of 6.2%. There is no max-
imum amount of wages subject to the Medicare tax. For 2014, 
the maximum wages subject to the Social Security tax (the 6.2% 
amount) is $117,000.

The Social Security tax rates for 2013 and 2014 are shown 
in the following table:

+	 Key Point: Federal law allowed churches that had 
non-minister employees as of July 1984 to exempt 
themselves from the employer’s share of Social Secu-
rity and Medicare taxes by filing a Form 8274 with the 
IRS by October 30, 1984. Many churches did so. The 
exemption was available only to those churches 
that were opposed for religious reasons to the pay-
ment of Social Security taxes. The effect of such an 
exemption is to treat all non-minister church employees 
as self-employed for Social Security purposes. Such 
employees must pay the self-employment tax (SECA) if 
they are paid $108.28 or more for the year. Churches 
hiring their first non-minister employee after 1984 have 
until the day before the due date for their first quarterly 
941 Form to file the exemption application. Churches 
can revoke their exemption by filing a Form 941 accom-
panied by full payment of Social Security and Medicare 
taxes for that quarter. Many churches have done so, 
often inadvertently.

Step 8. The church must deposit the taxes  
it withholds. 

Churches accumulate three kinds of federal payroll taxes:
•	 Income taxes withheld from employees’ wages
•	 The employees’ share of Social Security and Medicare taxes 

(withheld from employees’ wages) 
•	 The employer’s share of Social Security and Medicare taxes

Most employers must deposit payroll taxes on a monthly or 
semiweekly basis. An employer’s deposit status is determined 
by the total taxes reported in a four-quarter “lookback” period. 
For 2014, the lookback period will be July 1, 2012 through June 
30, 2013.     

Monthly depositor rule. Churches that reported payroll 
taxes of $50,000 or less in the look-back period will deposit 
their withheld taxes for 2014 on a monthly basis. Payroll taxes 
withheld during each calendar month, along with the employ-
er’s share of FICA taxes, must be deposited by the 15th day of 
the following month. 

Semiweekly depositor rule. Churches that reported pay-
roll taxes of more than $50,000 in the lookback period must 
deposit their withheld taxes on a semiweekly basis. This means 
that for paydays falling on Wednesday, Thursday or Friday, 
the payroll taxes must be deposited on or by the following 
Wednesday. For all other paydays, the payroll taxes must be 
deposited on the Friday following the payday. 

Payment with return rule. If you accumulate less than 
a $2,500 tax liability during the current or previous quarter, 
you may make a payment with Form 941 instead of depositing 
monthly. See IRS Publication 15 for more information.

+	 Key Point: All deposits must be made using the Elec-
tronic Federal Tax Payment System (EFTPS). There are 
penalties for depositing late, or for mailing payments 
directly to the IRS that are required to be deposited, 
unless you have reasonable cause for doing so. To 
enroll in EFTPS, call 800-555-4477, or to enroll online, 
visit eftps.gov. If you do not want to use EFTPS, you 
can arrange for your tax professional, financial insti-
tution, payroll service or other trusted third party to 
make deposits on your behalf.

Step 9. All employers subject to income tax with-
holding, Social Security and Medicare taxes, or 
both, must file Form 941 quarterly.  

Form 941 reports the number of employees and amount of 
Social Security and Medicare taxes and withheld income taxes 
that are payable. Form 941 is due on the last day of the month 
following the end of each calendar quarter.

If any due date for filing shown above falls on a Saturday, 
Sunday or legal holiday, you may file your return on the next 
business day.

Form 941 may be filed electronically. For more information, 
visit the IRS website at www.IRS.gov or call 1-866-255-0654.

Quarter Ending Due Date of Form 941

1st (January–March) March 31 April 30

2nd (April–June) June 30 July 31

3rd (July–September) September 30 October 31

4th (October–December) December 31 January 31

Year Tax on 
Employee

Tax on 
Employer Combined Tax

2013 7.65% 7.65% 15.3%

2014 7.65% 7.65% 15.3%
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+	 Key Point: Form 944 replaces Form 941 for eligible 
small employers. The purpose of new Form 944 is to 
reduce burden on the smallest employers by allowing 
them to file their employment tax returns annually and 
in most cases pay the employment tax due with their 
return. Generally, you are eligible to file this form only 
if your payroll taxes for the year are $1,000 or less. Do 
not file Form 944 unless the IRS has sent you a notice 
telling you to file it.

Step 10. Prepare a Form W-2 for every employee, 
including ministers employed by the church.

A church reports each employee’s taxable income, withheld 
income taxes, Social Security and Medicare taxes on this form. A 
church should furnish copies B, C and 2 of the 2013 Form W-2 to 
each employee by January 31, 2014. File Copy A with the Social 
Security Administration by February 28, 2014. Send all Copies 
A with Form W-3, Transmittal of Wage and Tax Statements. If 
you file electronically, the due date is March 31, 2014. 

+	 Key Point: If your employees give their consent, you 
may be able to furnish Forms W-2 to your employees 
electronically. See IRS Publication 15-A for additional 
information. If you file your 2012 Forms W-2 with the 
Social Security Administration electronically, the due 
date is extended to April 1, 2014. For information on 
how to file electronically, call the SSA at 1-800-772-6270.  
You may file a limited number of Forms W-2 and W-3 
online using the SSA website at www.ssa.gov/employer. 
The site also allows you to print out copies of the forms 
for filing with state or local governments, distribution 
to your employees and for your records.  

+	 Key Point: Be sure to add cents to all amounts. Make 
all dollar entries without a dollar sign and comma, but 
with a decimal point and cents. For example, $1,000 
should read “1000.00.” Government scanning equipment 
assumes that the last two figures of any amount are cents. 
If you report $40,000 of income as “40000,” the scanning 
equipment would interpret this as 400.00 ($400)!

You may need some assistance with some of the boxes on 
the Form W-2. Consider the following:

Box a. Report the employee’s Social Security number. Insert 
“applied for” if an employee does not have a Social Security 
number but has applied for one. If you do not provide the cor-
rect employee name and Social Security number on Form W-2, 
you may owe a penalty unless you have reasonable cause.

Box b. Insert your church’s federal employer identification 

number (EIN). This is a nine-digit number that is assigned by the 
IRS. If you do not have one, you can obtain one by submitting 
a completed Form SS-4 to the IRS. Some churches have more 
than one EIN (for example, some churches that operate a private 
school have a number for both the church and the school). Be 
sure that the EIN listed on an employee’s Form W-2 is the one 
associated with the employee’s actual employer.

Box c. Enter your church’s name, address and ZIP Code. This 
should be the same address reported on your Form 941.

Box d. You may use this box to identify individual W-2 forms. 
You are not required to use this box.

Box e. Enter the employee’s name.

Box f. Enter the employee’s address and ZIP Code.

Box 1. Report all wages paid to workers who are treated as 
employees for federal income tax reporting purposes. This 
includes:
1.	 Salary, bonuses, prizes and awards.
2.	 Taxable fringe benefits (including cost of employer- 

provided group term life insurance coverage that exceeds 
$50,000).

3.	 The value of the personal use of an employer-provided car.
4.	 Christmas, birthday, anniversary and other special occasion 

gifts paid by the church.
5.	 Business expense reimbursements paid under a non- 

accountable plan (one that does not require substantiation 
of business expenses within a reasonable time, or does not 
require excess reimbursements to be returned to the church, 
or reimburses expenses out of salary reductions). Also note 
that such reimbursements are subject to income tax and Social 
Security withholding if paid to non-minister employees.

6.	 If you reimburse employee travel expenses under an 
accountable plan using a per diem rate, include in Box 1 
the amount by which your per diem rate reimbursements 
for the year exceed the IRS-approved per diem rates. Also 
note that such excess reimbursements are subject to income 
tax and Social Security withholding if paid to non-minister 
employees or ministers who have elected voluntary tax 
withholding. Use Code L in Box 12 to report the amount 
equal to the IRS-approved rates.

7.	 If you reimburse employee travel expenses under an 
accountable plan using a standard business mileage rate 
in excess of the IRS-approved rate (56.5 cents per mile for 
2013), include in Box 1 the amount by which your mileage 
rate reimbursements for the year exceed the IRS-approved 
rates. Also note that such excess reimbursements are sub-
ject to income tax and Social Security withholding if paid 
to non-minister employees or ministers who have elected 
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voluntary tax withholding. Use code L in Box 12 to report 
the amount equal to the IRS-approved rates.

8.	 Employer reimbursements of an employee’s non-qualified 
(non-deductible) moving expenses.

9.	 Any portion of a minister’s self-employment taxes paid by 
the church.

10.	 Amounts includible in income under a non-qualified 
deferred compensation plan because of section 409A.

11.	 Designated Roth contributions made under a section 403(b) 
salary reduction agreement.

12.	 Church reimbursements of a spouse’s travel expenses 
incurred while accompanying a minister on a business trip 
represent income to the minister unless the spouse’s pres-
ence serves a legitimate and necessary business purpose and 
the spouse’s expenses are reimbursed by the church under 
an accountable plan.

13.	 Churches that make a “below-market loan” to a minister of 
at least $10,000 create taxable income to the minister (some 
exceptions apply). A below-market loan is a loan on which 
no interest is charged, or on which interest is charged at a 
rate below the applicable federal rate.

14.	 Churches that forgive a minister’s debt to the church create 
taxable income to the minister.

15.	 Severance pay.
16.	 Payment of a minister’s personal expenses by the church.
17.	 Employee contributions to a health savings account (HSA).
18.	 Employer contributions to an HSA if includable in the 

income of the employee.
19.	 “Love gifts” from the church to a pastor.

For ministers who report their income taxes as employees, 
do not report in Box 1 the annual fair rental value of a residence 
or any portion of a minister’s compensation that was desig-
nated (in advance) as a housing allowance by the church. Also, 
some contributions made to certain retirement plans out of an 
employee’s wages are not reported. 

s	 Caution: Taxable fringe benefits not reported as 
income in Box 1 may constitute an automatic excess 
benefit transaction, exposing the recipient and mem-
bers of the church board to intermediate sanctions in 
the form of substantial excise taxes. 

+	 Key Point: Churches should not include in box 1 the 
annual fair rental value of a parsonage or a housing 
allowance provided to a minister as compensation for 
ministerial services.

Box 2. List all federal income taxes that you withheld from 
the employee’s wages. The amounts reported in this box (for 
all employees) should correspond to the amount of withheld 

income taxes reported on your four 941 forms.

Box 3. Report an employee’s wages subject to the “Social Secu-
rity” component (6.2% in 2013) of FICA taxes. Box 3 should not 
list more than the maximum wage base for the “Social Security” 
component of FICA taxes ($113,700 for 2013 and  $117,000 for 
2014). This box usually will be the same as Box 1, but not always. 
For example, certain retirement contributions are included in 
Box 3 that are not included in Box 1. To illustrate, contributions 
to a 403(b) plan by salary reduction agreement may be excludable 
from income and not reportable in Box 1, but they are subject 
to FICA taxes and accordingly they represent Social Security and 
Medicare wages for non-minister employees.   

+	 Key Point: Remember that ministers (including 
those who report their income taxes as employees) are 
self-employed for Social Security with respect to their 
ministerial services and so they pay self-employment 
taxes rather than the employee’s share of Social Security 
and Medicare taxes. 

Churches that filed a timely Form 8274 exempting themselves 
from the employer’s share of FICA taxes do not report the wages 
of non-minister employees in this box since such employees are 
considered self-employed for Social Security purposes.  

Box 4. Report the “Social Security” component (6.2% in 2013) 
of FICA taxes that you withheld from the employee’s wages. 
This tax is imposed on all wages up to a maximum of $113,700 
for 2013 and $117,000 for 2014. Do not report the church’s por-
tion (the “employer’s share”) of Social Security and Medicare 
taxes. Ministers who report their income taxes as employees 
are still treated as self-employed for Social Security purposes 
with respect to their ministerial services. For ministers, this box 
should be left blank. 

Box 5. Report a non-minister employee’s current and deferred 
(if any) wages subject to the Medicare component (1.45 %) of 
FICA taxes. This will be an employee’s entire wages regardless of 
amount. There is no ceiling. For most workers (earning less than 
$113,700 in 2013 or $117,000 in 2014) the maximum amount of 
wages subject to the “Social Security” tax (Boxes 3 and 5) should 
show the same amount. If you paid more than $113,700 to a 
non-minister employee in 2013, Box 3 should show $113,700 and 
Box 5 should show the full amount of wages paid. This amount 
increases to $117,000 for 2014.

Box 6. Report the Medicare component of FICA taxes that you 
withheld from the non-minister employee’s wages. This tax is 
imposed on all wages, current and deferred (if any), regardless 
of amount.

Box 10. Show the total dependent care benefits under a depen-
dent care assistance program (Section 129) paid or incurred by 
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you for your employee. Include the fair market value of employ-
er-provided daycare facilities and amounts paid or incurred for 
dependent care assistance in a section 125 cafeteria plan. Report 
all amounts paid or incurred including those in excess of the 
$5,000 exclusion. Include any amounts over $5,000 in Boxes 1, 
3 and 5. For more information, see IRS Publication 15-B. 

Box 11. Report the total amount you distributed to an employee 
under a non-qualified deferred compensation (NQDC) plan. 
Also report these distributions in Box 1. Unlike qualified plans, 
NQDC plans do not meet the qualification requirements for 
tax-favored status. NQDC plans include those arrangements 
traditionally viewed as deferring the receipt of current compen-
sation and include termination pay.

If you did not make distributions this year, show deferrals 
(plus earnings) under a NQDC plan that became taxable for 
Social Security and Medicare taxes during the year (but were 
for prior year services) because the deferred amounts were no 
longer subject to a substantial risk of forfeiture. Also report 
these amounts in Boxes 3 (up to the Social Security wage base) 
and 5. Do not report in Box 11 deferrals included in Boxes 3 or 
5 and deferrals for current year services (such as those with no 
risk of forfeiture).  Boxes 3 and 5 are used to report non-minister 
employees’ wages subject to Social Security and Medicare taxes 
and generally are blank for ministers with respect to compen-
sation received for ministerial services. 

The purpose of Box 11 is for the Social Security Adminis-
tration (SSA) to determine if any part of the amount reported in 
Box 1 or Boxes 3 or 5 was earned in a prior year. The SSA uses 
this information to verify that it has properly applied the Social 
Security earnings test and paid the correct amount of benefits.
If your church made distributions and is reporting any deferrals 
in Boxes 3 and 5, do not complete Box 11.

For additional information, see IRS Publication 15.

Box 12. Insert the appropriate code and dollar amount in this 
box. Insert the code letter followed by a space and then insert 
the dollar amount on the same line within the box. Do not 
enter more than three codes in this box. If more are needed, 
use another Form W-2. Use capital letters for the codes and 
remember not to use dollar signs or commas. For example, to 
report a $3,000 contribution to a section 403(b) tax-sheltered 
annuity, you would report “E 3000.00” in this box. The codes 
are as follows:  
	 A — This will not apply to church employees.
	 B — This will not apply to church employees.
	 C — You (the church) provided your employee with more 

than $50,000 of group term life insurance. Report the cost of 
coverage in excess of $50,000. It should also be included in 
Box 1 (and in Boxes 3 and 5 for non-minister employees). 	
D — Generally not applicable to churches.

	 E — The church made contributions to a 403(b) plan 
pursuant to a “salary reduction agreement” on behalf of 
the employee. Report the amount of the contributions. 
While this amount ordinarily is not reported in Box 1, it 
is included in Boxes 3 and 5 for non-minister employees 
since it is subject to Social Security and Medicare taxes with 
respect to such workers.
F,G,H — Generally not applicable to churches.
J — You (the church) are reporting sick pay. Show the 
amount of any sick pay that is not includable in the employee’s 
income because he or she contributed to the sick pay plan.
K — Generally not applicable to churches.
L — You (the church) reimbursed the employee for employee 
business expenses using the standard mileage rate or the 
per diem rates and the amount you reimbursed exceeds 
the amounts allowed under these methods. Enter code “L” 
in Box 12, followed by the amount of the reimbursements 
that equal the allowable standard mileage or per diem rates. 
Any excess should be included in Box 1. For non-minister 
employees, report the excess in Boxes 3 (up to the Social 
Security wage base) and 5 as well. Do not include any per 
diem or mileage allowance reimbursements for employee 
business expenses in Box 12 if the total reimbursements are 
less than or equal to the amount deemed substantiated under 
the IRS-approved standard mileage rate or per diem rates.
M, N — Generally not applicable to churches.
P — You (the church) paid qualified moving expenses reim-
bursements directly to an employee. Report the amount of 
these reimbursements but only if they were made under a 
non-accountable arrangement. Do not report reimburse-
ments of qualified moving expenses that you paid directly 
to a third party on behalf of the employee (for example, to 
a moving company), or the employee under an accountable 
arrangement.
R — Report employer contributions to a medical savings 
account on behalf of the employee. Any portion that is 
not excluded from the employee’s income also should be 
included in Box 1.
S — Report employee salary reduction contributions to a 
Simple retirement account. However, if the Simple account 
is part of a 401(k) plan, use code D.
T — Report amounts paid (or expenses incurred) by an 
employer for qualified adoption expenses furnished to an 
employee under an adoption assistance program. 
W — Report employer contributions to a health savings 
account (HSA). Include amounts the employee elected to 
contribute using a cafeteria plan.
Y — It is no longer necessary to report deferrals under a 
section 409A non-qualified deferred compensation plan in 
Box 12 using code Y. 
Z — Report all amounts deferred (including earnings on 
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deferrals) under a non-qualified deferred compensation plan 
that are included in income under section 409A of the tax 
code because the NQDC fails to satisfy the requirements of 
section 409A. Do not include amounts properly reported on 
Forms 1099-MISC or W-2 for a prior year. Also, do not include 
amounts considered to be subject to a substantial risk of for-
feiture for purposes of section 409A. The amount reported 
in box 12 using code Z is also reported in box 1.
BB — Report designated Roth contributions under a section 
403(b) salary reduction agreement. Do not use this code to 
report elective deferrals under code E.
DD — Starting in tax year 2011, the Affordable Care Act 
requires employers to report the cost of coverage under an 
employer-sponsored group health plan. To give employers 
more time to update their payroll systems, IRS Notice 
2010-69 made this requirement optional for all employers 
in 2011. IRS Notice 2012-9 provided further relief for 
smaller employers filing fewer than 250 W-2 forms by 
making the reporting requirement optional for them until 
further guidance is issued. The reporting under this provi-
sion is for information only; the amounts reported are not 
included in taxable wages and are not subject to new taxes.

Box 13. Check the appropriate box.
•	 Statutory employee. Churches rarely if ever have statutory 

employees. These include certain drivers, insurance agents 
and salespersons.

•	 Retirement plan. Mark this checkbox if the employee 
was an active participant (for any part of the year) in any 
of the following: (1) a qualified pension, profit-sharing or 
stock bonus plan described in section 401(a) (including a 
401(k) plan); (2) an annuity contract or custodial account 
described in section 403(b); (3) a simplified employee pen-
sion (SEP) plan; or (4) a SIMPLE retirement account.

•	 Third-party sick pay. Churches generally will not check this box.

Box 14. This box is optional. Use it to provide information to the 
church employee. Some churches report a church-designated 
housing allowance in this box. The IRS uses Box 14 for this pur-
pose in a comprehensive minister tax example in the current 
edition of its Publication 517, but this is not a requirement.

$	 Tax Tip: The IRS has provided the following sugges-
tions to reduce the discrepancies between amounts 
reported on Forms W-2, W-3 and Form 941: First, be 
sure the amounts on Form W-3 are the total amounts 
from Forms W-2. Second, reconcile Form W-3 with 
your four quarterly Forms 941 by comparing amounts 
reported for: (1) Income tax withholding (Box 2). (2) 
Social Security and Medicare wages (Boxes 3, 5 and 7). 
(3) Social Security and Medicare taxes (Boxes 4 and 
6). Amounts reported on Forms W-2, W-3 and 941 may 

not match for valid reasons. If they do not match, you 
should determine that the reasons are valid. 

+	 Key Point: Starting in 2011, the health care reform 
legislation (Affordable Care Act) required employers 
to report the cost of coverage under an employer- 
sponsored group health plan on employees’ W-2 forms. 
To allow employers more time to update their payroll sys-
tems, the IRS announced in late 2011 that it was making 
this reporting requirement optional for all employers 
in 2011. IRS Notice 2011-28, issued in 2011, provided 
further relief by making this requirement optional for 
smaller employers in calendar year 2012 (for W-2 forms 
filed in January of 2013) and IRS Notice 2012-9 provided 
further relief for calendar year 2013 (for W-2 forms filed 
in January of 2014). Small employers are defined as 
those issuing fewer than 250 W-2 forms for the previous 
year. The IRS has further announced that this reporting 
requirement will not apply to small employers after 2012 
until it publishes guidance “giving at least six months of 
advance notice of any change to the transition relief.” 
The IRS has stressed that “there is nothing about the 
reporting requirement that causes or will cause exclud-
able employer-provided health coverage to become 
taxable. The purpose of the reporting requirement is to 
provide employees useful and comparable consumer 
information on the cost of their health care coverage.” 
For employers providing coverage through a church 
health plan (such as GuideStone’s), W-2 reporting 
requirements are once again delayed. The earliest the 
W-2 reporting may be required for self-funded church 
health plan participants would be beginning in 2016 for 
health plan coverage in 2015.

Step 11. Prepare a Form 1099-MISC for every 
self-employed person receiving non-employee 
compensation of $600 or more.

A Form 1099-MISC must be issued to any non-employee 
who is paid self-employment earnings of at least $600 during 
any year. For compensation paid in 2013, furnish Copy B of this 
form to the recipient by January 31, 2014 and file Copy A with 
the IRS by February 28, 2014. If you file electronically, the due 
date for filing Copy A with the IRS is March 31, 2014. Form 1099-
MISC is designed to induce self-employed persons to report 
their full taxable income.

Self-employment earnings include compensation paid 
to any individual other than an employee. Examples include 
ministers who report their income as self-employed for income 
tax reporting purposes, some part-time custodians and certain 
self-employed persons who perform miscellaneous services for 
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the church (plumbers, carpenters, lawn maintenance providers, 
etc.) and who are not incorporated.

To illustrate, if a guest speaker visited a church in 2013 
and received compensation from the church in an amount of 
$600 or more (net of any travel expense reimbursed under an 
accountable plan) then the church must issue the person a Form 
1099-MISC by January 31, 2014. 

Exceptions apply. For example, a church need not issue a 
1099-MISC to a corporation, or to a person who will be receiving 
a Form W-2 for services rendered to the church. Also, travel 
expense reimbursements paid to a self-employed person under 
an accountable reimbursement plan do not count toward the 
$600 figure. 

To send the individual a properly completed Form 1099-
MISC, the church will need to obtain his or her name, address 
and Social Security number. Churches should obtain this infor-
mation at the time of the person’s visit, since it often can be diffi-
cult to obtain the necessary information at a later date. IRS Form 
W-9 can be used to obtain this information. If a self-employed 
person who is paid $600 or more during the course of a year by 
a church refuses to provide a Social Security number, then the 
church is required to withhold a percentage of the person’s total 
compensation as “backup withholding.” See “Step 2,” above. The 
backup withholding rate is 28% for 2014.

Other important requirements for churches
Reporting group term life insurance

You must include in the income of employees an imputed 
cost of employer-provided group term life insurance coverage 
(including death benefits under the Benefits Plan) that exceeds 
$50,000. You must also include the imputed cost of all employ-
er-provided group term life insurance on the life of a spouse 
or dependent if the coverage provided exceeds $2,000. The 
imputed cost can be determined according to the following table.

-	 Example: Church A pays the premiums on a $70,000 
group term insurance policy on the life of Pastor B with 
B’s wife as beneficiary. Pastor B is 29 years old. Church 
A also pays the premium on a $5,000 group term policy 
which covers Pastor B’s wife who is 30 years old. The 
church would have to report $19.20 as the imputed 
cost of the insurance provided to Pastor B and his wife. 
This amount is computed as follows: (1) For Pastor B, 
the table shows the “cost” per month for each $1,000 of 
group term life insurance in excess of $50,000. To com-
pute the cost for Pastor B, take 6 cents x 12 months = 
72 cents x 20 (corresponding to $20,000 of group term 
insurance in excess of $50,000) = $14.40. (2) In addi-
tion, the cost of the entire $5,000 of insurance provided 
to Pastor B’s wife would have to be computed. Take 8 
cents x 12 months = 96 cents x 5 = $4.80. Combine this 
amount with the cost of Pastor B’s excess insurance to 
obtain the taxable amount of $19.20. Church A should 
include this amount with wages in Box 1 of Form W-2. 
This amount should also be reported in Box 12 and 
labeled code C. Any includable amount is subject to 
income tax as well as Social Security and Medicare 
withholding for non-minister church employees.

Form I-9
All employers are responsible for verifying the identity 

and eligibility of employees to work in the United States. As 
employers, churches must complete an Employment Eligibility 
Verification form for each new employee. This form is better 
known as Form I-9. 

Form I-9 is not an IRS form and is not filed with any gov-
ernment agency. However, it is important for churches to be 
familiar with this form because they can be assessed fines for 
failing to comply with the requirements summarized below.

Churches should:
•	 Ensure that each new employee completes Section 1 of the 

Form I-9 on or before his or her first day of compensated 
work. Review the employee’s documents and fully complete 
Section 2 of the Form I-9 within 3 business days of the hire. 
Collect a Form I-9 for all employees, including ministers, 
hired after November 6, 1986, even if the church has no 
doubt that someone is a U.S. citizen. An employee signs part 
of the form and the employer signs part of the form. The 
form’s instructions list documents employees may show to 
verify their identity and eligibility to work in the United States.

•	 Review the United States Citizenship and Immigration Ser-
vices website (uscis.gov) for instructions that will assist you 
in completing the Form I-9. You can also download Form I-9 
from the USCIS website.

Cost per $1,000 of protection for 1-month period

Age Brackets Cost

Under 25 5¢

25–29 6¢

30–34 8¢

35–39 9¢

40–44 10¢

45–49 15¢

50–54 23¢

55–59 43¢

60–64 66¢

65–69 $1.27

70 and above $2.06
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•	 Collect forms from new employees only, not from all appli-
cants. When extending job offers, churches should clarify 
that employment is conditioned on completion of a Form 
I-9. Employers should remind new employees to bring their 
documents the first day of work. Forms should be completed 
no later than the end of the employee’s third day at work.  

•	 Accept documents that appear to be genuine and relate to the 
employee. If churches act reasonably when deciding that a 
document is genuine, they will not be held responsible for a 
mistake. Churches may keep photocopies of original identifi-
cation and verification documents with each employee form. 
This is not required by law but may be helpful in case there 
is ever a question about whether a document was genuine.

•	 Keep each Form I-9 for at least three years. If a church 
employs a person for more than three years, the church 
must retain the form until one year after the person leaves 
employment. Forms should be kept confidential.

•	 Upon request, show completed forms to authorized officials 
of the Department of Homeland Security (DHS), Depart-
ment of Labor, or the Justice Department’s Office of Spe-
cial Counsel for Unfair Immigration-Related Employment 
Practices (OSC). Officials will give a minimum of three days’ 
notice before inspection.

Churches, like any employer, can be penalized for failing to 
comply with the I-9 requirement. If you fail to complete, retain 
or make available for inspection a Form I-9 as required by law, 
you may face a civil penalty of not less than $110 and not more 
than $1,100 per violation. If DHS determines that you knowingly 
hired unauthorized aliens, you may be ordered to cease and 
desist from such an activity and pay a civil penalty of not less 
than $375 or more than $16,000 for the first offense. Penalties 
generally are in the higher range for repeat offenses. 

Annual certification of racial nondiscrimination
Churches and other religious organizations that operate, 

supervise, or control a private school must file a certificate of 
racial nondiscrimination (Form 5578) each year with the IRS. 
The certificate is due by the 15th day of the fifth month following 
the end of the organization’s fiscal year. This is May 15 of the 
following year for organizations that operate on a calendar year 
basis. For example, the Form 5578 for 2013 is due May 15, 2014. 

A private school is defined as an educational organization 
that normally maintains a regular faculty and curriculum and 
normally has a regularly enrolled body of students in atten-
dance at the place where its educational activities are regularly 
conducted. The term includes primary, secondary, preparatory, 
or high schools; and, colleges and universities, whether oper-
ated as a separate legal entity or an activity of a church. 

+	 Key Point: The term “school” also includes preschools 
and this is what makes the reporting requirement rele-
vant for many churches. As many as 25% of all churches 
operate a preschool program. 

+	 Key Point: Independent religious schools that are not 
affiliated with a church or denomination and that file 
Form 990, do not file Form 5578. Instead, they make 
their annual certification of racial nondiscrimination 
directly on Form 990. 

Form 5578 is easy to complete. A church official simply iden-
tifies the church and the school and certifies that the school has 
“satisfied the applicable requirements of Sections 4.01 through 
4.05 of Revenue Procedure 75-50.” This reference is to the fol-
lowing requirements:
1.	 The school has a statement in its charter, bylaws or other 

governing instrument, or in a resolution of its governing 
body, that it has a racially nondiscriminatory policy toward 
students. 

2.	 The school has a statement of its racially nondiscrimi-
natory policy toward students in all its brochures and 
catalogs dealing with student admissions, programs and 
scholarships.

3.	 The school makes its racially nondiscriminatory policy 
known to all segments of the general community served by 
the school through the publication of a notice of its racially 
nondiscriminatory policy at least annually in a newspaper 
of general circulation or through utilization of the broadcast 
media. However, such notice is not required if one or more 
exceptions apply. These include the following: (1) During 
the preceding three years, the enrollment consists of stu-
dents at least 75% of whom are members of the sponsoring 
church or religious denomination and the school publicizes 
its nondiscriminatory policy in religious periodicals distrib-
uted in the community, or (2) The school draws its students 
from local communities and follows a racially nondiscrim-
inatory policy toward students and demonstrates that it 
follows a racially nondiscriminatory policy by showing that 
it currently enrolls students of racial minority groups in 
meaningful numbers.

4. 	 The school can demonstrate that all scholarships or other 
comparable benefits are offered on a racially nondiscrimi-
natory basis.  
Filing the certificate of racial nondiscrimination is one of 

the most commonly ignored federal reporting requirements. 
Churches that operate a private school (including a preschool), 
as well as independent schools, may obtain copies of Form 5578 
by calling the IRS forms number (1-800-829-3676). 
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Charitable contribution substantiation rules
Several important rules apply to the substantiation of char-

itable contributions, including the following::
Cash contributions. All cash contributions, regardless 

of amount, must be substantiated by either a bank record 
(such as a cancelled check) or a written communication from 
the charity showing the name of the charity, the date of the 
contribution and the amount of the contribution. The record-
keeping requirements may not be satisfied by maintaining 
other written records. In the past, donors could substantiate 
cash contributions of less than $250 with “other reliable written 
records showing the name of the charity, the date of the con-
tribution and the amount of the contribution” if no cancelled 
check or receipt was available. This is no longer allowed. As 
noted below, additional substantiation requirements apply to 
contributions (of cash or property) of $250 or more and these 
must be satisfied as well.

Substantiation of contributions of $250 or more. 
Donors will not be allowed a tax deduction for any individual 
cash (or property) contribution of $250 or more unless they 
receive a written acknowledgment from the church containing 
the following information:
1.	 Name of the church.
2.	 Name of the donor (a Social Security number is not 

required).
3.	 Date of the contribution.
4.	 Amount of any cash contribution.
5.	 For contributions of property (not including cash) valued 

by the donor at $250 or more, the receipt must describe the 
property. No value should be stated.

6.	 The receipt must contain one of the following: (1) a state-
ment that no goods or services were provided by the church 
in return for the contribution; (2) a statement that goods or 
services that a church provided in return for the contribu-
tion consisted entirely of intangible religious benefits; or (3) 
a description and good faith estimate of the value of goods 
or services other than intangible religious benefits that the 
church provided in return for the contribution.

7.	 The church may either provide separate acknowledge-
ments for each single contribution of $250 or more or one 
acknowledgement to substantiate several single contri-
butions of $250 or more. Separate contributions are not 
aggregated for purposes of measuring the $250 threshold.

8.	 The written acknowledgment must be received by the donor 
on or before the earlier of the following two dates: (1) the 
date the donor files a tax return claiming a deduction for 
the contribution, or (2) the due date (including extensions) 
for filing the return.  

Quid pro quo contributions of more than $75. If a donor 
makes a “quid pro quo” contribution of more than $75 (that is, 
a payment that is partly a contribution and partly a payment for 
goods or services received in exchange), the church must provide 
a written statement to the donor that satisfies two conditions:
1.	 The statement must inform the donor that the amount of the 

contribution that is tax-deductible is limited to the excess of 
the amount of any money (or the value of any property other 
than money) contributed by the donor over the value of any 
goods or services provided by the church or other charity in 
return. The statement must provide the donor with a good 
faith estimate of the value of the goods or services furnished 
to the donor.

2.	 A written statement need not be issued if only “token” 
goods or services are provided to the donor. For 2013, token 
goods or services were those having a value not exceeding 
the lesser of $99 or 2% of the amount of the contribution. 
This amount is adjusted annually for inflation. In addition, 
the rules do not apply to contributions in return for which 
the donor receives solely an intangible religious benefit that 
generally is not sold in a commercial context outside the 
donative context.

Gifts of property. Several additional rules apply to the 
substantiation of contributions of non-cash property valued by 
the donor at $500 or more. Donors who claim a deduction over 
$500 but not over $5,000 for a non-cash charitable contribution 
must retain certain records and complete the front side (Section 
A, Part I and Part II if applicable) of IRS Form 8283 and enclose 
the completed form with the Form 1040 on which the charitable 
contribution is claimed. 

Special rules apply to donations of cars, boats and planes 
valued by the donor at more than $500. The church must pro-
vide the donor with a written acknowledgment and send a Form 
1098-C to the IRS containing required information about the 
donation. Form 1098-C can be used as the written acknowl-
edgment that must be issued to a donor. See the instructions to 
Form 1098-C for more information. 

For contributions of non-cash property valued at more than 
$5,000 ($10,000 for privately held stock), a donor must obtain 
a qualified appraisal of the donated property from a qualified 
appraiser and complete a qualified appraisal summary (Section 
B of Form 8283) and have the summary signed by the appraiser 
and a church representative. The completed Form 8283 is then 
enclosed with the Form 1040 on which the charitable contribu-
tion deduction is claimed. The appraisal must be enclosed for 
contributions of property (other than inventory and publicly 
traded securities) in excess of $500,000.
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Helpful Numbers and Resources
•	 1-800-TAX-FORM or 1-800-829-3676 — Call to request IRS forms

•	 www.IRS.gov — The homepage of the IRS

•	 www.ChurchLawandTax.com — A Christianity Today website  

featuring Richard Hammar and a host of other professionals who  

provide information on church law, tax, finance and risk management

•	 www.YourChurchResources.com — Christianity Today’s online 

store with church management resources to keep your church safe, 

legal and financially sound


