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OVERVI EW

M NI STERS

Several potential exam nation issues are prevalent on
m ni sters’ tax returns:

1

The first issue that nust be determ ned is whether
the mnister is an enployee or an independent
contractor. This is primarily a factual question.
Prof essi onal & Executive Leasing, Inc. v.

Conm ssioner, 862 F.2d 751, 753 (9th G r. 1988;
Janes v. Conmm ssioner, 25 T.C. 1296, 1300 (1956);
Hand v. Conm ssioner, 16 T.C. 1410 (1951).

The distinction between an enpl oyee and an

i ndependent contractor in this context nust be nmade
on conmon | aw grounds. United States v. Vébb,
Inc., 397 U. S 179, 183 (1970). See also IRC
section 3121(d)(2); Treas. Reg. sections
31.3121(d)-1(c) and 31.3401(c)-1. In determning
whet her a worker is an enployee, "enployer control
over the manner in which the work is perforned,
‘either actual or the right toit, is the basic
test.’" General I|nvestnent Corp. v. United States,
823 F.2d 337, 341 (9th cir. 1987, (quoting Air
Term nal Cab, Inc. v. United States, 478 F.2d 575,
579 (8th Cr.), cert. denied, 414 U.S. 909 (1973)).
Actual control need not be exercised by the

enpl oyer, provided the enployer has the right to
control the enployee when it is appropriate and
necessary.

The control test nust be applied only after taking
into account the nature of the work to be
performed. Wen the worker is a professional,
such as a mnister, the extent of control necessary
for the professional to qualify as an enpl oyee is
| ess than that necessary for a nonprofessional

wor ker perform ng routine and nmechani cal duti es.
See Janes v. Conm ssioner, 25 T.C. 1296 (1956).
The absence of the need to control the manner in
whi ch the m nister conducts his or her duties
shoul d not be confused with the absence of the
right to control. The right to control

contenpl ated by the common | aw as an incident of
enpl oynment requires only such supervision as the
nature of the work requires. MQ@ire v. United
States, 349 F.2d 644, 646 (9th Cr. 1965).
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Al t hough they are generally considered enpl oyees
under the common | aw rul es, paynent for services as
a mnister is considered inconme from self

enpl oynment and is not subject to FICA taxes or
incone tax withholding (if the enployer and

enpl oyee agree, an election can be made to have

i ncone taxes withheld). "Even though a mnister
may receive a Form 1099-M SC for the performance of
services, he or she may be a common | aw enpl oyee
and should in fact be receiving a FormW2. In
those very limted cases in which a mnister is an
i ndependent contractor, such as in the case of a
traveling evangelist, the issuance of a Form
1099-M SC i s appropriate.”

A mnister may el ect exenption from self-enpl oynent
tax under these circunstances:

a. As a nmenber of a religious order who has taken
a vow of poverty, or

b. By seeking exenption based on an opposition to
recei ving social security benefits due to
religious principles. This is discussed in
detail later.

A mnister is frequently provided a parsonage or is
pai d a housing all owance, which is exenpt from

i ncone tax under section 107 of the Code. However,
the fair rental value of the housing or parsonage
is included in the conputation of self-enploynent
tax. There are four provisions in the Internal
Revenue Code that are unique to mnisters. These
provi sions include: (1) the IRC section 107
exclusion (for income tax purposes only) for
housi ng al | owances or the fair rental val ue of
chur ch- owned parsonages provided to the mnister
rent-free; (2) the exenption of sonme mnisters from
soci al security coverage; (3) treatnent of

m ni sters (who are not exenpt) as self-enployed for
soci al security tax purposes with respect to

m ni sterial services; and (4) exenption of

m nisterial wages frominconme tax w thhol di ng

(unl ess elected by the mnister).

WHO QUALI FI ES FOR SPECI AL TAX TREATMENT AS A M NI STER

3149-101

1

To qualify for the special tax provisions available
to mnisters, an individual nust be a "mnister"
and nust performservices "in the exercise of his
mnistry." Treas. Reg. section 1.107-1(a)

i ncorporates the rules of Treas. Reg. section
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1.1402(c)-5 in determ ni ng whet her the individual
is performng the duties of a mnister of the
gospel .

Treas. Reg. 1.1402(c)-5 requires that an individual
be a "duly ordai ned, conm ssioned, or |icensed

m nister of a church."™ |In Sal kov v. Conm ssioner,
46 T.C. 190 (1966), the Tax Court, in holding that
a Jewish cantor was a mnister eligible for the IRC
section 107 housing all owance, interpreted that
phrase to be disjunctive. It stated that the

pur pose of the requirenment was to excl ude
self-appointed mnisters, not to limt the benefits
only to the ordained. Accordingly, it concluded
that the petitioner qualified because he was

conmmi ssioned by, and was a duly qualified nmenber of
the Cantors Assenbly of America, which functions as
the official cantorial body for the Conservative
branch of the Jewish religion in America, and
because he was sel ected by a representative
Conservative congregation to performthe functions
of cantor.

Treas. Reg. section 1.1402(c)-5(b)(2) provides that
service performed by a mnister in the exercise of
the mnistry includes:

a. M ni stration of sacerdotal functions;
b. Conduct of religious worship;
C. Control, conduct, and mai ntenance of religious

organi zations (including the religious boards,
societies, and other integral agencies of such
organi zations), under the authority of a
religious body constituting a church or

denom nati on.

Treas. Reg. section 1.1402(c)-5(b)(2) also provides
t hat whether service perforned by a m nister
constitutes conduct of religious worship or

m ni stration of sacerdotal functions depends on the
tenets and practices of the particular religious
body constituting the church or denom nati on.

Treas. Reg. section 1.107-1(a) al so provides
exanpl es of specific services considered duties of
a mnister, including:

a. Perf ormance of sacerdotal functions;

b. Conduct of religious worship;

. 3. 3149- 101
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C. Adm ni stration and mai ntenance of religious
organi zations and their integral agencies;

d. Performance of teaching and adm nistrative
duties at theol ogical sem nari es.

The duties perfornmed by the individual are also
inportant to the initial determ nation whether he
or she is a duly ordai ned, conm ssioned, or
licensed mnister. Because religious disciplines
vary in their formal procedures for these

desi gnati ons, whether an individual is "duly

or dai ned, conm ssioned, or |icensed" depends on

t hese facts and circunstances.

a. I n Sal kov v. Conm ssioner, supra, and Silverman
v. Comm ssioner, 57 T.C. 727 (1972), the Tax
Court, in holding that a cantor of the Jew sh
faith was a duly ordai ned, conm ssioned, or
licensed mnister, |ooked, in each case, to the
systemati c manner the cantor was called to his
mnistry and the ecclesiastical functions he
carried out in concluding that he was a
mnister wwthin the neaning of IRS Section 107.

b. In Rev. Rul. 78-301, 1978-2 C.B. 103, the IRS
foll owed the Tax Court decisions in Sal kov and
Silverman and held that a Jewi sh cantor who is
not ordai ned but has a bona fide conm ssion and
i s enpl oyed by a congregation on a full-tine
basis to performsubstantially all the
religi ous worship, sacerdotal, training, and
educational functions of the Jew sh denom na-
tion s religious tenets and practices is a
m ni ster of the gospel within the neaning of
| RS section 107. Rev. Rul. 78-301 revoked and
nodi fied prior Revenue Rulings to the extent
that they required that an individual nust be
invested with the status and authority of an
ordained mnister fully qualified to exercise
all of the ecclesiastical duties of a church
denom nation to be considered mnisters under
| RC sections 107 and 1402.

C. In Knight v. Conm ssioner 92 T.C. 199 (1989),
the Tax Court considered whether a licentiate
of the Cunberland Presbyterian Church (a
status that was less than full ordination),
who had not filed a tinmely exenption from
sel f-enpl oynent tax, was a duly ordai ned,
conmi ssioned, or licensed mnister in the
exerci se of required duties who was thus
liable for self-enploynent tax. The
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petitioner argued that he was not formally
ordained as a mnister and coul d not
adm ni ster church sacranents or participate in
church governnent. Thus, he could not be a

m ni ster subject to I RC section 1402(c). The
court rejected this view, and | ooked at al

the facts. 1In concluding that he was a
licensed mnister, it cited the facts that he
was |icensed by the church, he conducted

wor shi p services, and he was consi dered by the
church to be a spiritual | eader

d. In contrast, the Tax Court held in Lawence v.
Conm ssioner, 50 T.C. 494 (1968), that a
"mnister of education"” in a Baptist church
was not a "duly ordai ned, conm ssioned, or
licensed” mnister for purposes of |IRS section
107. The petitioner held a Master’s Degree in
Rel i gi ous Education froma Baptist Theol ogi cal
Sem nary, but was not ordai ned. Although his
church "comm ssioned"” himafter he assuned the
position, the court interpreted the
conm ssioning to be for tax purposes, as it
did not result in any change in duties. Most
significant, however, was the court’s analysis
of petitioner’s duties or rather, the duties
he did not perform He did not officiate at
Baptisns or the Lord’ s Supper, two O di nances
that closely resenbl ed sacranents, nor did he
presi de over or preach at worship services.
The court concluded that the evidence did not
establish that the prescribed duties of a
m ni ster of education were equivalent to the
duties of a Baptist mnister.

| NCOVE TO BE REPCORTED

A mnister usually receives conpensation fromthe

enpl oyi ng church or church agency for personal services
but may al so receive bonuses or "special gifts." In
addition, the mnister may receive fees paid directly
from parishioners for perform ng weddi ngs, funerals,
bapti snms, and masses. Al are includible in gross
incone, along with expense allowances for travel,
transportation, or other business expenses received
under a non-accountable plan. |If the church or church
agency pays anounts in addition to salary to cover the
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mnister’'s self-enploynment tax or inconme tax, these are
al so includible in gross incone.?

Fees for weddi ngs, funerals, etc., which are given
directly to the church rather than to the mnister are
not consi dered conpensation to the mnister.
Contributions nmade to or for the support of individual
m ssionaries to further the objectives of their

m ssions are includible in gross incone.?

A mnister’s conpensati on package often includes a
par sonage all owance, that is, the use of church owned
housi ng, a housing all owance, or a rental allowance.
This is treated differently for income tax and

sel f-enpl oynment tax purposes, and is discussed in
detail in the next section.

THE PARSONAGE ALLOMNNCE

| RC section 107 provides an exclusion from gross incone
for a "parsonage all owance," housing specifically
provided to a mnister of the gospel. This includes
the rental value of a hone furnished to himor her as
part of conpensation or a rental allowance, to the
extent that the paynent is used to rent or provide a
honme. The term "parsonage all owance" includes church
provi ded parsonages, rental allowance with which the
mnister may rent a hone and housing all owances wth
which the mnister may purchase a hone. A minister can
recei ve a parsonage allowance for only one hone.

The val ue of the parsonage all owance is not included in
conputing the minister’s income subject to incone tax
and should not be included in W2 wages. However, the
par sonage all owance is subject to self-enploynent tax
along with other earnings. |If a church-owned parsonage
is provided to the mnister, instead of an all owance,
the fair rental value of the housing nust be
determined. Determning the fair rental value is a
guestion of all facts and circunstances based on the

| ocal market, but the church and m ni ster have often

al ready agreed on a figure and can provi de docunentary
evi dence.

The exclusion under | RC section 107 only applies if the
enpl oyi ng church desi gnates the anmount of the parsonage

3149-101
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al l owance i n advance of the tax year.® The designa-
tion may appear in the mnister’s enploynent contract,
t he church m nutes, the church budget, or any other
docunent indicating official action.

An additional requirement for purposes of |IRC section
107 is that the fair rental value of the parsonage or
par sonage al | owance nust be reasonable in anount.

The anmount of the parsonage all owance excl udi bl e from
gross incone is the LEAST of:

1. The amount actually used to provide a hone,

2. The amount officially designated as a housing
al | omwance, or

3. The fair rental value (FRV) of the hone, including
furnishings, utilities, garage, etc.* ?®

The follow ng exanples illustrate the application of
these rules. For sinplification, assune that nortgage
paynents include property taxes and insurance.

Exanple 1

A is an ordained mnister. She receives an
annual salary of $36,000 and use of a

par sonage whi ch has a FRV of $800 a nonth
including utilities. She has an accountable
pl an for other business expenses such as
travel. A s gross income for arriving at

t axabl e income for Federal incone tax

pur poses is $36,000, but for self-enploynment
tax purposes it is $45,600 ($36,000 salary +
$9, 600 FRV of parsonage).

Exanple 2

B, an ordained mnister, is vice president of
academc affairs at Holy Bible Semnary. Hi s
conpensati on package includes a salary of
$80, 000 per year and a $30, 000 housi ng

al l omance. Hi's housing costs for the year

Treas. Reg. section 1.107-1(b).
Treas. Reg. 1.107-1(c).
Revenue Ruling 71-280.
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i ncl uded nortgage paynments of $15, 000,
utilities of $3,000, and $3, 600 for hone
mai nt enance and new furniture. The fair
rental value of the honme, as furnished, is
$18, 000 per year.

The three anmounts for conparison are:

a. Actual expenses of $21,600 ($15, 000
nort gage paynents + $3,000 utilities +
$3, 600 ot her costs)

b. Desi gnat ed housi ng al | owance of
$30, 000

C. FRV plus utilities of $21, 000
($18,000 + $3,000 utilities)

B may excl ude $21, 000 from gross inconme but
must include in income the other $9, 000 of
t he housing all owance. The entire $30, 000
will be considered in arriving at net

sel f - enpl oynent i ncone.

Exanmple 3

Cis an ordained mnister and has been in his
church’s enploy for the last 20 years. H's
salary is $40,000 and his designated

par sonage al |l owance is $15,000. C s nortgage
was paid off last year. During the tax year
he spent $2,000 on utilities, and $3, 000 on
real estate taxes and insurance. The FRV of
his home, as furnished, is $750 a nonth.

The three anmounts for conparison are:

a. Actual housing costs of $5,000 ($2, 000
utilities + $3,000 taxes and i nsurance)

b. Desi gnat ed housi ng al | owance of $15, 000

C. FRV + util
$2, 000 uti

ities of $11,000 ($9,000 FRV +
[ities)

C may only exclude his actual expenses of
$5, 000 for Federal income tax purposes. He
may not exclude the FRV of his honme even

t hough he has paid for it in previous



years.® $1,500 will be included in the
conput ati on of net self-enploynent incone.

Exanple 4

Assune the sane facts as in Exanple 3, except
that C takes out a hone equity |oan and uses
the proceeds to pay for his daughter’s
college tuition. The paynents are $300 per
nmonth. Even though he has a | oan secured by
his honme, the noney was not used to "provide
a honme" and can’'t be used to conpute the
excl udi bl e portion of the parsonage

al l omance. The results are the sane as for
Exanpl e 3.

Exanple 5

Dis an ordained mnister and received
$40,000 in salary plus a designated housing
al |l owance of $12,000. He spent $12, 000 on
nort gage paynments, $2,400 on utilities, and
$2,000 on new furniture. The FRV of his hone
as furnished is $16,000. D s exclusion is
l[imted to $12, 000 even though his actual
cost ($16,400) and FRV and utilities
($18,400) are nore. He may not deduct his
housi ng costs in excess of the designated
al | owance.

Exanpl e 6

E' s desi gnated housing all owance is $20, 000.
She and her husband live in one half of a
dupl ex which they owm. The other half is
rented. Mortgage paynents for the duplex are
$1,500 per nonth. FE s utilities run $1, 800
per year, and her tenant pays his own froma
separate nmeter. During the year E repl aced
carpeting throughout the structure at a cost
of $6,500 and did mnor repairs of $500. E
nmust al |l ocate her nortgage costs, carpeting,
and repairs between her own unit and the
rental unit in determ ning the anmount of the
excl udi bl e parsonage al |l owance. Anounts

all ocable to the rented portion for nortgage
interest, taxes, etc., would be reported on

Swaggart v. Conm ssioner, T. C. Meno. 1984-4009.
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Schedul e E as usual. Her actual costs to
provi de a hone were $14, 300 ($9, 000 nortgage
paynments, $1,800 utilities, and $3,500 for
hal f the carpeting and repairs). The FRV for
her unit is the sane as the rent she charges
for the other half, which is $750 a nonth,
and she estimates that her furnishings add
anot her $150 per nonth to the FRV. Her FRV
plus utilities is $12,600 ($10,800 FRV +
$1,800 utilities). E may exclude $12,600 for
Federal inconme tax purposes.

Even though a mnister’s honme nortgage interest and
real estate taxes have been paid with noney excl uded
fromincome as a housing all owance, he or she may still
claimitem zed deductions for these itens.’ The sale
of the residence is treated the sane as that of other

t axpayers, even though it may have been conpletely

pur chased with funds excluded under | RC section 107.

Aretired mnister may receive part of his or her
pensi on benefits as a designated parsonage all owance
based on past services. |If so, the "least of" rules

apply.?8

Trustees of a mnister’s retirenment plan nay designate
a portion of each pension distribution as a parsonage
al  owance excl udabl e under I RC section 107. The
mnister may claimthat the anmount is both excludable
fromincome as a parsonage all owance under | RC section
107 and excl udabl e from sel f-enpl oynent incone for

Sel f - Enpl oynment Contri bution Act (SECA) purposes.

Under I RC section 1402(a)(8), a mnister is required to
i ncl ude anpbunts designated as a parsonage all owance per
| RC section 107 in calculating his or her earnings from
sel f-enpl oynment for SECA purposes. Any anount so
designated is not taxed under |IRC section 402 as a
distribution froma qualified plan. Because anmounts
received by a retired mnister as a parsonage all owance
relate to the performance of prior services as a
mnister, they are includible in net earnings fromself
enpl oynment and are subject to self-enploynent tax.

Because expenses attributable to earning i ncone which
is exenpt fromtax are not ordinarily deductible, a
m ni ster’ s busi ness expenses related to his or her
earni ngs nmust be allocated and becone partially

3149-101

Revenue ruling 87-32.
Revenue ruling 75-22.
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nondeductible.® This is discussed in detail in the
next section.

Exhibit 1 provides a worksheet for the conmputation of
t he amount that is excludible as a parsonage all owance.

BUSI NESS EXPENSES

Enpl oyee busi ness expenses: Mnisters who are

enpl oyees may deduct the foll ow ng expenses on Schedul e
A as m scel |l aneous expenses subject to the 2 percent
floor: (1) unreinbursed enpl oyee busi ness expenses
(that is, expenses for which the mnister is not

rei mbursed under an | RS section 62(c) accountable plan)
and (2) "nonaccount abl e" rei nmbursed busi ness expenses.

The limtations on deductibility of enployee business
expenses may be avoided if the church adopts an
"accountable plan." An accountable plan is an
arrangenment that neets all the requirenents of Treas.
Reg. section 1.62, that is, business connection
(deductibility under I RC section 162), substantiation
wi thin a reasonable period of time, and return of
anounts in excess of substantiated expenses within a
reasonabl e period of tinme. The regul ations provide two
saf e harbor nethods under the reasonable period of tine
requirenent.

| f an arrangement neets all the requirenents for an
accountabl e plan, the anounts paid under the
arrangenment are excluded fromthe mnister’s gross
income and are not required to be reported on his or
her FormW2. |If, however, the arrangenent does not
nmeet one or nore of the requirenments, all paynents
under the arrangenent are included in the mnister’s
gross incone and are reported as wages on the Form W 2,
even though no wi thhol ding at the source is required.

| f the church has a salary reduction arrangenent which
"rei nmburses” the mnister for enpl oyee business
expenses by reducing his or her salary, the arrangenent
will be treated as a nonaccountabl e plan because it
does not neet the reinbursenent requirenent of

Treas. Reg. section 1.62-2(d). See Treas. Reg.
section 1.62-2(j), Ex. 2. This is the result
regardl ess of whether a specific portion of the

m ni ster’s conpensation is designated for enpl oyee
expenses or whether the portion of the conpensation to
be treated as the expense all owance varies from pay

9 | RC section 265.
- 11 - 3149-101



period to pay period depending on the mnister’s
expenses. As long as the mnister is entitled to
receive the full anount of annual conpensati on,
regardl ess of whether or not any enpl oyee business
expenses are incurred during the taxable year, the
arrangenment does not neet the rei nbursenent
requirenment.

A mnister may deduct ordinary and necessary business
expenses. However, if a mnister’s conpensation

i ncl udes a parsonage all owance which is exenpt from

i ncome under | RC section 107, that portion of the
expenses allowable to this tax-exenpt inconme is not
deductible, per IRC section 265.1° 1 12

Before this allocation is nade, the total anount of
busi ness expenses nust be determned. Mnisters are
subj ect to the sanme substantiation requirenments as
ot her taxpayers.

Typi cal business expenses for mnisters include the
f ol | owi ng:

Transportation. Mny mnisters receive a
nonaccount abl e auto all owance, which is includible in
incone. Transportation costs which nmay be deductible
include trips for hospital and nursing home visits,
attendance at conferences, or other church business.
However, trips to and from church are consi dered
nondeducti bl e commuti ng expenses. '3

Travel. A mnister may incur travel away from hone

occasionally for special conferences or other duties
out of the area. The sanme rules regarding the
deductibility of neals, entertai nment, and | odgi ng
apply as for other taxpayers.

Busi ness Use of Hone. In order for a hone to qualify

as a principal place of business under |IRC section
280A(c)(1)(A), the functions performed and the tine
spent at each | ocation where the trade or business is
conducted are the primary considerations and nust be
conpared to determne the relative inportance of each
Sohman v. Conm ssioner, 113 S. C. 701 (1993). The

10
11
12

13
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church often provides an office on the prem ses for the
m ni ster, so the necessity of an office in the hone
shoul d be questioned closely. Furthernore, since the
total cost to provide the honme is used in conmputing the
exenpt housi ng all owance, hone office deductions for

t axes, insurance, nortgage interest, etc. would be
duplications. (Note that item zed deductions are

al l owabl e for nortgage interest and taxes. %)

Supplies, Publications. Mnisters may incur sone

out - of - pocket costs for office supplies and job-rel ated
books and periodicals for which they are not

rei nbursed. This may be nore common in small churches.
I ncreasingly, mnisters are using conputers for witing
sernons, correspondence, and record-keeping. Personal
use shoul d be determ ned.

Dues versus Contributions. Mnisters often pay a snal

annual renewal fee to maintain their credentials, which
constitutes a deducti bl e expense. However, mnisters’
contributions to the church are not deductible as

busi ness expenses. They may argue that they are
expected to donate generously to the church as part of
their enploynment. This is not sufficient to convert
charitable contributions to business expenses. The
distinction is that charitable contributions are given
to a qualifying organization (such as a church) for the
furtherance of its charitable activities. Dues, on the
ot her hand, are usually paid with the expectation that
a financial benefit will result to the individual, as
inarealtor’s multilist dues or an electrician s union
dues. A mnister’s salary and benefits are not |ikely
to directly depend on the donations nmade to the church.
They may still be deducted as contributions on Schedul e
A but may not be used as a business expense to reduce
sel f - enpl oynent t ax.

O her Expenses. A mnister may incur expenses for

speci al vestnents that would qualify as "uniforns."
Their reasonabl e cost and care woul d be deducti bl e.
Ordinary street clothes or suits for church are not
deducti ble. Unreinbursed |ong distance phone calls
made for business purposes are deducti bl e.

Once total business expenses have been determ ned, the
nondeducti bl e portion can be conputed using the
following formula. Exhibit 2 provides a conputation
wor ksheet .

14

Revenue Ruling 87-32.
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For nul a:

1. Exenpt housi ng al | owance or FRV of parsonage
—————————————————————————————————————————————— = Nont axabl e
Total mnistry inconme* I ncomre %

* |Includes salary, fees, expense allowances

under nonaccountabl e plans, plus the housing
al | owance or parsonage FRV.

2. Total busi ness expenses x nontaxable income % = Expenses to
be al |l ocat ed
to nont axabl e
i ncome
= Nondeducti bl e

i i expenses
These exanples illustrate the conputation:
Exanple 7

3149-101

F receives a salary of $36,000, an exenpt
housi ng al | owance of $18,000 and an auto
expense all owance of $6,000 for his services
as an ordained mnister. F incurs business
expenses as follows: auto, $7,150;

vestnents, $350; dues, $120; publications and
supplies, $300; totalling $7,920. His
nondeducti bl e expenses are conputed as

foll ows:

$18, 000 housi ng al | owance

Nont axabl e | ncome

$60, 000 total ministry incone
($36,000 salary + $18, 000 housi ng
+ $6, 000 car all owance)

= 30%

Tot al busi ness expenses $7, 920
Nont axabl e i ncome % x 30%
Nondeducti bl e expenses $2, 376
Tot al busi ness expenses $7, 920
Nondeducti bl e expenses (2,376)
Deducti bl e expenses $5, 544

F's deducti bl e expenses are reported as
Schedul e A m scel | aneous deductions since his
church consi ders himan enpl oyee and i ssues a
W 2. These expenses, along with any ot her

m scel | aneous deductions are subject to a
further reduction of 2 percent of his

adj ust ed gross i ncone.



Exanple 8

G received a salary of $12,000, a housing

al | omance of $9, 000, and earned $3,000 for
vari ous speaki ng engagenents, weddi ngs,
funerals, etc., all related to her mnistry.
She reports her salary as "wages" on page 1
of her Form 1040 and her fees on Schedule C .
Because her actual housing costs ($6, 000)
were | ess than her housing allowance and the
FRV of her hone for the year, she nust

i ncl ude $3, 000 of her housing all owance as
"ot her incone" for inconme tax purposes. Her
total business expenses are $4,500. The
conput ati on of deducti bl e expenses is shown
bel ow.

$6, 000 (housing al | owance actual |y exenpt fromincone tax)

—————————————————————————————————————————————————————————— = 25% Nont axabl e
$24, 000 ($12,000 salary + $9,000 housing + $3,000 fees) i ncome

Total expenses $4,500 x 25% = $1, 125 = nondeducti bl e expenses
Total expenses $4,500 - $1,125 = $3,375 = deducti bl e expenses

Note that this $3375 woul d further be

al | ocabl e between Schedul e A m scel | aneous
deductions (related to salary) and Schedule C
(related to other fees).' However, as you
will see in the next section, this allocation
wi |l not change G s sel f-enploynent tax,
since all mnistry incone and mnistry
expenses are included in the conputation,
regardl ess of where they are reported on the
return for income tax purposes. The alloca-
tion between Schedule A and Schedule C will

al so affect any AQ -dependent conputati ons.

Cccasionally a mnister may receive no conpensati on
for services. In this case, any actual

out - of - pocket costs are deductible as charitable
contributions.® 7

15

16

17

Revenue Ruling 80-110.
Revenue Ruling 69-645.
G bson v. Conm ssioner, T. C. Meno. 1981-668.
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SELF- EMPLOYMENT TAX:  EXEMPTI ON

M nisterial services are covered by social security
provi sions under the Self Enploynent Contributions Act
(SECA). Earnings for these services are subject to
sel f-enpl oynent tax unl ess:

1. The mnister is a nenber of a religious order whose
menbers have taken a vow of poverty, or

2. The m ni ster has requested, and the IRS has
approved, an exenption from sel f-enploynent tax.

To cl ai mexenption fromself-enploynment tax, a mnister
must :

1. Be an ordai ned, connjssipned, or licensed mnister
of a church or denom nation. *°

2. File Form 4361. This is an application for
exenption fromsel f-enploynment tax for use by
m ni sters, menbers of religious orders, and
Christian Science practitioners.

3. Be consci entiously opposed to public insurance
(Medi care/ Medi cai d and Soci al Security benefits)
because of religious beliefs. %

4. File for exenption for reasons other than econonic.

5. Notify the church or order that he or she is
opposed to public insurance.

6. Establish that the organization that ordained,
licensed, or comm ssioned the mnister is a
t ax- exenpt religious organization.

7. Establ i sh that the organization is a church.

8. Sign and return the statenent that the IRS mails to
himor her to verify that he or she has requested
an exenption based on the grounds |listed on the
statenment (See Exhibit 3).

Form 4361 nust be filed by the due date of the Form 1040
(i ncluding extensions) for the second tax year in

18
19

20

3149-101

| RC section 1402(e).

Revenue Ruling 78-301.

Treas. Reg. section 1.1402(e)-51.
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which at |east $400 in self-enploynent ministerial
earnings was received. The 2 years do not have to be
consecuti ve.

An approved Form 4361 is effective for all tax years
after 1967 for which a mnister received $400 or nore
of self-enployed incone for mnisterial services.

The exenption from sel f-enpl oynent tax applies only to
services perforned as a mnister. The exenption does
not apply to other self-enploynent incone.

To determine if a mnister is exenpt from

sel f-enpl oynment tax, request that he or she furnish a
copy of the approved Form 4361 if it is not attached to
the return. |f the taxpayer cannot provide a copy,
order a transcript for the year under exam nation. The
ADP and I DRS I nformation handbook shows where the

m ni sters’ sel f-enploynment exenption codes are | ocated
on the transcripts and what the codes nean. Transcripts
wi |l not show exenption status prior to 1988.

| f the transcript does not show a MN SE indicator and
t he taxpayer still clains that he or she is exenpt from
sel f-enpl oynment tax, the Taxpayer Rel ations Branch at
the Service Center where the Form 4361 was filed can
research this information and provide the taxpayer with
a copy. The Social Security Admnistration in
Baltinore al so can provide the informati on on exenption
for an individual.

Exanple 9

H has ministerial earnings of $400 in 1990
and $1800 in 1991. He has until April 15,
1992 (if no extension has been filed) to file
Form 4361. |If the approved Form 4361 is not
received by the due date for the 1990 return,
the sel f-enploynent tax for 1990 is still due
by that date. |If he later receives the
approved 4361, he may anend his 1990 return.

Exanple 10

J earned $500 in 1989, $300 in 1990, and
$6,000 in 1991 fromher mnistry. She has
until April 15, 1992 (if no extension has
been filed) to file Form4361. |If the
approval of the exenption is not received by
April 15, 1990, J nust pay the self-

enpl oynent tax with her 1989 return, but may

- 17 - 3149-101



amend it after the exenption is approved. J
may file a claimfor refund (an anmended tax
return) wwthin 3 years fromthe tinme the
return was filed or within 2 years fromthe
time the tax was paid, whichever is |ater

Exanple 11

K, ordained in 1990, has $7,500 in net
earnings as a mnister in both 1990 and 1991.
He files Form 4361 on March 5, 1992. If the
exenption is granted, it is effective for
1990 and all follow ng years.

Exanple 12

L, an ordained mnister, has applied for and
recei ved exenption from sel f-enpl oynment tax
for his services as a mnister. In 1991 he
has m nisterial income of $12,000 and income
fromhis shoe repair business, a sole
proprietorship, of $9,000. He nust conpute
sel f-enpl oyment tax on the $9, 000.

COMPUTI NG SELF- EMPLOYMENT TAX

| f an exenption from self-enploynent tax is not applied
for, or is not granted, self-enploynent tax nust be
conputed on mnisterial earnings. To conpute self-

enpl oynent tax, allowable trade or business expenses
are subtracted fromgross mnisterial earnings, then
the appropriate rate is applied.

I nclude the following itenms in gross income for self-
enpl oynent tax:

1. Sal aries and fees for services, including offerings
and honoraria received for funerals, baptisns, etc.

2. Any cash housing allowance or utility allowances.

3. FRV of a parsonage, if provided, including the cost

of utilities and furnishings provided.
4. Any anounts received for business expenses treated

as pai d under a nonaccountabl e plan, such as an
auto al | onance.

3149-101 - 18 -



Exanple 13

M receives a salary fromthe church of
$20,000. Hi s parsonage allowance is $12, 000.
The church w thhol ds Federal inconme tax (by
nmut ual agreenent) and issues hima Form W 2.
He has unrei nbursed enpl oyee busi ness
expenses (before excludi ng nondeducti bl e
amounts attributable to his exenpt incone) of
$5,200. Hi s net earnings for self-enpl oynment
tax are $26,800 ($20,000 + $12,000 - $5, 200).
Note that all of M s unreinbursed business
expenses are deductible for self-enploynent
tax purposes, although the portion
attributable to the exenpt housing all owance
is not deductible for Federal incone tax

pur poses. Section 265 of the Internal
Revenue Code regarding the allocation of

busi ness expenses related to exenpt incone
relates to inconme tax conmputations but not
sel f-enpl oynent tax conputati ons.

Exanpl e 14

G as shown in Exanple 8, conmputes her self-
enpl oynent taxable incone as foll ows:

$12, 000 sal ary plus $9, 000 housi ng al | owance
pl us $3, 000 Schedul e C incone |ess ($4,500)
total business expenses equals $19, 500 self-
enpl oynment i ncone.

| RS Publication 517, Social Security For
Menbers of the Cergy and Religious Wrkers
is a very useful guide for taxpayers and as a
qui ck reference.
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Exhibit 1

EXCLUSI ON OF PARSONAGE ALLOWANCE
UNDER | NTERNAL REVENUE CODE SECTI ON 107

A HOVE OMNED OR RENTEDY HOUSI NG ALLOWANCE RECEI VED:
The exclusion is limted to the | east of:
1. Anpunt designated as housing all owance ____

2. Amount actually used to provide a hone:

Rent

House paynents

Fur ni shi ngs

Repairs

I nsurance, Taxes

Uilities

O her expenses
(I'ncl ude down paynents, interests, etc.,
but not food or servants or entertai nnent)

3. Fair rental value of hone, including furniture,
utilities, garage

B. PARSONAGE PROVI DED: FAI R RENTAL VALUE -

BASED ON THE ABOVE FI GURES, THE AMOUNT OF YOUR HOUSI NG ALLOWANCE
EXCLUDI BLE FROM | NCOVE TAX LIABILITY IS

THE ENTI RE DESI GNATED HOUSI NG ALLOMNCE |'S SUBJECT TO
SELF- EMPLOYMENT TAX UNLESS YOU HAVE BEEN APPROVED FOR
EXEMPTI ON CR ARE RETI RED.
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Exhi bit 2

COMPUTATI ON OF ALLOWABLE EXPENSES
WHEN TAX- EXEMPT | NCOVE | S RECEI VED

Amount of tax-exenpt income (Housing allowance or
fair rental value of parsonage provided) -
Total incone frommnistry:

Sal ary

Fees

Al | owances

Line 1 Anmt.

TOTAL

Divide line 1 anpbunt by line 2 anpunt.

= Nont axabl e i ncome % %

Total busi ness expenses substanti at ed:

Aut o

Tr avel

M& E

O her

TOTAL

Multiply line 4 total by line 3 percentage.
These are nondeducti bl e expenses al | owabl e
to tax-exenpt incomne.

Subtract line 5 amount fromline 4 anmount.
These are deducti bl e expenses for Federa
i ncome tax purposes.
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Exhibit 3 (1 of 3)

LETTER 2250C

We received your Form 4361, Application for Exenption From

Sel f - Enpl oynent Tax for Use by Mnisters, Menbers of Religious
Orders and Christian Science Practitioners. W need additional
verification before we can continue processing.

Pl ease carefully read and sign the applicable portion of the
declaration at the end of this letter and return it to us so
that we may continue processing your application. |If you do not
wi sh your application to be processed, please sign the
applicable portion of the declaration at the end of this letter
and return it to us.

We are requesting this verification because we are required by
| aw to nmake sure you understand the grounds for which we can
approve any request for exenption. You nust be either (1)
consci entiously opposed to; or (2) because of religious

princi ples, opposed to accepting the benefits of public

i nsurance that nmakes paynments toward the cost of, or provides
services for, nedical care based on services perforned as a

m ni ster, menber, or practitioner. (Public insurance includes
i nsurance systens established by the Social Security Act.) You
nmust al so informthe ordai ning, conmm ssioning, or |icensing
body of your church (or order) that you are opposed to such

i nsur ance.

If we allow your exenption, it will apply only to earnings from
services as a mnister, nmenber, or practitioner, under Section
1402(e) of the Internal Revenue Code. You will not be entitled
to the Social Security benefits from such services. Thi s

el ection cannot be revoked once it is approved. This letter
allows you to verify that you understand the grounds upon which
t he exenption can be granted and that you still want the
exenption or that you wish to w thdraw your request.

If a signed copy of this letter requesting exenption is mail ed

to the Internal Revenue Service Center within 90 days fromthe
date of this letter, the exenption is effective for all tax
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Exhibit 3 (2 of 3)

years in which you have net self-enploynent earnings of $400 or
nore, if you derive any part of it frommnisterial services.

| f your response is not mailed within the 90 day period, your
exenption wll not be effective before the date we receive your
response to this letter. You wll be subject to self-enploynent
taxes for any period during which your exenption is not
effective.

| f you have any questions about this letter, you may wite to us
at the address shown above. |[|f you prefer, you may call the

I RS t el ephone nunber listed in your |ocal tel ephone directory.
An | RS enpl oyee there may be able to help you, but the office

at the address shown on this letter is nost famliar with your
case.

When you return the declaration as requested, or if you wite
to us with questions about this letter, please provide your

t el ephone nunber and the nost convenient tine for us to call if
we need additional information. Please attach this letter to
any correspondence to help us identify your case. Keep the
copy for your records.

Thank you for your cooperation.

Sincerely yours,

Chi ef, Taxpayer Rel ations Branch

Encl osures:

Decl arati on

Copy of this letter
Envel ope
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Exhibit 3 (3 of 3)

Applicant’ s Nane
Soci al Security Nunber

Pl ease sign the appropriate signature line. Only one should be
si gned.

Decl arati on
| have read this letter and understand the grounds on which

may receive an exenption fromself-enploynent tax. | still wsh
to proceed with the processing of ny application.

Si gnature Dat e

| would |ike the processing of ny application to be
di sconti nued and ny application returned to ne.

Si gnature Dat e
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