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How to Use This Minister’s Tax and Financial Guide

This 2026 edition of the Minister’s Tax & Financial Guide published by
ECFAPress includes the latest tax forms from the IRS, the impact of Capitol
Hill legislation, the effect of court decisions, and more. In particular, the
Guide has been updated to include changes in the law that could save you
hundreds of dollars on your annual tax return filing.

But this Guide is not just another book—it is your gateway to ECFA's
incredible and FREE online resources for ministers.

« You may have a printed copy of the book in your hands. Or you may have
accessed our webpage for the book (ecfa.org/TaxGuides), and you are
viewing the book online.

« If you are viewing the book online, you may have already clicked on
some of the links embedded in the book which open the world of
ECFA's online catalog of 50 eBooks and over 1,000 Knowledge Center
documents.

. Listening and watching may be your preferred learning style. If so,
there are a series of short videos on our website that highlight the key
takeaways from the guide.

You get the picture—here at ECFA, we want to serve you. We do this by
helping you understand the basics of minister’s taxes and finance through a
variety of learning formats.

Our prayer is that God will use these resources to help you to be the best
possible steward of your God-given resources and free you to focus on
ministry!

Michael Martin, JD, CPA
ECFA President and CEO



The ECFA 2026 Church and Nonprofit Tax and Financial Guide

This guide continues to be one of the few resources offering tax and financial
guidance to churches and nonprofit organizations. Issues of financial
accountability, receiving and maintaining tax-exempt status, accounting for
charitable gifts, and other crucial topics receive careful and full discussion. The
2026 edition also contains a thorough description of tax laws affecting churches
and other nonprofit organizations to aid in compliance with regulations. The
book includes legislative updates, expert advice on handling charitable gifts,
sample policies and procedures, easy techniques for simplifying financial policies
and procedures, insights on expense reimbursements, key steps in sound
compensation planning, and examples of required IRS filings.
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RECENT DEVELOPMENTS

Below are some recent developments in the public square that you may wish to
keep in mind as you use this guide to file 2025 returns and look ahead to 2026.
We also encourage you to check out ECFA's Pulse e-newsletter to receive regular
updates about news, trends, and resources that can help you as you lead your
ministry. You can sign up at ECFA.org/Pulse.

Secure 2.0 Act — This 2022 law’s mandate that employees be automatically
enrolled in new retirement plans took effect in 2025 (however, church plans

are exempt). Also taking effect last year was its increase in allowable catch-up
contributions for taxpayers between 60-63 years of age. Other provisions of this
retirement savings law include an allowance for employer contributions to Roth
plans, a delay in the required minimum distribution age for tax-deferred accounts,
and permission for employers to count student loan repayments for matching
retirement contributions. A federal “Saver’s Match” program for savers with income
less than $35,500 (or $71,000 filing jointly) is slated to begin in 2027.

Clergy Act —The Clergy Act would allow a temporary window for pastors who
previously opted out of the Social Security system to re-enter it. Notably, this bill
advanced unanimously out of the House Ways & Means Committee and also found
bipartisan support in the Senate during the last Congress. It was re-introduced
again in a bipartisan fashion in 2025, and ECFA continues to support action on

it. For a more detailed exploration of social security considerations for pastors,
please check out ECFA's “10 Essentials of Social Security for Ministers” eBook.

One Big Beautiful Bill Act (OBBBA) — OBBBA included many significant tax
policies. For example, it made permanent a significant increase in the standard
deduction ($15,750 for individuals and $31,500 for joint filers in 2025), and it
permanently eliminated personal exemptions. OBBBA also made permanent the
2017 increase to the Child Tax Credit (enhancing it up to $2,200 per child and
slating that number to be adjusted for inflation moving forward), as well as the
previous extension of the estate and gift tax exemption (with its threshold now tied
to inflation). In addition, the new law increased the SALT deduction cap until 2029
and authorized new deductions through 2028 for seniors 65+, eligible overtime
pay, and eligible tips. Please note several other specific OBBBA highlights below:

New Charitable Giving Incentive — Among its many tax policy provisions,
OBBBA included a permanent extension and expansion of a charitable
deduction for taxpayers who don’t itemize. Beginning in 2026, individual
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non-itemizers will be allowed to deduct up to $1,000 for charitable donations
($2,000 for married couples filing jointly). ECFA has long been an advocate of
this bipartisan idea that will honor and encourage habits of giving among all
Americans, regardless of whether or not they itemize on their tax forms.

New Charitable Giving Limitations — Unfortunately, OBBBA also introduced
limits on charitable giving incentives. For example, Congress imposed a
0.5-percent-of-AGlI floor for individual taxpayers who itemize their giving. This
means, beginning in 2026, a married couple with a joint AGI of $100,000

will find their first $500 in donations is no longer deductible if they itemize.
Similarly, OBBBA added a one percent floor for corporations before they can
claim a charitable deduction. Also significant, the bill generally caps the value
of itemized deductions at 35 percent, which may be a consideration for some
givers in the highest tax bracket.

Nonprofit Parking Tax — One notable provision deleted from OBBBA before it
became law was the infamous “nonprofit parking tax.” This policy would have
added employee parking costs to the unrelated business income tax (UBIT)
liability of many ministries. ECFA rallied more than 650 leaders in faith-based
organizations to join a letter urging senators to expunge this “logically flawed
and burdensome proposal” that would tax tax-exempt groups for expenses as if
they were income. Thankfully, legislators took note and removed the nonprofit
parking tax.

Johnson Amendment — The Johnson Amendment prohibits 501(c)(3)
organizations from engaging in partisan political campaign activity. Supporters
hold that the policy protects public trust in nonprofits, but opponents believe it
unconstitutionally chills free speech. The IRS suggested in a 2025 court filing

that houses of worship do not violate the Johnson Amendment when discussing
electoral politics through their usual religious service communication channels,
which the agency likened to “a family discussion concerning candidates.” As of this
guide’s publication date, the court had not ruled on this motion and the effect of
this IRS statement is not yet clear for churches and other faith-based nonprofits.

Leader Care — To further its evangelical mission of enhancing trust in the church
and ministry community, ECFA adopted a new Excellence in Leader Care Standard
with an effective date of January 1, 2027. Recognizing that leader care is key to
ministry care, this standard will require ECFA member boards and senior leaders to
work together to develop plans that demonstrate each organization’s commitment
to caring proactively for their leader’s well-being and integrity. Learn more about
the standard, including answers to frequently asked questions, at ECFA.org/
LeaderCare.
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Key Federal Tax Limits, Rates, and Other Data

| 2024

| 2025

| 2026

Standard deductions, exemptions, and exclusions:

Married Joint Return $29,200
Head of Household 21,900
Single 14,600

Married Separate Returns
14,600

Standard Deductions

Married Joint Return $31,500
Head of Household 23,625
Single 15,750

Married Separate Returns
15,750

Married Joint Return $32,200
Head of Household 24,150
Single 16,100

Married Separate Returns
16,100

Married Joint Return $3,200
Head of Household 2,000

Married Joint Return $3,200
Head of Household 2,000

Married Joint Return $3,300
Head of Household 2,050

Additional Standard Deductions for 65+ Single 2,000 Single 2,000 Single 2,050
Married Separate Returns Married Separate Returns Married Separate Returns
1,600 1,600 1,650

Married Joint Return N/A

0BBBA Bonus Standard Deduction for 65+ Head of Household N/A

Married Joint Return $12,000
Head of Household 6,000

Married Joint Return $12,000
Head of Household 6,000

o . Single 6,000 Single 6,000

(phased out for high income earners) Married Separate Ri'ﬂl grlnes m Married Separate Returns Married Separate Returns
4 6,000 6,000

Foreign earned income exclusion $126,500 $130,000 $132,900

Social Security:

12.4% on wages up to

12.4% on wages up to

12.4% on wages up to

SECA (0ASDI) rate 168,600 §176,100 184,500
SECA (Medicare) rate 2.9% no limit on wages 2.9% no limit on wages 2.9% no limit on wages
.9% on wages up to .9% on wages up to .9% on wages up to

Married Joint $250,000 Married Joint $250,000 Married Joint $250,000

Additional Medicare Married Separate $125,000

All Others $200,000

Married Separate $125,000
All Others $200,000

Married Separate $125,000
All Others $200,000

Medicare Part B premiums - Basic $174.70

$185.00

$206.50

Earnings ceiling for Social Security (for

employment before FRA; special formula Below FRA: $22,320

Over FRA: None

Below FRA: $23,400
Over FRA: None

Below FRA: $24,480
Over FRA: None

in FRA year)

Earnings limit in year FRA attained 959,520 962,160 965,160

Benefits and contributions:

Maxnrpun_1 annual contribution to defined $69,000 §70,000 §72,000

contribution plan

Maximum salary deduction for

401(K)/403(b) $23,000 $23,500 $24,500

401(k) & 403(h) over 50 “catch up” limit $7,500 $7,500 $8,000

Maximum income exclusion for

nonqualified plans in 501(c)(3) $23,000 $23,500 $24,500

organizations (IRC 457)(b)

IRA contribution limit — age 49 and below $7,000 $7,000 $7,500
—age 50 and above $8,000 $8,000 48,600

Highly compensated employee limit $155,000 $160,000 $160,000

Ma)flmum ann.ual contribution to health $3,200 $3,300 $3.400

flexible spending arrangements

Other:

Gift tax annual exclusion $18,000 $19,000 $19,000

Estate tax annual exclusion $13,610,000 $13,990,000 $15,000,000
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2024 | 2025 | 2026
Per diem and mileage rates and other transportation:
Standard per diem: Lowest rates Lodging $107 Lodging $110 Lodging $110

in continental USA

Meals & incidentals $59

Meals & incidentals $68

Meals & incidentals $68

Business auto mileage rate

67 cents per mile

70 cents per mile

72.5 cents per mile

Moving & medical auto mileage rate

21 cents per mile

21 cents per mile

20.5 cents per mile

Charitable auto mileage rate

14 cents per mile

14 cents per mile

14 cents per mile

Airplane mileage rate @

$1.76 per mile

$1.75 per mile

$1.78 per mile

Motorcycle mileage rate

65 cents per mile

68 cents per mile

70.5 cents per mile

Maximum value of reimbursement of

business expenses (other than lodging) 75 75 75
without receipt
Qualified parking monthly tax-free limit $315 $325 $340
Transit passes/tokens—monthly tax-free limit $315 $325 $340
Health savings accounts:
Contribution limit:
Individual $4,150 $4,300 $4,400
Family $8,300 $8,550 48,750
Maximum annual out-of-pocket expense:
Individual $8,050 $8,300 $8,500
Family $16,100 $16,600 $17,000
Minimum deductible:
Individual $1,600 41,650 $1,700
Family 43,200 43,300 $3,400
Increase in annual contribution limit - $1,000 $1,000 $1,000

55 and older

Earned income credit:

Taxable and nontaxable earned income of less
than (to qualify for the earned income credit):

Single/Married Filing Joint

Single/Married Filing Joint

Single/Married Filing Joint

No qualifying child $18,591/$25,511 $19,104/$26,215 $19,540/526,820
One qualifying child $49,084/$56,004 950,434/%57,554 $51,593/958,863
Two qualifying children $55,768/562,688 $57,310/964,430 $58,629/965,899
Three or more qualifying children $59,899/966,819 $61,555/$68,675 $62,974/%70,244

Long-term care insurance:

Premiums deductible as medical expense

based on the insured’s age before close of

taxyear: 470 $480 $500
40 or less
411050 $880 $900 $930
5110 60 $1,760 $1,800 $1,860
611070 $4,110 $4,810 $4,960
More than 70 $5,880 96,020 96,200

(1) Privately owned vehicle mileage rates set by the U.S. General Services Administration

Note: In some instances, the rate for a particular year may apply to a tax return filed in a subsequent year.




TAXES FOR MINISTERS

~— In This Chapter N
m Ordaining, licensing, or commissioning m Income tax status of ministers
ministers m Importance of the employee vs. self-
m Performing ministerial services employed decision on income taxes
m Individuals not qualifying for m Social Security tax status of ministers
ministerial tax treatment
. J

Taxes for ministers may seem like a confusing maze at first, but it does not have
to be overwhelming! With practical pointers and easy-to-understand explanations,
this guide is here to help ministers each step of the way. Another excellent
resource, as an overview, is ECFA's eBook, 10 Essentials of Taxes for Ministers.

In determining who should be considered a
minister for tax purposes, the opinion of the IRS, /‘\
based on tax law, is the only one that counts.

v

It all begins with a proper understanding of the REMEMBER
special tax provisions available to ministers and There is some flexibility in
who qualifies as a “minister” for tax purposes, applying certain ministerial
which is the focus of this first chapter. tax provisions. For example,

a minister is exempt from
There are six special tax provisions for mandatory income tax
T . withholding but can enter into a
individuals who, under federal tax rules, qualify . . .

o . voluntary income tax withholding

as ministers of the gospel and are performing arrangement with the church.

services that qualify in the exercise of ministry:

1. Forincome tax purposes, exclusion of the housing allowance for minister-
provided housing or the fair rental value of a church-owned parsonage
provided rent-free to ministers

2. For Social Security tax purposes, treatment of all ministers as self-employed
as it relates to income from ministerial services

3. Exemption of ministers from self-employment Social Security tax under very
limited circumstances

4. Exemption of ministerial compensation from mandatory income tax
withholding
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5. Eligibility for a voluntary income tax withholding arrangement between the
minister and the church

6. Potential double benefit of mortgage interest and real estate taxes as
itemized deductions and as excludable housing expenses for housing
allowance purposes for ministers living in minister-provided housing

Classification as a minister for tax purposes is very important. It determines

how a minister prepares federal tax returns for income and Social Security tax
purposes. For example, a qualified minister is eligible for the housing allowance.
This alone may be the basis to exclude thousands of dollars from income taxation.

Determining Ministerial Tax Status

STEP 1 (see pages 7-9)
The worker generally

does not qualify for
ministerial tax status.

Is the worker duly ordained, licensed, “NO->
or commissioned by a church
or denomination?

STEP 2 (see pages 9-14)

Does the worker perform some of the
following ministerial duties?

The worker generally
(weddings, baptisms, etc.) -NO—~»> does not qualify for
ministerial tax status.

- administer sacerdotal functions

« conduct religious worship

« management responsibility in the control,
conduct, or maintenance of a church
or denomination

- considered a religious leader by a church
or denomination

YES

The worker
generally qualifies

for ministerial
tax status.
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Also, ministers are subject to Social Security

tax as a self-employed person and calculate /‘\
self-employed Social Security tax (SECA) on v

Schedule SE, which is then included Wi.th. other REMEMBER

taxes or'1 Form 104.0. Convgrsely, nonministers If an individual qualifies as a
are subject to Social Security tax as an minister, he or she is subject to
employee and are responsible for paying one- (SECA) self-employment Social
half of their Social Security tax (FICA) through Security tax, not FICA. This tax is
withholding from salary payments, while their L R Gt SRS,

employer pays the other half.

According to tax law, there is a two-step process for determining whether the
special tax provisions available to ministers apply to a particular worker (see
flowchart on page 6). The first is whether the individual qualifies as a minister. The
second is whether the minister is performing ministerial services.

Related to the first step, whether an individual qualifies as a minister generally
begins with determining whether he or she has been ordained, licensed, or
commissioned.

Ordaining, Licensing, or Commissioning
Ministers

Denominations generally have a process for ordaining, licensing, or commissioning
ministers. An individual serving in a denominational church must meet the
denomination’s guidelines, if they exist, to obtain and retain status as an ordained,
licensed, or commissioned minister. The question of whether an individual who

is ordained, licensed, or commissioned by a local church will be recognized as a
minister for federal tax purposes has not been directly addressed by the IRS or

the courts. Still, the following steps should be considered by a local church that is
considering ordaining, licensing, or commissioning individuals:

- Appropriate bylaw provisions. The
church’s bylaws (if the church is ‘é.
incorporated) should provide specific
authority to ordain, license, or commission CAUTION
individuals as ministers of the gospel. This Ordination) licensing} or
is essential to develop the proper chain commissioning by parachurch
of authority for ordination, licensure, or organizations is generally not
commissioning. The bylaw provision could recognized by the IRS.

be as simple as the following:

An individual may be ordained, licensed, or commissioned as
a minister of the gospel by ABC church after the candidate has
met the qualifications for ordination, licensure, or commissioning.



2026 MINISTER’S TAX & FINANCIAL GUIDE

These qualifications may include, but are not limited to, certain
education, experience, and training. The qualifications will be
determined by the governing board of the church.

The bylaw language should not reference the tax benefits or provisions
afforded to those who qualify for ordination, licensure, or commissioning.
Doing so could appear to the IRS that the church is only ordaining, licensing,
or commissioning individuals for the tax benefits.

- Development of ordination, licensure, or commissioning guidelines and
procedures. If the church wishes to ordain, license, or commission individuals
as ministers of the gospel, the church’s governing board should adopt written
guidelines and procedures for ordination, licensure, or commissioning.

In developing these guidelines, it may be important to consider requirements
of formal theological training prior to being ordained, licensed, or
commissioned. Another guideline for consideration might be pastoral
experience in a local church.

+ Revocation of ordination, licensure, or commissioning status. Ordination,
licensure, or commissioning guidelines should include a provision that gives
authority to the governing board to revoke the status, absent termination of
employment (e.g., in a “revocation for cause” provision). Otherwise, lifetime
ordination, licensure, or commissioning status might be implied.

- Privileges granted by ordination, licensure, or commissioning. Additional
duties and responsibilities generally come with ordination, licensure, or
commissioning. The procedures and guidelines should stipulate what
privileges and duties are conveyed to an individual upon ordination, licensure,
or commissioning (i.e., those that changed after the individual is ordained,
licensed, or commissioned, such as conducting weddings and funerals).
Detailed job descriptions would supplement the general description of the
additional privileges granted.

While the process of ordaining, licensing, or commissioning varies depending on
church belief and tradition, it is clear that individuals cannot be self-appointed as
ministers in order to qualify for special tax treatment.

What about ministers who are licensed or commissioned
but not ordained?
Some churches or denominations ordain, license, and commission ministers.

Others only ordain, only commission, or only license ministers, or provide some
other combination of the three types of special recognition of ministers.
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Will an individual be treated as a minister by the IRS if he or she is only licensed

or commissioned? It depends. Ministerial status with the IRS will depend on all

the facts and circumstances, including for example, the validity of the licensing

or commissioning process and the extent to which the worker administers the
sacraments; conducts religious worship services; has management responsibilities
in the control, conduct, and maintenance of the church; and is considered to be a
religious leader by the church.

Example 1: Pastor Smith is an ordained minister who serves as a minister
of counseling at his church. He does not preach or conduct worship
services and never administers sacraments. He has management
responsibility for the operation of a counseling center in the local
church. He occasionally makes hospital visits. While he qualifies
under the “control, conduct, and maintenance of the church” test, he
does not administer sacraments or conduct worship services. With
professional advice, the church must decide whether he qualifies as a
minister for tax purposes.

Example 2: Pastor Gomez is commissioned under guidelines established
by the denomination. However, the denomination specifies that
commissioning does not qualify an individual as a minister for federal
income tax purposes. Therefore, Pastor Gomez does not qualify for
the housing exclusion and is subject to FICA-type Social Security tax.

Not all individuals who are ordained, licensed, or commissioned qualify for
ministerial tax status (see pages 14-16). The duties performed are critical to the
determination of whether an individual is a duly ordained, commissioned, or
licensed minister.

Performing Ministerial Services

The second step in determining whether an individual qualifies for the special tax
treatment available to ministers is evaluating whether the minister is performing
ministerial services.

Ministers may perform ministerial services in various settings: preaching or
teaching in a local church, as evangelists and missionaries, or in denominational or
other service.

Ministers serving local churches

If an individual is employed by a local church and is an ordained, commissioned,
or licensed minister, four factors are generally applied by the IRS to determine
whether ministerial status applies under the tax law. The individual must qualify in
some or all of the following areas:
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1. administer sacerdotal functions, such as,
but not limited to, performing marriage
and funeral services, dedicating infants,
baptizing, and serving holy communion
(The sacerdotal functions performed will
often vary depending on the tenets and
practices of the denomination or church
to which the minister relates.)

2. conduct religious worship as part of the
minister’s regular duties

3. have management responsibility in the

control, conduct, or maintenance of a church

or religious denomination

A

WARNING

Individuals serving local
churches must meet certain
factors to qualify as a minister in
the eyes of the IRS. An individual
who is not ordained, licensed,

or commissioned generally does
not qualify for ministerial tax
status.

4. be considered a religious leader by a church or religious denomination

The IRS and the courts generally use a balancing approach in applying the above
four factors. Some, but not necessarily all, must be met in determining ministerial
status. This flexible approach is beneficial to many ministers because some
ministers of music, education, youth, or administration will not meet all four factors.

There is no requirement that one must be
qualified to perform and actually perform
every sacrament or rite of his or her religion. If
one is qualified to perform certain sacraments
and actually performs or could perform some
of the sacraments on occasion, he or she will
generally meet this test. A similar test applies
to conducting religious worship and providing

management services. If one currently conducts

religious worship and provides management

services, has done so in the past, or could do so

in the future, the test will generally be met.

Job titles have little significance for tax
purposes. A licensed, commissioned, or
ordained minister may have a job title that
implies a ministry function. However, the actual

A

CAUTION

Determination of ministerial
status is far from a precise
matter. There has been
considerable inconsistency

in the position of the IRS and
Tax Court on this issue across
the years. Only a review of

all the pertinent facts and
circumstances for a particular
minister will assist in determining
whether an individual qualifies
for minsterial tax status.

responsibilities of the position will determine if the four-factor balancing test is met.
Individuals performing non-ministerial services of a routine nature, such as those
performed by secretaries, clerks, and janitors, generally do not qualify as ministers
for tax purposes, even if they are ordained, licensed, or commissioned.

10
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Missionaries

The qualifications needed for missionaries to enjoy the special ministerial tax
provisions are generally the same as for ministers serving local churches.

Qualifying for benefits such as a housing allowance is often less important for a
minister-missionary because of the foreign-earned income exclusion. However,
the issue of ministerial tax status is vitally important to determine if the minister is
subject to Social Security as an employee or as a self-employed person.

A missionary may qualify for the foreign-earned income exclusion (Form 2555)
whether or not he or she qualifies for ministerial tax treatment. The foreign-earned
income exclusion affects income tax but not Social Security tax.

Ministers in denominational service, on church assignment,
and in other service

Denominational service

This category applies to ministers performing services in the administration
of religious denominations and their integral agencies, including teaching or
administration in religious schools, colleges, or universities that are under the
authority of a church or denomination.

The IRS uses the following criteria to determine if an institution is an integral
agency of a denomination:

« Did the denomination incorporate the institution?

« Does the corporate name of the institution suggest a denominational
relationship?

« Does the denomination continuously control, manage, and maintain the
institution?

- If dissolved, will the assets be turned over to the denomination?

« Are the trustees or directors of the institution appointed by or must they
be approved by the denomination, and may they be removed by the
denomination?

« Does the denomination require annual reports of finances and general
operations?

« Does the denomination contribute to the support of the institution?

1
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Assignment by a church to another organization

12

Services performed by a minister for an organization which is neither a religious
organization nor operated as an integral agency of a religious organization
must be based upon a substantive assignment by a church or denomination.
Assignments must be made prospectively to be effective. Even though the
minister’s service may not involve the conduct of religious worship or the
ministration of sacerdotal functions, all of the services performed by the minister
are considered to be in the exercise of ministry.

The following characteristics must be present for an effective assignment:

« A sufficient relationship must exist between the minister and the assigning
church or denomination to justify the assignment of the minister.

« A sufficient relationship must exist between the assigning church or
denomination and the organization to which the minister is assigned to justify
the assignment.

« The assignment must be initiated solely by the church or denominational
agency.

« The duties performed by the minister must further the progress of the
assigning church or denominational agency.

+ The services performed by the minister

must be subject to the control of the 5
assigning church or denominational
agency.
gency CAUTION
« The assigning church or denominational Too often, a denomination or
agency must have a history of assigning church lists a minister as being
ministers assigned to a parachurch

ministry, and the minister
believes he or she meets

In addressing the relationship between the assignment for tax purposes.

church or denomination and the organization, But effective assignments
the question to ask is why the church or are generally based on the
denomination should assign a minister to substantive relationship and

ongoing documentation of the

this particular organization. Essentially, the .
assignment.

assignment must accomplish the ministry
purposes of the church or denomination.

When a church or denomination considers the assignment of a minister,
it is important to distinguish between the process of assigning and the
documentation of the assignment. The process of assigning expresses the
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church’s or denomination’s theology, philosophy, and policy of operation—its way
of doing ministry.

The documentation of the assignment provides evidence that the church or
denomination is providing ministry through the particular individual assigned.

The following are keys to a proper assignment:

« A written policy describing the specific ’
requirements for the relationship of the
church or denomination both to the KEY ISSUE
minister being assigned and to the An assigned minister is not
organization to which the minister is HEGJHITEE 12 Eoe e T ol

. . . , worship or sacerdotal functions

assigned. This would include the church’s to receive ministerial tax

or denomination’s theological and policy treatment.

goals for the assignment.

- A formal review to confirm the qualifications of the minister and the proposed
service with the organization.

« A written assignment coupled with guidelines explaining how the church or
denomination should supervise the minister and how the organization should
report to the church or denomination.

+ A periodic (at least annual) formal review of the minister’s activities to the
church or denomination confirming that the assignment continues to comply
with the policy.

If a housing allowance is designated for an assigned minister, it should be
designated by the employing organization, not the assigning church or
denomination.

Other service

If a minister is not engaged in service performed in the exercise of the ministry

of a local church or an integral agency of a church, or if a minister is not serving
under a substantive assignment from a church or denomination, then the definition
of a qualifying minister becomes much narrower. Tax law and regulations provide
limited guidance for ministers in this category.

Tax Court cases and IRS rulings suggest that an individual in the “other services”
category will qualify for the special tax treatment of a minister only if the
individual’s services for the employer substantially involve conducting religious
worship or performing sacerdotal functions. This definition might include
preaching, conducting Bible studies, spiritual and pastoral counseling, conducting

13
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crusades, producing religious television and
radio broadcasts, and publishing religious 5
literature.

How much time constitutes substantial CAUTION
involvement in conducting worship or A minister employed by a
administering the sacraments? This is difficult to parachurch ministry does

i . not automatically qualify for
say. However, in two IRS letter rulings, the IRS ministerial tax treatment simply
determined that 5% of the minister’s working by virtue of being ordained,
hours were not sufficient to qualify for tax licensed, or commissioned.

treatment as a minister.

Based on IRS rulings, it is clear that ministers serving as chaplains in government-
owned-and-operated hospitals or in state prisons fall in a special category. They
are employees for Social Security (FICA) purposes and qualify for the housing
allowance exclusion. If they have opted out of Social Security by filing Form 4361,
the exemption does not apply to this employment.

Individuals Not Qualifying for Ministerial Tax
Treatment

An individual does not qualify as a “minister” if he or she is:
- atheological student but does not otherwise qualify as a minister
« an unordained, uncommissioned, or unlicensed individual

» an ordained, commissioned, or licensed minister working as an administrator
or on the faculty of a nonchurch-related college

+ an ordained, commissioned, or licensed minister working as an executive of a
nonreligious, nonchurch-related organization

- a civilian chaplain at a Veteran’s Administration hospital (the tax treatment
of ministers who are chaplains in the armed forces is the same as for other
members of the armed forces)

» an ordained, licensed, or commissioned minister employed by a parachurch
organization but does not perform sacerdotal functions or conduct religious
worship

Income Tax Status of Ministers

Are ministers employees or self-employed (independent contractors) for income
tax purposes? The IRS considers virtually all ministers to be employees for income

14
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tax purposes. The income tax filing status has many ramifications for what and how
a church and the minister report to the IRS.

Employees report compensation on Form 1040, Line 1, not on Schedule C (used

by self-employed individuals). Employees receive a Form W-2 each year from their
employer, while Form 1099-NEC is used to report compensation received by a self-
employed individual.

Employees may no longer deduct unreimbursed business expenses whether

or not they are eligible to itemize deductions on Schedule A. Self-employed
individuals deduct expenses on Schedule C whether or not they are eligible to
itemize deductions. Only 50% of business meals and entertainment expenses are
generally deductible on Schedule C. If expenses are deducted on Schedule C,
they are still subject to the allocation rules (see pages 117, 156, 161, 176, and 191).

The IRS often applies a common-law test to individuals, including ministers, to
determine whether they are employees or self-employed for income tax purposes.
(While the IRS and the courts have applied other tests to determine the status of
workers, the other tests generally reach the same conclusion as when the common
law test is applied.) Ministers are generally

considered employees for income tax purposes

if they meet the criteria reflected under these ’

three categories as outlined in IRS Publication

15-A: KEY ISSUE

The defining court case on

the topic of income tax status

for ministers was a 1994 case

The person: in which a Methodist minister

claimed he was self-employed

for income tax purposes. The

Tax Court held that he was

an employee for income tax

- receives on-the-job training purposes. A federal appeals
court upheld the decision.

1. Behavioral control

« follows the church’s work instructions

« works on the church’s premises

- provides services that are integral to
the church

- hires, supervises, and pays assistants for the church
- follows set hours of work

« works full-time for the church

. does their work in a church-determined sequence

« submits regular or written reports to the church

15
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2. Financial control
The person: 'é'

« receives business expense CAUTION

reimbursements . . -
With rare exceptions, ministers

. receives routine payments of regular should receive Form W-2 from
the church or other employer.

amounts . )
Few ministers qualify as
« needs the church to furnish tools and independent contractors for
materials income tax purposes (even
though considered self-
« does not have a major investment in employed for Social Security tax
job facilities purposes). A church generally
has sufficient control that
« cannot suffer a loss from the services qualifies the minister for W-2
treatment.

- works for one church at a time
- does not offer services to the general
public
3. Relationship of the parties
He or she:
- has an ongoing work relationship with the church
- provides services that must be rendered personally
« works on the church’s premises
- can be fired by the church
- may quit work at any time without penalty
Some of the factors above are often given greater weight than others. Generally, a
minister is an employee if the church has the legal right to control both what and
how work is done, even if the minister has considerable discretion and freedom of
action. The threshold level of control necessary for employee status is generally

lower when applied to professional services than when applied to nonprofessional
services.

Nearly every local church minister qualifies as an employee for income
tax purposes and should receive Form W-2. Few ministers can adequately
substantiate filing as self-employed for income tax purposes.

Even though the minister might take exception to this reporting by the church, the
church still has a responsibility under the law to determine the proper filing method
(Form W-2 vs. Form 1099-NEC) and proceed accordingly.

16
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Importance of the Employee vs. Self-
Employed Decision on Income Taxes

Documenting a minister’s employee status for

income tax purposes is important both for the P
church and the minister. This issue has a direct
impact on several tax-related issues: KEY ISSUE
» Ministers must be given Form W-2 and It is vital for churches and other
report their compensation on page 1 employers to treat ministers
of Eorm 1040 as employees (Form W-2)

for income tax purposes in
nearly every instance. If the
minister is not considered
an employee for income tax

« Expenses reimbursed under a
nonaccountable plan must be included in

compensation on Form W-2. purposes, it jeopardizes the tax-
free treatment of many fringe
+ Accident, long-term care insurance, benefits.

and qualified group health insurance

premiums paid directly by an employer are

not reportable as income to the employed minister but must be reported as
taxable income to the self-employed minister.

Ministers may deduct accident and long-term care insurance and qualified
group health insurance premiums that they paid personally and were not
reimbursed by the church, on Schedule A as a medical and dental expense,
generally subject to a 7.5% limitation of adjusted gross income.

The impact of a minister being considered self-employed for income tax
purposes is generally very significant even if only health insurance is
considered. With health insurance premiums running thousands of dollars per
year, reporting these premiums as taxable (self-employed minister for income
tax purposes) versus tax-free (minister treated as employee) can significantly
impact the minister’s tax bill. If health insurance premiums are included in
taxable income, a low-income minister might also have his or her earned
income tax credit reduced or eliminated.

Example: The church has a qualified A
group health insurance plan and
pays health insurance premiums WARNING
of $12,000 for the minister (and el A e me
his or her dependents). Since the professional tax advisors before
church considers the minister an reimbursing medical expenses
employee for income tax purposes, for employees. Non-compliant

reimbursements may result in

the payment of the group health steep tax penalties.

insurance premiums are tax-free

17
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for income and Social Security tax purposes and are not reported
on Form W-2. The minister’s marginal federal and state income
tax rates are 24% and 6%, respectively. For Social Security tax
purposes, the minister’s rate is 15.3% (all ministers are self-
employed for Social Security tax purposes and are responsible for
paying the full self-employment tax themselves).

Therefore, the tax-free payment of the health insurance premiums
saves the minister over 45%, or almost $5,500 (45.3% x $12,000).
Conversely, if a church pays health insurance premiums for a
minister who is self-employed for income tax purposes, the total
amount is taxable for income and Social Security tax purposes.

« Health savings accounts, health reimbursement arrangements, or flexible
spending arrangements are only available to employees or ministers who are
treated as employees. See Chapter 3 for a more detailed discussion.

. Group-term life insurance of $50,000 or less, provided by an employer, is tax-
free to employees but represents taxable income for the self-employed.

« A voluntary arrangement to withhold income tax may be used by a minister
treated as an employee but may not be used by the self-employed. The
amount withheld as federal income tax maybe also be set high enough to
cover a minister’s self-employment Social Security tax (SECA).

Social Security Tax Status of Ministers

18

Ministers engaged in the exercise of ministry are always treated as self-employed
for Social Security tax purposes. Self-employed individuals pay Social Security tax
under the Self-Employment Contributions Act (SECA) instead of under the Federal
Insurance Contributions Act (FICA).

Applying the correct method of contributing Social Security tax for ministers is
often confusing. A church should never deduct FICA-type Social Security tax
from the pay of a qualified minister. If the individual is a qualifying minister, SECA
coverage is applicable. The type of Social Security coverage is not based on

the desire of a minister. It is the responsibility of the church to determine the
appropriate type of Social Security based on whether the individual qualifies as a
minister in the eyes of the IRS.

If a church withholds and matches FICA-type Social Security tax for a qualified
minister, the minister is incorrectly being treated as a lay employee for Social
Security tax purposes. The FICA matched by the church is improperly treated as
tax-free when it is taxable for both income and Social Security purposes. This



CHAPTER 1 - TAXES FOR MINISTERS

results in the underreporting of compensation and the evasion of both income and

Social Security taxes.

It is possible for a minister to be exempt from SECA in only a few situations. To
claim a SECA exemption, a minister must be conscientiously opposed to receiving
public insurance (including an opposition to receiving Social Security benefits)

because of the minister’s religious beliefs or
because of the position of the minister’s
religious denomination regarding Social
Security (see pages 119-24).

A minister’s earnings from a church that are

not from the exercise of ministry are generally
subject to Social Security tax under FICA

for nonministerial employment or SECA for
nonministerial independent contractor earnings.
And even if a minister has been approved for an
exemption from self-employment Social Security
taxes, this Social Security exemption does not
apply to Social Security taxes on earnings as an
employee or independent contractor resulting
from work that is not in the exercise of ministry.

Example 1: Michael Leonard is an ordained
minister. He serves as a maintenance

A

CAUTION

Social Security tax is a confusing
issue for many ministers. FICA-
type Social Security never
applies to an individual who
qualifies as a minister for tax
purposes. Stated another way,

if a housing allowance has

been designated for a qualified
minister, FICA tax should not be
deducted from pay—the minister
is responsible to determine
Social Security tax by completing
Schedule SE each year.

employee at the church that he attends. He also does some itinerant
preaching at other churches. The maintenance work that Michael does
at the church is not in the exercise of ministry. Therefore, it is subject to
FICA. On the other hand, any income received from itinerant preaching
activities is generally subject to SECA-type Social Security.

Example 2: Maria Sanchez serves on the youth ministry staff of a church.
She is commonly referred to as Pastor Sanchez by the church staff
and attendees; however, she has never been ordained, licensed or
commissioned. She is subject to FICA-type Social Security tax and is
ineligible for the special ministerial tax treatments such as the housing

allowance.

Example 3: Carla Wright is an ordained minister that just transitioned as
senior pastor from Church A to Church B. Church A considered her as
an employee for Social Security tax purposes and she now requests
Church B to do the same. Church A should have considered Carla self-
employed for Social Security tax purposes. Church A's mistake has no
bearing on Church B, which should consider her subject to SECA, not

FICA.

19
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‘ INTEGRITYPOINTS

* Ministers who do not qualify for ministerial tax treatment as a minister

in a local church. While most ordained ministers employed by a local
congregation qualify for special ministerial tax treatment, some do not. While
a congregation may designate a housing allowance for an individual who
does not qualify for ministerial tax treatment, the law and integrity require
more.

Assignment of ministers to a parachurch organization. Many ministers
request an assignment from a local congregation in relation to their
employment to a parachurch organization. Why are these requests made by
ministers? It's very simple! If a minister has an effective assignment, he or she
has a much lower threshold to meet to qualify as a minister for tax purposes
with the parachurch organization.

What should a congregation do when a minister requests an assignment to
another organization? It should determine if an assignment of the minister
can be done with integrity. An effective assignment is more than the
congregation simply sending a letter of assignment to an organization. For
example, does the church have a written policy which outlines the criteria
for assignment of ministers? Does the assignment accomplish the ministry
purposes of the church?

Ministers employed by a parachurch organization. Unless a minister has a
valid assignment from a church to a parachurch organization, qualifying for
ministerial tax status with the parachurch organization is much more difficult
than with a local church.

In the non-assignment, non-church setting, a minister must perform
substantial sacerdotal functions or conduct religious worship with respect to
his or her employment with the parachurch organization to qualify for special
ministerial tax treatment.

Proper Social Security treatment of ministers. When an individual qualifies
as a minister in the eyes of the IRS, he or she automatically becomes subject
to Social Security under the self-employment (SECA) rules and is ineligible
for FICA-type Social Security treatment. In other words, a church or other
employer of a qualified minister should never deduct FICA Social Security tax
from a minister’s pay.



COMPENSATION
PLANNING

~— In This Chapter N
m What is a minister’s true salary? m Routinely evaluate compensation
m Plan the compensation package m Checklist for demonstrating integrity
m Use fringe benefits wisely in compensation-setting
m Use accountable expense

reimbursements

“If you fail to plan, you are planning to fail.” This familiar quote attributed to
Benjamin Franklin is so applicable to the topic of compensation planning for
ministers. Without a clear roadmap, it is very easy for churches to get lost and
overwhelmed. A simple lack of planning can easily result in hundreds (or more!) of
dollars in tax burdens on a minister every year.

The good news is that a little planning can go a long way, and it starts with
determining the current compensation package. One of ECFA’s excellent
compensation planning resources is an eBook, 8 Essentials of Compensating
Ministers.

Even church board members often do not ’

know their minister’s true compensation. When

a church financial report is prepared, the data KEY ISSUE

may be presenteq in such a way that there is If a church does not increase the
not a clear reflection of salary as contrasted pastor’s pay each year, it has,
with fringe benefits and expense reimburse- in effect, reduced the pay,
ments. Too often, all of these expense elements especially in seasons of high

inflation. It does cost more each
year to live. Just as laypersons
expect their employers to

are added together, leaving the appearance
that the pastor is making much more than he or

she really is. provide them with a cost-of-
living pay increase each year, a
When evaluating the appropriate amount of pastor should expect the same.

compensation for a minister, it is often helpful
to review compensation data for other ministers

21
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who serve churches of similar size in the same geographic area. There are several
annual surveys available of church staff compensation.

What Is a Minister’s True Salary?

There is often confusion about how much a pastor is really paid. The tendency

for churches is to consider everything that is paid to or for a pastor as salary. This
often results in the perception that the minister’s salary is much higher than it really
is, which is detrimental to both the minister and the church.

In a general sense, a pastor’s salary is everything except fringe benefits and
expense reimbursements. An amount designated for housing allowance is a
component of the salary, which receives favorable tax treatment.

The common miscommunication often begins with church financial reports that
include pastoral salary, fringe benefits, and expense reimbursements all in one
category. Here’s why that is misleading:

« The cost of church-provided group health, dental, vision, and disability
insurance are not salary—they are fringe benefits.

« An amount paid to reimburse or provide an allowance for a minister’s self-
employment (SECA) Social Security tax is not salary—it is a fringe benefit.

» Professional expense reimbursements paid to a minister under an accountable
expense reimbursement plan are not salary or fringe benefits—they are simply
a church ministry expense.

Using the worksheet found on page 23 will allow the minister and the church
board to identify the amount that is truly salary and the amount of fringe benéefits.
Note that reimbursements made under an accountable expense reimbursement
plan are not reflected on the worksheet because they are neither salary nor fringe
benefits—they are simply church ministry expenses.

Plan the Compensation Package

The entire congregation may ultimately approve the annual budget that includes
pastoral pay and benefits. But the pay package needs to be carefully developed
before it reaches the congregational approval stage. Even the entire church
board or compensation committee is usually too large a forum for the initial
compensation discussions. A representative or a small group from the church
board should meet with the pastor, talk about pay expectations, review past pay
patterns, discuss the tax consequences of compensation components, then
make recommendations to the appropriate compensation setting body. Reliable
comparability data should be considered when making these recommendations.
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Minister’s Compensation Worksheet

This Year Next Year
Salary and Equivalent Compensation:
A. Cash salary, less designated housing/furnishings
allowance $ $
B. If parsonage owned by church, fair rental value
including utilities and any housing/furnishings
allowance
C. If parsonage not owned by church, cash housing
allowance provided (plus utilities, maintenance,
or any other housing expenses paid directly
by church)
D. Cash bonus
E. Other
Total Salary $ $
Fringe Benefits:
A. Tax-deferred employer payments
(TSA/403[b], 401[k], IRA, 457) $ $
B. Health reimbursement arrangement
C. Insurance premiums paid by church
1. Group health
2. Disability
3. Long-term care
4. Group-term life
5. Dental/vision
6. Professional liability
D. Social Security (SECA) reimbursement
or allowance
E. Other
Total Fringe Benefits $ $
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An annual review of a minister’s pay is vital. The minister should know exactly what
to expect from the church during the coming year. It is inexcusable to wait until
after the new church year begins to decide the new pay plan for the minister.

The Minister’s Compensation Is Three-Part Harmony

A portion of the salary should
be designated as a housing
allowance (income tax-
free) for virtually every
qualified minister—
even those living
in church-provided
housing.

A significant amount of
compensation may
be legally sheltered
as tax-free fringe
benefits. Church-
provided group
health insurance
is a key element.
Voluntary

403(b) or 401(k)

Fringe
Benefits

Gross salary, including

contributions may Sala ry the portion designated
also be leveraged as a housing allowance,
for tax benefits to the represents compensation
minister. comparable to that of most

I laypersons in your church.

Note: Expense reimbursements are excluded from this graphic because they are not part
of compensation when they are processed under an accountable reimbursement plan.

It is wise for the committee responsible for recommending compensation matters
to build a plan for the upcoming church year well in advance of the start of the new
church year. This allows the church board to act on the recommendations in
enough time for the compensation package to be included in the church budget
for the upcoming year. For example, if the church budget year starts on January 1,
the committee might build a plan in August or September of the previous year,
sending it to the board for action in September or October, to be included in the
full church budget that is approved prior to the start of the new church year. The
detailed elements of the pay plan, while fully disclosed to the church board or
compensation committee, are often summarized for presentation to the congrega-
tion—perhaps summarized with the compensation data of the other church staff.

Some congregations may choose to boost the minister’s salary 3% per year,
leaving other elements of the pay package as they are. This practice presumes
that the base salary for the previous year was adequate and that certain
categories of compensation do not need any adjustment (e.g., housing allowance
designation). This may or may not have been true.
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For compensation planning, churches should
consider salary ranges rather than fixed
amounts. This will show the minister that, based
on experience, longevity, and education, he or
she could earn a higher rate and receive better
periodic increases.

Consider goals and objectives

Does your church have goals and objectives?
It is important to set goals, both financial

and non-financial. Perhaps goals include a
percentage increase of worship attendance,
growth in giving to missions, paying down or
paying off the mortgage, or raising money for
a building expansion.

/‘\

v

REMEMBER

Ministers who live in church-
provided housing are penalized
when residential real estate
values are increasing. Even

if real estate is modestly
increasing, it is important for

a church to provide an equity
allowance. This annual payment
in lieu of home ownership
permits the pastor to invest the
amount that might have been
received through growth in the
real estate market.

In a similar manner, have you stated the specific objectives of your minister’s

compensation policy? Here are a few examples:

« Attraction. Our goal is to attract a minister
who has a record of leading churches that
are growing spiritually and numerically.

» Retention. Our goal is to increase the
average time a minister remains at our
church to more than ten years.

« Motivation and reward. Our goal is
to motivate our minister to do what is
necessary to cause our church to meet its
objectives as a congregation.

Taking your overall church goals and objectives
and minister’'s compensation objectives into

/‘\

v

REMEMBER

All the elements of a minister’s
compensation plan should be
annually evaluated. A thorough
evaluation is much more than
just adding an inflationary
increase to gross pay. If the
gross pay was inadequate
before the increase, it is still
too low after the inflationary
increase.

account, it may be helpful to establish a written compensation policy for the

minister and ministerial staff.

The following is an example of a basic compensation policy statement:

Based on our goals to develop three multi-site campuses in the next

five years and to expand our international missions outreach, our
compensation policy seeks to attract, retain, reward, and motivate a
pastor in a fair and equitable manner. This compensation policy will take
into consideration reliable comparability data for similar positions, as well

as the pastor’s experience.
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Compare the job description to benchmarks of other jobs

The minister’s job description should be compared to other jobs based on the
following requirements: knowledge base, problem-solving ability, and personal
accountability for results. How much are other well-educated professionals paid
in the community or the area? A possible comparison may be to pay the minister
similar to an elementary school principal, middle school principal, or high school
principal in your area. This data is public information and can be readily obtained.

Recognize the motivational factors and job description

It is important to recognize factors that commonly

motivate ministers. These include extrinsic

factors (God’s call to preach the Word), intrinsic ’
factors (the pastoral role and relationships with

church attendees and those in the community), KEY ISSUE

and external factors (salary and benefits). Ecvlchircnesinyamericn
compensate ministers

But the job description for most ministers adequately. First, consider the

is astounding! Typically, the job includes minister’s job description. Then,

compare the job description
to benchmarks of other jobs
in the community based on

preaching the Word; equipping the saints for the
work of ministry; administering the sacraments;

visiting the sick and the needy; comforting the knowledge base, problem-

those who mourn; correcting, rebuking, and solving ability, and personal

encouraging; caring for the departments of the accountability required for the
minister.

church; giving leadership to evangelism and
education programs of the church; supervising
the preparation of statistical reports; and so much more.

Leverage the unique aspects of ministerial compensation

In too many congregations, the church leadership may say, “We can pay you
$80,000. How do you want the money divided among salary, housing allowance,
fringe benefits, and expense reimbursements?” The salary may be considered as
$80,000 when it is really considerably less in “take-home” pay for the minister.
Salary is just one component of compensation. And this approach lacks good
stewardship as it almost always results in the minister paying more taxes than
necessary—simply due to poor planning.

In another church, the church leadership may set the salary at $70,000,
professional reimbursements at $4,000, and pension contributions at $2,000.
Thus, the salary may be viewed as $76,000, rather than what it really is: $70,000.
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The various forms of compensation that a
minister might receive can and should be
leveraged to ensure the best financial outcome,
both for ministers and in terms of responsible
stewardship for the church.

As illustrated in this example, stewardship isn’t
only about how much a minister is compensated
but also how, or the form in which a minister is
compensated.

Example: |s it better stewardship for a
church to pay its minister a cash salary
of $70,000 and provide a professional
expense allowance (nonaccountable
plan) of $8,000, or pay its minister a cash
salary of $70,000 and reimburse up to
$8,000 of professional expenses under
an accountable plan?

2

KEY ISSUE

Compensation paid to the
minister should be fair and
reasonable, including the
congregation’s evaluation of
the minister’s worth. Above all,
compensation should reflect the
congregation’s assessment of
how well the minister handles

a multitude of challenges and
effectively serves a diverse
congregation. Pay should relate
to the responsibilities, the size of
the congregation, the economic
level of the locale, and the
experience of the pastor.

The church is going to spend the same amount of money either way
($78,000). However, the minister will almost always have less money
in his or her pocket at the end of the year with the nonaccountable
plan. This is because the $8,000 of professional expense allowance
under a nonaccountable plan must be added to the minister’s Form
W-2 as taxable compensation, and it is not deductible for federal
income tax purposes. (See page 29 for more on accountable expense

reimbursements.)

Use Fringe Benefits Wisely

Fringe benefit plans should be established by the church separately from housing
allowance resolutions, accountable expense reimbursement arrangements, and
compensation resolutions. There are different tax rules that apply to gross pay,
the housing allowance, and the various fringe benefits. Too often, churches try to
wrap too many plans into one resolution. This can result in improperly establishing

important elements in the compensation plan.

There are several key fringe benefits that most churches should consider for

ministers:

- Tax-deferred accounts. The minister should contribute as much as he or she
can (see Chapter 3 for limitations) to tax-deferred accounts such as 403(b) tax-
sheltered annuities (TSAs) or 401(k) plans. Caution: Do not exceed retirement
plan limits! These change yearly based on inflation.
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« Life insurance. Church-provided group
life insurance coverage for a minister is an
excellent fringe benefit. The first $50,000
of coverage under a nondiscriminatory plan
is tax-free for the minister. Premiums for
coverage over $50,000 are taxable to the
minister.

« Disability insurance. The church can
provide disability insurance coverage as
part of the minister’s taxable compensation,
and disability insurance benefits are
tax-free. Or, the church could pay the
premiums as a tax-free fringe benefit. If
the premiums are tax-free to the minister,
disability insurance benefits are taxable.

IDEA

A sound fringe benefit package
almost always starts with the
church or other employer
paying for the minister’s health
insurance. This is vital because
payments for coverage under
the church’s qualified group
plan are tax-free. If the minister
has to pay the health insurance
premiums, they can be claimed
on Schedule A but rarely
produce a tax benefit.

» Social Security (SECA) reimbursement. All ministers pay self-employment
Social Security tax of 15.3% on the first $176,100 of income in 2025. The
Medicare tax of 2.9% is still due for all income above this limit, as well as an
additional tax of 0.9% on wages above $250,000 for ministers married filing
jointly, $125,000 for ministers married filing separately, and $200,000 for
all other taxpayers. The only exception from paying self-employment Social
Security tax is for the few ministers who qualify, file, and are approved for

Social Security exemption.

Churches often provide a reimbursement or allowance to assist the pastor in
paying a portion or all of the Social Security tax. The payments are taxable
for income and Social Security tax purposes, whether paid directly to the

minister or the IRS, and the payments should

be included on the minister’s Form W-2

in Box 1 as compensation. An even more
generous approach is when the church
chooses to “gross up” this Social Security
reimbursement to also cover any taxes
the minister incurs on the benefit, so the
minister is not left with any tax burden.

« Sabbaticals. Some churches choose to
provide their ministers a sabbatical every
few years either to focus on a project
such as writing a book or as a respite for
a certain number of years of service. This
usually takes the form of an extended
paid leave, and expenses are treated as

A

CAUTION

An allowance to cover the
minister’s self-employment
Social Security tax provides no
tax benefit since the amount
itself is fully taxable. However,
paying at least one-half of the
minister’s Social Security tax,
like lay employees, is important,
so this amount can be properly
shown as a fringe benefit for
compensation analysis purposes.
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additional compensation or non-reimbursed at all. A housing allowance is still
appropriate if the minister otherwise qualifies. No other benefits would be
impacted.

Use Accountable Expense Reimbursements

Since all ministers incur travel and other ministry-related expenses while
conducting the ministry of the local church, an adequate accountable
reimbursement plan is vital. Auto expenses of a minister’s personally owned
vehicle are generally a minister’s most significant ministry-related expense. If
payments to the minister for these and other ministry expenses are not made
subject to the accountable plan rules, the payments simply represent additional
taxable compensation. The difference between treating several thousands of
dollars of ministry-related expenses as tax-free under an accountable expense
reimbursement plan or as fully taxable under a nonaccountable plan can be very
significant in terms of dollars saved by the minister.

Ministers also incur other business expenses /‘\
such as entertainment, professional books, v
magazines, online subscriptions, membership REMEMBER

dues, and supplies. Some churches reimburse

. - . “Expense allowances” have no
their ministers in full for these expenses. Other .

tax value to a minister—they

churches reimburse the minister for these simply represent fully taxable

expenses up to certain limits. compensation. It is only through
an accountable expense

All churches should establish a fair and reimbursement plan that the

reimbursement of expenses can

equitable reimbursement plan, comparable to
be tax-free.

most business situations. The reimbursement

plan should meet the rules for accountable

plans explained in Chapter 5. Full reimbursement of reasonable professional
expenses should be the goal. If the church does not reimburse for 100% of
professional expenses, the unreimbursed expenses are not deductible by the
minister and therefore have no federal income tax value. Anything less than 100%
reimbursement of church-related expenses is poor stewardship of the money
entrusted to a church.

Some churches choose to provide for expense reimbursements up to a specified
annual limit. If an expense limit is set, use one limit for all business and professional
expenses (see Chapter 5). It is generally counterproductive to set expense plan
limits by segments of expense like automobile, meals and entertainment, dues,
and so on.

In addition to the adoption of an accountable reimbursement plan by the church,
the minister must keep proper records and provide substantiation to the church for
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the expenditure of funds. The failure to adequately account for the expenses may
be very expensive in terms of income taxes.

Avoid recharacterization of income

Some churches pay their employees’ business (ministry) expenses through a salary
reduction arrangement. These approaches generally violate the tax code and
should be avoided.

Accountable expense reimbursement arrangements must meet the business
connection, substantiation, and return of excess reimbursement requirements
of the income tax regulations. But there is an additional requirement. If a church
agrees to pay a minister (or other staff member) a specified annual income,

and also agrees to reimburse the employee’s business expenses out of salary
reductions, the IRS takes the position that the church has arranged to pay an
amount to an employee regardless of whether the employee incurs business
expenses.

The following example illustrates the key

principle: 5

Example: A church pays its minister an

annual salary of $72,000 ($6,000 CAUTION
each month). Additionally, the church Avoid paying for a minister’s
agrees to reimburse the minister’s business expenses through a

salary reduction arrangement

substantiated business expenses that has no tax benefit

through salary reductions. The

minister’s business expenses for

January were $1,000. She substantiates these expenses to the church
treasurer during the first week of February. While the minister receives
her monthly check of $6,000, only $5,000 of the check issued to the
minister for February is treated as taxable salary and accumulated for
purposes of reporting on the minister’'s Form W-2 at year-end. This is
impropetr.

Based on the tax regulations, the entire $72,000 is reportable on the
minister’s Form W-2 because the minister would receive the entire
$72,000 salary whether or not she incurred any business expenses.

While churches can pay for a minister’s business expenses through salary
reductions, such an arrangement is honaccountable and, therefore, there are no
tax advantages associated with such an arrangement.

Can a church prospectively reduce a minister’s salary and increase the amount
available for accountable business expense reimbursement? Can a church
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prospectively hold a minister’s salary level and increase the amount available for
accountable business expense reimbursement, when the minister otherwise would
have received a salary increase? The answer to these questions may depend

on whether the church has authorized the minister’s salary and established

the business expense reimbursement arrangement as two separate actions of

the governing board or appropriate committee, without any indication that the
reimbursements are being funded out of what otherwise would be the minister’s
salary.

Routinely Evaluate Compensation

Few people would deny that most ministers

work very hard at their jobs, yet many 5

churches prefer to avoid conversations about

compensation and hope that it will somehow all CAUTION

work itself out. On the other hand, if a church T e B T
has a broken window or faulty equipment that pay can lead to what is
distracts during the service, immediate action is sometimes called a “conspiracy
taken to keep the church performing at its best. of silence” where no one wants

to talk about compensation for

In the same way, employees of the church must church leaders.

be properly compensated to free them up for

ministry unhindered by the trouble of paying rent or obtaining health care due
to inadequate or poorly planned compensation. And, of course, it is our biblical
mandate to provide for workers, including ministers.

All of this starts with open and productive discussion to help your church find
and implement a sound compensation policy. To do this, it is vital to routinely
evaluate and discuss the minister’'s compensation package. To ensure that total
compensation is fair and reasonable, church leaders must be willing to engage in
regular discussion. More than that, a church’s compensation policy goes hand-in-
hand with its culture, goals, and philosophy of ministry.

It is understandable that churches and ministers ’
alike find it difficult to speak openly about
their finances. Discomfort around discussing
pay can lead to what is sometimes called a
“conspiracy of silence” where no one wants to
talk about compensation for church leaders,

FILING TIP

Church boards and committees
should periodically utilize church
compensation surveys to ensure

and therefore no one discusses it until there is the pay to the minister is fair and
a serious problem. With the principles outlined reasonable. Benchmarks also
in this guide, it is our hope that your church and help reduce the awkwardness

around discussing compensation

its leaders will be empowered to engage in the details.

conversation and properly steward resources to

bless your leaders and your ministry.
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Income Tax Reporting and Expense Reimbursements

The IRS treats most ministers
as employees for income tax
purposes. Churches must

issue Form W-2 to ministers.

Box 1 will be completed for
all ministers. Box 2 will reflect
any voluntary withholding
the minister chose for the
ministry to withhold from
their pay. Boxes 3 through

11 should be blank. Per IRS
Publication 517, the housing
allowance amount may be
reflected in Box 14.

Every church should adopt an accountable expense reimbursement plan. Expenses
paid under an accountable plan are not includible on the minister’'s Form W-2. The
expenses are not reported in any manner on the minister's Form 1040.

Ministers without accountable reimbursement plans will generally pay unnecessary

income taxes.
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Checklist for Demonstrating Integrity in
Compensation-Setting

Follow steps 1-3 for all churches and nonprofits:

1. Approval of compensation for the senior minister — The full board (i.e.,
entire corporate governing body) or an independent committee authorized
by the board annually approves total compensation of the senior minister or
comparable position.

2. Notification of family members’ compensation — The full board or an
independent committee authorized by the board is notified annually of the
total compensation of any of the senior minister’s family members who
themselves are employed by the church.

3. Documentation — Approval (Step 1) and Notification (Step 2, if applicable) are
documented in the board minutes.

Follow Step 4 for organizations where the senior minister’s total compensation is
$150,000 or more, and recommended for all organizations regardless of the senior
minister’'s compensation amount:

4. Additional due diligence — In setting the senior minister’'s compensation, the
board or a committee authorized by the board should

« Exclude anyone with a conflict of interest from the decision-making
process.

« Obtain reliable comparability data for similar organizations (at least
within the past five years or when considering a significant increase).

« Determine appropriate compensation considering the comparability
data and factors unique to the senior minister (skills, talents, education,
experience, performance, knowledge, etc.).

- Document these additional due-diligence steps, the board’s decision
regarding total compensation, and, if applicable, its rationale for
establishing compensation at a level exceeding that which is supported
by the comparability data.

All of the above steps are required to meet the “ECFA Policy for Excellence in
Compensation-Setting and Related-Party Transactions” in ECFA Standard 6 for its
accredited members.
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‘ INTEGRITYPOINTS

+ Compensation approval basics. Churches and nonprofits employing ministers

can demonstrate integrity in the compensation approval process by following
three basic steps:

o Independent compensation approval. While the governing body or
congregation may consult with a minister concerning financial needs, the
formal approval of a minister’'s compensation should be done independently
of the minister. In other words, a minister should be recused from the
portion of the meeting in which his or her compensation is discussed and
approved.

o Documenting the compensation package. A minister’s compensation
package should be formally documented in the minutes of the approving
body. The details of the package may be recorded in a document separate
from the meeting minutes (see the 2026 edition of the Church and
Nonprofit Tax & Financial Guide for a sample form to record compensation).

o Obtaining competitive compensation data. It is appropriate to periodically
obtain comparability data before approving a minister’'s compensation
package. Rarely is the data necessary to avoid paying excessive
compensation to a minister, but more often it will reveal that a minister’s
pay is below that of a similar position in a similar organization in the same
geographic region.

« Working with the congregation to optimize the stewardship opportunities.

Stewardship is generally maximized for the congregation and minister by
initially focusing on tax-favored or tax-free fringe benefits and accountable
expense reimbursements, then the housing allowance, and finally cash
compensation.

« Accountability over expenses authorized by the top leader. The board should

give careful attention to exercising appropriate oversight regarding the top
leader’s ministry budget and discretionary expense account, if one has been
provided by the church or the employer. This oversight responsibility should
be assumed by the board chair or an independent member of the governing
body, so expenses are objectively reviewed by someone who is not related to
the minister or in a staff reporting relationship to the minister. One of the key
objectives of this periodic review (e.g., monthly or quarterly) is to ensure that
all expenses serve a legitimate ministry purpose. Any expenses that are of a
personal nature for the minister should be reported as taxable income.



THE PAY PACKAGE

In This Chapter

m Avoiding the nondiscrimination rules m Reporting compensation, fringe
benefits, and reimbursements

m Tax treatment of compensation elements

Ask many ministers about their compensation and they will tell you the amount
of their weekly check, perhaps including a cash housing allowance, but there

is more to it than that. Care should be given in identifying what portion of the
compensation package is subject to tax. Not only is the salary subject to tax, but
so are many “fringe benefits” that may be received.

What are fringe benefits? A fringe benefit is any cash, property, or service that an
employee receives from a church in addition to salary. The term “fringe benefits”
is really a misnomer because employees have come to depend on them as a part
of their total compensation package. All fringe benefits are taxable income to
employees unless specifically exempted by the Internal Revenue Code.

Many fringe benefits can be provided by a church to a minister without any dollar
limitation (group health insurance is an example), while other fringe benefits are
subject to annual limits (dependent care is an example). The annual limits by fringe
benefit type are reflected in this chapter.

And then, certain fringe benefits are tax-deferred. The most common tax-deferred
benefit is the retirement plan. Tax-deferral of a fringe benefit is less valuable to an
employee than a benefit that is tax-free. However, paying tax on a benefit at a later
date instead of the current date is advantageous because of the present value of
the dollar!

For a summary of taxable, non-taxable, and tax-deferred elements of
compensation, see the table located at the end of this chapter.

'"The present value of a dollar is the current worth of a future sum of money given a specified rate of return. This is
also sometimes called the time value of money principle.
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Avoiding the Nondiscrimination Rules

To qualify for exclusion from income, many fringe benefits must be provided in

a nondiscriminatory manner. In other words, the benefits must be offered to all
employees or all employees in the same class. A fringe benefit that is offered only
to the senior pastor or other highly compensated employee when other individuals
are employed by the church could trigger the nondiscrimination rules.

Failure to comply with the nondiscrimination rules does not disqualify a fringe
benefit plan entirely. Only the tax-free nature of the benefit is lost to the highly
compensated employee. Still that outcome would not be welcomed.

The nondiscrimination rules apply to several types of fringe benefit plans,
including:

+ qualified tuition and fee discounts (see pages 58-59)
+ educational assistance benefits (see page 42)
« dependent care assistance plans (see page 40)

. tax-sheltered annuities (TSAs), 401(k) plans, and other deferred compensation
plans (see pages 53-55)

« group-term life insurance benefits (see pages 49-50)

« certain group medical insurance plans (see pages 46-47)
- health reimbursement arrangements (see page 48)

« health savings accounts (see pages 48-49)

+ qualified small employer health reimbursement arrangement (see pages
47-48)

« cafeteria plans, including a flexible spending account dependent care plan
(see page 40), and a health care flexible spending account (see pages 44-45)

For purposes of the nondiscrimination rules, a “highly compensated employee” for
2025 is someone paid more than $160,000 in the previous year and is in the top
20% of employees when ranked by pay for the preceding year.

On these and other fringe benefits questions, you may find IRS Publication 15-B
helpful, the “Employer’s Tax Guide to Fringe Benefits.” Another resource is ECFA's
eBook, 9 Essentials of Church Fringe Benefits.
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Tax Treatment of Compensation Elements

For the fringe benefits discussed below that are considered taxable income to the
minister, we assume that the minister is classified as an employee for income tax
purposes and that any taxable income will be reported for the minister on Form
W-2 for employees (see pages 3-4 for inflation adjusted amounts for 2024-2026
tax years).

- Adoption assistance programs. A church can provide adoption assistance
on a tax-favored basis, with the church financially assisting or reimbursing
employees for expenses related to the adoption of an eligible child.

A church can determine whether an adoption assistance policy will apply only
to employees who finalize the adoption or also to those with unsuccessful
adoption efforts. The church also has discretion over the amount of financial
assistance and/or paid leave provided, and employee eligibility requirements.

In addition to offering an exclusion from taxable income for qualified adoption
expenses paid or reimbursed by an employer, the tax code also provides an
adoption tax credit. Both can be utilized for the same adoption, depending
upon the total amount of adoption expenses.

The maximum exclusion amount and adoption tax credit amount for 2025 is
$17,280. Note that adoption expenses paid or reimbursed by an employer
beyond that amount must be included in the employee’s taxable income.

If the church pays or reimburses some of the adoption expenses, the
employee can use any excess adoption expenses to claim the adoption
tax credit. The employee simply cannot “double-dip” by obtaining a church
reimbursement and an adoption tax credit for the same expense.

To compute the dollar limitation, qualified adoption expenses claimed and
paid for an unsuccessful domestic adoption effort must be combined with
qualified adoption expenses paid in connection with a subsequent domestic
adoption attempt, whether or not the subsequent attempt is successful. It
should be noted that the tax credit cannot be claimed for an unsuccessful
foreign adoption.

Most churches use the IRS definition of “reasonable and necessary expenses
directly related to the adoption of a child,” and includes adoption fees, court
costs, attorney’s fees, traveling expenses (include meals and lodging) while
away from home, and other expenses that are directly related to, and have as
their principal purpose, the legal adoption of an eligible child.
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Awards. If ministers receive cash or cash equivalent awards based on
performance, such awards are generally taxable income unless the value is
insignificant. If an award is made to the minister in goods or services, such
as a vacation trip, the fair market value of the goods or services is taxable
income.

Bonuses. A bonus paid by a church to an employee for outstanding work or
other achievements is taxable income and reportable on Form W-2.

« Books. A church may reimburse a minister
for ministry-related books. To avoid 9
confusion, it is wise for churches to have
a policy covering who owns those books
(and other property with a useful life longer
than one year) paid for by the church.

IDEA

The goal of every minister
should generally be to have all
or most employment-related
expenses reimbursed by the
employer under an accountable

Business and professional expenses
reimbursed with adequate accounting.

If the church reimburses the minister plan. Covering all these
under an accountable reimbursement accountable expenses may
plan for employment-related professional be more advantageous to a

minister than a pay raise, which

or business expenses (for example, auto, .
is taxable.

other travel, subscriptions, entertainment,

and so on), the reimbursement is not

taxable compensation and is not reported to the IRS by the church or the
minister (see pages 84-87). Per diem allowances up to IRS-approved limits
also qualify as excludable reimbursements (see page 91). A minister’s tithes
and charitable contributions to the church are not reimbursable as business
expenses.

Reimbursing employees’ business expenses through a salary reduction
arrangement is prohibited by IRS Regulations (see page 30).

- Business and professional expense payments without adequate
accounting. Many churches pay periodic allowances or reimbursements to
ministers for business expenses with no requirement to account adequately
for the expenses. These payments do not meet the requirements of an
accountable expense reimbursement plan.

Allowances or reimbursements under a nonaccountable plan must be
included in a minister’s taxable income on Form W-2, and there is no income
tax deduction for unreimbursed business expenses related to W-2 income.

« Cell phones. Cell phones and similar devices provided to employees are
excludable from an employee’s income as a fringe benefit and are not subject
to stringent recordkeeping requirements in certain situations. The cell phones
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must be provided for “substantial reasons relating to the employer’s business,
other than providing compensation to the employee.” Cell phones provided
for employee morale or goodwill, or to recruit prospective employees, are not
provided for “noncompensatory business purposes.”

If the church does not have a substantial noncompensatory business reason
for providing a cell phone to an employee, or reimbursing the employee for
business use of his or her personal cell phone, the value of the use of the
phone or the amount of the reimbursement is taxable income, reportable on
Form W-2, and is subject to employment tax withholding for lay employees.

Clothing. Ordinary clothing worn in the exercise of a minister’s duties for the
church is a personal expense and is not reimbursable by the church under an
accountable plan.

If a minister wears clothing that is of a type specifically required as a condition
of employment and is not adaptable to general use or continued usage to the
extent that it could take the place of ordinary clothing, such as vestments, the
cost is reimbursable as a business expense.

Club dues and memberships. Dues for professional organizations (such as
ministerial associations) or public service organizations (such as Kiwanis,
Rotary, and Lions clubs) are generally reimbursable.

Other club dues are generally not reimbursable (including any club organized
for business, pleasure, recreation, or other social purposes). If the church pays
the health, fithess, or athletic facility dues for a minister, the amounts paid are
generally fully includible in the minister’s income as additional compensation.

Computers and laptops. The treatment of church-provided computers,
laptops, and other peripheral equipment follows the same rules as cell
phones (see pages 38-39). As long as the church has provided the computer
equipment primarily for non-compensatory business reasons, it is treated as a
tax-free fringe benefit.

Conferences and conventions. Expenses incurred by a minister to attend a
church-related conference, convention, or seminar are generally reimbursable.
Social or sightseeing expenses are personal and not reimbursable. (See
pages 90-91 for rules for the travel expenses of spouses and children.)

If the convention is held outside North America, expenses are reimbursable
only if attendance is ministry-related and is considered reasonable (see IRS
Publication 463 for factors considered as part of the reasonableness test).

When a minister travels away from home to attend a convention and
combines personal activities with ministry activities, only the ministry-related
expenses are eligible to be reimbursed by the church.
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« Deferred compensation. A church may maintain a retirement or other

deferred compensation plan for employees that is not qualified under the
Internal Revenue Code and is not a 403(b) tax-sheltered annuity (see pages
53-55) or a “Rabbi Trust” (see pages 54-55). If the plan is unfunded (the
church makes a promise, not represented by a note, to pay at some time in
the future), contributions to the plan are generally not taxable currently.

Funds placed in an investment account under the church’s control (other than
in a tax-sheltered annuity or “Rabbi Trust”) to provide retirement funds for the
minister have no tax consequence to the minister until the funds are available
to the minister.

Dependent care. If a church pays or ’
reimburses child or dependent care

services, the minister can exclude the
amount of this benefit from income within FILING TIP

certain limits (see also page 44 for a flexible Ministers may be ableto
exclude up to $5,000 for child

spending account dependent ca.re plan). o Y O S o
The dependent must be your child under 13 are paid or reimbursed by the
years old, or your spouse who is physically employer.

or mentally incapable of self-care. In certain

circumstances, sometimes other dependents

may qualify. The amount excludable is generally limited to the smallest of
these three:

o the minister’s earned income
o the spouse’s earned income

o $5,000 for married filing jointly in 2025

The dependent care assistance must be provided under a separate written
plan of the church that does not favor highly compensated employees and
that meets other qualifications.

Dependent care assistance payments are excluded from income if the
payments cover expenses that would be deductible if the expenses were not
reimbursed. If the minister is married, both spouses must be employed. There
are special rules if one spouse is a student or incapable of self-care.

Dependent educational benefits. If a church provides educational benefits
for the minister’s children when they attend college or a pre-college private
school, the funds are taxable income to the minister. If the church withholds
money from pay and forwards the funds to a college for the education of the
minister’s child, the amount withheld does not reduce taxable compensation.
See the 2026 edition of the Church and Nonprofit Tax & Financial Guide for
more information on scholarship funds established by churches.
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- Disability insurance. If a church pays the disability insurance premiums (and
the minister is the beneficiary) as a part of the compensation package, the
premiums are excluded from income. However, any disability policy proceeds
must be included in taxable income. The amount included in income depends

upon who paid the premiums for the policy covering the year when the
disability started. If the premiums are shared between the church and the

minister, then the benefits are taxable in the
same proportion as the payment of the
premiums.

Conversely, if a minister pays the disability
insurance premiums or has the church
withhold the premiums from salary, then
the minister receives no current deduction,
and any disability benefits paid under the
policy are not taxable.

A third option is for the church to pay the
disability premiums. But instead of treating
the premiums as tax-free, the church treats
the premiums as additional employee
compensation. Benefits received under this
option are tax-free.

IDEA

Statistics suggest that a minister
is seven times more likely to
need disability insurance than
life insurance before age 65.
When a church provides the
maximum disability insurance as
a tax-free benefit, it could reduce
the awkwardness of a pastoral
transition should the minister
become disabled while serving
the congregation.

How do you determine whether disability benefits are taxable if the disability
insurance premiums are paid by the church for some years and by the
minister for other years? Taxability of the benefits generally depends on who
paid the premiums for the policy year in which the disability started.

Discretionary fund. Churches sometimes
establish a fund to be disbursed upon the
discretion of a minister. If the funds are
used for church-related purposes or the
needs of individuals associated with the
church in a benevolent manner, and if a
proper accounting is made, there is no tax
impact on the minister. If it is permissible to
distribute some of the funds to the minister,
even if the minister does not benefit from
the fund, all money placed in the fund
becomes additional taxable income to the
minister in the year the money is trans-
ferred by the church to the discretionary
fund. To avoid this unfortunate result, a

A

CAUTION

Discretionary funds often serve
a useful purpose for the pastoral
staff—giving them the flexibility
to provide immediate financial
assistance, generally in small
amounts, to those in need (larger
amounts should be handled
through a formal benevolence
fund). An adequate accounting
(dates, names, amounts, and
need) must be maintained by the
church in every instance.
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church should expressly prohibit the use of the discretionary fund for the
minister’s personal use.

Dues, ministerial. Ministers often pay an annual renewal fee to maintain
their credentials. These and other similar professional expenses may be
reimbursed tax-free by the church.

Educational assistance benefit plans. An educational assistance program

is a separate written plan of a church to provide educational assistance to
employees, generally including books, equipment, fees, supplies, and tuition.
Excludible expenses are meals, lodging, transportation, and supplies that
could be retained for use after the course of instruction is completed.

A program may include courses whether or not they are job-related.
Graduate-level courses are covered under the program.

The program must be nondiscriminatory. Other requirements include giving
reasonable notice of the availability and terms of the program to eligible
employees and not allowing employees to choose to receive cash or other
benefits that must be included in gross income instead of educational
assistance.

No benefits may be provided to the employee’s spouse or dependents.
The church should exclude from income the first $5,250 of any qualified
educational assistance paid for a minister during the year.

Educational reimbursement plans. If

a church requires the minister to take ,
educational courses or job-related courses,

and the church either pays the expenses
directly to the educational organization or
reimburses the minister for the expenses
after a full accounting, the minister may not

FILING TIP

The OBBBA extends indefinitely
the provision allowing for use of
employer provided educational

have to include in income the amount paid assistance to make student loan
by the church (see page 157). repayments; and starting in

2026 the benefit amount will be
While there are no specific dollar limits on indexed for inflation.

educational expenses paid under a non-

qualified reimbursement plan, the general

ordinary and necessary business expense rules do apply. These types of
payments may be discriminatory (see page 36).

Though the education may lead to a degree, expenses may be deductible or
reimbursable if the education:

o isrequired by the church to keep the minister’s salary, status, or job
(and serves a business purpose of the church)
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© maintains or improves skills required in the minister’s present
employment

Even when the requirements above are met, expenses do not qualify if the
education is:

o required to meet the minimum educational requirements of the
minister’s present work

o part of a program of study that will qualify the minister for a new
occupation

Embezzled funds. If a minister (or staff member) embezzles funds from

a church, the amount embezzled is reportable as taxable income on the
minister’s tax return. If the embezzlement occurred during prior years,
amended tax returns should be filed by the minister for each year when the
embezzlement occurred. Even if embezzled funds are refunded to the church,
the act of embezzlement is complete and the full amount embezzled is taxable
income.

The precise amount embezzled usually cannot be determined. However, if
the church knows the exact amount misappropriated, the amount should be
reported as compensation on Form W-2. When the exact amount embezzled
is indeterminable, the church should consider filing Form 3949-A, “Information
Referral.” The form may be used to report suspected illegal activity, including
embezzlement.

Entertainment expenses. Entertainment expenses that represent an ordinary
and necessary business expense generally qualify for reimbursement under
an accountable expense reimbursement plan. For information on business
meals, see pages 103-104.

Equity allowance. If a minister lives in a church-owned parsonage, the
minister is not building up equity. If the church provides a cash allowance for
the minister to purchase a home, the minister may establish some equity.

An equity allowance is an amount paid to a minister living in a church-owned
parsonage (see pages 69, 72). This allowance may partially or fully offset the
equity that the minister would have accumulated in a personally owned home.

An equity allowance is fully taxable when it is paid to the minister and not
excludable as a housing allowance. However, the church could make the
equity payments to a tax-sheltered annuity (TSA) or 401(k) plan. This would be
consistent with the desire of a congregation to provide funds for housing at
retirement. The funds received at retirement from church-sponsored TSA or
401(k) plans may be eligible for tax-free treatment as a housing allowance (see
pages 77-78).
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« Flexible spending account (FSA). “Cafeteria” or FSAs are plans used to

reimburse employees for certain personal expenses. They are provided by
employers in conjunction with group health plans to pre-fund dependent
care, medical, or dental expenses (often called a health care flexible spending
account) in pre-tax dollars (see the 2026 edition of the Church and Nonprofit
Tax & Financial Guide for more information on FSAs).

The only taxable benefit that a cafeteria or FSA can offer is cash. A nontaxable
benefit to the participant includes any benefit that is not currently taxable
upon receipt. Examples of these benefits are group-term life insurance up to
$50,000, coverage under an accident or health plan, and coverage under a
dependent care assistance program.

A cafeteria or flexible spending plan cannot discriminate in favor of highly
compensated participants for contributions, benefits, or eligibility to
participate in the plan. While only larger churches generally offer cafeteria
plans because of the complexity and cost, many churches could feasibly offer
an FSA.

The FSA contribution limit for 2025 is l
$3,300 per person per year. During the
plan year, the money is available for use FILING TIP

by the account holder. Ultimately, the

employer owns the account angl any should consider offering an
unused balance at the end of either the administrative grace period or
plan year or any administrative grace rollover option.

period is forfeited to the employer.

Churches with an FSA plan

An administrative grace period may be adopted before the beginning of

an FSA plan year as a way to provide relief without running afoul of the
prohibition on deferred comp1ensation. Under this provision, employees are
permitted a grace period of 22 months immediately following the end of the
plan year to use the funds. Expenses for qualified benefits incurred during
the grace period may be paid or reimbursed from benefits or contributions
remaining unused at the end of the plan year.

There is also the option of rolling over any unused FSA dollars into the next
plan year, but this option is generally subject to a $660 limit. Note: If an
administrative grace period is offered, the $660 rollover may not be used, and
vice versa.

Flexible spending account dependent care plan. Generally, a dependent
care flexible spending account (FSA) is designed to pay for the care of
dependent children under age 13 by a babysitter, in a day care center, or in
a before-school or after-school program. The maximum amount that may
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be funded through a dependent care FSA is $5,000 in 2025 (married, filing
jointly), earned income, or spouse’s earned income, whichever is lowest.

Frequent flyer awards. Free travel awards used personally that were received
as frequent flyer miles on business travel paid by the church are not taxable
when the awards are used for travel. However, if these awards are converted
to cash, they are taxable.

Churches should obtain professional guidance before allowing a minister to
use a personal credit card to purchase church assets (like a car or computers)
for the purpose of diverting frequent flyer miles to his or her personal account.

Gifts/personal. Money that a minister receives directly from an individual is
usually considered a personal gift and may be excluded from income if the
payments are intended for the personal benefit of the minister and not in
consideration of any services rendered. If the gift is a check, it should be made
payable directly to the minister (not the church) to qualify for tax exclusion

for the minister. A personal gift of this nature will not qualify as a charitable
contribution by the giver.

Gifts/special occasion. Christmas,
anniversary, birthday, retirement, and g
similar gifts are often paid by a church

to a minister or lay employee. To qualify
as a nontaxable gift, the payment must
be based on detached and disinterested
generosity, out of affection, respect,

IDEA

The IRS formerly took the
position that an individual
had tax liability because he

admiration, charity, or like impulses. The or she had received or used
giver’s intention is the most critical factor. frequent flyer miles or other
Also, the gift must be made without promotional benefits related to

the individual’s business travel.
However, the IRS has reversed,
saying these benefits are
generally tax-free.

consideration of services rendered.

Some examples may be helpful to
distinguish some of the facts and
circumstances related to gifts.

Example 1: A church attender slips two $100 bills into the minister’s
hand on the way out the door after the close of the Sunday morning
service. This gratuitous and occasional gift generally qualifies as
a tax-free gift. However, if the gift is provided by a family member
after a wedding or funeral, the money may be taxable to the
minister as consideration for services rendered.

Example 2: The church announces that it will receive funds as a special
gift for the benefit of the senior pastor. The funds are not given
directly to the church but rather given directly to the pastor. While
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these may be tax-free gifts to the
minister, the more regularly (more
than two or three times a year) such
special offerings are received and
the more significant the amounts
the offerings are in relation to the
pastor’s annual salary, the more
likely the amounts will be taxable
income to the pastor. Either way
the gifts generally do not qualify for
charitable gift acknowledgments.

4

FILING TIP

An occasional check payable to
the church designated for the
benefit of a minister typically
represents taxable income
when paid to the minister. Such
payments may not qualify as
charitable contributions because
of the conduit/pass-through

potential of the payments. It is
highly preferable for payments of
this nature to be made directly to
the minister instead of “running
them through the church” to try
to get a tax deduction.

Example 3: A church receives an annual
offering for the pastoral staff on
Pastor Appreciation Day. Checks are
made payable to the church. The
church issues gift acknowledgments
and the board determines how
much to distribute to each pastor. The
amounts paid to the pastor are taxable compensation and should
be added to Form W-2. Gifts to the church qualify for a charitable
gift acknowledgment.

If the church gives a minister a turkey, ham, or other item of nominal value at
Christmas or other holidays, the value of the gift is not income. If an individual
gives a minister cash or gift cards, these represent tax-free gifts to the minister
and they are not deductible by the donor.

If the church gives the minister cash or an item that can easily be exchanged
for cash, such as a gift card, the gift is taxable compensation regardless of the
amount involved.

Gym membership. See “Club dues and memberships” above.

Health care sharing arrangements. Certain non-insurance arrangements (for
example, health care sharing ministry plans) are used by some ministers. Since
such plans are typically described as non-insurance, the payments by a church
to these plans (or to reimburse a minister’'s payments to these plans) are
generally fully taxable. Note: The IRS has proposed expanding the definition of
medical expenses to include payments to health care sharing arrangements. If
this proposal passes, payment by churches to or on behalf of an employee as
part of an HRA could qualify for tax-free treatment.

Health insurance. If the church pays a minister’s qualified group health
insurance premiums directly to the insurance carrier, the premiums are tax-
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free to the minister. Insurance may be
provided or made available for purchase
by the employees for medical, dental,
and vision coverage. Premiums paid by
the employer for the employee, including
dependents, are excluded from income
for income tax and Social Security and
Medicare tax purposes.

Ministries may reimburse employees tax-
free for their medical expenses, including
individual health insurance premiums
under either a qualified small employer
health reimbursement arrangement

(QSEHRA) or an individual coverage health

reimbursement arrangement (ICHRA).

A

CAUTION

Certain non-insurance
arrangements (for example,
health care sharing ministry
plans) are used by some
ministers. Since such plans

are typically described as non-
insurance, the payments by

a church to these plans (or to
reimburse a minister’s payments
to these plans) are generally fully
taxable.

The similarities of the two arrangements are as follows:

« Employees purchase health care. Employees buy health insurance,
products and services they want. Any expense listed in IRS Publication

502 can be reimbursed.

« Employees submit reimbursement requests. Employees submit expense

documentation to the church.

« Churches review and reimburse. Churches review the documentation
submitted, and if approved, reimburse employees tax-free.

Now for the differences between the arrangements:

« Number of employees. To offer a QSEHRA, a ministry must have fewer
than 50 full-time employees, and it cannot offer a group insurance policy.
However, churches of all sizes can offer an ICHRA. Employers can offer a
group health insurance policy to one class of employees and an ICHRA
to another class of employees, provided they meet minimum class size

standards.

« Employee eligibility. With a QSEHRA, all full-time employees and their
families are eligible for the benefit and the church can choose to extend
eligibility to part-time employees. With an ICHRA, the church can structure
their eligibility requirements based on a given set of employee classes.

« Allowance caps. With a QSEHRA, churches cannot offer allowance
amounts that exceed annual caps set by the IRS. For 2025, those caps
are $6,350 for single employees and $12,800 for employees with a family.
Balances in the QSEHRA can roll over month to month and year to year,
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though total reimbursements cannot exceed that year’s IRS cap. With the
ICHRA, there are no annual contribution caps and allowance amounts can
roll over month-to-month and year-to-year without restriction.

« Health reimbursement arrangement (HRA). A properly designed, written

HRA under which the church pays the medical expenses of the minister,
spouse, and dependents may be nontaxable to the minister.

Funding by choosing a salary reduction is not permitted. Excess money in

a church-funded HRA can be carried over to a future year without any tax
implications to the minister. Because benefits can be carried over indefinitely,
the only danger of losing the balance in an HRA account is at retirement or
other separation of employment.

Typical expenses covered by such a plan are deductibles, coinsurance, and
noncovered amounts paid by the individual.

HRAs may not discriminate in favor of highly compensated employees with
regard to either benefits or eligibility. HRAs are only available to employees.

Health savings account (HSA). HSAs

are individual, portable, tax-free, interest- 5

bearing accounts (typically held by a bank

or insurance company) through which

individuals with a high-deductible health CAUTION

plan (HDHP) save for medical expenses. SulbRaumaviicimbischicalth
The purpose of an HSA is to pay what basic I OIFEIECE U ERE [

X . which the employer decides
coverage would ordinarily pay. how much will be available for

each employee. This amount is

Within limits, HSA contributions made by generally the same for

employers are excludable from income all eligible employees because
tax and Social Security wages and do the nondiscrimination rules
not affect the computation of the earned apply. Account balances may

. . . . be carried forward to increase
income credit. Earnings on amounts in . X
the maximum reimbursement

an HSA are not currently taxable, and amount in subsequent coverage
HSA distributions used to pay for medical periods.
expenses are not taxable.

HSAs can be funded up to $4,300 for individuals and $8,550 for families to
cover health care costs (2025 limits). In addition to the maximum contribution
amount, catch-up contributions may be made by or on behalf of individuals
between age 55 and 65. Individuals who have reached age 55 by the end of
the tax year are allowed to increase their annual contribution limit by $1,000.

The HSA is often compared with an FSA (see pages 44-45). While both
accounts can be used for medical expenses, some key differences exist
between them. For example, unused funds in the FSA during a given tax
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year are generally forfeited once the year
ends and any applicable grace period or I
rollover. Also, while the elected contribution

amount for the year can be changed by an

employee with an HSA any time during the FILING TIP
year, the elected contribution for an FSA HSAs are confidential.
is fixed and can only be changed at the Employees are not required to

. . provide medical bills to their
beginning of the following tax year. employer or to the trustee

. or custodian of the plan. The
Only employees who are enrolled in employee is responsible to
qualifying HDHPs may participate in an reconcile withdrawals from the
HSA. A HDHP has at least $1,650 annual HSA with unreimbursed medical
expenses.

deductible for self-only coverage and
$3,300 deductible for family coverage
(2025 limits). Additionally, annual out-of-pocket expenses for HSAs must be
limited to $8,300 for individuals and $16,600 (2025 limits) for families. A state
high-risk health insurance plan (high-risk pool) qualifies as an HDHP if it does
not pay benefits below the minimum annual deductible under the HSA rules.

HSA withdrawals are now permitted to cover over-the-counter drugs
and menstrual care products. There is an excise tax for nonqualified HSA
withdrawals (withdrawals not used for qualified medical expenses) of 20%.

Housing allowance. A properly designated housing allowance may be
excluded from income subject to certain limitations (see Chapter 4). The fair
rental value of a parsonage provided to a minister is not taxable for income
tax purposes but is includible for Social Security tax purposes.

Any housing allowance paid to a minister that is more than the excludable
amount is taxable compensation. The excess must be determined by the
minister and reported on Form 1040, page 1. The church does not have a
reporting requirement to the minister or the IRS regarding any portion of the
designated housing allowance that exceeds the amount actually excluded.

Life insurance/group-term. If the group life coverage provided under a
nondiscriminatory plan does not exceed $50,000 for the minister, the life
insurance premiums are generally tax-free to the minister. Premiums for group-
term life insurance coverage of more than $50,000 provided to the minister
by the church are taxable under somewhat favorable IRS tables. Group-term
life insurance is term life insurance protection that:

o provides a general death benefit that can be excluded from income

o covers a group of employees (a “group” may consist of only one
employee)

o is provided under a policy carried by the employer
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o provides an amount of insurance for each employee based on a
formula that prevents individual selection

If a minister pays any part of the cost of

life insurance, the entire payment reduces, 5

dollar for dollar, the amount the church

would otherwise include in income. CAUTION

If the minister’s group-term life insurance If the church pays the premium
policy includes permanent benefits such on a whole life or universal life

policy (in contrast to a term
policy) on the life of the minister
and the minister names personal

as a paid-up or cash surrender value, the
minister must include in income the cost

of the permanent benefits, reduced by the beneficiaries, all the premiums
amount the minister paid for them. paid are taxable income to the
minister.

Retired ministers should include in income

any payments for group-term life insurance

coverage over $50,000 that were made by a former employing church,
unless the minister otherwise qualifies to exclude the payments.

Loan-grants. Churches may provide a loan-grant to a minister relating to
moving expenses, the purchase of a car, or the purchase of other property.
In these instances, compensation is reported on Form W-2 for the minister
based on the amount of the loan forgiven in a calendar year. The rules on
compensation-related loans (see below) apply to loan-grants over $10,000.

Loans. Some churches make loans or transfer property to ministers. The loans
are often restricted to the purchase of land or a residence, or the construction
of a residence. Before a loan is made, the church should consult with legal
counsel to determine if the transaction is legal under state law. Such loans are
prohibited in many states.

If a church makes a compensation-related loan to a minister at below-market
rates, the minister may have additional taxable income. A “compensation-
related” loan is any direct or indirect loan of over $10,000 made at below-
market interest rates that relates to the performance of services between a
church and a minister. There is an exception for certain employee-relocation
loans.

For term loans, additional compensation equal to the foregone interest over
the entire term of the loan is considered as compensation received on the
date the loan was made. For demand loans, the foregone interest is added
to compensation each year that the loan is outstanding. The additional
compensation is reportable on Form W-2, Box 1.
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If the loan proceeds are used for housing, and the loan is secured and
properly recorded, and the minister itemizes deductions, then the minister
may be able to deduct the imputed interest as mortgage interest. However,
term loan interest must be prorated over the term of the loan. The interest
is also eligible for inclusion in housing expenses for housing allowance
purposes.

Long-term care insurance. Long-term care or nursing home insurance
premiums paid or reimbursed by the church are tax-free. If the premiums are
paid by the minister and not reimbursed by the church, they are deductible as
medical expenses subject to annual limits based on age.

Meals. If meals are furnished to the minister by the church on the church
premises for the church’s convenience (e.g., having a minister on call or if
there are few or no restaurants nearby) and as a condition of employment,
a church does not include their value in income, if the benefits are
nondiscriminatory. The “convenience” test is met if the meals furnished on
church premises are provided to at least half of the employees. Note: The
benefits are taxable to a minister in computing self-employment for Social
Security tax.

If meals provided by the church are simply a means of giving the minister
additional pay and there is no other business reason for providing them, their
value is considered taxable income. The value of church-provided snacks for
staff is excluded from employee compensation as a de minimus fringe benefit.

Minimal fringe benéefits. If fringe benefits are so small (de minimis) in value
that it would be unreasonable or impractical to account for them, the church
does not have to include their value in income. If the value of the benefit is not
small, its entire value must be included in income.

De minimis fringe benefits for ministers might include traditional holiday
gifts with a low fair market value, occasional typing of personal letters by the
church secretary, or occasional personal use of the church copy machine.

Example: A minister uses the church copy machine for personal items.
The machine is used at least 85% of the time for business purposes
since the church restricts personal use of the copy machine. Though
the minister uses the machine for personal purposes more than other
employees, the use is de minimis and not taxable.
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» Moving expenses. If employee moving

expenses are paid by the church 5
(regardless of whether they are paid to the
employee or to the moving company), they CAUTION

are includible in the employee’s taxable
income. Moving expenses paid by the
minister are not tax-deductible.

Churches may still pay or
reimburse moving expenses for
employees, but these amounts
are now considered taxable

Parking. Ministers do not have to include income. Churches may wish to

in income the value of free parking facilities “gross up” the moving expense
provided on or near the church premises payments so that employees
if it is $325 or less per month for 2025. S it S i Uk e e

. . . burden.
This also applies for reimbursements from

the church for renting a parking space on

or near the church premises. A church can also sell transit passes or tokens
to ministers at discounts of up to $325 (2025 limit) per month tax-free to the
minister or give cash up to $325 for passes and tokens tax-free.

Pre-employment expense reimbursements. Prospective ministers may be
reimbursed for expenses related to seeking a position with a particular church.
Substantiated expenses related to interviews (meals, lodging, and travel) are
not includible in the prospective employee’s gross income whether or not the
minister is subsequently employed.

Property transfers/restricted. To reward good work, a church may transfer
property to a minister subject to certain restrictions. The ultimate transfer of
the property will occur only if the restrictions are met at a later date.

Property that is subject to substantial risk of forfeiture and is nontransferable
is not substantially vested. No tax liability will occur until title to the property
is vested with the minister. This simply represents a deferral of the tax
consequences.

For tax planning purposes, the “vesting” of a restricted property transfer to
a minister may be staggered over several years. The reporting of a sizable
restricted gift in one year may have significant tax consequences.

When restricted property becomes substantially vested, the minister must
include in income, for both income and Social Security tax purposes, an
amount equal to the excess of the fair market value of the property at the time
it becomes substantially vested, over any amount the minister pays for the
property. The church should report the additional income on the minister’s
Form W-2.

Example: A church transfers a house to a minister subject to the
completion of 20 years of pastoral service to the church. The



CHAPTER 3 « THE PAY PACKAGE

minister does not report any taxable income from the gift until the
year that includes the twentieth anniversary of the agreement.

- Property transfers/unrestricted. Some transfers of property by a church to a
minister may trigger tax reporting:

« Unrestricted transfers. If a church

transfers property (a car, a residence, 5
a computer, furniture, music
equipment, etc.) to a minister at CAUTION

no charge, this constitutes taxable ,

X h . Th Don’t forget to evaluate
mc'ome to t € m_'mSter' e.amount intellectual property transfers.
of income is typically the fair market These may also result in taxable

value of the property transferred. income to the minister. See
ECFA’s eBook — 6 Essentials of
« Property purchased from the church. Copyright Law for Churches.

If the church allows a minister to buy

property at below fair market value, the

minister is subject to taxable income for the difference between the
property’s fair market value over the amount paid and liabilities assumed
by the minister.

- Recreational expenses. A minister may incur expenses that are primarily
recreational, e.g., softball or basketball league fees, greens fees, and so on.
Even if there is an element of ministry purpose, the reimbursement of such
fees as business expenses is generally not justified.

- Retirement gifts. Gifts made to a minister at retirement by the employing
church are usually taxable compensation. Personal retirement gifts made by
an individual directly to a minister may be tax-free to the minister, but they will
not qualify as charitable contributions by the donor.

« Retirement plans

o 401(k) plans. A church may offer a 401(k) plan to its employees. Under
a 401(k) plan, an employee can elect to have the church make tax-
deferred contributions, up to $23,500 for 2025 (in addition to catch-up
contributions).

o 403(b) plans. Ministers, who are employees for income tax purposes,
may have a Section 403(b) salary reduction arrangement based on a
written plan.

A minister’s housing allowance or the fair rental value of church-
provided housing is not included in gross income for income tax
reporting purposes. Thus, the definition of computing the limit on
403(b) contributions is generally considered to exclude the portion of
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a minister’s compensation designated as housing allowance or the fair
rental value of church-provided housing.

Compliance with special nondiscrimination rules may be a condition
to a minister benefiting from the Section 403(b) exclusion allowance.
Churches and elementary or secondary schools controlled, operated,
or principally supported by a church or convention or association of
churches are not subject to the nondiscrimination rules.

Both nonelective (for example, payments by a church into a
denominational 403[b] other than funded through a salary reduction
agreement) and elective (funded through a salary reduction agreement)
contributions for a minister to a 403(b) are excludable for income

and Social Security tax (SECA) purposes. While permissible, after-tax
employee contributions are the exception.

There are two separate yet interrelated limitations on the amount of
contributions to a 403(b) plan that are excludable from gross income:

. Salary reduction limitation. This limitation is $23,500 for 2025.
Employees over age 50 can make a “catch-up” contribution of
$7,500 in 2025.

« Maximum exclusion allowance. For 2025, the maximum exclusion
allowance (overall limit on contributions to a participant’s account) is
$70,000 or 100% of compensation, whichever is less.

A minister can roll funds tax-free from one 403(b) to another 403(b) and
from a 403(b) to an IRA. Rollovers are not subject to annual limits.

Withdrawals from a denominationally

sponsored 403(b) plan may qualify for 5
designation as a housing allowance
and are not subject to Social Security CAUTION

(SECA) tax (see pages 77-78).

A designated housing allowance

For a comparison between 403(b) ?e”era”y iV i{e eXCLUded

rom compensation wnen
an(,j,401(k) plans, see the 2026 . calculating tax-sheltered annuity
edition of the Church and Nonprofit T

Tax & Financial Guide.

457 deferred compensation plans (also known as Rabbi Trusts or Top
Hat plans). Churches may make cash contributions to 457 deferred
compensation plans to fund their future obligation to pay deferred
compensation benefits. The funds contributed are tax-deferred in a
similar manner to other tax-deferred vehicles such as a 403(b) plan.



CHAPTER 3 « THE PAY PACKAGE

In some instances, depending on a participant’s includible income
(generally, includible income is a participant’s salary without including
parsonage), churches can make contributions that exceed the IRS
maximum annual contribution limits for a 403(b) plan.

These plans are intended to provide a degree of certainty that
accumulated deferred compensation benefits will actually be paid.
Amounts contributed to an irrevocable plan should not revert to the
church until all nonqualified deferred compensation benefits have been
paid to eligible participants.

Because trust assets are subject to the claims of the church’s creditors
in the case of insolvency or bankruptcy, the creation of a 457 plan does
not cause the arrangement to be treated as “funded” for income tax
purposes.

Distribution rules for 457 plans are not as flexible as for 403(b) accounts.
For example, money in a 457 plan is not eligible to be rolled over into
qualified retirement plans such as 403(b) plans or IRAs.

Individual retirement accounts. Amounts contributed by a church for
a minister’s Individual Retirement Account (IRA) are includible in the
employee’s compensation on the Form W-2 and are subject to self-
employment tax. IRA contributions may fall into one of the following
categories:

« Contributions to a regular IRA. Each spouse may, in the great
majority of cases, make deductible contributions to his or her IRA
up to the dollar limitation (e.g., $7,000 reduced by adjusted gross
income limits for 2025). The adjusted gross income phaseout ranges
for 2025 are $126,000 to $146,000 for married taxpayers and
$79,000 to $89,000 for singles. (The phaseout amounts are different
if the minister is not an active participant but his or her spouse is.)
Catch-up contributions of $1,000 may be made by taxpayers age 50
and over.

« Contributions to a Roth IRA. Nondeductible contributions may be
made to a Roth IRA. The buildup of interest and dividends within the
account may be tax-free depending on how and when you withdraw
the money from the account.

Keogh plans. If a minister has self-employment income for income
tax purposes, a Keogh plan (also called “qualified retirement plans”)
may be used. Amounts contributed to a Keogh plan are not taxed until
distribution if the contribution limits are observed. If a mir11ister withdraws
money from a Keogh plan before reaching the age of 5972, the minister
will be subject to a 10% early withdrawal penalty.
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- Sabbatical pay. Churches often provide a sabbatical, a period of time away

from the church every few years for rest, writing, and study. A pastor typically
receives full or part pay during the sabbatical. If sabbatical payments qualify
as a nonqualified deferred compensation plan, plan requirements—such as
documentation, elections, funding, distributions, withholding, and reporting—
must be considered. Otherwise, sabbatical pay generally represents taxable
pay reportable on Form W-2. A housing allowance is still appropriate for the
sabbatical period.

A church sometimes reimburses travel expenses (for example, transportation,
meals, and lodging) for the pastor during the sabbatical. The portion of the
travel expenses that is for a bona fide business purpose and are ordinary,
necessary, and reasonable generally do qualify for reimbursement under an
accountable reimbursement plan and would not be added to compensation
on Form W-2 (subject to IRS limitations on certain types of expenses, such as
meals), while personal travel expenses do not qualify for reimbursement under
an accountable expense reimbursement plan and should not be reimbursed.

Salary. The cash salary (less the properly designated and excludable housing
allowance amount) is taxable income to the minister.

Severance pay. A lump-sum payment for cancellation of a minister’s
employment contract is income in the tax year received and must be reported
with other compensation. An exception applies for damages received for
personal physical injuries or physical sickness.

Severance paid to lay employees is subject to federal income tax and FICA
withholding.

Sick or disability pay. Amounts ministers

receive from their employer while sick or ,
disabled are part of their compensation

(sick or disability pay is distinguished KEY ISSUE
from payments for injury provided under The U.S. Supreme Court has
Workers’ Compensation insurance, confirmed that severance
which are normally not taxable). Also see payments constitute taxable

wages and are subject to FICA

Disability Insurance on page 41.
for lay employees.

Simplified employee pension plan (SEP).

Through a SEP, an employer may contribute

amounts to a minister’s IRA. But there are many nondiscriminatory limitations
on SEP contributions that most churches will find insurmountable.

Social Security tax reimbursement or allowance. Churches and other
employers commonly reimburse ministers or provide an allowance for a
portion or all of their self-employment Social Security (SECA) tax liability.
Any Social Security reimbursement must be reported as taxable income for
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income tax purposes, and it is includible in the Social Security tax (SECA)
computation.

Ministers who have opted out of SECA do

not pay any Social Security tax. Therefore, 5
in these situations, there is not a logical

basis for a Social Security reimbursement

or allowance. CAUTION

An allowance to cover the
Because of the deductibility of the self- minister’s self-employment
employment tax in both the income tax and Social Security tax provides no
self-employment tax computations, a full tax benefit since the allowance

itself is fully taxable. However,

relmbursecr)nent |.s effectively less than the e S
gross 15.3% rate: computing income tax. Paying
.. s . . at least one-half of the minister’s
Minister’s Marginal Effective e Bl T T T
Tax Rate SECA Rate amount can be properly shown
0% 1413% as a fringe benefit.
12 13.28
22 12.58
24 12.43

It is usually best to reimburse the minister for self-employment tax on a
monthly or quarterly basis. An annual reimbursement may leave room for
misunderstanding between the church and the minister if the minister moves
to another church before the reimbursement is made.

For missionaries who, due to the foreign earned income exclusion, are not
eligible for the income tax deduction of one-half of the self-employment tax,
the full reimbursement rate is effectively 14.13%.

Example: A church provides a cash salary of $80,000 and provides
a parsonage that has an annual fair rental value of $15,000. Even
though a full reimbursement of the minister’'s SECA is slightly less
than 15.3%, the church decides to reimburse at the 15.3% rate for
simplicity.

The church grosses up the monthly pay by $1,211.25 (15.3% times
$95,000, or $14,535 divided by 12).

» Subscriptions. A church may reimburse a minister for ministry-related print or
online subscriptions as a tax-free benefit.

57



2026 MINISTER’S TAX & FINANCIAL GUIDE

58

» Travel expenses. Travel expenses are

reimbursable as business expenses if ‘é.
they are ordinary and necessary and are
incurred while traveling away from the CAUTION
minister’s tax home for business-related
reasons. Expenses that are for personal The travel expenses of an

. . employee’s spouse and children
or vacation purposes, or that are lavish

. often do not qualify for tax-free
or extravagant, are not reimbursable as reimbursement. To be tax-free,

business expenses. there must be a bona fide
business purpose for the spouse

Travel expenses incurred outside the and children to travel, in addition

United States may be subject to a special to substantiation of expenses.

business vs. personal travel-expense

allocation of the transportation costs to and

from the business destination. This allocation can apply even when foreign
travel expenses are incurred primarily for business purposes. Expenses
incurred for travel as a form of education, such as a tour of the Holy Land, are
generally not reimbursable (see pages 89-90).

If a minister incurs travel expenses for a spouse or child, the minister may
receive a tax-free reimbursement for the spouse’s and children’s expenses
only if they qualify for employee treatment and

o the travel of the spouse and/or children is for a bona fide business
purpose, and

o the minister substantiates the time, place, amount, and business purpose
of the travel under an accountable business expense reimbursement
plan.

« Tuition reduction programs. Some churches operate schools. The school may

provide for either a full or a partial tuition reduction for the employees of the
church.

The amount received under a nondiscriminatory qualified tuition reduction
program is not includible in the gross income of an employee or a dependent
who is receiving the education if the school is a program of the church.

If a school is separately incorporated from a church, tax-free tuition reductions
are only available to school employees and are not available to church
employees. If the school is unincorporated and operated by a church,

tuition reductions may apply to employees of the church and the school. It is
possible that individuals may qualify for a tax-free tuition program if they are
employed by both a church and a separately incorporated school.

A tuition reduction program is a very attractive benefit for a school, but it is
particularly beneficial for a school that cannot afford to pay its employees
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competitive salaries. The cost to the school for providing tuition reductions is
generally far less than the amount of the tuition reduction itself.

A tax-free qualified tuition reduction may be provided for any of the following
people:

« an employee;

- aretired employee; ’

- an employee who separated from

service due to disability; L L
Tax-free tuition and fee
« the surviving spouse of a deceased discounts are only available to
employee; the dependents of an employee
of a school. Discounts provided
- the spouse of an employee; to church employees are taxable.
This is true if the school is
« the dependent children of an operated as part of the church,
employee; and is a subsidiary corporation under
the church, or is separately
« the children (who have not attained incorporated.

age 25) of a deceased employee, if
both parents are dead.

The portion of tuition that an employee pays to a school cannot be treated as
tax-free under a pre-tax salary reduction arrangement.

« Vacation pay. Payments made by the church to a minister for vacations are
taxable income.

« Vehicles/personal use of employer-owned vehicle. One of the most
attractive fringe benefits for a minister is for the church or other employer to
own or lease a vehicle for the minister to use. The church generally makes
the lease payments or car loan payments, if any, plus paying for all gas, oil,
insurance, repairs, and other related expenses. Unless the vehicle is always
parked on the church premises (e.g., where business trips start) and is never
used for personal purposes, the minister must maintain a log to document any
personal use of the vehicle. The church must report the value of the personal
use of the vehicle as taxable income on Form W-2. See pages 96-98 for the
rules a ministry can use to determine the personal use value of a vehicle for
inclusion in income as a noncash fringe benefit.

» Vehicle use/nonpersonal. The total value of a qualified nonpersonal-use
vehicle is excluded from income as a working condition fringe benefit. The
term “qualified nonpersonal-use vehicle” means any vehicle that is not likely
to be used more than a small amount for personal purposes because of its
nature or design.
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Example: A church provides the minister with a vehicle to use for
church business. The minister does not qualify for a home office
and leaves the car parked at the church when it is not being driven
for business purposes. There is a written agreement with the church
that prohibits personal use of the vehicle. Only in an emergency
is the car driven for personal benefit. This vehicle should qualify
under the nonpersonal-use provision, and the entire value of the
nonpersonal use of the vehicle would be excluded from income.

« Withholding. Amounts withheld from pay or put into a minister’s bank account

under a voluntary withholding agreement for income tax are compensation as
though paid directly to the minister. These amounts must be included on Form
W-2 in the year they were withheld. The same is generally true of amounts
withheld for taxable fringe benefits.

If the church uses wages to pay a minister’s debts, or if wages are garnished,
the full amount is compensation to the minister.

» Workers’ compensation. A minister who receives workers’ compensation

benefits due to his or her job-related injuries or sickness may generally
exclude the benefits from gross income. In addition, the minister is not taxed
on the value of the insurance premiums paid by the church.

Ministers are subject to workers’ compensation laws in many states. It is often
important to cover ministers under workers’ compensation insurance even if it
is not a state requirement. For work-related injuries of ministers, many health
benefit plans will not pay medical expenses unless the minister is covered
by workers’ compensation insurance.
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Reporting Compensation, Fringe Benefits, and
Reimbursements for Income Tax Purposes*

Compensation, fringe benefit,
or reimbursement

Minister

Bonus or gift from church

Taxable income/Form W-2

Business and professional expenses reimbursed
with adequate accounting

Tax-free

Business and professional expense reimbursed
without adequate accounting

Taxable income/Form W-2

Club dues paid by the church

Taxable income/Form W-2 (except for dues for
professional organizations and civic and public
service groups)

Compensation reported to minister by church

Taxable income/Form W-2

Dependent care assistance payments

Tax-free

Educational assistance programs

May be eligible to exclude qualified assistance

Eligible for 401(k) (either tax-deferred or taxable

401(K) plan with tax-free growth)

403(b) plan \I,E\,I:S«:tz;ifﬁ;:(;?;g)viﬁ;ther tax-deferred or taxable
Gifts/personal (not handled through church) Tax-free

Housing allowance Tax-free

Health reimbursement arrangement Tax-free

Health savings account Tax-free

Health care flexible spending account Tax-free

IRA payments by church

Taxable income/Form W-2, may be deducted

Insurance, disability. Paid by church, minister is
beneficiary

Premiums are tax-free, but proceeds are taxable

Insurance, disability. Paid by minister, minister is
beneficiary

Premiums paid after-tax, proceeds are tax-free

Insurance, group-term life. Paid by church

Premiums on first $50,000 of coverage is tax-free

* Many of these compensation elements are conditioned on plans having been properly

established and/or subject to annual limits.
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Compensation, fringe benefit,
or reimbursement

Minister

Insurance, health

Tax-free if directly paid by church as part of a
qualifying group plan. If paid by minister and not
reimbursed by church, deduct on Schedule A
subject to limitations

Insurance, life, whole or universal. Church is
beneficiary

Tax-free

Insurance, life, whole or universal. Minister
designates beneficiary

Taxable income/Form W-2

Insurance, long-term care

Tax-free if directly paid by church or reimbursed
to minister on substantiation. If paid by minister
and not reimbursed by church, deduct on
Schedule A subject to limitations

Loans, certain low-interest or interest-free to
minister over $10,000

Imputed interest (the difference between the IRS-
established interest rate and the rate charged) is
taxable income/Form W-2

Moving expenses paid by the church

Taxable (not deductible by the minister)/Form W-2

Pension payments to a denominational plan for
the minister by the church

Tax-deferred. No reporting required until the
funds are withdrawn or pension benefits are paid

Per diem payments for meals, lodging, and
incidental expenses

May be used for travel away from home under an
accountable reimbursement plan

Professional income (weddings, funerals)

Taxable income/Schedule C

Property transferred to minister at no cost or less
than fair market value

Taxable income/Form W-2

Retirement or farewell gift to minister from church

Generally taxable income/Form W-2

Salary from church

Taxable income/Form W-2

Social Security reimbursed by church to minister

Taxable income/Form W-2

Travel paid for minister’s spouse by the church

May be tax-free if there is a business purpose

Tuition and fee discounts

May be tax-free in certain situations

Value of home provided to minister (parsonage)

Tax-free

Vehicles/personal use of church-owned auto

Taxable income/Form W-2

Voluntary withholding

Eligible for voluntary withholding agreement
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‘ INTEGRITYPOINTS

* Reimbursing out-of-pocket medical expenses. Sadly, most ministers do not
have one of the plans under which out-of-pocket medical expenses may be
reimbursed on a tax-free basis.

O Cafeteria plan. Generally, only large churches can justify establishing and
maintaining a cafeteria plan. These plans can cover much more than
medical expenses—for example, dependent care, life insurance, and
disability insurance.

O Health Savings Account (HSA). This concept is valid, but it has grown
very slowly.

O Health Reimbursement Arrangement (HRA). The same HRA benefit
must be provided to all employees. This makes this concept very limiting
since out-of-pocket costs significantly vary employee-to-employee.

O Flexible Spending Account (FSA). The FSA should generally be the plan
of choice for many ministers and churches. The FSA is simple to establish
and easy to administer by the church.

O Other options. Smaller churches may also be able to offer a qualified
small employer health reimbursement arrangement (QSEHRA) or
individual coverage health reimbursement arrangement (ICHRA) as
possibilities for helping ministers with health insurance and other medical
expenses.

* The impact of the nondiscrimination rules on ministers. While the
nondiscrimination rules do not impact many fringe benefits, these rules do
apply to most of the plans under which out-of-pocket medical expenses (see
above) may be reimbursed.

Often a church will want to reimburse out-of-pocket medical expenses for
the staff at varying levels, e.g., up to $1,000 for the senior pastor, up to $500
for the associate pastor, and up to $300 for a secretary under an HRA. This
arrangement fails the nondiscrimination test.

* Discretionary funds. If a church provides a minister with discretionary funds
(funds to provide benevolence assistance as needs are identified by the
minister), the accounting to the church for these funds is vital. Unless a
minister documents the date the funds were spent, the recipient of the funds,
and the benevolent need, discretionary funds are generally taxable to the

minister as compensation.
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~— In This Chapter N

m Types of housing arrangements m Accounting for the housing exclusion

m Establishing and modifying the housing m Other housing exclusion issues

designation . .
9 m Housing exclusion worksheets

m Reporting the housing allowance to the
minister

The housing exclusion was originally enacted by Congress in 1921, allowing
ministers to exclude from income the annual rental value of a church-owned
parsonage provided to them as part of their compensation for serving the church.
This provision only applied to in-kind housing and typically applied to ministers
who lived on-site.

In 1954, Congress overhauled the Tax Code and allowed ministers to continue
receiving tax-free housing even if they lived off-site or if the housing were explicitly
intended as compensation.

In 1984, in preparation for what ultimately became the Tax Reform Act of 1986,
the Treasury Department proposed eliminating the housing exclusion. However,
Congress chose to retain the exclusion.

In 2002, litigation arose as to whether ministers could exclude unlimited amounts
of cash compensation allocated to and actually spent on housing, or whether

the amount excludible should be limited to the rental value of the housing. The
Tax Court sided with the minister, and the IRS appealed the decision to the Ninth
Circuit, which began questions on the provision’s constitutionality. In response to
an outcry from religious organizations, the government quickly moved to protect
the exemption. Congress amended the statute explicitly to limit the allowance to
the fair rental value of the home and other associated expenses.

In recent years, the Freedom From Religion Foundation (FFRF) has fought to have
the ministerial housing exclusion deemed unconstitutional. FFRF was successful

in seeing the exclusion struck down in 2013 in a District Court for the Western
District of Wisconsin, only to see it reversed by an appeals court in 2014. FFRF filed
another lawsuit in 2015, and in 2017, the same Wisconsin District Court determined
the exclusion was an unconstitutional preference for religion. Then, an appeals
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Employer-Provided Housing

The fair rental value of the
housing plus utilities (if the utilities
are paid by the church) is

. Excludable for federal income
tax purposes, and

« Includible for Social Security
(SECA) purposes.

A housing allowance may also be provided to a minister living in church-
provided housing as a designation of the cash salary. A minister may
utilize the housing exclusion to exclude certain housing expenses paid by
the minister (see the worksheet on page 79).

Minister-Provided Housing

The housing allowance is
excluded for federal income tax
purposes. The entire housing
allowance is taxable for Social
Security tax (SECA) purposes. See
the worksheets on pages 80 and
81 for excludable expenses. In
this case, the housing exclusion
(which doesn’t exceed reasonable
compensation) is the lowest of these three factors:

1. Amount used from current ministerial income to provide the home
2. Amount prospectively and officially designated by the church
3. Fair rental value of the home including utilities and furnishings

Any excess over the lowest of these factors is reportable as additional
income for income tax purposes on Form 1040, page 1.
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court reversed the District Court’s decision and affirmed the constitutionality of the
housing exclusion.

Today, qualified ministers (see Chapter 1 for who is a qualified minister under tax
law) continue to be eligible to receive lodging from a church or a cash housing
allowance free of income tax liability by excluding dollars from gross income.
Maximizing housing benefits requires careful planning, though. Used properly, the
housing allowance can truly be the minister’s best tax friend.

If the church properly designates a portion of the minister’s cash salary for expenses
of a home that he or she provides, it is commonly referred to as a “housing
allowance.” If the church properly designates a portion of the minister’s cash salary
for expenses they incur in relation to church-provided housing, it is often called a
“parsonage allowance.” In either instance, it is an exclusion from federal income tax,
but not from self-employment (SECA) Social Security tax.

Nearly every qualified minister can enjoy a tax advantage by having a portion of
salary designated as a housing allowance. For church-owned housing, the housing
exclusion covers expenses such as furnishings, personal property insurance on
contents, as well as utilities, potentially saving hundreds of dollars of income taxes.
For ministers living in their own homes or rental housing, a properly designated
housing allowance may be worth thousands of dollars of income tax saved.

The designated housing allowance should

be subtracted from compensation before the P
church completes Form W-2, Box 1. The housing

allowance is often shown in Box 14 of Form W-2.

) . KEY | E

The housing allowance is not entered on Form SSU
1040 or related schedules, except Schedule Understanding the distinction

. e . . between a housing allowance
SE, since it is not a deduction for income tax . . .

~ designation and the housing

purposes. However, any unused portion of the excltisionlisifindamentalknne
housing allowance must be reported as income designation is officially made by
on Form 1040, page 1, Line 1. the church or other employer.

The exclusion is the amount

Ministers are eligible to exclude the fair rental Ll S Sl O G RS
for income tax purposes after

value of church-provided housing for income applying the limitations outlined
tax purposes without any official action by the in this chapter.

church. However, a cash housing allowance

related to housing, either church-provided or

minister-provided, is only excludable under the following guidelines:

« The allowance must be officially designated by the church. The designation
should be stated in writing, preferably by resolution of the top governing
body, in an employment contract, or by a committee of the board. If the only
reference to the housing allowance is in the church budget, the budget should
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be formally approved by the top governing body of the church. See the 2026
edition of the Church and Nonprofit Tax & Financial Guide for examples of
housing allowance resolutions.

Tax law does not specifically say that an oral designation of the housing
allowance is unacceptable. In certain instances, the IRS has accepted an
oral housing designation. Still, the lack of a written designation significantly
weakens the defense for the housing exclusion upon audit.

- The housing allowance must be designated prospectively by the church. This
means that any cash housing allowance payments made prior to a desig-
nation are fully taxable. Also, carefully word the resolution so that it will remain
in effect until a subsequent resolution is adopted, i.e., “This resolution shall
remain in effect until subsequently changed.”

« All actual housing expenses paid during P
the calendar year can be excluded from
income. Any designated amounts received
in a housing allowance that exceeded KEY ISSUE
amounts actually used as proper housing A minister with a designated

housing allowance must
compare it to his/her actual
expenses annually and exclude

expenses must be declared as income.
Moreover, the source of the funds used to

pay for a minister’s housing expenses must from declared income only

be compensation received by the minister the amount actually used for
in the exercise of ministry in the current housing; the rest is declared as
year’ Income.

- Only an annual comparison by a minister
of housing expenses to housing allowance is required. For example, if the
housing allowance designation is stated in terms of a weekly or monthly
amount, only a comparison of actual housing expenses to the annualized
housing allowance is required. However, if there is an adjustment during the
year in the housing allowance amount that was designated by the church, the
minister must determine if the actual expenses were incurred before or after
the housing allowance amount was changed when determining the amount
for exclusion. This is because the regulations require the housing allowance to
be designated prospectively.

- The housing allowance exclusion cannot exceed the fair rental value of the
housing, including furnishings plus utilities.

Another useful resource is the ECFA eBook 10 Essentials of the Minister’s Housing
Exclusion.
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Types of Housing Arrangements

Minister living in church-provided housing

If a minister lives in a church-owned parsonage
or housing rented by the church, the fair rental
value of the housing is not reported for income
tax purposes. The fair rental value is subject
only to self-employment tax.

However, the minister may also request a
housing allowance to cover expenses incurred
in maintaining church-owned or church-rented
housing. A cash housing allowance that is

not more than reasonable pay for services is
excludable for income tax purposes, subject

to the lowest of (1) actual housing expenses
paid from current ministerial income, or (2) the
amount prospectively and officially designated.

&

FILING TIP

The designation of a housing
allowance for a minister living

in church-provided housing is
often overlooked. While the
largest housing allowance
benefits go to ministers with
mortgage payments on their
own homes, a housing allow-
ance of a few thousand dollars is
often beneficial to a minister in a
church-provided home.

If the actual expenses exceed the housing allowance designated by the church,
the excess amount does not qualify as an exclusion from income. The types of
expenses shown on the worksheet on page 79 qualify as part of the housing
exclusion for a minister living in housing owned or rented by the church.

It is appropriate for the minister’s out-of-pocket expenses for the maintenance of a
church-owned parsonage to be reimbursed by the church. These reimbursements
are not excludable as part of a housing allowance. If such expenses are not
reimbursed, they may be excluded from income under a housing allowance.

If the church owns the parsonage, the church may wish to provide an equity
allowance to help compensate the minister for equity not accumulated through
home ownership. An equity allowance is taxable for both income and Social
Security tax purposes unless directed to a 403(b) tax-sheltered annuity, 401(k) plan,

or certain other retirement programs.

Minister owning or renting their own home

If ministers own or rent their own home, they may exclude, for income tax
purposes, a cash housing allowance that is not more than reasonable pay for
services and that is the lowest of (1) the amount used to provide a home from
current ministerial income, (2) the amount prospectively and officially designated,
or (3) the fair rental value of the furnished home, plus utilities.
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The types of expenses shown on the worksheet on page 80 qualify as part of
the housing allowance for a minister owning or buying a home. Page 81 shows a
similar worksheet for a minister renting a home.

Many ministers make the mistake of automatically excluding from income (for
income tax purposes) the total designated housing allowance, even though the fair
rental value of the furnished home or actual housing expenses are less than the
designation. This practice may cause a significant underpayment of income taxes.

The housing expenses related to a minister-owned house should not be
reimbursed by the church. These are personal expenses that should be covered
by the minister under a cash housing allowance paid by the church.

Example: A minister lives in a personally owned home. The church
prospectively designates $28,000 of the minister’s salary as housing
allowance. The minister spends $27,000 for housing-related items.
The fair rental value of the home is $29,000.

Since the amount spent for housing expenses is lower than the
designated housing allowance or the fair rental value, the excludable
portion of the housing allowance is $27,000. Therefore, $1,000
($28,000 less $27,000) must be added to taxable income on the
minister’s Form 1040, page 1, Line 1. Unless the minister has opted out
of Social Security, the entire $28,000 is reportable for Social Security
purposes on Schedule SE ($1,000 which was added to income, and
$27,000 which was excludable as income).

Establishing and Modifying '\

the Housing Designation TV E

It is the responsibility of the
church—not the minister—to
determine if an individual

Before paying compensation

The church should take the following steps to qualifies as a minister in
specify a housing designation before paying the eyes of the IRS and,
compensation: therefore, qualifies for a
housing designation. Simply
- Verify the qualified tax status of the being ordained, licensed, or

commissioned is not enough to
qualify for this status.

minister. Does the minister meet the tests
found on pages 14-19?

« Verify the qualified nature of the minister’s
services, e.g., administering sacraments; conducting religious worship;
performing management responsibilities for a church, a denomination, or an
integral agency of a church or denomination; or the services performed for a
parachurch or other organization (see pages 14-19).
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Determine the extent to which the payment of housing expenses will be the
responsibility of the minister. For example, will the utilities for a church-owned
parsonage be paid by the church or the minister?

Request that the minister estimate the housing-related expenses expected in
the coming year which are the minister’s responsibility.

Adopt a written designation based on the minister’s estimate. This designation
may be included in minutes or resolutions of the top governing body, an
employment contract, the church’s annual budget, or another appropriate
document if official action on the document is recorded.

During the calendar year

The following actions should be taken during the year (after the housing
designation is made):

The minister should keep records of allowable housing expenses incurred.

The minister should make regular payments to the IRS to cover the self-
employment tax (SECA) on the entire housing allowance (and other income
subject to SECA) plus federal income tax on any anticipated unexpended
portion of the allowance and other taxable income. This may be accomplished
by submitting quarterly tax installments with Form 1040-ES, voluntary income
tax withholding by the church, or spousal income tax withholding.

The minister should identify any significant change in housing expenses and
estimate the amount by which the total actual expenses may exceed the
amount designated as the housing allowance.

When housing expenses are running higher than anticipated—or are expected
to do so—and the fair rental value will exceed actual housing expenses,

the minister should ask the church to prospectively increase the housing
allowance designation. A retroactive housing allowance increase is ineffective.

The church should prospectively amend the minister’s housing allowance
as appropriate to reflect the anticipated change in housing expenses (see
page 73).

After each calendar year

The following actions should be taken after the close of each calendar year with
respect to the housing allowance:

« The church should provide the minister with copies of Form W-2. An approved

housing allowance paid to the minister may be included on Form W-2 in Box
14 with the explanation: “Housing Allowance.” As an option, the church may
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provide the minister with a separate statement showing the amount of any
housing allowance paid to or for the minister and omit the data from Form
W-2, Box 14.

« The minister who provides his or her own housing should compare reasonable
compensation, the amount designated for housing, actual housing expenses,
and the fair rental value. The lowest of these amounts is excluded for income
tax purposes.

« Ministers living in church-provided housing
must compare reasonable compensation, 5
the amount designated, and actual housing
expenses, and exclude the lowest of

these amounts. CAUTION

How high is too high? Can even
100% of a minister’s cash salary

Des'Qnatlon ||m|t5 be designated as a housing
allowance? Yes, but only in
The IRS does not place a limit on how much of limited situations. The fair
a minister’'s compensation may be designated rental value and actual housing

expense limitations usually
make the 100% designation
inappropriate.

as a housing allowance by a church. In a

few instances, as much as 100% of the cash
compensation may be designated. But practical
and reasonable limits apply.

A housing allowance must not represent “unreasonable compensation” to

the minister. Neither the IRS nor the courts have provided a clear definition of
unreasonable compensation. When determining reasonable compensation, the
IRS generally considers the total compensation package, including the housing
allowance and taxable and nontaxable fringe benefits.

It is generally unwise for the employing church to exclude 100% of compensation,
unless the amount to be designated as a housing allowance is justified based on
anticipated housing expenses within the exclusion limitations.

Example 1: A minister provides her own housing. The fair rental value,
furnished plus utilities, is $25,000. She anticipates spending $28,000
on housing. Should the church designate a housing allowance of
$25,000 or at least $28,000? Based on these facts, the church does
not have a sound basis to designate more than $25,000, since the
minister cannot exclude more than this amount.

Example 2: A bi-vocational minister receives a salary of $20,000 per
year from the church and provides his home. Actual housing costs
are $30,000. If the church sets the housing allowance at 100% of
compensation, or $20,000, the minister may exclude $20,000 for
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federal income tax purposes. If the church had set the housing
allowance at 50% of compensation, or $10,000, only $10,000 could be
excluded.

Example 3: A minister has a voluntary withholding arrangement with
the church, and the church sets the housing allowance at 100% of
compensation. Form W-2 should show no salary (ignoring other
compensation factors) but would reflect any federal income tax and
possibly state income tax withheld. While the Form W-2 would be
correctly stated, its appearance would be most unusual.

It is often best for a church to over-designate the housing allowance by a
reasonable amount, subject to the fair rental value limitation, to allow for
unexpected housing expenses and increases in utility costs. Any excess housing
allowance designated should be shown as income on Form 1040, page 1, Line 1,
with the notation “Excess housing allowance.”

More than one housing allowance?

Based on a Tax Court ruling, a minister may only exclude housing expenses of one
home, the principal residence. This ruling is important to many ministers because
it is not unusual for a minister to own two homes at the same time. Multiple
ownership most often occurs when a minister buys a new home and has not yet
sold a former home. Based on the Tax Court ruling, there is no basis to exclude
housing expenses of two homes owned concurrently.

Amending the housing designation ‘
(A

If a minister’s actual housing expenses are <

or will be higher than initially estimated and

designated, the church may prospectively BEMEMBER
amend the designation during the year, subject L= T GO e

. L designation may be
to the fair rental value limitation. e AL e L

time during the year, regardless

Example: The church sets the housing of whether a calendar or fiscal

allowance at $2,000 per month on year is used. Changing the
January 1. On July 1, the church approves designation to cover expenses
an increase in the housing allowance that have already been paid

to $2,400 per month. Therefore, the (almost all ministers use the cash

basis for tax purposes) is not

housing allowance for the year totals acceptable.

$26,400 ($12,000 for the first six months

and $14,400 for the last six months). Actual

housing costs are $2,100 per month for the first six months and $2,300
per month for the last six months. The fair rental value of the home is
$2,500 per month. The minister excludes $25,800 for federal income
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tax purposes: $12,000 for the first six months (limited by the desig-
nation) and $13,800 for the last six months (limited by the actual housing
costs).

Housing allowance adopted by denomination

If the local congregation employs and pays a minister, a resolution by a national

or area office of that denomination does not constitute a housing allowance
designation. The local congregation must officially designate a part of the
minister’s salary as a housing allowance. A resolution of a denomination can
designate a minister’s housing allowance if the minister is employed and paid by a
national or area office or if a retired minister receives a retirement distribution from
a denominational retirement plan.

Reporting the Housing Allowance to the
Minister

The designated housing allowance may be reflected on Form W-2 in Box 14 with
the notation, “Housing Allowance.” Though not required, this reporting method is
suggested by IRS Publication 517.

Alternatively, a church can report the designated housing allowance to a minister
by providing a written statement separate from Form W-2. The statement should
not be attached to your income tax returns when they are sent.

A church might erroneously include the housing allowance on the minister’'s Form
W-2, Box 1. If this happens, the church should correct this using Form W-2 C.

There is no requirement for the minister to account to the church for the actual
housing expenses, with the housing allowance designation limited to documented
actual expenses. Additionally, many ministers consider this as an intrusion into
their personal finances.

Accounting for the Housing Exclusion

Determining fair rental value

The determination of the fair rental value of church-provided housing for self-
employment Social Security tax purposes is solely the responsibility of the minister.
The church is not responsible to set the value. The fair rental value should be
based on comparable rental values of other similar residences in the immediate
community, comparably furnished, plus utilities.

One of the best methods to establish the fair rental value of the minister’s housing
is to request a local realtor to estimate the value in writing (this is not a formal
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appraisal). A minister can place the estimate in a personal tax file and annually
adjust the value for inflation and other local real estate valuation factors.

There is no definitive guidance regarding whether the fair rental value limitation
refers to a furnished home or the fair rental value of an unfurnished home plus the
fair rental value of furniture used in the home.

Housing allowance in excess of actual expenses or fair
rental value

Some ministers erroneously believe that they may exclude every dollar of the
housing designation adopted by the church without limitation. The housing
designation is merely the starting point in calculating the housing exclusion. If
reasonable compensation, actual expenses, or the fair rental value is lower, the
lowest amount is eligible for exclusion from income.

Example: A minister living in a personally owned home receives cash
compensation from the church of $80,000. The church prospectively
designates $25,000 as a housing allowance. The fair rental value
is $26,000. Actual housing expenses for the year are $24,000. The
amount excludable from income is limited to the actual housing
expenses of $24,000 (the lowest of these amounts).

Determining actual expenses

The actual amount expended for housing and furnishings is limited to amounts
expended in the current calendar year. Amounts expended in a prior year cannot
be carried forward to a following year by depreciating the cost of the home or by
carrying forward actual current-year expenses that exceeded amounts designated
in a prior year. Unused housing expenses from prior years simply have no value in
future years.

Home equity loans and second A
mortgages
WARNING
Without a home mortgage, a minister has no Loan payments on home equity
mortgage principal and interest amounts to loans and second mortgages
exclude under a housing allowance. Also, there qualify as housing expenses
would be no “double benefit” of the mortgage only in certain instances. The

use of the loan proceeds as

interest as an itemized deduction and as a .

} . housmg expenses vs. non-
housing expense for purposes of the housing housing expenses determines
allowance exclusion. whether the loan payments

may be excluded for income tax
What is the treatment of principal and interest purposes.

payments on a second mortgage or a mortgage
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that has been refinanced and increased the indebtedness? This issue has not
been addressed by the IRS or courts. However, it appears that an allocation of
the loan payments between excludable housing expenses and nonexcludable
personal expenses would be required based on the use of the additional loan
proceeds.

Do principal and interest payments on a home equity loan qualify as excludable
housing expenses? The Tax Court has ruled that the loan or mortgage payments
are excludable as housing expenses only if the loan proceeds are used for housing
expenses. The exclusion is not available if the loan proceeds are used for personal
expenses such as the purchase of an auto or for a child’s college education. The
interest is deductible on Schedule A if the loan proceeds are used to buy, build, or
substantially improve the minister’s home that secures the loan.

Example: A home equity loan of $20,000 was obtained by a minister,
secured by the residence. The money was used as follows: $10,000
for a new car and $10,000 to add a deck and screened-in porch to the
minister’'s home. The home equity loan payments relating to funds used
to purchase the new car are not excludable as housing expenses. Since
the other $10,000 was used for housing, the payments relating to this
portion of the loan qualify as housing expenses.

Other Housing Exclusion Issues

Payment of the housing allowance to the minister

It is immaterial whether the payment of a properly designated cash housing
allowance is a separate payment or is part of a payment that also includes other
compensation. A cash housing allowance is usually included with the minister’s
salary check.

Cost of the housing allowance to the church

Some churches mistakenly believe that providing a housing allowance to their
minister will increase the church budget. This is not true. If a portion of the
compensation already being paid to the minister is designated as a housing
allowance, it costs the church nothing and simply increases the “take-home pay’
of the minister because of tax savings.

9

Example: A church pays a minister $75,000 per year but does not presently
designate a housing allowance. The minister provides the home. The
minister requests that the church designate a housing allowance of
$30,000 per year. The church adopts a resolution reflecting total
compensation of $75,000 per year, of which $30,000 is a designated
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housing allowance. Before the designation, Form W-2 for the minister
would have shown compensation of $75,000. After the designation,
Form W-2 would reflect taxable compensation of $45,000. The money
spent by the church is the same before and after the designation, and
the minister saves a significant amount of income taxes.

“Double benefit” of interest and taxes

Ministers who own their homes and itemize their deductions are eligible to claim
mortgage interest and property taxes on Schedule A even though these items are
also excluded from taxable income as part of the housing allowance. This is also
referred to as a “double benefit” or “double deduction.”

Housing allowances for retired ministers

Pension payments, retirement allowances, or disability payments paid to a retired
minister from an established plan are generally taxable as pension income.
However, most denominations designate a housing allowance for retired ministers
to compensate them for past services to local churches of the denomination, to
the denomination itself, or in denominational administrative positions. The housing
allowance designated relates only to payments from the denominationally-
sponsored retirement program.

Withdrawals from a denominationally

sponsored 403(b) plan, also called a tax- /‘\

sheltered annuity (TSA), or from a 401(k) plan V]

qualify for designation as a housing allowance.

Withdrawals from a 403(b) or 401(k) plan not REMEMBER

sponsored by a denomination or a church are Payments to ministers from

not eligible for designation as a housing allow- e
are generally designated as

ance. housing allowance. While a local
church may designate a housing

Retired ministers may also exclude the allowance for a retired minister,

rental value of a home furnished by a church it is unclear if the IRS will honor

or a rental allowance paid by a church as the designation on the minister’s

compensation for past services. taxreturn.

Can a local church (as contrasted with a denomi-

nation) or a nondenominational local church designate a housing allowance for a
retired minister for the church’s contributions to a minister’s 403(b) plan? Because
IRS rulings in this area are not specific, a church should seek professional counsel
before making the designation.

If a denomination reports the gross amount of pension or TSA payments on Form
1099-R and designates the housing allowance, the minister may offset the housing
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expenses and include the net amount on Form 1040, page 1. A supplementary
schedule such as the following example should be attached to the tax return:

Pensions and annuity income $10,000
Less housing exclusion (8,000)
Form 1040, Line 5b $ 2,000

For a retired minister, the amount excluded for income tax purposes is limited to
the lowest of (1) the amount used to provide a home, (2) the properly designated
housing allowance, or (3) the fair rental value of the furnished home, plus utilities.

A surviving spouse of a retired minister cannot exclude a housing allowance from
income. If a minister’s surviving spouse receives a rental allowance from a church,
it is includible in gross income.

Housing allowances for honoraria

Ministers may treat a portion of speaking fee /‘\
honoraria received as an excludable housing =
allowance to the extent that the paying church REMEMBER

designates all or a portion of the honorarium as

. : H i f
a housing allowance in advance of payment. SIMENEIEEITE Y

or more in a calendar year

Honoraria payments of $600 or more in a LG s e e s e
1099-NEC to the non-employee

calendar year to a minister require the church e T e e
to issue Form 1099-NEC. The $600 reporting to $2,000 in 2026).

threshold is after excluding any properly

designated housing allowances and the net of

expense reimbursements based on adequate substantiation.

Example: William Dalton preaches at Westside Church for a weekend
conference. Westside Church paid Dalton $3,000 consisting of
$500 documented travel expenses and a properly designated
housing allowance of $1,000. Since the non-excludable portion of the
honorarium exceeded $600, the church issued Dalton a Form 1099-
NEC for $1,500.

Housing allowances for teachers or administrators

Ministers employed as teachers or administrators by a church-sponsored school,
college, or university perform ministerial services for purposes of the housing
exclusion. However, if the minister performs services as a teacher or administrator
on the faculty of a non-church college, he or she cannot exclude from income a
housing allowance.
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Housing Exclusion Worksheet

Minister Living in Home
Owned by or Rented by the Church
Minister’s name:

For the period , 20 to , 20
Date designation approved , 20

Allowable Housing Expenses (expenses paid by minister from current income)

Estimated
Expenses Actual

Utilities (gas, electricity, water) and
trash collection $ $

Decoration and redecoration

Structural maintenance and repair

Landscaping, gardening, and pest control
Furnishings (purchase, repair, replacement)

Personal property insurance on
minister-owned contents

Personal property taxes on contents

Umbrella liability insurance

Subtotal

10% allowance for unexpected expenses

TOTAL $ $ (A)

Properly designated housing allowance $ (B)

The amount excludable from income for federal income tax purposes is the lower
of A or B (or reasonable compensation).
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Housing Exclusion Worksheet

Minister Living in Home
Minister Owns or Is Buying

Minister’'s name:

For the period , 20 to

, 20

Date designation approved , 20

Allowable Housing Expenses (expenses paid by minister from current income)

Estimated
Expenses

Down payment on purchase of housing $
Housing loan principal and interest payments

Actual

Real estate commission, escrow fees

Real property taxes
Personal property taxes on contents

Homeowner’s insurance

Personal property insurance on contents

Umbrella liability insurance

Structural maintenance and repair

Landscaping, gardening, and pest control

Furnishings (purchase, repair, replacement)

Decoration and redecoration

Utilities (gas, electricity, water) and trash collection
Homeowner’s association dues/condominium fees

Subtotal
10% allowance for unexpected expenses

TOTAL $

Properly designated housing allowance

Fair rental value of home, including furnishings, plus utilities

The amount excludable from income for federal income tax purposes is the lowest

of A, B, or C (or reasonable compensation).

80




CHAPTER 4 - HOUSING EXCLUSION

Housing Exclusion Worksheet

Minister Living in Home
Minister Is Renting

Minister’s name:
For the period , 20 to , 20
Date designation approved , 20

Allowable Housing Expenses (expenses paid by minister from current income)

Estimated
Expenses Actual
Housing rental payments $ 3
Personal property insurance on minister-owned
contents
Personal property taxes on contents
Umbrella liability insurance
Structural maintenance and repair
Landscaping, gardening, and pest control
Furnishings (purchase, repair, replacement)
Decoration and redecoration
Utilities (gas, electricity, water) and trash collection
Other rental expenses
Subtotal
10% allowance for unexpected expenses
TOTAL $ $ (A)
Properly designated housing allowance $ (B

The amount excludable from income for federal income tax purposes is the lower
of A or B (or reasonable compensation).
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82

‘ INTEGRITYPOINTS

» Determining housing allowance eligibility. The designation of a portion

of cash compensation as a housing allowance is the responsibility of the
church or other nonprofit ministry, and it is only available to certain ministers.
Ordination, licensure, or commissioning of a minister alone is not enough.
Improperly claiming an exclusion for housing expenses could result in the
minister paying significant back taxes, interest, and penalties.

The various rules for ministers serving a local church, serving as missionaries,
assigned by a church, or functioning in other service positions are discussed
in Chapter 1.

Confirm that a housing allowance has been officially designated. The

wise minister will receive a copy of the annual housing allowance formally
designated by the board or an authorized committee. The housing allowance
resolution should be placed in the minister’s tax file for future reference, in
case of an audit by the IRS.

Applying the limits on the exclusion. The designation of a housing
allowance for a qualified minister is an action required by a church, formally
and prospectively. However, it is the minister’s responsibility to determine
how much of the housing allowance designation qualifies for exclusion from
federal, and perhaps state, income taxes. Remarkably, the IRS does not
require the reporting of the application of the housing exclusion limits. But
the law and integrity require the limits be applied.

For the vast majority of ministers, the most overlooked test is the fair rental
value, including furnishings, plus utilities. The fair rental value, including
furnishings, plus utilities is admittedly a “soft” number because the guidance
provided by the IRS is vague on this topic. But an honest effort to reasonably
determine this number is essential.

The excess housing allowance, which is the designated housing allowance
minus the lowest of the housing exclusion limitations (see page 75), must
be reported on Form 1040, page 1, Line 1. This results in the excess housing
allowance being subjected to federal, and perhaps state, income taxes.



BUSINESS EXPENSES

In This Chapter

m Accountable and nonaccountable m Auto expense reimbursements
expense reimbursement plans

m Other business expenses
m Substantiating and reporting business

m Allocation of business expenses
expenses

m Travel and transportation expenses

Most ministers spend several thousand dollars each year on church-related
business expenses. For example, the ministry-related portion of auto expenses

is often a major cost. Business and professional expenses fall into three basic
categories: (1) expenses reimbursed under an accountable plan, (2) expenses
reimbursed under a nonaccountable plan, and (3) unreimbursed expenses. Neither
of the last two categories provide any income tax benefit to a minister.

The reimbursement of an expense by the church to the minister never changes
the character of the item from personal to business. Business expenses are
business expenses whether or not they are reimbursed. Personal expenses are
always nondeductible and nonreimbursable. If a personal expense is inadvertently
reimbursed by the church, the minister should immediately refund the money to
the church.

To be reimbursable, a business expense must ’
be both ordinary and necessary. An ordinary
expense is one that is common and accepted KEY ISSUE

in your field. A necessary expense is one that is

helpful and essential for your field. An expense Combining an accountable

expense reimbursement plan

does' not have to be indispensable to be with a housing allowance or any
considered necessary. other fringe benefit plan is not
permissible. These concepts are
You may find this additional ECFA eBook each covered under separate
helpful: 5 Essentials of Reimbursing Ministerial sections of the tax law and

cannot be commingled.
Expenses.
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Accountable and Nonaccountable Expense
Reimbursement Plans

An accountable plan is a reimbursement or expense allowance arrangement
established by the church that requires (1) a business purpose for the expenses,
(2) substantiation of expenses to the employer, and (3) the return of any excess
reimbursements. A sample plan is included in the 2026 edition of the Church and
Nonprofit Tax & Financial Guide.

The substantiation of expenses and the return of excess reimbursements must be
handled within a reasonable time. The following methods meet the “reasonable
time” definition:

- The fixed date method applies if: .é.
o an advance is given no more than 30
days before an expense is paid or CAUTION
incurred Documentation for business

o an expense is substantiated to the S e e TR SR 1 S
to the church on a timely

church W{thln §O d§ys after the basis—within 60 days after
expense is paid or incurred the expense was paid or

incurred. While the 60 days is a

© any excess amount is returned to timeliness “safe harbor” versus

the church within 120 days after the a fixed time limit, it is clear
expense is paid or incurred that documentation submitted
semiannually or annually should
- The periodic statement method applies if: not be reimbursed under an

. . accountable plan.
o the church provides employees with a

periodic statement that sets forth that
the advance or reimbursement was more than substantiated expenses
under the arrangement

o the statements are provided at least quarterly

o the church requests that the employee provide substantiation for any
additional expenses that have not yet been substantiated and/or return
any amounts remaining unsubstantiated within 120 days of the statement

Business expenses that are substantiated and reimbursed are not included on
Form W-2. Business expenses that are reimbursed but not substantiated are
included on Form W-2 in Box 1.

Example 1: The church adopts an accountable reimbursement plan using
the “fixed date method.” The church authorizes salary of $76,000 and
in a separate action, without an indication that the reimbursements
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are being funded out of what otherwise would be the minister’s salary,
agrees to pay business expenses up to $10,000.

During the year, the minister substantiates $9,000 of expenses under
the accountable guidelines. The church provides a Form W-2 reflecting
compensation of $76,000. The substantiated expenses of $9,000 are
not reported to the IRS by the church or on the minister’s tax return.

The church retains the $1,000 difference between the amount
budgeted by the church and the amount reimbursed to the minister.
(See pages 86-87 for an example where the church pays the balance to
the minister in the expense reimbursement plan.)

Example 2: The church authorizes a salary of $63,000 and additionally
authorizes allowances of $5,000 for auto expenses and $3,000 for
other business expenses. The church does not require or receive
any substantiation for the auto or other business expenses. This is a
nonaccountable reimbursement plan.

The church should provide a Form W-2 reflecting compensation of
$71,000. The minister is ineligible to claim the auto and other business
expenses as a deduction for income tax purposes.

The IRS disallows deductions for any portion of unreimbursed business expenses
on Schedule C on the premise that the expenses should be allocated to the
minister’s excludable housing allowance (see allocation of business expenses

on page 104). This is another reason that every minister should comply with the
accountable expense reimbursement rules. The goal should be to eliminate all
unreimbursed business expenses.

Accountable expense reimbursement plans should not be combined with other
fringe benefit plans or a housing allowance. Ministers are sometimes advised that
the church can establish an overall reimbursement

account to cover business expenses, housing

expenses, dependent care expenses, and A
educational expenses. While all of these items

can be handled in a tax beneficial manner for WARNING

a minister, they are subJe.ct to separatg rules in B e ey e
the tax law. Some of the items are subject to “allowances.” These payments
the nondiscrimination rules, while others are accomplish nothing in terms of
not. Dollar limits must be separately established good stewardship. “Allowances”

are fully taxable for income and

in some instances, but not in others. Housing . .
Social Security tax purposes.

expenses for a minister-owned home are not
reimbursable at all.
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The timing of documenting expenses for reimbursement is of utmost importance.
Under the fixed date method (see page 84), the IRS provides a safe harbor of 60
days after the expense is paid or incurred. Does this mean that the IRS will disallow
expenses reimbursed on the 61st day? Not necessarily. It simply means 60 days is
a safe harbor as a “reasonable time.”

Example: A church approves $75,000 of compensation for the pastor and
says to let the church know at the end of the year how much has been
spent on business expenses, and they will show the net amount on
Form W-2. Is this valid? No. The salary must be established separately
from expense reimbursements and should be done before the year
begins. Further, even if an accountable expense reimbursement plan
is used, the annual submission of expense documentation would fail
the timeliness test for expenses incurred in all but the last portion of
the year.

Nonaccountable expense reimbursement or allowance

If a minister does not substantiate expenses to the church, or if the amount of
the reimbursement exceeds the actual expenses and the excess is not returned
to the church within a reasonable period, the

minister’s tax life becomes more complicated. é

Nonaccountable reimbursements and excess

reimbursements above IRS mileage or per diem CAUTION

!ImItS must be included in the minister’s gross The best expense

income and reported as wages on Form W-2. reimbursement plan for a

minister is one that pays 100%

If the church pays an “allowance” in lieu of of church-related expenses. Too

reimbursing substantiated business expenses, often, churches place dollar

it represents taxable compensation. The term limits on these plans. With a

“allowance” implies that the payment is not BT, Bl G
P . pay the plan at the end of the year

based upon substantiated expenses, does not must stay with the church for

meet the adequate accounting requirements for reimbursements to be tax-free.

an accountable plan, and must be included in If the balance is paid to the

minister, all payments for the
year become taxable.

the minister’s income.

The unused “balance” in an
accountable expense reimbursement plan

If the church pays the unused balance in an accountable expense reimbursement
plan (perhaps calling the payment a “bonus”), the expense reimbursement

plan becomes nonaccountable for the entire year. (This is also referred to as a
“recharacterization of income.”) All payments under a nonaccountable plan are
reportable as compensation on Form W-2.
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Example: A church sets the minister’s salary at $80,000 and agrees to
reimburse business expenses under an accountable plan for up to
$10,000. The reimbursed expenses are $9,000, and the church gave a
bonus for the $1,000 difference. Because of the “bonus” arrangement,
all reimbursements made under the plan are generally considered to
be nonaccountable. The entire $90,000 is reported by the church as
compensation on Form W-2.

Substantiating and Reporting Business
Expenses

Substantiating business expenses

For expenses to be treated as reimbursable, a minister must show that money
was spent and that it was spent for a legitimate business reason. To prove that the
money was spent, generally documentary evidence must be provided that can be
confirmed by a third party. Canceled checks, credit card, or other receipts are an
excellent starting point. To the IRS, third-party verification is important. If business
expenses are paid in cash, be sure to get a receipt.

Documenting a business expense can be time-

consuming. The IRS is satisfied if the five Ws are /‘\
noted: V]
« Why (business purpose) REMEMBER

When a minister provides a

« What (description, including itemized listing of business expenses to

accounting of cost) the church or other employer,
this is only a report—not
« When (date) documentation. Documentary
evidence is much more than
+ Where (location) a report. It involves detailed
support of the five Ws (why,
« Who (names of those for whom the what, when, where, and who).
expense

was incurred, e.g., Pastor Mark Smith)

The only exception to the documentation rules is if the individual’s outlays for
business expenses, other than for lodging, come to less than $75. The IRS does
not require receipts for such expenses, although the five Ws are still required for
adequate substantiation. A receipt for lodging expenses will always be needed,
regardless of the amount. An employer may apply a documentation threshold
lower than $75.
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Use of a church credit card can be helpful to charge church-related business
expenses. However, the use of a credit card does not automatically provide
substantiation without additional documentation of the expense; e.g., business
purpose and business relationship.

When a minister is traveling out of town as an employee, the church may use a per
diem for reimbursements instead of actual costs of meals (see page 91).

Only the portion of business and professional expenses directly attributable to
Schedule C income (self-employment activities) should be deducted on Schedule C.

For more detailed information, refer to IRS Publication 535, Business Expenses,
and Publication 463, Travel, Gift, and Car Expenses.

Travel and Transportation Expenses

The terms “travel” and “transportation” are often used interchangeably, but each
has a distinct meaning for tax purposes. Travel is the broader category, including
not only transportation expenses, but the cost of meals, lodging, and incidental
expenses as well. To qualify for a travel business expense reimbursement or
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deduction on Schedule C—including expenses incurred for meals, phone calls,

cab fares, and so forth—the business purpose must take the minister away from
home overnight or require a rest stop. If the minister does not spend the night, only
transportation costs qualify.

Travel expenses

Many different expenses can add up on a business trip: air and taxi fares, costs of
lodging, baggage charges, rental cars, tips, laundry and cleaning, and telephone
expenses. The minister can be reimbursed for these expenses incurred while he or
she was away, provided certain guidelines are met:

- the trip must have a business purpose,
« the expenses cannot be “lavish and extravagant,” and

+ the time away from home is long enough to require sleep or rest.

Deriving some personal pleasure from a trip does not disqualify it from being
deductible. The IRS does, however, apply some important limitations to the tax
treatment of foreign travel expenses.

If the travel is within the United States, all transportation costs can be reimbursed,
plus the costs of business-related meals and lodging, as long as business was the
primary reason for the trip. If a Saturday night stay is needed to get a lower airfare,
the hotel and meal expenses for Saturday will generally be deductible. If the trip

is primarily personal, none of the transportation costs can be deducted, but other

business-related travel expenses can be deducted.

International travel

Costs are reimbursable if a minister takes an international trip for business reasons.
If the trip is seven days or less, he or she can deduct the entire airfare even if most
of the time is spent on personal activities. If some days are spent for personal
reasons, the hotel, car rental, and meal costs are not reimbursable for those days.
If the trip is more than seven days and more than 25% of the time is spent on
personal activities, all expenses must be allocated between business and personal
time.

Trips to the Holy Land

Ministers often travel to the Holy Land to more closely identify with the area where
Christ taught, preached, and ministered. In spite of all the obvious ministerial
advantages of visiting the Holy Land, the applicability of tax-free reimbursements
for such trips is not as clear.
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Generally, no reimbursement is allowed for travel as a form of education. However,
travel expense may be reimbursable if the travel is necessary to engage in the
education activity.

A number of factors must be considered before the tax status of a Holy Land trip
may be determined. To qualify as a reimbursable ministry-related expense, the trip
must meet the general educational expense rules outlined on pages 42-43. Holy
Land trips are also subject to the international travel rules as described above.

If the answer to the following questions is “Yes,” the expenses more likely qualify
for reimbursement:

+ Did the employing church require or strongly suggest that the minister make
the trip to the Holy Land?

« Is this the minister’s first trip to the Holy Land? If he or she has a pattern of
making the pilgrimage every few years, the trip is less likely to qualify as an
educational expense.

- Will the minister be receiving college credit for the trip from a recognized
educational institution? Is there a course syllabus?

« Is the trip organized for the purpose of study in the Holy Land and led by a
Bible scholar?

- Did the minister take notes and pictures of places visited? If most of the
photos include family members and friends, the trip is less likely to qualify as
an education expense.

Reimbursement by a church for a minister’s trip to the Holy Land should be made
only after careful consideration of the facts and circumstances and the applicable
tax rules. Consulting with professional tax counsel is also advised.

Furlough travel

A missionary on furlough may qualify for travel status. The purpose of the travel must
be primarily business, such as deputation (resource raising), reporting to constituents,
or education, and the missionary’s primary residence must remain in another country.
Incidental costs for personal travel such as vacation, nonbusiness spousal and children
costs are non-reimbursable. If personal expenses are paid by a church, the amounts
represent taxable income.

Travel expenses of the minister’s spouse or children

If the minister’s spouse or children accompany him or her on the business trip, their
expenses are nonreimbursable unless:
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- the travel of the spouse or dependent is for a bona fide business purpose;
and

« the employee substantiates the time, place, amount, and business purpose of
the travel under an accountable business expense reimbursement plan.

If there is not a bona fide business purpose or the payments are not made under
an accountable plan, the expenses are includible as income on Form W-2.

The IRS and the courts evaluate the following
criteria to determine whether a bona fide /‘\
business purpose exists:

v

- The spouse’s and children’s function REMEMBER
must be necessary; i.e., results in desired

. L. . Spouses and children often
business (ministry) benefits to the church. P

accompany ministers to
conferences and other work-

« The spouse’s and children’s contributions telated meetings! Their

to the church must be those which cannot expenses are reimbursable
be efficiently performed (or performed at under an accountable plan or
all) by the minister alone. deductible only if the minister
can document a business
. The spouse’s and children’s services must (ministry) purpose (for example,

a minister’s spouse attends
certain meetings at a conference
and reports to the church on
those meetings).

augment the minister’s purpose for the trip.

« The benefit to the church must be
substantial.

Per diem allowance

The IRS has provided per diem allowances under which the amount of away-from-
home meals and lodging expenses may be substantiated. These rates may not be
used to claim a reimbursement for unreimbursed expenses. Higher per diem rates
apply to certain locations annually identified by the IRS. For more information on
these rates, see IRS Publication 1542.

Travel expenses for ministers with interim appointments

Many ministers accept or are appointed to temporary ministerial positions with
churches. For example, a semiretired minister may own his or her own home and
decide not to relocate for a temporary assignment. So the minister commutes each
week to serve a church that does not have a resident minister. Or, a minister may
have secular employment in a city where he or she lives and is invited to preach
each Sunday on an interim basis for a church. The minister is able to maintain the
secular job and fill the ministerial assignment with periodic trips to the church.
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If a minister temporarily changes his or her job location, the minister’s tax home
does not change to the new location. This means that the minister can be
reimbursed for his or her travel expenses (auto or public transportation expense
and meals) to and from the temporary location. If the minister stays overnight at the
temporary location, food and lodging expenses at the temporary location become
reimbursable.

When is a job location temporary? A minister 5
will be treated as being temporarily away from
home during any period of employment that is CAUTION

realistically expected to last and actually does - .

. . If a minister temporarily changes
last a year or less. Daily transportation expenses his or her job location, the
are reimbursable by the church if the minister minister’s tax home does not
qualifies for temporary work status. These rules change to the new location.
may also apply to a minister serving more than UL T S M ) LT

. . can be reimbursed for his or
one church (a circuit arrangement). N R s (Y B

public transportation expense

However, if employment away from home is and meals) to and from the
realistically expected to last for more than temporary location. If the
one year, the employment will be treated minister stays overnight at

as indefinite, regardless of whether it W Lo ey Lol
and lodging expenses at the

actually exc.eeds one year. In this c§se, daily temporary location become
transportation expenses are not reimbursable reimbursable.
by the church.

Example 1: A minister lives in Town A and accepts an interim pulpit
assignment in Town B, which is 60 miles away from Town A. The
assignment in Town B is realistically expected to be completed in 18
months, but in fact it was completed in 10 months. The employment in
Town B is indefinite because it was realistically expected that the work
in Town B would last longer than one year, even though it actually lasted
less than a year. Accordingly, travel expenses paid or incurred in Town B
are not reimbursable.

If, initially, employment away from home in a single location is realistically expected
to last for one year or less, but at some later date the employment is realistically
expected to exceed one year, that employment will be treated as temporary (in the
absence of facts and circumstances indicating otherwise) until the date that the
minister’s realistic expectation changes.

Example 2: An interim assignment began as a temporary assignment (a six-
month assignment that was extended for a second six-month period),
but at the 365th day of employment it was apparent that the contract
would be extended for an additional period. At that time, the minister no
longer has a realistic expectation that his or her employment would last
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for one year or less. Thus, the expenses the minister incurred after that
365th day are not reimbursable.

When a minister’s realistic expectation changes—i.e., when the minister realistically
expects the initially temporary employment to exceed one year—the employment
becomes indefinite for the remaining term of employment. In other words, the
employment can become indefinite before the end of the one-year period if,
before the end of that period, the minister realistically expects that his or her
employment will exceed one year.

Example 3: A minister accepted a temporary ministerial assignment,
which the minister realistically expected would be completed in nine
months. After eight months, the minister was asked to remain for seven
more months (for a total stay of 15 months). Although the minister’s
employment is temporary for the first eight months and travel expenses
during that period are reimbursable, the minister’'s employment for the
remaining seven months is indefinite, and the minister’s travel expenses
for that seven-month period are not reimbursable.

If, after working on the assignment only three months, the minister was
asked to extend his or her employment for 10 months, only the travel
expenses incurred during the first three months would be reimbursable.

In effect, the IRS takes the position that part of a period of employment that is more
than a year will still be treated as temporary if the taxpayer reasonably expected
that the employment would last for a year or less when the employment started.
The employment is not treated as indefinite until the taxpayer’s expectation
changes.

If a minister is not told how long an assignment is expected to last, other factors
will have to be taken into account to determine whether it can reasonably be
expected to last more than one year. Merely being classified as an interim minister
by a church does not justify indefinite status. Also, the fewer connections that a
minister keeps with his or her former work location, the less likely it is that the new
assignment will be treated as merely temporary.

Auto Expense Reimbursements

A minister’s car expenses are reimbursable to the extent that they are for business
rather than personal use. Generally, only those expenses that are necessary to
drive and maintain a car that is used to go from one workplace to another are
deductible. However, in some limited situations, the expense of driving between
home and a workplace is reimbursable (see pages 98-100).
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Business-related auto expenses incurred by an employee and reimbursed

under an accountable plan are excludable from the employee’s gross income.
Unreimbursed employee business-related auto expenses are only deductible on
Schedule C (related to self-employment income from speaking, funerals, weddings,
etc.) for income tax purposes.

Mileage and actual expense methods

In determining the amount eligible for reimbursement for the business use of a
personal car, a minister may use one of two methods to figure the amount: (1) the
standard mileage rate, or (2) the actual expense method. Generally, the minister
can choose the method that gives the greater deduction. If he or she uses the
actual expense method and accelerated depreciation for the first year his or her
car was placed in service, the minister may not use the standard mileage method
in a subsequent year. However, if the standard mileage method is used for the
first year the car was placed in service, either method may be used in subsequent
years.

Standard mileage rate method

If the minister is reimbursed the maximum mileage rate of 70 cents per mile
(2025 rate), and he or she provides the time, place, and business purpose of the
driving for each instance, the minister has made an adequate accounting of the
automobile expenses, qualifying for a tax-free reimbursement.

If the church does not reimburse the minister for auto expenses or reimburses
under a nonaccountable plan, the minister may not deduct the expenses for
income tax purposes except on Schedule C (related to self-employment income).

The standard mileage rate, which includes
depreciation and maintenance costs, is based /‘\
on the government’s estimate of the average

cost of operating an automobile. Depending

v

upon the make, age, and cost of the car, the REMEMBER

mileage rate may be more or less than your The standard mileage rate

actual auto expense. If you use the mileage increased to 70 cents per mile
in 2025.

rate, you may also be reimbursed for parking
fees and tolls and the business portion of
personal property tax.

The standard mileage rate may also be used for leased autos (see page 98 for
additional information, “Leasing your car”).
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« Conditions on use of mileage rate. The mileage rate may not be used if:

- the minister has claimed depreciation under Modified Accelerated Cost
Recovery (MACRS), Accelerated Cost Recovery (ACRS), or another

accelerated method

« the minister has claimed first-year
expenses under Section 179 of the
tax code

« Use of mileage rate in first year. If the
minister chooses the standard mileage rate
for the first year the car is in service, he or
she may use the standard mileage rate or
actual expense method in later years. If
the minister does not choose the standard
mileage rate in the first year, he or she may
not use it for that car in any following year.

a

WARNING

You have an important decision
to make the first year you

put a car into service. You

will generally want to use the
standard mileage rate in that
first year. If you do not use the
standard mileage rate in the first
year, you may not use it for that
car in any following year.

By choosing to use the mileage rate in the first year the car is in service,

the minister may not use the MACRS method of depreciation for the car in

a later year. Also, he or she may not claim a deduction under Section 179. If
the minister switches to the actual expense method in a later year before the
automobile is fully depreciated, he or she must use the straight-line method of

depreciation.

Actual expense method

The actual expense method is an alternative method permitted for ministers. This
method may be preferential when operating costs exceed the amount allowed
under the standard mileage rate method. However, even when the actual expense

method exceeds the mileage method, the
simplicity of the mileage method may outweigh
the tax savings.

Allowable expenses under the actual expense
method include gas and oil, interest on an auto
loan, repairs, lease payments, tires, automobile
club membership, batteries, car washes and
waxes, insurance, license plates, parking fees
and tolls, and supplies, such as antifreeze.

If accurate records have been kept, determining
the amount eligible for reimbursement for most
expenses should be straightforward. Generally,

4

FILING TIP

While the actual expense
method is one option for
obtaining a reimbursement,

it requires significantly more
recordkeeping than the standard
mileage method. And the
minister still needs to maintain

a mileage log to prorate costs
between business and personal
miles.
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the amount of depreciation the minister may be reimbursed and the method used
to calculate it depend on when the auto was purchased and was first used for
ministerial purposes.

Under the actual expense method, the minister can use either accelerated or
straight-line depreciation. As the names imply, the accelerated method front-loads
the depreciation, giving larger reimbursements sooner. The straight-line method
gives the same depreciation deduction every year.

Driving an employer-provided vehicle

When a church provides a car to a minister, the church must report the personal
use of the car as income on Form W-2. However, when a minister pays the church
the fair market value for the personal use of the car, there is no income tax impact
to the minister. Partial payment to the church reduces the minister’s taxable income
by the amount of the payment.

When a car is used for both business and personal purposes, an allocation
between the two types of use must be made based on the number of miles driven.
The amount included in the minister’'s compensation is generally based on one of
the following three valuation rules (for more information, see the 2026 edition of
the Church and Nonprofit Tax & Financial Guide):

« Cents-per-mile valuation rule. Generally, 5
this rule may be used if the employer
reasonably expects that the vehicle will be CAUTION

regularly used for church business and if

; . . . One of the best fringe benefits
the vehicle is driven at least 10,000 miles <

for a minister is when the church

a year and is primarily used by employees. or other employer provides a
This valuation rule is available only if the vehicle. However, unless the
fair market value of the vehicle, as of the car is parlfed at the C_hurch .
date the vehicle was first made available when not in use, it still requires
f | b | d t maintaining a mileage log.

or persona use y employees, does no Personal (including commuting)
exceed a specified value set by the IRS. For miles driven must either be
2025, this value is $61,200 (including cars, reimbursed to the employer or
vans, and trucks). the tax value must be reported

on Form W-2.

Personal use value of the vehicle is

computed by multiplying the number of miles

driven for personal purposes by the current IRS standard mileage rate (70
cents per mile for 2025). For this valuation rule, personal use is “any use of
the vehicle other than use in the employer’s trade or business of being an
employee of the employer.”

This amount is then considered as income and reflected on Form W-2.
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« Commuting valuation rule. This rule may be used to determine the value of
personal use only where the following conditions are met:

« The vehicle is owned or leased by the church and is provided to one or
more employees for use in connection with church business and is used
as such.

« The church requires the employee to commute to and/or from work
in the vehicle for bona fide noncompensatory business reasons. One
example of a such a reason is the availability of the vehicle to an
employee who is on-call and must have access to the vehicle when at
home.

« The church has a written policy that prohibits employees from using the
vehicle for personal purposes other than for commuting or de minimis
personal use such as a stop for a personal errand on the way home
from work.

« The employee required to use the vehicle for commuting is not a
“control” employee of the church. A control employee is generally
defined as any director or employee who is an officer of the employer
whose compensation equals or exceeds a level annually set by the IRS.

The personal use of a church-provided vehicle that meets the above
conditions is valued at $1.50 per one-way commute, or $3.00 per day when
commuting from home to work and back.

« Annual lease valuation rule. Under this rule, the fair market value of a vehicle
is determined, and that value is used to determine the annual lease value
amount by referring to an annual lease value table published by the IRS. The
annual lease value corresponding to this fair market value, multiplied by the

Business Miles Do Not Start at Home If—

©  You have a personal computer in your home office and you or another member
of your family occasionally uses the personal computer for personal use.

©  Your home office is in your bedroom, your living room, or any other room where
the space is shared for both church work and family living.

o The church has an adequate office. You do most of your work there but work at
home once in a while.

0 The church expects you to use the church office for your work, but you prefer to
work at home because it is convenient to you.
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personal use percentage, is the amount to be added to the employee’s gross
income. If the church provides the fuel, 5.5 cents per mile must be added

to the annual lease value. Amounts reimbursed by the employee are offset
against the annual lease value.

The fair market value of a vehicle owned by a church is generally the
church’s cost of purchasing the vehicle (including taxes and fees). The fair
market value of a vehicle leased by an employer is generally either the
manufacturer’s suggested retail price less 8%, the manufacturer’s invoice plus
4%, or the retail value as reported in a nationally recognized publication that
regularly reports automobile retail values.

Leasing a car

A minister who leases a car and uses it in connection with the work of the church
is generally eligible to have part or all of lease payments reimbursed as a rental
expense. However, business use is typically less than 100%. Therefore, the rental
amount is scaled down in proportion to the personal use. For example, a minister
who uses a leased car 80% for business may be reimbursed for only 80% of the
lease payments.

Additionally, the tax law is designed to bring lease payments in line with the “luxury
auto” limits (annually determined by the IRS) placed on depreciation deductions
for purchased cars (most cars meet the “luxury” definition). So, leasing a “luxury”
car may not give you a tax break over buying one. However, nontax considerations
may be important in the lease versus buy decision.

The mileage method may also be used for the reimbursement of expenses for a
leased car.

Commuting
Personal mileage is never reimbursable. Commuting mileage is personal mileage.

Travel to and from home and church (a regular work location) for church services
and other work at the church is commuting and is not reimbursable. The same rule
applies to multiple trips made in the same day.

On the other hand, the cost of traveling between home and a temporary work
location is generally reimbursable. Once the minister arrives at the first work
location, temporary or regular, he or she may be reimbursed for trips between
work locations.

A regular place of business is any location at which the minister works or performs
services on a regular basis. These services may be performed every week, for
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Commuting vs. Business Miles

When are transportation expenses deductible?

Most employees and self-employed persons can use this chart. (Do not use this
chart if your home is your principal place of business.)

Home: The place where you reside. Transportation expenses between your home
and your main or regular place of work are personal commuting expenses.

Regular or main job: Your principal place of business. If you have more than one job,
you must determine which is your regular or main job. Consider the time you spend at
each, the activity you have at each, and the income you earn at each.

Temporary work location: A place where your work assignment is realistically
expected to last (and does in fact last) one year or less. Unless you have a regular
place of business, you can only deduct your transportation expenses to a temporary
work location outside your metropolitan area.
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example, or merely on a set schedule. A temporary place of business is any
location at which services are performed on an irregular or short-term basis.

If a minister makes calls in a certain hospital or nursing home nearly every day, it
qualifies as a regular work location. However, if he or she only visits the hospital or
nursing home a few days each month, it generally qualifies as a temporary work
location.

Example 1: A minister, not qualifying for an office at home, drives from

home to the church. This trip is commuting and treated as personal
mileage.

The minister leaves the church and
drives to a hospital to call on a member. ’
From the hospital, the minister drives to
the home of a prospect to make a call. KEY ISSUE
These trips qualify for business .m|leage Churches and ministers often
regardless of whether the hospital struggle to define commuting
qualifies as a regular or a temporary miles. It is a very important
work location. issue because commuting
miles should not be reimbursed

From the prospect’s house, the minister by an employer. The key to

. . L - understanding commuting
drives home. This trip is also eligible o -

X ! . miles is defining regular and

for reimbursement since the minister temporary work locations.
is driving home from a temporary work
location.

Example 2: A minister, not qualifying for an office at home, drives from

home to a hospital to call on a member. The hospital is typically a
temporary work location. This trip is eligible for reimbursement.

The minister then drives to a member’s office to make a call and then
returns to the minister’s office at the church. The trips to this point are
eligible as business expenses because they are all trips between work
locations. The minister then drives to his home. This trip is commuting
and is not reimbursable because the minister is driving from a regular
work location to a nonwork location.

Documentation of auto expenses

To support the automobile expense reimbursement, automobile expenses must be
substantiated by adequate records. A weekly or monthly mileage log that identifies
dates, destinations, business purposes, and odometer readings in order to allocate
total mileage between business and personal use is a basic necessity if the
minister uses the mileage method. If he or she uses the actual expense method, a
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mileage log and supporting documentation of
expenses are required. In either case, a mileage
log is required.

Reporting auto expenses

If the minister is reimbursed for automobile
expenses under an accountable expense plan,
it eliminates the need for income or Social
Security tax reporting by the church or the
minister.

Other Business Expenses

/‘\

v

REMEMBER

For records to withstand an IRS
audit, the minister should use a
daily mileage log to document
business vs. personal mileage.
Whether a notepad is kept in the
car or tracked on a smartphone,
some type of log is the best
approach to submitting data for
reimbursement.

In addition to travel and transportation expenses, there are other business and
professional expenses a minister may submit to the church for reimbursement

under an accountable plan:

. Business gifts. Up to $25 per donee can be reimbursed as ministry gifts to
any number of individuals every year. Incidental costs, such as for engraving,
gift wrapping, insurance, and mailing, do not need to be included in
determining whether the $25 limit has been exceeded.

The gifts must be related to the ministry. Gifts to church staff or board
members would generally be reimbursable, subject to the $25 limit. Wedding
and graduation gifts generally do not qualify as business expenses.

o Cell phones. The IRS treats the value
of a church-provided cell phone and
similar telecommunications equipment
(including the value of any personal use
by the employee) as excludible from
the employee’s income, as long as the
cell phone is provided to the employee
primarily for a noncompensatory business
reason (such as the employer’s need
to contact the employee at all times for
work-related emergencies). Providing a cell

/‘\

v

REMEMBER

For a cell phone to be excludible
from an employee’s income,

the phone must be provided
primarily for noncompensatory
business reasons.

phone to promote morale or goodwill, to attract a prospective employee, or to
furnish additional compensation to an employee is evidence that there is no

noncompensatory business reason.

Church staff may be reimbursed for the business use of a cell phone, but the

church should generally require the employee to submit a copy of the monthly
bill and evidence that the bill has been paid.
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As a minister, the use of a cell phone must be for the “convenience of the
church” and required as a “condition of employment.” The “convenience

of the church” test will generally be met if the cell phone is furnished for
substantial “noncompensatory business reasons.” Whether a minister (or other
church employee) passes the “condition of employment” test is based on all
the facts and circumstances and is not determined merely by an employer’s
statement that the use of the cell phone is a condition of employment.

If a church does not have a substantial noncompensatory business reason

for providing a cell phone to an employee or reimbursing the employee for
business use of his or her personal cell phone, then the value of the use of the
phone or the amount of the reimbursement is includible in gross income and
reportable on Form W-2. For lay employees, the amount of the reimbursement
is subject to employment tax withholding.

Clothing. Ordinary clothing worn in the exercise of a minister’s duties for the
church is a personal expense and is not reimbursable by the church under an
accountable plan.

If a minister wears clothing that is of a type specifically required as a condition
of employment and is not adaptable to general use or continued usage to the
extent that it could take the place of ordinary clothing, such as vestments, the
cost is reimbursable as a business expense.

Computers. If a computer is provided by the church in the church office but
the minister prefers to work at home on a personal computer, the personal
computer is not being used for the church’s convenience. If the minister meets
the “convenience of employer” and “condition of employment” tests but does
not use the computer (and related equipment) more than 50% of the time for
work, he or she can still be reimbursed for the business use percent of the
cost of the computer if the church operates under an accountable expense
reimbursement plan.

Adequate records of the business use of a personal computer should be
maintained to substantiate deductions.

Education-related interest. Up to $2,500 of interest paid during the tax

year on any qualified education loan is deductible as an adjustment to gross
income on Form 1040. The taxpayer must have incurred the debt solely to pay
qualified higher education expenses.

Entertainment. Entertainment expenses may qualify for reimbursement under
an accountable expense reimbursement plan if they represent an ordinary and
necessary business expense.
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 Interest expense. For a minister, all
auto-related interest expense is personal
interest, which is not reimbursable.

» Meals. Meal expenses are reimbursable if
they are ordinary and necessary and are
either directly related to, or associated with,
ministerial responsibilities.

o Lunches as business or personal
expense. The issue of a minister’s

A

CAUTION

If the education is required to
meet the minimum educational
requirements of your work,
educational expenses are not
deductible.

lunch expenses can be a thorny one. When a minister is not traveling

away from home on business and the minister eats alone, the meal cost
is personal and not reimbursable. Ministers generally eat lunch every
day and often with others. A key question is whether the lunch expense
is a business expense and reimbursable under an accountable expense
reimbursement plan. It is solely the minister’s responsibility to document
the basis for claiming a lunch expense with another church staff member

as an ordinary and necessary business expense. A church has no
burden to prove that an expense is a business expense instead of a

personal expense.

o Lunches with non-church staff
members. If these lunches are
occasional and there is a church
business connection, these lunches
may qualify for reimbursement
under an accountable expense
reimbursement plan. For example,

a pastor may have lunch once a
month with the pastor of another
church across town to discuss how
each other handles certain issues in
a church. A lunch of this type likely
qualifies as a reimbursable business
expense. Similar principles apply to
the scenario of a minister having a
meal with church volunteers.

o Lunches with other church staff.
Ministers often eat lunch with one or

a

WARNING

The one-time equipment write-
off cannot be used as part

of a minister’s accountable
expense reimbursement plan.

If a minister personally owns a
computer that is partially used
for his or her employer, the
business portion of the computer
can be reimbursed under an
accountable plan based on

cost of computer. One-time
equipment write-off is typically
only by self-employed minister,
not a minister who receives W-2
wages.

more other church staff members. If the minister picking up the tab
turns the expense in for reimbursement under an accountable expense
reimbursement plan, should the church treasurer consider the amount
as an ordinary and necessary business expense and reimburse the
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expense and consider the amount tax-free? Or, should the church
treasurer pay the expense and include it in compensation on Form W-2
as a personal expense? Or, should the church treasurer consider it a
personal expense and refuse to pay the amount, since the church does
not reimburse any personal expenses?

While an occasional meal with another church staff member may
represent an ordinary and necessary business expense, frequent meals
of this nature will rarely meet the business expense test. A monthly
meeting with one or more staff members to discuss planning and church
operational issues could meet the ordinary and necessary business
expense test. However, a daily, every-few-days, weekly, or bi-weekly
meeting with the same staff members is unlikely to meet the business
expense test.

Certain meal expenses incurred in the minister’'s home may be reimbursable
if they are ordinary and necessary business expenses. The minister should
keep a log including date(s), names of guests, ministry purpose, and actual
cost (not comparable value if purchased at a restaurant). Some ministers
claim reimbursements for providing overnight lodging for church-related
guests based on the value of motel lodging. There is no basis for such
reimbursements since no out-of-pocket expense was incurred.

» Moving expenses. If employee moving expenses are paid by the church
(regardless of whether they are paid to the minister or to the moving
company), they are includible in the employee’s taxable income (subject to
income and self-employment Social Security taxes) and are not deductible by
the minister on Form 1040. They are also subject to employment taxes for a
lay employee.

« Subscriptions and books. Subscriptions to ministry-related resources are
reimbursable. The cost of books related to the ministry may be reimbursed.

Allocation of Business Expenses

The IRS takes the position that the deduction of unreimbursed business expenses
on Schedule C for self-employment income is limited to the extent that they are
allocable to an excluded housing allowance or the fair rental value of church-
provided housing (see pages 181 and 193). The IRS applies what is often referred to
as the “Deason rule” (referring to a 1964 Tax Court Memorandum).

IRS Publication 517, Social Security and Other Information for Members of the
Clergy and Religious Workers, explains this topic in detail and includes the concept
in a completed tax return example. The most recent Tax Guide for Churches and
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Other Religious Organizations and Minister Audit Technique Guide, both issued by
the IRS, clearly apply the expense allocation concept.

for self-employment purposes, the IRS takes the
position in its Minister Audit Technique Guide

that the Deason rule does not apply to the CAUTION
computation of a minister’s self-employment

Since the housing allowance is not tax-exempt g

The allocation of unreimbursed

taxes. expenses only applies to

ministerial-related expenses
Under the IRS guidelines, if a minister excludes reflected on Schedule C. This
a housing allowance or is provided housing is because unreimbursed

expenses related to Form W-2
income are no longer deductible
on Schedule A.

by the church, the minister cannot deduct
expenses that are allocable to the minister’s
excluded rental or parsonage allowance. Home
mortgage interest and real estate taxes are still
deductible on Schedule A as itemized deductions even though the same amounts
are excluded for income tax purposes under the housing allowance rules.
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‘ INTEGRITYPOINTS

* Personal vs. business expenses. Integrity in expense reimbursements or

deductions starts by determining if the expenses are truly business expenses.
A business expense must be ordinary (one that is common and accepted

in a particular field) and necessary (one that is helpful and appropriate for a
particular field). The law and integrity require the faithful application of the
“ordinary” and “necessary” rule.

The reimbursement of an expense never affects the character of the
expense. Simply reimbursing an expense does not change its character
from personal to business. Personal expenses are never eligible for
reimbursement.

An accountable expense reimbursement plan. The substantiated
reimbursement of business expenses represents good stewardship for the
minister and the employing church. A reimbursement is a tax-free payment.

A formal reimbursement plan is the fundamental starting point. The plan
provides the boundaries for compliance with the tax law for business
expense reimbursements.

Substantiation vs. reporting of expenses. Substantiating business expenses
is much more rigorous than simply reporting expenses. Substantiation
generally involves providing documentary evidence that can be confirmed by
a third party. Canceled checks, credit card, or other receipts are an excellent
starting point. But the substantiation is not complete without the “why”
(business purpose), “what” (description, including itemized account of cost),
“when” (date), “where” (location), and “who” (names of those for whom the
expense was incurred, e.g., Pastor Mark Smith).

Reimbursing 100% of a minister’s reasonable business expenses. This is
critical from the church’s stewardship standpoint and from a minister’s income
tax viewpoint. While it takes some extra effort to ensure that reimbursements
are made properly, the tax savings reflects good stewardship of God’s
resources entrusted to the church.



RETIREMENT AND
SOCIAL SECURITY
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What does the Bible have to say about retirement for those who minister faithfully
to God’s people?

Consider this text from the Old Testament that relates to the Levites. They were the
role models for God’s people, whose service was attached to the House of
the Lord.

“The Lord said to Moses, ‘This applies to the Levites: Men twenty-five years old or
more shall come to take part in the work at the tent of meeting, but at the age of
fifty, they must retire from their regular service and work no longer. They may assist
their brothers in performing their duties at the tent of meeting, but they themselves
must not do the work. This, then, is how you are to assign the responsibilities of
the Levites’™” (Numbers 8:23-26).

The New Testament speaks to the role of the church in caring for ministers:

“The elders who direct the affairs of the church well are worthy of double honor,
especially those whose work is preaching and teaching” (1 Timothy 5:17). The
idea “double honor” implies extending to them appropriate financial support and
relationship support as they lead the church.

Taken together, at least three ideas come into view when considering the topic of
retirement for ministers and churches: (1) longevity, (2) changing roles, and
(3) planning.
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Longevity is a reality. Life expectancy has been steadily increasing for many years.
It is quite possible one can live to the age of 90 years old. This could mean that

a minister who retires at age 65 could live 25 years or more after retirement. It is
vital for a church to give consideration to how they prepare their minister for these
retirement years.

With age, the role of a minister changes. In the Old Testament example of the
Levites, they shifted from doing the heavy lifting to assisting the next generation. In
the same way today, ministers must understand and prepare for the season when
their role will change.

Planning for retirement is perplexing and complex. The goal is to provide a
framework, a way of thinking about, and a way to successfully address retirement
to show “double honor” to those who labor as ministers. In approaching the issue
of retirement, there is an interdependence between the church and the minister.
When they are both in tune, the resulting music will be beautiful. When they are
not, the discord will be painfully evident.

For additional information for ministers’ ’
retirement, see ECFA's eBook, 8 Essentials
of Retirement Planning for Ministers and

Churches. KEY ISSUE

Many financial planners suggest
70% to 80% pre-retirement

Pl'epa ring fOI‘ Retirement income is needed each year to

live comfortably in retirement.

How much income will be nheeded?

Being financially prepared for retirement is simply a function of time and money:
the less we have of one, the more we need of the other.

What is the biggest excuse ministers use when they are not saving for retirement?
They say they need every penny to pay their bills now—but they’ll start saving
once the bills are paid off. Paying off debts is a worthy goal, but most people never
pay them all off.

Most ministers cannot save a fortune by the time they reach retirement. On a
minister’s pay, it is difficult to squirrel away as much as many experts insist is
needed for a comfortable retirement. But there is one inescapable truth: The
sooner we start saving, the better. Saving for retirement isn’t like climbing one
great peak. It’s really like climbing several smaller ones.

Many financial planners suggest 70% to 80% pre-retirement income is needed
each year to live comfortably in retirement. But ministers may be able to
significantly reduce the income requirement just by moving from an area with a
high cost of living to a lower-cost one.
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How long is retirement going to be?

The major concern of retirees today is the fear

of outliving their income. Today, a 66-year-old g
male is expected to live 18 more years, and a
female is expected to live 20 more years. But IDEA
life expectancies are averages, and planning While few ministers do, they
on an “average” retirement can be should be contributing up to the
dangerously shortsighted for anyone in good limits allowed into a retirement
health. It K for health e f plan. With the changes in

€a B ma es sense Tor nealtny PeOp € irom retirement plan contribution
long-lived families to plan for a retirement limits, ministers can contribute
stretching at least to age 85, and women are more than ever before.

likely to live longer than men.

Investing for retirement

The best advice for ministers is the simplest: Put as much into a 403(b) tax-
sheltered annuity plan as possible. Why? Consider these two special benefits for
ministers:

+ Prior to retirement, all nonelective and elective employer contributions to
a 403(b) plan are excludable for income and Social Security tax (SECA)
purposes. For ministers who have not opted out of Social Security (see pages
119-24), this means an immediate 15.3% tax savings on all monies contributed
to a 403(b)(9) church plan. For those who have opted out, it is advisable to
contribute 15.3% of salary to the retirement plan.

« The minister’s housing exclusion is one of the great tax benefits available
to ministers. It gets better because after retirement, a minister can take
distributions from their denominationally-sponsored or church-sponsored
403(b)(9) retirement plan as part of an ongoing housing allowance, subject to
the regular housing allowance limitations (see pages 77-78).

Example 1: After retirement, a minister receives a $20,000
distribution from a 403(b)(9) plan. The entire $20,000 was
designated by the denominational pension plan as a housing
allowance. The $20,000 distribution would be excluded for
income tax purposes if the full $20,000 is spent on housing.
Income and Social Security taxes were saved with the original
contributions, and now there are no income or Social Security
taxes when the funds are received as a distribution. This is a
double benefit.
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Example 2: After retirement, the approved housing allowance is
$20,000. The distribution from the 403(b)(9) plan is $20,000.
Actual housing expenses are $15,000, leaving $5,000 taxable for
income tax purposes. The full $20,000 is not taxable for Social
Security purposes.

What if the minister has already contributed the maximum to a tax-sheltered
annuity plan? A $7,000 contribution ($8,000 if you’re age 50 or older in 2025) to
a nondeductible Roth IRA or a regular deductible IRA is a good option for the next
retirement-savings dollars. How to decide? Young ministers will tend to benefit
more from a Roth IRA because it thrives on long-term compounding. If the minister
is nearing retirement and is in a 24% or higher income tax bracket but expects to
drop to the 10% bracket at retirement, the minister should stay with a deductible
IRA.

In addition to a tax-sheltered annuity plan, there are other retirement vehicles for
ministers. “Rabbi trusts” are non-qualified deferred compensation arrangements.
The invested funds are held as an asset of the church with a corresponding liability
reflected for the amount held. The church can’t use these funds, but they are
available to creditors if the church becomes insolvent.

When the tax-beneficial options have been exhausted, the minister may consider
a taxable investment. The key to choosing taxable investments for retirement
savings is to keep expenses down and get the most benefit from the capital gains
rate (the rate is often zero for many ministers).

Asset allocation—the division of savings among different investment vehicles—
is a key part of any retirement strategy. Not only is it necessary to decide what
kind of investment account to use, the minister must also decide which specific
investments should go into which account.

Proper diversification entails much more than simply spreading contributions
evenly among the available choices. It is influenced strongly by how long the
minister will continue to work and how much has already been invested elsewhere.
In general, the more time the minister has, the more aggressive he or she can
afford to be in asset allocation.

Insurance choices as retirement approaches

Approaching retirement, a minister’s insurance needs are often different from
when the minister was in his or her 30s and 40s. Here are some insurance policies
that may be needed and policies that can probably be done without:

« Life insurance. The need for life insurance usually declines or disappears
once the minister is in or near retirement. The minister’s children are
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Countdown to Retirement

This table can help ministers make the timely decisions that ensure a
comfortable retirement. Since only the minister knows when he or she plans
to retire, it is organized according to the number of years until then. If plans
change, this checklist can be compressed into the time available.

FIVE YEARS TWO YEARS BEFORE THREE MONTHS

CATEGORY IN RETIREMENT
BEFORE RETIREMENT | RETIREMENT BEFORE RETIREMENT

BUDGET Draw up two budgets, current| Update your current and future | Merge your two budgets, Fine-tune your budget
expenses and expected budgets. deleting career expenses every year so that your
expenses in retirement. and adding any new retiree | projected spending
Plan to pay off debts by expenses. matches your
retirement. actual spending.

PENSION Ask your pension office to Decide how to take your Set up the investments you | Invest your lump sum

Defined-benefit
plan

project your pension monthly
and in a lump sum.

pension; if as a lump sum,
decide how to invest it.

have chosen for your lump
sum.

immediately to avoid the
tax consequences.

403(b), 401(k)
plans

Put the maximum in your
plan. Wait as long as possible
to tap the money so earnings
grow tax deferred.

Keep contributing the
maximum. If you will take a
lump sum, ask an accountant
how to minimize taxes

(e.g., housing allowance
distribution).

Decide how to take your
money. At 59% you may
start penalty-free lump-sum
withdrawals.

At 73 you may have to start
minimum withdrawals from
tax-deferred retirement
plans (unless working).

SOCIAL
SECURITY

Set up a “my Social Security”
account at ssa.gov/
myaccount/ to check your
earnings and be sure your
employers contributed the
right amounts.

Double-check your “my Social
Security” account.

Decide when after age 62
to start receiving Social
Security.

At retirement age, there is
no limit on the income you
can earn without reducing
your Social Security
benefits.

INVESTMENTS

Meet with a financial planner
to discuss your goals and
adjust your investment
selection to meet them.

Adjust the balance between
aggressive and conservative
investments to reduce your
market risk and increase
income.

Make further reductions
in market risk—more
conservative, less
aggressive.

Generally, keep some of
your money in stocks to
offset inflation.

EMERGENCY
FUND

Stash an amount equal to
three months’ expenses in a
money market fund or fixed
account.

Set up (or renew) a home-equity
line of credit that you can tap in
case of an emergency.

Your cash and home-equity
line of credit should amount
to one full year of expenses.

Keep one year’s expenses
in the fund; tap it only
when you must.

HOUSE
Sell vs. keep

Decide whether to keep your
present house or sell it. If you
sell, decide whether to buy
another or rent.

If you plan to move after
retiring, visit potential locations
during vacations.

If you are selling, put your
house on the market three to
six months before
retirement.

Your gain on the home sale
is tax-free up to $500,000
(married), $250,000
(single).

Repairs and
improvements

Renovate now; it’s easier to
borrow if you’re employed.

Budget now for any big-ticket
repairs you may need after you
retire.

MEDICAL
INSURANCE

Ask your pension office what
your medical benefits will be
in retirement.

If you need individual coverage,
start shopping for it now.

Apply for the coverage one
month prior to retiring.

Medicare starts at 65.
Six months before then,
shop for Medigap
insurance.
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probably financially independent. And by then enough assets may have been
accumulated to cover the spouse’s future needs. This means the minister
might want to drop some life insurance coverage.

If life insurance is needed for estate planning or to protect dependents
financially for at least 15 years, the minister should probably buy cash-value
insurance so he or she can lock in the premium. If the minister owns a term
life policy that is no longer needed, he or she can stop paying premiums and

let the policy lapse.

Long-term care insurance. Long-term care

(LTC) insurance is a way to pay for nursing
home costs while protecting your financial
assets. LTC policies have improved
significantly in recent years, but they are
expensive.

Long-term care policies cover nursing
home stays only, home care only, or both.
A good LTC policy will cover skilled or
intermediate care, or custodial help in any

/‘\

v

REMEMBER

Consider long-term care plans
that provide the same coverage
for home health care and nursing
facilities. The employer can pay
or reimburse LTC premiums tax-
free. The premiums are generally
the minister’s responsibility from
after-tax dollars after he or she
retires.

type of facility, with no prior hospitalization
required.

» Medical insurance. The minister’'s medical insurance may stop when he
or she becomes eligible for Medicare at full retirement age. A minister old
enough for Medicare should call the Social Security Administration to enroll.
The minister may be eligible to remain in a group policy for 18 months after
leaving his or her current employment, if the plan is based on COBRA rules. A
retiring minister will need to budget not only for Plan B but also for Medigap
insurance.

The Fundamentals of )

Social Security o

ECFA is currently monitoring
proposed legislation—The
Clergy Act, which, if signed into
law, would allow a temporary
window for ministers to revoke

a previous exemption from the
Social Security system beginning
in 2026 or 2027.

Ignore any scary stories about Social Security
not being available at retirement. The truth

is, the benefits for most ministers will remain
largely intact for many years.

The age for collecting the full Social Security
benefit used to be 65—but no longer. Full
retirement is gradually being increased to age
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67. Here, by year of birth, is the age at which ministers can expect to collect the full
Social Security retirement benefit:

Age for Collecting A\
Year of Birth  Full Retirement Benefit ‘
1943-1954 66 -
1955 66 and two months REMEMBER
1956 66 and four months The age for collecting the full
1957 66 and six months Social Security benefit gradually
1958 66 and eight months increases to age 67.
1959 66 and ten months

1960 and later 67

Income taxes on benefits

Social Security benefits are income-tax-free for the majority of beneficiaries.
However, those with high total incomes must include up to 85% of their benefits as
income for federal income tax purposes. Special step-rate “thresholds” determine
the amount that may be taxed:

. Single persons: $25,000 and $34,000
- Married couples filing a joint return: $32,000 and $44,000

Working after reaching retirement age

If the minister is under full retirement age (FRA), ,
he or she loses $1 of Social Security benefits
for every $2 earned over a certain limit, which

increases annually ($23,400 in 2025). Once FILING TIP

FRA is reached, one can earn as much as If the minister works while

desired with no cut in benefits. The earnings receiving Social Security

test looks only at money you earn from a job or benefits, he or she must still pay
. . Social Security and Medicare

self-employment, not income from investments taxes regardless of age.

or other sources. However, amounts excluded Additional earnings can result

as housing allowance are included in the in increasing the benefit if the

earnings are higher than those
of a previous year used in the
earlier calculation.

earnings test.

Checking on benefits

Ministers should complete a request for an earnings and benefit estimate
statement every year. This information can be accessed by setting up an account
at ssa.gov/myaccount. The Social Security Agency should be notified of any
discrepancies.
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Taking Out Retirement Money

Ministers spend their entire lives putting money into retirement plans. When and
how money is withdrawn from tax-deferred retirement plans are among the most
important financial decisions.

Capital builds up in retirement plans, free of taxes. But the federal, state, and
local governments are looking for their share whenever money is withdrawn. And
Congress has devised a host of hurdles and penalties:

« Workers generally cannot start withdrawing until they reach 592, If they do,
they must pay a 10% tax penalty in addition to the standard income tax rates.
The Roth IRA is an exception because money can be withdrawn, under certain
conditions, without penalty if the funds have been left in the Roth IRA for at
least five years.

« For church plans, the minister must start withdrawals at age 73 (beginning in
2023) or the date of retirement, whichever is later. For other retirement plans,
withdrawals must start when the minister reaches age 73. If not, the minister
will have to pay a 25% penalty tax on the amount not withdrawn. There is no
age requirement for starting to withdraw funds from a Roth IRA.

The Two Social Security Tax Systems

Social Security taxes are collected under two

systems. Under the Federal Insurance Contribu- A

tions Act (FICA), the employer pays one-half of

the tax and the employee pays the other half. WARNING
Under the Self-Employment Contributions Act TR S G S
(SECA), the self-employed person pays all the ministers to the wrong type of
tax (self-employment tax) as calculated on the Social Security. If a minister
taxpayer’s Schedule SE. IRS Publications 517 qualifies for a housing

allowance, he or she is not
subject to FICA-type Social
Security. The inappropriate use
of FICA instead of SECA may
You may also find ECFA's eBook helpful, result in the underpayment of a

10 Essentials of Social Security for Ministers. minister’s income taxes.

and 1828 provide information on Social Security
taxes for ministers.

Ministers are always self-employed for Social

Security purposes, subject to SECA under the tax law with respect to services
performed in the exercise of their ministry, whether employed by a church, integral
agency of a church, or a parachurch organization. Ministers are self-employed

for Social Security purposes regardless of how their church categorizes them for
income tax purposes. Ministers are never subject to FICA-type Social Security
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SOCIAL SECURITY SYSTEMS

FICA SECA
(Federal Insurance Contributions Act) (Self-Employment Contributions Act)
Non-minister employees of a church are all All qualified ministers are subject to SECA (unless they
subject to FICA. have opted out of Social Security).
Employee pays 7.65% o o
Employer pays 7.65% Self-employed individuals pay the full 15.3%.
15.30%
The 15.3% is paid on a wage base of up to The 15.3% is paid on a wage base of up to $176,100
$176,100 for 2025. for 2025.
Medicare taxes still apply to wages in excess of
$176.100. Medicare taxes still apply to wages in excess of
$176,100.

taxes, even though they report their income taxes as employees and receive a
Form W-2 from their church.

When FICA is inappropriately withheld (7.65%) from a minister’s pay and matched
(7.65%) by the employer, it subjects the minister and the employer to possible
action by the IRS because of the following:

« The minister has often underpaid his or her income taxes. The 7.65% match
that was paid by the church is really unreported compensation because it
is not being reported in Box 1 of the Form W-2. Additionally, the minister is
paying FICA instead of SECA, and the IRS can require that this be corrected
retroactively.

« The employer is underreporting the employee’s income by the 7.65% FICA
match. Also, the employer is reporting FICA Social Security taxes when it
should not. The IRS could require the employer to retroactively correct Forms
941 and W-2.

Example: A church hires and pays a minister to perform ministerial
services, subject to the church’s control. Under the common-
law rules (see pages 15-16), the minister is an employee of the
church while performing those services. The church reports the
minister’'s wages on Form W-2 for income tax purposes, but no
Social Security taxes are withheld. The minister is self-employed
for Social Security purposes and must pay self-employment
tax (SECA) on those wages, unless the minister requests and
receives an exemption from self-employment tax. On Form W-2,
Boxes 3 through 6 are left blank.
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Many churches reimburse ministers for a portion or all of their SECA liability (see
pages 56-57). SECA reimbursements represent additional taxable compensation in
the year paid to the minister for both income and Social Security tax purposes.

Because of the SECA deductions (see page 115), a full SECA reimbursement is
effectively less than the gross 15.3% rate.

Example: A church provides a cash salary of $75,000 and provides a
parsonage that has an annual fair rental value of $15,000. Even though
a full reimbursement of the minister’s SECA is slightly less than 15.3%,
the church decides to reimburse at the 15.3% rate for simplicity. The
church grosses up the monthly pay by $1,147.50 (15.3% times $90,000
divided by 12 months).

Computing the Self-Employment Tax

When computing the self-employment tax,

net earnings include the gross income earned p
from performing qualified services minus the
deductions related to that income. KEY ISSUE

Unless a minister has opted
out of Social Security, the net
ministerial income plus the

This includes church compensation reported
in Box 1 of Form W-2 (the designated housing

allowance should not be shown in this box), the excluded housing allowance and
net profit or loss from Schedule C, any housing the fair rental value of church-
allowance excluded from Form W-2, Box 1 or the provided housing is subject to

self-employment Social Security
tax. This is true even if the
minister is retired and receiving

fair rental value of church-provided housing,
and amounts that should have been included

on Form W-2, Box 1, such as business expense Social Security benefits. There
reimbursements made under a nonaccountable is no age limit on paying Social
plan, a self-employment Social Security tax Security tax.

reimbursement or allowance, love offerings, etc.

The following tax rates apply to net earnings from self-employment of $400 or
more each year:

Tax Rate Maximum Earnings Base
Year OASDI Medicare OASDI Medicare
2022 12.4% 2.9% 147,000 no limit
2023 12.4% 2.9% 160,200 no limit
2024 12.4% 2.9% 168,600 no limit
2025 12.4% 2.9% 176,100 no limit

OASDI = Old-age, survivors, and disability insurance, also known as Social Security
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Self-Employment Social Security Tax Worksheet

Inclusions:
Salary paid by church as reflected on Form W-2, Box 1 $

Net profit or loss as reflected on Schedule C
(includes speaking honoraria, offerings received for
marriages, baptisms, funerals, and other fees)

Housing allowance excluded from salary on Form W-2, or
Fair rental value of church-provided housing (including paid utilities)

Nonaccountable business expense reimbursements
(if not included on Form W-2)

Reimbursement of self-employment taxes (if not included on Form W-2)

Other amounts that should have been included on Form W-2, Box 1,
such as love offerings

Deductions:

Unreimbursed ministerial business and professional expenses or
reimbursed expenses paid under a nonaccountable plan not
deducted on Schedule C

Net earnings from self-employment (to Schedule SE) $

Note 1: A minister’s net earnings from self-employment are not affected by the foreign
earned income exclusion or the foreign housing exclusion or deduction if the
minister is a U.S. citizen or resident alien who is serving abroad and living in a
foreign country.

Note 2: Amounts received as pension payments or annuity payments related to a
church-sponsored tax-sheltered annuity by a retired minister are generally
considered to be excluded from the Social Security calculation.

Net earnings from self-employment that exceed $200,000 ($250,000 if married
filing jointly) are subject to an additional 0.9% Medicare tax.

The minister may deduct unreimbursed business expenses for the SECA
computation even though deductions are not claimed elsewhere on Form 1040.

Moving expenses do not qualify as business expenses. Therefore, they are also
included on the W-2 if they are reimbursed or paid on behalf of the minister.

Example: A minister has the following ministerial income and expenses:
church salary $80,000 (of which the housing allowance is $12,000);
net Schedule C income related to special speaking engagements,
weddings, funerals, etc., $1,350.
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The minister’s self-employment income is

Salary from church $68,000
Church-designated housing allowance 12,000
Schedule C net earnings 1,350

Total $81,350

Use the worksheet above to calculate net earnings from self-employment. Net
earnings are transferred to Schedule SE, page 1, to calculate the SECA tax.

Both Spouses Are Ministers

If a husband and wife who are both duly é,
ordained, commissioned, or licensed ministers
have an agreement with a church that each CAUTION
will perform specific services for which they A minister’s spouse who is not
will receive pay, jointly or separately, they duly ordained, commissioned,
must divide the compensation according to or licensed as a minister of a
the agreement. Such a division of income church but who receives pay

. - . for performing services for the
would have no impact on their income tax if . :

. o church should not include his or
they filed a joint return. But each of them could her earnings with the minister’s
obtain Social Security coverage by dividing the self-employment income. The
compensation and subjecting the compensation non-minister spouse is generally
to Social Security (SECA) tax. 2 EIEIEER B HAE e T2

federal income tax and Social

. . . Security (FICA) tax purposes.
If the agreement for services is with one spouse v ) tax purp

only and the other spouse receives no pay

for any specific duties, amounts paid for services are included only in the income
of the spouse having the agreement. Pay should never be split merely for the
purpose of allowing a spouse to qualify for Social Security or to avoid exceeding
the Social Security earnings limit for one spouse.

Self-Employment Tax Q:

(]
Deductions IDEA
o ) ) Because of the deductibility
Ministers can take an income tax deduction of the self-employment tax in
equal to one-half of their self-employment tax both the income tax and self-
liability. The deduction is claimed against gross employment tax computations, if

the church desires to reimburse
the minister’s entire Social

. . Security tax obligation, it is
They may also deduct a portion of their self- effectively less than the gross
employment tax liability in calculating their 15.3% FICA rate. See page 57
for the effective rate at various
marginal income tax rates.

income on Form 1040, Schedule 1.

18



CHAPTER 6 * RETIREMENT AND SOCIAL SECURITY

self-employment tax. This deduction is made on Schedule SE, Part | by multiplying
self-employment income by .9235.

The purpose of these deductions is to equalize the Social Security taxes paid by
(and for) employees and self-employed persons with equivalent income.

Use of Income Tax Withholding to Pay
Social Security Taxes

Under a voluntary withholding agreement, P

a minister may ask the church to withhold a

sufficient amount to cover federal income taxes KEY ISSUE

plus enough for the self-employment taxes T e
(SECA). The church must report all amounts of an opportunity to enter
withheld under such an arrangement as federal into a voluntary withholding
income tax. The other option for the payment arrangement with their church to

withhold enough federal income
tax to cover both their federal
income tax and self-employment

of income and Social Security taxes is to use
the Form 1040-ES in paying quarterly estimated

taxes. Social Security tax obligation.
Withholding the proper amount
Example: A minister projected that he will each payday is a very efficient

owe $1,000 of federal income tax for way to pay taxes. This avoids
the risk of filing Forms 1040-ES

2025 and $3’OOO of self—employment late and incurring underpayment
Social Security tax for a total tax obligation penalties.

of $4,000. The minister and his spouse

will not have withholding from non-church

employment. They will not qualify for the earned income tax credit. The
minister could enter into a voluntary withholding agreement whereby the
church would withhold federal income tax from each paycheck so that by
the end of 2025, $4,000 was withheld (this would be reported on Form
W-2, Box 2). No FICA-type Social Security tax is withheld from the minister’s
pay since he is not subject to that type of Social Security. Alternatively,

the minister could file Forms 1040-ES on April 15, 2025; June 15, 2025;
September 15, 2025; and January 15, 2026, submitting payments of $1,000
per filing.

Opting Out of Social Security

All ministers are automatically covered by Social Security (SECA) for services in
the exercise of ministry, unless an exemption has been approved by the IRS after
filing Form 4361. The minister must certify that he or she opposes the acceptance
of any public insurance (with respect to services performed as a minister), either
conscientiously or because of religious principles, including Social Security
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benefits. Either reason for opposition must
be based on religious belief. This includes
an opposition to insurance that helps pay for
or provide services for medical care (such as
Medicare) and Social Security benefits.

To claim the exemption from self-employment
tax, the minister must:

file Form 4361;

be conscientiously opposed to public
insurance (which includes insurance
systems established by the Social Security
Act) because of the minister’s individual
religious considerations (not because

of general conscience), or because of

the principles of the minister’s religious
denomination;

file for other than economic reasons;

inform the ordaining, commissioning, or
licensing body of the church or order that
he or she is personally opposed to public
insurance;

establish that the religious organization that
ordained, commissioned, or licensed the
minister or his or her religious order

is a tax-exempt religious organization;

establish that the organization is a church
or a convention or association
of churches and

a

WARNING

Opting out of Social Security

is relatively simple. Form 4361
must be filed by the due date

of the minister’s tax return for
the second year with $400 or
more of ministerial income,

any portion of which comes
from the exercise of ministry.
But the simplicity of opting out
should not be confused with the
significant difficulty of complying
with the requirements for opting
out.

&

FILING TIP

Even though a minister signs
Form 4361 and certifies that
he or she is opposed to
accepting public insurance
benefits which are based

on earnings from services
performed in his or her capacity
as a minister, the minister can
still purchase life insurance
or participate in retirement
programs administered by
nongovernmental institutions.

sign and return the statement sent by the IRS to verify that the requested
exemption is based on the grounds listed on the statement.

Deadline for filing for an exemption

The application for exemption from self-employment tax must be filed by the
date the tax return is due, including extensions, for the second year in which the
minister had net ministerial income of $400 or more. These do not have to be
consecutive tax years.
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Example 1: A minister ordained in 2024 has net earnings of $400 in 2024
and $500 in 2025. An application for exemption must be filed no
later than April 15, 2026, if no extension has been filed. If the minister
does not receive the approved exemption by April 15, 2026, the self-
employment tax for 2025 is due by that date.

Example 2: A minister has $300 in net clergy earnings in 2024 but earned
$400 in both 2023 and 2025. An application for exemption must be
filed by April 15, 2026, if no extension has been filed. If the minister
does not receive the approved exemption by April 15, 2026, the self-
employment tax for 2025 is due by that date.

Example 3: A minister, ordained in 2023, earned $700 net for that year.
In 2024, ministerial compensation was $1,000 and related expenses
were $1,000. Therefore, the 2024 net earnings were zero. Also in
2024, $7,000 in net self-employment earnings was received from non-
ministerial sources. In 2025, net ministerial earnings were $1,500 and
self-employment income of $12,000 was received from non-ministerial
sources.

Because the minister had ministerial net earnings in 2023 and 2025
that were more than $400 each year, the application for exemption must
be filed by April 15, 2026. If the minister does not receive the approved
exemption by April 15, 2026, the self-employment tax for 2025 is due by
that date.

Example 4: A minister was ordained in ,
2024 with $1,000 and $2,000 of net
ministerial earnings for 2024 and 2025, FILING TIP

respectively. The minister filed Form 4361

. : . - . If the exemption is approved,
in 2025 (this was a timely filing since XEMPHOM 1 ApProv

it does not apply to non-

the last day to file without extensions ministerial wages or to any other
is April 15, 2026) and the application self-employment income. For
was approved by the IRS. The minister example, a bi-vocational pastor

who is employed part-time in a
secular job is subject to FICA on
the wages from the secular job.

had already paid self-employment
Social Security tax on the $1,000 of

net ministerial earnings for 2024 since If a minister performs
the Form 4361 had not yet been filed. independent contractor services
Based on the approval of Form 4361, the unrelated to his or her ministry,

this net profit is subject to Social

minister can file an amended income tax )
Security.

return for 2024 using Form 1040-X (see
page 141) and receive a refund of the Social
Security tax paid on the net ministerial earnings for that year.
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A minister must include with Form 4361 a statement that the minister has informed
the ordaining body of the minister’s church of his or her opposition to the
coverage.

A second ordination with a second church generally does not provide a second
opportunity for a minister to opt out by filing Form 4361.

Basis of filing for exemption 5

Neither economics nor any other non-religious
reason is a valid basis for the exemption. Many CAUTION
ministers are improperly counseled to opt out

. . . Sadly, opting out of Social
of Social Security because it may not be a v opTng

Security is one of the most

“gOOd IﬂveStment." The mIﬂISteI”S V|eW Of the abused provisions of the tax law
soundness of the Social Security program has that applies to ministers. Too
absolutely no relationship to the application for often ministers have opted out

because they are concerned
about long-term safety of the

. . . . .. s .. program or they feel they have
The first consideration is the minister’s ability a better way to Invest the funds.

to sign Form 4361 with a clear conscience. Key These reasons do not provide a
words in qualifying for exemption from Social basis to sign Form 4361.

Security coverage on ministerial earnings

are “religious principles” and “conscientiously

opposed to the acceptance of any public insurance.” Religious principles do not
simply consist of the conviction that perhaps Social Security will not be there when
retirement comes or that a better retirement plan can be purchased through an
annuity or other retirement program. The belief must be an integral part of the
minister’s religious system of beliefs, his or her theology.

exemption.

Further, this religious principle must be one that would prevent the minister from
ever asking for the benefits from such a plan based on the church salary. No basis
exists for an objection related to paying the taxes or to the level of the taxes to be
paid.

If a minister opts out and does not have sufficient Social Security credits from prior
employment or from future non-ministerial employment, neither the minister nor
his or her dependents will be covered under Social Security benefits, survivors’
benefits, or Medicare. If a minister opts out of Social Security, he or she should
make alternate plans to provide for catastrophic illness, disability, or death, as well
as for retirement.

This is not a decision to be taken lightly. First, the minister must act on religious
convictions. Second, he or she must be prepared financially with alternatives to the
benefits of Social Security coverage.
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Caution: Very few ministers qualify to file Form 4361. The filing must be based on the minister’s
conscience or religious principles, not because of a preference to invest retirement
funds elsewhere.
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Although a minister may opt out of Social Security with respect to ministerial
income, he or she may still receive Social Security benefits related to
nonministerial wages.

The importance of the approved Form 4361

The timely filing of Form 4361 by a minister does not constitute exemption from
Social Security tax. The exemption is not effective until it has been approved by an
appropriate IRS officer.

Form 4361 must be filed in triplicate. The exemption is not effective until a minister
receives one of the three copies of the form back from the IRS marked “Approved.”

Even if a minister has been approved for an exemption from self-employment
Social Security taxes, this exemption does not apply to Social Security taxes on
earnings as an employee or independent contractor resulting from work that is not
in the exercise of ministry.

Example: The IRS approved the self-employment Social Security tax
exemption for Minister A. In addition to her church employment, she
works part-time at a secular job. While the church employment is in the
exercise of ministry, the part-time employment is not. Therefore, she is
not subject to self-employment Social Security tax on her compensation
from the church, but she is subject to FICA-type Social Security tax on
the part-time employment.

Opting back into Social Security
There is currently no formal method available for ministers to opt back into Social

Security. Recent legislative attempts to provide opportunity to opt back in have not
been passed, as of this printing.

Working After Retirement ‘

There is no retirement earnings test for persons REMEMBER
who have attained full retirement age (FRA). There is an earnings limit
But for individuals who have not attained FRA, LI B STl (L BT

. - . for individuals who have not
there is a limit on earnings from current work.

. L . . attained full retirement age
The earnings limit is a retirement test and is a (FRA).

separate issue from income taxes.

If the minister earns more than the exempt amount (see below), the benefits to the
minister and family members that are based on work record will be reduced. If a
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family member earns more than the exempt amount, only that person’s benefit is
reduced.

If the minister is under FRA throughout 2025, he or she can earn $23,400. If the
earnings exceed this, then $1 of benefits is withheld for every $2 earned above
$23,400. If the earnings exceed this limit, some benefits may still be payable.

If the minister attains FRA in 2025, he or she can earn $62,160 in the period before
the month in which FRA is attained with no reduction in benefits. If the minister’s

earnings exceed this, then $1in benefits is withheld for every $3 earned above
$62,160.

After retirement, ministers may receive special payments for work they did before
they started getting Social Security benefits. Usually, these special payments will
not affect their Social Security benefit if they are compensation for work done
before retirement. Examples of special payments include bonuses, accumulated
vacation or sick pay, and severance pay.

Canada Pension Plan

Under an agreement between the United States and Canada, a minister is subject
to the laws of the country in which the services are performed for the purposes of
United States Social Security and the Canada Pension Plan, respectively. In other
words, a Canadian citizen who moves to the United States to pastor a church
generally must pay United States Social Security (SECA) tax.

There is one exception to the general rule if the minister is required by a Canadian
employer to transfer to a related organization in the United States on a temporary
basis for a period not exceeding 60 months, with the intention of returning to the
employment with the Canadian employer at the end of the temporary assignment.
In this case, the Canadian employer must complete Form CPT56, Certificate of
Coverage Under the Canada Pension Plan Pursuant to Article V of the Agreement
on Social Security Between Canada and the United States, which may be obtained
at ccra-adrc.gc.ca.

Some ministers may work in both the United States and Canada (see Publication
IC84-6 Canada-United States Social Security Agreement issued by the Canada
Revenue Agency). Each country issues “certificates of coverage” to confirm a
particular work is covered under the Social Security laws of that country.
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‘ INTEGRITYPOINTS

» Improperly opting out of Social Security. The improper (actually, the word is
“illegal,” but it is such a harsh word) opting out of Social Security by ministers
is a blight on the profession.

Sadly, there are people who have promoted ministers opting out of Social
Security for reasons that are inconsistent with federal law! Many ministers, in
their naiveté, have accepted faulty advice.

The issue is not a matter of whether it makes good money-sense for a
minister to pay into Social Security. It's simply the right thing to do. Ministers
are required to pay Social Security unless they are one of the rare ministers
who are opposed to receiving public insurance (including Social Security)
based on conscientious opposition or religious principles.

Opting out for reasons inconsistent with federal law is not only an ethical
issue but is a decision that can cause great harm to the minister and his
family in retirement.

» Correctly calculating the Social Security tax. Paying the self-employment
Social Security tax is often a bitter pill to swallow for ministers—the Social
Security tax usually dwarfs the amount of income tax. But calculating the
correct amount of Social Security tax due is vital, although challenging.
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In This Chapter
Voluntary tax withholding

Extension of time to file
Estimated tax
Excess Social Security withheld (FICA)

Extension of time to pay

Offers in compromise

Earned income credit Filing an amended tax return

The federal income tax is a pay-as-you-go tax. Like all taxpayers, ministers must
pay the tax as they receive or earn income during the year.

Lay employees are subject to income tax withholding. The pay of qualified
ministers is not subject to federal income tax withholding. Ministers who are
employees for income tax purposes may provide for the funding for any federal
income tax as well as self-employment Social Security tax obligation by:

+ entering into a voluntary withholding agreement with the church, where the
church withholds and remits income tax for the minister,

- paying quarterly estimated taxes using Form 1040-ES, or

- apply federal withholding from spousal compensation.

Ministers who do not prepay their taxes through a voluntary withholding
agreement, or using Form 1040-ES, or through additional spousal withholding may
be subject to an underpayment penalty.

IRS Publication 505 provides additional information on tax withholding and
estimated taxes.

Voluntary Tax Withholding

Federal income tax withheld from earnings as an employee should be reported to
the minister on Form W-2. The total amount withheld from all sources should be
entered on Line 25d, Form 1040, page 2.

Churches are not required to withhold income taxes from wages paid to ministers
for services performed in the exercise of their ministry. This exemption does not
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apply to other non-ministerial church employees Py
such as a church secretary, groundskeeper, or 9
custodian.

IDEA

Though not required, churches
should offer to withhold federal
(and state and local, where

A minister may have a voluntary withholding
agreement with the employing church to cover
income taxes. The amount may be set high

enough to also cover the amount for self- applicable) income taxes (never
employment Social Security tax liability. This FICA taxes!) from a minister’s
agreement to withhold income taxes from pay. Filing Forms 1040-ES often
wages should be in writing, although there means having to save money
wag : g g for the 4/15, 6/15, 9/15, and 1/15
is no required form. It may be as simple as a deadlines (or the next business
letter from the minister to the church requesting day, if day 15 is a weekend or
that a specified amount be withheld as federal legal holiday). Withholding the

proper amount each week or

income taxes. Or a minister may request ! -
payday is much more efficient.

voluntary withholding by submitting Form W-4
(Employee’s Withholding Certificate) to the
church. On this form, one can indicate any additional amount to be withheld in
excess of the regular federal income tax withholding.

A voluntary withholding arrangement may be concluded at any time by the
minister, the church, or mutually. Conversely, the minister may specify that the
withholding agreement will cease on a certain date.

If a minister submits Form W-4 as the basis for a voluntary withholding
arrangement, the church will withhold the federal income tax liability. This would
not automatically provide any coverage of the SECA tax obligation. The SECA
tax obligation could still be covered by indicating an additional amount of federal
income tax to be withheld on Form W-4, Line 4(c).

If federal income taxes withheld are sufficient to cover both the minister’s income
and self-employment Social Security (SECA) taxes, it is very important that the
amounts be reported as “federal income taxes withheld” when the church remits
the taxes and completes quarterly Forms 941 and annual Forms W-2 and W-3. FICA
Social Security taxes should never be withheld or remitted for qualified ministers.

For personal budgeting purposes, a minister may request the church to withhold
amounts from compensation to assist the minister in setting aside funds for
estimated tax payments. Coinciding with the Form 1040-ES due dates (April 15,
June 15, September 15, and January 15, unless the due dates fall on a weekend or
holiday), the church pays the withheld amounts directly to the minister and then
the minister uses the funds to make the appropriate estimated tax payments to the
IRS. This sort of withholding has no impact on Form W-2.
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Example 1: A minister’s cash compensation is $80,000 for 2025 (this is

in addition to a housing allowance), and the anticipated income and
self-employment Social Security tax obligation for 2025 is $15,000.

The minister uses the estimated tax method to pay income and self-
employment Social Security tax.

Based on an agreement with the minister, a church withholds $1,250
per month from the minister’s compensation in relation to the minister’s
tax obligation, both federal income and Social Security (SECA). The
church pays the minister $3,750 on April 15, June 15, September 15,
and January 15 to provide the amount the minister needs to submit with
Form 1040-ES. The $15,000 withheld does not impact the reporting

on Form W-2 (Box 1 of Form W-2 shows $80,000). The $15,000 is not
included in Box 2 as Federal Income Tax Withheld because the church
did not remit funds to the IRS for payroll tax purposes.

Example 2: A minister’s cash compensation is $80,000 for 2025 (this is

in addition to a housing allowance), and the church and the minister
enter into a voluntary withholding arrangement for federal income tax
purposes.

Based on the agreement, the church withholds $1,250 of federal income
taxes per month and remits the withheld amounts to the IRS through

the payroll tax reporting process. The Form W-2 for 2024 shows
compensation in Box 1 of $80,000 and Federal Income Tax Withheld in
Box 2 of $15,000.

Estimated Tax ,

tax is the expected tax for the year minus your
expected withholding and credits.

$1,000 or less, no declaration of estimated tax is

Estimated tax is the method used to prepay FILING TIP
income and self-employment taxes for income When using the estimated tax
that is not subject to withholding. The estimated method of prepaying income

and Social Security taxes to the
IRS, pay at least as much as your
previous year’s total tax liability
(before offsetting withholding,

If filing a declaration of estimated tax, the estimated tax payments, etc.).
employee must complete the quarterly Forms Spread the payments equally
1040-ES. However, if the estimated taxes are DU T Pl s

ES. This will generally avoid
underpayment penalties.

required.

If the estimated tax payments for 2026 equal 90% of the minister’'s 2026 tax
liability, underpayment penalties will be avoided. An option is to make the 2026
estimated tax payments equal to 100% of the minister’'s 2025 federal and Social
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Three Ways to Pay Your Taxes

1 2

Estimated Taxes Voluntary Withholding
The minister pays federal income The church withholds federal income tax and
taxes and Social Security taxes pays quarterly to the IRS. Additional federal
(SECA) directly to the IRS in income tax may be withheld to cover the
quarterly payments. minister’s Social Security tax (SECA) liability.

Forms 941

| filed with

| the IRS
quarterly

by the

church.

Form 1040-ES is filed by,
the minister on 4/15/25,
6/16/25, 9/15/25, and ‘

115/26.

The W-2 is provided to the
minister and the IRS.

3 Payroll withholding from the minister’s pay.

The church does not remit the amounts withheld to the IRS. The amounts are
paid directly to the minister on or before 4/15/25, 6/16/25, 9/15/25, and 1/15/26.
The minister then files Form 1040-ES and remits the money to the IRS.
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Calculate the Most Important
Tax Planning Number for 2026 Taxes

It is only necessary to pay by December 31 (January 15 if paying estimates) the
lowest of the “safe harbor” amounts. Use this worksheet to calculate them to
know how much to withhold or pay in estimated taxes for 2026 income.

100% of your last year’s (2025) tax liability
(the number on Line 15 on your Form 1040):

90% of your estimated 2026 tax (federal income tax

and self-employment Social Security tax) liability.
Recalculate this number at least three times before
October to update changes in your tax circumstances.
(The October date gives you enough time to make
changes in withholdings or your final estimated payment.)

Estimated 2026 tax liability: x 90% =

You can also avoid a penalty if you owe less than
$1,000 on April 15 after considering withholdings.

But be careful using this loophole—if you miscalculate
just a little bit, you could be facing a penalty. So
recalculate this at least three times a year as well.
Estimated 2026 tax liability:

Minus projected 2026 federal income tax
withholdings:

Equals: (must be less than $1,000)
Fill in the lowest of these numbers:

You only have to pay this amount by the end of the year.

A special rule applies to individuals with adjusted gross income for the
previous year in excess of $150,000.

Note: If the tax filing dates fall on weekends or holidays, they are adjusted to the
immediately following business day.
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Security taxes (Form 1040, page 2, Line 16).

This method generally avoids underpayment /‘\

penalties and is easier to calculate. =

Ministers with an adjusted gross income of REMEMBER

over $150,000 ($75,000 for married individuals April 15, the day prior year taxes
filing separately) may fall under special rules are due, is the same date the
requiring larger estimated tax payments. At this first estimated amounts are due

income level, if the estimated tax payments for the next year.

for 2026 equal 110% of the 2025 tax liability,
underpayment penalties will be avoided.

In estimating 2026 taxes, net earnings from self-employment should be reduced
by 7.65% before calculating the self-employment tax of 15.3%. Since there is

an income tax deduction for one-half of the self-employment tax (Form 1040,
Schedule 1, Line 15).

The minister pays one-fourth of his or her total estimated taxes in installments as
follows:

For the Period Due Date
January1 - March 31, 2026 April 15, 2026
April1 - May 31,2026 June 15, 2026
June1 - August 31,2026 September 15, 2026
September1 - December 31, 2027 January 15, 2027

Estimated tax payments are counted as paid when the IRS receives them. Thus,
paying more later does not offset shortfalls from prior installments. Withheld tax is
considered as paid evenly throughout the year. Therefore, increasing withholding
late in a year offsets earlier underpayments.

Excess Social Security Withheld (FICA)

If a person worked for two or more employers during 2025 and together they paid
him or her more than $176,100 in wages, too much FICA tax was likely withheld
from the wages. The person can claim the extra amount as a credit on Line 11

of Form 1040, Schedule 3, to reduce the income tax when the return is filed. If

the Social Security tax withholding shown in Box 4 of all the Forms W-2 exceeds
$10,918 for 2025, the worker is entitled to a refund of the excess.

Of course, such a situation would occur for a person who was not employed

as a qualified minister, because FICA would not be withheld for ministers. A
qualified minister would be in such a position only through other non-ministerial
employment.
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If filing a joint return, the worker cannot add any Social Security withheld from

his or her spouse’s income to the amount withheld from his or her income. The
worker must figure the excess separately for both himself and his or her spouse to
determine if either has excess withholding.

Earned Income Credit YV

Many ministers qualify for the earned income FILING TIP
credit (EIC). The program furnishes a basic

. . For 2025, a qualifying child was,
benefit for families even when there are i Ve

at the end of 2025, under age 19,

no dependent children. There are three or under age 24 and a student,
supplemental benefits to adjust for families with or any age and permanently and
two or more children, those with a newborn totally disabled, and who lived
child, and those that incur certain health e AT L (D

. X . States for more than half of 2025.
insurance costs for their children. See IRS Publication 596.

Employees may be eligible for the maximum

EIC, based on married filing jointly, if their 2025 taxable and nontaxable earned
income was less than $26,214 if there is no qualifying child; less than $57,554 if
there is one qualifying child; less than $64,430 if there are two or more children;
and less than $68,675 if there are three or more qualifying children (see summary
table on page 4). The employee cannot claim the EIC unless the investment
income is $11,950 or less.

A child is a qualifying child if the child meets four tests: relationship, age, residency,
and joint return.

« Relationship. The child must be either the son, daughter, adopted child,
stepchild, eligible foster child of the employee, or any descendant of those.

« Age. The child must be under age 19 at the end of 2025, a full-time student
under age 24 at the end of 2025, or permanently and totally disabled at any
time during 2025, regardless of age.

« Residency. The child must have lived with the employee in the United States
for more than half of 2025 (all of 2025 if an eligible foster child).

« Joint return. The child can’t file a joint return for the year, except if your child
and your child’s spouse file a joint return only to claim a refund of income tax
withheld or estimated tax paid. See IRS Publication 596.

In the earned income calculation, the fair rental value of a parsonage provided

by the church is includible. Plus, a housing allowance designated by the church
related to either a parsonage or minister-provided housing counts as earned
income. (Exception: If the minister has opted out of Social Security, neither the fair
rental value of a parsonage nor housing allowances designated is includible.)
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If claiming the EIC, the employee can either have the IRS calculate the amount of
the credit, or the employee can calculate it (he or she must complete and attach
Schedule EIC to the return if he or she has at least one qualifying child). If the
employee calculates it, he or she must complete a worksheet found in the IRS
instructions that determines whether the earned income credit is based on earned
income or on modified adjusted gross income (generally equal to the adjusted
gross income after disregarding certain losses). Then the employee must look up
the amount of the credit in an IRS table.

Extension of Time to File

All ministers should file their annual tax returns with the IRS service center and
make payment by April 15, 2026 to avoid penalties and interest.

If the minister has applied for an extension of time to file the return, remember
that the final payment is still due by April 15, with the extension application. The
extension of time to file is not an extension of the time to pay.

Six-month extension to file ‘
(A

To receive a six-month extension of time, v

the minister taxpayer should file Form 4868,

Application for Automatic Extension of Time to o REMEMBER
File U.S. Individual Income Tax Return. The form Obtaining a six-month

. . extension is easy. No reason
must be filed by April 15. for late filing is needed. The

IRS will automatically grant

As an alternative option to filing a paper Form the extension. However, this

4868, he or she can electronically file Form is not an extension of time to
4868 using (1) a tax software package, (2) pay—only an extension of time
through a tax professional, or (3) through other L LS G el Gl G

minister’s return will generate
an underpayment penalty, filing

. . . Form 4868 will not help the
Service prowders may charge a convenience minister.

fee based on the amount of the tax payment

being made. Fees may vary among service

providers. The taxpayer will be told what the fee is during the transaction and will
have the option to continue or cancel the transaction. The convenience fee can
also be determined by calling the providers’ toll-free automated customer service
numbers or visiting their websites. Do not add the convenience fee to the tax
payment.

service providers.
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Penalties

An elaborate system of penalties exists to make sure that tax returns are filed
correctly and tax liabilities are paid on time. In addition, interest is charged on
many penalties, including the late filing penalty, substantial understatement
penalty, overvaluation penalty, negligence penalty, and fraud penalty.

« Failure to pay penalty. Even if the IRS grants an extension of time to file, if
90% of the tax is not paid on time, the taxpayer will be subject to a penalty of
one-half of 1% of the unpaid tax for each month or part of a month that the tax
is not paid, to a maximum of 25% of the tax. The penalty can be avoided only
if it can be shown that failure to pay is due to reasonable cause and not willful

neglect.
« Penalty computed by the IRS. If the
taxpayer does not want to figure the ,
penalty, the IRS will figure it and send a
bill. In certain situations, the taxpayer must FILING TIP
complete Form 2210 and attach it to the Ask a professional to look over
return. tax due notices from the IRS. It is
not unusual for the IRS to send a
« Form 2210. If the minister taxpayer wants penalty notice when no penalty
to calculate the penalty, he or she must is actually due. Demonstrating
complete Part | and either Part Il or Part lll that a minister does not owe

. a penalty may be as simple as
of Form 2210, Underpayment of Estimated completing Form 2210.

Tax by Individuals and Fiduciaries.
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Generally, a taxpayer will not have to pay a penalty in any of the following
situations:

o If the total of the 2025 withholding and estimated tax payments was at
least as much as the 2024 tax and all required estimated tax payments
were on time, the taxpayer is not subject to the special rule limiting use
of prior year’s tax.

o The tax balance on the return is no more than 10% of the total 2025 tax,
and all required estimated tax payments were on time.

o The total 2025 tax minus withholding is less than $1,000.

o The employee did not owe tax for 2025.

Interest

If a minister taxpayer has not paid the entire tax due for 2025 by April 15, 2026, he
or she must pay interest from then until the date the tax liability is paid. Receiving
an automatic extension of time to file the tax return will not relieve the employee of
the burden of interest.

State extensions ’

For states that have a state income tax, check

the instruction forms that come with the return FILING TIP

to determine how to file an extension. In some Ministers desiring to pay their

states, if no additional tax is owed, there is no taxes on an installment plan

need to file a separate state extension. Instead, should ask for a six-month

the state will allow the same extensions that the extension of time to pay or make

IRS grants, and a copy of the federal extension the IRS an offer in compromise.
’ Professional assistance should

should be attached to the state return for filing. be sought on these very

Other states may require their own forms. specialized forms.

Extension of Time to Pay

It is important for a minister to file the return on time even if it is impossible to pay
the tax. Filing on time will avoid late filing penalties.

If a taxpayer can’t pay the full amount due, he or she should pay as much as
possible when filing the return. Generally, taxes should not be charged directly

to a credit card unless it is a small amount that can be paid off quickly. While an
employee might earn frequent flyer miles, he or she will pay interest charges to
the credit card company, plus a credit card cost to the IRS of up to 3%, and none of
that is deductible.
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Installment payments

The IRS may permit a taxpayer to pay the taxes on an installment plan. The request
for an installment agreement cannot be turned down if the tax owed is not more
than $10,000 and all three of the following are applicable:

» During the past five tax years, the individual has filed all income tax returns
timely and paid any income tax due, and has not previously entered into an
installment agreement for payment of income tax;

« The IRS determines that the individual cannot pay the tax owed in full
when it is due and the IRS is given any information needed to make that
determination; and

« The individual agrees to pay the full amount owed within three years and to
comply with the tax laws while the agreement is in effect.

A minister can file Form 9465, Installment Agreement Request, or request an
installment agreement online if the amount owed is not more than $50,000. If
approved, generally the minister will still owe the IRS the late-payment penalty plus
interest, including interest on the penalty. To limit interest and penalty charges,

the minister should file the return on time and pay as much of the tax as possible
with the return. The IRS charges an installment agreement user fee depending on
whether payment is made online.

If the IRS approves the request, the taxpayer will be notified on how to pay the fee
and how to make the first installment payment.

Six-month extension to pay

Even if a six-month extension of time is granted until October 15, 2026 to file the
2025 return by filing Form 4868 (see page 135), generally the taxes must be paid
by April 15, 2026.

A taxpayer may be able to put off paying the taxes for six months until October
15, 2026, without a penalty by using Form 1127 (see page 138), Application for
Extension of Time for Payment of Tax. Getting this extension is not easy. The
employee will have to prove to the IRS that he or she does not have the money to
pay the taxes, cannot borrow, and, if forced to pay at that time, the employee and
family will suffer “undue hardship.”

Hardship means more than inconvenience. Substantial financial loss must be
shown if the tax is paid on the date it is due, such as a loss caused by selling
property at a sacrifice price.
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If the taxpayer files for this extension, he or she must include a complete statement
of all his or her assets and liabilities and an itemized list of all money received and
spent for three months prior to the request. Plus, the IRS may require security such
as a notice of lien, mortgage, pledge, deed of trust of specific property, or personal
surety.

Offers in Compromise

An Offer in Compromise (OIC) allows a minister taxpayer to settle tax debt for less
than the full amount owed. The IRS will consider the minister’s unique set of facts
and circumstances, including ability to pay, income, expense, and asset equity.
The IRS will generally accept an OIC when it is unlikely that the tax liability can be
collected in full and the amount offered reasonably reflects collection potential.

The IRS may legally compromise for one of the following reasons:
» Doubt as to liability—doubt exists that the assessed tax is correct.

- Doubt as to collectibility—doubt exists that the taxpayer could ever pay
the full amount of tax owed. The IRS will generally consider a doubt as to
collectibility offer when the taxpayer is unable to pay the taxes in full either by
liquidating assets or through current installment agreement guidelines.

« Effective tax administration—there is no doubt the tax is correct and no
doubt the amount owed could be collected, but an exceptional circumstance
exists that allows the IRS to consider the offer. To be eligible for compromise
on this basis, the taxpayer must demonstrate that collection of the tax would
create an economic hardship or would be unfair and inequitable.

To work out an offer in compromise, the taxpayer must show that paying the whole
tax would cause a severe or unusual economic hardship. Examples of economic
hardship include:

« incapability of earning a living because of a
long-term medical condition, or l
- liquidation of assets would render the FILING TIP

taxpayer unable to pay his or her basic

. A minister may need to amend
living expenses.

his or her tax return either to pay
more taxes or to get a refund

The taxpayer should file Form 656, Offer in i e (1205, Ther (eSS Gl
Compromise, with the IRS and choose one of generally be amended if Form
the following options: 1040-X is filed within three years
of the due date, plus extensions,
« Lump sum cash. Submit an initial payment of the year being amended.

of 20 percent of the total offer amount
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with the application. If the offer is accepted, the taxpayer will receive written
confirmation. Any remaining balance due on the offer is paid in five or fewer
payments within five or fewer months of the date the taxpayer’s offer is
accepted.

« Periodic payment. Submit the initial payment with the application. Continue to
pay the remaining balance in monthly installments while the IRS considers the
offer. If accepted, monthly payments continue until paid in full.

Filing an Amended Tax Return

There may still be time to revise 2022, 2023, and 2024 income tax returns by filing
Form 1040-X (see page 141). Taxpayers may review these tax returns to determine
if they missed out on any tax savings. Or, if they find more money is owed, they
can pay before the IRS catches up with them and the interest due has increased.
Interest or penalties should not be included on Form 1040-X; the IRS will adjust
them.

Form 1040-X should be filed only after the original return is filed. Generally, Form
1040-X must be filed within three years, plus extensions, after the date the original
return was filed or within two years after the date the tax was paid, whichever

is later. If Form 1040 was filed early (before April 15), it is considered filed on the
due date. If correcting wages or other employee compensation, attach a copy of
all additional or corrected Forms W-2 received after filing the original return. A
separate Form 1040-X should be filed for each year being amended.

Employees must not forget to amend their state return, if appropriate. The IRS and
the state tax authorities exchange information. If an amended federal return is filed
without an amended state return when required to do so, the state may find out
about the amended data from the IRS.
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Amended returns must be filed within three years of the return due date plus approved
extensions.
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142

‘ INTEGRITYPOINTS

* Filing income tax returns and paying the tax due. Unfortunately, some

ministers do not file their tax returns when they are due and/or do not pay the
amount of tax due. Few things will bring more shame to a minister and the
church.

One of the few things worse than getting behind on filing tax returns and
paying taxes is taking the position that it is not required to file tax returns—an
approach taken by tax protesters. There is no validity to such a position.

Withholding of income tax by the church. Ministers should take advantage
of income tax withholding by the employing church. This is one of the most
important decisions a minister can make to ensure timely payment of income
tax (and additional income tax may be withheld to cover Social Security
(SECA) tax).

True, a church is not required to withhold federal (and state) income tax from
the minister’s pay—it is voluntary for both the church and the minister. But
most churches will gladly handle the modest additional paperwork to assist
the minister with tax withholding. If taxes are withheld in a timely manner,
underpayment penalties can be eliminated, and the minister is more likely to
file his or her return—and on time!

Properly calculating the earned income tax credit. While it is sad that a
minister would ever qualify for the earned income tax credit (confirming
the minister is being paid below the poverty line) from the perspective of
adequate compensation, there is no shame in claiming the credit.

Care should be taken to compute the earned income tax credit based on
accurate data. The fair rental value of a parsonage provided by the church
plus a housing allowance (parsonage or minister-owned housing) is includible
in the earned income calculation for this credit (unless the minister has opted
out of Social Security).



E¢
LINE-BY-LINE

Form 1040

The basic Form 1040 for 2025 consists of nearly two pages. The first page
includes basic taxpayer and dependent identification information and income
and deductions, while the second page is where all tax reporting occurs. Many
ministers may report information on several schedules, especially as it relates to
self-employment taxes.

Reviewing the Form 1040 and the related schedules discussed below line-by-line
may jog your memory about money received or spent in 2025.

* Filing status. Married filing jointly: If the minister’s spouse died in 2025, he or
she can still file jointly and take advantage of tax rates that would be lower than
if the minister can file as a single person or as a head of household.

Married filing separately: If the minister is married and lives in a separate-
property state, compute the tax two ways—jointly and separately. Then, file the
return resulting in the lower tax.

Head of household: If the minister is single, i
he or she may qualify as head of household
if he or she provided a home for someone

else—such as a parent. Filing as head of FILING TIP
household rather than as a single person All compensation from Form W-2
can save a bundle on taxes. is reported on Line 1. Be sure

the church has not included the
housing allowance amount in

Qualifying widow(er): If the minister’s Y

spouse died in 2024 or 2025 and the
minister has a dependent child, there is
benefit from joint-return rates as a qualifying surviving spouse.

« Dependents. Remember to include a Social Security number for any
dependents. If a child does not have one, obtain Form SS-5, “Application for a
Social Security Card.” If unable to secure the Social Security number before the
filing deadline, the minister may file for an extension of time to file.
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Form 1040, page 1 (cont’d.)

« Income and deductions (lines 1 to 15).
Line 1: If the minister is considered an employee for income tax purposes,
he or she should receive Form W-2 from the church. The total amount of the
taxable wages is shown in Box 1 of Form W-2; attach Copy B of the W-2 to your
Form 1040, if paper return is filed. Include the data from other W-2s received
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Form 1040, page 1 (cont’d.)

for the minister or spouse on this line. If the l

church erroneously included the housing FILING TIP

allowance in Box 1, Form W-2, the minister

should ask the church to reissue a corrected Form 1040, page 1, Line 1. If the
housing allowance designated

Form W-2. by the employer exceeds the
housing allowance exclusion to

If the cash housing allowance designated which the minister is entitled,

and paid by the church exceeds the lowest he or she must include the
of (1) the amount actually used to provide difference on Line 1h with a
a home from current ministerial income, RGBS S LT,

allowance.”

(2) the amount properly designated by the
employer, or (3) the fair rental value of the
home including utilities and furnishings, enter the difference on the dotted line
next to Line 1.

Line 2a: Here’s where to note any tax-exempt interest from municipal bonds
or municipal bond funds. Don’t worry—that income is not taxable. But Social
Security recipients must count all their tax-exempt interest when computing

how much of their Social Security benefits will be taxable.

Line 2b: Include as taxable-interest income the total amount of earnings on
savings accounts, certificates of deposit, credit union accounts, corporate
bonds and corporate bond mutual funds, U.S. treasuries and U.S. government
mutual funds, and interest paid to the minister for a belated federal or state tax
refund (whether or not a Form 1099-INT has been received). If the statements
have not yet been received, call the issuer to get them. If more than $1,500

of taxable interest income was received in 2025, Schedule B must also be
completed.

Line 3a and 3b: Enter as dividend income only ordinary dividends, not capital-
gains dividends paid by mutual funds, which are reported on Schedule D. Form
1099-DIV statements show the amount and type of dividends received during
2025. If more than $1,500 in ordinary dividend income was received in 2025,
Schedule B must be completed. Remember: Earnings from a money-market
mutual fund are considered dividend income, not interest income.

Line 4a: Report all distributions from IRAs.

Line 5a: Pensions and annuities on this line, including amounts that were rolled
over tax-free in 2025 from one account into another.
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Form 1040, page 1 (cont’d.)

Line 5b: Report the taxable portion of these distributions. If any distributions
were received from a denominationally-sponsored plan, the minister may be
eligible to exclude a portion or all of these payments as a housing allowance.

Line 6a: No more than 85% of Social Security benefits can be taxed for 2025
and none at all if the provisional income is below $32,000 on a joint return,
$25,000 for singles. If the income does not exceed the threshold, leave this
line blank. If it does, use the worksheet on SSA-1099 to compute taxes on the
benefits.

Line 6b: Report any taxable portion of Social Security benefits on this line.

Line 7: Enter capital-gains dividends if there were no other capital gains or
losses in 2025.

Line 12: Claim the standard deduction only if the amount exceeds what could
be written off in itemizing expenses on Schedule A. For 2025, the standard
deduction is $31,500 married filing jointly, $23,625 head of household, $15,750
single, and $15,750 for married filing separately. The deduction amounts are
higher if the minister or spouse is 65 or older or legally blind. This reflects the
standard deduction for married filing in 2025, plus additional $1,600 for each
taxpayer since they were over 65 on December 31, 2025.

Line 13: Compute your qualified business income deduction on Form
8995/8995-A and reflect the amount on Line 13. Most ministers will qualify
for this deduction because of Schedule C net income from fees for speaking,
weddings, funerals, etc. Since taxable income (see Line 15) was zero, the
minister did not qualify for the qualified business income deduction based on
Schedule C net profit.

146



FORM 1040 - LINE-BY-LINE

Form 1040 - Page 2

« Tax computation (lines 16 to 33). Line 19: If the minister has a dependent child
(a child under the age of 19 at the end of the tax year or a student and younger
than 24), he or she should complete Schedule 8812 to claim the applicable
credit per qualifying child.

Line 25a-d: Then show the amount of federal income tax the church withheld
(from the W-2, Box 2) along with other federal income tax withholding from
other employment of the minister or the spouse here. Also include tax withheld
on the other Forms 1099 and W-2. The amount withheld should be shown in
Box 6 of Form 1099-SSA and Box 4 of other Forms 1099.

Line 26: Enter the amount of estimated tax payments made during the year. Do
not get confused. Even though the fourth quarter 2025 estimated tax payment
was made in January 2026, it is counted on the 2025 return.

Line 28: Enter the amount of your additional child tax credit on this line based
on the completion of Schedule 8812.
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Form 1040, page 2 (cont’d.)

« Refund or amount owed (Lines 34 to 38). Line 38: The IRS assumes the
taxpayer must pay the estimated tax penalty if he or she owes $1,000 or more
than what has been paid through withholding or estimated tax and the amount
due is more than 110% of the 2024 tax bill. The minister may qualify for one of
several exceptions, however. Use Form 2210 to document an exception to an
underpayment penalty.

Schedule 1 - Additional income and
adjustments to income
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Schedule 1 (cont’d.)

Schedule 1, Line 1: If a state or local tax refund was received in 2025 that was
deducted on Schedule A in a prior year, include the refund here.

Line 3: Ministers almost always receive

some honoraria or fee income from ’

speaking engagements, weddings, funerals,

and so on. This income, less related FILING TIP
expenses (see pages 176 and 191), should Schedule 1, Line 3. The only

be reported on Schedule C and entered ministerial income that should be
on this line. If the minister has multiple reported on Line 3 is fees from
Schedule Cs, the amounts from all Schedule LI LB e CE

engagements, and similar
income. Expenses related to this

. . o income should be deducted on
Line 11: If you or your spouse is an eligible Schedule C.

educator, you can deduct up to $300 for

unreimbursed teaching-related expenses on

this line ($600 if you are both teachers and file jointly). Qualified expenses

are amounts you actually paid or incurred for participation in professional
development courses, books, supplies, computer equipment (including related
software and services), other equipment, and supplementary materials that you
use in any instructional activity.

Cs should be combined on this line.
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Line 13: Contributions made by a taxpayer
to a health savings account (HSA) up to
$4,300 for an individual plan and $8,550
for a family plan are deductible on this line.
Individuals who have reached age 55 by the
end of the tax year are allowed to increase
their annual contribution by $1,000.

Line 15: One-half of the Social Security tax
that is deductible for income tax purposes
is reflected on this line. This number comes
from Schedule SE, Part |, Line 13.

&

FILING TIP

The OBBBA defines eligible
educators to now include sports
administrators and coaches.

It does not limit expenses for
educational activities in health
or physical education to only
athletic supplies.

Line 16: If a minister is self-employed, contributions sent directly to a 403(b)
plan are deductible on this line. If a minister is self-employed by a non-religious
organization, contributions by a minister sent directly to a 403(b) plan are

deductible on line 24g.

Line 21: Interest paid on a qualifying student loan, on which you are legally
obligated to pay the interest, may be deducted on this line. The maximum
deductible amount of interest is $2,500, and it is phased out at high income
levels. The deduction may not be claimed if you are filing married filing

separately.

Schedule 2 - Additional Taxes
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Line 1a: If a minister had an excess advance payment of the premium tax credit,
it would be calculated on Form 8962.

Line 2: Few ministers will have taxable income high enough to trigger the
alternative minimum tax.

Line 4: If the taxpayer is a qualified minister (see pages 14-19) and has not
opted out of Social Security (see pages 119-124), he or she is self-employed for
Social Security tax purposes. Social Security is not withheld and matched by
the church but is calculated on Schedule SE if there were net earnings of $400
or more. Payment is sent with Form 1040. The tax is 15.3% of the first $176,100
of 2025 self-employment income.

Line 8: The minister will owe not only the tax on qualified plans but also the
10% penalty on any amount withdrawn from an IRA or another retirement plan if
the minister was under 591/2, unless certain exceptions are met.

Schedule 3 — Additional Credits and Payments
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Schedule 3 (cont’d.)

Line 1: If you paid income tax to a foreign ,
country or U.S. possession, you may be
able to take this credit. Generally, you must FILING TIP
complete and attach Form 1116 to do so. SChf‘_‘::'i 3, Line 4. If et

. . contributions were made 1o
However, if all of Your fore|gn—sc?qrce gross a 403(b) or 401(K) plan, and
income was from interest and dividends; the adjusted gross income
and all of that income and the foreign tax was under certain limits, the
paid on it was reported to you on Form minister may be eligible for the
1099-INT, Form 1099-DIV, or Schedule K; retirement savings contributions

. credit. The credit is also

and the total of your foreign taxes was not available for contributions to
more than $600 if married filing jointly, then either a traditional or a Roth
you generally do not have to complete Form IRA. The excluded portion of
116. minister’s housing does not

reduce this credit.

Line 2: You may be able to take this credit if

you paid someone to care for (1) your qualifying

child under age 13 whom you claim as your dependent, (2) your disabled
spouse or any other disabled person who could not care for himself or herself,
or (3) your child whom you could not claim as a dependent because of the
rules for children of divorced or separated parents.

Line 3: If you (or your dependent) paid qualified expenses in 2025 for yourself
or your spouse, or your dependent to enroll in or attend an eligible educational
institution, you may be able to take an education credit. See Form 8863 for
details.

Line 4: Married taxpayers with adjusted gross income of $79,000 or less
may claim a credit on this line equal to a certain percentage of the employee
contributions made to a retirement account or IRA (must complete Form 8880).

Schedule A - Itemized Deductions

If the minister lives in church-provided housing, he or she often cannot itemize. But
run down Schedule A just to see whether there might be more write-offs than the
standard deduction will permit.
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« Medical and dental expenses (Lines 1to 4). Don’t overlook the cost of getting

to and from the doctor or pharmacist. Write off 21 cents per mile plus the cost of
parking. If the taxpayer didn’t drive, deduct any bus, train, air, or taxi fares. The
cost of trips to see out-of-town specialists and as much as $50 per night ($100
for parent and child) for the cost of lodging when out of town to get medical
care count toward the 7.5% limit of adjusted gross income. Include all health
insurance premiums, as well as Medicare Part B premiums for 2025.
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Schedule A (cont’d.)

- Taxes you paid (Lines 5 to 7). Even though real estate taxes are a housing
expense excludable under the housing allowance, they may still be deducted
(even for multiple properties if not deducted elsewhere on the return) on Line
5b as an itemized deduction—one of the few “double benefits” allowed in the
tax law.

The OBBBA brought big changes to the state and local tax deduction limitation,
albeit temporary. Beginning in 2025, the deduction for state and local taxes

is limited to $40,000 ($20,000 if married separately). This deduction amount
will increase 1% annually from 2026 through 2029. The limit will revert to pre-
OBBBA amount of $10,000 starting in 2030. State and local taxes are the taxes
that you include on Lines 5a, 5b, and 5c.

« Interest you paid (Lines 8 to 10). The rules I
for deducting interest vary, depending on
whether the loan proceeds are used for
business, personal, or investment activities.
See Publication 535 for more information
about deducting business interest expenses.

FILING TIP

Schedule A, Lines 8a-e.
These lines relate to the most
significant tax break available

See Publication 550 for more information o minEEs wie ewin dhet ewi
about deducting investment interest homes. Even though real estate
expenses. You cannot deduct personal taxes, mortgage interest, and

interest. However you can deduct qualified el Gl G Ve Ele MR Er e
housing allowance, subject to

home mortgage interest (on your Schedule L LT oy e e———
A) and interest on certain student loans are deductible as itemized

(on Form 1040, Schedule 1, Line 21), as deductions.

explained in Publications 936 and 970.

If you use the proceeds of a loan for more than one purpose (for example,
personal and business), you must allocate the interest on the loan to each use.
Allocate interest on a loan in the same way as the loan is allocated, by tracing
disbursements of the debt proceeds to specific uses.

Line 8a: If the minister bought a house during 2025, review all escrow or
settlement papers for any mortgage interest paid that was not shown on the
lender’s year-end statement. If interest was paid on a second mortgage or line
of credit secured by the minister’'s home, include the interest expense here.

It is possible to deduct mortgage interest as an itemized deduction even if the
interest is included in housing expenses subject to a housing allowance.

Interest on a home equity loan or line of credit is not deductible on Schedule A
unless the loan proceeds were used to buy, build, or substantially improve the
minister’s home that secures the loan.
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Schedule A (cont’d.)

Likewise, the only mortgage interest properly includible as a housing expense
under a housing allowance is when the loan proceeds were used to provide
housing. For example, interest on a second mortgage used to finance a child’s
college education is not deductible on Schedule A and does not qualify as a
housing expense for housing allowance purposes.

Do not overlook points paid to get the mortgage. All of the points are generally
deductible as interest here. Points paid for a refinancing must be amortized
over the life of the loan. But it is permissible to deduct on the 2025 return the
portion of all points paid that correspond with the percentage of refinancing
used for home improvements.

« Gifts to charity (Lines 11 to 14). Line 11: For gifts you made in 2025, there must
be written acknowledgments from the charity of any single gifts of $250 or
more and for all gifts of currency.

The following amounts are not deductible as charitable contributions:

- An amount paid to or for the benefit of a college or university in exchange
for the right to purchase tickets to an athletic event in the college or
university’s stadium

« Travel expenses (including meals and lodging) while away from home
performing donated services, unless there was no significant element of
personal pleasure, recreation, or vacation in the travel

« Political contributions

« Dues, fees, or bills paid to country clubs, lodges, fraternal orders, or
similar groups

« Value of your time or services
« Value of blood given to a blood bank

- The transfer of a future interest in tangible personal property. Generally
no deduction is allowed until the entire interest has been transferred

- Gifts to individuals and groups that are operated for personal profit
« Gifts to foreign organizations

« Gifts to civic leagues, social and sports clubs, labor unions, and chambers
of commerce

« Cost of tuition

Line 12: Deduct charitable mileage for any volunteer work at the rate of 14

cents a mile.
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Schedule 1-A — Additional Deductions

Schedule 1-A is a new supplemental schedule that goes with Form 1040. The
schedule is used to implement temporary changes made to the tax law as part of
the OBBBA signed into law in July 2025, reporting new or expanded deductions.
The form is meant to be a temporary form that will no longer be used when these
deductions expire. Each of the deductions below start in 2025 and expire after 2028
and each is phased out for higher income earners.

Line 1: Enter the adjusted gross income from line 11b of the Form 1040.

No Tax on Tips (Lines 4 to 13): This section is used to calculate the non-taxable
portion of qualified tips. A valid social security number is required to claim this
deduction, and if the taxpayer is married, filing jointly is the only way to claim the
deduction. The maximum annual deduction is $25,000. While this deduction will
typically not apply to ministers, if a minister is bi-vocational he or she may be eligible.

No Tax on Overtime (Lines 14a to 21): This section is used to calculate the non-
taxable portion of qualified overtime pay. Qualified overtime pay is the portion of
overtime pay that exceeds the regular rate of pay required under the Fair Labor
Standards Act (FLSA). This is generally the “half” portion of “time and a half” pay. The
maximum annual deduction is $12,500. While this deduction will typically not apply to
ministers, if a minister is bi-vocational he or she may be eligible.

No Tax on Car Loan Interest (Lines 22 to 30): This section is used to calculate the
deduction allowed for interest paid on a loan originated after December 31, 2024
used to purchase a new vehicle. The loan must be secured by the vehicle and the
vehicle must be for personal use.

Enhanced Deduction for Seniors: (Lines 31 to 37): If a minister is age 65 or older, an
additional standard deduction in the amount of $6,000 is available. This is on top of
the additional standard deduction available to seniors under existing tax law.
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Schedule C - Profit or Loss from Business

While a minister should receive Form W-2 for

employment compensation and report the l

amount in Box 1 of Form W-2 on Form 1040,

Line 1, most ministers have some income

from honoraria or fees related to weddings FILING TIP

or funerals. Additionally, a minister may have Schedule C. Only business
speaking fees unrelated to the employer, or expenses related to the income

. reported on Schedule C may
product royalties, or other self-employment be reported on the form. A

income reportable on Schedule C. minister’s housing expenses
are not deducted on this form

Only expenses related to the income reported (or generally any other form).

on Schedule C may be deducted on the form. Unreimbursed expenses related

to employee compensation are

For example, if a minister received honoraria of :
not deductible.

$500 for speaking at a church other than where

employed, the $500 is reported on Schedule

C and the travel and other expenses related to the speaking engagement are
deductible on the form. Expenses related to a minister’s primary employment
(compensation that was reported on Form W-2) is no longer deductible. This
highlights the importance of churches adopting an accountable expense
reimbursement policy.

Schedule SE - Self-Employment Tax

Most ministers will need to file Schedule SE to report income subject to self-
employment taxes.

When computing the self-employment tax, net earnings include the gross income
earned from performing qualified services minus the deductions related to that
income. See Self-Employment Social Security Tax Worksheet on page 117.

Form 2441 - Child and Dependent Care Expenses

If the minister paid someone to care for his or her child or other qualifying person
so he or she (and spouse, if filing a joint return)

could work or look for work in 2025, the l

minister may be able to take the credit for child

and dependent care expenses.

FILING TIP
+ Qualifying person (Line 2[a]). A qualifying It does not matter whether the
person is any child under age 13 who can be education expenses were paid in
claimed as a dependent. If the child turned cash, by check, by credit card, or

with borrowed funds.

156



FORM 1040 - LINE-BY-LINE

13 during the year, the child is a qualifying person for the part of the year he or
she was under age 13.

« Qualified expenses (Line 2[d]). These include amounts paid for household
services and care of the qualifying person while the taxpayer worked or looked
for work. Child support payments are not qualified expenses. Household
services include the services of a cook, maid, babysitter, housekeeper, or
cleaning person if the services were partly for the care of the qualifying person.

Form 8863 — Education Credits

Education credits may be taken if the minister, spouse, or a dependent claimed on
the taxpayer’s return was a student enrolled at or attending an eligible educational
institution.

* American opportunity credit. The minister may be able to take a credit of up to
$2,500 for qualified expenses paid in 2025 for each student who qualifies for
the credit (see instructions for Form 8863).

+ Lifetime learning credit. The maximum lifetime learning credit for 2025 is
$2,000, regardless of the number of students. The lifetime learning credit
cannot be taken for any student for whom the American Opportunity Credit is
being taken in the same tax year.

* Qualified expenses (worksheet in form instructions). Generally, qualified
expenses are amounts paid in 2025 for tuition and fees required for the
student’s enrollment or attendance at an eligible educational institution.
Qualified expenses do not include amounts paid for room and board,
insurance, medical expenses, transportation, or course-related books, supplies,
and equipment.

Form 8880 - Credit for Qualified Retirement Savings
Contributions

You may be able to take a tax credit for making eligible contributions to your IRA
or employer-sponsored retirement plan. And if you are the designated beneficiary,
you may be eligible for a credit for contributions to your Achieving a Better Life
Experience (ABLE) account.

You are eligible for the credit if you are
1. age 18 or older;
2. not a full-time student; and
3. not claimed as a dependent on another person’s return.
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Form 8880 (cont’d.)

The amount of the credit is 50%, 20%, or 10% of your retirement plan or IRA or
ABLE account contributions, depending on your adjusted gross income (reported
on your Form 1040 series return). The maximum contribution amount that may
qualify for the credit is $2,000 ($4,000 if married filing jointly), making the
maximum credit $1,000 ($2,000 if married filing jointly). Use the chart on the next
page to calculate your credit.

The Saver’s Credit can be taken for contributions to a traditional or Roth IRA; your
401(k), SIMPLE IRA, SARSEP, 403(b), 501(c)(18), or government 457(b) plan; and your
voluntary after-tax employee contributions to your qualified retirement and 403(b)
plans.

Credit Rate

Married Filing Jointly

Head of Household

All Other Filers*

50% of your
contribution

AGI not more than
$47,500

AGI not more than
$35,625

AGI not more than
$23,750

20% of your

$47,501 — $51,000

$35,626 — $38,250

$23,751 - $25,500

contribution

10% of your

contribution $51,001 - $79,000

$38,251 - $59,250 | $25,501 — $39,500

0% of your

contribution more than $79,000

more than $59,250 | more than $39,500

Rollover contributions (money that you moved from another retirement plan or
IRA) are not eligible for the Saver’s Credit. Also, your eligible contributions may be
reduced by any recent distributions you received from a retirement plan or IRA.

The Saver’s Credit can be taken for your contributions to an ABLE account if you
are the designated beneficiary.

Form 8889 — Health Savings Accounts

The minister may be required to file Form 8889
if he or she participated in a Health Savings
Account (HSA) in 2025.

4

FILING TIP

There is no requirement to file
Form 8889 if HSA withdrawals
for the year do not exceed
unreimbursed medical expenses.

» HSA distributions (Line 14). Amounts
withdrawn from the HSA in 2025 are
reflected on this line. There is generally no
tax impact of HSA withdrawals unless they
exceed unreimbursed medical expenses.
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* Unreimbursed medical expenses (Line 15). Medical expenses that were not
reimbursed by your medical insurance may generally be included on this line.

Form 8962 — Premium Tax Credit

The premium tax credit is for those that were enrolled in health insurance through
a state marketplace. The credit provides financial assistance to pay the premiums.
This form reconciles whether there is a refund owed to a taxpayer or whether the

taxpayer owes additional taxes related to an advance payment of the premium tax
credit.

e Partl. This section determines the annual contribution amount that one is
required to pay out of pocket.

* Part ll. This section reconciles how much one has paid based on Form 1095-A
and how much should be paid based on actual income as determined in Part I.

» Part lll. This section is used to determine any necessary repayment of excess
advance payment of a premium tax credit.

* Parts IV & V. Use these parts to make allocations as it may relate to divorces,
married filing separately, marriages, or where a policy is shared between two
tax families. See the Instructions to Form 8962 for further details.

Form 8995 — Qualified Business Income Deduction
Simplified Computation

A minister may deduct up to the lesser of 20% of qualified business income (QBI)
from the taxable income reported on Schedule C (and certain other income) or
20% of the minister’s taxable income, calculated before the QBI deduction, minus
net capital gain.
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Schedule 1-A
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Schedule A

Taxes. Real estate taxes may
be deducted here even if
excluded from income under
a housing allowance.

Interest. Mortgage interest
may be deducted here even
if excluded from income
under a housing allowance.

Contributions. Be sure to
include gifts-in-kind on

Line 12. There are special
rules about how to calculate
and substantiate a deduction
for gifts-in-kind.

161




2026 MINISTER’S TAX & FINANCIAL GUIDE

Schedule C

Income. Include honoraria
and fee income.

Expenses. Only include
expenses related to income
on Line 1.

Net Profit. Include in income
on Schedule 1 (which flows to
page 1 of Form 1040) and on

Schedule SE.
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Schedule SE

Net earnings from self-
employment (see worksheet
on page 117)

Self-employment tax on
Form 1040, Schedule 2,
Line 4

Deductible portion of self-
employment tax on Form
1040, Schedule 1, Line 15
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Form 2441

Care provider. If the care
provider is a tax-exempt
organization, you can write
“Tax-Exempt” in lieu of
providing the employer
identification number.

Qualifying persons. Only
children under age 13, a
disabled spouse, or disabled
dependents may be listed
here.
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Form 8863

Qualified expenses. Only
tuition, fees, and (in certain
cases) course materials
required for enrollment or
attendance at an eligible
educational institution are
includible here.

Eligible educational
institution. An eligible
institution is generally any
accredited public, nonprofit,
or private college, university,
vocational school, or other
postsecondary institution.

165



2026 MINISTER’S TAX & FINANCIAL GUIDE

Form 8880

Elective deferrals. Elective
deferrals to a 401(k) or 403(b)
plan. These amounts may be
shown in Box 12 of your Form
W-2 for 2025.
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Form 8995

Schedule C net income.
Qualified business
income generally includes
Schedule C net income,
including net income from
speaking fees, wedding
and funeral honoraria,
etc.
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—— Sample Return No. 1 — Active Minister

FACTS

Minister is considered to be an employee for income tax purposes with an
accountable business expense plan.

The Browns live in a home they are personally purchasing. Pastor Brown
has entered into a voluntary withholding agreement with the church, and
$15,000 of federal income taxes were withheld.

Income, Benefits, and Reimbursements:
Church salary $74,850

Christmas and other special-occasion gifts
paid by the church based on designated

member-gifts to the church 750
Honoraria for performing weddings, funerals,

and baptisms 650
Honorarium for speaking as an

evangelist at another church 1,000

Interest income:

Taxable 325
Self-employment tax allowance 12,000
Moving expense reimbursement 6,750
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Business Expenses, Itemized Deductions, Housing, and Other Data:

The church reimbursed 100% of church-related expenses (including
9,412 business miles) paid personally under an accountable
reimbursement plan, based on timely substantiation of the

expenses.
Expenses related to honoraria income:
Parking $ 50
Travel — 822 miles at 70¢ per mile 575

Potential itemized deductions:
Unreimbursed doctors, dentists, and drugs 1,500
State and local income taxes:

withheld from 2025 salary 1,600
Real estate taxes on home 2,000
Home mortgage interest 14,850
Cash charitable contributions 9,000
Noncash charitable contributions —
household furniture/fair market value 500
Student loan interest 1,906
Housing data:
Designation 26,000
Actual expenses 25,625
Fair rental value plus furnishings
including utilities 25,000

403(b) pre-tax contributions for Pastor Brown:
Voluntary employee contributions made

under a salary reduction agreement 500

Nonvoluntary employer contributions 2,000
Child age 10 qualifies for $2,200 child tax

credit in 2025 2,200
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Line 1h — See pages 181-82 for calculation of the excess housing allowance.
Line 10 - See footnote on page 172 for calculation of adjustments to income.
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Page 2 of Schedule 1is not shown here. Note that the deductible portion of self-employment
tax of $6,703 (Schedule SE, line 13) would be reflected on Schedule 1, line 15, and student loan
interest deduction of $1,906 (page 169) would be reflected on Schedule 1, line 21. The total
adjustments to income of $8,609 is entered on Form 1040, line 10.
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Page 2 of Schedule 2 is not displayed. Line 4 in this example is the amount of total other taxes
that is entered on Form 1040, line 23.
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Lines 5b and 8a — The real estate taxes and home mortgage interest are deducted on this form plus
excluded from income on Line 1, Form 1040, page 1 as a housing allowance.

Note: Schedule A is completed here to illustrate potential itemized deductions (page 169).
However, the standard deduction will be claimed on Form 1040, line 12e because the standard
deduction exceeds the amount of potential itemized deductions.
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Gross receipts:
Honoraria (weddings, etc.)
Speaking honorarium

$650
1,000
$1,650

Expenses:
See Attachment 1 on page 181.

Note: Page 2 of Schedule C is not displayed in this sample return, but it should be completed to

reflect the vehicle information.
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Line 2 — See Attachment 2 on page 181.

Line 13 — This line calculates the deduction of a portion of the self-employment tax liability available
to be taken on Form 1040 in computing the taxpayer’s adjusted gross income.

Note: Page 2 of Schedule SE is not displayed. It would be used if you are using an optional method
to calculate your net earnings from self-employment.
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Note: Page 2 of Schedule 8812 is not displayed in this sample return, but it should be completed
if you are eligible for an Additional Child Tax Credit or if you are a Bona Fide Resident of Puerto
Rico that meets certain requirements.
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U]

0 Schedule C net profit (page 176) $1,188

Less: Deduction for 50% self-employment taxes
associated with qualified business income:

$1,188 x .9235 =$1,097
x 15.3% =168

x50% =84 (84)
Qualified business income $1104
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Attachment 1.

Computation of expenses, allocable to tax-free ministerial income, that are

nondeductible.

Salary as a minister
Housing allowance:

Amount designated and paid by church $ 26,000
Actual expenses 25,625
Fair rental value of home (including

furnishings and utilities) 25,000

Taxable portion of allowance
(excess of amount designated and paid over
lesser of actual expenses or fair rental value) $ 1,000

Tax-free portion of allowance (lesser of amount
designated, actual expenses, or fair rental value)

Gross income from weddings, baptisms, and honoraria
Ministerial Income
% of nondeductible expenses: $25,000/$95,500 = 26%

Taxable Tax-Free Total
$ 67,850 $ 67,850
1,000 1,000
25,000 25,000
1,650 1,650

$ 70,500 $ 25,000 $ 95,500

Schedule C Deduction Computation
Parking and tolls
Travel — 822 miles at 70 cents per mile
Unadjusted Schedule C expenses
Minus:

Nondeductible part of Schedule C expenses (26% x $625)

Schedule C deductions (Lines 9 and 28) (See page 176)

$ 50
575
625

163

Attachment 2.

Net earnings from self-employment (attachment to Schedule SE, Form 1040)

Church wages
Housing allowance
Net profit from Schedule C

Less:
Schedule C expenses allocable to tax-free income
Net Self-Employed Income
Schedule SE, Line 2 (See page 177)

$ 67,850
26,000
1188
95,038

163

$ 94,875
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Housing Allowance Worksheet

Minister Living in Home
Minister Owns or Is Buying

Minister’s name: Milton L. Brown
For the period January 1 2025t0__December31 2025
Date designation approved December 20 ,2024

Allowable Housing Expenses (expenses paid by minister from current income)

Estimated

Expenses Actual
Down payment on purchase of housing $ $_
Housing loan principal and interest payments 18,117 17,875
Real estate commission, escrow fees
Real property taxes 900 2,000
Personal property taxes on contents
Homeowner’s insurance 500 550
Personal property insurance on contents 150 200
Umbrella liability insurance 100
Structural maintenance and repair 550
Landscaping, gardening, and pest control 200
Furnishings (purchase, repair, replacement) 400
Decoration and redecoration
Utilities (gas, electricity, water) and trash collection _ 3,500 3,500
Local telephone expense (base charge) 150 150
Homeowner’s association dues/condominium fees 219 200
Subtotal 23,636
10% allowance for unexpected expenses 2,364
TOTAL $ 26,000 $_ 25,625 (A)
Properly designated housing allowance $ 26,000 (B)
Fair rental value of home, including furnishings, plus utilities $_25,000 (C)

Note: The amount excludable from income for federal income tax purposes is the lowest of A, B, or C.

The $1,000 difference between the designation ($26,000) and the fair rental value ($25,000) is
reported as additional income on Form 1040, page 1, Line 1h.
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Explanation of compensation reported on Form W-2, Box 1:
Salary ($74,850 less $26,000 designated housing

allowance and $500 403[b] contributions) $48,350
Special occasion gifts 750
Reimbursement of self-employment tax 12,000
Moving expense reimbursement 6,750
$67,850

Pastor Brown received reimbursements of $7,593 under an accountable expense
reimbursement plan. The reimbursements are not included on Form W-2 or deductible
on Form 1040. There is no requirement to add the reimbursements to taxable income for
self-employment tax purposes on Schedule SE.
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— Sample Return No. 2 — Retired Minister

FACTS

Minister Donald Hall was an employee for income tax purposes and has
since retired.

The Halls live in a home they own.

Income, Benefits, and Reimbursements:
Denominational annuity distribution $ 19,500
Honoraria for performing weddings,

funerals, baptisms, and outside

speaking engagements 3,200
Interest income (taxable) 750
Social Security benefit 31,500
Expenses related to honoraria income:

Travel — 1,988 miles at 70¢ per mile 1,392

Meals at restaurants 175

Housing data:
Designation 19,500
Actual expenses 20,500

Fair rental value, plus furnishings,
including utilities 25,000
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Line 5a — None of the annuity income reported on this line is subject to federal income tax
because the entire amount is excludable as a ministerial housing allowance as described at
Attachment 1 on page 193.

Line 10 — See footnote at page 187 for calculation of adjustment.
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Line 12e — This reflects the standard deduction for married filing jointly in 2025, plus an
additional $1,600 for each taxpayer since they were over age 65 on December 31, 2025.

Line 13a — Since taxable income (see Line 15) was zero, the minister did not qualify for the
qualified business income deduction based on Schedule C net profit.
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Page 2 of Schedule 1is not displayed here. Note that the deductible portion of self-employment
tax of $122 (Schedule SE, line 13) would be reflected on Schedule 1, line 15 and line 26 and on
Form 1040, line 10.
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Page 2 of Schedule 2 is not shown. Line 4 in this example is the amount of total other taxes that is
entered on Form 1040, line 23.
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R

Part Il — Expenses have been reduced by 86% as allocable to tax-free income. Nearly every minister
has honoraria and fee income and related expenses that are reportable on Schedule C. See
explanation on page 193.

Note: Page 2 of Schedule C is not displayed in this sample return, but it should be completed to
reflect the vehicle information.
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Line 2 — See Attachment 2 on page 193 for the calculation of this amount.

Line 13 — This line calculates the deduction of a portion of the self-employment tax liability
available to be taken on Form 1040 in computing the taxpayer’s adjusted gross income.

Note: Page 2 of Schedule SE is not displayed in this sample return. It would be used if you are
using an optional method to calculate your net earnings from self-employment.
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Attachment 1.

Computation of expenses, allocable to tax-free ministerial income,
that are nondeductible.

Taxable Tax-Free Total

% of nondeductible expenses
Parsonage allowance:

Ministerial retirement benefits designated
as housing allowance $ 19,500

Actual expenses 20,500

Fair rental value of home (including
furnishings and utilities) 25,000

Taxable portion of allowance (excess of
amount designated and paid over lesser

of actual expenses or fair rental value) 0
Tax-free portion of allowance (lesser of amount
designated, actual expenses, or fair rental value) 19,500 19,500
Gross income from occasional guest preaching
engagements 3,200 3,200
Ministerial Income $ 3,200 $19,500 $ 22,700

% of nondeductible expenses: $19,500/$22,700 = 86%

Schedule C Deduction Computation
Travel — 1,988 miles at 70 cents per mile $1,392
Meals ($175 less 50% reduction) 88
Unadjusted Schedule C expenses 1,480
Minus:
Nondeductible part of Schedule C expenses (1,273)

(86% x $1,480)

Schedule C deductions (line 28) (See page 191) $207
The $207 in deductible expenses reflects $195 in
travel and $12 for meals.

Attachment 2.
Computation for Schedule SE (Form 1040)
Gross income from Schedule C $ 3,200
Less:
Unadjusted Schedule C expenses (1,480)
Net Self-Employed Income — Schedule SE, Line 2 (See page 192) $1,720
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Housing Allowance Worksheet

Minister Living in Home
Minister Owns or Is Buying

Minister’'s name: _Donald L. Hall

For the period January 1 ,20_25 to _December 31

,2025

Date designation approved _December 20

,2024

Allowable Housing Expenses (expenses paid by minister from current income)

Utilities (gas, electricity, water) and trash collection

Local telephone expense (base charge)

Decoration and redecoration

Structural maintenance and repair

Landscaping, gardening, and pest control

Furnishings (purchase, repair, replacement)

Personal property insurance on minister-owned contents

Personal property taxes on contents

Umbrella liability insurance

TOTAL
Properly designated housing allowance

Fair rental value of home, including furnishings, plus utilities

Actual

$_ 6,500

3,000

7,600

3,000
100
200

100

$ 20,500 (A)
$ 19,500 (B)
$ 25,000 (C)

The amount excludable from income for federal income tax purposes is the lowest of A, B, or C.
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Accountable plan, 22, 29-30, 38,
82-84
Administrative positions, 77
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104, 176, 191
Allowances, 38
Amended returns, 140-41
American Opportunity Credit, 157
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Automobiles
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Interest expense, 103
Leasing, 98
Mileage rate method, 94-95
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Personal use, 59-60, 96-98
Reimbursements, 93-101
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Awards, 38

Birthday gifts, 45-46

Bonuses, 38, 86

Books, 38, 104

Business and professional expenses
Allocation of, 104-5, 176, 191
Allowances, 38
Automobile, 93-101
Books, 38, 104
Cell phones, 38-39, 101-2
Clothing, 39, 102
Club dues and memberships, 39
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Gifts, 101
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Meals, 57, 103-4
Memberships, 39
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C

Cafeteria plans, 36, 44
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Child care, 40, 44
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Common law rules, 15-16
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Recharacterization, 30-317, 86
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Dependent care, 40, 44
Dependent educational benefits, 40
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Insurance, 28, 41

Pay, 56, 77
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Educational reimbursement plans, 42
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Equity allowance, 43

Estimated taxes, 129-132
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Limits on the designation, 72-73
Limits on the exclusion, 73-74
Missionaries, 11
Multiple homes, 73

Ordained, commissioned, or
licensed ministers, 7-9

Parsonage owned or rented by
church, 66, 69, 77

Parsonage owned or rented by
minister, 66, 69-70, 78, 79

Payment of, 76

Reporting, 74-76

Retired ministers, 77-78

Second mortgages, 75-76

Teachers, 78

Worksheets, 79-81, 182, 194

Income, reporting, 15, 62-63
Income tax status of ministers, 14-16

Individual Retirement Accounts (IRA),

55, 145, 151-52, 157-58
Installment payments, 137
Insurance

Disability, 28, 41

Health, 17-18, 22, 46-47, 110

Life, 18, 28, 49-50, 110-12

Long-term care, 51, 112
Integral agencies of a church, 17-14
Interest

Auto, 103, 155

Education, 102

Federal tax return, 143-67

Mortgage, 6, 77 105, 153
Interim appointments, 97-93
International travel, 89
IRA, 55, 145, 151-52, 157-58
ltemized deductions

Mortgage interest, 6, 77, 105, 153

Real estate taxes, 6, 77, 105, 153

K

Keogh plans, 55

L

Leased car, 98

Licensed ministers, 8-9

Life insurance, 18, 28, 49-50, 110-12
Lifetime learning credit, 157
Loan-grants, 50

Loans to clergy, 50

Long-term care insurance, 57, 112

M

Meals, employer-provided, 57, 103

Medical
Flexible spending accounts,
44
Health Reimbursement
Arrangement, 17-18, 48-49
Insurance, 17-18, 28, 49-50, 110
Memberships, 39
Mileage rates, 94-95
Minister
Administrative and teaching
positions, 13-14, 77
Assignment, 12-13
Commissioned, 8-9
Denominational service, 11-12
Eligibility for treatment as, 9-14
Employee, 17-18
Income tax status, 14-16
Licensed, 8-9
Missionaries, 11
Nonqualifying, 14
Ordained, 7-8
Other service, 13-14
Self-employed, 17-18
Serving local churches, 10-11
Social Security tax status, 18-19
Missionary
Furlough travel, 90
Qualifications, 17
Social Security tax, 56-57
Mortgage interest, 6, 77, 105, 153
Moving expenses, 52, 104

N

Nonaccountable plan, 17, 27, 30, 38,
84

Nondiscrimination rules, 36

Nonqualified deferred compensation
plans, 40

Nonqualifying clergy, 14

o

Offers in compromise, 139

Opting back into Social Security, 124
Opting out of Social Security, 119-20
Ordination by local church, 7-8
Overtime pay, 155

Parking, 52

Parsonage allowance (See Housing
exclusion)

Payroll deductions, 56-57
Penalties, failure to pay, 135-36
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Pension plans
Denominational, 56
Per diem, 91
Permanent work location, 98-100
Personal computers, 39, 102
Personal gifts, 45
Pre-employment expense
reimbursements, 52
Property
Purchased from church, 53
Transferred to minister, 53

Q

Quialified business income deduction,
146, 159, 186

Quialified retirement savings
contribution, 157-58, 166, 179

R

Rabbi Trust, 54-55
Rates, Social Security tax, 174-15
Real estate taxes, 6, 77, 105, 153
Recharacterization of income, 30-37,
86
Recordkeeping requirements, 87,
95-98, 100-4
Recreational expenses, 53
Reimbursements
Auto, 93-101
Expenses, 29, 32, 83-105
Social Security, 28, 56-57
Renting home, 66, 69, 81
Retired ministers
Housing allowance, 77-78
Working after retirement, 171, 113,
124-24
Retirement gifts, 53
Retirement planning, 106-10
Retirement plans
403(b) plans, 27, 53-55, 77, 109,
150, 158
401(k) plans, 27, 53-54, 77-78,
Deferred compensation plans,
27-28, 40
Denominational plans, 53-54
Housing allowances, 77-78
IRAs, 55, 145, 151-52, 157-58
Keogh plans, 55
Rabbi Trust, 54-55
Roth IRA, 55, 110, 114, 157-58
SEPs, 56

198

Tax-sheltered annuities,
Section 403(b) plans, 27, 53-55,
77,109, 150, 158
Roth IRAs, 55, 110, 114, 157-58

S

Sabbatical pay, 56
Salary, 56
Schedule 1, 148-50, 172, 187
Schedule 1A, 160, 188-89
Schedule 2, 150-57, 173, 190
Schedule 3, 151-52, 174
Schedule 8812, 178
Schedule A, 152-54, 161, 175
Schedule C, 156, 162, 176, 191
Schedule EIC, 133-34
Schedule SE, 156, 163, 177, 192
Second mortgages, 75-76
Self-employed vs. employee, 17-18
Self-Employment Contributions Act
(SECA) Social Security, 114-16
Self-employment earnings, 116-17
Self-employment tax deductions,
118-19
SEPs, 56
Severance pay, 56
Sick pay, 56
Six-month extension of time to file,
134-35
Simplified Employee Pension (SEP)
plans, 56
Social Security
Both spouses are ministers, 118
Canada Pension Plan, 125
Computation of tax, 174-15
Deductions, 118
Excess Social Security withheld
(FICA), 132-33
Exemption of ministers, 119-24
Form 4361, 123-24
Full retirement age, 174, 124
General, 114-16
Opting back into, 124
Opting out of, 119-20
Reimbursement, 28-30, 56-57
Services in which exemption
applies, 9-14
Tax rates, 174-15
Tax status of ministers, 74-19
Voluntary withholding agreement,
6,18, 60, 121, 127-28
Working after retirement, 777, 113,
124-25

Special occasion gifts, 45-46
Spousal or children travel, 58, 88-89
Spouse, minister, 118

Standard mileage rate, 94-95

State extensions, 136

Subscriptions, 57, 104

T

Tax rates, Social Security tax, 174-15
Tax withholding, 6, 7, 60, 119, 127-29
Taxes, real estate, 77 105, 153
Tax-sheltered annuities, 27-28, 36,
40, 43, 69, 110, 117
Teaching positions, 77
Temporary work location, 98-100
Tip income, 155
Travel expenses
Furlough, 90
General, 58, 88-89
Holy Land, 89-90
Interim appointments, 97
International, 89
Per diem allowance, 97-93
Spousal or children, 90-97
Trust, Rabbi, 54-55
Tuition and fee discounts, 58-59

U

Underpayment penalty, 135

Unreimbursed business and
professional expenses, 15, 83, 85,
104-5

\"/

Vacation pay, 59
Vehicle
Nonpersonal, 59
Personal use of employer-
provided, 59, 96-98
Vestments, 39, 102
Voluntary withholding, 6, 18, 60,
127-28

w

Withholding
Exemption of ministers, 127
In general, 60
Voluntary, 6, 18, 60, 127-28
Workers’ Compensation, 60
Working after retirement, 111, 113,
124-24



PROJECTED FILING DATES

Projected 2026 Filing Dates

January

15 Quarterly Estimated Taxes (last
payment for prior tax period)

February

17 W-4 (if claimed an exemption,
to continue same exemption in
current year)

April

15 Personal tax returns due
(unless automatic extension,
see October 15)

15 Quarterly Estimated Taxes, if not
paid with return (first payment for
current tax year)

June

15 Quarterly Estimated Taxes
(2nd payment for current tax
year)

September

15 Quarterly Estimated Taxes
(3rd payment for current tax
year)

October

15 Personal tax returns due
(if automatic extension)
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10.

Biggest Tax Mistakes
Made by Ministers

Filing as self-employed for income tax purposes on the church salary, using
tax benefits only available to employees, and becoming vulnerable to

reclassification by the IRS to employee status. (Chapter 1)

Failure to have unreimbursed medical expenses covered under a properly
documented plan. (Chapter 3)

Failing to have at least a modest housing allowance designated when living in
a church-provided parsonage. (Chapter 4)

Failure to understand the implications of the fair rental value test associated
with the housing exclusion. (Chapter 4)

Failure of ministers to use an accountable reimbursement plan. (Chapter 5)

Not documenting reimbursable business expenses to reflect business
purpose, business relationship, cost, time, and place. (Chapter 5)

Failing to keep a log of reimbursable miles driven when using personal
vehicles for church purposes. (Chapter 5)

Insisting that the church deduct FICA-type Social Security from ministerial
compensation. (Chapter 6)

Improperly opting out of Social Security because of the belief that it is not a
good investment. (Chapter 6)

Failure to avoid tax underpayment penalties. (Chapter 7)
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10.

Tax and Finance Questions
Most Frequently Asked
by Ministers

Social Security filing status. Should | have FICA-type Social Security tax
withheld from my pay or pay self-employment Social Security tax calculated on
Schedule SE and pay it with my income tax return? (Chapter 1)

Income tax filing status. Should | file as an employee (receiving a Form W-2
from my employer) or as an independent contractor (receiving a Form 1099-
NEC) for income tax purposes? (Chapter 1)

Unreimbursed medical expenses. Which of the approved plans should | use to
get tax-free treatment for my unreimbursed medical expenses: FSA, HSA, HRA,
QSEHRA, or ICHRA? (Chapter 3)

Structuring the pay package. How should my pay package be structured to
achieve the best tax benefit for me? (Chapter 3)

Fringe benefit planning. How do | determine which of the fringe benefits |
receive are tax-free, tax-deferred, or taxable? (Chapter 3)

Housing allowance exclusion. How much can | exclude as a housing allowance
for income tax purposes? (Chapter 4)

Accountable expense reimbursements. Do the payments | am receiving
from the church or ministry for expenses qualify as tax-free reimbursements?
(Chapter 5)

Social Security allowance. Is the Social Security allowance | received taxable
for income and Social Security tax purposes? (Chapter 6)

Opting out of Social Security. Under what conditions is it appropriate for me to
opt out of Social Security? (Chapter 6)

Paying income and Social Security taxes. Should | have enough income tax
withheld from my salary to cover my income and Social Security tax obligation,
or should | pay quarterly estimated taxes? (Chapter 6)
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Enjoying this content?

ECFA members can access dozens
of eBooks like this one for FREE.
Discover vital information for your
ministry as you strive to operate
with integrity.

ECFA.org/eBooks

Stay informed.

ECFA Webinars are a free resource
for members, keeping you up-to-date
on recent developments and best
practices for your ministry.
ECFA.org/Webinars

- KNOWLEDGE

- CENTER

The Knowledge Center contains hundreds of documents on ministry finance, governance,
stewardship, and more. In addition, check out ECFA.org/Resources for webinar recordings,
podcasts, videos, current news, and other practical learning opportunities.

Governance Financial Legal Fundraising/ Leadership
Management Compliance Stewardship



Listen in to conversations between ECFA's President and
CEO, Michael Martin, and prominent leaders as we bring you
stories from behind the seal of Christ-centered ministries and

churches and discover how trust is the foundation of it all.

Streaming wherever you listen to podcasts.
ECFA.org/Podcast








