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Who is a 0
“minister”
for tax

purposes?

In addition to pastors, Southern
Baptist churches often have
youth ministers, ministers of
education and ministers of
music. Although these people are clearly ministersin
the eyes of the church, they may not be ministersin the
eyes of the Internal Revenue Service (IRS). Taxpayers
who incorrectly classify themselves as ministers when
they file their tax returns could wind up owing back
taxes and penalties. Churchesthat incorrectly treat paid
workers as ministers could violate federa payroll
reporting obligations, possibly leading to IRS pendlties.

This section answers some basic questions about who
isaminister for tax purposes. Many church employees,
regardless of their titles, consider their work asamin-
istry. This brochure does not address theological issues,
only tax issues. As always, seek advice from acompe-
tent tax adviser if you need assistance.

Why isit important to know whether ataxpayer isa
minister for tax purposes?

Taxpayerswho are ministersfor tax purposes may:

» Bedligiblefor atax-free housing allowance.

 Betreated as self-employed for purposes of
Social Security.

* Beexempt from federal income tax withholding.

» Bedligibleto opt out of Social Security [although
few Southern Baptist ministers are eligible].
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If an employee'stitleincludes” minister of,” isthat
person aminister for tax purposes?

Not necessarily. A title does not make someone amin-
ister for tax purposesin the eyes of the IRS. The IRS
uses other criteria

QAre ordained ministers always minister s for
tax purposes?

Not aways. As discussed below, ordained ministersare
more likely than licensed or commissioned ministersto be
considered ministersfor tax purposes; however, the IRS
alsolooksat other criteria.

QAreIicensed or commissioned Southern Baptist
ministers considered ministersfor tax purposes?

Some licensed or commissioned Southern Baptist minis-
tersmay be considered ministersfor tax purposes; how-
ever, asdiscussed below, they arelesslikely to be
considered ministersfor tax purposes than ordained clergy.
Each individual’s circumstances are important.

0 How doesthe IRS decide whether ataxpayer isamin-
ister for tax purposes?

The IRSwill ask aseries of questionsto determineif atax-
payer isaminister for tax purposes. Unfortunately, the
law isunclear about the questions the IRS should ask.

What test will the IRSuseto decideif ataxpayer isa
minister for tax purposes?

The IRS may use the Wingo test. The U.S. Tax Court
approved thistest in Wingo v. Commissioner, 89 T.C. 922
(1987). The court said that a person isaminister for tax
purposesif all of the following questions can be
answered yes:

1. Isthe person licensed, commissioned or ordained?
2. Doesthe person perform sacerdotal functions?

3. Doesthe person conduct religious worship?
4

. Does the person maintain and control areligious
organization?

lethereanother test the IRS could use?

The IRS could usethe Knight test; however, it has recently
been using the Wingo test. In Knight v. Commissioner, 92
T.C. 12 (1989), the U.S. Tax Court held that alicensed min-
ister of the Cumberland Preshyterian Church wasaminister
for tax purposes. The court used thisfive-part balancing test:

1. Isthe person licensed, commissioned, or
ordained?

2. Doesthe person perform religious worship?

3. Doesthe person administer the sacraments?

4. Doesthe person have management responsibilities
in the church or denomination?

5. Isthe person considered to be areligious leader?

Under the Knight test, the person must be licensed,
commissioned or ordained. If the personislicensed,
commissioned or ordained, then the answersto the
other four questions are balanced. Onefactor isnot
necessarily more important than another.



Istherean important difference between the Wingo Q Isthereany other information about how the IRS

and Knight tests? decidesif a personisaminister for tax purposes?

Yes. A taxpayer has abetter chance of passing the Knight The IRS has given its agents some guidance. In 1995, the

test. In other words, it'seasier to be classified asaminister IRS published its Market Segment Specialization Program

for tax purposesif the IRS usesthe Knight test. That's Audit Techniques Guide for Ministers' Returns. This docu-

because the Knight test isabalancing test. A taxpayer ment was designed for training purposes and cannot be

does not have to answer yesto all five questionswith the used as authority. Nevertheless, it isinstructive about how

Knight test. Under the Knight test, the minister must be IRS agents are trained to look at issues about ministers. It

licensed, commissioned or ordained. The answersto the isavailable on the IRS Web site at wwwi.irs.gov.

other four questions are then weighed. On the other hand, One section discusses who qualifiesfor specia

ataxpayer would have to answer yesto al four questions tax treatment asaminister. Unfortunately, these

to be classified asaminister under the Wingo test. guidelines don't give specific guidance about how to
tell if someoneisaminister for tax purposes.

Q Why doesn't the IRS use the Knight test? Instead, they summarize someimportant cases. It's

interesting that the guidelines discuss the Knight

case, but not the Wingo case.
We don't know why the | RS has been using the Wingo test

instead of the Knight test. The Knight case was decided How does a taxpayer's qualification asa minister
two years after ano; however, the IRS has continued to for tax purposes affect achurch?
rely on Wingo.

Churches have different payroll reporting obligations for
QWhiCh test should Southern Baptist clergy use? ministers and non-ministers. By law, achurch does not
have to withhold income taxes from ministers; however,
many ministers voluntarily elect withholding. Churches
Asapractica matter, most ordained Southern Baptist min- haveto pay FICA for their non-ministerial employess.
isters serving churches will pass either the Knight or Ministers are dways considered self-employed for Social
Wingo tests, so this question is not that important to them. Security purposes. That means they aways pay SECA.

Many licensed :?\nd CO”T'“@"”“ mi.nisters could not pass Their churches cannot pay FICA for them. The church can
either test, so this question is not that important to them designate atax-free housing allowance for ministers only.
either. Ministers who could pass the Knight test but not the A tax-free housing allowanceis not available to taxpayers

Wingo test should consider consulting their own tax who are not ministersin the eyes of the IRS,
advisers before treating themselves as ministers for tax

purposes. After consulting an attorney or accountant,

these ministers may decide to follow the Knight test and

consider themselves ministersfor tax purposes.

Nevertheless, they need to be aware that they could be

audited and the IRS could take a different position.



Q

Should a church ordain, commission or licenseits staff
s0 they can get housing allowances?

No. A church should never ordain, commission or license
anindividual just to alow that person to receive atax-free
housing dlowance. Churches should ordain, license, or
commission clergy for theological reasons, not tax rea-
sons. Also, asexplained below, anindividual is not auto-
maticaly aminister in the eyes of the IRS simply because
that person is ordained, commissioned or licensed.

Can ataxpayer beaminister for sometax purposes,
but not for others?

No, a least not in connection with aministeria position.
For example, if apersonisaminister for tax purposes, that
person should be entitled to a tax-free housing allowance.
But that person will aso have to pay SECA taxes; the
church cannot pay FICA for aminister. On the other hand,
itispossiblefor people who are ministers for tax purposes
to have non-ministerial income. For example, abivoca:
tional pastor could be eligible for ahousing alowance and
would pay SECA on ministeria income. On income from
asecular employer, however, the bivocational pastor could
not claim ahousing alowance and would only pay SECA
if self-employed for purposes of that other income.
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What is a
minister’s
housing
allowance?

The housing alowance exclusion is usually the most
important tax benefit available to ministers.
Unfortunately, many ministers and church leaders do not
understand the basic rules about the housing allowance.
Some ministers therefore do not get the full advantage of
ahousing allowance, and others may be underpaying
their federal taxes.

Thistext answers some basic questions about the
housing allowance. Asaways, seek advice from acom-
petent tax advisor if you need assistance.

QWhat isahousing allowance?

When reporting income for federal income tax purposes,
ministers can exclude part of their incomes designated by
their church employers asahousing allowance. The
amount designated as a housing allowance must be used to
provide housing for the minister, and there are limits on
the amount the minister can exclude. If aminister livesin
aparsonage provided by the church, the minister does not
have to report the val ue of the parsonage asincome.

Isthe housing allowance a deduction or an exclusion
from income?
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The housing allowance is an exclusion from income per-
mitted by Section 107 of the Internal Revenue Code. Itis
not adeduction. In other words, ahousing allowanceis
money that is not reported asincome. A housing allowance
isnever deducted — it is never reported asincomein the
first place.

Example: First Baptist Church designates 40%
of aminister's $40,000 salary [$16,000] as housing
alowance. The minister does not claim the $16,000
asatax deduction when filing atax return. Instead,
the minister only reports $24,000 asincome
(assuming the minister can claim the full amount des-
ignated by the church).

Q Does a housing allowance cost the church more money?

Not necessarily. If achurch can afford to pay aminister,
it can afford to give the minister a housing allowance.
When a church designates a housing allowance for amin-
ister, it ismerely calling part of the minister'ssalary by a
different name.

Example: Reverend Parker’s church payshim
$20,000 ayear. The church could designate part of
that $20,000, for example, 40%, asahousing
alowance. Reverend Parker could exclude $8,000
from income (assuming he can exclude thefull
amount designated by the church). Designating part
of Reverend Parker’s salary as ahousing alowance
has not cost the church anything.

Can all church employees have a tax-free housing
allowance?

No. Section 107 of the Interna Revenue Code only dlowsa
“minister of the gospel” to have ahousing alowance. Only
taxpayerswho are ministersfor tax purposes are digible for
ahousing dlowance. For example, achurch custodian or
secretary cannot have atax-free housing alowance. Mogt
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ordained Southern Baptist ministersare ligible for ahousing
alowance; however, licensed and commissioned Southern
Baptist ministersmay not be digible. See the previous sec-
tion“Whoisaminister for tax purposes?’

Q Doesaminister haveto pay Social Security taxes
on theamount excluded from income as a housing
allowance?

Yes. Ministersmust pay Socid Security taxes (SECA) on
the amount excluded from income as ahousing allowance.
A housing alowance is free from income taxes but not
from SECA taxes.

Example: Reverend Smith’s housing allowance
is40% of his $40,000 salary [$16,000]. Reverend
Smith does not pay income taxes on the $16,000
(assuming he can claim the full amount designated
by the church). But he must pay SECA taxeson
the $16,000 housing allowance.

How much income can ministerswho own their own
homes exclude through a housing allowance?

Ministerswho own their homes can exclude the lowest of
the following three amounts:
¢ Theamount designated by their church; or
e Actua housing expenses (including mortgage pay-
ments, utilities, property taxes, insurance, furnish-
ings, repairs and improvements); or
e Theannual fair rental value of the home (furnished,
including utilities).
Example: Reverend Smith's church designates
40% of his $40,000 salary [$16,000] as a housing
allowancefor 2001. Hisactual housing expenses for
2001 were $20,000. For 2001, the fair rental value
of the house (furnished, including utilities) was
$21,000. Reverend Smith can exclude $16,000 from
hisincome because the church-designated amount
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was lower than either the fair rental value or his
actual expenses.

How much income can ministerswho rent their homes
excludethrough a housing allowance?

Ministers who rent their homes can exclude the lower of
the following two amounts:

» Theamount designated by the church; or

* Actud housing expenses (including rent, utilities, fur-
nishings and other costs for renting the home).

Example: Reverend Smith's church designates
40% of his $40,000 salary [$16,000] as ahousing
allowancein 2001. Hisactual housing expensesfor
2001 were $15,000. Reverend Smith can exclude
$15,000 from income because his actual housing
expenses were lower than the amount designated by
the church.

0 Can ministerswho livein a par sonage have a housing
allowance?

Yes. Minigterswho live in a parsonage can have ahousing
adlowanceif they pay for utilities, furnishings or other items
required to maintain ahome. Churches should designate a
housing allowance so these ministers can exclude from
income the amounts required to pay for these expenses.

Example: Reverend Brown livesin achurch-owned
parsonage. He pays some expensesfor maintaining the
parsonage himself. His church should designate part of
his salary as a housing alowance to cover those expenses.

Q Can bivocational ministershave a housing allowance?

Yes. Bivocational ministers can have ahousing allowance,
but only from their ministerial income. Secular employers
cannot designate tax-free housing alowances for clergy.
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Example: Reverend Young's church pays him
$10,000 ayear for apart time position. Healso earns
$20,000 ayear teaching at a public high school.
Reverend Young's church can designate up to
$10,000 as ahousing alowance for him. His church
cannot designate more than hisministerial compensa-
tion. The school cannot designate any part of his
$20,000 income as a housing allowance becauseit is
not compensation from ministerial services.

What kinds of expenses can ministers count when cal-
culating a housing allowance?

Ministers can count the following expenses when calcu-
lating a housing alowance: mortgage payments (principal
and interest); rent payments; real estate taxes; property
insurance; utilities (gas, electricity, water, sewer, garbage
pickup, local telephone service); appliances and furniture
(purchase or renta price plusrepairs); remodeling expenses,
homeowners dues, and pest control. Remember, however,
that there are limits on atax-free housing allowance.

Q Can minister sinclude home equity loan paymentsin
their housing allowance?

Ministers cannot include home equity loan paymentsin their
housing alowance unless the home equity loan paid for
housing expenses. For example, payments on ahome equity
loan used to remodel the home could be part of ahousing
alowance. Payments on ahome equity loan used for college
tuition could not be counted as housing alowance.

Q Can ministerswho pay off their mortgageshavea
housing allowance?

Yes. Ministerswho pay off their mortgages can have a
housing allowance; however, the amount they exclude
from income as a housing allowance cannot exceed their

15



Q

expenses for maintaining ahome. With no mortgage pay-
ment, the expenses of maintaining ahome are obvioudy
lower. The housing allowance can still be used to pay for
utilities and other costs of maintaining ahome. Ministers
who have paid off their homes cannot claim the “fair rental
value”’ of the home as ahousing allowance.

Can ministersinclude down paymentson their homes
aspart of their housing allowance?

Yes. A down payment on ahome may be part of ahousing
alowance. But because a housing allowance cannot
exceed thefair rental value of the home (furnished,
including utilities), ministers may not be able to count all
of the down payment as part of ahousing allowance.

Example: Reverend Black made a $50,000
down payment on ahomein 2001. Hischurch des-
ignated $55,000 of his $60,000 salary as ahousing
alowance. Reverend Black had other housing
expenses of $10,000, but the fair rental value of the
home (furnished, including utilities) was $25,000.
He can only exclude $25,000 because the fair rental
value was |ess than the church designated amount or
his actual expenses (including the down payment).
What if he had made a down payment of $12,000?
Histotal housing expenses would have been
$22,000. He could exclude $22,000 because that
amount islower than the church-designated amount
and thefair rental value.

Can ministershave a housing allowance for more
than onehomeat atime (aprimary residenceand a
vacation home)?

No. For housing allowance purposes, ministers can only
include expenses for a primary residence.
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Example: Reverend Martin has housesin town
and at the lake. He cannot combine the expenses of
both homes for purposes of his housing allowance.
He can only count the expenses of his primary resi-
dence, the home in town.

Can ministersdeduct mortgageinterest on their homes
even if they have a tax-free housing allowance?

Yes. Ministerswho have ahousing allowance may till
deduct mortgage interest and real estate taxes.

Should a church report the value of a housing
allowance on aminister’s Form W-2?

No. The housing alowance should not be reported on a
minister's Form W-2.

letherealimit on theamount of aminister’ssalary
that a church can designate as a housing allowance?

No. Thereisno limit onthe amount of aminister's salary
that a church can designate as ahousing alowance. In
appropriate situations, a church could designate 100% of a
minister's salary as housing allowance; however,
remember that the minister's exclusionislimited, as
explained above. For example, achurch could designate
100% of aminister's $10,000 compensation as ahousing
alowance. But if the minister owned ahome, the minister
could only exclude the smallest of: (1) the church-desig-
nated amount ($10,000); (2) actual housing expenses; or
(3) the annud fair rental value of the home.

Q How does a church designate a housing allowance for
aminister?

Churches should designate a housing allowance in writing
before the beginning of acalendar year. Although the IRS
has recognized oral designations, they are difficult to

17



prove. The governing board of the church should make the make this processeasier. Ministers and churches have sev-

designation. Inmost Southern Baptist churches, thisisthe eral optionsfor calculating the housing allowance.
congregation in regular or called conference, but in some Example: At hisrequest, Reverend Jones
churches the body of deacons, afinance committee or church designates 40% of his $50,000 salary
trustees could be empowered to make the designation. [$20,000] as housing alowance for 2001. In January
Although ahousing allowance can be shown asalineitem of 2002, the church issues a Form W-2 to Reverend
inachurch budget, it is better for the church’s governing Jones showing income of $30,000 [$50,000 minus
board to pass a specific resolution making the designation. $20,000]. For 2001, Reverend Jones had actual
housing expenses of $15,000, and the fair rental

Q Can a church designate a housing allowance value of his house (furnished, including utilities) was

retroactively? $25,000. He can therefore exclude only $15,000

athough the church designated $20,000. He must

No. The church cannot designate a housing allowance therefore report $5,000 as additional income on his

retroactively.

tax return.
Example: When Reverend Smith prepared his

2001 tax return, he realized that his church had not Can dligibleretired ministersreceive part of their

designated a housing allowance for himin2001. The Q retirement benefits from the Annuity Board asa tax-

church cannot fix its mistake by retroactively desig- free housing allowance?

nating an allowance for 2001. Unfortunately,

Reverend Smith cannot exclude any income asa Yes. Eligibleretired ministers can receive up to 100% of

housing allowance for 2001. their retirement benefits from a church pension board asa
tax-free housing allowance, subject to other housing

QWhat if the church does not designate an allowance? alowance limits. Ministerswho receive retirement benefits

but continue their service in the ministry will have to pay

SECA taxes on the part of their retirement benefits desig-
If the church does not designate a housing allowance, the

nated as housing.
minister cannot exclude housing expenses from income.
Churches should consider adopting “safety net” designa- Can surviving spouses of ministersreceive part of
tionsto avoid this problem. For example, achurch could their benefits from the Annuity Board asa
designate “40% of the minister's salary for 2002 and for all housing allowance?

yearsin the future until changed in writing by the church.”

Unlessasurviving spouseisalso an dligible retired
What if the church designates morethan the minister minister for tax purposes, a surviving spouse may
can claim asa housing allowance? not receive any benefits as a housing allowance.

If the church designates more than the minister can claim
asahousing alowance, the minister isresponsible for
reporting and paying taxes on the correct amount of
income. Ministersand churches should work together to
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Social Security
basics for
ministers

and

churches

Like other taxpayers, most ministers and church
employees pay asignificant portion of their income for
Social Security each year. Unfortunately, however, some
ministers and churches may not understand the basic rules
about Socia Security. Failureto understand theserules
can lead taxpayersto underpay Social Security taxes, asit-
uation which may result in substantial pendtiesin the
event of an IRS audit. Churches not aware of the rules
could violate federal payroll tax procedures, possibly
leading to IRS penalties and erroneous Social Security
recordsfor church employees.

This section answers some basic questions about
Social Security. All churches and ministers should know
thisinformation. Asaways, seek advice from a compe-
tent tax adviser if you need assistance.

Q Do ministershaveto pay Social Security taxes?

Yes, unlessthey have properly followed IRS rulesto opt
out of Socia Security, discussed in more detail below,
ministers must pay Social Security taxes on their ministe-
rial income. Moreover, evenif they have opted out of
Socia Security for their ministerial income, they must pay
Social Security taxes on income they earn from secular
employment, a concept that is particularly important to
bivocational ministers.
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Q Do ministershaveto pay self-employment taxeson
their ministerial income?

Yes, ministers must pay Social Security taxes at the self-
employment — or SECA — rate on their ministerial
income because ministers are always considered self-
employed for purposes of Social Security. On the other
hand, they may have to pay FICA onincomethey recelve
from secular employment.

QWhat'sthe difference between SECA and FICA?

SECA isshort for Self-Employment ContributionsAct and
refersto the rate which self-employed people pay toward
Social Security. FICA isshort for Federa Insurance
ContributionsAct and refersto therate at which
employees and employers contribute toward Social
Security. Employers and employees pay FICA, and self-
employed individuals pay SECA.

QWhat aretheratesfor FICA and SECA?

There aretwo partsto SECA. A self-employed person
pays a percentage of income for retirement, death and dis-
ability income benefits. An additional percentageispaid
for Medicare. Self-employed persons pay the full SECA
rate on income up to acertain amount. On income above
that amount, they must pay for Medicare only.

Similarly, there are two partsto FICA.
Employers and employees each pay haf of the per-
centage on employee wages up to a certain amount,
and each pay an additional amount for Medicare.

Be sure you have the correct information each
year. Rates and maximum earnings amounts are
available on the Social Security Administration’s
Web site, www.ssa.gov.

21



Q

Q

Can achurch pay FICA for aminister since paying
SECA isso expensive?

No, achurch cannot pay FICA for aminister. By law, min-
isters are always treated as self-employed for Socia
Security purposes and therefore are subject to SECA for
their ministeria earnings. Churchesthat pay FICA for their
ministers are not doing them afavor; they are violating the
law. Additionally, when churchesreport FICA for their
ministers, they can mess up the Socia Security
Adminigration's records, which could lead to incorrect ben-
efit cal culations when the minister begins drawing a benefit.

Can achurch giveaminister a Social Security
allowanceto help offset the expense of SECA?

Yes, achurch can give aminister an allowance to help
offset the expense of SECA. But remember, an dlowance
istaxableincome, so the minister will have to pay Socia
Security taxes aswell asincome taxes on the allowance.

Doesa minister haveto pay Social Security taxeson a
housing allowance?

Yes. Although ahousing alowanceis excluded from
income for federal income tax purposes, a minister must
pay Social Security taxes on ahousing alowance until the
minister actually retires. Ministers who receive retirement
benefits but continue their service in the ministry will have
to pay SECA taxes on the part of their retirement benefits
designated as housing.
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What aretheimplications of opting out of Social
Security?

A minister can opt out of Social Security by meeting strict
IRS guidelines required when filing Form 4361,
Application for Exemption from Salf-Employment Tax for
Use by Ministers, Members of Religious Ordersand
Christian Science Practitioners.

Three copies of thisform must befiled by the due
date of the minister’stax return for the second year in
which the minister had net earnings from self-employ-
ment of at least $400, any part of which camefrom
ministerial income. If aminister doesnot fileaForm
4361 by that date, he's out of luck and cannot opt out
of Socia Security. Additionally, the IRS must approve
the application.

There'salot moreto opting out of Social Security
than filing Form 4361 by its deadline. Ministers
should carefully review Form 4361 and itsinstruc-
tions to see how stringent the IRS requirements are
for opting out.

Ministersarenot allowed to opt out of Social
Security because they think it isa bad investment.
Under penalty of perjury, aminister must make cer-
tain representations to the IRS on Form 4361. When
filing Form 4361, aminister must certify that heis
opposed on the basis of religious principlesto
acceptance of public insurance, which includes pay-
ments for death, disability, retirement or medical
care. Additionally, the minister must certify that he
hasinformed his ordaining body of his opposition to
accepting public insurance benefits on the basis of
religious principles. Few ministerswill be ableto
meet these requirements.
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Q

Do churcheshaveto pay FICA for their non-ministerial
employees?

Yes, achurch must pay FICA for non-ministerial
employees unless the church has elected to exempt itself, a
process described in more detail below. Remember that
churches cannot classify anon-ministerial employee as
self-employed to avoid paying FICA.

How can churcheslegally avoid paying FICA on their
nonministerial employees?

Churches have one chance to exempt themselves from
their obligation to pay FICA on behalf of their employees
by filing Form 8274, Certification by Churches and
Qualified Church-Controlled Organizations Electing
Exemption from Employer Social Security and Medicare
Taxes. Churchesfiling thisform must certify that they are
opposed for religious reasons to the payment of Socia
Security taxes. Accordingly, few churches can meet this
standard. The deadlinefor filing Form 8274 israther con-
fusing and relates to the date on which the church must file
itsfirst Form 941 on which it reportsits employer share of
FICA taxes.

Churches that have filed Form 8274 should
realize that they have shifted the burden of Social
Security taxes to their employees who will have to
pay SECA taxes. Unlike ministers who opt out of
Social Security, these employees must pay SECA
and churches should be sure that their employees
understand this obligation.
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Q

How can | know if the Social Security Administration
has proper recordsabout my earningshistory?

You should review your Social Security Administration
records. The Social Security Administration automatically
sends annual statementsto workers and former workers
who are 25 and older. Your statement should arrive about
three months before your birthday. Information about how
to read your statement is available on the Social Security
Administration’s Web site, www.ssa.gov. You may also
ask the Social Security Administration to mail a statement
to you by completing Form SSA-7004, Request for
Earnings and Benefit Estimate Statement, available on the
Web site or by calling 1-800-772-1213. Although you can
complete an on-line request for a statement, your results
will be mailed to you.

By knowing your records, you may be able to cor-
rect amistake that could cost you benefits when you
retire. If you do suspect amistake in your records,
your statement gives you atoll-free number to cal to
begin the process of correcting the error.
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Employee
or self-
employed?

Becausethey are caled to the min-
istry, many ministers do not think of
themselves as employees. But most
ministers get paid for their services.
In the eyes of the IRS, people who
get paid for performing servicesare
either employees or self-employed.
This section answers some basic ques-
tions about what it means to be an employee or self-
employed for tax purposes. All churches and ministers
should know thisinformation. Asaways, seek advice
from a competent tax adviser if you need assistance.

QAre most ministersemployeesor self-employed?

Most ministershave a“dual tax status” That meansthat
athough ministers are always self-employed for Social
Security purposes (for their ministerial income), they are
usually employees for income tax purposes.

Example: Reverend Brown isthe senior pastor at
First Baptist Church. Heisan employee for incometax
purposes, but heis salf-employed for Social Security
tax purposes.

QCan aminister ever be self-employed for income
tax purposes?

Yes, some ministers are self-employed for income
tax purposes.
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Example: Reverend Whiteisan ordained
Southern Baptist minister. Heisafull-time evangelist
and receives compensation from anumber of churches
every year. Reverend Whiteis self-employed for
income tax purposes. Heisalso self-employed for
Social Security purposes.

Can aminister who isan employee have
self-employment income?

Yes, aminister who is an employee can have self-employ-
ment income.

Example: Reverend Marksissenior pastor at First
Baptist Church. Heisan employee for income tax
purposes and should report his compensation from the
church asan employee. If he aso hasincome from
other sources, such as preaching at other churches, he
should report it as self-employment income.

QDo employees completetheir tax returnsdifferently
than self-employed persons?

Yes. Employeesreport income on Form 1040. Employees
can deduct their unreimbursed business expenses on
ScheduleA only if they itemize their deductions. If they
itemize their deductions, they can deduct their business
expenses to the extent they exceed 2% of their adjusted
grossincome.

Self-employed persons report income and
expenses on Schedule C. Self-employed persons
can deduct their business expenses on Schedule C
even if they do not itemize. They can deduct all of
their business expenses, not just those that exceed
2% of their adjusted grossincome.
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QAretheretax advantagesin being treated asan employee
instead of as self-employed for incometax purposes?

Yes, there are tax advantagesin being treated as an
employee for income tax purposes. Employees may
exclude from income the cost of up to $50,000 coveragein
employer-paid group lifeinsurance. Employees may
exclude from income the cost of employer-paid medical
insurance. If achurch paid for these benefitsfor aself-
employed minister, the minister would have to report them
asincome.

leaself-employed person morelikely to be audited by
thelRS?

Yes, aself-employed personismore likely to be audited by
the IRS. |IRS data shows that self-employed people are less
likely to report their income correctly than employees.
Ministerswho have income from only one church and
receive only one Form 1099-MISC ayear arelikely to be
viewed as employees by the IRS.

What can happen to ministerswho incorrectly fileas
self-employed personsrather than asemployees?

If the IRS determines that aminister hasincorrectly been
classified as self-employed, the IRS can reclassify the min-
ister asan employee. Remember that employees can deduct
business expenses only if they can itemize and only to the
extent their business expenses exceed 2% of their adjusted
grossincome. If the IRS reclassifiesaminister asan
employee, the minister will lose business expense deduc-
tions. That means the minister may owe back taxes and
penaltiesto the IRS.
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QShouId churchesissue ministers 1099s or W-2s?

In most cases, churches should issue ministers a Form W-2
because most ministers are employees for income tax pur-
poses. Churchesthat pay self-employed ministersat least
$600 in one year should issue a Form 1099-MISC.

Example: First Baptist Church issues a Form W-2
to each of the six ministerson itsregular staff. First
Baptist Church issues a Form 1099-MISC to avoca-
tional evangelist who received $750 from the church
for preaching arevival.

QArechurch&srequired by law to withhold income taxes
from their ministers pay if their ministersare
employeesfor incometax purposes?

No, churches are not required by law to withhold income
taxesfrom their ministers' pay, even if their ministersare
employeesfor incometax purposes. Ministers may, howeve,
voluntarily elect to have churches withhold income taxes
fromtheir pay. Inmost cases, churchesarelegaly required
to withhold income taxes from non-minister employees.

Aremost paid church workersemployees or
self-employed?

Most paid church workers are employees for tax purposes.
That meanstheir churches should issue them a Form W-2,
not a Form 1099.

QCan churches classify paid worker s asindependent con-
tractorsto avoid paying FICA or withholding income
taxesfrom them?

No. Churches cannot classify paid workers asindependent
contractorsto avoid these obligations.
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QHO\N can you tell if apaid church worker isan employee
or an independent contractor (self-employed)?

The IRS has generally used atwenty-factor test to deter-
mineif aworker isan employee or salf-employed. In 1994,
the United States Tax Court issued opinionsin two cases
about the tax status of ministers. In those cases, the Tax
Court used a seven factor test to determine whether amin-
ister isan employee or self-employed for income tax pur-
poses. The seven factorsare:

1. Thedegree of control the employer has over the
details of thework.

2. Which party investsin the facilities used for thework.
3. The opportunity the worker has for profit or loss.

4. Whether the employer has theright to discharge
the worker.

5. Whether the work is part of the employer's regular
business.

6. The permanency of the relationship.
7. Therelationship the parties think they are creating.

Most Southern Baptist ministers are employees for
income tax purposes under thistest.

The Annuity Board's annual Ministers Tax Guide
isavailable on our Web site, www.abshc.org, or by
calling 1-800-262-0511.
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