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I. Introduction. In the United States, government has historically restrained its taxing power with 
respect to churches and clergy, due in significant part to their public welfare contributions. 
Complex rules have developed to define the boundaries between the realms of exempt and 
nonexempt activities, income, and property. The task of "rendering unto Caesar" is potentially 
difficult given the variation in types of tax and potential sources for tax liability. 
A Varying roles and functions. Churches may act as employers, property owners, and 

providers of goods and services in the course of fulfilling their missions. Each of 
these functions can potentially generate employment, income, sales, or property tax 
liability to federal, state, or local governments. 

B. Clergy activities. Like other professionals, clergy receive remuneration and other 
benefits, which are potentially subject to income and employment taxes. However, 
due to their special roles, clergy may also be eligible for special benefits and subject to 
special responsibilities in the payment of such taxes. 

C. Church activities. Church activities and teachings can potentially overlap with 
activities deemed political in nature. Distinctions between exempt activities of a 
charitable or religious nature and nonexempt political activities present the need to 
categorize and monitor church activities, communications, and endorsements. 

This outline covers selected tax issues affecting clergy and churches. (These terms are 
intended to be defined broadly to include all faiths.) It is designed to assist nonlawyers in 
identifying pertinent issues, and is by no means comprehensive. It should not be viewed as a 
substitute for competent professional advice. 

II. Eligible clergy. Salaries, benefits, and other remuneration for clergy are potentially affected 
by income and employment tax provisions much like any other profession However, special 
rules apply to eligible clergy in four different areas: (1) housing allowances; (2) exemptions 
from social security coverage; (3) employment status for purposes of social security taxes; and 
(4) exempting wages from income tax withholding. See generally RICHARD R. HAMMAR, 
PASTOR. CHURCH. & LAW 30-31 (2d ed. 1991) [hereinafter HAMMAR], Eligibility is limited to 
ministers performing services in the exercise of the ministry. 
A. Who is a "minister"? The scope of the term "minister" has sometimes been 

controversial. 
1. Five-part balancing test. In Knight v. Commissioner, 92 T.C. 199 (1989), the 

Tax Court looked to five different factors drawn from Reg. § 1.1402(c)-5(b)(2) 
and prior case law to determine whether the taxpayer qualified as a "minister". 
These factors involved whether the individual: "(1) administers sacraments, 
(2) conducts worship services, (3) performs services in the control, conduct, 
and maintenance of a religious organization, (4) is ordained, commissioned, or 
licensed, and (5) is considered to be a spiritual leader by his religious body." 
a. The Knight court specified that being "ordained, commissioned, or 

licensed" is always required by statute, see I.R.C. § 1402(c)(4), but 
that the remaining four factors are applied as part of a balancing test. 
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b. "Failure to meet one or more of these factors must be weighed by the 
court in each case." Knight at 205. In Knight, factors (2), (4), and (5) 

- were present, and the court held that the taxpayer satisfied the 
definition of a minister and thus was subject to self-employment tax. 

c. According to some commentators, Knight made it easier to qualify as a 
minister. See, e.g., HAMMAR at 35-39. Prior cases had apparently 
required the satisfaction of all five conditions to qualify. 

2. "Ordained commissioned or licensed". The Code does not further define the 
requirement that a person be "ordained, commissioned, or licensed". However, 
judicial interpretations have generally applied this requirement restrictively to 
exclude self-appointed ministers. See generally Salkov v. Commissioner, 46 
T.C. 190, 196 (1966). 

a. To "ordain" generally means "to appoint, to institute, to clothe with 
authority." It means that a clergyperson has been invested with 
ministerial functions or sacerdotal power. HAMMAR at 63. 

b. "Licensed" usually refers to status inferior to and/or preliminary to 
ordination. HAMMAR at 64. 

c. "Commissioned" refers to the procedure by some churches that do not 
have formal ordination. HAMMAR at 64. 

d A court may evaluate whether "ordination" lacks substance, and is 
merely paperwork to obtain tax advantages. Independent churches and 
certain denominations that allow local churches to issue credentials to 
clergy may face special scrutiny in this area Relevant factors may 
include denominational traditions, whether articles of incorporation of 
local religious body provide for ordination, and whether parent 
denominations recognize ordination See generally HAMMAR at 61-
62; Wingo v. Commissioner, 89 T.C. 922 (1987); Silverman v. 
Commissioner, 57 T.C. 727 (1972); Salkov v. Commissioner, 46 T.C. 
190 (1966). 

e. If a religious group does not formally commission, license, or ordain 
its spiritual leaders, status as a minister has nevertheless been 
recognized basal on a leader's spiritual ministry in a congregation 
See Rev. Rul. 78-301, 1978-2 C.B. 103 (Jewish cantor held a minister, 
even though not commissioned licensed or ordained based on role 
and service to congregation). 

f. Within denominations that ordain ministers, the Service will also 
"allow commissioned and licensed ministers to be treated in the same 
manner as ordained ministers of the gospel when the commissioned or 
licensed ministers perform substantially all the religious functions 
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within the scope of the tenets and practices of their religious 
denominations." Id. 

B. Service. The-status of being "ordained, licensed, or commissioned" is not sufficient; a 
person in such status must also perform services in the ministry. Whether services are 
performed "in the exercise of ministry" requires looking at the tenets and practices of 
the religious group. 
1- Functions. Treas. Reg. §§ 1.107-1 and 1.1402(c)-5 provide that such services 

include (1) performing "sacerdotal functions", (2) conducting "religious 
worship", and (3) administering and maintaining religious organizations 
operated under the authority of a church or church denomination. ("Sacerdotal 
fbnctions" generally encompass such activities as baptism, communion, 
marriage, funerals, and prayer for the ill. See HAMMAR at 40-41). 

2. Functions control regardless of affiliation. According to the regulations, if a 
minister conducts religious worship or ministers sacerdotal functions, such 
activities satisfy the service requirement regardless of whether they are 
performed for a religious organization. See Treas. Reg. § 1.1402(c)-
5(b)(2)(iii). 
a. For example, a university chaplain whose duties involve conducting 

religious worship, offering spiritual counsel, and teaching a class on 
religion satisfies the service requirement even though University X is 
not a religious organizatioa See id 

b. However, if an ordained minister taught mathematics or history at 
University X, or otherwise held an administrative post so that his 
duties did not involve leading religious worship or ministering 
sacerdotal functions, the service requirement is not satisfied. This is 
true even though the minister may occasionally perform weddings or 
funerals for relatives and friends. See Treas. Reg. § 1.1402(c)-5(c)(2). 

3. Special situations. In the case of "integral agencies" and "ministers on 
assignment from a religious body," the service requirement may be satisfied 
even though the minister does not lead religious worship or minister sacerdotal 
functions. 
a. Integral agencies. Rev. Rul. 72-606, 1972-2 C.B. 78, lays out 8 criteria to evaluate in deciding if an institution is an "integral agency": 

(1) whether the religious organization incorporated the institution; 
(2) whether the corporate name of the institution indicates a 

church relationship; 
(3) whether the religious organization continuously controls, 

manages, and maintains the institution; 



(4) whether the trustees or directors of the institution are approved 
by or must be approved by the religious organization or 
church; 

(5) whether trustees or directors may be removed by the religious 
organization or church; 

(6) whether annual reports of finances and general operations are 
required to be made to the religious organization or church; 

(7) whether the religious organization or church contributes to the 
support of the institution; and 

(8) whether, in the event of dissolution of the institution, its assets 
would be turned over to the religious organization or church 

Example: Paul, an ordained minister, serves as a full-time 
administrator of the "Mission Board" of his church's denomination. 
The "Mission Board" satisfies the definition of an "integral agency". 
Paul is considered a "minister", even though he performs no sacerdotal 
functions and does not lead religious worship as a part of his duties. 
Treas. Reg. § 1.1402(c)-(5)(b)(2)(iv). 

b. Assignments. "If a minister, pursuant to an assignment or designation 
by a religious body constituting his church, performs service for an 
organization which is neither a religious organization nor operated as 
an integral agency of a religious organization, all service performed by 
him, even though such service may not involve the conduct of 
religious worship or the ministration of sacerdotal functions, is in the 
exercise of his ministry." Treas. Reg. § 1.1402(c)-(5)(b)(2)(v). 
Example: Paul, an ordained minister, is assigned by his church to 
consult with a publisher on a book dealing with the history of the 
church's denomination. Even though publisher is not a religious 
organization and Paul only performs consulting services, Paul satisfies 
the requirement of performing service in the exercise his ministry. See 
id 

C. Additional examples. The following examples further illustrate the application of the 
above rules. 
1. Wilma, a minister of music at First Church, is not ordained, commissioned, or 

licensed by her church or denomination. She performs no sacerdotal functions. 
She directs the choir and plays the organ. Ruth does not qualify as a 
"minister". 

2. Fred, an ordained youth minister at Second Church, regularly performs 
sacerdotal functions and conducts religious worship. He qualifies as a 
minister. 

3. Barney is the business administrator of Third Church and the church "licensed" 
him as a "minister of administration" so he would be eligible for a housing 

4 



allowance (to be discussed below). Barney does not perform sacerdotal 
functions or conduct religious worship. The act of licensing Barney would not 
make him eligible for a housing allowance, as he fails to satisfy the 
requirement for sacerdotal functions or religious worship. (Query: Could 
Barney satisfy the balancing test in Knight if his role was viewed as one of 
spiritual leadership?) 

4. Betty, an ordained minister, is employed in an administrative position by a 
nursing home. The home is affiliated with a religious denomination but is not 
controlled by it, so it does not satisfy the "integral agency" requirement. 
Betty's administrative duties are not duties in the exercise of ministry. She 
would not qualify as a "minister". 

D. Note on religious orders. The Code exempts income from "services performed ... by a 
member of a religious order in the exercise of duties required by such order" from 
income tax and social security tax withholding. See I.R.C. §§ 1402(c), 3401(a)(9); 
IRS Pub. 517. A federal court has defined a religious order as "a religious body, 
typically an aggregate of separate communities living under a distinctive rule, 
discipline, or constitution: a monastic brotherhood or society." Eighth Street Baptist 
Church, Inc. v. United States, 295 F. Supp. 1400 (D. Kan. 1969). 
1. In determining if an organization is a religious order, the following factors 

should be consulted (see Rev. Proc. 91-20, 1991-1 C.B. 524): 
a. Is the organization described in I.R.C. 501(c)(3)? 
b. Do members vow to live under strict rules requiring spiritual and 

moral self-sacrifice and dedication at the expense of material well-
being? 

c. After a training and probationary period, does the member commit to 
the organization for more than 2 years? 

d. Is the organization indirectly or directly controlled, supervised, or 
significantly funded by a church or convention of churches? 

e. Do members usually live together in communities and are they held to 
a higher level of moral and religious discipline than lay church 
members? 

f. Do members work/serve full-time for the religious, charitable, or 
educational goals of the organization? 

g. Do members regularly participate in such activities as prayer, teaching, 
religious study, care for the elderly, mission work, or church renewal 
or reform? 

2. Factor (1), above, is required, but the organization will not automatically be 
disqualified for failure to meet one or more of the other factors. The facts and 
circumstances must be evaluated in each case. 



HI. Federal income tax issues for clergy. The United States Constitution allows clergy to be 
taxed on their income in the same manner as other citizens. Amendment XVI, which 
authorized the federal income tax, provides in part that "Congress shall have power to lay and 
collect taxes on incomes, from whatever source derived." Clergy face many of the income tax 
issues faced by other professions, but they also receive a few extra benefits. 
A General issues. 

1- Gross income. Gross income for income tax purposes includes "all income 
from whatever source derived". I.RC. § 61(a). Accordingly, salaries, benefits, 
and other forms of compensation for clergy and other church workers are 
potentially subject to income tax. Some examples of items includible in clergy 
income include: 
a. Honoraria or other contributions received as a result of performing 

services, such as weddings, which are paid directly to the minister. 
b. Property received in kind For example, if the church gave an 

automobile to the pastor, the fair market value would ordinarily be 
included in the pastor's income. 

c. Bargain sales of church property to the minister. The "bargain" 
element, i.e., the difference between fair market value and the selling 
price, should be included in the pastor's income. 

See generally RICHARD B. COUSER, MINISTRY AND THE AMERICAN LEGAL 
SYSTEM 224-226 (1993) [hereinafter COUSER]. 

2. Exclusion for "gifts". "Gifts" are excludible from income. See I RC. § 102. 
However, context is potentially significant. 
a. "Gifts" are judicially interpreted to include transfers for less than 

adequate consideration made out of "detached and disinterested 
generosity". Commissioner v. Duberstein, 363 U.S. 278 (1960). Gifts 
include transfers made out of "affection, respect, admiration, charity, or 
like impulses," but not transfers resulting from "constraining force of 
moral duty" or "the incentive of anticipated benefit". Id 

b. It may be difficult to discern if some transfers constitute gifts. 
Fortunately, the Eighth Circuit recently provided some guidance in 
Goodwin v. United States, 67 F.3d 149 (8th Cir. 1995). 
(1) In Goodwin, a congregation began making "special occasion" 

gifts of cash to its pastor in 1966 and continual to do during 
the tax years in question of 1987-89. The gifts were collected 
in a routine fashion: Two weeks before the special occasion, 
the assistant pastor would announce before church (and in the 
absence of the pastor) that anyone who wished could 
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contribute to the gift by giving cash in envelopes to the 
assistant or a deacon, who in turn gave the gifts to the pastor. 
No record was kept as to amounts, which were approximately 
$12,000-$15,000 per year. The pastor did not report the 
amounts as taxable income. 

(2) Although many courts apply Duberstein's requirement that a 
gift is motivated by "detached and disinterest generosity" as a 
talisman in determining whether a gift has occurred, the 
Eighth Circuit stated that only a rare donor is completely 
"detached and disinterested". In deciding close cases, "careful 
analysis of what detached and disinterested means in different 
contexts" is required. 

(3) The critical fact in Goodwin was that the gifts were made by 
the congregation rather than individuals. The process of giving 
was routine, anonymous, highly structured, regularly scheduled, 
and substantial compared to the pastor's salary. Thus, the court 
concluded that these facts clearly demonstrate that the gifts 
were given with the intent of retaining the pastor's ongoing 
services - the congregation knew that without such payments 
they would not likely retain the popular pastor on his current 
salary. The court held that "[r]egular, sizable payments made 
by persons to whom the taxpayer provides services are 
customarily regarded as a form of compensation and may 
therefore be treated as taxable income." 

(4) However, the court also noted that a $20 gift given 
spontaneously to a pastor by a member after an inspirational 
sermon would not be included in taxable income. In addition, 
the court observed that a "departing church member's 
individual, unsolicited five hundred dollar gift to a long-
tenured, highly respected priest, rabbi, or minister" would not 
be included in taxable income (citing Bogardus v. 
Commissioner, 302 U.S. 34 (1937)). 

c. Similarly, in Banks v. Commissioner, 62 T.C.M (CCH) 1611 (1991), 
an ordained minister of the Colorado Springs Fellowship Church 
received "special" cash transfers on four days of the year - her 
birthday, Mother's Day, the Church's anniversary, and Christmas. The 
congregation met separately from the pastor to plan the transfers and 
kept a list of transfers and totals given, which ranged from $41,000 to 
$47,000 per year over a three year period. Her salary was $10,000, 
$17,223, and $41,945, respectively, for those years. The minister 
deposited the special transfers in her personal checking account to do 
with as she wished. The amount to give was sometimes suggested by 
one of the church counselors. 
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(1) The Tax Court, based on Duberstein, concluded that the 
special transfers were not gifts and thus were includible in the 
minister's gross income. Trial testimony revealed that the 
transfers were done because the minister was outstanding, she 
helped the congregation with their problems, and they wanted 
to keep her and show their appreciation for her. Therefore, the 
court reasoned that "the transfers were in consideration for 
services rendered and, therefore, negates the essential element 
of a gift . . . The evidence indicates that the primary reason 
for the transfers at issue was not detached and disinterested 
generosity, but rather, the church members' desire to reward 
petitioner for her services as a pastor and their desire that she 
remain in that capacity." 

(2) According to the court, the transfers were part of a highly 
structured program and were made on a regular basis which 
indicates they were compensation - not gifts. The court also 
struck down the minister's argument that she was acting as a 
conduit or agent for the church. Unlike a true agent, she had a 
claim of right to the money with no strings attached 

B. Exclusion for "parsonage allowance". I.R.C. § 107 provides: "In the case of minister 
of the gospel, gross income does not include - (1) die rental value of a home 
furnished to him as part of his compensation; or (2) the rental allowance paid to him 
as part of his compensation, to the extent used by him to rent or provide a home." 
1. Effect. This exclusion effectively allows tax-free housing for qualified clergy. 

Ordinarily, the provision of lodging by an employer is treated as taxable 
compensation unless the lodging is provided for the convenience of the 
employer, on the business premises, and the employee is required to accept the 
lodging as a condition of his employment. See generally I.R.C. § 119. 
Section 107 provides a more favorable basis for exclusion in the case of 
eligible clergy, as it does not require these conditions. 

2. Limited eligibility. Eligibility is limited to those who qualify as a "minister", 
as discussed in part II, above. 

3. Housing arrangements. Housing arrangements for clergy may involve (1) 
church-owned housing provided to clergy, and/or (2) payment of a cash 
allowance, which clergy may use to rent a home, purchase a home, or 
otherwise provide for personal housing expenses. Special nuances of each 
arrangement should be considered 
a. Church-owned parsonages. A minister's use of a church-owned 

parsonage generally qualifies for the section 107 exclusion. Thus, the 
fair market value of annual rent would not be reported as income on 
the minister's federal income tax return. (However, as will be 
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discussed below, the annual fair rental value is subject to self-
employment tax See I.R.C. § 1402(a)(8).) 

b. Cash allowances for housing. Cash payments to clergy in the form of 
a "rental allowance" or "housing allowance" may also be excludible 
under section 107. However, certain requirements must be satisfied. 
(1) A designation for housing purposes must be evidenced in the 

employment contract, minutes, resolution, budget or other 
appropriate instrument of the church, and it must be identified 
as such (as distinguished from salary or other remuneration). 
See Treas. Reg. § 1.107-l(b). 

(2) The designation must also be established in writing in advance 
of payment or provision in kind to an eligible clergy. See 
Treas. Reg. § 1.1074(b). See also IRS Pub. 1828, "Tax Guide 
for Churches & Other Religious Organizations", 94 TNT 218-
75 (local church must designate allowance in advance of 
payment). 

c. Designation hints. 
(1) Some commentators suggest that the church's designation 

should not limit an allowance to a single calendar year. 
Instead, the church should apply the designation "for this 
calendar year and all future years unless otherwise provided", 
which provides protection if the board forgets to designate 
prior to each calendar year. See HAMMAR at 233; COUSER at 
229. 

(2) A church should also have a "safety net" designation to 
provide for mid-year personnel changes. Thus, the designation 
should say that "X% of the salary of every minister on staff, 
regardless of when hired, is designated as a housing allowance 
unless otherwise provided." However, this designation should 
not take the place of annual specific designations for each 
minister. See HAMMAR at 233; COUSER at 228-29. 

4. Actual expenses. Properly designated allowances are not automatically 
excludible. The exclusion is limited to the actual expenses incurred in renting 
or owning a home up to the amount of the designated allowance. A rental 
allowance must be included in gross income in the taxable year it is received 
to the extent it is not used by the minister in such taxable year to rent or 
provide a home. See Treas.Reg. § 1.1074(c). 
a. "Home" means "dwelling place (including furnishings) and 

appurtenances thereto, such as a garage." Treas. Reg. § 1.1074(b). 



b. Rent, furnishings, utilities, repairs, and insurance could qualify as 
expenses for purposes of this exclusion. However, food and servants 
don't count. See Treas. Reg. § 1.107-l(c). As discussed below, 
mortgage interest, property taxes, and even principal payments can be 
excluded in some cases. 

5. Special issues for homeowners. For homeowners, the Service apparently takes 
the position that the exclusion is the lesser of (1) the amount actually used to 
provide a home; (2) the amount designated as a housing allowance, or (3) the 
home's fair rental value including furnishings, appurtenances, and utilities. See 
IRS Market Segment Specialization Program Guideline (April 1995) 
[hereinafter MSSPG] (citing Reg. § 1.107-l(c) and Rev. Rul. 71-280, 1971-2 
C.B. 92). 
a. Hie fair rental value test may prevent an exclusion for large 

expenditures such as a down payment on a home. Some ministers 
disregard the "fair rental value" restriction based on the fact that 
section 107 allows an exclusion to the extent "used by [the minister] 
to rent or provide a home," but this position is not without risk. Some 
commentators suggest that getting a loan for the down payment and 
spreading the payment over several years may avoid this problem. See 
HAMMAR at 234; COUSER at 228. 

b. If loan repayment is to be used as a basis for exclusion, the loan 
should be secured by the home and the proceeds used for the 
acquisition of a home or related expenses of providing a home, not 
other personal expenses. See Rasmussen v. Commissioner, T.C. Memo 
1994-311 (1994), where the tax court denied an exclusion based on 
repayment of a loan from the church, which was secured by his home, 
when the taxpayer had used the proceeds for personal expenses. 

c. After paying off the mortgage, a minister is still eligible for a housing 
allowance based on expenses to provide the home, such as property 
taxes, utilities, furnishings, maintenance, and repairs. However, an 
exclusion cannot be based on a "fair rental value", because such value 
is not an expense of providing a home. See HAMMAR at 234-35; 
COUSER at 228. 

6. Amounts. What should be the amount of a housing allowance? 
a. Reasonableness. The amount must be reasonable. If compensation in 

the form of a furnished home or a rental allowance is disproportionate 
to the services rendered, the exclusion will be limited to a reasonable 
amount. See MSSPG; Rev. Rul. 78-448, 1978-2 C.B. 105. An 
unreasonable amount might also jeopardize the chinch's tax exempt 
status. See COUSER at 228. 
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b. Avoid underestimation. Clergy may unnecessarily lose an exclusion if 
the designated amount is too small in comparison with their expenses 
to provide a home. Don't overlook utilities, furnishings, repairs, etc. 
At a minimum, the amount should not be less than the fair rental value 
plus utilities. 
(1) One commentator suggests that the pastor should be consulted 

to determine the amount needed. He observes: "As long as 
the pastor reports his or her taxes honestly on the tax return, 
the IRS suffers no loss if the church designates a housing 
allowance that turns out to be excessive." COUSER at 227. 

7. Exclusion not applicable for self-employment tax IRS Pub. 1828 also 
emphasizes that the exclusion of the fair rental value or rental allowance is 
only for income tax purposes - it cannot be excluded in self-employment tax 
calculations. See IRS Pub. 1828. A housing allowance should not be reported 
on the Form W-2 or Form 1099. Normally, the church reduces a minister's 
reported compensation on the W-2 or 1099 form by the designated allowance 
amount. See HAMMAR at 237. 

8. Effect on mortgage interest deduction. I.RC. § 265 (a) (6) provides: "No 
deduction shall be denied under this section for interest on a mortgage on, or 
real property taxes on, the home of the taxpayer by reason of the receipt of an 
amount as - (A) a military housing allowance, or (B) a parsonage allowance 
excludible from gross income under section 107." 
a. Ministers who own their homes and itemize deductions may thus 

deduct mortgage interest and property taxes on Schedule A even 
though those items were allowed to justify an exclusion under section 
107. In effect, this is a "double-benefit" for ministers. See MSSPG 
(citing Rev. Rul. 87-32); COUSER at 228. 

b. However, note that the parsonage allowance can affect the deductibility 
of business expenses. See part C, below. 

9. Special situations. 
a. Traveling evangelists. Traveling evangelists are also entitled to a 

housing allowance if they have a permanent home and the out-of-town 
churches in which they perform evangelistic services declare in 
advance that a portion of the compensation is a housing allowance. 
See IRS Pub. 17. 

b. Retired clergy. Retired clergy are eligible for housing allowance 
exclusions in certain circumstances. 
(1) A portion of pension income may be excluded if (1) trustees of 

a denominational pension fund designate a portion of the 
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pension income as a housing allowance; (2) the retired minister 
"has severed his relationship with the local church and is reliant 
upon the fund for his pension"; (3) the pensions to retired 
ministers compensate them for "past services to the local 
churches of the denomination or to the denomination." See 
Rev. Rul 75-22, 1975-1 C.B. 49. 

(2) Exclusions based on a home or rental allowance furnished by 
the church for past services are also available. See Rev. Rul. 
63-156, 1963-2 C.B. 79. 

(3) In 1989 the IRS announced that retired ministers' eligibility for 
housing allowances was under extensive study. To date, no 
results have been published and no changes in policy have 
been announced. See also COUSER at 227 (noting study). 

10. Examples. The following examples may be helpful in exploring the practical 
application of the above rules. 
a Peter is a youth pastor who is not ordained, commissioned, or licensed 

in his denomination. He is ineligible for the housing allowance 
exclusion. 

b. John accepts a position as senior pastor at First Church, which 
provides a church-owned parsonage with a fair rental value of $20,000 
and a salary of $50,000. If John is an employee (a status discussed 
further below), his income reportable on form W-2 is $50,000 - not 
$70,000. However, John's self-employment income is $70,000. 

c. Same as b. above, except the church also pays John a monthly 
parsonage allowance of $100 per month in addition to his salary, 
which was properly designated in church board minutes in advance of 
the payment. John expends at least $100 per month on electricity and 
natural gas for use in his home. He may also exclude this cash 
allowance under section 107. 

d. Mary, the senior pastor of Second Church, owns her home. Second 
Church designated $12,000 of her $25,000 compensation as a housing 
allowance. Mary's housing expenses totaled $13,950, and consisted of 
utilities ($3,500), mortgage payments ($6,200), property taxes ($2,000), 
insurance ($500), repairs ($1000), and furnishings ($750). The annual 
fair rental value of the furnished home, is $7,500. In these 
circumstances, Mary can exclude only $11,000, the fair rental value of 
the home plus utilities. The additional $1,000 is taxable to her. She 
must report this additional amount on her return as income. 

e. Mary bought a new home this year for $75,000, paying a $15,000 
down payment plus $5,000 in principal and interest payments. She 
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also paid $2,000 for utilities, $1,000 for furnishings, $750 for repairs, 
$500 for property taxes, and $200 for insurance. The church 
designated $10,000 of her $20,(XX) salary as a housing allowance. The 
fair rental value is $6,500. She may exclude only $8,500, which is the 
fair rental value plus utilities. 

11. Case studv: Moslev v. Commissioner. 68 T.C.M fCCH) 708 (1994). Facts: 
Taxpayer, Ml, is an ordained minister who served as senior pastor at College 
Heights Baptist Church from 1966-88. His son, M2, was licensed in the 
ministry at that church as a teenager, attended college and returned to the 
church where he was ordained and employed as associate pastor - serving the 
church by teaching Sunday School, pastoral counseling, and developing a 
television gospel program. 
Ml and M2 initially developed the TV program through the church, but in 
1980 they formed a corporation, Priority One, to separate the television activity 
from the church Priority One employed Ml and M2 and gave each a housing 
allowance. Ml managed the corporation and performed the Lord's Supper at 
some meetings. M2 ran the programs, script, etc. 
Although the housing allowance was paid in prior years, designations were not 
made in advance of payment until 1989, when the allowance was indicated in 
the church budget. In 1991, the directors of Priority One attempted to rectify 
this failure to designate by reciting in the minutes that prior payments were 
made for housing and that this fact was erroneously omitted from the minutes 
in 1987 and 1988. 
Ml and M2 excluded their rental allowances for income tax reporting purposes 
for all years at issue, including those prior to 1989. 
Issues: 
(1) Were the allowances for 1987 and 1988 properly designated? 
(2) Were allowances given for services ordinarily considered to be the duties 
of a minister of the Gospel? 
Analysis: 
(1) As to the first question, official action must be taken in advance of giving 
die allowance. The board's designation in 1991 was not sufficient to allow 
exclusion for allowances in 1987 and 1988. However, the statement in the 
church budget was apparently sufficient for 1989 and later years. 
(2) As to the second question, the court applied three tests derived from 
Treas. Reg. §§ 1.107-l(a) and 1.1402(c>5(b)(2). The tmqxiyers must satisfy 
one of these tests to qualify as ministers. 

Test 1: If a minister performs services for a non-religious or non-
integral agency of a religious organization pursuant to an assignment or 
designation by a religious body constituting a church, then all services by the 
minister constitute the exercise of his ministry. Treas. Reg. § 1.1402(c)-
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5(b)(2)(v). Here, there was insufficient interaction between the taxpayer's 
original church and the corporation to constitute an "assignment or 
designatiom" 

Test 2: Services in "control, conduct, and maintenance of a religious 
organization" qualifies if such organization is "under the authority of a church 
or denomination" Treas. Reg. § 1.1402(c)-5(b)(2)(ii). Here, the corporation 
was separated from the original church because it did not want to restrict itself 
to one denomination; thus it is not under the authority of a church or 
denomination 

Test 3: "If a minister is performing service in the conduct of religious 
worship or the ministration of sacerdotal functions, such service is in the 
exercise of his ministry whether or not it is performed for a religious 
organization" Treas. Reg. § 1.1402(c)-5(b)(2)(iii). Ml conducted worship 
services daily at the corporation and occasionally administered the Lord's 
Supper. In addition, both Ml and M2 performed sacerdotal functions, thus 
satisfying the third test. Baptist congregations recognize itinerant ministers 
that carry out their sacerdotal functions without a specific congregation 
According to the court, most Baptists consider ministers who proclaim the 
Gospel in any fashion to be functioning as a minister. In addition, for the 
years in question, the ministers worked toward their main cause of foreign 
missions. 
Therefore, for 1989 and 1990, rental allowances paid to Ml and M2 were 
remuneration for services ordinarily the duties of a minister and expended for 
housing, thus making them excludible from gross income under § 107. 

C. Business expenses. I.R.C. § 162 allows a deduction for ordinary and necessary 
expenses paid or incurred in carrying on a trade or business. A number of 
expenditures made by clergy may be deductible under this category. However, the 
significance of this deduction may depend on the clergy's status (i.e., employee or self-
employed person, see discussion below) and the manner of reimbursement (if any) for 
such expenses. 
1. Examples of deductible expenses. A partial list of categories of expenditures 

that may be deductible for clergy are noted below. See generally IRS Market 
Segment Specialization Program, Business Expenses (1995). 
a. Transportation. Commuting to church office from home is 

nondeductible personal expense, but trips from church or home for 
hospital calls, funerals, visitation, etc. may give rise to deductible 
business expenses. See Treas. Reg. § 1.162-2; Rev. Rul. 94-47, 1994-
2 C.B. 18. The current mileage rate is 31 cents/mile for business use. 
Rev. Proc. 95-54, 1995-521.R.B. 27. (Charitable deductions are 
allowed based on 12 cents/mile. Id) 

b. Traveling. Costs for transportation, meals, and lodging for trips such 
as annual conferences, continuing education, and other ministry-related 
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events may be deductible. However, only 50 percent of meal costs 
may be deducted. See I.R.C. § 274(n). 

c. - Office supplies. Costs for supplies used or consumed in ministry 
activities may be deductible. 

d. Professional dues. Fees to maintain credentials or to join professional 
associations may qualify as business expenses. However, contributions 
to church are not business expenses, but they may be charitable 
contributions. (Charitable giving is not to be viewed as an 
employment condition.) 

e. Purchase and maintenance of vestments. Costs to purchase and 
provide reasonable care for vestments are deductible. However, 
similar costs for street clothes and suits are nondeductible personal 
expenses. See Mim. 6463, 1950-1 C.B. 29. 

f. Telephone. Long distance business calls relating to the ministry and 
the cost of a second line dedicated to ministry purposes may be 
deductible. However, the first telephone line in the personal residence 
is a nondeductible personal expense. See I.R.C. § 262(b). 

2. Effect of employment status. Ministers who are deemed employees for income 
tax purposes may face significant limitations on deducting business expenses: 
(1) a "two percent floor" (i.e., they may deduct expenses only to the extent 
such expenses exceed 2% of their adjusted gross income); (2) expenses in 
excess of the "two percent floor" are deductible only as an itemized deduction. 
See I.R.C. §§ 62(a)(1), 67. Further, such deductions may be limited because 
of the parsonage allowance (see point 3, below). Self-employed ministers are 
not subject to the "two percent floor" and may deduct these expenses without 
itemizing (on Schedule A of Form 1040). 
a. Accountable plan exception. The "two percent floor" and itemized 

deduction requirements are not applicable to expenses under an 
"accountable" reimbursement arrangement with the employer or a third 
party. See I.RC. § 62(a)(2). 
(1) A plan is "accountable" if it (1) reimburses only business 

expenses that employee substantiates within a reasonable time 
as to amount, date, and business nature of such expense 
(provide receipts) and (2) requires excess reimbursements to 
be returned to employer within a reasonable time. See I.RC. § 
62(c); Treas. Reg. § 1.162-17. 

(2) I.RC. § 274(d) imposes strict substantiation requirements for 
such items as traveling expenses, entertainment, and gifts. In 
Notice 95-50, 1995-42 I.RB. 8, the requirement for receipts 
for these items was relaxed by raising the threshold amount 
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from $25 to $75. However, few employers have changed their 
policies for substantiation. 

(3) Under an accountable plan, neither the expenses nor the 
reimbursement equal to the amount of such expenses need to 
be reported on the minister's return. See Treas. Reg. § 1.162-
17. 

(4) To start an accountable plan, a church board should pass a 
resolution describing the plan. Substantiations should be 
required within 60 days and returns of excesses should be done 
within 120 days after an expense is incurred or paid. Churches 
may want to give pastors at least quarterly a statement setting 
forth the excess and asking for substantiation or return of the 
amount. See HAMMAR at 81; COUSER at 230-31. 

b. Nonaccountable plans. Reimbursements from non-accountable plans 
must be included on the employee-pastor's W-2. Such a plan may 
needlessly increase a minister's tax liability. 

c. Note on self-employed clergy. Self-employed clergy may deduct 
business expenses (whether unreimbursed or reimbursed under non-
accountable plan) directly (on Schedule C of Form 1040) whether or 
not they itemize (on Schedule A of Form 1040). According to some 
commentators, "accountable" plans are advantageous for self-employed 
clergy because they decrease the likelihood of extra taxes if a minister 
is reclassified as an employee on audit. Moreover, the risk of audit 
may be decreased if the minister reports expenses to the church, rather 
than the IRS. See HAMMAR at 82. 

3. Limitation for itemized deductions. As noted above, employee business 
expenses are itemized deductions which are deductible only to the extent they 
exceed two percent (2%) of the taxpayer's adjusted gross income. See I.RC. § 
67. However, a further limitation applies to the extent that a portion of such 
business expenses generate income exempt from tax. See generally I.RC. § 
265. As a practical matter, that computation is made as follows: 
a. Determine the amount of the parsonage allowance excludible under 

section 107 (amount "1"). 
b. Determine the total taxable and tax-exempt income earned from your 

ministry, including income earned from self-employment as well as an 
employee (amount "2"). 

c. Multiply the total employee business expenses by the ratio of amount 
1/amount 2. The product represents the reduction in business expenses 
that can be taken into account, which are still subject to further 
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reduction by the 2 percent floor. See generally I.R.S. Pub. 517; IRS 
Market Segment Specialization Program (1995), 1995 WL 464215. 

d. ^ Example: John receives a salary of $36,000, an exempt housing 
allowance of $18,000, and an auto expense allowance of $6,000 for his 
services as an ordained minister. He incurs a total of $7,920 of 
business expenses as follows: auto, $7,150; vestments, $350; dues, 
$120; publications and supplies, $300. His nondeductible expenses are 
computed as follows: 
(1) Exempt allowance = $18,000. 
(2) Total ministry income = $60,000 (salary+housingfcar) 
(3) Ratio of (l)/(2) = $18,000/$60,000 = 30% 
(4) Reduction = 30% * $7,920 = $2,376 
(5) Expenses (subject to the 2% floor)= 

$7,920-$2,376=$5,544. 
(6) Assuming AGI of $25,000, 

Business Expenses from step (5) $5,544 
Less: 2% of AGI $ 500 
Equals Itemized Amount $5,044 

e. Return Hint: If you receive a tax-free parsonage or rental allowance 
and have ministerial expenses, you should attach a statement to your 
tax return which contains the following: 
(1) a list of each item of taxable ministerial income by source and 

amount; 
(2) a list of each item of tax-free ministerial income by source and 

amount; 
(3) a list of each item of otherwise deductible ministerial expense 

and the amount; 
(4) how you calculated the nondeductible part of your otherwise 

deductible expenses, AND 
(5) a statement saying that the other deductions claimed are not 

allocable to your tax free income. 
See I.R.S. Pub. 517. 

IV. Employment tax issues. 
A. Benefits. The Social Security Act provides 4 major benefits: 

1. Retirement benefits. 
2. Survivor's benefits. 
3. Disability benefits to permanently disabled workers. 
4. Medical and hospital benefits to people over age 65. 

17 



B. Funding. The Social Security System is funded through 2 systems: 
1. Federal Insurance Contributions Act (FICA): Tax is withheld by employer 

from wages and paid to the government. 
2. Self-Employment Contributions Act (SECA): Tax on net earnings of self-

employed is paid entirely by the self-employed person and paid through an 
estimated tax procedure. 

C. Coverage for ministers. Since 1968, ministers have been automatically covered under 
the social security system and thus required to pay social security taxes unless an 
exemption is timely filed and approved 
1. Ministers always self-enploved A "duly ordained commissioned or licensed 

minister of a church " is always treated as self-employed for social security 
purposes with respect to services performed in the exercise of the ministry. 
See I.R.C. §§ 1402(c), 3121(b)(8), 
a. This holds true even if the minister is an employee for income tax 

purposes. 
b. Withholding FICA taxes from clergy compensation is incorrect; 

eligible clergy must pay the government through quarterly estimated 
tax payments. See COUSER at 232-33. 

2. Exemption available. Ministers may be exempted from coverage if (1) they 
are members of a religious order of which the members have taken a vow of 
poverty or (2) they are ministers who have requested and been approved for 
exemption by the IRS. See I.R.S. Market Segment Specialization Program 
Guideline, Ministers, Self-Employment Tax: Exemption, 1995 WL 464218 
(1995); HAMMAR at 200-01; COUSER at 233-35. 

3. Conditions for exemption. Exemption is available only if the minister meets 
five conditions (see generally I.R.S. Pub. 517): 
a. Must be ordained commissioned or licensed minister of a church (see 

part n, above); 
b. The church or denomination that ordained commissioned or licensed 

the clergyman must be a tax-exempt religious organization (see I.R.C. 
§ 501(c)(3)) and a church (or convention or association of churches) 
(for the definition of a church, see, e.g., Church of the Visible 
Intelligence that Governs the Universe v. United States, 4 CI. Ct. 55 
(1983)); 

c. The minister must file a Form 4361 (exemption application) in 
triplicate with the IRS and affirm on it: "I am conscientiously opposed 
to, or because of my religious principles I am opposed to, the 
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acceptance (for services I performed as a minister...) of any public 
insurance that makes payments in the event of death, disability, old 
age, or retirement, or that makes payments toward the cost of, or 
provides services for, medical care." HAMMAR at 201; see I.R.C. § 
1402(e). 
(1) The above statement requires opposition based on 

conscientious or religious principles. However, Treas. Reg. § 
1.1402(e)-2A(a)(2) interprets this language differently to say 
"ministers . . . requesting exemption from social security 
coverage must meet either of two alternative tests: (1) a 
religious principles test which refers to the institutional 
principles and discipline of the particular religious 
denomination to which he belongs, or (2) a conscientious 
opposition test which refers to the opposition because of 
religious considerations of individual ministers, members of 
religious orders, and Christian Science practitioners (rather than 
opposition based upon the general conscience of any such 
individual or individuals)." 
(a) Thus, under both tests, the ministers must have 

religious-based opposition to accepting social security 
benefits, not just "conscientious opposition." 

(b) Since I.R.C. § 1402(e) specifically delegates authority 
to prescribe the manner and form of filing for 
exemption to the Treasury Department, their 
interpretation will likely be upheld by courts. 

(c) Also note that under the second test, the individual's 
religious principles are all that matter - not the 
church's or denomination's. 

See generally HAMMAR at 201-02 and CCH Standard Federal 
Tax Reports f 33,892. 

(2) To qualify for exemption, the minister must be opposed to the 
acceptance of social security benefits rather than to the 
payment of the social security tax. 

(3) "Public insurance" refers to governmental but not private or 
commercial insurance. See CCH Standard Federal Tax Reports 
f 33,892. A minister who files for exemption may still buy 
life insurance or be included in retirement programs by non-
governmental institutions. HAMMAR at 202 (citing T A M 
8741002). 
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(4) According to Treas. Reg. § 1.1402(e)-2A(a)(2), a minister does 
not have to be opposed to acceptance of all public insurance 
but rather "must be opposed on religious grounds to the 
acceptance of any such payment which, in whole or in part, is 
based on, or measured by earnings from, services performed by 
him in his capacity as a minister." 

(5) Ministers who filed a valid waiver certificate on Form 2031, 
pursuant to the Code prior to amendment by the Social 
Security Amendments of 1967, which elected to have the 
Federal survivors, old age, and disability system established by 
the Social Security Act extend to his services performed in the 
exercise of his ministry generally may not obtain an exemption 
from social security now. (But see below re: "A second 
chance?). 

(6) "The exemption application (Form 4361) must be filed by the 
due date [extensions included] of the federal tax return for the 
second year in which the minister has net earnings from self-
employment of $400 or more, any part of which derives from 
the performance of services in the exercise of ministry." The 
two years don't have to be consecutive. HAMMAR at 202; 
I.R.S. Market Segment Specialization Program Guideline, 
Ministers, Self-Employment Tax: Exemption, 1995 WL 
464218 (1995). 
Example: Rev. H earned $500 in 1989, $300 in 1990, and 
$6000 in 1991 in her ministry. She has until April 15, 1992 
(if no extensions were filed) to file for exemption 
A second chance? Ordinarily, the two year period begins in 
the first year when the earnings test is met and the minister is 
ordained, commissioned, or licensed. See, e.g., Reeder v. 
Commissioner, T.C. Memo. 1993-287 (1993), in which a 
minister in the Assembly of God denomination was denial an 
exemption filed after ordination where the minister had been 
licensed and performed ministerial duties in prior years. 
But see Hall v. Commissioner, 30 F.2d 1304 (10th Cir. 1994), 
reversing T.C. Memo 1993-360, which allowed a second 
chance after a hiatus away from the ministry and the ordination 
in a different denomination. The taxpayer was a minister 
ordained in the United Methodist Church who did not file an 
exemption because at that time, he was not religiously or 
conscientiously opposed to acceptance of public insurance. 
Taxpayer then left the ministry and worked as an engineer. 
Five years later he was ordained by Community Church and 
started a new ministry with the Engineering Ministry 
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International. He earned over $400 from his ministry services 
from self-employment during the first year and applied for 
exemption in January before his April deadline. 
The Tax Court initially denied the exemption as untimely. The 
plain language of the Code did not provide for a second 
application period after a second ordination. However, the 
Tenth Circuit reversed. Although ordinarily the triggering 
event for filing is measured by "assumption of the duties and 
functions of a minister, not necessarily the actual ordination 
date", the court would not "hold that an individual who has a 
change of belief accompanied by a change to another faith is 
not entitled to the exemption." Thus, the Tenth Circuit 
concluded that the Code "permits that all ministers who oppose 
public insurance on religious grounds to qualify and, as we 
interpret the statute, permits ministers who change churches to 
qualify." The court was concerned that the Tax Court's 
interpretation could unconstitutionally and arbitrarily interfere 
with sincere religious beliefs of individuals who undergo 
genuine conversions and are ordained into a different church 
and file a timely application. The court was not concerned that 
this would open up the system to abuse because it seemed 
unlikely individuals would give up retirement security without 
sincere religious objection. So, "jmjinisters who do switch 
will still have a limited time frame in which to file for 
exemption following their assumption of the duties and 
functions of the new minister." 

d. For exemptions effective for 1987 and later, the minister must fulfill 
two more requirements: 
(1) Inform "the ordaining commissioning or licensing body of the 

church or order that he is opposed" to being covered by social 
security. 

(2) Include with the application for exemption a statement that he 
has informed such body of the churck (Note: the current 
Form 4361 contains such a statement.) This notification must 
be completed before the exemption application is filed. 

See HAMMAR at 203 (citing Treas. Reg. § 1.1402(e)-5A(b)). 
4. Verification of exemptioa The IRS or Secretary of the Department of Health 

and Human Services must then verify "that the individual applying for the 
exemption is aware of the grounds on which the individual may receive the 
exemption . . and that the individual seeks an exemption on such grounds." 
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This requirement prevents misuse of the exemption solely based on financial 
considerations. This "verification" process is as follows: 
a. "Upon receipt of an application for exemption . . . the IRS will mail to 

the applicant a statement that describes the grounds on which an 
individual may receive an exemption . . . . The [applicant] shall 
certify that he or she has read the statement and that he or she seeks 
exemption from self-employment taxes on the grounds listed int he 
statement. The certification shall be made by signing a copy of the 
statement under penalties of perjury and mailing the signed copy to the 
IRS Service Center from which the statement was issued not later than 
90 days after the date on which the statement was mailed to the 
individual. If the signed copy of the statement is not mailed to the 
IRS Service Center within 90 days . . . that individual's exemption will 
not be effective until the date that the signed copy of the statement is 
received at the Service Center." HAMMAR at 204 (citing Treas. Reg. § 
1.1402(e)-5A(c). 

b. Exemptions are not effective until an applicant receives back one of 
the 4361 forms, which is filed in triplicate, marked "approved" by the 
IRS. (Treas. Reg. § 1402(e)-5A(c)). 
(1) Commonly, ministers wrongly assume that they are exempt 

just by filing a Form 4361. HAMMAR at 205; COUSER at 234. 

(2) The IRS can assess back taxes for three years when the 
taxpayer has filed a return, but an unlimited time if no return 
has been filed, in the event an exemption was not properly 
approved. See I.RC. § 6501(a); Rev. Rul. 82-185, 1982 C.B. 
395. 
Example: Rev. H, who was ordained in 1980, has never paid 
social security taxes because he believed that his filing of an 
exemption application which was never returned "approved" 
sufficed as giving him effective exempt status. In June 1991, 
the IRS audited his return and sought to assess unpaid social 
security taxes. Since Rev. H has filed a tax return every year 
and has fully reported all income, he will not be assessed 
social security taxes for years before 1988. (Adapted from 
HAMMAR at 206). 

c. Exemptions from social security are irrevocable so that a minister 
cannot later enter the social security program. The Tax Reform Act of 
1986 allowed ministers to re-enter the system if they waived the 
exemption prior to April 15, 1988. However, this window of 
opportunity has passed. See HAMMAR at 206; COUSER at 234. 
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5 . Examples. (Adapted from HAMMAR at 2 0 7 ) . 

a. Rev. G opposes social security because of economic reasons. He does 
- not qualify for exemption. See Hairston v. Commissioner, 70 

T.GM(CCH) 1438 (1995) (taxpayer failed to prove opposition to 
public insurance on a religious or conscientious principle when he had 
filed for an exemption based only on the advice of his accountant). 

b. Rev. I opposes social security because of nonreligious conscientious 
objections to the benefits. He is not eligible for social security 
exemption because it must be religious objection to benefits. [Query: 
When does a conscientious objection not constitute a religious 
objection?] 

c. Rev. Z opposes paying social security taxes based on religious 
principles. She is not eligible for exemption because the opposition 
must be to accepting benefits, not paying taxes. 

6. Limited extent of exemption. Exemptions apply only to "services performed in 
the exercise of ministry." (See discussion in part II, above.) 
a If a minister exempts himself but has previously worked in secular 

employment, the exemption does not prevent receipt of social security 
benefits for services not performed in the exercise of ministry. Treas. 
Reg. § 1.1402(e)-2A(a)(2) provides that "a minister performing service 
in the exercise of his ministry may be eligible to file an application for 
exemption on Form 4361 even though he is not opposed to acceptance 
of benefits under the Social Security Act with respect to service 
performed by him which is not in the exercise of his ministry." 

b. However, the longer clergy is exempt from social security, the lower 
her retirement benefits from the system will be. See HAMMAR at 208-
09. 

c. Services performed as employees of any governmental body are not 
"in the exercise of the ministry" for self-employment tax purposes even 
if such services involve ministration of sacerdotal functions or religious 
worship. See CCH Standard Federal Tax Reports 133,899.06. 

D. Computing the tax: selected issues. The social security tax is computed by 
multiplying the self-employment tax rate by the net earnings from self-employment. 
1. Forms. Self-employment tax is figured on Schedule SE and reported on Form 

1040. You must use the Long Schedule SE (Section B). HAMMAR at 209; 
I.R.S. Pub. 533, 1994 WL 763752. 

23 



2. Earnings threshold. Net earnings from self-employment must be at least 
$433.13 before the 7.65% reduction (or $400 after) to generate tax. If less 
than these amounts, you do not have to pay the tax. 

3. Earnings cap. The maximum amount subject to the social security part 
(12.4%) for 1995 increased to $61,200. There is no ceiling on the amount 
subject to the Medicare part (2.9%). I.R.S. Pub. 533, 1994 WL 763752. 

4. Net earnings from self-employment. Net earnings from self-employment = 
"gross income derived from self-employment less certain deductions, including 
all unreimbursed ordinary and necessary business and professional expenses 
incurred in the exercise of ministry." 
a. Generally, include in gross income salaries and fees for services, 

offerings for marriages, baptisms, masses, funerals, etc.. 
b. The fair rental value of a provided parsonage (including utilities) or the 

rental allowance (including utilities) should also be included. See, e.g., 
Flowers v. Commissioner, 62 T.C.M. (CCH) 1120 (1991). 

c. Do not include offerings to the church made by others, contributions to 
your church for an annuity plan for you that are not included in your 
gross income, and retirement allowances or pensions payments you 
receive for past qualified services. See HAMMAR at 209 (citing Rev. 
Rul. 80-110, 1980-1 C.B. 190 & Pub. 517). 

d. Non-employee ministerial expenses and unreimbursed trade or business 
expenses incurred in performance of ministerial services as an 
employee are deductible in this computation without regard to the 
exempt income limitation of I.R.C. § 265. See HAMMAR at 210. 

e. Half of the self-employment taxes (7.65%) are deductible as both an 
adjustment to gross income in computing federal income taxes and as a 
reduction in computing net self-employment earnings subject to the 
self-employment tax. This change provides a benefit to all ministers 
because they are always considered to be self-employed for social 
security purposes for such services. See HAMMAR at 212 (noting 
amendments to I.R.C. §§ 1402(a)(12) and 164(f)); I.R.S. Pub. 533. 

E. Perspective Social security has historically been a good investment, but changes to the 
system to accommodate such factors as increasing numbers of beneficiaries, longer 
lives, and rising medical costs will undoubtedly make social security benefits less 
attractive from an economic perspective. Benefits can be duplicated from private 
sources, but at significant cost. 
1. Basing the exemption on a religious/conscience principle also imposes a moral 

dimension for those contemplating an exemption This basis deserves careful 
consideration 
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2. It may be prudent for churches to provide counseling as to the nature of social 
security benefits and the means to replace them with private benefit sources. 
One commentator suggests that an appropriate acknowledgement of counseling 
and waiver of liability may reduce the church's risk in the event a minister 
later becomes disaffected and seeks to hold the church responsible for this 
decision. See COUSER at 234. 

V. Selected property tax issues. 
A General approach. Many states exempt from taxation church-owned parsonages and 

other property used in the church's mission. 
1. Exemptioa Generally, to qualify for state exemption, "the parsonage must be 

actually and exclusively used as an integral part of the operations of the church 
rather than as a mere convenience to the clergyman." This may be satisfied by 
just providing housing to the pastor because his duties require he live close to 
the church See HAMMAR at 802-04. 

2. Restrictions. Some states impose additional restrictions, such as: 
a. Limiting dollar values (or acreage) eligible for exemption. 
b. Limiting the definition of "parsonage" to housing provided for full-

time pastors but not to full time evangelists, executives of religious 
denominations, ministers employed to start new churches only, 
unordained ministers of music, superintendents or instructors of church 
schools, unordained youth ministers, minister's widows, church 
sextons, or state conference owned housing. However, other courts 
will interpret "parsonage" more broadly. See HAMMAR at 804-05. 

c. Additional usage or connections with the religious organization's 
mission besides residential use. 

For further discussion of property tax treatment of church parsonages and 
related property, see "Exemption of Parsonage or Residence of Minister, Priest, 
Rabbi, or Other Church Personnel", 55 AL.R.3d 356. 

B. Iowa's property tax exemption 
1. Iowa Code. Section 427.1(9) of the 1995 Iowa Code provides an exemption 

for the following property: 
"Property of religious, literary, and charitable societies. All grounds and 
buildings used or under construction by literary, scientific, charitable, 
benevolent, agricultural, and religious institutions and societies solely for their 
appropriate objects, not exceeding three hundred twenty acres in extent and not 
leased or otherwise used or under construction with a view to pecuniary 
profit." 
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2. Basic requirements. There are three basic requirements for exemption under 
the statute: "(1) the property must be used by a charitable, religious, or 
educational institution or society, (2) the property must not be used with a 
view to pecuniary profit; (3) the actual use of the property must be solely for 
the appropriate objects of the institution or society." Friendship Haven, Inc. v. 
Webster County Board of Review, 542 N.W.2d 837, 840 (Iowa 1996). 

3. Policy. "Exemption statutes are a legislative recognition of the benefits 
received by society as a whole from properties devoted to appropriate objects 
of exempt institutions and the consequent lessening of the burden on the 
government." Des Moines Coalition for the Homeless v. Des Moines City 
Board of Review, 493 N.W.2d 860 (Town 1992). In general, exemptions from 
property tax are interpreted narrowly. Competition with for-profit enterprises 
is a factor to be considered. 

4. Selected cages-
a. Congregation B'Nai Jeshurun v. Board of Review, 301 N.W.2d 755 

(Iowa 1981). A residential dwelling adjoining a temple occupied by 
the temple custodian was subject to property tax because it was not 
used by a religious institution solely for appropriate objects. Although 
the congregation generally benefitted from having the custodian 
available in the home, and some temple equipment was stored there, 
the court nevertheless held that "housing of a religious institution or 
society, separate from the religious edifice itself and occupied by non-
ecclesiastical personnel, does not qualify for property tax exemption." 
However, the court made clear that this would not affect property 
occupied by ecclesiastics. 

b. St. Ambrose University v. Board of Review, 503 N.W.2d 406 (Iowa 
1993). Religious university's on-campus child care facility, which 
promoted enrollment by single parents of preschool-aged children and 
accommodated employees, for which fees were set at below break-even 
level, was held exempt from property tax Despite the occasional use 
by children of non-students and non-employees, the court applied a 
less-demanding standard than in B'Nai Jeshurun, where the property 
only provided general benefits to the congregation, since the use here 
fostered "a specific program within the mission of the institution." 
[Query the implications of this case for church-run day care facilities?] 

Further, the court approval an exemption for the Vice President of 
University Ministry, when the home served as his office, a conference 
center, and a location to provide counseling to students. The court 
found that the Vice President, a priest, was an ecclesiastical, and thus 
the case was distinguishable from B'Nai Jeshurun. The property was 
also eligible under the educational exemption, as property was used by 
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an educational institution for educational purposes, even though it was 
not located on the central campus. 

c. Holy Spirit Retirement Home, Inc. v. Board of Review, 543 N.W.2d 
907 (Iowa Ct. App. 1995). A nursing home development owned by 
the Roman Catholic Diocese of Sioux City was denied an exemption 
for property tax. The character of the use, rather than the identity of 
the owner, was determinative. Here, the use failed the "appropriate 
objects" test when admission was limited to residents that satisfied 
tests for physical and financial independence, and thus did not reflect 
charitable, benevolent, or religious purposes. Although there was a 
fund available to help residents with rent, no disbursements were ever 
made from the fund. The home also claimed to make concessions on 
fees, but this happened rarely, and the home had a legal right to 
terminate the tenancy in the event of nonpayment. See also Mayflower 
Homes v. Wapello County, All N.W.2d 632 (Iowa App. 1991) (to 
same effect). 

C. Nebraska's property tax exemption. 
1. Nebraska Constitution. The Nebraska Constitution, art. VIII § 2, provides that 

the legislature "by general law may exempt property owned by and used 
exclusively for educational, religious, charitable, or cemetery purposes, when 
such property is not owned or used for financial gain or profit to either the 
owner or user." 

2. Statute. Neb. Rev. Stat. § 77-202(l)(c) (Reissue 1990) further provides that 
property will be exempt if it is "owned by educational, religious, charitable, or 
cemetery organizations and used exclusively for educational, religious, 
charitable, or cemetery purposes, when such property is not (i) owned or used 
for financial gain or profit to either the owner or user, (ii) used for the sale of 
alcoholic liquors for more than twenty hours per week, or (iii) owned or used 
by an organization which discriminates in membership or employment based 
on race, color, or national origin." 

3. Regulations. Reg. 42-006, 316 Neb. Admin. Code, ch 42, §§ 006.01 - 006.01 
(1943) sets forth five criteria for exemption: 1. The property must be owned 
by an educational, religious, charitable, or cemetery organization. 2. The 
property must be used exclusively for religious, education, charitable, or 
cemetery purposes. 3. The property must not be used for financial gain or 
profit to either the owner or user. 4. The property must no be used for the 
sale of alcoholic liquor for more than 20 hours per week. 5. The property 
must not be owned or used by an organization which discriminates in 
membership or employment based on race, color, or national origin. 

4. Recent case. A recent case upheld an exemption from a challenge based on 
"exclusive" use. Nebraska Annual Conference of United Methodist Church v. 
Scotts Bluf County Board of Equalization, 499 N.W.2d 543 (Neb. 1993). The 
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Nebraska Annual Conference of United Methodist Church (UMC) operates as 
an itinerant ministry, with regular pastoral rotations between local churches. 
Ministers are relocated every 5-8 years and superintendents every six years. 
To allow such mobility, UMC owns many parsonages, including nine in 
Nebraska, which house district superintendents, who are required to live there. 
The parsonage in this case has been used to house UMC superintendents for 
over twenty years. During the years at issue, the superintendent supervised 25 
pastors and 38 churches, delivered sermons 25 weeks per year, provided 
support for pastors, and acted as a substitute pastor. Prior to 1990, the 
superintendent performed his duties entirely in an office provided in the 
parsonage. However, in 1990, the church rented an office in Scottsbluff where 
he performed some of his duties. He continued to use an office in the 
parsonage for the rest of his activities, including "administrative duties, 
preparation of sermons, theology study, church activities, counseling church 
meetings, prayer meetings, recruiting of additional pastors, and storage of 
records and equipment." Id. at 545. 
The Board denied an exemption for the parsonage on the basis that the 
parsonage was no longer used "exclusively" for religious purposes. 
Apparently, since a separate office was available, the Board viewed the 
religious activities at the house as incidental to the use of the property as a 
residence. See id at 548. 
The Nebraska Supreme Court rejected the Board's position, finding instead that 
the parsonages were "an essential part" of the church's ministry. Significantly, 
the court recognized that: "exclusive use means the primary or dominant use 
of the property, as opposed to incidental use. An exemption will not be lost if 
the property claimed to be exempt is used in an incidental manner that is not 
educational, religious, charitable, or cemetery use, as long as the predominant 
or primary use of the property is one or more of the exempt uses." Id at 547. 
Note: The court failed to rule that the use by the owner (the UMC) vs. the 
occupant (the superintendent) should control the exempt status. This leaves 
open the possibility that exemption challenges could be based on insufficient 
connection between the pastor's activities in the residence and religious 
activities. For example, if the superintendent had only used the parsonage as a 
residence, and not for his other duties, would it still be exempt? 

VI. Employment status. 
A. Potential dual status for ministers. As noted above, ministers are always self-employed 

for purposes of employment taxes. However, ministers can be either self-employed or 
employees for income tax and other purposes. Dual status can also exist for different 
activities of a minister. For example, a minister may be self-employed with regard to 
services such as weddings, which are outside of the control of his or her church, but 
not for the other duties of the ministry. 
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B. Consequences of classification. Classification as an employee or self-employed may 
have several consequences, including: 
1. Income tax: Reporting business expenses by minister. As discussed above, 

employees deduct unreimbursed business expenses only if they itemize and 
only to the extent the expenses exceed 2% of adjusted gross income. Self-
employed ministers report compensation and business expenses on Schedule C 
so the minister may in effect deduct business expenses regardless of whether 
he itemizes or exceeds the 2% floor. 
a. As discussed above, establishing a reimbursement plan should 

eliminate the disadvantage of the 2% floor. 
b. A related issue is the use of "listed property", such as home 

computers, for which a minister might seek a depreciation deduction. 
Self-employed persons can depreciate such property, but employees 
cannot deduct depreciation unless the use is for the convenience of the 
employer and required as a condition of employment. See I.R.C. § 
280F(d)(3). 

c. Interest expense on debt attributed to property used in the trade or 
business can only be deducted by self-employed persons. See I.R.C. § 
162(h)(2)(a) (disallowing deduction to employees). 

2. Income tax: Reporting by church. Generally, employee income is reported on 
Form W-2; self-employed income is reported on Form 1099-MISC. On 
reporting requirements generally, see Peter J. Altaian, 392-2d T.M, 
"Withholding, Social Security, and Unemployment Taxes on Compensation". 
However, Congress has specifically exempted "services performed by a duly 
ordained, commissioned, or licensed minister of a church in the exercise of his 
ministry." I.R.C. § 3401(a)(9). Thus, a church does not have to withhold 
income taxes from wages paid to ministers who are employees rather than self 
employed. 
a. This exception does not apply to non-minister church employees or to 

services not performed in the exercise of ministry (as described above 
in part A). Here, churches face liability for tax and penalties for 
failure to withhold employment and income taxes on persons 
erroneously treated as self-employed. 
(1) In general, employers are liable for tax that should have been 

withheld, with credit given for taxes paid by employee. See 
I.R.C. §§ 3402(a),(d); 3403. 
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(2) However, if withholding is due to misclassification, employer 
owes 1.5% of salary (3% if employer fails to satisfy certain 
reporting requirements) with no right of contribution from 
employee or right to offset from payment by employee. See 
I.R.C. § 3509. 

b. A minister can agree to voluntary withholding for income taxes by 
filing Form W-4. A minister can also terminate a voluntary 
withholding arrangement at any time. Recall that ministers are deemed 
to be self-employed for social security purposes so the church should 
only withhold a minister's federal income tax liability. The minister 
should still use an estimated tax procedure to report and prepay self-
employment taxes. However, the minister may elect to withhold an 
additional amount from each check to cover the self-employment tax 
liability and report it as additional income tax on the church's quarterly 
941 forms. According to one commentator, this approach is much 
more convenient. See HAMMAR at 217-19. 

c. Similarly, a self-employed minister may unofficially agree to have the 
church withhold a certain amount and deposit it in an account which is 
used to pay the quarterly estimated tax payments. Here, no Form W-4 
should be used, nor should the withholdings be reported on Form 941. 
See HAMMAR at 217-19. 

3. Income tax: Fringe benefits. Certain fringe benefits may only be excludible if 
the minister is an employee (such as medical insurance, group term life 
insurance, disability pay; or other "cafeteria" benefit plans). 
Example: Rev. T, senior minister, reports as self-employed. In addition to his 
church compensation of $30,000, the church paid his annual health insurance 
premium of $3,000. Since Rev. T is self-employed for income tax purposes, 
he cannot exclude the entire amount of employer-paid health insurance 
premiums. The church must include the $3,000 on his 1099-MSC. See 
HAMMAR at 53. 

4. Income tax: Audit risk Some commentators suggest that self-employed 
ministers are more likely to be audited. An IRS study concluded that receipt 
of one 1099-MISC reporting income from a single source (as is the norm for 
many ministers) indicates a worker is improperly filing as self-employed. 
Clergy face the risk of additional taxes and penalties if the IRS audits them 
and reclassifies them as employees. See HAMMAR at 47-48. 

5. Income Tax: Retirement contributions. Self-employed ministers have some 
additional options for funding retirement. For example, they can make tax-
deductible contributions to IRA's, Keogh plans, etc., whereas employees 
options may be limited to the extent they are covered by an employer-provided 
plan. There is some uncertainty whether a self-employed minister is eligible to 
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participate in so-called "403(b)" plans. A private letter ruling supports such 
participation, but this cannot be cited as precedent. See HAMMAR at 58. 

6. Tort doctrines. Employers may be legally accountable for employee 
misconduct. Liability for self-employed persons may be less clear. See 
generally COUSER at 88-94. 

On balance, employee status is probably preferable for most ministers. 
C. Common law test. A common law employee test is restated in Treas. Reg. § 

31.3401(c)-l(b): 
"Generally the relationship of employer and employee exists when the person for 
whom services are performed has the right to control and direct the individual who 
performs the services, not only as to the result to be accomplished by the work but 
also as to the details and means by which that result is accomplished. That is, an 
employee is subject to the will and control of the employer no only as to what shall be 
done but how it shall be done. In this connection, it is not necessary that the employer 
actually direct or control the manner in which the services are performed; it is 
sufficient if he has the right to do so. The right to discharge is also an important 
factor indicating that the person possessing that right is an employer. Other factors 
characteristic of an employer, but not necessarily present in every case, are the 
furnishing of tools and the furnishing of a place to work to the individual who 
performs the services. In general, if an individual is subject to the control or direction 
of another merely as to the result to be accomplished by the work and not as to the 
means and methods for accomplishing the result, he is not an employee." 

D. Classification criteria. The IRS made a list of 20 factors to use "as an aid in 
determining whether an individual is an employee under the common law rules." Rev. 
Rul. 87-41, 1987-1 C.B. 296. "The twenty factors have been developed based on an 
examination of cases and rulings considering whether an individual is an employee. 
The degree of importance of each factor varies depending on the occupation and the 
factual context in which the services are performed." Id. These 20 factors are: 
1. Instructions. A person who is required to comply with instructions about 

when, where, and how to work is ordinarily an employee. 
2. Training. Training of a person by an experienced employee or by other means 

is a factor of control and indicates that the worker is an employee. 
3. Integration. Integration of a person's services into the business operations 

generally shows that the person is subject to direction and control and 
accordingly is an employee. 

4. Services rendered personally. If the services must be rendered personally be 
the individual employed, it suggests an employer-employee relationship. Self-
employed status is indicated when an individual has the right to hire a 
substitute without the employer's knowledge. 
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5. Hiring, supervising, and paying assistants. Hiring, supervising and payment of 
assistants by the employer generally indicates that all workers on the job are 
employees. Self-employed persons generally hire, supervise, and pay their 
own assistants. 

6. Continuing relationship. The existence of a continuing relationship between an 
individual and the organization for whom the individual performs services is a 
factor tending to indicate the existence of an employer-employee relationship. 

7. Set hours of work. The establishment of set hours of work by the employer is 
a factor indicating control and accordingly the existence of an employer-
employee relationship. Self-employed persons are "masters of their own time." 

8. Full time required. If the worker must devote lull time to the business of the 
employer, he or she ordinarily will be an employee. A self-employed person 
on the other hand may choose for whom and when to work. 

9. Doing work on employer's premises. Doing the work on the employer's 
premises may indicate that the worker is an employee, especially if the work 
could be done elsewhere. 

10. Order or sequence of work. If a worker must perform services in an order or 
sequence set by the organization for whom he or she performs services, this 
indicates that the worker is an employee. 

11. Oral or written reports. A requirement that workers submit regular oral or 
written reports to the employer is indicative of an employer-employee 
relationship. 

12. Payment by hour, week, month. An employee usually is paid by the hour, 
week, or month, whereas a self-employed person usually is paid by the job on 
a lump sum basis (although the lump sum may be paid in intervals in some 
cases). 

13. Payment of business expenses. Payment by the employer of the worker's 
business or travel expenses suggests that the worker is an employee. Self-
employed persons usually are paid on a job basis and take care of their own 
business and travel expenses. 

14. Furnishing of tools and materials. The furnishing of tools and materials by the 
employer indicates and employer-employee relationship. Self-employed 
persons ordinarily provide their own tools and materials. 

15. Significant investment. The furnishing of all necessary facilities (equipment 
and premises ) by the employer suggests that the worker is an employee. 
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16. Realization of profit or loss. Workers who are in a position to realize a profit 
or suffer a loss as a result of their services are generally self-employed, while 
employees ordinarily are not in such a positioa 

17. Working for more than one firm at a time. A person who works for a number 
of persons or organizations at the same time is usually self-employed. 

18. Making services available to the general public. Workers who make their 
services available to the general public are usually self-employed. Individuals 
ordinarily hold their services out to the public by having their own offices and 
assistants, hanging out a "shingle" in front of their office, holding a business 
license, and by advertising in newspapers and telephone directories. 

19. Right to discharge. The right to discharge is an important factor in indicating 
that the person possessing the right is an employer. Self-employed persons 
ordinarily cannot be fired as long as they produce results which measure up to 
their contract specifications. 

20. Right to terminate. An employee ordinarily has the right to end the 
relationship with the employer at any time he or she wishes without incurring 
liability. A self-employed person usually agrees to complete a specific job and 
is responsible for its satisfactory completion or is legally obligated to make 
good for failure to complete the job. 

See HAMMAR at 51-52 (citing Rev. Rul. 87-41, 1987-1 C.B. 296); COUSER at 223-24. 
In Community for Creative Non-violence v. Reid, 109 S.Ct. 2166 (1989), the Supreme 
Court reiterated many of these factors as a basis for determining whether a worker is 
an employee. See HAMMAR at 52-53. 

E. Examples. The results from applying these twenty different factors are not easily 
predictable in every case. Many ministers will probably be employees with regard to 
duties performed for their local congregations, but they may be self-employed 
regarding certain services for members such as weddings, baptisms, and fhnerals. On 
the other hand, traveling evangelists will usually be self-employed. See HAMMAR at 
53; COUSER at 223-24. One commentator provides the following examples to illustrate 
the application of these rules: 
1. Rev. P, a retired minister, serves as an interim pastor for churches in his area 

that temporarily need services. Usually, Rev. P does not spend more than 3 
months at any one church. He is given great freedom as to his duties 
performed and is issued a 1099-MISC by each church. Most likely, Rev. P 
can report his income and business expenses as a self-employed minister. 

2. Rev. Q, minister of education, has a specific job description, is under direct 
supervision and control by the senior pastor, and must follow prescribed 
methods for her performance. She is most likely an employee. 
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3. Rev. R is a youth pastor. Usually youth pastors are employees because they 
are subjected to greater control and supervision. 

4. Rev. S, senior minister, reports as self-employed However, his church issues 
him a W-2 form and includes his wages on its quarterly Form 941 returns. 
His predecessor reported as an employee. These facts indicate that the IRS 
would probably determine that Rev. S is an employee. 

See HAMMAR at 53. 

F. Recent cases. Two recent cases indicate that employee business expenses provide an 
important battleground for classification controversies affecting ministers. 
1. Shelley v. Commissioner, 68 T.C.M (CCH) 584 (1994). Taxpayer was an 

ordained minster pastoring an International Pentecostal Holiness church 
(EPHQ. The IPHC manual provides the church's laws, policies, and 
organization. The IPHC is administered through conferences, and the local 
church is governed by a board of members of which the pastor is the 
chairperson. This board is ultimately accountable to the pastor. 
To become an IPHC ordained minister, taxpayer had to meet certain 
theological and educational requirements, including an agreement to a 
denominational doctrinal statement. The local congregation approved hiring the 
taxpayer, but such hiring was subject to approval by the IPHC conference. 
However, the conference could not force appointments nor transfer pastors. 
In the IPHC, "all pastors are ministers, but not all ministers are pastors." 
Pastors lead the church and are normally ordained. Ministers need not be 
ordained but are accountable to pastors. Taxpayer is a pastor, and the IPHC 
prescribes the following duties: spiritually lead the church; chair the board; 
serve as corporation president; plan a program to build the church financially, 
numerically and spiritually; authorize modest expenditures; secure special 
speakers; sign church reports; promote conference programs; send names of 
families that are moving to the conference; and be amenable to the conference. 
Also, as a minister, one must participate in programs, attend annual 
conferences, attend district fellowship, preach, and give tithes monthly. 
Taxpayer is not supervised or evaluated daily and sets his own hours. He may 
hire, supervise and fire staff. He may delegate duties to associate pastors and 
may perform services at locations other than his church. The conference does 
not review its approval if the congregation is satisfied - the congregation must 
resolve its concerns first. The church board cannot fire a pastor directly but 
can request a 51% congregation vote for that purpose. The conference has no 
duty to find pastors positions or to provide financial support. Taxpayer could 
establish a new church if he wished. Taxpayer could go on missions without 
permission but the church usually did not pay such mission's costs. Taxpayer 
was paid by the church biweekly - a minimum salary was not guaranteed by 

34 



the conference. Taxpayer got paid vacation and a credit card to pay business 
expenses. He paid 2/3 of his health plan and the conference paid 1/3. The 
church provided an office, supplies, and secretary. 
The Tax Court focused on several of the common law factors, but gave 
significant weight to the element of control. Here, EPHC and the local church 
did not exercise or have the right to exercise a sufficient degree of control to 
make Taxpayer an employee. The IPHC manual outlined the taxpayer's duties 
more than directed them. The facts suggest that the IPHC structure was "a 
looser affiliation than the strict hierarchy suggested by the term 'amenable'". 
Taxpayer was "subject to control.. merely as to the result to be accomplished 
by die work and not as to the means . . for accomplishing the result." 
Taxpayer did not have to invest in the facilities but did buy his own library 
and paid some travel and education expenses. Taxpayer did have some risk of 
loss because his salary and position were not guaranteed or subsidized by the 
conference. Although he received benefits which suggest that he was an 
employee, taxpayer was not given W-2s as other employees. Thus, the court 
concluded that taxpayer was self-employed and must report his business 
expenses and income on Schedule C. 

2. Weber v. Commissioner, 60 F.3d 1104 (4th Cir. 1995), q f f g 103 T.C. 378 
(1994): This was a test case regarding the employment status of United 
Methodist ministers. Taxpayer was an ordained minister in the United 
Methodist Church (UMC) since 1978. The UMC operates in accord with the 
Book of Discipline (Book). The Book sets out the laws and plans of the 
churches and lists the duties of a minister. All ministers must abide by it. A 
district superintendent and elder supervise the pastor's work and counsel him 
Ministers are required to be amenable to the Annual Conference and to attend 
its sessions. The UMC imposes mandatory retirement at age 70, and ministers 
must formally request leaves of absence. 
The UMC is organized into conferences to carry out the requirements stated in 
the Book. The highest conference is the General Conference which meets 
every 4 years. Annual conferences, which are comprised of ministers and lay 
members, are the basic UMC ruling bodies. The annual conferences exercise 
significant control over ministers, as they issue credentials, fire and discipline, 
require continuing education, and control vacation time. The annual 
conference determines the salary and may subsidize the pastor's salary if the 
local church cannot pay it. 
UMC uses an itinerant system in which pastors are assigned to churches by 
bishops and cannot refuse assignments. District superintendents oversee the 
local ministers including "observation of all aspects of ministry, direct 
evaluation, and feedback." Ministers are well-educated and do not usually 
require daily supervision. Ministers must submit reports to superintendents 
and report financial problems. Ministers are eligible for maternity, paternity, 
and disability leave and are covered by church funded life insurance. UMC 
also has a pension plan 
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Taxpayer here lived in a church provided parsonage and followed the Book. 
Taxpayer participated in the required continuing education and had an office in 
the church. The church provided religious materials, but Taxpayer also had his 
own library and vestments. He had to prepare the bulletin and bought his own 
computer to help do so. Taxpayer reported income/expenses on Schedule C as 
self-employed. The Commissioner determined that he was an employee and 
thus disallowed his Schedule C deductions. 
The Fourth Circuit held that Taxpayer is an employee for income tax purposes. 
Applying a "facts and circumstances" type of analysis, the court observed that 
the "right-to-control" test was crucial. Generally, the level of control necessary 
to be an employee is lower for professionals than for non-professionals. Here, 
UMC sets forth taxpayer's duties, he follows UMC theology, and he doesn't 
have the power to discontinue regular services. Taxpayer was appointed and 
could not refuse nor establish his own church. He must retire at 70. The 
Book makes him amenable to the Annual Conference which means he is 
accountable to them. Taxpayer could schedule his own daily activities and he 
took vacation without prior approval, but this is just evidence that he is in the 
role of a professional. Taxpayer is obviously subject to control by the 
employer. 
Other factors also favored employee status because Taxpayer did not have to 
invest in tools or equipment; was not in a position to increase profit or be at 
risk of loss; can be discharged; his work is an integral part of UMC's 
business; and the relation is intended to be permanent and has been so -
taxpayer will continue to get a salary from UMC regardless of if he has a 
church. The few factors indicating self-employed status are that taxpayer 
couldn't be fired at will, he generally had no daily supervision, he owned 
vestments and library, he can explain personal beliefs to congregation, and the 
church did not withhold or give him a W-2 (which is given little weight). 
In conclusion, the factors indicating employee status outweigh those indicating 
self-employed status so the taxpayer's business expenses must be deducted as 
an itemized deduction on Schedule A subject to the 2% floor. 

VII. Risks to a church's tax-exempt status — political activities. 
A. Basis for exemption. Churches and other organizations "operated exclusively for 

religious, charitable, scientific, testing for public safety, literary, or educational 
purposes", may be exempt from federal income taxation. I.R.C. § 501(c)(3). A 
corresponding deduction is permitted for contributions to such organization. I.R.C. § 
170. In order to qualify as exempt, churches must satisfy several requirements within 
I.R.C. § 501(c)(3), including: 
1. Incorporation; 
2. Organization and operation for exempt purposes (which include religious 

purposes); 
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3. None of the church's net earnings inures to the benefit of any private 
shareholder or individual; 

4. "[N]o substantial part" of the church's activities involves "carrying on 
propaganda, or otherwise attempting to influence legislation"; and 

5. The church does not "participate in, or intervene in (including the publishing 
or distributing of statements), any political campaign on behalf of (or in 
opposition to) any candidate for public office." 

While each of these requirements is important, the related issues in items 4 and 5 
above merit further study in this election year. 

B. Influencing legislatioa 
1. General rules. Treas. Reg. § 1.501(c)(3)-l(c) provides that a church cannot be 

exempt if its charter empowers it "to devote more than an insubstantial part of 
its activities to attempting to influence legislation by propaganda, or 
otherwise," or if "a substantial part of its activities is attempting to influence 
legislation by propaganda or otherwise." 
a. Substantial. The substantiality requirement is a question of fact, to be 

based on the circumstances of each case. See Internal Revenue 
Manual §§ 392-94. Factors considered include time spent by voluntary 
and paid workers, and resources devoted (office space, equipment, and 
funds) to each activity. See IRS Publication 1828; Announcement 94-
111, 1994-37 I.RB. 36. 

b. Activity. A church "will be regarded as attempting to influence 
legislation if the organization (a) contacts, or urges the public to 
contact, members of a legislative body for the purpose of proposing, 
supporting, or opposing legislation; or (b) advocates the adoption or 
rejection of legislatioa" Treas. Reg. § 1.501 (c)(3)-1 (c)(3). 

c. "Legislation". "[Legislation ... includes action by the Congress, by 
any State legislature, by any local council or similar governing body, 
or by the public in a referendum, initiative, constitutional amendment, 
or similar procedure. An organization will not fail to meet the 
operational test merely because it advocates, as an insubstantial part of 
its activities, the adoption or rejection of legislation." Id 
(1) "Legislation" does not include executive or administrative 

orders or decisions. For example, contacting the President 
with regard to an executive order would not constitute 
legislatioa However, contacts concerning pending legislation 
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would fall within these restrictions. See Steven D. Simpson, 
870 T.M, "Tax Exempt Organizations: Organization, 
Operation, and Reporting Requirements" at A-139 [hereinafter 
"Simpson"]. 

(2) Arguably, attempts to influence judicial confirmation should 
also be excluded, as this power is exercised under Article II, 
rather than Article I, of the Constitution. However, the IRS 
has taken the position in Notice 88-76, 1988-2 C.B. 392, that 
such activities constitute an attempt to influence legislation. 
Simpson at A-139. 

(3) Ballot initiatives and referendums also qualify as legislation. 
See also Simpson at A-142, a 1362. 

d. Exception: "molding public opinion". Treas. Reg. § 1.501(c)(3)-
1(d)(2) provides in part: "The fact that an organization, in carrying out 
its primary purpose, advocates social or civic changes or presents 
opinion on controversial issues with the intention of molding public 
opinion or creating public sentiment to an acceptance of its views does 
not preclude such organization from qualifying under section 501(c)(3) 
so long as it is not an 'action organization'...." 
(1) An "action organization" cannot qualify under § 501(c)(3), so 

that contributions are not tax deductible. 
(2) Qualification as an "action organization" requires that "a 

substantial part of its activities is attempting to influencing 
legislation by propaganda or otherwise." Treas. Reg. § 
1.501(c)(3)-l(c)(3). The regulations provide that an 
organization will not be an action organization "merely because 
it advocates, as an insubstantial part of its activities, the 
adoption or rejection of legislatioa" Id 

(3) But see Christian Echoes Nat'l Ministry v. United States, 470 
F.2d 849 (10th Cir. 1972), cert, denied, 414 U.S. 864 (1973), 
upholding the revocation of exempt status for a religious 
broadcasting organization that published articles and statements 
by its leaders advocating positions on various public issues, 
including efforts to restore prayer in public schools, investigate 
biased reporting in media networks, immigration reform, civil 
rights, and various anti-communist measures. The court 
rejected a narrow interpretation that would require specific 
legislation before the Congress in order to invoke the 
"influencing legislation" restriction, and instead included 
"direct and indirect appeals to legislators and the public in 
general." The court found that the organization's activities 
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were substantial and continuous, thus supporting revocation of 
its exempt status. Some commentators have suggested that this 
interpretation is inconsistent with the "molding public opinion" 
exception. See Simpson at A-139; HAMMAR at 747-48. 

2. Guidelines. Short of eliminating all activities that involve commenting on, 
advocating, or discussing the adoption or rejection of legislation, guidelines for 
risk-free activities are difficult to articulate. 
a. Some commentators have suggested that organizational expenditures of 

less than five percent of the total expenditures would not be considered 
substantial. See COUSER at 150 . Others have cautioned that the "IRS 
concentrates on determining whether 'attempts to influence legislation' 
have occurred rather than attempting to quantify the volume of the 
legislative activities in comparison to total activities." Simpson at A-
138. See also Christian Echoes, 470 F.2d at 855 ("A percentage test 
to determine whether the activities were substantial obscures the 
complexity of balancing the organizations' activities in relation to its 
objectives and circumstances.") 

b. No "safe harbor" currently exists for churches, although an objective 
"expenditure test" is available for other entities. On January 31, 1996, 
House Ways and Means Committee members proposed a bill which 
would establish a bright line test whereby a church's exempt status 
would be protected so long as it did not spend over 20% of its gross 
revenues on lobbying. This amount would be subject to a 20% total 
gross revenue limit on lobbying and campaigning activities combined. 
22 BNA Daily Tax Report G-2 (Feb. 2, 1996). 

c. It is clear that churches may "conduct educational meetings, prepare 
and distribute educational materials, or otherwise consider public 
policy issues in an educational manner without jeopardizing their 
exempt status." IRS Pub. 1828; Announcement 94-111, 1994-37 
I.R.B. 36; see Treas. Reg. § 1.501(c)(3)-l(d)(3). 
(1) Presumably, these activities would have to include objective 

presentation of facts. Conclusions could be advocated, but 
there should be enough information presented to allow a 
person to form an independent conclusioa See Simpson at A-
142 (discussing analogous situation of exclusions from "grass 
roots lobbying.") and A-147 (discussing educational activities 
generally). See also Announcement 94-111 ("[Cjertain voter 
education activities ... conducted in a nonpartisan manner may 
not constitute prohibited political activity, while other so-called 
voter education activities may." (Emphasis added)). 
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(2) Exposition of biblical teachings on various topics, which also 
may be issues of public interest, should not be affected. 
However, caution would appear appropriate where specific 
action on specific legislative matters is incorporated in such 
teaching. Obviously, there are important First Amendment 
issues lurking here. However, cases such as Christian Echoes 
suggest that since "tax exemption is a privilege, a matter of 
grace rather than right," the free exercise protection of the First 
Amendment may be restricted in this area. See also Regan v. 
Taxation with Representation, 460 U.S. 540 (1983) (noting 
Congressional latitude in creating classifications in taxing 
statutes; Congress not required to subsidize free speech). 

d. Although it is presumably sufficient that articles of incorporation "not 
expressly empower" the organization to engage in political activities, 
see Treas. Reg. § 1.501(c)(3)-l(b)(l), churches should probably include 
language to this effect in order to satisfy the organizational test within 
these regulations: 
"No substantial part of the activities of the corporation shall be the 
carrying on of propaganda, or otherwise attempting to influence 
legislation, and the corporation shall not participate in or intervene in 
(including the publishing or distribution of statements) any political 
campaign on behalf of or in opposition to any candidate for public 
office. Notwithstanding any other provision of these articles, the 
corporation shall not carry on any other activities not permitted to be 
carried on (a) by a corporation exempt from Federal income tax under 
section 501(c)(3) of the Internal Revenue Code, or the corresponding 
provision of any future federal tax code, or (b) by a corporation 
contributions to which are deductible under section 170(c)(2) of the 
Internal Revenue Code, or corresponding section of any future federal 
tax code." HAMMAR at 747-48 (citing IRS Pub. 557). 

C. Political campaigns. Churches may not "participate in, or intervene in (including the 
publishing or distributing of statements), any political campaign on behalf of any 
candidate for public office." 
1. No "substantial" test. This factor is stated in absolute terms - no element of 

"substantialness" is required. However, some courts have permitted slight 
deviations. See Simpson at A-143 ("[A] 'slight and comparatively unimportant 
deviation from the narrow furrow of tax approved activity is not fatal.'" 
(quoting St. Louis Union Trust Co. v. United States, 374 F.2d 427, 431-32 (8th 
Cir. 1967)). 

2. Charter provision advisable. Treas. Reg. § 1.501(c)(3)-l(c)(3) interprets this 
limitation to provide that a church cannot be exempt if its charter empowers it 
"directly and indirectly to participate in, or intervene in (including the 
publishing or distributing of statements), any political campaign on behalf of 
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or in opposition to any candidate for public office." As noted above, an 
affirmative limitation in die church charter may be preferable. 

3. Examples. Given the absolute prohibition, and die attendant risk to tax-exempt 
status from violation, defining the scope of "participation" or "intervention" is 
important. The following examples are intended to illustrate activities that 
violate this prohibitioa 
a. A voter registration drive that targeted conservatives in an attempt to 

influence the 1984 general elections. TAM 9117001. 
b. Solicitation letters discussing "attacks by the liberal media", attempts to 

stop the NEA, and a desire to "help defeat Ted Kennedy, Walter 
Mbndale, and the NEA" and to "combat the Rainbow Coalition." Id. 

c. Publication of candidate voting records on a narrow range of issues of 
particular interest to the organization, which indicates "bias." See Rev. 
Rul. 78-248, 1978-1 C.B. 154. This was held a violation despite the 
lack of any express "editorial comment." On the other hand, questions 
on a "broad range" of issues was held not to involve "bias." Id 

d Publication or distribution of statements on behalf of, or in opposition 
to, any candidate. See Announcement 94-111, 1994-371.R.B. 36. On 
the other hand, political candidates may speak to the congregation if 
overt campaigning is avoided, other candidates get the same 
opportunity, and appropriate disclaimers are made. See Rev. Rul. 74-
574, 1974-2 C.B. 160 (dealing with exempt radio broadcasting entity). 

e. Church leaders or ministers making oral or written statements in 
support of, or in opposition to, the election of a candidate for public 
office. See Simpson at A-143. 
Note: The capacity in which the statement is made is important. IRS 

guidance indicates that "the political activity prohibition is not 
intended to restrict free expression on political matters by 
leaders of religious organizations speaking for themselves as 
individuals. Ministers and others who commonly speak or 
write on behalf of religious organizations should clearly 
indicate, at the time they do so, that public comments made by 
them in connection with political campaigns are strictly 
personal and are not intended to represent their organization. 
Partisan comments made by employees or other representatives 
of an organization regarding political candidates must be 
avoided in official organization publications and at official 
church functions." Announcement 94-111, 1994-37 I.R.B. 36. 
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D. General guidance. One commentator offers the following guidelines for churches 
seeking "to align law and public policy with their understanding of biblical standards 
of morality and society". COUSER at 151. (It should be noted that these guidelines are 
not failproof, but they should reduce the risk of violation) 
1. "Focus activity on providing education to the organization's members or 

constituency rather than direct action" Id 
2. "Focus on issues rather than on specific legislation or candidates who have 

taken positions on issues." Id 
3. "Speak publicly and consistently on issues of concern to the church, not just 

when specific legislation or political campaigns are involved." Id 
4. "Keep a careful accounting of staff time and funds directed to lobbying 

activity so as to be able to document that such activity is not substantial." Id 
5. "Do not provide a favored political candidate exclusive access to church 

meetings, mailing lists, and facilities. Avoid any activity that favors or 
supports or opposes a particular candidate directly or indirectly." Id 

6. "Avoid inadvertent violations by developing a theological rationale, consistent 
with the governing documents of the church and implemented by authorized 
persons within the church, on activities that may infringe the limitations on 
political activities of tax-exempt organizations. Provide for deliberate 
decisionmaking and review of decisions. When in doubt, act with the advice 
of counsel." Id 

EAM 
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