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Part 1. Introduction

How to use this guide

This book contains the basic information you need
to complete your 2006 federal income tax return. It gives
special attention to several forms and schedules and the
sections of each form most relevant to ministers.

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

This guide is divided into the following sections:

Part 1: Introduction — This section reviews tax high-
lights for 2006 and presents several preliminary
questions you should consider before prepar-
Ing your tax return.

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

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

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

Tax highlights for 2006

Congress enacted three major tax laws in 2006 (the
Tax Relief and Health Care Act, the Pension Protection
Act, and the Tax Increase Prevention and Reconciliation
Act). These laws contain several provisions that will affect
tax reporting by both ministers and churches for 2006
and future years. Here 1s a run down of some of the key
provisions:

Tax Relief and Health Care Act

(1) The Act extends the state and local sales tax deduc-
tion through 2007.

(2) The Act extends the popular above-the-line deduc-
tion for higher education expenses through 2007.
This provision allows taxpayers to deduct up to
$4,000 (depending on their income) of higher edu-
cation expenses in lieu of claiming the Hope or
Lifetime Learning tax credits.

(3) The Act extends the above-the-line deduction for
teacher classroom expenses through 2007. This pro-
vision allows teachers to deduct up to $250 of
out-of-pocket costs incurred to purchase books,
supplies and other classroom equipment.

(4) The Act allows taxpayers to make tax-deductible
contributions to an Archer medical savings account
to pay for health care expenses through 2007.

(5) The Act provides a one-year extension of the 30
percent tax credit for the purchase of residential
solar water heating, solar electric equipment and
fuel cell property through 2008.

(6) The Act includes several provisions designed to
improve Health Savings Accounts (HSAs). For
example, the Act (a) permits rollovers from “health
flexible spending arrangements (FSAs)” and health
reimbursement arrangements (HRAs) into an
HSA; (b) repeals the annual plan deductible limita-
tion on HSA contributions; and (c) permits
one-time rollovers from IR As to HSAs.

(7) The Act increases the penalty for frivolous tax
return submissions from $500 to $5,000 and
expands the penalty to all taxpayers and all types of
federal taxes.

Pension Protection Act of 2006

(8) Several favorable retirement plan provisions that
were scheduled to expire at the end of 2010 were
made permanent. These include:

® the maximum annual dollar contribution limit
for IR A contributions ($4,000 for 2005 through
2007, $5,000 for 2008 with inflation adjustments
thereafter in $500 increments).

@ annual “catch-up contributions” to an IRA of an
additional $1,000 for persons who are 50 years of
age or older.

@ more generous contribution limits for contribu-
tions to 403(b) retirement accounts ($15,000 in
2006, $15,500 in 2007).

@ “catch-up contributions” to a 403(b) retirement
account of up to an additional $5,000 for per-
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sons who are 50 years of age or older (remains
$5,000 in 2007).

® “Roth” contributions by 403(b) participants.

® rollovers of after-tax contributions to a 403(b)
account.

The Act allows tax-free “qualified charitable distri-
butions” of up to $100,000 from an IRA to a
church or other charity by IRA owners who are
age 70% or older. This provision is effective only for
qualified charitable contributions made during
2006 and 2007.

The Act modifies the information return require-
ments that apply upon the disposition of donated
property by a charitable organization (Form 8282).
The return requirement is extended to dispositions
made within three years after receipt (up from two
years under prior law). The charity also must pro-
vide, in addition to the information already required
on the return, a description of its use of the prop-
erty and a statement of whether this use was related
to its exempt purposes.

The Act amended the tax code to require all cash
contributions, regardless of amount, to be substanti-
ated by either a bank record (such as a cancelled
check) or a written communication from the char-
ity showing the name of the charity, the date of the
contribution, and the amount of the contribution.
The recordkeeping requirements may not be satis-
fied by maintaining other written records. In the
past, donors could substantiate cash contributions of
less than $250 with “other reliable written records”
if no cancelled check or receipt was available. This is
no longer allowed. Additional substantiation require-
ments apply to individual contributions of $250 or
more, and these must be satisfied as well. This
change will only affect taxpayers who itemize their
taxes. The new law is effective for most taxpayers for
contributions made after December 31, 2006.

Under prior law, the IRS could assess a penalty
against “managers” of a church or other charity
who approved an “excess benefit transaction” unless
a manager could demonstrate that his or her
approval was “not willful and due to reasonable
cause.” This penalty consisted of an excise tax of up
to 10% of the amount of the excess benefit, with a
maximum of $10,000 per manager (but the total tax
on all managers could not exceed $10,000). The Act
increases the 10% amount to 20%. It also doubles
the dollar limitation on managers for participation
in excess benefit transactions from $10,000 per
transaction to $20,000 per transaction.

The Act amended the tax code to deny a charitable
contribution deduction for a contribution of cloth-

ing or houschold items unless the clothing or
household items are in “good used condition or
better”” The IRS is authorized to deny a deduction
for any contribution of clothing or a household
item that has minimal monetary value, such as used
socks or undergarments. This change is effective for
contributions made after August 17, 2006.

(14) In order for donors to deduct most contributions of
noncash property valued at more than $5,000 they
must obtain a qualified appraisal from a qualified
appraiser and attach a qualified appraisal summary
(Form 8283) to the tax return claiming the deduc-
tion. The Act amended the definitions of “qualified
appraisals” and “qualified appraisers.” It also created
a civil penalty the IRS can assess against any person
who prepares an appraisal that is to be used to sup-
port a tax position if the appraisal results in a
substantial or gross valuation misstatement.

(15) The Act amended the tax code to make the annual
unrelated business income tax return (Form 990-T)
subject to public inspection. Churches are required
to file this form if they generate more than $1,000
in unrelated business income from an unrelated
trade or business.

The Tax Increase Prevention and Reconciliation Act
of 2005 (“TIPRA”)

(16) For taxable years beginning before 2009, the maxi-
mum rate of tax on the adjusted net capital gain of
an individual is 15 percent. Any adjusted net capital
gain which otherwise would be taxed at a 10 or 15
percent ordinary income rate is taxed at a five per-
cent rate (zero for taxable years beginning after
2007.TIPRA extends through 2010 the lower cap-
ital gain rates that were scheduled to expire at the
end of 2008.

(17) TIPRA extends for two years the current provisions
relating to lower dividend tax rates (through 2010).

(18) The Act amends the tax code to require a taxpayer
to make partial payments to the IRS while the
taxpayer’s offer in compromise is being considered
by the IRS. For lump-sum offers, taxpayers must
make a down payment of 20 percent of the
amount of the offer with any application (in addi-
tion to the applicable user fee). A lump-sum offer
includes single payments as well as payments made
in five or fewer installments. For periodic payment
offers, the provision requires the taxpayer to com-
ply with the taxpayer’s own proposed payment
schedule while the offer is being considered.
Ofters submitted to the IRS that do not comply
with these payment requirements may be returned
to the taxpayer as unprocessable and immediate
enforcement action is permitted.
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Other provisions of relevance to
churches and church employees

(19) You may be able to claim the earned income credit
for 2006 if (1) a child lived with you and you earned
less than $32,001 ($34,001 if married filing jointly);
(2) two or more children lived with you and you
earned less than $36,348 ($38,348 if married filing
jointly); or (3) a child did not live with you and you
earned less than $12,120 ($14,120 if married filing
jointly).

(20) You may be able to take an IRA deduction even if
you were covered by a retirement plan if your 2006
modified AGI is less than $60,000 ($85,000 if mar-
ried filing jointly or a qualifying widow or
widower).

(21) The dollar limit on annual elective deferrals an indi-
vidual may make to a 403(b) retirement plan
increased to $15,000 in 2006. This amount is
adjusted for inflation after 2006 in $500 increments,
and increases to $15,500 in 2007.

(22) The catch-up contribution limit on elective defer-
rals to a 403(b) retirement plan was increased to
$5,000 in 2006 for individuals who had attained
age 50 by the end of the year. It remains at $5,000
for 2007.

(23) The personal exemption amount increased to
$3,300 for 2006.

(24) The standard business mileage rate was 44.5 cents
per mile for business miles driven during 2006.The
standard business mileage rate for 2007 is 48.5 cents
per mile.

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

(26) Recent tax cuts enacted by Congress will result in
lower taxes, and lower estimated tax payments, for
many taxpayers. Be sure your estimated tax calcula-
tions or withholdings take into account the most
recent tax law changes.

(27) RecentTax Court rulings indicate that there will be
no relaxation in the strict substantiation require-
ments that apply to the business use of cell phones.

(28) Many churches employ persons who have retired
and are receiving Social Security retirement bene-
fits. But persons younger than full retirement age
may have their Social Security retirement benefits
cut if they earn more than a specified amount. The
tull retirement age for persons born in 1942 is 65

years and 10 months. Persons below this age will
have their benefits reduced by $1 for every $2 of
earned income in excess of $12,960. For persons
who reach full retirement age during 2007, their
Social Security retirement benefits will be reduced
by $1 for every $3 earned in excess of $2,870 each
month until the month they reach full retirement
age. After reaching full retirement age, employees
can receive their full Social Security retirement
benefits amount, no matter how much they earn.

(29) The IRS amended the “use it or lose it” rule for flex
plans. The amendment allows employers to amend
their flex plan to provide for a “grace period” of 2
and a half months. Expenses for qualified benefits
incurred during the grace period may be paid or
reimbursed from benefits or contributions remain-
ing unused at the end of the preceding plan year.

(30) The IRS has issued an updated Form 1098-C,
which must be used by churches to report to the
IRS donations of used vehicles (cars, boats, planes)
valued by the donor at more than $500. The same
form can be used to provide donors with a written
acknowledgment of their donation.

(31) The IRS unveiled a new Form 944 in 2006 which
replaces Form 941 (Employer’s Quarterly Tax
Return) for eligible small employers. The purpose
of new Form 944 is to reduce burden on the small-
est employers by allowing them to file their
employment tax returns annually, and in most cases
pay the employment tax due with their return.
Some small churches will be eligible to file this
form.

(32) If you were billed after February 28, 2003, and
before August 1, 2006, for the federal telephone
excise tax on long distance or bundled service, you
may be able to request a credit for the tax paid.You
can request a "standard amount" or the actual
amount you paid. If you believe you paid more than
the standard amount, it can be to your benefit to

request the actual amount. See the instructions to
Form 8913 for details.

(33) Congress enacted the Energy Tax Incentives Act in
2005 to encourage energy efficiency and reduce
dependence on foreign oil. From January 2006
through December 2009, the Act allows a tax credit
of $1,700 to $3,000 on a one-time basis for the pur-
chase of a hybrid vehicle. The amount of the credit
is based on the estimated amount of fuel saved by
the hybrid compared with a 2002 model of similar
size class. The credit only applies to the first 60,000
hybrid cars sold by a given manufacturer.

(34) The Energy Tax Incentives Act contains a number
of provisions that promote energy efficiency in
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personal residences. These include a credit for
highly energy efficient principal residences, and a
credit for the purchase of qualified photovoltaic
property and qualified solar water heating property
(used for purposes other than heating swimming

pools and hot tubs).

For 2006, the following three inflation adjustments
took eftect:

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

® The “personal exemption amount” (the amount
you can deduct for yourself, your spouse, and
each dependent) was adjusted for inflation. For
2006, the amount increased to $3,300 per person
(up from $3,200 in 2005).

® The “standard deduction” (the amount you can
deduct if you cannot itemize your deductions)
increased to $10,300 in 2006 for married couples
filing jointly—up from $10,000 in 2005. This is
twice the amount of the standard deduction for
single taxpayers ($5,150) for 2006. Single taxpay-
ers who are 65 years of age or older, or blind, get
a $1,250 increase in their standard deduction for
2006. Married taxpayers who are 65 years of age
or older, or blind, get a $1,000 increase in their
standard deduction for 2006.

The IRS has announced that more people than ever
are using “Wheres My Refund,” the popular
Internet-based service used by taxpayers to check
on their federal income tax refunds. More than 21
million requests have been received on “Where’s
My Refund” so far this year, representing a growth
of more than 20 percent compared to the same
period last year. Taxpayers can securely access their
personal refund information through the IRS Web
site, www.IRS.gov. All you need to do is enter your
Social Security number, filing status and the exact
amount of your expected refund.

Will Congress give ministers another opportunity
to revoke an exemption from Social Security? It
does not look likely, at least for now. Last year,
Congressman David Camp (R-MI) introduced a
bill (H.R. 451) that would have allowed ministers
a limited time to revoke an exemption from
Social Security. The same opportunity has been
granted three times by Congress over the past 30
years. The current attempt gained no cosponsors,
and is now dead.

Preliminary Questions

Below are several questions you should consider

before preparing your 2006 federal tax return.

Q

A.

> R

> R

Must ministers pay federal income taxes?

Yes. Ministers are not exempt from paying federal
Income taxes.

How much income must I earn to be required
to file a tax return?

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

Can I use the simpler Forms 1040A or
1040EZ rather than the standard Form 1040?

Most ministers must use the standard Form 1040.

What records should I keep?

You should keep all receipts, canceled checks, and
other evidence to prove amounts you claim as
deductions, exclusions or credits.

What is the deadline for filing my federal

income tax return?
April 16,2007.

What if I am unable to file my tax return by
the deadline?

You can obtain an automatic six-month extension
(from April 16 to October 15, 2007) to file your
2006 Form 1040 if you file Form 4868 by April 16,
2007 with the IRS service center for your area.Your
Form 1040 can be filed at any time during the six-
month extension period. An extension only relieves
you from the obligation to file your return; it is not
an extension of the obligation to pay your taxes.
Therefore, you must make an estimate of your tax
for 2006 and pay the estimated tax with your Form
4868.

Should I prepare my own tax return?

The answer depends on your ability and experience
in working with financial information and in
preparing tax returns. Keep in mind: Ministers’ taxes
present a number of unique rules, but these rules are
not complex. Many ministers will be able to prepare
their own tax returns if they understand the unique
rules that apply. This is not hard. These rules are sum-
marized below. On the other hand, if you experi-
enced unusual events in 2006, such as the sale or
purchase of a home or the sale of other capital assets,
it may be prudent to obtain professional tax assis-
tance. The IRS provides a service called Taxpayer
Assistance, but it is not liable in any way if its agents
provide you with incorrect answers to your ques-
tions. Free taxpayer publications are available from
the IRS and many of these are helpful to ministers.
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7 Recommendation. If you need professional assis-
tance, here are some tips that may help you find a
competent tax professional:

® Ask other ministers in your community for
their recommendations.

® If possible, use a CPA who specializes in tax
law and who is familiar with the rules that
apply to ministers. A CPA has completed a rig-
orous educational program and is subject to
strict ethical requirements.

@ Ask local tax professionals if they work with
ministers and, if so, with how many.

® Ask local tax professionals a few questions to
test their familiarity with ministers’ tax issues.
For example, ask whether ministers are
employees or self-employed for Social
Security. Anyone familiar with ministers’ taxes
will know that ministers always are self-
employed for Social Security with respect to
their ministerial duties. Or, ask a tax profes-
sional if a minister’s church salary is subject to
income tax withholding. The answer is no, and
anyone familiar with ministers’ taxes should be
able to answer this question.

Part 2. Special Rules
for Ministers

Who is a minister for federal tax
purposes?

3 Key Point. The IRS has its own criteria for
determining who is a minister for tax purposes.

Whether or not one qualifies as a minister for tax
purposes is a very important question, since special tax
and reporting rules apply to ministers under federal tax
law. These rules include:

@ cligibility for housing allowances;
@ sclf-employed status for Social Security purposes;

® cxemption of wages from income tax withhold-
ing (ministers use the quarterly estimated tax
procedure to pay their taxes, unless they elect vol-
untary withholding);

® cligibility under very limited circumstances to
exempt themselves from self-employment taxes.

These special rules only apply with respect to serv-
ices performed in the exercise of ministry.

QN Example. Rev. ] is an ordained minister at his
church. In addition, he works a second job for a

secular employer. Assume that Rev. ] qualifies as
a minister for federal tax purposes. Since his
church duties constitute services performed in
the exercise of ministry, the church can designate
a housing allowance for him. However, the secu-
lar employer cannot designate any portion of
Rev. J’s compensation as a housing allowance,
since this work would not be service in the exer-
cise of ministry.

To determine if a person is a minister for federal tax
purposes, the following five factors must be considered:
(1) is the person ordained, licensed, or commissioned,;
(2) does the person administer sacerdotal functions;
(3) does the person conduct religious worship; (4) does
the person have management responsibilities in the
church; (5) is the person considered to be a religious
leader by the church?

& Key Point. The IRS has issued audit guidelines
for its agents to follow when auditing ministers.
The guidelines reject the narrow view that a min-
ister must satisfy all five of the factors listed above.
In general, to be considered a “minister” for fed-
eral tax purposes, you must be ordained, licensed,
or commissioned and meet a majority of the
remaining four factors.

Consult IRS Publication 517 for more information.

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

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

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

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

& Key Point. The IRS has issued audit guidelines
for its agents to follow when auditing ministers.
The guidelines inform agents that the wvery first
issue to be resolved in auditing a minister’s tax
return is whether or not the minister is an
employee or self~employed for income tax
reporting purposes.

® Example. Rev. B is a minister at First Church.

She is an employee for federal income tax
reporting purposes with respect to her church
salary. However, she is self~employed with
respect to honoraria she receives for speaking in
other churches and for compensation church
members give her for performing personal serv-
ices such as weddings and funerals. The church
issues Rev. B a Form W-2 reporting her church
salary. Rev. B reports this amount as wages on
line 7 of Form 1040. She reports her compen-
sation from self-employment activities on

Schedule C.

& Key Point. Most ministers will be better off

being treated as employees, since the value of
various fringe benefits will be tax free, the risk of
an IRS audit is substantially lower, and reporting
as an employee avoids the additional taxes and
penalties that often apply to self-employed min-
isters who are audited by the IRS and reclassified
as employees.

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

The Tax Court Test. The United States Tax
Court has created a seven factor test for deter-
mining whether a minister is an employee or
self~employed for federal income tax reporting
purposes. The test requires consideration of the
following seven factors: (1) the degree of control
exercised by the employer over the details of the
work; (2) which party invests in the facilities used
in the work; (3) the opportunity of the individ-
ual for profit or loss; (4) whether or not the
employer has the right to discharge the individ-
ual; (5) whether the work is part of the
employer’s regular business; (6) the permanency
of the relationship; and (7) the relationship the

10

parties believe they are creating. Most ministers
will be employees under this test.

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

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

Exemption from Social Security
(self-employment) taxes

9 Key Point. The benefit plans administered by
MMBB assume participation in Social Security,
and the plans’ benefits may not be adequate for a
secure retirement or disability without Social

Security benefits.

If ministers meet several requirements, they may
exempt themselves from self-employment taxes with
respect to their ministerial earnings. Among other
things, the exemption (Form 4361) must be filed
within a limited time period. The deadline is the due
date of the federal tax return for the second year in
which a minister has net earnings from self-employ-
ment of $400 or more, any part of which comes from
ministerial services. Further, the exemption is available
only to ministers who are opposed on the basis of reli-
gious considerations to the acceptance of benefits
under the Social Security program (or any other pub-
lic insurance system that provides retirement or
medical benefits). As a result, a minister who files the
exemption application may still purchase life insurance
or participate in retirement programs administered by
nongovernmental institutions (such as a life insurance
company).

A minister’s opposition must be to accepting bene-
fits under Social Security (or any other public insurance
program). Economic or any other nonreligious consider-
ations are not a valid basis for the exemption, nor is
opposition to paying the self-employment tax.
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The exemption is only effective when it is approved
by the IRS. Few ministers qualify for exemption. Many
younger ministers opt out of Social Security without
realizing that they do not qualify for the exemption. A
decision to opt out of Social Security is irrevocable.
Congress did provide ministers with a brief“window” of
time to revoke an exemption by filing a Form 2031 with
the IRS. This opportunity expired in 2002, and has not
been renewed.

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

& Key Point. The amount of earnings required for
a quarter of coverage in 2007 is $1,000. A quarter
of coverage is the basic unit for determining
whether a worker is insured under the Social
Security program.

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

How do ministers pay their taxes?

& Key Point. Ministers must prepay their income
taxes and self-employment taxes using the esti-
mated tax procedure, unless they have entered into
a voluntary withholding arrangement with their
church with respect to federal income tax only.

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

You will need to make estimated tax payments for
2007 if you expect to owe at least $1,000 in tax for 2007
after subtracting your withholding and credits and if you
expect your withholding and credits to be less than the
smaller of (1) 90% of the tax to be shown on your 2007
tax return or (2) 100% of the tax shown on your 2006 tax
return (110% if adjusted gross income exceeds $150,000).
Your 2006 tax return must cover all 12 months.

The four-step procedure for reporting and prepay-
ing estimated taxes for 2007 is summarized below.

Step 1. Obtain a copy of IRS Form 1040ES
before April 16,2007.You can obtain forms from the
IRS Web site (http://www.irs.gov) or by calling the
IRS toll-free forms hotline at 800. TAX.FORM.

Step 2. Compute estimated taxes for 2007.
Compute your estimated tax for 2007 using the
Form 1040-ES worksheet.

Step 3. Pay one-fourth of your total estimated
taxes for 2007 in each of four quarterly installments
as follows:

FOR THE PERIOD
January 1 - March 31
April 1 - May 31 June 15, 2007

June 1 - August 31 September 17, 2007
September 1 - December 31 January 15, 2008

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

DUE DATE
April 16,2007

Step 4. Compute actual taxes at the end of the year.
After the close of 2007, compute your actual tax liability
on Form 1040. Only then will you know your actual
income, deductions, exclusions, and credits. If you over-
paid your estimated taxes (that is, actual taxes computed
on Form 1040 are less than all of your estimated tax pay-
ments plus any withholding), you can elect to have the
overpayment credited against your first 2007 quarterly
estimated tax payment or spread it out in any way you
choose among any or all of your next four quarterly
installments. Alternatively, you can request a refund of the
overpayment. If you underpaid your estimated taxes (that
is, your actual tax liability exceeds the total of your esti-
mated tax payments plus any withholding), you may have

to pay a penalty.
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& Key Point. Ministers who report their income
taxes as employees can request that their employ-
ing church wvoluntarily withhold income taxes
from their wages. Simply furnish the church with
a completed W-4 (withholding allowance certifi-
cate). Since ministers are not employees for Social
Security purposes, the church must not withhold
the employee’s share of Social Security and
Medicare taxes. However, ministers can request
on Form W-4 that an additional amount of
income tax be withheld to cover their estimated
self~employment tax liability for the year. The
excess income tax withheld is a credit that can be
applied against the minister’s self~employment tax

Lability.

Part 3. Step-by-Step Tax
Return Preparation

Tax forms and schedules

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

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

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

Schedule B is for reporting dividend and
Interest income.

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

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

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

These forms and schedules, along with others, are
included in the illustrated example in Part 4 of this
guide. These forms and schedules are the ones most
commonly used by ministers, but you may have a need

for others. These forms may be obtained at your local
post office or IRS office. Or, you can obtain them by
calling the IRS ftoll-free forms hotline at 800. TAX.FORM
(800.829.3676). They also are available on the IRS Web site

(www.irs.gov).

Form 1040

Step 1: Label and general information

You should affix the name and address label that you
received in the mail from the IRS at the top of your
Form 1040. Address changes or other corrections should
be made directly on the label. Make sure you report your
Social Security number and that of your spouse if you are
filing jointly (Social Security numbers no longer are
printed on the labels you receive from the IRS). If you
are on a January 1 through December 31 (calendar) tax
year, you do not need to write in the beginning and end-
ing dates of your tax year.

If you want $3 to go to the presidential election
campaign fund, check the box labeled “yes.”” Regardless
of your answer, the amount of taxes you owe or the
amount of refund you receive will not change.

Step 2: Filing status

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

Step 3: Exemptions

To claim a dependency exemption for a qualifying
child, the child must be a United States citizen or resi-
dent, and meet the following four tests:

1. Relationship test. The child must be your child

(including an adopted child, stepchild, or eligible
foster child).

2. Residency test. The child must live with you for
more than half of the year. Temporary absences
for special circumstances, such as for school, vaca-
tion, medical care, military service, or detention in
a juvenile facility count as time lived at home. A
child who was born or died during the year is
considered to have lived with you for the entire
year if your home was the child’s home for the
entire time he or she was alive during the year.

3. Age test. A child must be under 19 years of age at
the end of the year, or under age 24 at the end of

2006 if a student, or any age if permanently and
totally disabled.

4. Support test. The child cannot have provided over
half of his or her own support during the year.

To claim a dependency exemption for a qualifying
relative, the person must be a relative and meet all of the
following conditions.
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® The person must be either your relative or any
other person (other than your spouse) who lived
in your home all year as a member of your house-
hold. If the person is not your relative, your
relationship must not violate local law. A relative
includes a brother, sister, stepbrother, stepsister, or
a descendent of one of these relatives.

® The person cannot be the qualifying child of
another person in 2006.

® The person must have gross income of less than
$3,300.

® You must have provided over half of the person’s
support in 2006 (some exceptions apply).

Step 4: Income

Several items of income are reported on lines 7
through 22.The most important of these (for ministers)
are discussed below.

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

Line 7. Wages, salaries, tips, etc.

& Key Point. The amount reported on line 7 ordi-
narily will be the same as reported by the church
as wages in box 1 of the minister’s Form W-2.

As an employee, you should receive a Form
W-2 from your church reporting your wages at the
end of each year. Report this amount on line 7.
Then, determine if this amount reflects all of your
church income. If it does not, report the remaining
income on line 21 as other income.

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

® Bonuses.

® Excess housing allowance (the amount by which
a housing allowance exceeds the lesser of a min-
ister’s actual housing expenses or the fair rental
value of the minister’s home).

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

® Most Christmas and special occasion offerings.
@ Retirement gifts paid by a church.

® The portion of a minister’s Social Security tax
paid by a church to the minister.

@ Personal use of a church-provided car.

® Purchases of church property for less than fair
market value.

@ Business expense reimbursements under a nonac-
countable plan.
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® Reimbursements the church made for the minis-
ter’s moving expenses (but not if the minister
substantiated the reimbursed expenses under an
accountable arrangement).

@ Imputed cost of group term life insurance cover-
age (including death benefits under the Benefits
for Life program) exceeding $50,000 and cost of
coverage of spouse and dependents over $2,000

which is paid by the church.

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

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

® “Below-market interest loans” of at least $10,000
made by a church to a minister.

@ Cancellation of a minister’s debt to a church.
@ Severance pay.

@ Payment of a minister’s personal expenses by the
church.

@ Key Point. The IRS can assess intermediate
sanctions in the form of a substantial excise taxes
against a minister, and in some cases against
church board members, if the minister is paid an
excess benefit. Excess benefits may occur if a
church pays a minister an excessive salary, makes a
large retirement or other special occasion “gift” to
a minister, gives church property (such as a par-
sonage) to the minister, or sells church property
to the minister at an unreasonably low price. A
rebuttable presumption arises that compensation
is reasonable if it is approved by an independent
board on the basis of “comparable data” or inde-
pendent compensation surveys and the basis for
the board’s decision is documented.

9 Key Point. The IRS has ruled that ministers
receive “automatic” excess benefits resulting in
intermediate sanctions, regardless of amount, if
they use church assets (vehicles, homes, credit
cards, computers, cell phones, etc.) for personal
purposes, or receive nonaccountable expense
reimbursements (not supported by adequate doc-
umentation of business purpose), unless such
benefits are reported as taxable income by the
church on the minister’s W-2, or by the minister
on Form 1040, for the year in which the benefits
are provided. Only ministers who are church offi-
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cers or members of the church board are covered.
The concept of automatic excess benefits will
directly affect the compensation practices of most
churches, and expose some ministers and church
board members to intermediate sanctions.

If some of these items were not reported on your
Form W-2, they still must be reported as income. Either
have your church issue a “corrected” Form W-2 (Form
W-2c¢) or report the items as other income on line 21. If
this is the case, be sure this is addressed and corrected for
future years.

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

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

@ Life insurance proceeds and inheritances.

® Medical insurance premiums paid by an employer
for employees (and their spouses and dependents).
This exclusion is not available to self-employed
individuals.

® Amounts received under an employer-financed
“accident and health plan” as payments for per-
manent injury or loss of bodily function or as
reimbursements of medical expenses. The pay-
ments can be made on behalf of a spouse or
dependent of the employee. This exclusion
assumes that the employer has established an
“accident or health plan” Unfortunately, the
requirements for such a plan are not specified in
the tax code. Employers may reimburse employee
medical expenses under either a self-insured plan
(for example, reimbursements are paid out of the
employer’s own funds rather than through an
insurance policy) or an insured plan. However, if
reimbursements are made under a self-insured
plan, nondiscrimination rules apply. Generally,
these rules require that the plan not discriminate
in favor of highly compensated individuals with
regard to either amount of benefits or eligibility to
participate.

® The cost of employer-provided group term life
insurance so long as the amount of coverage does
not exceed $50,000.

& Key Point. The group term life insurance bene-
fit for the Benefits for Life program generally
exceed the $50,000 limit. Your W-2 should
include imputed income reporting the taxable
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cost of these benefits. See Federal Reporting
Requirements for Churches published by MMBB.

® Qualified tuition reductions provided by an
employer. A qualified tuition reduction is a reduc-
tion in tuition charged to employees or their
spouses or dependent children by an employer
that is an educational institution.

® The value of free child-care services provided by
a church to its employees, if the benefit is based
on a written plan that does not discriminate in
favor of highly compensated employees. Other
conditions apply.

There are four other exclusions that will be dis-
cussed separately—the housing allowance, tax-sheltered
annuities, qualified scholarships, and sale of one’s home.

Housing Allowance

The most important tax benefit available to minis-
ters who own or rent their homes is the housing
allowance exclusion. Ministers who own their home do
not pay federal income taxes on the amount of their
compensation that their employing church designates in
advance as a housing allowance, to the extent that (1) the
allowance represents compensation for ministerial serv-
ices, (2) it is used to pay housing expenses, and (3) it does
not exceed the fair rental value of the home (furnished,
plus utilities).

Housing-related expenses include mortgage pay-
ments, utilities, repairs, furnishings, insurance, property
taxes, additions and maintenance. Ministers who rent a
home or apartment do not pay federal income taxes on
the amount of their compensation that their employing
church designates in advance as a housing allowance to
the extent that the allowance represents compensation
for ministerial services and is used to pay rental expenses
such as rent, furnishings, utilities and insurance. Under no
circumstances can a church designate a housing
allowance retroactively. Unfortunately, many churches
fail to designate housing allowances and thereby deprive
ministers of an important tax benefit.

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

$ Tax Savings Tip. Ministers who live in church
parsonages and incur any out-of-pocket
expenses in maintaining the parsonage (such as
utilities, property taxes, insurance, furnishings, or
lawn care) should be sure that their employing
church designates in advance a portion of their
annual compensation as a parsonage allowance.
The amount so designated is not reported as
wages on the minister’s Form W-2 at the end of
the year (if the allowance exceeds the actual
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Housing Allowance Expense Worksheet for Ordained Ministers Who Own Their Home

Ordained ministers are permitted to exclude from their church income (for federal income tax purposes) a

housing allowance designated in advance by their employing church, to the extent that the allowance is used to pay
housing expenses. To assist the church in designating an appropriate amount, the minister can use this form to esti-

mate 2007 housing expenses. It is designed for ministers who own their own home.

HOUSING EXPENSE

Down payment on home .......occeeecuieniiiniiniiienieiieeniceee e

Mortgage payments on a loan to purchase or improve your home (include both principal
AN TLETESE). .ot eeetieeiiiie e e et ettt et e e e e e e ens

Reeal @SLAE TAXES ...ttt ettt
Property InSUrance ...........ccocceieiiiiiiiiiiiiiic e
Utilities (electricity, gas, water, trash pickup, local telephone charges) ...........ccccoooiiiini.
Furnishings and appliances (purchase and repair) ......................
Structural repairs and remodeling.......c..cooeeiiieniiiiiiiniiinienn.
Yard maintenance and IMpProvements...........cc.cecueereeeourenirennnens
Maintenance items (household cleansers, light bulbs, pest control, etc.) ......coovvervieniiiiiiniianieene.
Homeowners association dues .............ccoocieiiiiiiiiieieieenenen.
MISCEllANEOUS ...t

TOTAL ESTIMATED EXPENSES FOR 2007

ESTIMATED 2007 AMOUNT

expenses, the difference must be reported as
income by the minister). This is a very important
tax benefit for ministers living in church-pro-
vided parsonages. Unfortunately, many of these
ministers are not aware of this benefit or are not
taking advantage of it.

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

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

mentation as to each minister’s anticipated hous-
ing expenses.

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

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

Housing expenses to include in computing your
housing allowance exclusion

Ministers who own their homes should take the fol-
lowing expenses into account in computing their
housing allowance exclusion:

® Down payment on a home (but remember, a
housing allowance is nontaxable only to the
extent that it does not exceed the lesser of actual
housing expenses or the fair rental value of a min-
ister’s home).

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

principal).
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® Real estate taxes.
@ Property insurance.

@ Ultilities (electricity, gas, water, trash pickup, local

telephone charges).

® Furnishings and appliances (purchase and repair).
@ Structural repairs and remodeling.

® Yard maintenance and improvements.

@ Maintenance items (pest control, etc.).

® Homeowners association dues.

Please note the following:

® A housing allowance must be designated in

advance. Retroactive designations of housing
allowances are not eftective.

® The housing allowance designated by the church

is not necessarily nontaxable. It is nontaxable (for
income taxes) only to the extent that it is used to
pay for housing expenses, and, for ministers who
own their home, does not exceed the fair rental
value of their home (furnished, plus utilities).

® A housing allowance can be amended during the

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

@ If the housing allowance designated by the church

exceeds the amount that can be claimed, the
excess housing allowance should be reported on
line 7 of Form 1040 on the line designated as
“excess housing allowance.”

® The housing allowance exclusion is an exclusion

for federal income taxes only. Ministers must add
the housing allowance as income in reporting
self~employment taxes on Schedule SE (unless
they are exempt from self~employment taxes).

® The fair rental value of a church-owned home

provided to a minister as compensation for min-
isterial services is not subject to federal income
tax.

® Example. A church designated $12,000 of Rev.

D’ 2006 compensation as a housing allowance.
Rev. D’s housing expenses for 2006 were utilities
of $2,000, mortgage payments of $6,000, property
taxes of $2,000, insurance payments of $1,000,
repairs of $1,000, and furnishings of $1,000. The
fair rental value of the home (including furnish-

ings) is $10,000. Rev. D’s housing allowance is
nontaxable in computing income taxes only to
the extent that it is used to pay housing expenses
and does not exceed the fair rental value of his
home (furnished, plus utilities). Stated differently,
the nontaxable portion of a housing allowance is
the least of the following three amounts: (1) the
housing allowance designated by the church;
(2) actual housing expenses; (3) the fair rental
value of the home (furnished, plus utilities). In this
case, the lowest of these three amounts is the fair
rental value of the home ($10,000), and so this
represents the nontaxable portion of Rev. D’
housing allowance. Rev. D must report the differ-
ence between this amount and the housing
allowance designated by his church ($2,000) on
line 7 of Form 1040, designated on that line as
“excess housing allowance.”

D Example. Same facts as the previous example,

except that the church designated $9,000 of Rev.
D’ salary as a housing allowance. The lowest of the
three amounts in this case would be $9,000—the
church designated housing allowance, and so this
represents the nontaxable amount. Note that the
Rev. D’ actual housing expenses were more than
the allowance, and so he was penalized because of
the low allowance designated by his church.

D Example. Rev.Y owns a home and incurs hous-

ing expenses of $12,000 in 2006. These expenses
include mortgage principal and interest, property
taxes, utilities, insurance and repairs. The church
designated (in advance) $12,000 of Rev.Y’s 2006
compensation as a housing allowance. Rev. Y is
able to itemize expenses on Schedule A (Form
1040). She is able to claim itemized deductions
on Schedule A for both her mortgage interest and
her property taxes, even though her taxable
income was already reduced by these items
because of their inclusion in the housi