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Preface

l have seen too many ministers begin a promising career only to face an unexpected financial crisis

courtesy of the Internal Revenue Code. Unprepared for the unusual way the IRS taxes ministers,
they often owe a significant amount when they file their first tax return. All clergy encounter this
annual struggle to accurately plan for and report their federal and state tax obligations. This book
is written for tax professionals to help guide their clients to avoid this CLERGY TAX TRAP. It
follows my earlier publication written for ministers and church leaders.’

My own family found itself caught in this trap when | completed our tax return for my first pastorate.
During my career as campus minister and local church pastor my passion for this subject grew
when | discovered other ministers who faced this same crisis. Compliance with the complicated
tax code for ministers requires ongoing diligence.

Accurately reporting ministerial income and accounting for clergy tax benefits is difficult and
confusing. | have prepared clergy tax returns and managed teams of tax experts. | am a professional
continuing education instructor for Enrolled Agents and Certified Public Accountants on clergy
taxation. | have found that ministers, their church leaders, and tax professionals can and do get this
wrong.

Through the years, my wife, the Rev. Cheryl Harrison-Davidson, and our two children have patiently
endured this passion of mine as they remain respectfully attentive to my tales of clergy tax woes.
They supported me as | sought certification in church business administration with the General
Council on Finance and Administration of the United Methodist Church. Directed by the Rev. Dr.
Kennon Callahan, this program introduced me to Dr. Richard R. Hammar who presented the
sessions on clergy taxation. | regularly cite his annual Church & Clergy Tax Guide, a reliable
resource that is, in my opinion, the definitive text for tax professionals on this subject. Following
thirty-nine years of ministerial service, | acquired the Enrolled Agent credential. | am especially
grateful to Cheryl for proctoring me with my EA exam note cards on a subject in which she has
absolutely no interest.

This book would not have been possible without the generous review, advice, and comments of
close friends and colleagues. Wayne and Linda Rhodes spent hours clarifying the text. The Rev. Dr.
Rob Vaughn assisted with editing. Mark Baird of GRS Accounting Solutions and the Rev. David
Tanner of Clergy Tax Team LLC shared their payroll and tax knowledge. The Rev. Dr. Karla Kincannon
recommended design options. My brother, Kevin J. Davidson, Esq. of IronKey Law, PLLC, offered
legal guidance.

I remember fondly my managers and colleagues who patiently guided me through my roles as tax
support specialist, tax lead, tax advisor, and tax manager, particularly Kevin Foust, Debbie Jensen,

' THE CLERGY TAX TRAP. What Every Minister and Church Leader Needs to Know about Clergy Taxes (Clergy Tax
Consulting, 2026).



Justin Macnack, Salley McCullar, Urounda Brooks, Kendee Pemberton, Marta Gyrniv, Bob Metty,
Bill Russ, Melinda Galligan, Gary Wood, Mark Friesen, Dan Dorsey, and Daniel Graddy. The teams
of tax experts | managed were a joy to work with and they often looked to me whenever a clergy tax
issue arose. | thank MYCPE ONE for their invitation to serve as professional continuing education
instructor on clergy taxation. | am honored by the CPAs and EAs who have taken my courses and
awarded me “Top Educator and Content Creator” for tax in 2024 and 2025. The material developed
for that instruction is the basis of this book.

The members of the 2023-2025 Just Compensation Task Group of the Virginia Annual Conference
of the United Methodist Church chaired by the Rev. Jessie Colwell, Director of Clergy Excellence,
patiently sat through my power point presentations on clergy taxes. Much of what | developed there
also helped shape this publication.

I am grateful to artist David Parkins for his permission to use his famousiillustration of the tax bandit
originally published on the cover of the August 11-17, 2018 edition of The Economist magazine.

Through the years | have attended professional continuing education courses on clergy taxes where
the instructor states “l am not exactly sure why the IRS treats ministers this way.” | was shown how
do to it but denied the background necessary for an understanding of the reason behind these
confusing policies. In this book | intend to tell you how and tell you why. A tax professional can more
easily explain these difficult concepts to a client with a clear understanding of their origin.

This book tells the story of the Rev. John Wesley Asbury and his costly encounter with the IRS during
his first year of ministry. | intentionally approach the subject with a narrative style for readability.
This literary approach is designed as a guide for tax professionals to more effectively explain these
difficult rules to their clients. The Rev. Joshua McCauley, Director of the Wesley Foundation
Campus Ministry at Old Dominion University, Norfolk, Virginia (where | once served), portrays
“Pastor John.” He is familiar with this dilemma because he fell in it too.

In my research | have encountered interpretations of the Tax Code that range from starkly con-
servative to actively aggressive. In this volume, my goalis to state accurate interpretation when the
Tax Code is clear. Where readings vary, | offer the range of interpretation with the supporting
documentation for the tax professional’s best guidance of their client’s final reporting decisions.

Chapters 1-10 in this book present simplified versions of tax forms to provide a general knowledge
of these unique aspects of the Internal Revenue Code. They describe the rudimentary elements
related to ministers and offer abridged documents for illustrative purposes. Chapters 11-12 present
detailed compensation agreements and paystubs with complete 2025 tax filings.

Finally, | thank Duncan Memorial United Methodist Church, Ashland, Virginia, for their permission

to use the sanctuary photograph of our pastor in the pulpit. A Reconciling Congregation, this faith
community is a beacon of love, hope, and justice.

The Rev. William G. (Bill) Davidson, EA, MDiv, ThM

Ashland, Virginia

July 1, 2026
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lntroduction:

THE CLERGY TAX TRAP
Introduction to Clergy Taxes
for Tax Professionals

The Rev. John Wesley Asbury was hoping for a big tax refund. After all, he almost always got money

back at tax time from his previous secular job. But Pastor John is caught in the clergy “tax trap.” It
captures most ministers in their first year. That’s when it happened to him. He was snared in a trap
that he and his church leaders neither understood nor anticipated. Ministers with inadequate
knowledge of unique tax regulations find it’s snare difficult to avoid throughout their career. Tax
professionals who advise ministers must possess the necessary knowledge to provide precise
planning advice and prepare accurate returns. Even the most experienced advisors tend to
misunderstand and misapply the unique and contradictory tax code as it relates to clergy.

Pastor John has come to Alicia Alltax CPA, EA, of Alltax Matters LLC to prepare his 2025 tax return
and to seek tax planning advice. She was somewhat familiar with this challenging aspect of the Tax
Code but this is the first time she had been presented with a clergy W-2.2

2This Introduction and Chapters 1-10 present abridged tax forms to introduce key concepts. Complete taxfilings based
upon compensation agreements and paystubs are included in Chapters 11-12
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a Employee’s social security number Safe, accurate - Visit the IRS website at
. /R . s
11-00-1111 OMB No. 1545-0020 FAST!Use €~ file www.irs.gov/efile.
b Employer identification number (EIN) 1 Wages, tips, other compensation 2 Federal income tax withheld
11-0011111 L
¢ Employer’s name, address, and ZIP code 3 Social security wages 4 Social security tax withheld
5 Medicare wages and tips 6 Medicare tax withheld
FIRST CHURCH -
1900 CHURCH STREET 7 Social security tips 8 Allocated tips
SUSANNAH, VIRGINIA 12345
d Control number 9 10 Dependent care benefits
@ Employee’s first name and initial Last name Suff. | 11 Nonqualified plans 123 See instructions for box 12
JOHN W ASBURY ’ C I 72.00
ER B B
| ! e | 1200.00
14 Other 12¢c
i2d
1200 CHURCH STREET HOUSING ALLOWANCE 30000
SUSSANAH, VIRGINIA 12345 $ I
f Employee’s address and ZIP code
16 State Employer’s state ID number 16 State wages, tips, etc| 17 State income tax 18 Local wages, tips, etc.| 19 Local income tax 20 Locality name
VAl 11001111F001 44,
artment of the Treasury—Intemal Revenue Service
i w-z Wage and Tax Statement E U E 5 Do e S
Copy B—To Be Filed With Employee’s FEDERAL Tax Return.
This information is being fumished to the Intemal Revenue Service.

Alicia admits to herself that she has never seen a W-2 Form quite like this before. At first glance she
is sure itis completed incorrectly. There is no federal or state withholding for income tax. No FICA
wages are reported nor employee’s portion withheld. Her subsequent study of the Internal Revenue
Code’s regulations regarding ministers not only confirmed this report of Pastor John’s income as
correct but also opened to her one of the most misunderstood and confusing principles of tax law.

Pastor John received his judicatory's minimum salary for a minister’s first year of service (in his
case, $46,000) and a cash housing stipend of $30,000. When she completed his 2025 tax return,
he was shocked to learn that he owed over $15,000 in taxes!

“How could this happen?,” he asked. “Are you sure this is right?” He is a good citizen and is
committed to meeting all his financial and legal obligations. He was forced to make difficult

choices to pay this tax. How can she help him prevent this from happening in the future?

The Internal Revenue Code (IRC) sets a trap for unsuspecting ministers and Pastor John fell right in.
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PastorJohnis caughtin the trap that every minister faces. The United States Internal Revenue Code
treats ministers in unusual ways. Clergy and church leaders are often confused by this. The unique
(and contradictory) nature of these regulations has frequently led to confusion, misinformation,
and inaccuracy even among tax professionals.

Congress established tax rules to accommodate the regulatory status of churches and ministers.
26 US Tax Code
IRC §8107—ministers may exclude from gross income the fair rental value of a home or a
designated housing allowance provided as part of compensation. It is not excluded for self-
employment tax purposes.
IRC 81402(a)(8), (c)(4, (e)(1)—ministers are subject to self-employment tax on earnings for
services performed in the exercise of their ministry and may apply for exemption.
IRC 83121 (b)(8)(A)—services performed by a minister of the gospel in the exercise of his or her
ministry are not considered “employment” for purposes of FICA law.
IRC 83401(a)(9)—remuneration paid for ministerial services is exempt from income tax with-
holding, though it is still taxable income.

Ministers are different. They are unique in four ways:
1. Dualtax status (Chapter 1)
2. No withholding (Chapter 1)
3. Unique housing benefit (Chapter 2)
4. May qualify for exemption from self-employment tax (Addendum D).

The history of the Internal Revenue Code’s developmentregarding ministers’ compensation reveals
the reasons for this unusual tax treatment which was originally drafted to release local churches
from burdensome payroll reporting and recognize ministers’ unique status and housing situation.
Although these regulations were intended to relieve church employers and safeguard their min-
isters, they nevertheless require their own burdensome record-keeping and reporting obligations.

To help Pastor John avoid this “tax trap” Alicia must have the knowledge required to accurately
prepare the return and design the tax plan. That is the purpose of this book. She is in the best
position to advise him and his church leaders.
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Church leaders serve their minister well when they offer the very best stewardship of the
compensation they provide. Ministers armed with accurate information can face their annual tax
reporting with confidence. This book is designed to prepare tax professionals to provide compensa-
tion planning that maximizes the benefits and minimizes the pitfalls of clergy taxation.

This book offers 12 chapters and 6 Addenda. The chapters:

1.

2.

10.

11.

12.

Who Qualifies as a Minister for Tax Purposes? provides a description of the Internal
Revenue Code’s definition of “minister” for tax purposes

Internal Revenue Code Schizophrenia: a Minister is an Employee and Self-Employed
explores the challenges facing church leaders and their minister in the proper reporting of
income and benefits as well as the timely payment of the minister’s tax obligations.

The Internal Revenue Code Giveth and the Internal Revenue Code Taketh Away: the
Housing Allowance describes the clergy housing allowance which is excluded from gross
income for income tax but included in Social Security and Medicare earnings.

Employee and Business Benefits for Ministers highlights tax savings related to common
employee and business benefits.

Does a Minister Really have to Pay Tax on That? Other Ministerial Income names
surprising examples of taxable ministerial income.

The Minister’s ‘Side Hustle’: Other Ministerial Income discusses the tax implications of
remuneration ministers ordinarily receive beyond their church salary, for example, wed-
ding and funeral honoraria.

Can the Minister Deduct That?

Unreimbursed Employee Expenses and Business Expenses identifies expenses that
ministers commonly incur for their ministerial service and points out potential deduct-
ibility from income that will save on taxes.

The Minister’s Tax Return details Pastor John’s federal tax filing based on the assum-
ptions in Chapters 1-10.

The Minister’s Taxes in Retirement explores the unique tax treatment of retired min-
isters.

‘If He Only Knew Then What He Knows Now’ reviews the benefits and pitfalls of the Tax
Code for ministers.

Is That W-2 Correct? Common Errors in Ministerial Income Reporting provides exam-
ples of incorrect W-2s resulting from misapplication of the Tax Code regarding ministers.
The Tax Forms presents Pastor John’s complete tax filings based upon compensation
agreements and paystubs involving two ministerial housing options provided by churches:
e acash housing allowance for him to rent or buy his own home

e arent-free home provided by the church

It offers a complete analysis of clergy employee income, other ministerial income, and
employee and business benefits and expense reporting.

These chaptersinclude 5 keys ¢ to the clergy tax trap (summarized in Addendum A). They provide
recommendations and strategies for the minister to maximize available tax benefits.
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The Addenda has additional information including a tax-planning checklist (B) and 12 tax-saving
strategies (C). It addresses the more controversial subject of a minister’s qualification for
exemption from self-employment tax (D). It identifies potential examination issues identified in the
IRS Ministers Audit Techniques Guide (E). Recent changes to the Tax Code by the 2025 OBBBA that
affect ministers are also highlighted (F).

For the purposes of this book, Pastor John is presented as an employee of a Protestant
congregation in Virginia providing benefits that have been appropriately documented and reported.
He is not exempt from self-employment tax®. The information provided is for the 2025 tax year
unless otherwise noted. A minister’s particular situation may necessarily differ from this example.

The Joint Resolution of Congress that established the national
income tax in 1909 was fully ratified by the states and became
the 16" amendment to the Constitution in 1913.

3 The Internal Revenue Code provides that ministers who for conscience or religious reasons object to any form of
public insurance may apply for exemption from self-employment tax. In this book Rev. John Wesley Asbury does not
qualify, nor has he filed for this exemption. For more information on this subject see Addendum D, p. 131.

5



Chapter 1

Who Qualifies as a Minister for Tax Purposes?

Alicia first encountered the confusing world of clergy taxes when a client of hers sought out tax

advice. “l serve on the governing board of my church and am getting pretty familiar with the
compensation package we provide our minister,” she said. “I’ve been doing some research and it
looks to me like | can save a lot of money on taxes if | become a minister. | have learned that, as a
minister:

I can be exempt from Social Security and Medicare tax!

| can be exempt from withholding!

| can exclude from my income the cost of living in my house!

| can deduct business expenses right off the top!

| can get a “double deduction” and exclude my mortgage interest and property taxes from
my income then turn right around and deduct them again!

If all that’s true, | could:

Take the money they now withhold from me to pay Social Security and Medicare taxes and
invest it myself!

Take the money they now withhold from me for income tax and put it in a savings account
so that | can at least make interest on it while making quarterly withdrawals to pay the
estimated tax!

Save on taxes by excluding from my income the money | spend anyway on housing!

Take all my car travel, books, education, etc, right off my income!

Get that double deduction!

If all that is true, | believe | am beginning to feel a call to the ministry!”

Alicia could hardly believe what she was hearing. Is all this really true? In response to her client’s
questions, she began to extensively research the Internal Revenue Code’s treatment of minister’s
compensation. She wondered, “Who is a minister for tax purposes? What are the qualifications for
a taxpayer to take advantage of these benefits?”
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Praise for THE CLERGY TAX TRAP:

What Every Minister and Church Leader

Needs to Know about Clergy Taxes
Parent Edition of An Introduction to Clergy Taxes for Tax Professionals

“The Clergy Tax Trap fills a critical need for clergy and church leaders. Bill Davidson has
transformed a complex and often intimidating subject into an understandable and practical
resource. | believe this book will help pastors avoid common tax pitfalls, encourage better
compensation planning, and promote faithful financial stewardship throughout the church.”
David Dommissee, CFO and Treasurer
Virginia Annual Conference
The United Methodist Church
“In The Clergy Tax Trap, Rev. Bill Davidson presents an extremely well documented guide to
understanding what is potentially one of the most confusing aspects of ordained ministry.
Presented with refreshing clarity, with many easy to follow examples, this book provides helpful
information for both clergy and church leaders....who want to avoid costly mistakes while ensuring
compliance with all relevant tax requirements” John Fuller, Executive Director
Virginia United Methodist Pensions, Inc.

Professional Continuing Education on Clergy Taxes

Instruction by Bill Davidson
“The clearest presentation on clergy compensation and housing allowance that | have seen.”

“Awesome! Excellent Mastery of the Material!’
“This instructor is fantastic

“Clergy Taxation can be very confusing. The ‘One Big Beautiful Bill’ didn’t help. Thank you for
clarifying it.” Participants in Professional Continuing Education Webinar
on Clergy Taxes presented by Bill Davidson

The Rev. William (Bill) Davidson, EA, DMin, ThM

is a United Methodist Minister, tax advisor, instructor, and recipient
of the MYCPE ONE professional continuing education 2024 and
2025 Top Tax Educator and Content Creator Award.

He resides in central Virginia with his wife where he enjoys golf,
guitar, and visiting grandchildren at the beach.




