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payroll
HOW TO AVOID TAX PITFALLS

Church payroll can be a complex undertaking. Be aware of the
unique circumstances your ministry faces when paying the pastor
and preparing tax returns.
Pastor Brian was meeting with his tax preparer when the subject of his housing
allowance came up. For years, the church had allotted $500 of his monthly salary
toward mortgage payments and other housing costs.
“Did the church put that in writing?” the accountant asked him.
“No,” he replied, fearing the worst. Was he on the wrong side of the IRS?
As it turned out, no. In fact, Pastor Brian has been paying too much in federal
income taxes. Soon after, the church properly designated the housing allowance,
and Pastor Brian saved a few dollars on his taxes the next year—by claiming a
common tax exemption.

Ministry Payroll (continued)
Managing payroll and the taxes involved can be challenging
for a church and its employees. By knowing—and avoiding—
the most common payroll pitfalls, the ministry can feel
confident that it’s paying taxes by the book.

Pitfall #1: Dual tax status leads to
payroll tax complications
Pastors face a unique challenge when preparing their tax returns
because most have dual tax status.
All taxpayers must designate their tax status as either
“employee” or “self-employed.” Most clergy members qualify
as employees for federal income taxes, but are considered
self-employed for Social Security tax purposes. Because of
this, most pastors have dual tax status and must file their
tax returns accordingly.

withholdings are enough to cover the anticipated amounts of
federal income tax and SECA tax, pastors can avoid the timeconsuming task of preparing quarterly estimated tax payments.
If the church agrees to make voluntary withholdings from a
pastor’s paycheck, the church must complete the necessary
quarterly and annual payroll tax filings, and remit the tax
withholdings to the U.S. Treasury. If the church does not agree to
make voluntary withholdings, the pastor should make quarterly
estimated tax payments using IRS Form 1040-ES.

Pitfall #2: Housing allowances

Churches are not required to withhold federal income tax from
a pastor’s paycheck, but the pastor is required to pay this tax at
some point. When it comes to Social Security taxes, pastors are
governed by the Self Employment Contributions Act (SECA)
and are required to pay both the employer and employee
portion of Social Security. FICA taxes should never be withheld
by the church from the pastor’s compensation.

Churches often give housing allowances to pastors to help pay
for expenses related to their apartments, their own houses, or
church parsonages. These allowances are exempt from federal
income taxes as long as the church correctly designates them
as such. To correctly make a designation, church leaders
must enter the amount of the housing allowance into the
pastor’s employment contract or the church board’s meeting
minutes. This designation must be made before the allowance
is paid, if the allowance is to be exempt from federal income
taxes. A good practice is to set the designation in November
or December for the following year, or to specify that the
designation applies until further notice.

A common way to pay income and SECA taxes is through
voluntary withholdings from paychecks. Assuming voluntary

The amount of the housing allowance that is exempt from
federal income tax is the lowest of these three options:
1. The total housing allowance, as designated by the church
2.Actual housing expenses (including mortgage payments, utilities, 		
insurance, improvements, furnishings, etc.)
3. The fair rental value of the home (furnished, including utilities)

If the housing allowance is not the lowest total of the three,
the minister must report the excess allowance as taxable
income.

Pastors’ housing allowances are exempt from federal
income taxes, but not Social Security taxes.

Housing allowances are not exempt from Social Security
taxes. Therefore, pastors need to enter their total income from
ministerial services on their self-employment tax form (Form
1040, Schedule SE), including the sum of their salary and
housing allowance.
For additional help, see the example on the next page.

2

The Deacon’s Bench, Vol. 24, Issue 3

Brotherhood Mutual Insurance Company

Pitfall #3: Special-occasion gifts

Housing Allowances
Reporting on tax forms

Pastor Joe is paid a salary of $35,000 per year, plus a
$15,000 housing allowance. His actual housing expenses
total $17,000 for the year and the fair rental value of the
home is $13,000 per year. In this scenario, the amount that
should be tax-exempt (the fair rental value of $13,000)
is lower than the housing allowance ($15,000). Joe must
report the difference of $2,000 as taxable income. How is
this accurately reported?
To complete Pastor Joe’s W-2, the church would list his
salary ($35,000) as his taxable wage. For the housing
allowance, the church would enter $15,000 into Box 14 with
a note showing that the money is a housing allowance.

Form W-2

1 Wages, tips, other compensation

$35,000.00
14 Other
Parsonage Allowance

$15,000.00
When Pastor Joe prepares his tax filings, he must enter his
corrected taxable wage ($35,000 + $2,000 = $37,000)
on Line 7 of his Form 1040, with a note indicating that the
additional $2,000 comes from the excess allowance.

Form 1040, Line 7
7 Wages, tips,etc.
$2,000 Excess Parsonage Allowance

7 $37,000.00

On his Social Security (self-employment) tax form, Joe
would report his total income of $50,000. This number
would go on Line 2 of Long Schedule SE.

Form 1040, Long Schedule SE, Line 2
Net profit or (loss) from Schedule C, line 31;
box 14, code A (other than farming); and
Ministers and members of religious order
this line. See instructions for other....
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From time to time, church members give their pastor a
monetary gift beyond his normal salary. This could be a small
amount of cash in a Christmas card or an organized collection
taken during a worship service. Classifying these gifts as
taxable or non-taxable income can be difficult. In general, the
more the church helps to organize the gift and the bigger the
gift, the more likely it is to be taxable. More specifically:
• If the gift comes directly from members and is of nominal
value (such as a gift card or cash in a Christmas card), it
is generally nontaxable to the pastor.
• If the gift comes from the church’s general fund, it is likely taxable.
• If the gift is funded by member contributions but flows
through church accounts, it is probably taxable.
• If the gift is collected by the church but is not receipted
and not tax-deductible for the donors, it may fall into a
gray area. Contact a tax professional for assistance.

Pitfall #4: Reimbursement of business
expenses
Pastors can incur a variety of business-related expenses, from
attending conferences to purchasing supplies for communion
services. One way to compensate the pastor for these expenses
with minimal complications is by using an accountable
reimbursement arrangement.
Under an accountable reimbursement arrangement, a pastor
must provide the church with documentation of businessrelated expenses as soon as possible, usually within 60 days.
The documentation should show:
1.

The amount paid

2.

The date of payment

3.

The location where the purchase took place

4. How the purchase is business-related
A receipt or cancelled check is generally acceptable as
proper documentation. Once the church treasurer receives

$50,000.00
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Ministry Payroll (continued)
this documentation, the church reimburses the pastor for
the expense.
Accountable reimbursement arrangements are often more
employee-friendly than other reimbursement solutions,
according to Elaine Sommerville, CPA, of Sommerville &
Associates, P.C., in Arlington, Texas.

MINISTRY PAYROLL
AND TAX TIPS
View this free webinar
on-demand at

MINISTRYWORKS.COM

“The employee receives a 100-percent reimbursement
for business expenses up to the limit set by the church,”
Sommerville says. “Therefore, the employee receives a
larger benefit from the church than from trying to deduct
such expenses on a personal tax return.”
These arrangements also simplify the employee’s tax
preparation; the pastor does not have to make any
adjustments on tax returns with respect to business
expenses. Some churches use nonaccountable
reimbursement plans or do not reimburse these expenses
at all, which will cause the pastor to make substantial
adjustments on tax returns.
Tax preparation can easily take a backseat to the other
pressing needs a church deals with on a daily basis.
Knowing the most common payroll pitfalls can help
simplify tax time—and may even leave a few extra dollars
in the bank.

Payroll and Tax Resources
Looking for more information on church payroll and tax filing?
MinistryWorks.com: The MinistryWorks online 		
Resource Library offers articles on church 			
employment, from employee overtime policies to
payroll recordkeeping.
Elaine’s Tax Tips for Nonprofits Blog: Nonprofit tax
expert Elaine Sommerville posts helpful tax tips at
elainesommerville.blogspot.com.
Church & Clergy Tax Guide: This book by attorney and
church tax expert Richard Hammar explains the 		
process of filing church tax returns.
IRS Tax Guide for Churches & Religious Organizations:
This handbook, available on IRS.gov, details the do’s
and don’ts for churches filing tax returns. It also lists
the tax forms most commonly used by churches and
when they should be filed.
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Processing church payroll and employment taxes is a challenging
job. Laws are complex and ever-changing, and mistakes can
result in costly back taxes and penalties. In this one-hour webinar,
ministry payroll specialists Sabra Rowley and Mark Landrigan cover
common questions submitted by church administrators.
Topics include:
• How a minister’s dual-tax status affects payroll and related taxes.
• Best practices for managing housing allowances for clergy.
• Reimbursing employees and volunteers for ministry expenses.
• How to comply with tax filing and payment requirements.
• How to handle part-time, salaried employees.

Viewing Information.
Title: Ministry Payroll and Tax Tips
Length: Approximately 60 minutes
To view, visit www.MinistryWorks.com and go to the Resources
section. Scroll down to find the Webinars heading, and then click
on Ministry Payroll and Tax Tips.

Sabra Rowley, CPA, assistant vice
president–affiliate operations,
Brotherhood Mutual Insurance Company

Mark Landrigan, CPA,
director of MinistryWorks
by Brotherhood Mutual
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Overtime Pay: Does Your Ministry Comply?

Many church employees are subject to federal overtime
laws, although not every ministry may realize it.
The Fair Labor Standards Act (FLSA) governs minimum
wage and overtime pay. Unless an exemption applies,
employers must:
• Pay overtime after someone works 40 hours in a week.
• Pay overtime worth at least 1.5 times a worker’s regular
hourly wage.
While the government allows some flexibility, it doesn’t
permit employers to average work time over multiple
weeks. A common mistake is to pay an employee straight
time if he averages 40 hours a week during a pay period.

Example: The church janitor works 45 hours in the first
week of a pay period and 35 in the second. Although the
janitor worked only 80 hours in two weeks, the FLSA says
you owe him five hours of overtime pay, since he worked
more than 40 hours in the first week.
To avoid mistakes with overtime pay:
• Monitor the hours your employees work.
• Keep detailed pay records.
• Be aware of state and local laws, since they may be
stricter than federal laws.
Ask an attorney if any exemptions apply to employees in
your ministry.

WANT TO TALK ABOUT BULLYING?
ORDER ISSUE 5 ONLINE TODAY!
CHARLIEVALOR.COM

Battle with the Bully Brigade follows two characters:
Finch, racing to beat his problems and Sarah, trying
to avoid confrontation. Both feel the wrath of the
bully brigade. For Charlie’s friends, bullying manifests
in words, actions, online messages, and finally as a
screaming asteroid hurtling toward Earth.
Use this issue and the resources at CharlieValor.com to
talk to kids about bullying and how to deal with it.
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How Does Your Church Keep Time?

M

inistry employees may feel called to do more work
than they’re paid to perform. While commendable,
this can create complications for the church payroll. Having
employees fill out timecards helps ministries accurately
track the number of hours worked each week.

Limits on Volunteer Service

Steps to Get Started
1.

Create a timecard that works for your ministry.
A timecard doesn’t need to be complicated. Build your 		
own or find a template online. The Department of Labor 		
says that any timekeeping plan is acceptable, as long as it
is complete and accurate.

Federal wage law doesn’t bar church employees from volunteering at the church, but it does place limitations on what
they can do. The Fair Labor Standards Act defines a volunteer as someone who donates their services without contemplation of pay. Volunteers aren’t considered employees
of the religious, charitable, or non-profit organizations that
receive their service.

2. Determine which staff member should receive 		
and approve timecards for employees.

Therefore, church staff may not volunteer their time for the
same work they complete as employees. For example, the
church secretary who is scheduled to work Monday through
Friday is allowed to volunteer in the nursery on Sundays. She
would not be permitted to perform her secretarial duties as
a volunteer on Sundays.

Federal law requires that employees be paid within 		
a certain time period after income is earned. A two-week
pay period is standard, but state wage laws may vary. 		
Most churches require employees to turn in timecards 		
before they leave at the end of each week.

Timecards Aid Recordkeeping
Timecards are an essential record to have on hand, should
anyone question whether the ministry has complied with
federal wage laws. Requiring employees to complete
timesheets each week helps ministries draw the line
between paid and volunteer service.
Once an employee fills out a timecard and payroll approves
it, the timecard confirms that an employee and a church
agree about what the employee is owed before the church
issues a paycheck.
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Preferably, the person who approves timecards is not the 		
same as the person who completes payroll. This 		
separation adds a higher level of accountability to 		
the payroll process.

3. Set a timecard due date for each pay period.		

4. Communicate the process to employees.		
If you make changes to your time-tracking process, 		
inform current employees and include the information in 		
the orientation process for any future employees.

5. Retain time records for four to seven years.
The IRS requires that churches retain records of revenue 		
and expenses, including payroll records, for at least four 		
years after filing related tax returns. Brotherhood Mutual 		
recommends keeping records for seven years, the length 		
of time the IRS is allowed to look back when determining 		
an organization’s tax liability.

Brotherhood Mutual Insurance Company

PAYROLL AND TAX SERVICES FOR MINISTRIES
Managing staff payroll and keeping up with tax paperwork
can quickly become a full-time job for a church employee or
volunteer. Outsourcing the work means weighing the benefit
of saving time against the hassle of correcting mistakes
caused by unfamiliarity with church tax laws.
Brotherhood Mutual has developed a service to ease this
administrative burden for ministries: MinistryWorks.
MinistryWorks offers payroll processing and tax filing
assistance exclusively to churches and related ministries.
Clergy payroll and tax laws are unique, and it takes
dedication and specialization to keep up with legislative
changes. From FICA to housing allowances, many laws exist

Also, as part of its services, MinistryWorks can generate an

that have the potential to impact a ministry.

annual report needed for workers’ compensation audits.

“We’re seeing such a need among our insurance customers

“MinistryWorks was our ‘saving grace’ following a really

for help with their payroll processing,” says Mark Landrigan,

bad situation with a previous payroll company,” says Joyce

CPA, director of MinistryWorks. “Because we provide

Copenhaver, administrative assistant for Presbyterian Church of

workers’ compensation coverage, we’ve spent years working

Havre de Grace, Maryland. “They were extremely helpful during

with the tax regulations and auditing requirements around
payroll. Offering a payroll processing service is a way we
can share our expertise in this area with the ministries
we serve.”
The service is designed to provide customized payroll
solutions and tax filing services at an affordable price.

the transition process, and there was never a question they
didn’t answer for us. Our fee for payroll processing was cut in
half compared to what we were paying previously.”
The MinistryWorks staff understands the ins and outs of
ministry. They’re backed by Brotherhood Mutual’s 95 years

MinistryWorks customers save 20-50 percent over

of insurance knowledge, belong to the Independent Payroll

comparable tax and payroll services. For a price estimate,

Providers Association, and possess decades of combined

visit MinistryWorks.com and use the calculator.

payroll processing and accounting experience.

MinistryWorks provides:
•

PAYROLL PROCESSING SERVICES

•

PAYROLL TAX FILING SERVICES

•

PAYROLL REPORTING SERVICES

•

ANNUAL WORKERS’ COMPENSATION
AUDIT ASSISTANCE

•

AFFORDABLE CARE ACT REPORTING

•

NEW HIRE REPORTING

Brotherhood Mutual Insurance Company

For more information, visit

MINISTRYWORKS.COM
or call 866-215-5540.
MinistryWorks is available nationwide.
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