Church Clergy Tax
Management

& Compliance Guide

Complete Strategies for Maximizing Benefits & IRS Protection




WHAT
YOU'LL

LEARN

Housing Allowance — Tax-free
designation and maximization

Compensation Planning — Salary
structures and retirement strategies

Payroll Compliance —W-2
reporting, FICA, self-employment tax

Church Governance — Board
responsibilities and fiduciary duties

IRS Protection — Documentation,
audit defense, compliance




Financial Impact: Proper
planning saves pastors $5,000-
15,000+/year in taxes

IRS Audit Risk: 15-20% audit
rate for churches without
proper documentation

Legal Liability: Board has
fiduciary duty to ensure
compliance

Unique Provisions: Clergy
have exclusive tax benefits not
available to other employees

Comprehensive Strategy:
Housing allowance +
retirement + benefits
coordination

WHY CLERGY
TAX

MANAGEMENT
IS CRITICAL




The Numbers That Matter
$10,500

Average annual tax savings (housing allowance alone)

2%

IRS audit rate (with documentation)

20%

IRS audit rate (without documentation)




Three Pillars of Tax-Optimized Compensation

1. Housing Allowance

Tax-free designation for housing costs (rent/mortgage, utilities, insurance)

2. Retirement Planning

403(b) church match + SEP-IRA contributions for tax-deferred savings

3. Benefits Package

Health insurance, disability, professional development allowances




HOUSING
ALLOWANCE:

THE
FOUNDATION

Definition: Portion of pastor's
compensation designated for
housing-related expenses

Tax Benefit: Excluded from
federal income tax (but NOT
self-employment tax)

Legal Basis: IRC Section
107(2) — exclusive clergy
provision

Real Benefit: $4,000-10,000+
annual tax savings depending on
tax bracket




(1) Amount designated by board resolution
(2) Actual documented housing expenses

(3 Fair market value of housing (community rental rates)

Maximum tax-free amount = LEAST OF:

Example: If board designates $30k, pastor spends $25k, FMV is $32k — tax-free amount is $25k




BOARD
RESOLUTION:
NON-

NEGOTIABLE
ELEMENTS

Explicit Amount: "$2,000/month"
or "$24,000 annually" (not vague)

Time Period: Fiscal year dates (e.g.,
"J]an | - Dec 31,2025")

Purpose Statement: "For housing-
related expenses including rent,
utilities, insurance, property tax,
maintenance”

Effective Date: MUST be BEFORE
fiscal year begins (not retroactive)

Approval: Board chair signature,
recorded in board minutes




TIMING IS
CRITICAL

(IRS NON-
NEGOTIABLE)

MUST PASS BEFORE fiscal
year begins — IRS requires
prospective designation

NOT retroactive — If Jan |
fiscal year, resolve must be by
Dec 31 prior year

Annual renewal — Pass each
year (even if amount unchanged)
to confirm board support

CONSEQUENCE OF LATE
RESOLUTION: Any

compensation paid before
resolution is TAXABLE




DOCUMENTATION

REQUIREMENTS

on: Keep all records 7 years (IRS statute of limitations)

Mortgage/Rent: Statements,
receipts, bank statements (12 months)

Property Tax: Annual tax bill, proof
of payment

Insurance: Policy documents,
premium bills, proof of payment

Utilities: |2 months of bills or annual
summary

Maintenance: Receipts for repairs,
contractor invoices, photos

Board Resolution: VWritten copy,
dated, recorded in minutes




Mistake #1: No Board Resolution

 ERROR: Verbal agreement only, no written documentation
« CONSEQUENCE: IRS disallows entire amount, back taxes + 20% penalty + interest

«  PREVENTION: Pass formal resolution annually, keep in permanent records

IRS audit result: 95% lose when no resolution exists




Mistake #2: Retroactive Resolution

« ERROR: Passing resolution in June for amounts paid since January
« CONSEQUENCE: Only June-December qualifies (5 months of taxable income)
« PREVENTION: Pass resolution BEFORE fiscal year starts

Timeline: Nov/Dec — Pass resolution — Jan 1 effective date




Mistake #3: Over-Designation

« ERROR: Designate $50k but pastor only spends $30k on housing
« CONSEQUENCE: Only $30k is tax-free (actual expenses test); $20k is TAXABLE

« PREVENTION: Research actual costs first, base designation on documented need

IRS examines BOTH designation AND actual use




Qualifying Expenses ONLY

v QUALIFIES X DOES NOT QUALIFY

. Rent/Mortgage . Car insurance/gas
. Property tax . Childcare

. Utilities (gas, electric, water) . Groceries/food

. Insurance (homeowners/renters) . Entertainment

. Maintenance/repairs . Vacation property

. Furnishings . Investment property




Two Housing Options (Choose One)

Housing Allowance

Church designates $$ amount as salary portion. Pastor uses for personal housing.

Most common (90%+)

Parsonage

Church owns home, provides to pastor rent-free. Rental value is tax-free.

Less common (rural/smaller)

CRITICAL: Cannot use BOTH options simultaneously




IRS AUDIT
EXAM:

FOUR KEY
AREAS

(DResolution Timing:
Written? Dated before fiscal
year!? Specific amount!?

(2Reasonableness: Does
amount match community
market rates?

(3)Documentation: Receipts
proving actual housing costs!?

(@)Compliance: W-2
reporting accurate! Separate
from other deductions?




Audit Defense: Strong vs. Weak

v STRONG (IRS approves ~95%)

. Written resolution, properly dated, specific amount
. Annual resolutions maintained in records
. Pastor expense documentation on file

. Market analysis showing reasonableness

X WEAK (IRS wins ~95%)

. Verbal agreement, no written resolution
. No pastor expense documentation

. Amount far exceeds market rates




Form W-2: Housing Allowance Impact

Pastor's actual compensation: $65,000
Housing allowance designated: $24,000

Taxable wages (Line 1): $41,000

Result: Housing allowance is EXCLUDED from taxable wages

BUT: Housing allowance IS subject to self-employment tax (15.3%)




MAXIMIZATION
STRATEGY #lI:

ANNUAL
REVIEW

Timing: November/December
before fiscal year ends

Action: Obtain pastor's
expense documentation,
research market rates

Update: Adjust for inflation
(typically 2-4% annually)

Benefit: Ensures maximum
tax-free amount is being used




Maximization Strategy #2: Separate Components

WEAK Setup

$65,000 salary (housing included, vague)

STRONG Setup

$45,000 base + $20,000 housing allowance

Making housing allowance explicit and separate makes it defensible and clear on payroll records.




COMPLETE

COMPENSATION
ARCHITECTURE

Base Salary: Regular taxable
income

Housing Allowance: Tax-free
(income tax, not SE tax)

Retirement Contributions:
403(b), SEP-IRA (tax-deferred)

Benefits: Health insurance,
disability, professional
development

Bonuses/Honoraria: Special
projects, additional services




RETIREMENT
PLANNING

UNIQUETO
CLERGY

403 (b) Plan: Church can match
up to 25% of compensation
(includes housing allowance)

Self-Employment Tax
Deduction: Clergy deduct 50%
of SE tax paid (unique benefit)

SEP-IRA Option: Individual can
contribute up to 25% of net self-
employment income

Catch-Up Contributions: Age
50+: additional $7,500/year
(2024)




403(B)
EMPLOYER

MATCH
STRATEGY

Example Setup: $45k base +
$20k housing + $7k church
403(b) match = $72k total

Tax Impact: $45k taxable,
$20k housing-related, $7k goes
to retirement (untaxed)

Benefit: Church contribution
reduces taxable income,
provides retirement security

Compliance: Must be
documented in compensation
resolution




SELF-
EMPLOYMENT
TAX:

CRITICAL
FOR CLERGY

Housing Allowance:
EXCLUDED from income tax,
but INCLUDED in SE tax (15.3%)

SE Tax Deduction: Clergy can
deduct 50% of SE tax paid
(unique to self-employed/clergy)

Social Security Credit:
Housing allowance counts toward
Social Security earnings record

Medicare Impact: Housing
allowance subject to 2.9%
Medicare tax




Independent Contractors: IRS Rules
EMPLOYEE

Regular salary/compensation
W-2 reporting required
Housing allowance eligible

Church handles taxes

INDEPENDENT CONTRACTOR

1099 reporting only
Self-employment tax applies
Housing allowance INVALID

Pastor pays own taxes

A WARNING: Misclassifying employee as contractor can trigger penalties




LOVE
OFFERINGS &
HONORARIA

TAX
TREATMENT

Love Offerings: Generally
TAXABLE income (unless gifts
under specific rules)

Honoraria: Payment for

special services (wedding,
funeral, preaching) — TAXABLE

Timing: Should be reported
on same Yyear received (accrual
vs. cash basis)

Documentation: Keep
records of amounts, dates,
purposes




TAX-
ADVANTA
GED

BENEFITS
PACKAGE

Health Insurance: Premium tax-
deductible (church or individual)

Disability Insurance: Long-term care
protection (partially tax-deductible)

Professional Development: Books,
conferences, training (deductible)

Cell Phone/lnternet: Business-use
portion (business expense)

Auto Allowance: Reimbursement at
IRS standard mileage rate (non-taxable)




SEVERANCE &

TERMINATION
CONSIDERATIONS

Severance Packages: Generally
TAXABLE (except specific exceptions)

Unused Vacation: Must be paid and
TAXABLE if vested

Final Housing Allowance: Proration
for partial year based on actual housing
costs

401 (k)/403(b) Distributions:
Subject to income tax and penalties if
before age 59




PASTOR
SERVING

MULTIPLE
CHURCHES

Housing Allowance: Can be
designated by each church,
allocated to primary residence

Compensation: Each church
reports on separate W-2

Self-Employment Tax:
Combined SE tax on total
clergy compensation

Retirement: Can contribute
to 403(b) from each church
(combined limits apply)




SABBATICAL &
PAID LEAVE TAX

TREATMENT

Vacation Pay: TAXABLE (ordinary
compensation for non-work time)

Sabbatical Pay: TAXABLE (if paid by
church while on leave)

Study Leave: TAXABLE (unless meets
strict educational requirements)

Housing During Leave: Still qualifies
for housing allowance exclusion




Complete Compensation Example

Pastor Smith Total Package: $85,000
Base salary: $50,000 (taxable)
Housing allowance: $25,000 (tax-free income, SE tax applies)

Church 403(b) match: $10,000 (tax-deferred, not immediately taxable)

W-2 Taxable Income: $50,000 (base + housing SE tax component)
Tax savings from housing allowance: ~$5,000-6,000/year




Duty of Care: Make informed decisions
regarding pastor compensation

Duty of Loyalty: Act in church's best
interest, not personal interest

Duty of Obedience: Ensure
compliance with legal requirements (tax
laws)

Documentation Duty: Keep records
of all decisions in board minutes




* Church Liability: Back taxes, penalties,
interest on underpaid employment taxes

* Board Member Liability: Personal
liability in some cases for failure to
ensure compliance

* Pastor Liability: Back income taxes, SE
tax, penalties, interest (even if church
misclassified)

* Audit Costs: Legal fees, accountant fees,
time burden




Finance Committee Review: Analyze
compensation, benefits, market rates

Board Presentation: Present
proposed compensation package with
supporting data

Board Vote: Formal vote on resolution
(document in minutes)

Board Chair Signature: Sign
resolution, file in permanent records

Pastor Notification: Provide copy to
pastor with effective date




ANNUAL COMPLIANCE
CHECKLIST
(NOVEMBER/DECEMBER)

[J Update: Proposed allowance for inflation (2-4%)
[] Board Vote: Pass updated resolution
] Notify: Pastor, payroll, accountant of new amounts

1 Verify: W-2 reporting accuracy by January 31

[0 Review: Current

compensation, actual

housing costs, market
rates




* Board Resolutions File: All annual
resolutions, signed, dated

* Housing Allowance File: Resolutions
+ pastor expense documentation

* Payroll Records: W-2 copies, payroll
registers, housing allowance
reconciliation

* Market Analysis: Appraisals, rent
comparables, reasonableness
documentation

* Annual Reconciliation: Designated vs.
actual housing expenses




Annual Expense Documentation Form

Category | Expense | Amount | Documentation

Mortgage/Rent | Monthly payments | $18,000 | Statements
Property Tax | Annual tax bill | $2,400 | Tax bill + receipt
Insurance | Homeowners | $1,200 | Policy + bill

Utilities | Gas, electric, water | $2,400 | 12 months bills

Maintenance | Repairs, maintenance | $1,500 | Receipts + invoices

TOTAL: $25,500




Step I: Notify CPA/tax attorney
immediately

Step 2: Don't respond to IRS without
professional counsel

Step 3: Gather all documentation
(resolutions, expense records, market
analysis)

Step 4: Professional responds to IRS
with documentation

Step 5: If needed, appeal through IRS
appeals process




Standard Rule: Keep ALL records
minimum 7 years

IRS Statute: 3 years for normal audits,
7 years if fraud suspected

Best Practice: Keep permanently
(electronic storage is cheap)

Board Minutes: Permanent retention
(legal document)




For Homeowners: Professional
appraisal (~$300-500) every 3-5 years

For Renters: Research comparable
rental rates (Zillow, Trulia, local listings)

Documentation: Keep appraisal report
or rental market analysis in file

Update Frequency: Minimum 3-5
years, or when compensation changes
significantly




Create Folders: Tax Year — Housing
Allowance — Sub-categories

File Organization: Board Resolutions |
Expense Docs | W-2s | Market Analysis

Backup System: Cloud storage
(Google Drive, Dropbox, OneDrive)

Searchable: Use naming conventions
(Year-Month-Document)




CPA/Tax Accountant: Annual
compliance,W-2 preparation, audit
representation

Tax Specialist/Forensic CPA: For IRS
disputes, complex compensation
structures

Church Consultant: Governance,
policy development, best practices

Business Appraiser: Home valuation
or housing allowance reasonableness




No board resolution documented

Housing allowance exceeds community
market rates significantly

No pastor expense documentation
available

Allowance increased drastically year-to-
year without explanation

W-2 shows conflicting amounts or
omissions




Resolution not signed or not in board
minutes

No annual updates (same resolution used
multiple years)

Housing allowance confused with other
compensation items

Pastor expenses not documented (claims
but no receipts)

No reconciliation between designated
and actual amounts




PREPARING FOR
POTENTIAL AUDIT
(ANNUAL)

v Compile: Pastor expense documentation and annual reconciliations
v Verify: W-2s match designated amounts

v Document: Market analysis/appraisal showing reasonableness \/ Organize° All board
v Review: With CPA annually to catch issues early resolutions by year

(2018-current)
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IMPLEMENTATION ROADMAP: YEAR

Month 1-2: Audit current situation (resolutions, W-2s,
documentation)

Month 3: Meet with CPA/accountant to review
compliance

Month 4-5: Board training on fiduciary duties and
compensation

Month 6: Implement new compensation structure and
documentation system

Month 12: Annual review and update for Year 2



Case Study: Small Church (100 Members)

Situation: Pastor salary $40k, no housing allowance documentation
Problem: Missing $8k/year in tax benefits, no audit defense
Solution: Pass resolution: $40k base + $12k housing allowance

Result: $3,600/year tax savings for pastor, improved audit defense

Implementation time: 2-3 hours board meeting + documentation




Case Study: Medium Church (500 Members)

Situation: Pastor $70k, $18k housing, but no resolution or documentation
Problem: If audited, IRS disallows entire housing allowance (at risk: $4,500 in taxes)
Solution: Create resolution, document housing costs, market analysis

Result: Protected against audit, pastor retains $4,500+ annual savings

Implementation time: 5-8 hours (more complex documentation needed)




Case Study: Large Church (2000+ Members)

Situation: Senior pastor $120k, multiple staff pastors, complex compensation
Problem: Different housing amounts, inconsistent documentation, no annual reviews
Solution: Comprehensive compensation policy, annual review process, professional CPA oversight

Result: $15,000+/year in tax savings for all staff, bulletproof audit defense

Implementation: Ongoing process with professional management




COMMON PITFALLS & PREVENTION

Pitfall: Assuming verbal agreement is
sufficient

Prevention: Always get formal written
resolution

Pitfall: Not updating allowance annually

Prevention: Annual review calendar
reminder (November)



RED FLAGS IN COMPENSATION DISPUTES

Conflict between what's on W-2 vs. what pastor
says received

Housing allowance changed mid-year without
new resolution

Pastor claims deductions conflicting with
housing allowance

Multiple interpretations of allowance purpose
within church
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TRANSITION PLANNING FOR NEW

PASTORS

Before Start Date: Pass board resolution for
new pastor's compensation

Hire Date: Provide compensation summary,
housing allowance explained

First Year: Obtain housing expense
documentation

Annual Review: Include in ongoing
compensation review process
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Real Financial Impact Analysis
Small Church

Pastor $40k + $12k allowance
Annual Savings: $3,600
10-year cumulative: $36,000

Medium Church

Pastor $60k + $24k allowance
Annual Savings: $6,000
10-year cumulative: $60,000

Large Church

Pastor $85k + $35k allowance
Annual Savings: $10,500

10-year cumulative: $105,000




LONG-TERM: RETIREMENT PLANNING

INTEGRATION

Housing Allowance Value: Counts toward
Social Security earnings record

403(b) Church Match: Complements housing
allowance, provides retirement growth

Long-term Strategy: Housing allowance +
retirement contributions = comprehensive plan

Retirement Analysis: Pastor should work
with financial advisor on combined strategy
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KEY TAKEAWAYS

Housing Allowance is Powerful: $4,000-15,000+ annual tax
savings for pastor

Documentation is Essential: Written resolution, expense
records, market analysis

Timing is Critical: Resolution BEFORE fiscal year begins (IRS
non-negotiable)

Annual Review is Mandatory: Update for inflation, changes in
housing situation

Board Fiduciary Duty: Ensure compliance to protect church
and pastor



IMPLEMENTATION
CHECKLIST (NEXT 30
DAYS)

[1 Week 2: Contact CPA/accountant for compliance review
[J Week 3: Schedule board meeting to present findings and recommendations

[] Week 4: Board votes on housing allowance resolution + documentation plan

[0 Week I: Audit
current housing
allowance
documentation (or lack
thereof)




ACTION PLAN: FIRST
YEAR
IMPLEMENTATION

Q2: Implement new compensation, update payroll, communicate with pastor

Q3: Pastor provides expense documentation, compile records

Q4: Annual review, update for next year, board approval Q I: Audit. CPA review.
° ) y

board approval of
structure



* Annual Board Training: |-2 hour
session on clergy compensation
compliance

* Fiduciary Duty Overview: Board
members understand legal
responsibilities

* Case Study Review: Discuss real-
world examples and audit outcomes

* Professional Development: Invite
CPA or church law consultant quarterly




* January: W-2 preparation, verify payroll
accuracy

* April: Tax deadline, ensure all
documents filed

* July: Mid-year compensation review

* November: Annual housing allowance
review, market analysis

* December: Board resolution for next
year, pastor notification




MEASURING SUCCESS

v Written board resolution on file for all pastoral staff

v Annual documentation of housing expenses
completed

v W-2s accurately reflect housing allowance exclusion

v Pastor receives maximum tax benefit (no money left
on table)

v Ready for IRS audit with strong defense



Consult with your CPA or church advisor
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