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How to Use This Church and Nonprofit Tax & Financial Guide

This 2024 edition of the Church and Nonprofit Tax ¢ Financial Guide published
by ECFAPress includes the latest tax forms from the IRS, the impact of Capitol
Hill legislation, the effect of court decisions, and more. In particular, the Guide
has been updated to include changes in the law that could save your organization
hundreds of dollars or more.

But this Guide is not just another book—it is your gateway to ECFA’ incredible
and FREE online resources for churches and ministries.

« You may have a printed copy of the book in your hands. Or you may have
accessed our book webpage (ECFA.org/TaxGuides), and you are viewing the
book online.

« Ifyou are viewing the book online, you may have already clicked on some
of the links embedded in the book which open the world of ECFA’s online
catalog of 50 eBooks and over 1,000 Knowledge Center documents.

« Listening and watching may be your preferred learning style. If so, there are
a series of short videos on our website that highlight the key takeaways from
the guide.

You get the picture—here at ECFA, we want to serve you. We do this by helping
you understand the basics of church and nonprofit taxes and finance through a
variety of learning formats.

Our prayer is that God will use this guide to help you to be the best possible
steward of your God-given resources and free you to focus on ministry!

Michael Martin, JD, CPA
ECFA President and CEO
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Your clear FOR 2023 TAX RETURNS
step-by-step guide to

making minister's taxes easy.

MICHAEL MARTIN

The ECFA 2024 Minister’s Tax and Financial Guide

For years, ministers have trusted the Minister’s Tax & Financial Guide to
save them time and money. This easy-to-understand workbook simplifies
the tax code and offers dozens of tips to reduce your tax bill. For 2024,
the guide includes a line-by-line explanation of the Form 1040 as well
as information on recent changes in the tax code. Michael Martin also
explains the easy steps you can take now to minimize next year’s tax bill.

This publication is also useful to church treasurers and business
administrators and to tax preparers who assist ministers.



Recent
Developments

As a church or nonprofit ministry leader, you know that 2023 was full of challenges.
Inflation has been a significant burden for both donors and organizations seeking to get the
most use out of dollars entrusted to them. Fundraising, staffing, and operations are likely
high on your mind, and constant changes in the legal and regulatory environment can be
dizzying.

Below are just a few of the most significant recent developments over the past year.
However, to stay current on the latest news and trends affecting your ministry, we also
encourage you to check out ECFA’ regularly updated News page, as well as our annual State
of Giving report, available at ECFA.org.

Employee Retention Credit. Has your ministry received an unsolicited call, text, or letter
offering to help you secure significant cash benefits by applying for the Employee Retention
Credit (ERC)? You would not be alone. In fact, the IRS is adamantly warning organizations
to be cautious.

The ERC is a refundable tax credit for organizations that kept employees on their payrolls
despite government-forced suspensions of operations or significant declines in receipts
during the COVID-19 crisis in 2020 and 2021. Qualified employers could be eligible for
thousands of dollars in assistance per retained employee for wages paid through September
30, 2021, and many groups have legitimately benefited from this credit. However, the
availability of such significant amounts of cash is also attracting scammers eager to exploit
businesses and charities that may not be eligible for the ERC.

Speaking on a recent ECFA webinar, Michael Batts, CPA, and managing partner of Batts
Morrison Wales & Lee, suggested false ERC claims could turn out to be “the biggest tax
fraud scandal of all time,” and the IRS is aggressively monitoring such filings. Organizations
are ultimately responsible for their tax filings and-long after scammers disappear with their
fees—they could be on the hook for payback of the credit (plus penalties) to the IRS. More
information from the IRS is available at IRS.gov/ERC.
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Workforce Rules. The U.S. Department of Labor is pursuing changes to overtime
regulations that would effectively extend overtime pay protections to an additional 3.6
million American workers. By pegging its guidelines to the 35th percentile of weekly
earnings of full-time salaried workers in the lowest-wage U.S. region—rather than the 20th
percentile of the current rules—the minimum executive, administrative, and professional
(EAP) employee salary eligible for exemption would rise from approximately $35,568 to
$55,068. Meanwhile the exemption threshold for the special category of highly compensated
employees (HCE) who perform at least one EAP duty would increase from $107,432 to
$143,988. If implemented, the new rule would then program these new levels for automatic
updates every three years to reflect changes in earnings data.

The Biden administration also continues to consider a potential rule change that would
rescind a Trump-era regulation governing who is and is not a freelancer based on who
controls a job and the ability of a worker to profit. The U.S. Department of Labor now
contends that returning to a more complex economic reality test for distinguishing
employees from independent contractors would benefit worker rights.

Of note, as of November 1, 2023, the U.S. Department of Homeland Security is requiring all
employers to use an updated I-9 employee verification form. Those who neglect to use the
new form are subject to penalties.

Clergy Act. Many clergy choose early in their ministries to apply for an exemption from

the Social Security system, and this is generally an irreversible selection. However, as they
advance in their career and look ahead to retirement, some pastors come to wish they
hadn’t made that choice. The Clergy Act, authored by Reps. Kevin McCarthy (R-Calif.) and
Mike Thompson (D-Calif.), would allow a temporary window for pastors to revoke their
exemption and re-enter the Social Security system beginning in 2026. If it becomes law,

the bill also includes a requirement for the IRS to submit a plan to Congress for how it will
notify clergy members of their eligibility for this opportunity. ECFA supports this legislation
and provides more background on social security considerations for pastors in ECFA’s
eBook 10 Essentials of Social Security for Ministers.

Universal Charitable Deduction. The Charitable Act, authored by Sens. James Lankford
(R-Okla.) and Chris Coons (D-Del.), would allow non-itemizing taxpayers to claim a
deduction worth up to one-third the standard deduction—roughly $4,600 for individuals

or $9,200 for joint filers in 2023. This would build on a successful pandemic-era experiment
that had allowed a $300 above-the-line benefit for donations ($600 for married couples filing
jointly). That small step helped fuel much-needed increases in giving in 2020 and 2021, but
sadly Congress allowed that important provision to expire at the end of 2021.



RECENT DEVELOPMENTS

The traditional charitable deduction remains a powerful giving incentive, but it is
unfortunately restricted to generally wealthier taxpayers who itemize their deductions—
only about 12 percent of those filing. The Charitable Act would again democratize this
incentive, reinforce habits of giving, and recognize the sacrificial hearts of many individual
donors that ECFA ministries depend on to continue their work. ECFA continues to advocate
for the Charitable Act and the reinstatement of other enhanced charitable giving incentives.

Donor-Advised Funds. Donor-Advised Funds (DAFs) continue to grow in popularity

and are increasingly significant sources of gifts for many nonprofit organizations. DAFs
allow donors to receive an immediate tax deduction for irrevocably donated funds that
may be invested, grown, and later distributed to charities. According to data from the 2023
DAF Report published by the National Philanthropic Trust (NPT), nearly two million
DAF accounts now hold $228.89 billion in assets. Those accounts granted $52.16 billion to
charities in 2022 — a new high and 9 percent more than in 2021. That is equivalent to a 22.5
percent payout rate, continuing an annual pattern of payout rates more than 20 percent.

Some critics want Congress to legislate additional payout and disclosure rules for DAFs.
However, more immediately the IRS is working to address fundamental questions defining
what precisely is a DAF. DAFs must meet a three-pronged test by which they are separately
identified for contributions, owned and controlled by a sponsoring organization, and

are expected to be advised by at least one donor. Some exceptions under a pending IRS
rulemaking would include accounts that make distributions only to a single organization
and some scholarship and disaster-relief funds. Also, basic restricted gifts don’t
automatically trigger DAF rules.

Taxable DAF distributions (generally those not going to charitable purposes) are subject
to an excise tax of 20 percent on sponsoring organizations, as well as 5 percent on fund
managers. The IRS rulemaking under consideration would define such distributions
broadly to generally mean “any grant, payment, disbursement, or transfer, whether in cash
or in kind,” and it would create an anti-abuse framework to make sure donations are not
funneled for purposes inconsistent with DAFs. The IRS specifically identifies activities like
political campaign work and lobbying on legislation as taxable. However, investments and
“reasonable investment and grant-related fees” would not be taxable distributions.

Leader care resources. An ECFA member survey showed 94 percent of board chairs and
senior leaders agreeing that leadership failures are having a negative impact on donor trust.
However, the survey also revealed a lack of intentional practices in place within many
nonprofits and churches to support leadership integrity. For example, that survey also
showed only 57 percent of nonprofit CEOs reporting a written plan from their ministry’s
board on character expectations for the leader, and only 15 percent said they had any type of
written plan to support the care of the leader as a whole person. More insights and ideas for
caring for your ministry’s leader are available in the article “Reinforcing the Foundation of
Trust” at ECFA.org. Stay tuned for more resources to come.
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Key Federal Tax Limits, Rates, and Other Data

2022

2023

2024

Standard deductions, exemption

s, and exclusions:

Standard Deductions

Married-Joint Return $25,900
Head of Household 19,400
Single 12,950
Married-Separate Returns 12,950

Married-Joint Return $27,700
Head of Household 20,800
Single 13,850
Married-Separate Returns 13,850

Married-Joint Return $29,200
Head of Household 21,900
Single 14,600
Married-Separate Returns 14,600

Foreign earned income exclusion $112,000 $120,000 $126,500
Social Security:

15.3% on wages up to 15.3% on wages up to 15.3% on wages up to

$250,000 married-joint, $250,000 married-joint, $250,000 married-joint,

SECA (0ASDI & Medicare) rate

$125,000 married-separate,
and $200,000 all others

$125,000 married-separate,
and $200,000 all others

$125,000 married-separate,
and $200,000 all others

0ASDI maximum compensation base $147,000 $160,200 $168,600
Social Security cost of living benefit increase 5.9% 8.7% 3.2%
Medicare Part B premiums - Basic $170.10 $164.90 $174.70

Earnings ceiling for Social Security (for
employment before FRA; special formula
in FRA year)

Below FRA: $19,560
Over FRA: None

Below FRA: $21,240
Over FRA: None

Below FRA: $22,320
Over FRA: None

Earnings limit in year FRA attained $51,960 $56,520 $59,520

Benefits and contributions:

Maxupum annual contribution to defined 61,000 $66,000 $69,000

contribution plan

Maximum salary deduction for

401(K)/403(b) $20,500 $22,500 $23,000

401(k) & 403(b) over 50 "catch up" limit $6,500 $7,500 $7,500

Maximum income exclusion for

nonqualified plans in 501()(3) $20,500 $22,500 $23,000

organizations (IRC 457)

RIA contribution limit - age 49 and below $6,000 $6,500 $7,000
- age 50 and above $7,000 $1,500 $8,000

Highly compensated employee limit $135,000 $150,000 $155,000

Maximum annual contribution to health $2,850 3,050 $3.200

flexible spending arrangements
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2022

2023

2024

Per diem and mileage rates and other transportation:

Standard per diem: Lowest rates
in continental USA

Lodging $96
Meals & incidentals $59

Lodging $98
Meals & incidentals $59

Lodging $107
Meals & incidentals $59

Business auto mileage rate

62.5 cents per mile

65.5 cents per mile

67 cents per mile

Moving & medical auto mileage rate

22 cents per mile

22 cents per mile

21 cents per mile

Charitable auto mileage rate

14 cents per mile

14 cents per mile

14 cents per mile

Airplane mileage rate ®

$1.52 per mile

$1.81 per mile

$1.74 per mile

Motorcycle mileage rate ®

56.5 cents per mile

60.5 cents per mile

63.5 cents per mile

Maximum value of reimbursement of business

expenses (other than lodging) without receipt 5 5 5
Monthly limit on free parking $280 $300 $315
Transit passes/tokens-monthly tax-free limit $280 $300 $315

Form 990/990-T/990-N and 1099-MISC threshold:

Threshold for filing Form 990
(if not otherwise exempt)

Gross receipts = $200,000
or Total assets = $500,000

Gross receipts = $200,000
or Total assets = $500,000

Gross receipts = $200,000
or Total assets = $500,000

Threshold for filing Form 990-EZ @

Gross receipts < $200,000
& Total assets < $500,000

Gross receipts < $200,000
& Total assets < $500,000

Gross receipts < $200,000
& Total assets < $500,000

Threshold for filing Form 990-N (Postcard) ®

Gross receipts = $50,000

Gross receipts = $50,000

Gross receipts = $50,000

Threshold for filing Form 990 electronically

@

(0]

@

Threshold for required filing Form 990-T @

$1,000 annual gross UBI

$1,000 annual gross UBI

$1,000 annual gross UBI

Threshold for required filing
Form 1099-MISC/NEC

$600

$600

$600

Minimum contribution and maximum cost
of token

Minimum gift: $58.50
Maximum cost: $11.70

Minimum gift: $62.50
Maximum cost: $12.50

Minimum gift; $66.00
Maximum cost: $13.20

Maximum value of de minimis benefit Zhof g, Lkt git, Zhof gt
but not more than §117 but not more than $125 but not more than $132

Other:

Federal minimum wage per hour $1.25 $1.25 $1.25

Gift tax annual exclusion $16,000 $17,000 $18,000

Estate tax annual exclusion $12,060,000 $12,920,000 $13,610,000

O Privately-owned vehicle mileage rates set by the U.S. General Services Administration

Note: In some instances, the rate for a particular year may apply to a tax return filed in a subsequent year.

@ The Taxpayer First Act requires all nonprofits that file 990-series returns (990, 990-EZ, 900-T) to file such returns electronically. For most nonprofits,
the new e-filing requirement applies to returns covering the calendar year 2020 and fiscal years that begin on or after July 2, 2019. The IRS may defer the
e-filing requirement for up to two years for smaller nonprofits (those with total assets or less than $500,000 and annual revenue of less than $200,000

and for any organizations filing Form 990-T).
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Financial Integrity
Foundations

_ In This Chapter

m Independent board m Compensation review and approval

B Managing conflicts of interest m Proper stewardship practices

Accountability—it’s a word that engenders strong feelings. The obligation or willingness
to accept the responsibility embodied in accountability is embraced by many,
misunderstood by some, and feared by a few.

But how do we know whether people accept responsibility or, in other words, truly submit
to accountability? Are we accountable to ourselves (self-accountability), or accountable to
someone else in a verifiable way? Verifiable accountability and self-accountability differ
greatly.

When someone says they are accountable to themselves, it reminds us of New Year’s
resolutions that are often broken within hours of the start of the new year. The landscape
of Christ-centered churches and ministries is littered with examples of ministries that
were accountable to themselves and now they no longer exist or operate at only a fraction
of what they were at one time.

Contrast self-accountability with verifiable accountability. The latter isn't just a sound
concept; it is a theme that runs through the Scriptures.

As an example of Jesus’ keen interest in this topic, he tells the story about investing funds
in Matthew 25:14-30. The crux of the parable is verifiable accountability.

Jesus set the verifiable accountability example when he sent out the disciples two-by-two
(Mark 6), the 72 (Luke 10), and others together who were involved in the early church
mission (Acts).

In 1 Corinthians 4:2, we read these words: “Now it is required that those who have been
given a trust must prove faithful” Proving faithful requires verifiable accountability!
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As ministry grew exponentially, there is continued attentiveness to verifiable
accountability in the Apostle Paul’s letters. For example, Paul instructed those he
mentored to follow in his steps. He urged leaders to exhibit character that was “above
reproach” and “blameless” (1 Tim. 3:1-13; Titus 1:6-11).

When Christ-centered ministries do not demonstrate verifiable accountability, they risk
doing what is right in their own eyes, as the Israelites did (Judges 17:6).

In his early years, David, king of Israel, sought the counsel of wise and godly men. When
his authority grew, he began to operate as the supreme ruler of Israel instead of God’s
servant and then his troubles mounted when he went down the road of self-accountability
(2 Sam. 11).

Because people form impressions by looking at outward appearances, the pattern

for accountability for Christ-centered ministries and its leaders lies in biblical
accountability—in the spirit of truth and love—holding each other to high standards in
our individual journeys of faith and ministry service. (See ECFAs Knowledge Center for
additional Scriptural references for the biblical basis of accountability.)

“Strong patterns of verifiable accountability keep the wolves at bay;” says ECFA board
member Michael Batts. He continues, “Sadly, there is an element of society that revels
when bad things happen in churches and ministries. This element of society looks

for ‘cracks in the armor’ of churches and ministries to try to ruin their reputation.
Maintaining appropriate accountability greatly reduces the risk of such damage.
Furthermore, when a high-profile financial scandal occurs in the church and ministry
realm, it increases scrutiny by government regulators and increases the likelihood of
additional burdensome legislation or regulation.”

How do churches and ministries measure up on the verifiable accountability index? Many
are doing excellently in this arena—but in the words of Paul, we must “do so more and
more” (1 Thess. 4:10). There will always be outliers, but it is necessary for all of us to begin
by doing our part to earnestly model financial integrity and accountability practices for
the glory of God.

Here are a few faces of verifiable accountability:

1. Growing number of exemplar churches and ministries. Most of the larger,
Christ-centered ministries in the U.S.—more than 2,700—are accredited by ECFA
and committed to ECFA’s rigorous standards. There is a growing movement of
larger churches to achieve accreditation for verifiable accountability. This is a most
encouraging sign.
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2. Using the services of independent CPAs. Large churches and most nonprofit
ministries have their annual financial statements audited, reviewed, or compiled
by an independent CPA.

Still, many more churches and ministries should step up and engage CPA services
because the gain of increased trust far outweighs the expense. Smaller organizations
that are interested in ECFA accreditation may save on expenses by having financial
statements reviewed or compiled until a full audit is appropriate.

3. Performing internal audits. A few larger churches and ministries have staff
dedicated to performing internal audits in addition to using external auditors.
These organizations are at the top of the class.

This leaves most of the 300,000-400,000 churches in the U.S. without any internal
or external audit work and tens of thousands of ministries in the same category.
Internal audit work is an important step that churches and ministries can take to
ensure verifiable accountability.

The foundations of financial integrity begin with board decisions made in the best
interest of the ministry (often requiring a majority of independent board members),
avoidance of conflicts of interest, and proper compensation-setting practices with
respect to the ministry’s top leader. These topics and more are discussed in this
chapter.

Independent Board

The importance of an independent board cannot be overemphasized. A lack of
independent board oversight can negatively impact the accountability and effectiveness
of the ministry. In contrast, an independent board heightens the potential to provide
fiduciary oversight, establish adequate board policies, and ensure consistent adherence
to these policies.

To demonstrate board independence, a majority of the board should be other than
employees or staff or those related by blood or marriage. Even when employee
membership on the board is slightly less than a majority, the independence of the board
may be jeopardized, especially if the majority of members in attendance at particular
meetings are not independent. This is because employees often lack independence and
objectivity in dealing with many board-level matters. Ministries filing Form 990 must
document the number of voting board members that are independent compared to the
total number of voting board members.
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Does your board have robust discussions on key issues? Are the values and policies
of the ministry clearly articulated? Are annual

evaluations, based on predetermined goals, made of —e

the ministry’s leader? Does the board evaluate itself

as rigorously as it evaluates the ministry’s leader?

Key Issue

Boards should meet at least semiannually, and Boards should develop a cyclical pattern
many boards meet more frequently. Each board of self-evaluation. The purpose of
should determine the appropriate number of self-assessment is to individually and
meetings based on the nature of the ministry. collectively improve board performance.

It can take a variety of formats, from
The actions of a ministry’s board and its soliciting feedback from individual
committees should be recorded in written board members about their contribu-
minutes, signed by the secretary, on a tions to the board’s performance, to
contemporaneous basis (within a reasonable evaluating the effectiveness of time
time period after the meeting is held). Ministries spent together as a hoard. See FCFA
filing Form 990 must document whether board Tools and Templates for Effective Board
minutes are contemporaneously maintained. The Governance for board self-evaluation
same is true for committees with the authority to templates.
act for the board.

The actions of a ministry’s board often include the approval and revision of policies.
These policies should be reflected in the Board Policies Manual with the manual regularly
updated. See ECFA Tools and Templates for Effective Board Governance for a Board
Policies Manual template.

Managing Conflicts of Interest

The potential for a conflict of interest arises in situations in which a person is responsible
for promoting one interest at the same time he or she is involved in a competing interest.
Problems with conflicts of interest occur when this person exercises the competing
interest over the fiduciary interest, or the simple appearance of a conflict of interest
creates perception issues around the integrity of the ministry.

Related-party transactions occur between two or more parties with interlinking relation-
ships. These transactions should be disclosed to the governing board and evaluated to
ensure they are made on a sound economic basis. The organization may decide to pursue
any related-party transactions that are clearly advantageous to the organization, if they
are also deemed to be in the overall best interest of the organization and certain integrity
safeguards are followed.
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Undertake significant transactions with related parties only in the following situations:

Caution

Integrity requires that a board member
or other insider disclose a potential
conflict of interest to the board. The
individual should refrain from voting
on the transactions involving a related-
party issue and not be present during
the discussion and voting.

o The organization’s board approves the
transaction as one that is in the best
interest of the organization.

o Related parties are excluded from the
discussion and approval of related-party
transactions.

o Competitive bids or comparable valuations are
considered.

o The audited financial statements of the
organization fully disclose related-party
transactions.

Even when all of the above precautions are observed with respect to a related-party
transaction, the church or nonprofit organization may be at risk to criticism from
givers, the media, or other members of the public. This risk may be so significant that it
overshadows all of the benefits of the transaction.

Example 1: An organization purchases insurance coverage through a firm owned
by a board member. This is a related-party transaction. The transaction might
be approved if the cost of the insurance is disclosed, the purchase is subject to
proper approvals, the price is equal to or below the competition’s, the purchase

is in the best interests of the organization,
—

and the related party is not part of the
Warning

Information concerning prospective

discussion and vote at the meeting when
the decision is made.

Example 2: The senior pastor and several

employees are members of the board.
When the resolution on salary and fringe
benefit adjustments comes to the board,
those affected by the resolution should not
discuss and vote on the matter. The senior
pastor and employees should also excuse
themselves from the meeting to avoid even
the appearance of a conflict of interest.

and current board members may reveal
potential conflicts that will disqualify
the individual. If a conflict is sufficiently
limited, the individual may simply need
to abstain from voting on certain issues.
If the conflict of interest is material, the
election or reelection of the individual
may be inappropriate.




2024 CHURCH AND NONPROFIT TAX & FINANCIAL GUIDE

Example 3: A nonprofit board considers a significant investment through a
brokerage firm in which a board member has a material ownership interest.
This investment might be approved if it is in the best interest of the nonprofit
organization, is consistent with its investment policies, and meets its conflicts
of interest policy.

To reiterate, when considering significant transactions involving related parties,
ministries should carefully follow the following four steps:

1. Exclude. All individuals with a conflict of interest, direct or indirect, will be
excluded from the discussion and the vote related to the transaction.

2. Compare. Reliable comparability information will be considered, such as
competitive bids, independent appraisals, or independent expert opinions.

3. Determine. Assess whether the transaction is in the overall best interest of the
ministry, including determining whether the transaction could be misperceived by
givers, constituents, or the public. Remember, the transaction will likely be publicly
disclosed.

4. Document. Document Steps 1, 2, and 3 in a timely manner.

Even when a ministry takes these four essential steps, it may still be in the best interest of
the ministry to avoid the related-party transaction. This is explained as three basic paths
to follow when considering significant related-party transactions:

Path 1—The transaction is not approved because the board determines that it
is not in the best interest of the ministry. If approved, the transaction would
inappropriately elevate a competing interest over the ministry’s fiduciary interest.

Path 2—After the board is fully informed about the nature of the related-party
transaction and recusing related parties from the meeting when the matter is
considered, the board determines that the transaction is advantageous to the
ministry.

Path 3—This is the same as Path 2 except the board decides not to approve the
transaction out of an abundance of caution, discerning that the transaction could
be negatively perceived by givers, the public, and more.
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The following graphic illustrates the three paths:

DOES THE PROPOSED
TRANSACTION PASS THE
RELATED-PARTY
TRANSACTION TEST?

PATH 1 PATH 2 PATH 3
APPROVED Aol
APPROVED
DO NOT OUT OF AN
APPROVE ABUNDANCE
TRANSACTION OF CAUTION
PATH 1: PATH 2: PATH 3:
DO NOT APPROVE APPROVED NOT APPROVED
If the transaction is not A significant related-party ~ The ministry could
in the best interest of the ~ transaction could be decide not to approve
ministry, it should not approved after disclosing  the related-party
be approved because it it to the ministry’s transaction, perhaps
would inappropriately governing board, who, out of an abundance of
elevate a competing after recusing related caution, believing that
interest over the parties, determines the transaction could
ministry’s fiduciary the transaction is be negatively perceived
interest. advantageous to by givers, the public,
the ministry, with a and more.

commitment to make
appropriate disclosures.

For more information on handling related-party transactions, see ECFAs eBooks
7 Essentials of Related-Party Transactions for Ministries and 7 Essentials of Church Related-
Party Transactions.

Compensation Review and Approval

An annual review of a ministry leader’s compensation package is essential, particularly
when leadership compensation reaches more significant levels. Satisfying the following
requirements creates a rebuttable presumption or “safe harbor” that the compensation for
an organization’s leader is reasonable:

13
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o Determine comparable pay for similar positions.

o Make compensation decisions in an independent setting (the individual whose

compensation is being considered should be

recused from the decision-making process). @
o Document gross pay and fringe benefits.

Caution

Reasonable salary and fringe benefits
should be carefully documented,
especially for the highest paid
employees of an organization. The tax

law intermediate sanctions regulations
provide penalties for “excess henefit

With increased scrutiny of nonprofit salaries transadio"s-j’ Examples of such

by the media, the government, and the public, transactions include unreasonable

it is important that compensation amounts be Salarie_s or bonuses to key employees and
accurately documented. Gross pay may include excessive travel expenses or other perks.
the following elements (some taxable and some
tax-free or tax-deferred): cash salary, fair rental
value of housing (including utilities, when provided
by the ministry), cash housing or furnishings allowance, tax-deferred payments, value of
the personal use of an organization-owned vehicle, value of noncash goods and services,
and cash bonuses.

The review should focus on all elements of pay,
taxable and nontaxable; an objective evaluation
of responsibilities, goals reached, and available
resources; and consultation with experts on
nonprofit compensation. National salary surveys
may provide meaningful data.

ECFA's Policy for Excellence in Compensation-Setting and Related-Party Transactions, a
component of Standard 6, is a model for ministries to follow in reviewing and approving
compensation.

Proper Stewardship Practices
Communications with givers

All statements about the use of a gift that an organization makes in its stewardship
appeals must be honored. The giver’s intent may be shaped by both the ministry’s
communication of the appeal and by any giver instructions that come with the gift.
Any note or correspondence accompanying the gift or conversations between the giver
and donee representatives may indicate giver intent, restricting the use of the gift for
the intended purpose. If a giver responds to a specific appeal, the assumption is made
that the giver’s intent is that the funds will be used as outlined in the appeal.
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All aspects of a proposed charitable gift should be explained fully, fairly, and accurately
to givers. Any limitations on the use of the gift should be clear and complete, both on
the response form and in the appeal. These items should be considered in the ministry’s
communications to the giver based on the circumstances and size and complexity of the
gift:

o The ministry’s proposed use of the gift. Realistic expectations should be
communicated regarding what the gift will do within the programs of the ministry.

» Representations of fact. Any descriptions of the financial condition of the ministry
or narratives about events must be current, complete, and accurate. References to
past activities or events should be appropriately dated. There should be no material
omissions, exaggerations of fact, use of misleading photographs, or any other
communication tending to create a false impression or misunderstanding.

 Valuation issues and procedures. If an appraisal is required, the giver should fully
understand the procedures and who is responsible to pay for the appraisal.

» Tax consequences and reporting requirements. While tax considerations should
not be the primary focus of a gift, the giver should clearly understand the current
and future income, estate, and gift tax consequences, and reporting requirements
of the proposed gift. A charitable gift should

never be represented as a tax shelter. e
 Alternative arrangements for making the
gift. The giver should understand the current Key Issue

and deferred gift options that are available. In deciding whether to support a

« Financial and family implications. In particular ministry or program,
addition to the tax consequences, the overall those who donate to Christ-centered
financial implications of the proposed gift organizations rely on the information
and the potential impact on family members the ministry provides. Therefore,
should be carefully explained. ministries have the responsibility

to represent facts truthfully when
« Possible conflicts of interest. Disclose to the communicating with givers.

giver all relationships that might constitute,
or appear to constitute, conflicts of interest.
The disclosure should include how and by whom each party is compensated and any
cost of managing the gift.
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Handling restricted gifts

Properly handling giver-restricted gifts is a challenge for many ministries. This is because
restricted gifts present a complex combination of accounting, tax, legal, ethical, and other
issues.

A giver’s written instructions accompanying a gift may provide the basis for a gift
restriction. However, that is not the only way a restriction can occur. A giver’s restriction
may be either expressed or implied from relevant facts and circumstances. In some
instances, the restrictions on donations are driven by the nature of a ministry’s appeal.
For example, if the appeal describes a project, then any response to the appeal is
restricted. In other cases, a giver approaches a ministry desiring to make a restricted
gift. Only givers can restrict a gift. In an accounting sense, gift restrictions are either
temporary or permanent.

Designations of unrestricted assets or net assets by a ministry’s governing board do not
create restrictions. Designations may be reversed by the board when they do not result
from a giver’s contribution. For example, net assets without giver restrictions do not
become restricted merely because a board designates a portion of them to fund future
expenditures for a new building.

In certain situations, givers may exercise the power to unrestrict gifts. For example, a

giver restricts a gift for a certain project. Later, the ministry asks the giver’s permission to
redirect the gift for another purpose (unrestricted or restricted) and the giver agrees. The
gift is then reclassified from either temporarily or permanently restricted to unrestricted.

Reporting for incentives and premiums

Fundraising appeals may offer premiums or incentives in exchange for a contribution.
If the value of the premiums or incentives is not insubstantial, the ministry generally
must advise the giver of the fair market value of the premium or incentive and clarify
that the value is not deductible for tax purposes either before or after the contribution
is made (see pages 165-70 for more detailed information).

Transparency to givers and the public

Churches and other nonprofits should make appropriate disclosures about their
governance, finances, programs, and activities. As a demonstration of appropriate
transparency, a ministry should provide a copy of its current financial statements upon
written request. Additionally, many nonprofit organizations are subject to the public
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disclosure rules requiring them to provide copies of annual information returns (Form
990) and certain other documents when requested to do so.

Compensation of gift planners

Payment of finders’ fees, commissions, or other fees on a percentage basis by a ministry to
an outside gift planner or to an organization’s own employees as a condition for delivery
of a gift is not appropriate under ECFA Standards. Competency-based pay is acceptable
when it is paid to employees responsible for an organization’s general fundraising
program and includes a modest component for achieving broad fundraising goals.

Every effort must be made to maintain giver trust. Giver attitudes can be unalterably
damaged in reaction to undue pressure as well as to the awareness that a direct
commission will be paid to a gift planner from his or her gift, thus compromising
the trust on which the ministry relies.

Acting in the best interest of givers

Every effort should be made to avoid accepting a gift from, or entering into a contract
with, a prospective giver when it would knowingly place a hardship on the giver or place
the giver’s future well-being in jeopardy.

Gift planners should recognize that it is almost impossible to properly represent the
full interests of the giver and the ministry simultaneously. When dealing with persons
regarding commitments on major estate assets, gift planners should seek to guide and
advise givers so that they may adequately consider the broad interests of the family

and the various organizations they are currently supporting before they make a final
decision. Givers should be encouraged to discuss the proposed gift with competent and
independent attorneys, accountants, or other professional advisors.

Peer accountability to an oversight organization

Having peer accountability to a trusted oversight organization communicates to givers
that maintaining a trusted reputation is a priority. As the only accreditation organization
helping ministries achieve and maintain a superior level of financial accountability,
responsible governance, and trust, ECFA stands beside members as their trust-building
partner, assuring donors that their support is going to the right place. Founded in 1979,
ECFA accredits over 2,700 church and nonprofit organizations whose combined annual
revenue exceeds $36 billion.

The ECFA seal shows verifiable accountability to givers that ECFA
accredited organizations adhere to the highest standards of financial
integrity and good stewardship. Visit ECFA.org to learn more.

ECFA

17
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@) INTEGRITYPOINTS

Setting the biblical tone for financial accountability at the top. Biblical financial
accountability starts with the ministry’s board and top leadership and permeates
down through the staff. In a church, the accountability tone starts with the senior
pastor or equivalent leader. In a parachurch ministry, accountability starts with
the president, CEO, executive director, or the person in a similar leadership
position.

The importance of an independent board. A majority of independent board
members (e.g., board members other than staff members or relatives of staff or
board members) helps to ensure the board’s actions are taken without partiality,
undue influence, or conflict of interest.

Accountability to givers rises with gift restrictions. When a giver makes

an unrestricted gift, the ministry has general accountability for the funds.
However, when a giver places a purpose or time restriction on a gift, the
recipient organization accepts the responsibility to expend the funds within the
limitations of the giver’s restrictions.

The importance of the work of an independent CPA and/or internal audits.
Churches and other nonprofit organizations of a significant size should annually
utilize the services of an independent CPA. Large organizations with $3 million
or more in total revenue should always have an annual audit. For smaller
organizations, an annual review or compilation by an independent CPA may

be sufficient. One of the most overlooked CPA services is an “agreed-upon
procedures” engagement where the CPA only focuses on certain issues; e.g.,
bank reconciliations, payroll tax returns, expense reimbursements, or another
key financial risk area for an organization.

Compensation-setting and related-party transactions. Ministries should
establish policies to ensure that compensation-setting and related-party transactions
are handled with excellence and integrity. Appropriate policies should require board
members without a conflict of interest to set compensation of top leaders and
approve related-party transactions only after considering reliable comparability
information and documenting the board’s review and approval in writing.
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Tax exemption for churches and other nonprofits is based on the federal government’s
recognition that many of the vital contributions to our society’s common good are made
outside its own agencies in the voluntary or civil society sector. Exempting these organiza-
tions from taxes (and additionally, in many instances, providing that contributions

to them can be tax-deductible) is a vital governmental means of acknowledging and
protecting—instead of burdening and directing—their unique identities and diverse
contributions.

This same characteristic, which exists to some degree in every free society, is
acknowledged in biblical theology, which regards not only persons but also a variety of
institutions—families, churches, and charities—to have their own independent callings
from God to serve their neighbors, beyond the government’s responsibility to do good as
well as to curb evildoers.

With regard to the many religious organizations that are a large part of civil society, tax-
exempt status additionally reflects the government’s commitment to the Establishment
Clause of the U.S. Constitution. By affording churches and other houses of worship
automatic recognition of tax-exempt status, the government refrains from illegitimate
control of, and intrusion into, the sphere of religion and its institutions, and instead
safeguards the free exercise of religion.

To say that government must respect religious organizations—including both churches
and religious institutions whose freedom it must safeguard—is not to say that no

19
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government regulation is appropriate. Yet, to be legitimate, such regulation must as far as
possible leave the institutions free to chart their own courses and practices.

How can a church or other nonprofit organization obtain federal tax exemption?

o Churches. A church is tax-exempt under Section 501(c)(3) of the Internal Revenue
Code simply by functioning as a church. This includes integrated auxiliaries of
churches and conventions or associations of churches. While tax law does not define
a church, the IRS has developed guidelines that it applies (see pages 22-23). While
there is no requirement for a church to file with the IRS for recognition of its tax-
exempt status, many churches do so to formally establish this status.

 Other nonprofits. A formal filing with the IRS (using a Form 1023 or 1023-EZ)
is generally required for other nonprofits to determine if the organization is tax-
exempt under federal law.

Can tax-exempt status be lost? Churches rarely lose their tax-exempt status, and churches
are exempt from filing Form 990. For other nonprofits, failure to annually file Form 990
often triggers the loss of tax-exempt status. As discussed further in this chapter, having
significant unrelated business activities may also be problematic for an organization’s
tax-exempt status.

Acquiring and maintaining tax-exempt status is not only vital to churches and other
nonprofits but is also very important to givers who desire a charitable tax deduction for
donations they make to these organizations.

Advantages and Limitations of Tax Exemption

Tax exemption is available to organizations that meet the requirements of the tax code
and are approved by the IRS. This exemption provides relief from federal income tax. This
income tax exemption may or may not extend to state and local income taxes. Even if an
organization receives tax-exempt status, certain federal taxes may still be imposed. There
may be tax due on unrelated business income, excessive compensation, certain “political”
activities, and excessive legislative activities.

Tax exemption advantages

20

In addition to the basic exemption from federal income taxes, an organization that is
recognized as a charitable organization under the Internal Revenue Code enjoys several
advantages:

o Its givers can be offered the benefit of a tax deduction for charitable contributions.

o It can benefit from using special nonprofit mailing rates.
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It is in a favored position to seek funding from
foundations and other philanthropic entities, -
many of which will not support organizations

other than those recognized as tax-exempt

organizations under 501(c)(3). Remember

A tax-exempt organization usually
It is eligible for government grants available means the entity is exempt, in whole
only to entities exempt under 501(c)(3). or in part, from federal income taxes.

The entity may still be subject to
employment taxes and certain excise
taxes. Tax-exempt organizations may
be subject to taxes at the state level on
income, franchise, sales, use, tangible
property, intangible property, and real

It may qualify for exemption from the Federal property.
Unemployment Tax Act in certain situations.

It often qualifies for exemption not only

from state and local income taxes but from
property taxes (for property used directly for
its exempt function) and certain sales and use
taxes as well.

Its employees may participate in 403(b) tax-sheltered annuities.

It may be an exclusive beneficiary of free radio and television public service
announcements (PSAs) provided by local media outlets.

If it is a church or a qualified church-controlled organization, it may exclude
compensation to employees from the FICA Social Security base if the employee
meets certain qualifications. If such is the case, the Social Security liability shifts
to the employees in the form of SECA Social Security tax, in which case they may
seek to exempt themselves.

Tax exemption limitations

Offsetting the advantages of tax-exempt status are some strict requirements:

Organizations must comply with annual IRS reporting requirements.

Organizations must be engaged “primarily” in qualified charitable, religious,
educational, or other like endeavors.

There are limitations on the extent to which they may engage in substantial
legislative activities or other political activities.

Organizations may not engage in unrelated business activities or commercial
activities to an impermissible extent.

There is a prohibition against private inurement or private benefit.

2
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» Upon dissolution, a tax-exempt organization’s assets must be distributed for one or
more exempt purposes.

Tax Exemption for Churches

22

Tax law and IRS regulations do not define “religious,” but the courts have defined
“religious” broadly. In part because of constitutional concerns, some religious
organizations are subject to less intrusive reporting and auditing requirements under
federal tax law.

The “religious” category includes churches, conventions of churches, associations of
churches, church-run organizations (such as schools, hospitals, orphanages, nursing
homes, publishing entities, broadcasting entities, and cemeteries), religious orders,
apostolic groups, integrated auxiliaries of churches, missionary organizations, and Bible
and tract societies. IRS regulations define religious worship as follows: “What constitutes
conduct of religious worship or the ministration of sacerdotal functions depends on the
interests and practices of a particular religious body constituting a church?”

Although not stated in the tax law, the IRS generally applies the following 14 criteria to
decide whether a religious organization can qualify as a “church™

« Distinct legal existence

o Recognized creed and form of worship @

o Definite and distinct ecclesiastical government Remember

« Formal code of doctrine and discipline All churches are religious organizations,
o o ‘ but not all religious organizations are

» Distinct religious history churches. The definition of a church

for IRS purposes is much broader
than having a steeple. The term
“church” may include religious schools,

o Membership not associated with any other
church or denomination

o Organization of ordained ministers publishers, television and radio
_ . broadcasters, rescue missions, religious
« Established places of worship orders, as well as other organizations.

o Literature of its own
o Ordained ministers selected after completing prescribed courses of studies
o Regular congregations

» Regular religious services
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« Sunday schools for religious instruction of the young

 Schools for preparation of its ministers

Churches receive favored status in that they are not required to file either an application for
recognition of exemption (Form 1023) or an annual information return (Form 990) with
the IRS. A church is still subject to filing and disclosing an annual report on unrelated
business income (Form 990-T) and Form 5578 for private schools as well as forms for
payroll tax, sales tax, and other forms. Some particular individuals employed by churches
qualify more easily for the special ministerial tax treatments, including a housing allowance.

Because of the highly restrictive requirements of the Church Audit Procedures Act,
churches are subject to IRS inquiries or audits only when an appropriate high-level
Treasury official makes a reasonable belief determination that a church may not qualify
for tax-exempt status. These restrictive audit procedures have also been extended by the
IRS to apply to tax-related employment matters.

Starting a Church or Other Nonprofit Organization

One of the first and most basic decisions when starting a church or nonprofit is to choose
an organizational form. Some churches are unincorporated associations. However, many
other churches incorporate for the purpose of limiting legal liability. Most other nonprofit
organizations are corporations. While incorporation is usually desirable for churches and
other nonprofit organizations, it is generally not mandatory.

That being said, organizations using the corporate form need articles of incorporation and
bylaws. An unincorporated organization will typically have similar documents, although
the articles may be in the form of a constitution.

Several planning questions should be asked. - Q
If the organization is formed for charitable
purposes, is public charity status desired or is a Key Issue

private foundation acceptable? Are any business
activities contemplated and to what degree? Will
the organization be incorporated? Is an attorney
competent in nonprofit matters available to help
with the preparation of the legal documents? What
provisions will the bylaws contain? Who will serve

If a church or other nonprofit organi-
zation wishes to incorporate, it must
file articles of incorporation with

the appropriate state office. Some
states also require the filing of trust

documents.
on the board of directors? What name will be used

for the organization?

2
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The following materials may provide useful information when starting a church or other
nonprofit organization:

irs.gov Form 1023—Application for 0

Recognition of Exemption with Filing Tip
Instructions The tax-exempt status of a ministry
Publication 557—Tax-Exempt dictates whether the organization
Status for Your Organization will be recognized as tax-exempt,

whether it will be eligible to receive
deductible charitable contributions
(and sometimes to what extent), and
10 Essentials of Forming a whether the organization will be a
Church public charity or a private foundation.

ECFA.org 10 Essentials of Forming a
Charitable Organization

Obtaining an employer identification number

24

All entities, whether exempt from tax or not, must obtain an employer identification
number (EIN) by filing IRS Form SS-4. An EIN is required for a church even though
churches are not required to file with the IRS for tax-exempt status. This EIN number is
not a tax-exempt number, but is simply the organization’s unique identifier in the IRS’s
records, similar to an individual’s Social Security number. An EIN will often be necessary
before opening a bank account in the name of the organization.

When an organization is approved by the IRS for exemption from federal income tax
(which is not required for churches), it will receive a “determination letter” This letter
does not assign the organization a tax-exempt number.

If an organization is a “central organization” that holds a “group exemption letter;” the

IRS will assign that group a four-digit number, known as its group exemption number
(GEN). This number must be supplied with the central organization’s annual report to the
IRS (updating its list of included subordinate organizations). The number is also inserted
on Form 990 (if required) of the central organization and the subordinate organizations
included in the group exemption.

When an organization applies for exemption from state or local income, sales, or
property taxes, the state or local jurisdiction may provide a certificate or letter of
exemption, which, in some jurisdictions, includes a serial number. This number is
often called a “tax-exempt number” This number should not be confused with an EIN.
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G§S-4 | Application for Employer Identification Number OMB No. 1545-0003
Form (For use by employers, corporations, partnerships, trusts, estates, churches, EIN
(Rev. December 2019) government agencies, Indian tribal entities, certain individuals, and others.)

riment of the Treasury

> Go to www.irs.gov/FormS54 for instructions and the latest information.

Revenue Sarvice > See te instr for each line. » Keep a copy for your records.

Intamal F
1 Legal name of entity {or individual) for whom the EIN is being requested
Lynn Haven Church
i\ 2 Trade name of business (if different from name on line 1) 3  Executor, administrator, trustee, “care of” name
ﬁ
T | 4a Mailing address (room, apt., suite no. and street, or P.O. box)| 5a Street address (if different) (Don't enter a P.O. box.)
= PO Box 4382 3801 North Florida Avenue
E 4b  City, state, and ZIP code (if foreign, see instructions) 5b  City, state, and ZIP code (if foreign, see instructions)
H] Miami, FL 33014 Miami, FL 33133
8_ 6 County and state where principal business is located
|:- Dade County, FL
7a Name of responsible party 7b  SSN, ITIN, or EIN
Mark Smith, Treasurer 123-45-6789
8a Is this application for a limited liability company (LLC) 8b If Ba is “Yes,” enter the number of
(or a foreign equivalent)? . . . . o [ ves O Me LLCmembers . . . . . . »
8c  If 8ais “Yes,” was the LLC organized in the United States? . . oo [ Yes [ Ne
9a Type of entity (check only one box). Caution: If Ba is “Yes,” see the instructions for the correct box to check.
[[] sole propristor (SSN) [[] Estate (SSN of decedent)
[ partnership [ Plan admini (TIN)
O Corporation {enter form number to be filed) » [ Trust (TIN of grantor)
[ Personal service corporation [ Military/National Guard ~ [] Stateflocal government
[X] church or church-controlled organization [[] Farmers' cooperative [] Federal government
D Other nonprofit organization (specify) » D REMIC D Indian tribal governments/enterprises
] other (specify) » Group Exemption Number (GEN) if any »
9b  If a corporation, name the state or foreign country (if State Foreign country
applicable) where incorporated
10 Reason for applying (check only one box) [J Banking purpose (specify purpose) »
@ Started new business (specify type) > [[] Changed type of arganization (specify new type) »
Church [ Purchased going business
[] Hired employees (Check the box and see line 13.) [[] Created a trust (specify type) »
[] Compliance with IRS withholding regulations ] Created a pension plan (specify type)
[ other (specify) >
11 Date business started or acquired (menth, day, year). See instructions. 12 Closing month of accounting year
2/01/23 14  If you expect your employment tax liability to be $1,000 or
13 Highest number of employees expected in the next 12 months (enter -0- I less in a full calendar year and want to file Form 944

annually instead of Forms 941 quarterly, check here.
(Your employment tax liability generally will be $1,000
or less if you expect to pay $5,000 or less in total wages.)

none). If no employees expected, skip line 14,

Agricultural Household Other If you don't check this box, you must file Form 941 for
every quarter.

15  First date wages or annuities were paid (month, day, year). Note: If applicant is a withholding agent, enter date income will first be paid to

nonresident alien (month, day, year) . . . . . A
16  Check one box that best describes the principal actl\nty of your business. D Health care & social assi e Wit le-agent/broker

D Construction D Rental & leasing D Transportation & warehousing D Accommodation & food service D Wholesale-other D Retail

[ Real estate ] Manufacturing [ Finance & insurance [X] Other (specify) » _ Religious Organization
17 Indicate principal line of merchandise sold, specific construction work done, products produced, or services provided.
18  Has the applicant entity shown on line 1 ever applied for and received an EIN? D Yes @ No

If “Yes," write previous EIN here »

Complete this section only if you want to authorize the named indivi 1o receive the entity's EIN and answer ions about the completion of this form.

Third Designee's name Designee's telephone number (include area code)
Party
Designee | address and ZIP code Designee’s fax number (include area code)

Under penalties of perjury, | declars that | have examined this application, and to the best of my knowledge and belief, it is true, comect, and complete. Applicant’s telephone number (include arsa code)

Narme and title @ or print clearly)

s> I\ ot St Dater _2/28/23

Applicant's fax number (include area code)

ForP

rivacy Act and Paperwork Reduction Act Notice, see separate instructions. Cat. No. 16055N Form SS-4 (Rev. 12-2019)
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Application for recognition of tax-exempt status

Although a church is not required to apply to the IRS for tax-exempt status under Section
501(c)(3) of the Internal Revenue Code—and is exempt from filing Form 990—it may be

26

appropriate, nevertheless, in some situations to apply for recognition:

A denomination typically files for group exemption to cover all local churches.
A copy of the body’s IRS determination letter may be used by the local group to

provide evidence of tax-exempt status.

» Independent local churches that are not a
part of a denominational body often file for
tax-exempt status to obtain evidence of their
status.

 Ifalocal congregation ordains, licenses, or
commissions ministers, it may be helpful
to apply for tax-exempt status. Ministers
that are ordained by a local church may be
required to provide evidence that the church
is tax-exempt. This could be particularly true
if the minister files Form 4361, applying for
exemption from self-employment tax.

Organizations desiring recognition of tax-exempt
status must submit Form 1023 or Form 1023-
EZ (see pages 22-23 for churches filing for tax-

_e_

Key Issue

Approval of tax-exempt status by the
IRS is usually effective as of the date
of formation of an organization.
Importantly, the effective date
determines when contributions to the
organization are deductible by givers.
If an organization is required to alter
its activities or substantially amend
its charter to qualify, the effective
date for tax-exempt purposes will

be the date specified in the ruling or
determination letter.

exempt status). The streamlined Form 1023-EZ may generally be used by most ministries
with annual gross receipts of $50,000 or less and total assets with a fair market value of

$250,000 or less.

The IRS must be notified that the organization is applying for recognition of exemption
within 27 months from the end of the month in which it was organized. Applications
made after this deadline will not be effective before the date the application is filed.

In other words, a later application for tax exemption won't be retroactive to the
organization’s date of formation. If approved, the IRS will provide a determination letter
recognizing that the organizational and operational plans of the nonprofit entitle it to be
classified as tax-exempt. The exempt status is usually effective as of the date of formation

of the organization, if filing deadlines are met.

Organizations that have applied and been approved for tax-exempt status are reflected
on the IRS website in the “Tax Exempt Organization Search” database.
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Determination letter request

A user fee of $600 must accompany Form 1023 applications for recognition of tax-exempt
status. There is also a $275 user fee for organizations using the Form 1023-EZ. Use
Pay.gov to pay the appropriate fee for a determination letter request.

Group exemption _e_

An affiliated group of organizations under the

common control of a central organization can Caution

obtain a group exemption letter. Churches that In June 2020, the IRS put on hold new
are part of a denomination are not required to requests for group exemption rulings
file a separate application for exemption if they while updated guidance is being

are covered by the group letter. finalized.

The central organization is required to report

annually its exempt subordinate organizations to the IRS. (The IRS does not provide a
particular form for this reporting.) The central organization is responsible to evaluate the
tax status of its subordinate groups.

Unrelated Business Income

Most churches and nonprofits are supported primarily from either contributions or
revenue from activities directly related to their exempt purposes. Sales of religious books,
tuition at schools, and campers’ fees are examples of exempt purpose revenue. On the
other hand, income from activities not directly related to fulfilling an organization’s
exempt purposes may be subject to the tax on unrelated business income (UBI).

All income of tax-exempt organizations is presumed to be exempt from federal income
tax unless the income is generated by an activity that meets all of the following:

 not substantially related to the organization’s exempt purpose or function,
o atrade or business, and

o regularly conducted.

UBI is permitted for tax-exempt organizations. However, these organizations may have
to pay tax on income derived from activities unrelated to their exempt purpose.
Furthermore, UBI must not comprise a substantial part of the organization’s operation.
There is no specific percentage limitation on how much UBI is “substantial” However,
organizations with 50% or more of their activities classified as unrelated have faced
revocation of their tax-exempt status.
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the source(s) of UBI and related expenses and to

compute any tax. UBI amounts are also reportable

on Form 990 (if the filing of Form 990 is required). Filing Tip
Organizations required to file a Form 990-T will Although churches are exempt from
generally also be required to make a state filing filing Form 990 with the IRS, they are
related to the UBIL. The Form 990-T is subject to the still subject to tax on their unrelated
public disclosure rules, as well (see pages 38-39). business income and may need to file

Form 990-T. Tax law allows churches
and other nonprofit organizations to
conduct profit-making activities, but
that profit is taxed if the income is
from an unrelated business activity
and none of the exceptions to the
tax apply.

Form 990-T must be completed annually to report 0

Although exempt from filing Form 990, churches
must file Form 990-T if they have $1,000 or more
of gross UBI in a year. There is a specific deduction
of $1,000 in computing unrelated business taxable
income. This specific deduction applies to a
religious order or a convention or association of
churches with respect to each individual church,

district, or other local unit.

Unrelated business income consequences

Some church and nonprofit leaders are paranoid about UBI to the point that they feel it
must be avoided altogether. Some people equate UBI with the automatic loss of exempt
status. A more balanced view is to understand the purpose of UBI and to minimize the
UBI tax through proper planning.

The most common adverse result of having UBI is that all or part of it may be taxed.

A less frequent, but still possible, result is that the organization will lose its tax exemption.
It is possible that the IRS will deny or revoke the tax-exempt status of an organization
when it regularly derives over one-half of its annual revenue from unrelated activities.

Congress has recognized that some nonprofits may need to engage in unrelated business
activities to survive. For example, a nonprofit with unused office space might rent the
space to another organization. Also, nonprofits are expected to invest surplus funds to
supplement the primary sources of the organization’s income.

A trade or business regularly conducted

28

A trade or business means any activity regularly conducted which produces income from
the sale of goods or services and where there is a reasonable expectation of a profit. To
decide whether a trade or business is regularly conducted, the IRS considers whether
taxable organizations would carry on a business with the same frequency and continuity.
Intermittent activities may escape the “regularly conducted” definition.
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Sample Unrelated Business Income Checklist

To determine whether an activity produces unrelated business taxable income,
answer these questions:

o Is the activity regularly conducted?

A specific business activity is regularly carried on if it is conducted with a
frequency, continuity, and manner of pursuit comparable to the conduct of
the same or similar activity by a taxable organization. An activity is regularly
carried on if it is conducted:

o intermittently year round, or

» during a significant portion of the season for a seasonal type of business
However, an activity is not regularly carried on if it is conducted:

« on a very infrequent basis (once or twice a year)

« for only a short period of the year, or

« without competitive or promotional efforts

o Is the activity substantially related to the exempt purposes of the nonprofit?
To be substantially related (and not considered UBI), the business activity
must contribute importantly to the accomplishment of a purpose for which
the nonprofit was granted tax exemption, other than the mere production of
income to support such purpose.

o Is the activity conducted with volunteer services?
Any business activity in which substantially all (as a rule of thumb, 85% or
more) of the work is performed by volunteers is specifically exempted from
unrelated business income tax.

o Isthe activity primarily for the convenience of clients, patients, faculty, staff,
students, or visitors?
So-called “convenience” activities are exempt regardless of their nature.
Examples are parking lots, food service, bookstores, laundry, telephone
service, and vending machines.

o Is the income from the rental of real property?
Rental income is generally tax-exempt if it does not relate to debt-financed
property. But if significant services such as setup, cleaning, and laundry
service are also provided, then the income is usually taxable.

o Isthe income derived from debt-financed property?
Examples of income from debt-financed property (considered UBI) are
dividends, interest, rents, etc., earned from stocks, bonds, and rental
property that have been purchased with borrowed money.
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Example 1: If a church sells sandwiches at a local community event for only two
weeks, the IRS likely would not treat this as the regular conduct of a trade or
business.

Example 2: A one-time sale of property is not an activity that is regularly
conducted and therefore does not generate unrelated business income
unless the property was used in an unrelated business activity or was debt-
financed.

Example 3: A church is located in the downtown of a city. Each Saturday, the
church parking lot is operated commercially to accommodate shoppers. Even
though the business activity is carried on for only one day each week on a
year-round basis, this constitutes the regular conduct of a trade or business. It
is subject to the unrelated business income tax.

Substantially related

According to the IRS regulations, a trade or business must “contribute importantly to
the accomplishment of the exempt purposes of an organization” if it is to be considered
“substantially related” Even if all the profits from a business go to support the work of
the nonprofit, the profits may still be taxed.

Example: If a church operates a restaurant and devotes all the proceeds to mission
work, the church still will not escape taxation on the restaurant’s income.

Examples of types of income that may be “related” because they contribute importantly
to accomplishing the organization’s exempt purposes are:

o the sale of products made by handicapped individuals as a part of their rehabilitation

o the sale of homes constructed by students enrolled in a vocational
training course

o aretail grocery store operated to provide emotional therapy for disturbed
adolescents

Tours conducted by nonprofits usually create UBI. Tours may be exempt from UBI only
if they are strongly educationally oriented, with reports, daily lectures, and so on. Tours
with substantial recreational or social purposes are not exempt.

The definition of “unrelated trade or business” does not include:
o activities in which unpaid volunteers do most of the work for an organization

o activities provided primarily for the convenience of the organization’s members
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990_"‘ Exempt Organization Business Income Tax Return
Form (and proxy tax under section 6033(e))

For calendar year 2023 or other tax year beginning 2023, and ending .
Go to www.irs.gov/Form890T for instructions and the latest information.

OMB No. 1545-0047

ij,?.';.'"::l;’:,}';eslﬁﬁ”"’ Do not enter SSN numbers on this form as it may be made public if your organization is a 501(c)(3).
A D Check box if Name of organization {[_] Check box if name changed and see instructions.) D Employer identification number
address changed. . Family Bible Church 35-4427081
B Exempt under section P::t Number, street, and room or suite no. If a P.O. box, see instructions. E Grou_r.‘ omrr_u:tiun number
Esoit 1 ) | Type 400 North Sunset Avenue (sce instructions)
D 408(e) D 2200e) City or town, state or province, country, and ZIP or foreign postal code 532000
Jaosa  []s3o) Lemon Grove, CA 92045 F [] Check box if
[Is29ia) []520A € Book value of all assets at end of year . . .. 2,342,700 an amended return.

G Check organization type X] 501(c) corporation [] 501(c) trust |:J 401{3} 1rust [] Other trust [] State college/university

[] 6417(d)(1)(A) Applicable entity

Check if filing only to claim [] Credit from Form 8941 [] Refund shown on Form 2439 [ ] Elective payment amount from Form 3800

Check if a 501(c)(3) organization filing a conselidated return with a 501(c)(2) titleholding corparation

[m]

Enter the number of attached Schedules A (Form 990-T)

F At el b

If “Yes,” enter the name and identifying number of the parent corporation

During the tax year, was the corporation a subsidiary in an affiliated group or a parent sub5|d|ar)r controlled grcup'? [Jyes [XINo

The books are in care of Tom Jones Telephone number

506-321-1455

Total Unrelated Business Taxable Income

1 Total of unrelated business taxable income computed from all unrelated trades or businesses (see instructions) 1 27,439
2 Reserved . . 2
3 Addlines1and2 . 3 27,439
4  Charitable confributions {see |nstruct|ons for Ilmltatlon rules] 4
5 Total unrelated business taxable income before net operating losses. Subtract I|ne 4 frum Ilne 3 5
6  Deduction for net operating loss. See instructions 6
7  Total of unrelated business taxable income before spel:|f|c deducnon and sectlon ‘IQQA deductlon.
Subtract line 6 from line 5 . 7 27,439
8  Specific deduction (generally $1,000, but see instructions for exceptldns} 8 1,000
9  Trusts. Section 199A deduction. See instructions 9
10  Total deductions. Add lines 8 and 9 . 10 1,000
11 Unrelated business taxable income. Subtract Ilne 10 from ||ne ? If Ilne 10 is greater than Ilne ?.
enter zero . . e B R = - S = S B S S R 11 26,439
m Tax Computatmn
Organizations taxable as corporations. Multiply Part |, line 11, by 21% (0.21) . 1 5,552
2 Trusts taxable at trust rates. See instructions for tax computation. Income tax on the amount on
Part |, line 11, from: [] Tax rate schedule or [ ] Schedule D (Form 1041) 2
3  Proxy tax. See instructions . . 3
4 Other tax amounts. See instructions . 4
5  Alternative minimum tax . . 5
6 Tax on noncompliant facility income. See |nstruct|ons 6
Total Add lines 3 through 6 to line 1 or 2, whichever applies . 7 5,552
Tax and Payments
Furelgn tax credit (corporations attach Form 1118; trusts attach Form 1116) . 1a
b Other credits (see instructions) . . . e 1b
¢ General business credit. Attach Form 3800 (see |nstruct|ons) e 1c
d Credit for prior-year minimum tax (attach Form 8801 or 8827) . . . . . 1d
e Total credits. Add lines 1a through 1d 1e
2  Subtract line 1e from Part I, line 7 . e e 2
3a Amount duefromForm4255 . . . . . . . . . . . . . ... 3a
b Amount due from Form 8611 . . . . . . . . . . . . . . .. 3b
¢ AmountduefromForm&697 . . . . . . . . . . . . . . .. 3c
d Amount due fromForm 8866 . . . . . . . . . . . . . . . . 3d
e Other amounts due (see instructions) . . . . . . . . . . . . . 3e
f Total amounts due. Add lines 3a through 3e 3f
4  Total tax. Add lines 2 and 3f (see instructions). [] Gheck |f |nc|udes tax pre\rlnusly deferred under
section 1294, Enter tax amount here . 4
5  Current net 965 tax liability paid from Form 965 A Par‘t II coiumn (I() 5

For Paperwork Reduction Act Notice, see instr Cat. No. 11291J

Form 990-T (2023

Page 2 of Form 990-T is not displayed here.
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o activities involving the sale of merchandise
mostly donated to the organization

Rental income

Nonprofits often rent facilities, equipment, and
other assets for a fee, with the following UBI
implications:

« Renting to another nonprofit may be termed
“related” if the rental expressly serves the
landlord’s exempt purposes.

o Rental of real estate is excluded from UBI
unless the excludable property is acquired
or improved with original indebtedness.

_@_

Remember

Nonprofits are normally not taxed on
income they receive from renting or
leasing real estate, even if the rental
activity has nothing to do with their
exempt purpose. If the property is
financed by debt, however, a portion
of the otherwise nontaxable income
is typically taxed as debt-financed
income.

Rental income from the property becomes UBI to the extent of the ratio of the
“average acquisition indebtedness” during the year to the total purchase price.

The nonprofit may deduct the same portion of the expenses directly connected
with the production of the rental income. Depreciation is allowable using only

the straight-line method.

Debt-financed income

32

To discourage exempt organizations from borrowing money to purchase passive income

(usually not UBI) items, Congress imposed a tax on debt-financed income. Any property
held to produce income is debt-financed property if at any time during the tax year there
was “acquisition indebtedness” outstanding for the property.

Acquisition indebtedness is the outstanding amount of principal debt incurred by the

organization:

» when acquiring or improving the property,

 before the property was acquired or improved, if the debt was incurred because of

the acquisition or improvement of the property, or

« after the property was acquired or improved, if the debt was incurred because of the

acquisition or improvement, and the organization could reasonably foresee the need

to incur the debt at the time the property was acquired or improved.
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There are exceptions to the debt-financed income rules, including:

« use of substantially all (as a rule of thumb, 85% or more) of any property for an
organization’s exempt purposes

o use of property by a related exempt organization to further its exempt purposes

o life income contracts, if the remainder interest is payable to an exempt charitable
organization

» neighborhood land rule, if an organization acquires real property in its
“neighborhood” (the neighborhood restriction does not apply to churches)
mainly to use it for exempt purposes within 10 years (15 years for churches)

Activities that are not taxed —g—

Income from the following sources is generally not Idea
considered UBL The use of volunteers to conduct an
o Passive income. Income earned from most activity is one of the best ways to
passive investment activities is not UBI, unless avoid tax on what would otherwise

the underlying property is subject be a taxable activity. Intermittent
to debt. Types of passive income include: activities may also avoid the tax. To

decide whether a trade or business is

O dividends, interest, and annuities . .
regularly carried on, the IRS considers

O capital gains or losses from the sale, whether taxable organizations would
exchange, or other disposition of carry on a business with the same
property frequency and continuity.

O rents from real property (some rent
is UBI if the rental property was purchased or improved subject to
a mortgage)

O royalties (however, oil and gas working interest income generally constitutes
UBI)

 Volunteers. Any business where volunteers perform most of the work without
compensation does not qualify as UBI. To the IRS, “substantially” generally means
at least 85% of total work performed.

Example: A used-clothing store operated by a nonprofit orphanage where
volunteers do all the work in the store would likely be exempt.
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Convenience. A cafeteria, bookstore, or residence operated for the convenience
of patients, visitors, employees, or students is not a business. Stores, parking lots,
and other facilities may be dually used (part related and part unrelated).

Donated goods. The sale of merchandise, mostly received as gifts or contri-
butions, does not qualify as UBI. A justification for this exemption is that
contributions of property are merely being converted into cash.

Low-cost items. Items (costing less than $12.50—2023 adjusted amount)
distributed incidental to the solicitation of charitable contributions are not subject
to UBI. The amounts received are not considered an exchange for the low-cost
articles, and therefore they do not create UBI.

Mailing lists. Mailing lists exchanged with or rented to another exempt
organization are excluded from UBI, although the commercial sale of the
lists will generally create UBI. The structuring of the agreement as a royalty
arrangement may make the income exempt from UBI treatment.

Calculating the unrelated business income tax

Income tax rules applicable to businesses, such as depreciation method limitations and
rates, apply to the UBI computation. Direct and indirect costs, after proration between
related and unrelated activities, may be used to offset income. The first $1,000 of annual
net unrelated income is exempt from taxation.

Unrelated business income summary

34

Organizations should be aware of the types of activities that may create UBI.

Maintain careful records of income and related expenses (both direct and indirect,
including depreciation) for any activities that might be considered unrelated

to the organization’s exempt purpose. These records should include allocations
of salaries and fringe benefits based on time records or, at a minimum, time
estimates.

It may be wise to keep a separate set of records on potential unrelated activities.
This separate set of records would need to be submitted to the IRS only upon audit.

Be sure that board minutes, contracts, and other documents reflect the
organization’s view of relatedness of various activities to the exempt purpose of the
entity.

If the organization has over $1,000 of gross UBI in a given fiscal (tax) year, file
Form 990-T.
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Private Benefit and Private Inurement

Tax laws and regulations impose prohibitions on nonprofit organizations concerning
private benefit and private inurement. Excise taxes are imposed on “excess benefit trans-
actions” between “disqualified persons” and nonprofits. An excess benefit transaction
occurs when an economic benefit is provided by an organization, directly or indirectly, to
or for the use of a disqualified person, and the value of the economic benefit provided by
the organization exceeds the value of the consideration received by the organization

in return for providing the benefit. A disqualified person is any person in a position to
exercise substantial influence over the affairs of the organization (often referred to as

an “insider”).

Private benefit

Nonprofit organizations must serve public, and not private, interests. The private benefit
prohibition applies to anyone outside the intended charitable class. The law does allow
some private benefit if it is incidental to the public benefits involved. It is acceptable

if the benefit to the public cannot be achieved without necessarily benefiting private
individuals.

Example: The IRS revoked the exemption of a charity as having served the
commercial purposes and private interests of a professional fundraiser when
the fundraiser distributed only 3% of the amount collected to the nonprofit
organization.

Private inurement

Private inurement is a subset of private benefit. This is a prohibition that generally
applies to a distinct class of private interests. These “insiders” may be founders, trustees
or directors, officers, managers, or significant givers to the organization. Transactions
involving these individuals are not necessarily prohibited, but they must be subject to
reasonableness, documentation, and applicable reporting to the IRS.

Technically, private inurement is a transfer of resources from a tax-exempt organization
to an individual insider that creates a financial benefit for the individual, solely because
of that individual’s close relationship with the organization and without regard to
accomplishing the organization’s exempt purposes. In other words, when an individual
insider receives something from a nonprofit organization for nothing or even for less
than what it is worth, private inurement may have occurred. Excessive, and therefore
unreasonable, compensation can also result in prohibited inurement. The IRS may ask
the following questions to determine if private inurement exists:
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Compensation-Setting Check List

Frank Basinger, CEO

1. Name:

2. Effective date of compensation: _January 1, 2024

3. Effective period (one year, two years, etc.): one year

4. Types of appropriate comparability data relied upon in approving compensation package
(check applicable boxes):

Compensation paid by similarly situated organizations (taxable and tax-exempt)
Availability of similar services in the geographical area

Independent compensation surveys

5. Explain how comparability data relied upon was obtained: From nationally published
compensation surveys.

6. Range of total compensation from comparability data: $120,000 -140,000

7. Annual compensation summary:

Approved
Compensation
o Cash Salary $ 95,000
o Bonus or contingent payment (estimate) 5,000
« Noncash
o Deferred compensation 10,000
o Premiums paid on insurance coverage
(life, health, disability, liability, etc.) 18,000
o Automobile (value of personal use) 2,000
o Foregone interest on below market loan(s)
o  Other (excluding nontaxable benefits under
IRC Sec. 132) 1,000
Total compensation $131,000

8. Members of authorized body present during discussion of compensation package and vote cast:

Present In Favor Opposed
7 7 0

9. Members of authorized body having a conflict of interest with respect to the compensation arrangement
and how the conflict was handled (e.g., left room during discussions and votes):

Member Action re: Conflict
William Mcllvain Absent from board meeting for discussion and vote
Hugh Temple Absent from board meeting for discussion and vote
10. Date compensation package approved: November 10, 2023
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o Did the expenditure further an exempt purpose, and if so, how?

o Was the payment at fair market value or
represent reasonable compensation for goods T
and services?
Remember
The most common example of private

inurement is excessive compensation.
However, the following transactions

o Does a low-interest or no-interest loan to an
employee or director fall within a reasonable
compensation package?

o On an overseas trip for the nonprofit, did between a charity and a private
the employee (and perhaps a spouse) stay an individual are other examples of
additional week for a personal vacation and possible private inurement: (1) sale,
charge the expenses to the organization? exchange, or leasing of property;

(2) lending of money or other exten-
sion of credit; or (3) furnishing of
goods, services, or facilities.

Example 1: An organization lost its
exemption when it engaged in
numerous transactions with an
insider, including the purchase of
a boat for the personal use of the insider. The insider also benefited

from several real estate transactions, including donations and sales of
real property to the organization that were never reflected on its books.

Example 2: A church lost its tax exemption after it operated commercial
businesses and paid substantial private expenses of its founders,
including expenses for jewelry and clothing in excess of $30,000 per
year. The church also purchased five luxury cars for the founders’
personal use. None of these benefits were reported as personal income
to the founders.

Example 3: A tax-exempt organization transfers an auto to an employee
for $1,000. The transfer was not approved by the board and does not
constitute a portion of a reasonable pay package. The fair market value
of the auto is $10,000. The net difference of $9,000 is not reported to
the IRS as compensation. Private inurement has occurred.

Example 4: Same facts as Example 3, except the transfer was approved
by the board and properly constituted a portion of the reasonable pay
package, and the $9,000 was added to the employee’s Form W-2 as
compensation. There is no private inurement.

A two-tiered system of penalty taxes is imposed on insiders who improperly benefit from
excess benefit transactions and on organization managers who are involved in illegal
transactions. Sanctions are not imposed on the organizations themselves.
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A first-tier penalty tax equal to 25% of the amount of the excess benefit (owed by

the disqualified person) is followed by a tax of 200% if there is no correction of the
excess benefit within a certain time period. Additionally, there is a 10% penalty on an
organization’s managers if they knowingly approve an excess benefit transaction.

Filing Federal Returns

Many nonprofit organizations must file an annual return with the IRS. Churches,
organizations with convention or association of churches status, religious orders, and
certain foreign missionary organizations are

exempt from filing Form 990. The basic filing

requirements are as follows:

Form to Be Filed. = Conditions Remember

Form 990-N Gross annual receipts Form 990 should generally use the
normally $50,000 or less same accounting method as the

Form 990-EZ Gross annual receipts less organization uses to keep its books.
than $200,000 and total If the accrual method is used for the
assets of less than $500,000 books or the audit, use the accrual

Form 990 Gross annual receipts method on Form 990.

$200,000 or more, total
assets $500,000 or more

Form 990-T Any organization exempt under Sec. 501(a) with $1,000 or more
gross income from a regularly conducted unrelated trade or
business

Form 1120 Any nonprofit corporation that is not tax-exempt

Form 5500 Pension, profit-sharing, medical benefit, cafeteria, and certain
other plans must annually be filed on one of several series 5500
Forms @

Public inspection of information returns
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IRS regulations require the public disclosure of

certain documents:

o Materials made available for public

Remember

The law requires certain disclosures
of financial information. Further, a
general attitude of transparency serves

inspection. Nonprofits, other than private to deter improper diversions of funds
foundations, must provide public access to and other misdeeds. It also provides a
the application for tax exemption (Form 1023 defense to critics and a witness to both

believers and nonbelievers.
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or Form 1023-EZ) and any supporting documents filed by the organization. These
also include any letter or other documents issued by the IRS in connection with the
application.

Nonprofits must also provide access to their three most recent information
returns. This generally includes Forms 990, 990-T, and schedules and attachments
filed with the IRS. There is not a requirement to disclose parts of the information
returns that identify names and addresses of contributors to the organization.

» Places and times for public inspection. Specified documents must be made
available without charge at the nonprofit’s principal, regional, and district offices
during normal business hours. An office is considered a regional or district
office only if the aggregate hours per week worked by its paid part-time
employees are 120 or more, or it has three or

more full-time employees. 0
+ Responding to requests. If someone requests
copies in person, the request generally must Filing Tip

be fulfilled on the day of the request. In
unusual circumstances, an organization will
be permitted to furnish the copies on the
next business day. When the request is made
in writing, the organization must provide
the requested copies within 30 days. If the
organization requires advance payment for reasonable copying and mailing fees, it can
provide copies within 30 days of the date it is paid, instead of the date of the request.

As with all tax returns, nonprofits are
required by law to provide complete
and accurate information on these
annual returns.

« Fees for providing copies. Reasonable fees may be charged by nonprofits for copying
and mailing documents. The fees cannot exceed the amounts charged by the IRS
(based on fees listed in the Freedom of Information Act). Organizations are also
allowed to charge actual postage costs incurred in providing the copies.

o Documents widely available. A nonprofit organization does not have to comply
with requests for copies if it has made the appropriate materials widely available. This
requirement is satisfied if the document is posted on the organizations web page on the
internet or in another database of similar materials.

Reporting substantial organizational changes

An organization’s tax-exempt status remains in effect if there are no material changes in
the organization’s character, purposes, or methods of operation. Significant changes should
be reported by letter to the IRS soon after the changes occur and reported on Form 990 if
appropriate. Visit irs.gov for more information and reporting instructions.
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Example: An organization received tax-exempt status for the operation of a
religious radio ministry. Several years later, the organization decided to add
a facility for homeless children. This change would likely be considered to be
material and should be reported to the IRS.

Change in accounting methods

For its financial records, a nonprofit organization may adopt any reasonable method
of accounting that clearly reflects income. These methods include the cash receipts
and disbursements method; the accrual method; or any other method (including a
combination of methods) that clearly reflects income.

An organization that wishes to change from one method of accounting to another
generally must secure the consent of the IRS to make that change. Consent must be
obtained both for a general change of method and for any change of method with
respect to one or more particular items. Thus, a nonprofit organization that generally
uses the cash method, but uses the accrual method with respect to publications for
which it maintains inventories, may change its method of accounting by adopting the
accrual method for all purposes. But the organization must secure the IRS’s consent to
do so.

To obtain the consent of the IRS to change an accounting method, the organization
should file IRS Form 3115, Application for Change in Accounting Method.

Change of fiscal years

Generally, an exempt organization may change its fiscal year simply by timely filing
Form 990 with the appropriate Internal Revenue Service Center for the “short year” The
return for the short year should indicate at the top of page 1 that a change of accounting
period is being made. It should be filed no later than the 15th day of the fifth month
following the close of the short year.

If neither Form 990 nor Form 990-T must be filed, the ministry is not required to notify
the IRS of a change in the fiscal year, with one exception. The exception applies to exempt
organizations that have changed their fiscal years within the previous ten calendar years.
For this exception, Form 1128 must be filed with the IRS.

Other IRS forms commonly used

o Form 5578. Form 5578 (see pages 105-7) must be completed and furnished to the
IRS to provide information regarding racial nondiscrimination policies of private
schools, but only for those organizations not already required to file and report
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. 990

Return of Organization Exempt From Income Tax

OMB No. 1545-0047

2023

Under section 501(c), 527, or 4947(a)(1) of the R

Department of the Treasury
Intemal Revenue Service

Code | pt private ions)
Do not enter social security numbers on this form as it may be made public.
Go to www.irs.gov/Form@80 for instructions and the latest information.

Open to Public
Inspection

A For the 2023 calendar year, or tax year beginning , 2023, and ending , 20

B Check if applicabl C Mame of erganization Lifetime Ministries D Employer identification number
[J Address change Doing business as 35-7438041

[ Name change Number and street {or P.O. box if mail is not delivered to street address) Room/suite E Telephone number

O itial retumn 1212 South Palo Verde 480-344-8174

D Final return/terminated City or town, state or province, country, and ZIP or foreign postal code

[ Amended retum Phoenix, AZ 85035 G Gross receipts $

F Name and address of principal officer:

D Application pending

Hia) Is thes a greup retum for subcrdinates? D Yes [ZI Na
H(b) Are all subordinates included? [_] Yes [ ] No

| Tax-exempt status: [x] 501cK3) [ 501i) ( ) finsert no) ] 4947(a)(1) or [] 527 If “No,” attach a list. See instructions.
J  Website: Hic) Group ion number
K Formofc Xle [Jrust [] Association []Other ] L Year of i 1994 | M State of legal domicile:  AZ

Summary

1 Briefly describe the organization’s mission or most significant activities: Lifetime Ministries is an International child
g
g
§ 2 Check this box [ if the organization discontinued its operations or disposed of more than 25% of its net assets.
& | 3 MNumber of voting members of the goveming body (Part VI, line 1a). . . D e el 3 11
z 4  Number of independent voting members of the governing body (Part VI, line 1b] e 4 4
5 5  Total number of individuals employed in calendar year 2023 (Part V, line2a) . . . . . S 12
% 6  Total number of volunteers (estimate if necessary) . . P 6 30
< | 7a Total unrelated business revenue from Part VI, column (CJ, Ilne 12 Ta 4,100
b Net unrelated business taxable income from Form 990-T, Part |, line 11 L b (1,875)
Prior Year Current Year
g 8 Contributions and grants (Part VIIl, line 1h) . 976,624 1,063,877
H 9  Program service revenue (Part VIII, line 2g) . 433,801 489,863
2 | 10 Investment income (Part VIII, column (A), lines 3, 4, and 7d) . 1,012 608
E 141 Other revenue (Part VIIl, column (A), lines 5, 6d, 8¢, 9¢, 10c, and 11e) . 9,480 10,343
12 Total revenue—add lines 8 through 11 (must equal Part VI, column (A}, line 12) 1,420,917 1,573,691
13  Grants and similar amounts paid (Part IX, column (A), lines 1-3) . 10,000 15,000
14  Benefits paid to or for members (Part IX, column (A), line 4}
o | 15 Salaries, other compensation, employee benefits (Part X, column (A), I|nes 5—10} 431,002 452,900
§ 16a Professional fundraising fees (Part IX, column (A), line 11e)
3 b Total fundraising expenses (Part IX, column (D), line 25)
di 17  Other expenses (Part IX, column (A), lines 11a-11d, 11f-= 24e] 5 984,903 930,087
18  Total expenses. Add lines 13-17 (must equal Part IX, column (A), line 25} 1,425,905 1,397,987
19  Revenue less expenses. Subtract line 18 from line 12 5012 175,704
5 § Beginning of Current Year End of Year
é.g 20 Total assets (Part X, line 16) 1,325,043 2,043,015
gﬂ 21 Total liabilities (Part X, line 26) . 1,610,412 1,852,680
25|22 Net assets or fund balances. Subtract line 21 from Ilne 20 14,631 190,335
Signature Block
Under penallles of penury [} declare that | have examined this return, including hedules and . and to the best of my knowledge and belief, it is
true, comect, and 1 of prep: (other than officer) is based on all |nlormanon of which preparer has any knowledge.
. Honelll —7 Tl |
Slgn Signature of officer Date
Here Harold T. Baldwin, President 5/15/24
Type or print name and title
Paid Print/Type preparer’s name Preparer's signature Date g:z':n%;‘ PTIN
Preparer —— -
Use Only Ffrrnsnarne I Firm's EIN
Firm's address I Phone no.
May the IRS discuss this return with the preparer shown above? See instructions oo [JYes [XINo
For Paperwork Reduction Act Notice, see the separate instructions. Cat. No. 11282Y Form 990 (2023

The Form 990 has many pages. Only page 1 is displayed here.
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this information on Form 990, Schedule E. Form 5578 must be filed for schools
operated by a church, including preschools.

» Forms 8717 and 8718. Nonprofits desiring IRS private letter rulings on employee
plans or on exempt organization information must include Form 8717 or 8718,
respectively, with the appropriate fees.

o Form 8282. If a nonprofit donee sells or otherwise disposes of gift property for
which an appraisal summary is required on Form 8283 within three years after
receipt of the property, it generally must file Form 8282 with the IRS. See Chapter 8 for
more information on these reporting rules.

» Employee and nonemployee payments. As an employer, a nonprofit organization
must file federal and state forms concerning payment of compensation and the
withholding of payroll taxes. Payments to nonemployees may require the
filing of information returns. See Chapters 4 and 5 for more coverage of these
requirements.

Postal Regulations

Churches and other nonprofits may qualify to mail at special standard nonprofit mail
rates (formerly called bulk third-class). The application (Form 3624) is available at
the post office where you wish to deposit the mail. The following information must be
provided (some items apply only if the organization is incorporated):

o description of the organization’s primary purpose, which may be found in the
articles of incorporation or bylaws

o evidence that the organization is nonprofit, such as a federal (and state) tax
exemption determination letter

« materials showing how the organization actually operated in the previous 6 to 12
months, such as program literature, newsletters, bulletins, and any other promotional
materials

The U.S. Postal Service offers rate incentives to nonprofit mailers that provide
automation-compatible mail. Automated mail must be readable by an Optical Character
Reader (OCR). Organizations should contact their local post office for more information.

42



CHAPTER 2 « TAX EXEMPTION

State Taxes and Fees

Separate filings are often necessary to obtain
exemption from state income tax. The requirements
vary from state to state. In some states, it is also
possible to obtain exemption from licensing fees
and sales, use, franchise, and property taxes.

A nonprofit organization may be required to report
to one or more states regarding its exemption
from—or compliance with—state income, sales,
use, or property taxation. Many states accept a

_a_

Caution

Do not send a list of major contributors
to the state unless it is specifically
required. While this list is not open

to public inspection with respect

to the federal filing, it may not be
confidential for state purposes.

copy of Form 990 as adequate annual reporting for tax-exempt status purposes. Annual
reporting to the state in which the organization is incorporated is normally required even
if there is no requirement to file Form 990 with the IRS. Check with the offices of the
secretary of state and attorney general to determine the required filings.

Property taxes

Church property is generally exempt from property
tax. Whether real estate of a nonprofit organization
is exempt from property tax or not usually
depends on its use and ownership and varies based
on local law. Many states restrict the exemption

of church property to property used for worship.

It is also important to note that not all religious
organizations are churches. Contact the office of the
county tax assessor or collector to determine what
property tax exemptions might be available.

Church-owned parsonages may be exempt from
real estate tax in certain jurisdictions. This is true
even though there may be several ministers on

_@_

Caution

An initial (and perhaps annual)
registration of the property with the
proper state authorities is generally
necessary to record exempt property.
The initial purchase of real estate
with notification of state authorities
is usually not sufficient to exempt
property from tax.

the staff of one church and therefore multiple parsonages. If the pastor owns the property
instead of the church, the property is usually subject to property tax.

Church parking lots are usually exempt if properly recorded, and it may be possible

to obtain an exemption for other church land. Property tax exemption of church

camps and recreation facilities often comes under attack because of income that may be
generated through their use. Property partially used for church use and partially leased to
a third-party, for-profit entity generally results in the proration of the tax exemption.
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Sales taxes

There are presently five states (Alaska, Delaware, Montana, New Hampshire, and
Oregon) without a state-wide sales tax law (some localities may have sales taxes).

In some states, a nonprofit organization is exempt from sales tax as a purchaser of goods
used in ministry. It is generally necessary to obtain recognition of sales tax exemption
from the state revenue department. Some states will accept a federal tax exemption as
sufficient for a state sales tax exemption.

Even if an organization is exempt from paying sales tax, purchases used for the private
benefit of the organization’s members or employees are not eligible for exemption.

When a nonprofit organization sells goods to others, a sales tax may or may not be
applicable. There are some indications that states may begin a stricter enforcement of laws on
the books that allow them to impose sales tax on sales by nonprofit organizations. Occasional
dinners and sales of goods at local community events are typically exempt from sales tax.

Sales by a nonprofit within the state where the nonprofit is located are sometimes taxable.
Sales to customers located outside of the state, or interstate sales, may not be subject to sales
tax. A 2018 Supreme Court decision cleared the way for states to require organizations to
collect state sales taxes on out-of-state online purchases. This is a developing area of the law
and organizations should review their potential sales tax liabilities.

When a nonprofit organization operates a conference or convention outside of its home
state, it is often possible to obtain sales tax exemption for purchases made within the state
where the meeting is held. Sales of products at the convention would generally be covered
under sales tax laws without an approved exemption.

Political Activity

44

Churches and other organizations exempt from federal income tax under section
501(c)(3) of the Internal Revenue Code are prohibited from participating or intervening,
directly or indirectly, in any political campaign on behalf of or in opposition to any
candidate for public office. Even certain activities that encourage people to vote for or
against a particular candidate on the basis of nonpartisan criteria violate the political
campaign prohibition law.
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To avoid violating the political campaign provisions
of the law: — N

« Do not use a rating program to evaluate

candidates. Warning
If a church or nonprofit organization
o Do not endorse a candidate, or a slate of (under Section 501(c)(3)) participates
candidates, directly or indirectly through in even one political campaign activity
a sermon, speech, newsletter, or sample ballot. (no matter how small the occasion),

it can potentially lose its tax-exempt

status. The organization must not be

« Do not publish the names of candidates involved or participate in the campaign
who agree to adhere to certain practices. of the individual seeking public office.

» Do not publish a candidate’s statement.

» Do not publish candidate responses to
a questionnaire that evidences a bias on certain issues. Classifying particular
candidates as too conservative or too liberal is an improper rating system.

» Do not publish responses to an unbiased questionnaire focused on a narrow range of
issues.

» Do not raise funds for a candidate or provide support to a political party.

» Do not provide volunteers, mailing lists, publicity, or free use of facilities unless all
parties and candidates in the community receive the same services.

» Do not pay campaign expenses for a candidate.
» Do not publish or distribute printed or oral statements about candidates.
» Do not display campaign literature on the organization’s premises.

If the IRS finds that an organization has engaged in these activities, the organization
could lose its exempt status. Also, the IRS may assess an excise tax on the amount of the
funds spent on the activity.

Forums or debates at which all candidates are treated equally may be conducted to
educate voters, or a mailing list may be rented to candidates on the same basis as it is
made available to others. Organizations may engage in voter registration or get-out-
the-vote activities. However, it is wise to avoid defining a target group by political or
ideological criteria (e.g., encouraging individuals to vote who are “registered Republicans”
or “registered Democrats”).
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@) INTEGRITYPOINTS

e The church audit potential. Very few churches are audited each year. The number

of churches audited is low because approval of an appropriate high-level IRS
official is required to open a church tax inquiry. This is the protection provided
in the tax law in recognition of the legitimate separation of church and state.

In recent years, there has been a notable rise in investigations of churches and
nonprofits by state attorneys general offices.

The danger is for churches that conduct their financial operations beyond
the bounds of the law believing they will never be audited. Integrity requires
compliance with the law even if the IRS or state regulators never call!

The danger of “excess benefit transactions.” Excess benefit transactions
(as defined on pages 35, 37-38) are often overlooked by churches and other
ministries. These transactions may result in very steep tax penalties!

An excess benefit transaction can be as simple as providing a taxable fringe benefit
and not reflecting it as taxable income to a senior pastor, executive director,
president, CEO, or other insider. It could be as easy as transferring equipment
from a nonprofit organization to an insider at less than fair market value and
failing to treat the amount as taxable income to the recipient.

The challenge of the Form 990. Most charities other than churches must annually
file Form 990.

The staff of very few ministries have the ability to accurately file the Form 990.

At a minimum, a charity should have the Form 990 reviewed by their external
CPA or attorney. Better yet is to have the Form 990 prepared by an external
professional. After the Form 990 is filed with the IRS, it is soon posted (minus
Schedule B) on the internet. So, an improperly prepared Form 990 soon becomes
available for anyone in the world to see. A poorly prepared Form 990 reflects
negatively on the nonprofit and its mission.



ompensating
Employees

In This Chapter

Overtime and minimum pay

Reasonable compensation

Housing and the housing exclusion Internships

Deferred compensation Paying employee expenses

Maximizing fringe benefits Reimbursing medical expenses

Workers’ compensation Nondiscrimination rules

Three of the primary challenges for churches and nonprofits in the area of compensating
employees are:

1. Determining the appropriate level of compensation. Compensating employees
too little can create issues for employees covered by the Fair Labor Standards Act.
On the other hand, in a few situations, compensating employees excessively may
jeopardize a ministry’s tax-exempt status. While no absolute limits have been placed
on compensation amounts to ministry leaders, appropriate total compensation
should be determined, taking into consideration reliable comparability data, as well
as the employee’s skills, talents, education, experience, performance, and knowledge.

2. Documenting and reporting compensation. The approval of the compensation,
including fringe benefits, of the ministry’s top leader should be contemporaneously
documented. The taxable portions of compensation and fringe benefits should be
reported to the appropriate taxing authorities.

3. Maximizing the tax advantages of certain fringe benefits. Compensation may be
maximized by effectively structuring fringe benefits. The tax-free or tax-deferred
features of certain fringe benefits can significantly increase an employee’s take-home
pay without expending additional ministry funds.
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Reasonable Compensation

Ministry employees may receive reasonable compensation for their services. However,
excessive compensation can result in private inurement and may jeopardize the tax-
exempt status of the organization. Reasonable compensation is based on what would
ordinarily be paid for like services by a like organization under similar circumstances,
according to the IRS.

The intermediate sanctions regulations impose penalties when excessive compensation or
benefits are received by certain key employees and other individuals. These penalties may
be avoided if the compensation arrangement was approved by an independent body that:
(1) was composed entirely of individuals unrelated to and not subject to the control of the
employee involved in the arrangement, (2) obtained and relied upon appropriate data as
to comparability, and (3) adequately documented the basis for its determination.

Excellence in Compensation Tips

 Prepare a compensation philosophy statement. This should take into account
the present situation as well as long-term goals and objectives. Broad categories
may include (1) attraction, (2) retention, and (3) motivation and reward.

 Be certain that pastoral or executive compensation is determined by the board
or a board-appointed committee, completely independent of the individual.

+ Notify the board of any family members of the top leader receiving compen-
sation. For appropriate transparency with the board, the board should be
notified at least annually of all family member compensation.

» Determine comparable compensation. Consider what other organizations pay
for similar roles.

 Consider all compensation, not just wages. Fringe benefits should be considered
as part of total compensation and may include (1) taxable, (2) non-taxable,
and (3) tax-deferred elements. Compensation may also include forgiveness of
debt, bonuses, deferred compensation arrangements, or other non-wage related
amounts.

o Adopt an accountable expense reimbursement plan.
« Maximize the minister’s housing exclusion, when appropriate.
o Ensure compensation is fair and reasonable.

« Review compensation periodically to determine if changes to the structure or
benefits are needed based on needs internally or externally.
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Compensation-setting practices should not cause a diminished Christian witness and
should comply with ECFA’s Policy for Excellence in Compensation-Setting and Related-
Party Transactions in ECFA Standard 6.

The general framework of the Policy for Excellence must be followed by all members, and
the following two aspects of the policy, plus others, must be followed when the ECFA-
accredited member’s top leader receives annual compensation of $150,000 or more:

1. The board, or an authorized independent committee of the board, must make the
decision regarding total compensation, and those participating in the decision-making
process may not have conflicts of interest in the decision, whether direct or indirect.

2. The board or committee must obtain reliable comparability data at least every five
years.

For more information, see ECFA’s eBooks—8 Essentials of Compensating Ministry Leaders
and 8 Essentials of Compensating Ministers.

Housing and the Housing Exclusion

Housing for nonministers

Housing provided to nonminister employees by a church or nonprofit organization for its
convenience, as a condition of employment, and on its premises:

« is exempt from income tax and FICA tax withholding by the church or nonprofit
organization, and

o is excluded from wages reported by the church and employee

If these criteria are not met, the fair rental value should be reported as compensation on
Form W-2 and is subject to withholding and FICA taxation.

Housing for ministers

The 2024 edition of ECFAs Minister’s Tax ¢ Financial Guide includes a thorough
discussion of the availability of the housing allowance for ministers serving local
churches. Ordained, commissioned, or licensed ministers not serving local churches may
qualify as “ministers” for federal tax purposes in the following situations:

» Denominational service. This category encompasses the administration of religious
denominations and their integral agencies, including teaching or administration in
parochial schools, colleges, or universities that are under the authority of a church or
denomination.
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The IRS uses the following criteria to determine if an institution is an integral
agency of a church:

O Did the church incorporate the institution?
Does the corporate name of the institution suggest a church relationship?
Does the church continuously control, manage, and maintain the institution?

If the institution were to dissolve, would the assets be turned over to the church?

O O O O

Are the trustees or directors of the institution appointed by, or must they be
approved by, the church, and may they be removed by the church?

O Are annual reports of finances and general operations required to be made to
the church?

O Does the church contribute to the support of the institution?

o Assignment by a church. Services performed by a minister for a parachurch

organization based upon a substantive assignment or designation by a church may
provide the basis for ministerial tax treatment. The housing allowance should be
designated by the employing organization, not the assigning church.

The following characteristics must be present for an effective assignment:

O There must be a sufficient relationship between the minister and the assigning
church to justify the assignment of the minister.

O There must be an adequate relationship between the assigning church and
the parachurch organization to which the minister is assigned to justify the
assignment.

To substantiate the relationship between the minister and the church, the church
must determine “if there is sufficient authority, power, or legitimacy for the church
to assign this particular minister.” Such matters as being the ordaining church,
providing ongoing supervision, having denominational affiliation, contributing
significant financial support, or being the long-term “home church” would all appear
to support this relationship.

In addressing the relationship between the church and the parachurch organization,
the church must answer the question of “why should the church assign a minister
to this particular ministry?” Essentially, the assignment of the minister must
accomplish the church’s ministry purposes.

In considering an assignment, it is important to distinguish between the process
of assigning and the documentation of the assignment. The process of assigning
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may include the church’s theology, philosophy, and policy of operation—its way
of doing ministry. The documentation of the assignment provides evidence that
the church is doing ministry through the particular individual assigned. The
following are keys to a proper assignment:

O A written policy describing the specific requirements for the relationship
of the church both to the minister

being assigned and to the parachurch

organization to which the minister

is assigned. This would include the .

church’s theological and policy goals Caution

for the assignment. Often, a denomination lists a minister

as being assigned to a parachurch
ministry, for example, in an annual
directory, and the minister believes
he or she has heen assigned

O A formal review to confirm that the
minister and the proposed ministry with
a parachurch organization qualify.

O A written assignment coupled with for tax purposes. But effective
guidelines for supervision of, and assignments are rare because of the
reporting by, the minister and the substantive relationship and ongoing
parachurch organization to the church. documentation of the assignment that

are needed.

O A periodic (at least annual) formal
review of the minister’s activities to

confirm that the assignment continues to comply with the policy.

o Other service. If a minister is not engaged in service performed in the exercise of
ministry of a local church or an integral agency of a church, or a church does not
assign a minister’s services, the definition of a qualifying minister becomes much
narrower. Tax law and regulations provide little guidance for ministers in this
category. However, Tax Court cases and IRS rulings suggest that an individual will
qualify for the special tax treatments of a minister only if the individuals services
for the employer substantially involve conducting religious worship or performing
sacerdotal functions. This definition includes conducting Bible studies and spiritual
counseling.

How much time constitutes substantial involvement in conducting worship or
administering the sacraments? This is difficult to say. However, in two IRS letter
rulings, the IRS determined that 5% of the minister’s working hours was not
sufficient to qualify for tax treatment as a minister.

Based on IRS rulings, it is clear that ministers serving as chaplains in government-
owned-and-operated hospitals or in state prisons fall in a special category. They
are employees for Social Security (FICA) purposes but do qualify for the housing
allowance.
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An individual does not qualify as a
“minister” for federal income tax purposes
in the following circumstances:

a theological student who does not
otherwise qualify as a minister

an unordained, uncommissioned, or
unlicensed individual not performing
sacerdotal functions or conducting
religious worship

an ordained, commissioned, or licensed
minister working as an administrator
or on the faculty of a nonchurch-related
college or seminary

an ordained, commissioned, or licensed
minister working as an executive of a

nonreligious, nonchurch-related organization

_@_

Caution

Many ministers are serving organiza-
tions other than local churches or
integral agencies of churches and do
not have an effective assignment by a
church. The employer may he a rescue
mission, a youth ministry, a Christian
radio or TV station, or a missionary-
sending organization. Qualifying for
ministerial status is often based on
the degree to which the individual is
performing sacerdotal functions or
conducting religious worship.

a civilian chaplain at a Veteran’s Administration hospital (the tax treatment
of ministers who are chaplains in the armed forces is the same as for other

members of the armed forces)

an ordained, licensed, or commissioned minister employed by a parachurch
organization but does not perform sacerdotal functions or conduct religious

worship

Applying the minister’s housing allowance

Qualified ministers receive preferred tax treatment for their housing costs. If a minister
has a home provided as part of compensation, the minister pays no income tax on the
rental value of the home. If a home is not provided but the minister receives a rental or
housing allowance designated in the minister’s salary, the minister pays no income tax
on the allowance if it is used for housing expenses subject to certain limitations.

Every minister should have a portion of salary designated as a housing allowance. For a
minister living in ministry-owned housing, the housing allowance may be only a modest
amount to cover incidental expenses such as maintenance, furnishings, and utilities. But a

properly designated housing allowance may be worth thousands of dollars in tax savings for
ministers living in their own homes or rented quarters.
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The excludable housing allowance for ministers,

which is part of a total compensation package that

is determined to be reasonable pay for services
performed, is the lowest of these factors:

Filing Tip
The designation of a housing

+ Amount prospectively and officially allowance for a minister living in
designated by the employer. The allowance church-provided housing is often
must be officially designated before payment overlooked. While the largest housing
by the organization. The designation should allowance benefits go to ministers
be evidenced in writing, preferably by reso- with mortgage payments on their own
lution of the appropriate governing body, in homes, a housing allowance is often
an employment contract, or, at a minimum, in also beneficial to a pastor living in
the budget and payroll records. church-provided housing.

If the only reference to the housing allowance
is in the ministry’s budget, the budget should be formally approved by the top
governing body. However, it is highly preferable for the governing board to use a
specific resolution to authorize housing allowance designations.

o Amount used from current ministerial income to provide the home. Only actual
housing-related expenses can be excluded from income.

o The fair rental value of the home including utilities and furnishings. The IRS has
not provided any guidance to assist ministers in determining the fair rental value of
the home. The value should be based in good faith on comparable rental values of
other similar residences in the immediate community, comparably furnished.

For more information on the housing exclusion, see ECFAs eBook, 10 Essentials of the
Minister’s Housing Exclusion.

Deferred Compensation

In addition to 403(b) and 401(k) plans, churches and nonprofit organizations have
available all the qualified retirement plan options that are available to any for-profit
organization. These must be operated according to their terms and are generally subject
to the same nondiscrimination and coverage rules as plans in for-profit organizations.

Churches and nonprofit organizations may defer the compensation of executives, but
the amount of the deferral is limited for nonprofit organizations by Internal Revenue
Code Section 457. For the year 2023, the annual limitation was $22,500, with a catch-up
contribution of $7,500 allowed for participants who are 50 years or older. Unlike in a
401(k) or 403(b), any employer match counts toward the annual limit.
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Sample Housing Allowance Resolutions

Parsonage Owned by or Rented by a Church

Whereas, The Internal Revenue Code permits a minister of the gospel to exclude from
gross income “the rental value of a home furnished to him as part of compensation”
or a church-designated allowance paid as a part of compensation to the extent that
actual expenses are paid from the allowance to maintain a parsonage owned or
rented by the church;

Whereas, Nelson Street Church compensates the senior minister for services in
the exercise of ministry; and

Whereas, Nelson Street Church provides the senior minister with the rent-
free use of a parsonage owned by (rented by) the church as a portion of the
compensation for services rendered to the church in the exercise of ministry;

Resolved, That the compensation of the senior minister is $3,500 per month, of
which $600 per month is a designated housing allowance; and

Resolved, That the designation of $600 per month as a housing allowance shall
apply until otherwise provided.

Home Owned or Rented by a Minister

Whereas, The Internal Revenue Code permits a minister of the gospel to exclude
from gross income a church-designated allowance paid as part of compen-
sation to the extent used for actual expenses in owning or renting a home; and

Whereas, Nelson Street Church compensates the senior minister for services in
the exercise of ministry;

Resolved, That the compensation of the senior minister is $5,500 per month, of
which $2,250 per month is a designated housing allowance; and

Resolved, That the designation of $2,250 per month as a housing allowance shall
apply until otherwise provided.

Special Speakers

Whereas, The Internal Revenue Code permits a minister of the gospel to exclude
from gross income a church-designated allowance paid as part of compen-
sation to the extent used in owning or renting a permanent home; and

Whereas, Nelson Street Church compensated a special speaker for services in the
exercise of ministry as a special speaker;

Resolved, That the honorarium paid to the special speaker shall be $1,512,
consisting of $312 in travel expenses (with documentation provided to the
church), a $500 housing allowance, and a $700 honorarium.
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Under Section 457(f) there is the ability to set

aside deferred compensation without limit if it is

not “vested” The requirement is that it be subject

to “significant risk of forfeiture.” This is often Idea
established by requiring future years of service for Occasionally, churches and nonprofit
it to vest. When vested, it becomes taxable income organizations will set up a reserve
at that date. to pay bonuses to employees at a

later date. Such a reserve cannot

be “designated” or “subject to an
understanding” that it will be used for
a specific employee. It avoids current
taxation because the organization has
not allocated it to specific employees
nor paid it over.

Setting up the deferred compensation as a 457(f)
arrangement requires a written agreement that
meets the requirements. The agreement between
the employee and employer to defer the income
must be made before it is earned. Once it has been
earned, it is too late for the employee to request its
deferral.

Amounts that are deferred are often put into a “Rabbi Trust” A Rabbi Trust is established
with an independent trustee who invests the amounts that have been deferred. The assets
may still be used to pay creditors of the organization (in a bankruptcy, for instance),

but cannot be reclaimed by the corporation for its operations. Essentially, a Rabbi

Trust protects the executive from the board’s changing its mind and using the money
somewhere else.

403(b) plans

Employees of churches and other nonprofit organizations may have a Section 403(b)
salary reduction arrangement based on a written plan. These plans are also called tax-
sheltered annuities (TSAs).

Both nonelective and elective employer contributions to a TSA for a minister are
excludable for income and Social Security tax (SECA) purposes. Elective contributions
for nonministers are subject to FICA. Some individuals choose to contribute additional
amounts to their plans utilizing after-tax or “Roth” contributions. This is permissible but
must be included in the organization’s plan document.

See the 2024 edition of ECFA's Minister’s Tax & Financial Guide for additional
information on TSA contribution limitations.

Typically, there is very little cost to establish and maintain a 403(b) plan. It is an
important planning option to defer taxes and encourage individuals in a ministry to save
for retirement. Employer contributions are not required and could be evaluated annually
if the plan is written accordingly. This would allow flexibility from a budget perspective
while not eliminating the benefit entirely.
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401(k) plans

A church or nonprofit organization may offer a 401(k) plan to its employees. Under a
401(k) plan, an employee can elect to have the employer make tax-deferred contributions to
the plan (up to $22,500 for 2023) of amounts that had been withheld from employee pay.

aximizing Fringe Benefits

A “fringe benefit” is a form of pay (including property, services, cash, or cash equivalent)
in addition to base salary, for the performance of services by an employee to the ministry.
Additionally, the personal use of property by a ministry employee is a form of a fringe
benefit.

All fringe benefits are taxable and must be included in the recipient’s pay, except for those
the law specifically excludes. Therefore, it is beneficial to employees when a ministry
provides qualified fringe benefits which are tax-free for income and Social Security tax
purposes.

A few key benefits for ministry and church staff are covered in this section. For more
information on fringe benefits, see ECFA’s eBooks - 9 Essentials of Fringe Benefits for
Ministries and 9 Essentials of Church Fringe Benefits. Also, see IRS Publication 15-B.

Employer-provided cell phones

56

If an employer provides a cell phone to an employee primarily for noncompensatory
business reasons, it is treated as a tax-free fringe benefit. Additionally, an employee’s
personal use will be treated as a de minimis fringe benefit. The net effect is that
employer-provided cell phones are not taxable income to employees as long as the
phone is provided primarily for noncompensatory purposes.

While the IRS has not identified all business purposes, if cell phones are provided to
promote the morale or goodwill of an employee, this is not a sufficient business purpose,
and the value would be treated as taxable compensation.

To assist in demonstrating the business purpose for employer-provided cell phones,
employers may want to consider adding the business reason as part of an employee’s

job description, in a written cell phone policy, or as part of the employment handbook.
Employers should generally avoid considering a cell phone as some type of employment perk
or recruitment incentive, as this may give the appearance of compensatory purposes.

Employers should also consider any security risks that may be caused with the loss of a
mobile device such as a cell phone. Some phone systems offer additional location and
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remote data erasing features that can mitigate the risks associated with losing one of these
devices. The accidental release of sensitive ministry information could pose serious risks
to an organization or its employees.

Employer reimbursement for employee-owned cell phones

Internal guidance from the IRS to its field staff

addresses situations where employers provide a —0
reimbursement for employee-owned cell phones.

In this guidance, the IRS indicates that a similar Tip

analysis should be used for reimbursements as if Employers should avoid considering
the employer had actually provided a cell phone a cell phone as a type of employment
to an employee. Thus, where employers have perk. To be tax-free, cell phones must
substantial business reasons other than providing be provided for noncompensatory
compensation to employees, then this may not pUIpOSes.

result in taxable income to the employee.

In order to be eligible for the nontaxable treatment, the reimbursement:
« must be for business reasons other than providing compensation to employees
« must not exceed actual expenses in maintaining the cell phone, and
» must not substitute a portion of an employee’s wages

Examples of substantial noncompensatory business reasons for requiring employees to
maintain personal cell phones and reimbursing them for their use include, but are not
limited to the following:

 employer needing to contact the employee at all times for work-related emergencies

» employer requiring that the employee be available at times outside of an employee’s
normal work schedule

It is not considered reasonable to reimburse an employee for international or satellite
phone usage if all the employer’s necessary contacts are in the local geographic area where
the employee works or where reimbursements deviate significantly from normal use in
the employer’s work.

Employer-owned laptops or reimbursements

The treatment of employer-owned laptops or reimbursements follow similar rules for cell

phones as discussed above. As long as an employer has provided computer equipment (or
reimbursements for the equipment) primarily for noncompensatory business reasons, it is
treated as a tax-free fringe benefit.

5]
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Personal use of employer-provided vehicles

58

Vehicles provided by ministries to employees for business use are often also used for
personal purposes. The IRS (see IRS Publication 535) treats most types of personal use
of an employer-provided vehicle as a noncash fringe benefit and generally requires the
fair market value of such use be included in the employee’s gross income (to the extent
that the value is not reimbursed to the employer).

If the employee reimburses the employer for the full dollar value of the personal use, it
will cost the employee more than if the employer includes the personal-use value in the
taxable income of the employee.

Example: The personal use value of an automobile provided to a lay employee is
determined to be $100. If fully reimbursed, the employee would pay $100 to the
employer. If there is no reimbursement, the employer includes the $100 in the
employee’s income, and the employee will be subject to taxes on $100 of income.
Assuming a federal income tax rate of 24% and a FICA rate of 7.65%, the total
would be $31.65 compared with the $100 cash out-of-pocket chargeback.

Note: If the employee had been a minister, in this example, instead of a key
employee, the difference would have been even greater because the Social
Security tax of 15.3% would be paid by the minister instead of the 7.65%
FICA rate that applies to other lay employees.

 Valuation of personal vehicle use. There are three special valuation rules, in addition
to a set of general valuation principles, which may be used under specific circumstances
for valuing the personal use of an employer-provided vehicle. This value must be
included in the employee’s compensation if it is not reimbursed by the employee.

Under the general valuation rule, the value is based on what the cost would be
to a person leasing from a third party the same or comparable vehicle on the same
or comparable terms in the same geographic area. The two most commonly used
special valuation rules, which are used by most employers, are these:

O Cents-per-mile valuation rule. Generally, this rule may be used if the
employer reasonably expects that the vehicle will be regularly used in the
employer’s trade or business, and if the vehicle is driven at least 10,000 miles
a year and is primarily used by employees. This valuation rule is available
only if the fair market value of the vehicle—as of the date the vehicle was first
made available for personal use by employees—does not exceed a specified
value set by the IRS. For 2023, this value is $60,800.

The value of the personal use of the vehicle is computed by multiplying the
number of miles driven for personal purposes by the current IRS standard
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mileage rate (65.5 cents per mile

in 2023). For this valuation rule,
personal use is “any use of the vehicle
other than use in your trade or
business.”

Annual lease valuation rule. Under
the annual lease valuation rule, the fair
market value of a vehicle is determined
by referring to an annual lease value table
published by the IRS (see below). The
annual lease value corresponding to
this fair market value, multiplied by the
personal use percentage, is the amount
to be added to the employee’s gross
income. If the ministry provides the fuel,
5.5 cents per mile must be added to the

annual lease value. Amounts reimbursed by the employee are offset.

_g_

Idea

Start with a policy that requires a
contemporaneous log, with the date
and personal miles recorded for all

ministry vehicles. The log is the basis

for determining the personal vs.
business use of the vehicle. Then the
employer chooses a valuation rule to
determine the value of the personal
use for Form W-2 reporting. Simply

paying for the gas during personal use
does not satisfy these rules.

The fair market value of a vehicle owned by an employer is generally the

employer’s cost of purchasing the vehicle (including taxes and fees). The

fair market value of a vehicle leased by an employer is generally either the

manufacturer’s suggested retail price less 8%, the manufacturer’s invoice plus
4%, or the retail value as reported in a nationally recognized publication that

regularly reports automobile retail values.

Lease Value Table

Fair Market Annual Lease Fair Market

Value of Car Value Value of Car
$0 - $999 $600 21,000 - 21,999
1,000 - 1,999 850 22,000 - 22,999
2,000 - 2,999 1,100 23,000 - 23,999
3,000 - 3,999 1,350 24,000 - 24,999
4,000 - 4,999 1,600 25,000 - 25,999
5000 - 5,999 1,850 26,000 - 27,999
6,000 - 6,999 2,100 28,000 - 29,999
7,000 - 7,999 2,350 30,000 - 31,999
8,000 - 8,999 2,600 32,000 - 33,999
9,000 - 9,999 2,850 34,000 - 35,999
10,000 - 10,999 3,100 36,000 - 37,999
11,000 - 11,999 3,350 38,000 - 39,999
12,000 - 12,999 3,600 40,000 - 41,999
13,000 - 13,999 3,850 42,000 - 43,999
14,000 - 14,999 4,100 44,000 - 45,999
15,000 - 15,999 4,350 46,000 - 47,999
16,000 - 16,999 4,600 48,000 - 49,999
17,000 - 17,999 4,850 50,000 - 51,999
18,000 - 18,999 5,100 52,000 - 53,999
19,000 - 19,999 5,350 54,000 - 55,999
20,000 - 20,999 5,600 56,000 - 57,999
58,000 - 59,999

Value
5,850
6,100
6,350
6,600
6,850
7,250
7,750
8,250
8,750
9,250
9,750

10,250

10,750

11,250

11,750

12,250

12,750

13,250

13,750

14,250

14,750

15,250

Annual Lease
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Note: The annual lease value (calculated using the above table) is based on
four-year terms. In other words, employers should refigure the annual lease
value every four years that the vehicle is in service, based on the vehicle’s fair
market value at the beginning of each four-year cycle.

O Commuting valuation rule. Under this rule, the employer must require
the employee to commute to and/or from work in the vehicle for bona
fide noncompensatory business reasons. This rule is rarely applicable to
churches or ministries.

Employer-provided dependent care assistance plan

A ministry can provide employees with child care or disabled dependent care services to
allow employees to work. The amount excludable from tax is limited to the smallest of the
employee’s earned income, the spouse’s earned income, or $5,000 for joint filers in 2023.
The dependent care assistance must be provided under a separate written plan that does
not favor highly compensated employees and that meets other qualifications.

Dependent care assistance payments are excluded from income if the payments cover
expenses that would be deductible by the employee as child and dependent care expenses
on Form 2441 if the expenses were not reimbursed. It may be necessary to file Form
2441, even though the dependent care assistance payments are excluded from income, to
document the appropriateness of the payments.

Medical, dental, and vision insurance
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Insurance may be provided or made available for purchase by employees for group
medical, dental, and vision coverage. Premiums paid by the employer for the employee,
including dependents, are excluded from income for income tax purposes as well as
Social Security and Medicare.

Ministries may reimburse employees tax-free for their medical expenses, including
individual health insurance premiums under either a qualified small employer health
reimbursement arrangement (QSEHRA) or an individual coverage health reimbursement
arrangement (ICHRA).

The similarities of the two arrangements are these:

« Employees purchase health care. Employees buy health insurance, products and
services they want. Any expense listed in IRS Publication 502 can be reimbursed.

« Employees submit reimbursement requests. Employees submit expense
documentation to the ministry.
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o Ministries review and reimburse. Ministries review the documentation submitted,
and if approved, reimburse employees tax-free.

Now, for the differences between the arrangements:

o Number of employees. To offer a QSEHRA, a ministry must have fewer than
50 full-time employees, and it cannot offer a group insurance policy. However,
ministries of all sizes can offer an ICHRA. Ministries can offer a group health

insurance policy to one class of employees and an ICHRA to another class of
employees, provided they meet minimum class size standards.

« Employee eligibility. With a QSEHRA, all full-time employees and their families
are eligible for the benefit, and the ministry can choose to extend eligibility to

part-time employees. With an ICHRA, ministries can structure their eligibility
requirements based on a given set of employee classes.

« Allowance caps. With a QSEHRA, ministries cannot offer allowance amounts
that exceed annual caps set by the IRS. For 2023, those caps are $5,850 for single
employees and $11,800 for employees with a family. Balances in the QSEHRA can
roll over month to month and year to year, though total reimbursements cannot
exceed the year’s IRS cap. With the ICHRA, there are no annual contribution caps,
and allowance amounts can roll over month to month and year-to-year without

restriction.

When establishing either a QSEHRA or ICHRA arrangement, ministries will often benefit
by obtaining counsel from an employee benefits specialist.

Disability insurance

Disability insurance may be provided for church
and nonprofit organization employees. Coverage
is usually limited to 60% to 75% of the annual
salary of each individual. Social Security and
pension benefits are often offset against disability
insurance benefits. Disability insurance premiums
may be paid through a flexible benefit plan (FSA)
to obtain income tax and FICA savings.

If the organization pays the disability insurance
premiums, the premiums are excluded from the
employee’s taxable income. If the organization pays
the premiums (and the employee is the beneficiary)
as part of the compensation package, any disability

_g_

Idea

The probability of disability greatly
exceeds the probability of death
during an individual’s working years.
Individual or group disability policies
may be purchased. These plans

may include a probationary period,
which excludes preexisting sickness
from immediate coverage, and an
elimination period, which specifies
the time after the start of a disability
when benefits are not payable.

ol
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policy proceeds are fully taxable to the employee. This is based on who paid the premiums
for the policy covering the year when the disability started. If the premiums are shared
between the employer and the employee, then the benefits are taxable in the same
proportion as the payment of the premiums.

Compensation-related loans

Some ministries make loans to employees. The loans are often restricted to the purchase
of land or a residence or the construction of a residence. Before a loan is made, the
ministry should determine if the transaction is legal under state law. Such loans are
prohibited in many states.

If an organization receives interest of $600 or more in a year relating to a loan secured by
real estate, a Form 1098 must be provided to the payer. For the interest to be deductible as
an itemized deduction, an employee loan must be secured by the residence and properly
recorded.

If an organization makes loans to employees at below-market rates, the organization may
be required to report additional compensation to the employee. If the loan is below
$10,000, there is no additional compensation to the borrower. For loans over $10,000,
additional compensation is calculated equal to the foregone interest that would have been
charged if the loan had been made at a market rate of interest. The market rate of interest
is the “applicable federal rate” for loans of similar duration. The IRS publishes these rates
monthly. The additional compensation must be reported on Form W-2, Box 1.

Social Security tax reimbursement
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Ministries often reimburse ministers for a portion or all of their self-employment tax
(SECA) liability. Reimbursement also may be made to lay employees for all or a portion

of the FICA tax that has been withheld from their pay. Any Social Security reimbursement
must be reported as taxable income for both income and Social Security tax purposes. Any
FICA reimbursement to a lay employee is also subject to income tax and FICA withholding.

Because of the deductibility of the self-employment tax in both the income tax and self-
employment tax computations, a full reimbursement is effectively less than the gross
15.3% rate:

Marginal Effective
Tax Rate SECA Rate
0% 14.13%
12 13.28
22 12.58
24 12.43



CHAPTER 3 » COMPENSATING EMPLOYEES

For missionaries who are not eligible for the income tax deduction of one-half of the self-
employment tax due to the foreign earned-income exclusion, the full reimbursement rate
is effectively 14.13%.

Sabbaticals

Some ministries choose to provide their leaders a sabbatical either to focus on a project
such as writing a book, or as a respite for a certain number of years of service. A leader
typically receives full or partial pay during the sabbatical. Sabbatical pay generally
represents taxable pay reportable on Form W-2.

A ministry sometimes reimburses travel expenses (for example, transportation, meals,

and lodging) for the leader during the sabbatical. These expenses generally do not qualify
for reimbursement under an accountable expense reimbursement plan as ordinary and
necessary business expenses and should be added to compensation for Form W-2 reporting.

Property transfers

o Unrestricted. If an employer transfers property (for example, a car, residence,
equipment, or other property) to an employee at no charge or below the fair market
value, this constitutes taxable income to the employee. The amount of income is
generally the fair market value of the property transferred.

« Restricted. To recognize and reward good work, some churches or nonprofits
transfer property to an employee subject to

certain restrictions. The ultimate transfer

may occur only if the employee lives up to —@
the terms of the agreement. Once the terms

are met, the property is transferred free and Caution

clear. Property that is subject to substantial
risk of forfeiture and is nontransferable is not
vested. No tax liability will occur until title to
the property is vested with the employee.

Don’t forget to evaluate intellectual
property transfers. These may also
result in taxable income to the minister.

See 6 Essentials of Copyright Law for
This is a deferral of income and Social Churches eBook at ECFA.org.

Security tax.

When restricted property becomes

substantially vested, the employee must report

the transfer as taxable income. The amount reported must be equal to the excess
of the fair market value of the property at the time it becomes substantially vested,
over the amount the employee pays for the property.
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Example: A church transfers a house to the pastor subject to the
completion of 20 years of service for the church. The pastor does not

report any taxable income from the transfer until the 20th year. This
situation will generally require advance tax planning since the pastor
could have a substantial tax liability in the year of the transfer.

o Property purchased from employer. If the employer allows an employee to buy
property at a price below its fair market value, the employer must include as extra

wages in income the difference between the property’s fair market value and the
amount paid and liabilities assumed by the employee.

Moving expenses

Moving expenses paid by an employer on behalf of an employee or reimbursed by the
employer are taxable as compensation on the employee’s Form W-2.

Gifts

Gifts to certain nonemployees up to $25 per year may be tax-free. Certain gifts of

an advertising nature that cost $4 or less given for use on the ministry’s premises are
excluded from the $25 annual limit. The value of a turkey, ham, or other nominally valued
item distributed to an employee on holidays need not be reported as income. However, a

distribution of cash, a gift certificate, or a similar item of value readily convertible to cash

must be included in the employee’s income.

Workers’ Compensation
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Workers’ compensation insurance coverage
compensates workers for losses caused by work-
related injuries. It also limits the potential liability
of the organization for injury to the employee
related to his or her job.

Workers’ compensation benefits are required by law
in all states to be provided by the employer. This
may be done by insurance, or many states allow for
self-funded or group-funded plans within specific
guidelines. A few states exempt churches from
workers’ compensation coverage, and several states
exempt all nonprofit employers. Most states also
consider ministers to be employees regardless of the
income tax filing method used by the minister, and

_Q_

Key Issue

Even if a church or nonprofit
organization is exempt from workers’
compensation, the voluntary purchase
of the coverage or the securing of
additional general liability coverage
may be prudent. This is because other
types of insurance typically exclude
work-related accidents: health,
accident, disability, auto, and general
liability insurance policies are some
examples.




CHAPTER 3 » COMPENSATING EMPLOYEES

therefore they must be covered under the workers’ compensation policy. Ministries should
contact their state department of labor to find out how their state applies workers’ compen-
sation rules to churches and nonprofits.

Workers’ compensation premiums are based on the payroll of the ministry with a
minimum premium charge to issue the policy. An audit is done later to determine the
actual charge for the policy.

Most workers’ compensation insurance is purchased through private insurance carriers.
A few states provide the coverage and charge the covered organizations.

Overtime and Minimum Pay

The Fair Labor Standards Act (FLSA) provides protection for employees engaged in
interstate commerce concerning minimum wages, equal pay, overtime pay, record-
keeping, and child labor (some states even have more restrictive versions of the FLSA).

The current FLSA minimum wage is $7.25 per hour. (Caution: Several states have
established minimum wages that exceed the federal rate.)

Overtime pay is generally required regardless of whether an employee is paid on an
hourly or salary basis. For employees in 2023 to be exempt from the overtime and
minimum wage requirements, they must meet the $684 per week threshold and be paid
on a salary basis with a minimum salary threshold of $35,568 per year. In other words,
employees paid on an hourly basis do not meet the exemption requirements.

Any employee paid over $684 per week must
meet the duties test in order to be classified as -
an exempt employee. The duties test is divided

into employee type categories. These categories

. L i Caution
are executive, administrative, and professional
employees. For specific information on these The U.S. Department of Labor proposed
exemptions, go to dol.gov/whd/overtime/fs17a_ new rules in 2023 to increase the
overview.pdf. overtime exception threshold. The
change may take effect in 2024 and
The employees of ministries involved in commerce could force legal challenges.

or in the production of goods for commerce are
generally considered covered by the provisions
of the FLSA. Commerce is defined by the FLSA as “trade, commerce, transportation,
transmission, or communication among several states or between any state and any place
outside thereof” Conversely, nonprofits that are not engaged in commerce or fall below the
$500,000 annual gross sales volume requirement are generally exempt from the Act.
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Are ministers exempt from the Fair Labor - ::

Standards Act? Generally, yes under the ministerial —

exception. This common law doctrine received .
Warning

prominent exposure by the U.S. Supreme Court in its S _
unanimous decision in the 2012 Hosanna Tabor case There is S|gn|f|car_|t confusm_n_over_
and subsequently in the 2020 Our Lady of Guadalupe compensatory time,” or giving time

School case. This doctrine may apply more broadly off in lieu of paying overtime. If
than the tax determination of who qualifies as a an employee is covered under the
minister. Organizations should consult with their Fair Labor Standards Act, providing
legal counsel in analyzing this potential exemption. compensatory time is not an option.

Payment for the overtime must be
The FLSA applies to schools regardless of whether made in cash.

they are nonprofit entities operated by religious
organizations. However, there are special rules for
teachers. Church-operated day care centers and elementary and secondary schools are
generally considered subject to the FLSA.

Many local churches and small nonprofits do not meet the $500,000 threshold (see

above). However, individual employees are generally covered under the FLSA if they send
or receive just a few emails each year across state lines. Therefore, most churches and
nonprofits should follow the FLSA regulations as a precaution against possible action by
the Department of Labor. Ministers are generally exempt under the professional provisions
of this exemption.

Internships

There are many factors for churches and nonprofits to consider when offering an
internship. If the individual receives no compensation and is treated as a volunteer, there
are few regulations that must be followed. However, any compensation will likely result in
the individual being treated as an employee and subject to regulations such as minimum
wage and overtime requirements as well as various state compliance issues.

The Department of Labor has published a list of criteria in which an intern is receiving
the benefit of the internship and the organization is not, and therefore a stipend may be
paid that does not meet the requirements above. That information is found in Fact Sheet
#71: Internship Programs Under the Fair Labor Standards Act on the Department of Labor
website (dol.gov).

Paying Employee Expenses

An accountable plan is a reimbursement or expense allowance arrangement that requires
(1) a business purpose for the expenses, (2) employees to substantiate the expenses, and
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(3) the return of any excess reimbursements. This plan is required for reimbursement of
expenses to be excluded from taxable income for employees.

The substantiation of expenses and return of excess reimbursements must be handled
within a reasonable time. The following methods meet the “reasonable time” definition:

o The fixed date method applies if (1) an advance is made 30 days before an expense
is paid or incurred, (2) an expense is substantiated to the employer within 60 days
after the expense is paid or incurred, and (3) any excess amount is returned to the
employer within 120 days after the expense is paid or incurred.

o The periodic statement method applies if (1) the employer provides employees with
a periodic statement that identifies the amount paid under the arrangement in excess
of the substantiated expense, (2) statements are provided at least quarterly, and (3)
the employer requests that the employee provide substantiation for any additional
expenses that have not yet been substantiated and/or return any amounts remaining
unsubstantiated within 120 days of the statement.

If employees substantiate expenses and return any unused excess payments to the church
or nonprofit organization on a timely basis, payments to the employee for business
expenses have no impact on tax reporting. They are not included on Form W-2.

The timing of documenting expenses for reimbursement is of utmost importance. Under
the fixed date method (see above), the IRS provides a safe harbor of 60 days after the
expense is paid or incurred. In other words, the IRS may contest a reimbursement, based
on timeliness of submitting the documentation, if the documentation is not provided to
the employer. Does this mean that the IRS will disallow expenses reimbursed on the 61st
day? Not necessarily. It simply means 60 days is a safe harbor as a “reasonable time”

Example: A church approves $50,000 of compensation for the pastor and tells
her to let the church know at the end of the year how much she has spent on
business expenses, and they will show the net amount on Form W-2. Is this
valid? No. The salary must be established separately from expense reimburse-
ments. Further, even if an accountable expense reimbursement plan is used,
the annual submission of expense documentation would fail the timeliness
safe harbor for expenses incurred in all but the last portion of the year.

For more information on expense reimbursements, see ECFA’s eBooks—5 Essentials of
Reimbursing Expenses for Ministries and 5 Essentials of Reimbursing Church Expenses.

Per diem allowance

Ministries that help their employees cover business travel expenses have two basic options:
(1) The employer can pay employees the precise amount of their expenses, or (2) the
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employer can opt for convenience and pay a set

“per diem” allowance for each day of business travel.

The standard per diem rates for travel within the
continental United States (CONUS) are $107 for
lodging and $59 for meals and entertainment

(based on October 1, 2023, to September 30, 2024).

Given the efficiency and administrative advantages
of the per diem approach, some ministries choose

to make per diem payments to volunteers within the

_0_

Tip
With a per diem, the organization
doesn’t need receipts for each meal;
the documents showing the organi-
zation paid the per diem are proof of
expense, if it is at the federal rate.

IRS limits based on location. However, unlike in the case of employees, volunteers must
include in income any part of per diem allowances that exceed deductible travel expenses.

Reimbursing Medical Expenses

Medical expenses that are not eligible for reimbursement under a health insurance plan
are deductible on Schedule A as itemized deductions. However, many employees may

take a standard deduction and not itemize, and those that do itemize and complete the
Schedule A generally have their medical expenses subject to a limitation of only amounts
over 7.5% of adjusted gross income. There are multiple options employers may use to
assist in the reimbursement of medical expenses including:

o Health Savings Account (HSA). These are individual portable, tax-free, interest-
bearing accounts through which individuals with high-deductible health
insurance can save for medical expenses. The purpose of an HSA is to pay what
basic coverage would ordinarily pay. Within limits, HSA contributions made
by employers are excludable from income tax and Social Security wages, or
contributions may be funded through a salary reduction agreement. The 2023
annual deductible contribution limits to an HSA are $3,850 for an individual
and $7,750 for a family. The limits apply to combined employer and employee
contributions. Earnings on amounts in an HSA are not taxable, and HSA
distributions used to pay for medical expenses are not taxable. Distributions
from HSAs which are not used for qualified medical expenses are subject to an
additional tax of 20% on the amount includible in gross income.

« Flexible Spending Account (FSA). An FSA may be established with or without any
other cafeteria plan options. It allows an employee to pre-fund medical and dental
expenses in pre-tax dollars using a salary reduction election. If an FSA only covers
medical expenses, it is commonly referred to as a health care FSA. These plans cannot
reimburse for over-the-counter drugs except for insulin. Salary reductions for FSAs

were limited to $3,050 in 2023.
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Some employers provide a grace period

for an FSA. If so, the grace period begins —0
the day following the end of the plan year

and lasts for two and a half months. It is Tip

designed to allow employees the opportunity
to take full advantage of their non-taxable
contributions when expenses fall short of

Consider including rollover options for
employees to maximize the benefits of
an FSA plan.

what was originally projected. Under special
COVID-relief legislation, employers could
choose to extend grace periods and allow unlimited carryover options from 2020 to
2021 and from 2021 to 2022. This option expired in tax year 2022.

« Health Reimbursement Arrangement (HRA). Under an HRA, an employer may
reimburse medical expenses up to a maximum dollar amount for the coverage
period. The employer decides how much will be available for each employee, and
this amount is generally the same for all eligible employees because nondiscrimination
rules apply. Funding by a salary reduction election is not permitted. Typical
expenses covered by such a plan are deductible, coinsurance, and noncovered
amounts paid by the individual. Account balances can be carried forward to a future
year with no tax implications to the individual. The balance is forfeited at retirement
or other separation of employment.

Nondiscrimination Rules

To qualify for exclusion from income, many fringe benefits must be nondiscriminatory.
This is particularly true for many types of benefits for certain key employees. Failure to
comply with the nondiscrimination rules does not disqualify a fringe benefit plan entirely.
The benefit is simply fully taxable for the highly compensated or key employees.

The nondiscrimination rules apply to the following types of fringe benefit plans:

qualified tuition and fee discounts, eating facilities on or near the employer’s premises,
educational assistance benefits, dependent care assistance plans, tax-sheltered annuities
(TSAs), 401(k) plans and other deferred compensation plans, group-term life insurance
benefits, certain group medical insurance plans, health savings accounts (including health
reimbursement arrangements), and cafeteria plans (including a flexible spending account
dependent care plan and a health care flexible spending account).

Fringe benefit plans that limit benefits only to officers or highly compensated employees
are clearly discriminatory. An officer is an employee who is appointed, confirmed,

or elected by the board of the employer. A highly compensated employee for 2023 is
someone who was paid more than $150,000, or if the employer elects, was in the top 20%
of paid employees for compensation for the previous year.
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@) INTEGRITYPOINTS

¢ Qualifying for the housing allowance. Determining which individuals

qualify for ministerial status (and, therefore, qualify for a housing allowance
designation) can be a challenging issue for the employing church or other
nonprofit organization—it’s always the employer’s decision, not the employee’s.
It’s fairly simple to make this determination for a local church and for religious
denominations. However, it does require understanding of the processes for
ordaining, licensing, or commissioning of ministers by churches and the
question of whether these practices are valid.

Moving beyond local churches and denominations, ministerial status is more
murky. It requires an understanding of assignment of ministers and perhaps
what constitutes performing significant sacerdotal functions.

Fringe benefits, stewardship, and compliance. The decision of which fringe
benefits to offer staft is often indicative of a ministry’s stewardship. It isn’t just
how much an employee is paid; it’s also how compensation is paid. Are tax-
free and tax-deferred opportunities maximized? And then there is the proper
reporting of taxable fringe benefits which reflects a ministry’s willingness to
comply with tax law. For example, providing a vehicle to a key employee is an
excellent fringe benefit from the employee’s compensation view, but there are
compliance issues to be followed with respect to personal miles.

Fair Labor Standards Act (FLSA) issues. The overtime and minimum wage rules
included in the FLSA are sometimes overlooked and abused by churches and other
ministries. Many churches and most other ministries are subject to the FLSA. With
the Department of Labor’s generous interpretation of “interstate commerce,” just
a few emails sent across state lines each year by an employee will often qualify that
employee for FLSA coverage even if the ministry is not covered. Another common
FLSA abuse is “paying” overtime by giving employees “compensatory” time off.
While Congress has periodically considered compensatory time off with respect
to the FLSA, it has not passed.



Employer
Reporting

In This Chapter
m Classification of workers m Depositing withheld payroll taxes
B Reporting compensation m Filing quarterly payroll tax forms
m Payroll tax withholding m Filing annual payroll tax forms

The tax withholding and reporting requirements that employers must comply with are
complicated. The special tax treatment of qualified ministers simply adds another level
of complexity.

Churches and nonprofit organizations are generally required to withhold federal (and
state and local, as applicable) income taxes and Social Security taxes and to pay employer
Social Security tax on all wages paid to all full-time or part-time employees—except
qualified ministers.

Classification of Workers

Whether an individual is classified as an employee or independent contractor has far-
reaching consequences. This decision determines an organization’s responsibility under
the Federal Insurance Contributions Act (FICA), income tax withholding responsibilities,
potential coverage under the Fair Labor Standards Act (FLSA) (see pages 65-66), and
coverage under an employer’s benefit plans. Misclassification can lead to significant
penalties.

Questions frequently arise about the classification of certain nonprofit workers. Seasonal
workers and those working less than full-time such as secretaries, custodians, nursery
workers, and musicians require special attention for classification purposes. If a worker
receives pay at an hourly rate, it will be difficult to justify independent contractor status.
This conclusion holds true even if the workers are part-time.

i
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Since 1935, the IRS has relied on certain common law rules (see below through page 74)
to determine whether workers are employees or independent contractors.

Employees

If a worker is a nonministerial employee, the employer must withhold federal income tax
(and state income tax, if applicable) and Federal Insurance Contributions Act (FICA) taxes,
match the employee’s share of FICA taxes, and unless exempted, pay unemployment taxes
on the employee’s wages. In addition, the employer may incur obligations for employee
benefit plans such as vacation, sick pay, health insurance, and retirement plan contributions.

“Control” is the primary factor in determining whether an individual is an employee or
an independent contractor. The higher degree of control that an organization has over a
worker, the more likely it is that the worker should be classified as an employee. Among
other criteria, employees comply with instructions, have a continuous relationship,
perform work personally, work full-time or part-time, are subject to dismissal, can quit
without incurring liability, are often reimbursed for expenses, and must submit reports.

Independent contractors

If the worker is classified as an independent
contractor, quarterly estimated income taxes and

Social Security taxes under the Self-Employment

Contributions Act (SECA) are paid by the worker. Key Issue
For the organization, there is no unemployment The employee vs. independent con-
tax liability or income or Social Security tax tractor decision is one of the most
withholding requirement for independent fundamental issues facing an employer
contractors. when making payments to workers.

If a worker is truly an employee but is
Independent contractors normally set the order treated as an independent contractor,
and sequence of work, set their hours of work, this can result in not withholding the
work for others at the same time, are paid by the appropriate income and FICA-type
job, offer their services to the public, have an Social Security tax amounts.

opportunity for profit or loss, furnish their own
tools, may do work on another’s premises, and
there is often substantial investment by the worker.

Common law rules

Defining a worker as an employee or as an independent contractor depends on the
employer’s degree of control over the worker to establish an employer-employee
relationship. The IRS identifies three general ways a ministry may exercise such control:

12
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behavioral control, financial control, and through the ministry-worker relationship. As a
ministry analyzes these factors, it is safest to start from the assumption that a worker is

an employee unless the factors clearly indicate independent contractor status. No single

factor is determinative, but rather all forms of control must be analyzed.

» Behavioral control. These are factors regarding behavioral control:

1.

4.

Types of instructions - An employee
is generally subject to the employer’s e ——
instructions about the when, where,
and how work is to be performed. Key Issue
Degree of instructions - An employee The amount of control and direction
is generally subject to more detailed the employer has over a worker’s
instructions than an independent services is the most important issue
contractor. in deciding whether a worker is

an employee or an independent

Evaluation systems — A system that
evaluates how a worker performs a
job is indicative of an employment

contractor.

relationship, whereas a contractor relationship will generally just focus on the
result.

Training — Generally an employer does not provide training to a contractor.

« Financial control. These are factors regarding financial control:

1.

Significant investment — An employer will usually provide all equipment and
resources to an employee, but contractors will provide their own.

Unreimbursed expenses — Contractors are more likely to have unreimbursed
expenses than an employee.

Opportunity for profit or loss — A contractor generally has an opportunity
for loss as well as an opportunity for profit.

Services available to the public - An employee tends to only work for one
organization, whereas a contractor tends to work for a number of different
organizations, sometimes simultaneously.

Method of payment — A contractor is generally contracted for a flat fee for a
job. However, there are some professions where contractors are also paid on
an hourly basis.

13
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 Relationship of the parties. These are factors regarding relationship of the parties:

1. Written contract - While there can be contracts between an employee and
an employer, a contract generally tends to indicate the type of independent
contractor relationship.

2. Employee benefits — Does the worker receive benefits that would be more
typical of an employment relationship?

3. Permanency of the relationship — A contractor is typically hired with a set time
frame in mind, whereas an employee relationship is more likely open-ended.

4. Services provided as a key activity of the organization — The more central a
worker’s actions are to the core activities of the organization, the more likely
the organization will exercise a higher degree of control over their operations,
indicative of an employment relationship.

Once an organization has analyzed these factors to determine the nature of the
relationship between the worker and the organization, it’s time to review the
overall level of behavioral control and financial control along with nature of

the relationship to determine if it is an employment or independent contractor
situation. Organizations should remember to be conservative and start from the
assumption that there is an employment relationship.

Independent Contractor Status Myths

o Myth: A written contract will characterize a person as an independent contractor.

Fact: It is the substance of the relationship that governs.

o Myth: Casual labor or seasonal workers are independent contractors, or their
classification is a matter of choice.

Fact: There is never a choice. The classification is determined by the facts and
circumstances.

o Myth: If a person qualifies as an independent contractor for federal payroll tax
purposes, he or she is automatically exempt for workers’ compensation and state
unemployment tax purposes.

Fact: State workers’ compensation and unemployment tax laws are often broader,
and an individual may actually be covered under these laws even though
qualifying as an independent contractor for federal payroll tax purposes.

14
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The classification of ministers

It is important that the organization decide whether the services of ministers employed by
the organization qualify for special tax treatment as ministerial services.

Most ordained, commissioned, or licensed ministers serving local churches are eligible for
six special tax provisions with respect to services performed in the exercise of ministry. The
IRS and courts apply certain tests to ministers serving local churches, including whether the
minister administers the sacraments, conducts worship services, is considered a spiritual
leader by the church, and performs management services in the “control, conduct, or
maintenance of a religious organization.” It may not be necessary for a minister to meet

all of these factors to qualify for the special tax treatment. For a complete discussion of
this topic, see the 2024 edition of ECFA's Ministers Tax ¢ Financial Guide.

An individual ordained, commissioned, or licensed not serving a local church (or an
organization with convention or association of churches status) may qualify as a minister
for federal tax purposes without meeting additional tests if the individual’s duties include
the following (see also pages 49-52):

o administration of church denominations and their integral agencies, including
teaching or administration in parochial schools, colleges, or universities that are
under the authority of a church or denomination

« performing services for an institution which itself is not an integral agency of a
church pursuant to an assignment or designation by ecclesiastical superiors, but
only if those services relate to the assigning church’s purposes

Special Tax Provisions for Ministers

1. Exclusion for income tax purposes of the housing allowance or the fair rental value
of ministry-owned housing provided rent-free to ministers.

2. Exemption of ministers from self-employment tax under very limited
circumstances.

3. Treatment of ministers (who do not elect Social Security exemption) as self-
employed for Social Security tax purposes for income from ministerial services.

4. Exemption of ministerial compensation from mandatory income tax withholding.

5. Eligibility for a voluntary income tax withholding arrangement between the minister-
employee and the employer.

6. Potential double benefit of mortgage interest and real estate taxes as itemized
deductions and as housing expenses for housing allowance purposes.

15
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If a church does not assign the minister’s services, they will be qualified services only
if they substantially involve performing sacerdotal functions or conducting religious
worship (including preaching, leading Bible studies, spiritual counseling, etc.).

Reporting Compensation

o Minister-employees

Forms W-2 are annually provided to minister-employees. There is no requirement
to withhold income taxes, but they may be withheld under a voluntary agreement.
Social Security taxes should not be withheld.

o Nonminister employees

If an employee does not qualify as a minister for tax purposes, the organization
must withhold and pay FICA and income taxes. Certain FICA tax exceptions are
discussed on page 77.

o Nonemployees

Self-employed recipients of compensation or contractors should receive
Form 1099-NEC instead of Form W-2 (if the person has received compensation
of at least $600 for the year).

Payroll Tax Withholding Y .. N

FICA Social Security Warning

76

FICA-type Social Security taxes should
never be withheld from the compen-
sation of a qualified minister. Ministers
are self-employed for Social Security
purposes, even when performing
ministerial duties for a parachurch
FICA includes both a Social Security and Medicare organization. They must file Schedule

Most churches and nonprofit organizations must
withhold FICA taxes from their employees” wages
and pay them to the IRS along with the employer’s
share of the tax. Minister-employees are an
exception to this rule.

tax component. In 2023, employers and employees SE to compute self-employment (SECA)
each pay Social Security tax at a rate of 6.2% (12.4% Social Security tax, unless they have
total) on the Social Security wage base of up to opted out of Social Security.
$160,200.

The employer and employee also must each pay a 1.45% Medicare tax rate (2.9% total)
on all employee wages (unlike Social Security, there is no wage base limit for Medicare
tax). Additionally, employers are responsible for withholding an additional 0.9%
Medicare tax on all employee wages in excess of $200,000.
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There are a few exceptions to the imposition of FICA. Generally, wages of less than $100
paid to an employee in a calendar year are not subject to FICA. Services excluded from
FICA include:

o services performed by a minister of a church in the exercise of ministry or by a
member of a religious order in the exercise of duties required by the order

o services performed in the employ of a church or church-controlled organization
that opposes for religious reasons the payment of Social Security taxes (see later
discussion of filing Form 8274)

o services performed by a student in the employ of a school, college, or university

Churches and church-controlled organizations opposed to Social Security
taxes

Very few churches and church-controlled
organizations are exempt from payment of FICA -
taxes. An organization must certify opposition for

religious reasons to the payment of employer Social Caution

Security taxes. FICA-type Social Security taxes should

never be withheld from the salary
of a minister-employee. But under
a voluntary withholding agreement
for ministers’ federal income taxes,
additional federal income tax may
be withheld sufficient to cover the
minister’s self-employment tax
liability. This withholding must be

Organizations in existence on September 30, 1984,
were required to file Form 8274 by October 30,
1984, to request exemption from payment of FICA
taxes. Any organization created after September
30, 1984, must file before the first date on which a
quarterly or annual employment tax return is due
from the organization (whichever comes first).

Organizations desiring to revoke their exemption identified as “federal income tax
made earlier by filing Form 8274 should file Form withheld” (not as FICA Social Security
941 with full payment of Social Security taxes for taxes withheld).

that quarter.

Federal income tax

Most nonprofit organizations are exempt from the payment of federal income tax on
the organization’s income (see pages 27-34 for the tax on unrelated business income).
But they must withhold and pay federal, state, and local income taxes on the wages paid
to each employee. Minister-employees are an exception to this rule.

17
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A minister-employee may have a voluntary withholding agreement with a ministry relating
to the minister’s income taxes (or he or she may file Form 1040-ES), or both. An agreement
to withhold income taxes from wages must be in writing. There is no required form for

the agreement. A minister may request voluntary withholding by submitting Form W-4
(Employee’s Withholding Certificate) to the employer, indicating the amount

to be withheld, or the written request may be in another format.

Federal income taxes for all employees (except ministers) are calculated based on the
chart and tables shown in IRS Publication 15. State and local income taxes are usually
required to be withheld according to state withholding tables.

o Form W-4. All employees, part-time or full-time, must complete a W-4 form
(see page 79). (Ministers are an exception to this requirement, unless a voluntary
withholding arrangement is used.) Instead of claiming allowances on the new Form
W-4 beginning in 2020, employees use the form to provide their employer with the
information needed to determine the amount of income tax to withhold.

To get the most accurate withholding, employees should use the IRS’s Tax
Withholding Estimator when completing Form W-4. Although the withholding
system is designed to produce the most accurate withholding possible (i.e., low

tax payment or refund when a return is filed), the W-4 form can be tweaked to
generate a refund (or larger refund) by adding an additional amount on Line 4c for
extra withholding. If an existing employee desires to adjust the amount of tax being
withheld, a new W-4 form must be completed.

If an employee qualifies for an exemption, it can be claimed by writing “Exempt”
in the space below Line 4c. An exemption is only good for one year, so it must be
reclaimed each year by filing a new Form W-4.

Employers are only required to file Forms W-4 with the IRS if directed to do so in
a written notice from the IRS.

o Form W-7. Certain individuals who are not eligible for a Social Security number
(SSN) may obtain an individual taxpayer identification number (see page 80). The
following individuals may file Form W-7: (1) nonresident aliens who are required
to file a U.S. tax return, (2) nonresident aliens who are filing a U.S. tax return only
to claim a refund, (3) individuals being claimed as dependents on U.S. tax returns
and who are not eligible to obtain a Social Security number, (4) individuals being
claimed as husbands or wives for exemptions on U.S. tax returns and who are not
eligible to obtain an SSN, and (5) U.S. residents who must file a U.S. tax return but
are not eligible for an SSN.
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w_4 Employee’s Withholding Certificate OMB No. 1545-0074
Ll Complete Form W-4 so that your employer can withhold the correct federal income tax from your pay.
Department of the Treasury Give Form W-4 to your employer. 2 @23
Intemal Revenua Service Your withholding is subject to review by the IRS.
Step 1: (a) First name and middle initial Last name [b) Social security number
Enter Walter R. Knight 511-02-7943
Address Deoes your name match the
Personal . name on your social security
Information 601 oak”dge Boulevard card? If not, to ensure you get
Gity or town, state, and ZIF code credit for your eamings,
contact SSA at 800-772-1213
Vinton, VA 24179 or go to www.ssa.gov.
¢) [ Single or Married filing separately
IE Married filing jointly or Qualifying surviving spouse
Head of household (Check only if you're unmarried and pay more than half the costs of keeping up a home for yourself and a qualifying individual.)
|

Complete Steps 2-4 ONLY if they apply to you; otherwise, skip to Step 5. See page 2 for more information on each step, who can
claim exemption from withholding, other details, and privacy.

Step 2: Complete this step if you (1) hold more than one job at a time, or (2) are married filing jointly and your spouse
Multiple Jobs also works. The correct amount of withholding depends on income earned from all of these jobs.

or Spouse Do only one of the fellowing.

Works (a) Reserved for future use.

(b) Use the Multiple Jobs Worksheet on page 3 and enter the result in Step 4(c) below; or
(c) If there are only two jobs total, you may check this box. Do the same on Form W-4 for the other job. This

option is generally more accurate than (b) if pay at the lower paying |ob is more than half of the pay at the
higher paying job. Otherwise, (b) is more accurate Lo

TIP: If you have self-employment income, see page 2.

Complete Steps 3-4(b) on Form W-4 for only ONE of these jobs. Leave those steps blank for the other jobs. (Your withholding will
be most accurate if you complete Steps 3-4(b) on the Form W-4 for the highest paying job.)

Step 3: If your total income will be $200,000 or less ($400,000 or less if married filing jointly):
Claim Multiply the number of qualifying children under age 17 by $2,000 $ 4000
Dependent i
and Other Multiply the number of other dependents by $500 . . . . . $ 1000
the amounts above for qualifying children and other dependents. You may add to
Credits Add th bove f lifying child d other dependents. Y dd
this the amount of any other credits. Enter the totalhere . . . . . 3 |$ 5000
Step 4 (a) Other income (not from jobs). If you want tax withheld for other income you
(optional): expect this year that won't have withhelding, enter the amount of other income here.
This may include interest, dividends, and retirement income . . . . . . . . |4a)|$
Other
eductions. If you expect to claim deductions other than the standar uction an
Adjustments (b) Deductions. If t to claim deductions other than the standard deduction and
want to reduce your wnhholdlng, use the Deductions Worksheet on page 3 and enter
the result here . . . L 4(b) [
(c) Extra withholding. Enter any additional tax you want withheld each pay period . . |4(c) [$
Step 5: Under penalties of perjury, | declare that this certificate, to the best of my knowledge and belief, is true, correct, and complete.
Sign .
Here Wallew R ALt 1/01/23
Employee's signature (This @m is not valid unless you sign it.) Date
Employers | Employer's name and address First date of Employer identification
Only employment number (EIN)
For Privacy Act and Paperwork Reduction Act Notice, see page 3. Cat. No. 10220Q Form W-4 (2023

This form must be completed by all lay employees, full- or part-time. The withholding certificate
for 2023 expires February 15, 2024. If a minister completes this form, it can be the basis to
determine income tax withholding under a voluntary agreement.
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Form w-7

Application for IRS Individual

(Rev. Ausgust 2019 Taxpayer Identification Number OME raTi5i5 00r e
Department of the Treasury > For use by individuals who are not U._S. citlze_ns or permanent residents,

Internal Revenue Service P See separate instructions.

An IRS individual taxpayer identificati ber (ITIN) is for U.S. federal tax purposes only. Application type (check one box):
Before you begin: [C] Apply for a new ITIN

» Don’t submit this form if you have, or are eligible to get, a U.S. social security number (SSN). [X] Renew an existing ITIN

Reason you're submitting Form W-7. Read the instructions for the box you check. Caution: If you check box b, ¢, d, e, f, or g, you
must file a U.S. federal tax return with Form W-7 unless you meet one of the exceptions (see instructions).

a [[] Nonresident alien required to get an ITIN to claim tax treaty benefit

b [] Nonresident alien filing a U.S. federal tax retum

¢ [X] US. resident alien (based on days present in the United States) filing a U.5. federal tax return

d D Dependent of U.S. citizen/resident alien It d, enter relationship to U.S. citizen/resident alien (see instructiong)»>

e[] Spouse of U.S. citizen/resident alien If d or e, enter name and SSN/TIN of U.S. citizen/resident alien (see instructions) »

f [J Nonresident alien student, professor, or researcher filing a U.S. federal tax return or claiming an exception
2] O Dependent/spouse of a nonresident alien holding a U.S. visa
h [J Other (see instructions) »

Additional information for a and f: Enter treaty country » and treaty article number »
Name 1a First name Middle name Last name
{see instructions) Liam Ethan Martin
Name at birth if 1b First name Middle name Last name
different . . M
Appli cant's 2 Street address, apartment number, or rural route number, If you have a P.O. box, see separate instructions.
Mailing 1200 Palm Street
Address City or town, state or province, and country. Include ZIP code or postal code where appropriate.
Sarasota, FL 34234
Foreign (non- 3 Street address, apartment number, or rural route number. Don't use a P.O. box number.
u‘s_] Address 121 Maple Run
(see instructions) City or town, state or province, and country. Include postal code where appropriate.
Toronto, ON M5A 2N4
Birth 4 Date of birth (month / day / year)| Country of birth City and state or province (optional) | 5 [X] Male
Information 06/20 /1975 Canada Toronto, ON [ Female
Other 6a Country(ies) of citizenship 6b Foreign tax |.D. number (if any) 6c Type of U.S. visa (if any), number, and expiration date
Information Religious Workers
6d |dentification document(s) submitted (see instructions) I:l Passport I:l Driver's license/State 1.D.
[J uscis documentation ] Other Date of entry into
the United States
Issued by: Canada No.. 12345678 Exp.date: 6/ 1 72027  (MM/DD/YYYY): 5/1 72023
6e Have you previously received an ITIN or an Internal Revenue Service Number (IRSN)?
El No/Don't know. Skip line &f.
] Yes. Complete line &f. If more than one, list on a sheet and attach to this form (see instructions).
6f Enter MNanaroriRsN ™ 1N [ - ]- 0] wen[ -0 )-I0I0 ] ana
name under which it was issued »
First name Middle name Last name
6g Name of college/university or company (see instructions) »  First Baptist Church
City and state ® Sarasota, FL Length of stay » & months
Sign Under penalhes of perjury, | (applicant/delegate/acceptance agent) declare that | have ined this licati luil panying
tation and its, and to the best of my knowledge and belief, it is true, comrect, and complete. | aulhorlze the IRS to share
Here information with my acceptance ageant in order to perfact this Form W-7, Application for IRS Individual Taxpayer Identification Number.
Keep a copy for ’ Signature o ‘pplicanl if deleggée. see instructions) Date (month / day / year) Phone number
your records. 2 5;,1 ;23 | 914-123-1234
Name of delegate, if applicable (type or print) Delegate's relationship [J Parent [ Court-appointed guardian
’ 1o applicant [ Power of attorney
Acoeptance ’ Signature Date {month / day / year) [ phone
Agent’s _ . / / | Fax
Use ONLY ’ Name and title (type or print) Name of company EIN | PTIN
Office code
For Paperwork Reduction Act Notice, see separate instructions. Cat. No. 10229L Form W=7 (Rev. 8-2019)
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Personal liahility for payroll taxes

Ministry officers and employees may be personally
liable if payroll taxes are not withheld and paid

to the IRS. If the organization has willfully failed
to withhold and pay the taxes, the IRS has the
authority to assess a 100% penalty of withheld
income and Social Security taxes.

This penalty may be assessed against the individual
responsible for withholding and paying the taxes,
even if the person is an unpaid volunteer such as a
church treasurer. The penalty assessed against that

_@_

Remember

A new organization (or one filing
payroll tax returns for the first time)
will be required to file monthly until
a “look-back period” is established.
Alook-back period begins on July 1
and ends on June 30 of the preceding
calendar year.

person could be the total that should have been withheld for all paid employees.

Depositing Withheld Payroll Taxes

The basic rules for depositing withheld payroll taxes are as follows:

o Ifyour total accumulated and unpaid employment tax (income tax withheld, FICA
tax withheld and matched by the organization) is less than $2,500 in a calendar quarter,
taxes can be paid directly to the IRS when the organization files Form 941. These
forms are due one month after the end of each calendar quarter.

o If payroll taxes are over $2,500 for a quarter, payroll tax deposits must be made
monthly or before the 15th day of each month for the payroll paid during the
preceding month. Large organizations with total employment taxes of over $50,000

per year are subject to more frequent deposits.

The IRS requires all federal tax deposits to be made by electionic funds transfer (EFT),
generally through the Electronic Federal Tax Payment System (EFTPS). Payments may
also be arranged through a tax professional or financial institution.

Filing Quarterly Payroll Tax Forms

Employers must report covered wages paid to their employees by filing Form 941,

Employer’s Quarterly Federal Tax Return, with the IRS.

Form 941

Church and other nonprofit employers that withhold income tax and both Social
Security and medicare taxes must file Form 941 quarterly (see page 83). There is

no requirement to file Form 941 for organizations if they have not been required to
withhold payroll taxes even if they have one or more minister-employees. However,
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if the only employee is a minister and voluntary federal income tax has been withheld,
Form 941 must be filed.

Most common errors made on Form 941

The IRS has outlined the most common errors discovered during the processing of Form
941 and the best ways to avoid making these mistakes.

Here is a checklist for avoiding common errors: g

Do not include titles or abbreviations, such as
Dr., Mr., or Mrs. Idea

Do not file more than one Form 941
per quarter even if you deposit payroll
taxes monthly. If you have multiple

On Line 2, do not include amounts designated
as housing allowance for qualified ministers.

Make sure that taxable Social Security wages locations or divisions, you still must
and the Social Security tax on Line 5a and file only one Form 941 per quarter.
the taxable Medicare wages and the Medicare Filing more than one return may

tax on Line 5c are reported separately. Most result in processing delays and require
employers will need to complete both Lines correspondence with the IRS.

5a and 5c.

The preprinted form sent by the IRS should be used. If the return is prepared by
a third-party preparer, make certain that the preparer uses exactly the name that
appears on the preprinted form that was sent.

Check the math for Lines 5e, 10, and 12.

Make sure the Social Security tax on Line 5a is calculated correctly (Social Security
wages x 12.4%).

Make sure the Medicare tax on Line 5c is calculated correctly (Medicare wages x
2.9%).

Be sure to use the most recent Form 941 sent by the IRS. The IRS enters the date
the quarter ended after the employer identification number. If the form is used for a
later quarter, the IRS will have to contact the employer.

Make sure there is never an entry on both Lines 14 and 15. There cannot be a
balance due and an overpayment (to apply to next return or refund).
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File Form 941 to report Social Security (FICA) and Medicare taxes and federal income tax withheld.

Note: Additional lines were added in 2021 to address qualified sick and family leave wages, the

Employee Retention Credit, and COBRA premium assistance for applicable organizations.
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Filing Annual Payroll Tax Forms
Form W-2

84

By January 31, each employee must be given a Form W-2 (see page 87). Be sure to
reconcile the data reflected on Forms W-2, W-3, and 941 before distributing Forms W-2
to employees. If these forms do not reconcile, the IRS generally sends a letter to the
employer requesting additional information.

Make all entries without a dollar sign or comma but with a decimal point and cents
(do not use whole dollars).

Void. Put an X in this box when an error has been made on this W-2.

Box 1 - Wages, tips, other compensation. Items to include in Box 1 (before any payroll
deductions) are:

o total wages paid during the year (including love offerings paid by the church or
nonprofit organization to a minister or other employee)

o the value of any noncash payments
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business expense payments under a nonaccountable plan

payments of per diems or mileage rates paid for business expense purposes that
exceed the IRS-specified rates

payments made by a ministry to an employee’s Individual Retirement Account
payments of, or for, moving expenses

the cash housing allowance or the fair market rental value of housing and utilities
for lay employees (non-ministerial employees), unless lodging is furnished on
the employer’s premises and the employee is required to accept the lodging as a
condition of employment

all other compensation, including taxable -
fringe benefits (“other compensation”

represents amounts a ministry pays to an

employee from which federal income tax Remember

is not withheld. If you prefer, you may One of an employer’s primary chal-
show other compensation on a separate lenges s to determine if all of an
Form W-2.) employee’s compensation is reported

on Form W-2. Taxable compensation

Exclude the following: that is often erroneously omitted

. _ includes life insurance premiums paid
the fair rental value of a church-provided for the employee (only group-term

parsonage or a properly designated housing life up to $50,000 is tax-free) and

allowance for ministers nonaccountable expense allowances
(only expenses reimbursed under an

business expense reimbursements paid
accountable plan are tax-free).

through an accountable expense plan

contributions to 403(b) tax-sheltered annuities or
401(k) plans (Roth contributions not excluded)

Box 2 - Federal income tax withheld. Enter the total federal income tax withheld
according to the chart and tables in IRS Publication 15.

A minister-employee may enter into a voluntary withholding arrangement with the

ministry. Based on Form W-4 or other written withholding request, federal income tax

withholding may be calculated from the chart and tables in Publication 15, excluding any

housing allowance amount.

The minister may request that an additional amount of income tax be withheld to cover

self-employment tax. The additional amount withheld is reported as income tax withheld

on the quarterly Form 941 and in Box 2 of Form W-2.
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A ministry that provides additional compensation to the minister-employee to cover part
or all of the self-employment tax liability:

 may pay the additional compensation directly to the IRS and enter that amount
on the ministry’s Form 941 and in Boxes 1 and 2 of Form W-2, or

« may pay the additional compensation to the minister, with the minister being
responsible for remitting the amounts to the IRS with a Form 1040-ES. If this
procedure is followed, the ministry reports this amount only as additional
compensation on Form 941 and only in Box 1 of Form W-2.

Box 3 - Social Security wages. Show the total wages paid (before payroll deductions)
subject to employee Social Security tax (FICA). This amount must not exceed $160,200
in 2023 (the maximum Social Security tax wage base). Include nonaccountable employee
business expenses reported in Box 1. Generally, all cash and noncash payments reported
in Box 1 must also be shown in Box 3. Section 403(b) voluntary salary reduction contribu-
tions for nonminister employees are included in Box 3, as are Roth contributions.

Checklist for Completing Box 1 of Form W-2

Data I