
For Arch MI and Arch MI for Credit Unions

Business Tax Returns 302

an INCOME ANALYSIS course

Unique Considerations for 
Partnerships and S Corporations



Legal Disclaimer 
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Arch Mortgage Insurance Company 
is providing this training to you for 
use as a training tool only. These 
materials are not intended, nor should it 
be relied upon for any other purpose, 
including underwriting actual mortgage 
loans without independent verification 
and testing by your in-house quality 
control and/or compliance personnel or 
actual preparation of documents, which 
may be presented in the materials. All 
materials presented are samples for 
illustrative purposes only.



Objectives
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Recap Cash Flow Add-Backs and Deductions.
Examine Schedule K-1:
 Earnings.
 Distributions.
 Liquidity Test.
Review Case Studies:
 Partnership (Form 1065).
 S Corporation (Form 1120-S).
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Inclusions and 
Exclusions 
Partnerships and
S Corporations



Adjustments to Income

Business Tax Returns 302 5

Typical Add-Backs Typical Deductions
- Non-recurring income.

- Mortgages, notes and bonds. 

- Meals exclusion.

Typical Inclusions
- Non-cash expenses.

- Cash expenses that meet 
certain criteria.

- W-2 wages from the 
business.

- Guaranteed payments.



Add-Backs

Typical Add-Backs
Non-Cash expenses such as Depreciation, Depletion 

and Amortization.

Cash expenses that are one-time, extraordinary, and 
NOT for items required for day-to-day business 

operations.
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Deductions

Typical Deductions
Non-Recurring income such as pass-through income from other 
businesses, farming (non-farms), sale of business property and 

“other”.

Mortgages, notes and bonds payable in less than one year without 
proof of regular roll-over or sufficient liquid business assets.

The non-deductible meals expenses (equal to the amount of 
deductible expenses)*.
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*Temporary IRS rules (2021 & 2011) allow for 100% deduction in most cases. 



Inclusions

Typical Inclusions
W2 wages paid to the individual owner from 

the business (S Corporations).

Guaranteed payments with a two-year 
history (Partnerships).
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Salaries and Guaranteed Payments

W2 Wages

Form 1120S

Owners can also be 
employees of the 

company.

Salary – paid before 
company profit is 

determined.

Guaranteed 
Payments for 

Services

Form 1065

Requires a two-year 
history.

Prioritized and paid 
regardless of 

business 
performance (in lieu 

of salary).

Guaranteed 
Payments for 

Capital

Form 1065

Requires a two-year 
history.  Evidence of 

continuance may 
also be required.

Prioritized and paid 
regardless of 

business 
performance.
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Inclusions



K-1s
Partnerships & 
S Corporations
Unique Considerations
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Partnership – Form 1065, Schedule K-1 
(Form 1065)

100,000

50

Logan Brothers Partnership

Joe Logan

Logan Brothers Partnership

50,000
23,000

A   57,563

200,000
200,000

200,000
75,000

75,000

75,000

25,000

25,000
25,000

20
55



S Corporation – Form 1120S, 
Schedule K-1 (Form 1120S)

100,000

50

Logan Brothers Corporation

Joe Logan

Logan Brothers Corporation

50,000

D      39,000

200,000

200,000
100,000



Definitions

 The individual owner’s proportionate share of profits or losses 
from the business’ ordinary income, rental real estate income 
and other rental income. Earnings (less deductions) are passed 
through to the Schedule E of the Personal Tax Return.

Earnings

 The actual amount of earnings received by the 
individual owner.Distributions

 Less than or equal to the earnings.
 Greater than earnings.
 Blank.

Distribution 
Amounts
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Using K-1 Income

Income was distributed 
to the borrower.

OR

The business has adequate 
liquidity to support the 
withdrawal of earnings.
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Partnership, Schedule K-1 (Form 1065) 
Example One

55

Borrower One

Example One

- 67,572

A 25,000

Distributions reported on 
Schedule K-1, but earnings are 
a loss.

50
20



Options for Qualifying Income 
Example One

If distributions
are reported but 
the earnings are a 
loss:

 Losses should 
be counted in 
cash flow 
analysis. 

 Do not use 
distributions.
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Example One

Borrower One

- 67,572

A 25,000



Partnership, Schedule K-1 (Form 1065)
Example Two

55

Borrower One

Example Two

45,000

A 150,000

Distributions reported on the 
K-1 are GREATER than the 
earnings.

50
20

15,000

60,000



Options for Qualifying Income 
Example Two

If distributions are 
GREATER than the 
earnings:

 You must 
evaluate    
further,       
before 
determining 
qualifying 
income.
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Example One

Borrower One

45, 000

A 150,000

15, 000

60,000



Distributions Greater than Earnings
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Maybe the 
business didn’t 

distribute all the 
prior year’s 

earnings to the  
owner.

Maybe the 
business is in the 

process of 
shutting down 
and “paying” 

back” the original 
investment.



Partnership, Schedule K-1 (Form 1065)
Example Three

50
20
55

Borrower Three

Example Three

73,000

A 57,563

Distributions reported on the 
K-1 are LESS than the 
earnings.



Options for Qualifying Income 
Example Three, Option 1

If distributions
are LESS than the 
earnings:

 You can use the 
distributions.

 No further 
documentation 
is needed.
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Example Three, Option 1

Borrower Three

73,000

A 57,563



Options for Qualifying Income 
Example Three, Option 2

If distributions are 
LESS than the 
earnings, but you 
want to maximize 
qualifying income 
by using the 
earnings: 

 You MUST 
document 
adequate 
liquidity. 
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Example Three, Option 2

Borrower Three

73,000

A 57,563



Adequate Liquidity Definition

Having assets equal to or greater 
than liabilities; able to pay one's 
debts. 

Synonyms: 
 Financially sound.
 Debt-free.
 In the black.  

Solvent
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Adequate Liquidity Tests

Two Formulas Using Schedule L (Balance Sheet) Data
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*Acceptable ratio is 1.0 or greater or zero is acceptable under certain conditions.

The Current Ratio*
(a.k.a. Working Capital Ratio) 

Used for businesses that do NOT rely heavily 
upon inventory to generate revenue.

The Quick Ratio* 
(a.k.a. Acid Test Ratio) 

Used for businesses that DO rely heavily 
upon inventory to generate revenue.

1

2



Adequate Liquidity Calculation 
Differences
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Current Ratio (Working Capital Ratio): 
Current Assets ÷ Current Liabilities

Quick Ratio (Acid Test Ratio): 
(Current Assets – Inventory) ÷ Current Liabilities

Appropriate for businesses that do NOT 
rely on inventory to generate income.

Appropriate for businesses that DO rely 
significantly on inventory to generate income.



Paula’s Pancake House
100 Second Street

Anytown, IL 60000

39-6543219Restaurant

Food

772513

4/01/2010

101,225

Form 1065 Partnership, Schedule L 
Balance Sheet
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x
2,782
500

200,000
100,000

110,000

2.282
2,976

87,648

100,000

465,500

114,000
49,000
50,000
25,000
28,000
36,000
120,000
45,000
465,500



AMITRAC – Liquidity Analysis Tab
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K-1 Income

No Schedule L?

Use an alternative method of analysis 
compatible with the type or nature of 
the business, for example:

 Year-to-Date Profit and Loss 
Statement.

 Year-to-Date Balance Sheet.

 Current business bank statements.

Adequate Liquidity
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What Does Final K-1 Mean?
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Final K-1 means the business is closing 
OR the owner is selling their share.



Knowledge Check One

Which of the following statements is 
true when using ordinary income 
(earnings) for qualifying when the 
distributions are less?

1. You can never use ordinary 
income (earnings).

2. The business must pass the 
appropriate liquidity test.

3. You can always use ordinary 
income (earnings).  The 
distributions don’t matter.
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Check Your Understanding One

The answer is 2. The Business 
must pass the appropriate 
liquidity test.

 You must be able to support 
the use of earnings in excess of 
distributions.
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Form 1065 
The Partnership
The Case Study



Case Study: Partnership

Background

Paula Abtoole is the general partner 
of Paula’s Pancake House, a small 
restaurant that serves breakfast and 
lunch. Their specialty is pancakes —
Paula’s secret recipe. 

Paula opened the business in 2015 
and took on a limited partner with 
15% ownership. 

Paula draws $75,000 per year from 
the partnership (in guaranteed 
payments).
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Cash Flow Analysis, Review 
Schedule K-1

K-1

Individual 
Income

1065

Business Cash 
Flow

Add-Backs & 
Deductions
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Schedule K-1 (Form 1065) Distributions

Paula’s Pancake House
100 Second Street
Anytown, IL 60000

240,679

A      200,000

39-6543219

541-03-2789

Paula Abtoole
57 Shady Lane
Anytown, IL 60000

x

75,000

General Partner
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75,000

85 85
85 85
85 85



Options for Qualifying Income From 
Schedule K-1

If distributions
are LESS than the 
earnings:

 You can use the 
distributions.

 No further 
documentation 
is needed.
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A   200,000

240,679

39-6543219

Paula’s Pancake House
100 Second Street
Anytown, IL 60000

541-03-2789

Paula Abtoole
57 Shady Lane
Anytown, IL 60000



Schedule K-1 (Form 1065), Guaranteed 
Payments

Paula’s Pancake House
100 Second Street
Anytown, IL 60000

240,679

A      200,000

39-6543219

541-03-2789

Paula Abtoole
57 Shady Lane
Anytown, IL 60000

x

75,000

General Partner
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75,000

85 85
85 85
85 85

For example purposes, Paula has a history 
of receiving Guaranteed Payments.



Partnership: K-1 Subtotal
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ADD SUBTRACT

$200,000 + $75,000 = $275,000

K-1 Distribution

Guaranteed Payments
$200,000

$75,000

Paula Abtoole’s K-1 Subtotal



Cash Flow Analysis, Review Form 1065

K-1

Individual 
Income

1065

Business Cash 
Flow

Add-Backs & 
Deductions
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Paula’s Pancake House
100 Second Street

Anytown, IL 60000

39-6543219Restaurant

Food

772513

4/01/2010

101,225

Form 1065 Partnership Income
Other Income
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532,841

532,841

89,987
442,854

5,523
10,193
15,418
18,866,
492,854

x



Paula’s Pancake House
100 Second Street

Anytown, IL 60000

39-6543219Restaurant

Food

772513

4/01/2010

101,225

Form 1065 Deductions, Non-Cash 
Expenses, Other Deductions
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For example purposes,  Paula has a history of 
receiving Guaranteed Payments.

x

42,964

3,451

38,523
9,327

209,703

75,000

1,268
2,300

2,300

2,225
16,475
17,900



Paula’s Pancake House
100 Second Street

Anytown, IL 60000

39-6543219Restaurant

Food

772513

4/01/2010

101,225

Form 1065 Deductions, Non-Cash 
Expenses, Other Deductions
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x

42,964

3,451

38,523
9,327

209,703

75,000

1,268
2,300

2,300

2,225
16,475
17,900



Partnership, Other Deductions, 
Statement 1

Business Tax Returns 302

 Review for 
amortization.

 Check for extraordinary 
and one-time 
deductions. 

 Look for Meals
expenses.

44



Rules for Meals Expenses

Standard Rules (IRS)

– Business meals are subject to  
a 50% limitation.

* Temporary Rule (IRS)

– Business meals purchased  
from a restaurant can be 
deducted at 100%.
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GSEs require a 
cash flow 

deduction of 
the exclusion..

GSEs have not 
yet addressed 
this temporary 

rule change.

*For tax years 2021 and 2022.*



Partnership, Other Deductions, Meals 
Expenses
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 $2,888 is the amount 
claimed.

 Assuming a 50% 
deduction limitation, 
$2,888 should be 
subtracted because it 
assumes $5,776 was 
spent.

46



Paula’s Pancake House
100 Second Street

Anytown, IL 60000

39-6543219Restaurant

Food

772513

4/01/2010

101,225

Form 1065 Partnership, Schedule L 
Balance Sheet
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x
300,000

4,000

230,000
150,000

51,000

296,000
250,000

200,000

75,000

130,000

10,000
30,000
15,000

10,000
10,000
20,000
35,000

130,000

100,000
500

200,000
100,000

110,000

99,500

350,000

205,000

100,000

465,500

114,000
49,000
50,000
25,000
28,000
36,000
120,000
45,000
465,500



Paula’s Pancake House
100 Second Street

Anytown, IL 60000

39-6543219Restaurant

Food

772513

4/01/2010

101,225

Form 1065 Partnership, Schedule L 
Balance Sheet
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x
300,000

4,000

230,000
150,000

51,000

296,000
250,000

200,000

75,000

130,000

10,000
30,000
15,000

10,000
10,000
20,000
35,000

130,000

2,675
500

200,000
100,000

110,000

2,175
365

153,800

100,000

465,500

114,000
49,000
50,000
25,000
28,000
36,000
120,000
13,500
465,500

99,160



Schedule K-1 (Form 1065) Distributions

Paula’s Pancake House
100 Second Street
Anytown, IL 60000

240,679

A   200,000

39-6543219

541-03-2789
Paula Abtoole
57 Shady Lane
Anytown, IL 60000

x

75,000

General Partner
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75,000

85 85
85 85
85 85



Partnership: Form 1065

Business Tax Returns 302 50

ADD SUBTRACT

($2,300 - $52,888) x 85% = - $42,999.80

Depreciation $2,300 Non-recurring Income

Meals

$50,000

$2,888

Paula’s Pancake House Sub-Total



AMITRAC – Partnership Tax Return 
(1065) Self-Employed
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Items in Your Back Pocket

 If initial review does not 
produce sufficient income: 
– Go back and collect 

additional documentation to 
increase add-backs and/or 
reduce deductions
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Liquidity 
Analysis

Non-
Recurring 
Income

Meals



Knowledge Check Two

Which of the following requires 
proof of continuance if being 
used for qualifying?

1. Guaranteed Payments for 
Capital.

2. Guaranteed Payments for 
Services.

3. Neither.

4. Both.
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Check Your Understanding Two

The answer is 1. Guaranteed 
Payments for Capital.

 Guaranteed Payments for 
Capital require proof of 
continuance. 
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Form 1120-S
The S Corporation
The Case Study

55Business Tax Returns 302



Case Study: S Corporation

Background 

Mark Stahlberg is a co-owner of 
an advertising company, Ads-R-
Us, along with his friend Steve. 
Mark and Steve each own 50% of 
Ads-R-Us, which has been in 
business for 10 years. 

Mark’s wife, Rhea, is not involved 
in the business. She is a full-time 
employee of a local bank. 
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1040, Page 1 and W-2s

Rhea Stahlberg

Bank

49,537

112,596

Stalberg
Stalberg

49,537

Ads-R-Us

Mark Stahlberg

63,059

63,059

257

100,827

213,680



Schedule E (Form 1040), Part II
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X
Ads-R-Us S 39-111111

100,827



Cash Flow Analysis, Review 
Schedule K-1

K-1

Individual 
Income

1120-S

Business Cash 
Flow

Add-Backs & 
Deductions
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Schedule K-1 (Form 1120-S)

Business Tax Returns 302 60

39-1111111

Ads-R-Us
5000 Industrial Parkway
Anytown, IL  60000

Cincinnati, OH  45999-013

095-07-3645

Mark Stahlberg
4321 First Street
Anytown, IL  60000

50.00

100,827

99,000D



S Corporation: W-2 and K-1 Subtotal

Business Tax Returns 302 61

ADD SUBTRACT

$63,059 + $99,000 = $162,059

W2 Wages

K-1 Distributions

Mark Stahlberg’s K-1 Subtotal

$63,059

$99,000



AMITRAC – S Corporation Tax Return 
(1120-S), K-1 Total
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Cash Flow Analysis, Review Form 1065

K-1

Individual 
Income

1120-S

Business Cash 
Flow

Add-Backs & 
Deductions
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Form 1120-S — Other Income
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1,320,638

1,320,638

1,320,638

1,320,638



Form 1120-S — Non-Cash Expenses
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126,118
21,199
16,914

24,000
11,400

4,400

5,279
60,239

849,435
1,118,984
201,654



Form 1120-S — Other Deductions

Business Tax Returns 302 66

126,118
21,199
16,914

24,000
11,400

4,400

5,279
60,239

849,435
1,118,984
201,654



Form 1120-S Corporation, Statement 1, 
Other Deductions
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Business Tax Returns 201

Add-Back Analysis Process 

Analyze the (1) Expense Amount and (2) Frequency.
Is it a significant, one-time or extraordinary expense?

Analyze the (3) Expense Type.
Is it part of the day-to-day operating cost, a regular cost of doing 

business OR a necessary item for the business to function?

YES

Add it back.

NO

STOP
and do 

NOT add 
back.

NO

YES
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Form 1120-S, Schedule L Balance Sheet

69

300,000
4,000

230,000  
150,000

296,000
250,000

51,000

200,000

75,000

130,000

10,000
30,000
15,000

10,000
10,000
20,000
35,000

130,000

100,000
500

200,000
100,000

99,500
350,000

185,000

100,000

445,000

114,000
29,000
50,000
25,000
28,000
36,000
12,000
45,000

445,000

110,000



S Corporation: 1120-S Subtotal
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ADD SUBTRACT

($4,400 - $21,277) x 50% = -$8,438.50

Depreciation

Mark Stahlberg’s 1120-S Subtotal

$4,400 $21,277Meals Exclusion



AMITRAC – S Corporation Tax Return 
(1120-S), K-1 Analysis 1120-S

71

2015

0
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Which of the following statements 
is True regarding the “Final K-1” 
indication?

1. The K-1 is the final for that tax 
year.

2. The K-1 is the final for the 
owner from that business.

3. It has no significant meaning.

Knowledge Check Three
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Check Your Understanding Three

The answer is 2. The K-1 is the 
final for the owner from that 
business.

 When the K-1 is marked final, 
you cannot use income from 
that business to qualify the 
borrower.
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archmi.com | archmicu.com
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Calculators under Training Resources > Income Analysis

Check out other Arch MI Academy courses!
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FOLLOW US ON:

LinkedIn (Arch Mortgage Insurance Company)
Twitter (#archmi_us)
Facebook.com (Facebook.com/Arch-Mortgage-Insurance)
Instagram (archmi_us)
Vimeo (archmi_us)

THANK YOU

Diana Swift
Senior National Trainer 

and Instructional Designer

dswift@archmi.com
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