
For Arch MI and Arch MI for Credit Unions

Business Tax 
Returns 101
An Introduction to Business Tax 
Structures, Forms and Cash Flow
an INCOME ANALYSIS course
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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 

Become Familiar with:
 Basic Business Tax Structures, Forms and Cash Flow.
‒ Sole Proprietorships.
‒ Partnerships.
‒ Limited Liability Companies.
‒ S Corporations.
‒ Corporations.
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Business Entities
Structures and Forms



Self-Employed — Definition

 For mortgage purposes, any 
individual who has a 25% or 
greater ownership interest in a 
business is considered self-
employed. 
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Loan Application
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Documentation

General Guidance

• Two year’s personal and 
business tax returns.

• W2s, as applicable.
• YTD P&L if required by 

the investor or deemed 
necessary by the 
underwriter. 
Recommended by GSEs 
after 120 days.

COVID-19 Guidance

• Two year’s personal and 
business tax returns.

• W2s, as applicable.
• YTD P&L.
• Three months of 

business bank 
statements.

• YTD Paystub.
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Business Entities

 There are five (5) types of basic business entities. The entity type 
determines the type of tax return that is filed:

― Sole Proprietorship.
― Partnership (General or Limited).
― S Corporation.
― Limited Liability Company.
― Corporation (Closely Held or Publicly Traded).
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Business Structures and Tax Forms
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Sole Proprietorship

Partnership

S Corporation

Corporation

Limited Liability 
Company (LLC)

Schedule C

1065

1120-S

1120

K-1

W2



Business Structures and Tax Forms
Limited Liability Company (LLC)
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Limited Liability 
Company (LLC)

Single Owner.

Multi-Owner.

Single Owner 
with Rental Real 

Estate, Multi-
Owner.

Schedule C

1065

1120-S



Sole 
Proprietorships

Schedule C.

Typically, no    
W-2.

Partnerships

Form 1065

(including K-1).

K-1 can include 
“guaranteed 
payments.”

Typically, no    
W-2.  

S Corporations

Form 1120-S

(including K-1).

W-2 is common.

Form 1125-E. 

Limited Liability 
Companies

Form 1065 or

Form 1120-S

(including K-1)

or

Schedule C 

(single owner).

W-2 for 1120-S 
is common.

Corporations

Form 1120.

No K-1.

Form 1125-E.

W-2 is common.

Business Entities Forms and Schedules
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Schedule 1 (form 1040), Additional 
Income and Adjustments to Income
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Borrower 
IS Self-

Employed.
Borrower 
MAY BE 

Self-
Employed.

Schedule C

Sole 
Proprietorship.

Schedule E, 
Partnership                    

OR                    
S Corporation 

OR            
Rental 

Property       
OR         

Royalty         
OR             

Trust.



Schedule E (Form 1040), Supplemental 
Income and Loss
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Corporations

 No indication on 1040.
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Business Taxation



Taxation
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Pass-Through
Taxation

Entity Level Taxation vs. Pass-Through Taxation
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Pass-Through Taxation

 Pass-Through Businesses do not pay business tax on their profit.  This includes Sole 
Proprietorships, Partnerships, S Corporations and LLCs.

 Owners, partners, shareholders and members pay personal taxes on their own 
share. If they EARN it, they pay tax on it even if they don’t take a distribution.

 Form 1065 and Form 1120-S generate a K-1 for each owner.
– Documents individual owner profit, loss, expense deductions, distributions and 

percentage of ownership.
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ABC 
Business

Individual 
OwnersTax Liability



Entity Level Taxation

 Corporations pay business tax on their profit.

 Shareholders pay personal taxes only on dividends and wages. 

 Corporations do not have K-1s because they are not pass-through entities.
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ABC 
Business Tax Liability

ABC 
Business
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Sole 
Proprietorships



Sole Proprietorship Definition

A Sole Proprietorship is an 
unincorporated business 
owned and operated by one 
person.
The owner not only has total 
control of the business but 
also 100% personal liability 
for any/all business debts.
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Sole Proprietorships

The business itself pays no business income tax. Instead, 
the owner pays taxes on the business profit at individual 
rates.

A Sole Proprietorship will report the income and 
expenses of the business on Schedule C, which is a 1040 
schedule and not a separate business tax return.

The net income (or loss) on the Schedule C will be carried 
over and reported on the 1040.
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Schedule C (Form 1040), Profit or Loss 
From Business

The Schedule C is made up of just two (2) pages. Additional 
forms/schedules (such as Form 4562) may be required.
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Sole Proprietorship –
How Income Flows

Schedule C 
(1040)

Schedule 1 
(1040)

Page 1 
(1040)

Business Tax Returns 101 23



Schedule C Cash Flow
Schedule C, Profit or Loss from Business

24

Part I Income Section

Part II Expenses Section

Other Expenses from
Page 2

Net Profit or Loss 
to Schedule 1
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Schedule C Cash Flow
Schedule 1 (Form 1040)

Net Profit or Loss 
from Schedule C

Total Additional 
Income to Page 1
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Schedule C Cash Flow
Form 1040
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Other Income 
from Schedule 1



Knowledge Check One

Is the following True or False?

 A Sole Proprietor has no 
personal liability for business 
debt.  They are completely 
distinct and separate from the 
owner’s personal debt. 
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Check Your Understanding One

The correct answer is False.

 Not only does a Sole 
Proprietor have 100% control 
of the business, they have 
100% personal liability since 
there is no distinction 
between personal and 
business debts. 
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Schedule K-1



Form 1120-S

Form 1065

Schedule K-1
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Partnership

S Corporation

Multi-Member 
Limited Liability 
Company (LLC)

K-1
Federal tax document used to 
report the income, losses, and 

dividends of a business' or 
financial entity's partners or an S 

Corporation's shareholders.



Partnerships, S Corporations and 
Multi-Member LLCs

 Pass-through entities that file separate business tax returns must 
provide a Schedule K-1 to each owner.

 Each owner (partner, shareholder or member) receives a K-1 that 
documents their individual share of profit, their actual 
distributions and their ownership percentage, among other items.
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Schedule K-1
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A Closer Look
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Anatomy of a Partnership K-1
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Anatomy of a Partnership K-1
Upper Left

 Name of Partnership.

 Name of the Partner. 

 General or Limited Partnership.

 Foreign or Domestic 
Partnership.

 Type of Partner.
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Anatomy of a Partnership K-1
Lower Left

 Beginning & Ending Profit, 
Loss & Capital. 

 Ending Capital is the 
Borrower’s Ownership 
Percentage.

 Partner’s Capital Account 
Analysis.
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Anatomy of a Partnership K-1
Upper Right

 Ordinary Business Income (or 
Loss), Net Rental Real Estate 
Income (or Loss), Other Net 
Rental Income (or Loss).

 Guaranteed Payments for 
Services, Capital and Total 
Guaranteed Payments.
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Anatomy of a Partnership K-1
Lower Right

 Distributions. A
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Anatomy of an S Corporation K-1
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Anatomy of an S Corporation K-1
Upper Left
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 Name of S Corporation.
 Name of the Shareholder. 



Anatomy of an S Corporation K-1
Lower Left
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 Ownership percentage 
(allocation percentage). 



Anatomy of an S Corporation K-1
Upper Right
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 Ordinary Business Income (or 
Loss), Net Rental Real Estate 
Income (or Loss), Other Net 
Rental Income (or Loss).



Anatomy of an S Corporation K-1
Lower Right

 Distributions.
D
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Knowledge Check Two

Is the following True or False?

 While Schedule K-1 is 
generated by the business tax 
returns, it is considered part 
of the personal tax return. 
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Check Your Understanding Two

The correct answer is True.

 You will need all K-1’s 
indicated on the Schedule E 
even if the AUS does not 
require business tax returns. 
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Partnerships



Partnership Definition

A Partnership is the business 
relationship existing between two 
or more persons who join to carry 
on a trade or business.  
A partnership, like a sole 
proprietorship, is legally and 
financially inseparable from its 
owners. Profits and losses may be 
passed through to the owners' 
personal income for tax purposes. 
Debts and liabilities pass through 
as well.
Owners are called partners.
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Partnerships

The business itself pays no business income tax. Instead, 
the owners pay taxes on the income at individual rates 
based on their proportionate share of profit or loss.

A Partnership will report the income and expenses of the 
business on Form 1065, which is a separate business tax 
return. Owners do not receive W-2s.

The net income (or loss) on the 1065 is carried to the 
individuals’ Schedule K-1. Taxable income is passed 
through to the 1040, Schedule E. 
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Partnerships

Two Types of Partnerships

General

Limited

Each partner has unlimited liability for all 
debts and obligations of the Partnership.

A limited Partnership consists of one or more 
general partners and one or more limited 

partners. Limited partners have limited liability.
Their liability is limited to the amount of their 

investment.
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General Partnership

Each Partner is a General Partner.

Every General Partner has 100% Personal Liability.

50

A

BD

General Partner #1
51% Ownership / 100% Liability

General Partner #2
20% Ownership / 100% Liability

General Partner #3
15% Ownership / 100% Liability

General Partner #4
14% Ownership / 100% Liability

A

B

C

D
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Limited Partnership

At Least One Partner is a General Partner.  General Partners have 100% Liability.

Limited Partners have Limited Liability.

51

A

BE

CD

A General Partner #1
20% Ownership / 100% Liability

Limited Partner #2
20% Ownership / Liability limited to investment

Limited Partner #3
20% Ownership / Liability limited to investment

Limited Partner #4
20% Ownership / Liability limited to investment

Limited Partner #5
20% Ownership / Liability limited to investment

B

C

D

E
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Guaranteed Payments
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Guaranteed payments to 
partners are compensation to 

owners of a partnership in 
return for time invested, 

services provided, or capital 
made available. The payments 

are essentially a salary for 
partners that is independent 

of whether or not the 
partnership is successful.



Form 1065 and Schedule K-1 (Form 
1065)

The 1065 is made up of five (5) pages, but the filed return may be 
much longer due to additional schedules and attachments.
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Partnership –
How Income Flows

Form 1065 Schedule  
K-1

Schedule 1 
(1040)

Schedule E 
(1040)

Page 1 
(1040)
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Entire Business Individual Owner



Partnerships Cash Flow
Form 1065
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Income Section

Deductions Section

Ordinary Income 
to Schedule K-1.

Guaranteed 
Payments to
Schedule K-1.



Partnerships Cash Flow
Schedule K-1 (Form 1065)
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Ordinary Income from
Form 1065.

Ordinary 
Income (or 

Loss) from the 
1065 is 

multiplied by 
the Individual 

Owner’s 
Percentage of 
Profit or Loss.

A

Income and 
deductions 
are typically 
combined 

and transfer 
to the 

Schedule E 
as either 

Passive or 
Non-Passive 
Income or 

Loss.



Partnerships Cash Flow
Schedule E (Form 1040)
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Ordinary Income 
from Schedule K-1s.

Total Income or Loss 
to Schedule 1.
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Partnerships Cash Flow
Schedule 1 (Form 1040)

Profit or Loss from
Schedule E.

Additional Income 
to 1040.
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Partnerships Cash Flow
Form 1040

59

Additional Income 
from Schedule 1.
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Knowledge Check Three

Is the following True or False?

 Guaranteed Payments to 
Partners are determined by 
the individual partner’s profit 
percentage.   
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Check Your Understanding Three

The correct answer is False.

 Guaranteed Payments to 
Partners are determined by 
the Partnership Agreement, 
without regard to profit or 
ownership percentages.  If 
applicable, they are paid out 
regardless of business 
performance (profit or loss).
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S Corporations



S Corporation Definition

An S Corporation is a 
corporation that elects to 
pass income, losses, 
deductions and credits 
through to their 
shareholders for federal tax 
purposes.
Owners are called 
shareholders. 
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S Corporations

The business itself pays no business income tax. Instead, 
the owner pays taxes on the income at individual rates.

An S Corporation will report the income and expenses of 
the business on Form 1120-S, which is a separate 
business tax return. Owners typically receive W-2s.

The net income (or loss) on the 1120-S is carried to the 
individual’s K-1 Form. Taxable income is passed through 
to the Schedule E.  
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S Corporations 
are limited to 

100 
Shareholders.



1120-S

The 1120-S is made up of six (5) pages, but the filed return may be 
much longer due to additional schedules and attachments.
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S Corporation –
How Income Flows

Form 1120-S Schedule  
K-1

Schedule 1 
(1040)

Schedule E 
(1040)

Page 1 
(1040)
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Entire Business Individual Owner



S Corporations Cash Flow
Form 1120-S
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Income Section

Deductions Section

Compensation of 
Officers to Form 

1125-E and 1040.

Ordinary Income 
to Schedule K-1s.



S Corporations Cash Flow
Schedule K-1 (Form 1120-S)
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Ordinary 
Income (or 

Loss) from the 
1120-S is 

multiplied by 
the Current 

Year 
Allocation 

Percentage.

Ordinary Income from
Form 1120-S.

Income and 
deductions 
are typically 
combined 

and transfer 
to the 

Schedule E 
as either 

Passive or 
Non-Passive 
Income or 

Loss.

D



S Corporation –
How Income Flows

Form 1120-S Schedule  
K-1

Schedule 1 
(1040)

Schedule E 
(1040)

Page 1 
(1040)
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Entire Business Individual Owner



Knowledge Check Four

Is the following True or False?

 The 1120-S is made up of five 
(5) pages, but the filed return 
may be much longer due to 
additional schedules and 
attachments.
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Check Your Understanding Four

The correct answer is 
True.

 The 1120-S is made 
up of five (5) pages, 
but the filed return 
may be much longer 
due to additional 
schedules and 
attachments. 
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Limited Liability 
Companies



Limited Liability Company Definition
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A Limited Liability Company is a 
hybrid legal entity (allowed by 
state statute) that has certain 
characteristics of both a 
Corporation and a Partnership 
or Sole Proprietorship. 
Owners are called members.  



Limited Liability Companies

The business itself pays no business income tax. Instead, 
the owner pays taxes on the income at individual rates. 

A multi-member LLC will report the income and expenses 
for the business on either Form 1065 or Form 1120-S 
(they can choose how they wish to structure). A single-
member LLC will file a Schedule C.

If the business is structured like an S Corporation, W-2s 
are typical. However, if structured like a Sole 
Proprietorship or Partnership, owners do not typically 
receive W-2s. 
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Limited Liability Companies

Limited Liability Companies do not have their “own” tax  form —
they will file either a Schedule C, Form 1065 or Form 1120-S.
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Limited Liability Company –
How Income Flows

Schedule C, 
Form 1120-S 
Form 1065

Schedule  
K-1 (unless 
Schedule C)

Schedule 1 
(1040)

Schedule E 
(unless 

Schedule C)
Page 1 
(1040)
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Entire Business Individual Owner



Knowledge Check Five

Is the following True or False?

 Since there is no LLC tax form, 
all multi-member limited 
liability companies must file an 
1120-S. 
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Check Your Understanding Five

The answer is False.

 Multi-member LLCs can 
choose to structure and file 
as either a partnership 
(1065) or an S-Corporation 
(1120-S). 
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Corporations
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Corporation Definition

A Corporation is a company 
authorized to act as a single 
entity.  In forming a 
Corporation, prospective 
shareholders exchange money, 
property, or both, for the 
Corporation's capital stock.
Owners are called shareholders.
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Corporations

The business itself pays business income tax on its 
income. W-2s for owners are typical. Each owner pays tax 
on dividends and wages at a personal tax rate.

A Corporation will report the income and expenses for 
the business on Form 1120.

Corporations do not file K-1s since there is no pass-
through taxation. Form 1125-E shows ownership.*
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*Form 1125-E isn’t a required filing if total receipts are <$500,000.



Corporation Types

Corporations

Closely Held

Publicly Traded

Generally, a closely held Corporation is a Corporation 
that has more than 50% of the value of its outstanding 

stock owned (directly or indirectly) by five or fewer 
individuals at any time during the last half of 

the tax year.

Publicly traded companies, or public companies, are 
Corporations that have sold their shares on a public 

stock exchange through an initial public offering to the 
general public. This allows anyone to purchase or sell 

ownership shares of the company.
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Corporation –
Form 1120

The 1120 is made up of six (6) pages, but the filed return may be 
much longer due to additional schedules and attachments.
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Corporation –
How Income Flows

Form 1120. Form 1125-E           
(If gross receipts are 

> $500,000).

Dividends and W2 wages 
reported on 1040 (Schedule 
B and Page 1, respectively).
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Entire Business Individual Owner



Corporations Cash Flow
Form 1120
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Income Section

Deductions Section Profit Can Become 
Dividends and/or 

Retained Earnings.

Compensation of 
Officers to Form 

1125-E.



 Form 1125-E is a Compensation of Officers schedule. It breaks down the 
names, stock ownership and amount of compensation for S 
Corporations and Corporations with $500,000 or more in total receipts.

 For S Corporations, this form isn’t vital, since you will have a K-1. But for 
Corporations, if this form isn’t filed, you’ll have to go to outside sources 
to obtain ownership interest information for your borrower (State 
Corporation Commission, Articles of Incorporation, etc.).

Form 1125-E
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ABC Corporation

Johnny Owner 123-45-6789 100          20          15       $250,000     

98-7654321

Frankie Owner 321-45-6789 100          25          20       $275,000     
Compensation of 

Officers from
Form 1120.

Compensation 
of Officers to
1040 as W-2.



Form 1040, Schedule B (Form 1040)
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DividendsW2 Wages



Knowledge Check Six

Which of the following is NOT 
considered a pass-through 
entity?

1. Sole Proprietorship.

2. Partnership.

3. S Corporation.

4. Limited Liability Companies.

5. Corporation.
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Check Your Understanding Six

The correct answer is 5. 
Corporation.

 A corporation is NOT 
considered a pass-through 
entity as it does not file a 
K-1.  Form 1125-E shows 
ownership.
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Recap of Business 
Entities and 
Forms



Business Entities Forms and Schedules
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Sole 
Proprietorships

Schedule C.

Typically, no    
W-2.

Partnerships

Form 1065

(including K-1).

K-1 can include 
“guaranteed 
payments.”

Typically, no    
W-2.  

S Corporations

Form 1120-S

(including K-1).

W-2 is common.

Form 1125-E. 

Limited Liability 
Companies

Form 1065 or

Form 1120-S

(including K-1)

or

Schedule C 

(single owner).

W-2 for 1120-S 
is common.

Corporations

Form 1120.

No K-1.

Form 1125-E.

W-2 is common.
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Tools, Questions 
and Contact



archmi.com | archmicu.com
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Calculators under Training Resources > Income Analysis

If you are ready for the next step, check out our Business 
Tax Returns 201 webinar or video.



Business Tax Returns 101 94

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

ARCH MORTGAGE INSURANCE COMPANY®  |  230 NORTH ELM STREET  GREENSBORO NC 27401 | ARCHMI.COM

© 2023 Arch Mortgage Insurance Company. All Rights Reserved Arch MI is a marketing term for Arch Mortgage Insurance Company and United Guaranty 
Residential Insurance Company. Arch Mortgage Insurance Company is a registered mark of Arch Capital Group (U.S.) Inc. or its affiliates. MCUS-0423BF-0622


