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Four Concepts
• Business Income May Be Reported On Personal Tax Returns and/or Business Tax Returns
• Taxable Income

• Calculated on Tax Returns
• Income on Which Borrower Owes Taxes

• Qualifying Income
• Money Available to Pay Mortgage
• Taxed Income May Have Been Passed Through to The Borrower
• Taxed Income May Not Be Available

• Expensed Not Acknowledged
• Untaxed Income May Be Available

• Income Not Required To Be Reported As Taxable
• Non-Cash Expenses Computed in Calculation of Taxable Income

Business Income Concepts



Four Concepts
Examine Past to Predict Future

• 1 or 2 Year History With Documentation
• Calculations Shown

• Fannie Mae- Form 1084
• Freddie Mac- Form 91
• Lender Form
• MI Co. Form

Business Income Concepts



The only income that can be used to qualify your borrower is income that is:
• Steady,
• Stable,
• Likely to Continue, and
• Provable. 

Qualifying Income

Generally: Two Year History Of Receipt, Three Year Continuance.
Specific Income Types May Vary.



Declining Personal Income
• Can the income be used to qualify?
• If so, use only the lower of the two years

Declining Business Income
• Conduct a Trend Analysis

• Fannie Mae Comparative Income Form (Form 1088)
• Cheat sheet located on our training page

General Underwriting Guidelines

Income Trend

$150,000

$157,000

$150,000

$90,000



Each business structure reports taxes as follows:
Sole Proprietor

• Completes IRS Form 1040 
• Schedule C

Farm
• Completes IRS Form 1040 
• Schedule F

Self-Employed Business Types

(Continues on Next Slide)



Each business structure reports taxes as follows:
Partnership

• Completes IRS Form 1065
• Partners receive Form K-1s from the partnership reporting the partner’s profit/loss

• IRS Form 1040 may reflect pass through income on B, C, D, E or F
S-Corporation

• Completes IRS Form 1120S
• Shareholders receive Form K-1s from the S-Corp reporting the shareholder’s profit/loss

• IRS Form 1040 may reflect pass through income on B, C, D, E or F
Limited Liability Company

• An LLC may complete Partnership or Corp returns
• Single member, or husband/wife only may report on Form 1040, Schedule C

• Income analyzed based on form completed, not business type

Self-Employed Business Types
(Continued from previous slide)

(Continues on Next Slide)



Each business structure reports taxes as follows: 
Corporation

• Completes IRS Form 1120.
• Shareholders may receive 

• Wages reported on a W-2
• Dividend reported on IRS Form 1040, Schedule B

Self-Employed Business Types
(Continued from previous slide)



IRS Form 1040- Individual Tax Return



This return shows two different types of 
income report:

• Taxable Interest
• Business Income Schedule C

The presence of a schedule prompts the mortgage 
file reviewer to investigate the activity posted.

What Taxable Activities Has Your Borrower Filed?



The Example is Dan Designer
Dan runs a business from home. 
The business is a Sole Proprietor 
and he files a Schedule C.  He is 
a 100% owner.

What Taxable Activities Has Your Borrower Filed?

Review Line 8 to determine if there is a Schedule 1 



The Example is Dan Designer
Dan runs a business from home. The 
business is a Sole Proprietor and he 
files a Schedule C.  He is a 100% 
owner.

What Taxable Activities Has Your Borrower Filed?

Review Line 3 to determine if there is a Schedule C 



What Taxable Activities Has Your Borrower Filed?

Review Line 31 to determine if just 1 Schedule C has been filed



Review Schedule C
Start with the Net Profit or Loss

 Each schedule simply shows the math behind the
sum that carried forward to the Form 1040.

 After reviewing the schedule you may determine
that adjustments need to be made to the taxable 
income reported to convert it to qualifying income 
for loan purposes.



What is it?
• Profit and Loss Statement (P&L) may also be referred to as The Income Statement or Earnings 

Statement
• The P&L Statement shows the total actions of a business over a period of time

• It may represent a month, a quarter or a year
• A 1040 Schedule C & F and A Business Tax Return (1065, 1120S, 1120) are all a form of an 

Income Statement

The Profit and Loss Statement



NET SALES: The total dollar volume of all cash or credit sales less returns, allowances, discounts and 
rebates.

COST OF GOODS SOLD:
• For a retail or wholesale business it is the total price paid for the products sold plus the cost of 

having it delivered to the store during the accounting period
• For a manufacturing firm it is the beginning inventory plus purchases, delivery costs, material, 

labor, and overhead minus the ending inventory

GROSS PROFIT:  Profit before expenses and federal taxes have been deducted.

EXPENSES: The cost of doing business. It includes such items as: wages, telephone, insurance, 
depreciation, interest and advertising.

NET PROFIT: The amount left over after expenses plus interest and federal taxes. (Net profit is typically 
noted before paying federal taxes).

Income Statement/ P&L Definitions



It begins when a sale is made…
• The first entry or account would be Sales. If the sale was $30,000 it would look like this:

• The next entry would be the Cost of Goods Sold. If the cost was $22,000 it would be subtracted 
to show the Gross Profit.

• The next entries are the expenses connected to running the business. Expenses 
are either cash or accrued.

The Profit and Loss Statement/Income Statement

Sales $30,000

Sales $30,000
Cost of Goods Sold ($22,000)
Gross Profit $  8,000



PROFIT AND LOSS STATEMENT
Company XYZ

January X Through March X, 20XX

NET SALES (LESS ALLOWANCES AND DISCOUNTS
COST OF GOODS SOLD
GROSS PROFIT

$700,000
(500,000)
200,000

DRAWINGS (OWNERS) $  74,000
WAGES 65,000
DELIVERY 7,000
BAD DEBT 4,000
TELEPHONE 2,000
DEPRECIATION 4,000
INSURANCE 7,000
TAXES (LOCAL) 8,000
INTEREST 8,700
ADVERTISING 3,000
*MISCELLANEOUS 2,000

TOTAL EXPENSES $184,700

NET PROFIT (BEFORE FEDERAL TAXES)                                              $15,300

- Miscellaneous* This line item may include: donations, office and shop supplies, occupancy expenses, credit card expenses, leasing, legal, 
accounting, computer services, dues and subscriptions, entertainment, laundry, disposal, employer benefits… 



Schedule C vs. Income Statement



Financial statements are comprised of a balance sheet and income statement.

The balance sheet represents the financial picture as it stood for that particular time.

It is useful as a representation of the weight of the assets vs. the liabilities.

The most important analysis to be conducted on a self-employed borrower is to 
determine if the borrower can be expected to make timely repayment of the debt.

In order to determine this, it is important that you also determine the financial standing 
of his company, regardless of whether it is a corporation, S corporation, proprietorship, 
or partnership.

To do this you need to analyze the company's financial statements.
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Financial Statements



Why is it called a “Balance Sheet”?

The key word is balance.  Because both the total assets and the liabilities and net worth are the 
same, they balance.  This is true even if the liabilities exceed the assets.  In this case, net worth 
becomes a negative and it must be subtracted from the liabilities, instead of being added. 

The difference between the assets and liabilities equals the net worth.  That is, after all the bills 
and notes are paid, anything left is called net worth.  Another definition is that the net worth is 
what is due the owner(s) of the business once all the liabilities have been paid

ASSETS - LIABILITIES = NET WORTH
OR

ASSETS = LIABILITIES + NET WORTH

22

The Balance Sheet



Assets are normally broken into two main categories: current assets and fixed assets. Current assets 
usually mean anything that can be converted to cash within one year. Fixed assets are more permanent 
items like buildings or major equipment.

Liabilities are similarly divided. They are normally shown as current liabilities (that which is owed within 
one year) and long term debt. Current liabilities include bills for items such as inventory, salaries, rent, 
etc. Debt is normally items that, by agreement, need not be paid back quickly, such as a mortgage or long-
term note. 
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The Balance Sheet
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How a Balance Sheet is Prepared

ASSETS

CURRENT ASSETS
Cash $100,000

LIABILITIES

NET WORTH
$100,000

A balance sheet on a new business started with the owners savings.
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How a Balance Sheet is Prepared
ASSETS

CURRENT ASSETS 
Cash          $75,000
Inventory $50,000
TOTAL           $125,000

LIABILITIES

CURRENT LIABILITIES
Accounts payable  $25,000
NET WORTH       $100,000
TOTAL                 $125,000

The owner decides to stock her store, and purchases $50,000 worth of merchandise (Inventory), but pays 
only $25,000 in cash and promises to pay the other $25,000 in thirty days, (this creates a new account 
called Accounts Payable which is placed under the category of Current Liabilities.

It was placed under Current Liabilities, because it is due to be paid back in a specified period of time, 
which is under one year.
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How a Balance Sheet is Prepared
ASSETS

CURRENT ASSETS 
Cash $50,000
Inventory $50,000
TOTAL CURRENT ASSETS                 

$100,000

FIXED ASSETS
Building $100,000
TOTAL FIXED ASSETS

$100,000
TOTAL $200,000

LIABILITIES

CURRENT LIABILITIES
Accounts payable $25,000
TOTAL CURRENT LIABILITIES

$25,000

LONG TERM DEBT
Mortgage $75,000
TOTAL LONG TERM DEBT

$75,000
NET WORTH $100,000
TOTAL $200,000

The owner now buys a building for $100,000.  She puts $25,000 down and obtains a mortgage for the remainder

Long term debt - Paid over a period of longer than a year.  Fixed assets  include land, buildings and equipment.
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The Balance Sheet
The difference between the assets and liabilities equals the net worth.  That is, after all the bills and 
notes are paid, anything left is called net worth.  Another definition is that the net worth is what is due the 
owner(s) of the business once all the liabilities have been paid.

ASSETS - LIABILITIES = NET WORTH
OR

ASSETS = LIABILITIES + NET WORTH

Why is it called a “Balance Sheet”?
The key word is balance.  Because both the total assets and the liabilities and net worth are the same, 
they balance.  This is true even if the liabilities exceed the assets.  In this case, net worth becomes a 
negative and it must be subtracted from the liabilities, instead of being added. 



Each business return’s 
page has a Balance Sheet 
Section- Schedule L

You may have to determine 
the businesses 
Solvency/Liquidity position
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The Business Return
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Enact Training Resources



Income Worksheets/Calculator



Only one owner (100% ownership)
Income reported on schedule C
Taxed on personal rate

Advantages
• Easy to form
• Inexpensive
• 100% ownership

Disadvantages
• Unlimited personal liability
• Unable to raise large sums of money to invest in business

Sole Proprietor



Income Analysis Calculator

Enact Calculators

https://new.mortgageinsurance.genworth.com/self-employed-borrower-calculators


Common sense guides us through most 
of the adjustments.
If a business received income/revenue 
in the past tax year but was NOT 
expected to receive it in future years, 
can you rely on it to be a source of 
income for the borrower to make 
mortgage payments with?

Adjustments To The Income



Common sense guides us through most 
of the adjustments.
If a business has acknowledged an 
expense that is considered a “non-cash” 
expense or a “paper loss” does the 
business still have the cash to be a 
source of income for the borrower to 
make mortgage payments with?

Adjustments To The Income



Legal Definition of depreciation
1 : any decrease in the value of property (as machinery) for the purpose of taxation that cannot be offset 
by current repairs and is carried on company books as a yearly charge amortizing the original cost over 
the useful life of the property 
https://www.merriam-webster.com/legal/depreciation

Businesses depreciate long-term assets for both tax and accounting purposes. 

For tax purposes, businesses can deduct the cost of the tangible assets they purchase as business 
expenses; however, businesses must depreciate these assets in accordance with IRS rules about how 
and when the deduction may be taken. 

A taxpayer must use Form 4562, Depreciation and Amortization, to report depreciation on a tax return.

Depreciation

https://www.merriam-webster.com/legal/depreciation


1. 3-year property
a. Tractor units for over-the-road use
b. Any race horse over 2 years old when placed in service. (All race horses placed in service after December 31, 

2008, and before January 1, 2017 are deemed to be 3-year property, regardless of age.)
c. Any other horse (other than a race horse) over 12 years old when placed in service
d. Qualified rent-to-own property (defined later)

Property Classifications For Depreciation

Purchase Price of Race Horse $20,000 

Placed in Service Jan 1st 2015 Depreciation Book Value
Accumulated 
Depreciation

1st Year write-off $6,666.66 $13,333 $6,666 
2nd Year write-off $6,666.66 $6,666 $13,333 
3rd Year write-off $6,666.66 $0 $20,000 

Example of straight line depreciation



2. 5-year property
a. Automobiles, taxis, buses, and trucks
b. Computers and peripheral equipment
c. Office machinery (such as typewriters, calculators, and copiers
d. Any property used in research and experimentation
e. Breeding cattle and dairy cattle
f. Appliances, carpets, furniture, etc. used in a residential rental real estate activity
g. Certain geothermal, solar, and wind energy property

Property Classifications For Depreciation



3. 7-year property
a. Office furniture and fixtures (such as desks, files, and safes)
b. Agricultural machinery and equipment
c. Railroad track
d. Any property that does not have a class life and has not been designated by law as being in any other class
e. Certain motorsports entertainment complex property (defined later) placed in service before January 1, 2017

Property Classifications For Depreciation



The worksheet allows the mortgage file 
reviewer to review the asset that was 
considered. 

Depreciation And Amortization Worksheet



Essentially, Section 179 of the IRS tax code allows businesses to deduct the full 
purchase price of qualifying equipment and/or software purchased or financed during 
the tax year. 

That means that if you buy (or lease) a piece of qualifying equipment, you can deduct the 
FULL PURCHASE PRICE from your gross income.

It's an incentive created by the U.S. government to encourage businesses to buy 
equipment and invest in themselves.

Section 179



The loss of value to an asset due to wear and tear.

A cost of doing business.

A non-cash expense.

+ Underwriting guideline: add it back !

Depreciation



Amortization is a method of recovering (deducting) certain capital costs over a fixed 
period of time. It is similar to the straight line method of depreciation. 
The Internal Revenue Service (IRS) allows taxpayers to take a deduction for certain 
amortized expenses: 

• Geological and geophysical expenses incurred in oil and natural gas exploration
• Atmospheric pollution control facilities
• Bond premiums
• Research and development
• Lease acquisition
• Forestation and reforestation
• Certain intangibles such as goodwill, patents, copyrights and trademarks

Amortization



The depreciation of an intangible asset.
• Goodwill
• Trade Marks
• Copy Rights
• Patents

A non-cash expense.

+ Underwriting guideline: add it back!

Amortization



Depletion is the using up of natural resources by mining, quarrying, drilling, or cutting. 
The depletion deduction allows an owner or operator to account for the reduction of a 
product's reserves.

Depletion



The using up of a natural resource.
• Coal
• Timber
• Gas

A cost of doing business.
A non-cash expense.

+ Underwriting guideline: add it back !

Depletion



Common sense guides us through 
most of the adjustments.
If a business has not acknowledged an 
expense but the expense resulted in a 
cash outlay from the business does the 
business still have the cash to be a 
source for the borrower to make 
mortgage payments with?

Adjustments To The Income



To qualify for a business expense the business owner would need to be present.

Meals
• Your borrower had to eat anyway!

Entertainment
• Your Borrower had a Really good time!

Regardless of the amount of people present, your borrower ate 50% and had a good time.
• Gary took 10 clients to a show and dinner. The check came to $2,700, Gary can write off $1,350.  

• Reduce income by line 24c

Meals And Entertainment Expenses = Enjoyment Tax



Taxable Income
• + Paper Write-Offs
• + Untaxed Income

• + Losses Not Continuing
• - Taxed Income Not Available

• - Income Not Expected To Continue

Estimated Cash Available To Pay 
Mortgage In The Future
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Enact Rate Express®
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Enact Underwriting Guidelines
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Enact Training Resources
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Enact Training Resources



• ActionCenter® : 800 444.5664
• Your Local Enact Regional Underwriter
• Your Enact Sales Representative

53

Your Enact Resources



Enact Mortgage Insurance is happy to provide you with these training materials. While we strive for accuracy, we also know that any 
discussion of laws and their application to particular facts is subject to individual interpretation, change, and other uncertainties. Our 
training is not intended as legal advice and is not a substitute for advice of counsel. You should always check with your own legal 
advisors for interpretations of legal and compliance principles applicable to your business. 

ENACT EXPRESSLY DISCLAIMS ANY AND ALL WARRANTIES, EXPRESS OR IMPLIED, INCLUDING WITHOUT LIMITATION 
WARRANTIES OF MERCHANTABILITY AND FITNESS FOR A PARTICULAR PURPOSE, WITH RESPECT TO THESE MATERIALS 
AND THE RELATED TRAINING. IN NO EVENT SHALL ENACT BE LIABLE FOR ANY DIRECT, INDIRECT, INCIDENTAL, PUNITIVE, 
OR CONSEQUENTIAL DAMAGES OF ANY KIND WHATSOEVER WITH RESPECT TO THE TRAINING AND THE MATERIALS.
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Legal Disclaimer

Enact Mortgage Insurance offers a comprehensive suite of training opportunities to boost your know-how, benefit your bottom line, and serve your borrowers 
better. Visit EnactMI.com to learn more.

Collateral Underwriter®, Home Ready® and Desktop Underwriter® or DU® are registered trademarks of Fannie Mae
Loan Product Advisor®, Home Possible®, Loan Collateral Advisor® and Home Value Explorer® (HVE®) are registered trademarks of Freddie Mac
ActionCenter®, Homebuyer Privileges® and Rate Express® are registered trademarks of Enact Mortgage Holdings, LLC
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