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Legal disclaimer

The materials included in this presentation are intended for general information only. This 
presentation is not intended to be complete or all-inclusive regarding the matters discussed herein, 
and nothing contained in this presentation is intended, or should be relied upon, as legal, 
accounting, compliance or other professional advice. 

Although MGIC believes the information set forth in this publication is generally accurate, the 
information may be outdated due to the rapidly changing nature of the residential mortgage 
industry, and MGIC does not warrant the accuracy, reliability or completeness of any information 
contained in this publication. 

The information in this publication is culled from a variety of business and mortgage industry 
sources. Attribution is given where deemed necessary. Opinions and insights expressed herein do 
not necessarily represent the views of MGIC.
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Let’s make this easier for you! 
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Objectives

■ Review business structures

■ Convert tax entries into cash flow: 
S Corporations

• K-1s
Partnerships

• K-1s
• Guaranteed Payments

■ Understand business liquidity

■ Your questions
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Income 
calculation tools
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What do I need to start?

Loan application
Tells borrower’s story

Tax returns
Personal
Business
1 or 2 years of each

Worksheet
Documents your decisions
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Cash flow worksheets
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SAM: Schedule 
Analysis Method
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mgic.com/seb

Need help?
Line-by-line link to the
SAM Worksheet Help Document
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SAM
cash flow 
analysis 
summary
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Each business subtotals
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Business Structures
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Business structures

*A limited liability company (LLC) is a hybrid business and can file using the above IRS forms based on structure 

CorporationS corporationPartnershipSole
proprietorship

A legal entity that exists 
separate from owners 
who are shareholders 

IRS Form 1099-DIV

SEB W-2

Business files
IRS Form 1120

Corporation pays taxes

A legal entity that has a 
limited number of 
stockholders

Schedule K-1

SEB W-2

Business files
IRS Form 1120-S

Each stockholder pays 
tax on their share of 
income

Business arrangement 
between 2 or more 
people/partners 
(General or Limited)

Schedule K-1

Guaranteed payments

Business files
IRS Form 1065

Each partner pays tax 
on their share of 
income

Unincorporated 
business with one 
owner with unlimited 
liability

Schedule C

(No business returns)

Taxed at individual rate
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Ownership percentage
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Schedule K-1
(Form 1065)
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• Ownership percentage 

• Part II: Box J
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Schedule K-1
(Form 1120-S)
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• Ownership percentage

• Part II: Box G
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Form 1125-E
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Missing Form 1125-E?
Try these options:

 Articles of incorporation
 Secretary of State website
 Follow YOUR internal 

guidance
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matrix
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This matrix identifies the 
documentation you need from self-
employed borrowers to substantiate 
the various types of income they 
may receive from different business 
structures.

Note: All documents must be from 
the most recent 2-year period. The 
borrower must sign all tax returns 
and year-to-date information. 
Request business tax returns when 
the borrower has 25% or greater 
ownership interest in a business.

CorporationS Corporation
Partnership 

(General, 
Limited or LLC)

Sole 
Proprietorship

XXXXForm 1040: U.S. Individual Income Tax Return) 
with all applicable schedules and W-2s

XSchedule C: Profit or Loss from Business

XXSchedule E, Part II: Income or Loss From 
Partnerships or S Corporations

XSchedule K-1 (Form 1065): Partner’s Share of 
Income, Deductions, Credits, etc.

XForm 1065: U.S. Return of Partnership Income 
with all applicable schedules

XSchedule K-1 (Form 1120-S): Shareholder’s 
Share of Income, Deductions, Credits, etc.

XForm 1120-S: U.S. Income Tax Return for an S 
Corporation with all applicable schedules

XForm 1120: U.S. Corporate Income Tax Return 
with all applicable schedules

XXXX
Year-to-Date Profit & Loss 
Statement/Interim Balance Sheet: as 
applicable

XPartnership Agreement: may be required

XXCorporate Resolution: may be required
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Now what?
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Taxable income 
vs. cash flow
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Taxable income vs. cash flow

■ 3 Key Concepts
 Non-cash expenses
 IRS limited expenses
 Non-recurring income/expenses
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Partnerships & 
S Corporations
How the money flows
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Business structures

Partnership

• Form 1065

• Schedule K-1 (Form 1065)

• General, Limited & Limited Liability

• An arrangement between 2+ 
individuals

• Profit (loss) is passed to individual 
partners

• Partnership doesn’t pay taxes –
partners pay on their share

S Corporation

• Form 1120-S

• Schedule K-1 (Form 1120-S) 

• Form W-2

• Can be a single shareholder 
(or as many as 100)

• Profit (loss) is passed to individual 
shareholder(s)

• S corporation doesn’t pay taxes –
shareholder(s) pay on their share

21
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Flow of partnership 
and S corporation 
income/loss

22

9 8

S CorporationPartnership

1120-S
S Corporation Return
Line 21 Income/Loss

1065
Partnership Return
Line 22 Income/Loss

66
1120-S
Schedule K-1
Ownership %
Lines 1, 2 & 3 

1065
Schedule K-1
Ownership %
Lines 1, 2 & 3 

Personal

1040
Schedule E
Part II

6
1040
Schedule 1
Line 5
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Personal 1040
Schedule E – Part II
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Case study, page 36
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When can Partnership/S Corp income be used?

The borrower has 
accessed the income

The business has 
adequate liquidity to 

support the withdrawal of 
income
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Partnership/S Corp K-1s -- Scenario 1

• K-1s reflect history of receiving cash distributions consistent with 
ordinary income 

IF…

• K-1 ordinary income may be included in borrower’s cash flow

THEN…

• Nothing else is required

STOP…
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Sample Schedule K-1
Form 1120-S
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Sample Schedule K-1
Form 1065
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Partnership/S Corp K-1s -- Scenario 2

K-1s do not reflect history of receiving:
• Cash distributions
• Cash distributions consistent with ordinary income

IF…

• Document that the business has adequate liquidity to support 
withdrawal of earnings

OPTION 1: To use total amount of ordinary income…

• To the amount of income supported by a history of accessing the 
income (without getting additional documentation) 

OPTION 2: Limit the amount of qualifying income…   
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D

K-1 without 
distributions

29
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K-1 without 
consistent 
distributions

30

Option 1: To use total amount of ordinary income,
document that the business has adequate liquidity to 
support withdrawal of earnings

Option 2: Limit the amount of qualifying income
to the amount of income supported by a history of  
accessing the income (without getting additional 
documentation)
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Partnership/S Corp K-1s

Is it by DEFAULT?Is it by CHOICE?

• Business agreement prohibits 
distributions

• Business is insolvent – can’t 
afford it

• Business is solvent

• Positive income trends

■ No history of distributions? 
■ Distributions < ordinary income
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Meet the borrowers
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John & Ginny Borrower 

■ Married, no dependents

■ John has an interest in
3 companies

■ Ginny has an interest in
2 companies

■ Own 3 rental properties
 Schedule E, page 1

Picture of both borrowers
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Meet John Borrower

■ Sole proprietor of Tech in a Sec
 Schedule C

■ 20% partner in Tanglewood Realty
 Schedule E, page 2
 Partnership (1065) Schedule K-1

■ 50% shareholder of Digital Network 
Systems, an S Corporation
 Schedule E, page 2
 S Corporation (1120-S) Schedule K-1
 Form 1120-S
 SEB W-2 may also be required
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Meet John Borrower

■ Sole proprietor of Tech in a Sec
 Schedule C

■ 20% partner in Tanglewood Realty
 Schedule E, page 2
 Partnership (1065) Schedule K-1

■ 50% shareholder of Digital Network 
Systems, an S Corporation
 Schedule E, page 2
 S Corporation (1120-S) Schedule 

K-1
 Form 1120-S

Picture of John
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S Corporation Form 
1120-S and Schedule K-1 
(Form 1120-S)
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SAM
Cash Flow 
Worksheet

37

mgic.com/seb

Non-cash expenses
• Depreciation
• Depletion
• Amortization

Non-cash expenses
• Depreciation
• Depletion
• Amortization

Limited IRS deductions
• Meals
• Travel & entertainment

Limited IRS deductions
• Meals
• Travel & entertainment

Nonrecurring income 
& expenses

• Other income
• Other expenses

Nonrecurring income 
& expenses

• Other income
• Other expenses
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Personal 1040
Schedule E –
Part II
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Case study,
page 36
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Schedule K-1
(Form 1120-S)

39

Case study, page 53 

D
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Determine liquidity

■ What is liquidity? 
Ease of ability to convert business assets to cash
Offers immediate access to funds

■ Business liquidity
Measure of financial strength
 Indicates ability to pay current debts
Different businesses have different liquidity needs

Inventory-intensive vs. low inventory business

40



3/31/2023

41

Current ratio

The current ratio – also known as the working capital 
ratio – measures the business’s ability to pay its current 
liabilities (debt that is due within 1 year of the date of the 
balance sheet) with its current assets (assets that can 
reasonably be converted into cash within 1 year of the 
date of the balance sheet).

Quick ratio

The quick ratio – also known as the acid test ratio –
measures the business’s ability to meet immediate 
needs for cash. It is an indicator of a business’s ability to 
pay back its current liabilities with its most liquid assets 
(assets that can be converted to cash quickly). Since 
inventories, in general, take a longer time to convert to 
cash, they’re excluded from the quick ratio. 

41

Liquidity ratios

= Current Ratio

Current Assets 
[Cash & Equivalents + Marketable 
Securities + Accounts Receivable

(Less Bad Debt) + Inventory]

Current Liabilities 

= Quick Ratio

Quick Assets 
[Cash & Equivalents + Marketable 
Securities + Accounts Receivable
(Less Bad Debt) – Inventory Not 

Included]

Current Liabilities 
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Schedule L
Current ratio

42

Case study,
page 58
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MGIC 
Liquidity 
Worksheet

43
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Effect on 
cash flow 
analysis

44
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Form
1120-S
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Case study,
page 53

$65,100 x 50% = $32,550
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• Line of credit
• Regular rollover
• Sufficient liquid assets
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Note: Per IRS Notice 2021-25, the IRS will temporarily 
allow for a 100% deduction for expenses paid or incurred 
in 2021 and 2022 for food or beverages provided by a 
restaurant. Please consult your internal guidelines as to 
how to proceed.
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File documentation verifies Note is renewable 

Effect on 
cash flow 
analysis

49
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What is the 
earnings 
trend?

50

$39,550.00 $36,900.00

/12 = $3,296 /12 = $3,075

/24 = $3,185
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Schedule B
Interest and Dividends
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Schedule B

■ Interest from self-employment

■ Dividends from self-employment

■ Other interest and dividends
Use tax return as supporting documentation
Follow investor documentation guidelines
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Schedule B

Case study, page 23

53
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Effect on
cash flow analysis

54
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Partnership Form 1065
and Schedule K-1 
(Form 1065)
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Meet John Borrower

■ Sole proprietor of Tech in a Sec
 Schedule C

■ 20% partner in Tanglewood Realty
 Schedule E, page 2
 Partnership (1065) Schedule K-1

■ 50% shareholder of Digital Network 
Systems, an S Corporation
 Schedule E, page 2
 S Corporation (1120-S) Schedule K-1
 Form 1120-S

Picture of John
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SAM
Cash Flow 
Worksheet

57

mgic.com/seb
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Personal 1040 
Schedule E – Part II
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Case study, page 36
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Schedule K-1
(Form 1065)
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Case study, page 39
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Schedule K-1
(Form 1065)
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Case study, page 39
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Effect on cash flow analysis

61

/12 = ($317) /12 = ($833)

/24 = ($575)
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Financial Statements
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Documentation 
matrix

63

CorporationS Corporation
Partnership 

(General, 
Limited or LLC)

Sole 
Proprietorship

XXXXForm 1040: U.S. Individual Income Tax Return) 
with all applicable schedules and W-2s

XSchedule C: Profit or Loss from Business

XXSchedule E, Part II: Income or Loss From 
Partnerships or S Corporations

XSchedule K-1 (Form 1065): Partner’s Share of 
Income, Deductions, Credits, etc.

XForm 1065: U.S. Return of Partnership Income 
with all applicable schedules

XSchedule K-1 (Form 1120-S): Shareholder’s 
Share of Income, Deductions, Credits, etc.

XForm 1120-S: U.S. Income Tax Return for an S 
Corporation with all applicable schedules

XForm 1120: U.S. Corporate Income Tax Return 
with all applicable schedules

XXXX
Year-to-Date Profit & Loss 
Statement/Interim Balance Sheet: as 
applicable

XPartnership Agreement: may be required

XXCorporate Resolution: may be required
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Commonly used financial statements

■ Income statement 
 Specific period of time

• Annual
• Quarterly
• YTD

■ Balance sheet
Specific date

• March 31, 2023
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Who prepares the financial statements?

■ Accountant

■ Tax professional

■ Borrower
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Audited or not … what’s the big deal?

■ Unaudited statements
Majority of time
Self prepared or third-party prepared
Used for supporting documentation

■ Audited statements
Rarely received
Requires third-party verification of information by 

examining records – costly and time-consuming
May be used for qualifying
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When are financial statements typically needed?

■ Loan application is dated > 120 days after the end of 
the business’s tax year 

■ Tax returns are on extension

■ Significant income/loss difference between 2 years of 
tax returns
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Purpose of cash flow analysis

Verify qualifying income that is:

Stable

Likely to continue
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TOOLS 
FOR 

SUCCESS!

TOOLS 
FOR 

SUCCESS!
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mgic.com/seb
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MGIC 
worksheets

71
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Infographic: 
Characteristics 
of 5 common 
self-employed 
businesses
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Training –
SEB webinars

mgic.com/training/seb
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Connect with us

Twitter: mgic.com/twitter

MGIC Connects blog: mgic.com/blog

LinkedIn: mgic.com/linkedin

YouTube: mgic.com/youtube

Facebook: mgic.com/facebook
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Thank you for 
choosing MGIC

mgic.com
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