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Evaluating 
Self-Employed Borrowers
During Tough Economic Times

Presented by: Sandra Sweeney, Senior Customer Trainer
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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information may be outdated due to the rapidly changing nature of the residential mortgage 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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What we’re covering today

• The 5-step process to evaluating income 

• Assessing the impact

• Documentation conundrums

• Case study

• What might you see in the future?

• Your questions 
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~ Jean-Baptiste Alphonse Karr
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Purpose of business analysis

Verify qualifying income that is





5

5



2/19/2024

6

Subjectivity or “gray areas” in lending

• Fuzzy

• Vague

• Ambiguous

• Opportunity for error or question

• Difference of opinion

• Time-consuming … easier to say “no”
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Intent or spirit of guideline

• Easier to identify questions and additional documentation

• Easier to explain to others 

• Easier to present to next level with recommendation

• Grows base of understanding and experience

• Directs explanation of decision for future review
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5-step process

1.
Assess 
impact

2.
Cash flow 

taxes

3.
Cash flow 

P&L

4.
Validate 

P&L

5.
Determine 

income
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1.

Assess 
impact

Will the business 
continue generating 

and distributing 
sufficient income to 

enable the borrower to 
make the payments on 

the requested 
mortgage?

9



2/19/2024

10

10

Is there a demand 
for the business 

product or service?  

Is the impact negligible 
due to the nature and 

location of the business?  

Source: Fannie Mae® Lender Letter (LL-2021-03) Updated: 7/6/2022 

Is the business currently 
in existence?  

What is the stability of the 
borrower’s income that is 

derived from the business?
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Is the business open?

11

• Verification of current work 
• Evidence of current business receipts 
• Lender certification
• Business website 

The business must be currently 
operating within 20 days of note 
date.
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Schedule K-1
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Which tax returns are needed?

Most recent tax returns filed with the IRS

Tax returns – most recent calendar year not yet available

1. Obtain IRS response from filing of IRS Form 4506-C
2. Obtain a copy of the extension 

• Analysis of financial statement since last tax filing
• Review of most recent three months’ business bank statements
• Review of tax liability on IRS Form 4768 (Extension)
• Review of W-2s, 1099s and/or K-1s 
• Signed IRS Form 941 (Quarterly filing)
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Extension Form 4868
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Freddie Mac Loan Product Advisor® messaging 

Self-employed income for ~BORR name~ must be supported by complete 
signed federal individual and business tax returns. If the business has been in 
existence five years or more, provide individual and business tax returns for 
the most recent year. If the business has been in existence for less than five 
years, provide individual and business tax returns for the most recent two 
years. The file must also contain Freddie Mac Form 91 or equivalent.
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Freddie Mac – Tax return documentation

Most recent year's 1040s

Most recent year's business returns

Most recent 2 years' 1040s

Most recent 2 years' business returns

Business in operation
Borrower’s ownership

> 5 years

Business in operation
Borrower’s ownership

< 5 years

SS0

16



Slide 16

SS0 New Slide - new guideline
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Scenario – loan approved through LPA 
Which tax returns are needed?

1. Borrower has worked for family business for 
6 years and then received ownership 
interest of 25 percent 3 years ago.  

2. Business has been operating for 10 years.  
The borrower purchased the business 4 
years ago.

3. Business was a sole proprietorship for 4 
years and then same business was put into 
an S Corporation for the last 2 years.  

Answer: 

1. Two years of both personal and 
business tax returns

3. One year of personal and 
business tax returns

2. Two years of both personal and 
business tax returns
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Fannie Mae Desktop Underwriting®
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SS0
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SS0 New Slide - guideline change
Sandra Sweeney, 2024-02-01T17:11:05.139
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Fannie Mae – Tax return documentation

Most recent year's 1040s

Most recent year's business returns

Most recent 2 years' 1040s

Most recent 2 years' business returns

Business in operation/Borrower’s ownership
> 5 years

Business in operation/Borrower’s ownership
< 5 years

Lender may waive business returns if:
1. The borrower is using personal funds for down payment and closing costs
2. Borrower has been SE for at least 5 years in same business
3. Individual tax returns show an increase over past two years

SS0
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SS0 New Slide - new guideline
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Scenario – loan approved 
through DU Answer: 

20222021

W2 income from 
business = $35,000

W2 income from 
business = $60,000

Business income from 
S-Corp = $105,000

Business income from 
S-Corp = $90,000

Can business returns be waived?

Total = $150,000 Total = $140,000

No, overall trend in 
income is declining.  
Therefore, business 
tax returns cannot be 
waived.  
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Why is this important?
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Secondary
self-employment

Self-employed income not 
used to qualify

22

Freddie Mac 
Selling Guide – Section 5304.1(e) 
Effective 02/07/24
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Secondary self-employment
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Scenario 

■ The borrower is a self-employed designer 
and owns an Amazon store. Their earnings 
declined from 2022 to 2023.

■ The 2024 YTD is still low, but the 
borrower’s LOE explained that spring is 
their busy season, and they expect to 
recover to previous volume.

■ Subject transaction is cash out to put 
money into business with marginal credit 
history.

• What is your primary concern?

• Where does YTD P&L fall in trending?

• How does overall layering of risk impact 
your evaluation?
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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
Picture of both borrowers
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5-step process

1.
Assess 
impact

2.
Cash flow 

taxes

3.
Cash flow 

P&L

4.
Validate 

P&L

5.
Determine 

income
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• Excel XLSM – macro-enabled
• Excel XLSX – macro-free 
• Excel XLSX – macro-free short 

All-in-one 
self-employed income 
calculator

SS0
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SS0 New Slide - Using Magic Minutes format
Sandra Sweeney, 2024-01-29T17:42:19.115
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mgic.com/seb

SS0
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SS0 Replace with new web screen shot
Sandra Sweeney, 2024-01-29T16:48:44.963
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Schedule K-1
(Form 1120-S)
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D
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Lender must provide support 
that the business has 
sufficient liquidity and is 
financially capable of 
producing monthly income for 
the borrower.
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Freddie Mac 
Selling Guide –
Section 5304.1(d)
Effective 02/07/2024
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$39,550.00 $46,400

/12 = $3,296 /12 = $3,867

DECLINING INCOME

2.

Cash flow 
taxes
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Declining income ... Now what?
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If the trend is declining, the 
income may not be stable. You 
must conduct additional 
analysis to determine if any 
income should be used, but in 
no instance may it be 
averaged over the period 
when the decline occurred.
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Financial statements
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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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Profit & Loss

37

5/30/2023
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5-step process

1.
Assess 
impact

2.
Cash flow 

taxes

3.
Cash flow 

P&L

4.
Validate 

P&L

5.
Determine 

income
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MGIC’s P&L Cash Flow Analysis Form

3.

Cash flow 
P&L
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Cash Flow P&L

5/30/2023
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Determining 
if income 
has 
stabilized

41

/12 = $3,296 /12 = $3,867 INCOME HAS 
STABILIZED
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5-step process

1.
Assess 
impact

2.
Cash flow 

taxes

3.
Cash flow 

P&L

4.
Validate 

P&L

5.
Determine 

income
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5/30/2023
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4.

Validate P&L

5/30/2023
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5-step process

1.
Assess 
impact

2.
Cash flow 

taxes

3.
Cash flow 

P&L

4.
Validate 

P&L

5.
Determine 

income
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What income would 
you use?

5.

Determine 
income

46



2/19/2024

47

SAM Cash 
Flow Analysis 
Summary

47

All business subtotals
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Analysis and 
decision as to 
what income 
to use
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Fannie Mae –
Guidance 

50

Selling Guide –
B3-3.2-01: Underwriting 
Factors and Documentation 
for a Self-Employed Borrower 
(12/13/2023)
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Freddie Mac –
Guidance 

51

Selling Guide -

5304.1(d):  Stable monthly 
income and documentation 
requirements for self-
employed Borrowers –
Business and income analysis 
Effective  02/07/2024
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Comparative 
Income 
Analysis 

52

Line items 
entered in table

Auto-calculate
in matrix: 

• % Changes 

• Comparisons
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A look into the future
based on the present

53



2/19/2024

54

54

Casualty losses … Now what?
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Casualty losses

• A casualty occurs when your property is damaged 
as a result of a disaster such as a storm, fire, car 
accident or similar event

• A theft occurs when someone steals your property

A sudden event * Unexpected * Unanticipated * Unintended * Unusual
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Per the IRS
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Source: www.irs.gov
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Effect of a temporary closure of a business

• A business must be open 
and operating 

• A gap in employment or a 
reduction of income cannot 
be excluded from the 
calculation, and the year-to-
date income must continue 
to be calculated over the 
entire period  
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Net operating losses … Now what?
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Net operating loss (NOL)

■ For income tax purposes, a net operating loss (NOL) is 
the result when a company’s allowable deductions 
exceed its taxable income within a tax period. The NOL 
can generally be used to offset a company’s tax 
payments in other tax periods through an IRS provision 
called a loss carryforward.

Total Operating Expenses > Total Operating Income = Net Operating Loss
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Why worry about NOLs?

Prior business

•Not as concerning

•Still need LOE

Current business

•When?

•Why?

•How much?
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Question:  

Can you always add 
back in NOLs?

• What is your primary concern?

• Is it associated with the 
business?

• Does it affect cash flow?

Answer: It depends
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NOL

62

On Schedule C

Net Operating Loss (2020)

60,000

14,000

60,000

1,000

-25,000
25,000

40,000
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NOL

63

On Form 1120

-25,000
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NOL

64

On Schedule 1

25,000

Is it associated with 
the business?

Does it affect
cash flow?
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Purpose of cash flow analysis

Verify qualifying income that is
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TOOLS 
FOR 

SUCCESS!

TOOLS 
FOR 

SUCCESS!
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mgic.com/seb

SS0
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SS0 Replace with new web screen shot
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https://www.mgic.com/training/magic-minutes-training-series
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Get a free MI quote:
mgic.com/MiQ

Explore training:
mgic.com/training

Connect with your rep:
mgic.com/contact
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Thank you for 
choosing MGIC

mgic.com
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