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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the information may be outdated due to the rapidly changing nature of the residential 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 “why” behind the guidelines

• The 5-step process to evaluating income 

• Case study

• Your questions 
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“The more things 
change, the
more they stay 
the same.”
Jean-Baptiste Alphonse Karr
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Back in the day
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Purpose of cash flow 
analysis

• Verify qualifying income that is:
• Stable

• Likely to continue
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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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What’s the intent?
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Intent or spirit of 
guidelines

• 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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Evaluate the “why”
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Were you 
with us

during the 
pandemic?
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5-step process

10

1
Assess 

business

2
Cash flow 

taxes

3
Cash flow 

P&L

4
Validate 

P&L

5
Determine 

income
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Meet Jay, our loan officer
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Loan 
Application

12
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1
My borrower is telling me that 
another lender told him only 1 
year of personal and business tax 
returns were needed because, 
although he bought the business 
4 years ago, the business has 
been in existence for 10 years. He 
also has been self-employed in 
another business for over 20 
years. I wanted to confirm what 
documentation is needed.
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1
My borrower is telling me that 
another lender told him only 1 
year of personal and business tax 
returns were needed because, 
although he bought the business 
4 years ago, the business has 
been in existence for 10 years. He 
also has been self-employed in 
another business for over 20 
years. I wanted to confirm what 
documentation is needed.

Thanks for reaching out. The 
borrower must have an ownership 
interest in that particular 
business for at least 5 years to 
qualify for documentation relief. 
2 years of personal and business 
returns are needed.
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1
Assess 

business

Will the business 
continue generating 

and distributing 
sufficient income to 
enable the borrower 

to make the payments 
on the requested 

mortgage?

mortgage guaranty
insurance corporation
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Is the business currently
in existence?

Is the impact of any 
environmental or 
economic event negligible 
due to the nature and 
location of the business?  

What is the stability of
the borrower’s income 
that is derived from the 
business?

Is there a demand for
the business product
or service?  
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NOL

On Schedule 1
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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.
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Total Operating Expenses > Total Operating Income = Net Operating Loss
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When can you add back in NOLs?
1. Unlikely to reoccur

2. Associated with the business

3. Affects business cash flow

MGIC SEB 
class notes

20
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NOL
On Schedule C

21

Net Operating Loss (2020)

60,000

14,000

60,000

1,000

-25,000
25,000

40,000
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NOL

On Form 1120

22
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NOL

On Schedule 1
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25,000

It is not associated 
with the business.

It does not affect
cash flow.
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What is our primary concern with NOLs?

Prior business
• Not as concerning

• Still need LOE

Current business
• When?

• Why?

• How much?

24

Will it happen again?
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5-step process

25

1
Assess 

business

2
Cash flow 

taxes

3
Cash flow 

P&L

4
Validate 

P&L

5
Determine 

income
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All-in-one 
self-employed 
income 
calculator

Excel XLSM – macro-enabled

Excel XLSX – macro-free 

Excel XLSX – macro-free short 
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Noncash expenses
• Depreciation
• Depletion
• Amortization
• Business use of home

Limited IRS deductions
• Meals
• Travel & entertainment

Nonrecurring
• Other income
• One-time expenses

27



mortgage guaranty
insurance corporation

Final K-1

28
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Schedule K-1
(Form 1120-S)
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When can K-1 income be used?
1. The borrower has accessed

the income (OR)

2. The business has adequate 
liquidity to support the withdrawal 
of earnings

MGIC SEB 
class notes
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Schedule K-1
(Form 1120-S)
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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 – 
Guidance 

Selling Guide –
Published 05/06/2026

5304.1(d): Stable monthly 
income and documentation 
requirements for self-
employed Borrowers – 
Business and income 
analysis.

33



mortgage guaranty
insurance corporation

Schedule L
Liquidity test

34

10,000
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3
When I am completing a liquidity 
test, can I add in other assets, as 
shown on Line 6 of Schedule L?



mortgage guaranty
insurance corporation 36

3
When I am completing a liquidity 
test, can I add in other assets, as 
shown on Line 6 of Schedule L?

Hi Jay. I would check for a 
schedule to see if the other 
assets are identified. At that 
point, you can assess if they fit 
the criteria of assets that can 
easily be liquidated.
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MGIC 
Liquidity 
Worksheet
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Current ratio or quick ratio?

38
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insurance corporation
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Form 1120-S

Other income on Line 5

39

20,000
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MGIC SEB 
class notes

What is needed to retain other 
income?

1. Other income must be identified

2. Need to understand how it is 
related to the business

3. Need to have an expectation of 
continuance or a history

40
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Form 1120-S

Other income on Line 5

41

20,000
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4
I have passthrough income on a 
1120-S from another company 
showing on Line 5. I am trying to 
retain this income. What 
documentation is needed, and 
what should I look for?
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4
I have passthrough income on a 
1120-S from another company 
showing on Line 5. I am trying to 
retain this income. What 
documentation is needed, and 
what should I look for?

Look for the Schedule K-1s for 
company B and verify that the 
ordinary income is supported by 
the distributions. If the 
percentage of ownership interest 
is greater than 25%, then, 
depending on the investor, you 
might need business returns for 
company B.
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Schedule
K-1 for 
company B

44



mortgage guaranty
insurance corporation

Schedule L

Mortgages due in 
less than 1 year
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What are the benefits of 
determining business liquidity?

1. Supports the use of ordinary 
income from Schedule K-1

2. Omits mortgages/notes/bonds 
due in less than 12 months

3. Alleviates concerns of use of 
business income from cash 
flowing

MGIC SEB 
class notes
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MGIC 
Liquidity 
Worksheet
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5
I have another question on this 
loan. I am trying to use my 
calculated liquidity test to not 
have to deduct mortgages due in 
less than 1 year. The current ratio 
is >1 and my quick ratio is <1. 
Should inventory be included in 
this assessment?
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5
I have another question on this 
loan. I am trying to use my 
calculated liquidity test to not 
have to deduct mortgages due in 
less than 1 year. The current ratio 
is >1 and my quick ratio is <1. 
Should inventory be included in 
this assessment?

Wow, that loan is really giving you 
a run for your money . . . Inventory 
should not be included when 
looking at assets to support not 
subtracting a mortgage due in 
less than a year. Can you ask for 
more information regarding the 
note? Perhaps it rolls over each 
year?
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$229,925 $254,650

/12 = $19,160 /12 = $21,221

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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Declining income – 
What should you 
request?

1. YTD P&L

2. Balance sheet

3. Letter of explanation

4. Additional tax returns

5. 3-6 months of bank 
statements

6. Additional supporting 
documentation

7. above
53
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Yikes! The ratios do not meet the guidelines.
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32
51



mortgage guaranty
insurance corporation 55

6
I’m so sorry to bother you, but I’m 
struggling with a high debt-to-
income ratio on this loan. If I 
obtain a YTD P&L provided by the 
CPA firm on their letterhead, can I 
use the P&L income in my income 
calculation?
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6
I’m so sorry to bother you, but I’m 
struggling with a high debt-to-
income ratio on this loan. If I 
obtain a YTD P&L provided by the 
CPA firm on their letterhead, can I 
use the P&L income in my income 
calculation?

Hi again, Jay. Just because the 
YTD P&L is on the CPA letterhead, 
it does not make it audited. Those 
are extremely rare and, therefore, 
you should not include the YTD 
figures in your income 
calculation.
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Phone call to borrower
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List of items requested from borrower:
1. Explanation of NOL

2. Copy of note (mortgages due < 1 year)

3. Explanation for declining income

4. YTD P&L statement

5. 3 months of business bank statements

6. 12 months of cancelled checks – business pays auto leases

7. 2 months of bank statements verifying an additional $30K

58
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Email from borrower

59
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5-step process

60

1
Assess 

business

2
Cash flow 

taxes

3
Cash flow 

P&L

4
Validate 

P&L

5
Determine 

income
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MGIC’s P&L Statement 
Analysis 

61

3
Cash flow 

P&L
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Cash flow 
YTD P&L
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Comparison of YTD and prior years
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INCOME HAS STABILIZED
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5-step process
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1
Assess 

business

2
Cash flow 

taxes

3
Cash flow 

P&L

4
Validate 

P&L

5
Determine 

income
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4
Validate P&L

1. Compare to prior year’s tax filing

2. Support with LOE if needed

3. Validate with bank statements if needed
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Comparative 
Income Analysis

Does this 
support the 
LOE provided 
by the 
borrower? 
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5-step process
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1
Assess 

business

2
Cash flow 

taxes

3
Cash flow 

P&L

4
Validate 

P&L

5
Determine 

income
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What income should I use?
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5
Determine 

income
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Do I have everything I need
to omit debt?
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7
One last question on this loan 
(I promise). The borrower has 
provided 12 months of 
cancelled checks to prove that 
the business pays the 2 auto 
leases shown on the credit 
report. Is that all that is 
needed to omit these debts?
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Glad to hear that you were 
able to obtain evidence that 
the business pays those large 
auto lease payments. Make 
sure that the accounts have 
been paid on a timely basis 
and that the tax returns 
evidence the reporting of the 
debt paid by the business.

7
One last question on this loan 
(I promise). The borrower has 
provided 12 months of 
cancelled checks to prove that 
the business pays the 2 auto 
leases shown on the credit 
report. Is that all that is 
needed to omit these debts?



mortgage guaranty
insurance corporation

1. Auto loan payments 
listed as interest 
deductions 

2. Auto lease payment will 
be on a separate 
schedule 

73

Confirming that 
the business paid 
the debt
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What’s this? The borrower wants to 
use business assets for closing!
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Email from borrower

75
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8
Please don’t kill me. My borrower 
now wants to use business assets 
for the missing $30K for closing, 
as he has already provided 3 
months of business bank 
statements. Can we use those 
funds and get cleared to close?
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Jay, this change will result in the 
loan going back into underwriting. 
I seem to remember that you were 
really tight in your liquidity ratio 
calculation. If the borrower is 
going to use business funds for 
closing in the amount of $30K, 
then that amount would need to 
be deducted during your liquidity 
test. I don’t think that is going to 
work in this case.

8
Please don’t kill me. My borrower 
now wants to use business assets 
for the missing $30K for closing, 
as he has already provided 3 
months of business bank 
statements. Can we use those 
funds and get cleared to close?
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Thanks for your help!
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Q A
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TOOLS 
FOR 

SUCCESS!
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mgic.com/seb
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MGIC 
worksheets
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Training –
SEB webinars

83

mgic.com/seb-webinars
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Dig deeper

mgic.com/magic-minutes

http://www.mgic.com/magic-minutes
http://www.mgic.com/magic-minutes
http://www.mgic.com/magic-minutes
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Connect with us

Knowledge hub: mgic.com/mortgage-connects

LinkedIn: mgic.com/linkedin

YouTube: mgic.com/youtube

Facebook: mgic.com/facebook

86
mortgage guaranty
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Let us earn 
your business

mortgage guaranty
insurance corporation

Explore training
& special events

mgic.com/training

Get a free MI quote

mgic.com/MIQ

Connect 

training@mgic.com
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Thank you for
choosing MGIC

mgic.com
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