SELF-EMPLOYMENT INCOME 

FOR THE 

VA UNDERWRITER

DON
This short presentation is another in our series of Loan Guaranty Information Videos.  Today we have Sid Ohlhausen, Senior Loan Specialist in the Houston Regional Loan Center, to discuss a favorite topic for underwriters:  how to you deal with self-employed borrowers?  Sid?

SID

 In reviewing any type of mortgage loan, the underwriter  must always document the borrower's income, and evaluate its adequacy and stability.  When the borrower is an employee of a company, these factors are usually easy to determine.  You simply review a Verification of Employment form and the borrower's paystubs.   The self-employed borrower, on the other hand,  requires more elaborate documentation that is usually more difficult to evaluate.

This video will give you a concise summary of the basic issues involved in considering self-employment income.  After hearing the seminar, you should understand:  

PP Slide No. 1:  Learning Objectives
what documentation to request from the borrower, how to determine the income from that documentation,  and how to evaluate the continued earnings prospects for the business.

First, let's discuss the documentation you will need for the self-employed borrower.  The Lender's Handbook in Chapter Four lists the requirements:  

PP Slide No. 2:  Documentation of Income
Tax returns for the last 2 yrs.,  and financial statements for the current year.

DON

Before going any further, could we discuss why VA requires the borrower's tax returns?  A lot of borrowers seem to resist  providing them.

SID

It's true that self-employed borrowers are sometimes reluctant to provide their tax returns.  They feel they are being subject to an unfair degree of scrutiny in relation to other borrowers.   But there are several very good reasons why VA, as well as all types of lenders who make loans to self-employed borrowers, requires tax returns to document their income.

PP Slide No. 3:  Why Tax Returns?  

First, and most basically, tax returns tell us the amount of net income the borrower makes after meeting the necessary expenses of the business.  The tax returns for any type of business always include a form containing all the required data for a standard profit and loss or income statement.  

Second, tax returns for the last two years should be already  prepared and, therefore,  relatively easy for the borrower to obtain.

Third, tax returns require reporting data in a standard accounting format and with  consistent standards from year to year.  This makes it easier for an underwriter, who can't be an expert in every type of business, to draw valid conclusions about business operation.

Finally, and this is all important, a borrower is extremely unlikely to overstate income on a tax return.  If a borrower reports a certain amount of income on a tax return, you can be reasonably certain that the business  makes at least that much income.

DON

So, we have established why we need tax returns.  The next question is:  do you request tax returns on the individual veteran or on the business?

SID

To answer that question, you must understand the different forms of business organization.  Basically, there are three:  

PP Slide No. 4:  Forms of Business Organization
the sole proprietorship, the partnership, and the corporation. 

The sole proprietorship is the simplest form of organization  Ownership is by one person alone.  All the profits of the business are personal income for that person.  That's on the plus side.  On the minus side, that person must individually absorb any loss and is personally responsible for all business debts.

Partnerships and corporations are forms of organization made to accommodate ownership by more than one person.  Your applicant will usually be only a part owner and will not have exclusive access to the business profits.

There are many differences among these forms of business organization.  However, from your standpoint as a VA underwriter, the principal difference is in the type of income tax forms the borrower must provide in each case. 

PP Slide No. 5:  Sole Proprietorship
For a sole proprietorship, you will need the borrower's personal tax return with all schedules for the last two years.  One of these schedules will be a Schedule "C." 

SS No 1:  Schedule "C" (Complete)
This schedule contains all the standard information required on a business profit and loss statement.  It indicates the business gross income, expenses, and net income.  

SS No. 2:  Schedule "C" (Close-up)
The net income, that's on the bottom line, is the equivalent of a regular employed borrower's salary.  That is the amount you would normally use to determine the amount of the borrower's income for credit qualifying purposes.

PP Slide No. 6:  Partnership/ Corporation
In the case of a partnership or corporation, you will need the business tax returns (with all schedules).   You could look on the veteran's personal tax return to see how much income the veteran personally made from the business.  However, remember it is not enough to establish the amount of income.  You must also establish its probability of continuing. Only the business return will tell you whether that business is making enough profit and is likely to continue making enough profit to justify what the veteran is drawing. 

SS No. 3:  IRS Form 1065

For a partnership,  the most common tax return is the Form 1065.   The front page of this form has the same information as the Schedule "C" on a personal return:  the profit and loss statement.  This states the income and expenses of the business.  

SS No. 4:  Schedule "K-1"
The partnership return also includes the Schedule K-1.  This gives another essential piece of information about the business:  the partner's percentage of ownership  and profit sharing.  This latter amount  would ordinarily be the amount of income you would use in qualifying.  However, you must first make certain that the profitability of the partnership justifies this amount.  For example, the veteran may be drawing an amount of income that would be adequate to qualify for the loan.  However, if this is causing the partnership to suffer a loss, it would not be reasonable to conclude the veteran could continue drawing this amount of income in the future.  Therefore, you may have to disapprove the application  based on instability of the income.

SS No. 5:  IRS Form 1120
For a corporation, the most common tax form is the 1120.  Just like the partnership form, the 1120  has a front page that provides the profit and loss statement and a separate page that show the percentage of ownership and the amounts paid to each owner.  As with the partnership, the amount paid to the owner is the amount you would normally use in qualifying.  However, as with the partnership, you must establish that the corporation is profitable enough to justify the amount paid.

DON

If the business is a Partnership or Corporation, do you also need a credit report on the business?

SID

This may me desirable on a case by case basis, but it is not a VA requirement.

Now, let's go back to that earlier slide we showed you with the required documentation.

PP Slide No. 2 (Repeat)

Remember that in addition to tax returns for the last two years, VA Credit Standards require financial statements for the current year.   

DON

That means, for example, that if you take the application in August of 2002, you would need tax returns for the years 2000, 2001, and current financial statements for the  first several months of 2002.  

That's right.  

DON

Now tell us exactly what financial statements are.  

PP Slide No.7:  Financial Statements
SID

Financial statements consist of a Profit & Loss Statement and a Balance Sheet.

DON

Do these statements have to be audited?

SID

No.  However, they must be prepared in a standard accounting format. 

SS No. 7:  Profit & Loss Statement

We are now showing you an example of a Profit and Loss Statement.  Note that it starts with the business' Gross Income, subtracts the Cost of Goods Sold, subtracts the Operating Expenses, then ends up with the Net Profit.   

SS No. 8:  Balance Sheet

A complete set of financial statements also includes a Balance Sheet.  As you can see in this example, the Balance Sheet contains a list of the business' assets and liabilities.  If the business is a sole proprietorship, the liabilities section of this statement should be consistent with the liabilities on the veteran's loan application.

DON

Now we have discussed the documentation you will need for the self employed borrower:  tax returns and the financial statements.  Suppose we now have all that.  How do you use it to determine the adequacy of the borrower's income?

Let's start by  looking at a VA Loan Analysis form.

SS No. 9:  Loan Analysis Form (Complete form)
That's the VA Form 26-6393.  This is  the form you have to complete on all VA loans.  Let's take a moment to look at the unique way to complete the Loan Analysis on self-employed borrowers. 

SS No. 10:  Loan Analysis (Close-up No. 1)

First, in line 31, you enter the net profit from the business, or the veteran's share of earnings in a partnership or corporation. 

DON

You said to enter the net profit or veteran's share of earnings.  Is that the net profit or earnings for the last year, for the last two years, or do you include the partial current year as well?  

SID

That's a judgment call for the underwriter.  You need to look at the individual business earnings trend and decide what income figure would be the best to represent long term earnings.  We will go into more detail on that later.

After entering the income, calculate the federal and state income taxes on that amount.  For the Social Security deduction, remember to deduct twice the normal amount when the business is a sole proprietorship, since that is the required self-employment tax.  That means instead of deducting 7.65%, you would deduct 15.3%.  That's a lot, but it is what the borrower will be required by law to pay, so you  must consider it. Now, make the necessary subtractions to arrive at net income. 

 DON

One thing we always hear from self-employed borrowers is  that they have a lot of things they can just "write off" and not have to pay taxes on, and this reduces the income shown on their tax returns.

SID

That's right.   This a unique aspect of the self-employed borrower.  In determining total self-employment income, the underwriter must consider certain "write-offs,' or non-cash expense entries that can be added back as income..

CG:  Add-back Items:  Depreciation.  The most familiar of these items is depreciation.   What exactly is depreciation?  It is the amount of value that an asset theoretically loses during the course of a year.  For example,  if a piece of equipment costs $100,000 and is expected to last ten years, it would have a straight line depreciation of 10  %, or $10,000 each year.  Since that is similar to losing $10,000 each year, the IRS allows the owner to deduct the $10,000 in arriving at taxable profit.  However, unlike rent or salaries, depreciation is not an obligation requiring the expenditure of cash or other liquid assets.  Therefore, you could add this back to the borrower's income  in determining what is available to meet that borrower's shelter expense.

All forms of business organizations use depreciation. There are other add-back items that apply to sole proprietorships only.   CG:  Add-back items:  Office-in-Home.  One of these is office-in-home expense.  It is the equivalent of what the borrower would have to pay in rent for that part of the square footage of home devoted to the business.  Like depreciation, this expense does not require actual cash payment by the owner.  

DON

Does that mean you can always count Office-in-Home expense?

SID

Not necessarily.  If the borrower is going to continue using equivalent home space after moving into the new home, you could add this expense to the borrower's income.

HOWEVER,  after the borrower moves, it may be necessary to begin renting or buying business space.  In this case, you would not be able to add back the office-in-home expense.  You would have to consider this on a case by case basis.

Another expense in a sole-proprietorship that you can often add back to income is interest on business debt.  CG:  Add-back items:  Interest on Business Debt. Only add this back in  if you are deducting the installment payment on that debt as a recurring  obligation later in line 41 of the Loan Analysis form. 

DON

Now, let's review the "add-back" items we have discussed.

PP Slide No.  8:  "Add-back" Items.

These are depreciation, office-in-home expense (sole prop), and interest on business debt (sole prop).  Other items may be possible on a case by case basis.

 Now, let's return to the Loan Analysis form and take a look at line 39..  

SS No. 11 Loan Analysis (Close-up No. 2)

It is important that you wait until line 39 to add these amounts we just discussed.  Don't simply add them to gross income in line 32,  since they are non taxable.  The more you can include in line 39, and the less you can include in line 31 above,  the more residual income the borrower will have.  Also, due to grossing up, the better the borrower's income ratio will be, since these add-backs are similar to tax free income.

DON

So you don't want to add depreciation or other add-back items directly to the net income before calculating taxes, right?

SID

That's right.  The whole purpose of these deductions is to give the business owner a tax break, so you should allow for this break in your calculations. 

Proceeding on to line 41 now, note that you must include the payments on all long term debts.

DON

Do you also count payments on business debts at this point?  I know borrowers always claim that you shouldn't count them because the business pays them.

SID

In the case of a sole proprietorship, long term business debts must be included in line 41.  That's because there is no financial distinction in a sole proprietorship between the individual and the business.  But remember, you can always add the interest portion of the payment back in line 39.

On partnerships and corporations, you don't add business debt payments as long as it is clear from the business returns and financial statements that payments are being made by the business and that the business is sufficiently profitable to be able to continue making them.

After deducting long term debts and shelter expense, you arrive at residual income, and simply apply the same standards as to a regularly-employed borrower.

DON

So now we have discussed the documents needed to verify income and shown how to calculate residual income.  But there is still one more thing we have to do - that is determine the stability of income.

SID

That's right.  This involves looking at the business performance over a period of years.  

PP Slide No. 9:  Stability of Income

As a general rule, income from self-employment is considered stable when the applicant has been in business for at least two years.   Another significant factor to consider is the general economic outlook for similar businesses. Also consider the earnings trend  the business has shown.    

CG:  Stability of Income.  If, for example, the business has had a declining earnings trend, you must analyze the reasons for the decline and determine whether the trend is likely to continue or be reversed. In some cases, it may even be necessary to obtain tax returns from additional years to demonstrate a satisfactory earnings record.  

It is better if the business shows an increasing earnings trend. Be careful, however, of  a sudden, recent increase in income.  This may not be a good indication of long term earning capacity.  It is not unusual to encounter situations in which the borrower's tax returns over the last two years show losses, or low earnings, while the current year's income statement shows substantially higher earnings.  Even though those recent earnings may seem enough for the borrower to qualify, they may be higher than the business can realistically be expected to maintain over the long term.   (End CG).

DON:
Now, what we have just given you is a very brief and simple review of VA Credit Standards and underwriting procedures for self-employed borrowers.  We've covered some important underlying concepts that you have to keep in mind.  And we hope we have achieved our basic learning objectives so that you now have an understanding of:

Repeat PP Slide No. 1:   Learning Objectives

what documentation to request from the self-employed borrower, how to determine the income from that documentation,  and how to evaluate the continued earnings prospects for the business.

For a more detailed discussion of VA guidelines regarding self-employment, see the Lender's Handbook, Chapter 4, pages 4-14 through 4-15.
