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1-2 Section 1:Introduction
1040 TAX RETURNS Do It Now!

DO IT NOW!!!

Use this sheet to write down the bright ideas you get in the workshop or as you review
the manual. What questions do you need to ask a senior lender or look up in loan
policy? What adjustments does your company not make that you think are a good
idea and should be proposed? Any questions about your company’s guidelines? When
you get back to the office or finish your review of the manual, turn to this page and
pursue these items..NOW!

1: Within one week of the workshop, review the loan request checklist (page 1-
16) and the line-by-line information in Section 3.

2:Within one week of the workshop, analyze at least two 1040 tax returns.
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ABout Linpa KeitH, CPA
DiscLAIMER

Linda Gabbert Keith, CPA, CSP works
with banks and credit unions to develop
consistent, clear guidelines and tools for
loans to businesses and their owners.

Her training helps lenders say “Yes” to
good loans. She is known as ‘the CPA who
likes to play." While making the right loan
decision is serious business, there is no
reason not to have some fun while
learning about it...or training others.

Linda is also known for her ability to
provide complicated information in a
simplified way and a relaxed atmosphere.
Who else would come up with a Lego
model of a tax return! The information is
practical and can be put to use
immediately.

Experienced in public accounting,
business consulting and corporate
training, she shifted in 1986 to loan
consulting and training on Financial
Statement and Tax Return Analysis.

A real estate investor and co-owner of a
construction firm, Linda’s experience as a
mortgage and commercial borrower of
long-standing provides real-life stories of
the essential principles she shares.

In addition to the Certified Public
Accountant designation, Linda has earned
the Certified Speaking Professional
designation from the National Speakers
Association. Fewer than 10% of NSA
members have achieved this status based
on extensive and well-received
presentation experience over a period of
five years.
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Linda had the opportunity to share her
insights on business lending with bankers
in Khabarovsk, Russia by invitation of The
Central Bank of Russia.

Linoa GaseerT KeitH, CPA, CSP

Tools for Lenders offers workshops and
conference presentations. Linda is a
member of the American Institute of
Certified Public Accountants, Washington
Society of CPA’s, the Risk Management
Association (RMA) and the National
Speakers Association.

Please note: This publication is designed
to provide accurate and authoritative
information in regard to the subject
covered. It is sold with the understanding
that the author is not engaged in rendering
legal or accounting services. This manual
should not be used as a substitute for
adequate training or consultations with
professional advisors, when necessary.

Policies and procedures vary. Consult the
policies and procedures of your company
or a senior lender before making
adjustments recommended here.
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SUGGESTED PROCEDURE FOR CASHFLOW ANALYSIS

This procedure will assist the lender in
keeping track; help document the thought
process, questions and judgment calls;
provide a tool for selling the loan
recommendation and enable senior
lenders to evaluate.

1. ALWAYS USE A WORKSHEET!

2. PROCEED LINE-BY-LINE

through the first page of the Form 1040.
When you come to a line that is carried
forward from another Form or Schedule,
circle the number and go find it on its
supporting schedule. Circle the number
when you find it and be sure it js the
number you are looking for. This ensures
you have all of the schedules that support
the front page of the return. Proceed line-
by-line down that schedule, then return
to the page from which you came.

3. FOR EACH ENTRY ON THE RETURN
your choices are:

AGlI METHOD

..no adjustment necessary.

..adjustment necessary and can be
determined with information available,
enter on appropriate line of the
cashflow worksheet.

..not sure, adjustment cannot be
determined from information available or
need additional documentation, enter on
question sheet.

SCHEDULE ANALYSIS METHOD

..include in cashflow, enter on worksheet.

..do not include in cashflow, enter a zero
on worksheet and explain.

..need additional information or
documentation, enter on question sheet.

..if business or rental schedule, use
bottom-line income and see AG|
method.

4. AFTER EACH FORM OR SCHEDULE
has been reviewed take a look at the
cashflow worksheet section for that form
to see that you have considered all

1040/V1



important items. Then put a check mark at
the bottom of that page on the tax return
and return to the source schedule or form.

5. IF THE TAXPAYER HAS INCOME
FROM A CONTROLLED CORPORATION,
PARTNERSHIP OR S CORPORATION and
you are doing a personal analysis, use the
1040 as the master tax return and handle
each source entity as it feeds into the
1040 (on the wage line for Corporations
and Schedule E, Page 2 for Partnerships
and S Corporations).

6. CONTINUE THROUGH PAGE TWO
of Form 1040. (See page 2-15 for what to
look for on the second page of the 1040).

When you are to the bottom of page
two you should have reviewed every
relevant page of the tax return. Confirm
this by flipping through the pages and
looking for your check mark at the bottom
of each.

There are some pages that are not
relevant to your cashflow analysis and will
not have checkmarks on them. These
include Alternative Minimum Tax forms
and some additional schedules the
preparer may include such as detailed
equipment/depreciation lists.

7.RUN A TAPE

of what you have so far and assumptions
on the questions for the borrower. If there
is no way they can qualify you may have
enough information to decline the loan at
this step. If they qualify already then
perhaps you don't need to ask all of the
questions you had in mind.

8. RESOLVE QUESTIONS

for the borrower, another lender or
underwriter. Note the date and time you
spoke with that person. If you are not
confident of the questions you have for
the borrower, run them by another lender
first.

If you now decide that some of the
questions you wrote down as you went
are not needed, remove the questions or
indicate they are not material. Do not

1040/V1
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leave unanswered questions in the file.

9. MAKE ADDITIONAL ENTRIES

in the worksheet if the answer you
received from the borrower warrants it.
SHOW ALL CALCULATIONS!

10. NOW ADD UP THE NUMBERS.
Do they qualify?

11.IF YOU HAVE TO MAKE A JUDGE-
MENT CALL calculate cashflow using the
most conservative assumption. Make a
note where you will notice it, however: IF
MORE QUALIFYING INCOME IS NEEDED...
Only pursue the question if it makes a
difference in whether the borrower will
qualify. If you choose not to pursue a
significant adjustment because it is not
needed to qualify, make note of it in case
you need it later or it should be
considered in a future loan request.

© Linda Gabbert Keith,CPA January 2007
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1040 TAX RETURNS

LoAN REQUEST CHECKLIST

* The items with an asterisk will not always require additional documentation,
depending on guidelines/procedure of your financial institution. If the income item is
not needed to qualify then you may be able to forego additional documentation.

An example: Wages are sufficient to qualify your borrower so you choose not to get
additional documentation regarding alimony received and interest received.

If you are unsure as to whether they qualify without it, consider requesting the
documentation up front rather than to waste time and delay the loan request by
having to go back to the borrower for more. On the other hand, once something is in
your files you may have to consider it. Shredding probably is not an option!

Use your judgment and know your guidelines. The documentation indicated is my

recommendation.

ITem: ComMMON DOCUMENTATION:  COMMENTS:
Wages W-2, Line 5 Most lenders use wages before optional
Current pay stub 401K type deductions. If wages have
increased dramatically at current job, is
it from a promotion or nonrecurring
bonuses/overtime?
Wages: W-2 Need to verify that a closely held

Own Company

Current pay stub

Two years Form 1120
Corporate or 1120S
S Corporation Tax
Return if borrower
owns sufficient %

Recent Year-to-date
Income Statement

corporation in which borrower is a high
% owner is generating sufficient income
to cover wages received. If wages are
not enough to qualify, lender may give
credit for additional funds generated by
the corporation in some situations. The
percentage ownership that triggers the
requirement for the corporate return is a
matter of guidelines. See my manual on
Corporation Tax Returns.

Interest® Two years 1040 Only verify interest/dividend income
Dividends* Current Net Worth when significant in amount. The lender
Statement may use the application/Net Worth
Application Statement to verify that assets are still
Copies of Notes/ held. Add tax exempt interest and
Contracts nontaxed dividends if recurring. Gross
up (see page 1-12) if guidelines allow.
Will some of the assets be used for
down payment of a mortgage loan? If
receiving payments on a contract, use
total received instead of interest.
Alimony Copy of divorce decree Verify alimony received if necessary to
Received* 2 years 1040 qualify for the loan. If you are unsure,

Copies of Bank/CU
statements

© Linda GabbertKeith, CPA January 2007

request documentation. Which of the
documentation items and how many
months statements depend on your
guidelines.
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Item:

COMMON DOCUMENTATION:
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COMMENTS:

Business Income,
Sole Proprietor
or Farm

2 years 1040
Year-to-date Financial
Statements

The consumer/mortgage lender will need
to determine ongoing cashflow
available to the borrower from the
business. If not significant or hobby in
nature, you might waive requirements
for an updated financial statement and
disregard the income/loss. The
commercial lender recognizes the 'profit’
is also compensation to the owner and
not all available to service debt.

Capital Gains*
Capital Losses
RE Contract

1040 Tax Returns
Copy of Contract
Current Net Worth

If capital gains/losses are not significant,
nonrecurring or are clearly not needed
to qualify the borrower you can forego
documentation. Many lenders prefer to

Stock Sales Statement if Stock or
RE Sales RE sold use at least three years tax returns when
RE Closing Statements relying on recurring capital gains. If the
Stock Broker gain/loss is recurring and assets sold
Statements were not replaced (sell-off of stock or
RE), lender should consider giving credit
for net proceeds from sales, which will
be different than taxable gain or loss. If
a loss, it may camoflage positive
cashflow in the current year depending
on when the borrower paid for the item.
If it is recurring income from an
installment sale, (note or contract
receivable) include full payments in
cashflow, not just gain and interest.
IRA* 1040 tax returns Is this recurring or a one time lump-sum
Pension* 1099 distribution? If recurring give credit for
Social Security* W-2P the entire amount received. (See page

1-12 regarding grossing up nontaxed
portion.) If the IRA/Pension is reported
on the total lines with none taxable, it is
either a rollover (no adjustment/income)
or a withdrawal from a Roth IRA. If no
social security is taxable, it may not be
reported at all. Use 1099 from SS for
documentation.

Rentals

1040/V1

1040 tax returns
Signed leases
Complete REO
Property Analysis form

Use actual cashflow from the past two
year’s returns. If the property has not
been held that long or was purchased
since then, a formula is used. The
Property Analysis Form will save time.

© Linda Gabbert Keith,CPA January 2007
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1040 TAX RETURNS

Item:

COMMON DOCUMENTATION:

COMMENTS:

Partnership
Income

1065 K-1

Form 1065, Tax Return
if partner owns
sufficient %

Recent Year-to-date
Financial Statements

The lender has to determine both the
cashflow received by the borrower and,
with higher % owners, the borrower’s
share of cashflow generated by the
partnership. The number on Page Two of
the 1040, Schedule E cannot be used for
cashflow from the partnership. See
manual on CASHFLOW OF PARTNERSHIPS AND
CorporaTiONS for details on analysis.

S Corporation 1120S K-1 The lender has to determine both the
Income Form 1120S cashflow received by the borrower and,
S Corporation Tax with higher % owners, the borrower’s
Return if borrower share of cashflow generated by the
owns sufficient % S corporation. The number on Page Two
Recent Year-to-date of the 1040, Schedule E cannot be used
Financial Statements for cashflow from the S corporation. See
manual on CASHFLOW OF PARTNERSHIPS AND
CorporaTiONs for details on analysis.
Estate/Trust® Estate or Trust Tax Documentation is necessary only if the

Return (1041) for two
years
Trust document

income reported on the tax return was
actually received or could be received, is
expected to continue (ask the borrower
about both) and is needed to qualify for
the loan. Trust income may appear to be
consistent but may not be continuing
...ask.

Unemployment
Compensation*

Two years 1040

Use as income and obtain
documentation only if unemployment
compensation is seasonal and recurring.

Other income*

2 years 1040
Other documentation

Ask the borrower the nature of the
income. Document recurring income
necessary to qualify the borrower. Net
Operating Losses (NOLs) are reported on
the Other Income Line but do not
reduce cashflow.

Child Support*

Divorce decree
Evidence of receipt

Your borrower does not need to give
you this information if they do not need
the child support to qualify. If the
children are near 18 determine how long
the child support will continue.

© Linda GabbertKeith, CPA January 2007
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COMMENTS:

Keogh/SEP* None
Contributions

This may be a required or an optional
contribution. If optional, it can be added
back in the AGI method and ignored in
the S/A method. If significant to the
loan decision ask the borrower if it is
optional. If the borrower is the only
‘employee’ of the sole proprietorship, it
is functionally optional and can be
added back (AGI method) or ignored
(S/A method).

Alimony paid Copy of divorce
Child Support decree or legal
paid separation

Alimony and child support paid may be
counted against your borrower as part
of the debt calculation or as an income
reduction depending on the guidelines
of your financial institution. Ask the
borrower how long it will continue! If
less than 6, 10 or 12 months (according
to your guidelines) it may not have to
be counted as debt or against income.
You would need documentation to
support this. | recommend it be treated
as an income shift between households,
and therefore subtracted from income
rather than put on the debt list. This can
make the difference in qualifying the
borrower.

HoW THE FRONTLINE PERSONNEL CAN ASSIST THE
CREDIT OFFICER IN OBTAINING ADEQUATE
DOCUMENTATION:
Go down through Page One and Two of
the 1040 and trace the numbers to the
appropriate schedules. Incomplete tax
returns are often submitted which do not
give the lender the information needed
and slows down the loan process.

Compare rentals reported on the tax
return to your application or the Real
Estate Owned Property Analysis Form.The
borrower may call a property the
Tumwater Hill property on the application
and 311 S.D Street on the tax return.The
lender has to know which property is
which to calculate qualifying income.

If a property is listed on the tax return
but not on the application, verify with the

1040/V1

borrower that they no longer own the
property. The sale may have resulted in
additional cashflow if they held the
contract or deposited it in your financial
institution.

If the rental is on the application but
not on the return, verify it was
purchased since the tax return date and
get required documentation, scheduled
rents and payment (PITI) figures.

In some cases, you are knowledgeable
about tax return analysis but are over
your approval limit. By analyzing the
return yourself and with your more
complete knowledge of the borrower,
you can get questions answered and
additional information needed before
you submit the package to the decision
maker.

© Linda Gabbert Keith,CPA January 2007
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1040 TAX RETURNS

SCHEDULE D OMB No. 15450074
(Form 1040) Capital Gains and Losses 2006
Department of the T > Attach to Form 1040 or Form 1040NR. *>See Instructions for Schedule D (Form 1040).
e Bavonue Seriae™ (99) > Use Schedule D-1 to list additional transactions for lines 1 and 8. éggﬁgﬂl‘?ﬁ,o' 12
Name(s) shown on Form 1040 Your social security number
Davey Crocket & Betty Crocker 111-22-3333
Part | | Short-Term Capital Gains and Losses — Assets Held One Year or Less
(@) Description of (b) Date acquired |  (€) Date sold (d) sales price (€) Cost or other basis (f) Gain or (loss)
property (Example: (Mo, day, yr) (Mo, day, yr) (see instructions) (see instructions) Subtract (e) from (d)
100 shares XYZ Co)
1
2 Enter your short-term totals, if any, from Schedule D-1, line2 ...| 2
Total short-term sales price amounts. Add lines 1 and 2 in
column (d) ... 3
4 Short-term gain from Form 6252 and short-term gain or (loss) from Forms 4684, 6781, and 8824 .. . .. 4 48
5 Net short-term gain or (loss) from partnerships, S corporations, estates, and trusts fro 5
6 Short-term capital loss carryover. Enter the amount, if any, from line 10 of your Capital Los
Worksheet in the INStrUCtioONS .. ... —— 6
7 Net short-term capital gain or (loss). Combine lines 1 through 6 incolumn (f) ............................... 7
Partll | Long-Term Capital Gains and Losses — Assets Held More Than One Year
(a) Description of (b) Date acquired (C) Date sold (d) Sales price (e) Cost or other basis (f) Gain or (loss)
property (Example: (Mo, day, yr) (Mo, day, yr) (see instructions) (see instructions) Subtract (e) from (d)
100 shares XYZ Co)
8 750 Shares Chef Caps Inc
05/22/98 [05/05/06 125,000.00 172,666.00 -47,666.00
n
n
[]
n
»
n
Proceeds
9 Enter your long-term totals, if any, from Schedule D-1, line9....| 9
10 Total long-term sales price amounts. Add lines 8 and 9 in
column (d) . ..o 10 125,000.

11 Gain from Form 4797, Partzll; long-term gain from Forms 2439 and 6252; and long-term gain or (loss) from

Forms 4684, 6781, and 8824 . . . .. . .. . . . —— - 1
12 Net long-term gain or (loss) from partnerships, S corporations, estates, and trusts fro chedule(s) K-1_J2...| 12
13 Capital gain distributions. See instrs ... ... . s T L e e L T

14 Long-term capital loss carryover. Enter the amount, if any, from line 15 of your Capital Los @
Worksheet in the instructions ... ... . —m?

15 Net long-term capital gain or (loss). Combine lines 8 through 14 in column (f). Then go to Part Ill on

PAGE 2 .

0999

.13
[ 14 -22,400.
..| 15 -70,066.

BAA For Paperwork Reduction Act Notice, see Form 1040 or Form 1040NR instructions.

© Linda GabbertKeith, CPA January 2007

Schedule D (Form 1040) 2006
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With Part | Short-term gains and losses, the
column (f) gain/loss is the cashflow. With Part
Il Long-term, we cannot determine cashflow
without a broker’s statement for stock or
closing statements for Real Estate.

NONCASH ITEMS
Always check first to see if the entries are on a
noncash line. If so, then you can ignore it (S/A
Method) or subtract gain/add back loss (AGI
Method).

Anything on Lines 5, 6, 12 & 14 is noncash
and should not be considered.

In the Crocket/r return, that eliminates from
consideration the loss of $22,400 on Line 14.

Before | would add that back using the AGI
method I'd look at the rest of what we have
and make one adjustment instead of several.

Lines 4 anD 11
These are catch-all lines that can come from
several sources.

Form 2439 Undistributed capital gains
Mutual funds may keep some of their long-
term capital gains and pay taxes on those
undistributed amounts. The taxpayer must
report his/her share of these amounts as long-
term capital gains, even though s/he did not
actually receive a distribution.

The fund will send a Form 2439, instead of
Form 1099-DIV, showing taxpayer share of the
undistributed long-term capital gains. Since it
was not distributed, we can leave it out (S/A
method) or take it out (AGI method) of
cashflow.

Form 4684 Business Casualty Loss

If you can trace the figure on Line 4 or 11 to
the 4684, you can leave it out (5/A method) or
take it out (AGI method) since we assume
casualty losses are nonrecurring.

Form 4797 Gain/Loss on Business Assets
This includes involuntary conversions other
than from theft on property held more than
one year. We generally leave it out (S/A
method) or take it out (AGI method) as it is
unlikely to be recurring.

This may also include installment sale
income from the same type of transactions. If

1040/V

LINDA GABBERT KEITH, CPA

so, you will have already found the interest
associated with it on Schedule B and asked
the borrower about full payments received.

Form 6252 Installment Sales

You should have spotted the interest income
already on Schedule B. If continuing long
enough you will give them credit for full note
payments received. We leave it out (S/A
method) or take it out (AGI method) since we
are giving them credit for it elsewhere.

Form 6781 Gains/Losses from Section 1256
Contracts and Straddles (Mark to Market,
etc.)

This is another type of stock transaction. In

most cases we will not use it as recurring

income since we cannot count on it
continuing. Leave it out (5/A method) or take
it out (AGI method).

Form 8824 Like-Kind Exchanges

When the borrower has simply exchanged one
type of business or investment property for
another, and no cash has changed hands,
there will be no gain or loss.

Like-Kind Exchanges are reported on Form
8824 which is required to be attached to the
return.

If there is recognizable gain because the
borrower's property was worth more than the
property exchanged for and so received cash
in addition to the other property, that amount
will come in on Line 4 or 11 of the Schedule D
orLine5or 16 on Form 4797.

“TIP:

The gain will eventually have to be paid
when they finally sell the 'last’ property.

LiNe 13 CaPITAL GAIN DISTRIBUTIONS

These distributions are paid by mutual funds
from their net realized long-term capital gains.
These are really dividends. The amount you
find here can be added to your dividends line
on your worksheet.

Continued on page 2-32
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