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GENERAL PARTNERSHIP
A business owned by two or more persons.

AdvANTAGES: 
• Two heads are better than one.
• More resources: capital, contacts, equipment,  
 experience.

dISAdvANTAGES:  
• Agency: All partners can bind the partnership in  
 legal agreements.
• Unlimited liability: ALL partners are jointly and  
 severally liable for partnership debts.
• Conflict among partners: hours worked,  
 direction of company, amount and timing of  
 partner withdrawals, large expenditures.
• More record-keeping, paperwork than  
 proprietorship.

TAx FORM: 
Form 1065 Partnership Return 
Schedule K-1, Partner’s share of income (loss)

TAx IMPACT ON OWNER:
Owner is taxed on his/her share of the profits of the 
business plus guaranteed payments (somewhat 
equivalent to salary, see page 3-23).

This frequently will be different than the cash 
withdrawals and will not take into consideration cash 
contributed to the partnership

CONSIdERATIONS FOR THE CONSUMER OR 
MORTGAGE LENdER OR FOR ANALySIS OF 
THE PERSONAL GUARANTEE ON A BUSINESS 
LOAN:
The amount of income included in the personal tax 
return on Schedule E is a tax number. It does not 
represent the cashflow generated by the business. It 
also does not represent cash actually withdrawn by 
the owner.  

Generally, if the borrower does not have sufficient 
ownership %, we use the actual cashflow from the K-1 
(partner withdrawals plus guaranteed payments ...less 
capital contributed if recurring).

If the borrower has sufficient ownership % of the 
partnership use the cashflow available to the 
borrower/owner. 

Your company’s internal guidelines, rather than the 
traditional 51%, determine sufficient ownership %. I 
have seen this as low as 15% and as high as 35%. We 
are interested in access to cashflow and exposure 
to risk. 

A 25% ownership is commonly used as a cutoff 
for determining whether you must review the full 
partnership return and use cashflow available instead 
of K-1 actual cashflow

CONSIdERATIONS FOR THE SECONdARy 
MARKET RESIdENTIAL MORTGAGE 
ORIGINATORS:
Some secondary market lenders use K-1 ordinary 
income plus guaranteed payments. This is not 
cashflow. (Sorry Fannie!)

That said, when originating a loan you are going to 
sell, you need to make a qualifying loan. Understand 
the requirements to make a qualifying loan and what, 
if any, flexibility there might be.

CONSIdERATIONS FOR THE BUSINESS 
LENdER:
Your primary interest is whether the cashflow from 
operations is sufficient to adequately service current 
and proposed debt. Equally important is whether 
the business appears to be healthy. Watch for major 
changes or a shift from a stable to a fast-growing or 
declining business.

Commercial lenders often choose not to assume that 
excess partnership cashflow will be drawn out in the 
form of additional partner withdrawals when doing 
the analysis for the personal guarantee. Consider 
leaving enough excess cashflow to provide adequate 
debt coverage (example 1.2 Debt Coverage Ratio) 
and only assume distribution of the remainder of the 
excess.

Self-Study Students
See page 3-3 to complete diagram on next page.
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What does it look like?

GENERAL PARTNERSHIP

1065

K-1

Actual Cashflow to Partner:
Use_______________________

Cashflow Available to Partner:
Use partner’s share 
of __________________ 
plus partner’s 
G_____________________ 
P__________________________

1040

A

B

d

E

K-1

Charitable Contributions

Interest/Dividends

Capital Gains/Losses

Business Income/Loss

Information Only
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LIMITEd PARTNERSHIP
The limited partnership is a business owned by more 
than one person. In this case, however, some of the 
partners are allowed to limit their liability to the amount 
they have invested in the partnership.

You will recall that in a ‘regular’ (general) partnership 
each partner is jointly and severally liable for all debts.

In order to have limited liability, however, the limited 
partners may not be involved in the management of 
the business. They are investors only.

AdvANTAGES:
• Source of additional capital for the business  
 venture.
• Limited liability for ‘investor’ partners

dISAdvANTAGES:
• There must be at least one general partner.
• The limited partners do not have control  
 of management. (Of course, this may be an  
 advantage to the general partner!)

TAx FORMS: 
Same as partnership

TAx IMPACT ON OWNER:
They will be allocated their share of income/loss from 
the partnership. This will not be the same as cashflow. 
Originally limited partnerships were set up to throw off 
losses to give tax shelter to the investors.

The Tax Reform Act of 1986 greatly restricted this 
through the use of passive activity loss rules

CONSIdERATIONS FOR THE LENdER:
You will need to see the K-1 to determine if any cash 
is moving to or from the investor. 
 
Often, contributions to a limited partnership are a 
one-time only investment and should not be counted 
against the borrower any more than you would count 
a purchase of stock against your borrower’s cashflow. 

Some limited partners have an obligation to inject 
capital over a period of time. You must determine if 
the borrower/ investor will have to continue to make 
capital contributions.

If cash is being distributed it may not be consistent 
enough for you to count as recurring cashflow. 

When the limited partnership is dissolved because the 
investment is over (common with real estate and oil 
& gas partnerships) the gain or loss on the investment 
will show up on Schedule D as a capital gain. This is 
often treated as nonrecurring similar to capital gains 
from stock sales.

The fact that the borrower is a limited partner does 
not necessarily mean that cashflow is nonrecurring. 
Consider the circumstances.



ExcErpt from CORPORATION PARTNERSHIP & LLC RETURNS
 Linda Keith, cpA, Inc. January 2015

  1|  .1|19  

SECTION 1:
Introduction

What does it look like?

PARTNERSHIP

1065

K-1

Actual Cashflow to Partner:
Use K-1.

Cashflow Available to Partner:
Use partner’s share of  
1065 cashflows plus  
his/her Guaranteed 
Payments.

1040

A

B

d

E

K-1

Charitable Contributions

Interest/Dividends

Capital Gains/Losses

Business Income/Loss

Pass-Throughs or 
Allocations

Information Only!
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LIMITEd LIABILITy COMPANIES
Limited Liability Companies (LLC’s) are a creature of 
the state and rules/definitions vary somewhat from 
state to state.  Single-owner LLCs file in the 1040. Multi-
owner LLCs often choose to file a 1065 return. If so, 
they are a hybrid entity combining the pass-through 
attributes of a partnership with limited liability. Sounds 
like an S corporation? You are absolutely right.

AdvANTAGES:
• Pass-thru that does not require a ‘general’ partner  
 with unlimited liability.
• Avoids double taxation of corporations.
• Fewer limitations on size and types of owners and  
 activities than an S corporation.
• More flexibility in distributions than S Corporations.

dISAdvANTAGES:
• The earnings of ‘active’ owners are subject to  
 self-employment tax.
• When used to protect real estate investments  
 (single-asset entities) title, loans, insurance and all  
 documents must be properly drawn to reflect the  
 LLC instead of the ‘individual’ owner.

LLC MEMBER-MANAGERS
A member-manager is any owner of an LLC who, 
alone or together with others, has the continuing 
exclusive authority to make the management 
decisions necessary to conduct the business for which 
the LLC was formed.

If there are not elected or designated member-
managers, each owner is treated as a member-
manager.

Member-managers may be the Designated Tax 
matters Partner and the income from the activity 
can be included in the non-passive category and 
therefore, if losses, can offset other types of income 
for tax considerations.

LIMITEd LIABILITy PARTNERSHIPS
LLPs or their variations (Professional Limited Liability 
Partnerships or Professional Limited Liability Companies) 
are similar to the more familiar Inc, PS designation for 
corporations. These vary by state, but are opportunities 
for licensed professionals to enter into practice with 
other licensed professionals.

Generally available to doctors, attorneys, architects, 
accountants and the like, these licensed professionals 
still have personal liability for their own professional 
actions but have limited liability for the professional 
actions of their ‘partners’.

TAx FORMS:
Same as partnership in most cases. To be treated 
as a partnership, the LLC can only have one of the 
following:
• Free transferability of assets
• Centralized management
• Continuity of life

If a one-owner LLC is allowed in your state, that entity 
can file a Schedule C in the owner’s 1040.

COMPARISONS WITH OTHER TyPES OF 
ENTITIES:

Sole Proprietorships
LLCs can be a one-person entity but avoids the 
unlimited liability of the sole proprietor.

General Partnerships
A multi-member LLC is often taxed like a partnership 
but the owners (members) are not personally liable 
like general partners are, even if active in the business.

Limited Partnerships
Taxed the same, but LLC owners can have limited 
liability even if they are active in the business. Limited 
Partners cannot be active in the business. And LLCs 
do not have to have at least one fully liable owner like 
Limited Partnerships do.

S Corporations
LLCs have fewer restrictions than S Corps. LLCs 
have flexibility in allocating income and expenses 
disproportionately. S corporations cannot have 
more than 100 shareholders or shareholders who are 
nonresident aliens.
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C Corporations
LLCs most often choose not to be taxpaying entities: 
they pass through their income, losses and credits to 
the individual owners. C Corporations can be doubly 
taxed when shareholders wish to take capital out in 
the form of dividends. An LLC can be run less formally 
than a corporation.
A plus for the corporation, if not all of the income is 
taken out as wage to the owners, the amount left 
in for growth is often taxed at a lower rate than the 
owners rates.

TAx IMPACT ON OWNER:
This depends on how the LLC chooses to file.  Single-
owner LLCs are taxed on the 1040. Multi-owner LLCs 
often are pass-thru filing the 1065.

CONSIdERATIONS FOR THE LENdER:
If reported as a partnership, determine cashflow to 
the entity and to the owner as you would for any 
partnership. 
Be aware, though, that the ‘members’ of the LLC 
have limited liability compared to general partners. 
Thus, their risk exposure is more like that of a corporate 
owner.

If reported as a corporation or a sole proprietorship, 
determine cashflow based on the rules for those types 
of entities.

May file Schedule C for Sole Proprietorship, 1120 
Corporate Return or 1065 Partnership Return 
depending on the State, the number of owners and 
the way the LLC was formed.

What does it look like?
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DEBT LIST

EQUIP LIST

START HERE >>

SUBTRACT FROM CASHFLOW >>

O

O

O

O

O

O

O

O

Paid Preparers Deluxe
123 4th St, Ann City, WA

O
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SECTION 2:
Corporations

1120: Page One

Is it a significant source of income or risk for the 
borrower? 

      Overview

This only takes a few minutes and gives a quick 
thumbnail sketch of the business...

Pg 3 Sch K Ln 1: If cash basis, be careful drawing 
conclusions from comparison of years. If accrual, OK 
to compare.
Pg 3 Sch K Ln 2: What type of business are they in?
Pg 3 Sch K Ln 4: Who are the shareholders with over 
50%?
Pg 4  Sch K  Ln 10: # of shareholders
Pg 4  Sch K Ln 13:  If yes, there may be no Schedule 
L or M-1.
Pg 1:  Top Fiscal or calendar year?
Pg 1  Box C:   Date Incorporated
Pg 1  Ln E:  Initial or final return... They may have 
changed entity type. Partial year?
Pg 1  Ln 1c: Gross Receipts
Pg 1  Ln 12: Comp of Officers
Pg 1  Ln 13: Salaries & wages
1125-A Ln 3: Cost of Labor
Pg 1  Ln 16: How much is rent?
Pg 1  Ln 18: Interest (Need debts. See Page 2-5 for 
detailed debt list.)
Pg 1  Ln 20: Depreciation... Review equipment list if 
attached for size/scope of business and whether they 
are replacing as a healthy business would.

COMMERCIAL LENdERS:
You may wish to consider a Statement of Cashflows 
Worksheet to highlight the sources, other than 
operations, of their cashflow. It will also highlight how 
the cashflow was used.

To maximize business income to more accurately 
show debt service capabilities, consider the standard 
personal debt-to-income ratios to calculate the 
wages the officers really need to take. 

O

Source of Adjustments to Line 28:
1. Page One
2. Other Deductions Schedule [Ln 26]
3. Schedule M-1 [Ln 5 & Ln 7]
4. Schedule M-2 [Commercial Only]

General Cashflow Formula:
Start Line 28 Txbl Income B4 NOL
Plus Line 18 Interest^
Minus  Borrower Debt Payments*^
Plus Line 20 Depreciation
Minus Line 31 Total Tax

Commercial lenders only:
Minus M-2, Line 5a Dividends

^ Shortcut for debt...two choices: 
1) Estimate debt after adding back interest: 
    Page 1 Line 18 Interest  ________
    Sch L Line 17, Col (d) +________
    ESTIMATED DEBT PMTS =________

2) OR Do not add back interest and subtract 
principal (Sch L, 17, Col d).

* Debt Coverage:  Do not subtract debt.

Additional Line-by-Line Instructions:
1a. Up, down, sideways?
2. Compare COGS% to prior year.
4-8. Recurring?
9. G/L on disposal of assets or casualty loss. Need 
to replace assets? Casualty loss impact? Insurance 
adequate?
14. Compare to prior years.  
15. Bad Debts: Accrual only. May be nonrecurring or 
noncash.
17. Enough? At least 10-40% of Ln 12&13.
18. Add back and subtract annual debt. (See page 
2-5 for debt list.)*^
19. Add back charitable cont’s, optional.
20. Add back depreciation, noncash.
24. Add back if optional. (Digging for $$$)
26. Trace [see Pg 2-14]. Adequate insurance? Add 
back amortization and nonrecurring items, if present.
31. Subtract Total Tax.
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PAGE TWO
Schedule C Dividends
This is not information lenders need.

PAGE THREE
Schedule J: Tax Computation
This information does not impact the lending decision. 
Ignore it.

Schedule K: Other Information
On the next two pages I take a look at 5 of the 18 items 
plus any other ‘yes’.

Item 1: Cash-basis means that income is recognized 
when received and expenses are recognized when 
paid. This is very close to what is happening in their 
checkbook, but may not accurately reflect how much 
their activity earned them in the year.

If a cash-basis company receives an unusual amount 
of deposits on contracts it will do early next year, the 
previous year income will be overstated and the later 
year will be understated.

The problem is if the lender thinks business is declining or 
growing significantly when it is not. Check Schedule K, 
Line 1. If it is cash-basis, you cannot draw a conclusion.

Item 2: Indicates type of business. 

Item 4b: If yes, the business will attach a Schedule G 
(see page 2-18). 
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School Tools: 1120, Page Three

O

O

O
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SECTION 2:
Corporations

Item 5: if this corporation is an owner of another 
corporation or partnership, you may need to request 
those tax returns as well. Consider % ownership and 
your guidelines.

Item 10: Tells you how many shareholders at the end 
of the year.

If your borrower is a 40% owner and there are only two 
shareholders, the other shareholder has ‘control’. If 
your borrower owns 40% and there are 20 shareholders, 
your borrower may have ‘functional control’ of 
business decisions.

Item 12: If this is significant you may want to ask about 
the prior year’s Net Operating Losses. Is it recent or 
rolling forward? If a recent loss, have they recovered?

Item 13: If the corporation has less than $250,000 
receipts and assets, it can get out of filing the last 
page of the return, Schedule L Balance Sheets and 
the M-1 and M-2. 

So if those pages are missing and it is a small 
corporation, don’t imply to the borrower that their tax 
return is not complete. 

You will be unable to use the shortcut for debt or 
find nontaxed income or nondeducted expenses. 
Hopefully those last two will not be material in such a 
small company.

Item 16: If yes, find out about the experience and 
abilities of the new owners. Do you think they can carry 
on the profitable operations of the recent past? Or 
right the ship if the recent past is challenged?

And finally, take a look at any other items with a ‘Yes’ 
response.

1120, Page Four
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Balance Sheets can be incredibly helpful in determining 
where the cash is flowing, if not to your borrower.  

Increases in assets use up cashflow generated from 
operations, as do decreases in liability and capital 
balances. Purchase of equipment uses cashflow. 
Increasing accounts receivable means the company 
has not received all the cashflow generated by 
operations. It is a use of cashflow if the corporation 
pays off debts or distributes cash to owners.

On the other hand, a decrease in assets is a source 
of cash. Examples: selling equipment or investments. 
Reducing inventory levels will free up cash as well. 
Increasing liabilities ...borrowing money...is a source 
of cash as is increased capital contributions by the 
owners.

Tax returns show you history. Cashflow generated from 
operations used last year to build up cash balances or 
inventory, or pay down debts, may be used differently 
next year. If the inventory levels are now stable the 
cashflow used to build them up last year may be 
available to your borrower this year for other uses.  

Use judgment in how far to delve into the balance 
sheet. It may be most important if the company is in 
the midst of strong growth or in a challenged industry. 
A commercial lender might do a balance sheet 
analysis every time.

SHORTCUT FOR dEBT:
Schedule L, Line 17, column (d) principal due in the 
next 12 months can be used in debt estimates. This will 
not be a good estimate when:

1. Debt levels are changing; 
2. Line 17 includes an outstanding balance on a  
 commercial line of credit; or 
3. Line 17 does not include current portion of long- 
 term debt.

SCHEdULE M-1: RECONCILIATION
This schedule is a source of nontaxed income and 
nondeductible expenses. Any items reported on the 
M-1 have not been reported elsewhere. 

Line 5: Subtract (recurring) cash spent, otherwise 
ignore. School Tools shows expenses on its books that 
did not reduce taxable income.  

Any depreciation listed on Line 5a is a noncash item. 
Since it is reported on the M-1 (rather than front page) 
and is not cash spent, I ignored the $117. 

Line 5b is charitable contributions. I regard it as 
optional so do not subtract it.

Line 5c  includes the disallowed meals of $402. They 
spent this, I assume it is recurring and subtract it. If 
there are other items listed here, such as officer’s life 
insurance premiums, subtract (or include in expenses) 
if you think it is cash flow rather than a bookkeeping 
adjustment. 

Line 7: Add (recurring) cash received, otherwise 
ignore. If there are nontaxed income items, decide if 
they are cashflow. If yes, for historical cashflow, add. 
If you are calculating recurring cashflow, only add if 
you think it will continue. 

Alternate Method: If your analysis starts with net 
income per books rather than taxable income, you 
need to consider all M-1 items as adjustments.

SCHEdULE M-2:  ANALySIS 
For cashflow to an owner, be sure you do not give 
them credit for dividends on the 1040 unless you have 
subtracted dividends listed on Line 5 from corporate 
cashflow.

Since dividends are doubly taxed, it is more likely that 
owners will take excess cash out as a bonus if possible.

For business cashflow, subtract Line 5 Distributions (if 
typical) to determine business cashflow left in the 
business to service debt.

1120, Page Five

SECTION 2:
Corporations
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Like the 1040 Schedule D, you’ll now have to go to 
Form 8949 for the details. Form 8949 is covered in 
the manual ‘Tax Return Analysis: Essentials and 1040 
Review’

With Part I Short-term gains and losses, the column 
(h) gain/loss is the cashflow. With Part II Long-term, 
we cannot determine cashflow without a broker’s 
statement for stock or closing statements for Real 
Estate.

LINE 4 INSTALLMENT SALES
The interest income from the installment sale will be 
included on Page 1, Line 5. However, you may not 
have realized part or all of it came from an installment 
sale.  I don’t include the interest from page one or the 
gain from Schedule D Line 4 in cashflow since interest 
and gain are a part of the amount received on the 
note. 

Form 6252 Line 21 shows us the principal received last 
year, but does not indicate how much longer the 
payments will continue. I ask for information on the 
amount and duration of the payments, subtract the 
page one interest income and  Schedule D, Line 4 gain 
and add full payments to cashflow if the payments will 
continue long enough. Form 6252 is covered in detail 
in the manual ‘Tax Return Analysis: Essentials and 1040 
Review’.

LINE 5 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 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 

LINE 6 UNUSEd CAPITAL LOSS CARRyOvERS
Unused capital loss carryovers are losses from a prior 
year. Unlike in the 1040, a corporation cannot take a 
capital loss in excess of capital gains of the same year. 
Do not count it.

LINE 11 GAIN/LOSS ON BUSINESS ASSETS
FORM 4797 GAIN/LOSS ON BUSINESS ASSETS 
Includes involuntary conversions other than from 
theft on property held more than one year. We 
generally do not include it in cashflow as it is 
unlikely to be recurring. The resulting gain/loss 
may flow to D or directly to Line 9 of Page One.

FORM 4684 BUSINESS CASUALTy LOSS 
Business Casualty Loss flows through the 4797 and onto 
page one, line 9. Most often we will not include it since 
we assume casualty losses are nonrecurring. 

LINE 12 (SEE LINE 4 ExPLANATION)

LINE 13 (SEE LINE 5 ExPLANATION)

LINE 14 CAPITAL GAIN dISTRIBUTIONS 
These distributions are really dividends. 

Watch For
When they changed the form they also changed 
line numbers. Line 2 became Line 4, etc. If you are 
reviewing pre-2012 returns, watch for the names of 
the lines, not the line numbers.

Tip
Tax on the gain will have to be paid when they finally 
sell the ‘last’ property.

amount will come in on Line 3 or 9 of the Schedule D 
or Line 5 or 16 on Form 4797. 

Watch For
If a loss, do not add back more than the amount 
on 1120 Pg 1, Line 8. 

To do 
Circle the $2,516 on Line 7 and trace it to Form 4797 
(Page 2-22).

SECTION 2:
Corporations
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SCHEdULE G: INFO ON OWNERS
This schedule is triggered if the answer is ‘yes’ to 
Schedule K, Line 4b. (see page 2-11).

Do not be concerned that the combined % is higher 
than 100%. This is because a husband and wife are 
listed as shareholders and they each are shown with 
the combined, indirect % ownership of both.

1125-A: COST OF GOOdS SOLd
Lines 1 & 7: Watch for a dramatic change in inventory. 
Generally, the trend in inventory should mirror the 
trend in sales.

A jump in inventory should usually be accompanied 
by an increase in sales. If not, are they building up 
inventory for expansion? If so, that is tying up cashflow.  

If this trend continues, not all cashflow generated by 
operations may be available for owner comp or to 
the business to service debt unless they are financing 
through borrowing or capital contributed.

1125-E: COMPENSATION OF OFFICERS
Percent of stock owned, compensation and % time 
devoted for each officer. Percentage ownership gives 
you a sense of who has control over cashflow.  

If your borrower is a low % owner, actual wages may 
be the best number to use for cashflow. (Use your 
internal guidelines re: % ownership.  A 25% cutoff is 
common.) 

If this corporation has a fiscal year other than a 
calendar year, the wages reported here may not be 
the same as the wages reported on the Form 1040. 
Investigate only if a significant difference.

On the other hand, a severe drop in inventory could 
signal cashflow problems. Is it a permanent drop? Did 
they have a year-end sale that has been made-up 
in beginning of the year purchases? If not, will it be? 
Is the supplier now closer? Did the company adopt 
“just-in-time” inventory methods that allow it to run on 
lower inventory levels?

Line 3: Will include wages/ payroll taxes/ benefits for 
people working directly on manufacture of product 
(including officers) and subcontractors.

Line 5: May include insurance. Look here if the insurance 
on the other deductions schedule (supporting Pg 1, 
Line 26) does not seem adequate.

The wages will also not be the same as on the 1040 if 
the personal taxable wages were reduced by 401K 
contributions, dependent care benefits or other 
nontaxable items.

If you are looking at personal loans for consumer or 
mortgage lending use wages on the 1040, W-2 Line 5 or 
pay-stub. Just be sure to treat this borrower consistent 
with other wage earners.

This section is not required if receipts are less than 
$500,000.

Part of the officer’s wages may be reported here and 
transferred to 1125-A, Line 3 instead of the front page.

1120, Schedule G, 1125-A, 1125-E  

SECTION 2:
Corporations
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Always look for noncash 
and nonrecurring 
expenses to add back. 
Also consider if insurance 
is adequate.

Nondeducted expenses 
for meals will be on M-1. 
We are not there yet.
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SUPPORTING SCHEdULES: 
Any lines which say ‘attach schedule’ will have a 
supporting schedule after the formal IRS forms.

PAge 1, LIne 26 OTHER dEdUCTIONS
Items reported here simply did not have a line on the 
front page of the 1120. They have been subtracted 
from taxable income on Line 26. Check here for 
nonrecurring items and amortization ($459) to add 
back. Also, be sure they have sufficient insurance.

I do not use this schedule as a source for the 
nondeductible meals adjustment. It is the same 
amount as on the M-1, but there may be additional 
nondeductible items there.

SECTION 2:
Corporations
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4|9  Bailey: W-2

THE SHAREHOLdER’S 1040
I have included the owner’s 1040 first, to show you how 
they information from an S corporation flows into the 
1040 of the owner.

The Baileys have an active interest in both a partnership 
and an S corporation. Their 1040 starts at left. I have 
included just a few of the relevant forms from that 
return. The worksheet packet has AGI method 
and Schedule Analysis method (SAM) worksheets 
completed for this return. If you are not ‘in class’, use 
the worksheets on pages 6 & 7. Follow along.

To do 
Wages...see W-2 Line 5 above. It is also $48,600. 

AGI: No adjustment. 
SAM: Use the $48,600.

Interest...circle and trace to Schedule B.
Rentals, Partnerships, etc...DO NOT use the number 
on the front page, Line 17. It is just a placemarker. 

AGI: Subtract $122,733 (you would add it back if 
it were a loss). 
SAM: Enter zero. 
Both: Circle the number and trace it to Schedule 
E on page 4-11.

SE tax...guidelines vary. 
AGI: I made no adjustment. 
SAM: I subtracted it. Your financial institution may 
do the opposite. Check your guidelines!
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This Sch B lists the partnership and S Corporation but 
does not make it clear the interest is pass-through. 
Often the listing will say ‘Interest from a K-1’ or ‘K-1 
interest expense’. 

We can confirm that on the K-1.

LOW % OWNER:
Exclude pass-through interest and dividends from 
cashflow. The owner did not receive this cash. You will 
determine their actual cashflow by using withdrawals 
and guaranteed payments from their K-1.

HIGH % OWNER:
Choice one...exclude pass-through interest/dividends 
from personal cashflow AND be sure to include it in 
the cashflow of the partnership or S corporation when 
you analyze the source entity.

Choice two... Include it in personal cashflow. After all, 
the owner does have access to it if a high enough %. 
If you do, though, then you cannot add it again when 
you do the 1065 or 1120S analysis. You’ll find it there 

on Schedule K. With this choice you cannot also use 
actual cashflow from a K-1.

CASE STUdy:
We’ll use choice one. AGI method: Subtract the 
$1031 interest ($712 Drug Store and $319 Fishery) from 
cashflow. Schedule Analysis method: Include the $830 
interest from the bank.

TAx-ExEMPT INTEREST 
May be listed here but will always be listed on Page 1, 
Line 8b of the 1040. Use 1040, Line 8b as your source 
for tax-exempt interest. 

The tax-exempt interest on Line 8b may include K-1 
pass-through interest. We will be able to confirm that 
on the K-1 when we review it.

It will be important not to add tax-exempt interest 
at the partnership or S corporation level if you have 
already included the pass-through in the personal 
analysis.

Bailey: 1040 Schedule B

<< Might Say “K-1 Interest” or “Interest from a K-1”.

Note: This software listed the name of the Partnership and 
S Corporation passing through the K-1 interest. Often, it will 
simply say “K-1 Interest” or even “Interest from a K-1”. In either 
case, it is noncash in this 1040 and should not be included in 
recurring personal cashflow. 

If you cannot tell if it is K-1 pass-through or actual payments 
from a company, ask.
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4|11  Bailey: 1040 Schedule E, Page two

nOnPASSIVe = Business income of active general partner or active 
S-Corporation shareholder or active LLC Member (Member-Manager)
While your guidelines are likely to require that you review all K-1 information, 
my guess is that in general the greater likelihood of income or risk of loss is 
on the nonpassive side. 

PASSIvE = Business/investment income if owner isn’t active
Includes Limited Partners and can include LLC Members/SCorp shareholders. 
Generally not guarantors of debt (although they could be) and therefore 
losses limited to investment in the activity.

Passive losses can be misleading, since the real loss may be greater than the 
deductible loss due to passive loss limitations. 

The K-1s least likely to be significant are small passive gains from RE and Oil 
& Gas investments. One of my clients has a guideline that allows ignoring 
income from any K-1 representing less than 10% of cashflow. (They still subtract 
the paper loss, though.)
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Debt List
Equipment List

See Other Deductions Statement

I.R. Ess, CPA
123 Lane Street, Everytown MI 11223

(123) 456-7890

99-9999999
I.R. Ess, CPA
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The front page of the 1120S is similar to the Schedule 
C/F and the front pages of the 1065 and the 1120.  

THE SAME ANALySIS APPLIES:
• Is it a significant source of income or risk for  
 the borrower?
• Consider type of business, gross receipts and  
 total wages to get a feel for the business. What  
 kind of equipment do they have, how old, how  
 much? How long have they been in business?
• Does the corporation generate enough  
 cashflow from operations to service debt? 

      Overview

This only takes a few minutes and gives a quick 
thumbnail sketch of the business.

Pg 2 Sch B Ln 1  If cash basis, be careful drawing 
conclusions from comparison of years. 
Pg 2 Sch B Ln 2  Type of business?
Pg 1 Top  Fiscal or calendar year
Pg 1 Box A  Date of S Corp election. Helps to see if 
initial return is full yr.
Pg 1 Box E  Date incorporated
Pg 1 Ln G/H  Final return... They may have changed 
entity type. If so, you may be looking at a partial 
year and they are still in business.
Pg 1 Ln I  # of shareholders
Pg 1 Ln 1c  Gross receipts
Pg 1 Ln 7  Compensation of officers
Pg 1 Ln 8  Salaries & wages 
Form 1125-A Ln 3  Cost of Labor
Pg 1 Ln 11  How much are the rents?
Pg 1 Ln 13  Interest (need debts...for this case study 
we will use the shortcut described at right.)
Pg 1 Ln 14  Depreciation...Review equipment list if 
attached for size/scope of business and if they are 
replacing as a healthy business would be.

Source of Adjustments:
1. Page One
2. Other Deductions Sch [Ln 19]
3. Sch K [Lns 2-11a]
4. Sch M-1 [Lns 3 & 5]
5. Sch M-2 [Commercial only]

General Cashflow Formula:
Start Line 21 Ordinary Income
Add Line 13 Interest^
Minus Borrower Loan Payments*^
Plus Line 14 Depreciation

Business-only analysis:
Minus M-2, Line 7 Distributions

^ Shortcut for debt... Two choices:
1) To estimate debt after adding back interest: 
    Page 1 Line 13 Interest  ________
    Sch L Line 17, Col (d) +________
    ESTIMATED DEBT PMTS =________

2) OR Do not add back interest and subtract principal  
    (Schedule L, Line 17, Column d).
    
* Debt Coverage: Do not subtract debt.

Additional Line-by-Line Instructions: 
1a. Compare to prior years.
2.  Compare COGS% to prior years.
4.  G/L disposal of assets or business casualty loss. If 
casualty loss, impact on cashflow? Insurance?
9. Decline could mean cashflow problems or new 
equipment.
10.  Bad debts. Accrual basis only. If significant & 
nonrecurring, consider if it is noncash or nonrecurring?
12.  Enough? (10-40% of Line 7)
13.  Add back interest and subtract loan payments. 
14.  Add back depreciation.
17.  Add back if optional.
19.  Trace to supporting schedule. 

O

1120S, Page One
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Bailey’s Fisheries
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4|15  1120S, Page two

SCHEdULE A: COST OF GOOdS SOLd
You must be looking at a 2010 or prior tax return. What 
used to be Schedule A at the top of page two is now 
Form 1125-A. (See page 24 of Section 4).

SCHEdULE B: OTHER INFORMATION
Only five of the 13 items are usually of interest.

Item 1: Cash basis means that income is recognized 
when received and expenses are recognized when 
paid. This is very close to what is happening in their 
checkbook, but may not accurately reflect how much 
their business activity earned them during the year.

For example, if a cash basis company receives 
deposits on contracts in December, but does the work 
in January, the earlier year income will be overstated 
and the later year will be understated.

The biggest problem with this is if the lender thinks the 
business is declining and has concerns about it. 

Before you draw conclusions about declining or 
growing businesses, check Schedule B, Line 1. If it is 
cash basis, you cannot draw a conclusion.

Item 2: Type of business.

Item 4: If this company owns part of another company, 
consider if you need to get the tax return of the 
additional entity. How does this impact your global 
cashflow calculation?

Item 10: If total receipts and assets are less than 
$250,000 you may not have a Schedule L (used for 
the debt shortcut) or an M-1 (used for nondeductible 
expenses and nontaxed income).

Item 11: I love this question. If the answer is yes, you 
have some questions.

SCHEdULE K: SHAREHOLdERS’  
PRO RATA SHARE ITEMS
Prior to 2012, Schedule K started at the bottom of 
Page two for the 1120S. It has now moved to the top 
of page three. 
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Line 16 d: Distributions (both 
cash and property).

Line 16 E: Repayment of 
Loans from Shareholders
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SCHEdULE K-1: SHAREHOLdER’S SHARE 
This is part of the 1120S, not the 1040. It is similar to the 
1065 K-1 and passes thru items of Income, Credits, 
and Deductions to the owner while retaining their 
character.

Question F:
Look here to determine if your borrower/ shareholder 
has enough % ownership to require review of the full 
1120S.

Top of right column: 
Notice if this is the final K-1. If so this is not continuing 
cashflow.

Line 16, Code D:
Distributions of cash in addition to wages are often 
significant and continuing. They may be taking some 

compensation as distributions instead of wages to 
minimize payroll taxes. This may be property.

Line 16, Code e:
This is repayment of loans to shareholders. It represents 
cashflow from the company to the owner.

Some lenders consider that when the loan is paid off, 
the company may simply shift from loan repayment 
to distributions, especially with a 100% owner.

WHERE dId IT GO?
The next page (back of the K-1) is your cheat sheet 
for where these entries end up on a 1040.

See also the Bailey’s 1040 on pages 4-8 through 4-11. 
Finally, the K-1 could flow into a Partnership (1065) , a 
corporation (1120) or another S Corporation (1120S).

1120S: Portion of Schedule K-1, Page two
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SECTION 8: The End
www.LindaKeithCPA.com

PURCHASE THE MANUAL
www.LindaKeithCPA.com
Go to the ‘store’ tab and purchase the full manuals 
including 1040 Analysis and Financial Statement 
Analysis.

Each manual is a stand-alone, self-study resource and 
they are the same manuals used in our in-person and 
virtual training on Global Tax Return Analysis.

SIGN UP FOR vIRTUAL TRAINING
www.LindaKeithPCA.com
Go to the ‘online training’ tab for convenient, best-
of-class tax return analysis training at your place and 
your pace. Includes: 

1. Self-study, 24/7 access to 35 online modules 
covering all tax returns for Business and AgLending
2. The complete digital manuals (both over 
200 pages) on 1040 Analysis and Corporation, 
Partnership and LLCs.
3. Weekly live webinars for real-time Q&A and 
a lesson that spans over all the modules
4. Personal feedback on two case studies, one 
submitted mid-course and one at the end.

Each module is designed to take between 30 and 
45 minutes to complete. You can breeze through or 
slow down, depending on your previous experience 
and learning style.

LENdER’S MONTHLy ‘ASK LINdA’ EMAIL
• Monthly electronic newsletter 
• Features an ‘Ask Linda’ Q&A, upcoming training,  
 tips and advice 
• Incremental learning is the best way to add to  
 your knowledge base
• Subscribe at www.LindaKeithCPA.com

WEBSITE
Site Specific Search
Our website is the most comprehensive resource for 
lender/underwriter analysis questions. Use our site 
specific search to find your answer, whether it is buried 
in articles, the blog or the ‘Ask Linda’ archives.

Ask Linda
She’ll always answer. Give her a week to get back to 
you, because she is likely on the road helping lenders 
say ‘yes’ to good loans.

“I love the step-by-step approach of your 
manuals. you take the numbers and explain 
what they are, why you use them or not,  what 
schedule you look at to find the details of where 
than number came from and how they tie into 
the overall cash flow analysis.”

Dorothy Wenker, Commercial Lender
MidSouth Bank

It’s great to work at my own pace since the 
course allows you to stop, review, and go back 
over items you may not have understood the 
first time around. A very helpful feature!

Linda Wiley, Pacific Western Bank

“Linda has been extremely helpful with various 
questions I have had over the years. If I am ever 
stumped on a question in regards to cash flow, I 
am confident I can go to her and will receive an 
accurate, prompt and friendly response. Linda is 
a fantastic resource to have.”
Ryan Earl, Senior Credit Analyst
Heritage Bank

Call us at 360-455-1569 or go to 
www.LindaKeithCPA.com for great 
resources to help you say ‘yes’ to 
good loans!


