calculating income for mortgage
underwriting worksheet

Calculating income for mortgage underwriting worksheet is a crucial step in
the mortgage application process. Accurate income assessment helps lenders
determine whether a borrower can comfortably afford monthly mortgage payments
and meet other financial obligations. This article will delve into the
methods and considerations involved in calculating income for mortgage
underwriting, providing a comprehensive guide for both borrowers and lenders.

Understanding the Mortgage Underwriting Process

Mortgage underwriting is the process by which a lender evaluates the risk of
lending money to a borrower. This process involves analyzing the borrower’s
financial situation, including credit history, debt-to-income ratio, and
assets. One of the most significant components of underwriting is income
calculation, which directly affects the borrower’s ability to repay the loan.

The Importance of Accurate Income Calculation

Accurate income calculation is essential for several reasons:

1. Risk Assessment: Lenders need to assess the risk associated with a loan.
An accurate income figure helps in determining the borrower’s ability to
repay the mortgage.

2. Loan Amount Determination: The calculated income influences how much money
a lender is willing to loan. Higher incomes may qualify for larger loans.

3. Debt-to-Income Ratio (DTI): This ratio is a critical factor in mortgage
approval. DTI compares a borrower’s monthly debt payments to their gross
monthly income. An accurate income figure is wvital for calculating DTI.

4. Regulatory Compliance: Lenders must comply with various regulations that
require a thorough assessment of a borrower’s financial situation, including
income verification.

Types of Income to Consider

When calculating income for a mortgage underwriting worksheet, it is
essential to consider various sources of income. Each source may have
specific documentation requirements and methods of calculation.

1. Salary and Wages

For salaried employees, the most straightforward income calculation involves
their gross monthly salary. Here’s how to calculate it:

— Step 1: Obtain the borrower’s annual salary.
— Step 2: Divide the annual salary by 12 to get the gross monthly income.



For hourly employees, the calculation involves:

— Step 1: Determine the average number of hours worked per week.

— Step 2: Multiply the weekly hours by the hourly wage.

— Step 3: Multiply the weekly income by 52 (weeks) and then divide by 12 to
find the gross monthly income.

2. Bonuses and Commissions

Bonuses and commissions are variable income sources that require careful
consideration. Lenders typically look at the average of these incomes over a
specified period.

- Step 1: Gather documentation for bonuses and commissions over the last two
years.
- Step 2: Calculate the average monthly amount.

It is crucial to ensure consistency in earning bonuses or commissions, as
lenders may require evidence that this income is likely to continue.

3. Overtime Pay

Overtime pay can significantly boost a borrower’s income. To include overtime
in the income calculation:

— Step 1: Collect documentation for overtime hours worked over the past two
years.
- Step 2: Calculate the average monthly overtime income.

Consistent overtime is often required to qualify this income, as lenders want
assurance that it will continue.

4. Rental Income

Rental income from investment properties can also contribute to a borrower’s
income calculation. Here’s how to assess it:

- Step 1: Gather rental agreements and tax returns that report rental income.
— Step 2: Calculate the gross rental income received.

— Step 3: Subtract any ongoing expenses related to the rental property (like
property management fees, maintenance, and taxes) to determine the net rental
income.

Lenders often apply a vacancy factor (usually around 25%) to account for
potential periods without tenants.

5. Self-Employment Income

Calculating income for self-employed individuals can be more complex. Lenders
typically require:



- Two years of personal and business tax returns.
- Profit and loss statements for the current year.

To calculate income:
- Step 1: Average the net income reported on the tax returns over two years.

- Step 2: If applicable, add back non-cash deductions (like depreciation) to
the average income.

6. Other Sources of Income

Other income sources may include alimony, child support, Social Security
benefits, or pension payments. To include these in the calculation, follow
these steps:

— Step 1: Document the income source with court orders, benefit statements,
or other official documents.

— Step 2: Verify the amount and ensure it is likely to continue for at least
three years.

Documenting Income for Underwriting

Lenders require detailed documentation to verify the income reported by
borrowers. The following documents are typically needed:

e Pay stubs (last 30 days)

e W-2 forms (last two years)

e Tax returns (last two years)

e Bank statements (last two months)

e Profit and loss statements (for self-employed borrowers)

e Rental agreements or leases (for rental income)

It’s important for borrowers to organize their financial documents to
expedite the underwriting process.

Calculating the Debt-to-Income Ratio

Once income has been calculated, the next step is determining the Debt-to-
Income (DTI) ratio. This ratio helps lenders gauge a borrower’s ability to
manage monthly payments and repay debts.



How to Calculate DTI

1. Total Monthly Debt Payments: Add up all monthly debt obligations,
including:

- Mortgage payment (principal, interest, taxes, insurance)

- Car loans

— Student loans

— Credit card payments

— Any other monthly debts

2. Gross Monthly Income: Use the total gross income calculated earlier.

3. DTI Calculation: Divide the total monthly debt payments by the gross
monthly income and multiply by 100 to get the percentage.

\ [

\text{DTI} = \left( \frac{\text{Total Monthly Debt Payments}}{\text{Gross
Monthly Income}} \right) \times 100

\1

For example, if a borrower has a total monthly debt payment of $3,000 and a
gross monthly income of $6,000:

\ [
\text{DTI} = \left( \frac{3000}{6000} \right) \times 100 = 50\%
\]

DTI Guidelines

While DTI guidelines can vary by lender, a general rule of thumb for
conventional loans is:

— Front-End DTI: Should not exceed 28% (the percentage of gross income that
goes toward housing expenses).
- Back-End DTI: Should not exceed 36% (the percentage of gross income that
goes toward all monthly debts).

Conclusion

Calculating income for a mortgage underwriting worksheet is a detailed
process that requires careful consideration of various income sources,
documentation, and adherence to lender guidelines. Both borrowers and lenders
must ensure that income calculations are accurate to facilitate a smooth
underwriting process and ultimately secure a mortgage. By understanding the
complexities of income calculation, borrowers can better prepare themselves
for the mortgage application process, while lenders can make informed
decisions that balance risk with opportunity.

Frequently Asked Questions



What is the purpose of an income calculation in a
mortgage underwriting worksheet?

The purpose of an income calculation in a mortgage underwriting worksheet 1is
to assess a borrower's ability to repay a mortgage loan by analyzing their
income sources, stability, and consistency.

What types of income should be considered when
calculating total income for mortgage underwriting?

Types of income to consider include salary, wages, bonuses, overtime,
commissions, rental income, alimony, child support, and any additional
sources such as self-employment income or investment returns.

How do underwriters verify self-employment income on
the worksheet?

Underwriters typically verify self-employment income by reviewing tax
returns, profit and loss statements, bank statements, and other documentation
that reflects the business's financial health.

What is the difference between gross income and net
income in mortgage calculations?

Gross income refers to the total earnings before any deductions, while net
income is the amount remaining after taxes and other deductions are taken
out. Mortgage calculations usually consider gross income.

How many years of income documentation is typically
required for mortgage underwriting?

Most mortgage underwriters require at least two years of income
documentation, such as W-2 forms for salaried employees and tax returns for
self-employed individuals.

What role do deductions play in calculating income
for mortgage underwriting?

Deductions can impact the net income calculation but typically are not
included in gross income assessments for underwriting. Underwriters focus on
gross income to determine borrowing capacity.

Can non-taxable income be included in the income
calculation for mortgage underwriting?

Yes, non—-taxable income, such as certain disability payments or child
support, can be included in the income calculation, but it may require
additional documentation to prove its stability.

What are common issues that can arise during income



calculation for underwriting?

Common issues include discrepancies in documentation, inconsistent income
history, inadequate proof of additional income sources, or failing to account
for recent changes in employment.

How do underwriters handle fluctuating income in
their calculations?

Underwriters often average fluctuating income over a specified period,
typically the last 24 months, to account for variability and ensure a more
accurate assessment of the borrower's financial stability.
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