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Analyzing Personal Financial Statements and Tax Returns

From: !e Risk Management Association (RMA)

Re: Analyzing Personal Financial Statements and Tax Returns course

DEAR PARTICIPANT:
Welcome to RMA’s Analyzing Personal Financial Statements and Tax Returns course. Prior to the course, please:

Read the attached article titled Live and Let Live. Please note any questions you may have about the reading and bring them 
with you to the class. You should also bring a calculator to class.

With this letter, you will receive a link to a set of Excel worksheets that you can download and use on the job after you have 
completed the course. !e worksheets are built around the current year tax forms and will perform all the calculations once 
you have entered all the appropriate data from the tax return.
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Analyzing Personal Financial Statements and Tax Returns

PERSONAL TAX RETURNS AND CASH FLOW
Personal !nancial statements and customer interviews can provide valuable information concerning the customer’s assets, 
liabilities, and net worth. However, these documents provide only partial information concerning cash "ow, the primary 
source of loan repayment.

Fortunately, the information contained in tax returns is presented on the cash accounting basis. By using this information, 
analysts can estimate personal cash "ow. #is course outlines a systematic approach to estimating cash "ow, which entails 
proceeding through the tax return on a form-by-form basis. In addition, while some individuals may overstate their 
situations on personal !nancial statements and loan applications, the overstatement of tax- able income is less common. #e 
cash "ow estimation process is fast and in most cases, is reasonably accurate.

While estimating personal cash "ow requires a basic understanding of the tax system and structure of the various forms, the 
estimation process does not require a tax expert. Analysts concentrate on the major items and ignore less likely possibilities.

#e precourse assignment is for you to read the article “Live and Let Live” which was published in the RMA Journal in 
February 2014. #e purpose is to prepare you for the discussion that will take place in class on estimating “other personal 
living expenses” when doing a personal cash "ow analysis.
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As an enlightened lender, you want to leave borrowers 
with enough cash flow to cover their living expenses. 
Here’s how to determine what’s fair and reasonable.

BY DEV STRISCHEK

LIVE 
AND LET LIVE

Estimating a Realistic Living Expense 
for Global Debt Service Coverage

The OCC, which issued the above guidance, and its 
sister agencies worry that bankers might overestimate 
repayment ability by failing to accurately assess both 
cash flow and debt service. Accuracy, in turn, depends 
on the assumptions made for key variables that determine 
global debt service coverage: the stability of cash income, 
eligibility for and the rate of taxation, amortization of 
principal and interest, and the reasonableness of borrower 
and guarantor living expenses. 

This article addresses the last factor—how much of a 
living expense allowance should be granted to prospective 
borrowers and guarantors. Clearly, subjectivity is inherent 
in setting any allowance and determining its vulnerability 
to economic forces. W. C. Fields lamented this vulner-
ability when he remarked, “The cost of living has gone 
up another dollar a quart.”  

Let’s begin with a sober discussion of GDSC basics.

Global Debt Service Coverage Ratio: The Cover-up
The debt service coverage (DSC) ratio is intended to 
measure whether a prospective borrower generates 
enough cash flow to cover debt obligations. Accordingly, 
the ratio’s numerator is usually the borrower’s available 
cash income, which is then compared to the denominator’s 
aggregate principal and interest payments.  

To globalize DSC, we need to take into account anyone 
else who might benefit from association with the borrower 
and who is willing and able to contribute cash to repay-
ment. These potential cash contributors are typically the 
owners, and bankers customarily pierce the corporate veil 

LEE IACOCCA ONCE boasted, “We at Chrysler borrow money 
the old-fashioned way. We pay it back.” This reference to 
a pair of the Five Cs of Credit—capacity and character—
serves as a reminder to bankers of how crucial repayment 
is to our industry’s health and success.  

As we continue to develop and test more powerful 
repayment vehicles, another sponsor in the race for the 
ultimate global debt service coverage (GDSC) machine 
is the regulatory community:1

Cash flows should be assessed on a global ba-
sis. Global cash-flow analyses can be complex and 
may require integrating cash flows from business 
financial statements, tax returns and Schedule K-1 
forms for multiple partnerships, limited liability 
companies (LLCs) and corporations. The analysis 
should consider required and discretionary cash 
flows from all activities and banks should under-
stand any actual or contingent liabilities and their 
potential effect on repayment capacity. The analysis 
should focus on recurring cash flows and anticipated 
capital gains when income has been shown to be 
historically capital-gain dependent. Realistic projec-
tions of such expenses as personal debt payments, 
property and income taxes, and living expenses 
should be considered. Bank management should 
ensure comprehensive global cash-flow analyses are 
performed despite the presence of significant liquid 
assets, as those assets may be needed to fund other 
actual or contingent liabilities and other cash flow 
shortfalls.  
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by requiring the borrowing entity’s owners to guarantee 
the debt. Of course, if the owners do not guarantee fully 
and unconditionally, their income and assets logically 
cannot be counted.2  

Further refinement of this ratio usually raises debate 
about adjustments to the numerator’s income or the de-
nominator’s debts. Most observers prefer to keep the de-
nominator’s debt pristine—by including only the principal 
and interest payments from both existing and proposed 
debt—and to relegate taxes, capital expenditures, and 
other expenses to the numerator, where they are usually 
deducted from gross cash flows to render a net cash flow 
available to pay debt.3  

Consequently, the available net cash flows of many 
privately held firms often reflect cash after deduction of 
owners’ compensation. If the owners are guarantors, then 
their compensation is theoretically available for repayment 
of any debts guaranteed. However, lenders do not want to 
be accused of beggaring their borrowers and guarantors, 
so the decent thing to do is allow them enough cash flow 
to live long enough to repay their debts. In fact, a sentence 
from this article’s opening quote suggests that the OCC 
expects living expenses to be taken into account:4

Realistic projections of such expenses as personal debt 
payments, property and income taxes, and living expenses 
should be considered.

A typical list of living expenses usually includes the 
basics: food, rent, utilities, clothing, and other necessities. 
But what are “realistic projections” for living expenses? 
Are there reliable statistics on which to estimate realistic 
living expenses?

Living Expenses: Let Us Count the Ways
If a lender’s philosophy is that all of the owners’ cash 
flow is available for debt service, then there is no point 
in reading any further. Most lenders recognize that 
confiscating all of an owner’s cash flow to repay bank 
debt is counterproductive; the owner literally has nothing 
left to live on or to live for. Nevertheless, the methodology 
ought to be consistently and equitably applied so that 
the lender is not treating one borrower more generously 
than another. 

Rules of thumb. A casual perusal of various living 
expense rules-of-thumb reveals considerable differences 
from one bank to another. The rules are made all the more 
difficult to compare because of imprecise definitions of 
cash flow income, and no validation of the numbers is 
suggested:5 
UÊ f£ä]äääÊ v�ÀÊ «À��>ÀÞÊ ��`�Û�`Õ>�Ê >�`Ê fx]äääÊ «iÀÊ

dependent.
UÊ fÓx]äääÊ«�ÕÃÊfÈ]xääÊ«iÀÊ`i«i�`i�Ì°
UÊ £x¯Ê�vÊ>Û>��>L�iÊV>Ã�Êy�Ü°

UÊ Óä¯Ê�vÊ«iÀÃ��>�ÊV>Ã�Êy�ÜÊLiv�ÀiÊ`iLÌÊÃiÀÛ�Vi°
UÊ Óx¯Ê�vÊ>`�ÕÃÌi`Ê}À�ÃÃÊ��V��i]Ê�ÀÊf£Ó]äääÊv�ÀÊº��À�>�Ê

living expenses.” 
UÊ {Î¯Ê�/�\Ê/�iÊ
��ÃÕ�iÀÊ���>�V�>�Ê*À�ÌiVÌ���Ê	ÕÀi>ÕÊ

defines a qualified mortgageÈ as having no higher than a 
{Î¯Ề iLÌ�Ì����V��iÊÀ>Ì��]ÊÃ�ÊÌ�iÊ�i�`iÀÊ��}�ÌÊ>ÃÃÕ�iÊ
Ì�>ÌÊ{Î¯Ê�vÊÌ�iÊ�Ü�iÀ½ÃÊ>`�ÕÃÌi`Ê}À�ÃÃÊ��V��iÊ���®7 is 
available for personal debt service—principal, interest, 
real estate taxes, and insurance on residential housing 
`iLÌp�i>Û��}ÊxÇ¯Ê�vÊÌ�iÊL�ÀÀ�ÜiÀ½ÃÊ��V��iÊÌ�ÊLiÊÕÃi`Ê
to pay personal income taxes and cover living expenses. 
If personal taxes—federal, state, social security, Medi-
V>ÀipV��ÃÕ�iÊÎÓ¯Ê�vÊ��V��i]8ÊÓx¯ÊÀi�>��ÃÊv�ÀÊ��Û��}Ê
expenses, discretionary purchases, and savings.9 

Statistical evidence. Is there a way to determine what 
amount of income or living expense is too much or too 
little? The answer is yes. A number of government sources 
maintain statistics on personal expenses for food, clothing, 
health care, housing, and transportation. For example, the 
IRS compiles living expense data from other agencies as 
part of its efforts to establish living expense ceilings in 
its tax audits. If the tax return is used to validate income, 
why not use the IRS statistical base for living expenses? 

Necessary expenses.£ä Table 1 discloses current IRS 
national standards for five “necessary expenses”—food, 
housekeeping supplies, apparel and services, personal 
care products and services, and miscellaneous items—for 
various-sized taxpayer families. 

The standards for these five categories are derived from 
the Bureau of Labor Statistics (BLS) Consumer Expendi-
ture Survey and are defined as follows:

Table 1
National Standards for Necessary Living Expenses

Monthly Necessary 
Living Expenses ($) One Person Two Persons Three Persons Four Persons

Food $315 $556 $645 $777

Housekeeping supplies $30 $66 $65 $74

Apparel and services $88 $162 $209 $244

Personal care products 
and services $34 $60 $64 $70

Miscellaneous $116 $209 $251 $300

Total $583 $1,053 $1,234 $1,465
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UÊ Food includes food at home and food away from home. 
Food at home refers to the total expenditures for food 
purchased from grocery stores or other food stores. It 
excludes the purchase of nonfood items. Food away 
from home includes all meals and snacks—including 
tips—at fast-food, take-out, delivery, and full-service 
restaurants.

UÊ Housekeeping supplies include laundry and cleaning sup-
plies, stationery supplies, postage, delivery services, 
miscellaneous household products, and lawn and gar-
den supplies.

UÊ Apparel and services include clothing, footwear, mate-
rial, patterns and notions for making clothes, altera-
tions and repairs, clothing rental, clothing storage, dry 
cleaning and sent-out laundry, watches, jewelry, and 
repairs to watches and jewelry.

UÊ Personal care products and services include products for 
the hair, oral hygiene products, shaving needs, cosmet-
ics and bath products, electric personal care appliances, 
and other personal care products.

UÊ The miscellaneous allowance is for expenses taxpayers 
may incur that are not included in any other allowable 
living expense items. Taxpayers can use the miscel-
laneous allowance to pay for expenses that exceed the 
standards, or for other expenses such as credit card 
payments, bank fees and charges, reading material, and 
school supplies.

Health care expenses.11 Next, the IRS offers data on 
per-person health care expenses, based on Medical Expen-
`�ÌÕÀiÊ*>�i�Ê-ÕÀÛiÞÊ`>Ì>]Êv�ÀÊ>��Ê�ÕÌ��v�«�V�iÌÊiÝ«i�ÃiÃ°Ê
These out-of-pocket expenses include medical services, 
prescription drugs, and medical supplies (eyeglasses, 
V��Ì>VÌÊ�i�ÃiÃ]ÊiÌV°®°Ê*À�Vi`ÕÀiÃÊÃÕV�Ê>ÃÊ«�>ÃÌ�VÊÃÕÀ}iÀÞÊ
or elective dental work are generally excluded. Table 2 
shows the out-of-pocket standard amounts for health care 
expenses allowed in addition to the amount taxpayers pay 
for health insurance.

Transportation costs.12 The transportation stan-
dards for taxpayers with a vehicle consist of two parts: 
nationwide figures for monthly loan or lease payments 
(referred to as ownership costs) and additional amounts 
for monthly operating costs. The operating costs include 
maintenance, repairs, insurance, fuel, registrations, li-
censes, inspections, parking, and tolls. These standard 
amounts do not include car tags or personal property 
taxes for vehicles.  

The ownership costs in Table 3(a) cover the monthly 
allowances for the lease or purchase of up to two automo-
biles. In addition to ownership costs, a taxpayer is allowed 
operating costs based on region and metropolitan area as 
shown in Table 3(b) below. There is a single nationwide 
allowance for public transportation based on BLS expen-
diture data for mass transit fares. 

The data for the operating costs section of the trans-
portation standards is provided by census region and met-
ropolitan statistical area (MSA). Samples of a few MSA 
cities in the South region are included. There are more 
listed on the IRS site, so it’s possible to go deeper than the 
regional data. If the taxpayer does not reside in an MSA, 
one of the regional standards can be used. 

Housing.13 The housing and utilities standards are 
derived from the U.S. Census Bureau’s American Com-
munity Survey and BLS data, by state and county level. 
The standard for a particular county and for family size 
includes housing and utility costs allowed for a taxpayer’s 
primary place of residence. 

Table 2
Out-of-Pocket Standard Amounts 

for Health Care Expenses
Monthly Individual Health Care Expenses Out-of-Pocket Costs ($)

Under 65 $60

65 and older $144

Table 3
Monthly Transportation Costs ($)

3(a)-National Monthly Public Transportation Costs 182

3(b)-Ownership Costs One Car Two Cars

National 517 1,034

3(c)-Operating Costs One Car Two Cars

Northeast Region 278 556

Midwest Region 212 424

South Region 244 488

     Atlanta 256 512

     Dallas-Ft. Worth 277 554

     Miami 346 692

     Washington, D.C. 277 554

West Region 236 472
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Housing and utilities standards include mortgage or 
rent, property taxes, interest, insurance, maintenance, 
repairs, gas, electric, water, heating oil, garbage collec-
tion, residential telephone service, cell phone service, 
cable television, and Internet service. The tables include 
categories for one, two, three, four, and five or more per-
sons in a household. The counties in Table 4 are part of 
the Atlanta MSA. 

Compiling the IRS Data to Estimate Living Expenses and 
Debt Service Capacity
Let’s assemble all this IRS data into an estimate of 
monthly living expenses for Rhett and Starlett O’Hara, 
owner-guarantors of sweet potato processor Tararoot 

�À«�À>Ì���]Ê>�`ÊÌ�i�ÀÊÌÜ��Ê`>Õ}�ÌiÀÃ]Ê9>��Ê>�`Ê*��]Ê
living in Marietta, Cobb County, Georgia.

Whether to use taxable income or adjusted gross income 
in the GDSC calculation is beyond the scope of this article. 
For readers seeking more perspective on GDSC, the refer-
ence section following this article provides several RMA 
Journal articles on the topics of repayment ability, cash flow 
measures, the debt-to-income ratio, and global debt service. 

However, using taxable income instead of AGI does 
double-count some living expense items. Schedule A of 
Ì�iÊ�,-Ê��À�Ê£ä{äÊ��V�Õ`iÃÊ`i`ÕVÌ���ÃÊv�ÀÊÃÌ>ÌiÊ��V��iÊ
taxes, sales taxes, real estate taxes, personal property 
taxes, and mortgage interest expense already accounted 
for in Table 3’s transportation data and Table 4’s housing 
statistics. To avoid double-counting, AGI users may want 
to consider adding back some or all of the borrower’s 
itemized deduction total.

Reasonableness
Clearly, the underwriter, the lender, and the approver have 
to decide what is reasonable for their organization. But 
the advantage of the approach outlined here is that the 
required data is readily available on government sites and 
maintained regularly, so it provides one way to validate 
an absolute dollar estimate for living expenses. 

The dollar estimate is also more equitable because it 
avoids the bias of computing living expense as a percentage 
of income and therefore awarding wealthier borrowers 
and guarantors more living expense dollars than poorer 
borrowers and guarantors.  

Once the organization’s credit decision-makers reach 
consensus, the responsibility for maintaining the liv-
ing expense allowance should be assigned to one of the 
consensual groups. The underwriting team is typically 
charged with the maintenance responsibility, and loan 
review is usually expected to evaluate periodically the 
currentness of the data and consistent, accurate applica-
tion of the allowance process. Other suggested guidance 
for the allowance includes the following:14 
UÊ ��«�i�i�ÌÊ>ÊL>���Ü�`i]ÊÃÌ>�`>À`Ê��-
Êv�À�Õ�>ÊÌ�>ÌÊ

employs the living expense allowance.
UÊ ,iµÕ�ÀiÊ��i�Õ«Ê>««À�Û>�ÊV��VÕÀÀi�ViÊvÀ��ÊÌ�iÊ��À�>�Ê

approver’s superior) of any request to override the al-
lowance data.

UÊ �>ÛiÊÌ�iÊÕ�`iÀÜÀ�Ì��}ÊÌi>�ÊÕ«`>ÌiÊÌ�iÊ��Û��}ÊiÝ«i�ÃiÊ
component at least annually.

UÊ �>�iÊ�ÌÊ>ÊÀiµÕ�Ài�i�ÌÊÌ�>ÌÊÌ�iÊÃi���ÀÊ�i�`iÀÊ>�`ÊÌ�iÊ
chief credit officer (or their respective designees) re-
view and approve any change to the living expense 
allowance.

Conclusion
A child of the Great Depression, comedian Jackie Mason 
once lamented, “I have enough money to last me the rest 
of my life, unless I buy something.” To avoid putting bank 
clients in Mr. Mason’s predicament, we bankers need to 
be thoughtful and fair in how we construct the living 
expense component of GDSC. 

This article offers one blueprint for building and 
maintaining a framework to calculate an equitable and 
consistent living expense estimate for use in calculating 

Table 4
Monthly Housing Costs ($)

County

Housing and 
Utilities for 

a Family 
of 1

Housing and 
Utilities for 

a Family 
of 2

Housing and 
Utilities for 

a Family 
of 3

Housing and 
Utilities for 

a Family 
of 4

Housing and 
Utilities for 
a Family of 
5 or more

Cobb 1,610 1,891 1,993 2,222 2,258

DeKalb 1,554 1,825 1,923 2,144 2,179

Fayette 1,795 2,108 2,221 2,476 2,516

Fulton 1,823 2,141 2,256 2,515 2,556

Table 5
Estimate of Monthly Living Expenses

Living Expense Estimate Monthly Expenses ($) Source

Necessary living expenses 1,465 Table 1, family of 4

Health care – out of pocket 240
Table 2, under 65 ($60/
person x 4 people = $240)

Transportation – ownership 1,034 Table 3, 2 cars

Transportation – operating costs 512 Table 3, Atlanta

Housing 2,222 Table 4, Cobb County

Total monthly living expenses 5,473
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GDSC. The scope here has been narrowed to determin-
ing a reasonable estimate of living expenses. Some bank-
ers may prefer a simpler percentage of income or dollar 
amount, while others may choose to adopt some form of 
this article’s approach. 

Regardless, the guiding principles ought to be accuracy, 
currentness, consistency, and fairness. Accuracy and cur-
rentness are ensured when a living expense estimate is 
built on statistically valid data that is updated periodi-
cally. And a standard GDSC formula used throughout the 
bank ensures consistency as well as comparability among 
transactions.  

Finally, a hard-dollar measure protects poorer clients 
from being shortchanged on living expenses compared 
to higher-income borrowers and guarantors. After all, 
man (and that includes our clients) does not live by 
bread alone. Let’s sandwich some meat into our GDSC 
calculations. �

ss
Dev Strischek is senior vice president and senior credit policy officer, SunTrust Banks, 
Atlanta, Georgia. He is also a member of The RMA Journal Editorial Advisory Board. He 
can be reached at dev.strischek@suntrust.com. 

Notes 
1.  “Commercial Real Estate Lending,” Comptroller’s Handbook, Office of 

the Comptroller of the Currency, August 2013. Available at http://
www.occ.gov/publications/publications-by-type/comptrollers-
handbook/realcon.pdf.

2.  Carla C. Whitlock and Dev Strischek, “Guarantor Policy: Satisfaction 
Guaranteed,” The RMA Journal, March 2011. 

3. Dev Strischek, “E-B-I-T-D-A Doesn’t Spell Cash Flow,” The RMA 
Journal, November 2001.

4.  “Commercial Real Estate Lending,” op. cit.
5.  These suggestions were offered in April 2012 on LinkedIn’s Credit/

Risk Management site in response to a request from a banker asking 
for “ideas on what other bankers are using when estimating living 
expenses when underwriting a commercial borrower.”   

6. A qualified mortgage requires the lender, among other things, to 
validate the mortgagee’s ability to repay. For further details, go 
to http://www.consumerfinance.gov/regulations/ability-to-repay-
and-qualified-mortgage-standards-under-the-truth-in-lending-act-
regulation-z/.

7. Remember that the IRS Form 1040 subtracts from the taxpayer’s 
total income a number of items—alimony paid, student loan inter-
est, tuition, etc.—to arrive at AGI. The primary items subtracted 
from AGI to calculate taxable income are the standard deduction 
or itemized deductions and a 
number of tax credits.  

8. The 2013 tax brackets reflect 
a 28% tax rate on married and 
filing jointly (MFJ) taxpayers 
reporting taxable income 
(TI) between $146,401 and 
$223,050 and a 33% tax rate 
on TI between $223,051 and 
$398,350. A 32% assumption 
should be sufficient to cover 
most business borrowers. 
The table at right summarizes 
2013 MFJ tax rates.

9.  John Barrickman and Christine Curso, “Only Cash Pays Loans:    
 Let Us Count the Ways to Measure Cash Flow, Part 2,” The RMA  
 Journal, May 2013.

10. The IRS national standards for “necessary expenses” are available at  
  http://www.irs.gov/Businesses/Small-Businesses-&-Self-Employed/ 
  National-Standards:-Food,-Clothing-and-Other-Items.

11.The IRS health care standards are available at http://www. 
irs.gov/Businesses/Small-Businesses-&-Self-Employed/
National-Standards:--Out-of-Pocket-Health-Care.

12. The IRS transportation standards are available at http://www. 
irs.gov/Businesses/Small-Businesses-&-Self-Employed/
Local-Standards:-Transportation.

13. The IRS housing standards are available at http://www.
irs.gov/Businesses/Small-Businesses-&-Self-Employed/
Local-Standards:-Housing-and-Utilities.

14. For a fuller explanation of “one-up approval” and “designee,” see 
Marge Jaketic and Dev Strischek’s “Total Credit Exposure: It All Adds 
Up,” The RMA Journal, December 2009-January 2010.
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Taxable Income ($) Tax 
RateFrom To

0 17,850 10%

17,851 72,500 15%

72,501 146,400 25%

146,401 233,050 28%

223,051 398,350 33%

398,351 450,000 35%

Over $450,000 39.6%


