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Chapter 9: Deductions 

Overview 

The Tennessee business tax statutes and regulations allow taxpayers to make various 
deductions that ultimately reduce their tax liability. Deductions differ from exemptions in 
that they must be reflected on the business tax return as amounts deducted from total gross 
sales. Most of these deductions are provided in Tenn. Code Ann. § 67-4-711.  
 

1. Cash Discounts  

Taxpayers may deduct cash discounts allowed and taken on sales from their business tax 
base.1 For example: 
 

 A taxpayer offers its vendors cash discounts on credit sales to accelerate collections. 
The cash discount is indicated on the customer invoice as follows—2/10, net 30—
indicating that the customer will receive a 2% discount if it pays the invoice within 10 
days; otherwise, payment is due within 30 days. On a $5,000 credit sale for which the 
customer takes the cash discount, the discount is calculated as follows: 

 
Gross credit sale 5,000$    
Less: cash discount (100)$      (gross credit sale X 2%)
Net credit sale 4,900$    subject to business tax

 
All taxpayers that claim a cash discount, or any of the deductions outlined below from their 
gross sales, must maintain invoices and other documents to substantiate their claims to 
such deductions; otherwise, the deductions will be disallowed.2 
  

2. Returned Items  

Taxpayers may deduct from their gross sales proceeds from returned items, if refunded 
to the customer in cash or credit.3 If a taxpayer gives credit to a customer for items that 
the customer voluntarily returns, or the taxpayer gives a credit or allowance to a customer 
as an adjustment (or otherwise) for a given sale, whether or not the property is returned, 
the amount of credit or allowance actually given or credited to the customer's account may 
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be deducted from the gross sales subject to business tax.4 For example: 
 

 A taxpayer sells an appliance to a customer for $250. The customer later returns 
the appliance, stating that it is faulty, and requests a refund. The taxpayer issues 
the customer a refund by crediting the customer’s credit card. The taxpayer may 
deduct the sale proceeds for this returned item from its gross sales. 
 

3. Trade-In Allowances  

Taxpayers may deduct the amount allowed as trade-in value for any article sold.5  
 
When an item of tangible personal property is taken in trade as a credit or partial payment 
on the sale of new or used articles, business tax is calculated on the difference between the 
sales price of the new or used article sold and any credit actually given for the used article 
accepted in the trade.6 For example: 

 A customer purchases a new car from the taxpayer for $30,000. As part of this 
transaction, the customer trades in its used car for which the taxpayer gives the 
customer a trade-in value of $9,000. The taxpayer will report on its business tax return 
the gross sale of $30,000 and then take a deduction for the $9,000 trade-in value. 

 
A credit will not be allowed for trade-ins unless the item traded is of a like kind and character 
of that which is purchased and indicated as a trade-in by model and serial number, where 
applicable, on an invoice given to the customer.7 
 

4. Repossessed Goods  

Taxpayers may sell items of tangible personal property, such as motor vehicles, and provide 
financing for the sale with a security agreement. Under the security agreement, the taxpayer 
retains a security interest in the property until it is paid in full. If the purchaser defaults on the 
required payments, the dealer may repossess the property. When a taxpayer repossesses 
property that is sold pursuant to the terms of a security agreement, the taxpayer may take a 
deduction for the difference between the remaining amount due on the selling price of the 
repossessed property and $500.8 
 
Of the unpaid balance due on the repossessed property, only the amount that constitutes 
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principal is eligible for this deduction; amounts that constitute interest, carrying charges, or 
similar charges cannot be deducted.9 Also, amounts that constitute sales and use tax, late fees, 
repossession fees, towing fees, or any other fees that are added after the original sale may not 
be deducted. Taxpayers claiming this deduction must maintain adequate documentation to 
substantiate the sale and subsequent repossession of the item(s) in question; this 
documentation should include the following: 
 

 Identity of the parties and items involved; 
 

 Dates of the sale and repossession; 
 

 Amount of original purchase price subject to business tax; 
 

 Terms of the security agreement (recourse/nonrecourse, repayment schedule); 
 

 Detailed list of amounts paid (including down payment, principal, and interest); and 
 

 Itemized list of charges that comprise the outstanding balance of the loan (including 
the unpaid principal balance). 

 
The repossession deduction is available only if the taxpayer holds the note or has transferred 
the note with recourse to another entity. Recourse means that the entity receiving the note 
(generally a financial institution) has the right to demand payment from the taxpayer that 
made the sale. If the sales contract goes into default, the financial institution returns the 
financed item to the dealer. The dealer is required to reimburse the finance company for the 
unpaid portion of the loan and pay any other fees incurred by the purchaser, such as 
additional interest, late fees, repossession fees, etc. If the taxpayer transfers the note without 
recourse to another entity, neither the taxpayer nor the other entity would be entitled to claim 
the deduction. 
 
If a bank or other financial institution purchases a contract without recourse from a taxpayer, 
relating to tangible personal property sold by the taxpayer under a security agreement or 
other title-retained instrument, said bank/financial institution may not take any deduction or 
credit for any unpaid balances remaining due on such contract following repossession of the 
property or any action to enforce the lien.10 In this instance, the taxpayer would not be eligible 
for the deduction either. 
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Example – Repossession Deduction 

A car is sold for $5,000 and financed by the taxpayer. The customer defaults on the note after 
remitting a $500 down payment and an installment payment of $2,500 ($500 of this payment 
is for interest). The taxpayer also charged the customer a $100 doc fee and business tax of 
$15.30. On the taxpayer’s books, the customer’s account appears as follows: 
 

 
The repossession deduction permitted for business tax purposes is calculated as follows: 

Sales price (excluding sales tax) 5,115.30$      
Less: down payment (500.00)$        
Less: payment on principal (2,000.00)$     

Unpaid principal 2,615.30$      
Less: statutory deduction (500.00)$        

Repossession deduction 2,115.30$     

 

Base price of automobile 5,000.00$      
Doc fee 100.00$         
Business tax 15.30$            
State sales tax 358.08$         
Local sales tax 44.00$            
State single article 44.00$            
Total sales price plus tax 5,561.38$      

Down payment 500.00$         
Installment payment 2,500.00$      ($500.00 applied to interest)

Loan amount 5,061.38$      (Total sales price less down payment)
Payment on principal (2,000.00)$     (Installment payment less interest)
Late fees 250.00$         
Towing fees 100.00$         
Balance owed per taxpayer's records 3,411.38$      

 Audit Tip: The auditor should verify that the amount of the deduction does 
not exceed the amount of gross sales originally reported from the sale. If a 
previously financed amount is combined with a current sale on a security 
agreement, only the amount that applies to the repossessed item qualifies 
for the deduction. 
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5. Subcontractor Payments  

Contractors may deduct from their business tax base amounts actually paid during the 
business tax period to a subcontractor that holds a business license, or who is licensed by the 
state board for licensing contractors, for performing the activities described in Tenn. Code 
Ann. § 67-4-708(4)(A):  
 

Persons receiving compensation from rendering exterminating services, from 
installing personal property, from constructing, building, erecting, repairing, grading, 
excavating, drilling, exploring, testing, or adding to any building, highway, street, 
sidewalk, bridge, culvert, sewer, irrigation or water system, drainage, or dredging 
system, levee or levee system or any part thereof, railway, reservoir, dam, power 
plant, electrical system, air conditioning system, heating system, transmission line, 
pipeline, tower, dock, storage tank, wharf, excavation, grading, water well, any other 
improvement or structure or any part thereof. 

 
To claim this deduction, the contractor must complete Schedule C of the Business Tax Return, 
which provides information such as the name, address, business license or contractor's license 
number of the subcontractor, and the amount paid for subcontract work. In addition, the 
contractor must also maintain in its records a copy of the subcontractor's business license or 
license issued by the board for licensing contractors. 
 
For example: 

  A contractor is building a new home for a client. The contractor entered into an 
agreement with a well driller whereby the contractor would pay the well driller to 
drill the well for the new home. Here, the contractor could complete Schedule C 
and deduct the payments made to the well driller as the well driller is making 
improvements to real property.  

 
Taxpayers holding themselves out to their customers as the provider of a particular service for 
which the taxpayer then subcontracts with a third party to perform the labor, cannot take a 
deduction for the amount paid to the third-party subcontractor.11 For example: 

 A business contracts to repair tangible personal property. The business holds itself out 
to its customers as the provider of the repair service. The business then subcontracts 
with a third party to perform the labor. That business is selling a repair service to 

https://www.tn.gov/content/dam/tn/revenue/documents/forms/business/bus428.pdf
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consumers at retail and cannot deduct the amount paid to the third party. 
 

6. Sales of Services Delivered to a Location Outside Tennessee 

The deductibility of the sales of services to locations outside Tennessee has undergone multiple 
changes. For periods prior to January 1, 2014, Tennessee law provided a business tax 
deduction for “[s]ales of services substantially performed in other states.” Effective January 1, 
2014, the language was amended to allow a business tax deduction for “[s]ales of services that 
are received by customers located outside the state.”  
 
Finally, for periods after January 1, 2016 (i.e. current law), taxpayers may deduct from their 
business tax base the sale of any service that is delivered to a location outside the state.12 
This language was amended as part of the Revenue Modernization Act.  

Services Performed on Commission 

Commissions derived from services performed in Tennessee on behalf of an out-of-state 
business may not be deducted from business tax, as the commissions are derived from 
services delivered in Tennessee. For example:  
 

 A Tennessee company is an independent distributor (“the distributor”) for a multi-level 
marketing company that is located outside the state (“MLM”). The distributor does not 
sell the MLM’s products, but rather the distributor receives commissions from the 
MLM relating to sales of the MLM’s products that are made by the distributor’s sales 
network, or “downline distributors,” who are located in Tennessee. Because the 
distributor is delivering its service in Tennessee on behalf of the MLM, its commissions are 
subject to Tennessee business tax. 

 A Tennessee telemarketing company (“the company”) solicits sales of various tangible 
personal property from customers in states other than Tennessee. When the customer 
places an order, the company submits the order to a warehouse located outside the 
state. The out-of-state warehouse processes the order and collects the payment; the 
company does not maintain a stock of merchandise nor does it take title or possession 
of the products sold. In exchange for the company’s services, the company receives a 
commission from an out-of-state supplier in exchange for the company selling the 
supplier’s products. The commissions that the company receives from the out-of-state 
supplier are deductible because none of the customers are located in Tennessee. 
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Examples – Deductible Service Sales 

 A Tennessee computer repair company repairs a computer in its Tennessee shop for 
an Arkansas customer. After the repair is complete, the computer is shipped via 
common carrier back to the customer. The repair sale is deductible. 

 A Tennessee web designer creates websites and advertisement templates in 
Tennessee that are stored on the designer’s server in Tennessee. A California 
customer pays the designer a monthly fee to remotely access and use the templates. 
The software always remains on the Tennessee server. The sales from the web designer’s 
services provided to the California customer are deductible. 

 
However, if an out-of-state customer with an out-of-state billing address receives a service in 
Tennessee (an over-the-counter sale), the sale is subject to the tax. 

Example – Non-Deductible Service Sale 

 A Georgia trucking company has a truck that breaks down in Tennessee. A Tennessee 
mechanic repairs the truck in Tennessee and sends the bill to the Georgia address of 
the company. When the truck is repaired, the driver picks up the repaired truck from 
the mechanic and returns the truck to Georgia. The repair service is subject to business 
tax and is not deductible from the business tax base. 
 

7. Sales of Tangible Personal Property in Interstate Commerce  

Taxpayers may deduct from their business tax base sales in bona fide interstate commerce.13 
 
Deliveries of tangible personal property and services to customers located in this state are 
sales subject to the business tax, regardless of whether the property is subsequently 
transported outside the state.14 However, deliveries of tangible personal property or services 
to customers outside this state by the taxpayer or a common carrier, before a customer 
obtains possession, are sales exempt from the business tax.15  

Examples 

 A taxpayer receives commissions for custom artwork through their website from 
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customers located both within and outside the state. Once completed, the taxpayer 
ships the commissioned artwork to its customers via common carrier. The taxpayer 
may deduct the sales of commissioned artwork that are delivered to customers located 
outside the state (the taxpayer may not deduct the sales to in-state customers). 

 A Tennessee car dealer sold a car to a customer that is an out-of-state resident. The 
customer came to the dealer’s lot to purchase the car. After the purchase, the 
customer took possession of the car and drove it off the lot. The customer utilized a 
3-day affidavit to purchase the car exempt from sales tax. However, because the 
customer took possession of the vehicle in Tennessee, the car dealer cannot deduct 
this sale for business tax purposes.  
 

8. School to Student Sales  

The proceeds of the sale of school supplies and meals made to students and school 
employees on campus at elementary and secondary schools may be deducted. However, sales 
of such items made by private independent contractors cannot be deducted.16 For example, 
proceeds from selling school supplies sold by the school bookstore or meals sold in school’s 
cafeteria are deductible as long as the bookstore or cafeteria are run and staffed by the school 
employees.  
 

9. Bad Debts 

Taxpayers may deduct from their gross sales bad debts that arise from sales on which the 
taxpayer previously paid business tax.17 For the purpose of calculating this deduction, a “bad 
debt” is defined by federal statute.18 However, this amount must be adjusted to exclude the 
following: 
 

 Interest; 
 

 Financing charges; 
 

 Sales or use taxes charged on the purchase price; 
 

 Uncollectible amounts on property that remain in the possession of the seller until the 
full purchase price is paid; 
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 Expenses incurred in attempting to collect any debt; and 

 
 Repossessed property.19 

 
The bad debts deduction may be taken on the Business Tax Return for the period during 
which the bad debt is written off as uncollectible in the taxpayer's books and records and is 
eligible to be deducted for federal income tax purposes. A taxpayer who is not required to file 
federal income tax returns may also take the bad debts deduction for the period in which the 
bad debt is written off as uncollectible in the taxpayer's books and records, if the taxpayer 
would be eligible for a bad debt deduction for federal income tax purposes.20 
 
If a taxpayer takes a bad debts deduction for business tax purposes and the debt is 
subsequently collected in whole or in part, the amount collected will be subject to business 
tax. The taxpayer must report the gross sales from the collection and remit the business tax 
due on the Business Tax Return filed for the period in which the collection is made.21 
 
If the amount of bad debts deduction exceeds the amount of gross sales for the period during 
which the bad debt is written off, the taxpayer may file a refund claim and receive a refund, 
pursuant to Tenn. Code Ann. § 67-1-1802. The statute of limitations for filing the refund claim 
is measured from the due date of the Business Tax Return on which the bad debt could first 
be claimed.22 
 

10. Miscellaneous Federal and State Excise Taxes 

In calculating the business tax, the taxpayer may take a deduction for the following taxes; 
provided, that such deductions may be claimed only by the taxpayer who made direct 
payment to the applicable governmental agency and, in addition, by all subsequent vendees of 
such taxpayer licensed to do business in the state:23 
 

 Federal excise taxes imposed on beer, gasoline, motor fuel, and tobacco products; 
 

 Tennessee gasoline tax;24 
 

 Tennessee motor vehicle fuel use tax;25 
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 Tennessee tobacco tax;26 
 

 Tennessee beer taxes;27 
 

 Special tax on petroleum products;28 and 
 

 Liquified gas tax.29  
 
The taxpayer may gather the information for deduction from their records or the records of 
their subsequent vendees. 
 
Additionally: 
 

 
 

 
 
This deduction does not apply to contractors’ use tax on materials the contractor purchases 
to fulfill its contracts because the contractor is not permitted to directly pass this tax along to 
its customers. 
 
A detailed list of the various federal and state excise taxes (and associated tax rates) that can 
be deducted for business tax purposes can be found on the Department’s website at 
tn.gov/revenue.  
 

 Tennessee sales and use taxes or liquor by the drink taxes that are required 
to be passed on to the consumer should be excluded from the gross sales 
reported on the business tax return, but such taxes passed on to the 
consumer may be deducted from the gross sales reported, if such taxes are 
included in gross sales on the business tax return. 
 

 Tennessee bail bond taxes1 that are required to be collected by a bail 
bondsman should be excluded from the gross sales reported on the business 
tax return, but such taxes collected by the bail bondsman may be deducted 
from the gross sales reported if such taxes are included in gross sales on the 
business tax return. 

https://www.tn.gov/content/dam/tn/revenue/documents/taxes/business/bustaxdeductions.pdf
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11. Accommodation Sales  

Sales receipts from a bona fide accommodation sale are not subject to business tax and may 
be deducted from the taxpayer’s gross sales in determining their business tax base, provided 
that such sales have been included in the gross sales reported on the Business Tax Return. 
 
An “accommodation sale” is an occasional and incidental sale for resale by a person 
regularly engaged in the business of making sales of the type of property that is sold for 
resale to other persons similarly engaged in the business of selling such property.30 The 
amount paid by the buyer to the seller for an accommodation sale may include additional 
charges for the cost of freight, in storage costs, and transportation costs incurred in the 
transfer of the property from the seller to the buyer.31 For example: 

 Dealership A has a purchase order from a customer for a new vehicle with 
customized specifications. However, Dealership A does not have a vehicle in stock 
that meets the customer's requirements. Dealership B does have such a vehicle in 
stock. Dealership B sells the vehicle to Dealership A at cost, which includes 
transportation costs incurred by Dealership B. This transaction qualifies as an 
accommodation sale, and Dealership B may deduct from its business tax base the 
proceeds from the sale. 

 
However, the amount paid by the buyer to the seller cannot exceed the amount paid by 
the seller to their vendor in acquiring the property and any additional, permissible charges 
for costs incurred by the seller.32 For example: 

 Assume the same facts as in the previous example, except that Dealership B 
charges Dealership A a markup of 20% in excess of Dealership B’s cost for the 
vehicle. Because the selling price of the vehicle to Dealership A exceeds Dealership B’s 
cost, the sale does not qualify as an accommodation sale and Dealership B may not 
deduct the proceeds from the sale. 

 

12. Patronage Dividends  

The amount of cash and other patronage dividends declared by cooperative selling 
associations or corporations, that are paid to or credited to a member's account from the 
earnings of such association or corporation, may be taken as a deduction from gross sales for 
the tax period in which the distributions and credits are made.33 
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13. Public Warehousing and Storage – Leases 

Taxpayers that operate a warehouse, but also lease space within the warehouse without 
furnishing any services to the lessee of the space, may exclude the sales for such leases from 
the gross sales subject to the business tax, or deduct them from the gross sales they are 
included in the gross sales reported on the Business Tax Return.34 
 

14. Motor Vehicle Rentals – Refundable Deposits 

Deposits made by customers that are refundable when a motor vehicle, trailer, and/or similar 
rentals are left at the destination, and that are actually refunded to the customer, may be 
deducted by the taxpayer from their gross sales in determining the business tax.35 
 

15. Funeral Directors – Cash Advances 

In cases where a funeral director makes "cash advances" for opening graves, transportation, 
newspaper notices, telephone calls and other similar services, and furnishes items such as 
flowers and clothing, acting as an agent for their customer and making a charge for 
reimbursement for the advances without adding any profit to the charges, such charges shall 
be included in the gross sales of the funeral director but may be deducted on the Business Tax 
Return in calculating the business tax due and payable.36 
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