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Chapter 13: Discharge of Indebtedness Income  
Summary 

Any discharge of indebtedness occurring on or after October 1, 2013, as the result of a Chapter 
11 reorganization,1 must reduce net operating losses (“NOLs”) by the amount that has been 
excluded from federal taxable income.2 The adjustment is made on The Excise Tax Report of 
Bankruptcy Discharge form (RBD). The discharge of debt is applied first to the current year’s NOL 
found on Schedule K of the excise tax return and then to prior year losses shown on a carryover 
schedule in the order of the taxable years from which each carryforward arose.3  The 
adjustment amount cannot reduce the current year loss (Schedule K) below zero. In other 
words, the adjustment cannot turn a current year loss into income.  
 
The RBD form is used to report an adjustment to the current year loss and loss carryover 
schedule, if applicable.  

Example – Discharge of Debt 

A non-apportioning Tennessee business files for Chapter 11 bankruptcy. The date of discharge is 
October 31, 2018.  A $100,000 note payable is discharged in the bankruptcy proceedings and is 
excluded from federal taxable income. This discharge of debt is more than the current year’s 
loss of $75,000 (Form FAE170, Schedule K, Line 6). The amount of the debt discharged is added 
back to the current year’s loss to bring the current year loss carryover amount to zero, but not to 
create taxable income. The amount discharged that exceeds the current year loss of $25,000 
offsets loss carryovers from prior years in the order they arose (oldest first). In this case, $10,000 
from 2014 and then $15,000 from 2015. In summary, the $100,000 debt discharge reduced the 
2018 net loss of $75,000 and the 2014 net loss of $10,000 to $0.  It also reduced the 2015 net 
loss by $15,000.  The sum of the reductions total $100,000, the amount of the bankruptcy debt 
discharged.   The 2018 FAE170 is filed as normal.  The adjustments are reported on the RBD 
form that is filed after the 2018 FAE170. Example of the RBD form entries: 
 
 

https://www.tn.gov/content/dam/tn/revenue/documents/forms/fae/bankruptcydischarge.pdf
https://www.tn.gov/content/dam/tn/revenue/documents/forms/fae/bankruptcydischarge.pdf
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Report of Bankruptcy Discharge (Chapter 11) 

The RBD should be submitted to the Franchise and Excise Tax Office Audit and Review Unit in 
the Department’s Audit Division in a separate mailing from the returns filed on Forms FAE 170 or 
174, and it should be filed after the franchise and excise tax return has been filed for the year of 
discharge, but before the subsequent year is filed. Even though Form FAE170, Schedule K for the 
year of discharge has already been filed, the adjustment is made on Line 7a of the subsequently 
filed RBD form and not on Schedule K of the excise tax return.  
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Federal Treatment (Chapter 11) 

A fundamental goal of the federal bankruptcy laws is to give an honest debtor a financial “fresh 
start.” This is accomplished through the bankruptcy discharge, which is a court ordered 
prohibition against the collection of certain debts. Generally, when a debt owed to another 
entity is canceled, the amount canceled or forgiven is considered income that is taxed to the 
person owing the debt. However, if a debt is canceled under a bankruptcy proceeding, the 
amount canceled is not income. The canceled debt reduces other tax benefits/attributes to 
which the debtor would otherwise be entitled, starting with net operating losses.4 In reducing 
NOLs, taxpayers are instructed to first reduce the loss for the tax year of the debt cancellation, 
and then any loss carryovers to that year in the order of the tax years from which the carryovers 
arose, starting with the earliest year. While the federal discussion of this topic can be 
complicated, the federal mechanics operate in a manner similar to what is required under 
Tennessee excise tax law. 
 
A federal Form 982 must be filed with the corresponding income tax return in the year that a 
discharge of indebtedness was excluded from taxable income. This federal form should be used 
to verify the accuracy of the information reported on the RBD. The tax year and amount of 
discharge that is reported on the first section of the RBD should be traceable to federal Form 
982. Part 1, Line 1a of this form has a check box for “Chapter 11” and the “total amount of 
discharged indebtedness excluded from gross income” is reported on Line 2.  

For federal tax purposes, if the amount of the discharged indebtedness exceeds the amount of 
the  federal tax attributes (net operating loss carryovers, general business credit carryovers, 
minimum tax credits, and capital loss carryovers) then the basis of property is reduced under 
I.R.C. §108(b).  

Taxpayers may also make an election on federal Form 9825 to apply all or a part of the debt 
discharged amount to first reduce the basis of depreciable property before being applied to tax 
attributes, such as loss carryovers. If that election is made, the taxpayer’s net income will 
increase, because depreciation expense will decrease. However, the cancellation of debt income 
should nonetheless decrease the Tennessee NOL.  

If a taxpayer opts for basis reduction treatment under I.R.C. § 108(b)(5), the taxpayer must 
nevertheless reduce its Tennessee NOLs in the year it receives the cancellation of debt. The 
effect is that the taxpayer may see Tennessee tax consequences twice from the I.R.C. § 108(b)(5) 
election:  

  First, when it reduces its Tennessee NOLs; and  

https://www.irs.gov/pub/irs-pdf/f982.pdf
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  Second, when it sells the property, realizing a federal tax gain.  
 

Taxpayers typically balance state tax consequences with their federal tax elections or structuring 
to determine their most advantageous option. 

Federal Schedule M-1 or M-3 reconciles “book” and “tax” net income. The Chapter 11 discharge 
of indebtedness is generally not traceable to an M-1 or M-3 item. For federal tax purposes, the 
discharge of indebtedness under Chapter 11 results in a reduction of tax attributes (like loss 
carryovers) or reduces the basis of property. The impact of these adjustments would be 
imbedded in other accounts, such as deferred tax, tax expense, and depreciation.  

The “book” treatment, discussed below, may result in the gain being included in the Schedule L 
balance sheet beginning retained earnings amount. Therefore, auditors should not spend a lot 
of time trying to identify this adjustment on the M-1 or M-3 schedule.  

GAAP Accounting Treatment (Chapter 11) 

Entities that file for protection from creditors under Chapter 11 bankruptcy seek to reorganize 
and emerge as a viable business. The accounting rules attempt to preserve the “going concern 
value” of the entity. The GAAP guidelines are found at ASC 852 – Reorganizations – and are not 
fully addressed here. Under Chapter 11 reorganization, the balance sheet accounts may take on 
new balances to reflect the exchange of stock and the discharge of debt. Also, under “fresh 
start”6 reporting, any deficit is eliminated, and retained earnings are set to zero. The initial 
stockholders may have no interest in the “fresh start” entity; instead, the old creditors may now 
be the owners. The deferred income tax and tax expense accounts are adjusted because of the 
IRS “reduction in tax attributes due to the discharge of indebtedness.”   
 
In transitioning to “fresh start” reporting, any adjustments to assets and liabilities are reported in 
the pre-fresh start entity’s final income statement, along with the effects of debt forgiveness. 
Also, any deficit would be eliminated before the beginning of the “fresh start” entity.  

While franchise and excise tax auditors do not need to fully understand the GAAP treatment of 
Chapter 11 reorganizations, a basic understanding is helpful. If there is a difference between the 
amount of discharge of debt reported by GAAP records and federal tax records, the tax 
documentation (federal Form 982) should prevail for the purpose of making the franchise and 
excise tax NOL adjustment.  
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Audit Procedures – Discharge of Indebtedness 

1) Determine if there has been a Chapter 11 reorganization on or after October 1, 2013, through 
financial statement footnotes, internet research, and taxpayer inquiry. 
 

2) If there was a Chapter 11 reorganization, review the Department’s computer system to see if 
the taxpayer filed an RBD form. 

 
3) Request federal Form 982 if it is not on the Department’s computer system or included in the 

federal return.  
 
4) Agree the information reported on the RBD form with the federal Form 982. If additional 

understanding of the reorganization is needed, consider reviewing the taxpayer’s financial 
statements, footnotes, and supporting records. 

 
5) Make sure the loss carryover schedule in the state’s computer system accurately reflects the 

adjustment from the RBD form. 
 



   

 

 
1 A Chapter 11 bankruptcy is a reorganization, whereas a Chapter 7 bankruptcy results in a total 
liquidation that ends the business. Only Chapter 11 bankruptcy is pertinent to this discussion.  
2 I.R.C. § 108(a)(1)(A), (B), or (C)  
3 Tenn. Code Ann. § 67-4-2006(c)(8) 
4 Federal Form 982, page 2 (last section) gives the order in which the seven listed attributes must 
be adjusted unless a special election is made. 
5 See page 4, Part II, “Basis Reduction” of form instructions.  
6 If an entity does not meet the requirements of “fresh start,” it still needs to: 1) report the 
adjusted liabilities at present value, and 2) report any debt forgiveness as an extraordinary item 
on the income statement, net of any related income tax effect.  
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