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In light of recent negative economic conditions and the number of companies expected to 
emerge from bankruptcy, this article summarizes some accounting for income taxes 
considerations of attribute reduction that may follow emergence from bankruptcy for those 
companies. 

 

Background—Tax Treatment 

For U.S. federal income tax purposes, section 108 of the Internal Revenue Code1 provides that no 
taxable income is recognized by reason of debt discharged in a title 11 bankruptcy case. As a result, 
cancellation of debt (“COD”) income realized by a taxpayer is excluded from taxable income. However, 
sections 108 and 1017 of the Code require an entity to reduce the amount of its carryforwards and the 
tax basis of assets, subject to certain limitations and according to prescribed ordering rules, based on 
the amount of COD income excluded from taxable income. Elections are available that may change the 
ordering rules for which attributes are reduced first. 

Although the debt is discharged at the emergence date, which may be in the middle of a tax year, the 
reduction of attributes occurs after the determination of tax for the year of discharge. To the extent there 
is COD income excluded from taxable income in excess of the amount used to reduce tax attributes, 
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the excess is commonly referred to as “black hole” COD income. This excess amount does not reduce 
tax attributes, is not later recaptured as a reduction of attributes or taxable income, and is not currently 
recognized as taxable income. Instead, it represents COD income that will never be recognized as 
taxable income and is effectively a permanent benefit to the taxpayer. As a result of the timing of 
attribute reduction, the final amount of COD income that results in attribute reduction versus the amount 
representing black hole COD income depends on events that occur after the emergence date and 
before the end of the tax year. 

Background—Financial Reporting  

For financial reporting purposes, entities operating in bankruptcy whose plans have been confirmed by 
the Bankruptcy Court and that have met certain other criteria apply fresh-start reporting as of the 
emergence date. Under fresh-start reporting, an entity recognizes and measures its assets and 
liabilities under the guidance for business combinations, including the recognition of goodwill, as 
applicable. As such, the carrying amount of assets and liabilities upon applying fresh-start reporting will 
generally be based on fair value amounts and will exclude any liabilities discharged as a result of 
emergence from bankruptcy. The emerging entity is considered a new reporting entity for financial 
reporting purposes. 

Accounting for Income Taxes Considerations 

As a part of applying fresh-start reporting, entities recognize deferred tax assets and liabilities for 
temporary differences and carryforwards that exist as of the emergence date. As this will be after the 
discharge of indebtedness, but prior to attribute reduction, entities will need to determine how to 
consider the future attribute reduction in the recognition of deferred taxes. Because the discharged debt 
will be excluded from the balance sheet at the date of fresh-start reporting, but some or all of the related 
COD income will be applied to reduce tax attributes in the future, we believe a deferred tax liability 
should be recognized as of the date of fresh-start reporting for the future attribution reduction, if any.  

As previously noted, the exact amount of attribute reduction that will occur and which attributes are 
reduced depends on events that occur after the emergence date and before the end of the tax year. As 
a part of measuring the deferred tax liability for attribute reduction as of the emergence date, we believe 
an acceptable approach would be to determine the attributes that would be reduced if the reduction 
were to occur based on the facts and circumstances at the emergence date, including consideration of 
the elections that management would expect to make based on those facts and circumstances.  

Some common events that may influence the measurement of a deferred tax liability for attribute 
reduction at the emergence date and how the approach described above would apply in measuring the 
deferred tax liability include the following.  

Future taxable income or loss exclusive of reversing temporary differences 

We believe taxable income occurring between the emergence date and the attribute reduction 
date that is not the reversal of an existing temporary difference (including, but not limited to, 
taxable income associated with pretax financial statement income during that period) is not a 
fact or circumstance that exists at the emergence date. Accordingly, the measurement of the 
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deferred tax liability for attribute reduction at the emergence date would not consider these 
amounts. 

Reversal of existing taxable temporary differences  

Whether an existing taxable temporary difference reverses before or after the end of the tax 
year may affect the amount of attribute reduction. We believe the existence of a taxable 
temporary difference is part of the facts and circumstances at the emergence date and 
management’s estimate of the amount that is scheduled to reverse prior to attribute reduction 
should be considered when measuring the deferred tax liability related to the attribute 
reduction.  

Tax basis in acquired assets  

An entity may receive no benefit of tax basis in assets acquired between the emergence date 
and the attribute reduction date if it had COD income that would have resulted in black hole 
COD income had the asset not been acquired; but instead, attributes associated with the 
acquired asset are reduced. We believe this attribute reduction is the result of post-emergence 
events and should not be forecasted when measuring the deferred tax liability for attribute 
reduction at the emergence date. We believe the use of the simultaneous equation approach 
should be used to determine the financial statement carrying amount of assets acquired in this 
situation. 

Discharge of contingent or nondeductible liabilities  

Some entities may have liabilities accrued for financial reporting purposes as of the end of the 
period immediately preceding the emergence date that have not been deducted for income tax 
purposes. If these liabilities are discharged in bankruptcy, then the discharge typically will not 
result in attribute reduction since the liabilities would not have been recognized for income tax 
purposes. However, a deferred tax asset typically would have been recognized for these 
liabilities as of the end of the period immediately preceding the emergence date. We would 
expect that deferred tax asset to reverse as part of the discharge of those liabilities. 

In some instances, an entity may have enough tax attributes so that it would not have black hole COD 
income if it considered either only the facts and circumstances at the emergence date or the facts and 
circumstances at the attribute reduction date. For these entities, the deferred tax liability recognized at 
the emergence date may be unaffected by the activity between the emergence date and attribute 
reduction date.  

Unlike business combinations, there is no measurement period concept for fresh-start reporting. As 
such, the carrying amount of assets and liabilities, including any goodwill, recognized at the emergence 
date should not be adjusted for new information or later events. Accordingly, the tax effects of the 
remeasurement of the deferred tax liability for attribute reduction as a result of post-emergence events 
should be considered part of income tax expense (benefit) and allocated through the intraperiod tax 
allocation guidance and should not be allocated to goodwill.  
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An entity typically discloses a table of deferred tax assets and liabilities as of the end of each annual 
reporting period. Accordingly, a table of deferred tax assets and liabilities that considers the effects of 
attribute reduction may only be disclosed after attribute reduction has occurred. As a result, we believe 
it would be acceptable to net the deferred tax liability for attribute reduction against the deferred tax 
assets for the attributes that actually have been reduced as of the end of the annual period.  

Conclusion 

When emerging from bankruptcy, entities should carefully consider the accounting for income taxes 
consequences of attribute reduction under sections 108 and 1017 of the Code.  
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