
















































































Financial Reporting/or Uncertain Tax Positions 

significantly exacerbate the misstatement of a company's 
expected tax liabiliti es. 

There may be tax positions in an entity 's tax return as 
(0 which the enlity is unable to conclude that it is probable 
that the position will be sustained if chall enged on audit, 
but as to which the entity has a fairly high level of 
confidence will never be challenged on audit, either 
because the issue will not be detected, or because the taxing 
authority is unlikely as a matter of administrative practice 
to challenge Ihe entity's tax position even if the tax positi on 
is detected on audit. The entity should not be required to 
accrue a liability for those contingencies because there is no 
reasonable expectation that the entity will ever suffer a 
reduction in assets with respect to the contingency. That is 
the obvious and logical conclusion of FAS 5, but is not the 
result under the Proposed Interpretation. 

This problem is particularly acute as applied to tax 
positions as to which there is no applicable statute of 
limit ati ons. Normally, a tax benefit that has not been 
recognized initiall y and which is not detected on audit will 
be recognized when the period of limitations for 
challenging the position lapses.69 However, if the position 
relates to an issue whether the entity has tax "nexus" in a 
particular taxing jurisdiction, the entity may not have filed a 
tax return with the applicable taxing authority and therefore 
the period of limitations may never lapse.7o At some point 
it will become clear that the issue wi ll never be raised by 
the taxing authority and that the potential liability is zero, 
but if audit detection risk is not a relevant consideration for 
recognition of a tax benefit, then the entity would 
apparently be required to maintain a perpetual liabilit y for 
the potential disall owance of the tax benefit, including 
unending quarterly accruals for associated interest and 
penalties. It is not clear how this provides more meaningful 
fin ancial information to users of fin ancial statements. 

This problem exists even where the contingency is not 
tied to audit detection risk. Cenain tax accounting 
conventions are routinely sustained on audit as a matter of 
administrative convenience or materiality even though it 
might be impossible to conclude that it is probable that the 
reported tax treatment wi ll be sustained if the matter were 
liti gated.7' In Stich cases, the proposed F ASB standard 

69 Proposed Interpretation. �~�1� 8. 

7() Sec. e.g .. Tex. Tax Code Ann. § 111.205(a)(2). Note that there 
arc tax positions other than nexus issues where the stalUte or 
li mitations will never lapse. See Tex. Tax Code Ann. 
S 111.205(3)(3) (no period of limitation on assessment of tax 
underpayment of25% or more). 

71 An example is the expt! nsing of asset acquisition costs below a 
specified thn:shold. For book purposes, many entities expense 
certain asset acquisition costs below a specified amount (e.g .• 
$1.000). Although the technicall y proper accounting is to 
capitalize and depreciate the costs, the amounts arc not material to 
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would require the accrual of a liability even though it is 
highly unlikely that the liability will ever be paid. 

In explaining the basis for treating income tax 
contingencies different from other loss contingencies, one 
F ASB member noted in the discussion at the Feb. 15, 2005 
meeting that an income tax liability is not like a patent 
infringement claim (the example used in paragraph 38 of 
FAS 5) because income tax liabilities must be reported on a 
tax relUm.72 There are several reasons why that distinction 
is invalid. 

First, it is not clear that the entity in the patent 
infringement example didn't report its patent usage to the 
U.S. patent office or in some other public forum. So it is 
questionable whether one can reliably conclude that the 
treatment under FAS 5 is conditioned on the potential 
li abil ity not being reported. 

Second, there are numerous other categories of 
contingent liabiliti es that are reported in some manner to 
the persons that may be in a position to assert a claim 
against the company, yet there is no indication thai those 
situations require special treatment under F AS 5. An 
obvious and directly analogous example is sales taxes and 
other transaction taxes. Similarly, government contracts 
frequently require extensive reporting and are subject to 
audit. Employee benefit plans also involve extensive 
reporting to employees which can lead to claims against the 
plan sponsor. 7J Must entities now assume that in all cases 

the financial statements, and the administrative inconvenience and 
cost associated wi th capitalizing and depreciating the assets 
outweigh the benefits. The entity may rollow the book expensing 
convention in flIing tax returns, and as a matter of administrative 
practict:. the taxing authority may have informally agreed that it 
will not challenge the entity's tax treatment of such costs. 
Notwithstanding the laxing authority's administrative practice, the 
entity may not be able to conclude that it is probable that it would 
prevail in it s tax treatment of the costs if the matter were lit igated. 

Other examples might include tax positions based on infonnal 
agreements with the IRS, such as carryfor.vard effects of audit 
settlements, rollbacks of advance pricing agreements. Competent 
authority rclicfwould be another example of lax benefit that might 
be undisputed and reasonably expected, but clearly not probable as 
a purely technical mailer. 

n This discussion is apparently the basis ror the statement in 
paragraph B 14 that "the Board does not believe that guidance is 
applicable to tax positions because a tax return is generally 
required to be fil ed." 

7) For example, see Cifigroup Fuces LalVsllil Over /IS Pensiun 
Plan, Wall SI. 1. Online, Feb. 7, 2005, reporting on a lawsuit filed 
against Citi group alleging an illegal benefit formula under 
Citigroup's cash balance pension plan, and noting "roughly 20 or 
so lawsuits against eash balance pension plans." Citigroup's 
previously published linancial statements make no mention or this 
potential lawsuit, presumably because the company did not bcliew 
il was probable that such a claim would be asserted. 
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that all potential claims related to " reported" items will 
inevitably be raised regardless of the actual likelihood of 
such claims? 

Third, it is not true that all tax positions must be 
reported on a tax rerum. A common example is tax nexus. 
If the entity takes the position that its activities in a 
particul ar jurisdiction are not subject to tax (i.e., the 
company does not have tax "nexus" in the jurisdiction), it 
will not file a tax return. What is the logic for requiring an 
entity to assume in all cases that those pos itions will be 
cha tlcnged on audit? Should tax pos itions that are not 
reported on a tax return be subject to a di ffefent standard? 

What the foregoing discussion demonstrates is that one 
canno l va lidly state that income taxes are somehow unlike 
any other c lass of loss contingency and that audit detection 
risk should never be taken into account in accounting for 
uncerta in tax positions. 

Treatment of Selliements and Non-Binding Audit 
Determinations 

Many, if not mos t, uncertain tax positions will be 
resolved through compromise (settlement) with the tax 
authority rather than through litigation or through a full 
concess ion of the issue by the taxpayer or the tax authority. 
Although such settlements are common, it is unclear how 
they arc to be raken into account under the Proposed 
Interpre tation. 

The Proposed Interpretation provides that a tax posi tion 
is initia lly recognized only if it is "probable of being 
sustained on audit by tax ing autho rities hosed solely on the 
technical merits o/ the position.,,74 In contrast, one of the 
examples illustrating the operation of th is rule restates the 
rule as " probable of being sustained on audit (including 
settlement of appeals or litigation) under the relevant tax 
law. ,,75 These two different articulations of the initial 
recognition standard make it unclear how selliement 
cons iderations are taken into account in the initial 
recognition analysis. If a tax position involving solely the 
validity of a deduction has only a 50% chance of being 
sustained in litigation, but the entity can establish that there 
is a grea ter than 70% probability that the matter can be 
se ttled w ith the tax authority on a basis allowing 40% of the 
reported tax benefit , what amount is recognized in the 
fin ancial statements? Is it zero, or is it 40%7 

The answer appears to be zero. The Proposed 
Interpretation notes that a s ignificant d ifference between the 
benefit to be recognized in the financia l statements and the 
reported tax position is evidence that the probable th reshold 
has not bt:en met. 71i In addition, the minutes of the FAS B 

74 Proposed Interpretat ion. ~ 6. 

n Proposed Interpretation, AJ. 

76 Proposed Interpretation, ,. 9. 
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meetings on the exposure draft indicate that initial 
recognition analysis is based on the expected outcome if the 
position "was contested all the way through the court 
system."n This statement suggests that the potential 
settlement of the dispute with the tax authority is not a 
consideration when evaluating a pos ition for initial 
recognition, and is only relevant in measuring the best 
estimate of the position once it meets the initial recognition 
threshold .7~ At a minimum, it appears that an expected 
settlement below 70% of the reported tax benefit would be 
evidence that the probable recognition threshold has not 
been met. 

Under the Proposed Interpretation, if the probable 
recognition threshold is not met ini tia lly , the tax position is 
subsequently recognized in the interim period in which the 
threshold is met, the mater is " ultimately resolved" with the 
tax authority, or the statute of limitations lapses.79 This 
rai ses a question whether a non-binding settlement with the 
tax authority causes the matter to be "ultimately resolved" 
such that the tax benefi t allowed under the settlement can 
be recognized at the time the settlement is reached. 

It is not uncommon for an audit to be concluded 
without a binding final detennination of the taxpayer's 
liability for the period audited . The audit migh t close 
without any action by the taxing authority (a "no change" 
audit). Or the entity might agree to proposed audit changes 
by simply signing a waiver of the restrictions on assessment 
and collection of any tax due (e.g" IRS Form 870) without 
entering into a fom1al closing agreement that precludes 
add itional assessments. In such cases, is the matter 
"ultimately resolved" when the audit closes, or must the 
enti ty defer recognition of the previous ly unrecognized tax 
benefits allowed under the audit unti l the applicable statute 
of limitations lapses? 

For example, assume a deduction claimed by the entity 
is subject to attack under either o r both of two legal 
theories. Under one theory, the deduction would be 
permanently disallowed. Under another theory, the timing 
of the deduction would be delayed, The entity is unable to 
conclude that it is probable that the tax position could be 
sustained against either theory, and therefore the entity 

77 Mimltcs of FASB meeting on November 17,2004 at pp 4-5, 
reprinted at http: //www.fasb.orglboard_meeting_minutes/ ll-17-
04_UTP.pdf. 

1K The Proposed Interpretation also provides that issues must be 
eva luated indiv idually "without consideration of the possibility of 
offset or aggregati on with other positions." Proposed 
Interpretation, ,-; 7. This prohibition against taking into 
consideration the tradi ng of issues that frequently occurs in 
sett lements of cases with multiple di sputed issues implies th at the 
potential settlement of a tax position is nol evidence of li kelihood 
that the position will be sustained . 

7') Proposed Interpretation , ~ 8. 
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initially recognized no benefit for the deduction and has 
been accruing interest on the unrecognized tax benefit as if 
the deduction wnuld be pennanently disallowed. The IRS 
completes its audit for the relevant tax years and dClemlines 
that the timing of the deduction should be deferred, but 
does not raise the potential disallowance of the deduction. 
It is unclear whether the IRS simply overlooked the 
disallowance theory or affirmatively determined that the 
theory could not be sustained. The entity informally agrees 
to the deferral of the deduclion as proposed in the audit 
report, and pays the tax due. Other issues raised in the audit 
report are taken to appeals. As is typical, the tax years 
remain open while the case is in appeals. Although it is the 
IRS' s practice to not re-open agreed issues, the IRS is not 
legally precluded from doing so. 

Is the entity 's deduction issue deemed 10 be "ultimately 
resolved" upon issuance of the audit report and payment of 
the tax due such that the entity can recognize the agreed tax 
benefit of the deduction at that time, or is recognition 
deferred until the disputed issues are settled by appeals and 
fun her adjustments are legally prec luded through a binding 
closi ng agreement or lapsing of the statute of limitat ions? It 
appears that the Proposed Interpretation would defer 
recognition of the tax benefit. The Proposed 
Interpretation's presumption that tax positions will be 
examined, without regard to the probability of such an 
examination,80 suggests by analogy that the entity must 
presume that the deduction disallowance theory wilt be 
asserted as long as it is not legally foreclosed, regardless of 
the relative likelihood of the assertion.81 

Settlements are a critical component of the tax 
assessment process, and agreements reached with tax 
author ities, even if not legally binding, are often reliable 
evidence of the proper measure of an entity's tax liabilities. 
It appears that the Proposed Interpretation ignores expected 
settlements except in circumstances where the settlement 
constitutes a legally binding resolution of the matter. By 
failing to take expected settlements into account initially, 
recognized tax benefits will be systematically understated 
relative to the reasonably expected benefits on audit . And 
by deferring recognition of settlements until there is a 
legally binding resolution, tax benefits could remain 
unrecognized longer than is appropriate . Current 
accounting principles avoid both of these problems by 
giving management discretion to reasonably estimate the 

W Proposed Interpretation , ~ 7. 

8 1 II will nOI always be possible 10 clearly determine when a tax 
period is legally closed to further tax assessments. Closing 
agreements are generally subject to standard conditions (I.! .g .• no 
misrepresentation of fact) that may be unclear in some cases, and 
it is possible that a closing agreement could be subject to certain 
conditi ons subsequent (e.g .. no inconsistent actions in subsequent 
periods). These situations could complicate the dclcnnination 
when a tax position is "ultimately resolved." 
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expected outcome of tax disputes taking into account the 
nonnal settlement process and reasonably expected 
administrative practice. This is the same judgment afforded 
to management in accounting for other disputes under 
FAS 5. 

Implementalion Problems 

One need only reference the considerable lack of 
clarity in the FASB's discussion of the Proposed 
Interpretation at lhe Febmary 16 board meeting"2 to 
understand the complexity and confusion associated with 
the Proposed Interpretation. Fine distinctions between the 
"nature" of a deduction or "amount" of a deduction, or 
between the "validity" of a deduction or the "measurement" 
or "valuation" of a deduction, will lead to confusion in 
application. And concepts such as "unit of account" and 
"bifurcated gain contingency" have no definition and will 
inevitably produce confusion and inconsistencies in 
practice. 

Consider one very simple example that highlights the 
complexity of the Proposed Interpretation. Assume a 
company suffers a deductible loss from the decline in 
market value of an investment. A conservative estimate of 
the loss based on stock exchange price quotations is $100. 
It is probable that this amount of loss will be sustained. 
1I0wever, the company claims a loss of $180 on the tax 
return , based on the view that the quoted value should be 
reduced by an $80 minority discount. It is not probable that 
the additional $80 deduction will be sustained, but the 
company expects that it can resolve the matter by agreeing 
to a loss of $140 ($40 of the loss claimed on the tax return 
will be disallowed). 

Question: What amount of tax benefit should be 
recorded in the financial statements with respect to the 
stock loss? 

Under one theory, zero loss would be recognized in the 
financ ial statements because it is not probable that the $180 
loss claimed on the tax return would be sustained. This 
harsh result might be avoided if the loss is bifurcated into 
two Hunits of account." The first unit of account is the $100 
loss that is probable o f being sustained, and the second unit 
of account is the additional $80 loss attributable to the 
minority discount theory. Under this theory. the tax benefit 
of only the $100 loss is recognized. Apparently, both of 
these answers are wrong. The correct answer, according to 
infonnal discussions with the FASB staff, is that the 
financial statements should recognize the tax benefit of the 
$140 loss expected to be sustained in settlement because it 
is probab le that the company has sustained a " valid" loss, 
and the only issue is the "value" of the loss. 

lI1 See http://www.fasb .orglboard_meeting_minutcs/02-1 6.05_utp. 
pdf at pp. 9-12. 
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Compare the analysis under existing GAAP: initially 
record the benefit of $180 in accordance with the tax return, 
then reserve $40 for the expected tax deficiency to be 
incurred to resolve (he matter with the IRS. That analysis is 
straight forward and doesn ' t tum on obscure distinctions 
between "units of account" or "validity" versus "value." 

\Vith more complicated fact patterns common in actual 
practice, one can easily see the significant potential for 
confusion and inconsistency under the Proposed 
I ntcrpretation, and how those concerns are avoided under 
the current rules. 

Another significant trouble spot in the Proposed 
Interpretation is the concept of the "not recognizing" in the 
financial statements tax benefits reported on the tax return. 
This sounds simple, but it isn't. 

One problem is measurement. How does an entity "not 
recognize" the tax benefit of a position that a transaction 
does not give risc to taxable income? This situation comes 
up frequently in the transfer pricing area where entities may 
not be able to obtain a probable level of confidence that the 
IRS will not impute income with respect to transactions 
with related parties.~ 3 In such sinlations does the entity 
accrue a liability for the maximum amount of tax liability 
that the taxing authority might reasonably propose? What 
if the tax authority proposes a patently absurd tax 
defic iency based on a highly inflated valuation of the 
consideration in the transaction? Is the entity required to 
accrue a liability for the proposed adjustment, or is some 
lesser acc rual appropriate and how should that amount be 
determined?IH The Proposed Interpretation offers no 
guidance on these issues, and it is difficult to sec how the 
affirmative judgment approach of the Proposed 
Interpretation can be logically applied to income exclusion 
situations. lI

) In contrast, under existing GAAP, the entity 

10 See, e.g., DHL Corp. v. Commissioner, 285 F.3d 1210 (9111 Cir. 
2002). Tn that case, tht: taxpayer did not rt:port any royalty income 
with respect to a trademark that it owned and was used by a 
foreign affiliate. The IRS asserted Ihat the taxpayer shou ld be 
charged with imputed royally income. While valuation was an 
issue in the case, the primary issue was whether there was a 
taxable transfer of va lue. 

X4 In the DHL case cited in the previous footnote, the IRS notice of 
deficiency asserted a deficiency based on a trademark valuation of 
S600 mi llion, whereas the court determined that the value was 
only $ 100 million. The IRS conceded at trial that the valuat ion 
used in the notice of deliciency was invalid . T.e. Memo 1998-
46t , 76 T.C.M. (CCH) t t22. 

H5 Even in the case of deduction disputes, if the entity is unab le to 
conclude that it has a probable level of conlldence of sustaining 
the deduction purely on the merits, it appears that the entire tax 
benefit must be reserved even in circumstances where it is clear 
that the IRS will likely settle the issue rather than pursue a rull 
di sallowance. 
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would simply accrue a liability for the loss that it 
reasonably estimates will be incurred to resolve the issue. 

The other problem is tracking, If a tax deduction not 
meeting the initial recognition threshold is claimed on the 
tax return and produces a net operating loss ("NOL") 
carryforward, under the theory of the Proposed 
Interpretation the company will not record the deferred tax 
asset associated with the NOL carryforward. Instead, the 
company will account for the deduction as if it wasn't 
claimed on the lax retum and as if the NOL carryforward 
doesn't exist. As a consequence, investors and other users 
of the financial statements will not see any deferred tax 
asset in the financial statements and may wonder why the 
company is not paying cash taxes in the current and future 
periods. Even the company may have trouble reconciling 
its financial statements if it is dealing with thousands of tax 
returns spanning 10 or more tax years, where anyone return 
could have multiple uncertain tax positions that need to be 
taken into account in reconciling the tax returns to the 
financial statements. 

It is likely that " not recognizing" tax benefits (i.e., 
breaking the audit trail from the tax return to the financial 
statements) will cause more confusion and errors in practice 
than existing GAAP, and will not aid in the goal of 
transparency. The current practice for measuring and 
tracking loss contingencies is a better approach. 

Conclusion and Recommendations 

The correct and preferable approach to financial 
reporting for uncertain tax positions is the impairment 
approach applied under existing GAAP as described above. 
T.he affirmative judgment approach of the Proposed 
Interpretation has no technical or po licy foundation, would 
undennine the integrity of financial statements, and would 
present significant implementation problems. 

While I propose retaining existing GAAP, I believe 
thal there are some clarifications of existing GAAP that 
could be made to confirm existing practice and mitigate any 
concerns regarding the potential overstatement of tax 
liabilities. 

Positions Lacking a More Likely Than Not Level of 
Confidence 

Concerns about overstatement of tax benefits related to 
aggressive tax posi tions can be effectively addressed by 
invoking a presumption that any tax position lacking a 
"more likely than not" level of confidence should be fully 
reserved under F AS 5li

t> if it is probable that the position 
will be challenged on audit.s7 The presumption could be 

H~ The reserve would be based on the lax results under the position 
or positions that arc: most likely 10 be assert ed by the tax authority. 

87 Sec below for a proposed change in the treatment of audit 
detection risk. 
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overcome only if, based on all available evidence, the entity 
can establish that it is probable that the matter will be 
resolved (e.g., through settlement) for some amount less 
than the amount a t hen-vise required to be reserved, and the 
entity can reasonably estimate the liability that will be 
incurred to resol ve the matter. r believe that such a 
presumption (with a "more likely than not" level of 
confidence) would be consistent with common practice 
because I believe that most entities assume that a material 
pos ition lacking a more likely than not level of confidence 
will generally result in a concession of the issue by the 
taxpayer. The presumption is rebuttable because there may 
be circumstances where a full concession is clearly not a 
reasonable estimate of the expected outcome. 

Audit Detection Risk 

If the FASB is concerned that entities are deliberately 
overstating tax benefits based on unrealistic assumptions 
regarding audit detection risk, then I suggest that rather than 
adopting an absolute rule that unrealistically assumes that 
all lax positions will be examined and challenged, the 
F ASB might consider a rebuttable presumption regarding 
the detection of positions taken on tax returns. Under the 
proposed rebuttable presumption, if a material tax position 
relates to a tax liability with respect to which the entity has 
filed a tax return or infonnation return with the relevant 
laxing authority (or is otherwise disclosed lO (he tax 
authority), then it will be presumed that it is probable that 
the position will be challenged on audit if there is a 
reasonable basis for such a challenge . This presumption 
could be overcome only if, based on all available evidence, 
the entity can establish that the ri sk of such a challenge is 
remote. Positions not reported on a tax renlm and not 
otherwi se disclosed to the taxing authori ty would be subject 
to the general rules of FAS 5 paragraphs 10 and 38. Again, 
I believe that such a rebuttable presumption would be 
consistent wi th genera l practice under existing accounting 
principles. 
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