








Financial Reporting for Uncertain Tax Positions 

regarded as being sufficient to conclude for financial 
reporting purposes that it is "probable" under F AS 5 that 
the return position will be sustained on the merits,16 that is 
not necessarily a valid assumption. See discussion below 
ABA standards regarding opinions on loss contingencies. 

Existing GAAP 

PAS 5 Accounting/or Contingencies 

An estimated loss from a loss contingency must be 
accrued in the financial statements if the following 
conditions are met: 

• Information available prior to issuance of the financial 
statements indicates that it is probable that an asset had 
been impaired or a liability had been incurred at the 
date of the financial statements. It is implicit in this 
condition that it must be probable that one or more 
future events will occur confirming the fact of the loss. 

• The amount ofloss can be reasonably estimated." 

In the case of an unasserted claim or assessment, a 
judgment must first be made whether assertion of a claim is 
probable. If the judgment is that assertion is not probable, 
then no accrual or disclosure is required under FAS 5. If 
the judgment is that assertion is probable, then accrual and 
disclosure is handled in the same manner as an asserted 
claim.1S 

Disclosure is required with respect to any loss 
contingency where it is probable that a material claim will 
be asserted, and it is reasonably possible that there will be 
an unfavorable outcome with respect to the claim. If it is 
not probable that the claim will be asserted, or if the 
possible claim is not material, or if the chances of an 
unfavorable outcome are remote, then no disclosure is 
required.19 

For purposes of F AS 5, the following definitions are 
adopted. 

16 fd at n. 75. The FASB Minutes cited in footnote I above also 
make the assumption that a should level opinion should be 
sufficient to establish that it is probable under FAS 5 that a tax 
position will be sustained if challenged on audit. 

17 FAS 5, �~� 8. If the reasonable estimate of the loss is a range, and 
some amount within the range appears at the time to be a better 
estimate than any other amount within the range, that amount 
should be accrued. When no amount within the range appears at 
the time to be a better estimate than any other amount within the 
range, the minimum amount should be accrued. F ASB 
Interpretation No. 14 (1986). 

l8 FAS 5, �~� 38. 

i9 F AS 5, �~�,� 10, 38. 
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Probable. The future event or events are likely to 
occur. The term "probable" refers to a higher level of 
likelihood than more likely than not20 

Reasonably possible. The chance of the future event or 
events occurring is more than remote but less than 
likely. 

Remote. The chance of the future event or events 
occurring is slight. 

Based on the foregoing, FAS 5 imposes a three part test 
for accrual of a liability with respect to a loss contingency 
involving the potential disallowance of a tax return 
position; 

I. It must be probable that the reported tax treatment 
will be challenged on audit. 

2. It must be probable that a liability will be incurred 
to resolve the potential challenge. 

3. The amount of the liability must be reasonably 
estimable. 

Only if all of these three tests is met is it appropriate to 
record an impairment or liability under FAS 5. 

PAS 109 - Accounting/or Income Taxes 

Applicable accounting rules require the recognition of 
current and deferred tax assets and liabilities generally as 
follows;" 

• A current tax liability or asset is recognized for the 
estimated taxes payable or refundable on tax returns for 
the current year. 

• A deferred tax asset or deferred tax liability is 
recognized for the estimated future tax effects 
attributable to temporary differences and 
carryforwards. Temporary differences relate to 
differences in the timing of recognition of income and 
expenses for financial reporting purposes as compared 
to recognition of such items for tax purposes. Deferred 
tax assets and liabilities are not discounted to account 
for the time value of money. 

• The measurement of deferred tax assets is reduced, if 
necessary, by the amount of any tax benefits that, based 
on the weight of available evidence, it is more likely 
than not (a likelihood of more than 50%) that some 
portion or all of the deferred tax assets will not be 
realized (a "valuation allowance"). 

In determining the realizability of a deferred tax asset, 
primary consideration is given to evidence of the future 

20 F ASB Implementation Guide, Application of FASB Statements 
5 and 114 to a Loan Portfolio (1993), Q. 8. 

" See FAS 109, '1M18, 10, 17. 
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existence of sufficient taxable income of the appropriate 
character,22 The likelihood of disallowance of the reported 
tax position is not mentioned as a factor in considering 
whether a valuation allowance is required, The potential 
disallowance of a reported tax position appears to be dealt 
with exclusively by FAS 5, 

This reading makes sense, Assuming it is more likely 
than not that there will be future taxable income of the 
appropriate character, it may generally be assumed that the 
company will realize the future tax benefits of the deferred 
tax asset. The company generally expects that it will claim 
the loss carryforwards, tax basis, or other deferred tax 
assets on future tax returns, and will realize reductions in 
otherwise payable taxes, Any risk that the tax benefit 
claimed in future tax periods will be challenged on audit is 
more properly analyzed in terms of whether a liability for 
repayment of the tax benefits should be accrued as 
prescribed in F AS 5, 2l 

CON 6 - Elements of Financial Statements 

"Assets" are generally defined as "probable future 
economic benefits obtained or controlled by a particular 
entity as a result of past transactions or events,"" For this 
purpose, the term "probable" is used with its usual general 
meaning, rather than in a s~eeific accounting or technical 
sense (such as that in FAS 5 ), and refers to that which can 
reasonably be expected or believed on the basis of available 
evidence or logic but is neither certain nor proved, 26 

CON 6 has been cited as authority for the proposition 
that a deferred tax asset may not be recognized unless it is 
first concluded that it is probable that the tax position 
giving rise to the deferred tax asset will be sustained on 
audit. Only after this threshold test is satisfied is the 
deferred tax asset then tested for a valuation allowance 
under F AS 109 or a loss contingency accrual under 
FAS 5," This is an incorrect reading of CON 6, 

22 FAS 109, ~~ 21, 92-98, 

2l If the position giving rise to the deferred tax asset is likely to be 
challenged and disallowed (in full or in part) prior to the 
realization of the deferred tax asset on future tax returns, it may be 
appropriate to recognize the potential disallowance as an asset 
impairment rather than as a liability, The distinction between 
recording a contra asset versus a liability will generally not be 
material to the financial statements. 

24 F ASB, Statements of Financial Accounting Concepts, Statement 
No, 6 - Elements of Financial Slalemenls.~ 25 (1985) (hereinafter, 
"CON 6'), Statements of Financial Accounting Concepts are not 
part of GAAP. but reflect broad concepts underlying GAAP, 

2S FASB, Slalemenls on Financial Accounling Slandards, No, 5 -
Accounlingfor Conlingencies, ~ 3 (1975) ("FAS 5'), 

"CON 6, ~ 25 n, 18, 

" Batson Report, supra at n, 15, p, 17 and n, 71. 
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In the case of a tax return position that results in a 
current tax benefit (e,g" tax refund or reduction in 
otherwise payable taxes), there is 'generally no issue about 
whether the "asset" is realized, Under the self assessment 
regime applicable to u.s, federal income taxes and most 
other income taxes, the tax due or overpayment is the 
amount reported by the taxpayer on the tax return, This 
amount is assessed or paid by the tax authority with only a 
limited review (e,g" review for math errors and missing 
information), The tax authority's substantive review is 
generally performed only after the tax return has been 
processed, and the tax authority is generally restricted from 
assessing and collecting any claimed deficiency until after it 
has notified the taxpayer of the amount and basis for the 
deficiency and provided the taxpayer with certain pre­
payment appeal rights,28 Accordingly, issue is not whether 
an asset should be recognized, but whether a liability 
should be recorded for the potential deficiency that might 
result from the post-filing audit process, FAS 5 directly 
governs that issue, not CON 6. 

Similarly, if a tax return position results in a deferred 
tax benefit (e,g" a net operating loss carryforward, or tax 
basis in depreciable assets), assuming there is clear 
evidence of sufficient future taxable income of the 
appropriate character to realize the benefit such that no 
FAS 109 valuation allowance is required, there is generally 
no issue regarding the realizability of the deferred tax asset. 
In most cases, the deferred tax benefit will be claimed on 
future tax returns, and a reduction in taxes payable will be 
realized, Thus, the requirements for asset recognition under 
CON 6 are clearly satisfied, The question is whether a 
liability (or asset impairment) should be recorded to reflect 
the potential disallowance of the future tax benefits, Again, 
that question is governed by FAS 5, not CON 6, 

Summary of Existing GAAP 

The applicable accounting rules discussed above lead 
to the following general conclusions for most income 
taxes:29 

• Tax assets and liabilities must initially be recorded in 
accordance with the tax returns filed or to be filed by 
the enterprise, 

28 The F ASB Minutes, supra n. 1, contain a statement that the 
potential disallowance of a tax benefit should be characterized as a 
'Ipayable on demand," This characterization is not consistent with 
the general procedure for assessment and collection of income 
taxes. 

" These observations apply to income taxes imposed under the 
United States Internal Revenue Code) and other income taxes 
imposed under a self assessment system whereby original tax 
returns filed by the entity are not subject \0 substantive review 
prior to acceptance by the tax authority. 
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• F AS 109 requires a valuation allowance for any 
deferred tax assert if it is "more likely than not" that 
any recorded tax assets will not be "realized." If a tax 
position results in an immediate (current) tax benefit 
(e.g., reduction in taxes otherwise currently payable, or 
a refund), it is deemed to be realized. If a tax position 
will result in a deferred tax asset, the valuation 
allowance analysis looks to whether there will be 
sufficient taxable income of the appropriate character, 
or other tax attributes, to utilize the canyforwards or 
other deferred tax effects. The risk that the underlying 
tax position will be disallowed is generally not 
considered in evaluating whether the deferred tax 
benefits flowing from that tax position will be 
"realized," 

• F AS 5 requires that a loss contingency reserve be 
accrued if(l) it is probable that the tax position will be 
challenged on audit (i.e., disallowed), (2) it is probable 
that a liability will be incurred to resolve the issue, and 
(3) the amount of such liability can be reasonably 
estimated. 

In short, under the impairment standard applied under 
existing GAAP, the tax benefit is recognized in the 
financial statements and is not offset by any valuation 
allowance or reserve unless (I) it is more likely than not 
that the benefit will not be realized, or (2) it is probable that 
the tax benefit will be challenged and disallowed by the IRS 
or other tax authority. 

The Proposed "Affirmative Judgment" 
Standard 

The F ASB' s proposed standard for recording tax 
benefits turns existing GAAP on its head and suggests that 
an enterprise should not record in its financial statements 
the tax benefits of positions reported in its tax returns unless 
it is probable that the reported tax positions will be 
sustained if challenged on audit. This threshold inquiry 
applies to first determine whether a tax asset exists. Only 
after a tax asset is found to exist do F AS 109 and F AS 5 
apply, and then only for the purpose of determining whether 
the asset is impaired. 

As discussed below, the proposed standard cannot be 
justified on either technical or policy grounds. 

No Technical Foundation 

Although the F ASB meeting minutes do not provide 
any indication of the technical basis for the proposed 
affirmative judgment standard, the FASB staff has indicated 
that existing guidance under questions 4 and 17 of the 
FASB Implementation Guide to FAS 10930 support the 

30 Financial Accounting Standards Board, A GUide to 
Implementation of Statement 109 on Accounting for Income 
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proposed standard, and that the approach to recognition of 
regulatory assets under FAS 71 (as amended by FAS 90) 
provides precedent for the proposed approach to 
recoguition of tax benefits. As discussed below, none of 
this prior guidance provides support the proposed standard 
for recognition of tax benefits. 

FAS J091mpiementation Guide- Question 4 

Question 4 of the FAS 109 Implementation Guide 
provides as follows: 

Q--An enterprise may have a basis under the 
tax law for claiming certain deductions, such as 
repair expenses on its income tax returns. 
However, the enterprise may have recognized a 
liability (including interest) for the probable 
disallowance of those tax deductions that, if 
disallowed, would be capitalized for tax purposes 
and then would be deductible in later years. How 
should these items be considered if scheduling of 
future taxable or deductible differences is 
necessary? [17, 21] 

A--Accrual of a liability for probable 
disallowance of expenses, such as repairs, has the 
effect of implicitly capitalizing those expenses fur 
tax purposes. Those capitalized expenses are 
considered to result in deductible amounts in the 
later years in which allowable deductions (such as 
depreciation expense) are expected for tax 
purposes. If the liability for probable disallowance 
is based on an overall evaluation of various 
exposure areas, scheduling should reflect the 
evaluations made in determining the liability for 
probable disallowance that was recognized. 

Upon disallowance of those expenses, taxable 
income of the year for which the expenses are 
disallowed is higher. That increase provides a 
source of taxable income (paragraph 21(c)) for 
purposes of assessing the need for a valuation 
allowance for deductible temporary differences. 
Similarly, taxable income for years after the 
disallowance will be lower because of annual 
deductions attributable to those capitalized 
amounts. 

A deductible amount for the accrued interest 
is scheduled for the future year in which that 
interest is expected to become deductible as a 
result of settling the underlying issue(s) with the 
tax authority. 

Question 4 deals with a situation in which it was 
probable that a FAS 5 loss contingency had occurred, 

Taxes: QuestiOns and Answers (2001) (hereinafter, "FAS 109 
Implementation Guide"). 
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requiring that a liability be recorded for the expected tax 
deficiency. The question addressed is whether the corollary 
effects of the probable deficiency (Le., additional income in 
the year to which the deficiency relates and additional 
expense in subsequent years) can be taken into account in 
assessing whether a valuation allowance is required for a 
net operating loss carryforward. 

Question 4 does not stand for the proposition that a 
current tax benefit cannot be recorded unless it is probable 
that the tax position will be sustained on audit. Rather, 
Question 4 implies the opposite: that current taxes are 
recorded based on the positions reported on the tax return, 
and that the question is then whether there is a FAS 5 loss 
contingency reserve required. 

FAS 109 Implementation Guide- Question 17 

Question 17 of the FAS 109 Implementation Guide 
provides, in part, as follows: 

17. Q--In a taxable purchase business 
combination, an enterprise allocates for tax 
purposes the purchase price to the assets acquired 
and liabilities assumed so as to maximize the 
potential income tax benefits from the 
combination. Although the enterprise has a basis 
under the tax law for the allocations claimed in 
initial filings with the tax authority, that enterprise 
believes that portions of the allocation will be 
denied by the tax authority and the amount 
assigned to goodwill will be increased. Should 
deferred income taxes at the date of the business 
combination be based on (a) the tax basis of 
acquired assets and liabilities as claimed in initial 
filings or (b) the best estimate of the tax basis that 
will ultimately be accepted by the tax authority? 
What is the appropriate accounting in periods 
subsequent to the business combination for 
changes in the purchase price allocation for tax 
purposes? [30] 

A. The tax basis of an asset or liability is a 
question of fact under the tax law. The tax basis of 
most assets and liabilities is not subject to dispute 
and can be detennined from initial filings with the 
tax authority. However, the tax basis of some 
assets and liabilities is unclear and will be 
detennined by tax regulations, negotiations with 
the tax authority, appeals procedures, or, in some 
cases, litigation. The tax basis of those assets and 
liabilities may not be appropriately detennined 
from initial filings with the tax authority because 
those filings are only the first step in the process to 
establish the tax basis. Deferred tax assets and 
liabilities at the date of a business combination 
should be based on management's best estimate of 
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the tax basis of acquired assets and liabilities that 
will ultimately be accepted by the tax authority. 

By its terms, the "best estimate" standard established in 
Question 17 applies only in the context of business 
combinations. In such cases, all assets and liabilities are 
revalued, whereas such a revaluation is not generally not 
pennitted in the context of a continuing enterprise. 
Therefore, Question 17 does not provide reliable support 
for detennining the proper standard for recognition of tax 
benefits in other contexts. 

Moreover, the "best estimate" standard used in 
Question 17 is a much less restrictive standard than the 
"probable" standard proposed by the FASB. Significantly, 
the "best estimate" standard will typically produce the same 
results as under the F AS 5 impainnent standard. When 
management evaluates reported tax positions under FAS 5, 
it looks at those positions that are likely to be challenged on 
audit and detennines a reasonable estimate of the liability to 
be incurred to resolve the challenge. I submit that this 
analysis is esseutially the same analysis that management 
will undertake to arrive at is best estimate of the tax basis of 
assets and liabilities that will ultimately be accepted by the 
tax authority. Accordingly, not only does Question 17 not 
support the "probable" standard proposed by the FASB, it 
actually supports retention of the F AS 5 impainnent 
standard in contexts not involving business combinations. 

FAS 7l1FAS 90 Recognition oJRegulatory Assets 

Paragraph 9 of F ASB Statement No. 71, Accounting 
Jor the Effects of Certain Types of Regulation, deals with 
the ability of a regulated enterprise to record an asset for all 
or part of an incurred cost that would otherwise be charged 
to expense (commonly referred to as a "regulatory asset"). 
A regulatory asset can be recorded if, among other 
requirements "It is probable that future revenue in an 
amount at least equal to the capitalized cost will result from 
inclusion of that cost in allowable costs for rate-making 
purposes." For this purpose, the tenn "probable" was 
originally defined in accordance "with its usual general 
meaning, rather than in a specific technical sense." 

In contrast, paragraph 11 of F AS 71 provides, in the 
case of refunds to customers ordered by the regulator, that 
the criteria of paragraph 8 of FAS 5 be applied in 
determining whether a liability for the regulatory refund 
("regulatory liability") is required .. 

Subsequently, in FAS 90, Regulated Enterprises-­
Accounting Jor Abandonments and Disallowances oj Plant 
Costs; an amendment oj FASB Statement No. 71, the F ASB 
changed the definition of "probable" as used in FAS 71 
paragraph 9 (relating to regulatory assets) to mean probable 
as defined for purposes of FASB Statement No.5. The 
change was made primarily to have a single standard for the 
recognition of regulatory assets and regulatory liabilities. 
FAS 90, para. 69-71. 
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The strict standard for recognition of regulatory assets 
provided in F AS 71190 makes sense in the context in which 
it applies, and does not provide a proper standard for 
recognition of tax benefits. In the regulatory context, the 
enterprise has no right to collect the regulatory asset 
without the prior approval of the regulator. In contrast, 
under the self assessment system generally applicable to 
income taxes, the enterprise has full authority to reduce its 
taxes due without prior approval of the tax administrator. 
Accordingly, the accounting considerations for the two 
types of assets not comparable, and FAS 71/90 does not 
provide reasonable guidance for the recognition of tax 
benefits. As noted in FAS 90, "much of the accounting 
specified by Statement 71 is itself a departure from the 
accounting framework applied by nonregulated enterprises 
generally.,,31 

No Policy Foundation 

The stated impetus for the F ASB' s proposed standard 
is a lack of consistency in the application of existing 
accounting standards. l2 The solution to consistency is not 
to change the standards, but rather to reinforce the existing 
standards. Accordingly, lack of consistency is not a 
justification for abandoning the impairment standard in 
favor of an affirmative judgment standard. 

But is there a legitimate policy reason to impose a 
heightened standard for recognition of tax benefits? Has 
the existing standard led to undesirable consequences? It is 
tempting to assume that there is a problem with the existing 
standards based on the highly publicized reports that some 
companies (Enron and Worldcom to name two of the more 
infamous) were improperly overstating eamings based on 
aggressive tax positions." The SEC and the FASB are 
acutely aware of these problems, and the FASB's proposed 
standard seems clearly motivated by a view that by 
tightening the standards for recoguition of tax benefits, it 
can reduce the opportunity for overstatements of eamings. 

The problem is that the FASB's proposed standard is 
neither necessary nor sufficient to address the problem that 
existed in Enron and other similar cases. Recall that Enron 
and its auditor (Arthur Andersen), on their own initiative, 
applied a probable standard for the recognition of tax 
benefits. Enron concluded that it was probable (within the 

31 FAS 90, para. 37. 

" FASB Handout, supra n. 2, at pp. 23-24. 

33 See Joint Committee on Taxation, Report of Investigation of 
Enron Corporation and Related Entities Regarding Federal Tax 
And Compensation Issues, and Policy Recommendations, Vol. 1. 
p. 26 (Feb. 2003). In its report, the Joint Committee staff noled 
that Enron engaged in certain tax~motivated transactions primarily 
to obtain financial accounting benefits) and "recommends that 
[FASB] evaluate whether changes are warranted to the rules 
governing accounting for income taxes,'~ 
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meaning of FAS 5) that all of the tax benefits it claimed in 
its financial statements would be sustained on audit, and in 
most cases it had should level tax opinions from top tier law 
firms to support its conclusions. Accordingly, the FASB's 
proposed standard would not have changed Enron's 
financial reporting. Moreover, while the examiner 
questioned the legitimacy of some (but not all) of the 
positions taken by Enron and its counsel, the financial 
reporting of those positions was primarily challenged on 
more fundamental grounds, including failure to properly 
apply the existing rules for valuation allowances and loss 
contingency reserves under FAS 109 and FAS 5.34 

The conclusion is that Enron violated existing 
accounting rules." The solution is not adoption of new 
rules, it is more rigorous enforcement of existing rules. The 
PCAOB is actively pursuing the necessary enforcement 
actions, and FASB's proposed Interpretation is neither 
necessary nor helpful to the PCAOB's work. The FASB is 
seeking to fix something that isn't broken, and in the 
process is only creating new problems (as discussed below). 

Problems with the Proposed Affirmative 
Judgment Standard 

In addition the fact that there is no authoritative 
technical guidance or compelling policy argument to 
support the proposed affirmative judgment standard, there 
are also many practical probleins associated with the 
proposed standard. By comparison, the existing 
impairment standard is a more workable, more rational 
approach, and provides more meaningful financial 
statement information than the proposed standard. 

Some of the problems with the proposed affirmative 
judgment standard are: 

34 See. e.g .• Batson Report at pp. 37,68,88, 101. In addition to 
failing to properly evaluate valuation allowances and loss 
contingency reserves, the examiner found that Enron's accounting 
for certain transactions rested on an improper application of 
business combination accounting rules. In other cases, Enron 
recorded deferred tax assets in circumstances where the book/tax 
basis differential did not quality as a temporary difference (e.g., 
investment in a partnership). [d. at p. 65. 

3S Two of Enron's transactions provide evidence that the real 
source of the problems in the Enron case was it's failure to record 
a valuation allowance Or loss contingency accrual in accordance 
with FAS 109 and FAS 5. The two transactions, each involving a 
contingent liability tax shelter identified as a listed transaction in 
Notice 2001-17, 2001-9 I.R.B. 730, were supported only by "more 
likely than not" opinions, and therefore arguably did not meet 
Enron's and Arthur Andersen's internal standard for recognition 
of a tax benefit. Nevertheless, the examiner concluded that 
EnroD's accounting for the tax benefits of the transactions 
"arguably complies with GAAP" apparently because these were 
the only two transactions as to which EnroD recorded a ''tax 
cushion," 
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Misstatement of Assets and Liabilities 

The FASB's proposed affinnative judgment standard 
will lead to misstatements of an enterprise's asset's and 
liabilities. In the case of a current tax benefit that does not 
meet the probable standard for recognition, the proposed 
standard requires the enterprise to accrue a liability for the 
potential disallowance of tax benefit, even if the enterprise 
reasonably believes that it is more likely than not that the 
tax benefit (or some significant portion of it) will be 
sustained on audit. 36 Similarly, in the case of a deferred tax 
benefit (e.g., stepped up tax basis in depreciable assets) that 
does not meet the probable standard, the proposed standard 
would prevent recognition of the deferred tax asset even if 
it is more likely than not that the tax basis will be sustained 
on audit. 

Existing accounting principles carefully avoid the risk 
of overstating tax liabilities or understating assets by 
requiring a that a higher threshold be met before a liability 
is accrued or an asset is impaired, and by requiring that only 
the amount reasonably estimated to be paid be taken into 
account. It is unclear why the F ASB staff and board has 
decided that the deliberate overstatement of income tax 
liabilities or understatement of income tax assets will lead 
to more meaningful information for users of financial 
statements. It is submitted that the existing FAS 5 standard 
leads to a more appropriate and meaningful presentation of 
a company's financial condition.37 

Degradation of the Matching Principle 

Under the proposed standard for initial recognition of 
tax benefits, the tax effects of many transactions that occur 
in period I will not be recorded in period l. Rather they 
will be reported potentially many years later when the tax 
effects are settled through administrative and judicial 

36 There is no corresponding risk that tax liabilities might b. 
understated. If an entity believes it is probable that a tax benefit 
will be sustained if challenged on audit (e.g., 70% level of 
confidence), but also believes it is probable that some liability will 
be incurred to resolve the issue without litigation (e.g., the entity 
reasonably estimates that it will pay 30% of the tax benefit as a 
settlement), then the entity will recognize the entire tax benefit 
under the proposed standard, but will then record a F AS 5 liability 
for the 30% expected settlement amount. 

" It is arguable that FAS 5 leads to an overstatement of assets or 
understatement of liabilities because it imposes too high a 
threshold for recognition of loss contingencies. This issue, which 
is not unique to tax loss contingencies, was considered when 
F AS 5 was adopted. The restrictive standard for recognition of 
loss contingencies can be justified on the ground that excessive 
loss reserves are a fertile source for future earnings manipulation. 
This concern was a prominent consideration in guidance issued 
regarding the accrual of restructuring reserves. See EITF 94~3, 
Liability Recognition for Certain Employee Termination Benefits 
and Other Costs 10 Exit an Activity (including Certain Costs 
Incurred in a Restructuring). 
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proceedings or expiration of the period of limitations on 
assessments.)! This will cause a severe mismatching in the 
timing of recognition of income and related tax benefits. 

The better approach (which is reflected in FAS 5) is to 
initially record the income and related tax benefits in period 
I, and, if it is probable that those tax benefits will be 
challenged on audit, adjust the period I tax effects based on 
the reasonably estimated tax benefits that will be sustained. 
Although there JUay need to be further adjustments in 
subsequent periods, the period I accounting achieves the 
best possible matching of income and tax expense. 

Inconsistent Standards for Loss Contingencies 

Under the proposed standard, loss contingencies related 
to income taxes are evaluated under an affirmative 
judgment standard, while other contingencies continue to be 
evaluated under the traditional F AS 5 impairment standard. 
It is not clear why loss contingencies related to income 
taxes should be subjected to a different standard39 The 
differing standards are likely to confuse users of financial 
statements by adding complexity to the evaluation of an 
entity's assets and liabilities. 

Excessively Restrictive Standard 

As a practical matter, it may be difficult or impossible 
to satisfY the proposed "probable" standard because 
companies may be unable to obtain legal opinions to 
support their conclusions regarding the likelihood that a tax 
position will be sustained on audit. As discussed below, 
existing American Bar Association ("ABA") guidelines for 
issuance of opinions regarding loss contingencies are 
extremely restrictive. Moreover, there may be other 
reasons why a lawyer would be unwilling or unable to 
provide a supporting opinion. Under these circumstances, 
the proposed affirmative judgment standard could lead to 
inappropriately restrictive results, further exacerbating the 
potential misstatement of assets and liabilities under the 
F ASB' s proposed standard. 

J8 Indeed, in some cases the tax benefit might never be recorded, 
even though there is no realistic possibility that it will ever be 
disallowed. For example, if a return position is not challenged on 
audit, but under local rules the period of limitations for 
challenging the item never closes, and if audit detection risk is not 
a factor to be considered under the proposed standard, does the 
enterprise have to leave on its books forever the liability for 
potential disallowance of the return position? 

39 There are other types of loss contingencies that are similar to 
income tax loss contingencies insofar as the contingent liability 
arises from the potential adjustment of a self-assessed liability. 
The most obvious comparable contingent liability is the liability 
for audit adjustments related to transactional taxes and excise 
taxes. 
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ABA Policy Statement Regarding Opinions On 
Financial Reporting for Loss Contingencies 

In assessing a company's financial accounting for loss 
contingencies, the independent auditor generally will have 
the company send a letter of inquiry to its lawyers 
requesting that the lawyer fumish information to the auditor 
regarding pending or threatened litigation, and regarding 
certain unasserted claims or assessments, that the lawyer is 
handling for the client.'o The standard letter of inquiry asks 
the lawyer to provide, in addition to other matters, "an 
evaluation of the likelihood of an unfavorable outcome and 
an estimate, if one can be made, of the amount or range of 
potentialloss.'"t This information is obviously tied directly 
to the standards for reporting loss contingencies under 
FASS. 

The American Bar Association, in consultation with 
the American Institute of Certified Public Accountants, 
adopted a policy of generally refraining from providing 
auditors an evaluation of the likelihood of an unfavorable 
outcome with respect to loss contingencies "except in those 
relatively few clear cases where it appears to the lawyer that 
an unfavorable outcome is either 'probable' or 'remote' 
... .'''2 For these purposes, an unfavorable outcome is 
"probable" if the outcome is "reasonably certain" (i.e., the 
chances of the client prevailing appear slight and of the 
claimant losing appear extremely doubtful). 

The commentary on the ABA Policy notes that lawyers 
generally cannot provide any statement about the 
probability of outcome of litigation in any measurable 
sense. Accordingly, it is a rare case in which a lawyer 
could give an opinion a favorable outcome was "probable." 
"Normally, this would entail the ability to make an 
unqualified judgment, taking into account all relevant 
factors which may affect the outcome, that the client may 
confidently expect to prevail on a motion for summary 
judgment on all issues due to the clarity of the facts and the 
law.1t43 

Thus, the ABA Policy explicitly disclaims statements 
of probability in any numerical sense, and seems to use the 
term "probable" to indicate a level of confidence closely 
approaching absolute certainty. If this interpretation is 
applied in the context of the FASB's proposed standard for 
recognition of tax benefits, there will be far more instances 
where tax benefits are not recorded (or reserved) that the 
FASB seems to be contemplating. 

40 AICPA, U.S. Auditing Standards, AU Section 337.08. 

41 AICPA, U.S. Auditing Standards, AU Section 337 A. 

" ABA, Statement of Policy Regarding Lawyers' Responses to 
Auditors' Requests for Information, ~ 5 (2003) (hereinafter "ABA 
Policy"). 

4l ABA Policy, p. 16. 
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A Lawyer's Reluctance to Issue Opinions on Financial 
Statements 

Lawyers are generally willing to provide an opinion on 
the likely tax consequences of a transaction where the 
opinion is intended for the purpose of defending the 
transaction before the tax authority, and where the question 
is simply whether the taxpayer has the better argument (i.e., 
more likely than not). However, the lawyer might have 
significant concems about rendering an opinion to support 
accounting decisions in publicly issued financial 
statements, especially where the opinion must be based on a 
specific level of probability. The liability exposure for the 
lawyer in the latter case is obviously exponentially greater 
than in the former case. It is not clear that most lawyers 
will be willing to take on the exposure in the latter case. 

Other Limitations 

There are many issues or jurisdictions where the law is 
sufficiently uncertain to permit the taxpayer Or its counsel 
to render any conclusion regarding the likely outcome of an 
issue if it were challenged on audit. There may be no 
reason to believe that the position will be challenged on 
audit or that any such challenge will be sustained, but there 
may be insufficient legal authority to reach a conclusion 
that it is probable (in the FAS 5 sense) that any such 
challenge will not be sustained. According to the proposed 
standard, the company might be required to reserve the 
entire benefit of the reported tax position until the matter is 
resolved on audit, potentially many years later. (See 
discussion of "Partial Tax Benefit Recognition" below.) 

Privilege and "Roadmap" Issues 

The FASB assumes that reporting entities will be able 
to support a conclusion that it is probable that a tax benefit 
will be sustained on audit by obtaining a "should" opinion 
from counsel. As discussed above, the assumption that 
lawyers will be able and willing to provide such opinions is 
not necessarily correct. But even in cases where an opinion 
can be obtained, the opinion might not be privileged. The 
result could be that the very issuance of the opinion might 
reduce the level of confidence to below the required level, 
negating the objective of the opinion. 

An opinion obtained for the purpose of documenting 
decisions affecting an entity's financial statements may not 
be privileged, particularly if those opinions are disclosed to 
the company's extemal auditors in connection with the 
audit and certification of the company's financial 
statements." If privilege does not apply, tax authorities 
will have ready access to such opinions. Because the 

44 First Federal Scm Bank of Hegewisch v. United States, No. 93· 
162C (Fed. C1. Feb. 12, 2003) (disclosure of legal opinions to 
external auditors as part of auditor's routine review of board 
minutes in connection with perfonnance of annual audit 
constituted a waiver of attorney-client privilege). 
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analysis supporting the opllllOn will necessarily detail 
potential challenges to the company's reported tax position, 
the opinion will provide a "roadmap" to tax authorities of 
the arguments they can raise. While the opinion may 
conclude that those challenges should not be sustained by a 
court, the opinion's conclusions are not binding on the tax 
authority or a court, and therefore will not preclude the tax 
authority from taking a contrary position. Once the tax 
authority challenges the reported tax treatment, it will be 
difficult to conclude that the entity will escape the 
challenge without conceding at least some portion of the tax 
benefit in issue. At that point, is it still fair to conclude that 
it is probable that the reported tax treatment will be 
sustained on audit? 

The "roadmap" issue is even more acute in cases where 
an opinion cannot be obtained and the entity is unable to 
recognize in the financial statements a tax benefit claimed 
in the tax return. In those cases, the unrecognized tax 
benefit will be recorded in the entity's tax accrual 
workpapers, creating a much more alluring target for tax 
audit requests than exists today," and much greater fodder 
for disputes. 

Detection Risk (the "Audit Lottery ") 

A particularly troublesome change that would be 
effected by the F ASB proposed standard is the elimination 
from consideration the issue whether a claim will be 
asserted by the taxing authority. Under existing GAAP, a 
contingent liability related to an unasserted claim is 
recognized only if it is probable that that liability will be 
asserted, and the other requirements of F AS 5 are met. 
FAS 5, para. 10, 38. In contrast, the F ASB proposed 
standard indicates that "detection risk" is not to be 
considered in determining whether to recognize a tax 
benefit. 

There are many tax positions in an entity's tax return as 
to which the entity is unable to conclude that it is probable 
that the position will be sustained if challenged on audi~ 
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 the entity's tax position even if the tax position 
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 

" While those workpapers are not routinely requested by tax 
aulborities, there are no legal limitations on the tax authority's 
right to request and receive the workpapers. See, e.g" 
Announcement 2002-63, 2002-27 I.R.B. 72 (June 17, 2002) (IRS 
will request tax accrual workpapers only in unusual circumstances, 
except in cases involving tax shelter transactions), 

November 2004 

the obvious and logical conclusion of FAS 5, but is not the 
result under the proposed F ASB standard. 

To illustrate the problem presented by the proposed 
standard, assume an entity takes a position in its tax return 
that is more likely than not correct, but which is not 
probable of being sustained if challenged on audit. The 
taxing authority completes its audit and does not detect the 
issue. and the taxpayer is under no obligation to disclose the 
issue to the tax authority. However, under applicable tax 
law, the period of limitations for the taXing authority to 
challenge the issue will never lapse. If audit detection risk 
is not a relevant consideration for recognition of a tax 
benefit, then the entity would be required to record a 
liability for the potential disallowance of the tax benefit, 
and maintain that liability literally forever, even though 
there is essentially zero probability that the liability will 
ever be paid. It is unclear how that result provides more 
meaningful financial information to users of financial 
statements. 

This problem exists even where the contingency is not 
tied to audit detection risk. Certain tax accounting 
conventions are routinely sustaineli 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 will be sustained if dIe matter were 
litigated.'6 In such cases, the proposed FASB standard 
would require the accrual of a liability even though it is 
highly unlikely that the liability will ever be paid. 

It is unclear why the FASB is proposing to treat 
detection risk related to tax issues different from detection 
risk related to other contingent liabilities. For example, 
assume an entity pays an amount to an employee based on a 
reasonable and good faith estimate of the amount due under 
a company administered compensation plan. Due to some 

.. An example is the expensing of asset ""quisition costs below a 
specified threshold. For book purposes, many entities expense 
certain asset acquisition costs below a specified amount (e,g., 
$1,000). Although the technically proper accounting is to 
capitalize and depreciate the costs, the amounts are not material to 
lhe financial statements, and the administrative inconvenience and 
cost associated with capitalizing and depreCiating Ibe assets 
outweigh Ibe benefits. The entity may follow Ibe book expensing 
convention in filing tax returns, and as a matter of administrative 
practice, Ibe taxing authority may have informally agreed that it 
will not challenge the entity's tax treatment of such costs. 
Notwithstanding the taxing authority's administrative practice. the 
entity may not be able to conclude that it is probable that it would 
prevail in its tax treatment of the costs if the matter were litigated. 

Other examples might include tax positions based on informal 
agreements with Ibe IRS, such as carryforward effects of audit 
settlements, rollbacks of ""vance pricing agreements. Competent 
authority relief would be another example of tax benefit th.t might 
be undisputed and reasonably expected, but clearly not probable as 
a purely technical matter. 
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ambiguity in the plan document, there is a risk that the 
employee might argue that amount due under the plan was 
understated. While the entity does not believe it is probable 
that any such claim will ever be raised, it is unable to 
conclude that, if such a claim were to be raised, it is 
probable that the employee would not prevail. Under those 
circumstances there is nothing in F AS 5 or elsewhere in 
existing GAAP that would require the entity to accrue a 
liability for the potential employee claim. However, under 
the proposed F ASB standard, if the amount payable to the 
employee were a tax, the entity would be required to accrue 
a liability. Why? And how does this contribute to 
consistency in accounting, or make financial statements 
more meaningful? 

Partial Tax Benefit Recognition 

It appears that the FASB's proposed standard does not 
allow for a partial recognition of a tax benefit. The 
standard is expressed simply as whether the reported tax 
benefit will be sustained on audit, and the implication is 
that if the tax benefit will not be sustained in ful~ then no 
portion of the benefit can be recognized. If the standard is 
applied in such an "all or nothing" fashion, it will cause 
serious misstatements. 

For example, consider a U.S. subsidiary that makes an 
annual royalty payment to its foreign parent corporation for 
intangibles used in the manufacture of products in the 
United States. While the U.S. subsidiary's royalty amount 
was determined in good faith and is believed to be proper 
and appropriately documented, due to the inherent 
uncertainty of the transfer pricing rules, the entity may be 
unable to conclude that the subsidiary's royalty payment 
will be sustained upon challenge by the IRS. Under 
existing GAAP, the entity might estimate the amount it 
expects to incur to settle with the IRS, and accrue a reserve 
for that amount (typically involving only a small fraction of 
the reported tax benefit). However, under the proposed 
standard, the entity would be required to reserve 100% of 
the tax benefit until the payment is approved on audit. 
Upon resolution of the audit, it would be expected that the 
entity would release the reserve and recognize a substantial 
portion of the benefit in a period far removed from the 
actual payment of the underlying royalty. It is hard to 
understand how this approach provides users of financial 
statements with meaningful information. 

Even if the standard is not applied in an all or nothing 
fashion, and the company is allowed to recognize the 
portion of the tax benefit as to which there is a probable 
level of confidence of being sustained, that only produces a 
"less wrong" result. In the example above, assume the 
company concludes that it is more likely than not that it can 
sustain 80% of the claimed deduction, and probable that it 
can sustain 60% of the claimed deduction. The most likely 
outcome is a payment of 20% of the tax benefit, but the 
proposed standard (if applied on a partial basis) will reqnire 
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an accrual of 40% of the tax benefit. There is still an 
overstatement of the company's liability; it is just less 
severe. There is no justification for requiring an accrual for 
more than the reasonably estimated liability to be incurred. 

Tax Benefit Measurement 

In some cases, the tax benefit of a position cannot be 
quantified, making it impossible to determine what should 
be "not recognized" under the proposed standard. For 
example, assume an U.S. corporation transfers tangible 
property to a foreign affiliate at a price of $100 and 
generates taxable income of $10 on the transaction. The 
IRS is expected to challenge the transfer price, and the 
company is unable to conclude that it is probable that the 
reported transfer price will be sustained. What is the tax 
benefit of the transaction? Obviously, the tax benefit 
depends on what price the IRS might assert as the 
appropriate arm's length price. Without knowing that 
amount, the U.S. corporation doesn't know what amount it 
should "not recognize" in its financial statements. 

One alternative, that does not appear to be authorized 
under the proposed standard, is to determine the price at 
which it is probable that the transaction would be sustained, 
and calculate the tax benefit in comparison to that price. 
For example, if the company concluded it was probable 
(70% level of confidence) that the IRS would accept a 
transfer price of$115, the company could record a liability 
(i.e., reduce tax benefit) by the tax on an additional $15 of 
taxable income. As noted above, this is not a satisfactory 
solution because it still leads to a result that overstates the 
company's liabilities relative to the "best" estimate ofhow 
the matter will actually be resolved (which is at a price 
level lower than $115). 

Note that this measurement issue does not arise under 
current accounting principles. Under FAS 5, if it is 
probable that the transfer price will be challenged on audit, 
and it is probable that some liability will be incurred to 
resolve the challenge, then the enterprise will accrue its best 
estimate of the amount likely to be incurred to resolve the 
issue. This is a much more straightforward and sensible 
approach than implied by the FASB's proposed affirmative 
judgment standard, and arrives at a better estimate of the 
liability to be recorded. 

Conclusion 
For the reasons discussed above, the correct and 

preferable approach to financial reporting for uncertain tax 
positions is initially to recognize in the fmancial statements 
the tax effects of the tax positions as they are reported on 
the tax return. Any resulting tax benefit should then be 
evaluated for the need to record a valuation allowance or 
loss contingency reserve under well established and long­
standing accounting principles articulated in FAS 109 and 
F AS 5. That is, a FAS 109 valuation allowance is recorded 
for any deferred tax benefit if it is more likely than not that 
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the deferred tax benefit will not be realized because of the 
lack of sufficient tax attributes in future periods, and a 
F AS 5 loss contingency reserve is recorded if it is probable 
that the tax benefit will be disallowed on audit There is 
nothing that I have found in the authoritative literature that 
supports the view the tax effects of transactions should not 
be recorded in the financial statements unless it is probable 
that the tax benefits will be sustained on audit In addition, 
any such rule would make financial statements misleading 
and would present significant practical problems. 
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