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I. Summary
Although we agree with the Board that there is an opportunity for improving the accounting for
Uncertain Tax Positions, we di sagree with the model proposed in the recently-issued Exposure
Draft of a proposed Interpretati on to SFAS No. 109, Accounting for Income Taxes ("SFAS 109").
Fundamentally, we believe tax contingencies are best viewed in terms of quantifying a liability .
To reverse this model and assess tax contingencies in terms of not recognizing an asset contains
conceptual flaws. The proposed Interpretation, if adopted in current form, will require companies
to record liabilities that are unlikely to ever be settled and will most likely be reversed into
income years later. Because li abilities will be systematically overstated, we do not believe
finan cial statement users will be best served because liabilities will be recorded that are not
reprcsent at ionally faithful. We believe the proposed accounting model for uncertain tax positi ons
needs to accommodate the fact that tax law is often uncertain and complex.
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We support the Board's stated objectives of improving consistency, reliability, and comparability
in the proposed Interpretation. Accordingl y, we believe the best course of acti on would be to:
• Retain the accounting considerations for tax reserves within the scope of SFAS No.5,
Accountingfor Contin gencies ("SFAS 5" ), and
• Provide implementation guidance regarding the use of SPAS 5 as applied to income tax
contingencies.
" .

If our recommendation to retain the existing the liability model is rejected and the asset model is
retained in a final Interpretation then, at a minimum, we recommend lowering the threshold for
asset recognition to ''more likely than not," Thi s alternative would be a less desirable approach
than keeping the liability model in SFAS 5; however, it would still be an improvement over the
guidance currently suggested by the proposed Interpretation.
Either o f these approaches we recommend above will resull in computation of a liability to the
Internal Revenue Service that accommodates the uncertainty and complexity of the tax code and
will be more re presentationall y faithful than the guidance in the proposed Interpretation to SFAS
109.
We a lso have a question about the need to amend SPAS 5 for income tax contingencies, if the
proposed Interpretation were to be issued in its current form.

II. Background
The proposed Interpretation di scusses th at a probable level of confidence may , in the absence of
opposing evidence, be demonstrated by obtaining " ... (A )n unqualified should prevail tax opinion
fro m a qualified expert fo r which all conditions are objectively verifiable ... 1 In our experience, it
is not always possible to adopt positions at a "should opinion" level of confidence because the
relevant ta x law is often unclear when eva luating whether or when we can take the deductio n.
An y uncertainty in the law presents a risk, to some degree, that a contrary interpretation might be
sustained. In our experience, it is not uncommon for questions of interpretation regarding a new
tax law, or the tax law applicable to a new business acti vity (e .g., doing business on the Internet)
to remain unsettled for decades.

Ill. Proposed Interpretation Observations
Liabilities not Representationally Faithful
" Representational faithfulne ss,,2 is defin ed as an essential characteristic of reli ability in CON 2,
Qualitative Characteristics of Accounting Info rmation ("CON 2"). The proposed Interpretation
causes us concern regarding representational faithfulness. As the Exposure Draft is currentl y
written, tax li abilities will be overstated because of the hi gh threshold ("probable") that will be
needed to recognize a "tax benefit " for book purposes. Introducing "probable" as a threshold to
this assessment will artificiall y inflate our liability to the IRS (especially as it relates to new tax
law).

FASB Exposure Draft concerni ng Uncerta in Tax Positions, File Reference No. 12 15-00 1, dated Jul y 14,
2005, paragraph 9b
2 CON 2. paragraph 63 defines representational faithfulness as "... correspondence or agreemelll between
a measure or description and the ph enomenon it purports to represent... "
1
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We do not understand the Board's conclusion that is discussed in paragraph B 16 in the proposed
Interpretation, which refers to the definition of "probable" assets and liabilities in a CON 6,
Elements of Financial Statements ("CON 6") context. We note in footnotes 18 and 21 to CON 6
that the definition of "probable" is not meant to equate to a SFAS 5 threshold (which is referred
to in paragraph 6 of the proposed Interpretation). We believe that many assets and liabilities are
. recognized when the probability of actual future cash flows is far short of the SFAS 5. threshold.
For example, derivatives such as deep "out-of-the-money" options are recogni zed as assets even
when the associated probabilities of realization may fall far below the SFAS 5 interpretation of
"probable."
Measurement Should Rely on Management's Experience
The Board concluded "measurement should rely 011 management's experience with the relevant
taxillg authority 011 similar matters'" and also "".the best estimate methodology would provide
the most relevant illformatioll to finallcial statement users... .. 4
Regarding the above text, we agree with the Board's conclusion as it relates to relying upon
management's experience; however, we do not agree that applying the "best estimate" method
discussed in paragraphs II and B28 of the proposed Interpretation 5 only when it is probable that
the deduction will be sustained is consistent with relying on management' s experience. The
proposed Interpretation would fail to incorporate management's experience with the relevant
taxing authority in many tax positions. In other words, requiring management to record a worstcase liability when the most likely outcome is to sustain a position does not incorporate
management's experience.
IV. Recommendation
We believe that the optimal course of action would be to supplement SFAS 5 by providing some
additional implementation guidance related to the accounting for income tax contingencies.
Specifically, when evaluating measurement of the liability, we support the conce pt of presuming
a tax position will be evaluated by taxing authorities (as is currently discussed in paragraph B 14
of the proposed Interpretation). We would suggest adding implementation guidance that a
company should make an assumption of due diligence on the part of both itself and the taxing
authority according to a "prudent bu siness person" standard. This standard would require that a
company should expect that it and the taxing authority would take such actions and make such
dec isions as a prudent business person would in the exercise of due diligence to optimize the
financial effects of tax controversies in question. This standard also would assume equal and
complete knowledge of facts and law, and equal skill and competency in the representation of
both parties. The company should furth er assume that a court in reaching its judgment would
consider all relevant authorities and arguments favorable to both the company and the taxing
authority.
FASB Exposure Draft concerning Uncertain Tax Positions, File Reference No. 1215·001 , dated July 14,
2005, paragraph B26
, Ibid., paragraph B28
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Ibid. , paragraph II instructs the reader to " ... measu re the amount of benefit recognized for a tax position
that meets the probable recognition threshold as th e best estimate of the amount that is probable of being
sUJtained upon audit by the faxin g authority ... " which is ", .. consistent with its use in FASB Concepts
Statement No.7, Using Cash Flow Information and Present Value in Accollnting Measurements .. ,(as
the) .. . single most-likely amount ill a range of possible estimated amounts. "
5
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This alternative would result in an improvement to financial reporting in the accounting for
uncertain tax positions since it would appropriately lead to a decision to record the liability when
appropriate, and it does not abandon the SFAS S model used for tax contingencies.
If the liability model is rejected and the Board ultimately retains the asset model , then we request
. " that the Board reconsider the effect of a tax position that has met the "more likely than not"
threshold for probability of success. In practice, we understand that that many companies have a
policy to take positions that are at least "more likely than not" to prevail. That is why we believe
a single threshold of ·'more likely than not" should be acceptable for both recognition and
derecognition of the tax benefit. This alternative is not as desirable as the liability model under
SFAS S since an asset approach with this threshold would still lead to some overstatement of the
liability; however, we believe this alternative is more representationally faithful than the
accounting model suggested by the proposed Interpretation.
The "more likely than not" threshold would support the objectives of improving consistency and
comparability, since this threshold is widely interpreted to "greater than SO%" probability and
would be aligned with the threshold generally used by many tax departments for purposes of
concluding whether or not to take a tax deduction. Additionally, we understand that the Board is
concerned with the accounting for aggressive tax positions or "tax shelters." We believe the
exposures related to tax shelters would still appropriately be recorded as liabilities since they
would fail to meet the "more likely than not" probability of success threshold.
Other Observations: Context within the U.S . GAAP Framework
We believe the guidance in the proposed Interpretation is, effectively, an amendment of SFAS S.
If the proposed Interpretation were issued in its current form (without any modification s). it
would seem that SFAS S would need to be amended to eliminate the reference to income taxes in
paragraphs 396 and 69,' since income tax contingencies would no longer foll ow the SFAS 5
model.

For example, all enterprise may be liligalil1g all income tax malter. III preparation for the trial, it may
determine tilar, based 011 recent decisiolls illvolving aile aspect of the litigation, it is probable that it will
have to pay additional taxes of $2 million. Another aspect of the litiga tion may, however, be open to
considerable interpretation, and dependin g on the interpretation by the court the enterprise may have to
pay taxes of $8 million over alld above the $2 million. In that case, paragraph 8 requires accrual oirhe $2
",illion if that is considered a reasonable estinwte of the loss. Parag raph 10 requires disclosure of the
additional exposure to loss if there is a reasonable possihility that additional taxes will be paid. Depending
0 11 the circumstances, paragraph 9 may require disclosure of the $2 million that was accrued." (SFAS 5,
6 .....

raragraph 39)
"In many cases, the accrual of a loss comingency results in the reco rding of a liability, for example,
accruals for a probable tax assessment ... In th e cou rse of its deliberations, therefore, th e Board found it
relevant 10 cOllsider the concept of a liability as expressed in accoumillg literature. t . (SFAS 5, paragraph
69)
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*****
If you would like to di scuss any of these ideas, please feel free to call Ken Evola at (703) 7144900 or me at (703) 903-3500. We would also be happy to meet with you at your convenience.
! •

"

Sincerely,

/s/ John F. Woods
John F. Woods
Senior Vice President
Corporate Controller & Principal Accounting Officer

---._-------------------------------Freddie Mac is a stockho lder-owned company established by Congress in 1970 to support homeownership
alld rental hOllsing. Freddie Mac fulfllls its mission by purchasing residential mortgages and mortgagerelated securities, which it finances primarily by issuing mortgage- related securities and debt instruments
in th e capital markets. Over the years, Freddie Mac has made home possible fo r one in six /zomebuyers
and nearly four million renlers in America. www. FreddieMac.com.
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