








in the practice of taxation at large. In addition, in the context of a self-assessment regime, we do not 
believe that achieving a "probable" level of confidence (as defined in the proposed Interpretation) is 
necessary for a taxpayer to conclude that it is probable that it will ultimately receive a tax benefit from 
the position. In the United States, for example, income tax laws (the Internal Revenue Code or IRC) 
identify various thresholds for purposes of assessing penalties and other consequences. All of those 
thresholds are at probability levels below or just slightly above 50 percent (i.e., "reasonable basis," 
"substantial authority," "more likely than nol"). The IRC does not have any established threshold above 
"more likely than not." We understand that any threshold representing something significanlly higher 
than "more likely than not" is irrelevant for U.S. tax purposes as taxpayers would typically already have 
a well-founded basis for their positions using established thresholds. This seems to be further 
supported by the recently issued IRS Circular 230 as well as the PCAOB's guidance on permitted tax 
services. Both documents make reference to the "more likely than not" threshold. 

While tax practitioners have issued opinions with various assertions of confidence above "more likely 
than not" (e.g., "should prevail" or "will prevail"), we understand that there is no uniform definition or 
consistent understanding of those terms. Therefore, as described in the proposed Interpretation, we 
believe the "probable" recognition threshold has conceptual and operational deficiencies. 

We further believe that the "probable" recognition threshold would result in financial reporting that is not 
refiective of economic reality. For example, establishing a tax liability for the entire amount related to 
positions that are "more likely than not" to be resolved in favor of the taxpayer, but are less than 
"probable" of being resolved in favor of the taxpayer will systematically overstate an entity's effective 
tax rate in the period in which the position arises and will overstate recorded liabilities until the position 
is resolved when compared to the eventual cash outfiows, Further, we believe that reversal of the 
liability originally recorded under the proposed guidance, would not necessarily correspond to a 
substantive change in economic conditions and, therefore, could distort reported results in the period of 
the reversal. In these cases, the entity would report liabilities and income tax expenses that are neither 
predictive of the future nor relevant for the current period's performance measures. Financial statement 
users' ability to obtain useful and decision-relevant information from such financial statements would 
be adversely affected. 

Although the "probable" threshold could create excessive tax liabilities for financial reporting purposes 
for virtually all taxpayers, certain industries would be significantly affected. Enterprises with substantial 
operations in foreign jurisdictions with less developed legal and tax systems are often unable to 
establish a probable level of confidence based on the technical merits (e.g., enterprises in oil and gas 
exploration or enterprises with significant manufacturing operations abroad). Financial services 
companies, such as banks or insurers, routinely enter into numerous arrangements that include 
uncertainties under the tax law. Many of these entities would rarely achieve a "probable" level of 
assertion on their uncertain tax positions. 

Regulated investment companies offer a particularly acute example. Such companies are subject to 
tax but are able to qualify for pass-through status and avoid taxes at the entity level if certain criteria 
are met. Although net asset values for such entities are reported on a daily basis exclusive of tax 
effects (with literally trillions of dollars invested in such entities), we understand that few, if any, of such 
entities could assert that every tax position taken regarding the taxable income distribution calculation 
for the numerous types of financial instruments they may hold (including, for example, derivatives, 
foreign securities, high-yield debt) is "probable" under the relevant provisions of the Internal Revenue 
Code. Given that various provisions exist for such entities to cure any defects in their design or 
operations and thus avoid taxes, we question the usefulness of financial information for such entities 
that includes a provision for income taxes. Even more troubling, regulated investment companies are 
explicilly required to disclose in their offering documents whether they intend to qualify for pass­
through status and the consequences of failing to qualify. Virtually all funds represent that they intend 
to qualify. The recording of a tax provision in the face of this public statement of intent and a good faith 
determination that the fund has qualified is highly likely to be misread by users as evidence, not of the 



inherent uncertainties of applying tax law, but of an actual - even admitted - compliance failure by 
management of the fund. 

Notwithstanding our comments above, if the Board decides to retain the probable threshold for 
recognition of the benefit of uncertain tax positions, we provide the following additional comments on 
the related guidance in the proposed interpretation. 

While we appreciate the Board's intent to provide operational guidance and address some identified 
practice issues relaled 10 the "probable" threshold, we believe that the guidance in paragraph 9 should 
be deleted. Management's judgment should be based on all available evidence without an implicit 
preference for any specific source or form of evidence. Also, as discussed above, we do not think that 
it is appropriate to equate a tax law probability measure (i.e., "should prevail") with a probability 
Ihreshold for financial slatement recognition purposes. 

If the Board retains the guidance in paragraph 9, we recommend that the guidance in sub-paragraph 
9(a) be deleted. A position supported by "unambiguous tax law" would seem to be at odds with the 
definilion of an uncertain tax position. 

We also recommend that the guidance in sub-paragraph 9(c) be deleted. We believe that it will be 
difficult to distinguish, in practice, those positions that have been "obviously presented" in a tax relum 
from those that have not. Further, because many taxpayers are never audited, the source of evidence 
implied in sub-paragraph 9(c) would be unavailable 10 them. This difficulty would be even more 
challenging in many non-U.S. taxing jurisdictions. Even if they are audited and a position is accepted 
by the taxing authorities, the taxpayer often will not know why the position was not disallowed. The tax 
examiner may not have properly identified the position as problematic, may have deemed it immaterial 
in one specific year, or may have had a different focus in the specific audit cycle. In all of these 
situations, reliance on the taxing authority's acceptance of a prior position would not be appropriate. If 
the Board retains sub-paragraph 9(c), we recommend that it require that the taxpayer possess positive 
evidence (rather than the absence of negative evidence) about the reasons for the taxing authority's 
acceptance of a disclosed position. 

Subseguent Recognition 

Issue 4: The Board concluded that a tax position that did not previously meet the 
probable recognition threshold should be recognized in any later period in which the enterprise 
subsequently concludes that the probable recognition threshold has been met. (Refer to 
paragraph B22 in the basis for conclusions.) 00 you agree? If not, why not? 

Although we disagree, as described above, with the applicable recognition threshold, we agree with the 
Board's conclusion that a tax position not recognized when initially taken should be continually 
evaluated to determine whether it subsequently meets the recognition threshold. Conceptually, this 
seems to be a change in estimate for the established tax liability based on new information or, more 
frequently, changed circumstances. Although we do not believe that, in all cases, an identifiable 
triggering event is necessary, we believe that the Board should acknowledge, in paragraph B22, that a 
change in judgment regarding the technical merits of a position will result, more often than not, from a 
specific event rather than from a gradual shift in judgment from reassessing the relevant facts and 
circumstances. 

Oerecognition 

Issue 5: The Board concluded that a previously recognized tax position that no longer 
meets the probable recognition threshold should be derecognized by recording an income tax 
liability or reducing a deferred tax asset In the period In which the enterprise concludes that it 



is more likely than not that the position will not be sustained on audit. A valuation allowance as 

described in Statement 109 or a valuation account as described in FASB Concepts Statement 

No.6, Elements of Financial Statements, should not be used as a substitute for derecognition 

of the benefit of a tax position. (Refer to paragraphs B23--B25 in the basis for conclusions.) Do 

you agree with the Board's conclusions on derecognition of previously recognized tax 

positions? If not, why not? 

If the Board were 10 accepl our proposed model. whereby the recognition threshold was at a level 

where the taxpayer can establish that the qualitative and quantitative preponderance of technical 

arguments support its position. we would support derecognition at the same threshold. For purposes of 

simplicity. this derecognition threshold might be described as a "more likely than not" threshold. as 

described in the proposed Interpretation. Derecognition of a tax benefit from an uncertain tax position 

represents an improved estimate or remeasurement of an existing tax liability and. therefore. we do not 

believe a dual threshold should be applied. The elimination of a dual threshold would also solve certain 

application issues. such as the comparability issue acknowledged in paragraph B18. Additionally, we 

believe that the recognition threshold discussed in the proposed Interpretation would require an 

amendment of FAS 5, including paragraph 39. 

If. however. the Board maintains the recognition guidance as currently proposed. we submit the 

following for the Board's consideration. We note that the Board specifically clarified that assessing 

whether it is "more likely than not" that an enterprise will have sufficient future taxable income to realize 

a deferred tax asset is a valuation concept. not a recognition concept. As such, the introduction of 

"more likely than not" as a derecognition threshold. in a different but closely related context, would add 

further complexity to an already complex area of financial reporting. In addition to potentially frustrating 

the Board's simplification efforts, using "more likely than not" for derecognition of tax benefits would 

introduce another qualitative, and arguably arbitrary, "impairment" threshold. As the Board is well 

aware, the current body of mixed-attribute GAAP already contains an array of impairment triggers. To 

improve the operationality of the Interpretation and to maintain a manageable level of complexity, we 

recommend that once a tax benefit has been recognized based on a probable threshold, the value of 

an uncertain tax position should be derecognized only when loss of that benefit becomes probable, as 

is presently the derecognition/impairment model for many other assets and would be consistent with 

the guidance for income taxes in FAS 5. 

Measurement 

Issue 6: The Board concluded that once the probable recognition threshold is met, the 

best estimate of the amount that would be sustained on audit should be recognized. The Board 

concluded that any subsequent changes In that recognized amount should be made using a 

best estimate methodology and recognized in the period of the change. (Refer to paragraphs 

B9-811 and 826--829 in the basis for conclusions.) Do you agree with the Board's conclusions 

on measurement? If not, why not? 

We agree that, absent the ability to measure the value of a tax uncertainty at fair value, management's 

best estimate is an appropriate measure. However, although a single-point estimate, as defined in the 

proposed Interpretation and Concepts Statement No.7, may in many cases be the most operational 

and practical approach, we are aware that in some circumstances, particularly where there are a 

variety of potential outcomes, which individually all have a relatively low probability of occurring, a 

single point estimate may be misleading. In those circumstances, an expected value methodology­

probability weighting the various outcomes but ignoring time value (and detection risk}-may be more 

representationally faithful. A single-point best estimate could also result in a seemingly inappropriate 

outcome in another not uncommon situation. Assume for example, an entity has a number of uncertain 

tax positions in a jurisdiction that meet the applicable recognition threshold. Generally, the single most 

probable outcome for any given position would be a tax liability of zero as the entity has strong 



technical support for each individual position. But simultaneously, the entity also expects to eventually 
concede or negotiate some portion of this portfolio of positions based on past audit experience and a 
desire to avoid the hazards of litigation. The proposed Interpretation would seem to preclude reflecting 
a tax liability in this scenario. 

While we believe that detection risk should not be considered in the measurement of a tax liability, we 
believe Ihat the proposed Interpretation should clarify that delection risk should not be incorporated in 
either recognition or measurement of uncertain tax positions. The Board might clarify this pOint in 
paragraph 7 by also referring to measurement (Le., paragraph 11), in addition to the existing reference 
to paragraph 6. 

Classification 

Issue 7: The Board concluded that the liability arising from the difference between the tax 
position and the amount recognized and measured pursuant to this proposed Interpretation 
should be classified as a current liability for amounts that are anticipated to be paid within one 
year or the operating cycle, if longer. Unless that liability arises from a taxable temporary 
difference as defined in Statement 109, it should not be classified as a deferred tax liability. 
(Refer to paragraphs B30-B35 in the basis for conclusions.) Do you agree with the Board's 
conclusions on classification? If not, why not? 

While we acknowledge the merits of classifying tax liabilities as current or noncurrent based on the 
expected timing of the potential claim on an enterprise's liquid resources, we interpret ARB 43, Chapter 
3, paragraph 7, to clearly define liabilities for income taxes as a current liability. Further, paragraph 7 
indicates that "[t]he current liability classification is also intended to include obligations that, by their 
terms, are due on demand or will be due on demand within one year, even if liquidation may not be 
expected within that period" [emphasis added]. In addition to the technical analysis, we believe that 
the proposed approach would increase the complexity of the model without providing a benefit 
commensurate with the related cost. 

The proposed guidance on classification also seems inconsistent with the conceptual premise 
underlying the existence of the liability. Pursuant to the proposed Interpretation, the entity would 
classify as current only the amount that is expected to be paid within the next operating cycle and any 
remaining amount would be classified as non-eurrent. This would be the only instance where an entity 
would be allowed to introduce expected outcomes for positions that are deemed to be less than 
probable of being sustained (i .e., an entity may not expect to pay an item related to a position that is 
not probable of being sustained). Further, it appears that the proposal in this regard would seem to 
incorporate detection risk into the assessment. We fail to understand the rationale for that approach, 
especially considering the fact that the proposed Interpretation would require interest to be accrued on 
the entire amount of the liability, not just the amount expected to be paid. For example, assume that an 
entity claimed a tax benefit of $1,000 but that it was only more likely than not (i.e., less than probable) 
that the benefit would ultimately be sustained. For the next five years, the entity would accrue interest 
on the entire tax benefit, resulting in a tax liability of $1 ,500 ($1,000 base liability plus $500 in interest 
at 10% per year) by the end of the fifth year. At the end of Year 5, the entity was in the midst of 
settlement discussions with the IRS and anticipated that it would be able to resolve the entire matter for 
a payment of $250, representing tax and interest. Further, it expected such resolution to occur within 
the next six months. As we understand the proposal, the entity would reclassify $250 as a current 
liability, would have a noncurrent liability of $1,250 and would continue to accrue interest on the entire 
tax position of $1,000 because the entity still did not have sufficient technical basis to support a 
probable assertion. 

Notwithstanding our views and concems expressed above, if the Board retains the currenHy proposed 
recognition threshold, we would support the proposed classification model. As discussed above, we 
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believe that the tax liabilities resulting from the proposed Interpretation would generally be overstated 
and thus, classifying a greater portion of those liabilities as noncurrent would mitigate, to some degree, 
the distortion to working capital. 

We agree with the Board's conclusion that a tax liability arising from the application of the proposed 
guidance generally should not be recorded as part of deferred tax balances. 

Change in Judgment 

Issue 8: The Board concluded that, consistent with the guidance in paragraph 194 of 
Statement 109, a change in the recognition, derecognition, or measurement of a tax position 
should be recognized entirely in the interim period in which the change in judgment occurs. 
(Refer to paragraph B36 in the basis for conclusions.) Do you agree with the Board's 
conclusions about a change in judgment? If not, why not? 

Yes, we agree with the Board's conclusion that changes in judgment should be accounted for 
discretely in the period in which they occur. 

Interest and Penalties 

Issue 9: The Board concluded that if the relevant tax law requires payment of interest on 
underpayment of income taxes, accrual of interest should be based on the difference between 
the tax benefit recognized in the financial statements and the tax position in the period the 
interest is deemed to have been incurred. Similarly, if a statutory penalty would apply to a 
particular tax position, a liability for that penalty should be recognized in the period the penalty 
is deemed to have been incurred. Because classification of interest and penalties in the income 
statement was not considered when Statement 109 was issued, the Board concluded it would 
not consider that issue in this proposed Interpretation. (Refer to paragraphs B37-B39 in the 
basis for conclusions.) Do you agree with the Board's conclusions about recognition, 
measurement, and classification of interest and penalties? If not, why not? 

If the Board were to agree with a lower initial recognition threshold, similar to our proposed position on 
Issue 3, we would support the accrual of interest on the full amount of the resulting tax liability. We 
believe that under our propcsed solution, the resulting tax liability appropriately reflects the expected 
cash outflows (assuming full knowledge by the taxing authorities) and, therefore, the eventual basis for 
computation of statutory interest. 

As currently proposed, however, we do not agree with the Board's decision to require interest to be 
accrued on the entire liability resulting from positions taken that are not probable of being sustained. In 
the self-assessment mechanism present in most income tax regimes, we do not believe that taxpayers 
are likely to pay interest on an entire tax pcsition that does not meet the propcsed probable threshold 
but for which the preponderance of the evidence supports the position. The requirement to accrue 
interest on the entire balance of such positions would further exacerbate the liability overstatement 
situation and widen the gap between the prescribed financial reporting and the underlying economics. 
Therefore, if the Board retains its propcsal regarding the level of support needed to record any tax 
benefit, we recommend the accrual of interest be analyzed separately from the liability for uncertain tax 
positions. That separate analysis should be based on interest that is probable of payment pursuant to 
FAS 5. While acknowledging that this proposal may add to the complexity of the model, we believe it 
belter reflects the underlying economic substance of interest payable for uncertain tax pcsitions. Under 
this approach, interest accrued on a tax liability that is not expected to result in a cash outflow (i.e., the 
position is "more likely than not" of being sustained) is not a liability. While the underlying tax liability 
may not have been defeased for positions that are not "probable" of being sustained, a separate, 
independently arising liability for interest may not have been incurred. 



We agree with the Board's conclusion on penalties. 

Disclosures 

Issue 10: The Board concluded that loss contingencies relating to previously recognized 
tax positions should be disclosed in accordance with the provisions of paragraphs 9-11 ·'of 
Statement 5. The Board also concluded that liabilities recognized in the financial statements 
pursuant to this proposed Interpretation for tax positions that do not meet the probable 
recognition threshold are similar to contingent gains. Therefore, those liabilities should be 
disclosed in accordance with the provisions of paragraph 17 of Statement 5. (Refer to 
paragraph B40 in the basis for conclusions.) Do you agree with the disclosure requirements? If 
not, why not? 

We do not believe that the reference to FAS 5 provides sufficient guidance to preparers of financial 
statements to result in relevant information for financial statement users. Under the proposed 
recognition threshold, the disclosure requirements of FAS 5 would not be applicable for most positions. 
A recognized position would, by definition, be probable, and a contingent loss would not reasonably be 
expected . Conversely, we believe that entities may be averse to disclosing gain contingencies before 
they become probable, and therefore recognized, due to the guidance in FAS 5, par. 17(b) "to avoid 
misleading implications." 

Regardless of the recognition threshold ultimately adopted by the Board, we agree that the proposed 
Interpretation should not require specific, detailed disclosures of uncertain tax positions (e.g., a roll­
forward of the tax liabilities). We believe that far too many disclosure reqUirements have been 
promulgated in the absence of a comprehensive disclosure framework, rendering many financial 
statements disjointed. Rather, the Board should prescribe general disclosures appropriate for material 
tax uncertainties andlor refer to existing requirements (e.g., AICPA Statement of Position 94-6, 
"Disclosure of Risks and Uncertainties") regarding the need for disclosures and requirement for 
transparency around uncertainties such that financial statement users have a sufficient basis to identify 
the risks assumed by the enterprise and independently assess management's judgments. In that 
context, we note that the existing requirement in FAS 109 to reconcile the income tax expense (or 
effective tax rate) for the period to the applicable statutory rate provides a mechanism for transparent 
reporting of the outcome of tax uncertainties for purposes of assessing management's previous 
judgments. 

Effective Date and Transition 

Issue 11: The Board concluded that this proposed Interpretation should be effective as of 
the end of the first fiscal year ending after December 15, 2005. Only tax pOSitions that meet the 
probable recognition threshold at that date may be recognized. The cumulative effect of initially 
applying this proposed Interpretation would be recognized as a change in accounting principle 
as of the end of the period in which this proposed Interpretation is adopted. Restatement of 
previously issued interim or annual financial statements and pro forma disclosures for prior 
periods is not permitted. Earlier application is encouraged. (Refer to paragraphs B41-B43 in the 
basis for conclusions.) Do you agree with the Board's conclusions on effective date? If not, 
how much time would you anticipate will be necessary to apply the provisions of this proposed 
Interpretation? Do you agree with the Board's conclusions on transition? If not, why not? 

We believe the Board is aware of the practicability concerns regarding the proposed effective date. We 
share these concerns and believe that the effective date should be deferred beyond fiscal years ending 
after December 15, 2005. Because income taxes are subject to a formal annual process, we believe 
that transition should be linked to the beginning or end of an annual period. Depending on the 



recognition threshold ultimately selected and level of technical tax analyses required for existing 

positions, some entities could require up to a year to adequately inventory and assess their uncertain 

tax positions. 

We agree with the Board's conclusion on the method of transition, with one comment. We recommend 

the Board consider the existing difference in the accounting for uncertain tax positions that are within 

the scope of EITF 93-7, Uncertainties Related to Income Taxes in a Purchase Business Combination. 

As we understand the proposed transition guidance, any change in such tax liabilities upon adoption of 

this proposed Interpretation would be included in the income statement as a cumulative effect of an 

accounting change. Under the guidance in EITF 93-7, any subsequent changes in tax liabilities would 

first be applied against goodwill. Thus, the transition requirements of the proposed Interpretation could 

effectively override the provisions of EITF 93-7 and could result in distorted financial reporting with 

unintended consequences. For example, in transition to the proposed interpretation, tax liabilities 

related to uncertain tax positions that originally arose in a business combination may need to be 

increased (as part of the cumulative catch-up adjustment) . However, upon ultimate resolution of such 

uncertainties in a subsequent period, in accordance with EITF 93-7, any reversals would be applied to 

reduce goodwill thus artificially protecting such goodwill from impairment. 


