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Deloitte & Touche LLP appreciates the opportunity to comment on the exposure draft. If you
have any questions concerning our comments, please contact Tim McKay at (415) 783-5366 or

Bob Uhl at (203) 761-3705.

Yours truly,

Deloitte & Touche LL.P

cc: James V. Schnurr
James A. Johnson
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APPENDIX
Deloitte & Touche LLP

Responses to Notice for Recipients

The following contain our responses and suggesttons to an asset-based approach for accounting
for uncertain tax positions if supported by the Board. However, as described n our cover letter,

we believe a contingent liability approach is preferable to an asset approach.

Scope

Issue 1: This proposed Interpretation would broadly apply to all tax positions accounted for in
qccordance with Statement 109, including tax positions that pertain to assets and liabilities

acquired in business combinations. It would apply to tax positions taken in tax returns previously
filed as well as positions anticipated to be taken in future tax returns. Do you agree with the

scope of the proposed Interpretation? If not, why not?

We agree.

Initial Recognition

Issue 2 The Board concluded that the recognition threshold should presume a taxing authority
will, during an audit, evaluate a tax position taken or expected to be taken when assessing
recognition of an uncertain tax position. { Refer to paragraphs BI2-B15 in the basis for
conclusions.) Do you agree? If not, why not?

We agree.

Issue 3: The Board decided on a dual threshold approach that would require one threshold for
recognition and another threshold for derecognition. The Board concluded that a tax position
must meet a probable (as that term is used in Statement 5) threshold for a benefit to be
recognized in the financial statements. ( Refer to paragraphs BI6-B21 in the basis for
conclusions.) Do you agree with the dual threshold approach? Do you agree with the selection of
probable as the recognition threshold? If not, what alternative approach or threshold should the

Board consider?

Recognition Threshold

As described in our cover letter, we do not support accounting for benefits of tax positions using
an asset-based model. Rather, a contingent liability model is better suited for accounting for

uncertain tax positions.

If the Board continues to support an asset approach, we disagree with the proposed recognition
threshold of “probable,” as that term is used in Statement 5. We are not aware that generally
accepted accounting principles impose a similar probability hurdle on other assets routinely
recognized in financial statements. In fact, FASB Concepts Statement No. 6, Elements of
Financial Statements, explicitly rejects the Statement 5 notion of probability, indicating instead
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that assets are probable future benefits with probable being used in a less restrictive and more
“conventional” sense.’

We recommend that, if the Board retains an asset-based approach, the Interpretation establish
“more-likely-than-not” as the appropriate threshold. Many would argue that this is the same level
of likelihood as is used in the conventional sense of the word probable as discussed in Concepts
Statement 6. Others might wonder if the Concepts Statement implies a level of probability
greater than more-likely-than-not but less than probable. In our view, it would not be
constructive to establish a probability threshold in between these two because we question
whether implementing a third level of probability is operational. Is it realistic to expect that
preparers and auditors are able to parse the likelihood of an event (one that is more likely than not
of occurring) into three categories (1.e. more-likely-than-not but less than conventionally
probable, conventionally probable as used in Concepts Statement 6, and probable as used 1n

Statement 5)7

Positions Obviously Presented

We are troubled by paragraph 9(c) of the exposure draft, which explains that “[sJimilar positions
in prior years’ tax returns that have been obviously presented in the tax returns and have been
either accepted or not disallowed or challenged by taxing authorities during an examination,” in
the absence of opposing evidence, demonstrate a probable level of confidence. While the tax
preparer may believe a tax position presented in a return is obvious, it may not be apparent that
the taxing authority examined and accepted the position, or that the tax position received scrutiny
from the appropriate level within the taxing authority. Thus, while we believe the situation
described in paragraph 9(c) is helpful evidence to support meeting the recognition threshold, it
should not be of the same level as the other examples in paragraph 9 and should not be illustrated
as an example that, by itself, is often sufficient evidence. We recommend that the example in
paragraph 9(c) be separated from the other examples and described as providing some positive
evidence but often not enough evidence by itself to lead to a conclusion that the recognition
threshold has been met for the reasons described above and for the reasons noted in footnote 3 of

the proposed Interpretation.

Derecognition Threshold

If an asset approach is used, we agree with the derecognition threshold of more likely than not.

Subsequent Recognition

I Footnote 18 of Concepts Statement 6 states:

Probable is used with its usual general meaning, rather than in a specific accounting or
technical sense (such as that in FASB Statement No. 5, Accounting for Contingencies,
par. 3), 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 (Webster's New World
Dictionary of the American Language, 2d college ed. [New York Simon and Schuster
1982], p. 1132). Its inclusion in the definition is intended to acknowledge that business
and other economic activities occur in an environment characterized by uncertainty in

which few outcomes are certain (pars. 44-48).
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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.) Do you agree? If not, why not?
We agree.

Derecognition

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?

We agree that a valuation allowance or valuation account should not be used as a substitute for
derecognition of the benefit of a tax position.

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-B11
and B26—B29 in the basis for conclusions.) Do you agree with the Board’s conclusions on
measurement? If not, why not?

We agree that under an asset approach, once the recognition threshold is met, the benefit
recognized in the financial statements should be the best estimate of the benefit actually expected

to be received.

The first sentence of paragraph 11 of the exposure draft states in part that, “An enterprise shall
measure the amount of benefit recognized for a tax position...as the best estimate of the amount
that is probable of being sustained upon audit by the taxing authority.” [Emphasis added].
However, the last sentence of paragraph 11 of the exposure draft states in part that, “the term best
estimate means the single most-likely amount in a range of possible estimated amounts.”
[Emphasis on “possible” added]. The Board should reconcile these two descriptions of the term

best estimate, if an asset approach is pursued.

Unit of Account

If an asset approach is supported by the Board, the exposure draft’s guidance on the appropriate
unit of account should be clarified. Without providing such clarification, operational issues may
arise and diversity in applying the final Interpretation may result. Paragraph 9 of the exposure
draft states in part, “The appropriate unit of account for a tax position, and whether the probable
recognition threshold is met for a tax position, is a matter of the individual facts and
circumstances of that position evaluated in light of all available evidence.” Any further insights
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that the Board could provide on what would constitute key facts and circumstances would
increase the operationality of a final interpretation and forestall the need for future clanification.

For instance, in the example in paragraphs A2 to A1l of the exposure draft, it is unclear why the
unit of account is each project rather than either each category of expenditure or each dollar
within each category of expenditures. Paragraph A6 of the exposure draft states:

In this example, upon review of four projects, management determines that the first two
projects meet the probable recognition threshold and, therefore, should be evaluated for
measurement. The third and fourth projects have certain expenditures for which there 1s
significant uncertainty (potentially nonqualifying salaries make up a majority of the tax
position and it is highly uncertain that those salaries will be allowed). Because those
projects do not meet the probable recognition threshold, they should not be recognized in
the financial statements (even though tax positions associated with those projects will be
included in the tax filing).

The example should clarify why those projects, rather than the expenditures that comprise those
projects, do not meet the recognition threshold. The nature of the uncertainty should be
explained. Is there uncertainty at the project level or is there uncertainty over the expenditures or
dollars of expenditures that comprise each project?

The second sentence of paragraph A6 implies that it 1s the uncertainty over the nature of the
expenditures that results in the failure of the recognition threshold. If so, it is unclear, in this
example, why the company would not analyze the remaining expenditures of the third and fourth
projects, other than the “nonqualifying salaries that make up a majority of the tax position,” under
the provisions of the proposed Interpretation and recognize a benefit for those expenditures if
they meet the recognition threshoid.

One explanation may be that the company believes the nature of the remaining expenditures
contained in the third and fourth project carry the same amount of uncertainty as the
nonqualifying salaries. If so, then this fact should be made apparent because then the company
has applied the provisions of the proposed Interpretation to each expenditure or dollar of
expenditure and concluded that they do not meet the probable recognition threshold rather than
concluded that the projects themselves do not meet the recognition threshold.

Generally, under an asset approach, we would believe that the appropriate unit of account for a
tax position is the lowest level possible—for example, each dollar that comprises a tax position.
While we believe the unit of account should be each dollar that comprises a tax position, we
acknowledge that judgment may be exercised to determine when it is appropriate to aggregate
certain dollars when applying the provisions of the proposed Interpretation.

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?
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We agree that a liability arising from the difference between the benefit of the tax position and
the amount recognized and measured pursuant to the proposed Interpretation should not be
classified as a deferred tax liability unless it arises from a taxable temporary difference as defined

in Statement 109.

However, we disagree with the exposure draft on the classification of liabilities recognized for
uncertain tax positions. All liabilities in which the entity could be required to sacrifice assets in
an operating cycle should be classified as current liabilities. Accordingly, the difference between
the benefit of the tax position and the amount recognized and measured under the proposed
Interpretation should be classified as current liabilities, unless a repayment schedule with the
taxing authorities exists. We believe these liabilities are similar to due-on-demand notes and

should be classified similarly.

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?

We agree that the impact of a change 1n the recognition, derecognition, or measurement of a tax
position of a previous fiscal year should be recognized entirely in the interim period in which the

change in judgment occurs.

However, the Board should reconsider the guidance with respect to the same changes in judgment
relating to tax positions of the current year. Paragraph 19 of APB Opinion No. 28, Interim

Financial Reporting, states, in part:

At the end of each interim period the company should make its best estimate of the
effective tax rate expected to be applicable for the full fiscal year. The rate so determined
should be used in providing for income tax on a current year-to-date basis. The effective
tax rate should reflect...available tax planning alternatives.

Accordingly, the effects of changes in judgment relating to tax positions of the current year

should be recognized over future interim periods in the same fiscal year, as described in Opinion
28.

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 s 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. )
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Do you agree with the Board’s conclusions about recognition, measurement, and classification of
interest and penalties? If not, why not?

We agree that the conclusions regarding recognition and measurement of interest and penalties
should be consistent with the accounting for the tax position. Under an asset approach, interest
and penalties should be accrued on the amounts recognized as liabilities under the exposure draft.
Under a contingent liability approach, as discussed in the cover letter, interest and penalties
should be accrued on unpaid amounts that are probable to be paid.

Additionally, we believe the Board should consider providing guidance in the final Interpretation
on income statement classification of interest and penalties relating to income tax liabilities.

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 requi rements? If not, why not?

If the Board retains an asset model as opposed to a Statement 5 contingent liability model, the
final Interpretation should contain its own disclosure requirements, which could be similar to
those of Statement 5, rather than referring the reader to Statement 5. Having standalone
disclosures will improve understandability of the disclosure requirements since benefits of tax
positions are viewed as assets under the proposed Interpretation rather than contingent liabilities
or contingent gains. Examples of disclosures that the Board may consider for the final

Interpretation are the following:

e Disclosure of the nature of the uncertainties related to benefits recognized and liabilities
accrued.

e Disclosure of the factors that could cause management’s estimates over uncertain tax
positions to be sensitive to change.

e For all liabilities recognized for tax positions that do not meet the recognition threshold,
disclosure of the amount and nature of the liabilities.

e Disclosure of the effects on liabilities accrued for changes in judgment relating to
recognition, derecognition, and changes in best estimate and the reasons for those
changes (e.g., settlement with taxing authorities, expiration of statute of limitations,
changes in tax law, etc.).

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
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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

i ssued interim or annual financial statements and pro forma disclosures for prior periods s 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 1o apply the provisions of this proposed Interpretation?
.Do you agree with the Board’s conclusions on transition? If not, why not?

The effective date proposed in the exposure draft does not provide enterprises with sufficient time
to analyze the effects of the final Interpretation and correctly apply its provisions by the proposed
effective date. The final Interpretation should be effective for fiscal periods beginning no sooner

than six months from the date of its 1ssuance.

We agree with the proposed transition provisions contained in the exposure draft. However, 1f
the effective date is delayed past the proposed effective date, the cumulative effect of initially
applying the final Interpretation should be recorded in opening retained earnings in accordance
with FASB Statement No. 154, Accounting Changes and Error Corrections.
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