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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. An enterprise would not be permitted to 
employ a valuation allowance or account as a substitute for derecognition of thc benefit of a tax 
position. 

TEl agrees that under an asset recognition model a tax position should not be derecognized 
through a valuation allowance or account. We do not agree, however, that the potential disallowance 
of a tax position should be accounted for as though the tax position were never claimed. 
Specifically, under the proposed Interpretation, if a tax position (a) fails to satisfY the recognition 
threshold, (b) is claimed on a tax return, and (c) creates a realizable net operating loss carryforward, 
the enterprise would seemingly not be permitted to recognize the deferred tax asset of the net 
operating loss carryforward. As a result, users ofthe financial statement might be confused why an 
enterprise is not paying taxes in subsequent periods where the financial statements contain 
insufficient or no evidence of the net operating loss carryforward. 

TEl recommends that the financial statements reflect the tax positions as reported on the tax 
return and account for the potential disallowance of those positions as a separate item, either as an 
impairment of the deferred tax asset or as additional taxes payable. In the example above, the 
enterprise would report a deferred tax asset for the net operating loss carryforward and separately 
report an impairment of the deferred tax asset, representing the potential disallowance of the net 
operating loss carryforward. When the net operating loss is utilized in future periods, the asset 
impairment accrual would be reduced, and an accrual would be recorded for taxes payable with 
respect to the tax period in which the net operating loss is utilized. TEl's recommendation will 
preserve the audit trail from the tax return to the financial statements and is consistent with the 
process through which the audit issues are resolved. 

6. ~easurement 

Under the proposed Interpretation, once the probable recognition threshold is satisfied, the 
best estimate of the amount that would be sustained on audit would be recognized. Paragraph 11 of 
the proposed Interpretation defines the best estimate as "the single most-likely amount in a range of 
possible estimated outcomes." Any subsequent changes in the recognized amount are also made 
using the best estimate method and recognized in the period of the change. 

If an asset recognition model were adopted, TEl agrees that tax positions satisfYing the initial 
recognition threshold should be recorded based on management's "best estimate" of the amount that 
is probable of being sustained on audit. We do not agree, however, with the proposed 
Interpretation's approach to the determination of the best estimate and recommend that it be 
modified substantially. In many cases, it is difficult to estimate one amount as the single best 
estimate. 32 F AS 5 accommodates such challenges by requiring an accrual at the low end of the 

32 For example, assume that a tax benefit for a position ranges from $50 to $100 and that there is a 20-percent likelihood 
each of resolving the uncertainty for $60, $70, $80, $90, and $100. How much benefit should the taxpayer recognize in 
such a situation? We do not believe an answer can be determined from the proposed Interpretation. There are numerous 
issues where the expected value of the settlement positions will have a wide variance and non-Donnal distribution. In 
other words, the proposed Interpretation's best estimate model will work in some cases where the expected value of 
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range ofloss and disclosure of the range. 33 When no amount within a range is a bettcr estimate than 
any other amount within the range, the enterprise records the minimum benefit that is probable of 
being acccpted. We recommend retention of an approach similar to current accounting principles, 
which requires a "reasonable estimate" of the loss incurred with respect to an uncertain tax position . 

Finally, TEl also agrees that any subsequent changes in the amount of tax benefit recognized 
amount should be made using a best estimate methodology (modified as recommended by TEl). 

7. Classification 

Under the proposed Interpretation, the liability arising from the difference between the tax 
position and the amount recognized and measured under the proposed Interpretation would be 
classified as a current liability for amounts that arc anticipated to be paid within one year or the 
operating cycle, if longer. Unless the liability arises from a taxable temporary difference, it would 
not be classified as a deferred tax liability. 

TEl agrees conceptually with the proposed clarification that an accrued liability for a 
potential disallowance of a tax position should be classified as current or non-current based on the 
period in which the liability is expected to be paid. We have practical concerns, however, about an 
enterprise's ability to predict when tax audits will close and the effect of the timing of audit closings 
on the presentation of the financial statementsJ4 Despite the best efforts of enterprises and taxing 
authorities to conclude examinations within stipulated time frames, unforeseen events frequently 
delay the closing of an examination and the payment of the liability. In order to minimize 
classification issues, we recommend that the FASB permit enterprises to classity their tax reserves as 
current liabilities. At a minimum, the proposed Interpretation should clarity the effect of the timing 
of closing of tax audits on the proper classification of a liability as well as the effect of delays in the 
closing of audits. 

settlement probabilities approximates a normal bell-shaped distribution, but it does not work at all for other expected 
value probability distributions (e.g., a V-shaped expected value probability), Vnder a probability-weighted "expected 
amount" approach oreON " the answer to the simple fact pattern above is S80, being the sum of the expected values of 
$12, $14, $16, $18, and $20. TEl does not. however, support an expected-value approach to measurement oftax benefits 
because it would be highly complex and imply a level of precision in the financial statements that rarely exists in the 
settlement of tax disputes. 

)J F ASB Interpretation No. 14~ Reasonable Estimation of the Amount of a Loss, an interpretation ofF ASB Statement No. 
5 (1976). 

J<C Assume, for example, that a taxpayer believes it IikeJy that an examination will close in the coming year and classifies 
a potential liability as current. During the year, it becomes clear that the examination will not close and may not close 
within the following year. If the enterprise reclassifies the liability from current to non-current, should the 
reclassification be considered a change in estimate or an error? Would the enterprise be required to restate its prior year 
comparative balance sheet in order to be comparable? 
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Under the proposed Interpretation, a change in the recogmtlOn, de recognition, or 
mcasurement of a tax position should be recognized entirely in the interim period in which a change 
in judgment occurs. The justification for the approach is that it is analogous to the effect of changes 
in tax rates under F AS 109. 

TEl believes the propos cd Intcrpretation's approach would produce interim financial 
statcments that arc highly volatile and thus potentially confusing for investors. We recommend 
retention ofthc current rules that require a taxpaycr to estimate its effective tax rate and apply that 
rate consistently through the year (i .e. , the "integral" approach of APB 28, which with two 
exceptions not relevant here was generally reaffirmed in FAS 109).35 Under APB 28 and FAS 109, 
changes in judgmcnt during the year are reflected by adjusting the rate for the balance of the year. 
Under the asset recognition approach of the proposed Interpretation, enterprises would in effect be 
required to compute quartcrly tax returns for all material global tax jurisdictions in order to properly 
compute and report interim tax liabilitics and reflect changes in judgment about uncertain tax 
positions. We do not believe the cost and complexity of such an exercise will improve the 
comparability, consistcncy, and reliability of financial statements. If there are concerns that the 
effect of tax settlements arc not being reflected properly in the quarter in which such events occur, 
then more limited guidance addressing such matters should be issued. 

9. Interest and Penalties 

The proposed Interpretation would require enterprises to accrue interest on the difference 
between the tax benefit recognized in the financial statement and the tax return position in the period 
the interest is deemed incurred. Similarly, if a tax penalty would apply to the position, a liability for 
the penalty should be recognized. The proposed Interpretation provides no guidance on the 
classification of interest and penalties . 

TEl agrees with the approach in the Proposed Interpretation and believes that there is no need 
to make other changes in the accounting for, classification of, or disclosure of interest and penalties 
related to potential tax deficiencies. 

10. Disclosures 

The proposed Interpretation would require loss contingencies relating to previously 
recognized tax positions be disclosed in accordance with paragraphs 9-11 of F AS 5. The proposed 
Interpretation also concludes that liabilities recognized in financial statements for tax positions that 
do not meet the probable recognition threshold are similar to contingent gains and should be 
disclosed pursuant to paragraph 17 of FAS 5. 

TEl believes that the current disclosure requirements under F AS 5 for loss contingencies and 
contingent gains should he retained. Also, neither the dual recognition threshold nor the probable 

II Accounting Principles Board Opinion No. 28, Interim Financial Reporting (1973). 
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standard of the proposed Interpretation should be adopted. As important, we do not believe that 
previously recognized tax positions that fall below the probable standard should be derecognized and 
disclosed if the proposed Interpretation is adopted. If, contrary to our recommendations, the asset 
recognition model is adopted, the disclosure rules under FAS 5 might need to be reviewed for 
consistency with the asset recognition approach. 

11. Effective Date and Transition Rule 

The proposed Interpretation would be effective for fiscal periods ending after December 15, 
2005. In addition, the proposed Interpretation would be applied upon adoption to all tax positions 
for which the statute oflimitations remains opcn. Thus, only tax positions that satisfY the "probable" 
standard would be recognized or continue to be recognized. The cumulative effect of the change 
would be reflected as of the end of the period in which the Interpretation is adopted. In effect, any 
tax positions that do not satisfY the probable standard and have been previously recognized in an 
enterprise's financial statement would be derecognized. 

For the reasons stated in our letter, TEL disagrees with the proposed effective date and the 
transition rule. Even if the FASB were to adopt the proposed Interpretation immediately upon thc 
close ofthe comment period, enterprises would require more time to understand it, reevaluate all tax 
positions for all open tax years, review the effect ofthe adoption ofthe Interprctation with their audit 
firms, and document their tax positions and internal control procedures in compliance with section 
404 of Sarbanes-Oxley. This will require substantial effort and time. Hence, the Interpretation 
should not be effective until the later of December 15, 2006, or six months following adoption. 

Finally, we note that if the proposed Interpretation were adopted without change, the FASB 
should, at a minimum, clarify the effect of the transition rule on the uncertain tax positions of a 
previously acquired company. Specifically, if a previously acquired company's tax liabilities were 
to be increased (or assets decreased) because a tax position should be derecognized upon adoption of 
the Interpretation, the FASB should confirm that the charge on adoption of the Interpretation is to 
goodwill rather than to the income statement. We believe this recommendation is consistent with the 
intended results discussed in the comments section in Appendix C on the effect of the proposed 
Interpretation on EITF 93-7 and Qucstion 17 of the Guide to Implementation of Statement 109 on 
Accounting for Income Taxes. 

Miscellaneous Comments on Examples in Appendix A of the Proposed Interpretation 

A. General 

The examples set forth in Appendix A of the proposed Interpretation are helpful in 
understanding the proposed Interpretation. At the same time, they illustrate the complexity and 
ambiguity of applying the proposed Interpretation compared with the more straightforward analysis 
of the results that can be achieved under current accounting principles. 
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B. Research and Experimentation Credit Example and Unit of Account 

The accounting result under the facts and circumstances discussed in paragraphs A2 through 
A II of the proposed Interpretation would generally be the same under current accounting principles, 
but there is no need to determine the proper "unit of account," or engage in a complicated two-step 
analytical process to first document the technical merits of the position (validity) and then separately 
document the best estimate of the likely settlement of the position (valuation). The analysis is part 
of a single determination of a reasonable estimate of the amount ofloss to be incurred with respect to 
the position . 

The example is troubling because it implies that an enterprise must have prior audit 
experience from which it may assess the validity of each new research and experimentation project 
and determine the best estimate of the amount of tax benefit for each project. By definition, new 
research and experimentation projects will have clements that have never been reviewed by the 
taxing authorities. Hence, enterprises should be permitted to usc their best judgment to determine 
the best estimate of the tax benefit. 

[n addition, no explanation is provided why each research project in the example constitutes a 
separate unit of account or how the enterprise determined the proper unit of account. The only 
guidance in the proposed Interpretation is that "[tJhe appropriate unit of account may be different 
based on facts and circumstances." It is unclear why, for example, separate categories of research 
expenditures would not be considered the proper unit of account. Hence, even though the unit of 
account concept is seemingly intended to be a flexible tool for evaluating various tax positions, we 
believe it may lead to significant disputes and may not enhance financial accounting. 

c. Temporary Differences and Validity and Value 

For many uncertain tax positions, neither the validity nor the value of the tax benefit is in 
issue. Rather, the only dispute is the proper timing of the tax benefit. Under the proposed 
Interpretation, it is unclear whether a dispute about the proper timing of a tax benefit is an issue of 
"validity" or an issue of "value." For example, assume that in a business combination transaction an 
enterprise employs a questionable valuation assumption to reallocate $10 million of purchase price 
to short-lived assets from longer-lived assets for tax purposes. The potential reallocation of purchase 
price is seemingly a valuation issue. But the example in paragraphs A22 and A23 of the proposed 
Interpretation implies that the additional accelerated deductions attributable to the reallocation 
should bc analyzed to detemline the validity of the additional deductions. In addition, it is unclear 
whether the allocation of purchase price to short-lived assets must be treated as a separate "unit of 
account" for purposes of determining whether the issue is one of value or validity. 

Finally, there are uncertain tax positions where the distinction between validity and value is 
unclear even when timing is not an issue. For example, if a taxing authority claims that an enterprise 
is not entitled to include certain tax items in the calculation of the base amount for a particular tax 
credit, does the disallowance of those tax items raise a question about the validity of the credit on 
those specific tax items, or is the dispute simply a question of the value of the credit that is allowable 
overall? Is this another circumstance where the enterprise must first determine whether the 
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additional tax items are a separate "unit of account" before analyzing the validity and value issues? 
The proper application of the proposed Interpretation in this relatively common situation is highly 
uncertain and underscores why current accounting principles can bc applied with bettcr results and 
greater reliability than the proposed Interpretation. 

D. Transfer Pricing Example 

The accounting result under the circumstances discussed in paragraphs A 16 through A21 of 
the exposure draft is generally the same under current accounting principles, but the result is more 
easily explained undcr current principles. Since the enterprise has documented that its transfer
pricing methods are reasonable and supportable, the enterprise would conclude under current rules 
that it is not probable that the taxing authorities would assert a transfer-pricing adjustment. 

Although the example is helpful and provides assurance that enterprises do not have to 
assume transfer-pricing adjustments will be made simply because of the inherent complexity and 
ambiguity of the rules, application of the example's principles to more complex but common 
transfer-pricing facts and circumstances will Icad to significant confusion. For example, if an 
intercompany transaction is challenged by the taxing authority on thc basis that a paymcnt is 
considered a nondeductible contribution to capital and the enterprise's position that the payment is 
fully deductible docs not satisty the probable threshold for initial recognition, no benefit would be 
realized. This would be the result even where the enterprise can establish that its treatment of the 
transaction is "more likely than not" correct and that the matter can be resolved by a concession of 
no more than 40 percent of the tax benefit. Under current accounting principles, the enterprise 
would recognize the tax benefit of the reported tax treatment and then record a loss contingency 
accrual for the reasonable estimate of the amount that would be incurred to resolve the matter. 

E. Amortization Example 

The example assumes - perhaps unrealistically - that 15-year amortization is the treatment 
that is probable of being sustained. A more likely outcome is that, because of uncertainty in the 
applicable tax rules, there is a 40-percent to 60-percent chance that the deduction will be sustained, 
and a 40-percent to 60-percent probability that 15-year amortization will be sustained. In such 
circumstances, is it accurate to say that 15-year amortization is the treatment that is probable of 
being sustained? 

As another example, assume that the taxpayer deducts the entire amount of transaction costs 
and the taxing authority'S primary position is that no amortization is allowed (i.e., permanent 
capitalization). The taxing authority'S alternative position is that 15-year amortization is permitted. 
If each of the outcomes (full deduction, permanent capitalization, or 15-year amortization) is equally 
probable of being sustained, what amount should be recognized initially or derecognized upon 
disallowance of the taxpayer's immediate deduction? Must the enterprise record its tax benefits 
based on the least favorable outcome unless it can prove that a more favorable outcome is probable 
of being sustained? 
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Where multiple resolutions are possible with differing levels of uncertainty for each 
resolution, current accounting principles will more easily pennit an evaluation of a reasonable 
estimate of the expected settlement. This evaluation, although complex from a tax perspective, is 
relatively straightforward and conforms with current commercial practices in assessing the outcome 
of tax controversies. 

# 


