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Dear Sir/Madam:

Chiron Corporation is a publicly traded biopharmaceutical company with approximately
$1.7 billion in revepues and 5,500 employees, Chiron Corporation maintatns a staff of
eleven full-time tax professionals and also engages several accounting firms and law
firtns in order to comply with the tax laws and regulations of over fifteen countries in
which 1t has operations. Chiron wishes to share its views on the Financial Accounting
Standards Board’s (“FASB”) Proposcd Inteipretation, Accounting for Urcertain Tax
Poxsitions (ihe “Proposed luterpretation™).

The Company’s principal connment is related to the proposed effective date of the
proposed Interpretation, which is for fiscal years ending after December 15, 2005, This
would require calendar year reporting compantes such as Chiron to first adopi the
interprelation in the fourth quarter of 2005.

We believe that the effective date sheuld be postponed until fiscal yvears ending after
Deccmber 13, 2006 (i.c., a one year deferral). Thc proposed Interpretation 1s a
significant change in accounting practice and will require 2 1major :mmplementation effort,
particularty in analyzing and computing the cumulative effect of the accounting change.
Furthermore, it appears that the Board believed that a 2005 cffective date was feasible
was because caleadar year companics would have completed their 2004 tax filings and
would therefore be in a position te analyze the camalative effcct of the accounting
change (Paragraph B41). This assumption is incorrect, as many companies have
significant non-U.S. tax exposures and the filing deadlines iz non-US junsdictions are
often later. Finally, the Board shouid be aware that the process of identifying uncertain
tax positions, documenting the lcvel of assurance and insuring correct financial statement
classification in a Sarbanes-Cxley (S80X) compliant manner will require companies to
significantly change their approach tc cstablishing tax resetves and accordingly will
require significant revisions to controls and procedures on a worldwide basis.
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In addition to cur view that the effective date should be postponed, we respectfully offer
other comments on a number of other issues about which the Board has requested
comment, which are appended to this ietter,

We appreciate the opportunity to comment on the proposed Interpretation.

Very truly yours,

/

David¥V. Smith
Senior Vice President and Chisf Financial Officer

Don Rath
Vice President, Tax

Attachment
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COMMENTS ON SPECIFIC ISSUES

Issue 1: This proposed Interpretation would broadly apply to all tax positions accounted
for in accordance with Statement 109, including tax positions that pertain to assets and
liabilities acquired in business combinations. It would appiy 10 fax positions taken in tax
returns previously filed as well as positions anticipated to be taken in future tax returns.
Do vou agree with the scope of the proposed Interpretation? If not, why not?

First, the propesed Interpretation dees not define what an “uncertain” tax position
is. Itis unduly broad in that it requires a company to analyze all of its tax positions.

Few if any tax positions are “certan” in an absolute sense. However taxpayer experience
or industry practice may allow a taxpayver tc reliably conclude that an issue 1s not
susceptible to challenge because in normal course it does not involve an area that the tax
authorities are concerned with.

Second, we de not believe that the propesed Inferpretation shouid be applied to tax
positions for which only the timing of, and not the entitlement to the benefit under
applicable tax law, is uncertain. The application of the propesed interpretation to
temporary differences provides little useful financial information but could require

a great deal of work for public companies.

Application of the proposed Interpretation to temporary differences will mn almost all
cases result in “grossing up” of deferred tax assets and liabilities and mcome taxes
payable without any net change to the income statement. The time and effort to track
different tax hases of assets and labilities for purposes of the proposed Interpretation as
well as for book and tax return purposes are not justified in view of the limited (if any)
financial information provided.

The fact pattern described in paragraphs A22-A23 is not uncommon. For example:

e A company acquires a group of intangible assets. It is uncertain whether the assets
acquired constifute a "trade or business.” Therefore it is uncertain whether the
intangibles should be amortized over 15 vears (Internal Revenue Code Section 197)
or a different {shorter) iife. |

e A company completes a majer facility expansion and performs a cost segregation
study in order to appropriately classify its costs for depreciation purposes. It1s
uncertain whether the tax authorities may treat amounts assigned to tangible personal
property {5 and 7 year assets) as real property (a 39 year asset).
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e Itis sometimes uncertain whether ERP implementation costs should be in part
deductible as software development costs under IRC Section 174 or capitalized and
depreciated over 3 years.

¢ [tis sometimes uncertain whether certain types of milestone payments paid by a
vharmaceutical company to a coliaborator for dnig development are currently
deductible or amortized over the term of the coilaboration agreement.

Furthermore, we believe it 15 “overkill” to apply a rigorous “probable” standard to items
where the company is assured of cbiaining the tax benefii, and the only uncertamiy
relates to timing., Adoption of a “more likely than not” standard, as suggested under
Issue #3 below may lessen concern in this arca, as companies will usually cbtain such
level of assurance for a material return filing position, even if it is a “timing” 1tem.

Finaliy, we believe that companies provide for inierest exposure on material {emporary
differences and so the risk of uncertainty tor temporary ditferences is already being
considercd under current practice.

Issue 2: The Board concluded that the recognition threshold should presume a taxing
authority will, during aa audit, evaluae a tax position: iaker or expected 1o be taken
when assessing recognition of an uncertain tax position. (Refer to paragraphs B12-B15
in the basis for conclusions.) Do you agree? If not, wiy not?

While there is general agreement with the Board’s position that application of the
standard should not take info account the probability of audit defection, there
should be room for taking into account the probability of assertion.

Taxpayer experience or industry practice may ailow a taxpayer to reliably conclude that
an issue is not susceptible to challenge because in normal course it does not involve an
area that the tax authorities are concerned with as a matter of policy or practice.
Probability of assertion is also an appropriate consideration in sttuations wherc an
unfavorable adjustment to an uncertain tax position may iead to a corresponding
favorable adjustment to another item, in which case the tax authorities have little
inceniive to assert a contracy position.

Issue 3: The Board decided on a dua! threshold approach that would require one
threshold for recognition und another threshold for derecognition. The Board concluded
that a tax position must meet a probable (as that term is used in Statement 3) threshold
for a benefit to be recognized in the financial statements. (Refer to paragraphs B16-B21
in the basis for conciusions.) 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?
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First, we believe that the probable standard is too difficult to meet in pra%:tice and
should be replaced with a “mere likely than not” standzard coupled with a “best
estimate” approach.

» The term "probable” as used in Statement S 1s not guantified, but 1s commonly
interpreted by public accounting firms fo be a probability threshold of 70-75%. On
this basis, 100% reserves would be established on positions that have a 5G-70% (or
75%) likelihcod of being sustainead.

s The timing mismatch between when income from a transaction is recognized and
when a significani portion of the related tax effect is recognized 1s deinmental to the
oblective of accurate financial reporting.

s Companies could very well be faced with being required to produce “should”
opinions for ali of their tax positions to their auditors to avoid a proposed adjustment.
There are maay situations in which a “should” opinion is impractical but there 1s a
low level of risk to the position being challenged. For example, there may be ample
authority based on private lefter rulings or other taxpayer-favorable advice from the
tax authorities which may not be cited as precedent, or there may be known
administrative practices or public comments that would Iead one to believe that the
risk on an uncertain tax issue 1s low.

s A more operable approach would be to set the initial recognition criteria at the "more
likely than not" level (i.e., greater than 50%). Combining this with the us¢ of a "best
estimate” outcome should result in accounting results that better approximate
management’s best estimate of the ultimate cutcome of all tax positions.

Second, having a different standard for recognifion and derecognition 1s
cenceptually troubling.

e The proposed dual threshold approach could frequently lead to inconsistencies in a
company’s financial reporting. One example is the situation where a company takes
the same position on successive tax returns but the company’s judgment on the
sustainability of the position changes from “probable” to “more likely than not” due
to a tax ruling or a third party court case, which often happens in practice. In such
cases, the company would not “derecognize” the benefits recorded for the tax position
in the earlier years in which a “probable” standard was met, but could not recognize
the benefit for the same type of item in subsequent years in which a “more likely than
not’” standard was met.

¢ A single recognition/derecognition threshold of “more likely than not” can be
practically applied and avoids potenfial mconsistencies.
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Issue 6: The Board concluded that once the probable recognition threshold is met, the
hest estimate aof the amount thar would be sustained on audit shouid be recognized. The
Board concluded thai any subsequent changes in that recognized amount should be made
using a best estimate methodology and recognized in the perivd of the change. (Refer to
paragraphs B9-B11 and B26-B29 in the basis for conclusions.}) Do you agree with the
Board's conciusions on measurement? If not, why not?

We generally agree with this appraach, subject to our comments under Issue #3
above. However, we believe it would be helpful if the proposed Interpretation
clarified that the “anit of accoun?t” approach inv Paragraphs A2-A11 is fllustrative of
one approach that could be taken and is not required.

An example in the proposed Interpretation which appears to require a “unit of account”
analysis could lead to a situation where companies are expected to be able to apply the
proposed Interpretation on a transactional basis. There are many issues on which a set of
tax positions on similar items are likely to be settled on a consistent basis even where
there arc not equal levels of assurance on individual items.

Issue 7: The Board concluded that the liability arising from the difference between the
tax position and the amownt recogrized and measured pursuant to this proposed
Interpretation should be classified as a current liabilitv for amounts that are anticipated
to be paid within one year or the operating cycle, if longev. Unless that liability arises
from a taxable temmporary differcrce as defined in Statcmernt 109, it should not be
classified as a defcrred tax liability. (Refer 1o paragraphs B306-835 in the basis for
conclusions.) Do you agree with the Board’s conclusions on classification? If not, why
net?

We helieve that liabilities related to uncertain tax positions should continue to be
classified as current liabtlities on the balance sheet.

The view that tax contingencies should be “current’” because they are theoretically “due
on demand” is no more and no less “correet” than the view that tax contingencies should
be classified as “current” and “noncurrent” based on the expected ttming of payment.
Howecver, the timing of payment is often difficult te predict because of the nature of the
audit and settlement process. There is constderable risk that a company may
appropriately classity a contiagent tax liability as “current,” expecting a quick conclusion
of an audit cycle, only to subsequently learn of a new issuc being raised, a change in
audit personuel or a change in the decision to appeal an audit result will delay final
settiement.

Furthermore, we are conceraned that classification of contingent tax liabilities as
noncwrrent may more readily identify such balances as “tax reserves,” possibly resulting
in the need to disclose separaiely the naturc of the contingeacy in a manner that may
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compromise the company’s ability to settle an uncertain fax position upon audit. Sucha
situation creates an imbalance between the interest of the shareholders in accurate
financial reporting and the interests of the shareholders in favorable audit outcomes.

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 thz basis for conclusions.) Do you agree
with the Board’s conclusions about a change in judgment? If not, why not?

We generally agree with this approach. However in practice this will require
companies t6 perform a full review of the level of assurance on each of their
uncertain tax positions on a guarterly basis. Consideration should be given te
allowing companies to apply the propesed Interpretation on an annual basis, similar
to the impairment test required for goodwill under FAS 142,

We believe a year-end adoption is more consistent with the normal tax cycle that most
companies work through in determining the Ievel of assurance of their tax positions. A
“once a year” approach on the overall documentation of the level of assurance on each of
its maicr tax positicns, coupled with recording of snecific changes (e.g., actual
setilements, statute expirations) in the interim pericd within whick they occur would lead
to accurate financial reporting in the majority of cases.



