











high standard (Statement 5 “probable”) for recognition, it is a virtual certainty that this
combination will result in systematic overstatement of tax liabilities, and in many cases,
such systematic overstatement will be material. We also believe this combination will
create significant earnings volatility (first when excess reserves are recorded, and then
later when the excess reserves are reversed). If this combination were to be adopted
(Asset Method with a “Probable” threshold), we believe taxpayers would have to provide
additional disclosure to their shareholders to make them aware that the tax expenses and
liabilities so provided in the income statement and balance sheet are not amounts that
management believes will ever be paid. We submit that this combination (Asset Method
with the “Probable” threshold) is not representationally faithful accounting because 1t will
require the recordation of liabilities that will be in excess of the future cash payments.
We also note that this combination will not achieve neutrality in the financial statements.
Accordingly, we strongly urge the Board to reconsider the use of the Asset Method and
the use of a “probable” recognition threshold.

Assuming the Board decides to go forward with an Asset Method, we strongly urge that
the recognition threshold be reduced to a “more-likely-than-not” recognition threshold
that is made based on practice and policy considerations as well as technical merits. We
believe that measurement should be made using management’s “best estimate™ A
reduction in the threshold for recognition to a “more-likely-than-not” threshold (based on
practice, policy, and technical merits) coupled with measurement based on management’s
“best estimate”, we believe will result in more representationally faithful accounting for
income tax uncertainties. With those changes, we do not believe additional disclosure
would be necessary.

In the event that FASB ultimately decides to continue with the proposed Asset Method,
the SVTDG has provided below its response to the invitation to submit written comments
regarding the eleven issues summarized at the beginning of the Exposure Dratt.

Scope

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 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 Intetpretation? If not, why not?

The SVTDG disagrees in general with the scope of the Proposed Interpretation,
particularly to the extent it embodies the new *“‘probable” standard, and does not as
described below, more broadly take into account the risk of assertion by a tax authority,
something that a rational investor would take into account in seeking an accurate
financial picture of an enterprise. Thus, as described below with regard to Issue 6, there
are a variety of circumstances that do not necessarily reflect the “technical merits™ that
could result in no assertion of tax liability by a tax authority. Moreover, it is wrong to
assume in such cases, that the taxpayer is “getting away” with something. A variety of
policy and practical considerations are often at play, in addition to technical merits. In



addition, much like the struggles in the accounting world, the tax law has struggled with
getting the “right answer” even in cases when the literal words might lead one to an
absurd result — be it pro-government or pro-taxpayer. The Proposed Interpretation would
require a company in cases where the technical language leads to an absurd albeit pro-
government result to “get the wrong answer” for financial statement purposes, even
though the tax world, including the tax authority, may be comfortably getting the “right

answer.”

The SVTDG understands that the Proposed Interpretation was initiated in part as a
response to the aggressive accounting for tax benefits of certain tax shelter transactions.
U.S. tax rules have been significantly changed to address such transactions and have
changed behavior towards the U.S. self-assessment tax system through additional tax
return disclosure, penalties and tax opinion letter requirements. An asset based test with
a “probable” or an “all or nothing” approach to account for uncertain tax positions is not
workable in ordinary day-to-day transactions especially for US-based multinational
corporations doing business in tax jurisdictions all around the world where interpretations
of law are often ambiguous. Accordingly, the SVTDG believes the method set forth in
the Exposure Draft (utilizing an Asset Method with a “probable” threshold for
recognition of tax benefits) if implemented at all, should be limited to transactions
outside the ordinary course of business (e.g. tax shelters or listed transactions).

In addition, the SVTDG believes that it would be helpful to clarify further that the
standard outlined in the Proposed Interpretation would not apply to non-income based
taxes such as sales and use taxes, and value added taxes.

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-Bl15 in the
basis for conclusions.) Do you agree? If not, why not?

The SVTDG disagrees with the approach taken in the Proposed Interpretation that one
should presume a taxing authority would, during an audit, evaluate a tax position. From a
practical standpoint, the rule should not only take into account the validity of a tax
position on its technical merits, but also allow the application of known practices and
policies of any applicable jurisdiction including the items identified in the response to
Issue #6. The automatic presumption of tax authority review solely based on technical
merits does not appropriately reflect the tax return review process and will not result in
fairly stated tax contingency reserve amounts. Thus, irrespective of the ultimate
probability standard that is applied, it should consider the likelihood of assertion.
Otherwise, the SVTDG believes that if the standard is adopted as drafted, then a likely
result will be many companies accruing large amounts of contingent tax liabilities that

will never be paid.



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 B16-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?

The SVTDG disagrees with the dual threshold approach and believes that both the
recognition and derecognition thresholds should be set at a “more-likely-than-not” level.
Identifying when a certain tax position is above or below this threshold is more realistic
to achieve on a consistent and regular basis. The alternative view detailed 1n the
Proposed Interpretation indicates an initial recognition threshold much lower than
“probable”, suggesting that “probable” may be too high of a threshold.

If the initial recognition threshold is not ultimately lowered to “more-likely-than-not”,
then the preference would be for the standard to (a) provide more specific and realistic
examples of what type of evidence can be considered in the “probable” determination and
not merely be limited to technical merits but also include practical and policy
considerations, and (b) make such examples/definitions as broad as possible to
encompass non-technical data inputs that have relevance in determining whether a tax
position is sustainable, such as the existence of IRS public statements or private letter
rulings, known audit positions, risk of assertion, accepted practices even if not present in
a prior audit as well as the other items listed in our response below regarding Issue 0.

Subsequent 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.) Do you agree? If not, why not?

The SVTDG agrees that a tax position that did not previously meet the standard and
meets the standard in a subsequent period should be recognized at that time using a
“more-likely-than-not” threshold as discussed above.

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?

The SVTDG agrees that the derecognition level should be set at “more-likely-than-not”
as to whether the tax position would not be sustained under audit.

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?

The STVDG generally agrees with the best estimate approach for measurement purposes.
However, we believe that the unit of account approach requires clarification in terms of
consistent application in practice. Further definition 1s necessary (o avoid this being
applied in practice at too detailed a level of granularity such as at a transactional level. In
practice, tax audits are frequently settled based on negotiations and compromise of 1ssues
rather than on the technical merits of specific items at a unit of account level of detail.

In addition, the SVTDG noted that the best estimate approach allows subsequent changes
using a best estimate methodology recognized in the period of the change. In practice,
tax contingency items have remained unchanged barring future resolution of the
respective issue. The best estimate approach appears 1o allow for adjustments to tax
contingency items in future periods after initial recognition. It would be helpful if the
Proposed Interpretation included examples that may result in a change in management’s
judgment regarding either the recognition threshold or the best estimate. These could

include:

Oral statements by the tax authority to the company;

. The passage of time;

Audit plans agreed to between the company and the tax authority;

Public statements by the tax authority;

Manuals and auditing standards issued by the tax authority;

. Securing an opinion,;

. Changes in the tax law or interpretation thereof;

. Treatment of the item in a prior audit;

Experiences of other companies with the issue either learned directly from other
companies or from advisors;

10. Experiences with other tax authorities with the same or similar issues; this is
especially relevant where there 1s a commonality of the tax systems, e.g., a European
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Court of Justice opinion applied to a similar issue in a different EMEA country, or an
OECD interpretation applied to the issue in any OECD country;

11. Various types of rulings, including private letter rulings, pre-filing agreements,
advance pricing agreements, etc... when public information and issued to an unrelated
party, they are relevant even if not technically precedential;

2. A notice of proposed adjustment, whether agreed or not, for an amount different than
the prior estimate;

13. An information document request; and

14. Issuance of a revenue agent report or similar document.

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?

The SVTDG disagrees with the approach taken in the Proposed Interpretation that tax
contingency reserves are to be shown as non-current liabilities, unless it is known that
payments of cash are anticipated to occur within the current year. Management judgment
should be allowed to determine whether the current liability classification is appropriate.
For example, in cases where actual timing of an audit settlement process is not known or
where the timing of payment cannot be reliably determined, a current classification

should be allowed.

Changes 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 agrec
with the Board's conclusions about a change in judgment? If not, why not?

The SVTDG agrees with the approach taken in the Proposed Interpretation. It would be
helpful to have a definition or examples of what constitutes a “change in judgment” (see

1ssue 6 above).

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?

The SVTDG agrees with the approach taken in the Proposed Interpretation.

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 S.
(Refer to paragraph B40 in the basis for conclusions.} Do you agree with the disclosure
requirements? If not, why not?

The SVTDG agrees with the utilization of the disclosure provisions contained 1n
Statement 5.

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
mect 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 1s
adopted. Restatement of previously issued interim or annual financial statements and pro
forma disclosures for prior periods is not permitted. Earlier application i1s 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?

The SVTDG believes that a delayed effective date is appropriate given the complexity 1n
applying the standard as written and the dramatic changes the tax world is already
addressing such as new FAS Statement 123R and the Sarbanes-Oxley requirements
generally. Implementation in accordance with the proposed effective date would not be

achicvable for the following reasons:
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(1) Companies will need to conduct a full review of its historic tax positions (not just
ones it may have reserved for in the past) to determine whether the appropriate standard
has been met as of the date of adoption;

(2) Companies will need to discuss each individual tax position with their independent
financial statement auditor to understand where differences of opinion exist; for those
positions where differences of opinion exist, companies will need time to address and

resolve such differences;
(3) Many companies will need to design and implement additional internal controls for

Sarbanes-Oxley purposes around the review, approval and documentation of uncertain
tax positions; and

(4) Multinational companies with significant non-U.S. operations will need additional
time to determine how to apply the standard in view of non-U.S. tax law, particularly

since many jurisdictions have filing dates later than the U.S. filing date.

Consideration should be given to a one-year delay to fiscal years ending after December
15, 2006, assuming the Final Guidance is out at least seven months prior to that date.
Alternatively, consideration should be given to a one-year delay after the finalization of

the Proposed Interpretation.

Thank you for your consideration of our comments and views.

Respectfully,

The Silicon Valley Tax Directors Group
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