


The Manufacturers Alliance believes that the financial accounting treatment of an enterprise’s tax
attributes should be based on the company’s income tax returns, as filed or as expected to be filed.
As a general rule, the company’s income tax returns should be presumed to be correct. Offsets may
be needed to reflect unclear law or problematic issues like transfer pricing and research credits. A
company’s financial statements should reflect management’s best estimate of the final results when
audits are completed. We believe that current practices generally achieve that result, but recognize
that some additional guidance and clarification may be appropriate. We recommend the following:

1. All return positions should initially be presumed to be correct as filed, subject to consideration of
whether reserves should be recorded for any positions that arc likely to be compromised on audit.

2. If the Board does adopt an initial recognition threshold, it should only apply to matenal,
uncertain tax positions.

3. If therc must be a threshold, the penalty avoidance standard proposed by the dissenting Board
members in paragraph B47 1s preferable.

The Alliance believes that applying the proposed Interpretation to all tax return positions, and not
just those that are truly uncertain, will result in the systematic overstatement of tax expense and tax
reserves and understatement of income. We recall that in the not too distant past, there were
concerns that companies managed eamings by establishing reserves that were larger than necessary
and then “rcleasing” portions to meet earnings goals. The proposed Interpretation similarly would
increase tax reserves artificially and result in periodic large releases as audits are settled. The
proposed Interpretation also would impose excessive burdens and costs on companies 1n satisfying
the auditor that each element of the tax return satisfies the “probable” standard.

The Alliance urges the Board to withdraw the Exposure Draft for further consideration,
particularly with regard to opportunities to target its application to issues of real concern and to himit
unnecessary burdens. We also recommend deferring the effective date of any final guidance.

We would like to commend the FASB on the examples provided in the Exposure Draft. They
helpfully illustrate the application of the proposed Interpretation.

Surveys on Current Practices

An informal survey of members of the Manufacturers Alliance Tax Councils indicated that most
of the 40 respondents record tax benefits based on returns as filed and then accrue a loss contingency
consistent with Statement 5 to reflect the estimated amount at which benefits reported in the return
will be settled.! Most assume, for this purpose, that any positions they view as uncertain will be
challenged on audit. At least one member reported that the company books a reserve for any
material items, without regard to detection risk. In commenting on company practices, members
noted that they book reserves for aggressive positions. Responses were equally split on whether a
Statement 5 contingency reserve 1s classified properly as current or noncurrent. None of the
respondents believed that the proposed Interpretation would be an improvement over existing
Generally Accepted Accounting Principles (GAAP).

Sixty percent of members responding to a second survey treat a change in tax reserves or other
estimates for a prior period as a discrete item, at least if it is material. The effect then is not reflected

in the annual effective tax rate.

' Of the 40 respondents, 31 followed this approach. Six applied a more likely than not threshold for initial recognition;
three applied a probable threshold.



Alliance Responses to FASB Issues

The preamble to the Exposure Draft asks for comments on 11 specific issues. The 1ssues as
outlined in the preamble arc set forth below, and each is followed by the Alliance’s comments.

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.

The Manufacturers Alliance believes that the financial accounting treatment of an enterprise’s tax
attributes should be based on the company’s income tax returns, as filed or as expected to be filed.
As a general rule, the company’s income tax returns should be presumed to be correct. The retumn 1s
the starting point for analysis under Statement 109 and should remain so. Offsets may be needed to
reflect unclear law or problematic issues like transfer pricing and research credits.

We do not agree that tax positions should be tested against a particular measuring stick, such as
the probable standard. If the Board does adopt a threshold, as proposed in the Exposure Draft, it
should be limited to material positions that the company expects the taxing authority to challenge
with some success (e.g., a settlement will be rcached). The proposed application to “all” tax
positions is simply too wide and unwicldy. In addition, the burdens imposed on companies would be
disproportionate to the benefit obtained by users of financial statements.

The Alliance agrees that if the Board adopts a recognition standard, it should apply also to tax
positions associated with assets and liabilities acquired in business combinations, positions taken 1n
previous filed returns, and thosc anticipated to be taken in future tax returns. Mecmbers of the MAPI
Tax Councils agrec that changes required under the proposed Interpretation to items rclated to
acquired businesses should be recorded as goodwill.

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.

As noted above, recent informal surveys of the members of the Alliance’s Tax Councils indicate
that companies, particularly large enterprises, generally assume that their tax returns will be audited
and that any material issues will be examined. This does not mean that we support the proposed
presumption of audit detection, which is better treated as one of several factors to be considered in
evaluating the need for and amount of a reserve. The issue should be the end result—whether and to
what degree tax return positions will be compromised during audits by taxing authorities.

The MAPI survey clearly indicates that companies generally do assume that it is probable that
any material tax items will be detected on audit and challenged if there is a basis for the challenge.
Companies are not using the lottery to overstate financial statement benefits of uncertain tax
positions. Thus, we suggest that there is no evidence that a presumption of audit detection 1s

necessary. We are concerned that the application of such a presumption where it is truly unlikely
that a position will be exampled could produce inappropriate results.

Under current practices, the company evaluates material positions n the return to determine
whether and to what degree they present exposure to successful challenges by the taxing authority.
The analysis may include examinations of statutes, case law, informal guidance from the taxing



authority, past audit experience, and current practices. It may takc into account the normal
negotiation and tradeoffs of audit settlements. Where the taxing authority has a reasonable likelihood
of sustaining a challenge, the company typically establishes the appropriate Statement 5 contingency
reserve. Some companies book reserves for all material items. This may be based on the assumption
that the give-and-take of the audit process likely will result in some adjustment.

The process used by companics under existing rules for evaluating the expected outcome of tax
positions and then sctting the appropriate reserves is the correct approach. The Alliance believes that
the current rules are preferable to those set forth in the proposed Interpretation.

A further alternative is that described in paragraph B47 of the Exposure Draft. There two Board
members suggest replacing the “probable” threshold with one that looks to the standards under the
law of the relevant jurisdiction for avoiding statutory penalties for the understatement of taxes, e.g.,
“substantial authority” under the Internal Revenue Code. This would be consistent with the

impairment approach of Statement 5.

We are particularly concerned that the proposed Interpretation considers a decision not to file a
return to be a tax position that is subject to the probable and audit detection standards. A company
might, for example, not filc an income tax return in a state or foreign country, because of a belief that
it is not subject to taxation in that jurisdiction. How does a company incorporate into its Statement
109 analysis a presumption of audit detection in jurisdictions in which the company, it beheves, does
not do business? Moreover, because a statute of limitations does not begin to run until a retumn 1s
filed, a company could develop large reserves for exposures that never lapse and likely will never

OCCUTr.

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 statcments.

The Alliance agrees that the use of a single standard for both recognition and derecognition might
lead to greater consistency. However, as noted, we believe that the return as filed should be
presumed to be correct. Any testing of specific positions in the return should be limited to material
uncertain items, for example, that taxpayers must affirmatively disclose in tax returns as “reportable”
transactions. Correspondingly, any derecognition should overcome the presumption that the retum

as filed is correct.

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.

As noted, the Alliance does not support the initial recognition threshold articulated in the
proposed Interpretation, i.e., the probable standard, and has recommended that if an 1nitial
recognition standard is adopted, its scope should be limited to material, uncertain items. However,
we do agree that a tax position that previously has not met the applicable standard should be
recognized in the later period in which the company concludes that the applicable standard has been

met.
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 1s 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, Elemenis of Financial
Statements, should not be used as a substitute for derecognition of the benefit of a tax position.

Consistent with the Alliance’s reply to Issue 4, we belicve that a company should derecognize a
tax position in the period in which 1t concludes that the position no longer satisfics the applicable
standard. We do not believe that the standard should be “probable.” Further, as a general rule, only
material uncertain issues should be subject to testing for derecognition.

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 reccognized. 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.

Once the applicable recognition threshold has been met, the best estimate of the amount that
ultimately will be sustained is the correct measure of the amount that should be recognized. We
agree that recognition should occur in the period of change.

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 hability.

A liability should be classified as current for amounts expected to be paid within one year or the
operating cycle, if longer. We agree that unless a liability arises from a taxable temporary difference,
it should not be classified as a deferred tax liability.

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 as discrete items in the interim period in which the change in judgment occurs.

The Alliance agrees that changes in the recognition, derecognition, and measurement of a tax
position should be reflected in the period in which the change of judgment occurred—consistent with
Statement 109, paragraph 194. As outlined above, in a recent survey of members of the MAPI Tax
Councils, 60 percent of those responding treat a change in tax reserves or other estimates for a prior
period as a discrete item, at least if it is material. The remaining 40 percent of respondents account
for such changes as an adjustment to the annual effective tax rate and, thus, disagree with the

proposed change.

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.

The Alliance suggests that a more appropriate basis for the accrual of interest is the difference
between the tax position and the best estimate of the amount expected to be sustained on audit. This
should apply regardless of whether a financial statement recognition threshold has been met.

If a statutory penalty would apply to a particular tax position, a liability for that penalty should be
reccognized 1n the period for which the penalty is deemed to have been incurred. The standard that
must generally be met to avoid substantial understatement penalties for U.S. federal income tax

purposes is “substantial authority.”

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 labilities recognized in the financial statements pursuant to this
proposed Interpretation for tax positions that do not mect the probable recognition threshold are
similar to contingent gains. Therefore, those liabilities should be disclosed in accordance with the

provisions of paragraph 17 of Statcment 5.

We believe current disclosure requirements are adequate and appropriate. If the proposed
Interpretation is adopted, some further elaboration may be nceded with respect to both loss

contingencies and gain contingencies.
Effective Datc 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 the 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. FEarlier

application 1s encouraged.

The Alliance recommends that the Board withdraw the proposed Interpretation for further study
and particularly for better targeting. If it is not withdrawn, the effective date should be extended.

Even 1f the Board adopts our recommendations to target the proposed Interpretation to tax positions
that are uncertain, companies will require extended time to implement the final Interpretation.

Concluding Comment

The introduction to the proposed Interpretation indicates that one of its goals is to address
diversity 1 practice that has developed for uncertain tax positions. = We believe that the Board
would do better to clanify Statement 109 and perhaps Statement 5 than to substitute a new set of
guidelines and standards for recognizing tax benefits. We are concerned moreover that the proposed
Interpretation will result in overstatements of expense and liabilities.

As noted, we recommend that the Board withdraw the Exposure Draft. At a minimum, the
transition period should be lengthened.



The Manufacturers Alliance appreciates this opportunity to comment on the Exposure Draft

on Uncertain Tax Positions. Any questions may be directed to Tracy Hollingsworth of the
Manufacturers Alliance/MAPI staff.

Sincerely

Dy loni
lﬁmas J. Ducstcr

-
President and Chief Kxgtutive Officer




