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Assume Company A rcports a $100 charitable deduction for a donated work of art in
its 20X0 tax return and it is probable a charitable deduction will be sustained.
However, due to subjectivity in the determination of the fair valuc of the donated work -

of art, the following outcomes arc present: o
Cumulative

Likclihood of  Probability of

Sustaining Sustaining

Amount Deduction Amount *
Substantial authority (as filed deduction) $ 100 35% 35%
90 20% 55%
75 15% 70%
65 10% 80%
55 20% 100%

* I ikelihood a deduction of at least that amount will be sustained

While $100 is the most-likely amount in the range of possible outcomes (i.c., the mode
of possible outcomes), the largest deduction that meets the minimum level of
confidence to denote probable of occurring is $75 (assuming Company A concludes
70% is an appropriate measure of probable) or $65 (if Company A concludes 80% 15
the appropriate measure of probable). Noteworthy is that the most-likely amount in the
range of probable outcomes in this fact pattern 1s the $55 minimum deduction (in all
cases a deduction of $55 will prevail).

As written, the Exposure Draft would indicate either $100 (single most-likely amount
in the range of possible estimated amounts) or $75 (the probable amount).

We believe the most appropriate amount of the tax benefit to recognize is $82 in the above
example, where $82 represents the probability weighted outcome. While we recognize that the
Board specifically rejected a fair value approach to contingencies due to the inherent limitations
under FAS 109, we would note that a probability weighted outcome approach is not fair value (it
excludes present value concepts and risk premiums). In permitting a probability weighted
outcome approach for situations with multiple outcomes we would suggest that companies be
permitted to ignore diverse outcomes with low likelihoods of occurring (e.g. benefit when there
is a 90% chance of 100 and 10% chance of zero would be 100).

If the Board does not embrace our recommendation to permit a probability welghted outcome
approach, we believe that paragraphs 11 and B28 should be revised to clearly and
unambiguously communicate the Board’s intent on what the “best estimate” is, and include an
example similar to the fact pattern above to illustrate the implementation of this concept. We also
suggest the basis of conclusions address the various alternatives to interpret “best estimate” and
give the reasons for the Board’s choice, as well as other plausible but rejected alternatives (e.g.,
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estimated scttlements with the taxing authority and probability weighted average of possible or
- probable cstimates). - ~

Unit of Account . |
We belicve the nnit of account concept introduced in paragraph 9 of the Exposure Draft 1s en
cssential part of the Exposure Draft, and yet it is largely undefined. As such, a robust discussion
in the standard, implementation guidance, and basis for conclusion sections should be provided.
As drafted, we belicve the unit of account concept 1s not able to be implemented and, in fact, the
cxample (A2-A11) incorrectly defines a project as the unit of account versus the cost allocated

therein.

Paragraph 12

Paragraph 12 of the Exposure Draft notes that, “The difference between the best estimate amount
recognized in the financial statements and an amount claimed or expected to be claimed on the
tax return shall be evaluated to determine whether the magnitude of that diftercnce is sufficient
to indicate that the probable recognition threshold has not been met.” Rather than indicating the
benefit may not bc probable of being sustained, we believe that paragraph 12 would be more
appropriate if instead of calling into question the deduction it first called into question the unit of

account.

The following illustrates the concemns with paragraph 12 as written.

Assume Company B claims a tax benefit of $50 attributable to an R&D deduction comprised
of direct cost only, which is assumed to be clearly allowable under the tax law.

By comparison, assume Company C claims a tax benefit of $200 attributable to an R&D
deduction comprised of direct costs ($50) and allocated costs ($150). Further assume
Company C appropriately concludes that the direct costs component of the tax benefit 1s
clearly allowablc under the tax law but has determined it is not probable the allocated costs
will be sustained on the technical merits. In addition, assume Company C appropriately
concludes it is probable Company C will obtain a $65 tax benefit (i.c., $50 of direct costs plus
10% of the allocated costs) in settlement negotiations with the taxing authority.

Evaluation:
Company B would report a $50 tax benefit (i.e., the tax benefit is probable of being sustained

as to both validity and measurement).

Company C’s analysis under the Exposure Draft is not as clear. While it is probable Company
C will ultimately receive a $65 tax benefit ($50 of direct costs plus $15 of allocated costs), 1t 1s
unclear if Company C would be able to recognize any of the tax benefit because the amount
probable of being sustained upon examination (based solely on the technical merits) 1s only
25% ($50 of direct costs) of the total deduction claimed.
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While we believe paragraph 12 of the Exposure Draft should prohibit the portion of the tax
position that was not probable of being sustained on the technical merits (that is, recognition by
Company C of the $15 tax benefit associated with the indirect costs in the cxample above) from
being recognized, we do not believe 1t should impugn the portion of the tax benetit that meets the
Exposure .Draft’s initial recognition and measurement ciiteria. Under this view, Company C
would repori the $50 tax benefit attnibutable to the direct cost component of the tax position
while disregarding the portion of the tax benetit that did not meet the initial rccognition criterion.
It should be noted, however, that our belicf rclated to the proper functioning of paragraph 12 1s
predicated on the unit of account concept being applied at a level lower (e.g., type of cost) than
the deduction reported on the company’s income tax return.

Classification

Issue 7. The Board concluded that the liability arising from the difference between the tax
position and the amount recognized and measured pursuant 1o 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, i
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?

It is unclear how the Board concluded that the timing of expected payment should factor into the
classification of a liability for uncertain tax positions but that the expected timing of payment for
other liabilities (e.g., a deposit for a resident in an assisted living facility) cannot factor in the
expected timing of payment. If the Board decides to retain the proposed classification guidance,
we believe the Exposure Draft should be explicit as to why and whether such guidance 1s
restricted solely to income tax matters and how to plan for resolution other than through payment
(e.g., close of the statute or settlement).

We also recommend that the implementation guidance be expanded to include a discussion and
example of the balance sheet classification and disclosure for uncertain tax positions that move
between the recognition and derecognition categories (e.g., from probable to more-likely-than-
not to less than more-likely-than-not and vise versa).

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 paragraphs 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 with the provisions of paragraph 16 of the Exposure Draft when evaluating annual
reporting periods. However, that paragraph is inconsistent with the requirements of paragraphs



El] ERNST & YOUNG

Ms. Suzanne Q. Bielstein September 14, 2005
Pagc 13

19 and 20 of APB Opinion No. 28, Interim [ inancial Reporting (Opinion 28) regarding changes
in judgment attributable to tax positions related to.the current fiscal year. As written, the
Exposure Draft requires the full impact of changes in judgment regarding current fiscal year tax
positions to:be recognized 1n the interim period that the change 1n judgment occurs, rather than
- determining the effective tax rate for the full fisca! year and applying that rate o the year-to-date
results as required by Opinion 28. Wc belicve the final Interpretation shouid be modified to
requirc changes in judgment regarding tax positions related to the current fiscal year be included
in the computation of the annual expected tax rate rather than being recognized entircly in the
interim period in which the change in judgment occurs.

Interest and Penalties

Issue 9- The Board concluded that if the relevani tax law requires payment of interest on
underpayment of income ftaxes, 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?

We do not disagree with the requirement to accruc interest and penalties on the difference
between the financial statement tax benefit and the tax position. We do however question
whether the Board has appropriately supported why interest should be accrued on amounts that
have attributes more closely associated with delayed asset rccognition versus a traditional
liability. That is, under the asset model discussed in the Exposure Draft, in many instances, the
liability will simply be a benefit that has not yet qualified for recognition. Accruing an
additional liability for interest on such amount may Serve to confuse readers as to the asset versus

liability model required under this proposed interpretation.

We believe interest (and penalty interest) 1s more appropriately classified as interest versus
income taxes. If the Exposure Draft remains unchanged and treats interest classification as a
policy election, we believe the final Interpretation should clearly state that the classification of

interest and penalties is an accounting policy election and that classification as interest expense 1is
preferable.

Disclosure

Issue 10: The Board concluded that loss contingencies relating 10 previously recognized tax
provisions 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 (o this proposed Interpretation for tax positions that do
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not meet the probable recognition threshold are similay 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 requirements? If not, why not? -

As noted above, we believe the final Interpretation should not refer to FAS 5 other than for the
definition of probable. Thus, we believe the disclosures associated with uncertain tax positions
should be specified within the final Interpretation and should not refercnce cither FAS 5 or
contingent gains. We do however, believe additional discussion in the basis for conclusions of
the types of disclosure the Board intended to sec for various fact patterns and illustrative note
disclosures for each of the examples in the implementation guidance would further improve the
consistency of application of the Exposure Draft’s provisions. Consider the following facts and
circumstances

Loss contingencies:
Assume Company D determines that 70% is the appropriate confidence level for probable under FAS 5
and takes a tax position in its 20X0 return that has an 80% chance of being sustained upon examination
by the taxing authorities (i.e., full benefit recorded).
e Does Company D have a disclosure obligation under FAS 5 for the reasonably possible loss of a
portion, or all, of the uncertain tax benefits?

Further assume that in 20X2 Company D appropriately concludes the confidence level has dropped
from 80% to 55% due to recent court decisions in analogous litigation between the taxing authority
and taxpayers unrelated to Company D.

e Does Company D have a disclosure obligation under FAS 5 for the reasonably possible loss of a
portion, or all, of the uncertain tax benefits?

And in 20X4 assume that Company D appropriately concludes the confidence level has dropped from
559 to 35% due to recent court decisions in analogous litigation between the taxing authority and
taxpayers unrelated to Company D.
e Presumably, Company D derecognizes the benefits of the uncertain tax position, accrues interest
and penalties (if applicable).
« Does Company D have a disclosure obligation under FAS 5 for the accrued loss?
(Gain contingencies:
Assume Company M determines that 70% is the appropriate confidence level for probable under FAS 5
and takes uncertain tax positions A, B, C, D, and E in its 20X0 return that have a 90%, 70%, 55%,
45%, and 30% chance, respectively, of being sustained upon examination by the taxing authorities (1.€.,
A and B fully benefited, C, D and E fully reserved).

Does Company M have a disclosure obligation under FAS 5 for the contingent gains associated with
the unrecognized benefits of the uncertain tax positions C,D, and E?
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Effective Date and Transition

Jesue 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
curmulative effect of initially opplying this proposed Interpretation would  be
recognized as a change i 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. 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 to apply the provisions
of this proposed Interpretation? Do you agree with the Board’s conclusions on
transition? If not, why not?

While we are supportive of the FASB’s efforts to issue a standard addressing uncertain tax
positions, we believe the level of effort required to adopt the provisions of the Exposure Draft 1s
too great to be appropriately implemented with less than six months of preparation after issuance
of the final Interpretation. Our concerns include not only allowing financial statement preparers
sufficient time to obtain and document their rationale supporting the trapsition date and ongoing
recognition and measurement of uncertain tax positions, but also the volume of tax positions
companies take annually in each taxing jurisdiction (including those jurisdictions where the
company asserts it is not subject to taxation duc to a lack of nexus). That is, each taxing
jurisdiction (federal, state, and local for both domestic and international operations) will necd to
be evaluated to detcrmine what positions are reasonably subject to challenge by the taxing
authority and then begin assembling analyses, tax opinions, and other documentation supporting
their conclusions. In addition, we believe many companies will need to evaluate internal controls
related to the proposed guidance on uncertain tax positions and related changes in judgment,

which may require modification, to detcrmine that ongoing controls will operate effectively.

We believe there are sufficiently unique implications to applying the Exposure Draft to uncertain
tax positions arising from a business combination that the transition guidance should be modified
with respect to business combinations. That is, consistent with the provisions of EITF 93-7,
Uncertainties Related to Income Taxes in a Purchase Business Combination (Issue 93-7), and
FASB Staff Question & Answer No. 17 on Statement 109 (Q&A 17), changes in contingencies
recorded in connection with the adoption of the Exposure Draft should not be included as a
component of the cumulative effect adjustment if the uncertain tax position in subject to either
Issue 93-7 or Q&A 17. That is, the net effect of adopting the Exposure Draft on uncertain tax
positions that arise directly from a purchase business combination should be reflected as an
adjustment to previously recorded goodwill arising from the initial purchase transaction.

While many enterprises may have utilized a model similar to the one proposed in the Exposurc
Draft (e.g., initial recognition), we do not belicve any of thosec companies can adopt the proposed
model (c.g., derecognition and interest/penalty accruals) without using a high degree of
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hindsight. As a result, wc concur that adoption should be a cumulative effect based on the
threshold for initial recognition. . -

ET3TEEE.

We would be pleased to discuss our comments with the Board members or the FASB staft at
your convenicence.

Very truly yours,

g:cwwd 2 MLLP



