FASB applies a “more likely than not” standard for reporting tax positions 
FASB News Release 07/13/06, FASB Interpretation No. 48 (Accounting for Uncertainty in Income Taxes, an interpretation of FASB Statement No. 109 http://www.www.fasb.org 
As reported in last Friday's Newsstand e-mail, FASB (Financial Accounting Standards Board) has issued an authoritative interpretation clarifying the manner in which enterprises account for uncertainty in income taxes. The basic yardstick, a “more likely than not” standard, is intended to enhance the relevancy and comparability of financial reporting by companies. The interpretation is effective for fiscal years beginning after Dec. 15, 2006, but earlier application of the interpretation is encouraged. 
RIA observation: The FASB interpretation apparently applies to state and local income tax as well as federal income tax. 
RIA observation: FASB's interpretation applies to entities subject to tax, passthroughs, and nonprofits. 
Background. FASB's Statement of Financial Accounting Standards (SFAS) No. 109 is a comprehensive pronouncement providing the principal guidance on all aspects of accounting for income taxes, but it doesn't carry specific guidance on how to account for uncertain tax positions (those that may or may not be sustained). According to the FASB, this has led to “diverse and inconsistent accounting practices and methods.” New FASB Interpretation No. 48 is intended to “increase the relevancy and comparability of financial reporting.” 
Two step process. FASB Interpretation No. 48 requires an enterprise to undertake the following two steps when evaluating a tax position: 
(1) Determine whether it is “more likely than not” that the position will be sustained upon examination, including related appeals or litigation, based on the technical merits. In making this determination, a business must assume that its books will be examined “by the appropriate taxing authority,” and that authority will have “full knowledge of all relevant information.” 
RIA observation: The Code carries a somewhat similar “more likely than not” standard in the reportable transactions penalty provisions. The Code Sec. 6662A reportable transactions understatement penalty is not imposed on any portion of a reportable transaction understatement if it is shown that there was a reasonable cause for the portion and that the taxpayer acted in good faith regarding that portion. Under Code Sec. 6664(d)(2) , this exception does not apply unless: (1) the relevant facts affecting the tax treatment of the item are adequately disclosed as required under the Code Sec. 6011 regs, (2) there is or was substantial authority for such treatment, and (3) the taxpayer reasonably believed that its tax treatment was more likely than not the proper treatment. A taxpayer is treated as having a reasonable belief regarding the tax treatment of an item only if this belief: is based on the facts and law that exist at the time the tax return that includes the tax treatment is filed, relates solely to its chances of success on the merits of the treatment and doesn't take into account the possibility that a return will not be audited, the treatment will not be raised on audit, or the treatment will be resolved through settlement if it is raised. 
(2) If it determines that the “more likely than not” standard is met, the enterprise must measure the tax position to determine the amount of the benefit that should be recognized on its financial statements. It is measured “at the largest amount of benefit that is greater than 50 percent likely of being realized upon ultimate settlement.” (FASB Summary of Interpretation No. 48) 
RIA observation: According to corporate tax expert Jasper L. Cummings, Jr, the FASB Interpretation uses a valuation methodology that is not intuitive. It asks the company to handicap points along the range of possible dollar outcomes. For example, from $100 to zero, maybe the likelihood of a settlement at each $10 increment rises by 10%. The Interpretation says that you would value the benefit at $40 on these numbers, because that is the first valuation point that is more likely than not to be enjoyed. This is not because you project a 51% chance of getting a $40 benefit, but because the aggregate of those 10%'s crosses the 50% line only at $40. Example A21 of the Interpretation wants you to handicap each of a set of possible outcomes in a non-cumulative fashion, totaling 100%. Then you add up the individual percentages starting at the percentage of the largest tax benefit, and when you aggregate more than 50%, the benefit level that put you over the top is the booked benefit. For the detailed and thoughtful insights of Jasper L. Cummings, Jr. on the new “more likely than not” standard, see Cummings' Corporate Tax Insights on Checkpoint article below. 
In general, differences between tax positions taken on a tax return and amounts recognized in an enterprise's financial statements will result in: (a) an increase in a liability for income tax (or decrease for tax refund receivable); and/or reduction in a deferred tax asset (or increase in deferred tax liability). (FASB Summary of Interpretation No. 48) 
Interpretation No. 48 also explains a number of related items, such as how to handle derecognition (i.e., following a determination that the “more likely than not” standard no longer is met), interest, and penalties. 
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