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by Randall Sogoloff and Herbert Wong, Deloitte & Touche LLP

Yesterday, the FASB issued Interpretation No. 48, Accounting for Uncertainty in
Income Taxes, effective for fiscal years beginning after December 15, 2006.
Interpretation 48 retains the Exposure Draft’s two-step approach for recognizing and
measuring tax benefits, but lowers the recognition threshold from the originally
proposed “probable” threshold to “more likely than not.”

Also, as expected, the FASB decided to require enterprises to make explicit disclosures
about uncertainties in their income tax positions, including a detailed rollforward of
tax benefits taken that do not qualify for financial statement recognition (see
Disclosures below, for a discussion of the disclosure requirements).

Why was this Interpretation issued? Although the validity of an enterprise’s tax
position is a matter of tax law, there are cases when the law is subject to significant and
varied interpretation. As a result, an enterprise may be uncertain as to whether a tax
position would ultimately be sustained as filed in its tax return. FASB Statement No. 109,
Accounting for Income Taxes, does not provide specific guidance on how such
uncertainties should be reflected in an enterprise’s financial statements. This lack of
guidance has resulted in diversity in how enterprises recognize, derecognize, and
measure potential tax benefits associated with tax positions. The FASB’s objective in
issuing this Interpretation is to increase comparability in financial reporting of income
taxes.

The following paragraphs summarize the key provisions of Interpretation 48. Examples
that illustrate the application of certain provisions of the Interpretation are included in
the Appendix.

Scope
The Interpretation applies to all tax positions within the scope of Statement 109. A tax

position is a filing position that an enterprise has taken or expects to take on its tax
return. A tax deduction is the most common type of tax position. Other types include:
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• A decision to not file a tax return.

• An allocation or shift of income between jurisdictions.

• The characterization of income, or a decision to exclude reporting taxable income, in a tax return.

• A decision to classify a transaction, entity, or other position in a tax return as tax exempt.

Applying Interpretation 48 to determine how to recognize tax benefits in the financial statements is a two-step
process where recognition (Step 1) and measurement (Step 2) should be evaluated separately.

Step 1: Recognition of the Tax Benefit
Interpretation 48 establishes a “more-likely-than-not” recognition threshold that must be met before a tax

benefit can be recognized in the financial statements. For each tax position, an enterprise must make a
hypothetical assessment: if a dispute with the taxing authority were taken to the court of last resort, is it more likely
than not that the tax position would be sustained as filed? If it is, the recognition threshold is met.

Recognition Threshold Considerations

Assessing whether a tax position meets the recognition threshold should be based on the technical merits of the
position. When making this assessment, an enterprise should presume that the relevant taxing authority will
examine the tax position and has full knowledge of all relevant information. In other words, an enterprise cannot
assert that the tax position will be sustained simply because the enterprise believes it is unlikely that the taxing
authorities will examine the tax position.

Furthermore, each tax position should be evaluated separately. An enterprise cannot consider the possibility of
offsetting or aggregating different tax positions.

The Interpretation explains that, under certain administrative practices and precedents, a taxing authority may
not object to a limited number of tax positions that are deemed technical violations of the tax law. These
administrative practices and precedents, when they are widely understood, should be considered when assessing a
tax position for recognition. Interpretation 48 provides an example of this type of tax position: expensing routine
capital items under $2,000 for both book and tax. Although it is a technical violation of the tax law to expense
capital items, the Interpretation explains that this tax position meets the recognition threshold. The reason? It is
widely understood that the taxing authority, with full knowledge that the enterprise expensed routine capital items,
will not object to this tax position, when and if examined.

The Financial Statement Effects

What happens if the tax position does not meet the more-likely-than-not recognition threshold? In such a case,
its tax benefit is not recognized in the financial statements. As a result, financial statement tax expense will be
higher than what is reflected in the tax return by the full benefit of the tax position. An enterprise would increase
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Example
An enterprise reports a $100 expense in its tax return that reduces its taxable income and therefore results in a

potential $40 tax benefit. The enterprise is uncertain as to whether it is permitted, under the tax law, to reduce its
current taxable income by the $100 expense. Interpretation 48 addresses how to account for the benefit resulting
from the tax position taken — specifically, (1) what criteria should be met before a tax benefit is recognized in the
financial statements, and (2) how much of a benefit should be recognized.

Editor’s Note: A legal tax opinion is not necessarily required before a tax benefit can be recognized in the
financial statements. Obtaining a tax opinion from a qualified expert can be external evidence that the tax
position meets the recognition threshold.
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financial statement tax expense by:

• Recognizing a liability for unrecognized tax benefits — referred to in this Heads Up as an “Interpretation 48
income tax liability” (see examples in the Appendix);

• Reducing an income tax refund receivable;

• Reducing a deferred tax asset (e.g., if the as-filed tax position increases a net operating loss carryforward);

• Increasing a deferred tax liability (e.g., if the as-filed tax position increases an asset’s tax basis); or

• A combination of any of the above.

Reassessing the Tax Position for Recognition

For each tax position, an enterprise should reassess whether the more-likely-than-not recognition threshold is met
at the end of each reporting period. A tax position should also be recognized (a) when the tax matter is ultimately
resolved through negotiation or litigation or (b) when the statute of limitations for the relevant taxing authority to
examine the tax position has expired.

When a tax position no longer meets the more-likely-than-not threshold, any previously recognized tax benefit is
derecognized in its entirety in the financial statements. Using a valuation allowance to derecognize the benefit is
not permitted.

Step 2: Measurement of the Tax Benefit
For tax positions that meet the more-likely-than-not recognition threshold, the next step is to determine how

much of a tax benefit to recognize in the financial statements. Under Interpretation 48, enterprises should
recognize the largest amount of tax benefit that is greater than 50 percent likely of being realized upon
ultimate settlement with the taxing authority. In this step, the enterprise should also presume that the taxing
authority has full knowledge of all relevant information.

In performing the measurement evaluation, an enterprise should consider the amounts and probabilities of the
outcomes that could be realized upon ultimate settlement. In many cases this will be a settlement with the relevant
taxing authority. An enterprise starts with the largest possible outcome and evaluates whether there is a greater
than 50 percent chance it would realize that amount in ultimate settlement. If not, it evaluates the next largest
possible outcome. This evaluation continues until the probability of occurrence for an amount is greater than 50
percent. That amount gets recognized in the financial statements as a tax benefit. See the Appendix for an
example.

According to the Interpretation, an enterprise has a high degree of confidence in the technical merits of a tax
position if it believes that position is based on clear and unambiguous tax law. In this case, the tax position will
meet the recognition threshold. In determining the amount to recognize in the financial statements, the enterprise
will conclude that there is a greater than 50 percent chance that it will ultimately realize the full tax benefit.
Accordingly, it should recognize the full benefit in the financial statements.

Note that the measured amount of the benefit is not a probability-weighted outcome or a single best estimate,
which are approaches that are more familiar to accountants. Also, this exercise is highly judgmental and depends
heavily on the individual facts and circumstances surrounding each tax position.

The Financial Statement Effects

The difference between the financial statement tax benefit and the full benefit is recognized as a higher tax
expense in the same way that a tax position that has not met the recognition threshold is recognized (see The
Financial Statement Effects in Step 1 above). Again, the use of a valuation allowance to reflect the higher tax
expense is not permitted.

Editor’s Note: Under Step 1, the evaluation is based on the expected outcome in the court of last resort.
Under Step 2, the evaluation is based on the expected outcome in a settlement with the taxing authority.
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Classification of the Liability for Unrecognized Tax Benefits
Whether to classify the Interpretation 48 income tax liability as a current or noncurrent liability depends on when

the enterprise anticipates paying cash to settle it. If the enterprise anticipates payment of cash to the taxing
authority within one year (or within its operating cycle, if longer) the liability should be classified as a current
liability — otherwise, it should be classified as a noncurrent liability. In determining the classification of its
Interpretation 48 income tax liability, an enterprise should consider all relevant factors, including the expected
timing of an examination, related appeals, and settlement.

Changes in Judgment 
With new information, management may change its judgment over how much of a tax benefit it should

recognize in the financial statements (e.g., recognition, derecognition, measurement). Depending on when the
related tax position was taken — prior fiscal year or interim period in the same fiscal year — changes in judgment
are accounted for differently in interim financial statements. Consistent with existing guidance,1 Interpretation 48
prescribes the following accounting:

• The effect of a change in judgment over a tax position taken in a prior annual period is recorded entirely in
the interim period in which the judgment changes (similar to taxes on an unusual, infrequently occurring, or
extraordinary item).

• The effect of a change in judgment over a tax position taken in an interim period in the same fiscal year is
partially recognized in the quarter the judgment changes, with the remainder being recognized over the
remaining interim periods (incorporated into the annual estimated effective tax rate).

Interest and Penalties
An enterprise should accrue interest and penalties on unrecognized tax benefits in a manner consistent with the

tax law. Interest should be computed and accrued based on the statutory interest rate beginning in the first period
it accrues under the tax law. As for penalties, if the tax position taken in the tax return does not meet the minimum
statutory threshold to avoid penalties, penalties should be accrued in the first period the enterprise claims or
expects to claim the position in the tax return.

The Interpretation provides choices of where both interest and penalties are classified in the income statement —
interest may be classified as income taxes or interest expense, and penalties may be classified as income taxes or
another expense, based on an accounting policy election. Enterprises must disclose in the footnotes where interest
and penalties are classified.

Disclosures
Interpretation 48’s disclosures, as described below, are required at the end of each annual reporting period

presented. Paragraph A33 of Interpretation 48 provides an illustrative disclosure about uncertainty in income taxes
for an entity that has adopted the Interpretation at the beginning of its year ended December 31, 2007.

1 FASB Interpretation No. 18, Accounting for Income Taxes in Interim Periods, and APB Opinion No. 28, Interim Financial Reporting.

Editor’s Note: Under U.S. tax law, interest is accrued on underpayments of income tax beginning on the last
date prescribed for payment of the tax. Therefore, in the financial statements, interest may not necessarily begin
to accrue when an enterprise initially recognizes an Interpretation 48 income tax liability.
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An enterprise’s footnotes must disclose a tabular rollforward of the beginning to ending balances of its total
unrecognized tax benefits. Interpretation 48 requires this rollforward to be made on an aggregate basis; disclosing
the rollforward on a by-jurisdiction or by-position basis is not required. At a minimum, the rollforward should
contain the following items:

• Increases and decreases in unrecognized tax benefits, presented gross, as a result of tax positions taken during a
prior year.

• Increases and decreases in unrecognized tax benefits, presented gross, as a result of tax positions taken during
the current year.

• Decreases in unrecognized tax benefits relating to settlements with taxing authorities.

• Reductions in unrecognized tax benefits as a result of a lapse of the applicable statute of limitations.

Other disclosures are required by Interpretation 48 as follows:

• The total amount of unrecognized tax benefits that, if recognized, would impact the effective tax rate (e.g., if
the tax position impacts timing rather than the amount of the deduction, recognizing or not recognizing the tax
position usually adjusts an enterprise’s income tax liability and deferred taxes by equal offsetting amounts,
which would not impact the effective tax rate).

• Where, in the income statement, interest and penalties are classified.

• The total amounts of interest and penalties recognized in the income statement and balance sheet.

• For positions for which it is reasonably possible that the total amounts of unrecognized tax benefits will
significantly increase or decrease within 12 months of the reporting date, an enterprise should disclose:

o The nature of the uncertainty,

o The nature of the event that could occur in the next 12 months that would cause the change, and

o An estimate of the range of the reasonably possible change or a statement that an estimate of the range
cannot be made.

• A description of tax years that remain subject to examination by major tax jurisdictions.

Note: Under current SEC regulations, SEC registrants would be required to include all the disclosures required by
Interpretation 48 in each of its interim financial statements in the year of adoption.

Effective Date and Transition
Enterprises must adopt Interpretation 48 at the beginning of their first fiscal year that begins after December 15,

2006. Early adoption is available at the beginning of a fiscal year if interim financial statements for that year have
not been issued. The cumulative effect of applying Interpretation 48 for the first time is recorded in opening
retained earnings (or other appropriate components of equity or net assets in the statement of financial position)
for that fiscal year, presented separately. The cumulative effect adjustment does not include items that would not
be recognized in earnings, such as the effect of adopting this Interpretation on tax positions related to business
combinations. In the year of adoption, enterprises should disclose the amount of the cumulative effect adjustment
recorded in retained earnings.

Editor’s Note: Although Interpretation 48 will not be effective until the first quarter of 2007 (for calendar
year-end enterprises), SEC registrants must consider the disclosure requirements set forth in SAB Topic 11.M2

in their 2006 filings. In addition to describing the newly issued standard, enterprises should, under SAB Topic
11.M, consider discussing the effect that adopting Interpretation 48 will have on their financial statements,
unless it is not known or reasonably estimable. At a minimum, enterprises should consider whether the
cumulative effect of adopting Interpretation 48 should be disclosed in their 2006 filings.

2 SEC Staff Accounting Bulletin Topic 11.M, “Disclosure of the Impact That Recently Issued Accounting Standards Will Have on the
Financial Statements of the Registrant When Adopted in a Future Period.”
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The following examples are illustrative only and are presented to assist in understanding certain provisions of
Interpretation 48. These examples may not represent actual situations.

The Measurement Principle
In its 2007 tax return, an enterprise that has a 40 percent tax rate takes a $100 tax deduction that provides a tax

benefit of $40. The enterprise concludes that there is a greater than 50 percent chance that, if the taxing authority
were to examine the tax position, the position would be sustained as filed. Accordingly, the tax deduction meets
the more-likely-than-not recognition threshold.

Although the tax position meets the more-likely-than-not recognition threshold, the enterprise believes it would
negotiate a settlement if the tax position were challenged by the taxing authority. Accordingly, the enterprise
develops the following possible outcomes and probabilities based on the assumptions that the tax position is
examined and disputed, and that the enterprise negotiates a settlement with the taxing authority:

Based on the possible outcomes and related probabilities, the enterprise should recognize a tax benefit of $30,
because that is the largest benefit that is greater than 50 percent likely of being realized in ultimate settlement.
Accordingly, the enterprise should record a $10 Interpretation 48 income tax liability (assuming the tax position
does not affect a deferred tax asset or liability).

Sample Journal Entries
Using the same information from the chart above, further assume that the enterprise has:

• Taxable income of $150 before taking the $100 tax deduction.

• A 40 percent tax rate.

• Concluded that the full tax benefit should be recognized for all other tax positions.

• No temporary differences or carryforwards.

The following journal entries should be recorded by the enterprise (the journal entries are grossed up for
illustration purposes and do not include interest and penalties):

Possible Estimated
Outcome

Individual Probability of
Occurring (Percent)

Cumulative Probability of
Occurring (Percent)

$40 31 31

$30 20 51

$20 20 71

$10 20 91

$0 9 100
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Accounting for Uncertainty in the Timing of a Deduction
Assume the following:

• An enterprise purchases equipment for $100,000 in 2007.

• For book purposes, the equipment is amortized over five years.

• For tax purposes, the enterprise deducts the entire $100,000 in its 2007 tax return.

• It is certain that the enterprise is entitled to a $100,000 tax deduction for the purchased equipment. However,
there is uncertainty over whether the enterprise can deduct the entire $100,000 in 2007.

• The enterprise concludes that it is not “more likely than not” that its tax position of deducting the entire cost of
the equipment in 2007 will be sustained. Instead, it is more likely than not that, under the tax law, the
$100,000 cost of the equipment should be deducted $20,000 per year for five years.

• The enterprise has a 40 percent tax rate.

• Assume there is no half-year rule for accounting or for tax.

Since this is only a timing issue — the full $100,000 should be deducted over five years instead of entirely in the
year of purchase — the enterprise’s net tax provision (current and deferred) is unaffected, before considering
interest and penalties.

The 2007 tax return reflects a $40,000 reduction in current tax liability for the $100,000 deduction. Since the
enterprise believes it is more likely than not that it should have deducted only $20,000 of tax depreciation in 2007
(instead of $100,000), the enterprise underpaid its 2007 taxes by $32,000 [($100,000 – $20,000) × 40 percent].
The 2007 journal entries, excluding interest and penalties, to record the tax effects of the purchased equipment are
as follows:

Debit Credit

Current tax expense $ 60

Current tax liability $ 60

To record current tax expense on the $150 of income before taking the $100
deduction ($150 × 40 percent).

Current tax liability 40

Current tax expense 40
To adjust current tax expense for the $100 deduction taken on the tax return
($100 × 40 percent).

Current tax expense 10

Interpretation 48 income tax liability 10

To recognize an Interpretation 48 income tax liability for the difference
between the benefit reflected in the tax return ($40) and the largest
benefit that is greater than 50 percent likely of being realized ($30).

.
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In each year from 2008 to 2011, as the equipment is amortized for book and tax, the enterprise would record
the following journal entry (not including interest and penalties):

Changes in Judgment on a Current Year Tax Position
In the first quarter of 2007, an enterprise:

• Estimates its ordinary income3 for fiscal year 2007 will be $4,000 ($1,000 per quarter), and

• Enters into a transaction that is expected to reduce its 2007 tax liability by $400 such that total tax expense for
the year is expected to be $1,200. Assume the transaction meets the recognition threshold and the full tax
benefit of $400 will be recognized under Interpretation 48.

Debit Credit

Current tax liability $ 40,000

Current tax expense $ 40,000

To adjust current tax expense for expensing of the entire cost of the asset for
tax purposes ($100,000 × 40 percent).

Deferred tax expense 32,000

Deferred tax liability 32,000

To record a deferred tax liability based on the end-of-year temporary
difference of $80,000 [($100,000 cost less book amortization of $20,000)
less a tax basis of zero, since the equipment was fully expensed in the 2007
tax return] multiplied by 40 percent.

Current tax expense 32,000

Interpretation 48 income tax liability 32,000

To recognize an Interpretation 48 liability for the tax position that does not
meet the more-likely-than-not recognition threshold (i.e., the
underpayment of taxes of $32,000 [($100,000 – $20,000) × 40 percent]).

Deferred tax liability 32,000

Deferred tax expense 32,000

To adjust the ending deferred tax liability to zero as if the tax basis were
$80,000 (which equals the book basis) at the end of 2007.

Debit Credit

Interpretation 48 income tax liability $ 8,000

Current tax expense $ 8,000

To adjust income tax liability for an additional year of tax depreciation
($20,000 × 40 percent).

3 Interpretation 18 defines “ordinary income” as “income (or loss) from continuing operations before income taxes (or benefits)”
excluding significant “unusual or infrequently occurring items.”
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The enterprise therefore calculates its estimated annual effective tax rate as follows:

Accordingly, for each quarter in 2007, ordinary income and income tax expense is expected to be $1,000 and
$300, respectively.

During the second quarter of 2007, the enterprise receives new information that indicates the tax position
relating to the $400 tax benefit no longer meets the more-likely-than-not recognition threshold. Accordingly, in
preparing its second quarter financial statements, the enterprise updates its estimate of the annual effective tax
rate as follows:

Based on the new information received in the second quarter, ordinary income and income tax expense for each
quarter during 2007 should be reported as follows:

The effect of the change in judgment over a tax position taken in the current fiscal year is recognized by revising
the estimated annual effective tax rate to 40 percent, which does not reflect any benefit for the tax position. Of the
$400 total effect, $200 is recognized in the second quarter and the remaining $200 is recognized evenly in the
third and fourth quarters. This example ignores interest and penalties.

Changes in Judgment on a Prior Year Tax Position
In the first quarter of 2007, an enterprise estimates that its annual effective tax rate for the year will be 30

percent.

In the second quarter of 2007, the enterprise receives new information that indicates a tax position taken in
2006 no longer meets the more-likely-than-not recognition threshold. The benefit recognized for that tax position
in the 2006 financial statements was $400. No similar tax positions were taken or are expected to be taken in
2007.

Estimated ordinary income for 2007 ($1,000 per quarter) $4,000

Estimated income tax expense for 2007 (includes the $400 tax benefit) 1,200

Estimated annual effective tax rate 30%

Estimated ordinary income for 2007 ($1,000 per quarter) $4,000

Estimated income tax expense for 2007 (excludes the $400 tax benefit) 1,600

Revised estimated annual effective tax rate 40%

Ordinary Income
Estimated

Annual
Effective Tax

Rate

Tax

For the
Quarter Year-to-Date Year-to-Date

Less
Previously
Provided

For the
Quarter

Q1/ 2007 $ 1,000 $ 1,000 30% $ 300 $ — $ 300

Q2/ 2007 1,000 2,000 40% 800 300 500

Q3/ 2007 1,000 3,000 40% 1,200 800 400

Q4/ 2007 1,000 4,000 40% 1,600 1,200 400

$ 4,000 $ 1,600
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Assuming ordinary income for each of the quarters is $1,000 per quarter, income tax expense in each of the
quarters in 2007 is determined as follows:

The effect of the change in judgment over the tax position taken in 2006 is recorded entirely in the second
quarter of 2007, the period in which the enterprise changes its judgment. This example ignores interest and
penalties.

Tax

Ordinary
Income

Applicable to
Ordinary Income

Applicable to
Change in

Judgment Over a
Prior Year’s Tax

Position Total

Q1/ 2007 $ 1,000 $ 300 $ — $ 300

Q2/ 2007 1,000 300 400 700

Q3/ 2007 1,000 300 — 300

Q4/ 2007 1,000 300 — 300

$ 4,000 $ 1,200 $ 400 $ 1,600
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