The IRS updated frequently
asked questions (FAQs)
regarding Schedule UTP
and clarified the definitions
of "record a reserve" and
"line item on a return.” The
FAQs also addressed issues
related to uncertain tax
positions embedded in net
operating losses or credit
carryforwards as well as
reporting requirements
related to purchase
accounting. The general
disclosure requirements of
Schedule UTP as previously
released remain unaltered.
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IRS updates Schedule UTP FAQs

The IRS on July 19 released responses
to some frequently asked questions
(FAQs) that have been raised by
taxpayers and practitioners with
respect to the final Schedule UTP
regarding uncertain tax positions
(UTPs). The release supplements the
March 23, 2011, FAQs (discussed here
in a previous PCS Tax Insight released
on April 22, 2011) and addresses four
primary issues with respect to Schedule
UTP reporting: (1) Definition of "record
areserve," (2) Definition of "line item
on areturn," (3) UTP embedded in an
NOL or credit carryforward, and (4)
Purchase Accounting.

The general disclosure requirements of
Schedule UTP as originally released by
the IRS remain unchanged. A corporate
taxpayer meeting all other filing
requirements is required to disclose tax
positions on Schedule UTP if the
following two conditions are met: (1)
the corporation has taken a tax position
on its U.S. federal income tax return for
the current or for a prior tax year, and
(2) either the corporation, or a related
party, has recorded a reserve with
respect to that position for U.S. federal
income tax in audited financial
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statements or did not record a reserve
for the position because the corporation
expects to litigate the position. The new
guidance clarifies and explains many
taxpayers' concerns and comments.

The FAQs on Schedule UTP and related
guidance are posted on the IRS website
and can be viewed here.

Definition of "record a

reserve"

The FAQs define the term "record a
reserve"” as follows: "A reserve is
recorded when an uncertain tax
position or a FIN 48 liability is stated
anywhere in a corporation's or related
party's financial statements, including
footnotes and any other disclosures,
and may be indicated by any of several
types of accounting journal entries.

Some of the types of entries that,
entered alone or in tandem, indicate
the recording of a reserve are: (1) an
increase in a current or non-current
liability for income taxes, interest or
penalties payable, or a reduction of a
current or non-current receivable for
income taxes and/or interest with
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respect to the tax position, or (2) a
reduction in a deferred tax asset or an
increase in a deferred tax liability with
respect to the tax position."

Observation

By referencing the footnotes, other
financial statement disclosures, and
adjustments to deferred tax assets
and/or liabilities, the IRS definition is
generally consistent with the financial
reporting definition of uncertain tax
positions. This definition presupposes
the disclosure of reserves related to
both temporary and permanent UTPs
in the year the items are reserved for
financial statement purposes.

Definition of "line item

on a return”

The final instructions to Schedule UTP
stated that a tax position taken on a tax
return means a tax position that would
result in an adjustment to a line item on
that tax return. After the release of the
final instructions, there remained
uncertainty whether this definition
described line items affecting the
calculation of taxable income and/or
the calculation of income tax or
whether the definition also included
adjustments to informational reporting
such as Form 5471, Informational
Return of U.S. Persons with Respect to
Certain Foreign Corporations. The
FAQs emphasize the original IRS
definition of "a tax position taken in a
tax return” to include informational
reporting.

Observation

Given this definition, it is possible that
some UTPs will be required to be
disclosed prior to the period in which
the uncertainty would affect the
taxpayer's calculation of U.S. federal
taxable income or tax liability.
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UTPs embedded in an
NOL or credit

carryforward

The guidance issued by the IRS
provides a significant clarification
related to UTPs taken in the 2010 and
post-2010 tax years that are embedded
in a net operating loss (NOL) or credit
carryforward. A UTP that creates or
increases an NOL or credit
carryforward and for which a financial
accounting reserve is recorded must be
reported on Schedule UTP. When the
corporation subsequently uses the NOL
or credit carryforward, disclosure is
NOT required on Schedule UTP so long
as the UTP has been previously
reported on Schedule UTP.

Observation

The uncertainty related to the UTP
reporting of these carryforward
attributes originally arose from
Example 9 of the final instructions to
Schedule UTP and appears to be
removed as a result of the FAQ.
Further, this result is consistent with an
FAQ released March 23 related to the
interplay between UTPs embedded in
an NOL or carryforward attribute and
the transition rule.

Purchase accounting

The original instructions to Schedule
UTP were largely silent on reporting
requirements related to purchase
accounting issues. The IRS responded
by providing some Schedule UTP
disclosure requirements in a
straightforward business combination
accomplished via a merger. The FAQ
indicates that a reserve recorded by a
surviving company in a straight merger
transaction that relates to the merged
entity must be disclosed on Schedule
UTP. If the reserve is recorded in an
audited financial statement of the
surviving company prior to the merged
entity filing its final tax return, the
merged entity should include the UTP
on its tax return. If the reserve is not
recorded in an audited financial
statement prior to the filing of the final



tax return for the merged entity, then
the UTP must be reported by the
surviving entity on its tax return.

Observation

More guidance from the IRS likely will
be required to address the Schedule
UTP reporting of more complex
business combination issues involving
consolidated tax return filings.

How PwC can help

Complying with the UTP reporting
requirements will be a significant
undertaking for many private
companies. The insertion of this
unprecedented level of transparency
into the income tax compliance and
examination cycle could lead to
elevated risk for many taxpayers. In
order to manage this enhanced risk, it

will be important for private companies
to begin planning for UTP reporting as
soon as possible.

PwC can assist private companies in
planning for UTP reporting and
managing the inherent reporting risk.
PwC's multi-disciplinary UTP
Reporting Services Team, comprised of
specialists from the Tax Management
and Accounting Services group,
supported by professionals from the
Tax Controversy and Dispute
Resolution Services group, as well as
the specialty tax practices, can assist
private companies in planning for,
complying with, and managing the risk
of the Schedule UTP.
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