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In a decision deserving of Supreme Court review, 1 the First Circuit in Textron 2 has 
vacated the district court's determination that a public corporation's tax accrual 
workpapers were protected from IRS summons by the work-product doctrine. Instead, 
the First Circuit held that the work-product privilege was not implicated with regard to 
the taxpayer's tax accrual workpapers, because it found that the workpapers were not 
prepared “for” litigation and were required to be produced pursuant to an IRS 
administrative summons. 3

The First Circuit noted that the IRS's right to compel the production of these types of 
records was important in detecting and disallowing the benefits sought by taxpayers 
investing in potentially abusive tax shelters. The taxpayer had indeed invested in nine 
sale-in, lease-out (SILO) transactions which were “listed transactions.” 4 After 
experiencing recent judicial defeats, the Textron case reflects the determination of the 
IRS Commissioner to have the judicial system reflect the proper goals and aims involved 
in administering the tax laws. 

Effective administration requires the production of non-privileged information used in 
preparing returns, including underlying tax analysis that supports positions and details 
the anticipated risk that a deficiency in tax, penalties, and interest may follow. The need 
to obtain tax accrual workpapers is heightened where the returns reflect tax items 
attributable to tax-motivated transactions. The First Circuit essentially agrees with the 
IRS's efforts to obtain tax accrual workpapers during discovery in appropriate cases, such 
as Textron. It places corporate tax payers on notice that some courts will find that tax 
accrual workpapers or FIN 48 workpapers are not “work product” per se, as was the 
position taken by the First Circuit, while 
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other courts may use the Fifth Circuit's standard 5 and determine that workpapers are not 
primarily prepared in anticipation of litigation. 

Work-Product Doctrine

Related to, but distinctly separate from, the attorney-client privilege is the immunity from 
discovery granted to an attorney's work product (although qualifying work product 
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extends beyond a lawyer's work). Indeed, the work-product doctrine is broader in scope 
than the attorney-client privilege and the tax practitioner-client privilege under Section 
7525, as it is not limited to confidential communications between an attorney and client. 
Technically, however, it is not a “privilege.” Rather, it is a qualified protection against 
production. 6 The protection is not unqualified, however, and discovery may be permitted 
if the party seeking access establishes adequate reasons. 7

In Hickman v. Taylor, 8 the Supreme Court's rationale for protecting work product as 
privileged was "to preserve a zone of privacy in which a lawyer can prepare and develop 
legal theories and strategy 'with an eye toward litigation' free from unnecessary intrusion 
by his adversaries.” The rule was later adopted in Federal Rule of Civil Procedure (FRCP) 
26(b)(3), which provides: 

“(3) Trial Preparation Materials.... a party may obtain discovery of 
documents and tangible things otherwise discoverable under subdivision 
(b)(1) of this rule and prepared in anticipation of litigation or for trial by or 
for another party or by or for that other party's representative ... only 
upon a showing that the party seeking discovery has substantial need of 
the materials in the preparation of the party's case and that the party is 
unable without undue hardship to obtain the substantial equivalent of the 
materials by other means.”

The work-product doctrine protects documents prepared “in anticipation of litigation” by 
or for another party, or by or for that other party's representative. Work product includes 
documents, statements, correspondence, affidavits, briefs, interviews, attorney notes, 
and 
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other items, including models or exhibits prepared by an attorney in anticipation of 
litigation. Although the IRS may be able to compel production of a work-product 
document by establishing a substantial need for it, an attorney's mental impression is 
entitled to substantial protection, more so than factual information also contained in 
documents prepared in anticipation of litigation. 9 The Supreme Court in Upjohn made it 
clear that the work-product doctrine can be invoked by a taxpayer to block the attempt 
to compel the production of such materials by administrative summons or discovery 
request by the IRS. 

The question of how imminent the litigation must be is very fact specific, requiring the 
courts to analyze the facts present in each case. Some decisions play down the 
“imminence” requirement. What all courts insist on, however, is that the work-product 
protection can apply only if the attorney “had a subjective belief that litigation was a real 
possibility, and that belief must be objectively reasonable.” 10

The class of documents that are protected under the work-product doctrine can be 
conceptually distinguished from nonqualifying documents. More particularly, materials 
that are “assembled in the ordinary course of business, or pursuant to public 
requirements unrelated to litigation” are not protected. 11 Courts have held that 
“[d]ocuments prepared ... pursuant to regulatory requirements are not classified as 
attorney work-product.” 12

Fact Work Product.

Fact work product includes correspondence, interview notes, and general fact memoranda 
involved in anticipation of trial. Thus, if a memorandum prepared with the requisite 
“view” towards litigation against the IRS discusses business records that might be 
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relevant to or introduced into evidence at trial, that memorandum is non-discoverable 
work product. 13 Still, the IRS could presumably summons the underlying business 
records. Similarly, witness statements given in anticipation of a tax trial may also be non-
discoverable work product, but the IRS could depose or subpoena the witness to testify. 

Documents that are not created in anticipation of litigation (like general business 
records), whether in a civil or 
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criminal case, including grand jury proceedings, are not fact work product and are 
discoverable. 

Opinion Work Product.

Opinion work product has greater immunity from discovery than fact work product. 
Opinion work product involves notes, memoranda, or other documents reflecting the 
mental impression or processes of the attorney with respect to the potential litigation at 
hand. 14 Opinion work product includes materials reflecting a lawyer's or tax advisor's 
(under Section 7525(a)) analysis of the law, analysis of an adversary's position, potential 
legal theories, strategies for handling the controversy, and analyses of different forums. 
In general, the question of what constitutes opinion work product is construed broadly in 
favor of protecting this material. 

Blend of Fact and Opinion Work Product.

Some documents contain both fact and opinion work product, which may make a 
determination of the underlying character difficult. In these instances, a court may order 
the opinions or mental impressions of legal counsel redacted rendering discoverable the 
remaining portion of the ordinary work product. 

Overcoming the Work-Product Privilege: Proving 
“Substantial Need to Compel Production.”

Unlike the attorney-client privilege, the work-product privilege is a qualified privilege that 
may be overcome by a showing of "substantial need” under FRCP 26(b)(3). The burden of 
establishing "substantial need" is on the party seeking to overcome the privilege. When 
"opinion work product" consisting of "mental impressions, conclusions, opinions or legal 
theories" of attorneys is involved, the burden of establishing substantial need is greater 
than it is with respect to documents that are merely obtained by a party. 15

Standards Used by the Courts to Identify What Is “Work 
Product.”

The Textron litigation and related cases involved the standards to be used by the courts 
in filtering out, on a document-by-document basis, documents and memoranda that are 
privileged under either the attorney-client privilege or federal tax practitioner privilege, 
and, as is more relevant in this article, what is work product. As to this last category of 
privileged information, the courts have applied two different tests. 

Primary purpose test. Under the primary purpose test, the protected documents are 
those where the primary motivating purpose behind their creation was to aid in possible 
future litigation. 16 On the other hand, documents created primarily in the ordinary course 
of business are not work product. As discussed below, this is the holding in the First 
Circuit's decision in Textron. 17
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”Because of” test. Under the broader and far more protective "because of” test, the 
relevant inquiry is whether the document was prepared or obtained "because of" the 
prospect of litigation. In Adlman, 18 the Second Circuit determined that the "because of" 
test was more consistent with both the literal terms and the purposes of FRCP 26(b)(3). 
Thus, where a document is created “because of” anticipated litigation, and would not 
have been prepared in substantially similar form “but for” the prospect of litigation, it is 
within the protected class of work product. 

Dual purpose documents. Tax accrual workpapers are frequently analyzed as “dual 
purpose” documents, i.e., documents prepared both in anticipation of litigation and for 
ordinary business purposes. Again, in a dual purpose context, some courts require that 
the primary motivating purpose for the creation of the document is to assist in pending or 
anticipated litigation. Others have held that the “but for” test, if satisfied, can protect 
dual purpose documents. An important case in this area is Frederick, 19 where the 
Seventh Circuit held that a “dual-purpose” document prepared for use in preparing tax 
returns and for use in litigation was not protected. The Frederick court felt that the dual 
purpose argument could be unfairly exploited by taxpayers in hiring accountants in filing 
their clients' tax returns. Under the facts of that case, the taxpayers were under 
investigation and the court felt that work-production protection was inappropriate. 20

Waiver of Work-Product Privilege.

A “waiver” of the work-product doctrine is applicable, generally, where information or 
documentation is turned over to an adversary (or a conduit for eventual delivery to an 
adversary). In another context, where a party reveals privileged information to gain an 
advantage in litigation, a waiver of the subject matter of the information is deemed to 
have occurred. 21

Voluntary disclosure of work product to third parties does not automatically waive work-
product protection, unlike the principle applied to waivers of the attorney-client privilege 
and federal tax practitioner privilege. So what happens when tax accrual workpapers are 
turned over to an independent accounting firm for preparation of financial statements 
that are going to be submitted to the SEC? Are tax accrual workpapers work product? If 
so, does a taxpayer risk waiving 

[pg. 15] 

work-product protection by sharing this information with an auditor? What if opinions or 
legal analysis of problem areas on returns for “open” years are shown to the outside 
auditors (and assuming that the disclosure waives attorney-client privilege), can these 
opinions or legal analyses be protected from discovery as work product? As discussed 
below, most courts that have considered this issue have held that there is no waiver of 
work product when tax accrual workpapers are shown to an independent accounting firm, 
because showing tax accrual workpapers to an independent auditor does not substantially 
increase the opportunity for potential adversaries to obtain the information. 

Tax Accrual Workpapers

Tax accrual workpapers are comprised of documents and memoranda relating to a 
taxpayer's or independent accounting firm's evaluation of a company's reserves for 
contingent tax liabilities. Tax accrual workpapers frequently identify questionable 
positions the company may have taken on its tax returns and reflect the company's 
opinions regarding the validity of those positions. Tax accrual workpapers may include: 

(1) A summary of the transactions recorded in the taxpayer's general ledger 
pertaining to income tax account. 
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(2) Computations of the taxpayer's income tax position for the current year. 
(3) Memoranda addressing items reflected in financial statements as income, 
expense, or chargeable to capital, etc., when the proper tax treatment is unclear 
or uncertain. 22

Although sensitive to claims that the production of tax accrual workpapers and the 
underlying legal analysis used in establishing the amount of the tax reserve is unfair and 
overreaching as it provides a roadmap to the tax auditor of a taxpayer's perceived “soft 
spots” on its previously filed tax returns, the IRS nevertheless has continually asserted 
that under the required records doctrine, and in furtherance of its watchdog function in 
administering the tax laws, it has the right to compel the production of tax accrual 
workpapers. 23 In deference to widespread criticism from the business 
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and professional communities on this issue, however, the IRS has adopted a policy of 
restraint in attempting to review these schedules. Namely, IRS audit guidelines direct the 
examining agent to the taxpayer's business records as the primary source of information, 
leaving access to tax accrual workpapers as only a remote possibility. This policy of 
restraint has been noted by the courts, including the First Circuit in the Textron opinion. 

Impact of SEC Financial Statement Filings.

Public companies that file financial statements with the SEC are required by SEC 
regulations to use outside auditors to verify that the financial statements have been
issued in accordance with Generally Accepted Auditing Principles (GAAP). 24 As part of 
financial statement production, the balance sheet must provide for contingent future tax 
liabilities beyond the tax liabilities reported on filed returns. In order to meet this 
obligation, a public company must prepare in-house, or have prepared by outside 
auditors, an analysis of their contingent tax liabilities or tax accrual workpapers. While 
the analysis must forecast the cumulative results of IRS audit, settlement, and litigation, 
the tax pool or tax accrual workpapers analysis itself is not prepared to respond to a 
specific charge by the IRS or to any pending or impending lawsuit. The tax pool analysis 
is undertaken solely to ensure that the corporation sets aside on its balance sheet a 
sufficient amount to cover contingent tax liabilities. 

Impact of FIN 48 on Reporting in Accordance with 
GAAP.

In June 2006, the Financial Accounting Standards Board (FASB) approved the final 
version of FIN 48 (under FASB Statement 109 (1992)) for GAAP reporting with respect to 
uncertain tax positions. 25 FIN 48 applies to companies whose shares of stock are publicly 
traded and are required by the SEC to report “fair value” filings, as well as entities and 
enterprises that report financial results under GAAP. FIN 48's scope extends to all entities 
that use the GAAP method for financial accounting purposes, including tax-exempt 
organizations and pass-through entities. 

Fin 48 Reporting Standards.

In abandoning the prior calculus of whether a tax item would probably, reasonably 
possibly, or remotely possibly survive IRS review, FIN 48 establishes a “recognition” or 
“nonrecognition” approach. For recognition of a tax position, the particular “unit of 
account” or item must have a more-likely-than-not chance of being sustained on the 
merits through audit, administrative, and judicial review. If the position is “recognized,” 
the next or second step is to measure the expected benefit. 
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The portion not to be recognized is treated as a separate liability on the balance sheet. 
FIN 48 provides a detailed set of principles and applicable rules used to determine how to 
treat uncertain tax items. It then sets forth a two-step process to recognize and measure 
a tax position taken or expected to be taken on a tax return. FIN 48 is divided into 
various categories or segments, including guidance on the subjects of: 

(1) Recognition. 
(2) Derecognition. 
(3) Classification. 
(4) Interest and penalties. 
(5) Accounting in interim periods. 
(6) Disclosure. 
(7) Transition. 

In general, differences in financial and tax accounting with respect to uncertain tax items 
will result in an increase in a liability for income taxes payable or a reduction of an 
anticipated income tax refund and a reduction in a deferred tax asset or increase in a 
deferred tax liability. FIN 48 applies to “tax positions” contained in a previously filed tax 
return or a position that will result in a permanent reduction in taxes currently payable or 
a deferral of income taxes to be paid until a future year. The tax liability for uncertain tax 
positions under FIN 48 is not included in the general label of deferred taxes. 
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Rather, this liability must be classified separately from other tax balances based on the 
expected timing of cash flows to or from taxing authorities. 

Disclosures on Adoption of FIN 48.

A company adopting FIN 48 must, as of the date of adoption and in the statement of 
financial position, disclose the cumulative effect of the change in retained earnings 
resulting from the adoption. Additional disclosures for interest and penalties could be 
required. 26 Also, companies making reclassification adjustments between tax positions 
that failed to meet the more-likely-than-not (MLTN) standard in years leading up to FIN 
48's effective date of FIN 48 should recognize those adjustments in the first subsequent 
financial reporting period in which the MLTN standard is met. 

Annual FIN 48 Disclosures.

A reporting company is required to disclose at the end of each annual reporting period a 
reconciliation, presented in tabular form, of unrecognized tax benefits as a result of tax 
positions taken during a prior period. At a minimum, this disclosure must contain: 

(1) Gross amounts of increases and decreases in unrecognized tax benefits as a 
result of the tax positions taken in a particular prior period. 
(2) Gross amounts of increases and decreases in unrecognized tax benefits for 
positions taken in the current period. 
(3) Decreases in previously unrecognized tax benefits relating to settlements with 
taxing authorities. 
(4) Reductions to unrecognized tax benefits resulting from the lapse of applicable 
statutes of limitations. 

A second disclosure requires the computation of the impact of the effective tax rate on 
the total unrecognized tax benefits that were recognized. A third required disclosure 
includes the aggregate interest and penalties recognized in the current year's statement 
of operations and in the statement of financial position. The fourth disclosure requires a 
projection, for the succeeding 12-month period, of anticipated increases or decreases in 
the total unrecognized tax benefits, detailing: 
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(1) The cause for the uncertainty of the tax position. 
(2) The cause or event that would increase or decrease the unrecognized tax 
benefit. 
(3) The estimated range of possibly outcomes or changes to deferred tax 
liabilities, or an acknowledgement, or statement that such estimate is not 
possible. 

Also required is an exhibit that lists the tax years that remain subject to examination by 
major tax jurisdictions. 

Thus, tax accrual workpapers and FIN 48 workpapers substantially overlap both in 
function and in content inasmuch as their purpose is to assess the taxpayer's tax reserve 
for contingent tax liabilities, including potential penalties and interest. 

IRS's Approach Towards Tax Accrual Workpapers

Taxpayers, particularly corporations and business entities, are required to prepare both 
tax and financial statements. The financial statements require a reserve for unpaid or 
deferred taxes, and the reserves have been “super-charged” to meet FIN 48's more 
refined requirements, each with its own evaluation of reserves for uncertain or contingent 
liabilities. 

There is a major difference between a taxpayer's books and records, worksheets, 
schedules, journals of account, and adjustments used in preparing tax returns from tax 
accrual workpapers and FIN 48 workpapers. Tax accrual workpapers are not produced for 
purposes of preparing and filing an income tax return. Rather, tax accrual workpapers are 
generally prepared by an independent accounting firm for the purpose of preparing 
financial statements. That is, these schedules and workpapers are directed towards 
establishing and justifying a reported tax reserve on the balance sheet. Frequently there 
will be supporting opinions and estimates of the taxpayer, its in-house or tax advisors, 
and the outside accountant as to the amount of the reserve and the basis from which it 
was determined. FIN 48 arguably involves a more rigorous and systematic approach than 
tax accrual workpapers to determine the proper amount of the tax reserve under GAAP. 

Service Expands Summonses of Workpapers.

In 2002, the IRS announced its policy on tax accrual workpapers. 27 It stated that it would 
request a taxpayer's tax accrual workpapers where the taxpayer failed to disclose its 
participation in a listed transaction. Where a listed transaction was disclosed, however, 
the IRS would routinely ask for information contained in the tax accrual workpapers that 
was related to only the reported listed transaction. But the IRS could exercise its 
discretion and request all tax accrual workpapers if there were reported financial 
accounting irregularities, and for a return filed prior to 7/1/02 that claimed a benefit from 
a listed transaction the IRS could, in certain instances, request the tax accrual 
workpapers as to the listed transaction. 

The IRS also stated its view of tax accrual workpapers. Namely, it said that tax accrual 
workpapers are not legal or tax advice and are produced primarily to evaluate a 
taxpayer's deferred or contingent tax liabilities for financial accounting and reporting 
purposes. They are not prepared for obtaining legal advice and are not subject to the 
attorney-client privilege or federal tax practitioner privilege under Section 7525. 
Nevertheless, the IRS concluded that it would otherwise continue its prior and still 
outstanding policy of restraint on summonsing tax accrual workpapers. 28

IRS Takes Firm Stand on Discovery of Tax Reconciliation 
and Audit Workpapers.
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Tax reconciliation workpapers, in contrast with tax accrual workpapers, are used in 
assembling and compiling financial data for placement on a tax return. Tax reconciliation 
workpapers may be routinely requested in the course of an examination. Typically they 
will include final trial balances of a tax entity and a schedule of consolidating and 
adjusting entries, as well as information used to trace financial information to the tax 
return. 

The government's policy of restraint in summonsing tax accrual workpapers does not 
apply to other forms of accounting workpapers, such as book-tax 
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reconciliations and other information, including audit workpapers. Audit workpapers are 
retained by independent accountants to establish the procedures followed, the tests 
performed, the information obtained, and the conclusions reached pertinent to its 
examination. Audit workpapers may include: 

 Work programs.

 Analyses.

 Memoranda.

 Letters of confirmation and representation.

 Abstracts of company documents.

 Schedules or commentaries prepared or obtained by the auditor.

The audit workpapers provide important support for the independent certified public 
accountants' opinion as to the fairness of the presentation of the financial statements in 
conformity with generally accepted auditing standards. 

Procedures for requests for audit and tax accrual workpapers not covered by 
the announcement. The National Office announced that IRS auditors will request audit 
and tax accrual workpapers only in unusual circumstances and when the necessary 
factual data used to support the return cannot be obtained from the taxpayer's records. If 
a decision is made to seek this information, the examiner's request should be limited to 
the portion of the workpapers that are material and relevant to the examination. 

Chief Counsel Notice, CC-2004-010. Less than one year later, the IRS clarified the 
definition of tax accrual workpapers. According to the notice, tax accrual workpapers 
consists of audit workpapers relating to the tax reserve for current, deferred, and 
potential or contingent tax liabilities, however classified or reported on audited financial 
statements, and to footnotes disclosing those tax liabilities appearing on audited financial 
statements. Tax accrual workpapers does not include documents created prior to or 
outside of the consideration of whether reserves should be created, even though these
documents may have been subsequently used in the preparation of the tax accrual 
workpapers or are attached to workpapers. The IRS also stated again that reconciling 
workpapers are within the scope of the general IDRs issued during an examination. The 
existence, and the amount, of reserve accounts are not within the scope of the definition 
of tax accrual workpapers. 

Policy update, LMSB-04-0507-044. On 5/10/07, the IRS published a policy update to 
its LMSB division on how to treat FIN 48 disclosures and workpapers. It acknowledged 
that Chief Counsel's position was that FIN 48 Workpapers are to be treated in the same 
manner as tax accrual workpapers and, therefore, are subject to its policy of restraint. 
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Prior to this release, on 5/1/07, the IRS issued a field examiners guide, LMSB-04-0507-
045, on FIN 48 set forth in question and answer format. 

Important Decisions on the Discovery of Tax Accrual 
Workpapers by the IRS

The policy rationales for protecting some forms of communication between an attorney 
and client and work product from disclosure to the IRS has, from time to time, directly 
collided with the government's interest in the administration of the tax law. This conflict 
evidences itself either in summons enforcement proceedings, production requests during 
the discovery stages of an administrative or judicial proceeding, or at trial. There are a 
series of cases, including a decision of the Supreme Court, that have attempted to 
resolve this conflict, with inconsistent standards and analysis. 

Arthur Young & Co.

In Arthur Young & Co., the independent auditor for Amerada Hess Corp. was responsible 
for reviewing the corporation's financial statements for federal securities laws. The 
accounting firm verified the corporation's statement of its contingent tax liabilities and 
prepared tax accrual workpapers relating to the tax reserves. In 1975, the IRS audited 
the corporation's tax years 1972 through 1974. When the audit revealed that Amerada 
made questionable payments of $7,830 from a "special disbursement account," the IRS 
instituted a criminal investigation and issued a summons to the accounting firm requiring 
it to produce all of its files relating to the corporation, including its tax accrual 
workpapers. 

In a summons enforcement action instituted by the government in federal district court, 
the court held that the tax accrual workpapers in question were relevant to the IRS 
investigation under the Powell criteria 29 and refused to recognize an accountant-client 
privilege that was asserted as protecting the workpapers from discovery. While agreeing 
that the workpapers were relevant to the IRS investigation, the Second Circuit held that 
the public interest in promoting full disclosure to public accountants, and in turn ensuring 
the integrity of the securities markets, required protection under a form of work-product 
immunity doctrine for the work that independent auditors perform for publicly owned 
corporations. The Second Circuit, in essence, crafted a privilege for independent auditor's 
workpapers. Accordingly, because it found that the IRS had not made a sufficient 
showing of need to overcome the immunity and was not seeking to prove fraud on the 
corporation's part, the court refused to enforce the summons insofar as it sought the tax 
accrual workpapers. 

The Supreme Court, after granting the government's writ of certiorari, held that tax 
accrual workpapers are relevant documents in examining a corporation's 
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tax return and that the summons power is critical to the IRS's investigative and 
enforcement functions. The court noted that tax accrual workpapers are not actually used 
in the preparation of tax returns, but found that the documents were relevant to the tax 
administration function and discoverable. While Section 7602 is subject to traditional 
privileges and limitations, the Court cautioned that other restrictions on the IRS 
summons power should be avoided—"absent unambiguous directions from Congress”—
that might be used to justify a judicially created work-product immunity doctrine for tax 
accrual workpapers, as the Second Circuit had done. 

More specifically, the Supreme Court rejected the adoption of an accountant work-
product doctrine and ruled that an independent certified public accountant performs a 
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different role than an attorney whose duty, as his or her client's confidential advisor and 
advocate, is to present the client's case in the most favorable possible light. An 
independent accounting firm performs a public service responsibility in certifying the 
public reports that depict a corporation's financial status. This duty transcends any 
employment relationship with the client, as the firm ultimately owes its allegiance to the 
corporation's creditors and shareholders and the investing public. 

The Supreme Court opinion explained that the IRS does not have an unfair advantage in 
obtaining the accountants' tax accrual workpapers since the SEC or a private plaintiff in 
securities litigation would be entitled to obtain the same documents. Specifically, the 
Court stated that “[i]t is the responsibility of the IRS to determine whether the corporate 
taxpayer in completing its return has stretched a particular tax concept beyond what is 
allowed. Records that illuminate any aspect of the return—such as the tax accrual 
workpapers at issue in this case—are therefore highly relevant to legitimate IRS inquiry.” 
Furthermore, the independent auditor's obligation to serve the public interest assures 
that the integrity of the securities markets will be preserved, without the need for a 
work-product immunity for accountants' tax accrual workpapers. 

El Paso Co.

In El Paso, 30 the IRS petitioned the district court to enforce two summonses issued to the 
El Paso Company as part of a tax audit. One summons sought El Paso's “tax-pool 
analysis”, i.e., tax accrual workpapers, which was described as a summary of El Paso's 
contingent liability for additional taxes should it ultimately be determined that El Paso 
owed more taxes than indicated on its return. 

El Paso was a holding company for several large corporations, which included 67 
subsidiaries all involved in the natural gas business. El Paso's returns were audited 
annually, and a routine audit for the years 1976 to 1978 resulted in a summons request. 
Early in the examination process, the IRS team coordinator delivered a document request 
to El Paso for “all analyses prepared by the El Paso Company regarding potential tax 
liabilities and tax problems,” which was followed by a list of all internal audit reports 
prepared by the company for the relevant years. On the company's refusal to produce, 
the IRS filed suit in Federal District Court. The court agreed with the IRS and held that 
the summonses were enforceable despite El Paso's claims against enforcement based on 
burdensomeness, relevance, attorney-client privilege, and work-product doctrine. On 
appeal, the Fifth Circuit held that by definition tax accrual workpapers are relevant 
documents in a tax audit. In the court's view, it “is hard to imagine a document more 
likely to shed light on the correctness of those aspects of a return that harbor doubts 
than the tax pool analysis.” 

The El Paso court felt it was not required to reach the issue of whether it should recognize 
an accountant work-product privilege, because the IRS had summonsed the tax pool 
analysis from the taxpayer itself and not from its outside accounting firm as in Arthur 
Young. Furthermore, it found that the requested materials were not protected by the 
attorney-client privilege even though the materials contained legal analysis, stating that 
the scope of the attorney-client privilege is shaped by its purpose and is essential for 
establishing the presence of the privilege that the communication 
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be made in confidence for the purpose of obtaining legal advice from the lawyer. The 
court also noted that the attorney-client privilege “may not be tossed as a blanket over 
an undifferentiated group of documents but rather must be specifically asserted with 
respect to particular documents.” 



WP1 317038v1 04/28/10

The IRS asserted that El Paso failed to prove that any of the elements of the attorney-
client privilege were involved in creating written analysis used for producing tax accrual 
workpapers, because it asserted that tax pool analysis was not legal work and that El 
Paso's attorneys in performing the analysis were not giving legal advice. Instead, the IRS 
claimed that the tax pool analysis is a business document used to make a company's 
financial statements conform to GAAP. Thus, the IRS concluded, the tax pool analysis 
supports a record of the company's finances and is business, not legal, work. 

The Fifth Circuit stated that distinguishing what is accounting work from legal work in 
rendering tax advice was difficult and noted that in Davis it had previously held that the 
preparation of tax returns was generally not legal advice within the scope of the attorney-
client privilege. It added that the tax pool analysis at issue could also be considered an 
accounting service since it is often performed by accountants. Still, the court did not 
adopt a hard line rule. 

The Fifth Circuit identified that the taxpayer's tax pool analysis or tax accrual workpapers 
and supporting memoranda were examined closely by the outside accounting firm in 
order to determine whether the company had set aside an adequate tax reserve. From 
this perspective, “confidentiality as to these documents is neither expected nor 
preserved.” Because the securities laws require independent accountants to verify the 
financial statements, including the tax pool analysis, these documents are not protected 
from discovery by the IRS. The court stated that there is no common law accountant-
client communications privilege recognized under federal law. Under these circumstances, 
El Paso's disclosure of the tax pool analysis to the auditors destroyed confidentiality with 
respect to it. With the destruction of confidentiality goes the right to claim the attorney-
client privilege as to those documents or opinions explaining the basis from which the 
taxpayer established the tax reserve. 

The court further held that even if an attorney-client privilege argument could be made 
on certain memoranda in the tax accrual workpapers, the corporation failed to prove the 
presence of privileged attorney-client communications on a document-by-document 
basis. As to the work-product argument, the court held that even assuming that El Paso's 
tax pool analysis qualified for work-product protection, the corporation did not prove that 
the tax pool analysis was prepared “in anticipation of litigation.” Rather, the tax pool 
analysis was primarily prepared not for litigation over its tax returns but for meeting its 
financial reporting obligations. Furthermore, the legal memoranda prepared for the tax 
pool analysis did not “map out” El Paso's actual litigation strategy in the event that 
litigation actually occurred. Therefore, based on the need to produce the analysis to 
comply with SEC regulations, the Fifth Circuit held that the tax pool analysis and backup 
memoranda were not protected work-product materials. 

Rockwell International, Inc.

In Rockwell International, 31 an IRS agent found in the course of an audit a memorandum 
by the company's tax accountant that indicated that Rockwell understated its 1983 
taxable income by $13 million in connection with the closing of a plant in Chattanooga, 
Tennessee. The memorandum noted that documents establishing the mistake were in the 
company's “free reserve file,” i.e., tax accrual workpapers. On finding the document, the 
IRS commenced a joint civil/criminal investigation to determine whether Rockwell or its 
employees had criminally violated any tax laws with respect to claiming the erroneously 
computed loss on the return. The criminal investigation was concerned, inter alia, with a 
possible cover-up of the deficiency. The IRS CID agent issued a summons demanding 
Rockwell produce the items contained in the free reserve file, i.e., “[t]he account or 
folder containing the summary of deferred tax items for potential tax liabilities for 
possible subsequent adjustments for the fiscal periods ended 9/30/82, 9/30/83, 9/30/84, 
and 9/30/85.” 
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In the summons enforcement trial, the general tax counsel for Rockwell testified that he 
maintained the free reserve file which he kept in his office and that the file could not be 
reviewed without his permission. The file contained his mental impressions as to 
settlement positions, litigation strategy, and interpretation of the tax law. The general tax 
counsel testified that he never surrendered control of the file to the company's outside 
auditors, although he 

[pg. 21] 

discussed with them some of the contents of the file for purposes of estimating the tax 
reserve. 

On receipt of the summons, the company admitted the understatement of its taxable 
income by $13 million through the commission of several errors. In response to the 
summons, the company produced the requested documents except for the free reserve 
file. Instead, Rockwell offered to allow the CID agent to review the free reserve file on its 
premises. The CID agent refused and filed an action for enforcement in the district court 
for the Western District of Pennsylvania. The trial court followed the Fifth Circuit's 
reasoning in El Paso and, ironically, entered an order instructing Rockwell to pay an 
independent auditor (chosen by the IRS) to determine which, if any, documents in the 
free reserve file were relevant to the plant closing, and hence accessible by the 
government. Cross appeals were taken to the Third Circuit which reversed in favor of the 
IRS and remanded for further findings. 

The Third Circuit, holding that the IRS was not required to await the outcome of the 
independent accounting firm's determinations before asserting its right to the file, ruled 
in the IRS's favor and remanded the case to the trial court for a determination on 
whether the information in the free reserve file was legal advice. The Third Circuit noted 
the Fifth Circuit's statement in El Paso that "the preparation of tax returns is generally 
not legal advice within the scope of the privilege," but also acknowledged the Fifth 
Circuit's refusal to adopt a blanket rule of disclosure for parts of the free reserve file 
containing legal advice. 

The Third Circuit stated that information intended to be disclosed to the SEC results in a 
waiver of the attorney-client privilege if legal advice is rendered as part of the tax accrual 
workpapers. Rockwell asserted that it was inequitable to find a waiver of privilege where 
it was obligated to disclose the papers to comply with SEC requirements. The Third 
Circuit felt it did not have to address this issue and ruled that Rockwell would have to 
raise the privilege issue on a document-by-document basis (if the issue was reached at 
all) on remand. 

The opinion noted that the work-product doctrine was founded on the private attorney's 
role as a client's confidential adviser and advocate, whereas an independent certified 
public accountant performs a different role and owes ultimate allegiance to the 
corporation's creditors and stockholders, as well as to the investing public. As announced 
in Arthur Young, the Rockwell court agreed that insulating a certified public accountant's 
interpretations of the client's financial statements from disclosure would ignore the 
significance of the accountant's role as a disinterested analyst charged with public 
obligations. 

Regions Financial Corporation.

In Regions Financial, 32 the district court held that a corporation's tax accrual workpapers 
were protected by the work-product privilege and that the privilege was not waived when 
the corporation turned the papers over to an independent auditor. 
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The case involved a summons action for the taxpayer's tax accrual workpapers pursuant 
to an audit for 2002 and 2003. The IRS was particularly interested in two “listed 
transactions.” After issuing the summons to the taxpayer's accounting firm, Ernst & 
Young LLP (E&Y), E&Y was instructed to withhold 20 documents that related to the listed 
transactions based on the claimed work-product privilege. The 20 documents fell into two 
categories: core documents and derivative documents. The core documents were created 
at the request of Regions general counsel based on his suspicion that the IRS would audit 
the listed transactions. The memoranda in the files contained opinions, legal theories, 
and analysis of possible IRS attacks on Regions' reporting with respect to the listed 
transactions. Three of the documents were created by a law firm retained by Regions to 
analyze the transactions. The other core document was created by partners at E&Y who 
were not involved in auditing Regions. The E&Y document reviewed and evaluated both 
the listed transactions. The second category of documents consisted of 16 derivative 
documents that essentially discussed, quoted, or explained the core documents. The 
derivative documents were e-mails, memoranda, and 
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other less formal documents created by both Regions and E&Y. 

The main issue was whether Regions must produce its tax accrual workpapers pursuant 
to the IRS summons which was otherwise determined to be proper. The court focused 
on: 

(1) Whether the contested documents were eligible, as a matter of law, for 
protection under the work-product privilege. 
(2) Whether Regions waived the work-product privilege by disclosing the 
documents to E&Y. 

The court began its analysis by wrestling with the meaning of the phrase “prepared in 
anticipation of litigation.” It noted the split among the circuits and the fact that the 
Supreme Court had not provided a controlling standard. While the IRS argued that the 
Fifth Circuit's “primary motivating purpose” test should apply, the court concluded that no 
binding Fifth or Eleventh Circuit decision clearly adopted the “primary motivating 
purpose” test. After much discussion, the court concluded that if it were forced to decide 
the question, it believed that the Eleventh Circuit would align itself with the majority of 
the other courts of appeal and adopt the “because of litigation” test. The Regions court 
found it unnecessary to determine which test applied, however, “because a fair 
application of both tests yields the same outcome.” 

Relying heavily on the district court decisions in Textron and Roxworthy (discussed 
below), the court agreed with Regions and held that the tax accrual workpapers in issue 
would not have been prepared “but for” or “because of” anticipated litigation with the IRS 
of the listed transactions. The court speculated that without that concern, Regions would 
not have to worry about contingent liabilities and would have no need to elicit opinions 
regarding the likely results of litigation. The court rejected the IRS's argument that the 
work papers were created for use in public financial statements as unpersuasive, holding 
that there was no requirement that a party must show that it was motivated by 
preparation for litigation and nothing else in order to claim that a docu ment was 
protected work product. As in Roxworthy, the court observed that the IRS would obtain 
an unfair advantage by gaining access to the tax accrual workpapers, which the court 
found to be the kind of legal analysis that the work-product doctrine was designed to 
protect from discovery by an adversary. 

The court noted that the fact that Regions undertook the time and expense of consulting 
outside firms to assess its potential liabilities showed that Regions believed litigation to 
be likely, therefore it could not say that Regions' subjective belief was objectively 
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unreasonable. Interestingly, the court provided yet another rationale for its holding, 
stating that the “IRS never clearly says why it needs these opinions to assess adequately 
Regions' tax liability when it already possesses the original factual documents from which 
these opinions were derived.” 

As concerned the argument that Regions had waived the privilege by disclosing the 
contested documents to E&Y, the court again sided with Regions finding that an 
independent auditor is not an adversary of the taxpayer for purposes of applying the 
work-product doctrine. 

As expected, the Department of Justice, in a brief filed with the Eleventh Circuit on 
8/29/08, argued that the district court erred in holding that a corporation's tax accrual 
workpapers were protected by the work-product privilege and need not be disclosed in 
response to an IRS summons, maintaining that the privilege was waived by providing the 
documents to an independent auditor. One month later the lawyers for Regions argued 
that the district court correctly held that tax accrual workpapers did not have to be 
disclosed in response to an IRS summons despite having been shared with an 
independent auditor, insisting the work-product doctrine and Federal Rule of Civil 
Procedure 26(b)(3) provide “almost absolute immunity” for the documents. Both sides 
requested oral argument. No decision has yet been rendered by the Eleventh Circuit. 

Valero Energy Corp.

In Valero Energy, 33 the taxpayer, Valero Energy Corporation, owned and operated 18 
refineries and marketed refined oil and gas products. One of Valero's refineries located in 
Canada was acquired in 2001 by merger. Valero retained Arthur Anderson, LLP in 2001 
and 2002 to provide cross-border tax and accounting advice in connection with the 
merger. The advice, as implemented, produced a $112 million foreign currency loss which 
reduced the corporation's U.S. tax liability by $46 million in 2002. 

In November 2006, the IRS summonsed Arthur Anderson for “[a]ll documents ... related 
to, or reflecting, tax planning, tax research, or tax analysis, by or for, Ultramar Diamond 
Shamrock ... and Valero Energy Corporation ... in connection with 2001, 2002 and 2003 
Canadian and U.S. income taxes....” 

Valero challenged various aspects of the summonses, asserting that some of the 
requested documents were subject to the work-product privilege and some were 
privileged under the "tax practitioner" privilege of Sections 7525(a)(3)(A) and (B). The 
government countered that Valero's transactions surrounding the merger were 
significantly motivated by tax savings and fell within the tax shelter exception to the tax 
practitioner privilege under Section 7525(b). The court found that the IRS summons was 
not overly broad and that the work-product doctrine did not apply 
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to the documents Valero withheld because Valero had not shown that they were prepared 
in anticipation of litigation. The court also found, however, that the tax practitioner 
privilege applied to certain documents and that the government, which had the burden of 
showing that the tax shelter exception applied, failed to meet its burden of persuasion 
that the exception applied. 

As to the federal tax practitioner privilege, the court held that the privilege did not apply 
to communications based on foreign tax advice, to business advice, or accounting 
services. Noting the similarities to the common law attorney-client privilege, the court 
stated “just as communications from an attorney to a client are privileged only if they 
constitute legal advice, or tend to reveal the substance of a client confidence, 
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communications from a tax practitioner to a client are also privileged only in those 
circumstances.” The court held that many of Valero's purported privileged documents 
failed to meet the requirements of Section 7525(a). After ruling that communications 
pertaining to Canadian tax advice were not privileged under Section 7525, the court then 
examined whether it was feasible to redact the privileged material from the documents in 
question, which contained references to Canadian taxes, so that the non-privileged 
portions could be produced to the government. 

The court found that the government made a prima facie showing that Valero had 
engaged in sets of circular cash flows that generated foreign tax losses and should be 
regarded as involving a tax shelter. Therefore, regardless of whether the tax practitioner 
privilege applied, the court held that under the tax shelter exception in Section 7525(b), 
which covers “the promotion of the direct or indirect participation of the person in any tax 
shelter,” some of the papers lost their privilege. Finally, the court concluded that “to 
establish the applicability of the tax shelter exception, the government need not 
demonstrate that the underlying transaction lacked economic reality or was driven solely 
or primarily by tax avoidance concerns; that is not what the statute requires when it 
provides that the government must show that the communication relates to a plan or 
arrangement 'a significant purpose of which' was the avoidance or evasion of federal 
income tax.” 

The taxpayer appealed to the Seventh Circuit on various grounds. The Seventh Circuit 
largely affirmed the decision reached by the District Court below. 34 The Seventh Circuit 
provided a liberal or broad view to the Section 7525(b)(2) exception “in connection with 
the promotion of the direct or indirect participation of the person in any tax shelter.” The 
taxpayer argued that “promotion” required a nexus with prepackaged, tax-shelter 
products or the active sale of tax shelters through advertising or other means of publicity. 
Valero continued to argue that an accounting firm providing an individual a tax reduction 
plan designed for the taxpayer did not fall within the tax shelter exception. The 
government's far broader position was that promotion meant “furtherance” or 
“encouragement.” After reviewing the legislative history to the definition of “tax shelter” 
contained in Section 6662, the court disagreed with Valero that promotion of tax shelters 
was limited to the peddling of cookie-cutter tax shelters. Rather, the court found that the 
promotion of tax shelters extended to the promotion, i.e., the encouragement, of any 
plan or arrangement the significant purpose of which is to avoid or evade federal taxes. 
While there are limits on the meaning of the term “promotion” for purposes of Section 
7525(b), the Seventh Circuit's view was that the term should be broadly interpreted for 
purposes of applying the summons provision. 

Roxworthy.

In Roxworthy, 35 the vice-president of tax (Roxworthy) at Yum! Brands, Inc., was issued a 
summons by the IRS to obtain production of what ultimately proved to be two 
memoranda prepared by KPMG. The memoranda were prepared in connection with 
KPMG's task of analyzing certain transactions that could result in tax liabilities for Yum! 
Brands that were part of the company's tax reserves for 1997-1999. The transactions at 
issue resulted in a tax loss of $112 million for deductions attributable to payments made 
to a captive insurance company without an accompany reduction in book value. Despite 
the claim of privilege, the federal magistrate presiding over the enforcement hearing held 
that the memoranda were not work product but were created to assist Yum! Brands in 
the preparation of its tax return and financial statements. Roxworthy appealed. 

The Sixth Circuit stated that it was charged with reviewing the record and deciding: 
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(1) Whether each document in question was created based on a party's personal 
belief of litigation and not as part of ordinary business practices and reporting 
requirements. 
(2) Whether such subjective anticipation of litigation was objectively reasonable. 

The court noted that the documents in question did not lose their protection from 
discovery as work product “merely because [they were] created in order to assist in a 
business decision.” In reversing the lower court, it held that based on the size and nature 
of the transactions at issue, and Roxworthy's perception of the probability and risks of 
litigation with the IRS, the litigation was foreseeable when the memoranda were 
prepared. Thus, it applied a “because of” test as the appropriate standard in determining 
whether the documents were prepared “in anticipation of litigation” and protected by the 
work-product doctrine. 

The Sixth Circuit added, however, that documents prepared in the ordinary course of 
business or pursuant to public requirements unrelated to litigation or for other non-
litigation purposes were not work product. A document fell into non-work product status 
in the view of the court where the document would have been prepared in the same 
manner irrespective of the anticipated litigation. A taxpayer seeking to quash production 
of documents that survived this first hurdle would also have to prove that the “because 
of” test had both a subjective and objective element to the inquiry; that is, a party must 
“have had a subjective belief that litigation was a real possibility, and that belief must 
have been objectively reasonable.” 

Thus the court found that Roxworthy reasonably anticipated litigation with the IRS with 
regard to the captive insurance loss issue 36 and concluded that the taxpayer met its 
burden of persuasion regarding whether the memoranda at issue sought to protect Yum 
“from future litigation about a particular transaction.” 

Deloitte & Touche USA LLP.

In Deloitte & Touche, 37 the U.S. moved to compel Deloitte & Touche (Deloitte) to produce 
two categories of documents pursuant to a FRCP Rule 45 subpoena: 

(1) Three documents that Deloitte was withholding on the basis of privileges 
asserted by its client, Dow Chemical (Dow). 
(2) All responsive documents maintained at Deloitte's affiliate in Zurich, 
Switzerland. 

The government moved to subpoena the documents in connection with a civil tax refund 
case pending in Louisiana brought by Chemtech Royalty Associates, L.P. and Chemtech 
II, L.P., partnerships that were formed by subsidiaries of Dow in 1993 and 1998, 
respectively. 

The court viewed the first category of documents as generally protected from discovery 
as attorney work product since they were created in anticipation of future litigation over 
the tax treatment of Chemtech. The government contended that the work-product 
privilege was waived when Dow disclosed the documents to Deloitte. The court disagreed, 
reasoning that Dow's disclosure to its auditor was not disclosure to a potential adversary 
and that it was not unreasonable for Dow to expect Deloitte to hold the documents in 
confidence (citing Regions Financial Corp. and Textron (discussed below)). 38

Textron Inc. and Subsidiaries.

In Textron, 39 the taxpayer was a publicly traded corporation with close to 200 
subsidiaries, including Textron Financial Corporation (TFC), which provided commercial 
lending and financial services. Textron had several tax lawyers and CPAs staffing its tax 
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department during 2001 and 2002, while TFC's tax department consisted only of CPAs. 
Textron was audited each year and engaged in litigation with the IRS on three occasions. 

While examining Textron's 2001 return, the IRS learned that TFC had engaged in nine 
“sale-in, lease-out” (SILO) transactions which were “listed transactions.” The IRS issued 
more than 500 IDRs in connection with the 1998-2001 audit cycle. Textron complied with 
all of the IDRs, except for those seeking tax accrual workpapers. 

Textron refused to produce its tax accrual workpapers, asserting privilege and claiming 
that the summons was issued for an improper purpose. The tax accrual workpapers 
subject to the summons consisted of a spreadsheet containing: 

(1) Lists of items on Textron's tax returns, which, in the opinion of Textron's 
counsel, involved issues on which the tax laws were unclear, and, therefore, could 
be challenged by the IRS. 
(2) Estimates by Textron's counsel expressing, in percentage terms, their 
judgments regarding Textron's chances of prevailing in any litigation over those 
issues (the “hazards of litigation percentages”). 
(3) The dollar amounts reserved to reflect the possibility that Textron might not 
prevail in litigation (the “tax reserve amounts”). 
(4) Backup workpapers, including notes and memoranda written by Textron's in-
house tax attorneys reflecting their opinions on the questionable items and 
hazards of litigation percentage on each such item. 

The tax accrual workpapers were compiled so the outside auditors could determine that 
the tax reserves stated on the financial statements filed with the SEC by Textron 
conformed to GAAP. That is, the tax accrual workpapers allowed the outside auditors to 
issue a “clean opinion” as to Textron's financial statements. During the course of an audit 
conducted by Ernst & Young (E&Y), Textron's independent auditor, Textron permitted E&Y 
to examine the final tax accrual workpapers at issue with the understanding that the 
information was to be treated as confidential. 

The district court first determined that the IRS, in issuing the summons, did not act in 
bad faith. Textron argued that its tax accrual workpapers were protected by the attorney-
client privilege, the tax practitioner-client privilege under Section 7525, and the work-
product privilege. The IRS disagreed, countering that the workpapers were privileged or 
qualifying work product and, therefore, were subject to compelled production under its 
summons. 

On the attorney-client privilege, Textron argued that the tax accrual workpapers were 
prepared by its counsel, reflected counsel's legal conclusions with regard to items on 
Textron's return that could be challenged by the IRS, and assessed the hazards of 
litigation. The IRS argued that in preparing the tax accrual workpapers, Textron's 
attorneys were not providing legal advice; rather, they were performing an accounting 
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function by reconciling the company's tax records and financial statements. 

The district court held that because Textron's and TFC's tax accrual workpapers consisted 
of counsel's opinions regarding items that might reasonably be challenged by the IRS, 
they were protected by the attorney-client privilege. The district court rejected the IRS's 
reliance on the Supreme Court's decision in Arthur Young, noting that the Court did not 
hold that the attorney-client privilege was inapplicable to legal conclusions of counsel 
contained in the tax accrual workpapers. The court added that in Arthur Young the 
workpapers had been prepared by the corporation's independent auditor whose 
“obligation to serve the public interest assures that the integrity of the securities markets 
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will be preserved.” By contrast, Textron's workpapers were prepared by its in-house 
counsel whose function was to provide legal advice to Textron. 

Textron further argued that to the extent that the workpapers reflected the advice that 
TFC received from CPAs in its tax department, they should be privileged under Section 
7525. The IRS countered that the opinions of TFC's tax accountants did not qualify for 
protection under Section 7525(a), or, alternatively, they fell within the exception 
contained in Section 7525(b). The court found that since TFC's tax accountants 
participated in advising Textron regarding its tax liability with respect to matters on which 
the law is uncertain and estimating the hazards of litigation percentages, they were 
performing “lawyers' work.” Thus, the court held that the exception under Section 
7525(b) was inapplicable because TFC did not make the communications in connection 
with the promotion of TFC's participation in the transactions. Accordingly, the advice 
would qualify for the privilege conferred by Section 7525(a). 

Textron next argued that the tax accrual workpapers were protected by the work-product 
privilege because they were prepared in anticipation of litigation with the IRS. The IRS 
disagreed, arguing that the tax accrual workpapers were prepared in the ordinary course 
of business and to satisfy securities law that requires publicly traded companies to file 
financial statements that comply with GAAP (which, in turn, require the creation of 
reserves to meet contingent liabilities). 

The court sided with Textron, stating that the estimated hazards of litigation percentages 
and calculation of tax reserve amounts by Textron's counsel and accountants would not 
have been prepared at all “but for” the fact that Textron anticipated the possibility of 
litigation with the IRS. The court stated it would apply the “because of” test it had 
previously adopted in Maine, 40 and rejected overruling its prior standard with the Fifth 
Circuit's “primary motivating purpose” standard announced in El Paso.

Textron further argued that providing the tax accrual workpapers to E&Y did not waive 
the protection of either privilege, and it sought to distinguish the cases holding that 
disclosure to an outside auditor affected a waiver of the attorney-client privilege on the 
ground that those cases were decided prior to the enactment of Section 7525. More 
specifically, Textron argued that because it occasionally revised its reserve based on the 
opinions of the independent auditor, the auditor's review of Textron's workpapers should 
be viewed as performed in connection with providing “tax advice” to Textron and, 
therefore, privileged under Section 7525. The court disagreed, treating the disclosure as 
a waiver of both the attorney-client and Section 7525 privileges. 

The final issue was whether the work-product privilege was waived by showing the 
workpapers to the outside auditors. The court held that no waiver occurred because 
showing the tax accrual workpapers to E&Y was not tantamount to showing that 
information to an adversary. 41 The court added that the IRS failed to carry the burden of 
demonstrating a “substantial need” for ordinary work product, let alone the heightened 
burden applicable to Textron's tax accrual workpapers, which was opinion work product. 

While noting that the opinions and conclusions of Textron's counsel and tax advisers 
might provide the IRS with insight into Textron's negotiating position or litigation 
strategy, the court found they had little bearing on the determination of Textron's tax 
liability. Still, the IRS argued that it was entitled to the tax accrual workpapers because 
the hazards of litigation percentages would assist in determining whether Textron owed a 
penalty for underpayment of taxes. Because the IRS never asserted that Textron owed 
any further tax, the court regarded this argument as premature, at best. The district 
court, therefore, quashed the IRS's summons to compel by application of the work-
product doctrine. 
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The First Circuit Court of Appeals Panel Textron
Decision.

On appeal to the First Circuit, 42 a three judge panel, in a two to one decision, affirmed 
the trial court's determination that the work-product doctrine shielded Textron's tax 
accrual workpapers from the IRS summons, finding that the workpapers were prepared 
“because of” anticipated litigation concerning nine SILO transactions and that they were 
not prepared “irrespective of litigation.” 
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The court acknowledged the three issues for appeal: 

(1) Whether the work-product doctrine protects Textron's workpapers. 
(2) Whether any such work-product protection was waived through disclosure to 
E&Y. 
(3) Whether the trial court erred in not considering the IRS's request for E&Y's 
workpapers in accordance with the Supreme Court's decision in Arthur Young.

On the issue of whether the workpapers were work product, the panel held that the tax 
accrual workpapers were prepared “because of the prospect of litigation,” a phrase used 
in a prior decision of the same court. 43 Even though there may also be a second or dual 
purpose for filing financial statements with the SEC, said the panel, a second purpose did 
not defeat the work-product doctrine. The First Circuit panel rejected El Paso's “primary 
purpose” test for work-product protection, and it found there was no waiver of the 
protection when Textron allowed E&Y to inspect its tax accrual workpapers because E&Y 
was not an adversary or even a conduit to an adversary despite the IRS's contention that 
the SEC could subpoena the records were it necessary. Moreover, Textron did not seek 
blanket protection for its workpapers. Instead, it addressed a specific set of transactions 
and positions that could be questioned or challenged by the IRS and lead to litigation. 

Finally, the court asked whether the disclosure of E&Y's workpapers would substantially 
increase the risk that the contents of Textron's workpapers would be disclosed to an 
adversary. Since the district court failed to address the question of whether the IRS could 
gain discovery of E&Y's workpapers through a subpoena to Textron, no fact finding was 
made as to the actual contents of the E&Y workpapers or the extent to which disclosure 
would constitute a work-product waiver by E&Y's documenting Textron's workpapers, 
mental impressions, and analysis of the items making up its tax reserves. 

First Circuit En Banc Panel Holds Textron's Tax Accrual 
Workpapers Discoverable.

On appeal, the IRS asked for review of the panel decision, which was granted. The First 
Circuit, in a three to two decision 44 written by the lone dissenter from the panel decision, 
reversed and found for the government. The en banc opinion viewed the panel's holding 
that tax accrual workpapers were protected from IRS discovery as flawed or as 
misconstruing the purpose of the Hickman v. Taylor rule. The en banc court held that the 
workpapers were not, in fact, prepared “for use” in actual litigation. Instead, the court 
found that the tax accrual workpapers's purpose was to “make book entries, prepare 
financial statements and obtain a clean audit.” The majority of the court noted that one 
witness for Textron suggested that in the event of litigation, the workpapers could be 
useful, but there was no further explanation on the record to substantiate this claim. 

In an attempt to set a line of demarcation to prevent the work-product doctrine from 
becoming too broad, the court applied a functional use test to determine if the 
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workpapers were deserving of the status of being produced “for use in” litigation. Under 
this standard, the court found that Textron's workpapers were not work product. 

According to the court, work product does not exist simply because the subject matter of 
a document relates to a subject that might conceivably be litigated. Instead, the doctrine 
applies to only work done in anticipation of or for trial that is protected. Even if prepared 
by lawyers and reflecting legal thinking, "[m]aterials assembled in the ordinary course of 
business, or pursuant to public requirements unrelated to litigation, or for other 
nonlitigation purposes are not under the qualified immunity provided by this subdivision.”
45 A set of tax reserve figures calculated for purposes of accurately stating a company's 
financial figures has only that purpose—to support the financial statement and an 
independent audit of it. 

The court said that its holding was consistent with the application of the “because of” test 
it announced in Maine. The Maine decision required a finding that the tax accrual 
workpapers were prepared in the ordinary course of business for purposes of the financial 
statements and to obtain auditor approval, not “for” litigation. The doctrine was not 
intended or designed to help shield a lawyer's preparation of corporate documents or 
other materials in the ordinary course of business. In other words, said the court, 
“[w]here the rationale for a rule stops, so ordinarily does the rule.” As to policy concerns, 
the court found the government's public policy more compelling: 

Underpaying taxes threatens the essential public interest in revenue 
collection. If a blueprint to Textron's possible improper deductions can be 
found in Textron's files, it is properly available to the government unless 
privileged. Virtually all discovery against a party aims at securing 
information that may assist an opponent in uncovering the truth. 
Unprivileged IRS information is equally subject to discovery.

The court examined the practical problems confronting the IRS in discovering under-
reported corporate taxes, which it believed likely to be endemic. Textron's return was 
massive—more than 4,000 pages—and the IRS requested the work papers only after 
finding a specific type of transaction that had been shown to be abused by taxpayers. The 
court noted that it was because the collection of revenue is essential to government 
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that administrative discovery, along with many other comparatively unusual tools, was 
granted to the IRS. 

The dissenting opinion was issued by Judge Torruella, who had previously issued the 
“majority” opinion in the panel decision of the First Circuit. Judge Lipez joined the 
dissent. The dissent was highly critical of the decision reached by the majority, claiming 
that the majority opinion contained many errors of law and alleging that the majority had 
effectively abandoned its “because of ” test, as applied in accordance with its own 
precedent, in determining whether a document was entitled to work-product protection. 
While the dissent acknowledged that the majority did not state that it was departing from 
this precedent, i.e., Maine, the dissenters were skeptical that the majority could have it 
both ways. Indeed, by stating that the standard to be applied was whether the document 
was prepared at that particular time “for” the purpose of litigation, the majority relied a 
far narrower test or standard than that applied in Maine. The dissent noted that this 
standard was narrower than the Fifth Circuit's primary motivating purpose test 
announced in El Paso. Thus, concluded the dissent, the First Circuit chose to ignore the 
case law and standards it and other appellate courts had formulated in defining the 
breadth of the term “work product.” 
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In contrast to the holding reached by the First Circuit in Textron, the dissenters noted the 
leading precedent from the Second Circuit, in Adlman, which held that opinion or mental 
impression work product prepared “because of” the prospect or in anticipation of litigation 
could extend to a tax opinion issued prior to entering into a transaction by the taxpayer 
that the government was later expected to challenge. According to the majority's “for” 
the purpose of actual litigation approach, a pre-transaction opinion would not meet the 
definition of “work product.” This change in the applicable legal standard for identifying 
work product worried the dissent, who were concerned that the government would enjoy 
an unfair advantage since they could easily obtain tax accrual workpapers and associated 
work product not only as to issues that were of concern to the taxpayer but as to 
taxpayer's settlement posture (i.e., settlement amounts, terms) on each particular issue. 

Implications of First Circuit's Decision in Textron

It is undeniable that the First Circuit has given the IRS a “green light” to pursue the 
production of tax accrual workpapers and FIN 48 workpapers without having to meet the 
burden of “necessity” or “inability to acquire such information otherwise” to overcome the 
qualified work-product privilege. Instead, the First Circuit simply held that tax accrual 
workpapers in question were not work product. The issue of “waiver” was not implicated 
in the reversal. The question as to whether delivery of tax accrual workpapers to an 
outside auditor was also, in effect, deemed irrelevant. 

While the First Circuit's decision and underlying rationale has and will continue to receive 
a stentorian cry of “no thank you” from tax lawyers, tax managers, and in-house counsel 
to public and private corporations and companies, it does reaffirm one circuit court's 
concern that the work-product doctrine not be used to generally shield tax accrual 
workpapers or FIN 48 workpapers from discovery. Rather, the First Circuit determined 
that the documents did not fall within the definition of work product prepared “for” 
litigation because they were essentially business records used to prepare financial 
statements and assess tax returns even though couched in the language of legal analysis. 
Some legal advisors may view the analysis in Textron as more darkly asserting a broad 
impact on the issue of documents and memoranda in a company's files pertaining to all 
liability reserves, not just tax reserves. 

The Supreme Court's decision in Arthur Young can be viewed as weighing heavily on the 
First Circuit's thinking in Textron. After all, if an accounting firm's tax accrual workpapers 
for a particular taxpayer are not protected from discovery, why should similar schedules 
and memoranda prepared by the taxpayer for essentially the same purposes be shielded? 

It should be expected that taxpayers, in-house counsel, and outside legal counsel will not 
rollover in response to the First Circuit's decision. They will surely seek effective methods 
for protecting portions of its tax accrual workpapers or FIN 48 workpapers as work 
product or they will refrain from showing tax opinions from law firms or federally licensed 
tax practitioners to outside independent auditors to prevent a waiver of the attorney 
client or Section 7525 privileges. These efforts may prove to be delicate, if not 
problematic, since it is equally predictable that independent accounting firms hired to 
prepared GAAP financial statements may insist, as a requirement of its engagement 
letter, that opinion analysis be disclosed. 

It would be helpful for the Supreme Court to address a Textron type fact pattern and 
decide whether Arthur Young applies, as the First Circuit has held. A clear and predictable 
legal standard should be announced to resolve an issue of great importance that has 
resulted in divergent holdings by the circuit courts. 

1
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