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1ax Accrual Workpapers May Be Discoverable

ax accrual workpapers are documents

created by a corporation that relate to

its reserves for contingent tax liabilities.

Commonly, such documents reflect a
detailed analysis of tax-beneficial transactions
that could be challenged by the Internal Revenue
Service (IRS) and that portion of the expected
savings that should be set aside in the event
deductions are disallowed.

In recent years, the IRS has adopted a policy
of seeking tax accrual workpapers related to
“listed transactions,” which are transactions
defined by the IRS as tax avoidance schemes.
While many companies have complied with such
requests, recently Textron Inc., an aerospace and
defense contractor, has objected and the federal
government has taken it to court over the issue.!
The briefs in the case address the significant policy
questions that arise whenever the government
seeks to obtain information regarding a company’s
internal litigation assessments.

Textron’s Workpapers

In April 2003, the IRS initiated an audit of
Textron’s tax liabilities for the years 1998 through
2001. During the 2001 tax year, Textron engaged in
multiple “Sale-In, Lease-Out” (SILO) transactions,
which were identified as “listed transactions” in
a notice issued by the IRS on Feb. 11, 2005.
Shortly thereafter, in the context of its ongoing
audit, the IRS issued a summons for tax accrual
workpapers created by Textron contemporaneous
with the SILO transactions. After Textron
refused to produce the requested documents, the
government filed a petition in the U.S. District
Court for the District of Rhode Island to enforce
its summons.
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Standard for Enforcement of
IRS Summons

The U.S. Supreme Court has stated that the
government must establish four elements in order
to obtain enforcement of an IRS summons: (1)
it was issued for a legitimate purpose; (2) it seeks
relevant information; (3) the information sought
is not already within the IRS’s possession; and (4)
the administrative steps required by the Internal
Revenue Code (IRC) have been followed.?
Once these elements have been proved, a heavy
burden of proof shifts to the taxpayer opposing the
summons. The taxpayer must “disprove the actual
existence of a valid civil tax determination or
collection purpose by the [IRS].” Where taxpayers
allege bad faith on the part of the government, they
are required to produce “reasonably particularized
evidence in support of those allegations.”

In objecting to the government’s petition,
Textron argued that the government had no
legitimate purpose in seeking the tax accrual
workpapers. Claiming that the IRS did not need
the workpapers to complete its audit, Textron
asserted that the government’s petition was merely
a “pretext disguising [its] real objective.” According
to Textron, the government’s real objectives
included seeking confidential information about
Textron’s evaluation of the transactions, the
hazards of litigation percentages and the resulting
reserve for each transaction. Citing case law,
Textron claimed that the IRS improperly wanted
“a forced revelation of [Textron’s] evaluation of [its]
case.... to take advantage of [Textron’s] assessment
of [its] prospects for victory and an acceptable
settlement figure.”

Noting that the IRS had offered to withdraw
its request for the workpapers if it settled, Textron
further argued that the IRS was using the summons
enforcement action to pressure it to capitulate with
respect to the SILO transactions. Finally, Textron
argued that the IRS was improperly requesting
tax accrual workpapers to discourage taxpayers
from investing in SILO transactions. According
to Textron, the IRS’s actions have the effect of
“changing the ‘cost-benefit analysis’ [for potential
investors], irrespective of whether the transaction
is perfectly legal.”®

In rebuttal, the government disputed Textron’s
claim that the government did not need the
documents, noting that in United States v.
Arthur Young & Co.,” the Supreme Court had
held that tax accrual workpapers prepared by a
corporation’s outside auditor were relevant to
the IRS’s investigation of the corporation’s tax
liability and properly could be obtained by the
IRS via summons. Furthermore, in responding
to Textron’s argument that it was improperly
attempting to discourage similar transactions,
the government asserted that “it is a result, not a
purpose, of the IRS seeking tax accrual workpapers
more frequently due to its policy change, that
corporate directors and officers will factor into
their decision-making the greater probability that
their aggressive tax transactions will come to light.”
Thus, the government argued that its purpose in
seeking the documents was legitimate and proper,
and that it had satisfied the prerequisites for
its petition.?

Claim of Work Product,
Privilege Protection

Textron also argued that the documents sought
by the government are protected by the attorney
work product doctrine and by the attorney-client
and §7525 tax practitioner privileges regardless
of their relevance to the government’s audit.’
Claiming that the requested documents include
confidential legal advice that Textron received
from its in-house tax attorneys regarding matters in
controversy or potentially in controversy between
Textron and the IRS, Textron observed that “[ijn
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no other context would a federal court force one
party to provide its opposing party this highly
sensitive legal advice when, as here, the legal
advice is validly protected and privileged.”!°

With respect to Textron’s reliance on the work
product doctrine, the government claimed that
the summons sought business (rather than legal)
documents and that Textron’s objections were
resolved in 1984 by the Supreme Court’s decision
in Arthur Young. In Arthur Young, the Court rejected
the application of the work product doctrine to tax
accrual workpapers. In support of its holding, the
Court noted that no accountant-client privilege
existed and that policy considerations dictated that
an independent auditor’s obligation to serve the
public interest is superior to any interest owed to
the client corporation. Further, the Court in Arthur
Young rejected the argument that the enforcement
of an IRS summons for accountants’ tax accrual
workpapers gave the IRS an unfair advantage in
negotiating and litigating tax liabilities, observing
that a private plaintiff or the Securities and
Exchange Commission (SEC) would be entitled
to obtain the same documents in a civil suit.!!

Textron sought to distinguish Arthur Young,
noting that the tax accrual workpapers at issue in
that case had been prepared and held by the outside
auditors, whereas its workpapers were prepared by
in-house attorneys in anticipation of litigation.
Specifically, during the year in question, Textron’s
tax department contained six attorneys who worked
with its accountants in analyzing the merits of legal
issues the IRS could raise and assessing the hazards of
litigation. According to Textron, this legal analysis
was used in preparing the tax accrual workpapers
sought by the government.

To support its claim, Textron cited United States
v. Adlman,'? in which the U.S. Court of Appeals
for the Second Circuit upheld a taxpayer’s claim of
work product protection for a document prepared
by an in-house tax adviser evaluating the merits of
the tax issues resulting from a contemplated merger.
As an example of work product material, the Court
in Adlman referred to memoranda prepared by a
company’s attorneys estimating the likelihood
of success in litigation and accompanying legal
strategies to determine reserve amounts to be
included in financial statements. Textron argues
that tax contingency reserves are “indistinguishable”
from other contingency reserves and that the “legal
analysis contained in the tax accrual workpapers at
issue here is indistinguishable from the legal analysis
in the documents” referred to in Adlman.

The government rebutted these arguments by
asserting that Textron was required to prepare the
documents to comply with its public reporting
requirements under the federal securities laws and
did not, therefore, prepare them in anticipation of
litigation. Citing Adlman and the U.S. Court of
Appeals for the Fifth Circuit’s decision in United
States v. El Paso," the government argued that the
work product doctrine does not apply to materials
prepared “in the ordinary course of business” or
“pursuant to public requirements.” According to the
government, the work product doctrine does not
apply unless the documents were prepared “because

of” litigation, which was not the case with respect
to Textron’s documents.!*

Waiver of Protection

With respect to Textron’s assertion of the work
product and privilege doctrines, the government
further claimed that even if the papers were
protected under these doctrines, Textron had
waived that protection when it shared the tax
accrual workpapers with its outside accountants,
Ernst & Young.!® Textron disagreed, stating that
disclosure of the tax accrual workpapers themselves
would not have resulted in a waiver of the work
product doctrine, according to Textron, because
Ernst & Young was not an “adversary or a conduit
to a potential adversary.”!¢

Textron argued that the
government had no legitimate
purpose in seeking tax accrual

workpapers, but was seeking
confidential information about
Textron’s evaluation of the
transactions, the hazards of
litigation percentages and the
resulting reserve for
each transaction.

Acknowledging that cases cited by the
government stand for the proposition that a
taxpayer’s disclosure of legal advice to an outside
auditor waives the attorney-client privilege,
Textron argued that those cases predated the
enactment of the tax practitioner privilege set
forth in §7525 of the IRC. “It is well-settled that
when a client discloses the legal advice of its in-
house counsel to its outside attorneys, the client
does not waive the attorney-client privilege on the
disclosed advice. For the same reason, if a taxpayer
discloses the legal advice of its in-house attorneys
(or of its in-house CPAs) to persons whose tax
advice to the taxpayer is privileged under [§7525],
then there is no waiver of the privilege.”!

The government rebutted this argument by
asserting that Textron’s relationship with Ernst &
Young could not be privileged under §7525 because
an independent auditor’s duties and loyalty runs to
the investing public, not Textron. Accordingly, the
government asserted that Emst & Young's status
as Textron’s outside auditor is “per se inconsistent
with a privileged relationship,” and that because
Textron cannot show that its communications
with Ernst & Young were protected by the tax
practitioner privilege, disclosure to the auditors
constituted a waiver.!

Policy Considerations

While Arthur Young precludes reliance on
the work product doctrine with respect to tax

accrual workpapers prepared by outside auditors,
the Court deciding Textron will have to grapple
with the involvement of counsel in preparing
the tax accrual workpapers and the impact of the
accountant-client privilege set forth in §7525 of
the IRC. Given the Arthur Young Court’s rejection
of work product immunity on the grounds that no
such privilege existed, Congress’ recognition of
the unique relationship between an accountant
and client may tilt the balance in the district
court’s decision in Textron. This will also require
consideration of the relationship between public
companies and their outside auditors.

The impact of the decision in Textron is bound to
be significant. Many tax lawyers have commented
that the IRS’s position may “prompt companies
to stop sharing tax lawyers’ analysis to outside
accountants, leaving them with less information
when auditing public companies for the protection
of investors.” In response, Donald L. Korb, the
IRS’s chief counsel, said that companies should
not be hesitant to provide the IRS access to the
types of tax accrual workpapers sought in that case,
asserting that if companies believe they are in the
right in terms of their tax issues, they “ought to be
willing to duke it out.” Textron’s vice president for
taxes claims that Textron is simply trying to protect
privileged communications with its lawyers.!
Either way, the court’s decision in Textron will
be an important one to both corporate America
and the IRS. Stay tuned. Oral argument was heard
on Jan. 12, 2007 and a decision is pending.
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