UNI TED STATES DI STRI CT COURT
FOR THE DI STRI CT OF RHODE | SLAND

UNI TED STATES OF AMERI CA

Petitioner,

V. C. A. No. 06-198T
TEXTRON | NC. AND SUBSI DI ARI ES,

Respondent .

VEMORANDUM AND ORDER

Pursuant to 26 U.S.C. 88 7402(b) and 7604, the United States
has filed a petition to enforce an Internal Revenue Service (IRS)
sumons served on Textron Inc. and its subsidiaries (“Textron”) in
connection with the RS s exam nation of Textron's tax liability
for tax years 1998-2001. The summobns seeks Textron’s “tax accrual
wor kpapers” for its 2001 tax year. Textron has refused to produce
t he request ed docunents on the grounds that (1) the summbns was not
issued for alegitimte purpose and (2) the tax accrual workpapers
are privil eged.

Because this Court finds that the requested docunents are
protected by the work product privilege, the petition for
enforcenment is denied.

Facts

Based on the pleadings, affidavits submtted by the parties,
and t he evi dence presented at a hearing conducted on June 26, 2007,
this Court finds the relevant facts to be as foll ows.

Textron, Inc. is a publicly traded conglonerate wth
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approximately 190 subsidiaries. One of its subsidiaries is Textron
Fi nancial Corporation (TFC), a conpany that provides conmercia
| endi ng and financial services. 1In 2001 and 2002, Textron had siXx
tax attorneys and a nunber of CPAs in its tax departnment but TFC s
tax departnent consisted only of CPAs. Consequently, TFCrelied on
attorneys in Textron’s tax departnent, private law firns, and
outside accounting firns for additional assistance and advice
regarding tax matters.

Li ke other |arge corporations, Textron' s federal tax returns
are audited periodically at which tinme the | RS exam nes the returns
for the tax years that are part of the audit cycle. [In conducting
its audits, the IRS, typically, gathers relevant information by
i ssuing “informati on docunent requests” (IDRs) to the taxpayer. |If
the IRS disagrees with a position taken by the taxpayer on its
return, the IRS issues a Notice of Proposed Adjustnents to the
t axpayer. A taxpayer that disputes the proposed adjustnents has
several options to resolve the dispute within the agency. Those
options range froman i nformal conference wwth the | RS t eam nanager
to a fornmal appeal to the IRS Appeals Board. If the dispute is not
resolved within the agency, the taxpayer may file suit in federal
court. In seven of its past eight audit cycles covering the period
bet ween 1980 and the present, Textron appeal ed di sputed matters to

the IRS Appeals Board; and three of these disputes resulted in



litigation.?
During the 1998-2001 audit cycle, the IRS |learned, from

exam ning Textron's 2001 return, that TFC had engaged in nine

“sal e-in, | ease-out” (SILO transactions i nvol vi ng
t el ecommuni cati ons equi pnent and rail equipnent. The I RS has
classified such transactions as “listed transacti ons” because it

considers themto be of a type engaged in for the purpose of tax
avoi dance. See 26 CF.R 8 1.6011-4(b)(2). The IRS issued nore
than 500 IDRs in connection with the 1998-2001 audit cycle, and
Textron conplied with all of them except for the ones seeking its
“tax accrual workpapers.”

The Summons

On June 2, 2005, Revenue Agent Vasconcell os, the manager of
the IRS team exam ning Textron’s return, issued an admnistrative
summons for “all of the Tax Accrual Wbrkpapers” for Textron' s tax
year ending on Decenber 29, 2001. The summons defined the “Tax
Accrual Workpapers” to include:

[ Al accrual and ot her financial workpapers or docunents
created or assenbled by the Taxpayer, an accountant for
the Taxpayer, or the Taxpayer’s independent auditor
relating to any tax reserve for current, deferred, and
pot enti al or contingent tax liabilities, however
classified or reported on audited financial statenents,
and to any footnotes disclosing reserves or contingent

'See Textron, Inc. v. Commir, 117 T.C 67 (2001) (relating to
federal income tax liability for tax years 1987 through 1992);
Textron, Inc. v. Commir, 336 F.3d 26 (1st Cir. 2003) (appeal regarding
a different issue raised in the tax court); Textron, Inc. v. United
States, 418 F. Supp. 39 (D.RI. 1976) (relating to tax years 1959
t hrough 1962).




liabilities on audited financial statenents. They

include, but are not limted to, any and all anal yses,

conput ations, opinions, notes, sumaries, discussions,

and other documents relating to such reserves and any

f oot not es.

Textron refused to produce its tax accrual workpapers,
asserting that they are privileged and that the sumobns was i ssued
for an inproper purpose.

The Tax Accrual Wor kpapers

Because there is no inmutable definition of the term “tax
accrual workpapers,” the docunents that make up a corporation’s
“tax accrual workpapers” may vary from case to case.? In this
case, the evidence shows that Textron’ s “tax accrual workpapers”

for the years in question consist, entirely, of:

1. A spreadsheet that contains:
(a) lists of itenms on Textron's tax returns, which, in
t he opi nion of Textron’s counsel, involve issues on

which the tax | aws are uncl ear, and, therefore, may
be chal |l enged by the IRS;

(b) estimates by Textron’s counsel expressing, in
percentage terns, their judgnents regarding

Textron’s chances of prevailing in any litigation

2pPr of essor Dougl as Carnmichael, the governnment’'s expert, expl ai ned
that the content of tax accrual workpaper files “does vary” because
“Conpani es organi ze their records in different ways.” Transcript of
June 26, 2007 Evidentiary Hearing at 132. See also United States v.
El Paso Co., 682 F.2d 530, 533 (5th Cir. 1982) (noting the many nanes
for tax accrual workpapers).




over those issues (the “hazards of [litigation
percentages”); and

(c) the dollar amounts reserved to reflect the
possibility that Textron m ght not prevail in such
l[itigation (the “tax reserve anounts”).

2. Backup workpapers consisting of the previous year’s
spreadsheet and wearlier drafts of the spreadsheet
together with notes and nenoranda witten by Textron's
i n-house tax attorneys reflecting their opinions as to
whi ch itenms shoul d be i ncluded on the spreadsheet and t he
hazard of litigation percentage that should apply to each
item

The evi dence shows that while Textron may possess documents, such
as leases, that contain factual information regarding the SILO
transactions and other itens that may be |isted on the spreadsheet,
its tax accrual workpaper files do not include any such docunents.

As stated by Norman Richter, Vice President of Taxes at

Textron and Roxanne Cassidy, Director, Tax Reporting at Textron

Textron’s ultimate purpose in preparing the tax accrual workpapers
was to ensure that Textron was “adequately reserved with respect to
any potential disputes or litigation that would happen in the
future.” It seens reasonable to infer that Textron’s desire to
est abl i sh adequate reserves al so was pronpted, in part, by its w sh

to satisfy an independent auditor that Textron's reserve for



contingent liabilities satisfied the requirenents of generally
accepted accounting principles (GAAP) so that a “clean” opinion
woul d be given with respect to the financial statenents filed by
Textron with the SEC

Each year, Textron’s tax accrual workpapers are prepared
shortly after the corporation’s tax return is filed. The first
step in preparing the workpapers is that Textron’s accountants
circulate to Textron's attorneys a copy of the previous year’s tax
accrual workpapers together with recomrendations regarding their
proposed changes and/or additions for the current year. Textron’s
attorneys, then, reviewthose materials, propose further changes to
the spreadsheets and hazard litigation percentages which are
returned to the accountants who conpile the i nformati on and perform
t he mat hemati cal cal cul ati ons necessary to conpute the tax reserve
anounts. The attorneys and accountants, then, neet to give their
approval so that the accountants may finalize the workpapers.

TFC goes through a simlar process in preparing its tax
accrual workpapers but, since TFC does not have any in-house
attorneys, its accountants rely on tax advi ce obtai ned fromoutside
accounting and law firnms, before neeting with a Textron tax
attorney to finalize the workpapers.

Once the tax reserve anounts for each itemon the worksheets
are established, those anounts are aggregated wi th ot her contingent

liabilities and the total is reported as “other liabilities” on



Textron’s financial statenents.

During the course of an audit conducted by Ernst & Young
(E&Y), Textron's independent auditor, Textron permtted E&Y to
exam ne the final tax accrual workpapers at issue in this case with

the wunderstanding that the information was to be treated as

confidenti al .

Anal ysi s
The Summons
A. Scope and Enforceability, in Ceneral

Section 7602 authorizes the IRS to issue admnistrative

sumonses for the production of “any books, papers, records, or

ot her data which may be relevant or material” in “ascertaining the
correctness of any return, . . ., determining the liability of any
person for any internal revenue tax . . . , or collecting any such
liability. . . .7 26 US C 8§ 7602(a). The Suprene Court has

described 8 7602 as a “broad summons authority” reflecting a
“congressional policy choice in favor of disclosure of al

information relevant to a legitimate IRS inquiry.” United States

V. Arthur Young & Co., 465 U.S. 805, 816, 104 S. Ct. 1495, 1502, 79

L. Ed. 2d 826 (1984).

When docunents requested in a sumons are not produced, the
United States may petition a federal district court for an order
conpel ling conpliance. 26 U. S.C. 8§ 7604. To obtain such an order,

the IRS nust show. (1) that there is a legitimte purpose for the



i nvestigation pursuant to which the sumons is being sought, (2)
that the inquiry or the materials sought may be relevant to that
purpose, (3) that the information sought is not already within the
Comm ssi oner’ s possession, and (4) that the admnistrative steps

requi red by the Code have been followed. United States v. Powell,

379 U.S. 48, 57-58, 85 S. C. 248, 255, 13 L. Ed. 2d 112 (1964).
The governnent may neke a prima facie showi ng that those
requi renents have been satisfied “on the face of the summons and by

supporting affidavits.” United States v. Freedom Church, 613 F. 2d

316, 321 (1st Cir. 1979). See also United States v. Lawn Buil ders

of New England, Inc., 856 F.2d 388, 392 (1st Cr. 1988)

(“Assertions by affidavit of the investigating agent that the
requirenents are satisfied are sufficient to make the prima facie

case.”) (quoting Liberty Financial Servs. v. United States, 778

F.2d 1390, 1392 (9th Cr. 1985)). Wen the requisite show ng has
been made, the burden shifts to the party summoned to present
evi dence that the Powell requirenments have not been satisfied or
that there is sone other reason why the summons should not be

enf or ced. Freedom Church, 613 F.2d at 319 (citing, inter alia,

United States v. LaSalle Nat. Bank, 437 U S. 298, 316, 98 S. C.

2357, 57 L. Ed. 2d 221 (1978)).

In this case, Textron does not dispute that the docunents



sought may be relevant® or that the IRS has foll owed the necessary
adm nistrative steps in issuing the summons. Rat her, Textron
argues that the IRS seeks the docunents for the purpose of using
themas | everage in settlenent negotiations and that the docunents
are privil eged.

B. The Legiti mate Purpose Requirenent

Whet her the purpose for issuing a summons is legitimte
depends on the circunstances. Section 7602(a) nmakes it clear that
“ascertaining the correctness of any return” and “determ ning the
l[tability of any person for any internal revenue tax” are
| egitimate purposes for issuing a summons. On the other hand, it
is inmproper to “us[e] a civil sunmons to gat her evidence to be used

solely in a crimnal prosecution,” United States v. Kis, 658 F.2d

526, 535 (7th Cir. 1981), or to issue a summons “to harass the
t axpayer or to put pressure on himto settle a coll ateral dispute,
or for any other purpose reflecting on the good faith of the
particul ar investigation.” Powell, 379 U S. at 58.

In this case, the statenents on the face of the summons
itself, and the supporting declaration of Agent Vasconcell os that

t he purpose of the sunmons is to “ascertain the correctness of the

5'n United States v. Arthur Young & Co., 465 U S. 805, 104 S. Ct.
1495, 79 L. Ed. 2d 826 (1984), the Suprene Court held that an IRS
sumons satisfies the rel evance prong of the Powell test if the
document s sought “‘might have thrown |ight upon’ the correctness of
[the taxpayer’'s] return,” Arthur Young, 465 U. S. at 813-14, and that
the “tax accrual workpapers” involved in that case, which were
prepared by the taxpayer’s outside auditor, satisfied that rel evance
standard. 465 U. S. at 815.




tax returns filed by the taxpayer” for the years in question,

constitute a prinma facie showing that the purpose is legitimate.

Consequently, the burden is on Textron to “create a ‘substanti al
guestion in the court’s mnd regarding the validity of the

government’s purpose.’” United States v. Gertner, 65 F.3d 963, 967

(1st Gr. 1995) (quoting United States v. Salter, 432 F. 2d 697, 700

(st Gr. 1970)). In order to carry its burden, Textron “nust
articulate specific allegations of bad faith and, if necessary,
produce reasonably particularized evidence in support of those
allegations.” 1d.

I n argui ng that the governnent’s stated purpose is pretextual
and that the IRS s real objective is to use the opinions of
Textron’s counsel and tax advisers with respect to the SILO
transactions as a bargaining |lever, Textron alleges that the 2001
exam nation was substantially conpleted when the sunmobns was
i ssued; that Textron already had provided nunerous docunents
requested by the IRS regarding the SILO transactions; and that the
| RS could have requested any additional docunents regarding the
facts underlying those transactions. However, those allegations
are insufficient to establish a bad faith purpose.

As a factual matter, the IRS disputes the assertion that the
2001 exam nati on had been substantially conpl eted when t he sumons
was issued and the only evidence offered by Textron on this point

was an | RS agenda for a March 22, 2005 neeting between the parties
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which stated, sinply, that the purpose of the neeting was to
determ ne what steps were needed to bring the exam nation to
conpl eti on. Nor does Textron's production of other docunents
relating to the SILO transactions or the fact that the IRS could
have requested additional docunents by issuing IDRs raise a
substantial question as to bad faith. The IRS has discretion to
determne the manner in which its investigation should be

conducted. See United States v. Norwest Corp., 116 F. 3d 1227, 1233

(8th CGr. 1997) (“[I]t is for the agency, and not the taxpayer, to
determ ne the course and conduct of an audit”). Accordingly, the
IRS is not required to obtain relevant docunents by the |east

formal neans possible. See Tiffany Fine Arts, Inc. v. United

States, 469 U. S. 310, 323, 105 S. ¢. 725, 732, 83 L. Ed. 2d 678
(1985) (the IRSis not required to “conduct its investigations in
the |l east intrusive way possible.”).

Textron al so argues that the sumons i s overbroad because it
seeks not only TFC s tax accrual workpapers but, also, the tax
accrual workpapers for Textron and all of its subsidiaries.
However, the request for Textron’ s workpapers does not establish
bad faith because TFC is a subsidiary of Textron and the IRS
asserts that it is seeking to determne Textron’s overall tax
l[tability, not just any tax due fromthe SILO transacti ons.

In short, the IRS has nade a prima facie showing that the

Powel I requirenents have been satisfied and Textron has failed to
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rebut that show ng.

1. Applicability of Privilege

Satisfaction of the Powell requirenents is not sufficient to
warrant enforcenent of an IRS summons if the docunents sought are

privileged. Upjohn Co. v. United States, 449 U. S. 383, 386, 101 S.

. 677, 681, 66 L. Ed. 2d 584 (1981) (refusing to enforce IRS
sumons because docunent s sought cont ai ned conmuni cati ons protected
by the attorney-client privilege and also recognizing that “the
wor k- product doctrine does apply in tax summons enforcenment
proceedings.”). 1In general, when a claimof privilege is nade, the
party asserting the privilege “has the burden of establishing not
only the existence of that privilege, but also that the privilege

was not waived.” In re Raytheon Sec. Litiqg., 218 F.R D. 354, 357

(D. Mass. 2003).

In this case, Textron argues that its tax accrual workpapers
are protected by the attorney-client privilege, the tax
practitioner-client privilege created by 26 U.S.C. 8§ 7525, and the
wor k product privil ege.

A. Attorney-Client Privilege

The attorney-client privilege protects confidentia
communi cations between an attorney and client relating to |ega

advi ce sought fromthe attorney. See United States v. Bisanti, 414

F.3d 168, 171 (1st G r. 2005); Cavallaro v. United States, 284 F. 3d

236, 245 (1st Cir. 2002). Since the privilege may hanper the
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search for truth by preventing the disclosure of rel evant evi dence,

it isnarrowy construed. 1n re Keeper of Records (XYZ Corp.), 348

F.3d 16, 22 (1st Cir. 2003) (“the attorney-client privilege nust be
narromy construed because it conmes with substantial costs and
stands as an obstacle of sorts to the search for truth.”). Narrow
construction of the privilege is especially called for in the case
of tax investigations because of “the ‘congressional policy choice
in favor of disclosure of all information relevant to a legitimte

IRS inquiry.”” Cavallaro, 284 F.3d at 245 (quoting Arthur Young,

465 U.S. at 816).

Textron’s affidavits state that its tax accrual workpapers are
privileged because they were prepared by counsel and reflect
counsel’s legal conclusions in identifying itenms on Textron's
return that may be chal |l enged and assessing Textron’s prospects of
prevailing in any ensuing litigation. (Richter Aff. Y 13, 22.)
The I RS argues that the workpapers are not privileged because, in
preparing them Textron’s attorneys were not providing | egal advice
but, rather, were perform ng an accounting function by reconciling
the conpany’s tax records and financial statenents.

It is true that, generally, the nere preparation of a tax
return is viewed as accounting work and a taxpayer may not cloak
t he docunents generated in that process with a privilege sinply “by
hiring a lawer to do the work that an accountant, or other tax

preparer, or the taxpayer hinself . . . normally would do.” United
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States v. Frederick, 182 F.3d 496, 500 (7th Gr. 1999). See E. S

Epstein, The Attorney-Cient Privilege and the Wrk-Product

Doctrine 246 (4th ed. 2001). On the other hand, it is equally true
t hat communi cati ons contai ni ng | egal advi ce provi ded by an attorney
may be privil eged even though they are nmade in connection with the
preparation of a return.

Determning the tax consequences of a particular

transaction is rooted entirely in the |aw .

[ Therefore] [c]ommunications offering tax advice or

di scussing tax planning . . . are ‘legal’ comuni cati ons.

U.S. v. Chevron Texaco Corp., 241 F. Supp. 2d 1065, 1076 (N.D. Cal.

2002). See Epstein, at 249; Louis F. Lobenhoffer, The New Tax

Practitioner Privil ege: Limted Privilege and Significant

Disruption, 26 Chio N. U L. Rev. 243, 252 (2000) (the attorney-
client privilege should not be lost when true |egal advice or
| awer’s work is perfornmed, albeit in support of an accounting or
financial reporting function).

The Seventh Circuit explained the distinction, in the context
of an IRS audit, by stating that where representation during an
audit consists of “nerely verifying the accuracy of a return,” it
is “accountants’ work”; but, if the attorney participates in the
audit “to deal with issues of statutory interpretation or case | aw
that may have been raised in connection with exam nation of the
taxpayer’s return, “the lawer is doing lawer’s work and the
attorney-client privilege may attach.” Frederick, 182 F. 3d at 502.

Furthernore, in United States v. El Paso Co., the Fifth Crcuit

14



addressed the distinction as it applies specifically to tax accrual
wor kpaper s by observing that, while preparation of tax accrual work
papers m ght be considered an accounting function, “we would be
reluctant to hold that a |lawer’s analysis of the soft spots in a
tax return and his judgnent on the outconme of the litigation on it

are not |legal advice.” United States v. El Paso Co., 682 F.2d 530,

539 (5th Gr. 1982).

Here, since the tax accrual workpapers of Textron and TFC
essentially consist of nothing nore than counsel’s opinions
regarding itens that m ght be chal | enged because they i nvol ve areas
in which the law is uncertain and counsel’s assessnent regarding
Textron’ s chances of prevailing in any ensuing litigation, they are
protected by the attorney-client privilege.

The IRS' s reliance on Arthur Young is msplaced because,

al t hough Art hur Young deened tax accrual wor kpapers pi npointing the

“soft spots” on a corporation’s tax return rel evant to exam nation
of the corporation’s return, it did not hold the attorney-client
privilege inapplicable to legal conclusions of counsel containedin

t he wor kpapers. On the contrary, Arthur Young expressly recognized

that “8 7602 is ‘subject to the traditional privileges and

limtations.”” Arthur Young, 465 U S. at 816 (citation omtted).

Art hur Young al so i s di stinguishable on the ground that, there, the

wor kpapers had been prepared by the corporation’s independent

audi tor whose “obligation to serve the public interest assures that

15



the integrity of the securities markets will be preserved.” Arthur
Young, 465 U. S. at 8109. By contrast, Textron’s workpapers were
prepared by its counsel whose function was to provide | egal advice
to Textron.

B. Tax Practitioner-Cient Privilege — 8§ 7525

Section 7525, which created a tax practitioner privilege, was

enacted after the Suprene Court’s decision in Arthur Young, which

declined to create a new “accountant-client privilege” between a

corporation and its i ndependent auditor. Arthur Young, 465 U. S. at

817. Section 7525 confers a privilege on tax advice in the form of
confidential communications “between a taxpayer and any federally
authorized tax practitioner” to the sanme extent that such
communi cations would be protected between a taxpayer and an
attorney. 26 U S.C. 8 7525(a)(1).

In the case of a corporation, the privilege does not apply to
witten comunications between the tax practitioner and the
corporation “in connection with the pronotion of the direct or
i ndirect participation of such corporation in any tax shelter (as
defined in section 6662(d)(2)(QO(iii)).” 26 U S.C. § 7525(b)
(2001). Nor does the privilege extend to a tax practitioner’s
“work product” in preparing a return or to “comuni cati ons between
atax practitioner and a client sinply for the preparation of a tax

return.” United States v. KPM5 LLP, 316 F. Supp. 2d 30, 35

(D.D.C. 2004) (“nothing in the statute ‘suggests that these
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nonl awyer practitioners are entitled to privilege when they are

doi ng other than | awers’ work’”) (enphasis in original) (citation

omtted).

Textron argues that, to the extent that the workpapers in
question reflect the advice that TFC received fromCPAs in its tax
departnent, they are privil eged under 8 7525. The I RS argues that
t he opi nions of TFC s tax accountants do not qualify for protection
under 8§ 7525(a); and, even if they did, they fall wthin the
exception contained in 8§ 7525(b).

Since TFC s tax accountants participated in advising Textron
regarding its tax liability with respect to matters on which the
law is uncertain and/or estimating the hazards of Ilitigation
percent ages, they were performng “lawers’ work.” Accordingly,
that advice would qualify for the privilege conferred by 8§ 7525(a).
See 26 U.S.C. 7525(a) (tax advice comuni cations protected “to the
extent the comunication would be considered a privileged
communication if it were between a taxpayer and an attorney.”).

In support of its argunment that the witten conmunications
from TFC s tax accountants fall within the “pronotion” of a tax
shel ter exception created by 8§ 7525(b), the IRS points out that 26
USC 8 6662(d)(2)(C(ii) defines “tax shelter” to include any
arrangenment “a significant purpose” of which “is the avoi dance or
evasion of Federal inconme tax” and that an IRS notice identifies

SILO transactions as a type of tax avoidance arrangenent. See 26
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CFR 8§ 1.6011-4(b)(2); IRS Notice 2005-13 (February 11, 2005),
2005-9 I.R B. 630. That argunment is not persuasive because even if
the SILO transactions in which TFC engaged are characterized as
“tax avoi dance” transactions the comunications were not made “in
connection with the pronotion” of TFC s participation in them 26
U S C 8 7525(b) (enphasis added).

Section 7525(b) is ained at comrunications by outside tax
practitioners attenpting to sell tax shelters to a corporate
client. See 144 Cong. Rec. S7643-02, S7667 (July 8, 1998)
(statenment of Sen. Mack) (“[section 7525(b)] was neant to target
written pronotional and solicitation materials used by the peddl ers
of corporate tax shelters”). As the Conference Report relating to
8 7525(b) stated “[t] he Conferees do not understand the pronotion
of tax shelters to be part of the routine relationship between a
tax practitioner and a client. Accordingly, the Conferees do not
anticipate that the tax shelter limtation wll adversely affect
such routine relationships.” H R Rep. No. 105-599 (Conf. Report
to Acconpany HR 2676) (June 24, 1998).

Here, TFC s accountants were not “peddlers of corporate tax
shelters” or outside pronoters soliciting TFC s participation in
the SILO transactions. Rather, they were acting as tax advisers
and t he wor kpapers refl ect their opinions regardi ng the foreseeabl e
tax consequences of transactions that, already, had taken place,

not future transactions they were seeking to pronote.
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C. The Work Product Privil ege

1. The Nature of the Privil ege

The work product privilege applies to materials prepared or
gathered by an attorney in anticipation of litigation or
preparation for trial. The purpose of the privilege is “to
preserve a zone of privacy in which a |awer can prepare and
devel op | egal theories and strategy ‘wth an eye toward litigation

free fromunnecessary intrusion by his adversaries,” United States

v. Adlman, 134 F.3d 1194, 1196 (2d Cr. 1998) (citing H ckman v.

Taylor, 329 U.S. 495, 510-11, 67 S. C. 685, 393-94, 91 L. Ed. 451
(1947)), “to prevent a litigant from taking a free ride on the
research and thinking of his opponent’s |lawer and to avoid the
resulting deterrent to a lawer’s committing his thoughts to
paper.” Frederick, 182 F.3d at 500.

The privilege first was articulated by the Suprene Court in

H ckman v. Taylor, 329 U S. 495, 67 S. C. 685, 91 L. Ed. 451

(1947), and, later, was codified in Federal Rule of Gvil Procedure
26(b) (3) which provides:

(3) Trial Preparation Materials. . . . a party may obtain
di scovery of docunents and tangible things otherw se
di scover abl e 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 showi ng that the party
seeki ng di scovery has substantial need of the nmaterials
inthe preparation of the party’ s case and that the party
is wunable wthout wundue hardship to obtain the
substantial equivalent of the materials by other neans.
I n ordering di scovery of such materials when the required
showi ng has been nade, the court shall protect against
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di sclosure of the nental inpressions, conclusions,

opinions, or l|legal theories of an attorney or other

representative of a party concerning the litigation.
Fed. R Cv. P. 26(b)(3)(enphasis added).

As the rule indicates, unlike the attorney-client privilege,
the work product privilege is a qualified privilege which may be
overcone by a showing of “substantial need.” Fed. R Cv. P
26(b)(3). The burden of establishing “substantial need” rests on
the party seeking to overcone the privilege; and, when “opinion
work product” consisting of “nmental inpressions, conclusions,
opi nions or | egal theories” of attorneys is involved, the burden of
establishing “substantial need” is greater thanit is with respect
to docunents that are nmerely obtained by a party. Upjohn, 449 U S
at 401-2 (“we think a far stronger showing of necessity and
unavail ability by other neans . . . would be necessary to conpel
di scl osure” of opinion work-product.). Indeed, sone courts have

accorded “nearly absol ute” protection to work product consisting of

opinions or theories. In re Gand Jury Subpoena, 220 F.R D. 130,

145 (D. Mass. 2004) (collecting cases).
In Upjohn, the Suprene Court made it clear that the work
product privilege may be invoked in response to I RS summonses.

[T]he obligation inposed by a tax summons renains
‘subject tothe traditional privileges and limtations.

: Nothing in the |anguage of the IRS summons
provisions or their legislative history suggests an
intent on the part of Congress to preclude application of
t he work-product doctrine. Rule 26(b)(3) codifies the
wor k- product doctrine, and the Federal Rules of G vi

Procedure are nmde applicable to summobns enforcenent
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proceedi ngs by Rule 81(a)(3).
Upj ohn, 449 U. S. at 398-99 (citation omtted).

2. The “In Anticipation of Litigation” Requirement

Courts have applied two different tests i n determ ni ng whet her
a docunent was prepared “in anticipation of litigation.” Under the
“primary purpose” test, docunents are held to be prepared in
anticipation of litigation “as long as the primary notivating
pur pose behind the creation of a docunent was to aid in possible
future litigation.” El Paso, 682 F.2d at 542. Under the nore
i nclusive “because of” test, the relevant inquiry is whether the
docunment was prepared or obtained “because of” the prospect of

litigation. United States v. Adlnman, 134 F. 3d 1194 (2d G r. 1998).

In Adl man, after making a detailed analysis of the two tests, the
Second Circuit found the “because of” test “nore consistent with
both the literal terns and the purposes of [Rule 26(b)(3)]” and the
Court stated:
In short, the enforceability of the IRS sumons for the
Menorandumwi || turn on whether it (or substantially the
sanme docunment) woul d have been prepared irrespective of
the anticipated litigation and t herefore was not prepared
because of it.
Adl man, 134 F.3d at 1198, 1205.
The First Grcuit has adopted the “because of” test

articulated in Adl man. Mai ne v. Dept. of the Interior, 298 F.3d

60, 68 (1st Gr. 2002).

Textron asserts that its tax accrual workpapers were prepared
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because it anticipated the possibility of litigation with the IRS
regarding various itenms on its return and it points to the hazards
of litigation percentages as evidence that the possibility of such
l[itigation was the reason for preparing the workpapers. The IRS
asserts that the workpapers were prepared in the ordi nary course of
busi ness and in order to satisfy the requirenents of the securities
laws that financial statenents filed by publicly traded conpanies
conply with GAAP (which mandate the creation of reserves to neet
contingent liabilities). The IRS contends that Textron had to
provide its independent auditor with the kind of information
contained in the workpapers in order to obtain a “clean” opinion
that the reserves satisfy GAAP s requirenents.

As the | RS correctly observes, the work product privil ege does
not apply to “*docunents that are prepared in the ordinary course
of business or that woul d have been created in essentially simlar
form irrespective of the litigation.”” Miine, 298 F.3d at 70
(quoting Adl man, 134 F. 3d at 1202). However, it is clear that the
opi nions of Textron’s counsel and accountants regarding itens that
m ght be challenged by the IRS, their estimted hazards of
litigation percentages and their cal cul ation of tax reserve anounts
woul d not have been prepared at all “but for” the fact that Textron
anticipated the possibility of litigationwiththe IRS. |f Textron
had not anticipated a dispute wwth the IRS, there woul d have been

no reason for it to establish any reserve or to prepare the

22



wor kpapers used to calculate the reserve. Thus, while it may be
accurate to say that the workpapers hel ped Textron determ ne what
anount should be reserved to cover any potential tax liabilities
and that the workpapers were useful in obtaining a “clean” opinion
from E&Y regardi ng the adequacy of the reserve anmount, there would
have been no need to create a reserve in the first place, if
Textron had not anticipated a dispute with the IRS that was |ikely
toresult in litigation or sonme other adversarial proceeding.

Nor can there be any doubt that Textron's belief in the
i kelihood of Iitigation with the I RS was wel | -founded. As al ready
noted, the matters identified in the workpapers dealt with issues
on which the |aw was uncl ear. Moreover, in seven of Textron's
ei ght previous audit cycles, “unagreed” issues had been appealed to
the I RS Appeal s Board, and three of those issues were litigated in
federal court.

The IRS relies on El Paso for the proposition that tax accrual
wor kpapers are prepared in the ordinary course of business; and,
therefore, are not protected by the work product privilege.
However, El Paso is not persuasive because it applied the “primry
pur pose” test for determ ning whether docunents are prepared “in
anticipation of litigation” and not the “because of” test adopted
by the First Crcuit.

Moreover, even if the workpapers were needed to satisfy E&Y

that Textron’s reserves conplied with GAAP, that would not alter
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the fact that the workpapers were prepared “because of” anti ci pated

l[itigation with the |IRS. See Lawence E. Jaffe Pension Plan v.

Household Int’l, Inc., 237 F.R D. 176 (N.D. Ill. 2006). 1In Jaffe

Pension Plan, letters obtained by a corporation’ s sharehol ders

contai ning an assessnent by the corporation’s attorney of pending
litigation against the corporation were held to be protected by the
wor k product privilege even though the securities |laws required
that the letters be provided to the corporation’s independent

auditor. As the Jaffe Pension Plan court stated:

Plaintiffs insist that “[t]he docunents at issue here
were created ‘pursuant to public requirenents unrel ated
to litigation,” and in fact, would have been created
regardless of the litigation.” . . . The court di sagrees.
In the absence of any pending or threatened litigation,
Househol d’ s counsel woul d have had no need to advi se [t he
i ndependent audi tor] regardi ng such non-exi stent matters.
Thus, the Opinion Letters were prepared “because of”
pendi ng or threatened litigation and are protected by the
wor k product doctri ne.

Jaffe Pension Plan, 237 F.R D. at 181. See Sinobn v. G D. Searle

& Co., 816 F.2d 397, 401 (8th G r. 1987) (holding that individua
case litigation reserves prepared by conmpany’s attorney were
prot ected opi ni on work product).

[11. Waiver or Loss of Privilege

A. The Attorney-dient and Tax Practitioner-Cient

Privil eges

It is well established that “voluntary disclosure to a third
party wai ves the attorney-client privilege even if the third party

agrees not to disclose the conmunications to anyone else.”
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West i nghouse El ec. Corp. v. Republic of the Philippines, 951 F.2d

1414, 1427 (3d Cr. 1991). That principle has been applied
specifically to disclosures made to i ndependent auditors. First

Fed. Sav. Bank of Hegewi sch v. United States, 55 Fed. . 263, 268-

69 (Fed. O . 2003) (attorney-client privil ege was wai ved when board
m nutes containing confidential comunications between board
menbers and out si de counsel were disclosed to outside auditors who

were auditing conpany’s financial statenents); QGutter v. E.I.

Dupont de Nenpburs & Co., 1998 W 2017926 *5 (S.D. Fla 1998)

(attorney-client privilege for I egal opinionletters andlitigation
reports to the board of directors was waived when disclosed to

i ndependent auditor); Inre Pfizer Inc. Sec. Litig., 1993 W 561125

*7 (S.D.N Y. 1993) (“Pfizer cannot assert attorney-client privil ege
for any docunents that were provided to its independent auditor.
Di scl osure of documents to an outside accountant destroys the
confidentiality seal required of communications protected by the

attorney-client privilege”); see also Cavallaro, 284 F.3d at 247 -

49 (attorney-client privilege was wai ved when comruni cati ons were
disclosed to outside accountants who were not retained to
facilitate | egal advice by attorneys).

Since the tax practitioner privilege created by 8§ 7525 mrrors
the attorney-client privilege, it, too, may be wai ved by di scl osure

toathird party. See United States v. BDO Sei dman, 337 F.3d 802,

810 (7th G r. 2003) (“the 8 7525 privilege is no broader than that
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of the attorney-client privilege”); Doe v. KPM5 LLP, 325 F. Supp.

2d 746, 752 (N.D. Tex. 2004) (Court nust “look to the |aw of
attorney-client privilege to inform its interpretation of the
t axpayer-federally authorized tax practitioner privilege.”).

Textron argues that providing the tax accrual workpapers to
E&Y did not waive the protection of either privilege and it seeks
to distinguish the cases holding that disclosure to an outside
auditor waives the attorney-client privilege on the ground that
t hose cases were decided prior to the enactnent of 8§ 7525. More
specifically, Textron argues that, because it occasionally revises
its reserves based on the opinions of the i ndependent auditor, the
auditor’s review of Textron s workpapers should be viewed as
performed i n connection with providing “tax advice” to Textron and,
therefore, it is privileged under 8§ 7525. That argunent is
creative but not persuasive because it ignores reality to describe
an i ndependent auditor responsible for reporting to the investing
public whether a conpany’'s financial statenents fairly and
accurately reflect its financial condition, as providing “tax
advice” to the conpany when the auditor seeks to determ ne the
adequacy of anounts reserved by the conpany for contingent tax
lTabilities.

In short, any attorney-client privilege or tax practitioner
privilege that attached under § 7525 was waived when Textron

provided its workpapers to E&Y.
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B. The Work Product Privil ege

1. Wi ver

Since the work product privilege serves a purpose different
fromthe attorney-client or tax practitioner privileges, the kind
of conduct that waives the privilege also differs.

The purpose of the attorney-client and tax practitioner
privileges is to encourage the full and frank di scussi on necessary
for providing the client with sound advice. That purpose is
achi eved by guaranteeing that confidential comrunications between
the client and the advisor wll remain confidential. Si nce
disclosure to a third party is inconsistent with a claim of
confidentiality, such disclosure waives the privilege.

By contrast, the purpose of the work product privilege is to
prevent a potential adversary fromagaining an unfair advantage over
a party by obtaini ng docunents prepared by the party or its counsel
inanticipation of litigation which my reveal the party’ s strategy
or the party’s own assessnent of the strengths and weaknesses of
its case. Accordingly, only disclosures that are inconsistent with
keeping the information from an adversary constitute a waiver of
the work product privilege. Qutter, 1988 W. 2017926 *3 (S.D. Fl.
1998) (“Wiile disclosure to outside auditors nmay waive the
attorney-client privilege, it does not waive the work product

privilege”). As the First CGrcuit stated in United States V.

Massachusetts Institute of Technol ogy, (*MT"), 129 F.3d 681 (1st
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Cr. 1997):

The [attorney-client] privilege . . . is designed to
protect confidentiality, so that any disclosure outside
the magic circle is inconsistent with the privilege; by
contrast, work product protection is provided against
“adversaries,” so only disclosing material in a way
inconsistent with keeping it from an adversary waives
wor k product protection.

129 F.3d at 687 (collecting cases). See Jaffe Pension Plan, 237

F.RD at 183 (“[T]he work product privilege my be waived by
disclosures to third parties ‘in a manner which substantially
i ncreases the opportunity for potential adversaries to obtain the

information.””) (citation omtted); Inre Raytheon Sec. Litig., 218

F.R D. at 360 (D. Mass. 2003) (“[D]isclosure of a docunent to third
persons does not waive the protection unless it has substantially
i ncreased the opportunity for potential adversaries to obtain the
information.”).

Most courts consi dering the question have held that di scl osure
of information to an independent auditor does not waive the work
product privilege because it does not substantially increase the
opportunity for potential adversaries to obtain the infornmation.

In re JDS Uni phase Corp. Sec. Litig., 2006 W. 2850049 (N. D. Cal.

2006) (work product protection not waived when protected board

m nutes were disclosed to the i ndependent auditor); Jaffe Pension

Plan, 237 F.R D. at 183 (Because an independent auditor does not
have an adversarial relationship with the client, “[d]isclosing

docunents to an auditor does not substantially increase the

28



opportunity for potential adversaries to obtain the information.”);

Frank Betz Assocs., Inc. v. JimWilter Hones Inc., 226 F. R D. 533,

535 (D.S.C. 2005) (disclosure to independent auditor of docunents
supporting reserve for copyright infringenment litigation did not

wai ve work product protection); Merrill Lynch & Co., Inc. V.

Al | egheny Energy, Inc., 229 F.R D. 441 (S.D.N. Y. 2004) (even t hough

an auditor “nust maintain an independent role,” disclosure to
auditor not a waiver of work product privilege because no
i kelihood that the independent auditors were a conduit to an
adversary . . . or that accounting rules would “mandate public
di scl osure” of the docunents); Gutter, 1998 W. 2017926 *5, *3 (S. D
FI . 1998) (work product privilege not waived by disclosure to
auditor of letters estimating cost of litigation “since the
accountants are not considered a conduit to a potenti al adversary”
and “there is an expectation that confidentiality of such

information will be maintained by the recipient.”); In re Pfizer

Inc. Sec. Litig., 1993 W 561125 *6 (S.D.N. Y. 2003) (no waiver of

wor k product privilege because auditor “not reasonably viewed as a
conduit to a potential adversary.”).

In this case, too, the disclosure of Textron's tax accrua
wor kpapers to E&Y did not substantially increase the IRS s
opportunity to obtain the information contained in them Under
Al CPA Code of Professional Conduct Section 301 Confidential dient

| nf ormati on, E&Y had a professional obligation “not [to] disclos][e]
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any confidential client informati on w thout the specific consent of
the client.” Furthernore, E&Y expressly agreed not to provide the
information to any other party, and confirns that it has adhered to
its promse. (Weston Af. T 3; Raynond Aff. § 20.) Even if the
Al CPA Code coupled with E&Y’ s prom se did not establish an absol ute
guarantee of confidentiality, they made it very unlikely that E&Y
woul d provide Textron's “tax accrual workpapers” to the IRS and
they negate any inference that Textron waived the work product
privilege.*

The IRS cites MT for the proposition that disclosure to an
i ndependent auditor waives work product protection but that
reliance is m splaced because MT is factual |y di stinguishable from
this case. The docunents at issue in MT were m nutes of neetings
of the MT Corporation and sone of its commttees relating to bills
submtted by MT for services rendered pursuant to a contract with
the Departnent of Defense (DOD). The docunments were requested by
t he Defense Contract Audit Agency (DCAA) in order to confirmthat
the bills were justified and M T provided the m nutes due, in part,
to the fact that DCAA “regul ations and practices offered MT sone

reason to think that indiscrimnate disclosure was unlikely.” MT,

“The I RS points out that Rule 301 provides that it shall not be
construed to relieve an auditor of its obligation to adhere to
appl i cabl e accounting standards set forth by GAAP or auditing
standards set forth by GAAS, but there is no indication that
conpliance with those standards woul d have required disclosure in this
case.
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129 F. 3d at 683. The First Crcuit assunmed, w thout deciding, that
the docunents were protected work product, but held that the
docunents had to be produced in response to an | RS summons because
di scl osure had been made to the DCAA, “a potential adversary.” 1d.
at 687.

The di fference between this case and MT is that, in MT, DOD
was MT s potential litigation adversary and DCAA, as DOD s audit
agency, had both an obligation to DOD to determ ne whether the
anounts charged by MT to DOD were correct, and the authority to
sue MT in order to recover any overcharges. By contrast, in this
case, E&Y was a truly i ndependent auditor that had no obligationto
the RS to determ ne whether Textron’s tax return was correct and
no authority to challenge the return. In this instance, E&Y was
seeking, only, to determ ne whether the reserve established by
Textron to cover the corporation’s contingent tax liabilities
satisfied the requirenments of GAAP. Since E&Y was not a potenti al
Textron adversary or acting on behalf of a potential adversary,
and, since E&Y agreed to treat the workpapers as confidential,
di sclosure to E&Y did not substantially increase the I|ikelihood
that the workpapers would be disclosed to the IRS or other

potential Textron adversaries. See Merrill Lynch, 229 F.R D. at

447 (finding no wai ver where conpany shared internal investigative
report of executive’'s theft wth independent auditor, and

di stinguishing MT: “The First Grcuit, for exanple, found that the
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DOD' s audit agency was an adversary because it could potentially
di spute a billing charge and file suit against MT, not because of

its duty to review MT s accounts.”); see also In re Pfizer Inc

Sec. Litig., 1993 W 561125 *6 (finding Pfizer’s disclosure to an

i ndependent audi tor not a wai ver of work product protection because
“[Pfizer’s independent auditor] is not reasonably viewed as a
conduit to a potential adversary.”).

2. Overconing the Privil ege

As already noted, the work product doctrine creates only a
qualified privilege that nay be overcone by a showing of (1)
“substantial need” for the protected docunents, and (2) an
inability to otherwi se obtain the information contained therein or
its substantial equival ent without “undue hardship.” Fed. R G v.
P. 26(b)(3).

Wiile establishing that protected docunents relate to a
legitimate | RS investigation may satisfy the “relevancy”
requirenment of 8§ 7602, it is insufficient to establish the
“substantial need” show ng necessary to overcone the work product

privilege. See Davis v. Enery Air Freight Corp., 212 F.R D. 432,

436 (D. Me. 2003) (“the fact that the docunents sought m ght be

relevant to [plaintiff’s] <clains is not enough under Rule

26(b)(3).”). That is especially true in the case of opinion work

product, which consists of the “nental inpressions, conclusions,

opinions or |legal theories” of attorneys, where the party seeking

the materials nust neet a hei ghtened burden. See Upjohn, 449 U S
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at 401-2 (“a far stronger showi ng of necessity and unavailability
by other nmeans . . . would be necessary to conpel disclosure” of
attorneys’ notes and nenoranda regarding oral statenents of
W tnesses which “reveal the attorneys’ nental processes in
eval uating the communi cations”); see also Fed. R G v. P. 26(b)(3)
(“I'n ordering discovery . . . the court shall protect against
di scl osure of the nental inpressions, conclusions, opinions, or
| egal theories of an attorney or other representative of a party
concerning the litigation.”).

Here, the IRS has failed to carry the burden of denonstrating
a “substantial need” for ordinary work product, let alone the
hei ght ened burden applicable to Textron’s tax accrual workpapers,
whi ch constitute opinion work product. Wil e the opinions and
concl usi ons of Textron's counsel and tax advi sers m ght provide the
IRS wth insight into Textron s negotiating position and/or
litigation strategy, they have little bearing on the determ nation
of Textron's tax liability.® The determ nation of any tax owed by
Textron nust be based on factual information, none of which is
contained in the workpapers and all of which is readily avail able
to the IRS through the issuance of IDRs and by other neans. The
opi nions of Textron's counsel, either favorable or unfavorable,

would have little to do with that determ nation, and forced

At the evidentiary hearing, the IRS argued that it is entitled
to the tax accrual workpapers because the hazards of litigation
percent ages woul d assist in determ ning whether Textron owes a penalty
for underpaynment of taxes. Since the IRS has not even asserted that
Textron owes any further tax, this argunent is premature, at best.
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di sclosure of those opinions would put Textron at an unfair
di sadvantage in any di spute that mght arise with the IRS, just as
requiring the IRSto disclose the opinions of its counsel regarding
areas of wuncertainty in the law or the likely outcone of any
litigation with Textron wuld place the IRS at an wunfair

di sadvant age. See e.g. Delaney, Mgdail & Young, Chartered v. IRS,

826 F.2d 124, 127 (D.C. G r. 1987) (upholding I RS assertion of work
product privilege over “IRS nmenos advis[ing] the agency of the
types of legal challenges |likely to be nounted agai nst a proposed
program potenti al defenses avail able to the agency, and the likely
out cone.”).

Concl usi on

For all of the foregoing reasons, the governnent’s petitionto
enforce the summons is denied.

I T 1S SO ORDERED

Ernest C. Torres
Sr. United States District Judge
Dat e: August 28, 2007
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