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the payment of the tax by return and added a sentence to the 
statute to make it clear that the excise tax would no longer 
be based on premiums charged.

The audit guide cites authorities which, it says, hold that 
“premiums paid on reinsurance” in the context of deter-
mining underwriting income under section 832(b)(4) for 
property/casualty insurers is based on an accrual method 
of accounting.6 However, this analogy to the income tax 
accounting rules under section 832 is no more relevant 
than the many other tax provisions where the term “paid” or 
“payment” refers to a cash method of accounting.7 

This cash vs. accrual accounting issue has arisen in IRS 
audits most frequently in the context of funds withheld re-
insurance. In this type of indemnity reinsurance, instead of 
paying a portion of the gross premium to the reinsurer, the 
ceding company withholds the funds and makes a promise to 
pay the reinsurer’s share of profits in the future. If experience 
is adverse, the reinsurer reimburses the ceding company. 
If the experience is favorable, the ceding company pays 
a fee to the reinsurer to compensate for its assumption of 
risk. Taxpayers have taken the position that the excise tax 
attaches only when actual payments are made to the rein-
surer in funds withheld reinsurance, pointing out the basic 
tax principle that a mere promise to pay does not constitute 
a payment, even if such promise is evidenced by a written 
agreement.8 In support of its position, the IRS relies on rul-
ings and case law that suggest that the term “premium paid” 
is measured by gross amounts due to the reinsurer and is not 
reduced by obligations to the ceding company that are net-
ted against the premiums otherwise due the reinsurer.9  But, 
under the tax law, when an actual netting occurs a payment 
has been constructively made. Thus, the netting principle 
does not depart from a cash concept for implementing the 
excise tax and does not support an accrual accounting for 
determining the timing of premiums paid.

The problem with the audit guide analysis is that it fails to 
appreciate the fundamental difference between an excise 

tax that is imposed on the manufacture, use or sale of a com-
modity (in this case an insurance policy) and an income tax. 
An excise tax typically is imposed on an event or a thing. 
The proper inquiry is to determine when the excise tax at-
taches and the measurement of the tax at that point in time. 
Methods of accounting for determining taxable income 
over a multi-year period have little relevance. 

This brings us back to the cascading excise tax. Here again, 
the IRS may be overreaching perhaps because it interprets 
Code provisions that impose an excise tax using income tax 
notions. With respect to the income tax, the United States 
taxes its citizens on worldwide income and the applicable 
Code provisions presume that all income from whatever 
source is taxable. By contrast, an excise tax, by definition, 
is imposed on a transaction within the jurisdiction of the 
taxing authority. In Rev. Rul. 2008-15 the IRS seems to be 
forgetting this basic principle in its attempt to impose an 
excise tax on a foreign transaction.  

APPEALS COURT AFFIRMS TEXTRON (OR 
NOT)
By Samuel A. Mitchell and Peter H. Winslow

I n what some characterized as a significant taxpayer 
victory, the First Circuit Court of Appeals initially up-
held a lower court ruling that Textron Inc.’s tax accrual 

workpapers are subject to protection under the work product 
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doctrine.1 Under that doctrine, documents that are prepared 
in anticipation of litigation are protected from disclosure 
unless the party seeking the documents can demonstrate 
a compelling need for the materials and cannot obtain the 
information any other way. The doctrine is designed to en-
hance an attorney’s ability to represent clients without fear 
that an opponent in current or anticipated litigation will use 
the work product to the disadvantage of the attorney’s client. 
Typically, the important sticking points for parties claiming 
work product protection are whether the documents were 
prepared in anticipation of litigation and whether the client 
has waived the protection by disclosing the work product to 
a potentially adverse third party.2 

On March 25, 2009, the First Circuit vacated the ruling 
and scheduled an en banc hearing for June 2, 2009.

On appeal, the IRS argues that the tax accrual workpapers 
were not prepared in anticipation of litigation because tax 
disputes with the IRS are not “litigation,” and because 
Textron had a business purpose related to financial report-
ing that was not related to litigation. In its vacated opinion, 
the Appeals Court panel rejected both of these arguments, 
holding that not all “dealing with the IRS during an audit 
is ‘litigation’,” but that resolutions of disputes through the 
adversary administrative process, including administra-
tive appeals, meets the definition of litigation. The panel’s 
reference to the IRS Appeals process as an adversarial 
process is not how IRS Appeals Officers typically view 
their role. Most Appeals Officers attempt to provide an 
independent review of the IRS’s proposed adjustments 
seeking what they perceive to be a fair resolution based on 
an evaluation of the litigating hazards. Nevertheless, the 
Appeals process can be viewed as adversarial because the 
IRS Exam team is provided an opportunity to make its case 
prior to the commencement of the taxpayer/Appeals settle-
ment negotiation.

Regarding the second IRS argument, the panel held that 
Textron prepared the tax accrual workpapers “because of” 
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litigation, in spite of the fact that the taxpayer had other 
business reasons (e.g., financial reporting) for preparing 
the documents. According to the panel, there would be no 
reason for the financial reporting “but for” the prospect 
of litigation. The panel held that the documents, because 
they were designed to assist the taxpayer to establish fi-
nancial reporting reserves taking into account the risk of 
tax litigation with the IRS, would not have been prepared 
“but for” the prospect of litigation.

The panel also dealt with the waiver issue. The work prod-
uct doctrine is designed with fundamental fairness in mind; 
it is unfair for an opponent in litigation to take advantage 
of its adversary’s preparation for the litigation. With this in 
mind, courts have recognized that the protection is waived 
if the party that created the work product discloses it to a 
party which is in an adversarial position. Here, Textron 
disclosed its tax accrual workpapers to its independent au-
ditors, with the stipulation that the auditors had to return the 
documents to Textron. On appeal, the IRS recognizes that 
Textron and its auditors were not adversaries, but argues 
that the auditors may be a potential adversary or at least a 
“conduit” to a potential adversary. The panel rejected the 
notion that the auditors were potential adversaries, but nev-
ertheless ordered a remand of the issue to the district court 
to determine whether the auditors were, in effect, a conduit 
to a potential adversary. Specifically, the panel recognized 
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that a disclosure to a non-adversary that significantly in-
creases the risk of disclosure to an adversary or potential 
adversary can result in a waiver. The panel recognized 
that the auditing firm used the Textron workpapers to cre-
ate its own workpapers analyzing Textron’s tax reserves. 
Because the auditor’s workpapers may be discoverable 
by the IRS through a third-party summons, the panel 
recognized that the auditor’s workpapers may disclose 
Textron’s tax analysis. If this were the case, the disclosure 
to the auditor could be considered a waiver because it re-
sulted in a substantial risk of disclosure to an adversary, the 
IRS, albeit indirectly. 

Tax department’s celebration of the Textron decision was 
premature. There is a possibility that the full court in its 
en banc review will find that the auditor’s workpapers 
are discoverable and that they reveal Textron’s thoughts 
and analysis from its own workpapers, even though those 
workpapers were only shown to the auditor and not retained 
by the auditor. If this is the case, the full Court of Appeals 
could find that a waiver occurred and the IRS could obtain 
the documents. Thus, taxpayers may not be able to prevent 
disclosure by simply requiring that the auditors not copy 
the tax accrual workpapers. The waiver issue, presumably, 
will turn on the level of detail in the auditor’s workpapers. 
More fundamentally, the full court could rethink the
entire reasoning of the panel’s original position and hold 
that the panel misapplied the “because of” litigation test.

A key fact in the Textron case is that the IRS was seeking 
Textron’s internal workpapers. The reasoning of the panel 
indicates that it may not have been troubled if the IRS 
sought discovery of the outside auditor’s workpapers. In a 
FIN 48 context, where taxpayers are required to do a more 
rigorous tax provision analysis and a more robust disclo-
sure, we would expect the outside auditors’ workpapers 
underlying tax positions to contain significantly more de-
tail than the auditor’s workpapers from pre-FIN 48 years, 
such as those in Textron. Therefore, regardless of the out-
come, the opinion may not apply in a FIN 48 environment. 

As noted in our May 2008 article, however, the standard 
for FIN 48 disclosure turns on what would occur regarding 
an issue in litigation (i.e., is it more likely than not that the 
taxpayer would prevail in litigation). Therefore, it could 
be argued that all FIN 48 workpapers are attorney work 
product because anticipation of litigation is an integral 
part of the recognition process. For this reason, the waiver 
issue and the disclosure of outside auditors’ workpapers 
probably will be the primary focus of FIN 48 workpaper 
disputes.

As of now, the IRS has not changed its policy of restraint 
regarding tax accrual workpapers, except when the tax-
payer has engaged in tax shelters. This disclosure issue 
will become much more important if the IRS ever changes 
its policy. 

REMIC IMPAIRMENTS MAY QUALIFY AS 
WORTHLESS BAD DEBTS
By Samuel A. Mitchell and Peter H. Winslow 

I n the September 2008 issue of TAXING TIMES we dis-
cussed the general tax rules that apply to write-downs 
of impaired investment assets.1 In the prior article, we 

explained the different tax treatment for instruments treat-
ed as securities versus other debt instruments. In summary, 
“securities” are not eligible for a worthlessness deduction 
until the security is wholly worthless, and the worthlessness 
deduction is capital in character. A “security” is defined as a 
stock, subscription right or bond, debenture, note or certifi-
cate or other evidence of indebtedness with interest coupons 
or in registered form issued by a corporation, government or 
a political subdivision thereof.2 Classification of an invest-
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