
50 | TAXING TIMES MAY 2009

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-

END NOTES
 1 United States v. Textron, No. 07-2361 (1st Cir. Jan. 21, 2009). 
 2 We discussed this doctrine and its requirements in the May 2008 issue 
  of TAXING TIMES. See “What Does Textron Mean for Preserving the 
  Confidentiality of Tax Accrual Workpapers?”, Vol. 4, Issue 2 at 20 (May 
  2008).
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ment asset as a security is a double disadvantage, in that it de-
lays the timing of the deduction and, in some instances, may 
limit the ability to realize any benefit because capital losses 
can be used only against capital gains and the carry-over of 
capital losses is limited to five years. In the current economic 
environment, there is no certainty that capital gains will be 
available to offset capital losses. For these reasons, non-
security treatment is preferable because the instruments 
potentially are eligible for partial bad debt deductions as 
the instruments become worthless and the deductions are 
ordinary in character, meaning they can be used to offset 
ordinary operating income and can be carried forward for a 
longer period of time.3  

The issues discussed in our prior article have come up 
frequently with respect to impairments of investments in 
Real Estate Mortgage Investment Conduits (“REMICs”). 
A regular interest in a REMIC entitles the certificate holder 
to a portion of the cash flows from underlying residential 
mortgages packaged as securities by financial institutions. 
Regular interest REMICs along with other asset types have 
experienced dramatic declines in value as the result of the 
mortgage crisis and insurance companies have recorded 
impairments for statutory accounting purposes. Many tax-
payers assume that the contingent nature of the cash flows 
from REMIC regular interests suggests that they would 
be classified as securities and ineligible for bad debt treat-
ment. However, for federal income tax purposes, REMIC 
regular interests are treated as debt instruments under 
section 860B of the Internal Revenue Code.4 Importantly, 
moreover, they typically are issued by a trust rather than a 
corporation or government entity. This means that REMIC 
regular interests should not be treated as “securities” for 
purposes of the bad debt rules.5 Thus, statutory impair-
ments of REMIC regular interests potentially may be eli-
gible for a partial bad debt deduction under section 166 of 
the Code if the impairment satisfies the partial worthless-
ness standard for tax purposes. Taxpayers may be able to 
demonstrate that an impairment, or at least a portion of the 
impairment, represents a wholly worthless portion of the 

instrument under the tax standard (i.e., that collection of 
that portion is hopeless).6 To the extent the amount of par-
tial worthlessness of a REMIC regular interest is difficult 
to prove, insurance companies may want to contend that 
the conclusive presumption of worthlessness under Treas. 
Reg. § 1.166-2(d) applies. For a company to take advantage 
of the presumption, its state regulators would need to pro-
vide a letter verifying that the impairment was required. 

This issue will become increasingly important in tax year 
2009, when Statement of Statutory Accounting Principles 
(SSAP) 98 is adopted. SSAP 98 amends SSAP 43, essen-
tially requiring statutory impairments for structured securi-
ties similar to the GAAP impairments.7 As the impairments 
become more common, it will be important for companies 
to be able to evaluate each impairment to determine the 
portion that satisfies the tax standard of worthlessness and, 
moreover, to keep in contact with their state regulators in 
the annual statement examination process if reliance on the 
conclusive presumption is contemplated. 

END NOTES
 1 “Tax Aspects of Nonperforming Assets,” TAXING TIMES, Vol. 4, Issue 3 at   
  28 (Sept. 2008). 
 2 I.R.C. § 165(g).
 3 Non-life insurance companies can carry Net Operating Losses back two 
  years and forward 20 years. I.R.C. § 172(b)(1)(A)(i)-(ii). Life insurance companies 
  can carry their operations losses back three years and forward 15 years. 
  I.R.C. § 810(b)(1)(A)-(B). 
 4 Residual Interests, on the other hand, essentially are the equity interests in 
  the REMIC and are not treated as debt. See I.R.C. § 860C.
 5 A debt instrument must be issued by a corporation or government in 
  order to qualify a security for purposes of a worthlessness deduction under 
  I.R.C. § 165(g)(2)(C). See Treas. Reg. § 1.165-5(a). Commentators agree that 
  regular interest REMICs are not securities. See, e.g., James A. Peaslee, The 
  Federal Income Taxation of Mortgage-Backed Securities at 270 n. 147, 
  Probus Publishing (1994). 
 6 See TAXING TIMES, supra note 1.
 7 The SSAP requires an impairment to reflect the discounted value of expected 
  future cash flows if that amount is less than book value. 
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