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Internal Revenue Service: Chief Counsel: Advice Memoranda: Dividends received deduction: Controlled foreign corporation: Repatriation of earnings: Related party indebtedness: Accounts receivable
Office of Chief Counsel
Internal Revenue Service
Memorandum
Number: AM2008-010
Release Date: 9/12/2008
CC:INTL:B03:JLParry
POSTN-120024-08
UILC: 965.00-00
date: September 04, 2008
to: Area Counsel (Natural Resources & Construction)
(Large & Mid-Size Business)
from: Associate Chief Counsel
(International)
subject: Interaction of I.R.C. §965 and Rev. Proc. 99-32
This memorandum addresses the effect of an election under Rev. Proc. 99-32, 1999-2 C.B. 296, to establish accounts receivable in respect of an agreed I.R.C. §482 adjustment on the I.R.C. §965(b)(3) limitation on the temporary dividends received deduction. This advice may not be used or cited as precedent.
ISSUE
Whether an account receivable established by an election to apply Rev. Proc. 99-32 constitutes related party indebtedness under I.R.C. §965(b)(3).
CONCLUSION
An account receivable established pursuant to an election to apply Rev. Proc. 99-32 is treated as debt for all Federal income tax purposes, including I.R.C. §965(b)(3). We recommend that all closing agreements under Rev. Proc. 99-32 covering a taxable year in which the taxpayer elected the benefit of I.R.C. §965 include language confirming that the account receivable established in the closing agreement constitutes related party indebtedness for purposes of I.R.C. §965(b)(3).
LAW AND ANALYSIS
Section 422 of the American Jobs Creation Act of 2004, P.L. 108-357, added new I.R.C. §965 , which provided a one-time dividend received deduction to corporate taxpayers. The provision was designed to encourage the repatriation into the United States of earnings from controlled foreign corporations (“CFCs”) and to promote the reinvestment of those earnings in this country. The statute covers qualifying dividends received by a U.S. shareholder from a CFC. I.R.C. §965(a)(1) . Specifically, an 85% dividend received deduction is available to electing U.S. shareholders for certain cash dividends. Id. The qualifying cash dividends must be received from a CFC during the election year. Id. The dividend received deduction is subject to certain limitations and special rules. I.R.C. §965(b) and (c). A taxpayer could elect to apply I.R.C. §965 to either its last taxable year beginning before October 22, 2004, or its first taxable year beginning on or after that date. I.R.C. §965(f). A U.S. shareholder was required to make an affirmative election to utilize the benefits of I.R.C. §965 on a timely-filed return (including extensions). Id. The election was a one-time event and, for a calendar year taxpayer, could cover either the 2004 or 2005 taxable year. Id.
I.R.C. §965 imposes several limitations on the amount of the qualifying dividend. For example, I.R.C. §965(b)(2) limits the qualifying dividends to distributions in excess of the taxpayer's typical dividends from CFCs as measured over a base period. This and other limits under I.R.C. §965 reflected Congress' intent to make the one-time dividend received deduction available only if a taxpayer was bringing additional cash into the United States to stimulate the domestic economy.
Another limit on the I.R.C. §965 dividend received deduction is the reduction for increases in related party indebtedness. I.R.C. §965(b)(3) requires the amount of any dividend qualifying for the dividend received deduction to be reduced by any increase in related party indebtedness over a period including the election year. This limitation effectively ensures that a dividend funded by the U.S. shareholder, directly or indirectly, that does not result in a net repatriation of funds is ineligible for I.R.C. §965 benefits. The statute implements the restriction by comparing the amount of indebtedness the taxpayer's CFCs owe to related parties on two measurement dates. The first measurement date is October 3, 2004. The second measurement date is the last day of the taxable year for which the taxpayer elects to utilize I.R.C. §965. If the related party indebtedness on the latter measurement date exceeds the related party debt outstanding on the first measurement date, the taxpayer is deemed to have funded some or all of the CFCs' dividends. The qualifying dividend used to compute the dividend received deduction is then reduced on a dollar-for-dollar basis by the increase in related party debt. This mechanism is described in the Conference Committee Report (H.R. Conf. Rep. No. 108-755, 108th Cong., 2d Sess. 1, 315 (2004)). The Committee Report states “This rule is intended to prevent a deduction from being claimed in cases in which the U.S. shareholder directly or indirectly ( e.g. , through a related party) finances the payment of a dividend from a controlled foreign corporation. In such a case, there may be no net repatriation of funds, and thus it would be inappropriate to provide the deduction.” Id.
The Treasury Department and the IRS issued three notices in 2005 addressing the implementation of I.R.C. §965 (Notice 2005-10, 2005-1 C.B. 474; Notice 2005-38, 2005-1 C.B. 1100; and Notice 2005-64, 2005-2 C.B. 471). Section 7.02(a) of Notice 2005-38 explains that the term “indebtedness” under I.R.C. §965(b)(3) has the same meaning as it does for general Federal income tax principles. Additionally, in response to taxpayer requests for clarification of the scope of the related party indebtedness rule, section 10.06 of Notice 2005-64 explicitly provides that accounts payable established pursuant to Rev. Proc. 99-32 constitute related party indebtedness for I.R.C. §965(b)(3) purposes.
Treas. Reg. §1.482-1(g)(3) requires taxpayers to make conforming adjustments to their accounts to reflect primary and correlative allocations made under I.R.C. §482 and contemplates that such conforming adjustments might include the treatment of allocated amounts as dividends or capital contributions, as appropriate, and contemplates further that repayments of allocated amounts might be made without further income tax consequences to the extent provided in revenue procedures. In this regard, Rev. Proc. 99-32 provides a procedure for taxpayers to make such repayments of allocated amounts. Rev. Proc. 99-32 allows taxpayers to elect to treat the amount of a conforming adjustment as indebtedness for income tax purposes. For example, where a U.S. parent corporation is under-compensated by its CFC, I.R.C §482 requires a primary upward allocation of income to the U.S. parent and a downward correlative allocation to the CFC. Rev. Proc. 99-32 allows the conforming adjustment required under Treas. Reg. §1.482-1(g)(3) to be treated as debt owed by the CFC to the U.S. parent corporation and the repatriation of additional cash from the CFC to the U.S. parent to be treated as a repayment of that debt. Electing to apply Rev. Proc. 99-32 enables the U.S. parent to avoid a taxable inclusion upon the repatriation.
Section 4.01 of Rev. Proc. 99-32 specifies the terms of the debt in pertinent part as follows:
.01 Account, interest, currency, and payment. If a United States taxpayer qualifying under section 3 complies with the requirements of section 5 , such taxpayer (or any member of the affiliated group within the meaning of section 1504(a) of the Code in which such taxpayer is included) shall be permitted to establish an interest-bearing account receivable from, or payable to, the related person (being a corporation as defined in section 7701(a)(3) of the Code) from, or to, whom the section 482 allocation is made with respect to a controlled transaction in an amount equal to the primary adjustment for each of the years in which an allocation is made….The account shall:
(1) be deemed to have been created as of the last day of the taxpayer's taxable year for which the primary adjustment is made;
(2) bear interest at an arm's length rate, computed in the manner provided in section 1.482-2(a)(2) of the regulations, from the day after the date the account is deemed to have been created to the date of payment. For purposes of section 1.482-2(a)(2)(iii), where applicable, the account shall be considered to be a loan or advance having a term extending from the day after the date the account is deemed to have been created through the expiration of the 90-day period required in section 5 ….
(3) be expressed, both as to principal and interest, in the functional currency of a qualified business unit….
(4) be paid within the 90-day period required in section 5 , or treated as prepaid by offset prior to that time as provided in section 4.02 …. Any such payment within the 90-day period, and any such prepayment prior to that time pursuant to section 4.02 , shall be treated as a payment of the account for all Federal income tax purposes, regardless of its characterization under foreign law ….
[ Emphasis added.]
An account receivable established pursuant to a taxpayer election under Rev. Proc. 99-32 is treated under the revenue procedure as interest-bearing debt. The account is deemed created on the last day of the taxable year for which the primary adjustment was made and accrues interest from the following day forward. The requirement to accrue interest confirms the appropriate treatment of the account receivable as debt for Federal income tax purposes. See Estate of Mixon v. United States , 464 F.2d 394, 409 (5th Cir. 1972); Baker Commodities, Inc. v. Commissioner , 48 T.C. 374, 398 (1967), aff'd on other grounds , 415 F.2d 519 (9th Cir. 1969); Kolkey v. Commissioner, 27 T.C. 37, 61 (1956), aff'd, 254 F.2d 51 (7th Cir. 1958). Moreover, the revenue procedure specifically treats the payment of the account as a repayment of an account receivable for all Federal income tax purposes, and therefore debt for all Federal income tax purposes. Because the account established by the taxpayer's election is treated as debt for all Federal income tax purposes, the taxpayer may not make an inconsistent characterization for purposes of I.R.C. §965. The Treasury Department and the IRS confirmed in Notice 2005-64 that Rev. Proc. 99-32 accounts payable constitute related party indebtedness for purposes of I.R.C. §965. Thus, taxpayers were on notice of the need to take into account the I.R.C. §965 consequences when deciding whether to elect to establish accounts receivable under Rev. Proc. 99-32 for the I.R.C. §965 election year.
Treating Rev. Proc. 99-32 accounts receivable as related party debt for purposes of I.R.C. §965(b)(3) is consistent with the policies underlying I.R.C. §965. A U.S. corporation that undercharged its CFC for goods and services has effectively shifted its funds offshore, to the same extent as if it had loaned cash to its CFC that was used to pay an arms-length price. If the U.S. taxpayer elects to establish an account receivable under Rev. Proc. 99-32, the cash that was paid or payable to the U.S. parent for income tax purposes is in the hands of the CFC and must be repaid according to the terms of the debt in the same manner as if the U.S. parent had in form made a loan at the time of the undercharge. Accordingly, the related party indebtedness limitation of I.R.C. §965(b)(3) should apply to the electing taxpayer in exactly the same way as it would apply to a taxpayer that, in form, made a loan.
In order to preclude disputes on this issue, we recommend adding the following language to any closing agreements under Rev. Proc. 99-32 relating to an I.R.C. §482 adjustment that results in a Rev. Proc. 99-32 account receivable during a taxable year for which the taxpayer elected the benefits of I.R.C. §965:
Any intercompany account receivable established by the taxpayer pursuant to this closing agreement will be considered related-party indebtedness for all purposes of the I.R.C. including, but not limited to, section 965(b)(3).
However, failure to include such language in no way renders an account receivable anything other than related-party indebtedness for all purposes of the Code.
In addition, we recommend that closing agreements relating to the I.R.C. §965 deduction not be concluded prior to the conclusion of any examination that might result in an I.R.C. §482 adjustment and election under Rev. Proc. 99-32 that could impact the I.R.C. §965 amount. To the extent timing issues necessitate the signing of an I.R.C. §965 closing agreement before resolution of outstanding I.R.C. §482 issues, language should be included in the I.R.C. §965 agreement providing for a reduction in the qualifying dividend used to compute the dividend received deduction for any increase in related party indebtedness resulting from a subsequent election under Rev. Proc. 99-32 made by the taxpayer.
Please call (202) 622-3850 if you have any further questions.
2.) CCH Federal Tax Weekly, ¶8 Tax Court Upholds Rental Expense Deductions For Equipment Leased From Shareholders, (Oct. 2, 2008) © 2008, CCH INCORPORATED. All Rights Reserved. A WoltersKluwer Company
Yearout Mechanical & Engineering, Inc., TC Memo. 2008-217
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The Tax Court has allowed a construction contractor to deduct amounts paid for renting equipment from its controlling shareholders. The hybrid rental agreements were nearly the only way that the taxpayer could secure rental of the equipment because demand for the equipment exceeded supply. The arrangements were not more than the taxpayer would have paid as a result of an arm's-length bargain.
CCH Take Away: The taxpayer in this case was engaged in a very competitive market. Many of its projects were for high-tech industries and the taxpayer was under great pressure to complete construction quickly. Moreover, its financial position was fragile. The court found that the taxpayer needed exclusive access to the equipment to meet the demands of customers. The court also analogized the shareholders’ decision to help their corporation succeed in this way as no more prohibited than the frequent practice of having shareholders of a close corporation guarantee a loan. Since they were related-parties, however, they had to prove that the rental agreements were arms-length transactions.
Background
The taxpayer did business as a mechanical contractor. The taxpayer’s controlling shareholders were the owner and his two sons. The shareholders, who were not also employees, decided to meet the taxpayer’s equipment needs by acquiring the necessary equipment themselves and renting it to the taxpayer. The taxpayer leased or subleased equipment from its shareholders on an hourly or monthly basis.
Generally, the rental agreements were for five years, rent was set at hourly rates, and the taxpayer had exclusive use of the equipment throughout the term but was generally obligated to pay only for actual usage. The taxpayer was liable for normal maintenance and the shareholders for extraordinary maintenance. The equipment reverted to the shareholders at the termination of the lease.
• Comment.  The taxpayer generally incurred a rent obligation only when the equipment was actually used. The taxpayer incurred no rental expense when equipment rented on an hourly basis sat idle.
Court's analysis
Under Code Sec. 162, a taxpayer may deduct all ordinary and necessary expenses paid in carrying on its trade or business, including rentals or other payments required to be made as a condition to the continued use or possession of property. In determining whether the payments in issue are deductible under Code Sec. 162, the court noted that the basic question is whether the payments are in fact rent payments and not something disguised as rent.
• Comment.  When the lessor and lessee are related, an inquiry into what is reasonable rent is necessary to determine if the amount paid is greater than the lessee would have paid if he or she had dealt with a stranger in an arm's length transaction.
The court concluded that the taxpayer had a valid business reason for entering into the hybrid arrangements with its shareholders. Without these arrangements, it would not have been able to secure the equipment necessary to complete its construction projects. Additionally, the rental rates paid to the shareholders were at or below rates in the short-term rental market. Consequently, the court allowed the taxpayer to claim the full rental expense deductions.
References: CCH Dec. 57,540(M), FED ¶48,154(M); TRC BUSEXP: 3,152
3.) CCH Federal Tax Weekly, ¶1 IRS Issues Guidance On Election To Take Refundable Credits Instead Of 2008 Bonus Depreciation, (Oct. 16, 2008) ) © 2008, CCH INCORPORATED. All Rights Reserved. A WoltersKluwer Company
Rev. Proc. 2008-65
http://prod.resource.cch.com/resource/scion/document/default/%28%40%40CTW01+P1%2909013e2c8469a6f0
The IRS has issued guidance on the election to claim either a refundable business credit or alternative minimum tax (AMT) credit instead of 50-percent bonus depreciation for 2008. The guidance clarifies the effect of the election, the property eligible for the election, and the computation and allocation of the refundable credit.
CCH Take Away: The Economic Stimulus Act of 2008 (Stimulus Act) provided additional first-year depreciation of 50 percent for new property acquired and placed in service during 2008. Because the increased depreciation would not benefit corporations operating at a loss, the Housing Assistance Tax Act of 2008 sought to provide a stimulus to businesses using a refundable credit in place of the bonus depreciation. The need for IRS guidance is particularly urgent, since the credit can only be claimed for new property acquired and placed in service before January 1, 2009 (with limited exceptions). The decisions involved in whether to make the election contain several variables, including the requirement that an election apply to all qualifying property, the extent to which a two-year net operating loss (NOL) carryback may be used and the forecast for use of unused credits in the future if the election is not made.
In general, only corporations can claim the credit. Automotive partnerships can also claim the credit. Corporations cannot claim the credit on property of a partnership in which they are partners. The IRS will provide future guidance on partnerships.
Qualified property
The refundable credit is available to corporations that have unused credits allocable to research expenditures (Code Sec. 41) and the AMT (Code Sec. 53) from tax years before January 1, 2006. The research credits are included in the general Code Sec. 38 business credit.
The election applies to new property acquired after March 31, 2008 and placed in service before January 1, 2009 (January 1, 2010 for certain aircraft and long production period property). Property qualifies if it is acquired under a binding written contract executed in the period April 1 - December 31, 2008. Original use of the property must begin after March 31, 2008. Property does not qualify if it was purchased under a binding written contract in effect before January 1, 2008. The taxpayer must begin the manufacture of self-constructed property after March 31, 2008 and before January 1, 2009.
• Caution  The refundable credit is not available for bonus depreciation that can be claimed under the Emergency Economic Stabilization Act of 2008 on reuse/recycling property and disaster assistance property.
Effect of election
The taxpayer must make the election for its first tax year ending after March 31, 2008. The election then applies to property placed in service in the first year and subsequent years. The taxpayer must make the election in the first year even if the taxpayer will not apply the election to any property placed in service during the first year. The election applies to all eligible property placed in service after March 31, 2008. A taxpayer making the election must apply the straight line method of depreciation to eligible property. An election can be revoked only with the IRS’s consent.
• Comment.  The election can only apply to property for which the taxpayer has also elected to claim bonus depreciation under the provisions of the Economic Stimulus Act.
Credit amount
The refundable credit is equal to the bonus depreciation amount. This amount equals 20 percent of (1) the total depreciation on eligible property in the first year if the taxpayer took 50 percent bonus depreciation, plus 200 percent double-declining balance depreciation on the remaining cost (with the applicable convention), reduced by (2) the depreciation taken if the taxpayer did not claim bonus depreciation.
• Example.  On June 1, Z Corporation places in service qualified property costing $100,000. The property is 7-year MACRS (modified accelerated cost recovery system) property. The total first-year depreciation with bonus depreciation is $57,145: $50,000 (50 percent of cost) plus $7,145 ($50,000 remaining cost times 14.29 percent for the first year, subject to double-declining balance method with the half-year convention). The total depreciation without bonus depreciation is $14,290 ($100,000 times 14.29 percent, with double-declining balance and the half-year convention). The bonus depreciation amount is 20 percent of $42,855 ($57,145 minus $14,290), or $8,571.
• Comment.  For long production period property, the taxpayer can only count the production costs incurred after March 31, 2008 and before January 1, 2009.
The maximum bonus depreciation amount cannot exceed the lesser of $30 million or 6 percent of the business credit amount and the AMT credit amount. The business credit amount is the portion of the credit allowable in the first tax year ending after March 31, 2008 that is allocable to the research credit for tax years beginning before January 1, 2006. Credits before 2006 that have expired cannot be counted. Similarly, the AMT credit amount is the portion of the credit allocable to the AMT for tax years before 2006.
Allocations
Taxpayers have discretion as to how much of the credit amount they allocate to the business credit and the AMT credit. However, the allocations cannot exceed the maximum credits attributable to periods before January 1, 2006.
References: FED ¶46,617; TRC DEPR: 3,600.
4.) Federal Tax Day, J.3 Government Substantially Justified in Positions on Deductions and Deferred Income (Hennessey, CA-5), (Nov. 7, 2008) © 2008, CCH INCORPORATED. All Rights Reserved. A WoltersKluwer Company
http://prod.resource.cch.com/resource/scion/document/default/%28%40%40FTD01+P20081107-J.3%29ftd0109013e2c848e6ebd
Married taxpayers were not entitled to an award of administrative and litigation costs because the IRS was substantially justified in disallowing some of the couple’s deductions and in finding that they improperly deferred income. Although the couple had claimed their expenses for trips as business deductions, they did not provide supporting documentation for all of their trips or provide the required business purpose, which was necessary to support several deductions.
Further, the IRS's position that the income received by the couple’s cash-basis corporation was improperly deferred was justified. The taxpayers argued that the income was deferred because of a change in their accounting method from a cash basis to an accrual basis. However, they did not obtain IRS consent as required under Code Sec. 446(e) to change to the new method. Therefore, the returns should have been filed on a cash, not accrual, accounting basis.
Unpublished opinion affirming, per curiam, the Tax Court, 93 TCM 1259, Dec. 56,945(M), TC Memo. 2007-131.
G. Hennessey, CA-5, 2008-2 USTC ¶50,623
Other References:
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USTC Cases, Gerard Hennessey and Audrey Kathleen Hennessey, Petitioners v. Commissioner of Internal Revenue, Respondent., U.S. Court of Appeals, Fifth Circuit, 2008-2 U.S.T.C. ¶50,623, (Oct. 22, 2008)
http://prod.resource.cch.com/resource/scion/document/default/%28%40%40UST02+2008-2USTCP50623%29ust0209013e2c848e9616
U.S. Court of Appeals, 5th Circuit; 07-60647, October 22, 2008.
Unpublished opinion affirming, per curiam, the Tax Court, 93 TCM 1259, Dec. 56,945(M), TC Memo. 2007-131.
[Code Sec. 7430]
Litigation costs: Government's position: Substantial justification.–
Married taxpayers were not entitled to an award of administrative and litigation costs because the IRS was substantially justified in disallowing some of the couple’s deductions and in finding that they improperly deferred income. The couple did not provide the required business purpose, which was necessary to support several deductions. Further, the IRS's position that income received by the couple’s cash-basis corporation was improperly deferred was justified. Although the taxpayers argued that the income was deferred because of a change in their accounting method from a cash basis to an accrual basis, they did not obtain IRS consent as required under Code Sec. 446(e) to change to the new method. Therefore, the returns should have been filed on a cash, not accrual, accounting basis. Back reference: ¶41,743.80.
Before: Jones, Chief Judge, Gardwood and Smith, Circuit Judges.
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PER CURIAM: *   Gerard and Audrey Hennessey appeal the Tax Court's denial of their motion for costs. We affirm.
I.
The Hennesseys had three sources of income. First, they were the sole shareholders of Beacon Telephone Systems, Inc. (“Beacon”). Second, Audrey Hennessey worked as a professor at Texas Tech University. Third, Audrey directed research at Texas Tech's Institute for Studies in Organizational Automation (“ISOA”) and had formed an unincorporated consulting business with another professor based on the work. Audrey completed approximately 150 trips per year in connection with those positions. The Hennesseys claimed the expenses from these trips as business deductions.
The Hennesseys submitted several incomplete, deficient, or conflicting tax returns beginning in 1992. The IRS received two Forms 1040 from them for their 1992 taxes, both marked “Estimated.” The Hennesseys submitted four Forms 1040 for 1993, each starkly different from the others: two were unsigned; total income varied from $54,300 on the first form to $19,442 on the final form; and Audrey's involvement with ISOA earned her $7,706 in income on one form and saddled her with a $37,098 loss on another. The Hennesseys submitted two Forms 1040 for 1994 as well, with ISOA income again differing by over $20,000. For 1995, $195,000 of income from ISOA was not disclosed.
In 1996, the IRS notified the Hennesseys that their 1992 tax return had been selected for examination. IRS Agent Susan Sutton requested several specific documents from the Hennesseys, who produced several “general ledgers” that listed dates, amounts, and types of expenses but did not supply the purpose of the expense or documentation. Later, the Hennesseys presented Sutton with revised ledgers containing some of this information, which Sutton determined was inconsistent with the deductions. The IRS informed the Hennesseys that they were deficient on their 1992 tax returns and that the investigation was being expanded to include other years.
The IRS issued a letter in 1998 proposing changes to the Hennesseys' re-turn, which the Hennesseys appealed internally within the agency. The appeal ultimately ended with the conclusion that the Hennesseys were deficient on their personal returns from 1993 to 1996 and that their Beacon tax returns from the same time period required adjustments. The IRS finally determined that numerous deductions had not been adequately substantiated and that $195,000 of ISOA income had been improperly deferred on the 1995 return.1 
The Hennesseys filed a petition with the Tax Court charging that their deductions were substantiated and that they did not fail to report taxable income for ISOA. After the IRS filed an answer, the Hennesseys agreed to file “mockup” tax returns. Once those returns were provided, the parties negotiated a settlement.
The Hennesseys moved for costs under 26 U.S.C. §7430.2   The IRS objected, stating that its position was “substantially justified.”3   After a hearing, the special trial judge agreed and denied costs. The Tax Court adopted the judge's findings of fact and conclusions of law and denied costs.
II.
“We review the tax court's denial of a request for litigation costs for abuse of discretion.” Estate of Cervin v. Comm'r [97-1 USTC ¶60,274], 111 F.3d 1252, 1256 (5th Cir. 1997) (citing Nalle v. Comm'r [95-2 USTC ¶50,333], 55 F.3d 189, 191 (5th Cir. 1995)). We will reverse the Tax Court's determination only if we have “a definite and firm conviction that an error of judgment was committed.” Nalle [95-2 USTC ¶50,333], 55 F.3d at 191 (citing Bouterie v. Comm'r, 36 F.3d 1361, 1367 (5th Cir. 1994)). For the IRS to be substantially justified, it need only show that its position was “justified to a degree that could satisfy a reasonable person.” Estate of Baird v. Comm'r [2005-2 USTC ¶60,505], 416 F.3d 442, 446 (5th Cir. 2005) (citing Terrell Equip. Co. v. Comm'r [2003-2 USTC ¶50,625], 343 F.3d 478, 482 (5th Cir. 2003)).
The Hennesseys argue that the IRS was not substantially justified in two of its positions: first, in disallowing of some of the Hennesseys' deductions, and second, in finding that the Hennesseys improperly deferred income. We address each in turn.
A.
A deduction is a matter of legislative grace, so the taxpayer has the burden of showing the deduction was proper. INDOPCO, Inc. v. Comm'r [92-1 USTC ¶50,113], 503 U.S. 79, 84 (1992) (internal quotations omitted). A taxpayer must substantiate business travel with the trip's cost, time, place, and purpose. See 26 U.S.C. §274(d). Failure to include that information results in disallowance of the deduction. See Habeeb v. Comm'r [77-2 USTC ¶9645], 559 F.2d 435, 437 (5th Cir. 1977).
The Hennesseys failed to carry their burden of proving their deductions were proper. They did not provide the IRS with supporting documentation for all of their trips; some of the documentation they did provide was not consistent with their deductions; and they did not provide the required business purpose needed for several deductions. Those errors provided the IRS with the substantial justification it needed to take its administrative position.
B.
Regarding the issue of deferred income, on their 1995 ISOA return, the Hennesseys designated the company as a cash basis taxpayer but did not record $195,000 of ISOA income. The IRS took the position that the income was improperly deferred, but the Hennesseys stated in 2000 that it was properly deferred because they had switched to an accrual accounting method for the company.
The Hennesseys' argument for deferred income rests on changing their accounting method from a cash basis to an accrual basis. Title 26 U.S.C. §446(e), however, requires that “a taxpayer who changes the method of accounting on the basis of which he regularly computes his income in keeping his books shall, before computing his taxable income under the new method, secure the consent of the Secretary.” The Hennesseys never secured such consent. Thus, the ISOA returns should have been filed on a cash, not accrual, accounting basis, which requires that any income received in a given year “be included in the gross income for [that] taxable year.” 4   The Hennesseys failed to include income received in 1995 on their 1995 ISOA tax returns, and that failure provided the IRS with substantial justification to take its administrative position.
The decision of the Tax Court is AFFIRMED.
Footnotes
* 
Pursuant to 5TH CIR. R. 47.5, the court has determined that this opinion should not be published and is not precedent except under the limited circumstances set forth in 5THCIR. R. 47.5.4.
1 
In the appeal, the Hennesseys first took the position that this income was properly deferred under the accrual method, as distinguished from the cash method they had initially used for ISOA income.
2 
This allows for administrative and litigation costs to be awarded to a prevailing party in a tax case.
3 
Under 26 U.S.C. §7430(c)(4)(B)(i), a party shall not be treated as the prevailing party … if the United States establishes that the position of the United States in the proceeding was substantially justified.
4 
26 U.S.C. §451(a); see Arnwine v. Comm'r [83-1 USTC ¶9179], 696 F.2d 1102, 1111 (5th Cir. 1983) ( Cash basis taxpayers are required to include items of income in the taxable year in which such income is actually or constructively received by them (citations omitted)).
5.) Federal Tax Day, I.2 IRS Adopts Final Regulations Deeming Certain Creditor Interests in Insolvent Corporations as Proprietary Interests for Purposes of Reorganization Rules (T.D. 9434), (Dec. 12, 2008) © 2008, CCH INCORPORATED. All Rights Reserved. A WoltersKluwer Company 

http://prod.resource.cch.com/resource/scion/document/default/%28%40%40FTD01+P20081212-I.2%29ftd0109013e2c84af8181
The IRS has published final regulations providing guidance regarding when and to what extent creditor interests in a target corporation will be treated as proprietary interests in applying the reorganization continuity of interest doctrine found in Reg. §1.368-1(e). Previously adopted regulations and case law interpreting the continuity of interest requirement for corporate reorganizations involving insolvent corporations do not clearly establish the status of creditors who receive stock in a corporation acquiring a bankrupt corporation. To address this, the IRS has adopted as final a portion of the regulations proposed in March 2005 (NPRM REG-163314-03, which also proposed a net value reorganization exchange requirement and specific rules governing Code Sec. 332).
Under the final regulations, stock received by creditors may count for continuity of interest purposes either in a bankruptcy proceeding or where the amount of the target corporation’s liabilities exceeds the fair market value of its assets immediately prior to the potential reorganization. As a general rule, if any creditors receive stock in the target in exchange for their claim, then every claim of that class of creditors and every claim of all equal and junior classes of creditors would be a proprietary interest in the target immediately before the reorganization.
Valuation rules for proprietary interests represented by senior and junior claims are different. Valuation of a proprietary interest in the target corporation represented by a senior claim is determined by multiplying the fair market value of the creditor’s claim by a fraction, the numerator of which is the fair market value of the proprietary interests in the issuing corporation that are received in the aggregate in exchange for the senior claims, and the denominator of which is the sum of the amount of money and the fair market value of all other consideration (including the proprietary interests in the issuing corporation) received in the aggregate in exchange for such claims. In contrast, the value of a proprietary interest in the target corporation represented by a junior claim is the fair market value of the junior claim. If each senior claim is satisfied with the same ratio of stock to nonstock consideration and no junior claim is satisfied with nonstock consideration, then the effect of this rule is that there is 100 percent continuity of interest.
T.D. 9434, 2008FED ¶47,067
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UIL No. 0061.00-00 Gross income v. not gross income., UIL No. 0118.01-05 Contributions to the capital of a corporation; Contributions by shareholders; Not given., UIL No. 0164.00-00 Taxes.
[Code Secs. 61, 118 and 164]
LTR Report Number 1703, October 21, 2009, IRS REF: Symbol: CCA-181750-09
From: *****
Sent: Thursday, January 08, 2009 5:50 PM
To: *****
Cc: *****
Subject: ***** SALT and § 118
The attached draft reflects the preliminary comments from *****. Please let us know if you would like to talk about any of the comments. My direct line is *****.
In light of the previous changes, we recommend revising this text. Apart from Consolidated Edison , the common element among the previously discussed materials is that when the state or local tax benefit is provided in exchange for specific services, substance will control over the form of the transaction and the taxpayer will be treated as having received an in kind payment from the taxing jurisdiction, which is then used to satisfy the taxpayer's tax liability. The transaction at issue in Consolidated Edison was in form, as well as in substance, a payment from the taxing jurisdiction to the taxpayer, which was then used to satisfy a part of the taxpayer's tax liability. There was no need to recharacterize the transaction because the court held the taxpayer to the form of its transaction. The taxpayer received a discount from the city in exchange for prepayment of its real property taxes; the city did not reduce the company's underlying property tax liability. Consequently, Consolidated Edison does not support a proposition that a tax incentive in the form of a reduction in computing tax liability should be recharacterized as an in kind payment from the taxing jurisdiction. Rather, the case shows that when there is an in kind payment in form and substance a taxpayer has income absent an applicable exclusionary provision. Consolidated Edison is also distinguishable in that, as in Watervliet Paper, the tax reduction was provided in return for a specific quantifiable benefit provided to the city, not as an incentive for an activity that had incidental public benefits.
Attachment 1: [Redacted]
7.)  Federal Tax Day, J.1 Income Accrual Not Postponed by Right to Withhold Deferred Payments Under Contract (Trinity Industries, Inc., TC), (Jan. 29, 2009) © 2009, CCH INCORPORATED. All Rights Reserved. A WoltersKluwer Company
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An accrual basis parent corporation was required to include in its consolidated income deferred payments from the sale of barges manufactured by its subsidiary. Under the contract to sell the barges, a portion of the payments were due 18 months after the delivery of each barge. The deferred payments were excluded by the parent because they were withheld by customers in order to offset agreed-upon damages incurred under a previous barge sale contract.
As an accrual basis taxpayer, the parent was required to accrue the deferred payments for the barges in the year that all of the events occurred to fix the right to the income. The delivery of the barges unconditionally fixed the right to receive the full contract price, including the deferred payments, in the year of delivery. The customers' offset claim did not prevent the accrual of the income. The customers did not dispute the fact or the amount of the obligation under the contract and there was no question as to whether the right to receive income was vitiated by a contractual provision for withholding a portion of the sales price. The offset claims affected only the timing of the receipt of the income under the contract and not the right to receive the income. Moreover, the deferred payments did not fall within the income-accrual exception because there was no evidence that the deferred payments were uncollectible as a result of insolvency, bankruptcy or other financial conditions of the customers. It was only in the tax year after the barges had been delivered and the right to income had been fixed that the customers asserted their right to an offset for the damages from the previous contract.
Additionally, the withheld deferred payments could not be deducted in the year as an amount transferred to satisfy a contested liability in the tax year the income accrued. The withholding of the deferred payments did not constitute a transfer of property in the same tax year in satisfaction of a liability. In the year the barges were delivered and the income accrued, the deferred payments were not yet due and so could not have been withheld. Additionally, the withholding of the deferred payments did not constitute a transfer. The deferred payments withheld by the customers were not in the control of the subsidiary. In the year the income accrued, there was no order of any competent legal authority to force the subsidiary to transfer the funds that were owed.
Trinity Industries, Inc., 132 TC No. 2, Dec. 57,718
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The U.S. Court of Appeals for the First Circuit, affirming the lower court, has found that a taxpayer attempting to recharacterize a payment received under the terms of a written agreement must provide evidence under the strong proof rule that both parties intended for the payment to be for something other than stated in the contract. The court likened it to the same caliber as evidence offered under the clear and convincing standard.
CCH Take Away. The strong proof rule, unique to tax cases, applies when parties to a transaction have entered into a contract or other written agreement that allocates sums of money for particular items. Any party that thereafter seeks to change the written allocation in the agreement for tax purposes may do so only with strong and convincing proof.
Background
The asset purchase agreement between the taxpayer and the corporation acquiring his company contained several provisions, including a noncompetition agreement. The terms of the noncompetition agreement provided that the acquiror would pay the taxpayer $3 million, in installments, in return for his covenant not to compete over a 13-year period.
The taxpayer signed the agreement in 1998, and, on his federal income tax return for that year, the taxpayer listed the payments as ordinary income and paid income and self-employment taxes. However, in 2002, he filed an amended return for 1998 recharacterizing the payments as capital gain and seeking a refund. The IRS denied the refund request and the taxpayer filed suit, arguing that the payments were compensation for the transfer of his personal goodwill, taxable as capital gain.
Court's analysis
The court rejected the taxpayer’s argument that the noncompetition agreement was ambiguous. The terms expressly provided that the payments under the agreement were to be made in consideration of the taxpayer’s agreement not to compete. Likening the strong proof rule to the clear and convincing evidence standard required to reform a written contract on the ground of mutual mistake, the court found that the taxpayer failed to meet his burden of proof.
References: FED ¶(to be reported); TRC COMPEN: 12,206.
I. Muskat, U.S. Court of Appeals, First Circuit, (Feb. 5, 2009)
http://prod.resource.cch.com/resource/scion/document/default/%28%40%40ADC01+2009-1USTCP50195%2909013e2c84fbf09c
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Non-competition agreement: Goodwill: Strong proof test: Ordinary income: Capital gain: Refund claim: Amendment: Variance: Judicial estoppel
IRWIN MUSKAT AND MARGERY MUSKAT, Plaintiffs, Appellants v. UNITED STATES OF AMERICA, Defendant, Appellee.
United States Court of Appeals For the First Circuit. No. 08-1513. APPEAL FROM THE UNITED STATES DISTRICT COURT FOR THE DISTRICT OF NEW HAMPSHIRE. [Hon. Joseph A. DiClerico, Jr., U.S. District Judge]. January 29, 2009.
Before Lynch, Chief Judge , Selya and Boudin, Circuit Judges .
James E. Higgins , with whom James E. Higgins, PLLC , John-Mark Turner , and Sheehan, Phinney, Bass + Green, P.A. were on brief, for appellants.
Teresa T. Milton , Attorney, Tax Division, with whom Nathan J. Hochman , Assistant Attorney General, Thomas P. Colantuono , United States Attorney, and Bruce R. Ellisen , Attorney, Tax Division, were on brief, for appellee.
SELYA, Circuit Judge .: This case turns on the appropriate tax treatment of a contractual payment initially reported as ordinary income but later recharacterized as a capital gain. The Internal Revenue Service (IRS) denied a requested refund and, following a bench trial, the district court upheld that action.
This appeal touts four claims of error, the most significant of which require us to elaborate upon the use and meaning of, and then to apply, the “strong proof” rule. After careful consideration of all four claims, we affirm the judgment below.
I. BACKGROUND
Irwin Muskat worked for years in a family business, Jac Pac Foods, Ltd., based in Manchester, New Hampshire.1   The firm's signature line of business was the processing and distribution of meat products to restaurant chains and other commercial entities. In 1968, Muskat assumed operating control of Jac Pac. Under his stewardship, Jac Pac's annual revenues soared to nearly $130,000,000. Along the way, Muskat developed valuable relationships with customers, suppliers, and distributors.
This litigation grew out of the acquisition of Jac Pac by Manchester Acquisition Corporation, a subsidiary of Corporate Brand Foods America, Inc. (collectively, CBFA). In 1997, George Gillett, CBFA's chairman, contacted Muskat about a possible deal (at the time, Muskat was Jac Pac's chief executive officer and the owner of 37% of its outstanding stock). Negotiations ensued. The negotiations touched in part on whether Muskat would receive remuneration over and beyond his share of the sale price for Jac Pac's assets. Following lengthy deliberations, the parties agreed that Muskat would continue to run the business after CBFA acquired the assets, and that he would receive incremental payments under both an employment agreement and a noncompetition agreement.
On March 31, 1998, representatives of CBFA and Jac Pac executed an asset purchase agreement, which provided that CBFA would buy all of Jac Pac's assets (save for certain real estate) for $34,000,000 in cash and CBFA's assumption of enumerated liabilities. The asset purchase agreement contained several conditions precedent, three of which pertained to Muskat's execution of specific contracts, namely, a subscription agreement, an employment agreement, and a noncompetition agreement.
Muskat signed the required agreements on May 7, 1998. The noncompetition agreement is of pivotal importance here. In it, CBFA pledged to pay Muskat $3,955,599 in return for a covenant not to compete over a thirteen-year period. The first installment — $1,000,000 — was to be paid immediately, with other installments to be paid in varying amounts and at varying intervals over the next thirteen years. These payment obligations were to survive Muskat's death.
Muskat received the first installment in 1998. On his 1998 federal income tax return he listed the payment as ordinary income and paid income and self-employment taxes accordingly. In 2002, however, Muskat reversed his field; he filed an amended return for 1998, recharacterizing the payment as a capital gain and seeking a tax refund in the amount of $203,434.2   The IRS denied the requested refund. Muskat then sued in New Hampshire's federal district court, alleging that the payment was compensation for the transfer of his personal goodwill and, thus, was taxable as a capital gain.
In a pretrial ruling, the district court declared that, in order to prevail, Muskat would have to show by “strong proof” that he and CBFA intended the payment to be compensation for personal goodwill. Muskat v. United States ( Muskat I ), No. 06 Cv. 30, 2008 WL 138052, at *2 (D.N.H. Jan. 10, 2008). Following a bench trial, the court determined that Muskat had failed to adduce the requisite strong proof. Muskat v. United States ( Muskat II ), No. 06 Cv. 30, 2008 WL 1733598, at *7-8 (D.N.H. Apr. 2, 2008). At the same time, the court concluded that it lacked jurisdiction over Muskat's claimed entitlement to a return of self-employment tax. Id. at *2-3. Consequently, the court entered judgment in favor of the government. This timely appeal ensued.
II. ANALYSIS
This case plays out against two background principles of tax law: The first principle holds that payments received in exchange for a covenant not to compete are usually taxable as ordinary income, whereas payments received for the sale of goodwill are usually taxable as capital gains. Compare , e.g. , Baker v. Comm'r, 338 F.3d 789, 794 (7th Cir. 2003) (holding payments under covenant not to compete taxable as ordinary income), with , e.g. , Patterson v. Comm'r, 810 F.2d 562, 569 (6th Cir. 1987) (holding amounts received for goodwill taxable at capital gain rates). The second principle holds that the tax rates applicable to ordinary income are normally higher than those applicable to capital gains. See 26 U.S.C. § 1 (tax tables). We proceed against the backdrop of these principles.
In this venue, Muskat advances four assignments of error. These include: (i) the applicability of the “strong proof” rule; (ii) the weight of the evidence as to whether the challenged payment constituted compensation for personal goodwill (and, thus, should have been taxed at capital gain rates); (iii) the exclusion of expert testimony; and (iv) the lower court's refusal to consider the claim for a refund of self-employment tax. We discuss these issues sequentially.
A. Strong Proof.
It is beyond hope of contradiction that, in a tax refund suit, the complaining taxpayer bears the burden of proving the incorrectness of the challenged tax treatment. See Webb v. IRS, 15 F.3d 203, 205 (1st Cir. 1994). Here, however, the parties disagree as to the quantum of proof required to satisfy that burden. Appellate courts review abstract legal questions de novo, and a level-of-proof question comes within that purview. See United States v. Goad, 44 F.3d 580, 585 (7th Cir. 1995); N. Am. Rayon Corp. v. Comm'r, 12 F.3d 583, 586-87 (6th Cir. 1993); see also Putnam Res. v. Pateman, 958 F.2d 448, 468-71 (1st Cir. 1992). Accordingly, we review de novo the district court's determination that Muskat had to adduce strong proof to prevail on his refund claim.
The strong proof rule is peculiar to tax cases.3   It applies when the parties to a transaction have executed a written instrument allocating sums of money for particular items, and one party thereafter seeks to alter the written allocation for tax purposes on the basis that the sums were, in reality, intended as compensation for some other item. The rule provides that, in order to effect such an alteration, the proponent must adduce “strong proof” that, at the time of execution of the instrument, the contracting parties actually intended the payments to compensate for something different. See Harvey Radio Labs., Inc. v. Comm', 470 F.2d 118, 119-20 (1st Cir. 1972); Leslie S. Ray Ins. Agency, Inc. v. United States, 463 F.2d 210, 212 (1st Cir. 1972). Phrased another way, the party seeking to alter a written allocation must demonstrate an actual meeting of the minds with respect to some other allocation.4   The heightened standard strikes the appropriate balance between predictability in taxation and the desirability of respecting the contracting parties' real intentions. See Harvey Radio, 470 F.2d at 120. In applying it, evidence that a written allocation lacks independent economic reality, though likely relevant, is not sufficient to satisfy the strong proof test.5  Id. at 119-20.
Muskat vigorously contests the deployment of the strong proof rule in the circumstances of this case. He starts with the bald proposition that Harvey Radio is a relic of a bygone era and should not be perpetuated. We reject this assault on the continued vitality of Harvey Radio .
“We have held, time and again, that in a multi-panel circuit, prior panel decisions are binding upon newly constituted panels in the absence of supervening authority sufficient to warrant disregard of established precedent.” United States v. Wogan, 938 F.2d 1446, 1449 (1st Cir. 1991). Such “supervening authority” may take the form of a congressional enactment, a new Supreme Court opinion, or an en banc decision of our own. See United States v. Allen, 469 F.3d 11, 18 (1st Cir. 2006); Williams v. Ashland Eng'g Co., 45 F.3d 588, 592 (1st Cir. 1995). The second and third of these escape routes plainly do not apply here: Muskat has not cited to any overriding judicial decision that would call into question the durability of Harvey Radio .
This leaves only the escape route paved by statutory enactments. In this vein, Muskat has argued that changes in the tax code have rendered lifeless the rationales undergirding Harvey Radio . But the strong proof rule is generic; it applies to the entire universe of written allocations, not just to those where changes in tax treatment have occurred. More importantly, the modifications highlighted by Muskat make no mention of the strong proof rule, nor do they necessarily imply that a different rule is desirable. Accordingly, Harvey Radio remains good law in this circuit.
Muskat's fallback position is that the strong proof rule, even if velivolant, does not apply in the circumstances at hand because Muskat was not a party to the written allocation. The factual predicate on which this privity argument rests is faulty.
We need not tarry. The record shows with conspicuous clarity that Muskat was a party to the allocation of funds to the noncompetition agreement. For one thing, that agreement bears Muskat's signature in his personal capacity . For another thing, the testimony makes pellucid that, both individually and through his representatives, he negotiated the overall CBFA/Jac Pac transaction. That Muskat signed the asset purchase agreement on Jac Pac's behalf was not a mere formality but, rather, an indicium of his deep involvement in the structuring of the deal.
Finally, Muskat contends that the written allocation is ambiguous and that this ambiguity renders the strong proof rule inapposite. The premise behind this argument is sound: the strong proof rule does not apply to ambiguous contractual allocations. See , e.g., Kreider v. Comm'r, 762 F.2d 580, 586 (7th Cir. 1985); Peterson Mach. Tool, Inc. v. Comm'r, 79 T.C. 72, 81-82 (1982). But Muskat's attempt to rely upon this premise is an effort to force a square peg into a round hole.
Whether a contract is ambiguous is a question of law. Torres Vargas v. Santiago Cummings, 149 F.3d 29, 33 (1st Cir. 1998); Allen v. Adage, Inc., 967 F.2d 695, 698 (1st Cir. 1992). “But a contract is not ambiguous merely because a party to it, often with a rearward glance colored by self-interest, disputes an interpretation that is logically compelled.” Blackie v. Maine, 75 F.3d 716, 721 (1st Cir. 1996). Rather, a contract “is ambiguous only if the language is susceptible to more than one meaning and reasonable persons could differ as to which meaning was intended.” Uncle Henry's Inc. v. Plaut Consulting Co., 399 F.3d 33, 47 (1st Cir. 2005).
In this instance, the noncompetition agreement hardly could be clearer. It expressly states that the sums specified therein will be paid to Muskat in order to protect Jac Pac's goodwill and in consideration of his serial promises not to participate in rival businesses, not to solicit employees to leave CBFA, and not to divert business opportunities from CBFA. The specified payments are clearly allocated to this covenant not to compete. In short, the noncompetition agreement unequivocally reads — as its title suggests — like a garden-variety agreement not to compete. See Black's Law Dictionary 392 (8th ed. 2008); see also LDDS Commc'ns, Inc. v. Automated Commc'ns, Inc., 35 F.3d 198, 200-01 (5th Cir. 1994) (identifying agreement with similar restrictions as a noncompetition agreement); Heritage Auto Ctr., Inc. v. Comm'r, 71 T.C.M. (CCH) 1839, 1996 WL 22405, at *5, *10 (1996) (treating agreement with similar provisions as covenant not to compete for tax purposes).
In an endeavor to blunt the force of this reasoning, Muskat notes that the preamble to the noncompetition agreement recites that it was executed in consideration of the substantial benefits accruing to Muskat under the asset purchase agreement — an agreement that is itself ambiguous because it purports to allocate a $59,000,000 purchase price even though Jac Pac received only $45,000,000 from the sale. We fail to see how this arguable discrepancy, most likely explicable in terms of assumption of liabilities and other considerations, introduces an ambiguity into the allocation set forth in the noncompetition agreement . Whatever ambiguities might permeate the asset purchase agreement, there are none in the noncompetition agreement itself (to which the asset purchase agreement unambiguously allocates $3,955,599).6 
To sum up, none of Muskat's counter-arguments is persuasive. Accordingly, we agree with the district court that Muskat had to adduce strong proof that the contracting parties intended, at the time of the transaction, that the challenged payment would be compensation for Muskat's personal goodwill. It is to that issue that we now proceed.
B. Weight of the Evidence.
The court below found that Muskat had failed to adduce strong proof that the contracting parties intended the challenged payment to be compensation for personal goodwill. Muskat II , 2008 WL 1733598, at *8. This is essentially a factual finding, and we review it only for clear error. See Cumpiano v. Banco Santander P.R., 902 F.2d 148, 152 (1st Cir. 1990) (“Findings concerning an actor's intent fit neatly within the integument of the ‘clearly erroneous’ rule.”). Consequently, we will not disturb the district court's determination “unless, on the whole of the record, we form a strong, unyielding belief that a mistake has been made.” Id.
The phrase “strong proof” is not self-elucidating. While the utilization of an enhanced level of proof is consistent with the spirit of our earlier cases, see , e.g. , Leslie S. Ray, 463 F.2d at 212, the precise import of the strong proof rule is arguably best worked out on a case by case basis, see , e.g. , United States v. Tex. Educ. Agency, 467 F.2d 848, 864 (5th Cir. 1972). The tax court cases leave the matter pretty much up in the air; that court has construed the strong proof rule to require proof “beyond a mere preponderance of the evidence.” Major v. Comm'r, 76 T.C. 239, 247 (1981).
Despite the advantages of a loose articulation, we think that a benchmark would be helpful. In our view, to constitute “strong proof” a taxpayer's evidence must have persuasive power closely resembling the “clear and convincing” evidence required to reform a written contract on the ground of mutual mistake. See , e.g. , Ind. Ins. Co. v. Pana Cmty. Unit Sch. Dist. No. 8, 314 F.3d 895, 904 (7th Cir. 2002); Berezin v. Regency Sav. Bank, 234 F.3d 68, 72 (1st Cir. 2000); see also Nat'l Austl. Bank v. United States, 452 F.3d 1321, 1329 (Fed. Cir. 2006) (collecting cases). This analogy seems compelling because, under the strong proof rule, a party seeking to vary a written allocation for tax purposes must show a meeting of the minds different from that professed in the written instrument — a showing that bears a family resemblance to the showing required for the reformation of a contract. See , e.g. , Ind. Ins. Co., 314 F.3d at 904 (requiring party that seeks contract reformation to show “a meeting of the minds resulting in an actual agreement between the parties” different from that embodied in their written contract).
The sources of “strong proof” are case-specific. For that reason, an inquiring court, in determining whether there is strong proof that the parties to a transaction intended the allocation set forth in a written agreement to serve as a proxy for some other (more genuine) allocation, should closely examine the course of negotiations leading up to the agreement. See Critz v. Comm'r, 54 T.C.M. (CCH) 947, 1987 WL 48834 (1987); Feller v. Comm'r, 45 T.C.M. (CCH) 902, 1983 WL 14102 (1983).
In this case, the trial testimony revealed no discussion of Muskat's personal goodwill during the negotiations. By the same token, none of the transaction documents (including the early drafts of those documents) mentioned Muskat's personal goodwill. Muskat had ample opportunity to introduce the concept of personal goodwill into the noncompetition agreement (which went through at least five iterations), but he did not do so. And although there is a reference to goodwill in the preamble to the noncompetition agreement, that reference is to an avowed purpose to protect Jac Pac's goodwill.
This is telling evidence. In our judgment, the absence of any reference to Muskat's separate goodwill, combined with this express reference to Jac Pac's goodwill, makes it extremely unlikely that the contracting parties intended the payments limned in the noncompetition agreement to serve as de facto compensation for Muskat's personal goodwill.
This intuition is reinforced by other pieces of evidence. CBFA's president, Benjamin Warren, testified that he could not imagine that any goodwill other than Jac Pac's was material to the transaction. The asset purchase agreement allocated almost $16,000,000 of the sale price to Jac Pac's goodwill, lending credence to Warren's testimony and making a focus on Muskat's separate goodwill implausible. Seen in this light and with due deference to the district court's prerogative to judge the credibility of the witnesses, the clear weight of the evidence supports the conclusion that the challenged payment was, as stated, compensation for the covenant not to compete, not compensation for Muskat's personal goodwill.
Muskat musters two arguments designed to undermine this conclusion. First, he asserts that the noncompetition agreement's survivability provision is a dead giveaway that the payments called for by the agreement are for something other than refraining from competition (after all, Muskat hardly could compete subsequent to his demise). Second, he asserts that the terms of his employment and subscription agreements were so lucrative as to eliminate any realistic possibility that, at a relatively advanced age, he would cross swords with CBFA.
The common thread that binds these arguments together is that they are in service of Muskat's attempt to cast doubt upon the economic reality of CBFA's need for a noncompetition agreement. That game may not be worth the candle; proof that a written allocation lacks economic reality does not, in and of itself, constitute strong proof that the contracting parties intended some other allocation. See Harvey Radio , 470 F.2d at 119-20. In any event, as we explain below, the noncompetition agreement possessed an adequate basis in economic reality.
Muskat, by his own admission, had a considerable following in the trade (that is the core element of the “personal goodwill” that he touts). While the presence of a survivability provision is in some tension with the categorization of an agreement as a covenant not to compete, see , e.g. , In re Johnson, 178 B.R. 216, 220 (B.A.P. 9th Cir. 1995); Brinson Co.-Midwest v. Comm'r, 71 T.C.M. (CCH) 1891, 1996 WL 27664, at *6 (1996); Ackerman v. Comm'r, 27 T.C.M. (CCH) 1342, 1968 WL 1339 (1968), it is not wholly antithetic to that taxonomy. After all, a person who has the wherewithal (knowledge, contacts, and the like) to compete effectively is in a strong position to drive a hard bargain in exchange for his agreement to eschew competition. A survivability provision may be part of that hard bargain. Thus, courts frequently have classified agreements that contain survivability provisions as valid noncompetition agreements for tax purposes. See , e.g. , Thompson v. Comm'r, 73 T.C.M. (CCH) 3169, 1997 WL 344737, at *7-8 (1997); Buchner v. Comm'r, 60 T.C.M. (CCH) 429, 1990 WL 110212 (1990); Wager v. Comm'r, 52 T.C. 416, 419 (1969). We think that classification is apt here, notwithstanding the survivability provision contained in Muskat's noncompetition agreement.
So too Muskat's argument that it was unlikely that he would try to compete. It is true that competing would have had an up-front cost. After the sale, Muskat continued to work for CBFA in an executive capacity. He possessed a powerful financial incentive to remain with CBFA: he had invested $2,000,000 in the company through the subscription agreement, and his employment agreement paid him a base salary of $273,000 per year, together with a comprehensive benefits package and the prospect of sizable bonuses.
On the other side of the balance, however, Muskat had been enormously successful prior to the sale. There is no indication that he was committed to retirement, infirm, or otherwise situated so as to render his promise not to compete of little value. Cf. Welch v. Comm'r, 73 T.C.M. (CCH) 2256, 1997 WL 102431, at *6-8 (1997) (finding that covenant not to compete lacked economic reality when taxpayer was terminally ill at time of sale). Both Gillett and Warren testified that they valued Muskat's relationships with customers, suppliers, and distributors, and there is every reason to suppose that a man with Muskat's business acumen could have earned as much or more money by turning his back on CBFA and pursuing other (competitive) opportunities. Indeed, Gillett testified that the noncompetition agreement was meant to prevent that very possibility. The district court, as the arbiter of witness credibility, see Fed. Refin. Co. v. Klock, 352 F.3d 16, 29 (1st Cir. 2003), was entitled to credit that testimony. The noncompetition agreement was, therefore, sufficiently grounded in economic reality.
The short of it is that the weight of the evidence is completely consistent with the district court's conclusion that CBFA sensibly protected its substantial investment in Jac Pac's assets and goodwill by its contractual arrangement with Muskat. It follows inexorably that the court did not clearly err in holding that Muskat failed to adduce strong proof that the contracting parties intended the payments delineated in the noncompetition agreement to be compensation for Muskat's personal goodwill. The payment received in 1998 was, therefore, taxable as ordinary income. See Baker , 338 F.3d at 794 (holding that payment under covenant not to compete is taxable as ordinary income).
C. Expert Testimony.
We review rulings admitting or excluding expert testimony for abuse of discretion. United States v. Sebaggala, 256 F.3d 59, 66 (1st Cir. 2001). We will reverse such a ruling only if the trial court “committed a meaningful error in judgment.” Ruiz-Troche v. Pepsi Cola of P.R. Bottling Co., 161 F.3d 77, 83 (1st Cir. 1998) (citation and internal quotation marks omitted). Such a bevue occurs when the court commits an “error of law, … considers improper criteria, ignores criteria that deserve significant weight, or gauges only the appropriate criteria but makes a clear error of judgment in assaying them.” Rosario-Urdaz v. Rivera-Hernández, 350 F.3d 219, 221 (1st Cir. 2003).
At trial, Muskat sought to offer the opinion testimony of George O'Brien, a certified public accountant, in order to establish that most of the goodwill (73%) acquired by CBFA was attributable to Muskat individually, not Jac Pac corporately. The court excluded the proffered testimony on relevancy grounds. Muskat appeals, maintaining that O'Brien's opinion tended to show that he possessed a valuable asset (personal goodwill) that the contracting parties probably would have taken into account.
The government's rejoinder begins with the suggestion that Muskat neglected to preserve this objection. The record tells a different tale: when the district court questioned the relevance of the proffered testimony, Muskat's counsel summarized what O'Brien would say and explained how the testimony would support Muskat's position. No more was exigible to preserve the point for appeal. See Fed. R. Evid. 103(a)(2); see also Curreri v. Int'l Bhd. of Teamsters, 722 F.2d 6, 13 (1st Cir. 1983).
The government's defense of the ruling on the merits is sturdier. The principal issue at trial was whether the contracting parties intended payments under the noncompetition agreement to represent compensation for the transfer of personal goodwill. If O'Brien planned to testify that Muskat possessed personal goodwill separate from Jac Pac's goodwill, his testimony arguably may have been relevant to that issue. But according to the proffer, O'Brien would not have testified to that effect; rather, he would have testified that a large slice of Jac Pac's goodwill was attributable to Muskat. This is a significant distraction. All of Jac Pac's goodwill, including any portion attributable to Muskat, was sold under the asset purchase agreement. Thus, O'Brien's testimony would have shed no light on the meaning of the noncompetition agreement.
That ends this aspect of the matter. It is black-letter law that “district courts enjoy wide latitude in determining the relevancy vel non of evidence.” Morales Feliciano v. Rullán, 378 F.3d 42, 58 (1st Cir. 2004). Given the nature of the proffered testimony, the district court operated within the realm of its discretion in excluding it.
D. Self-Employment Tax.
Muskat's final plaint concerns his separate claim for a refund of self-employment tax. He maintains, in the alternative, that the lower court erred in concluding that it lacked subject matter jurisdiction over this claim; that the court abused its discretion in denying his motion for leave to amend his complaint; and that, in all events, he should have prevailed on a theory of judicial estoppel.
We review the district court's determination that it lacked subject matter jurisdiction de novo. Dominion Energy Brayton Point, LLC v. Johnson, 443 F.3d 12, 16 (1st Cir. 2006). The Internal Revenue Code recognizes the value of an orderly refund process, requiring the exhaustion of remedies available through administrative channels prior to opening the courthouse doors. Under that scheme, a district court has jurisdiction to adjudicate only those refund claims that have first been “duly filed” with the Secretary of the Treasury. 26 U.S.C. § 7422(a). Relevant regulations provide that a filed claim “must set forth in detail each ground upon which a … refund is claimed and facts sufficient to apprise the Commissioner of the exact basis thereof.” 26 C.F.R. § 301.6402-2(b)(1). Taken together, these provisions bar “a taxpayer from presenting claims in a tax refund suit that ‘substantially vary’ the legal theories and factual bases set forth in the tax refund claim presented to the IRS.” Lockheed Martin Corp. v. United States, 210 F.3d 1366, 1371 (Fed. Cir. 2000); accord Charter Co. v. United States, 971 F.2d 1576, 1579 (11th Cir. 1992). It follows that a claim or theory not explicitly or implicitly set forth in the taxpayer's administrative refund application cannot be broached for the first time in a court in which a subsequent refund suit is brought. See Lockheed Martin, 210 F.3d at 1371.
Here, the administrative refund claim filed on Muskat's behalf stated in full:
Taxpayers are amending their tax return to properly record the allocation between the sale of goodwill and a covenant not to compete. This change results in the reclassification of income erroneously reported as fully ordinary income to the correct allocation between ordinary income and capital gain.
Fairly read, this statement indicates that the sole purpose of the refund claim is to change the allocation of the 1998 payment between goodwill and noncompetition, emphasizing the former and deemphasizing the latter, to the end of taxing at the (lower) capital gain rate monies previously taxed at the (higher) ordinary income rate. The IRS addressed that claim head-on, and Muskat's ensuing judicial complaint neither mentioned an alternative claim for self-employment tax nor raised any other new issues.
At trial, Muskat shifted gears. He sought to argue, in part, that he was entitled to a refund of the self-employment tax remitted with respect to the reported payment whether or not the payment constituted ordinary income . In support, he pointed to a line of cases holding that sums paid in consideration of covenants not to compete are not deemed to have been earned in the conduct of a trade or business and, thus, are not subject to self-employment tax. See , e.g. , Milligan v. Comm'r , 38 F.3d 1094, 1098 n.6 (9th Cir. 1994); Barrett v. Comm'r , 58 T.C. 284, 289 (1972). This was an entirely new theory, neither mentioned in nor adumbrated by the administrative claim.
The district court did not reach the question of whether payments made under a noncompetition agreement are subject to self-employment tax. Instead, the court noted that the administrative refund claim did not raise the self-employment tax issue and, therefore, the court lacked jurisdiction over it. See Muskat II , 2008 WL 1733598, at *2-3.
We concur with the district court that this theory, voiced for the first time in the district court, worked a substantial variance from the administrative refund claim. Regardless of whether the IRS might have deduced from the general parameters of the refund claim that Muskat was eligible for a refund of self-employment tax even if the reported payment was attributed to the noncompetition agreement, the district court lacked jurisdiction. A taxpayer is the master of his refund claim, and it is not the IRS's responsibility to make a case for the taxpayer that the taxpayer himself has opted not to make. See , e.g. , IA 80 Group, Inc. v. United States, 347 F.3d 1067, 1075 n.9 (8th Cir. 2003); Charter Co., 971 F.2d at 1579. Because Muskat failed to put the IRS on notice during the administrative phase of the basic nature of his present theory, the district court lacked subject matter jurisdiction over that claim. See Lockheed Martin, 210 F.3d at 1371; Charter Co., 971 F.2d at 1580.
That determination is dispositive of Muskat's further contention that the trial court abused its discretion in refusing to allow the filing of an amended complaint. The law is settled that futility is a sufficient basis for denying leave to file an amended complaint. See Foman v. Davis, 371 U.S. 178, 182 (1962); Universal Commc'n Sys., Inc . v. Lycos, Inc., 478 F.3d 413, 418 (1st Cir. 2007). Since the district court lacked jurisdiction over Muskat's claim for a refund of self-employment tax, Muskat's proposed amendment would have been utterly futile.
In a last-ditch effort, Muskat suggests that the IRS has conceded that no self-employment tax was owed on payments made under the noncompetition agreement in 2001 and 2002.7   On that basis, he implores us that the government should be judicially estopped from contesting the impropriety of the 1998 tax in this proceeding. We reject his importunings.
“As a general matter, the doctrine of judicial estoppel prevents a litigant from pressing a claim that is inconsistent with a position taken by that litigant either in a prior legal proceeding or in an earlier phase of the same legal proceeding.” InterGen N.V. v. Grina, 344 F.3d 134, 144 (1st Cir. 2003). There are at least two preconditions to a successful claim of judicial estoppel. “First, the estopping position and the estopped position must be directly inconsistent, that is, mutually exclusive. Second, the responsible party must have succeeded in persuading a court to accept its prior position.” Alternative Sys. Concepts, Inc. v. Synopsys, Inc., 374 F.3d 23, 34 (1st Cir. 2004) (internal citations omitted).
Even if we assume, for argument's sake, that (i) this judicial estoppel theory somehow eludes the jurisdictional bar and (ii) the IRS has conceded that payments under the noncompetition agreement are not subject to self-employment tax, Muskat's judicial estoppel claim falters at the first step. The 2001-2002 position that Muskat attributes to the government (“no self-employment tax on payments received pursuant to noncompetition agreements”) is not inconsistent with the basic position that the government urges in this litigation: that a taxpayer who has failed to exhaust his administrative remedies may not litigate a self-employment tax issue in a refund suit. Given this circumstance, the doctrine of judicial estoppel is not implicated.
III. CONCLUSION
We need go no further. For the reasons elucidated above, we uphold the judgment of the district court.
Affirmed.
Footnotes
1 
Muskat and his wife, Margery, filed joint income tax returns for the relevant years. They jointly appear as plaintiffs and appellants in this case. For ease in exposition, we refer throughout to Muskat as if he were the sole party in interest. Nevertheless, our decision binds both taxpayers.
2 
That amount comprised $176,652, which corresponded to the lower tax rate on capital gains, and $26,782, which corresponded to the elimination of self-employment tax. The parties now agree that any overpayment of self-employment tax would be in the amount of $21,479, rather than $26,782.
3 
In the area of taxation, the strong proof rule has been thought to promote important values, such as administrative ease, certainty, predictability in taxation, and general notions of fairness. See Harvey Radio Labs., Inc. v. Comm'r, 470 F.2d 118, 120 (1st Cir. 1972).
4 
A few courts of appeals employ a more rigorous formulation of the strong proof rule. See , e.g. , Comm'r v. Danielson, 378 F.2d 771, 775 (3d Cir. 1967). That variation allows alteration of a written allocation only through proof which in an action between the parties to the agreement would be admissible to alter that construction or to show its unenforceability because of mistake, undue influence, fraud, duress, etc. Id. The tax court generally applies the strong proof rule as we have articulated it unless an appeal would lie in a circuit that has adopted the alternative formulation. See , e.g. , Pinson v. Comm'r, T.C.M. (RIA) 2000-208, 2000 WL 949390, at *11 (2000).
5 
The strong proof rule applies only when a contracting party, or someone claiming by, through, or under a contracting party, attempts to vary a written allocation. When the IRS seeks to secure the reallocation of funds expressly earmarked for a given purpose, it may do so by showing that the original allocation does not comport with economic reality. See , e.g. , Sullivan v. United States, 618 F.2d 1001, 1007 (3d Cir. 1980); Harvey Radio, 470 F.2d at 120.
6 
Muskat claims that the survivability provision renders the noncompetition agreement ambiguous. We do not agree. In all events, the question is not whether that provision — with which we deal infra — is a typical feature of a noncompetition agreement but, rather, whether it lends an element of uncertainty to the bargain struck by the contracting parties. In this case, it does not.
7 
The record reflects that, in a protest letter to the IRS dated October 15, 2004, Muskat flagged the self-employment tax issue with respect to tax years 1999 through 2002. The tax year at issue in the instant case is 1998.
9.)  CCH Federal Tax Weekly, ¶4 Accrual-Basis Taxpayer Must Accrue Income From Delivery Of Goods Despite Deferred Payments Withheld By Customer, (Feb. 5, 2009) © 2009, CCH INCORPORATED. All Rights Reserved. A WoltersKluwer Company
Trinity Industries, Inc., 132 TC No. 2
http://prod.resource.cch.com/resource/scion/document/default/%28%40%40CTW01+P4%2909013e2c84fa457a
The Tax Court has found that an accrual basis taxpayer had to accrue the full sales price of goods in the year of delivery. Accrual was not postponed by the purchasers’ withholding of deferred payments under common law claims of offset. The court further held that the taxpayer could not treat the deferred payments as the payment of contested liabilities.
CCH Take Away. Even against the backdrop of difficult economic times, the Tax Court has put accrual-basis taxpayers on notice that it is unwilling to accept deferred payment as a reason to delay income recognition. Few situations can withstand the traditional all-events test, primarily the debtor's financial distress. Here, there was no evidence that the deferred payments were uncollectible because of bankruptcy or insolvency of the customers.
Background
The taxpayer, an accrual-basis corporation, built barges. In 2002, the taxpayer contracted to build barges for two customers. Under the parties' financing arrangements, part of the purchase price was deferred until 18 months after delivery of each barge. The customers withheld a portion of the deferred payments to offset agreed-upon damages that were the result of defects in previous barges purchased from the taxpayer.
The taxpayer excluded the deferred payments from its 2002 consolidated income. Alternatively, the taxpayer claimed it could deduct the deferred payments withheld by the customers. However, the IRS asserted that the full amount of the sales price should have been accrued in 2002.
Accrual method
The accrual method of accounting generally requires an accrual-basis taxpayer to recognize income when all events have occurred that fix the right to receive the income and the amount of income can be determined with reasonable accuracy. Under Code Sec. 461(f), an accrual-basis taxpayer can deduct a contested liability if, among other conditions, the taxpayer has transferred money or other property to satisfy the claimed liability in the same tax year.
Right to income fixed
The Tax Court found that the taxpayer was required to include in income the deferred payments in the year of delivery. The delivery of the barges unconditionally fixed the right to receive the full contract price, including the deferred payments, in the year that delivery took place.
No transfer, no deduction
The Tax Court also found that the taxpayer was not entitled to deduct the withheld payments under Code Sec. 461(f). The withheld payments were not transferred because the deferred payments had never been within the taxpayer’s control.
References: CCH Dec. 57,718, FED ¶47,945; TRC ACCTNG: 9,050.
10.) CCH Federal Tax Weekly, ¶3 Domestic Production Activities Deduction Reduced For Deferred Compensation Expense Allocable To Manufacturing Income, (Feb. 5, 2009) © 2009, CCH INCORPORATED. All Rights Reserved. A WoltersKluwer Company
AM 2009-001
http://prod.resource.cch.com/resource/scion/document/default/%28%40%40CTW01+P3%2909013e2c84fa4578
In calculating the amount of the domestic production activities deduction (DPAD) under Code Sec. 199, compensation earned in a prior year and paid in a later year will reduce the amount of the deduction in the later year, according to IRS Chief Counsel. A recently-released IRS Advice Memorandum explains that the reduction applies to a deferred compensation expense deductible in the current year that relates to labor performed for the taxpayer in a prior year. This is identified in the Code Sec. 199 computation as a prior period expense.
CCH Take Away. Beth Benko, Ernst & Young LLP, Washington, D.C., told CCH that many companies have brought this issue to the IRS's attention, and it has been raised on audit. The memorandum is the first legal advice on the issue. The issue primarily involves compensation expenses (such as stock options) earned in one year but paid in a later year. The services and the payment straddle the January 1, 2005 effective date of Code Sec. 199 It's a glitch until we get beyond this situation, Benko commented.
• Comment.  The DPAD is a percentage of the taxpayer’s qualified production activities income (QPAI): three percent for 2005 and 2006, six percent for 2007-2009, and nine percent in subsequent years. QPAI is the taxpayer’s domestic production gross receipts (DPGR), reduced by the cost of goods sold (COGS) and other expenses and deductions. By deducting a portion of the prior year expense from the 2005 QPAI, the IRS is reducing the taxpayer’s DPAD, an unfavorable result.
Background
Corp X is an accrual-basis manufacturing corporation operating on a calendar year. From 2000 through 2005, X produced Products B, C and D. X’s production and income from the different products occurred in the following years:
· Product B – X developed B in 2003 and 2004, and earned income from B beginning in January 2005. Sales of B generated DPGR.
· Product C did not generate DPGR.
· Product D – X produced D before and after January 1, 2005. Sales of D beginning in 2005 generated DPGR.
Employee M received $20 of deferred compensation in 2005 for services performed in 2004 on Products B and C. Thus Corp X has a prior period compensation expense in 2005. M worked 80 percent of the time in 2004 on B and 20 percent on C.
Prior period expenses
Different rules apply to the treatment of prior period expenses for the cost of goods sold and for deferred compensation. The taxpayer must use a Code Sec. 861 method to allocate deductions to gross income attributable to DPGR. For statutory gross income, which includes Code Sec. 199 income, the deduction must be apportioned based on the factual relationship between the deduction and the income.
• Comment.  The factual relationship can be based on the time spent, amount of gross income, salaries paid, or other factors.
Chief Counsel's analysis
X must determine the factual relationship between its current year compensation expense deduction (which includes prior period compensation) and the purpose for which it was spent. X must apportion the deduction based on the extent that the $20 of services ultimately generated DPGR.
Because 80 percent of M’s services in 2004 related to Product B, which generated DPGR in 2005, X must apportion $16 of its current period compensation expense to its 2005 calculation of QPAI. The remaining $4 is apportioned to gross income attributable to non-DPGR, because M performed 20 percent of his 2004 services on nonqualifying Product C.
References: FED ¶(to be reported); TRC BUSEXP: 6,108.10.
11.) CCH Federal Tax Weekly, ¶7 Owner/CEO's $17 Million Bonus Is Fully Deductible, Not Disguised Dividend; Tax Court Reversed, (Mar. 19, 2009) © 2009, CCH INCORPORATED. All Rights Reserved. A WoltersKluwer Company
Menard, CA-7, March 10, 2009
http://prod.resource.cch.com/resource/scion/document/default/%28%40%40CTW01+P7%2909013e2c852e316f
The Court of Appeals for the Seventh Circuit has found that a $17 million bonus paid to a company's chief executive officer (CEO) was deductible as reasonable compensation and was not a disguised dividend. The Seventh Circuit reversed the Tax Court, which had found that only $7 million of the bonus should be treated as compensation and that the remaining $10 million was a dividend.
CCH Take Away. Judge Posner is adamantly against courts setting reasonable compensation in the market place, Tom Cryan, Miller & Chevalier, Washington, D.C., told CCH. As long as the shareholders have a reasonable return on investment, and the individual is not a token employee, the IRS is going to be hard-pressed to win this issue in the Seventh Circuit, Cryan commented. The IRS had a good point to compare the compensation of non-shareholders who worked for the company. Plenty of other circuits might not have reversed the Tax Court, Cryan indicated.
Background
The taxpayer was head of a chain of 138 stores that he founded in 1962. As CEO, the taxpayer worked long hours six to seven days a week, took little vacation, and was involved in every detail of the company's operations.
The CEO owned all of the corporation's voting shares and 56 percent of its nonvoting shares. The company's revenues were $3.4 billion in 1998 and its taxable income was $315 million. The company's return on equity was 18.8 percent, higher than its two larger competitors.
The IRS challenged a bonus of roughly $17 million paid to the corporation's CEO. He was also paid a base salary of $157,000 and a profit-sharing bonus of $3 million. The bonus was paid under a program suggested by the corporation's accounting firm and adopted in 1973 that paid five percent of the company's net income before income taxes. The board at that time included an outside director shareholder who voted for the plan. The board in 1998 included the taxpayer's brother and the company's treasurer.
Reasonableness
Treasury regs define a reasonable standard as the amount ordinarily paid for like services by like enterprises under like circumstances. The Seventh Circuit stated that this was not helpful because all businesses, all CEOs, and all compensation packages are different.
The court favored a presumption that an owner/employee's salary is reasonable when the shareholders are obtaining a far higher return than they had reason to expect. Also relevant are the relation of the challenged compensation to that of other company executives, evidence that the company's success resulted from extraneous factors and comparisons to compensation paid by other companies.
Not excessive
The Tax Court found that the taxpayer's compensation was excessive because it was substantially less than amounts paid by the two largest corporations in the same business. However, the Tax Court focused only on salary (and stock options) and not on overall compensation, which should include severance packages, retirement plans and perks.
Furthermore, the Seventh Circuit found that the Tax Court ignored the element of risk in the taxpayer's compensation package. The taxpayer's compensation was likely to vary substantially from year to year, and his average compensation may have been considerably less than $20 million.
The Seventh Circuit further found that the Tax Court's compensation formula was arbitrary because it ignored differences in compensation packages, in challenges facing the companies, and in responsibilities and performance. The Tax Court also incorrectly viewed owner-employees as having all the incentive they need to work hard, even without a salary, when it should view owner-employees as two distinct individuals.
Dividend
The appeals court also rejected the Tax Court's analysis that the compensation was intended as a dividend. Paying five percent of net income does not look like a dividend, which is a stated dollar amount and provides a predictable cash flow to shareholders. Many private companies prefer to retain earnings to have available as capital. In contrast, public corporations usually pay dividends because the companies must be able to sell shares and raise capital outside the company.
References: FED ¶(to be reported); TRC COMPEN: 9,000.
12.) Federal Tax Day, J.2 Corporation Entitled to Bad-Debt Deduction; Denied NOL and Partially Denied Owner's Legal Defense Expense Deductions (HIE Holdings, Inc., TCM), (Jun. 9, 2009) © 2009, CCH INCORPORATED. All Rights Reserved. A WoltersKluwer Company
http://prod.resource.cch.com/resource/scion/document/default/%28%40%40FTD01+P20090609-J.2%29ftd0109013e2c856ee98f
A corporation wholly owned by an individual was denied deductions for claimed net operating losses, allowed claimed bad-debt deductions, partially denied a deduction for professional fees incurred for the benefit of the owner, and the owner was subject to tax on any of the fees for which the deductions were denied. The corporation was involved in many retail and vending businesses, including the sale of coffee and cigarettes. The owner was charged with and convicted of several counts of tax evasion, the defense of which was paid for by the corporation.
The corporation was not entitled to a deduction for net operating losses under Code Sec. 172 for state tobacco tax refunds it claimed to have accounted for prematurely. The corporation presented no credible evidence that the refunds were ever actually received, as state tax filings did not indicate any offsets or overpayments of taxes. Further, the theory upon which the corporation claimed to be entitled to the refund was not valid under the laws of the state.
The corporation was entitled to a bad-debt deduction under Code Sec. 166 for amounts owed by the mistress of the corporation's owner. The corporation claimed that the owner transferred assets from the corporation to the mistress to hold in trust to pay to the owner's ex-wife in satisfaction of a divorce settlement. However, the corporation failed to provide credible evidence establishing that this event even occurred and, if it had occurred, that a valid creditor/debtor relationship was established. Nonetheless, the corporation's claim to a bad-debt deduction was upheld because a state court entered a judgment requiring the mistress to pay money to the corporation, and a creditor/debtor relationship was thereby established. In the proceedings for the mistress's bankruptcy petition, the debt was settled for a lesser amount, and the corporation was entitled to a deduction under Code Sec. 166 for the difference.
The corporation was entitled to deductions, as trade or business expenses under Code Sec. 162, for some of the professional fees incurred by a wholly owned subsidiary corporation in the legal defense of the owner. The corporation was entitled to claim deductions for expenses paid by the subsidiary because the subsidiary understood that it would be reimbursed for the expenses by the corporation, so the corporation was the actual payor of the expenses. Several of the expenses claimed to be incurred as professional fees (specifically, legal fees) were properly disallowed as deductions because the corporation either failed to properly substantiate the expenses or the expenses were incurred solely for the benefit of the corporation's president and sole shareholder. Expenses were found to be solely for the benefit of the individual if the expenses either did not benefit both the individual and the corporation due to the individual's importance to the corporation or if the legal expenses did not arise out of the individual's role with the corporation.
Any professional expenses paid for the benefit of the corporation's owner and president that were not deductible by the corporation as trade or business expenses constituted constructive dividends to the owner under Code Sec. 301, and he was subject to ordinary tax on the amount of the covered expenses up to the amount of accumulated earnings and profits held by the corporation under Code Sec. 316. Any amounts determined to be dividends in excess of the corporation's earning and profits were taxed as long-term capital gain.
The corporation was liable for an addition to tax under Code Sec. 6651 for a failure to timely file a return.
Related cases at 2008-1 USTC ¶50,206; and 2009-1 USTC ¶50,289.
HIE Holdings, Inc., TC Memo. 2009-130, Dec. 57,847(M)
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13.) Federal Tax Day, L.17 Code Sec. 1059: Corporate Shareholder's Basis in Stock Reduced for Extraordinary Dividends (CCA 200924041), (Jun. 15, 2009) © 2009, CCH INCORPORATED. All Rights Reserved. A WoltersKluwer Company
http://prod.resource.cch.com/resource/scion/document/default/%28%40%40FTD01+P20090615-L.17%29ftd0109013e2c85740829
In a Code Sec. 1059(e)(1)(A)(ii) redemption, the basis of the redeemed shares was reduced (but not below zero) by the nontaxed portion of the dividend. To the extent the nontaxed portion of the dividend exceeded basis in the redeemed shares, basis in the nonredeemed shares was also reduced. The parent corporation correctly reduced the basis of both the redeemed and the nonredeemed shares to the redemption transactions in its amended return. The parent may shift the basis of the redeemed stock to the nonredeemed stock pro rata and then reduce the basis of the nonredeemed shared by the nontaxed portion of the distribution.
CCA Letter Ruling 200924041
Other References:

Code Sec. 1059

CCH Reference - 2009FED ¶30,021.50

Tax Research Consultant

CCH Reference – TRC CONSOL: 21,204.15
Internal Revenue Code, SEC. 1059. CORPORATE SHAREHOLDER'S BASIS IN STOCK REDUCED BY NONTAXED PORTION OF EXTRAORDINARY DIVIDENDS.
http://prod.resource.cch.com/resource/scion/document/default/%28%40%40IRC-FILE+S1059%29irc0109013e2c83dc60e0
1059(a) GENERAL RULE.—If any corporation receives any extraordinary dividend with respect to any share of stock and such corporation has not held such stock for more than 2 years before the dividend announcement date—
1059(a)(1) REDUCTION IN BASIS.—The basis of such corporation in such stock shall be reduced (but not below zero) by the nontaxed portion of such dividends.
1059(a)(2) AMOUNTS IN EXCESS OF BASIS.—If the nontaxed portion of such dividends exceeds such basis, such excess shall be treated as gain from the sale or exchange of such stock for the taxable year in which the extraordinary dividend is received.
1059(b) NONTAXED PORTION.—For purposes of this section—
1059(b)(1) IN GENERAL.—The nontaxed portion of any dividend is the excess (if any) of—
1059(b)(1)(A)
the amount of such dividend, over
1059(b)(1)(B)
the taxable portion of such dividend.
1059(b)(2) TAXABLE PORTION.—The taxable portion of any dividend is—
1059(b)(2)(A)
the portion of such dividend includible in gross income, reduced by
1059(b)(2)(B)
the amount of any deduction allowable with respect to such dividend under section 243, 244, or 245.
1059(c) EXTRAORDINARY DIVIDEND DEFINED.—For purposes of this section—
1059(c)(1) IN GENERAL.—The term “extraordinary dividend” means any dividend with respect to a share of stock if the amount of such dividend equals or exceeds the threshold percentage of the taxpayer's adjusted basis in such share of stock.
1059(c)(2) THRESHOLD PERCENTAGE.—The term “theshold percentage” means—
1059(c)(2)(A)
5 percent in the case of stock which is preferred as to dividends, and
1059(c)(2)(B)
10 percent in the case of any other stock.
1059(c)(3) AGGREGATION OF DIVIDENDS.—
1059(c)(3)(A) AGGREGATION WITHIN 85-DAY PERIOD.—All dividends—
1059(c)(3)(A)(i)
which are received by the taxpayer (or a person described in subparagraph (C)) with respect to any share of stock, and
1059(c)(3)(A)(ii)
which have ex-dividend dates within the same period of 85 consecutive days,
shall be treated as 1 dividend.
1059(c)(3)(B) AGGREGATION WITHIN 1 YEAR WHERE DIVIDENDS EXCEED 20 PERCENT OF ADJUSTED BASIS.—All dividends—
1059(c)(3)(B)(i)
which are received by the taxpayer (or a person described in subparagraph (C)) with respect to any share of stock, and
1059(c)(3)(B)(ii)
which have ex-dividend dates during the same period of 365 consecutive days,
shall be treated as extraordinary dividends if the aggregate of such dividends exceeds 20 percent of the taxpayer's adjusted basis in such stock (determined without regard to this section).
1059(c)(3)(C) SUBSTITUTED BASIS TRANSACTIONS.—In the case of any stock, a person is described in this subparagraph if—
1059(c)(3)(C)(i)
the basis of such stock in the hands of such person is determined in whole or in part by reference to the basis of such stock in the hands of the taxpayer, or
1059(c)(3)(C)(ii)
the basis of such stock in the hands of the taxpayer is determined in whole or in part by reference to the basis of such stock in the hands of such person.
1059(c)(4) FAIR MARKET VALUE DETERMINATION.—If the taxpayer establishes to the satisfaction of the Secretary the fair market value of any share of stock as of the day before the ex-dividend date, the taxpayer may elect to apply paragraphs (1) and (3) by substituting such value for the taxpayer's adjusted basis.
1059(d) SPECIAL RULES.—For purposes of this section—
1059(d)(1) TIME FOR REDUCTION.—Any reduction in basis under subsection (a)(1) shall be treated as occurring at the beginning of the ex-dividend date of the extraordinary dividend to which the reduction relates.
1059(d)(2) DISTRIBUTIONS IN KIND.—To the extent any dividend consists of property other than cash, the amount of such dividend shall be treated as the fair market value of such property (as of the date of the distribution) reduced as provided in section 301(b)(2).
1059(d)(3) DETERMINATION OF HOLDING PERIOD.—For purposes of determining the holding period of stock under subsection (a), rules similar to the rules of paragraphs (3) and (4) of section 246(c) shall apply; except that “2 years” shall be substituted for the number of days specified in subparagraph (B) of section 246(c)(3).
1059(d)(4) EX-DIVIDEND DATE.—The term “ex-dividend date” means the date on which the share of stock becomes ex-dividend.
1059(d)(5) DIVIDEND ANNOUNCEMENT DATE.—The term “dividend announcement date” means, with respect to any dividend, the date on which the corporation declares, announces, or agrees to, the amount or payment of such dividend, whichever is the earliest.
1059(d)(6) EXCEPTION WHERE STOCK HELD DURING ENTIRE EXISTENCE OF CORPORATION.—
1059(d)(6)(A) IN GENERAL.—Subsection (a) shall not apply to any extraordinary dividend with respect to any share of stock of a corporation if—
1059(d)(6)(A)(i)
such stock was held by the taxpayer during the entire period such corporation was in existence, and
1059(d)(6)(A)(ii)
except as provided in regulations, no earnings and profits of such corporation were attributable to transfers of property from (or earnings and profits of) a corporation which is not a qualified corporation.
1059(d)(6)(B) QUALIFIED CORPORATION.—For purposes of subparagraph (A), the term “qualified corporation” means any corporation (including a predecessor corporation)—
1059(d)(6)(B)(i)
with respect to which the taxpayer holds directly or indirectly during the entire period of such corporation's existence at least the same ownership interest as the taxpayer holds in the corporation distributing the extraordinary dividend, and
1059(d)(6)(B)(ii)
which has no earnings and profits—
1059(d)(6)(B)(ii)(I) which were earned by, or
1059(d)(6)(B)(ii)(II) which are attributable to gain on property which accrued during a period the corporation holding the property was,
a corporation not described in clause (i).
1059(d)(6)(C) APPLICATION OF PARAGRAPH.—This paragraph shall not apply to any extraordinary dividend to the extent such application is inconsistent with the purposes of this section.
1059(e) SPECIAL RULES FOR CERTAIN DISTRIBUTIONS.—
1059(e)(1) TREATMENT OF PARTIAL LIQUIDATIONS AND CERTAIN REDEMPTIONS.—Except as otherwise provided in regulations—
1059(e)(1)(A) REDEMPTIONS.—In the case of any redemption of stock—
1059(e)(1)(A)(i)
which is part of a partial liquidation (within the meaning of section 302(e)) of the redeeming corporation,
1059(e)(1)(A)(ii)
which is not pro rata as to all shareholders, or
1059(e)(1)(A)(iii)
which would not have been treated (in whole or in part) as a dividend if—
1059(e)(1)(A)(iii)(I) any options had not been taken into account under section 318(a)(4), or
1059(e)(1)(A)(iii)(II) section 304(a) had not applied,
any amount treated as a dividend with respect to such redemption shall be treated as an extraordinary dividend to which paragraphs (1) and (2) of subsection (a) apply without regard to the period the taxpayer held such stock. In the case of a redemption described in clause (iii), only the basis in the stock redeemed shall be taken into account under subsection (a).
1059(e)(1)(B) REORGANIZATIONS, ETC.—An exchange described in section 356 which is treated as a dividend shall be treated as a redemption of stock for purposes of applying subparagraph (A).
1059(e)(2) QUALIFYING DIVIDENDS.—
1059(e)(2)(A) IN GENERAL.—Except as provided in regulations, the term “extraordinary dividend” does not include any qualifying dividend (within the meaning of section 243).
1059(e)(2)(B) EXCEPTION.—Subparagraph (A) shall not apply to any portion of a dividend which is attributable to earnings and profits which—
1059(e)(2)(B)(i) were earned by a corporation during a period it was not a member of the affiliated group, or
1059(e)(2)(B)(ii)
are attributable to gain on property which accrued during a period the corporation holding the property was not a member of the affiliated group.
1059(e)(3) QUALIFIED PREFERRED DIVIDENDS.—
1059(e)(3)(A) IN GENERAL.—In the case of 1 or more qualified preferred dividends with respect to any share of stock—
1059(e)(3)(A)(i) this section shall not apply to such dividends if the taxpayer holds such stock for more than 5 years, and
1059(e)(3)(A)(ii)
if the taxpayer disposes of such stock before it has been held for more than 5 years, the aggregate reduction under subsection (a)(1) with respect to such dividends shall not be greater than the excess (if any) of—
1059(e)(3)(A)(ii)(I) the qualified preferred dividends paid with respect to such stock during the period the taxpayer held such stock, over
1059(e)(3)(A)(ii)(II) the qualified preferred dividends which would have been paid during such period on the basis of the stated rate of return.
1059(e)(3)(B) RATE OF RETURN.—For the purposes of this paragraph—
1059(e)(3)(B)(i) ACTUAL RATE OF RETURN.—The actual rate of return shall be the rate of return for the period for which the taxpayer held the stock, determined—
1059(e)(3)(B)(i)(I) by only taking into account dividends during such period, and
1059(e)(3)(B)(i)(II) by using the lesser of the adjusted basis of the taxpayer in such stock or the liquidation preference of such stock.
1059(e)(3)(B)(ii) STATED RATE OF RETURN.—The stated rate of return shall be the annual rate of the qualified preferred dividend payable with respect to any share of stock (expressed as a percentage of the amount described in clause (i)(II)).
1059(e)(3)(C) DEFINITIONS AND SPECIAL RULES.—For purposes of this paragraph—
1059(e)(3)(C)(i) QUALIFIED PREFERRED DIVIDEND.—The term “qualified preferred dividend” means any fixed dividend payable with respect to any share of stock which—
1059(e)(3)(C)(i)(I) provides for fixed preferred dividends payable not less frequently than annually, and
1059(e)(3)(C)(i)(II) is not in arrears as to dividends at the time the taxpayer acquires the stock.
Such term shall not include any dividend payable with respect to any share of stock if the actual rate of return on such stock exceeds 15 percent.
1059(e)(3)(C)(ii) HOLDING PERIOD.—In determining the holding period for purposes of subparagraph (A)(ii), subsection (d)(3) shall be applied by substituting “5 years” for “2 years”.
1059(f) TREATMENT OF DIVIDENDS ON CERTAIN PREFERRED STOCK.—
1059(f)(1) IN GENERAL.—Any dividend with respect to disqualified preferred stock shall be treated as an extraordinary dividend to which paragraphs (1) and (2) of subsection (a) apply without regard to the period the taxpayer held the stock.
1059(f)(2) DISQUALIFIED PREFERRED STOCK.—For purposes of this subsection, the term “disqualified preferred stock” means any stock which is preferred as to dividends if—
1059(f)(2)(A) when issued, such stock has a dividend rate which declines (or can reasonably be expected to decline) in the future,
1059(f)(2)(B) the issue price of such stock exceeds its liquidation rights or its stated redemption price, or
1059(f)(2)(C) such stock is otherwise structured—
1059(f)(2)(C)(i) to avoid the other provisions of this section, and
1059(f)(2)(C)(ii) to enable corporate shareholders to reduce tax through a combination of dividend received deductions and loss on the disposition of the stock.
1059(g) REGULATIONS.—The Secretary shall prescribe such regulations as may be appropriate to carry out the purposes of this section, including regulations—
1059(g)(1) providing for the application of this section in the case of stock dividends, stock splits, reorganizations, and other similar transactions, in the case of stock held by pass-thru entities, and in the case of consolidated groups, and
1059(g)(2) providing that the rules of subsection (f) shall apply in the case of stock which is not preferred as to dividends in cases where stock is structured to avoid the purposes of this section.
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David M. Brodsky, Robert J. Malionek, Adam J. Goldberg, Latham & Watkins LLP, Robin S. Conrad, Amar D. Sarwal, National Chamber Litigation Center, Inc., Susan Hackett, Senior Vice President and General Counsel, Association of Corporate Counsel, on brief in support of Textron Inc., Amici Curiae.
OPINION EN BANC
BOUDIN , Circuit Judge. : The question for the en banc court is whether the attorney work product doctrine shields from an IRS summons “tax accrual work papers” prepared by lawyers and others in Textron's Tax Department to support Textron's calculation of tax reserves for its audited corporate financial statements. Textron is a major aerospace and defense conglomerate, with well over a hundred subsidiaries, whose consolidated tax return is audited by the IRS on a regular basis. To understand the dispute, some background is required concerning financial statements, contingent tax reserves and tax audit work papers.
As a publicly traded corporation, Textron is required by federal securities law to have public financial statements certified by an independent auditor. See 15 U.S.C. §§ 78l , 78m (2006); 17 C.F.R. § 210 et seq. (2009). To prepare such financial statements, Textron must calculate reserves to be entered on the company books to account for contingent tax liabilities. Such liabilities, which affect the portrayal of assets and earnings, include estimates of potential liability if the IRS decides to challenge debatable positions taken by the taxpayer in its return.
The calculation of such reserves entails preparing work papers describing Textron's potential liabilities for further taxes; these underpin the tax reserve entries in its financial statement and explain the figures chosen to the independent auditor who certifies that statement as correct. By examining the work papers the accountant discharges its own duty to determine “the adequacy and reasonableness of the corporation's reserve account for contingent tax liabilities.” United States v. Arthur Young & Co., 465 U.S. 805, 812 (1983) (rejecting claim of accountant work product privilege protecting such work papers).1   The work papers are thus one step in a process whose outcome is a certified financial statement for the company.
In Textron's case, its Tax Department lists items in the tax return that, if identified and challenged by the IRS, could result in additional taxes being assessed. The final spreadsheets list each debatable item, including in each instance the dollar amount subject to possible dispute and a percentage estimate of the IRS' chances of success. Multiplying the amount by the percentage fixes the reserve entered on the books for that item. The spreadsheets reflecting these calculations may be supported by backup emails or notes.
A company's published financial statements do not normally identify the specific tax items on the return that may be debatable but incorporate or reflect only the total reserve figure. As the Supreme Court explained in Arthur Young, tax accrual work papers provide a resource for the IRS, if the IRS can get access to them, by “pinpoint[ing] the ‘soft spots’ on a corporation's tax return by highlighting those areas in which the corporate taxpayer has taken a position that may, at some later date, require the payment of additional taxes” and providing “an item-by-item analysis of the corporation's potential exposure to additional liability.” 465 U.S. at 813.
The IRS does not automatically request tax accrual work papers from taxpayers; rather, in the wake of Enron and other corporate scandals, the IRS began to seek companies' tax accrual work papers only where it concluded that the taxpayer had engaged in certain listed transactions “that [are] the same as or substantially similar to one of the types of transactions that the [IRS] has determined to be a tax avoidance transaction.” 26 C.F.R. § 1.6011-4(b)(2) (2009). Only a limited number of transactions are so designated.2 
The present case began with a 2003 IRS audit of Textron's corporate income tax liability for the years 1998-2001. In reviewing Textron's 2001 return, the IRS determined that a Textron subsidiary—Textron Financial Corp. (“Textron Financial”)—had engaged in nine listed transactions. In each of the nine instances, Textron Financial had purchased equipment from a foreign utility or transit operator and leased it back to the seller on the same day. Although such transactions can be legitimate, the IRS determined that they were sale-in, lease-out (“SILO”) transactions, which are listed as a potential tax shelter subject to abuse by taxpayers.
SILOs allow tax-exempt or tax-indifferent organizations— for example, a tax-exempt charity or a city-owned transit authority—to transfer depreciation and interest deductions, from which they cannot benefit, to other taxpayers who use them to shelter income from tax. Where the only motive of a sale and lease back is tax avoidance, it can be disregarded by the IRS and taxes assessed on the wrongly sheltered income.3 
Textron had shown the spreadsheets to its outside accountant, Ernst & Young, but refused to show them to the IRS. The IRS issued an administrative summons pursuant to 26 U.S.C. § 7602 (2006), which allows the IRS, in determining the accuracy of any return, to “examine any books, papers, records, or other data which may be relevant or material to such inquiry.” Id.§ 7602(a)(1). According to IRS policy, where the taxpayer claims benefits from only a single listed transaction, the IRS seeks only the workpapers for that transaction; but where (as in Textron's case) the taxpayer claims benefits from multiple listed transactions, the IRS seeks all of the workpapers for the tax year in question. I.R.S.  Announcement 2002-63, 2002-27 I.R.B. 72 (July 8, 2002). The summons also sought related work papers created by Ernst & Young in determining the adequacy of Textron's reserves that Textron might possess or could obtain. Textron again refused.
The IRS brought an enforcement action in federal district court in Rhode Island. See 26 U.S.C. § 7604(a) (2006). Textron challenged the summons as lacking legitimate purpose and also asserted, as bars to the demand, the attorney-client and tax practitioner privileges and the qualified privilege available for litigation materials under the work product doctrine. The IRS contested all of the privilege claims. Both the IRS and Textron filed affidavits and, in addition, the district court heard witnesses from both sides.4 
Textron agreed that it usually settled disputes with the IRS through negotiation or concession or at worst through the formal IRS administrative process; but it testified that sometimes it had litigated disputed tax issues in federal court. Its evidence also showed that the estimates for tax reserves and the supporting work papers were generated within its Tax Department but that tax lawyers in that department were centrally involved in their preparation and that Textron Financial also used an outside counsel to advise it on tax reserve requirements.
Textron described generically the contents of the work papers in question: these included (1) summary spreadsheets showing for each disputable item the amount in controversy, estimated probability of a successful challenge by the IRS, and resulting reserve amounts; and (2) back up e-mail and notes. In some instances the spreadsheet entries estimated the probability of IRS success at 100 percent. Textron said that the spreadsheets had been shown to and discussed with its independent auditor but physically retained by Textron.
Neither side disputed that the immediate purpose of the work papers was to establish and support the tax reserve figures for the audited financial statements. Textron's evidence was to the effect that litigation over specific items was always a possibility; the IRS did not deny that in certain cases litigation could result although it said that this was often unlikely. Whether Textron's evidence is materially different than that of the IRS remains to be considered.
Ultimately, the district court denied the petition for enforcement. United States v. Textron Inc., 507 F. Supp. 2d 138, 150, 155 (D.R.I. 2007). The court agreed with the IRS that the agency had a legitimate purpose for seeking the work papers. Id. at 145. It also ruled that insofar as the Textron-prepared work papers might otherwise be protected by attorney-client privilege, or the counterpart tax practitioner privilege for non-lawyers engaged in tax practice, see 26 U.S.C. § 7525 (2006), those privileges had been waived when Textron disclosed the work papers' content to Ernst & Young. Id. at 152.
However, the district court concluded that the papers were protected by the work product privilege, which derived from Hickman v. Taylor, 329 U.S. 495 (1947), and is now embodied in Rule 26(b)(3) of the Federal Rules of Civil Procedure. This privilege, the district court held, had not been waived by disclosure of the work papers to the accountant. Textron, 507 F. Supp. 2d at 152-53. The district court's decision that the work papers were protected work product involved both a description of factual premises and a legal interpretation of applicable doctrine.
The district court first said (paraphrasing a Textron witness) the work papers were prepared to assure that Textron was “adequately reserved with respect to any potential disputes or litigation” over its returns; the court also said that, by fair inference, the work papers served “to satisfy an independent auditor that Textron's reserve for contingent liabilities satisfied the requirements of generally accepted accounting principles (GAAP) so that a ‘clean’ opinion would be given” for Textron financial statements. Textron, 507 F. Supp. 2d at 143.
Then, in its discussion of legal doctrine, the district court stated:
As the IRS correctly observes, the work product privilege does not apply to “‘documents that are prepared in the ordinary course of business or that would have been created in essentially similar form irrespective of the litigation.’” Maine, 298 F.3d at 70 (quoting [United States v. Adlman, 134 F.3d 1194, 1202 (2d Cir. 1998)]). However, it is clear that the opinions of Textron's counsel and accountants regarding items that might be challenged by the IRS, their estimated hazards of litigation percentages and their calculation of tax reserve amounts would not have been prepared at all “but for” the fact that Textron anticipated the possibility of litigation with the IRS… . Thus, while it may be accurate to say that the workpapers helped Textron determine what amount should be reserved to cover any potential tax liabilities and that the workpapers were useful in obtaining a “clean” opinion from E & Y regarding the adequacy of the reserve amount, 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 likely to result in litigation or some other adversarial proceeding.
Textron, 507 F. Supp. 2d at 150.
The court concluded that the work papers were therefore prepared “because of” the prospect of litigation, Textron, 507 F. Supp. 2d at 150, a phrase used in Maine v. United States Dep't of Interior, 298 F.3d 60, 68 (1st Cir. 2002). The court rejected the IRS' reliance on a Fifth Circuit decision rejecting work product protection for tax accrual work papers on the ground that the Fifth Circuit followed a different “primary purpose” test for work protect. Textron, 507 F. Supp. 2d at 150 (discussing United States v. El Paso Co., 682 F.2d 530, 543 (5th Cir. 1982), cert. denied, 466 U.S. 944 (1984)).
On appeal, a divided panel upheld the district court's decision. The en banc court then granted the government's petition for rehearing en banc , vacated the panel decision, and obtained additional briefs from the parties and interested amici. We now conclude that under our own prior Maine precedent—which we reaffirm en banc —the Textron work papers were independently required by statutory and audit requirements and that the work product privilege does not apply.
The case presents two difficulties. One, which can readily be dispelled, stems from the mutability of language used in the governing rules and a confusion between issues of fact and issues of legal characterization. The other problem is more basic: how far work product protection extends turns on a balancing of policy concerns rather than application of abstract logic; here, two circuits have addressed tax accrual work papers in the work product context, but, apart from whatever light is cast by Arthur Young, the Supreme Court has not ruled on the issue before us, namely, one in which a document is not in any way prepared “for” litigation but relates to a subject that might or might not occasion litigation.
In origin, the work product privilege derives from the Supreme Court's decision in Hickman v. Taylor, 329 U.S. at 510-11, and focused at the outset on the materials that lawyers typically prepare for the purpose of litigating cases. Hickman v. Taylor concerned ongoing litigation in which one side filed interrogatories seeking from opposing counsel memoranda recording witness interviews that the latter had conducted after receiving notice of possible claims. Often such material and other items designed for use at trial ( e.g. , draft briefs, outlines of cross examination) are not obtained from or shared with clients and are unprotected by the traditional attorney-client privilege.
Hickman v. Taylor addressed “the extent to which a party may inquire into oral and written statements of witnesses, or other information, secured by an adverse party's counsel in the course of preparation for possible litigation after a claim has arisen.” 329 U.S. at 497. The Court cited a privilege in English courts protecting
[a]ll documents which are called into existence for the purpose—but not necessarily the sole purpose—of assisting the deponent or his legal advisers in any actual or anticipated litigation … . Reports … if made in the ordinary course of routine, are not privileged … .
Id. at 510 n. 9.
This history led the Court to practical considerations:
Proper preparation of a client's case demands that he assemble information, sift what he considers to be the relevant from the irrelevant facts, prepare his legal theories and plan his strategy without undue and needless interference… . This work is reflected, of course, in interviews, statements, memoranda, correspondence, briefs, mental impressions, personal beliefs, and countless other tangible and intangible ways— aptly though roughly termed … as the “work product of the lawyer.”
Id. at 511.
On this basis the Court declared that the interrogatories, which sought witness interviews conducted by opponent counsel in preparation for litigation, were protected by a qualified privilege. See id. at 511-12. When in 1970 the Supreme Court through the rulemaking process codified the work product privilege in Rule 26(b)(3), it described the privilege as extending to documents and other tangible things that “are prepared in anticipation of litigation or for trial.” This phrase, as illuminated by Hickman v. Taylor 's reasoning, is the one to be applied in this case.
Turning back to the present case, the IRS is unquestionably right that the immediate motive of Textron in preparing the tax accrual work papers was to fix the amount of the tax reserve on Textron's books and to obtain a clean financial opinion from its auditor. And Textron may be correct that unless the IRS might dispute an item in the return, no reserve for that item might be necessary, so perhaps some of the items might be litigated. But in saying that Textron wanted to be “adequately reserved,” the district judge did not say that the work papers were prepared for use in possible litigation—only that the reserves would cover liabilities that might be determined in litigation. If the judge had made a “for use” finding—which he did not—that finding would have been clearly erroneous.
That the purpose of the work papers was to make book entries, prepare financial statements and obtain a clean audit cannot be disputed. This was the testimony of IRS expert and former Chief Auditor of the Public Company Accounting Oversight Board Douglas Carmichael:
Q. … Would you please explain what tax accrual workpapers are?
A. … Tax accrual workpapers really include all the support for the tax assets and liabilities shown in the financial statements … .
A. Well, from the company's perspective, they're created because, for example, for a public company, the key officers of the company sign a certification saying that those financial statements are fairly presented, and they need support for that.
From the auditor's perspective, it's the same thing, the auditor needs to record in the workpapers what the auditor did to comply with generally accepted auditing standards. So the workpapers are the principal support for the auditor's opinion.
Q. And why do public companies prepare financial statements?
A. Usually, to meet requirements for raising capital. If they're a public company, they need to file annual financial statements on a form 10K with the SEC and quarterly information on a 10Q.
The Textron witnesses, while using the word “litigation” as often as possible in their testimony, said the same thing. Textron's testimony differed from that of the IRS expert only in its further assertion that, without the possibility of litigation, no tax reserves or audit papers would have been necessary. For example, Roxanne Cassidy, Textron's director of tax reporting, testified as follows:
Q. … [W]hat was Textron's purpose in preparing those tax reserve papers?
A. The purpose primarily was to determine whether Textron was adequately reserved with respect to any potential disputes or litigations that would happen in the future. We would need to ensure that we were adequately reserved in the current year on Textron's financial statements.
…
Q. And as a publicly traded company, is Textron required to file its financial statements with the Securities and Exchange Commission?
A. Yes.
Q. And do those financial statements include tax reserves?
A. Yes. …
…
Q. And in having its tax reserves audited by an independent auditor, must Textron be able to support the determinations it has made regarding the adequacy of its tax reserves with some type of evidence?
A. Yes, the support needs to be to the satisfaction of the auditors.
As the IRS expert stated, even if litigation were “remote,” the company would still have to prepare work papers to support its judgment. Textron's own witness acknowledged that it would “have to include in its … tax accrual work papers any new transactions that the company entered into that year that there might be some tax exposure on” regardless of whether it anticipated likely litigation. Judged by Textron's own experience, most— certainly those with high percentage estimates of IRS success—would never be litigated.
To complete the story, we note one suggestion by one Textron witness that, if litigation did occur, the work papers could be useful to Textron in that litigation.5   This assertion was not supported by any detailed explanation, was not adopted by the district judge and is more than dubious: the main aim of audit work papers is to estimate the amount potentially in dispute and the percentage chance of winning or losing. Even an academic supporter of Textron's legal position conceded that “it is doubtful that tax accrual workpapers, which typically just identify and quantify vulnerable return positions, would be useful in the litigation anticipated with respect to those positions.” Pease-Wingenter, The Application of the Attorney-Client Privilege to Tax Accrual Workpapers: The Real Legacy of United States v. Textron, 8 Houston Bus. & Tax L.J. 337, 346 (2008).
Any experienced litigator would describe the tax accrual work papers as tax documents and not as case preparation materials. Whether work product protection should apply to such documents is a legal question informed by the language of rules and Supreme Court doctrine, direct precedent, and policy judgments. The first of these sources—Supreme Court doctrine and the wording of the rules— is helpful to the IRS; direct circuit precedent and the underlying policy of the doctrine and other prudential considerations are more helpful still. Legal commentators can be found on each side; the most persuasive of them favors the IRS.6 
From the outset, the focus of work product protection has been on materials prepared for use in litigation, whether the litigation was underway or merely anticipated. Thus, Hickman v. Taylor addressed “the extent to which a party may inquire into oral and written statements of witnesses, or other information, secured by an adverse party's counsel in the course of preparation for possible litigation after a claim has arisen.” 329 U.S. at 497 (emphasis added). Similarly, the English privilege, invoked by Hickman v. Taylor, privileged “documents which are called into existence for the purpose—but not necessarily the sole purpose—of assisting the deponent or his legal advisers in any actual or anticipated litigation.” Id. at 510 n. 9 (emphasis added) (internal quotation marks omitted).
The phrase used in the codified rule—“prepared in anticipation of litigation or for trial” did not, in the reference to anticipation, mean prepared for some purpose other than litigation: it meant only that the work might be done for litigation but in advance of its institution. The English precedent, doubtless the source of the language in Rule 26, specified the purpose “of assisting the deponent or his legal advisers in any actual or anticipated litigation … .” The Advisory Committee's Note cited with approval a decision denying work product protection to a driver's accident report, made pursuant to Interstate Commerce Commission rules, even though it might well have become the subject of litigation. Fed. R. Civ. P. 26 advisory committee's note (1970).7 
It is not enough to trigger work product protection that the subject matter of a document relates to a subject that might conceivably be litigated. Rather, as the Supreme Court explained, “the literal language of [Rule 26(b)(3)] protects materials prepared for any litigation or trial as long as they were prepared by or for a party to the subsequent litigation.” Federal Trade Commission v. Grolier Inc., 462 U.S. 19, 25 (1983) (emphasis added). This distinction is well established in the case law. See, e.g., NLRB v. Sears, Roebuck & Co., 421 U.S. 132, 138 (1975).8 
Nor is it enough that the materials were prepared by lawyers or represent legal thinking. Much corporate material prepared in law offices or reviewed by lawyers falls in that vast category. It is 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.” Fed. R. Civ. P. 26 advisory committee's note (1970). Accord Hickman v. Taylor, 329 U.S. at 510 n. 9 (quoting English precedent that “[r]eports … if made in the ordinary course of routine, are not privileged”).
Every lawyer who tries cases knows the touch and feel of materials prepared for a current or possible ( i.e. , “in anticipation of”) law suit. They are the very materials catalogued in Hickman v. Taylor and the English precedent with which the decision began. No one with experience of law suits would talk about tax accrual work papers in those terms. A set of tax reserve figures, calculated for purposes of accurately stating a company's financial figures, has in ordinary parlance only that purpose: to support a financial statement and the independent audit of it.
Focusing next on direct precedent, work product protection for tax audit work papers has been squarely addressed only in two circuits: this one and the Fifth. In Maine , we said that work product protection does not extend to “documents that are prepared in the ordinary course of business or that would have been created in essentially similar form irrespective of the litigation.” Maine, 298 F.3d at 70 (quoting United States v. Adlman, 134 F.3d 1194, 1202 (2d Cir. 1998)) (internal quotation marks omitted). Maine applies straightforwardly to Textron's tax audit work papers—which were prepared in the ordinary course of business—and it supports the IRS position.
Similarly, the Fifth Circuit in El Paso denied protection for the work papers because the court recognized that the company in question was conducting the relevant analysis because of a need to “bring its financial books into conformity with generally accepted auditing principles.” 682 F.2d at 543. The Fifth Circuit, which employs a “primary purpose” test, found that the work papers' “sole function” was to back up financial statements. Id. at 543-44. Here, too, the only purpose of Textron's papers was to prepare financial statements.
Other circuits have not passed on tax audit work papers and some might take a different view. But many of the debatable cases affording work product protection involve documents unquestionably prepared for potential use in litigation if and when it should arise.9   There is no evidence in this case that the work papers were prepared for such a use or would in fact serve any useful purpose for Textron in conducting litigation if it arose.
Finally, the underlying prudential considerations squarely support the IRS' position in this case, and such considerations have special force because Hickman v. Taylor was the child of such considerations, as the quotations above make clear. The privilege aimed centrally at protecting the litigation process , Coastal States Gas Corp. v. Department of Energy, 617 F.2d 854, 864 (D.C. Cir. 1980), specifically, work done by counsel to help him or her in litigating a case. It is not a privilege designed to help the lawyer prepare corporate documents or other materials prepared in the ordinary course of business. Where the rationale for a rule stops, so ordinarily does the rule.
Nor is there present here the concern that Hickman v. Taylor stressed about discouraging sound preparation for a law suit. That danger may exist in other kinds of cases, but it cannot be present where, as here, there is in substance a legal obligation to prepare such papers: the tax audit work papers not only have a different purpose but have to be prepared by exchange-listed companies to comply with the securities laws and accounting principles for certified financial statements. Arthur Young made this point in refusing to create an accountant's work product privilege for tax audit papers:
[T]he auditor is ethically and professionally obligated to ascertain for himself as far as possible whether the corporation's contingent tax liabilities have been accurately stated…. Responsible corporate management would not risk a qualified evaluation of a corporate taxpayer's financial posture to afford cover for questionable positions reflected in a prior tax return.
465 U.S. at 818-19; see also Johnson, supra , at 160-61.
Textron apparently thinks it is “unfair” for the government to have access to its spreadsheets, but tax collection is not a game. 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.10 
The practical problems confronting the IRS in discovering under-reporting of corporate taxes, which is likely endemic, are serious. Textron's return is massive—constituting 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. It is because the collection of revenues is essential to government that administrative discovery, along with many other comparatively unusual tools, are furnished to the IRS.
As Bentham explained, all privileges limit access to the truth in aid of other objectives, 8 Wigmore, Evidence § 2291 (McNaughton Rev. 1961), but virtually all privileges are restricted—either (as here) by definition or (in many cases) through explicit exceptions—by countervailing limitations. The Fifth Amendment privilege against self-incrimination is qualified, among other doctrines, by the required records exception, see Grosso v. United States, 390 U.S. 62, 67-68 (1968), and the attorney client privilege, along with other limitations, by the crime-fraud exception, see Clark v. United States, 289 U.S. 1, 15 (1933).
To sum up, the work product privilege is aimed at protecting work done for litigation, not in preparing financial statements. Textron's work papers were prepared to support financial filings and gain auditor approval; the compulsion of the securities laws and auditing requirements assure that they will be carefully prepared, in their present form, even though not protected; and IRS access serves the legitimate, and important, function of detecting and disallowing abusive tax shelters.
The judgment of the district court is vacated and the case is remanded for further proceedings consistent with this decision.
It is so ordered.
Dissent follows .
TORRUELLA, Circuit Judge, with whom LIPEZ, Circuit Judge, joins, Dissenting. To assist the IRS in its quest to compel taxpayers to reveal their own assessments of their tax returns, the majority abandons our “because of” test, which asks whether “‘in light of the nature of the document and the factual situation in the particular case, the document can be fairly said to have been prepared or obtained because of the prospect of litigation.’” Maine v. United States Dep't of the Interior, 298 F.3d 60, 68 (1st Cir. 2002) (emphasis in original) (quoting United States v. Adlman, 134 F.3d 1194, 1202 (2d Cir. 1998)). The majority purports to follow this test, but never even cites it. Rather, in its place, the majority imposes a “prepared for” test, asking if the documents were “prepared for use in possible litigation.” Maj. Op. at 14. This test is an even narrower variant of the widely rejected “primary motivating purpose” test used in the Fifth Circuit and specifically repudiated by this court. In adopting its test, the majority ignores a tome of precedents from the circuit courts and contravenes much of the principles underlying the work-product doctrine. It also brushes aside the actual text of Rule 26(b)(3), which “[n]owhere … state[s] that a document must have been prepared to aid in the conduct of litigation in order to constitute work product.” Adlman, 134 F.3d at 1198. Further, the majority misrepresents and ignores the findings of the district court. All while purporting to do just the opposite of what it actually does.
I. The Majority Quietly Rejects Circuit Precedent
The majority claims allegiance to our prior decision in Maine, 298 F.3d at 70. Specifically, the majority seizes upon a single line from that decision: “the ‘because of’ standard does not protect from disclosure ‘documents that are prepared in the ordinary course of business or that would have been created in essentially similar form irrespective of the litigation.’” Id. (quoting Adlman, 134 F.3d at 1202). This qualification is important to be sure, and I will address it infra , Section III.B .2. But I must start by addressing the rest of the Maine decision, which the majority is careful to ignore.
In that decision, Maine sought documents prepared by the Department of the Interior regarding its decision, made during pending related litigation, to classify salmon as a protected species. Id. at 64. The district court found some of these administrative documents unprotected as the Department had not shown that litigation preparation was “‘the primary motivating factor for the preparation of the documents.’” Id. at 66-67. This formulation of the test for “anticipation of litigation” was based on the Fifth Circuit rule that the work-product doctrine did not protect documents that were “not primarily motivated to assist in future litigation.” United States v. El Paso, 682 F.2d 530, 542-43 (5th Cir. 1982) (emphasis added) (citing United States v. Davis, 636 F.2d 1028, 1040 (5th Cir. 1981)). On appeal in Maine, we specifically repudiated this test and adopted the broader “because of” test, which had been thoughtfully and carefully explained by Judge Leval in the Second Circuit decision in Adlman, 134 F.3d at 1202-03. See Maine, 298 F.3d at 68 (“In light of the decisions of the Supreme Court, we therefore agree with the formulation of the work-product rule adopted in Adlman and by five other courts of appeals.”).
In the present case, the majority purports to follow Maine , but really conducts a new analysis of the history of the work-product doctrine and concludes that documents must be “‘ prepared for any litigation or trial.’” Maj. Op. at 19 (emphasis in original) (quoting FTC v. Grolier Inc., 462 U.S. 19, 25 (1983)). Similarly, at another point, the majority suggests that documents must be “for use” in litigation in order to be protected. Id. at 13. Grolier did not establish such a test and the majority can point to no court that has so ruled.11   Rather, the majority of circuit courts, led by the Second Circuit's decision in Adlman, have rejected such a rule.
Adlman 's articulation of the “because of” test is fatal to the majority's position. In that case, Judge Leval discussed the application of the work-product doctrine “to a litigation analysis prepared by a party or its representative in order to inform a business decision which turns on the party's assessment of the likely outcome of litigation expected to result from the transaction.” Adlman, 134 F.3d at 1197. In other words, Adlman asked whether the work-product doctrine applies where a dual purpose exists for preparing the legal analysis, that is, where the dual purpose of anticipating litigation and a business purpose co-exist. To answer that question, the Adlman court examined and rejected the “primary purpose” test adopted by the Fifth Circuit in El Paso, 682 F.2d at 542-43, which only grants work-product immunity to workpapers prepared “primarily motivated to assist in future litigation over the return,” id. at 543:
[Protection] is less clear, however, as to documents which, although prepared because of expected litigation, are intended to inform a business decision influenced by the prospects of the litigation. The formulation applied by some courts in determining whether documents are protected by work-product privilege is whether they are prepared “primarily or exclusively to assist in litigation” — a formulation that would potentially exclude documents containing analysis of expected litigation, if their primary, ultimate, or exclusive purpose is to assist in making the business decision. Others ask whether the documents were prepared “because of” existing or expected litigation — a formulation that would include such documents, despite the fact that their purpose is not to “assist in” litigation. Because we believe that protection of documents of this type is more consistent with both the literal terms and the purposes of the Rule, we adopt the latter formulation.
Adlman, 134 F.3d at 1197-98, quoted in part in Maine, 298 F.3d at 68. And if it needs to be spelled out any more clearly, Adlman makes it explicitly clear that the broader “because of” formulation is not limited to documents prepared for use in litigation:
We believe that a requirement that documents be produced primarily or exclusively to assist in litigation in order to be protected is at odds with the text and the policies of the Rule. Nowhere does Rule 26(b)(3) state that a document must have been prepared to aid in the conduct of litigation in order to constitute work product, much less primarily or exclusively to aid in litigation. Preparing a document “in anticipation of litigation” is sufficient.
The text of Rule 26(b)(3) does not limit its protection to materials prepared to assist at trial. To the contrary, the text of the Rule clearly sweeps more broadly. It expressly states that work-product privilege applies not only to documents “prepared … for trial” but also to those prepared “in anticipation of litigation.” If the drafters of the Rule intended to limit its protection to documents made to assist in preparation for litigation, this would have been adequately conveyed by the phrase “prepared … for trial.” The fact that documents prepared “in anticipation of litigation” were also included confirms that the drafters considered this to be a different, and broader category. Nothing in the Rule states or suggests that documents prepared “in anticipation of litigation” with the purpose of assisting in the making of a business decision do not fall within its scope.
Id. at 1198-99 (emphasis and alterations in original). Rather than confront this language, the majority resorts to simplistic generalizations. Using its novel “prepared for” test, the majority unhelpfully explains that “[e]very lawyer who tries cases knows the touch and feel of materials prepared for a current or possible … law suit.” Maj. Op. at 20. Once the majority ignores decades of controlling precedent, the matter becomes so clear that “[n]o one with experience of law suits” could disagree. Id.
I need say little else; the majority's new “prepared for” rule is blatantly contrary to Adlman, a leading case interpreting the work-product doctrine that we specifically adopted in Maine. The majority's opinion is simply stunning in its failure to even acknowledge this language and its suggestion that it is respecting rather than overruling Maine.
II. The Majority's Announces a Bad Rule
The majority acts as if it is left to this court to draw a line from Hickman to the present case. In so doing, the majority ignores a host of cases which grapple with tough work product questions that go beyond the stuff that “[e]very lawyer who tries cases” would know is work product. Lower courts deserve more guidance than a simple reassurance that a bare majority of the en banc court knows work product when it sees it.12   Of course, since this is an en banc proceeding, the majority is free to create a new rule for the circuit — though it would be better if it admitted that it was doing so. But our new circuit rule is not even a good rule.
First, as Judge Leval observed in Adlman, a “prepared for” requirement is not consistent with the plain language of Federal Rule of Civil Procedure 26, which provides protection for documents “prepared in anticipation of litigation or for trial.” Fed. R. Civ. P. 26(b)(3)(A) (emphasis added); see also Adlman, 134 F.3d at 1198-99. There is no reason to believe that “anticipation of litigation” was meant as a synonym for “for trial.” Claudine Pease-Wingenter, Prophetic or Misguided? The Fifth Circuit's (Increasingly) Unpopular Approach to the Work Product Doctrine, 29 Rev. Litig. (forthcoming 2009) (analyzing and rejecting many of the arguments advanced by the majority in favor of a narrow construction of the phrase “anticipation of litigation”). Since the terms are not synonymous, the term “anticipation of litigation” should not be read out of the rule by requiring a showing that documents be prepared for trial. See Carcieri v. Salazar, 129 S. Ct. 1058, 1066 (2009) (discussing the basic principle that statutes should be construed to give effect to each word).
Second, though the majority goes into some depth describing the foundational case of Hickman v. Taylor, 329 U.S. 495 (1947), it misses the fundamental concern of that decision with protecting an attorney's “privacy, free from unnecessary intrusion by opposing parties and their counsel.” Id. at 510. Without such privacy, litigants would seek unfair advantage by free-riding off another's work, thus reducing lawyers' ability to write down their thoughts:
Were the attorney's work accessible to an adversary, the Hickman court cautioned, “much of what is now put down in writing would remain unwritten” for fear that the attorney's work would redound to the benefit of the opposing party. Legal advice might be marred by “inefficiency, unfairness and sharp practices,” and the “effect on the legal profession would be demoralizing.” Neither the interests of clients nor the cause of justice would be served, the court observed, if work product were freely discoverable.
Adlman, 134 F.3d at 1197 (quoting Hickman, 329 U.S. at 511) (citations omitted). The majority posits that these rationales do not apply to documents containing a lawyer's legal analysis of a potential litigation, if that analysis was prepared for a business purpose. Maj. Op. at 22. This is both unpersuasive and directly contrary to the policy analysis in Adlman, which we adopted in Maine. Adlman identified an example of a protected document:
A business entity prepares financial statements to assist its executives, stockholders, prospective investors, business partners, and others in evaluating future courses of action. Financial statements include reserves for projected litigation. The company's independent auditor requests a memorandum prepared by the company's attorneys estimating the likelihood of success in litigation and an accompanying analysis of the company's legal strategies and options to assist it in estimating what should be reserved for litigation losses.
Aldman, 134 F.3d at 1200. Discussing this example, the court concluded that in this scenario “the company involved would require legal analysis that falls squarely within Hickman 's area of primary concern — analysis that candidly discusses the attorney's litigation strategies, appraisal of likelihood of success, and perhaps the feasibility of reasonable settlement.” Id. Further, there is “no basis for adopting a test under which an attorney's assessment of the likely outcome of litigation is freely available to his litigation adversary merely because the document was created for a business purpose rather than for litigation assistance.” Id. In other words,
[i]n addition to the plain language of the Rule, the policies underlying the work-product doctrine suggest strongly that work-product protection should not be denied to a document that analyzes expected litigation merely because it is prepared to assist in a business decision. Framing the inquiry as whether the primary or exclusive purpose of the document was to assist in litigation threatens to deny protection to documents that implicate key concerns underlying the work-product doctrine.
Id. at 1199; see also Roxworthy, 457 F.3d at 595 (stating “the IRS would appear to obtain an unfair advantage by gaining access to KPMG's detailed legal analysis of the strengths and weaknesses of [the taxpayer's] position. This factor weighs in favor of recognizing the documents as privileged.”).
The majority offers no response to this sound policy analysis and no reason to doubt that inefficiency and “sharp practices” will result from its new rule allowing discovery of such dual purpose documents, which contain confidential assessments of litigation strategies and chances. Instead of addressing these concerns, the majority's policy analysis relies instead on case specific rationales — namely the need to assist the IRS in its difficult task of reviewing Textron's complex return. See Maj. Op. at 23-24. Such outcome determinative reasoning is plainly unacceptable. Thus, properly framed, it is clear that the rationales underlying the work-product doctrine apply to documents prepared in anticipation of litigation, even if they are not also for use at trial.13 
And these policy rationales are squarely implicated in this case. First, Textron's litigation hazard percentages contain exactly the sort of mental impressions about the case that Hickman sought to protect. In fact, these percentages contain counsel's ultimate impression of the value of the case. Revealing such impressions would have clear free-riding consequences. With this information, the IRS will be able to immediately identify weak spots and know exactly how much Textron should be willing to spend to settle each item. Indeed, the IRS explicitly admits that this is its purpose in seeking the documents.
Second, as argued to us by amici, the Chamber of Commerce of the United States and the Association of Corporate Counsel, if attorneys who identify good faith questions and uncertainties in their clients' tax returns know that putting such information in writing will result in discovery by the IRS, they will be more likely to avoid putting it in writing, thus diminishing the quality of representation. The majority dismisses such concerns, concluding that tax accrual workpapers are required by law. Maj. Op. at 22. But the majority fails to cite the record for this conclusion, likely because the majority is simply wrong. As the majority opinion earlier admits, Id. at 3-4, the law only requires that Textron prepare audited financial statements reporting total reserves based on contingent tax liabilities. Accounting standards require some evidential support before such statements can be certified, but do not explicitly require the form and detail of the documents prepared here by Textron's attorneys with respect to each potentially challenged tax item. See also Michelle M. Henkel, Textron: The Debate Continues as to Whether Auditor Transparency Waives the Work Product Privilege, 50 Tax Management Memorandum 251, 260 (2009) (distinguishing auditor's workpapers and corporate workpapers and explaining that the latter are not mandatory but serve to evaluate a company's litigation risks). Rather, all that must be actually reported is the final tax reserve liability amount. Thus, as amicii worry, the majority's new rule will have ramifications that will affect the form and detail of documents attorneys prepare when working to convince auditors of the soundness of a corporation's reserves.
These concerns are even more clearly implicated in this case because the majority's decision will remove protection for Textron's “backup materials” as well as its actual workpapers. The district court found that these materials included “notes and memoranda written by Textron's in-house tax attorneys reflecting their opinions as to which items should be included on the spreadsheet and the hazard of litigation percentage that should apply to each item.” United States v. Textron Inc., 507 F. Supp. 2d 138, 143 (D.R.I. 2007). Thus, these documents thus go beyond the numbers used to compute a total reserve. Rather, they explain the legal rationale underpinning Textron's views of its litigation chances. The majority fails to acknowledge this subtlety, explain why it views such documents as required by regulatory rules, or explain why such mental impressions should go unprotected. Exposing such documentation to discovery is a significant expansion of the IRS's power and will likely reveal information far beyond the basic numbers that the IRS could discover through production of Textron's auditor's workpapers.
But more important are the ramifications beyond this case and beyond even the case of tax accrual workpapers in general. The scope of the work-product doctrine should not depend on what party is asserting it. Rather, the rule announced in this case will, if applied fairly, have wide ramifications that the majority fails to address.
For example, as the IRS explicitly conceded at oral argument, under the majority's rule one party in a litigation will be able to discover an opposing party's analysis of the business risks of the instant litigation, including the amount of money set aside in a litigation reserve fund, created in accordance with similar requirements as Textron's tax reserve fund. Though this consequence was a major concern of the argument in this case, the majority does not even consider this “sharp practice,” which its new rule will surely permit.
And there are plenty more examples. Under the majority's rule, there is no protection for the kind of documents at issue in Adlman , namely “documents analyzing anticipated litigation, but prepared to assist in a business decision rather than to assist in the conduct of the litigation.” 134 F.3d at 1201-02. Nearly every major business decision by a public company has a legal dimension that will require such analysis. Corporate attorneys preparing such analyses should now be aware that their work product is not protected in this circuit.
III. The Workpapers Are Protected Under the Right Test
Applying the “because of” test thoughtfully adopted in Adlman and Maine, the majority should have concluded that Textron's workpapers are protected by the work-product doctrine. The proper starting point in reaching this legal conclusion should be the factual findings of the district court, which held an evidentiary hearing to understand the nature of the documents sought here by the IRS.
A. Factual findings
After considering affidavits and testimony, the district court found that the tax accrual workpapers are:
· A spreadsheet that contains:
(a) lists of items on Textron's tax returns, which, in the opinion of Textron's counsel, involve issues on which the tax laws are unclear, and, therefore, may be challenged by the IRS;
(b) 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”); and
(c) the dollar amounts reserved to reflect the possibility that Textron might not prevail in such litigation (the “tax reserve amounts”).
Textron, 507 F. Supp. 2d at 142-143 (emphasis added). These workpapers do not contain any facts about the transactions that concerned the IRS. Id. at 143.
The district court also found, “[a]s 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.’” Id. at 143. Further, “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 likely to result in litigation or some other adversarial proceeding.” Id. at 150.
In addition to recognizing these litigation purposes, the district court also recognized the dual purposes driving the creation of these documents and found that the workpapers' creation “also was prompted, in part” by the need to satisfy Textron's auditors and get a “clean” opinion letter. Id. at 143. The district court later clarified:
Thus, while it may be accurate to say that the workpapers helped Textron determine what amount should be reserved to cover any potential tax liabilities and that the workpapers were useful in obtaining a “clean” opinion from [the auditor] regarding the adequacy of the reserve amount, 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 likely to result in litigation or some other adversarial proceeding.
Id. at 150. Relatedly, the district court found that anticipation of litigation was the “but for” cause of the documents' creation. Id. Thus, the district court clearly found two purposes leading to the creation of the workpapers.
The majority makes no effort to reject these factual findings, but simply recharacterizes the facts as suits its purposes. For example, the majority declares, without reference to the district court's more nuanced findings, that the “the IRS is unquestionably right that the immediate motive of Textron in preparing the tax accrual work papers was to fix the amount of the tax reserve on Textron's books and to obtain a clean financial opinion from its auditor.” Maj. Op. at 13-14. At another point, the majority boldly pronounces, “the only purpose of Textron's papers was to prepare financial statements.” Id. at 21. Of course, as explained above, the district court's factual findings about Textron's “ultimate purpose” were directly contrary to these pronouncements. Discarding a district court's factual finding on causation without any demonstration of clear error is not within this court's proper appellate function. See Fed. R. Civ. P. 52(a) (“Findings of fact, whether based on oral or other evidence, must not be set aside unless clearly erroneous, and the reviewing court must give due regard to the trial court's opportunity to judge the witnesses' credibility.”); see also Constructora Maza, Inc. v. Banco de Ponce, 616 F.2d 573, 576 (1st Cir. 1980) (noting that clear error review applies even when “much of the evidence is documentary and the challenged findings are factual inferences drawn from undisputed facts”).
Instead, the majority exalts in the fact that the district court made no finding that the documents were “ for use in possible litigation.” Maj. Op. at 14. That proposition is true. But, as described above, “for use” (i.e. “prepared for”) is not and has never been the law of this circuit.
The majority does suggest that the documents business purpose “cannot be disputed.” Id. This is also uncontroversial. The district court found both a litigation and a business purpose. But, in straining to ignore the documents' litigation purposes, the majority proceeds to rely heavily on the IRS's expert. In so doing, the majority makes no effort to explain why the district court should have been required to adopt the view that the workpapers existed only for a non-litigation purpose. The majority claims that Textron's witnesses agreed with the IRS expert, but the majority fails to reconcile this proclamation with the competing view of Textron's witnesses, which the district court explicitly relied upon in its factual findings regarding Textron's “ultimate purpose.” Textron, 507 F. Supp. 2d at 143. This is another corruption of the proper role of an appellate court. See Anderson v. Bessemer City, 470 U.S. 564, 574 (1985) (“Where there are two permissible views of the evidence, the fact finder's choice between them cannot be clearly erroneous.”).
The majority does suggest that the district court's findings regarding the cause of the workpapers' creation was only stated in its legal analysis section. Maj. Op. at 10. But the actual purpose of the documents' creators, or, in the words of the district court, “but-for” causation, is a factual issue, and the majority makes no effort to explain why such issue should be reviewed as a legal conclusion.
The majority also proclaims, without record support, that “[a]ny experienced litigator would describe the tax accrual work papers as tax documents and not as case preparation materials.” Id. at 17. As described above, this conclusion reverses, without any finding of clear error, the district court's factual findings. Further, this language dangerously suggests that this court can, from its general knowledge, offer an expert opinion as to how such documents are always seen by “experienced litigators.” Another of the many errors of this approach is revealed by reference to undisputed record testimony. Namely, the majority's assumption that tax accrual workpapers are a uniform class from corporation to corporation is simply wrong. When the district court carefully and specifically defined what documents were actually at issue in this case, it explained that “there is no immutable definition of the term ‘tax accrual papers,’” and that their content varies from case to case, Textron, 507 F. Supp. 2d at 142, a conclusion that is consonant with the testimony of the government's expert. Id. at 142 n.2. Thus, even were it not our rule that we defer to the district court's fact finding, such a rule would make good sense in handling the wide range of workpapers likely to confront district courts in the future as the IRS increasingly seeks their discovery.
Even if we looked at the purpose of tax accrual workpapers as a general matter, the district court's conclusion that Textron's anticipation of litigation drove its reporting obligations is not so outrageous as to leave us with a firm conviction of error. Rather, other courts reviewing similar kinds of documents have reached similar conclusions. Regions Fin. Corp. & Subsidiaries v. United States, No. 2:06-CV-00895-RDP, 2008 WL 2139008, at *6 (N.D. Ala. May 8, 2008) (concluding, in examining another company's workpapers that “[w]ere it not for anticipated litigation, Regions would not have to worry about contingent liabilities and would have no need to elicit opinions regarding the likely results of litigation”); Comm'r of Revenue v. Comcast Corp., 901 N.E.2d 1185, 1191, 1205 (Mass. 2009) (affirming a finding of work-product protection for a business memorandum analyzing the “pros and cons of the various planning opportunities and the attendant litigation risks” since the author “had ‘the prospect of litigation in mind when it directed the preparation of the memorandum’” and would not have been prepared irrespective of that litigation (quoting Adlman, 134 F.3d at 1204)).
B. Analysis
This court should accept the district court's factual conclusion that Textron created these documents for the purpose of assessing its chances of prevailing in potential litigation over its tax return in order to assess risks and reserve funds. Under these facts, work-product protection should apply.
1. The “because of” test
First, the majority does not develop any analysis contesting the proposition that disputes with the IRS in an audit can constitute litigation, within the meaning of Fed. R. Civ. P. 26(b)(3)(A). Indeed, such a conclusion is clear. For these purposes, the touchstone of “litigation” is that it is adversarial. See Restatement (Third) of the Law Governing Lawyers § 87 cmt. h (2000). Though the initial stages of a tax audit may not be adversarial, the disputes themselves are essentially adversarial; the subject of these disputes will become the subject of litigation unless the dispute is resolved.
Applying the “because of” test as articulated in Adlman and Maine, the workpapers are protected. Under these precedents, a document is protected if, “'in light of the nature of the document and the factual situation in the particular case, the document can be fairly said to have been prepared or obtained because of the prospect of litigation.'” Maine, 298 F.3d at 68 (emphasis in original) (quoting Adlman, 134 F.3d at 1202). The “because of” test “really turns on whether [the document] would have been prepared irrespective of the expected litigation with the IRS.” Adlman, 134 F.3d at 1204. As the district court found, the driving force behind the preparation of the documents was the need to reserve money in anticipation of disputes with the IRS. Textron, 507 F. Supp. 2d at 143. Though other business needs also contributed to Textron's need to create the documents, those needs depended on Textron's anticipating litigation with the IRS. In other words, without the anticipation of litigation, there would be no need to estimate a reserve to fund payment of tax disputes. Id. at 150. In this way, the dual purposes leading to the documents' creation were intertwined, and work-product protection should apply. See In re Grand Jury Subpoena, 357 F.3d at 910 (“The documents are entitled to work product protection because, taking into account the facts surrounding their creation, their litigation purpose so permeates any non-litigation purpose that the two purposes cannot be discretely separated from the factual nexus as a whole.”); see also Andrew Golodny, Note: Lawyers versus Auditors: Disclosure to Auditors and Potential Waiver of Work-Product Privilege in United States v. Textron, 61 Tax Law. 621, 629 (2008) (“As a commentator noted, ‘in the case of tax contingency reserves, the prospect of future litigation and the business need for the documents are so intertwined that the prospect of future litigation itself creates the business need for the document.’” (quoting Terrence G. Perris, Court Applies Work Product Privilege to Tax Accrual Workpapers, 80 Prac. Tax. Strategies 4 (2008))).
The majority simply refuses to accept the district court's finding that the documents would not exist but for Textron's need to anticipate litigation. This rejection is essential to the majority's erroneous conclusion. Accepting the district court's findings regarding purpose compels a finding of work-product protection, since the precedents are clear that under the “because of” test, dual purpose documents are protected. In fact, that is one of the very reasons some courts have adopted the test. 8 Charles Alan Wright, Arthur R. Miller & Richard L. Marcus, Federal Practice and Procedure, § 2024 (2d ed. 2009) (“'Dual purpose' documents created because of the prospect of litigation are protected even though they were also prepared for a business purpose.”); see also Roxworthy, 457 F.3d at 598-99 (“[D]ocuments do not lose their work product privilege ‘merely because [they were] created in order to assist with a business decision,’ unless the documents ‘would have been created in essentially similar form irrespective of the litigation.’” (quoting Adlman, 134 F.3d at 1202)); In re Grand Jury Subpoena, 357 F.3d at 907 (adopting Wright and Miller's “because of” test in order to handle “dual purpose” documents); Maine, 298 F.3d at 68 (adopting Adlman after recounting the distinction between the “because of” test and the “primary purpose” test in their handling of dual purpose documents); Adlman, 134 F.3d at 1197-98, 1202 (“Where a document is created because of the prospect of litigation, analyzing the likely outcome of that litigation, it does not lose protection under this formulation merely because it is created in order to assist with a business decision.”); In re Special Sept. 1978 Grand Jury (II), 640 F.2d 49, 61 (7th Cir. 1980) (“We conclude that the materials … were indeed prepared in anticipation of litigation, even though they were prepared as well for the filing of the Board of Elections reports.”).
2. The exception to the “because of” test
The majority reads too much into one sentence from Maine and Adlman. Specifically, it is true that “the ‘because of’ standard does not protect from disclosure ‘documents that are prepared in the ordinary course of business or that would have been created in essentially similar form irrespective of the litigation.’” Maine, 298 F.3d at 70 (quoting Adlman, 134 F.3d at 1202). This proviso relates to the advisory notes to the rule, which excludes from protection “[m]aterials assembled in the ordinary course of business, or pursuant to public requirements unrelated to litigation, or for other nonlitigation purposes.” Fed. R. Civ. P. 26 advisory committee's note (1970). Understood in light of the fact that the “because of” test unequivocally protects “dual purpose” documents, this proviso does not strip protection for dual purpose documents that have one business or regulatory purpose. Rather, the best reading of the advisory committee's note is simply that preparation for business or for public requirements is preparation for a nonlitigation purpose insufficient in itself to warrant protection. The note states that there is no protection for documents created for business, regulatory, or “other nonlitigation purposes.” This language suggests the note is considering business and regulatory purposes as nonlitigation purposes, but does not suggest that the presence of such a purpose should somehow override a litigation purpose, should one exist. Thus, correctly formulated, this exception should be understood as simply clarifying the rule that dual purpose documents are protected, though “there is no work-product immunity for documents prepared in the regular course of business rather than for purposes of the litigation.” Wright & Miller, supra, § 2024 (emphasis added); see also Roxworthy, 457 F.3d at 599 (“[A] document can be created for both use in the ordinary course of business and in anticipation of litigation without losing its work-product privilege.”). Under the majority's interpretation, the exception swallows the rule protecting dual purpose documents.
So understood, the exception does not control this case. After citing this exception, the district court concluded that the documents were not created irrespective of litigation because Textron would not have prepared the documents but for the anticipation of litigation. Textron, 507 F. Supp. 2d at 150. The majority makes no effort to label this finding clearly erroneous. To the contrary, the finding is correct. The tax accrual workpapers identify specific tax line items, and then anticipate the likelihood that litigation over those items will result in Textron having to pay the IRS more money. That Textron will not ultimately litigate each position does not change the fact that when it prepared the documents, Textron was acting to anticipate and analyze the consequences of possible litigation, just like the memorandum example in Adlman , 134 F.3d at 1200. The documents would not be the same at all had Textron not anticipated litigation. So, under the “because of” test, as applied in Adlman and the many circuit courts that have followed it, these documents were not prepared “irrespective” of the prospect of litigation. They should be protected.
3. Arthur Young and El Paso do not control
Neither the Supreme Court's decision in United States v. Arthur Young & Co., 465 U.S. 805 (1984), nor the Fifth Circuit's decision in El Paso, 682 F.2d at 530, support a different result.
In Arthur Young, the Court declined to recognize an accountant's work-product doctrine, thus holding that tax accrual workpapers created by an independent auditor were not protected. Arthur Young, 465 U.S. at 815-21. But unlike the Court in Arthur Young, we are not now confronted with the question of whether to recognize a new privilege. Here, the doctrinal decision we face is how to apply existing work-product doctrine to the present facts, in other words whether the “because of” test protects dual purpose documents, as the Maine and Adlman courts so held. This question was not at all presented in Arthur Young.
On the other hand, El Paso is clearly factually on point — there the Fifth circuit rejected work-product protection for similar tax accrual workpapers. El Paso, 682 F.2d at 542. But, as explained above, that court applied a different definition of the work-product doctrine, asking whether the “primary motivating purpose behind the creation of the document was to aid in possible future litigation.” Id. at 542-44 (concluding that the document should not be protected as it “carries much more the aura of daily business than it does of courtroom combat”). Finding Textron's workpapers protected would not create a circuit split, but be merely an application of a widely acknowledged existing difference between our law and the law of the Fifth Circuit. It is precisely in these “dual purpose” situations that the “because of” test used in this circuit is meant to distinguish itself from the “primary purpose” test used in the Fifth Circuit. Maine, 298 F.3d at 68 (citing Adlman for the proposition that the primary purpose test “is at odds with the text and the policies of Rule 26 because nothing in it suggests that documents prepared for dual purposes of litigation and business or agency decisions do not fall within its scope”). Thus, unlike the Fifth Circuit, we need not assess whether the tax accrual workpapers carry more of one “aura” than another.
IV. Conclusion
The majority's decision may please the IRS and some tax scholars who understandably see discovery of tax accrual workpapers as an important tool in combating fraud. But this decision will be viewed as a dangerous aberration in the law of a well-established and important evidentiary doctrine. Whatever else one may think about this case, the majority's assertion that it is following Maine is plainly erroneous. Rather, the majority's “prepared for” test is directly contrary to Adlman, a decision we explicitly adopted in Maine.
In straining to craft a rule favorable to the IRS as a matter of tax law, the majority has thrown the law of work-product protection into disarray. Circuits have already split interpreting the meaning of “anticipation of litigation,” between the “primary purpose” and “because of” tests. Now this court has proceeded to further the split by purporting to apply the “because of” test while rejecting that test's protection for dual purpose documents. In reality, the majority applied a new test that requires that documents be actually “prepared for” use in litigation. The time is ripe for the Supreme Court to intervene and set the circuits straight on this issue which is essential to the daily practice of litigators across the country.
The correct test is that spelled out in Adlman, and adopted by most circuit courts. Applying that test to the facts actually found by the district court, these tax accrual workpapers should be protected. For these reasons, I respectfully dissent.
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10 
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12 
This test is reminiscent of Justice Stewart's famously unhelpful test for identifying obscenity:
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