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How Companies
Can Keep

Their Sensitive
Information
Away from
Adversaries but
Still Cooperate

with Auditors

This article explores the tension that exists
between a company’s duty to disclose
information to auditors about litigation
exposure while also guaranteeing the
confidentiality necessary to ensure that
such communications remain protected
from discovery.

BY JOHN JETT AND JOSHUA C. HESS

Companies with audited financial statements
increasingly find themselves between the pro-
verbial rock and a hard place. On one hand,
these companies wish to cooperate with their
auditors, who are increasingly asking for con-
fidential—even privileged—information about
the companies’ litigation exposure. On the other
hand, a company’s candid assessment to auditors
about potential litigation losses, or a document a
company discloses to an auditor on that subject,
may find its way into an adversary’s hands during
discovery. Simply put, a tension exists between a
company’s duty to disclose information to audi-
tors about litigation exposure while also guar-
anteeing the confidentiality necessary to ensure
that such communications remain protected from
discovery. This article explores this tension and
discusses approaches companies and their coun-
sel may consider to address auditors’ requests for
confidential information about litigation.
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Background

Financial accounting standard ASC 450-
20 requires companies’ financial state-
ments to disclose information about
possible litigation losses.! If a company
will “probablly]” suffer a loss and can
“reasonably estimate[]” the loss amount,
the financial statements must disclose the
loss as a “charge to income.” The finan-
cial statements also must disclose a po-
tential litigation loss that is a “reasonable
possibility,” though not necessarily prob-
able.® In such disclosures, the company’s
financials must include “[a]n estimate
of the possible loss or range of loss or a
statement that such an estimate cannot be
made.” Concerning “unasserted claim[s]”
(e.g., a possible but not pending lawsuit),
a company must disclose such claims if
they are “probable” and the company faces
a “reasonable possibility that the outcome
will be unfavorable.”

Auditors verify that financial state-
ments comply with these obligations to
disclose potential litigation losses. Histor-
ically, auditors have done so by request-
ing that companies’ lawyers provide au-
dit letters about the company’s litigation

example, the Public Company Account-
ing Oversight Board faulted Deloitte &
Touche LLP for failing to obtain “a copy
of a letter to the issuer from its counsel
containing legal advice on which the is-
suer had based its conclusions” that “an
accrual was not required.”"!

The Risks of Disclosing

to Auditors Confidential
Information About Litigation
Pressure from auditors to disclose sen-
sitive information, even privileged
documents, is a potential problem for
companies embroiled in litigation with
adversaries who might seek that infor-
mation. Under some circumstances,
complying with those requests makes
the sensitive information easier for an
adversary to obtain in discovery. For ex-
ample, consider an auditor’s request for
a pre-existing, attorney-client privileged
document such as a confidential memo-
randum from an attorney to the compa-
ny analyzing an adversary’s claims. Such
documents remain privileged only if they
remain confidential.'?

A minority of states (including Georgia) do
recognize an accountant-client privilege that
might make a company’s communications
with auditors confidential.

(and potential losses in litigation).® These
audit letters traditionally provide limited
information, likely because the American
Bar Association’s “Auditor’s Letter Hand-
book” encourages counsel to minimize
disclosures to auditors.”

Since Congress passed Sarbanes-Ox-
ley, however, auditors have sought more
detailed, sensitive information about
possible litigation losses.® Reportedly,
auditors sometimes seek even attorney-
client privileged information.” And no
wonder. Regulators have ratcheted up
pressure on auditors to investigate ad-
vice attorneys have given to audited
companies about possible losses.'” For
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In most jurisdictions, auditors do not
have a confidential relationship with
companies or companies’ counsel.’ So
a company or attorney would waive
the privilege by disclosing the memo-
randum to the auditor, thus placing an
adversary one step closer to obtaining
the documents.' Similarly, consider a
scenario in which counsel responds to
an auditor’s inquiry by memorializing
sensitive information in a letter counsel
created specifically for the auditor. Be-
cause a letter to an auditor is not suffi-
ciently confidential, the letter was never
attorney client-privileged at all—which
again increases an adversary’s odds of

obtaining the sensitive information
in discovery.

A minority of states (including Geor-
gia'®) do recognize an accountant-client
privilege that might make a company’s
communications with auditors confiden-
tial.’® In those jurisdictions, a company
might argue that it may disclose to audi-
tors attorney-client privileged documents
without waiving that privilege. That is
little comfort, however, to companies
who face litigation in varying jurisdic-
tions because most states do not recognize
an accountant-client privilege."”

Companies may also invoke the work-
product doctrine to protect a document
about litigation they disclose to, or cre-
ate for, auditors. That doctrine protects
from discovery documents or communi-
cations a lawyer or client prepares in an-
ticipation of litigation.'® Compared with
the attorney-client privilege, that doc-
trine’s protections are harder to waive.
Generally, one may do so only by dis-
closing the communication or document
to an adversary or a conduit to an adver-
sary.'” Most (but not all) courts—includ-
ing the D.C. Circuit Court of Appeals in
a relatively recent decision—hold that
auditors are not companies’ adversaries
for those purposes.?’ They explain that
whatever “tension” might arise “from an
auditor’s need to scrutinize and inves-
tigate a corporation’s records” does not
make an auditor a company’s true adver-
sary.?! Those courts further explain that
an auditor is not a conduit to a com-
pany’s adversaries because the auditors’
code of professional conduct requires
auditors to obtain client consent before
disclosing confidential information.*

By way of illustration, a company might
invoke the work-product doctrine to pro-
tect an internal attorney memorandum
about pending litigation even though the
company has forwarded the memorandum
to an auditor (thus waiving any attorney-
client privilege). The memorandum is
work product, the argument goes, because
the attorney had prepared the memoran-
dum to help with pending litigation and
thus “in anticipation of litigation.” Be-
cause the auditor is not (according to most
courts) an adversary or conduit to an ad-
versary, the company does not waive the



work-product doctrine’s protections by
disclosing the memorandum to an audi-
tor. For similar reasons, a company might
argue that the doctrine protects a letter an
attorney prepares specifically for an audi-
tor about ongoing litigation.”

But the work-product doctrine is no
guarantee against an adversary’s discovery
requests for sensitive, litigation-related
information that a company or attorney
discloses to, or creates for, an auditor. To
begin, the “in anticipation of litigation”
requirement is more complicated than it
appears. It requires two things, one about
timing and one about motivation. First, as
to timing, the litigation must be sufficiently
likely when the attorney or client prepares
the documents or communications. Courts
are inconsistent about how likely is likely
enough,? but at a minimum a company
would need to show that the expectation
of litigation was reasonable.” Second, as to
motivation, in some (but not all) jurisdic-
tions, the work-product doctrine applies
only if an attorney or client sends a com-
munication or creates a document primar-
ily to assist with litigation rather than for a
business purpose.” For example, in United
States v. Gulf Oil Corporation, the court held
that the work-product doctrine did not
protect a letter from a company’s general
counsel to an auditor because the counsel’s
“primary motivating purpose” was to help
the auditor prepare a financial report, not
to help with litigation.”

What documents might these rules
leave vulnerable to an adversary once
a company discloses them to an audi-
tor (thus waiving any attorney-client
privilege)? One example is an attorney
memorandum to a client about a hypo-
thetical case that someone might file,
but that does not yet appear likely. In
that example, the threat of litigation
might be too remote for the attorney
to contend that he sufficiently antici-
pated litigation when he wrote it and
thus too remote for the attorney to as-
sert the work-product doctrine. Like-
wise, these rules might withhold work-
product protection from, for example,
a memorandum that is about pending
litigation, but that the attorney pre-
pared specifically for the auditor rather
than to help with the litigation.? In that
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instance, the attorney might be unable
to show that litigation was his primary
motivation in preparing the memoran-
dum and thus unable to show that the
work-product doctrine applies.

The work-product doctrine has still
other limitations. According to a minor-
ity of courts, the work-product doctrine
protects written materials only rather
than oral communications.”” So courts in
those jurisdictions would hold that nei-
ther the work-product doctrine nor the
attorney-client privilege would protect
sensitive oral communications between
an auditor and corporate counsel about
pending litigation.

Additionally, the work-product doc-
trine provides limited protections even
when applicable. For example, if a docu-
ment or communication qualifies as work
product, but discloses factual information
(or information other than legal opinions
or legal strategy), the document or com-
munication is likely ordinary fact work
product, rather than opinion work prod-
uct.*® An adversary may obtain ordinary
work product if he shows “substantial
need” for it, which generally depends on
the evidence’s relevance and the risk that
the party will suffer prejudice without the
evidence.’' According to the D.C. Circuit,
showing substantial need does not require
proof that the evidence is “essential to [his]
claim or probative of a critical element.”*

This rule might make the following
examples of documents vulnerable to dis-
covery, even if a lawyer or client prepares
the document in anticipation of litigation:
portions of a memorandum that a lawyer
creates for an auditor and that discusses a
witness’s statements in an interview with
an attorney; portions of a similar memo-
randum that reflect large data compila-
tions from which one could not discern
an attorney’s theories or strategy; or liti-
gation-cost forecasts that an attorney pre-
pares for an auditor and that project costs
for groups of cases rather than what an
attorney estimates for a particular case.*
All of those things provide factual infor-
mation rather than opinion or analysis.

Even if work product does reflect an
attorney’s opinion or strategy,** an adver-
sary may still obtain the work product in
exceptional circumstances, such as when
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a party places the attorney’s opinion at is-
sue in a case.” For example, in RCA Corp.
v. Data General Corp., a company disclosed
to an auditor an attorney’s opinion about
a patent’s validity and whether the com-
pany had infringed the patent.** The com-
pany’s litigation adversary later requested
that the auditor disclose the attorney’s
opinion. The court ordered the auditor
to disclose the document, even if “attor-
ney work product,” because the company
had placed the attorney’s advice at issue by
asserting an advice-of-counsel defense.”

We do not wish to overstate the risks
of relying on the work-product doctrine
to protect litigation-related documents
one discloses to, or creates for, an au-
ditor. In most jurisdictions, the work-
product doctrine will likely keep an ad-
versary from discovering a company’s or
lawyer’s oral or written communication
with an auditor (or disclosed to an audi-
tor) about a pending or reasonably im-
minent case—especially communications
that predict a case’s outcome.*® Indeed,
most courts would hold that the company
or lawyer sent such communications or
prepared such documents “in anticipa-
tion of litigation” because litigation was
sufficiently likely or ongoing and because
the company or lawyer sent the commu-
nication “because of” litigation.* More-
over, if those communications are about
a case’s outcome, they are opinion work
product rather than less secure fact work
product.” Most courts would hold that
one does not waive these work-product
protections by disclosing the communica-
tions or documents to an auditor because
auditors are neither a company’s adver-
saries nor conduits to those adversaries.

But companies and counsel do face
some appreciable risk, as explained above.
They may therefore wish to take precau-
tions that minimize an adversary’s chanc-
es of obtaining sensitive information or
documents that the company or counsel
prepares for an auditor.

How to Minimize Risk

in Audit Disclosures

Companies and counsel should consider
the following precautions to minimize
the risks: (1) that an adversary may use

discovery to obtain a document or com-
munication that a company or counsel
provides to, or creates for, an auditor,
and (2) that a document or communica-
tion an adversary does obtain is one with
sensitive information.

First, avoid disclosing to an auditor
any confidential communication between
the company and counsel, such as an at-
torney memorandum to the company or
emails between company personnel and
counsel. Such communications are likely
attorney-client privileged in the first in-
stance, but would lose their privilege if
the company or counsel divulges them
to an auditor. Companies can likely find
alternative ways to provide auditors the
necessary information.

Second, consult the ABA’s “Auditor’s
Letter Handbook.” The Handbook ad-
vises companies and counsel to limit dis-
closures about litigation to auditors. For
example, the Handbook says that “the
lawyer should normally refrain from ex-
pressing judgments as to outcome except
in [the] relatively few clear cases.”! Fur-
ther, the Handbook advises that, usually,
companies should ask counsel to provide
auditors information about “unasserted”
claims (i.e., hypothetical lawsuits) only if a
claim is “probable” and “there is a reason-
able probability that the outcome . . . will
be unfavorable” and “material.”*

Following the Handbook may help in
many respects. For example, if a com-
pany or counsel follows the Handbook’s
advice and keeps disclosures (like audit
letters) to the point, they are more likely
to create documents that omit extrane-
ous, sensitive information of interest to
an adversary. Likewise, a company that
limits disclosures also limits opportunities
to inadvertently disclose attorney-client
communications, thus avoiding a waiver.
If an attorney follows the ABA’s guidance
to opine about pending cases only rather
than hypothetical cases, then he is more
likely to create documents that satisfy the
work-product doctrine’s “in anticipation
of litigation” requirement.

Third, draft audit disclosures as attor-
ney-opinion work product rather than
less-protected, fact work product. To
that end, disclosures should not include
detailed factual summaries (especially



of nonpublic facts), disclose verbatim
witness statements, include litigation-
cost projections that lump multiple
cases’ costs into one estimate, or discuss
the adequacy of a company’s aggregate
litigation reserves.

Fourth, anticipate the risk that the
company could litigate in one of the mi-
nority jurisdictions that applies the work-
product doctrine only to those materials
a client or attorney prepares primarily to
assist with litigation. If an attorney gives
an opinion in an audit letter, for instance,
then he could state that he formulated
that opinion in the course of the litiga-
tion rather than for the auditor’s benefit.

Fifth, if an auditor insists on an attor-
ney’s analysis to support a company’s con-
clusion about a likely case outcome, then
the attorney could stick to facts and analy-
ses that are already public. For example,
he could rely on points that are already
in briefs filed with the court or in court
opinions. The attorney could also explain
in generic terms how he reaches such con-
clusions typically. These steps will ensure
that, if an adversary does obtain an audit
disclosure, the disclosure will contain little
sensitive information about which the ad-
versary was previously unaware.

Finally, consider explaining to the au-
ditor the company’s quandary in disclos-
ing potentially privileged information.
Work with the auditor to find a mutu-
ally agreeable way to give the auditor the
information needed.

In sum, today’s companies face increas-
ing pressure to disclose sensitive informa-
tion about litigation to auditors. If they do
so, then they increase an adversary’s odds
of obtaining that information in litigation,
although the work-product doctrine still
offers significant protections. To minimize
that risk, companies should work with au-
ditors collaboratively to balance the audi-
tor’s need for information and the com-
pany’s need to avoid privilege waivers. ®
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