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When Kovel Letters Spell Trouble for a CFO

Aaron Krauss, of Cozen O’Connor’s Philadelphia office, writes that an outside
accountant’s work can be privileged if the accountant is providing new ser-
vices at the direction of a lawyer under a specific engagement letter with the
lawyer. He explains that if the accountant proceeds under a Kovel letter, the
accountant will have done everything possible to protect the client’s interests.
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Analysis&Perspective

When Kovel Letters Spell Trouble for a CFO;
Or ‘What Do You Mean My Accountant’s Work Isn’t Privileged?”-

By AaroN Krauss

staff are often asked to work with lawyers to
gather or interpret information needed to evaluate

a potential acquisition or address a legal problem.
When CFOs and their staff are called upon to do so, it is
common for them to ask outside accountants—either
the company’s auditors or another firm that can provide
consulting services without raising independence
issues—to provide assistance. When CFOs and their
staff ask outside accountants to provide assistance, they
usually assume that the work of the outside accountants
will be privileged, just as a lawyer’s work is privileged.
While that can be the case, a privilege usually applies
only if the outside accountant’s work was not part of the
accountant’s routine work for the client, but was in-
stead done at the direction of the client’s lawyer in an
effort to “translate” accounting concepts into terms the

c hief financial officers and in-house accounting

Aaron Krauss is a commercial litigator who
practices in Cozen O’Connor’s Philadel-

phia office. His practice includes both the
defense of accounting firms and the retention
of accounting firms to assist him in represent-
ing companies in contract disputes and busi-
ness torts. Aaron Krauss can be reached at
(215) 665-4181 or akrauss@cozen.com. This
article should not be construed as giving legal
advice. If you would like to receive legal
advice, call Aaron Krauss. The views
expressed in this article are the views of
Aaron Krauss alone, and are not necessarily
the views of Cozen O’Connor.

lawyer could understand. The existence of a Separate
engagement letter—a Kovel letter—is often a prerequi-
site for a finding that the accountant’s work is privi-
leged.

Privilege. A privilege prevents an adversary—whether
it is the government or a private party to a lawsuit
—from gaining access to certain information. The
attorney-client privilege is the oldest and best estab-
lished of the privileges.

If the accountant proceeds under a Kovel/ letter,
the accountant will have done everything possible

to protect the client’s interests.

It prevents third-parties from discovering what a cli-
ent says to a lawyer for the purpose of seeking legal ad-
vice. The theory is that, absent the attorney-client privi-
lege, clients could not communicate honestly with their
lawyers and give their lawyers all the facts.

Without all the facts, lawyers could not give good le-
gal advice, nor could they make informed decisions re-
garding what strategies to use in an attempt to achieve
the client’s goals. Similarly, if lawyers knew that an ad-
versary could go through their files, they could not ex-
plore different potential strategies, or realistically and
honestly evaluate the merits of the available strategies.

Not Robust for Accountants. Especially when com-
pared to the attorney-client privilege, the accountant-
client privilege is not particularly robust or well estab-
lished. Although state statutes sometimes provide for
some privilege, that privilege is often limited, and
courts (especially federal courts) often find it is inappli-
cable. This is because accountants are not supposed to
be advocates (whether they actually are or not is an-
other story). An accountant-client privilege would sug-
gest that, rather than “auditing the books,” accountants
were trying to reach preordained conclusions. More-
over, an accountant’s conclusions are supposed to fol-
low logically from the information given to the accoun-
tant. They should literally add up, and any other ac-
countant should be able to “check the math” both
proverbially and literally. This would not be possible if
an accountant’s workpapers were shielded from review.

Perhaps more importantly, the IRS has the right to
examine a client’s books during a tax audit. Facts, such
as the amount of a particular expenditure, cannot be
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privileged, even if they are communicated to an attor-
ney.

The bottom line is that an outside accountant’s
work can be privileged if the accountant is
providing new services at the direction of a lawyer

under a specific engagement letter with the lawyer.

As a result, even the federal taxpayer communica-
tions act, 26 U.S.C. §7525, is limited. For example, it
does not apply in criminal actions. Instead, it only
shields accountant-client communications from the
government’s review in civil tax cases. It is also inappli-
cable if the communications involve tax shelters (an ex-
ception that may swallow the rule). More importantly,
the federal taxpayer communications act can only shel-
ter communications from the government. It cannot
shelter them from a private party.

Kovel Letter. So what is a Kovel letter, and how does
one allow an accountant’s work to be privileged? Kovel
was a case in which an accountant who worked for a
law firm refused to answer questions put to him by a
prosecutor who had convened a grand jury to investi-
gate the client’s potential tax liabilities. The accountant
claimed that his work was protected by the attorney-
client privilege because he worked for a law firm. The
trial judge supervising the grand jury disagreed and
jailed the accountant for contempt.

Fortunately for accountants everywhere, the appel-
late court reversed. While the appellate court explicitly
stated that a lawyer could not make an accountant’s
work privileged by the simple expedient of putting the
accountant on the lawyer’s payroll, it observed that the
attorney-client privilege had always extended to non-
lawyers who were essential to the lawyer’s ability to do
his or her job. Classic examples of non-lawyers who
were entitled to claim the privilege were secretaries, file
clerks, and message clerks. The Court then noted that,
if a lawyer hired a translator to allow him or her to com-
municate with a client who spoke another language, the
translator would be entitled to claim the attorney-client
privilege. More importantly, if the translator inter-
viewed the client without the lawyer present, and then
wrote a memo to the lawyer summarizing the interview,
the communication would be privileged. The Court con-
cluded that

If the lawyer had directed the client, either in the
specific case or generally, to tell his story in the first in-
stance to an accountant engaged by the lawyer, who is
then to interpret it so that the lawyer may better give le-
gal advice, communications by the client reasonably re-
lated to that purpose ought to fall within the privilege;
there can be no more virtue in requiring the lawyer to
sit by while the client pursues these possibly tedious
preliminary conversations with the accountant than in
insisting on the lawyer’s physical presence while the cli-
ent dictates a statement to the layer’s secretary or is in-
terviewed by a clerk not yet admitted to practice.

Accountants’ Work Must Benefit Lawyers. Aside from
confirming that lawyers and accountants speak differ-
ent languages (and that judges think accounting is te-
dious), the Kovel Court established the two touchstones
that enable an accountant to claim the benefit of the
attorney-client privilege. One is positive—the work has
to be for the benefit of the lawyer, and has to be neces-
sary for the lawyer to render legal advice. The other is
negative—the work cannot be something that the ac-
countant would have done even absent the lawyer’s in-
volvement.

What does it mean that the work has to be for the
benefit of the lawyer? First, that the lawyer has to direct
the work. If the accountant is directing the work, no
privilege will apply. Although it may seem trite, courts
often focus on which professional was consulted first. If
the lawyer was consulted first, and then retained the ac-
countant, the accountant’s work is likely to be privi-
leged. If, on the other hand, the accountant is consulted
before the lawyer becomes involved, courts are likely to
find that the accountant’s work is not privileged.

Second, the legal, rather than the accounting, aspect
of the work must predominate. If, for example, the end
product is a fairness opinion, a court is not likely to find
that the accountant’s work is privileged. If, on the other
hand, the end product is either an expert report or an
opinion on the damages that might be awarded in a law-
suit, a court is likely to find the accountant’s work is
privileged.

While the appellate court explicitly stated that a
lawyer could not make an accountant’s work
privileged by the simple expedient of putting the
accountant on the lawyer’s payroll, it observed
that the attorney-client privilege had always
extended to non-lawyers who were essential to the

lawyer’s ability to do his or her job.

As for the negative touchstone, courts often ask
whether the accountant would have done the work any-
way even if the lawyer had not been involved. If, for ex-
ample, an accountant had been reviewing financial
statements for years, a court is unlikely to find that the
accountant’s work is privileged even if a lawyer asked
the accountant to review the financial statements. But
what if the lawyer asks the accountant to perform dif-
ferent procedures than the accountant traditionally per-
formed? This is where the Kovel letter comes into play.

Many outside accountants perform tasks directed by
lawyers without issuing a separate engagement letter.
Absent a separate engagement letter, courts usually as-
sume that it is “business as usual,” and that the accoun-
tant is continuing to provide routine accounting ser-
vices to the client. If, however, there is a separate en-
gagement letter between the accountant and the
lawyer, and if the letter states that the accountant will
provide separate services—services that the accountant
has not previously provided to the client—to the lawyer
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so that the lawyer can render legal advice, a court is
likely to find that the advice is privileged. This is espe-
cially true if the accountant segregates the value of the
services being provided to the lawyer and bills the law-
yer separately.

When Privilege is Waived. A word of caution is in or-
der, however. Even if advice or work is privileged, that
privilege can be waived if the privileged material is dis-
closed to outsiders—including the government. Clients
often have powerful incentives to disclose a report pre-
pared by their accountant to third parties such as cur-
rent or potential stockholders, banks, bonding compa-
nies, or even the IRS. If a client discloses an accoun-
tant’s work product, any otherwise applicable privilege
will be waived.

The privilege will be waived as to both the document
that was disclosed as well as to any related documents.
This is because courts do not allow selective waivers. A
selective waiver would allow a client to release the
“good stuff”’ that supports its position and use the privi-
lege to shield from disclosure the “bad stuff” that
harms its position. While courts will allow a privilege to
shield information from disclosure, they will not allow
it to be used as both a sword and a shield.

The bottom line is that an outside accountant’s work
can be privileged if the accountant is providing new ser-
vices at the direction of a lawyer under a specific en-
gagement letter with the lawyer. While the client can
choose to waive the privilege by disclosing the accoun-
tant’s work, that is the client’s choice to make. If the ac-
countant proceeds under a Kovel letter, the accountant
will have done everything possible to protect the client’s

" interests.
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