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s recently reported in the Journal
of Accountancy (September 2006),
forensic accounting is the fastest-
growing niche market in the CPA
profession. Forensic accounting
can be defined as “the discovery,
analysis, and presentation of fi-
nancial information in the context
of disputes, investigations, and litigation.” Forensic
accounting has two major practice components: (1) liti-
gation services in which the forensic accountant serves
as a testifying or consulting expert, and (2) investigative
services, which may or may not lead to courtroom tes-
timony.2 Working in a legal environment obligates the
forensic accountant to be knowledgeable of client confi-
dentiality and evidentiary privilege. Through the lens of
10 significant court cases, we develop a framework for
understanding and applying these concepts to forensic
accounting services.

Accountant-client privilege and accountant work-
product protection do not exist under federal (and most
state) law.® Any protection is by virtue of an engage-
ment relationship with an attorney, i.e., attorney-client
privilege and attorney work-product protection. These
privileges can be extended to forensic accountants, but
only under certain circumstances as discussed below.
Of particular significance is the nature of the engage-

! The Value Examiner, NACVA, Jan/Feb 2007, page 5.

2 NIJ Special Report (Feb 7, 2007): “Education and Training in Fraud and
Forensic Accounting: A Guide for Education Institutions, Stakeholder Orga-
nizations, Faculty, and Students.” West Virginia University, Forensic Science
Initiative.

ment, i.e., whether the forensic accountant serves as
a consulting or testifying expert. This distinction can
be blurred by changing roles (from testifying expert to
consultant or vice versa) and dual roles (testifying ex-
pert and consultant).

The remainder of this article is organized as follows:

e Fundamentals of client confidentiality and eviden-
tiary privilege.

e Ten significant court cases from 1961 to 2007 re-
garding the challenge of extending the attorney-cli-
ent privilege to third-party experts. The operational
guidelines established by these cases are summa-
rized in Table 1 (page 25).

o Practical tips for forensic accountants.

Fundamentals

Theory of Privileged Communication
Privileged communication is a legal principle that
protects communications taking place within a pro-
tected relationship. Commonly recognized protected
relationships include attorney-client, husband-wife,
doctor-patient, and clergyman-penitent. The privilege
is a legal right of the source, e.g., the client or patient
rather than the lawyer or doctor. The underlying theo-
ry of privileged communication, articulated by the U.S.
Supreme Court in Upjohn Co., et al. v. United States,

3 With the exception of federally authorized tax preparers (FATP), who may
have some limited “tax advice” privilege in civil matters under IRC 7525.
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et al. (1981), is that in certain in-
stances (i.e., protected relation-
ships) society is best served by the
suppression (protection from dis-
closure) of information.

Suppression of information,
however, 1s inconsistent with the
general duty to disclose and is thus
closely guarded by the courts. In our
legal system, each party is obligated
to disclose to the opposing party all
relevant and non-privileged evidence
it proposes to use at trial, whether
favorable or unfavorable.*

Attorney-client Privilege

Attorney-client privilege, the
oldest of the protected privileges in
law, is defined as the “client’s right
to refuse to disclose and to prevent
any other person from disclosing
confidential communications be-
tween the client and the attorney.”®
The requisite elements for estab-
lishing privilege include a commu-
nication that (a) relates to the ren-
dering of legal services, (b) is made
in confidence, and (c) is made to a
person the client reasonably be-
lieved was an attorney.®

The attorney-client privilege is
intended to encourage people in-
volved in legal disputes to be candid
with their attorneys, thus enabling
the attorneys to give sound legal
advice. Once the attorney-client
privilege has been established, it
may be extended to non-attorneys
(e.g., subordinates and consulting
experts) who assist attorneys in
rendering legal advice or services.

Work-product Doctrine
The work-product doctrine, rec-
ognized by the U.S. Supreme Court
in Hickman v. Taylor (1947), pro-
vides protection from discovery of

4 In criminal matters, only the prosecution is required to disclose.

® Black’s Law Dictionary, 1999, p. 1215.

¢ For a full discussion of the foundation of attorney-client privilege and the clas-
sic test, see U.S. v. United Shoe Mach. Corp. (110 F. Supp. 295, D.Mass. 1953).
" Unlike attorney-client privilege, the work-product doctrine is a right of the at-

torney rather than the client.
8 See U.S. v. Nobles (422 U.S. 225, 238, 1975).

documents, interviews, statements,
and other items prepared by an at-
torney in anticipation of trial. The
work-product privilege allows law-
yers to prepare for litigation without
risk that their work will be revealed
to court adversaries.” Consistent
with the rules governing attorney-
client privilege, the work-product
doctrine can be extended to items
prepared by non-attorneys who as-
sist in rendering legal services.?

Rules of Discovery

The Federal Rules of Civil Pro-
cedure® (FRCP) govern the conduct
of all civil actions brought in fed-
eral district courts and serves as
a model for most state courts. The
provisions of Rule 26 of the FRCP
govern the discovery process, which
is the pre-trial phase in litigation in
which opposing parties produce or
compel the production of documents
and other evidence via discovery
devices (e.g., depositions, requests
for production, interrogatories). Of
special relevance to our discussion
are Rules 26(a)(2) and 26(b)(4).

Rule 26(a)(2) requires the dis-
closure of any person employed to
provide expert testimony in a case,
including disclosure of each expert’s
signed “written report.” Moreover,
Rule 26(a)(2)(B) permits discovery
of all the information the expert
“considered” in preparing his or her
report. Rule 26(b)(4)(A) permits an
opposing party to discover the facts
known or opinions held, through
interrogatories or by deposition, of
“any person who has been identified
as an expert whose opinions may be
presented at trial.”

Rule 26(b)(4)(b), however, pro-
vides that facts known or opinions
held by a non-testifying expert, who

has been specifically engaged in
anticipation of litigation, can be
discovered by an opposing party
only “upon showing of exceptional
circumstances.”’® The purpose of
this rule is to allow parties to freely
consult with their experts, “without
fear that every consultation with an
expert may yield grist for the adver-
sary’s mill.”!?

Armed with a fundamental un-
derstanding of the concepts of cli-
ent confidentiality and evidentiary
privilege, we now examine 10 focus
cases that apply these concepts to
the forensic accountant.

10 Focus Cases

1. Landmark Decision
Extends Privilege to

Accountants

The 1961 landmark decision
U.S. v. Kovel extended the attorney-
client privilege to communications
between a client and an accountant
employed by an attorney.

Louis Kovel, an accountant
and former IRS agent, was a reg-
ular employee of a law firm. Dur-
ing the course of his employment,
Kovel was subpoenaed by a federal
grand jury to provide testimony
regarding one of the law firm’s cli-
ents with whom Kovel had shared
communications. Kovel appeared
before the grand jury but refused
to answer questions about the cli-
ent, even after being directed to do
so by the court, asserting attorney-
client privilege.

In Kovel’s defense, it was ar-
gued that his status as a regular
employee of the law firm exempt-
ed his testimony and production
via attorney-client privilege. The
government argued that under no

9 Can be found at www.law.cornell.edu/rules/frcp/Rule26.htm.

10 See House v. Combined Ins. Co. of Am. (168 F.R.D. 236, N.D. lowa 1996) for

circumstances.

a discussion of the factors considered by the courts in determining exceptional

' Rubel v. Eli Lilly and Company, 160 F.R.D. 458, 460 (S.D.N.Y. 1995).

12 An example can be found at www.divorcenewjersey.com/publish/library/NJ-
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circumstances did a non-attorney
accountant have privilege. The
lower court agreed with the govern-
ment, finding Kovel in contempt for
refusing to answer and sentencing
him to a year in prison.

The appeals court, however,
reasoned that the presence of privi-
lege is essential when an accoun-
tant, “whether hired by the lawyer
or the client...is necessary, or at
least highly useful, for the effec-
tive consultation between the client
and the lawyer which the privilege
is designed to permit.” The appeals
court vacated the lower court’s deci-
sion and set aside Kovel’s sentence
for criminal contempt.

Kovel established operational
guidelines and a functional test for
determining when an accountant
who works for an attorney may in-
voke attorney-client privilege, most
notability the propositions that:
¢ Communications between a client

and an accountant made for the
purpose of facilitating the render-
ing of legal services (not account-
ing services) are privileged.

e When the client first commu-
nicates with his accountant,
the communication is not pro-
tected, even though the client
later consults an attorney on
the same matter.

o If the client first consults with a
lawyer who later retains an ac-
countant, or if the client consults
a lawyer with his own accountant
present, the privilege applies.

e Communications between the
client’s accountant and attorney
are privileged.

Referring to this decision, fo-
rensic accountants are commonly
advised to secure a “Kovel letter”
outlining the nature and scope of
an engagement. A Kovel letter sim-
ply serves to confirm that the fo-
rensic accountant is being retained

to assist the lawyer in providing
legal services.!?

2. Privilege Extends to

Consulting Accountants

Bauer v. Orser (1966) extended
the protection afforded by Kovel to
non-employee consulting accoun-
tants engaged by attorneys to per-
form expert services necessary to
provide proper legal advice.

This enforcement action was
instituted by an IRS special agent
(Bauer) to compel the production
of certain records and work papers
in the possession of a CPA (Orser)
who had been engaged by an at-
torney to provide expert account-
ing services.

In Orser’s defense, it was ar-
gued that the requested records
were exempt from production
through the attorney-client privi-
lege. Orser argued that he had
been engaged by the attorney to as-
sist in providing legal services (not
accounting services) and that dur-
ing the course of the engagement
his efforts were directed and con-
trolled by the attorney. Finally, it
was argued that the work papers,
summary sheets, and notes gener-
ated by Orser were the property of
the employing attorney.

Ruling in Orser’s favor, the
court reasoned that a consulting ac-
countant “is in the same position as
an accountant who is a regular em-
ployee of a law firm engaged in le-
gal work for which such accounting
assistance 1s necessary to the law-
yers in the effective performance
of their legal services.” Moreover,
it was undisputed that the accoun-
tant was engaged by the attorney
to provide “expert” services consid-
ered essential to providing proper
legal advice.

Relevant factors considered by
the court in the Bauer case include
the following:

CLE%202005%_Family%20Part%20Discovery_Kovel%20Letter.

e The CPA was engaged to assist
an attorney in providing effective
and proper legal counsel.

e The CPA’s services were performed
within the scope of an agency rela-
tionship with the attorney.

e The CPA was directed and con-
trolled by the attorney during the
engagement.

e The CPA had no prior relation-
ship with the attorney’s client.

e The CPA invoiced and was paid
by the attorney.

3. No Privilege for

Accounting Services

The U.S. v. Cote (1971) opinion
further clarified the functional test
provided in Kovel, concluding that
an accountant who works for a law-
yer may not invoke the privilege “if
what i1s sought is not legal advice
but only accounting service...or if
the advice is the accountant’s rath-
er that the lawyer’s.”

This enforcement action was
initiated by the IRS to compel
the testimony and production of
certain records and work papers
in the possession of a CPA (Cote)
who had prepared the original and
amended returns of taxpayers un-
der IRS investigation.

In Cote’s defense, it was con-
ceded that no privilege existed for
records related to the original re-
turns. However, it was argued that
Cote prepared the amended returns
pursuant to an engagement with an
attorney and that such records were
attorney-client protected. In rebut-
tal, the IRS cited the general rule
that income tax work papers are
not confidential because, by defini-
tion, they contain information that
will later appear on a return. Inter-
estingly, both parties cited Kovel in
support of their arguments.

Following the direction pro-
vided in Kovel, the court focused on
“what advice was sought...and from
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whom.” Ruling in favor of the IRS,

the court questioned the nature of

the engagement relationship be-
tween the accountant and the at-
torney, concluding that the CPA

did not provide assistance in ren-

dering legal advice (only account-

ing advice) and that the attorney

did not control the scope of the

CPA’s services.

In developing its opinion, the
court made the following findings:

o Federal law recognizes no ac-
countant-client privilege.

e The accountant (not the lawyer)
was first engaged.

e The accountant had a longstand-
ing professional relationship with
the client.

e The engaging attorney did not
control or supervise the efforts or
work product of the accountant.

e The claimant of the privilege has
the burden of proof.

4. Dual Roles: Testifying

Expert and Consultant

The Furniture World, Inc. v.
D.A.V. Thrift Stores, Inc. (1996)
decision highlights the perils of as-
suming the dual roles of both testi-
fying and consulting expert.

This enforcement action was
brought to compel the production of
documents and testimony of a wit-
ness identified as both a testifying
and consulting expert. The defen-
dant argued that the specific infor-
mation sought was attorney-client
privileged because it had been pro-
vided to the witness in her capacity
as a consulting expert rather than a
testifying expert.

The court concluded that a
testifying expert is “subject to the
full gamut of discovery,” reasoning
that “a person initially selected to
testify as an expert at trial can-
not be shielded from questioning
by later being also designated as
a consultant expert and invoking

13 Held in the judge’s private chambers.

the work-product doctrine. Counsel
must choose to designate an expert
as either one who will testify at
trial or consult with counsel. Hav-
ing an expert who is both creates an
unmanageable situation by requir-
ing a question-by-question analysis
of an expert witness’ deposition tes-
timony to determine whether the
work-product doctrine applies.”

This case cautions the practi-
tioner to properly qualify his or her
role as either a consulting expert or
a testifying expert—never both si-
multaneously.

5. Consultant’s Past Work

Not Privileged

The Green v. Sauder Mould-
ings, Inc. (2004) decision qualifies
the attorney work-product privilege
to include only “those facts or opin-
ions marshaled by a party’s repre-
sentative—here, the consultant—
after he is retained by the litigating
party and only when prepared in
anticipation of that party’s litiga-
tion” [emphasis in original].

This enforcement action was
brought by the defendant to com-
pel production of an “investigative
report” prepared by the plaintiff’s
consulting expert in a personal in-
jury case.

Importantly, the expert pre-
pared the report some two years
before the date of his engagement
with the plaintiff’'s counsel, while
working as an employee of a third
party. Plaintiff's counsel argued
that engaging the expert as a con-
sultant entitled him to assert work-
product privilege over the report.

The court, in a favorable ruling
for the defendant, reasoned that
supporting the plaintiff’s assertion
would undermine Rule 26 and al-
low “a party to manufacture privi-
lege by hiring an expert who had
already performed work for another
party to the same litigation.”

6. Multiple Engagements
Require Separate
Engagement Letters and

Distinct Files

This 2005 grand jury proceed-
ing (Under Seal—Misc. Case No.
2:04-00167) highlights the confu-
sion and conflict created by multiple
engagements and the importance
of properly executed engagement
(Kovel) letters.

This protective action was
brought to quash a grand jury sub-
poena of the testimony and work pa-
pers of a CPA engaged by counsel in
two separate engagements involving
the same client. The first engage-
ment involved negotiating an offer-
in-compromise with the IRS; the
second involved assisting counsel in
the defense of an IRS criminal inves-
tigation, with efforts including wit-
ness interviews, case strategy, and
the preparation of a written report.

The government argued that be-
cause the accountant was hired to
perform accounting services rather
than assist in providing legal advice,
there was no legitimate expectation
of privacy. The government further
argued that there was no distinction
between the two engagements and
that, even if attorney-client privilege
had applied, it was waived when the
accountant met with IRS to discuss
a proposed settlement.

The accountant’s lawyer argued
that the nature and scope of the two
engagements were clearly specified
in the respective engagement let-
ters and that, in the second engage-
ment, the accountant worked under
the direction and control of counsel.
The accountant’s lawyer also ar-
gued that the second engagement
work file (including witness inter-
views, case strategy, and a writ-
ten report) was exempt as attorney
work product.

Following an in camera'® exam-
1nation of the accountant’s files, the

2%
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court granted the motion to quash
only with respect to the second en-
gagement. Regarding the first en-
gagement, the court reasoned that,
even if the accountant acted as an
agent for the attorney, consulta-
tions for the purpose of negotiating
an IRS compromise are accounting
services and thus not privileged.
Regarding the second engagement,
the court acknowledged that the
accountant’s engagement letter
qualified the scope of services as
assisting counsel in providing le-
gal services and that the files were
properly segregated and labeled as
protected documents (i.e., attor-
ney-client privileged).

In developing its opinion, the
court made the following important
observations regarding the second
engagement:

e The nature of the engagement was
clearly identified as assisting coun-
sel in providing legal services.

e The CPA’s work files (engage-
ments one and two) were segre-

gated, with the latter being la-
beled “attorney-client privileged.”

e The lawyer was first engaged.

e The accountant had a longstand-
ing professional relationship with
the lawyer.

e The engaging attorney supervised
and controlled the CPA’s efforts.

7. Consulting Expert’s
Influence on Testifying
Expert

The decision in Derrickson, et
al. v. Circuit City Stores, Inc. (1999)
raises concerns regarding interac-
tions between a testifying expert
and a consulting expert.

In Derrickson, a testifying ex-
pert submitted his report contain-
ing various tables prepared by a
non-testifying expert. The testifying
expert acknowledged that he relied
on the tables and that they served
as the foundation for his opinion.

In its deliberations, the court
reasoned that where the “fruits of

Table A: Summary of Operational Guidelines

their labor are indivisible,” an op-
posing party cannot properly cross-
examine a testifying expert without
also examining the non-testifying
expert. The court made a distinc-
tion between cases where there
was a “collaboration” of effort and
“where the testifying expert relied
on a single, discrete written report
by a non-testifying expert,” conclud-
ing in the latter situation that only
the non-testifying expert’s report
need be produced.

The court’s reasoning in Der-
rickson focused on the non-testifying
expert’s involvement in forming the
testifying expert’s opinion/report.
The implications are far-reaching,
given the proliferation of collabora-
tive efforts between experts, specifi-
cally firm associates.

8-10. Changing Roles

Creates Confusion

The issue of whether an expert
initially designated as a testifying
expert, but later re-designated as a

Attorney-client
Nature of Accountant’s Engagement Privilege Extended
to Accountant?
Engaged by an attorney or non-attorney as a testifying expert No
Engaged by an attorney as a consulting expert to assist in providing legal advice Yes
Engaged by a non-attorney as a consulting expert to assist in providing legal advice No
Engaged by an attorney as a consulting expert to assist in providing accounting and/or tax advice No
Engaged by an attorney as both a consulting and testifying expert to assist in providing legal 5
advice (dual roles) '
Engaged by an attorney as a consulting expert to assist in providing legal advice, specifically .
to assist the testifying expert in developing his/her opinion '
Engaged by an attorney as a consulting expert in dual engagements: (1) to assist in providing (1) No
accounting services and (2) to assist in providing legal advice. (2) Yes
Engaged by an attorney as a testifying expert but re-designated as a consulting expert before Yes
a report or opinion is rendered
Engaged by an attorney as a testifying expert but re-designated as a consulting expert after a NoO
report or opinion is rendered

July / August 2007 & The Value Examiner
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non-testifying consultant, may be
deposed has been addressed on a
number of occasions. For example:

In Sunrise Opportunities, Inc.
v. Regier (2006), the court articu-
lated the question: “Do the rules
require a party’s expert to be de-
posed if he originally is identified
as a testifying expert, but later
the party decides that the expert
will not testify?” In answering that
question, the court focused on the
reasons a testifying expert needs
to be deposed (i.e., to facilitate ef-
fective cross-examination), con-
cluding that no such justification
exists for a non-testifying witness.
Accordingly, the court ruled that a
non-testifying expert cannot be de-
posed under Rule 26(b)(4)(A).

In Estate of Douglas L. Man-
ship, et al. v. U.S. (2006), the court
ruled that the re-designation of a
witness from testifying to non-testi-
fying status before an expert report
or other disclosure opinion is ren-
dered affords the witness protection
under Rule 26(b)(4)(B).

In Bradley, et al. v. Cooper Tire,
et al. (2007), the court ruled that
where a re-designated expert had,
before re-designation, produced a
written report, such re-designation
did not afford the witness protec-
tion under Rule 26(b)(4)(B).

These three examples clearly
suggest that (a) changing roles
should be documented by an
amended engagement letter, and

Case Citations

(b) a re-designation must be made
before an expert report or opinion
is disclosed.

Practical Tips

Before concluding, we must dis-
close that our firm was the accoun-
tant in the above-mentioned 2005
grand jury proceeding (Case 6).
From this “Kovel” experience, we
share the following lessons learned
and practical tips.

First, it is essential to secure a
carefully crafted engagement let-
ter that accomplishes all four of
the following:

e Qualifies your role as a consult-
ing or testifying expert, not both
simultaneously

e Qualifies the scope of your ser-
vices—to assist an attorney in
providing legal advice

e Confirms your role as an agent
of the attorney—an agency rela-
tionship

e Identifies your efforts as being
attorney-client privileged

Second, label all correspon-
dence and work product as “attor-
ney-client privileged,” and segre-
gate it accordingly.

Finally, send all billings and re-
ports directly to the attorney, not to
the client.

The failure of a forensic ac-
countant to protect the attorney-cli-
ent or work-product privileges can
have severe consequences, includ-
ing an unfavorable case outcome,
negative goodwill, disciplinary ac-

tion, or even a malpractice claim.
For these reasons, it is important
to proactively assert and maintain
privilege, erring always on the side
of caution.
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