AMERICAN BAR ASSOCIATION
TASK FORCE ON ATTORNEY-CLIENT PRIVILEGE

REPORT TO THE HOUSE OF DELEGATES

RECOMMENDATION

RESOLVED that the American Bar Association strongly supports the preservation of the
attorney-client privilege and work product doctrine in connection with audits of company
financial statements.

FURTHER RESOLVED that the American Bar Association urges the Securities and
Exchange Commission, the Public Company Accounting Oversight Board, the American
Institute of Certified Public Accountants, the legal and accounting professions, and other relevant
organizations to adopt standards, policies, practices and procedures and take other appropriate
steps to ensure that attorney-client privilege and work product protections are preserved
throughout the audit process.
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REPORT

BACKGROUND OF THE TASK FORCE

The American Bar Association established its Task Force on the Attorney-Client
Privilege in September 2004, to evaluate issues and recommend policy related to the attorney-
client privilege and work-product doctrine The Task Force has been examining current
developments regarding the privilege and work-product doctrine, the circumstances in which
governmental agencies and others are asserting the need for privileged and work product
protected information, and the extent to which preserving the privilege and work product
protections or disclosing privileged information or attorneys’ litigation work product in such
circumstances harms the public interest. By examining and reporting on these and related issues,
the Task Force hopes to inform the public and the legal profession of the importance of the
privilege and work-product doctrine, relate each of these principles to the competing demands
for access to protected information, and assist the ABA in developing policies that strike the
right balance given these competing demands.

The Task Force began its work by identifying a variety of contemporary contexts in
which attorney-client confidentiality has come under serious pressure, in light of changes in the
law and changes in institutional practices by government agencies and others. The Task Force
recognized that initially it would focus on the areas that seem to be producing the greatest
tensions on the privilege and work-product doctrine. In light of its charge and its determination
regarding the most pressing issues, the Task Force gave notice to the professional community
that it would begin by focusing its attention on two substantial practices: (1) requests by
prosecutors and government regulators for the production of material protected by the attorney-
client privilege and work-product doctrine, and (2) requests by auditors of public companies for
the production of material protected by the attorney-client privilege and work-product doctrine.

As part of its ongoing charge, the Task Force has reviewed scholarly articles and
applicable law, conducted meetings, held public hearings, and received oral and written
testimony from interested persons. These meetings and hearings have produced varied views
and considerable information, some of which is noted in this Report and all of which is posted on
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2 Thefollowing is alist of the individuals and groups providing written or oral testimony to the Task Force on
February 11, 2005: The American College of Trial Lawyers, David M. Brodsky, Corporate Counsel
Consortium; Kenneth W. Gideon, ABA Section of Taxation; Steven K. Hazen, State Bar of California, Business
Law Section, Corporations Committee; James W. Conrad, Jr., American Chemistry Council; Paul Rosenzweig,
The Heritage Foundation; John Gamino, TXU Corporation; Ursula Weingold, University of St. Thomas School
of Law (Minnesota); Brad Brian, ABA Section of Litigation; United States Chamber of Commerce; The Law
Society of Upper Canada; Steven R. Schell, Black Helterling LLP; Paul Rice, American University Washington
College of Law; ABA Section of State and Local Government Law; Randolph Bracciaarghe, NSU Law Center;
and State Bar of California, Standing Committee on Professional Responsibility & Conduct. The following isa
list of the individuals and groups providing written or oral testimony to the Task Force on April 21, 2005:
Stephen A. Saltzburg, The George Washington School of Law; Susan Hackett, Association of Corporate
Counsdl; John Beccia lll, The Financial Services Roundtable; Jonathan Bach, New York Council of Defense
Lawyers, Elizabeth J. Cabraser, Lieff, Cabraser, Heimann & Bernstein; Gerald B. Lefcourt, Nationa
Association of Criminal Defense Lawyers;, Martin S. Kaufman, Atlantic Legal Foundation; W. Wayne Withers,

(footnote continued on following page)
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After gathering and analyzing this information, the Task Force submitted a proposed resolution
last year to the ABA House of Delegates, known as “Recommendation 111,” which expresses
support for the privilege and work product doctrine and opposition to governmental policies that
erode these protections. The resolution, which the ABA House of Delegates approved
unanimously in August 2005, states as follows:

RESOLVED, that the American Bar Association strongly supports the
preservation of the attorney-client privilege and work product doctrine as essential
to maintaining the confidential relationship between client and attorney required
to encourage clients to discuss their legal matters fully and candidly with their
counsel so as to (1) promote compliance with law through effective counseling,
(2) ensure effective advocacy for the client, (3) ensure access to justice and (4)
promote the proper and efficient functioning of the American adversary system of
justice; and

FURTHER RESOLVED, that the American Bar Association opposes
policies, practices and procedures of governmental bodies that have the effect of
eroding the attorney-client privilege and work product doctrine and favors
policies, practices and procedures that recognize the value of those protections.

FURTHER RESOLVED, that the American Bar Association opposes the
routine practice by government officials of seeking to obtain a waiver of the
attorney-client privilege or work product doctrine through the granting or denial
of any benefit or advantage.

In addition to Recommendation 111, the Task Force also provided the ABA House of
Delegates with a detailed Report discussing and analyzing the importance of the attorney-client
privilege and the work product doctrine, as well as the various ways in which these protections
have been eroded in recent years.® In the Report, the Task Force detailed the reasons behind the
Recommendation. Among other things, the Report demonstrated the overriding public benefit
resulting from preservation of client confidentiality, including in the organizational context, and
the way such benefit is attained through faithful application of the attorney-client privilege and
the attorney work-product doctrine. The key benefits of these protections identified in the
Report can be summarized as follows:

e the protections foster the attorney-client relationship
¢ the protections encourage client candor
o the protections foster voluntary legal compliance

(footnote continued from preceding page)

Emerson; State Bar of Cdifornia, Business Law Section, Corporations Committee; Federation of Defense &
Corporate Counsel; and Section of International Law, Ad Hoc Task Force on Money Laundering and
Professional Responsibilities.

ABA policy.
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e the protections promote efficiency in the legal system
¢ the protections enhance the constitutional right to effective assistance of counsel

While those benefits focus on the role of the attorney, the direct beneficiary is the client.
Furthermore, the failure to achieve those benefits has an adverse impact on society in general and
the administration of justice in particular.

Recommendation 111 is consistent with a narrower policy adopted by the ABA House of
Delegates in August 2004 opposing recent amendments to the Federal Sentencing Guidelines
that encourage prosecutors to pressure companies to waive their attorney-client privilege and
work product protections during investigations.*

Since August 2005, the Task Force has continued its efforts. For example, in an effort to
help implement the ABA’s August 2005 recommendations, the Task Force prepared a
memorandum (the “Revised Memorandum”) earlier this year suggesting specific changes to the
Justice Department’s privilege waiver policy as stated in its 1999 “Holder Memorandum,” 2003
“Thompson Memorandum,” and 2005 “McCallum Memorandum.” The Task Force’s “Revised
Memorandum” recommends that the Department’s policies be modified to (1) prohibit federal
prosecutors from demanding, requesting, or encouraging, directly or indirectly, that companies
waive their attorney-client or work product protections during investigations, (2) specify the
types of factual, non-privileged information that prosecutors may request from companies during
investigations as a sign of cooperation, and (3) clarify that any voluntary decision by a company
to waive the attorney-client privilege and the work product doctrine shall not be considered when
assessing whether the entity provided effective cooperation. Subsequently, on May 2, 2006,
ABA President Michael Greco sent a letter to Attorney General Alberto Gonzales urging the
Department to revise its waiver policies in accordance with the principles outlined in the Task
Force’s Revised Memorandum.

The Task Force expects to continue its work to develop specific measures in furtherance
of the resolutions adopted by the ABA House of Delegates in August 2005. Discussions are
underway with representatives of various regulators, which will help guide the Task Force in
determining potential solutions to the issues. It has been very gratifying to see lawyers from
corporations, the private sector and government all working together in a constructive manner on
these critical issues for our justice system.

4 In August 2004, the ABA adopted Recommendation 303, supporting five specific changes to the then-proposed
amendments to the Federal Sentencing Guidelines for Organizations, including amending the Commentary to
Section 8C2.5 to state affirmatively that waiver of attorney-client and work product protections “should not be a

Recommendation, but not the Report, constitutes official ABA policy. After receiving extensive written
comments and testimony from the ABA, other organizations, and numerous former senior Justice Department
officials, the Sentencing Commission voted unanimously on April 5, 2006, to reverse the 2004 privilege waiver
amendment to the Sentencing Guidelines. Unless Congress acts to modify or reverse the change, it will become
effective on November 1, 2006.
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. NEED FOR ABA POLICY ON THE ATTORNEY-CLIENT PRIVILEGE AND
WORK PRODUCT DOCTRINE IN THE AUDIT CONTEXT

The current proposed Recommendation and Report was prepared by the Task Force to
address issues surrounding the tension between preservation of the fundamental protections of
the attorney-client privilege and work product doctrine and the need for reliable financia
reporting and effective audits.> The goa of the ABA should be to balance and reconcile these
important competing public policies with a view to maintaining these fundamental protections
while enabling effective audits of company financial statements. We believe this can be
accomplished by defining auditing standards that identify information auditors need to obtain
and retain for purposes of the audit in a manner that is entirely consistent with preserving these
protections.

The importance of preserving attorney-client privilege and work product protections in
the organizational context, as fundamental to our democratic values and system of justice, has
been historically recognized in the accounting literature as part of generally accepted auditing
standards. The ABA remains staunchly committed to preserving these fundamental values
because they help protect the confidentiality of the attorney-client relationship and the essential
candor of communications between client and counsel that are dependent on confidentiality. Itis
this confidentiality and the resulting candor of communications that permit lawyers to play a
crucial role in encouraging legal compliance. The Task Force aso is sensitive to the need for
auditors to receive the information they reasonably need to conduct an effective audit and
provide the reliable and transparent financial reporting upon which the credibility of our
financial markets is based. This Report seeks to identify ways in which both goals might be
achieved. It does so by identifying the information that we believe may properly be required in
connection with an audit without undermining attorney-client and work product protections. It
also addresses issues surrounding the extent to which information provided as part of the audit
might be protected from further disclosure should that be considered a desirable outcome.

In furtherance of the foregoing objectives, the Task Force believes that it is advantageous
for the ABA to adopt current policy that expresses its support for the preservation of the
attorney-client privilege and work product doctrine in the audit context and encourages relevant
regulatory and industry groups to take steps to ensure that these protections are preserved
throughout the audit process. Accordingly, it is submitting the Recommendation and providing
this Report to amplify the reasons for the Recommendation and actions the Task Force could
take to implement it in cooperation with regulatory authorities and industry groups.

[I1.  EXISTING ABA POLICY ON AUDIT DISCLOSURES
During the period 1975-76, the ABA and the American Institute of Certified Public

Accountants (“AICPA”) adopted a policy endorsing a “Statement of Policy” regarding the
appropriate scope of the lawyer’s response to the auditor’s request for certain privileged

5 Not all members of the Task Force endorse every view expressed in this Report, but the Report taken as awhole
reflects a consensus of the members of the Task Force. The views expressed in this Report have not been
approved by the House of Delegates or Board of Governors of the American Bar Association and, accordingly,
should not be considered as representing the policy of the American Bar Association.
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materials during the course of audits, including requests for disclosure of “contingent liabilities”
that would violate the attorney-client privilege.® This policy, which is commonly referred to as
the “Treaty,” strikes a delicate balance between preserving the benefits arising from attorney-
client and work product protections and other potentially competing policy considerations.
Preserving this balance has been a hallmark of the interaction between the legal and accounting
professions for over 30 years, and rationale for the Treaty remain valid today.

The Preamble to the Treaty explains these important policy considerations in pertinent
part as follows:

The public interest in protecting the confidentiality of lawyer-client communications is
fundamental. The American legal, political and economic systems depend heavily upon
voluntary compliance with the law and upon ready access to a respected body of
professionals able to interpret and advise on the law. The expanding complexity of our
laws and governmental regulations increases the need for prompt, specific and
unhampered lawyer-client communication. The benefits of such communication and
early consultation underlie the strict statutory and ethical obligations of the lawyer to
preserve the confidences and secrets of the client, as well as the long-recognized
testimonial privilege for lawyer-client communication.

* k * % %

It is aso recognized that our legal, political and economic systems depend to an
important extent on public confidence in published financial statements. To meet this
need the accounting profession must adopt and adhere to standards and procedures that
will command confidence in the auditing process. It is not, however, believed necessary,
or sound public policy, to intrude upon the confidentiality of the lawyer-client
relationship in order to command such confidence. On the contrary, the objective of fair
disclosure in financia statements is more likely to be better served by maintaining the
integrity of the confidential relationship between lawyer and client, thereby strengthening
corporate management’s confidence in counsel and encouraging its readiness to seek
advice of counsel and to act in accordance with counsel’s advice.’

6 American Bar Association “Statement of Policy Regarding Lawyers’ Responses to Auditors’ Requests,”
approved by the ABA Board of Governors in December, 1975, confirmed by the Board of Directors of the
American Ingtitute of Certified Public Accountants (“AICPA”) in January, 1976, ratified by the ABA House of
Delegates in August 1976, and incorporated by the AICPA in March 1977 into its “Standards of Fieldwork” as
Exhibit Il of AU Section 337 (“Inquiry of a Client’s Lawyer Concerning Litigation, Claims, and Assessments”)
simultaneously with issuance of AU Section 9337 (Interpretations of Section 337). These standards and related
interpretations have been adopted as interim auditing standards for public companies by the PCAOB in Rule
3200T. As noted below, there has been only one modification of these interpretations as it relates to tax

aicpa.pdf.
7 Preambleto ABA “Statement of Policy Regarding Lawyers’ Responsesto Auditors’ Requests”.
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V. AUDITING PRACTICES AFFECTING THE ATTORNEY-CLIENT PRIVILEGE
AND WORK PRODUCT DOCTRINE

The collapse of Enron in late 2001 and the disclosure of other corporate and financial
irregularities in early 2002 led to enactment of the Sarbanes-Oxley Act of 2002 (“SOX”).
Shortly thereafter, the government caused an indictment to be filed against Arthur Andersen, a
prominent accounting firm, in connection with the Enron matter and that firm ultimately ceased
providing professional services. SOX created the PCAOB and charged it with authority, among
other things, to inspect the performance of auditors and issue reports on those inspections. At the
same time, civil liability claims against auditing firms and resulting settlements and judgments
have continued to escaate. The combination of these factors has had a direct impact on the
relationship between corporations and their auditors and, in turn, on the attorney-client
relationship and related protections in a number of ways regularly identified by corporations and
their internal and external counsel, including the following:

e auditor requests for a much broader range of documents in the possession of the audited
company, often in the view of the client with limited relevance of the requested
documents to the audit;

e auditor requests for documents covered by the protections notwithstanding other possible
sources of the relevant information or other potential ways of satisfying audit needs;

e departures from the Treaty and an increase in non-standard requests,

e expansive treatment of documents in the files of an audited company as being “audit
documentation”/“work papers’ even though it is not clear that they actually document the
audit process; and

o cfforts to review protected materials not necessary for the audit of the financia
statements in order to provide the internal controls certification required under SOX
Section 404.

Auditors have sometimes pointed to the regulatory requirements of the PCAOB and the SEC as
justification for these actions; in the view of many knowledgeable observers, this claimed
justification is unwarranted.

V. EXAMPLESOF POTENTIAL IMPLEMENTATION ACTIONS

The Task Force believes that adoption of the Recommendation as official policy of the
ABA will facilitate efforts of the Task Force to initiate dialogues with appropriate regulatory
authorities, including the SEC, the PCAOB and the AICPA, as well as with representatives of the
accounting profession with a goa of resolving the issues associated with preservation of the
protections in the audit context.

In the Task Force’s view, these regulatory authorities could substantially alleviate those

issues by making clear what information auditors need, and more importantly do not need, for
the proper conduct of the audit. This clarification would reaffirm the importance of the
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fundamental policy of preserving attorney-client privilege and work product protections as a
priority and outline carefully the information that can properly be sought and still be consistent
with preservation of these protections. The clarification could consist of both general principles,
such as reaffirmation of the primacy of the protections, and specific guidance. We identify
severa areas in this Section of the Report to illustrate how this might work, beginning with one
that auditing standards have aready addressed and can serve as a model if properly applied.
These are provided solely as examples and not as positions adopted by the Task Force, much less
recommended for adoption as specific policies of the ABA.®

The Task Force begins with the position, supported by several existing ABA policies,
that preservation of the protections is vitally important. Thus, the circumstances for permitting
information to be obtained that might implicate the attorney-client privilege or work product
protections should be strictly limited to those where it is clearly necessary for purposes of the
audit and not those where it merely would be convenient or would provide additional
confirmation or comfort. In genera terms, those circumstances should be limited to factual
information that is not available from other sources or, solely when relied on by the client to
justify itsfinancial reporting position, applicable legal advice and opinions.

A. Tax Advice and Opinions

AICPA Standard of Field Work AU Section 9326.22 specifies that “[i]f the client’s
support for the tax accrual of matters affecting it, including tax contingencies, is based upon an
opinion issued by an outside advisor with respect to a potentially material matter, the auditor
should obtain access to the opinion, notwithstanding potential concerns regarding attorney-client
or other forms of privilege.” In contrast to this measured approach, some accounting firms are
reported to take the position that all advice or opinions received by the entity from outside tax
advisors regarding the entity’s tax accounts or matters affecting such accounts or the related
financial statements disclosures should be reviewed and retained. As a result, in the view of
many, these accounting firms are requesting protected information unnecessarily. At least one
accounting firm justifies its position on the grounds that use of the word “should” in the quoted
text “is to be interpreted consistently with its use in [PCAOB] Rule3101,” and that “it is
mandatory that we obtain copies of opinions or advice provided by our client’s outside tax
advisors.” Another firm justifies the position as required by AU Section 339 dealing with audit
documentation.

In our judgment, that position is not supported by AU Section 9326.22 because it ignores
its predicate condition that, before the opinion should be sought, the company must base its
support for its tax position upon the opinion of counsel. It is only when the company seeks to
justify its tax position on counsel’s opinion that the standard calls for the auditor to have access
to the opinion. Furthermore, the conclusion reached from use of the word “should” is not
necessarily supported by Rule 3101, which actually provides that use of the word “should”
means that the auditor must follow the procedure “unless the auditor demonstrates that

8 If adopted, only the Recommendation supported by this Report, not the Report itself and thus not the examples
provided, will constitute official ABA policy.

9 Emphasis added. AU Section 9326 provides interpretations (in Q& A format) of AICPA AU 326. See note 18
and related text.
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