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How Much Information Should Cos. Share With Auditors?

By Monica Loseman, Timothy Zimmerman and David Ware
(October 13, 2022, 7:00 PM EDT)

One of the more challenging and fraught questions in advising public companies dealing
with internal or external regulatory investigations is what information to share with
their auditors, and how and when to share it.

It is not always an easy call; legitimate concerns exist that providing information to a
company's auditor may later be deemed a waiver by the company of attorney-client
privilege or work-product protection, leaving the company exposed to further demands
for that information from regulators and adversaries.
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That tension between transparency with the auditor and risk of waiver has long been a
concern.

It's what led the American Bar Association and American Institute of Certified Public
Accountants in 1975 to create a carefully crafted standard and shared understanding
concerning how litigation and other legal contingencies should be communicated to the
auditor in order for the auditor to obtain sufficient competent evidential matter
regarding those contingencies without forcing some waiver of the company's privilege
or other protection.[1]
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Companies are therefore cautious about disclosing further detail regarding
investigations or litigation, or substantive information uncovered during the course of
an investigation, because that disclosure, some may argue, waives applicable privileges
and protections.[2]

But in a world where regulators appear to be increasingly focused on so-called
gatekeepers, auditors have reason to be concerned that the failure to obtain sufficient
evidence exposes them to risks of their own. A few recent developments provide some
useful guideposts in navigating disclosure to the auditors.

SEC v. Thompson

On one end of the extreme is U.S. Securities and Exchange Commission v. Thompson in David Ware
the U.S. District Court for the District of Nevada.



On Sept. 22, the SEC brought an action against three officers of SPYR Inc., a technology company
headquartered in Denver. The SEC's complaint alleges that the officers, including the CEO and general
counsel, failed to disclose to two outside auditors an ongoing SEC investigation.

While the company disclosed the existence of the investigation to its auditor in 2014, when it was first
commenced, the company provided no further update. Even in early 2018, when the auditors asked the
executives whether they were aware of "any situations where the company may not be in compliance
with any federal or state laws or government or other body regulations," the three officers answered
"no."[3]

In actuality, the SEC had already issued a Wells notice, the company was amid settlement negotiations,
which subsequently broke down, and the SEC enforcement staff had indicated that an enforcement
action was forthcoming.[4]

When the company hired a subsequent auditor in 2018, the company allegedly made no disclosure of
the investigation at all. Indeed, during a text exchange between two of the officers and the former
chairman of SPYR's board, the chairman told the officers that "with the SEC complaint only days/weeks
away from being served ... we really need to get this 10-K filed ASAP."[5]

Sure enough, the SEC filed a complaint against the company in 2018. The subsequent auditor, having
allegedly heard nothing about the existence of any SEC investigation, withdrew its opinion, concluding it
could no longer rely on management's representations given the nondisclosure of the investigation. In
2020, SPYR settled the 2018 matter wherein the company, the board chairman and a related entity
collectively paid $2.5 million in disgorgement and penalties.[6]

The nondisclosure of the investigation led the SEC to subsequently charge the three officers with various
violations of the Securities Act and the Exchange Act, including regulations prohibiting false or
misleading statements to an auditor in connection to the preparation of periodic public reports.[7]

The three officers settled the charges, agreeing to be enjoined from similar conduct in the future, as well
as a three-year director and officer bar, and agreeing to pay civil penalties ranging from $10,000 to
$75,000.

No doubt about it, SEC v. Thompson is meant to send a message: The existence of litigation and
regulatory investigations must be disclosed to auditors. That is not to say an investigation need be
simultaneously disclosed to the investing public.

Public disclosure of an SEC or other regulatory investigation is an entirely different question, depending
on various facts and circumstances.

For instance, the U.S. District Court for the Southern District of New York held in In re: Lions Gate that a
company

did not have a duty to disclose the SEC investigation and Wells Notices because the securities laws
do not impose an obligation on a company to predict the outcome of investigations. There is no
duty to disclose litigation that is not substantially certain to occur.[8]

By contrast, the U.S. Court of Appeals for the Second Circuit recently held in Noto v. 22nd Century Group
Inc. that where a company had disclosed weaknesses in its financial controls, the company had a duty to
disclose an SEC investigation of those weaknesses.



The court reasoned that "[b]ecause defendants here specifically noted the deficiencies and that they
were working on the problem, and then stated that they had solved the issue, 'the failure to disclose
[the investigation] would cause a reasonable investor to make an overly optimistic assessment of the
risk.""[9]

The point of SEC v. Thompson is that without disclosure of the existence of the investigation, the
auditors never had a chance to perform their gatekeeping function. The auditor's job is to determine
whether a company's financial statements, taken as a whole, present fairly in all material respects the
company's financial condition in accordance with generally accepted accounting principles.

According to the Public Company Accounting Oversight Board, with respect to any potential loss
contingencies arising from litigation, auditors obtain evidence regarding

the existence of a condition, situation, or set of circumstances indicating an uncertainty as to the
possible loss to an entity arising from litigation, claims, and assessments; the period in which the
underlying cause for legal action occurred; the degree of probability of an unfavorable outcome;
[and] the amount or range of potential loss.[10]

It may be entirely appropriate for a company not to publicly disclose the existence of an investigation
and not to record any associated loss contingency. But the auditor cannot make any assessment of the
fair presentation of financial statements if the auditor does not even know an investigation exists.

And, of course, a failure to disclose such an important piece of information bears on management's
overall credibility and whether the auditor can rely on management representations more broadly.

SEC v. RPM and In re: Grand Jury

On the other end of the extreme is SEC v. RPM International, which highlights the inherent tensions that
companies face, after they do disclose the existence of an ongoing investigation to their auditor, when
the auditor requires additional information about the underlying circumstances.

A majority of courts have held that sharing a document with an auditor does not waive the heightened
discovery barrier otherwise enjoyed by documents that are privileged attorney work product, or
documents prepared in anticipation of litigation.[11]

However, this consensus was called into question in 2020 when the U.S. District Court for the District of
Columbia denied work product protection for interview summaries prepared by a law firm in connection
with an audit in SEC v. RPM International.[12]

In that case, the SEC brought an enforcement action and sought interview memoranda produced during
a law firm's independent investigation.[13] The entire reason for this internal investigation, and why
these memoranda existed, was that that RPM's auditor had refused to sign the company's Form 10-K
unless the special investigation took place.[14]

The district court granted the SEC's motion to compel, reasoning that the memoranda were not
prepared because of anticipated litigation, but rather at the request of RPM's auditors, and that RPM

waived any privilege when it authorized its auditor to disclose the findings to the SEC.[15]

Although RPM's interlocutory order was upheld by the U.S. District Court for the D.C. Circuit on a



petition for a writ of mandamus,[16] it has not been followed by other courts in the two years since it
was issued. Indeed, even courts within the same district have shied away from requiring too much
specificity in the litigation to be anticipated in order to meet the because-of test.

For example, FBI agents' forms to summarize interviews, even before a grand jury has been convened,
have been held to have a sufficient nexus to anticipated litigation, when lawyers strategized about and
directed the conduct of those interviews.[17]

Even communications between nonlawyer executives merely trying to avoid litigation have been found
to be adequately protected by the doctrine.[18] This is the more sensible doctrinal approach when an
enforcement action is clearly on the horizon, as it was in Thompson and RPM.

The U.S. Supreme Court may touch on this and related issues in deciding the In re: Grand Jury case this
term, which raises the question of whether attorney-client privilege applies to a document created by a
law firm that includes both legal and nonlegal advice.[19]

In that case, the district court held a law firm specializing in international tax issues in contempt for
failing to produce communications that both provided legal advice and discussed the preparation of a
client's tax returns.[20] In deciding the case, the court will likely need to resolve a circuit split over
whether a document enjoys attorney-client privilege if it has a substantial legal purpose, or only if
providing legal advice is the document's primary purpose.[21]

Conclusion

It is important for an issuer and its auditor to achieve a common understanding about what information
is appropriate to be shared in the course of an audit, so that privilege can be appropriately protected
while the auditor is able to obtain their required evidence.

When issuers deem it necessary to withhold information from the auditor, they should do so in a
manner that is clearly communicated and provides comfort regarding management's integrity and, to
the fullest extent possible, transparency.
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