MONTGOMERY COUNTY, STATE OF MARYLAND

Paul Kelly :
5500 Friendship Boulsvard, #1017 : COMMISSION ON COMMON
Chevy Chase, MD 20815 : OWNERSHIP COMMUNITIES
Complainant : Cage No, 03-677-0
VE. : Panel Hearing Date: October 27, 2004
: Decigion Issued:

The Willoughby of Chevy Chase Condo.
4515 Willard Avenue
Chewy Chase, MD 20815

Respondent
Panel Chair Memorandum By: John F. McCabe, Jr.

MEMOQRANDUM DECISION AND ORDER

The above entitled case came before a Hearing Panel of the Commission on Common
Ownership Communities for Montgomery County, Maryland, for hearing on October 27, 2004,
purguant to Sections 10B-3(1), 10B-5(a}, 10B-10, 10B-11(1), 10B-12, and 10B-13 of the Montgomery
County Code, 1994, as amended. The duly appointed Hearing Panel considered the testimony and
evidence of record, and finds, determines and orders as follows:

BACKGROUND

This is a complaint filed on December 2, 2003, by a unit owner in a condominium against
the condominivm. The Complainant has complained about two aspects of the Condominium’s audit
procedures. He claims:

1. That the pre-andit meetings periaining to the annual audits must be open to the unit
owners pursuant to the Maryland Condominium Act, Section 11-109.1, Real Property, Md. Code

Ann. The annual pre-audit mesting, pursuant to Board Resolution 2004-1 adopted March 23, 2004,
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is a meeting among the general manager, the managing agent’s personnel and the accountant’s audit
team.

2. That the “management letter” provided annually to the Condominium by the
accountant must be made available to the unit owmers, in ifs entirety, pursuant to the Maryland
Condominium Act, Section 11-116, Real Property, Md. Code Ann., and the By-lawe of the
Condominium, Article III, Section 3(1).

The position of the Condemtinium is that the pre-audit meeting is not a meeting of the
Condominium’s Board of Directors or of a committes of the Board, and therefore is not required te
be open to the unit owners, With respect to the annual management lefter, the Condominium’s
position is that the letter is protected from inspection by unit owners by the accountant/client
privilege (Section 9-110, Courts and Judicial Proceedings, Md. Code Ann.) and also that it may be
withheld from inspection by unit owners pursuant to Section 11-116(¢ }(2), Real Property, Md. Code
Amm., in whole or in part.

FINDINGS OF FACT

1. The Complainant, Paul E. Kelly, ie a unit owner in The Willoughby of Chevy Chase
Condominium located in Montgomery County, Mar}rlanﬁ.

2. The Willoughby of Chevy Chase Condominium is a Maryland condominium within
the meaning of the Maryland Condominium Act, Title 11, Real Property, Md. Code Anr.

3, Until recently, the Condominium has been conducting its annual audit in accordance
with procedures reduced to writing in Board Resolution No. 2003-01, a copy of which is attached
to this Order as Attachment 1. (Record-5) That Resclution provides, among other things, for a “pre-

andit meeting” among the general manager, the managing agent’s person responsible for keeping the
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books, members of the Board of Directors, the chair of the Budget and Finance Committee, and the
accountant’s audit team. Thersafter the accountant’s audit team begins the audit and ultimately
sends an auditor’s report to The Willoughby's general manager for distribution fo the Board of
Directors and the Budget and Finance Committes. The chair of the Budget and Finance Committee
convenes a meeting of the Committes to review the audit and make recommendations to the Board
of Directors. Present at this Committee meeting are the Committes members, the auditors, the
general manager and the managing agent’s representative, all of whom participate in the meeting,
Members of the Board of Directors also may attend this meeting as members of the audience. This
Committee meeting, according to the testimony, has been open to the unit owners of the
Condominium. Once the Budget and Finance Corunitiee develops its recommendations for the
Board, the Board discusses thogs recommendations as an agenda item at a Board meeting. This
Board meeiing algo has been open to the unit owners of the Condominiuni.

4, By Board Resolution No. 2004-1 adopted March 23, 2004, the Condominium has
medified its budget procedures, Board Resolution No, 2003-1 has been rescinded. The pre-andit
meeting is now conducted among the general manager, the managing agent’s personnel responsible
for keeping the bocks and the accountant’s audit team, The members of the Beard of Directors and
the chair of the Budget and Finance Commitiee no longer attend this meeting. The audit is
conducted and still sent to the general manager for distribution to the Board of Directors and the
Budget and Finance Committee. The Budget and Finance Committee still convenes a meeting to
develop recommendations for the Board. This meeting is open to all unit owners of the
Condominium. Distribution of the management letter still is restricted to the Board of Directors and

management, A copy of Board Resolution No, 2004-1 is attached as Attachment 2, (Record-149)
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3. The accountant transmits a “management letter” with the annual audit report. The
accountant restricts the distribution of the management letier to the Board of Directors and
management. The Board of Directors has honored this restriction.

&. By letter dated March 29, 2004, the accountant for the Condominium hag attermpted
to explain the reasons for the restriction it places on distribution of the management letfer.
According ta the accountant, the restriction has been placed on the management leitsr because of
generally accepted aunditing standards that accountants are required to follow. The restriction is also
placed on the management letter because there may be certain matters that are communicated iﬁ ths
management letter that the accountant feels should not be disclosed to all of the unit owners, such
ag personnel issues and delingquencies. A copy of the March 29, 2004, leiter ig attached to this
Decision ag Attachmeni 3. (Record 150) The accountant stated that pursuant fo its anditing
standards it issues reports called “by-product reports.” The management letter is such a by-product
report. These reports are “based on the results of procedures designed to enable an anditor to express
an opinion on the financial statements taken as a whole, not te provide assurance on the specific
subject matter of the report.” The accountant further explained that because the issuance of the by-
product reports is not the primary objective of the audit engagement, an audit generally includes only
limited verification procedures of the subject matter of a by-produet report. “Accordingly, because
of the potential for misinterpretation or misunderstanding of the limited degree of assurance
associated with the by-product report, the use of such report should be restricted.” _Aitachment 3.

7. Ann M. Sheehan, a Certified Public Accountant with the firm of Goldklang,

Cavanaugh & Associates, P.C., that does the annual audit for the Respondent Condominium,
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testified that the management letter in question is a “by-product report”. The accountant ig not
engaged to produce this letter, but it does so as a service fo clients. It confains advice or
recommendations that, as stated, the accountant believes, should be reviewed orly by a restricted
group of people. She testified that when the accountant placed this restrictlien on the management
letter, it had not considered the provisions of Section 11-116, Real Property. She also testified that
she was not familiar with the accountant/client privilege in Maryland being asserted by the Board
of Directors. The restrictions placed on the management letter by the accountant, according to Ms.
Sheehan, also were the result of internal policies of her firm, based upon its understanding of
auditing standards that auditors are required to follow.

8. Martha Golden, current President of the Beard of Directors of the Respondent
testified that the matters contained in the management letter are considered in executive seseion by
the Board because the management letter contains “privileged” matters with respect to such items
as personnel. Protecting personnel matters from disclosure seems {o be paramount with the Board
of Directors in reaching its decision not to disclose the contents of the management letter to unit
OWNEES.

2. The Board of Directors has instituted a policy of disclosing to the unit owners much
of the information contained in the management letter it does not desm to be of a seneitive or
privileged nature. However, the management letter itzelf still is not subject to inspection by the unit
OWILETS,

10.  The Respondent Condominivm asseried at the hearing that the legal basis for not
disclosing or making the management letter available to the unit owners for inspection is the

accountant/client privilege contained at Section 9-110, Courts and Judicial Proceedings, Md. Code
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Ann. Members of the Panel gquestioned how this privilege comports with Section 11-116, Real
Property, Md. Code Ann., and its provisions for withholding or allowing inspection of records.

11.  The representatives of the Respondent at the heating, namely its president and its
accountant, did not seem to be familiar with the legal basis that the Condominium was asserting at
the hearing for not disclosing the management letter to the unit owners.

12.  Complainant algo contends that the Respondent Condorninium is required to have an
“Audit Comumittes™ m addition to its Budget and Finance Committee. While this mav be a helpful
practice in someingtances, there ig no requirement in the Condominium’s docuiments or in applicable
law that would compel the Respondent Condominium to form an Auadit Committee.

13, It appears that meetings of the Condominium that are committee meetings or
Board meetings are open to the members except as otherwise permitted to be closed under Section
11-109.1, Real Property, Md. Code Ann. (Section 11-108.1 does not specifically refer to “committes
meetings,” only to “board meetings.”)

CONCLUSIONS OF LAW

1. The Maryland Condominium Act Section 11-109.1, Real Property, Md. Code Anm.,
provides that a meeting of the Board of Directors may be held in closed session only for the specific
purposes enumnerated thersin,

2, The Maryland Condominium Act Section 11-116{c), Real Property, Md. Code Ann.,
provides that “all books and records” kept by the Council of Unit Owners shall be available for
examination and copying by any unit owner, except as limited by Section 11-116{¢)(2). Article I,
Section 3{]) of the Condominium’s By-laws provides that the Condominium “shall keep books with

detailed accounts in chronological order of the raceipts and expenditures affecting the Property and
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the administration of the Condominium specifying the expenses of maintenance and repair of the
Common Elements and any other expenses incurred,” and that such “bocks and vouchers” shall be
available for examination by the unit owners.

3. Section 9-110, Courts and Judiciai Proceedings, Md. Code Ann., provides in part

that a Licensed certified public accountant or firm may not disclose
*1.  The contents of any communication made fo the licensed certified
public accountant or firm by a client who employs the licensed
certified public accountant or firm to audit, examine, or report on

any account, book, record, or statement of the client,

2. Any information that the licensed certified public accountant or firm,
in rendering professional service, derives from;

(i) A client who employs the licensed certified public
accountant or firm; or

(i1) The material of the client.” Section 5-110(b), Courts and
Judicial Proceedings, Md. Code Amm.

Thie restriction, standing alone, would appear to prohibit disclosure to anyons but the client
of all information of any kind whateoever that a condominium commuicates to an accountant or
provides in the form of materials to an accountant. If this is true, then with respect to the bocks
and records of 2 Condominium, none of those boeks and records, o the extent communicated to
an accountant, would be subjsct to inspection by the unit owners unless the accountant/clisnt
privilege is waived by the holder of the privilege. For a condominium the holder of the privilege
ig the Council of Unit Owners. See Section 11-10%, Real Property, Md. Code Ann. This would
render Section 11-116{c)(1) inapplicable to any communications or records of the Condominium
that an accountant obtains from the condominium unless the Council of Unit Owners waives the

privilege.
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4, Section 9-110(b), Courts and Judicial Preceedings, Md. Code Amn., has been
interpreted to prohibit accountants from disclosing information given to them by their clents, but
not to provide blanket protection to communications from an accountant to a client. Such
communications are privileged only ifthey contain information that is itself'a client communication
or is derived from the client's material. Comments of the accountant, such as advice in a
management letter, that are severable from client communications or client derived information are
not privileged. See generally Office of the Attorney General of Maryl.and, 81 Op. Att’y Gen. (May
23, 1996), A “by-product report” appears to be such comment or advice.

5. Section 11-116(c )(2), Real Property, Md. Code Amm., specifically protects from
disclosure the written advice of legal coumsel, but does not mention communications from
accountants.

&. At izsue is what the condominium, not what the accountant, may or must disclose
to unit owners. A reasonable approach would be to find that the account/client privilege as
described in Section 5-110, Courts and Judicial Proceedings, Md. Code Ann., doss not embrace
within ite scope the unit owners of a condominium so as to prohibit digclosure to those unif owners
of information not otherwise protected or permitted to be withheld from disclosure under Section
11-116{c), Real Property, Md. Code Ann, In this way the two statutes can be read together. The
regult can be avoided that all matters that the accountant derives from communications or materials
from the client/Council of Unit Owners can be disclosed only to the Board of Directors of the
Condominium and not to its unit owners. Otherwise the unit owners might have ne access at all

to any financial information provided to the accountant by their condominium or to the
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eondominium by the accountant.

7. The Panel does not view this case as an instance of creating an exception to the
accountant/ciient privilege. Rather, the issue is to determine the proper scope of that privilege, in
the narrow context of the righte of unit owners vis-a-vis their condominimm to obtain financial
information. The accountant’s self- imposed constraints, whether by virtue of auditing standards,
internal firm policies or professional codes of conduct, do not govem the obligations of the Couneil
of Unit Owners with respect to disclosure of information to its members, the unit owners
themselves. The Panel sees no basis for interpreting the accountant/client privilege to restrict or
override the provisions of Section 11-116{c }, Real Property, Md. Code Ann., with respect to
required disclosure of financial information to unit owners of a condeminium, What the accountant
may not diecloge i controllad by the statutory accountant/client privilege. What the condomininm
Iﬁust discloss to its unit owners ié controlled by the Marvland Condominium Act.

ORDE

&

Baged upon the foregoing Findings of Fact and Conclugione of Law it is this _// "~ day of

gﬂ% 2005

ORDERED:

1. The meetings of the Condominium that are not Board meetings or committee
meetings do not have 1o be open to the unit owners, This includes the pre-audit meeting as it is
pregently constitufed under Resolution No. 2004-1 so long as if is not a committee or Board
meeting.

2, Communications from the accountant to the Council of Unit Owners are protected

from disclosure to the unit owners of the Condominium, if at all, only to the extent provided in
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Section 11-116(c), Real Property, Md. Code Ann, The accountant must disclose protacted

information only to its client, the Council of Unit Owners. The Council of Unit Owners must

disclose to its unit owners information not protected by Section 11-116( ¢), whether contained in
a “management lefter” or elsewhers.

The foregoing was concurred in by Panel Members Lawrenes Stein and Vicki Vergagni,

| An}' party aggrieved by the action of the Commission may file an administrative appeal to

the Cireuit Court of Montgomery County, Maryland, within thirty (30) days of this Order, pursuant

to the Maryland Rules of Procedures governing administrative appeals.

J@IF McCabe, Jr., 6 Chair
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Board Resolution No. 2003-01

WHEREAS certain processes of the Board are required to eonform with our Bylaws, as well as
the Maryland Condominium Act; and

WHEREAS The Willoughby By-laws, in Article [II, Section (L), directs the Board of Directors
to “Keep books with detailed accounts...and the same shall be audited at least once each year by

an independent certified public accountant retained by the Board of Directors who shall not be a
resident of the Condotminium or 2 Unit Owger...”

IT IS THEREFORE RESOLVED THAT the annual audit shall be conducted in accordance
with the following procedure:

The Willoughby retains a qualified firm to perform its audit. The audit is conductsd after the

close of The Willoughby's fiscal year, which is February 28 (or 29 in 2 Jeap year), and typically,
during the month of May.

Prior to the audit, the general manager, the managing agent's person responsible for keeping the
books, members of the Board of Directors, and the Chair of the Budget & Finance Comumittes,
meet with the audit team to review the previous year’s audit recommendations and to discuss any
questions/concerns that may arise either during the audit or during the current fiscal year.

The audit begins shortly thereafter and once completed, typically by mid-June, the auditor’s

report is sent to The Willoughby's general manager for distribution to the Board of Directors and
the Budget & Finance Committee, ,

The Chair of the Budget & Finance Committes convenes a meeting of its members to review the
audit and to make a recommendation to the Board of Directors as to whether or not to accept the
audit’s findings. Present at this meeting, in addition to committee members, are the anditors, the

general manager and the managing agent’s representative. Members of the Board of Directors
typically attend this meeting as members of the audience,

Once the Budget & Finance Committee determines its recommendation to the Board, the topic is
piaced on the agenda for the next Board meeting, o

The auditors typically transmit = “management letter” with their audit report providing
comments and recommendations on various subjects. The auditors restrict the distribution of the
“management letter” to the Board of Directors and management. The reason for this restriction
is that the letter often contains information that is confidential or privileged, and board members

and management are under a legal obligation to maintain the confidentiality of such information,
whereas commities members (and others) are not. ’

I A W WP CAuf Y/ O3
i .“%uglass Ruff, Settetary Date
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Board Resolution No. 2004-1

WHEREAS certain processes of the Board are required to conform with our Bylaws, as
well as the Maryland Condominium Act; and

WHEREAS The Willoughby Bylaws, in Article 11, Section 3 (1), direct the Board of
Directors to “Keep books with defailed accounts...and the same shall be audited at least
once each year by an independent certified public accountant retained by the Board of
Directors who shall not be a resident of the Condominium or a Unit Owner. . 7 and

WHEREAS the Board wishés to revise the procedures for the annual audit adopted in
Board Resolution No. 2003-1 by rescinding that resolution and adopiing a new ong;

IT IS THEREFORE RESOLVED THAT Board Resolution No 2003-1 is hereby
rescinded and this resolution No. 2004-1 is hexeby adopted to stand in its place to set
forth the following procedure for conducting the annual audit:

The Willoughby retains a qualified firm to perform its audit. The audit is conducted after
the close of The Willoughby's fiscal year, which is February 28 (or 29 in a leap year).

Prior to the audit, the general manager and the managing agent’s personnel responsible
for keeping the books, meet with the audit team to review the previous year's audit

recommendations and to discuss any questions/concems that may arise either dwring the
audit or during the current fiscal year.

The audit begins shortly thereafter and, once completed, the avditor's report is sent to

The Willoughby’s general manager for distribution to the Board of Directors and the
Budget & Finance Comimittee,

The Chair of the Budget & Finance Comsmittes convenes a meeting of its members to
review the audit and to make a recommendation to the Beard of Directors as to whether
or not to accept the audit’s findings, Advance notice of this meeting is posted on the
bulletin boards, and this meeting is open to all owners. Present at this teeting, in
addition to committes members, are the auditors, the general managet and the maneging

agent’s represenfative. Members of the Board of Directors typically attend this meeting
as members of the audience,

Once the Budget & Finance Committee determines its recommendation to the Board, the
topic is placed on the agenda for the next Board meeting.

The auditors typically transmit a “management letter” with their eudit report providing
comments and recommendations on various subjects. The auditors restrict the
distribution of the “management letter” to the Board of Directors and management, The
reason £or this restriction is that the letter often contains information that is confidential
or privileged, and board members and management are under a lepal obligation to

maintain the confidentiality of such information, whereas commitice members {and
others) are not,
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GOLDELA" &, CAVANAUGH & ASSC JATES, P.C.

CERTIFIED PUBLIC ACCOUNTANTS
HOWARD A. GOLDELANG, l.:..P&.. MEA

VIRGINLA AND
EEVIN D, CAVANAUGH, OPA ADMINISTRATIVE DFFICES
DONALD E. HARRIS, CPA 95E8 B LEE HIGHWAY

FAIRFAX, VA 22051
ANNE M. SHEEHAN, CFa, PHONE: (705! 534-7000
S. GAlL MOORE, CPA

FAX: {703) 934-T004
MEMEERS QOF

MARTLAND OFFICE
AMERICAN INSTITUTE OF CPAS ARKW
VIRGINI SOCTETY OF CPAS 7os1 b RANOVER P
GREATER WASEINGTON SOCIETY OF CPAS GREENBELT, MD 20758
MARYLANTY SOCIETY OF CPAS PHONE: (301) 862-2500
ASBOCIATION OF CERTIFIED FRAUD EXAMINERS

FAM: 1301) B32-2502

March 29, 2004

Board of Directors

The Willoughby of Chevy Chase Condominiurn
Couneil of Unit Owners, Inc.

4515 Willard Avenue

Chevy Chase, Maryland 20815-3622

Dear Board Members:

The purpose of this letter 1s to-explain the restriction placed on distrbution of the management lefter, a
letter from owur firm to the Association that accompaniss the annual audit report. The resiriction lmits
the distribution of the management letter to the Board of Directors and management, This restriction
has been placed on the lefter because of audifing standards that we are required to follow. The
restriction is also placed on the letter because there may be certain matters that are communicated in the
management leifer that should not be disclosed to zll of the unit owners. These matters inchude
personnel issues and dehnqumcm

The Aunditing Standards Board of the Ammcm Institute of Certified Public Accountants (AICPA)

issues Statements on Auditing Standards (SAS). The Auditing Standards Roard issued SAS No. 87,
which discusses restriciing the use of an auditor’s report.

The management letter issued by our fitm is a by-product of the financial staternent audit and is also a
communication of internal control related matters noted in the audit. SAS No. 87 states the following:

“An auditor may issue certain reporis on matters coming to hifs or her atténtion during the -

course of an audit of financial statements. Such reports include but'are not limited o reports
issued pursnant io the following:

+ SAS No. 60, Communication of Internal Control 1Ra‘1atcd Mattors Noted in an Andit
(AICPA, Professional Standards, vol. 1, AU sec. 325)

o BAS No. 601, Communication With Audit Committees (AICPA, Professional Standards,

©ovol 1, AU sec. 380D .
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. » Paragraphs 12 through 21 of SAS No. 62, Special Reports {(AICPA Professional
Standards, vol. 1, AU sec. 623), for reporiing on compliance with aspects of contractua]
agreements or regulatory requirements related to andited financial statermeats.

Reports issued pursuant to the aforementioned auditing standards are based on the results of
procedures designed to enable an auditor to express an opinion on the financial statements taken
as a whole, not to provide assurance on the specific subject matter of the report. These reports

are by-products of an andit of financial statements and are referred to as by-product reports in
this Statement,

Because the issuance of the by-product report is not the primary objective of the engagement, an
audit generally incluedes only limited procedures directed toward the subject matter of the by-
product report. Accordingly, because of the potential for misinterpretation or misunderstanding
of the limited degree of assurance asseciated with a by-product report, the use of such reports
siiould be restricted, For example, a report issued under SAS No. 60 should be restricted

because the purpose of the engagement is to report on 2n entity’s financial statements, not to
provide assurance on its interpal controls,

An auditor may issue a by-product report in connection with other engagements conducted in
accordance with generally accepted auditing standards, such as an enpagement to express an
opinion on one or more specified eleinents, accounts, or items of a financial statemaent,

Ia consideration of the foregoing, the use of by-product reports should be restricted to an entity’s
audit comunmittee, board of directors, management, others within the organization, specified
regulatory agencies, and in the case of reports on compliance with aspects of contractuzl
agreements, to the parties to the contract or agreement.”

The management letter falls under SAS Ne. 60, and therefore, the distribution of the management letter
18 appropriately restricted.

Please do not hesitate to contact us if you have any additional questions,

Very truly yours,

Upafgh b

Anne M. Sheehan
Certified Public Accountant



