
December 4, 1995

Senator Ruben Ayala, Chair, and Members
Joint Legislative Sunset Review Committee
State Capitol, Room 5108
Sacramento, CA 95814

re:  Sunset Review of Board of Accountancy

Dear Senator Ayala and Members of the Joint Committee:

The Center for Public Interest Law (CPIL) respectfully requests this Committee to
recommend the retention of the Board of Accountancy (BOA), but subject to the following
substantial and specific changes:

● Business and Professions Code sections 5020-5022 should be repealed.  These sections
require the Board to create an Administrative Committee consisting of 17 non-Board-member CPAs
who "receive and investigate complaints" and hold hearings, "with or without the filing of any
complaint...."  These provisions have been seriously abused by the Board and its Administrative
Committee for the past several decades, and have resulted in the unlawful delegation of enforcement
decisionmaking authority to private parties.  Enforcement decisionmaking should be performed by
Board staff or the Board itself, not private parties.

●  Business and Professions Code section 5023 should be abolished.  This section currently
authorizes the Board to create a Qualifications Committee consisting of 26 non-Board-member
CPAs to review applications for CPA licensure.  Licensing decisionmaking should be performed by
Board staff or the Board itself, not private parties.

●  The composition of the Board should be altered so that it consists of all public members
(perhaps assisted by a small advisory panel of CPAs).  Further, Business and Professions Code
section 5005, which permits the Board to appoint a Secretary-Treasurer who must be a CPA, should
be repealed.  These recommendations are consistent with the 1994 findings of the Senate
Subcommittee on Efficiency and Effectiveness in State Boards and Commissions, which suggested
the removal of three CPAs from the Board and stated that "by removing three CPAs, the Board may
be able to focus more on its enforcement activities and less on protecting the interests of the
profession it regulates" (Exhibit A).
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●  The Board should be directed to repeal or amend section 2, Title 16 of the California Code
of Regulations.  This section restricts the advertising use of the terms "accounting" or "accountant"
to CPA licensees of the Board.  On July 2, 1992, the California Supreme Court held that this section
is unconstitutional as overly broad, in Moore v. Board of Accountancy, 2 Cal.4th 999 (1992).  To this
day, that unconstitutional provision remains on the Board's books.

●  The Board should be directed to clarify its experience requirement in regulations adopted
pursuant to the rulemaking procedures of the Administrative Procedure Act.

●  To restructure the Board's excessively complex and fragmented enforcement program, this
Committee should recommend appointment of an independent "discipline monitor" (or some other
form of independent, objective evaluation by someone with prosecutorial and/or law enforcement
expertise) to study the Board's enforcement process from intake to final decision, suggest structural
and administrative reform of the system, and supervise the implementation of those reforms over a
two- to three-year period.
 
The Center for Public Interest Law

CPIL is an academic center of research, teaching, learning, and advocacy in regulatory and
public interest law based at the University of San Diego School of Law.  The Center studies the
state's regulation of business, professions, and trades, and monitors the activities of most state
occupational licensing agencies ─ including the regulatory boards within the Department of
Consumer Affairs (DCA).  CPIL publishes the California Regulatory Law Reporter, the only legal
journal in the nation which covers the activities of fifty different state agencies.  CPIL's goal is to
make the regulatory functions of state government more efficient, visible, and accountable by serving
as a public monitor of state administrative agencies.

CPIL participated extensively in the Board of Accountancy's preparation for this sunset
review process.  BOA created a Long-Range Planning Committee (LRPC) to coordinate its self-
examination and sunset report preparation processes; the LRPC met monthly for eight months during
1995.  CPIL representatives attended each LRPC meeting and all Board meetings during the last half
of 1994 and 1995, and participated actively in those meetings.

CPIL's Theory of Regulation

For fifteen years, CPIL's theory regarding the regulation of trades and professions has been
consistent:

I. Government should not interfere with the marketplace unless absolutely necessary.

● Government should regulate a particular trade or profession only after an honest
assessment of the marketplace and any flaws which (a) present a threat of irreparable
harm, or (b) prevent normal marketplace functioning from driving out incompetent,
dishonest, or impaired practitioners.
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●  Licensing is one form of regulation ─ and it is the most market-intrusive and
restrictive form of regulation.  It should be reserved for trades and professions in
which incompetence is likely to cause irreparable harm ─ that is, harm for which
money cannot compensate.  If there is likely irreparable harm, then a prior restraint-
type barrier to entry (licensing) which addresses and prevents that precise harm
should be imposed; additionally, the licensing agency should set industrywide
standards of conduct and ethics, and police violations of those standards through a
vigorous enforcement program.

●  In the absence of probable irreparable harm, numerous regulatory alternatives to
licensing should be considered.  These include the posting of a bond to ensure a fund
to compensate injured consumers, a certification program which has the effect of
disclosing information to consumers about the qualifications of a practitioner and
protects the use of a title, a permit program, straightforward disclosure requirements,
a rule of liability, straight statutory prohibitions on certain activities, tax incentives
to encourage certain behaviors, antitrust litigation to restore the normally-functioning
marketplace, etc.1

II. If licensing is determined to be necessary because irreparable harm will likely flow from
incompetence, the properly functioning licensing agency has three roles:

●  The formulation and administration of a barrier to entry (e.g., exam(s), educational
requirements, experience requirements, or combination thereof) which is capable of
and tailored to preventing incompetent people from practicing, because incompetent
practice will cause irreparable harm to the public;

●  The establishment of industrywide standards of professional conduct and behavior
for licensees which protect the public from the irreparable harm which justifies
licensing; and

●  The aggressive policing of those professional standards through a vigorous
enforcement program.

Board of Accountancy

Applying the above principles to the Board of Accountancy (BOA) and its licensing
requirement for certified public accountants (CPAs), CPIL concludes that both should be retained
(although the Board should be restructured).

                    
     1CPIL's theory of regulation is set forth fully in A Theory of Regulation: A Platform for State Regulatory
Reform, 5:2 CAL. REG. L. REP. 3 (Spring 1985), written by CPIL Founder Robert C. Fellmeth, Professor of
Law and holder of the Price Chair in Public Interest Law at the University of San Diego School of Law.
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I.  The Need for Licensure.  CPIL believes the public needs an occupational licensing
agency to regulate CPAs. Many societal actors (e.g., investors, lenders, government agencies,
retirement systems, pension plans) rely on the work and the word of CPAs in making many different
kinds of business decisions. The recent crisis which has led to the downfall of the savings and loan
industry is illustrative of the public's need for independent, objective, and competent analyses and
audits of financial data.

The California Supreme Court's decision in Bily v. Arthur Young & Company, 3 Cal.4th 370
(1992), heightens the need for an effective CPA board. In that case, the Supreme Court essentially
immunized CPAs from civil liability for professional negligence to consumers or members of the
public other than those with whom they have contracted. In other words, "third party" consumers
who purchase stock in a company in reliance on a certified financial audit signed by a CPA have no
recourse against that CPA in the courts if that audit has been negligently prepared; only those in
"privity of contract" with the CPA (i.e., the audited company) may sue the CPA for professional
negligence. In issuing this ruling, the Supreme Court overturned a 1986 case which had always been
the law in California with regard to the liability of CPAs to those who rely on their word.

Whether or not one agrees with the Court's holding, its impact is clear: the Board of
Accountancy is the only remedy for those third-party victims and is the only mechanism which
can protect potential future victims of that CPA. The Bily case has done for the accountancy
profession what Moradi-Shalal v. Fireman's Fund Insurance Co., 46 Cal.3d 287 (1988), did for the
insurance industry: Both cases extinguished a previously existing civil cause of action and forced
a relatively dormant regulatory agency to provide an exclusive remedy to injured consumers and the
public in general.

However, reliance on the regulatory remedy to detect and sanction competitive abuse is
misplaced when it comes to the Board of Accountancy as it is currently structured and functioning.
Here, we are forced to rely on a cartel structure to represent the very different interests of the general
public.  In our view, the capture of state police power by proprietary interests has resulted in very
serious consequences which must be remedied by the legislature prior to reauthorizing this Board.

CPIL urges this Joint Committee to recognize and correct the following serious structural
infirmities within BOA, which are vestiges of the medieval guild structure:

●  Excessive Privatization.  One of the key weaknesses of the Board of Accountancy is its
excessive delegation of state governmental police power to private parties.  Since 1945, the Board
has maintained a "Qualifications Committee" to review licensure applications (Business and
Professions Code section 5023) and an "Administrative Committee" which retains unprecedented
powers to receive, investigate, and hold hearings on disciplinary complaints (Business and
Professions Code section 5020).

These committees do not consist of appointed Board members or employed Board staff. 
They consist of private parties ─ private-practitioner CPAs who are reading the licensure
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applications of their future competitors or present colleagues, or reviewing a disciplinary complaint
against their colleague or competitor.  Such intimate participation of private parties in two of the
fundamental police power functions of an occupational licensing agency ─ licensing and
enforcement ─ was outlawed centuries ago with the abolition of professional guilds.

And these committees do not simply make recommendations.  The Administrative
Committee has been making enforcement decisions for approximately twenty years.  As
admitted by Board staff, Board members, and Committee members during the Long-Range Planning
Committee's June and July 1995 meetings, the Administrative Committee makes decisions to close
cases and to move cases further for formal investigation, hearing, and/or prosecution.  Further,
according to the Board's enforcement manual, the Committee also makes decisions to issue citations
and fines, and to impose specified continuing education requirements.  These enforcement
decisions have not been reviewed or ratified in any way by the Board or its staff.

This longstanding conduct by the Board's Administrative Committee is unconstitutional as
an excessive delegation of governmental power to private parties.  It is also unlawful under state and
federal antitrust laws, as these private parties are engaged in a group boycott against their
competitors without any supervision by an independent state body.  Finally, it is unlawful as directly
inconsistent with Business and Professions Code section 5022, which permits the Administrative
Committee to make recommendations, not make decisions.2

CPIL has engaged in an extensive legal analysis of this unlawful conduct (see Exhibit B), and
urged the Board to seek a repeal of the statutes creating the Administrative Committee and the
Qualifications Committee.  The Board agreed to abolish the Qualifications Committee (but only
because it also agreed to radically change its experience requirement to eliminate required audit
experience ─ which the Qualifications Committee is primarily responsible for evaluating; see below
for further discussion).  However, BOA refused to abolish the Administrative Committee, deciding
instead to remind the Committee that it is only an advisory committee and make several changes in
the structure and function of the Committee (see pages 93-96 of BOA's sunset report).3

This action is inadequate to remedy an abuse of such fundamental character.  This legislature

                    
     2 The Administrative Committee mechanism is not only unconstitutional.  It is also inconsistent, inefficient,
and extremely costly.  Its benefits are unclear or outweighed by its costs, and its insertion into the enforcement
scheme creates an anomalous reporting structure for staff.  Most of these infirmities are admitted by the
Administrative Committee itself (see Exhibit B), in its 19-page self-evaluation presented to the Board on June
15, 1995 for purposes of this sunset review (available from CPIL).

     3 It is unclear to CPIL whether current Board members knew of this unlawful conduct by the
Administrative Committee (such that they have knowingly countenanced a violation of law), or whether they
simply failed to exercise proper oversight and interest in the activities of this Committee (in which case they
have neglected the duties of their oaths).  Regardless, CPIL respectfully contends that the degree and extent
of the delegation here at issue precludes prudent legislative reliance on this Board to properly supervise the
Administrative Committee, and urges that the Committee be abolished.
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has abolished similar non-Board-member, private-party committees which used to participate
intimately in the enforcement functions of the Medical Board and the State Bar; there is no reason
the Board of Accountancy should retain these committees.  Professional Board staff and Board
members should make licensing and enforcement decisions ─ not private parties.  CPIL urges the
legislature to repeal Business and Professions Code sections 5020-5022, the provisions creating the
Administrative Committee, and sections 5023, the provision creating the Qualifications Committee.

●  Board Composition.  BOA consists of twelve members:  eight Board licensees (seven
CPAs and one public accountant, a category which is no longer licensed by BOA), and four public
members.  Additionally, BOA's enabling act contains a curious provision (section 5005) which
permits the Board to appoint a ninth licensee (who must be a CPA) as its Secretary-Treasurer.

CPIL objects to the supermajority of professional members on this Board.  This is not a novel
objection, either by CPIL or by other public interest organizations.  The purpose of this Board ─ and
all boards within the Department of Consumer Affairs ─ is to protect consumers from incompetent,
dishonest, and impaired practitioners.  This Board is charged with exercising state police power
toward the goals of consumer protection, consumer information, and consumer choice in the
marketplace; and, toward those ends, not all of its decisions may be in the financial interests of the
CPA profession.  The presence of an excessive number of practitioners on this Board inhibits this
function, as their statutory charge may conflict with their personal and professional pecuniary
interests.

In CPIL's view, there is no rational justification for the presence of professional members on
occupational licensing boards charged with consumer protection; the profession is perfectly capable
of, and very successful in, representing itself before the Board and the legislature. If subject-matter
expertise is needed for a particular policy decision, a small standing advisory panel of practitioners
could be created to advise the Board. There is simply no reason why the actual decisionmakers
should or must be licensees.

CPIL urges this Joint Committee to recommend amendment of Business and Professions
Code section 5000.  BOA should consist of all public members (perhaps assisted by a small advisory
panel of CPAs).  Further, Business and Professions Code section 5005, which permits the Board to
appoint a Secretary-Treasurer who must be a CPA, should be repealed.  As noted above, these
recommendations are consistent with the 1994 findings of the Senate Subcommittee on Efficiency
and Effectiveness in State Boards and Commissions, which found that the excessive number of
CPAs on BOA has resulted in its focus on "protecting the interests of the profession it regulates"
(Exhibit A).

II.  The Performance of BOA.  The following is an examination of the Board's performance
in the three primary areas of occupational licensing agency functioning:

●  Barrier to Entry.  Generally, applicants for CPA licensure must fulfill educational
requirements and: (1) passage of the nationally standardized CPA exam, and (2) completion of an
"experience requirement" under the direction of a CPA, as set forth in Business and Professions
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Code section 5083. 

Examination.  BOA administers the Uniform CPA exam prepared by the American
Institute of Certified Public Accountants (AICPA), a national trade association.  Every state uses
AICPA's exam.  The pass rate on this exam is extraordinarily low.  Most examinees must take the
test at least three times to pass all five parts; very few even attempt to take and pass all five parts on
the first try, and the pass rate for those who do appears to be under 15%.  Any exam which flunks
this many examinees is clearly testing more than the minimum standards of competence for an entry-
level CPA.  Even the State Bar exam has a 50% pass rate for first-time takers (and it has no
experience requirement).

AICPA drafts, grades, and sets the pass point for the Uniform CPA exam.  The Board's use
of this exam to control supply into the CPA profession is clearly inappropriate.  Throughout BOA's
Long-Range Planning Committee deliberations, CPIL suggested that the Board persuade AICPA to
divest itself of its role in preparing, grading, and setting the pass point for the licensing examination.
 The Board agreed (see page 90).  The legislature should consider adding intent language or some
other incentive to ensure that this is accomplished.

Experience Requirement.  Business and Professions Code section 5083 also requires
CPA candidates to complete a certain number of years of experience under the direct supervision of
a CPA licensee (the number of years required depends upon the educational qualifications of the
applicant).  Section 5083(d) expressly requires the Board to "prescribe rules establishing the
character and variety of experience necessary to fulfill the experience requirement set forth in this
section, including a requirement that each applicant demonstrate to the board satisfactory experience
in the attest function as it relates to financial statements."

The Board purports to have satisfied this requirement by adopting section 11.5, Title 16 of
the California Code of Regulations.  However, section 11.5 is so vague that the Board's own
Qualifications Committee can't tell what types of experience satisfy the rule.

Further, over the past few years, the Board has completely overhauled its policy as to what
qualifies as "audit experience" or "the attest function" to satisfy this requirement.  Prior to 1989, the
Board strictly interpreted this rule to require applicants to prove "demonstrate[d] satisfactory
knowledge" of 17 auditing procedures.  In response to requests from the professional associations,
the Board changed its interpretation of this rule in March 1990.  The Board no longer requires
applicants to have performed an actual audit, and instead requires applicants to have engaged in 500
hours of experience which "enables the applicant to demonstrate that he/she has an understanding
of the requirements of planning and constructing an audit with minimum supervision which results
in full disclosure financial statements."4

                    
     4 See 12:1 CAL. REG. L. REP. (Winter 1992) at 40; 10:4 CAL. REG. L. REP. (Fall 1990) at 50; 10:2&3
CAL. REG. L. REP. (Spring/Summer 1990) at 64-65.
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This change was debated for two years and apparently represents a policy consensus on the
part of the Board and the profession.  CPIL does not take issue with the substance of the change and
─ to the extent that the burdensome licensing requirements are eased for CPA applicants such that
more can be licensed, enter this profession, and give consumers greater choice in this area ─ we
endorse it.

However, the way in which the Board accomplished this very important policy change
illustrates its modus operandi.  The Board did not sponsor a bill to initiate a legislative amendment,
nor did it commence the rulemaking process to amend Rule 11.5; either of these processes would
have given CPA applicants and their employers fair notice of the standards to which they are held
for purposes of CPA licensure.  In order to accomplish this change, the Board simply modified the
instructions on the form which the employer(s) of the CPA applicant must complete to verify that
the applicant is qualified for licensure.  Obviously, this particular change is not insignificant.  And
further, the form sets forth a requirement that neither the statute nor the regulation authorize:  the
form requires 500 hours of audit experience.

This is a very clear violation of the rulemaking requirements of the Administrative Procedure
Act.  The Board has evaded a series of due process-based required steps for all regulations: (1)
notice, (2) an opportunity for comment, (3) creation of a rulemaking file, (4) consideration of impact
on small business, housing, and local governments, (5) hearing, (6) submission of the rule to the
DCA Director for review, (7) submission to the Office of Administrative Law for a determination
of authority, necessity, and clarity, and (8) proper publication in the California Code of Regulations.
 This evasion deprives both CPA applicants and their employers of clear licensing criteria and
standards which the Board is solely responsible for promulgating, and enables the Board and its
Qualifications Committee to engage in arbitrary licensing decisions.

This Joint Committee should direct the Board to clarify its experience requirement (including
the 500-hour requirement) in section 11.5, Title 16 of the California Code of Regulations.

●  Establishing Professional Standards.  The Board of Accountancy does not establish
professional standards for its licensees.  Instead, as noted on page 9 of BOA's sunset report, CPAs
are guided by "generally accepted accounting principles" (GAAP) and other standards adopted by
private trade associations.

During the past few years, the Board's major effort in this area has targeted not CPAs but the
competition of CPAs ─ non-CPA accountants who are lawfully permitted to perform some of the
same functions as CPAs (such as tax preparers and non-CPA accountants) under Business and
Professions Code section 5052.  The Board recently began to enforce section 2, Title 16 of the
California Code of Regulations, its rule which prohibits anyone but a CPA from using the
unmodified terms "accountant" or "accountancy" to describe him/herself or offered services.  The
Board claimed that consumers are confused by a non-CPA's use of these terms, and that many
consumers believe that someone holding him/herself out as an "accountant" must be licensed by the
state.  Others (including CPIL and non-CPA accountants and their professional associations) argued
that the CPA-controlled Board is attempting to capture the use of a generic term to prevent the
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competition from truthfully and effectively advertising in telephone directories and other media, in
violation of non-CPAs' first amendment commercial speech rights and due process rights.

This issue was litigated for five years, culminating in the California Supreme Court's
decision in Bonnie Moore v. State Board of Accountancy, 2 Cal.4th 999 (1992), cert. denied,
___U.S.___ (Feb. 22, 1993); CPIL appeared as an amicus curiae on behalf of the non-CPA plaintiff
Bonnie Moore.  In a 4-3 decision, the majority of the California Supreme Court held that the Board's
adoption of Rule 2 was within its authority, but that the rule is unconstitutional because it is
overly broad.  The Court ruled that the Board must allow non-CPA accountants to use the terms
"accountant" and "accountancy" in their advertising if those terms are accompanied with a disclaimer
stating that the practitioner is not licensed or that the services offered do not require a license.
Although the Supreme Court found Rule 2 to be constitutionally defective over three years
ago, the Board has defied the Court and has refused to change its rule to conform to the
decision, notwithstanding our September 1994 request that it do so.

It is important to note that the Board of Accountancy has never claimed that Bonnie Moore
has held herself out to be a certified public accountant or engaged in tasks and functions reserved
for a certified public accountant. In other words, the Bonnie Moore case does not concern allegations
of unlicensed practice. Moore and her co-plaintiffs were lawfully engaged in tasks and functions for
which the legislature requires no license, and the legislature has never precluded non-CPA
accountants from using the terms "accountant" or "accountancy." The CPA-controlled Board
assumed that role for itself.  It is not unlike Chevrolet claiming that only it may use the words "car,"
"vehicle," or "automobile" ─ a result which might give it somewhat of an advertising advantage over
Ford, Chrysler, and its other competitors.

The legislature should direct the Board to repeal or amend section 2, Title 16 of the CCR,
immediately.

●  Enforcement.  Contrary to the frequent representations of the Board and the CPA
professional societies, the Board of Accountancy does not have an adequate enforcement program.
 BOA maintains one of the most complex, multi-layered enforcement programs CPIL has witnessed
in 15 years of monitoring occupational licensing agencies.  During the fall of 1994, the Board
undertook an examination of its unusual enforcement process, and exposed many serious problems
which were documented in two issues of CPIL's journal, the California Regulatory Law Reporter.5

The Board’s examination revealed the following problems within the Board's enforcement process:

●  its excessive delegation of enforcement decisionmaking authority to private parties (the
Administrative Committee), as described above;

●  a conflict within the Board over the proper roles of the Administrative Committee, the
Executive Officer, the Board's Enforcement Chief (a CPA), and the Board's "investigative CPAs"

                    
     5 See 14:4 CAL. REG. L. REP. (Fall 1994) at 32-34; 15:1 CAL REG. L. REP. (Winter 1995) at 35-38.
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(Board-employed investigators who are CPAs) in the enforcement process;

●  BOA's use of a two-tiered investigation process ─ one for "regular" cases and one for
high-profile cases denominated as "major cases";

●  the extraordinary number of "stages" and "phases" where cases may be dropped or
dismissed (see Appendix I:4:F and Appendix I:4:G of BOA's sunset report);

●  BOA's routine use of expensive outside counsel (instead of the Attorney General's Office)
to handle Board disciplinary matters; and

●  BOA's unusual and controversial use of Board members in the pre-decisionmaking stage
of the enforcement process ─ thus requiring the recusal of those Board members if and when a
proposed decision or stipulated settlement is presented to the Board.

Probably due to its extraordinary complexity, BOA's enforcement program does not yield
much in the way of results.  In 1993-94, out of 60,000 licensees and 5,013 jurisdictional inquiries
received, the Board generated only 491 formal complaints and took only 56 formal disciplinary
actions.  While these statistics are extremely low, they actually represent an improvement over past
years, when the Board's enforcement program was literally moribund. The entire Lincoln Savings
& Loan debacle resulted in the discipline of one CPA's license by this Board ─ and that individual
got straight probation.

Additionally, the Board spends only a little over one-half of its budget on
enforcement─much less than other boards which regulate practitioners who can wreak irreparable
harm on the public.

Finally, the Board spends an excessive amount of its enforcement resources and energy
policing "unlicensed practice" (i.e., competition for CPAs).  Almost 25% of the complaints received
by the Board are from licensees (Exhibit I:4:B of BOA's sunset report) ─ presumably complaining
about unlicensed practice.  In 1993-94, BOA received 491 complaints about licensees, and almost
as many (428) about unlicensed practice.  While it took only 56 formal disciplinary actions and
issued 36 citations against its own licensees, it issued 440 cease and desist letters and 14 citations
against unlicensed individuals.  CPIL believes the public would be better served if the Board would
pursue incompetent and dishonest CPAs rather than expending its limited enforcement resources
attempting to drive competitors out of business.

As noted above, CPIL urges this Joint Committee to recommend abolition of the
Administrative Committee.  However, this measure alone will not solve the Board's enforcement
problems.  CPIL additionally requests this Committee to recommend appointment of an independent
"discipline monitor" (or some other form of independent, objective evaluation by someone with
prosecutorial and/or law enforcement expertise) to study the Board's enforcement process from
intake to final decision, suggest structural and administrative reform of the system, and supervise
the implementation of those reforms over a two- to three-year period.  This mechanism, as enacted
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in SB 1543 (Presley) (Chapter 1114, Statutes of 1986) proved effective in reforming the State Bar's
discipline system.

III.  Additional Recommendation.  CPIL respectfully brings an additional issue and
recommendation to the attention of this Joint Committee.

CPIL is very concerned about the Board's recommendation that its experience requirement
be changed to eliminate the existing "audit requirement" (page 91 of BOA's sunset report).  The audit
or "attest" function is the distinguishing characteristic of the CPA; it is the only accounting function
for which a CPA license is required.  All other accounting functions may be performed lawfully in
California without a CPA license.

However, testimony at recent meetings of the Board of Accountancy has revealed that:

●  only 13-15% of currently-licensed CPAs have reported to the Board that they actually
perform audits ─ the rest do not perform audits; and

●  according to the Board's own Positive Enforcement Program and Reporting Standards
Committee (which reviews selected financial reports prepared by CPAs for the purpose of evaluating
the degree to which professional standards are met), an unacceptable proportion of audits reviewed
─ almost one-third ─ are marginal or substandard (see Exhibit I:3:C of BOA's sunset report).

The audit function is the essence of the CPA.  It is the one task reserved to CPAs, and
consumers have no one to rely on other than the CPA for proper preparation of an audit.  The audit
function should be the focal point of the Board's licensing, standardsetting, and enforcement
function.  CPIL believes the legislature should consider a major change in the licensing function of
the Board of Accountancy.  The Board should license auditors only ─ that is, those who hold
themselves out to the public as being qualified to direct, perform, and sign a certified financial audit.
 Other accountants who do not perform audits would not need to be licensed (in fact, they do not
need to be licensed today).

In any event, CPIL urges the legislature to study the Board's recommendation in this area
very carefully.

Conclusion and Recommendation

In sum, the state's licensure of certified public accountants is justified. However, the
membership of the State Board of Accountancy should be revamped; its licensing exam should be
developed and graded by someone other than a trade association; it should be directed to clarify its
experience requirement; its excessive use of non-Board-member private-practice CPAs in licensing
and enforcement decisionmaking should be ended; its enforcement program should be streamlined,
properly resourced, and professionalized; and its repeated attempts to protect the CPA profession
from lawful competition should be declared as against public policy.
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Thank you for your consideration of these comments.

Sincerely,

Julianne D'Angelo Fellmeth
Administrative Director
Center for Public Interest Law
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EXHIBIT B

COMMENTS OF JULIANNE D’ANGELO
Supervising Attorney, Center for Public Interest Law

to the Long-Range Planning Committee of the
Board of Accountancy

June 15, 1995

Thank you for permitting the Center for Public Interest Law (CPIL) to submit these
comments relevant to the Long-Range Planning Committee’s review of the Board’s Administrative
Committee (AC), for purposes of its upcoming “sunset” review under SB 2036 (McCorquodale)
(Chapter 908, Statutes of 1994).

The Administrative Committee is a very unusual entity with a very unusual role. It is created
by statute (Business and professions Code section 5020), consists entirely of non-Board member
private practitioner Board licensees (CPAs and PAs), and is authorized by statute to receive and
investigate complaints against Board licensees, obtain information and hold hearings related to its
investigation of those complaints, and “make recommendations” to the Executive Officer and the
Board “on any matter on which it is authorized to act” (section 5022).  The 17-member AC and its
numerous subcommittees also make recommendations to the Board on overall enforcement policy
and procedures.

Thus, the AC is a group of non-Board member licensees intimately involved with the
Board’s enforcement decisionmaking process. This is a very serious matter, as the enforcement
process implicates constitutional due process rights of both the accused licensee and the public.

The hallmarks of a properly-functioning agency enforcement process — to which both the
respondent licensee and the public are entitled — include the following:

●  consistency of decisionmaking based on clear standards, so that all similarly situated
people are treated similarly;

●  efficiency — the system must be adequately resourced with people who have the time to
review and analyze materials promptly, and a familiarity with and ability to apply those clear
standards; and

● a neutral, unbiased decisionmaker who has no personal, professional, or pecuniary stake
in the outcome of the decision — that is, no actual or apparent conflict of interest.

CPIL has tremendous respect for the volunteer spirit of the individual members of the AC,
for the many hours of time and effort each has invested in Committee activities, and for the service
each has contributed to the CPA profession.  However, CPIL does not believe that the structure of
the AC lends itself to any of the three hallmarks of a state government enforcement system described
above.
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CPIL opposes the existence and function of the AC for a number of reasons, most of which
are acknowledged in the 19-page document which the AC has prepared for the Committee today and
which is included in your materials for this meeting.

However, the bottom-line fundamental reason we oppose the AC — the “excessive
privatization” or “unlawful delegation” issue which Professor Bob Fellmeth and I described to you
 in our two-hour presentation to the Board on September 30, 1994 — is not addressed in that
document.

Unlawful Delegation of State Police Power Decisionmaking

The enforcement function in which AC finds itself so intimately involved is one of the three
primary police power functions of a state occupational licensing agency — (1) establishment and
administration of the barrier to entry into the profession (licensing), (2) the setting of standards for
conduct of the profession (rulemaking), and (3) enforcement of those standards (disciplinary
adjudication).

Those police power functions must be exercised by Board members — appointed state
officials who are politically accountable and have taken an oath to uphold the law and to regulate
the profession in the public interest — or Board staff who are employed by and fully accountable to
the Board.  It is unlawful — either for this Board or for the legislature — to delegate those functions
and/or that authority to private parties.  Yet that’s what the AC is, and that’s what section 5020 does.

Section 5020 was enacted a long time ago (1945), when it was still traditional and
fashionable to permit trades and professions to largely regulate themselves. The legislature enacted
it and other similar statutes creating AC-like entities in other occupational licensing boards at the
urging of the professions, which naturally seek to perpetuate self-regulation to the greatest extent
possible.

But this is not 1945. This is 1995. We no longer allow professions to self-regulate through
private guilds or cartels. We have created state agencies consisting of governmental officials to
exercise state police power on behalf of public protection.  The legislature has now repealed all other
statutes creating AC-like entities in other occupational licensing boards; not one still exists, to my
knowledge.

In abolishing other AC-like entities (such as State Bar procedures which previously permitted
private attorneys to function as State Bar investigators, hearing officers, and appellate judges in the
Bar’s attorney discipline system; and the statutes creating the Medical Board’s “Medical Quality
Review Committees” — regional committees of currently-practicing physicians permitted to assist
in investigations and preside over disciplinary hearings), the legislature perceived the unlawful
delegation issue and the apparent (if not actual) conflict of interest presented by a statue which
permits a group of private parties to exercise (or excessively participate in the exercise of) state
policy power. These functions are now performed by the agencies themselves — government entities
made up of appointed and employed state officials charged with regulation in the public interest.
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This Board and its Executive Officer are supposed to “manage the Enforcement Unit” and
the enforcement function of the Board of Accountancy — that is not the role of the AC, as this
document purports [page 2]. This Board is not allowed to delegate that function to a group of
private parties — regardless of what the statute says.

Other Flaws of the Current AC Structure

There are many other flaws with the structure of the AC, including the following:

(1) A lack of consistency among the many decisions made by the many subgroups of the AC
which review files and hold Administrative Committee Investigative Hearings (ACIHs), and which
is acknowledged in the document (“there is a lack of uniformity in file reviews between AC
members” [pages 3-4]; “there is a lack of uniformity in conducting ACIHs” [page 4]).  This lack of
consistency directly violates the first hallmark of a properly-functioning enforcement system
described above. Although it is admitted by AC, under AC’s current structure and procedures there
is no way for the Board to monitor that lack of consistency or even know about it — although the
Board remains legally responsible for it.

(2) A lack of efficiency which is also acknowledged in AC’s document (“the AC’s review
of investigative files can require approximately two months to be added to the investigate
cycle....ACIHs may add one to four months to the cycle” [page 8]). The public is not protected from
incompetent or dishonest CPAs during this unnecessary time lag.

(3) The system is extremely costly — it consumes an enormous number of dollars in the
form of per diems for 17 AC members, travel, meeting costs (hotel room rental, copying of files,
security), staff resources in support of the Committee’s (and its subcommittees’) activities and
meetings, and recruitment, training, and retention expenses related to individual AC members. And
these costs are constant because AC members have one-year terms; there are very few economies
of scale in the current structure and there is very little opportunity for the Board to take advantage
of the learning curve which is absolutely necessary to do this job correctly.

(4) While the current AC structure is costly, its benefits are unclear or outweighed by its
costs — it adds yet another level of processing and decisionmaking to a system which already moves
too slowly and has too many levels; it risks possible compromise of confidentiality at a stage where
confidentiality is expected; consistency of decisionmaking is sacrificed; and the document
acknowledges that the benefit of an ACIH is varied “but is sometimes minimal” [page 8].

(5) The current structure has created an anomalous reporting structure for staff. At other
occupational licensing boards, enforcement staff report to the Enforcement Chief; the Enforcement
Chief reports to the Executive Officer; and the Executive Officer reports to the Board. At the Board
of Accountancy, another layer of decisionmaking which is unusual and unclear is inserted into the
mix — and that layer consists of a large number of volunteers located all over the state, whose
identities are constantly changing, who have full-time jobs doing other things, and who are not
readily available to the Board’s professional investigative staff for guidance. This additional
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decisionmaking layer in the enforcement process has clearly created confusion as to reporting and
lines of authority, and even some resentment and hostility (as evidenced at the Board’s special
sessions on enforcement during the fall of 1994) — all of which distract the Enforcement Unit from
its primary mission: prompt, efficient, and fair investigation and prosecution of statutory and
regulatory violations.

(6) Although the AC’s role is circumscribed by statute, the AC appears to have — over
time — expanded its activities and extended into other functions which are not permitted by
statute. For example, while the AC’s document refers to AC participation in settlement hearings
[pages 8, 10], that function is not permitted by section 5020 and is as inappropriate as permitting
members of the profession to investigate disciplinary complaints and make enforcement decisions.

And — most importantly — AC does not simply “make recommendations” on enforcement
decisions to the Board, as specified by section 5022. As admitted at the June 15 meeting, the AC
itself decides to close cases; those decisions are not reviewed in any meaningful way by the Board
or Board staff.  According to the Board’s enforcement manual and other documents, it also makes
decisions to issue citations and fines, and to impose specified continuing education requirements.
AC has traversed its statutory role, and is performing functions which may not lawfully be delegated
to private parties.

CPIL’s Recommendations

1. As to individual disciplinary cases, CPIL recommends that the Board:

● Seek legislation abolishing the AC and its investigative/hearing role, and
instead hire professional investigative staff to perform all investigative and
other information-gathering functions of the Board. The “General
Recommendations” to improve the Board’s enforcement program on pages
4-6 of the AC’s document should be implemented and applied exclusively to
staff.

● Transform the AC into a panel of experts who can assist the Board’s
Enforcement Unit with expert file review in complex cases and expert
testimony at adjudicative hearings on a case-by-case basis. The Board should
set standards for these experts, including required qualifications, terms and
conditions of appointment as an expert, training, oversight and evaluation,
and conflict of interest/recusal standards.

This Board has already experienced the benefits of adding professional investigators to its
staff. Since 1989 when you began to employ full-time CPA investigators to conduct investigations,
your average disciplinary output has doubled, the number of old cases is down, the average case
processing time has been reduced, and the average cost per investigation has been reduced. [Source:
California State Board of Accountancy, Enforcement Program Statistics (Feb. 2, 1995).]

2. With regard to the setting of overall Board enforcement policy, CPIL recommends that



5

these issues be discussed and debated at the Board level by a committee composed of Board
members.

3. With regard to the Board’s Major Case Program, CPIL recommends that the Major Case
Advisory Committee (MCAC) be eliminated. Of all the “pros” listed in support of retaining the
MCAC listed on page 12 of the AC’s document, not one can’t be done by professional investigate
staff, the Enforcement Chief, and the Executive Officer, assisted by an expert (or more than one in
an extremely complex case) from the above-recommended panel of experts.  And all of the “cons”
on pages 12-13 are eliminated through use of professional investigative staff instead of the MCAC.

In sum, CPIL strongly urges the Board to fully professionalize its entire investigative
function, as have the State Bar and the Medical Board in recent years. As I noted at the June 15
meeting, the disciplinary process is a law enforcement proceeding; it is not an accounting task or a
medical procedure or the practice of law.  Decisionmaking in a law enforcement process should be
made by law enforcement professionals, not by groups of volunteer practitioners who — although
they may be experts in their field — are untrained as investigators, prosecutors, or judges. Obviously,
that decisionmaking will be based upon the expert review, analysis, and advice of subject-matter
professionals familiar with the applicable standards of practice; but those subject-matter
professionals should not be the enforcement process decisionmakers as well.

The above critique is not meant to imply that there is no role for service-minded volunteer
CPAs in the Board’s enforcement program. Volunteers can serve many valuable functions in support
of the Board’s disciplinary system, including probation monitoring, the teaching of continuing
education courses in areas of common abuse, service as expert reviewers and witnesses, and
“speakers bureau”-type public education efforts to inform the profession and the public about the
Board and its role. Participation in enforcement decisionmaking is simply not an appropriate role for
non-Board member volunteers.

Thank you for your consideration of CPIL’s comments.
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LEGAL ANALYSIS
by the Center for Public Interest Law

In practice, many lawyers come to realize that their most difficult task is to prove
convincingly the most obvious propositions. Due to the fundamental nature of the conflict presented
by the existence and functioning of the AC, CPIL is faced with that daunting task.  The exercise of
governmental power by private entities is simply not done and never has been done in our form of
government; thus, finding caselaw to support our contentions is not easy. We believe, however, that
this is not a close question, and endeavor to explain our position in the clearest way possible.

The current AC structure is unconstitutional as an unlawful delegation of state police power
to private parties.

The “unlawful delegation” argument is based upon one of the most fundamental
aspects of our governmental structure — the “separation of powers” between the three
branches of government. “The doctrine of separation of powers under our form of
government, which is expressly stated in the constitution, declares that governmental powers
are divided among the three departments of government, the legislative, executive, and
judicial, and that persons charged with the exercise of one power may not exercise either of
the others except as permitted by the constitution.” 2 CAL.JUR.3D Constitutional Law § 40.

Administrative agencies, as created and empowered by the legislature, frequently
possess executive, investigatory, legislative (rulemaking), or judicial (adjudication) powers,
or a combination of all of these. “It is well recognized that the doctrine of separation of
powers does not preclude a certain degree of admixture of the three powers of government
in administrative agencies.” Id. at § 41. However, “[s]ome administrative agencies
investigate violations of law and act as accusers, besides determining violations of their own
regulations, or act as advocate or prosecutor as well as judge in the same proceeding. The
courts have pointed out that in such situations the agency members must be zealous in the
recognition and preservation of the right to a hearing by impartial triers of the facts, and such
fusion of functions has been subjected to considerable criticism.” Id. at § 42 (emphasis
added).

Explicit in the structure of our government is the notion that one branch may not
perform the powers of another branch, and may not delegate its governmental powers to
another branch. Implicit in this structure, and a fortiori, is the notion that all governmental
power must be exercised by government officials, and may not be delegated to non-
governmental private parties. Fundamental governmental police powers must be exercised
by government officials, not by private parties. See generally 16A AM. JUR.2D Constitutional
Law § 378 (“[s]ince generally the legislature may not delegate its legislative powers to
private individuals, associations, or corporations, the legislature is without authority to
delegate the exercise of police powers to a private corporation or private citizen...,
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particularly where there is no state supervision”) (emphasis added).

Because delegation of public power to private parties is relatively unthinkable in the
modern era, recent cases illustrating this rule are few. However, Bayside Timber Company,
Inc. v. Board of Supervisors of San Mateo County (1971) 20 Cal.App.3d 1, concerns a
similar fact situation, sets forth the general rule, and explains the policy reasons underlying
that rule. In Bayside Timber, a California appellate court considered the constitutionality of
a state statute which created a seven-member State Board of Forestry to regulate
timbercutting. The statutory purpose of the Board was “protection of the state’s interests in
forest resources on private lands, and [to] determine, establish, and maintain an adequate
forest policy.” Id. at 8.

In addition to creating the Board, the statute created several five-member “forest
practice committees” representing various regional areas known as forest districts. Each
forest practice committee consisted of four private timberland owners and one member of
the Board of Forestry or an employee designated by the Board. Under the statute, these
committees were charged with formulating timbercutting rules and standards. Further, the
statute provided that after formulating a rule, each committee had to submit the rule to
private timber owners within the district for approval; if two-thirds of the private timber
owners in the district approved the rule, it could then be submitted to the Board of Forestry.

The Bayside Timber court framed the constitutional issue as follows: “It is contended
by appellants that such an industry-oriented statutory scheme is an unreasonable exercise of
the state’s police power, that it abuses the due process rights of San Mateo County and its
citizens, and that it amounts to an unreasonable exercise of legislative power.” The court
agreed with those challenging the statutory scheme, and ruled that the legislature had
improperly delegated legislative authority without standards for its guidance, and
compounded the constitutional difficulty by delegating that authority to a group of private
individuals with a pecuniary interest in the subject matter of their own decisions.

The appellate court found two defects with the statutory scheme: (1) “The content of
the rules under which private logging operations are conducted is decreed exclusively by
persons pecuniarily interested in the timber industry, i.e., timber owners and operators. The
ultimate basis of this exclusive control rests in the hands of the ‘private timber ownership,’
two-thirds of which must agree before any proposed rule may be adopted” (id. at 10;
emphasis original), and (2) “in this delegation of legislative authority no guides or standards
to prevent its abuse are laid down by the Act” (id.).

The court cited several California and other-state cases for the “age-old principle of
our law that no man should judge or otherwise officially preside over disputed matters in
which he has a pecuniary interest,” and quoted the U.S. Supreme Court’s decision in Carter
v. Carter Coal Co. (1935) 298 U.S. 238, as follows: “This is legislative delegation in its most
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obnoxious form; for it is not even delegation to an official or an official body, presumptively
disinterested, but to private persons whose interests may be and often are adverse to the
interests of others in the same business....”

Your counsel may note that Bayside Timber and several of the cases it cites relate
primarily to the delegation and exercise of quasi-legislative (rulemaking) authority, whereas
the AC has been delegated and exercises quasi-adjudicative (enforcement) authority. In our
view, this distinction only makes matters worse for the Board should it decide to retain the
AC — for respondents in enforcement proceedings are constitutionally entitled to several
fundamental components of procedural due process, including a neutral and unbiased
decisionmaker. Several courts — including the U.S. Supreme Court in Gibson v. Berryhill
(1973) 411 U.S. 564 — have invalidated the adjudicatory decisions of occupational
licensing boards because those boards were comprised in whole or in part of competitors
of the accused, which competitors stand to pecuniarily benefit if the accused is put out of
business. See also Nissan Motor Corp. v. New Motor Vehicle Board (1984) 153 Cal.App.3d
109; Chevrolet Motor Division v. New Motor Vehicle Board (1983) 146 Cal.App.3d 533;
American Motors Sales Corp. v. New Motor Vehicle Board (1977) 69 Cal.App.3d 983.
Again, these cases involved direct enforcement decisionmaking by government officials who
are in the same profession as the accused, and the court invalidated those decisions because
they acted to deprive the accused of fundamental constitutional rights. We believe that — for
the same reason — these same courts would very quickly invalidate the enforcement
decisionmaking of the AC.

The AC is a group of CPA and PA licensees who are making enforcement decisions
in disciplinary cases involving their colleagues and competitors. It admittedly makes
decisions in close cases which are not reviewed by the Board or its staff. According to the
Board’s enforcement manual and other documents, it also makes decisions to issue citations
and fines, and to impose specified continuing education requirements.  It also makes
decisions to move forward with formal investigations, and “recommendations” to the
Board’s Executive Officer on whether a completed investigation should move forward for
the filing of formal charges. There is no doubt the AC is an influential decisionmaker in the
Board’s enforcement process; there is no doubt that the members of the AC are private
parties and not government officials; and there is no doubt that — to the extent it impacts the
license or reputation of competitors — the AC’s decisionmaking may pecuniarily benefit the
CPA members of the AC and/or the Board.

In sum, we believe that — on its face — section 5020 is an unconstitutional
delegation of governmental authority to private parties. Further, the delegation is
“standardless” in that the legislature (as in Bayside Timber) failed to set forth any standards
for AC’s exercise of its governmental authority. Finally, some of the actual functions of the
AC (which extend beyond the statute to include participation in settlement discussions and
actual enforcement decisionmaking) are improper because (1) they have not been delegated
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by the legislature and (2) even if they had been, they would be unconstitutional for the
reasons cited above.

The current AC structure is unlawful under state and federal antitrust statutes, as it (1)
constitutes a violation of antitrust laws (a “group boycott”), and (2) is not exempt as “state
action” (which must be clearly authorized in state law and actively supervised by a state
entity).

Generally, state and federal antitrust laws preclude “combinations in restraint of
trade” (such as collusion or agreement by entrepreneurs to exclude others in competition).
15 U.S.C. § 1; Cal. Bus. & Prof. Code § 16700 et seq.  An agreement by entrepreneurs to
exclude those in competition (which may be accomplished by enforcing a “barrier to entry”
into a profession or by excision from the profession through the enforcement process) is
termed a “group boycott” or “concerted refusal to deal.” Such behavior, where horizontal in
nature, is often considered to be a per se violation of federal antitrust law. Associated Press
v. United States (1945) 326 U.S. 1.

Where carried out by “combinations” or competitors appointed to state occupational
licensing boards, such activities are permitted only if they meet the “state action” test. Parker
v. Brown (1943) 317 U.S. 341. To qualify for so-called “state action immunity” from the
application of federal antitrust law, challenged activities must meet both prongs of a two-
pronged test: (1) the restraint of trade must be clearly articulated in state law with the purpose
to displace competition; and (2) the restraint must be subject to “active state supervision” by
independent officials. California Retail Liquor Dealers Ass’n v. Midcal Aluminum, Inc.
(1980) 445 U.S. 97; see also Federal Trade Comm’n v. Ticor Title Insurance Co. (1992) 504
U.S. 621 (“the purpose of the active supervision inquiry...is to determine whether the State
has exercised sufficient independent judgment and control....The question is not how well
state regulation works but whether the anticompetitive scheme is the State’s own”).

The “restraint of trade” at issue here is the participation of the members of the AC
(private parties) in one of the primary police power functions of the Board of Accountancy.
The AC investigates disciplinary complaints, holds hearings and obtains information,
participates in settlement discussions, and — most importantly — makes enforcement
decisions which are not reviewed by the Board or its employed staff.

Although some of these activities may meet the first prong of the two-part test
described above (in that they are “clearly articulated” in Business and Professions Code
section 5020 et seq.), other current activities of the AC (enforcement decisionmaking and
participation in settlement discussions) are not authorized by the Accountancy Act and
therefore fail the first prong of the “state action” immunity test. (And, as argued above, the
statute itself may well be void as an unlawful delegation of state police power authority to
private parties.)
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The major issues raised by the existence and functioning of the AC, however, has to
do with the second prong of the “state action” immunity test: the requirement of active and
independent state supervision. This concept rests with the basic notion of unlawful
delegation (see above). “The state” (here, the legislature and the Board of Accountancy) may
not delegate to private interests the role of guardian over a restraint of trade which benefits
them, even if it wants to do so.  In the leading case of Midcal, the U.S. Supreme Court held
that a system of vertical price fixing (an antitrust violation) which was clearly authorized by
California law (that is, satisfied the first prong) nonetheless failed the second prong of the
“state action” test. In Midcal, the state legislature enacted a statute allowing liquor distillers
to set resale prices and, although a state agency (the Department of Alcoholic Beverage
Control) was purportedly required to review the proposed prices on behalf of the general
public, it routinely rubberstamped the prices submitted by the distillers without exercising
bona fide independent supervision. Here, “the state” (the legislature) has allowed the AC to
participate intimately in the enforcement process through Business and Professions Code
section 5020. However, “the state’s” job is not finished: under Midcal, “the state” (the Board
of Accountancy) must also exercise “active supervision” over the activities,
recommendations, and decisions of the AC. As admitted at the June 15, 1995 meeting, the
Board does not do that in the vast majority of cases.

The AC’s current functions are unlawful because they exceed the authority of Business and
Professions Code section 5020 et seq.

As noted above, some of the AC’s current functions — which include participation
in settlement discussions and actual decisionmaking in enforcement cases which is not
meaningfully reviewed by the Board of Accountancy — are not expressly authorized by
statute.  Although we are aware of a legal opinion by your counsel which rather guardedly
opines that the exercise of at least the settlement function may be permissible because it is
not expressly prohibited, we respectfully disagree with that opinion (especially inasmuch as
it promotes unlawful enforcement decisionmaking by members of the AC).


