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May 3, 2006

Ron Blanc, President, and Members
California Board of Accountancy
2000 Evergreen Street, Suite 250
Sacramento, CA 95815-3832

re: “Tax Services”

Dear Mr. Blanc and Board Members:

Your April 17, 2006 letter indicates that the Board is interested in conducting an inquiry into
the impact of expanding the exemption in Business and Professions Code section 5054 from “tax
return preparation for natural persons” to all “tax services” — which AB 1868 (Bermudez) would
accomplish.  Below are responses to some of the questions in your April 17 letter.

Definition of “Tax Services”

1. To my knowledge, the term “tax services” is not defined in federal statute.  The federal
Sarbanes-Oxley Act (SOX) of 2002 used the term “tax services” without defining it.  To preserve
auditor independence, SOX prohibited auditors from providing eight specified nonaudit services to
their audit clients.  Under SOX, certain kinds of  “tax services” may be provided by auditors to their
audit clients, but only if the client’s audit committee approves those services.  Further, SOX
authorizes the Public Company Accounting Oversight Board (PCAOB) and the Securities and
Exchange Commission (SEC) to adopt regulations prohibiting auditors from providing other kinds
of nonaudit services (including “tax services”) to their audit clients.  On April 19, 2006, the SEC
approved the PCAOB’s proposed regulations that restrict the types of tax services and fee
arrangements an auditor may provide to its audit client while maintaining its independence.

2. The PCAOB has defined the term “tax services” to include “professional services rendered
for tax compliance, tax advice, and tax planning.”  PCAOB Rule 1001(t)(i), effective pursuant to
SEC Release No. 34-48180 (July 16, 2003).  Obviously, this definition is very broad and
encompasses anything and everything a CPA might do related to taxation.  The term “tax services”
thus includes not only tax return preparation but all levels of tax consulting, tax planning, and the
promotion and sale of tax shelters.

To become more informed about the egregious abuses committed by some members of the
accounting profession (including the major proponents of the pending amendment to section 5054)
regarding the promotion and sale of abusive tax shelters, please read the following excerpts from a
November 2003 report by the U.S. Senate Permanent Subcommittee on Investigations:



 U.S. Senate Permanent Subcommittee On Investigations, Committee on Governmental Affairs, U.S. Tax
1
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Some members of the U.S. tax profession are apparently claiming that the worst tax
shelter abuses are already over, so there is no need for investigations, reforms, or
stronger laws.  The subcommittee investigation, however, indicates just the opposite:
while a few tax shelter promoters have ended their activities, the tax shelter industry
as a whole remains active, developing new products, marketing dubious tax shelters
to numerous individuals and corporations, and continuing to wrongfully deny the
U.S. Treasury billions of dollars in revenues, leaving average U.S. taxpayers to make
up the difference.1

*   *   *   
[N]umerous respected members of the American business community are now
heavily involved in the development, marketing, and implementation of generic tax
products whose objective is not to achieve a business or economic purpose, but to
reduce or eliminate a client’s U.S. tax liability. Dubious tax shelter sales are no
longer the province of shady, fly-by-night companies with limited resources. They
are now big business, assigned to talented professionals at the top of their fields and
able to draw upon the vast resources and reputations of the country's largest
accounting firms, law firms, investment advisory firms, and banks.2

*   *   *
The sale of potentially abusive and illegal tax shelters has become a lucrative
business in the United States, and some professional firms such as accounting firms,
banks, investment advisory firms, and law firms are major participants in the mass
marketing of generic “tax products” to multiple clients. . . .  During the past ten years,
professional firms active in the tax shelter industry have expanded their role, moving
from selling individualized tax shelters to specific clients, to developing generic tax
products and mass marketing them to existing and potential clients. No longer
content with responding to client inquiries, these firms are employing the same
tactics employed by disreputable, tax shelter hucksters: churning out a continuing
supply of new and abusive tax products, marketing them with hard sell techniques
and telemarketer cold calls; and taking deliberate measures to hide their activities
from the IRS.3

According to the California Legislative Analyst in January 2006, “[i]n recent years, the
prevalence of illegal or ‘abusive’ tax shelters (ATS) has increased dramatically. These ATS
transactions have resulted in very substantial revenue losses in California.  In an effort to curb
the use of ATS activity, the Legislature enacted Chapter 654, Statutes of 2003 (AB 1601, Frommer),
and Chapter 656, Statutes of 2003 (SB 614, Cedillo).  This legislation contained provisions that .
. . provided a limited amnesty for participants in certain ATSs who came forward and paid the
associated tax liabilities. . . . According to the Franchise Tax Board, the response of taxpayers to
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the amnesty program — known as the voluntary compliance initiative (VCI) — was much higher
than anticipated.  The VCI, which was in effect from January 1, 2004 through April 15, 2004,
resulted in payments from business and individual taxpayers of about $1.4 billion. After deducting
the portion of these monies that would have been received anyway through normal audit activities
or will be returned to taxpayers upon resolution of their tax disputes, the state’s net revenue gain
is anticipated to be about one-half that total — or roughly $700 million.”4

The major proponents of AB 1868 have been active in promoting tax shelter products which
serve to deprive government of tax revenue.  Three of the nation’s four remaining large accounting
firms have paid huge settlements and/or fines to escape criminal prosecution.  In August 2005,
KPMG admitted criminal wrongdoing in connection with the marketing and sale of these very tax
shelter products, and agreed to pay $456 million so that it could avoid criminal indictment and the
“death sentence” that Arthur Andersen suffered upon its indictment for its misconduct in the Enron
audit failure.  At this moment, sixteen KPMG partners are under criminal indictment for their
involvement in the provision of “tax services” to California citizens and others; one additional
KPMG CPA pled guilty to multiple federal criminal counts on March 27, 2006.   Although this is
clearly an area of the practice of public accountancy that requires more scrutiny and not less, AB
1868’s amendment to section 5054 would bar the Board from being able to identify and stop out-of-
state CPAs from harming California families and businesses no matter how egregious their prior
records — felony convictions, indictments, discipline, you name it — may be.

3. To my knowledge, the term “tax services” is not defined in California statute.  Nor does AB
1868 provide a definition for the term.

4. Two CBA regulations utilize the term “tax services” without defining it.  See section 5, Title
16 of the California Code of Regulations (a CBA licensee engaged in the practice of public
accountancy as defined in section 5051 of the Business and Professions Code shall observe and is
subject to CBA’s regulations; for purposes of this section, the term “activity” includes but is not
limited to bookkeeping, financial planning, investment planning, tax services and management
services); see also section 62, Title 16 of the California Code of Regulations (bans CBA licensees
from preparing an amended tax return, claim for tax refund, or performing other similar tax
services for a contingent fee for any client).

Who Else Provides “Tax Services”?

CPAs are not the only professionals who provide tax services.  Attorneys, tax preparers,
enrolled agents, and others also provide tax services to consumers.  In California, attorneys are
regulated by the State Bar; tax preparers are regulated by the Department of Consumer Affairs’
California Tax Education Council.  Enrolled agents are licensed and regulated by the U.S. Internal
Revenue Service.  

When a CPA provides tax services to California consumers and businesses, that constitutes
the practice of public accountancy under Business and Professions Code section 5051 and section
5, Title 16 of the California Code of Regulations (see above).  Thus, under current law, that
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individual must (a) be licensed by the Board as a CPA, or (b) secure a CBA practice privilege, or
(c) limit him/herself to the tax return preparation services authorized by Business and Professions
Code section 5054.

Regulation of Tax Practitioners by Other Agencies

You have been told repeatedly by the profession that the provision of “tax services” is
“highly regulated” by other agencies with “robust and comprehensive enforcement programs.”
Aside from the fact that the proponents are improperly urging this Board to abdicate its law
enforcement duties, our research reveals this claim is very misleading.  First of all, no other agency
— neither the IRS, the Franchise Tax Board, nor the State Board of Equalization — is authorized
to suspend or revoke the license of a California CPA.  Only CBA is authorized to take disciplinary
action against a licensee.  While these other agencies may indeed have detailed regulations, little
or no enforcement of those regulations occurs as against tax practitioners.  Those agencies are much
more interested in pursuing the taxpayer, because they want to secure back taxes, fines, and
penalties.  Here is what we have found:

1. Under Business and Professions Code section 5063(a)(3), any California CPA who has been
barred from practicing in front of any other government agency (e.g., IRS, FTB, SEC) must report
that fact to the Board.  CBA received a grand total of two such reports in 2003–04 and three such
reports in 2004–05.  It is not clear how many of those reports — if any — were from taxing
authorities.  Although you were told at your March meeting that IRS enforcement activity would
be much more vigorous now that recent amendments to “Circular 230” have become effective, CBA
has received zero reports of debarment thus far in 2005–06 (as of the March 2006 report from your
Enforcement Chief).  Even if all of these disciplinary actions were taken by taxing authorities
(which is doubtful), five reports over a 2.5-year period is not evidence of a “robust and
comprehensive” enforcement program.  

2. The Internal Revenue Service is authorized to bar tax practitioners from practicing before
it.  We searched the IRS Web site for the number of times in the last year that the IRS has barred
an attorney, CPA, enrolled agent, or other tax professional from practicing before it.  Bear in mind
that there are over 600,000 licensed CPAs in the United States.  Additionally, tens of thousands of
lawyers and enrolled agents also practice before the IRS.  Aggregating data from March 2005
through April 3, 2006, we found that the IRS took a total of 370 disciplinary actions against tax
professionals.  Nationwide, only 100 of those actions were against CPAs.  And only 9 of those
actions were against California CPAs.  That is not “robust and comprehensive supervision” upon
which California consumers may entirely rely in lieu of a board empowered to protect them from
harm.

3. Further, the IRS is none too prompt about debarring tax practitioners who have been
disciplined by state boards of accountancy.  Two examples from California are revealing.  On
November 8, 2003, this Board revoked the license of William Lindberg for misconduct during an
audit that took place in 2000; the IRS failed to take disciplinary action against him until November
4, 2004.  On June 21, 2003, this Board revoked the license of John Judd based on multiple felony
convictions for fraud and money laundering in 2000.  The IRS did not take disciplinary action
against Mr. Judd until November 2004 — four years after multiple felony convictions.  This is not
evidence of “robust and comprehensive supervision.”
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4. On April 6, 2006, my staff spoke to Patrick Kusiak, Acting Director of the Legal Affairs
Bureau of the Franchise Tax Board.  I spoke to him personally on May 3, 2006 to verify his
comments.  According to Mr. Kusiak (and he authorized us to quote him), “The FTB does not
regulate or prosecute CPAs.  Any discipline of CPAs is done by the California Board of
Accountancy.  Unlike the IRS, we do not regulate the practice of tax before the Board.”  Revenue
and Taxation Code section 19523.5 — which became effective on July 19, 2005, less than one year
ago — authorizes the Franchise Tax Board to suspend or disbar a person from practicing before it,
but only if the IRS has first barred that practitioner from practicing before it.  The FTB has no
authority to debar anyone unless the IRS acts first.  And the FTB has only had this authority for nine
months.  Mr. Kusiak’s statements directly contradict repeated assertions made by the proponents
of this legislation to this Board at numerous public meetings.  And clearly, the FTB provides no
“robust and comprehensive supervision” whatsoever over CPAs who practice before it.  It is not
authorized to do so.

Other Information We Believe the Board Should Consider

CPIL continues to oppose AB 1868 (Bermudez) unless its amendment to section 5054
regarding “tax services” is deleted from the bill.  We continue to believe it is irresponsible for this
Board to support a bill that would allow an out-of-state CPA currently under indictment or being
disciplined by another state to provide tax services to Californians without the Board even being
notified beforehand.  Even worse, the very tax services exempted by AB 1868 could cost the state
budget millions, have already been unmasked as potentially criminal in some instances, and —
according to a U.S. Senate subcommittee as recently as three years ago — are becoming
increasingly widespread.

We understand the problems that have been inadvertently created by the practice privilege
legislation, and we do not oppose the remainder of the bill — which fully and adequately addresses
those problems on a temporary basis by (1) reinstating “temporary and incidental practice,” (2)
conferring jurisdiction on the Board to disciplinary any CPA or firm that practices public
accountancy in California, and (3) temporarily exempting out-of-state accounting firms from the
firm registration requirement when they practice public accountancy in California through a practice
privilege holder.  We object only to the amendment to section 5054, which is wholly unnecessary
to address the problems created by the practice privilege legislation.  Under that amendment, an out-
of-state CPA who has a license from any other state may prepare not just “tax returns for natural
persons” or even “all tax returns,” but could provide all types of “tax services” — indefinitely,
forever, without a California CPA license, without a California practice privilege, without any
requirement that their home state’s licensing requirements are “substantially equivalent” to those
in the UAA, without a California firm registration, and without any notice to the Board whatsoever
so the Board can determine whether the CPA has a license and/or is, for example, under criminal
indictment or a convicted felon.

I have watched the proponents of AB 1868 testify in support of the bill at legislative
hearings before the Assembly Business and Professions Committee and the Assembly
Appropriations Committee.  In addition to repeating their erroneous claim that “the tax services area
is highly regulated by other government agencies,” they have made other misleading statements that
should be addressed.
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! “This is not brand new.  Up until January 1, 2006, this practice was allowed. Only in
the last three months has there been a restriction on tax services across state lines.”  This is not
true.  Under pre-January 1, 2006 law, out-of-state CPAs were allowed to provide public
accountancy services (including “tax services”) to Californians only if those services were
“temporary” and “incidental to” their practice in another state or country.  As Greg Newington
noted at your March meeting, the accounting profession has publicly admitted that some of its tax
practice in California under the prior “temporary and incidental” law was illegal because it was
neither “temporary” nor “incidental” — it was undertaken pursuant to a longstanding professional
relationship.  Under AB 1868, all out-of-state CPAs can provide all types of tax services
indefinitely, forever, with no California license, no California practice privilege, and no notice to
the Board — EVER.  This was never “prior law” in California or anywhere else.

! “The exemption for tax services is very narrow, and is limited to out-of-state CPAs who
cannot physically enter the state, cannot solicit California clients, and cannot hold out as a
California CPA.”  First, the exemption for “tax services” is not narrow.  The term “tax services”
is not even defined in California law, so it cannot be characterized as “narrow.”  As noted above,
the only definition of the term we can find is that of the PCAOB — and it has defined “tax services”
to include everything a CPA might do related to taxation.  Existing section 5054 is narrow; the
proposed amendment to section 5054 is quite the opposite.  Second, the limitations included in the
section are meaningless window-dressing and completely unenforceable.  No one in an era of
phones, faxes, emails, and FedEx needs to even leave their office to provide tax advice, let alone
leave their home state. And the only way to make sense of the prohibition on soliciting Californians
is if it means soliciting Californians uniquely. An out-of-state CPA who maintains a Web site, or
buys an ad in a national periodical, or writes an article for an online journal isn’t soliciting
Californians. Yet those are ways that Californians find them, and all of it would be legal under AB
1868.

! “The bill adds significant new remedies for the Board so it can penalize out-of-state
CPAs who violate California law.”  The Board’s job is to protect the public by preventing harm
before it occurs.  It cannot possibly prevent harm if it has no opportunity to screen the qualifications
of out-of-state CPAs before they offer tax services to Californians.  Under these “significant new
remedies,” the Board is limited to penalizing an out-of-state CPA after the harm has already
occurred — if it ever finds out about it.

! “We aren’t just required to get a practice privilege by notifying the Board and paying
$100.  We are also required to get a firm registration, which costs $1,800 and takes three to six
months to get.”  This is not true.  AB 1868 adds new section 5096.12 to the Business and
Professions Code, which waives the firm registration requirement for out-of-state unregistered firms
whose CPA employees offer services to Californians through a practice privilege.  CPIL does not
object to that provision.

! “Tax services are already provided to Californians by many other tax professionals who
are not CPAs with no notice to our Board.  We’re trying to put accounting professionals on the
same footing with other tax professionals.”  Any other tax professional who provides tax services
to Californians has to be licensed by some agency — if it’s an attorney, the State Bar; if it’s a tax
preparer, the Department of Consumer Affairs’ California Tax Education Council (CTEC); if it’s
an enrolled agent, the Internal Revenue Service.  When a CPA provides tax services to California
consumers or businesses, that is the practice of public accountancy under the Accountancy Act
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(section 5051).  When CPAs provide tax services to Californians, they must be licensed or — prior
to January 1, 2006 — they must fit within the “temporary and incidental” exception to the licensure
requirement.  That has always been the law.  AB 1868 would not put out-of-state CPAs on “equal
footing” with other tax professionals — it would give them a competitive and practical advantage
over all other preparers, including California CPAs, by derequiring licensure, practice privilege, and
notice to the regulator.  It would allow out-of-state CPAs to offer tax services to Californians
without being scrutinized beforehand by the state agency expressly charged with protecting
Californians from unscrupulous and dishonest CPAs — the California Board of Accountancy.

The proposed amendment to section 5054 turns the whole concept of licensing on its head.
It is a monumental, potentially precedent-setting exception to the Board’s licensure/practice
privilege requirement, and it prevents the Board from protecting the public because the Board has
no notice of the provision of “tax services” by out-of-state CPAs to California consumers and
business and no opportunity to verify whether they are qualified to provide them or are one of the
KPMG employees indicted by the federal government.  Although AB 1868 adds some new
remedies to the Board’s arsenal, they are all “back-end” remedies.  Under AB 1868, California is
able to “protect” its citizens from an unscrupulous out-of-state tax accountant only after that person
hurts a California consumer, after the harmed consumer has filed a complaint, after the complaint
goes through an administrative trial, and after the administrative decision is upheld in court. 

Under Business and Professions Code section 5000.1, this Board’s “paramount” priority is
protection of the public.  CPIL urges the Board to withdraw its support position on AB 1868 unless
its amendment to section 5054 is deleted.

Sincerely,

Julianne D’Angelo Fellmeth
Administrative Director
Center for Public Interest Law

cc: Honorable Rudy Bermudez
Honorable Liz Figueroa
Charlene Zettel, Director, Department of Consumer Affairs
Deputy Attorney General Michael Granen
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