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May 28, 2002

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

Dear Mr. Sharafatian and Board Members:

The Center for Public Interest Law is deeply disappointed in the decisionmaking of the
Board at its May 16–17, 2002 meeting.  Although a vocal minority of this Board appears ready,
willing, and able to exercise meaningful regulation over the CPA profession at this critical juncture
in the history of both the profession and the Board, a narrow majority of this Board has regrettably
decided to side with the profession’s demand for the status quo — a status quo that has resulted in
billion-dollar losses for the investing public and serious harm to our economy, a status quo that is
in desperate need of reform.  The conduct of CBA’s recent meetings — culminating in the
majority’s decisions at the May meeting — has been sufficiently disturbing that I am compelled to
write and express my deep concern.

I would like to address both the substance of the proposals you have recently addressed and
the conduct of your meetings and decisionmaking.

The Substance.  CPIL has monitored California occupational licensing boards for 22 years.
We have looked at a lot of boards, a lot of enabling acts, and a lot of enforcement programs.  We
have sponsored legislation strengthening the enforcement programs at many boards, including the
State Bar, the Medical Board, and the Contractors State License Board.

In the face of the most significant crisis of confidence in the history of the profession you
regulate, you were asked to support some very basic enforcement enhancements that numerous other
occupational licensing agencies adopted decades ago.  Over the past three meetings (January, March,
and May 2002), and not without monumental struggles in some areas, you have approved only the
following minimal changes:

! The reporting to the Board, for its confidential use only, of civil judgments against your
licensees.  This proposal was approved because the Big Four did not oppose it.  Civil judgments are,
of course, public information.  In addition, you will find (and the Big Four know) that there are very
few civil judgments because your licensees and their lawyers simply do not take cases to trial; they
settle them.  Even if they take them to trial and lose, they quickly settle.
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! The reporting to the Board of restatements of financial statements (again, public
information).  Again, this proposal was approved because the Big Four did not oppose it — even
the Big Four could not come up with a credible reason why the Board should not have this
information, which constitutes an admission of material misstatements in prior financial statements.

! The reporting to the Board, for its confidential use only, of formal investigations instituted
by the Securities and Exchange Commission’s Division of Enforcement against your licensees.
Although this piece of information is technically “non-public,” many SEC investigations are
reported in the newspapers.  You were informed by your Enforcement Chief that this reporting
mechanism will yield a grand total of twelve reports per year.  This proposal was approved over the
objection of the Big Four.

! The reporting to the Board, for its confidential use only, of civil settlements and arbitration
awards against licensees over $100,000.  The $100,000 threshold was chosen despite information
from a large insurance carrier that a threshold of $25,000-$50,000 would be more appropriate.  The
$100,000 threshold is over three times higher than the settlement reporting threshold at the Medical
Board and other significant agencies.  This proposal squeaked by on a 5-4 vote over the objection
of the Big Four.

Thus, in response to the most significant crisis in the history of the profession you
regulate, the Board has finally — and somewhat grudgingly — decided to collect information
that other agencies have collected for decades and are now are routinely disclosing to the
public.

And a narrow majority of the Board has rejected other proposals that would meaningfully
supplement your enforcement program in ways that other boards have done for years:

! Because of Big Four incantations of “unconstitutionality,” the majority has balked at
approving the addition of “repeated negligent acts” as a basis for discipline against Board licensees.
It has not mattered to the majority that numerous licensing agencies (including the Medical Board,
the State Bar, and the Department of Real Estate) are authorized to discipline for repeated negligent
acts — some for decades. To those agencies, a public protection mandate means they should not
wait for an egregious act of “gross negligence” — an “extreme departure” from applicable standards,
as testified to by an expert witness — before acting to protect the public.  To those agencies, a public
protection mandate means that they should be able to discipline for proven, repeated violations of
their statutes and regulations.

It further has not mattered to the majority that some agencies are authorized to discipline for
one act of mere negligence, and that Legislative Counsel has determined those statutes to be
constitutional.  Nor has it mattered to the majority that the agency perhaps most analogous to CBA
— the U.S. Securities and Exchange Commission — is authorized to discipline CPAs for “repeated
instances” of “negligent conduct.”  17 C.F.R. Part 201.102(e)(1)(iv)(B)(2).  Perhaps it will matter



1It may interest you to know that, in that case on the East Coast, KPMG argued to the D.C. Circuit that the SEC
has no power “to regulate and punish simple auditor negligence — conduct that is already regulated by professional
boards in all 50 states” (emphasis added).  Brief of Petitioner KPMG filed December 17, 2001 at page 23.  Yet, here
on the West Coast, the Big Four argue that it would be unconstitutional for this state Board to discipline CPAs for
repeated negligent acts.  It would seem that the Big Four cannot have it both ways.
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that a federal appellate court, the U.S. Court of Appeals for the District of Columbia Circuit — two
days prior to your May meeting — upheld the SEC’s authority to discipline CPAs for repeated
instances of negligent conduct in an enforcement case.  KPMG, LLP v. Securities and Exchange
Commission, No. 01-1131 (May 14, 2002).1

! Once again due to Big Four objections of “unconstitutionality,” the majority refused to
support the rebuttable presumption applicable to audit documentation that was approved by the
Board’s Task Force on Audit Standards and Practices and is now in AB 2873 (Frommer).  In
reaching this conclusion, the majority ignored not one but two memoranda from the Attorney
General’s Office opining that there is nothing “unconstitutional” or “unlawful” about the
presumption.  The majority further ignored information from the Board’s Enforcement Chief, who
reported that “the issue of inadequate or missing audit documentation is a component in a majority
of our audit cases; it is very frequent that there will be an absence of audit documentation that causes
us lots of problems.”  Rather than viewing the rebuttable presumption as a positive mechanism that
would encourage comprehensive audit documentation by your licensees, the majority sided with the
Big Four and ordered staff to go away and “come back with something new.”  

! The majority also rejected the notion of informing its enforcement staff of the occurrence
of civil filings against CPAs for fraud or negligence in the practice of public accountancy — civil
filings that are, of course, public information.  Rather than providing enforcement staff with public
information about potential violations (and giving it a meaningful opportunity to track such cases
for pattern detection purposes) at an early point in the process, the majority prefers to wait five to
eight years until the conclusion of the action.  Once again, the majority ignored supportive testimony
from its own enforcement staff and counsel from the Department of Consumer Affairs.

! And the majority refused to support AB 1995 (Correa), legislation that would at long last
end the egregious conflict of interest that is visible and palpable to almost everyone except the Big
Four — the conflict of interest that led to Enron and other massive audit failures: the sale of both
audit services and consulting services by auditors to their audit clients.  

The Mechanics.  I am also compelled to comment on the way these decisions were reached.
Some of these issues have come up at meeting after meeting after meeting — yet no decision is ever
reached because the profession objects in dramatic fashion, usually claiming “unconstitutionality”
and demanding “further study” or “more time.”  This is a highly successful stalling technique that
has resulted in little meaningful regulation for this profession.  A true regulator would resist that
technique, not accept it and go along with it.
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Further, at both your March and May meetings, Board members received and accepted
written argument on agenda items that had been sent to them directly.  These materials were not
forwarded to staff for distribution to Board members; they were sent directly to Board members.
Because they were not sent to staff, staff could not include them in agenda packets or otherwise
distribute them to other interested members of the public.  As a result, persons like myself who are
invited and encouraged to participate in these important public proceedings, as well as Board staff
and counsel, were not privy to this information.

Speaking for myself, I felt sandbagged by the “white paper” presented by Gene Erbstoesser
of Ernst & Young (and who represents the so-called “Accountancy Coalition”) at the March meeting
— which was used at that meeting as a reason to defer most decisions until May.  At the March
meeting of the Board members comprising the Committee on Professional Conduct (CPC), Mr.
Erbstoesser — in response to repeated requests from staff — promised that he would submit
additional written argument on the deferred items two weeks in advance of the May meeting.  That
did not happen.  To my knowledge, neither staff nor any member of the public received anything
from Mr. Erbstoesser prior to the May meeting.

Instead, Mr. Erbstoesser sent an express-mail directly to the CPC members on the reporting-
of-settlements issue discussed at the May meeting.  Further, Barry Franzen, a former Ernst & Young
partner, faxed a letter directly to CPC members on the rebuttable presumption issue considered at
the May meeting.  Once again, your staff had no access to these materials.  Once again, no member
of the public had access to — or any meaningful opportunity to respond to — these materials or the
arguments presented therein.

This practice — which has gone on for so long at this Board that it is routinely tolerated and
apparently not questioned — is absolutely unfair to the rest of the participants in your discussions.
It is not tolerated by other boards.  This practice is called “ex parte communication.”   It is used to
stimulate conversation and “agreements to agree” between board members and interested parties
outside the public record — thus transforming the “public meeting” and “public decisionmaking”
ostensibly required by the Bagley-Keene Open Meeting Act into a farce, a veritable charade.

Ex parte communications are barely lawful — and absolutely unfair — in policymaking
decisions such as those you engaged in during March and May.  They are absolutely unlawful and
unethical in adjudicative (enforcement) proceedings — yet this practice has been tolerated so long
at this Board that I fear members are becoming immune to this practice and may inadvertently accept
ex parte communications in enforcement proceedings as well.  I strongly suggest a “refresher
course” for Board members on the Bagley-Keene Act and the Administrative Procedure Act.

The Bottom Line.  The bottom line is that the majority of this Board does not view itself as
a regulator of the accounting profession.  The majority views itself as limited by what the profession
will accept.
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Nothing should be further from the truth.  You are not the partner, or friend, or enabler of
the profession or any segment of the profession.  You are the regulator of the accounting
profession.  You are responsible for regulating the profession in the public interest, not in the
profession’s interest.  You have been presented with a significant crisis in the profession you
regulate, and an opportunity to improve your enforcement program so as to better protect the public
from the profession — which is your job.  Regrettably, the recent decisions of the majority of this
Board reflect little comprehension and no acceptance of that most basic fact.

CPIL does not favor the sunset of occupational licensing boards.  We prefer the “public
forum” and opportunity for public scrutiny and public input at public meetings required by the
Bagley-Keene Act.  However, the recent conduct and decisionmaking of the majority of this Board
— in light of the serious crisis facing the profession it regulates — give us pause.  I urge this Board
— the entire Board — to find the courage to demonstrate independence from the profession it
regulates and fidelity to its mandate of public protection.

Sincerely,

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

cc: The Honorable Liz Figueroa, Chair, Senate Business and Professions Committee
and Joint Legislative Sunset Review Committee

The Honorable Lou Correa, Chair, Assembly Business and Professions Committee
Kathleen Hamilton, Director, Department of Consumer Affairs
Carol Sigmann, Executive Officer, California Board of Accountancy
Michael Granen, Deputy Attorney General, Department of Justice


